Problem Set 5:  MONOPOLY AND REGULATION

1. [bookmark: _GoBack]Dina’s Doorstops, Inc. (DD) is a monopolist in the doorstop industry.  Its cost function is given by 

TC = 100 – 5Q + Q2

and demand for doorstops is						
P = 55 – 2Q

a. What price should DD set to maximize profit, and what output does the firm produce?  How much profit and consumer surplus does DD generate?  Illustrate your solution using a diagram.

b. What would output be if DD acted like a perfect competitor and set MC = P?  What profit and consumer surplus would then be generated?  Show this solution using your diagram above.

c. What is the deadweight loss from monopoly power in part (a)?  Explain.

d. Suppose the government, concerned about the high price of doorstops, sets a maximum price for doorstops at $27.  How does this affect price, quantity, consumer surplus, and DD’s profit?  What is the resulting deadweight loss?  Explain.

e. Now suppose the government sets the maximum price at $23.  How does this affect price, quantity, consumer surplus, DD’s profit, and deadweight loss?  Explain.

f. Finally, consider a maximum price of $12.  What will this do to quantity, consumer surplus, profit, and deadweight loss?  Explain.


---------------------------------------------------------------------------------------------------------------------------------

2.  Calloway Shirt Manufacturers sells knit shirts in two sub-markets.  In one market, the shirts carry Calloway’s popular label and breast logo and receive a substantial price premium.  The other sub-market is targeted toward more price conscious consumers who buy the shirts without a breast logo, carrying the name Archwood.  The retail price of the shirts carrying the Calloway label is $42.00 while the Archwood shirts sell for $25.  The MC is the same for both products.  Calloway’s market research indicates a price elasticity of demand for the higher priced shirt of –2.0 and an elasticity for the Archwood shirts of –4.0.  Moreover, the research suggests that both elasticities are constant over broad ranges of output.

a. Are Calloway’s current prices optimal?  Explain.

b. Management considers the $25 price to be optimal and necessary to meet the competition.  What price should the firm set for the Calloway label to achieve an optimal price ratio?  Explain.


3. The employment of teaching assistants by major universities can be characterized as a monopsony.  Suppose the demand for TAs is W = 30,000 – 125n, where W is the wage (as an annual salary) and n is the number of TAs hired.  The supply of TAs is given by 
W = 1000 + 75n.
a. If the university takes advantage of its monopsonist position, how many TAs will it hire?  What wage will it pay?
b. If the university treats this market for TAs as perfectly competitive, how many TAs will it hire?  What wage will it pay?

