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This paper might better be titled “A Search Model of Consumers Who Choose Quantity Based on the Average Price in the Market”.    That title points to the essential element of the model.   Suppose consumers must commit to quantity before they know the price at any particular firm, though they do know the industry average. How will firms respond?  They will raise the price not only above the competitive level, but above the monopoly level, because when any one firm raises its price, it inflicts a negative externality on the other firms, via the consumer’s decision to commit to purchase less. 

 
The first issue is whether consumers of this kind ever exist. I think they do. The author gives as an example patients who choose how healthily to live (and thus implicitly how much medicine they will need), and a doctor who chooses which medicine they  can buy.  That is not a great example, though it is worth keeping in the paper because Italian drug producers did claim they were colluding to try to reduce prices, an implication of  the model.  Roadside services (p. 3) are another example. 

 
Another example not in the paper, but perhaps even better,  is taxicabs. How much a person uses taxis is determined by the expected price, because he puts himself in a position in which  he needs a taxi before he knows how much the particular taxi charges.   If there were no regulation, the price would be above the one-seller monopoly price. 


It is not new that uninformed consumers can make government price controls potentially useful--see the classic Diamond or Salop-Stiglitz articles. What is novel here is that the firms, not just the social planner,  would  like price controls if they weren't too low. 


I think this is an idea worth publishing. The  main question for me is how much detail the paper should have.   The most  interesting result--- prices above the monopoly level--- can be gotten relatively easily in a model with just uninformed consumers, who must use the expected market price rather than individual prices.  The paper presently  also includes informed consumers, who know the individual prices.  This adds some moderately interesting results, but at the cost of a lot of extra exposition. 


 My inclination would be  to drop informed consumers from the paper. This results in a much shorter paper--- about half the current length—but one still worth publishing.   The results in the second half are what one would expect if one knew search  models.  If there are  hardly any informed consumers, then all firms will charge high prices because it is not worth undercutting to get all the informed consumers. If there are more, then the equilibrium is in mixed strategies, because if no other firms are undercutting, one firm will want to cut its price, but  no two firms can be  charging the same price to the informed consumers or one would  deviate to undercut the other.   The  novelty here is that the  firms that are charging the high prices in either equilibrium will be charging above-monopoly prices, and we already have that result from the model with only uninformed consumers. 


I have nonetheless made comments on the exposition of the models with informed  consumers, since the editor might disagree with my recommendation to cut them. 

Page-by-page Comments:

p. 7. Proposition 1 could be dropped as a proposition, since it is so straightforward. 

p. 9. Proposition 2 should be explained after it is stated, and its statement should include some plain English as well as notation.  It is the most important proposition in the paper, and says “If there are only uninformed consumers and more than one seller, then the equilibrium expected  price is above the monopoly price.  

p. 9. It would be worth including as part of  Proposition 3 that the smaller the firm, the higher its price, a point stated on p. 11 in the text. 

p. 11. If informed consumers are kept in the paper, there should be a new section clearly labelled  something like “The Model with Heterogeneous Consumers” which has a pure-strategy section and a mixed-strategy section. 

 p. 11. Proposition 4 should be made a lemma and its result folded into Proposition 6. It just says that a pure-strategy equilibrium exists if there are few enough informed consumers. 

p. 12. Proposition 5 should be dropped. It just says that there is an equilibrium with price equal to marginal cost only if all consumers are informed and there are two or more firms. 

p. 13.  Proposition 6 says that  if there is a pure strategy equilibrium in the model with informed consumers, all firms charge above the monopoly level, just as in the model with uninformed consumers.  From Proposition 4, though, we know that a pure strategy equilibrium exists only if the fraction of informed consumers is small enough. Thus, the intuition is simple: if there are hardly any informed consumers, the firms ignore them and are not tempted to reduce the price to pick up volume of sales. 

p. 13. Proposition 7 could be dropped as a proposition and just put in the text. It says that the presence of informed consumers reduces the price from what it would have been otherwise. The proof, currently in the appendix, could be put in the text too, since it is short. 

p. 14. Quite a bit of text here is devoted to proving that a mixed strategy equilibrium exists. This could go in the appendix instead, as the proof of a lemma stating existence. 

p. 15. I advise dropping section 3.5 on price-discrimination firms. It distracts, without adding anything surprising to the paper. 

General points: 

(1) 
How could this model be adapted to firms choosing product quality?  There is a similar negative externality when each individual firm chooses low quality.  It is muted, though, because quality cannot go below 0 (ordinarily---I suppose some products could kill the consumer).  In the model of this paper, firms do not choose infinite prices because then the average price would be infinite too and consumers would buy zero, but if one firm chooses zero quality, that does not reduce the average quality to zero.  This means that the equilibrium in a game in which firms choose unobservable quality but observable price, the equilibrium quality could equal zero.  That is perhaps not a new observation, but it is worth linking to the  present model.  

(2)  Many words are spelled wrong (e.g., two different spellings of “assumption”, both wrong, in footnote 12).  At some point the author will need to use an English-language spellchecker. 
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