Principles of Economics I: Microeconomics Finall/@é/2008]

1. Consider the industry of women purses. Assumeathftms have the same marginal cost,
which is constant for any purse produced. Assumesfpre-commit (in the short run) to a
fixed cost, which is spent on innovating new designd/or advertisement. There are several
types of firms in this industry:

a. (3%) Consider the following three types of firms:

i. LU (not to be confused with LV) spends millionsdwfilars in innovating the most
fashionable designs and advertising them. Due&vyadvertisement, LU captures
a group of loyal customers, and is the only comdanysed on luxurious purses.

il. GK (not to be confused with CK) competes with othkends such as Coach or Gucci
by providing customers products that have a diffetaste, but at reasonable price.
Therefore, GK spends a moderate amount in innavainal advertisement, and is one
of the many brand names that freely enter or éritharket of middle-range purses.

iii. Generic Purse is one of the numerous companiessp#iod nothing on design and
advertisement, but copy whatever design is avalaht produce generic purses.

Classify the above three firms as either monopgmdyfectly competitive, or monopolistic

competition.

b. (19%) Consider LU, who spends a one-time fee of 2J080,000 on design and
advertisement, but then has a constant marginab€®T$1,000 per purse produced.

I. Suppose the demand for LU purses is P=100,000-580the marginal revenue is
MR=100,000-1,000Q. Solve for LU’s profit maximigat quantity, price and profit.

ii. Draw a diagram showing LU’s demand, marginal-reegmverage-total-cost and
marginal-cost curves. Label LU’s profit-maximizipgces and quantity. Also
indicate LU’s markup over marginal cost and profitthe graph.

c. (13%) Now consider Generic Purse, who spends zedesign and innovation, but can
produce up to 100 purses with a same constant nargpst of NT$1,000 as LU (and no
more beyond):

i. Draw a diagram showing Generic Purse’ demand, makgevenue, and marginal-
cost curves. Label Generic Purse’ profit-maxinmggprices and quantity. Also show
Generic Purse’ markup over marginal cost and profit

ii. How does the diagram differ from LU’s diagram? Whcompany has the bigger
markup? Explain.

iii. Which company has the bigger incentive for cargtidlity control? Why?

d. (25%) Final, consider GK who spends NT$405,000 esigh and advertisement, has the
same constant marginal cost of NT$1,000 as LU canapetes with many other brand
names.

i. Suppose the demand for GK’s purses is P=10,000-&80Qthe marginal revenue is
P=10,000-100Q. Solve for GK’s profit maximizatiguantity, price and profit.

ii. Draw a diagram showing GK’s demand curve, margiegenue curve, average-total-
cost curve, and marginal-cost curve. Label GK@&ipmaximizing output and price.

iii. What is GK’s markup and profit? Is the markettsllong-run equilibrium? Explain.

iv. On your diagram, show the consumer surplus deffnaed the purchase of GK purses.
Also, show the deadweight loss relative to thecedfit level of output.

v. If the government forced GK to produce the effitilewel of output, what would
happen to the firm? What would happen to GK’s @ungrs?



2. (20%) Suppose workers from country Taiko can piie in two labor markets: the
domestic market and the foreign workéf ) market in Daiwan. Foreign workers who
work at Daiwan are covered by a binding minimum e/dgut domestic workers are not.

a. Draw a diagram for each of these markets. Is theitg minimum wage higher or lower
than the equilibrium wage of the domestic markkstthere a shortage or surplus in the
foreign worker market in Daiwan?

b. If you were a Taiko worker, what is the maximum yoa willing to pay to get a chance
to work in Daiwan? Indicate with segments on ygraphs.

c. Suppose there is only one middleman company wha@pply for Taiko workers to work
in Daiwan, how much would this company be chargimegworkers who want to apply?
How much would the Taiko workers be actually eagrimet pay)?

d. Suppose the Daiwanese government lowers the minimage for foreign workers in
Daiwan. Indicate on your graphs how
i. actual wages earned (net pay) in both markets,

ii. the number of Taiko workers in Daiwan,
iii. the amount charged by the monopoly middleman compaould change.

Would the shortage or surplus in Daiwan’s foreigorker market increase or
decrease? Who will be happy about this policy?l &viyone be unhappy with this
policy? Explain. (Note: You would have to takéoiaccount how the decreased
minimum wage in the foreign worker market wouldeaffthe domestic market.)

e. How much would the middleman company charge ifntii@mum wage drops to zero
(non-binding)?

f. The Daiwanese government wants to increase theareedf foreign Taiko workers in
Daiwan. Would you suggest raising or loweringitliaimum wage? Why?

3. (10%) Baseball team owners have an oligopoly imtlaeket of for baseball players.
a. What is the owners’ goal regarding players’ sak#ti@Vhy is this goal difficult to
achieve?
b. What rules could (or actually did) team owners 8BC (Chinese Professional Baseball
League) impose to overcome such difficulty?
c. Below is a paragraph of how CPBL regards the en&ari TML (Taiwan Major League):
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What does this refer to (regarding owners’ goajduld the baseball players agree with
this view? Why or why not?

4. (10%) Suppose that, in the short run, labor isotfilg variable input used by a perfectly
competitive firm producing N95 masks. Supposedhess a local SARS outbreak.
a. How would this disaster affect the demand and éxyium price of N95 masks?
b. How would this affect the marginal product and vh&ie of marginal product of N95
mask makers?
c. How would this disaster affect the demand and éayium wage for these workers?



5. (Bonus 10%) Three groups of people are jointlyidiag Daiwan national status. Assume
each group has the same amount of voters. Hetbeairgreferences:

Group PB Group SV Group PG
1st choice Reunite De facto independence  De julependence
2nd choice  De jure independence Reunite De fadependence
3rd choice  De facto independence  De jure indepearalen Reunite

a. Group PB suggests a vote by majority role. Theppse that first they choose between
de facto and de jure independence, and then chmtaeen the winner of the first vote
and reunite. If they all vote their preferencesdsily, what outcome would occur?

b. Should group PG agree to group PB’s suggestionat\Alternative voting sequence
would they prefer?

c. Group PB and SV convince group PG to go along giittup PB’s voting system. In
round one, group PG dishonestly says they preféacte independence over de jure
independence. Why might they do this?

d. What standard property of decision making (amoiwgéHisted in Arrow’s Impossibility
Theorem) is violated here?

6. (Bonus 10%) You and your friend are playing rockper, scissors. The outcomes are:

Your Friend
Rock Paper Scissors
Rock Tie You lose, he wins  You win, he loses
You Paper | You win, he loses Tie You lose, he wins
Scissors| You lose, he wirjs  You win, he loses Tie

a. Does either player have a dominant strategy? ufglaose a particular strategy (Rock,
Paper or Scissors) and stick to it, what will ybiend do? So can you think of a better
strategy for you to follow?

b. Read the following article. Is this consistentwypur answers above? Why or why not?
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c. Can you come up with a reasoning to “rationalizélawis said here?
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Final Suggested Answers
[Note: The graphs have the wrong numbers and agpiiat you get the idea.]

1. [Thisquestion combines Ch.17, Problem 5, 9, Ch.15, Problem 7, & Ch. 13, Problem 10.]

Price, Cost, Revenue

Price, Cost, Revenue

o
<

a. (3%) LU is a monopoly; GK is in monopolistic comiieh and Generic Purse is a
perfectly competitive firm.
b. (19%) We solve numerically first before we graph answer.

i. To maximize profit, 100,000-1,000Q = MR = MC = 1000(2%) This yield€=99
(2%) andP = NT$50,500 (2%). LU'’s profit is hencR*Q) — (FC + MC*Q) =
$50,500*99 — ($2,000,000+$1,000*99) = NT$2,900,5@90)

ii. Figure 1 shows LU's demand, marginal revenue, geeiatal cost and marginal cost
curves. (3%) LU's price By = NT$50,500, quantity iQ_y = 99, its marginal cost
is MC = NT$1,000, (4%) and its markup over marginal ¢®8, - MC =
NT$49,500. LU earns a profit P .y — MC) * Quy - FCLu. = NT$2,900,500. (2%)
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(Note: The MC and ATC curves in Figure 1-3 shouldoak like Figure 4.)



c. (13%) Generic Purse has zero fixed cost, and margost MC.

i. Figure 2 shows the demand, marginal revenue, amgimah cost curves for Generic
Purse. (3%) The profit maximizing priceN&C = NT$1,000, and quantity is
anything below 100. (4%) The markup and prof laoth zero. (2%)

ii. The diagrams differ in that Generic Purse facesrabntal demand curve, while LU
faces a downward-sloping demand curve. GenericeFhas no markup of price over
marginal cost, while LU has a positive markup, leseait has market power. (2%)

iii. LU has a bigger incentive for careful quality cahtbecause if quality were poor, the
value of its brand name would deteriorate, salesldvdecline, and its advertising
would be worthless. (2%)

d. (25%) We again solve numerically first before wagr our answer.

i. To maximize profit, 10,000-100Q = MR = MC = 1,002%) This yield€Q=90 (2%)
andP = NT$5,500 (2%). LU’s profit is henc*Q) — (FC + MC*Q) = $5,500*90 —
($405,000+$1,000*90) = NT$0. (4%).

il. Figure 3 shows GK's demand, marginal revenue, gedrdal cost and marginal cost
curves. (3%) GK's price Bgk = NT$5,500, quantity iQck = 90. (2%)

iii. GK’s marginal cost isC = NT$1,000, and its markup over marginal cofldg —
MC = NT$4,500. GK earns a profit ek — MC) * Qgk — FCsk. = NT$0. (2%)

This monopolistic competition market is indeedand-run equilibrium since the
zero profit condition is satisfied. (2%)

iv. The consumer surplus from the purchase of GK pussai®as A + B. (2%) The
efficient level of output occurs where the demand/e intersects the marginal-cost
curve, atlQc= 180. The deadweight loss is area C, the aregeaiarginal cost and
below demand, fror@gk to Qc. (2%)

v. If the government forced GK to produce the effitivel of output, the firm would
lose money because average total cost would exwés] so the firm would shut
down. If that happened, GK's customers would earoamsumer surplus. (2%)

2. [Thisquestion issimilar to homework---Ch.19, Problem 2.]

a. Figure 5 shows a diagram for the two labor mark@&tse labor market on the left is
foreign worker market in Daiwan where workers aveered by a binding minimum
wage. The labor market on the right is the domestidker market in Taiko where
workers are not covered by a minimum wage. (2%)tfk® minimum wage to be
“binding,” it must be higher than the equilibriunage of the domestic market. Hence,
there is a surplus of foreign workers. (2%)

b. Since I can earn the binding minimum waligi, instead of the equilibrium domestic
wageW,, | would be willing to pay up to the differencetlveen the two. (2%)

c. Since everyone has the same willingness-to-paynth@opoly middleman can charge
exactly (Whin - W,) (2%), so the net pay of Taiko foreign workergxactlyW,. (2%)

d. If the Daiwanese government lowers the minimum whagéoreign workers in Daiwan,
the price floor would be less binding. Hence, ¢heill be a smaller surplus of labor.
(%) More workers can now find a job in the foreigorker market and will leave the
domestic market, decreasing the supply of lab@hasvn by Figure 6. This will increase
the wage earned in the domestic market. Hence,

i. Actual wages earned (net pay) in both markets asgrdrom\,,, to W1

ii. The number of Taiko workers in Daiwan increasemft@, to L.

iii. The amount charged by the monopoly middleman deessfrom Whin2 - Wi2) to



( Wminl - \Mll) (3%)

All Taiko workers, domestic and foreign, will beepksed, while the middleman company
will be unhappy about the decrease in the minimwagev In addition, employers whom
the foreign workers work for may be happy as wath¢e they pay lower wages). (2%)

e. If the minimum wage is no longer binding, the edpiibm wages for the two markets
should be the same. Hence, the middleman compamot charge anything. (2%)

f. The Daiwanese government should simply lower th@muam wage of Taiko foreign
workers in Daiwan, so that the middleman compamyotask for a lion share of what
they earn. Counter-intuitively, this will give timethe highest net pay. (2%)
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Figure 6

. [Thisquestion issimilar to homework---Ch.16, Problem 4.]

a.

Buyers who are oligopolists try to decrease thegsrof goods they buy. The owners of
baseball teams would like to keep players’ saldaes (2%) This goal is difficult to
achieve because each team has an incentive toaheaty agreement, because they will
be able to attract better players by offering higdadaries. (2%)

CPBL team owners did not allow any player to becanfiee agent. No team could
accept players who left another team, unless tiggnat team agrees (trade). This
formalized the collusion on salaries and helpegrévent any team from cheating. (2%)
When the paragraph refers to “Taiwan’s basebalirenment,” it literally meant the
status quo of “low player salary.” From its poafitview, “Taiwan’s baseball future” will
only depend on the owners’ goal of keeping playsasiries low. (2%) The baseball
players would definitely not agree to this viewcsrhigh player salary attracts good
players to join CPBL, instead of going to the USjdid.eague. (2%)

. [Thisquestion issimilar to homework---Ch.18, Problem 1.]

a.

Price of Apples

The disaster increases the demand for N95 maskshdwsn in Figure 7, demand shifts
from D, to D,, increasing the price fro to P,, and increasing quantity fro@ to Q..
(2%)

£3
29
T
=0
Supely 55 Supply
e
20
m }
P2 —————— 75\0- WolF—=-==X~~—~--->
o
Pip-=-=-=---- S vho-_-___2
, = W |
[}
! Do : 02
|
1 : Dl : 1 Dj_
01 Q Ly L,
Quantity of Apples Quantity of Labor

Figure?7 Figure8



b.

C.

Because the price of N95 masks increases, the vélmarginal product increases for
any given quantity of labor. There is no changthamarginal product of labor for any
given quantity of labor. However, firms will choosehire more workers and thus the
marginal product of labor at the profit-maximizileyel of labor will be lower. (4%)

As Figure 8 shows, the increase in the value ofymat product of labor shifts the
demand curve of labor frol; to D,. The equilibrium quantity of labor rises frdm to
Lo, and the wage rises from tow,. (4%)

5. [Thisquestion issimilar to homework---Ch.22, Problem 8, but addsin Problem 6.]

a.

d.

In a vote betweede factoandde jure independencde jure independenagould win.
In a vote betweede jure independenandreunitg reunitewould win. Thus, Group
PB'’s first choice feunite) would win. (2%)

No, this would lead to the least preferred scenardroup PG. (2%) Instead, they
would want to vote betweate facto independen@adreunitesfirst, with the winner
then competing in a second vote wdlh jure independenc&hat way, their preferred
choice (e jure independentevould win. (2%)

If people in Group PG (insincerely) say they preferfacto independenawerde jure
independencale facto independenedll then compete in a vote agaimstunite (which
it will win). This way, Group PG will not have tade their “dooms-day” scenario
(reunite. (2%)

Transitivity is violated here. (2%)

6. [Thisquestionissimilar to homework---Ch.16, Problem 10, but adds something else.]
a. Neither player has a dominant strategy in this gado¢h of you should play rock if the

other person plays scissors, play scissors if thergerson plays paper, and play paper if
the other person plays rock. (2%) Thus, if yookstwith a particular strategy (rock,
paper or scissors), your friend would be able tesgut easily after a few plays. (2%) A
better strategy for you is to randomly choose wéetb play rock paper or scissors,
sometimes playing rock, other times playing paped yet other times playing scissors.
(2%)

The answer above is not consistent with the artiglhat the article says depends on
what your opponent believes about what you pl&@po)(

This is an open question. However, the key tadratlize” the article is to think about
player beliefs: If your opponent really thinks yaxe naively playing rock, and hence
would play paper, you should definitely play scissmstead. (However, it is not clear
how your opponent would form such belief in thetfplace. Maybe he would do so if he
reads and naively believe the “research” mentionede article.) (2%)



