Econ 211 > Problem Set 4

1. "Monopoly is good for producers but bad for ammsrs. The gains of the former offset the lossdhefatter. On balance, there is
no reason to think that monopoly is bad for thenecay." Evaluate.

2. It has been argued that the development ofdifr@ad in the middle of the nineteenth centurystabtially reduced the market
power of many American manufacturing firms. Explain

3. How are some firms able to earn economic prgéta after year after year? Why doesn't the coithpgeprocess force economic
profits to zero?

4. A monopolist produces 100 units of output wHdiR = MC and charges a price of $20. The averageafdd0 units is $12. Draw
this situation on a graph.

a) What is total revenue, total cost, and econqmuéit at this output level?

b) Suppose the government imposes a lump-sum 3@ on the monopolist. How does the monopolspoead to this in terms of
price and output? lllustrate graphically. What igserofits now?

5. A monopolist is producing at a point where i@rginal cost exceeds its marginal revenue. Howlshbadjust its output level to
increase its profit?

6. Do monopolies choose to produce on the elasttastic, or unit elastic range of their demandves? Why?

7. Monopolistic Firm:

Q P TR MR TC MC FC VvC ATC | AVC AFC e
0 80 0 80 150 -- -- - -
10 75 350

20 70 500

30 65 700

40 60 950

50 55 1300

60 50 1700

70 45 2150

80 40 2650

90 35 3200

100 30 3800

a) Complete the table.
b) What is that-maximizing output and price?
¢) Using your favorite spreadsheet, plot the follogvgraphs (Q is on the horizontal axis):
Graph 1: TR, TC, VC, FC verfls
Graph 2: P, MR, MC, AC, AVC ses Q
Graph 3tversus Q
d) What is the lowest price at which the monopalistild be willing to operate at in the short run?

8. Is price discrimination harmful to the US ecory@nexplain why or why not. What three conditions aecessary for successful
price discrimination?

9. Assume that a software company has a monopoletype of software they produce. People camtiad the software from
the internet. Given this, the marginal cost todbmpany of one more person downloading the soffwarero. Since marginal cost
is zero, should the monopoly provide the softwage {a price of zero)? Explain using the concégatprofit maximization.



10. A price discriminating seller will charge a héy price to those market segments which havediaéwely more inelastic demand.
For each of the markets below, indicate which segmeu think will be charged the higher price. E&iplwhy you think that
segment has a lower elasticity of demand.

a) sales of new boats to those who presently obawas, or those who do not own a boat.

b) sales of movie tickets to children or adults.

c) sales of airline tickets to business travelera couple on vacation.

d) sales of cosmetic surgery to the poor or the ric

11. The following table indicates the prices vasiduyers are willing to pay for a Miata sports car:

Buyer Maximum
Price

Jessica $50,000

Connor $40,000

Steve $30,000

Nick $20,000

Nikki $10,000

The cost of producing the cars includes $50,00ixefl costs and a constant marginal cost of $10,000

a) Graph the demand, marginal revenue, and margasalcurves.

b) What is the profit-maximizing output and pricg & monopolist? How much profit does the monopaotiake?

c) If the monopolist can practice first-degree eritiscrimination, how many cars will she sell? Howch profit will she make?
d) What techniques could the monopolist use to eynptice discrimination?

12. The figure below represents a perfectly oetitige industry that is taken over by a singlenfiand operated as a single-priced
monopoly.

P1

P,

Ps

MR

a) What was the competitive price and quantity?

b) What is the monopoly price and quantity?

c) What area represents consumer surplus urmfscp competition? (Identify the relevant geoneatriareas by their endpoints.)
d) What area represents consumer surplus unoeopoly?

e) What area represents the deadweight los®obpoly?

13. Suppose there are two classes made up obiraitar students and students can choose whick they sign up for. In one class,
each student receives the grade made on eacintést. other class, each student receives the alasage as his or her grade. These
policies are known by all. In what class would yoqpect the higher average grade? Explain.



14. Explain the nonrivalry and nonexcludabilityti@@s of a pure public good. Why are both necedsarthe good to be a pure
public good?

15. Parsons Apartments has 100 resident who acerderned about security. The table below giveddtal cost per day of hiring a
24-hour security guard service and the marginaéfieper day to each of the residents.

Total Cost|Marginal Benefit Marginal Benefit

Number of Guards of Guards| per Resident | to all Residents

1 $300 $10
2 $600 $4
3 $900 $2
4 $1200 $1

a) Why is a security guard a public good for th&dents of Parsons Apartments?
b) Why will no guards be hired if each of the resits must act individually?
c) Complete the last column of the table by commuthe marginal benefit of security guards tola tesidents combined.

16. Now suppose that the residents of Parsons dordypartment Council that acts as a governing llodddress security issues.
a) What is the efficient number of guards? Whahésnet benefit of this amount?

b) Show that the net benefit is less for either less guard or for one more guard than the netfbdoethe efficient number of
guards.

¢) How might the Apartment Council pay for the gigit will hire?

17. Art, Bob, and Charlie own a lake in Michigaattthey use for recreational purposes. A mosquitdeanent program will benefit
all. Art place a value of $1, Bob places a valug1, and Charlie places a value of $100 on a nitwséree environment. A firm will
spray the lake and charge each owner $35.

a) What decision would be reached under majorig/2¥ould the result be efficient?

b) What decision would be reached if Art, Bob, &ithrlie could engage in costless negotiations? dCananimity be achieved?

18. An environmentalist argues that all pollutionshbe eliminated. How would you try to convince that her position is both
unreasonable and impractical?

19. What are the advantages of marketable pecmitgared to regulation of pollution where all firare required to reduce
pollution by a certain percent?

20. Factory A produces 1000 tons of sulfuric a¢id aost of $10,000. For the people in the commuttie production of 1000 tons
of sulfuric acid causes an increase of $5000 inicaégayments, a loss of $4000 in wages by beidlg sind an increase of $1000 in
dry-cleaning bills. What are the private and socdts of the 1000 tons of sulfuric acid? Show yeark.

21. Airport noise is certainly a negative extertyalWhy would people choose to live near airports?

22. A factory's production process creates slubgegours into a river. This sludge makes it diffi¢o fish in the river, increasing
the costs of the local fishermen by $5000. Theofgotan install a water filter system for $4100d éime fishermen can utilize a
weighted fishing net system (to get under the styidar $3250. Both systems would remedy the slutigaage to the fishermen.
a) Suppose transactions costs are zero. If therfaist not liable and can continue to produce shydghat outcome do you predict
and why?

b) Suppose transactions costs are zero. If therfact assigned liability for sludge damage, whattome do you predict and why?
¢) Now suppose transactions costs preclude thelildgsof private bargaining between the factorydafishermen. If a pollution tax
is levied on the factory with the proceeds giveth®fishermen, then what outcome do you predidtvalmy?

d) Discuss the results of parts (a), (b), andr{d¢girms of the Coase Theorem.



23. Fishermen who use nets to catch tuna also soeghet dolphins, which, because they are mamhads/n before they can be
released. Currently, the price and quantity of tdegrmined by the market does not take into addiencost to society of killing the
dolphins (marginal external cost). Listed below m@rket demand and supply schedules for tuna dsawéhe marginal external
social costs associated with dolphins killed inphecess of catching tuna. All costs and valuedisted in terms of dollars per pound
of tuna.

Quantity of tuna Consumer's valuation Marginal private cost Marginal external cost
(1000s) of tuna of tuna of dolphins
1000 $5.50 $1.75 $2.05
2000 5.00 2.00 2.15
3000 4.50 2.25 2.25
4000 4.00 2.50 2.35
5000 3.50 2.75 2.45
6000 3.00 3.00 2.55
7000 2.50 4.50 2.65
8000 2.00 4.70 2.75

a) What output and price would the free market gete@ Why?

b) What is the socially optimal output and priceAy®

c) In order to obtain the socially optimal equiitbn, what would the appropriate per-pound tax qupsiars need to be? Of this tax,
how much would consumers end up paying?

24. In asmall town, two factories--factory Addfiactory B--each produce 20 units of pollutiortisat the total  pollution is 40
units. Factory A can decrease its pollution ab@astant marginal cost of $60 per unit; factory B oaduce its pollution at a constant
marginal cost of $100.

a) Suppose that the Environmental Protection Ag€éBPA) determines that the efficient level of pidibn in the town is 20 units. If
the EPA requires each factory to decrease its fiatiloy 10 units, what is the total cost of reaghintotal of 20 units of pollution?
Show work.

b) Suppose that the EPA introduces marketablefpmii permits and allows each firm to produce lidsuof pollution. What is
likely to occur? In particular, will factory A d@ want to sell its permits to the other factory @the other factory willing to buy
them? If there is a potential buyer and sellehefpermits, what is the price range in which teangts will trade?

¢) From a social standpoint, which is the mordrdbke policy: when the EPA requires equal redudim pollution, or when it
introduces marketable permits? Why is the onecpdietter than the other? Show any relevant catlicurs.

25. Consider two coastal communities. In thet fommunity, there are a lot of independent figlhoats that are fishing the
coastline. In the second community, there is angd fishing company that owns all of the boats fish the coastline. Considering
the idea of common property rights, in which comityuwould you expect more fish to be caught? Explahy.



