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SOLUTIONS

Multiple Choice
M1	e
M2	c
M3	c
M4	d
M5	a           H = 202 + 202 + 202 + 202 + 202 = 2,000. 
M6	b	This concept is important in antitrust enforcement.
M7	a	Recall the comparison between monopoly and competition.
M8	b
M9	e
M10	a
M11	c
M12	e
M13	a
M14	b
M15	e
M16	e
M17	d
M18	c
M19	d
M20	c


Short Problems and Questions

S1	See Section 1 of the text.

S2	a.	The four-firm concentration ratio is 88%. The industry is definitely an oligopoly, indeed, would be classified as a “tight” oligopoly.
b.	The HHI is (40)2 + (28)2 + (15)2 + (5)2 + 6(2)2 = 2,658.

S3	No. As noted in the text, monopoly and high concentration are sometimes a reflection of superior efficiency. In other words, a firm might have grown to obtain a large market share because it was particularly strong at producing high-quality, low-cost goods and services. Thus, such a larger firm might start with a lower average cost than a smaller competitor but have significant market power to mark up price above its unit costs. (This is the source of its increased profit.) In terms of consumer benefit, the question is whether the final price that prevails in the concentrated industry is higher or lower than it would have been under a less-concentrated market (but higher cost) structure.

S4	A dominant firm is able to lead as long as the “competitive” suppliers accept the price as given, and seek to maximize profit at that price. The assumption is fairly realistic if the dominant firm has a very large share of the industry, such as 50% or more. Though less common in a more fragmented industry, price leadership might, nonetheless still occur.


S5	In the Cournot model, each firm sets its output level to maximize its profit. Therefore, 
for firm 1, MR = 120 – Q2 – 2Q1. Setting MR = MC implies = 120 – Q2 – 2Q1 = 60, or  Q1 = 30 - .5Q2. Since the problem is symmetric (the firms have the same cost function), Q2 = 30 - .5Q1. Knowing that Q1 must equal Q2, we can solve the first equation for Q1: 
Q1 = 30 - .5Q1 or Q1 = 20. Of course, Q2 is also 20. In turn, P = 120 – (20 + 20) = $80. Finally, each firm’s profit is: (80 – 60)(20) = $400. 
	Now suppose the firms form a cartel and act to maximize their total profit (as a mon-opolist would by setting total Q) facing the demand curve, P = 120 – Q. Setting MR = MC implies 120 – 2Q = 60, or Q = 30. Thus, each firm would produce and sell 15 units at the market price, P = 120 – 30 = $90. Each firm’s profit increases to: (90 – 60)(15) = $450. 

S6	a.	Each firm’s most profitable strategy is to set a low price, leading to the “low 
profit” equilibrium in the lower right cell of the table. 
b.	Each firm’s most profitable strategy is to set a high price, leading to the “high 
profit” equilibrium in the upper left cell of the table. 
c.	Firm 1’s most profitable strategy is to set a high price, while Firm 2‘s most 
profitable strategy is to set a low price. As a result, the equilibrium outcome occurs in the upper right entry of the table, and Firm 2 has a significant profit advantage. 

S7	See Section 3 of the text.

S8	See Section 3 of the text.

S9	Firm 2 can set its price just below Firm 1’s marginal cost ($5) and claim the entire market demand. Because Firm 1 would incur losses if it matched such a price, Firm 1’s only alternative is to exit the market. (Note that if the competition had been in quantities as in the Cournot model, the result is quite different. Here, a single price prevails, and both firms stay in the market – though the low-cost firm claims a greater market share.)


Longer Problems and Discussion Questions

L1	Oligopolists are few in number, and they closely monitor one another’s actions and intentions. Their relationship is interdependent in that the profits of each depend on the actions of the others. In such a setting, strategic behavior can be expected. When considering oligopolies, “competition” sometimes resembles military campaigns rather than the impersonal perfect competition considered earlier. As the models of Chapter 9 suggest, oligopolists compete and interact along many dimensions: price (price leadership, price wars and Bertrand competition), quantities (Cournot behavior), product differentiation, and advertising, to name a few.

L2	Mergers can lead to an increase in market power; fewer competitors may mean less competition and higher prices. In a market in which concentration is high and/or entry is difficult, a merger can have adverse consequences for consumers. Under these conditions, the Department of Justice will often oppose a merger. To the extent that a merger may affect economic well being, government should pay attention to merger activity.


L3	See Section 1 of the text.

L4	The kinked demand curve model has two main assumptions. The firm believes that 
(1) rivals will match a price cut, and (2) rivals will ignore a price increase. The result is that demand is much more elastic above the current price (because the firm’s sales volume will drop off quickly if rivals do not match a price increase), and fairly inelastic below the current price (rivals will cut price to prevent the firm from increasing market share). The main conclusion of the model is that oligopolists will tend to stick to their current prices unless there is a dramatic shift in demand and/or cost.

L5	Under kinked demand, price leadership behavior is unlikely. Simply, the models are not compatible on their assumptions. Price leadership assumes that rivals will follow the dominant firm’s price moves, while the kinked demand curve model assumes that rivals will not follow such a lead. Due to this conflict in assumptions, it is impossible for an oligopoly to conform to both models at the same time.

L6	If the goods are perfect substitutes across firms, competition may be quite intense even though the market might have a high concentration ratio. Forming a cartel allows the firms to behave as a monopoly. The obvious advantage of this situation is the increase in profits for the members of the cartel. This is even more advantageous if Bertrand competition (where price is driven down to marginal cost) had been the previous norm. (In the Cournot setting, competition tends to be less intense and the equilibrium price higher than in the Bertrand setting.) A cartel leads to high prices, inefficiently low levels of output, and reduced consumer surplus. Thus, government prohibition of cartels (see Chapter 11 of the text for a full analysis) is aimed at breaking up such monopolies and restoring competition.  

L7	It is reasonable to predict that my ice cream sales will depend partly on price (relative to my rival) and on the convenience of my location on the beach. Unfortunately for me, the existing stand has already staked out the central location. (If beach goers are evenly spread along the shore, this midpoint location minimizes the total travel distance across all customers.) Suppose you place your stand, midway between your rival and one end of the beach. If customers buy according to proximity and convenience, you will only serve about three-eighths of the market – the quarter from your stand to the near end of the beach, and half of the beach customers between you and the existing stand. Moving your stand toward the middle permits you to increase share at the expense of your rival. This stops when you are adjacent to the existing stand.  In equilibrium, the two of you operate side-by-side stands and exactly split the market.

L8	a.	Advertising that reinforces perceptions of product differences can make it very 
difficult for other firms to gain market share from an existing firm. It may lessen competition between firms on dimensions such as price and performance and decrease price elasticity (and cross-price elasticity). Potential entrants may find it difficult to penetrate such a brand position.



b.	Conversely, advertising that provides information to potential buyers can increase consumer welfare by providing the data necessary for them to comparison shop on quality and price dimensions. In turn, it can intensify competition among firms.
c.	If other firms in the industry spend a large portion of revenue on advertising, your optimal strategy is to advertise heavily as well. Although the advertising may not make any net difference (because one firm’s ads offset another firm’s), ignoring advertising altogether would put you at a disadvantage compared to rivals.

L9	As noted in the text, competition with strategic complements is more intense and leads to lower equilibrium profits compared to competition with strategic substitutes. Competition is self-limiting under SS, but reinforcing (magnifying) under SC. See section 4 of the text for a full analysis.




