
Prof. Rabanal
Practice Final EC133

Closed Book. Calculators Allowed.

Very Short Answers: True, False or Uncertain

• If the government attempts to force a natural monopoly to charge a price equal to
marginal cost, then the natural monopoly will shut down.

• An increase in the minimum wage can actually increase the level of employment if
monopsony power is present.

• In a double auction game, the sellers benefit because they have more market power
compared to buyers.

• In a monopolistic competition market, firms can make profit because there are sig-
nificant barriers to entry.

• In a one-shot game, firms do not have incentive to break the cartel.

• Describe one game we played in class that you find interesting and explain why.

Short Answer

Problem 1 (16 pts)

Suppose the monopolist faces the following demand: Q = 120− 1
2P and cost function

C = 40Q.

1. What is the profit maximizing output and price?

2. What if the market was competitive, what would be the competitive output and
price?

3. What is the CS and PS in each scenario above? Explain the differences.

4. If the competitive market has 10 symmetric firms, how much will each firm produce?

Problem 2 (16 pts)

Supply is approximated by S(p) = 3p−20 and demand by D(p) = 80−7p. Derive formu-
las for the equilibrium quantity Q∗(t), gross price p∗(t), tax revenue R(t) and deadweight
loss L(t) as functions of the excise tax rate t. What fraction of R(t) is borne by consumers?
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Problem 3 (16 pts)

Suppose the government wishes to regulate mercury emissions of factories in a specific
industry by either setting an emissions standard or imposing an emissions fee (per ton of
mercury). The government is uncertain as to the marginal abatement costs, which may be
high (MC1) or low (MC2).

MC1 = 15M+500 (1)

MC2 = 15M−500 (2)

where M is the units of mercury abated. The government believes there is a 50%
chance of each of the marginal abatement costs. The marginal benefit of abatement is
known to be:

MB = 1500−10M

1. What is the optimal level of emissions for each of the cost curves above?

2. What is the expected marginal abatement cost (equation)?

3. What is the optimal emissions standard according to the expected abatement costs?

4. What is the optimal abatement fee according to the expected abatement costs?

5. Which regulation will result in a lower DWL in the presence of the uncertainty?

Good luck!
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