Economics 310  
                              Fall 2008


                      Name ______________________

The following exam consists of 20 multiple choice questions and 4 problems on 7 pages.  Please check to see that you have all parts of the exam before beginning.  The exam is worth 50 points. You have 75 minutes to complete the exam.  Time may be a factor, so do not get stuck on any question. You may use a calculator. Good Luck.

A.  Multiple Choice (20 points)
1. A competitive firm will exit an industry in the long run when the market price falls below its

	a.
	marginal revenue.

	b.
	marginal cost.

	c.
	average cost.

	d.
	average variable cost.




Use the following information for questions 2 and 3. The diagram below shows Shontel's annual demand for videos. Shontel currently rents videos from Blockpopper's, which charges $2.50 per rental.
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2. How much consumer's surplus does Shontel receive from renting videos?

	a.
	$150

	b.
	$75

	c.
	$30

	d.
	$15


3. Blockpopper's starts a "frequent viewers" club. For a membership fee of $35 per year, club members can rent as many videos as they wish at the discounted price of $2 per rental. Should Shontel join the "frequent viewers" club? If yes, how much surplus value would Shontel receive as a club member? If no, what membership fee would Shontel be willing to pay to join the club?
	a.
	Yes, she would get $60 in surplus.

	b.
	Yes, she would get $25 in surplus.

	c.
	No, she would be willing to pay $30 to join. 

	d.
	No, she would be willing to pay $25 to join.




Questions 4-6 refer to the following diagram which shows an Edgeworth box economy. The initial endowment is point O.  
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4. Which of these points do Bart and Lisa both prefer to the endowment point O?

	a.
	A,B,C,D

	b.
	A,B

	c.
	B

	d.
	B,C


5. Which of these points are Pareto optimal?

	a.
	A,B,C,D

	b.
	A,B

	c.
	B

	d.
	B,C


6. Which of these points are competitive equilibria?

	a.
	A,B

	b.
	B

	c.
	C

	d.
	B,C


7. In an Edgeworth box, points along the contract curve represent 
	a.
	the initial endowment points.

	b.
	allocations that both consumers prefer to the initial endowment.

	c.
	competitive equilibria.

	d.
	Pareto-optimal allocations of goods.


Questions 8 through 10 refer to the accompanying market diagram. PC and QC are the equilibrium price and quantity if the firm behaves competitively, and PM and QM are the equilibrium price and quantity if the firm is a simple monopoly.
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8. Refer to Market Diagram. What area represents the total surplus earned in the competitive equilibrium?

	a.
	Area A + B + C + D + E

	b.
	Area A + B + C + D + E + F + G + H

	c.
	Area A + B + C + D + F + G

	d.
	Area F + G + H 




9. Refer to Market Diagram. What area represents the producer's surplus earned in the monopoly equilibrium?

	a.
	Area A + C + F.

	b.
	Area C + F.

	c.
	Area C + D + F + G.

	d.
	Area C + D + E.




10. Refer to the market diagram.  Relative to the surplus they would receive in a competitive market, consumers lose how much surplus because there is a monopoly?

	a.
	Area F+G+H

	b.
	Area C+D+E

	c.
	Area E+H

	d.
	Area A+B




11. Which of the following is the best example of first-degree price discrimination?

	a.
	A car salesperson's attempts to discover and charge the highest price that the customer is willing to pay.

	b.
	A sub shop that gives you a half-price sandwich on every sixth visit.

	c.
	Manufacturers' use of discount coupons printed in Sunday newspapers.

	d.
	Polaroid cameras and film.


12. When a firm with market power practices third-degree price discrimination, it charges the highest price to the group that

a      has the most elastic demand.

b.     has the most inelastic demand.

c.     purchases the highest quantity.

d.     purchases the lowest quantity.
Game Matrix I

The following questions refer to the game matrix below.

Player A can play the strategies  and , and Player B can play the strategies  and .

	
	
	Player B's Strategies

	
	 
	
	

	
	
	A gets 7
	A gets 2

	
	
	B gets 3
	B gets 2

	Player A's Strategies
	
	

	
	
	A gets 9
	A gets 6

	
	
	B gets 1
	B gets 4




13.  Refer to Game Matrix I. What are the dominant strategies in this game?

	a.
	A's dominant strategy is , and B's dominant strategy is .

	b.
	A's dominant strategy is , but B does not have a dominant strategy.

	c.
	B's dominant strategy is , but A does not have a dominant strategy.

	d.
	Neither player has a dominant strategy.




14.  Refer to Game Matrix I. The only Nash equilibrium for this game is in

	a.
	the upper left-hand corner.

	b.
	the upper right-hand corner.

	c.
	the lower left-hand corner.

	d.
	the lower right-hand corner.


15.  Refer to Game Matrix I. The only outcome in this game that is not Pareto optimal is

	a.
	the upper left-hand corner.

	b.
	the upper right-hand corner.

	c.
	the lower left-hand corner.

	d.
	the lower right-hand corner.


16.  Refer to Game Matrix I. If this game is played sequentially with Player A first, the Stackelberg equilibrium is

	a.
	the upper left-hand corner.

	b.
	the upper right-hand corner.

	c.
	the lower left-hand corner.

	d.
	the lower right-hand corner.




17.  The practice of a firm setting a price so low that all firms incur losses is called

	a.
	a tournament.

	b.
	predatory pricing.

	c.
	a buy-out strategy.

	d.
	a contestable market.






18.  The key defining feature of oligopoly, in addition to firms' market power, is

	a.
	collusion.

	b.
	free entry and exit.

	c.
	firms take rivals' actions into account.

	d.
	the Prisoner's Dilemma.


Monopoly Supplier and Manufacturer

The following questions refer to the accompanying diagram, which shows a monopoly leather supplier selling leather to a monopoly shoe manufacturer. The leather supplier initially produces QM and charges the shoe manufacturer PM. Then the leather supplier acquires the shoe manufacturer in a vertical merger.
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19.  Refer to Monopoly Supplier and Manufacturer. After the merger, the leather supplier will

	a.
	continue to produce QM.

	b.
	reduce its production from QM to force the shoe manufacturer to pay higher prices.

	c.
	increase production to QC.

	d.
	produce more than QM but less than QC.




20.  Refer to Monopoly Supplier and Manufacturer. The vertical merger causes social gain to

	a.
	rise by area A + B.

	b.
	rise by area E + H.

	c.
	fall by area B + D + G.

	d.
	remain equal to area A + B + C + D + F + G.


B. 10 Points.  

Computer chips are manufactured by Japanese firms and sold in the United States.  Japanese imports are currently subject to a $60 per unit tariff.  A government official argues that the tariff is keeping prices too high and recommends a policy that would eliminate the $60 tariff on imports.
Suppose that the supply of computer chips is characterized by an upward sloping supply curve and U.S. demand is characterized by a normal downward sloping demand curve.  
i. Using the space below, illustrate the impact of the policy recommendation.  Label the original (w/tariff) price and quantity, Pt and Qt. Label the new (no tariff) price and quantity Pnew and Qnew. In words, what effect does the removal of the tariff have on U.S. welfare? Under what condition would expect welfare to increase as a result of the policy? Explain. 4pts
P









Explanation:
  ​​​​​​​​​​​​​​​​​​​​​​​​​​​____________________________________________  Q

Now suppose these curves are given by the following equations:
U.S. Demand equation:  P= -2Q + 240

Supply equation: P=4Q + 60

ii. Calculate Pt, Qt, Pnew and Qnew: Pt= ______ ; Qt= _______; Pnew= ______; Qnew= ______ 2pts.


iii. Calculate consumer surplus before and after the removal of the tariff. 2pts. 


CS w/tariff: ________


CS w/o tariff: _______

iv. According to the efficiency criterion (and assuming we care only about the welfare of Americans) should we reject or accept the policy recommendation? Why? 2pts.
C. 10 Points. (2 points each)
Widgets are provided by a competitive constant cost industry. Each firm has $200 in fixed costs. Each firm has the following variable cost and marginal cost curves.
VC = 8q2
MC = 16q
Suppose the current market price is $32.  Industry demand is given by the following equation: p= 320 – 2Q.
i. How many units will each firm produce at this price? ______

ii. Will firms shutdown in the short run? How do you know? 
iii. How many firms are currently in the industry? _______

Suppose the industry adjusts to its long-run equilibrium. 

iv. What is the break-even price? ______

v. How many firms leave the industry? ______
D. 6 points. Consider a firm with constant (horizontal) marginal cost that behaves competitively.  A horizontal merger lowers the firm’s marginal cost and causes the firm to behave like a monopoly.  How does the merger affect producer’s surplus, consumers’ surplus and social gain? Illustrate graphically and explain.
$









Explanation:

  ​​​​​​​​​​​​​​​​​​​​​​​​​​​____________________________________________  Q



E. Suppose a monopolist sells in two distinct markets. The demand and marginal revenue for the first market are given by P1 = 240 - 2Q1 and MR1 = 240 - 4Q1, respectively, where Q1 is the quantity demanded and P1 is the price paid by the first group. The demand and marginal revenue for the second market are given by P2 = 120 - Q2 and MR2 = 120 - 2Q2, respectively, where Q2 is the quantity demanded and P2 is the price paid by the second group. The monopoly's marginal cost is given by MC = 4/9 (Q1 + Q2). 4 pts.


i. How much does the monopolist supply in each market (Q1, Q2)?



ii. What prices does the monopoly charge in each market (P1, P2)? 
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