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Econ331: Fall 06; Third Exam






dr. bob Horn

Choose any 4 of the following: (answer all parts of each question you choose)
1.
Write brief responses to each of the following:

a.
Suppose a monopolist was producing at an output level where its marginal cost was $5.00 and

 its marginal revenue was $6.50. What adjustments should this firm make?


Lower price; increase output until MC = MR
b.
“A perfectly competitive firm faces a perfectly elastic demand curve. A monopolist can set its 

price to maximize economic profits because its demand curve is less than perfectly elastic. 

It follows that a monopolist will always choose to operate where its demand curve is inelastic.” 

Do you agree? Explain


NO, monopolist always operate where demand is elastic. IF MC > 0; MR = MC > 0

Demand is elastic where MR >0
c.
Why is there a social cost to monopoly power? If the gains to producers from monopoly power 

were redistributed to consumers, would the social cost of monopoly power be eliminated? Explain.


Monopoly restricts output and charges a higher price.

Still be a social cost because of the DEADWEIGHT LOSS
d.
“A monopolist who sells in two distinct markets and practices third degree price 

discrimination will always choose to sell the larger quantity in the market with the more 

elastic demand curve.”  Do you agree with this statement? Explain

NO, price will be higher in the market segment where demand is less elastic and lower
 
in the segment where demand is more elastic. Says nothing about quantities in each market segment.
e.
Suppose Evian enters the bottled water market to compete with Perrier. As the newer firm, 

Evian’s marginal costs are lower than Perrier’s but its fixed costs are the same. Is a Cournot 

solution still possible? What will likely be true with respect to the share of market output 
going to each firm?


Cournot solution is still possible.  Likely the firm with the lower marginal costs will capture a larger share 
of the market.  Fixed costs are irrelevant.
2.
As manager of the only video store in town, you notice that on Thursday through Sunday the demand for renting your movies is much higher than it is on Monday through Wednesday. On weekends, your inverse demand curve is:





P = 10  - 0.001 Q;

On weekdays, it is:





P = 5 - 0.01 Q.

The marginal cost of renting a movie is $0.50 and your average customer only rents one movie at a time.  Assuming profit maximizing behavior:

a. How many movies should be rented on weekends? On weekdays?

MR1 = 10 – 0.002 Q1 = 0.5 = MC = MR2 = 5 – 0.02 Q2


0.002 Q1 = 9.5


0.02 Q2 = 4.5



Q1 = 4,750



Q2 = 225



Weekends



weekdays 
b. What price should be charged on weekends? On weekdays?

P1 = $ 5.25



P2 = 2.75

 c. What is the (approximate) price elasticity of demand in each               market? 




E1 = 1000(5.25/4750) = 1.12    E2 = 100(2.75/225) = 1.22
d. Are your results consistent with economic theory? Explain.




Yes, price is higher in the market where demand is less 


elastic
e. Suppose the store had to sell at one price all the time. How many movies would be rented and at what price?

   Q = 10,000 – 1,000 P and Q = 500 – 100 P so Q = 10,500 – 1,100 P
Invert: P = 10,500/1100 – 1/1,100 Q.  P = 9.5 – 0.000909 Q

MR = 9.5 – 0.0018 Q = 0.5 = MC




9.0 = 0.0018 Q




   Q = 5,000




   P = $ 5.00
3.
Grateful Dead Merchandising Company currently has a monopoly over the issuing of Dead concerts on Compact discs.  Market research indicates the demand for Dead CDs is Q = 2,000 – 100 P.  The set up cost for each production run is $1,000. After set up there is a marginal cost of $ 4 for each CD.

a.
Set up the total, average and marginal revenue functions for GDM. 

Also write out the company’s total average and marginal cost functions.
     AR:
P = 20 – 0.01 Q 


TR:
TR = 20 Q – 0.01 Q2

MR:
MR = 20 – 0.02 Q


TC: TC = 1,000 + 4Q


AC: AC = (1,000/Q) + 4


MC: MC = 4

b.
Determine the profit maximizing level of output and price for GDM.

Is the company earning economic profits? If so, how much?

MR = 20 – 0.02 Q = 4



0.02 Q = 16



     Q = 800




P = $ 12


( = 12(800) – 1000 – 4(800) = 9600 – 4200 = $ 5,400
c.
What is the price elasticity of demand?


E = -100(12/800) = - 1200/800 = - 1.5

d.
Suppose the market for Dead CDs became competitive (not a bad assumption given the widespread availability of bootleg CDs).  If costs do not change what would be the market price, output, and economic profits in a competitive market?



P = 20 – 0.01 Q = 4 = MC



16 = 0.01 Q



Q = 1,600





P = 4





Economic profits = - 1,000
e.
Suppose the government decided to tax GDM $ 2 per CD.  What would be the impact on GDM price, output and economic profits?

MR = 20 – 0.02 Q = 4 + 2 = MC + t


14 = 0.02 Q


Q = 700


P = 13

( = 13(700) – 1000 – 4(700)- 2(700) = 9100 – 5200 = $ 3,900
4.
Assume Alltel and Sprint are the only two cellular telephone companies operating in the Harrisonburg area. They act as Cournot duopolists in setting telephone per minute charges. The market demand for cell phone calls is:



P = 250 - Q.

Marginal costs are 4 per unit for both firms (not a bad assumption for telephones since most of the expenses are fixed costs)

a. Determine the reaction functions for each firm.



P = 250 – (Q1 + Q2) ( TR1 = pQ1 = [250 – (Q1 + Q2)] Q1


MR1 = 250 – 2 Q1  - Q2 =  4 = MC 

Q1 = 123 – ½  Q2   and    Q2 = 123 – ½ Q1
b. What are the Cournot duopoly equilibrium price and quantity?


Q1 = 123 – ½ (123 – ½ Q1)

  = 61.5 + ¼ Q1  (  ¾ Q1 = 61.5 ( Q1 = 82 = Q2

Q = 164  P = 86
c. If the two firms merged and acted as a monopoly, what would be the       output and price in the market?  Assume marginal costs remain 4 per unit.



MR = 250 – 2 Q = 4



246 = 2 Q



Q = 123  P = 127
d. What would output and price be if the market was perfect competition?




P = 250 – Q = 4 = MC



Q = 246  P = 4
e. What are the Bertrand duopoly equilibrium price and quantity?



Same as for perfect competition
5.
The industry demand curve for a particular product is:



Q =  1800 – 200 P.


The industry exhibits constant (long run) average cost at all levels of output, regardless of the market structure.  Unit cost is a constant 
$ 1.50 per unit of output.  Calculate market output, price, consumer surplus, and producer surplus (where applicable), for each of the following scenarios:

a.
Perfect Competition



Q = 1,800 – 200 P ( P = 9 – 1/200 Q = 1.5 MC






7.5 = 1/200 Q








Q = 1500









P = $ 1.5





CS = ½ (1500) (7.5)  = 5,625





PS = 0
b.
Pure Monopoly
MR = 9 – 1/100 Q = 1.5 MC



7.5 = 1/100 Q



  Q = 750



  P = $ 5.25




CS = ½ (750)(3.75)  =  1,406.25





PS = 3.75 (750)     =  2,812.5

c.
First Degree Price Discrimination 






Q = 1,500
PS = 5,625






CS = 0
d.
Draw an accurately labeled diagram on which you clearly label the relevant points and areas found in parts (a), (b), and (c) above.
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