Lecture 7 Practice Question Answers

From Browning and Zupan: 

11.3. The statement is false.  A monopoly can raise its price higher than a competitive firm could, but it is still constrained by the downward-sloping demand curve.  If the firm raises its price, it will lose some of its customers.  

11.6. If the firm charged a lower price for ski lift tickets, the lower price would be available to all of its customers, not just the additional sales generated by the lower price.  The firm would gain from the new customers, but lose more from the lower price to the customers it would have had anyway at the higher price. 

11.8 and 11.10.  Answered in book.  

11.12.  “Since the shutdown condition applies only to competitive firms, it is not a relevant factor when considering what profit-maximizing output level a monopolist such as Amazon.com should produce.”  This statement is false, because the shutdown condition applies to any firm, not just competitive ones.  (Also, is Amazon.com really a monopolist?)

Additional questions:

1.  

(a)  Find MR in the usual fashion:  MR = 100 - 0.04Q.  Then set it equal to MC: 

100 - 0.04Q = 60

40 = 0.04Q

Q* = 1000

P* = 100 - 0.02(1000) = 80

(b) CS is the triangle below the demand curve and above P*.  

CS = 0.5(100 - 80)(1000) = 10,000

DWL is the triangle below the demand curve, above the marginal cost curve, and between the monopoly quantity and competitive quantity.  The competitive quantity is found in part (c) below to be Qc = 2000.  

DWL = 0.5(80 - 60)(2000 - 1000) = 10,000

(c) The competitive price is Pc = 60, because under perfect competition, price equals marginal cost.  Find the competitive quantity by plugging this price into the demand curve:  

60 = 100 - 0.02Q

40 = 0.02Q

Qc = 2000

(d) CS is the triangle below the demand curve and above P*.  

CS = 0.5(100 - 60)(2000) = 40,000

There is no DWL under perfect competition. 

2.  

(a) The firm will still sell 1000 tattoos to adults at a price of $80.  Why?  Because the top part of the demand curve (with P > 80) corresponds to adults only, so the MR for adult sales is exactly the same as in problem #1 in that range.  Thus, setting MR = MC yields the same result as before.

(b) The demand curve for kids is Pk = 80 - 0.02Qk, where "k" stands for kids.  The MR for kid sales is therefore MR = 80 - 0.04Qk.  Set MR = MC:

80 - 0.04Qk = 60

20 = 0.04Qk
Qk* = 500

Pk* = 80 - 0.02(500) = 70

(c) The CS for adults is the same as in question #1.  But now some additional tattoos are being sold to kids.  The CS for kids is the area underneath the kids' demand curve and above the kids' price.  

CS = 0.5(80 - 70)(500) = 2500

So the total CS = 10,000 + 2500 = 12,500.  This is greater it would be without price discrimination.  

The diagram below is for both question #1 and question #2.  (This diagram was not required by the question, but it may be useful to you.)
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The MR in this diagram is for the single-price monopolist.  For the price discriminating monopolist, the MR for adult sales is just like the MR in the diagram, except that it stops at Q = 1000.  The MR for kids is not shown, but it would cross the MC curve at the point where Q = 1500.  The total quantity sold under price discrimination, 1500, consists of 1000 sold to adults and 500 sold to kids.  

3. (a)  The term “close substitutes” makes the definition subjective, because it requires the economist to make a judgment about how close is close enough.  Ultimately, whether a good is a close substitute depends on the preferences of consumers.  (b)  Amtrak has a monopoly on national passenger rail service, but not a monopoly on national passenger transportation (because it competes with bus lines and airlines).  The question is whether consumers consider bus travel and air travel reasonable substitutes for train travel.  (There are many other good examples, of course.)
4. The statement is ambiguous.  Some consumers are made worse off by price discrimination, because they end up paying a higher price than they would otherwise.  But other consumers who could not have bought the good otherwise may be enabled to do so by a lower price.  

























