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1) Suppose that the pick – up truck market is a perfectly competitive and constant cost industry with market demand defined by P = 70.000 – 0.004Q. Suppose that there are 10 identical firms in the industry and that the marginal cost for each firm is MC = 10.000 + 0.02q.
a. What is competitive equilibrium price and quantity in this market? (10 pts)
The supply curve of a firm is equal to its MC curve above the minimum of its AVC curve. At each price level, then, the quantity supplied by the firm is determined by P = MC, i.e., P = 10000 + 0.02q. The market supply curve is equal to horizontal summation of the supply curves of all firms, i.e., to quantity supplied by all firms at each price level. 
Now, since there are ten identical firms in the industry, q = Q / 10. Therefore, the market supply firms is P = 10000 + 0.02 (Q/10) = 10000 + 0.002 Q. Thus, competitive equilibrium is determined by 70000 – 0.004Q = 10000 + 0.002Q  Q = 10 million and P = 30.000




b. What is the output of the individual firm in this market? (5pts)

Since Q = 10 million and q = Q/10, then q = 1 million.

c. Suppose now that the competitive firms wish to establish a monopoly. What price and output maximizes the profit of the monopoly? (10pts)
 The MR curve of monopoly is MR = 70000 – 0.008Q. The MC of the monopoly is equal to the supply curve of the competitive industry, i.e., MC = 10000 + 0.002 Q.
Therefore, the monopoly will produce where MR = MC  70000 – 0.008Q = 10000 + 0.002Q  Q = 6 million and P = 46.000


2) [bookmark: _GoBack]Please answer these questions with several sentences and simple graphs, if necessary. (5pts each)

a. Use the concept of price equals marginal cost to explain why monopoly leads to an inefficient mix of output, leaving society worse off.

When price equals marginal cost, the allocation of resources is efficient.  The social value of an additional unit of output (price) is just equal to the product’s social opportunity cost (marginal cost).  In monopoly, price is greater than marginal cost; therefore, society would be better off if more output was produced and the price was lower.



b. Can you think of an instance in which having a single firm in an industry may be efficient?


Yes.  When a firm exhibits economies of scale so large that average costs continuously decline with output, it may be efficient to have only one firm in an industry.  Such an industry is called a natural monopoly


c. In a perfectly competitive market, draw and label the following curves on the same graph for a firm:
Marginal Revenue (MR)
Average Revenue (AR)
Marginal Cost (MC)
Average Cost (AC)
Indicate the profit-maximizing output and price level.

[image: Perfect competition - Wikipedia]







3) (20pts) Explain the key similarities and differences between perfect competition, monopoly, and monopolistic competition. In your answer, discuss the following aspects of each market structure:

Number of firms in the market
Barriers to entry
Pricing power
Long-run profits

1. Number of Firms:
· Perfect Competition: There are many firms in the market. Each firm is small and has no control over the market price.
· Monopoly: There is only one firm that dominates the entire market. The monopolist is the sole producer of the good or service.
· Monopolistic Competition: There are many firms in the market, but each firm sells a differentiated product, so they have some control over pricing, unlike in perfect competition.
2. Barriers to Entry:
· Perfect Competition: There are no barriers to entry or exit. New firms can freely enter the market when profits are available, and leave when they incur losses.
· Monopoly: There are high barriers to entry, such as control over a key resource, government regulations, or high startup costs. These barriers prevent other firms from entering the market.
· Monopolistic Competition: There are low barriers to entry. New firms can easily enter the market, but they must differentiate their products to compete with existing firms.
3. Pricing Power:
· Perfect Competition: Firms are price takers. The market determines the price, and individual firms have no influence over it. Prices are determined by supply and demand.
· Monopoly: The monopolist is a price maker. It has significant control over the price and can set it higher than in competitive markets, as it is the only supplier.
· Monopolistic Competition: Firms have some pricing power, but it is limited by the availability of substitute products. They can set prices above marginal cost, but not to the extent of a monopolist.
5. Long-Run Profits:
· Perfect Competition: Firms earn normal profits (zero economic profit), as any short-term profits attract new firms to the market.
· Monopoly: The monopolist may earn long-run economic profits, as the barriers to entry prevent new competitors from entering the market.
· Monopolistic Competition: In the short run, firms can earn profits or incur losses. However, in the long run, profits tend to be zero, as new firms enter the market, attracted by initial profits, and drive prices down to the level of average costs.










MULTIPLE CHOICE

1) In a perfectly competitive market, market prices are determined by:
A) individual producers.
B) market supply and market demand.
C) the entrepreneur.
D) individual consumers.

2) If the marginal revenue of the next unit a firm produces is $50 and its marginal cost is $35, a firm should:
A) reconsider past production decisions.
B) decrease production.
C) increase production.
D) hold production constant.

3) Refer to the graph shown. Currently, if this perfectly competitive firm is maximizing profit, the market price is:
[image: ]
A) $6.50 and marginal revenue for the firm is $5.00
B) $5.00 and marginal revenue for the firm is $3.00
C) $5.00 and marginal revenue for the firm is $5.00
D) $6.50 and marginal revenue for the firm is $6.50

4) Refer to the graph shown. If the firm increases output from 40 to 50, total revenue will increase:
[image: ]
A) more than total cost, and so profit will increase.
B) more than total cost, and so profit will decrease.
C) less than total cost, and so profit will increase.
D) less than total cost, and so profit will decrease.

5) If a monopolist increases output from 14 to 15 by lowering its price from $32 to $31, marginal revenue is:
A) $1.
B) $17.
C) $448.
D) $465.

6) For a monopolist, the price of the product:
A) equals the marginal revenue.
B) is less than the marginal revenue.
C) exceeds the marginal revenue.
D) equals the marginal cost.

7) For a monopolistic competitor:
A) P = ATC in long-run equilibrium.
B) P > ATC in long-run equilibrium.
C) P = MR in long-run equilibrium.
D) P = MC in long-run equilibrium.

8) Refer to the graph shown. If this monopolistically competitive firm maximizes profit, it will:
[image: ]
A) charge $45 per dress.
B) charge $78 per dress.
C) charge $85 per dress.
D) shut down because it cannot cover its opportunity costs.
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