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Problem Set 2

1. Suppose that the inverse market demand for a product is P = 1200 - 2Q, and further that a dominant firm can produce at a marginal cost of MC = 10Q.  Answer each of the following questions.


a. If the inverse supply curve of the competitive fringe is P = 825 +2Qf , where Qf is the output of the competitive fringe.  Find each of the following items and use the graph paper provided to illustrate the situation faced by the competitive fringe.

i. S(P) the supply function for the competitive fringe

ii. D(P) the demand function for the market

iii. Dd(P) the residual demand function faced by the dominant firm

iv. The inverse residual demand function faced by the dominant firm.


b. Draw a carefully labeled diagram that illustrates the Residual Demand, Residual Marginal Revenue, and the Dominant firm's marginal cost.  This diagram differs from part A in that it focuses on the situation faced by the dominant firm rather than the competitive fringe.  Use it to identify the profit maximizing price and output for the dominant firm.  Also identify how many units will be produced by the competitive fringe.


c. What is the deadweight loss associated with the dominant firm's level of production.  Did the competitive fringe affect the amount produced?  

