Problem Perfect Competition
1. Is the following statement true or false? Explain why. In the short run, the supply curve will be upward sloping.

2. Is the following statement true or false? Explain why. In long run equilibrium, if firms in a perfectly competitive industry are earning positive profits, the industry is not in long run equilibrium.

3. Assume the beer industry is perfectly competitive. What will happen to the equilibrium price and quantity of beer and the firms’ profits in the short run if the drinking age is lowered from 21 to 18? Explain your answer. Your explanations must include, but not be limited to, the appropriate graphs.

 4. In the problem above, what will happen to the equilibrium price and quantity of beer and the firms’ profits in the long run? Explain your answer. Your explanations must include, but not be limited to, the appropriate graphs.

5. Is the following statement true or false? Explain why. In a constant cost industry all firms have constant returns to scale.

6. Is the following statement true or false? Explain why. In the long run the supply curve will always be upward sloping.

7. Is the following statement true or false? Explain why. In the short run a lump sum tax will have a bigger effect on equilibrium price and output than it will in the long run.

8. Nate's Car Wash is one firm in a perfectly competitive industry. What will happen to  price and output in the car wash industry and Nate's profits in the short run and the long run if the DWP raises water prices, assuming the car wash industry has constant costs.

Explain your answer. Your explanation must include, but not be limited to, the appropriate graphs.

Answers to Problem set 8

1. The statement is true. The supply curve is made up of the firms’ marginal cost curves. In the short run marginal cost will be upward sloping because of the principle of diminishing returns.

2.   This statement is true. If firms in the industry are earning positive profits, in the long run entry there will be entry. Entry will continue until the price has fallen to the point that profits have been eliminated. If firms are earning losses, there will be exit. Exit will continue until the price has risen to the point where losses have been eliminated.










3. In the graph above, the market demand for beer increases from d to d1. In the short run, equilibrium price increase from p1 to p2 and quantity increases from Q1 to Q2. The firm increases its output from q1 to q2 and its profits become positive (P>AC). The industry is not in long run equilibrium because the firms are earning positive profits. 

4. In the long run there will be entry, which will cause supply to increase from s to s1 in the graph above. Price will be driven back down to p1 where firms will be earning zero profits. Equilibrium quantity will increase to Q3.

5. This statement is false. Returns to scale applies when a firm increases output by increasing both capital and labor by the same percent. If returns to scale are constant, output will increase at the same rate as inputs. If an industry is a constant cost industry, when the industry changes size (i.e. the number of firms changes) there is no change in the price of the inputs into the production process.  Although both happen in the long run, the concepts are unrelated.

6. The statement is false. If the industry is constant cost, when the industry changes sizes the price of inputs remains the same. The firm's cost curves do not shift. In long run equilibrium price, must be equal to minimum of average cost because firms must earn zero profits. As a result the long run supply curve is perfectly elastic at that price. If the industry is a decreasing cost industry, the long run supply curve will be downward sloping. As the industry expands the price of at least one input goes down and cost curves decrease. Price must fall below the original equilibrium price to remove profits.

7. The statement is false the lump sum tax will have no effect on price and output in the short run. The lump sum tax will shift average total cost, but not marginal cost. It does not affect the firm’s variable cost curve. Since MC does not shift, industry supply will not shift and there will be nor change in equilibrium price and output.

8. The graph are shown below












The increase in the price of water causes the shift in the firms’ mc and ac curves up as shown in the graph above. This causes the industry supply curve to shift from S to S1. Equilibrium price will increase and output will decrease. The firms’ output shifts to q2. Since firms are earning negative profits there will be exit in the long run. This will cause the supply curve to decrease again and price to increase to P3 and output to decrease to Q3. 
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