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Adam Smith

 “When by an increase in the effectual demand, the market
price of some particular commodity happens to rise a good
deal above the natural price, those who employ their
stocks in supplying that market are generally careful to
conceal this change.  If it was commonly known, their
great profit would tempt so many new rivals to employ
their stocks in the same way, that, the effectual demand
being fully supplied, the market price would soon be
reduced to the natural prices, and perhaps for some time
even below it.” (Smith 1776, p. 67) [emphasis added]



Dynamics of Market Friction

• Rate of change
– an action can be immediately observed by a

competitor

– response can be immediate

• Menu costs
– the costs of changing a price

– Internet may reduce menu costs
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Books.com:  Higher Price



Books.com:  Compare Price



Books.com:  Lower Price



Consumer Response to Internet
Price Discrimination
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Internet Price Discrimination

• An algorithm can set a price dynamically
– SRMC => $0

– e.g. Books.com

• Consumer information can be used for price
discrimination approaching first degree

• Consumers can choose to block cookies
and/or create an anonymous presence


