Economics 310

Problem Set Market power
1. Is the following statement true or false? Explain why. A firm with monopoly power may earn profits in the long run.

2. Is the following statement true or false? Explain why. If the government imposes an excise tax on a firm with monopoly power, consumer surplus will increase.

3. Which will cause a larger increase in dead weight loss, an excise tax that causes quantity to decrease by one unit in a competitive industry or an excise tax that causes quantity to decrease by one unit in a monopoly? Explain your answer.
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Does the firm whose average cost curve is show above have a natural monopoly? How do you know? Draw in the firm’s MC and MR curves. 

5. Draw in the price and output if the monopolist is unregulated, if the monopolist is required to charge a price equal to AC, if the monopolist is required to charge a price equal to MC. Discuss the pros and cons of each of these alternatives. 

6. For each of the following pricing strategies, discuss whether it is price discrimination or not. If it is, what is the type of price discrimination? How do you know?

a. Sizzler charges customers $3.00 for the salad bar if it is bought with a meal. It charges $6.50 for if a customer buys the salad bar alone.

b. Regular admission to the New Age Movie Theater is $8. A book of 10 tickets costs $50.

c. In many hotels, children under 12 stay in the parents' room free.

d. Disneyland gives a discount to Southern California residents who visit the park between January and June.
Answers to problem set 10

1. This statement is true. If the source of the firm's monopoly power is some type of entry barrier, the firm may earn economic profits in the long run.

2. The statement is false. The excise tax shifts the firm's marginal cost curve. This causes the firm's profit maximizing output to decrease and the price to increase. Consumer surplus goes down from an area equal to edc to e and dead weight loss increases from a to abc.













3. As the graph below shows the change in deadweight loss will be bigger for a firm with monopoly power(   )  than a competitive industry  (     ).
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Pm and qm are the unregulated price and output. Pa and qa are the average cost price and output and Pc and qc are the marginal cost price and output.

5.  The advantage of the unregulated price and output is that is does not cost the government anything to maintain and the firm has an incentive to seek ways to lower its cost. The disadvantage is consumers pay a high price and the size of dead weight loss is large. The marginal cost price and output eliminates the dead weight loss. However, since mc is less than average cost, the firm is making losses and the government will have to subsidize it in addition bearing the cost of finding out what the firm's cost are. The average cost price always the firm to earn zero economic profits. The government does not have to give the firm cash to cover losses. There is some dead weight loss created but it is less than it would be if price was not regulated. However, the government must pay the cost of determining what the firm's cost are. Also the firm has a limited incentive to find new technology to lower its cost, since it will not be allowed to earn positive profits. 

6. . a. This is not price discrimination. Customers who buy the salad bar with a meal are likely to eat less than those who only buy the salad bar.

b. This is second degree price discrimination. The more movie tickets bought, the less the price is. It is no likely that the movie theater has any significant cost saving from selling the books of tickets.

c. This is 3rd degree price discrimination. Families pay a cheaper price for hotel rooms, than other groups of people traveling together. Families with children are likely to have a more elastic demand because of lower income.

d. This is third degree price discrimination. Southern California residents are most likely to have a more elastic demand for visits to Disney land.
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