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Industrial organisation – Final Examination – February 3, 2009 (write legibly) I. Answer shortly. Long (and) irrelevant material will be penalized (20%) 1) Provide a list of incentive failures under the regulation of alleged natural monopolies. Hint: Averch-Johnson Effect, x-innefficiency, change in probabilities regarding investment risk, reverse in causation between prices and costs 2) What is the „celophane fallacy“? Hint: Assertion of accused company (DuPont) that it could not had been a monopoly since it had been facing an elastic demand curve. However, monopoly ALWAYS faces a elestic part of a demand curve. 3) Provide a definition of the Coase theorem. Hint: Given well-defined property rights and zero (or sufficiently low) transaction costs the innitial distribution of property rigths does not affect the outcome in terms of production. 4) What is the essence of the impossibility-of-economic-calculation-under-socialism debate? Hint: A debate from 40s and 50s, one group of economists(Fleming etc.) suggested to set prices at the level of marginal costs for regulated natural monopolies and compensate them otherwise, the other group (Coase etc) suggested two part price setting if any. See also Coase’s paper „The Marginal Pricing Controversy“ II. True, False or Uncertain? Explain! (20%) 1) There is a possibility of existence of economic profit in the long run even under the conditions of perfect competition. True Hint: As a „rent of being firts“ – see also Varian‘s book „Microeconomic Analysis“ 2) Costs and prices declined as a consequence of a monopolization of water supply industry in London in the first half of the 19th century. False Hint: Monopolization lead to a slowdown of development within the industry and to a slower pace of technological change – at least in the long run it lead to higher prices, short-term impact is highly uncertain. 3) Under a natural monopoly marginal and average costs are declining all the way long. False: Hint: Only in the range of effectice demand (for detailists: also in the situation when marginal costs are zero and they naturaly do not decline bellow zero and stay flat).



4) Courts are in fact deciding about production allocation but not about distribution of procceds from production (Coase theorem applies and all its assumptions hold). False Hint: It is the other way around. III. Write detailed answer (40+20%) 1) Assume you are an owner of a bridge across a river that has a virtual monopoly for car transportation from one bank to another (there are no other bridges in vicinity and a ferry does not exist). In other words, there is no way to cross a river by car other than using your bridge. The costs of allowing a car to use a bridge are zero. Your goal as a firm is to maxime profit. a) Using a picture/graph find your optimal price. Hint: P



P* D



Q*



Q = MC MR



Regardless of fixed costs. b) The bridge has a limited capacity per a time period. Draw a situation when it is impossible to charge a price that maximizes profits due to capacity limits of the bridge. In other words, draw a situation under which profit is limited by the capacity of a bridge. Hint: P



P* D



Q*=Qmax



Q = MC MR



c) Now assume, there is a regulator that sets prices for a bridge usage. What price should be set in order to maximize consumers benefit? Hint: P



D Preg = 0 Q*



Q = MC MR



d) Now assume a new ferry is built. Costs of transporting a car to the other side are non-zero for a ferry owner. Assume, car drivers are taking a bridge and a ferry as PERFECT substitutes. Discuss new situation and find a market equilibrium. Hint: The situation in fact turned to be a Cournot duopoly case with different cost structure for respective companies and hence the market price will be given by the intersection of reaction curves and a market share of the bridge will alwasy be bigger than a market share of the ferry (as long as costs for a transportation a car via ferry are non-zero). You may prove it generally – it is a good excersise and will help you to udenrstand a working a Cournot model better, so do it. A general comment to some of your answers: a number of you suggested that a bridge will keep the price so low to drive a competing ferry out of business to become a monopoly again (a kind of predatory pricing argument). This reasoning is wrong. The purpose of a bridge owner is to maximize profit, not to be a monopolist as such. The policy you suggested would not lead to a profit maximization – given a free entry to the ferry industry (assumed). e) Now assume, car drivers are NOT taking a bridge and a ferry as perfect substitutes. Discuss new situation and find a market equilibrium. Hint: More complicated case – prices for two products would differ and there would be a unique market equlibrium for both parts of a market based on the value difference between those two products.



2) Assume there is a duopoly on a homogenous market. Firm consistinga duopoly have the following cost functions: Firm 1: C1 = 4q1 + 12 ,



Firm 2: C2 = ( q2 ) + 8 . 2



Market demand is DQ(p) = 18 − 2p . a) Derive an inverse market demand as a function of outputs q1 and q2 and derive reaction functions for both producers R1(q2) and R1(q2). Hint: inverse market demand: p = 36 − 2(q1 + q 2 ) reaction functions: R1 (q 2 ) : 16 = 2q1 + q 2



R2 (q1 ) : 18 = q1 + 3q 2



b) Compute Cournot equlibrium (q1c , q2c ) , market price and profits of both producers.



Hint: quantities: q1 = 6, q 2 = 4 market price: p = 16 profits: q1 = 60, π 2 = 40
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