Problem Set 11

Economics 310

1. In what ways is the model of monopolistic competition similar to perfect competition? 

2. In what ways is the model of monopolistic competition similar to the monopoly model?

3. Explain why the following statement is either true or false. "There is no general theory of oligopoly."

4. Explain why successful cartels are rare.

5. Explain why externalities cause market failure.

6. A clothing manufacturer is located downwind from a steel plant. The steel plant emits pollution that causes $70,000 worth of damage per year to fabric used by the clothing manufacturer. The pollution could be eliminated by smokestack scrubber which would cost the steel firm $50,000 per year. Since this pollution causes no other damage it is not illegal and the steel plant does not now use the scrubber. Is this an efficient outcome? Explain. Is there any other solution to this problem other than government intervention? Explain.     

7. Is the following statement is true or false? Explain why. Common property and public goods are the same thing.

8. Assume there are twenty homes on Dark Road and installation of a streetlight would increase the value of each by $10. The streetlight costs $100 to install. Is the street light a public good? Why or why not? Should it be installed? Why? Who is more likely to install it the government or the property owners? Why? Would your answer be different if one person owned all the houses?
Answers 
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1. The model of monopolistic competition is similar to perfect competition in a number of ways. Both models assume a large number of firms and free entry and exit. Also firms in both models will earn zero profits in long run equilibrium. 

2. The model of monopolistic competition is also similar to the monopoly model. In both models firms have downward sloping demand curves.

3. There is no general theory of oligopoly because the demand curve of the firm in this model depends on the assumption made about the reaction of rival firms when the firm changes price and output. There are many possible assumption that could be made and as a result there are lots of possible models. 

4. Successful cartels are rare for a number of reasons. It is difficult for all firms in an industry to be able to agree on price and output. If a cartel price is agreed on, all firms have an incentive to cheat on the agreement. It is difficult for the cartel to detect and punish cheating. If the cartel is successful at increasing price and profits, the profits will attract entry. Entry will cause the price to fall unless it can be prevented.  

5. Externalities cause market failure because when they are present there is a difference between private marginal cost and social marginal costs. Firms make decisions on the basis of private costs.

6. This is not an efficient outcome. The cost installing the scrubber is less than the cost of the damage done by the pollution. Coase’s theory suggests that the clothing manufacturer will go to the steel plant and offer somewhere between $50,000 and $70,000 if the steel plant will install the scrubber. Once that offer has been made there is no externality.   

7. Common property is not the same thing as a public good. A public good is a good where the marginal cost of one more person using the good is zero and the cost of excluding people is high. Common property is a resource that no one owns. That is no one has the right to exclude people from using it.

8. The street light is a public good. The marginal cost of one more person using it is zero and the cost of excluding people is high. It should be installed because the value is $200 and the cost of installing it is only $100. The government is more likely to install the street light. The free-rider problem will make it difficult for the homeowners to agree to install it. If one person owned all 20 homes there would be no free-rider problem and he/she would install the light.

