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1. Microsoft has a monopoly on operating systems for personal computers.  (A court opinion, not mine.) Suppose that the annual demand for operating systems is P = 200 – 2.5*Q, where P is expressed in dollars and Q is millions of operating systems.  The cost function for producing operating systems is C = 1000 + 10Q, where 10 represents the cost of producing and distributing CDs and packaging.  

a) What price will Microsoft set for operating systems?  How many operating systems will it produce and sell?  What will Microsoft’s profits be?

b) Suppose the market for operating systems were perfectly competitive.  What price would be charged? How many would be sold?  Would the firms in this industry be profitable?

c) You are a federal judge assigned to resolve the Microsoft issue.  Given this information on costs and demand, plus your answers to parts (a) and (b), devise a scheme that would produce an outcome that would be most satisfying to consumers, while still allowing Microsoft shareholders to make a competitive rate of return.

2. DeBeers has a monopoly on the distribution of diamonds.  Research has shown that the demand for diamonds is P = 1250 – 5*Q, where P represents price per pound and Q represents thousands of pounds.  DeBeers’ costs can be represented by C = 2000 + 50*Q + 5Q2.  

a) Calculate DeBeers’ price, output, and profits.

b) If the diamond distribution industry were perfectly competitive, what would prices, output, and profits be?

c) Compare consumer surplus, producer surplus, and deadweight loss between monopoly and competitive market structures.

3. Procip is a revolutionary new drug that eradicates all bacteria and viruses.  The good news about Procip is that it already has FDA approval.  More good news about Procip is that the marginal cost of producing each dose is $25 and that one dose is all that is needed to kill all the bugs.  Market research indicates that the elasticity of Procip demand in the USA is –2.

a) What price should the owners of the Procip patent charge in the USA?

b) In India and Mexico, the elasticity of Procip demand is estimated to be –5.  Explain how this is likely to affect your pricing decisions in those countries.  Would you charge the same price in both?

c) The federal government offers you $30 a dose to meet the needs of persons with low incomes who do not have health insurance.  You would sell the drug to the feds and they would distribute it free through local clinics (only under a doctor’s prescription of course).  How should you respond to this offer?

4. BlueFlame Pipeline Co. was the first company to build a natural gas pipeline system in North Carolina and because of the massive fixed costs associated with building such pipelines it has a monopoly.  The North Carolina Regulatory Commission is concerned about BlueFlame’s market power and is trying to devise appropriate price regulations.  Demand for natural gas is P = 20 – Q and BlueFlame’s cost function is C = 10 + 5Q + 0.5Q2.  

a) If BlueFlame were allowed to charge whatever price it wanted, what price would it choose?  What would be its output and its profits?

b) If the natural gas market in North Carolina were competitive, what would happen to price, output, and profits?

c) The NCRC is considering setting the prices of natural gas at either $10, $12 or $14.  Calculate BlueFlame’s output and profits at each of those prices.  Which of these three outcomes is best for BlueFlame?  If you were a customer, which outcome would you prefer?

5. Demand for business travel on flights between New York to Los Angeles is P = 2000 – Q, whereas demand for leisure travel is P = 1000 – 2Q.  Initial estimates indicate that marginal cost for each passenger is 100.  What price will airlines charge business and leisure travelers if they know for sure whether each customer is a business or a leisure traveler?  

6. Your publishing house is about ready to release John Grisham’s newest novel just in time for Holiday giving.  You are in charge of pricing decisions.  Explain why it is important for you to know whether Grisham is being paid a lump sum of $5 million or whether he gets royalty payments of 25 percent of gross sales before you decide which price to charge.  In which case will the book sell the most copies?

7. It has been a long day.  Just when you have returned all of your e-mails and voice-mails, your boss walks in and says, “I’m glad you are taking that economics class.  I have a question I want you to answer.  Right now we have 80 percent of the market for internet hardware, which is pretty darn close to your professor’s definition of a monopoly.  Top management is thinking about a price cut so that we can grab an even bigger share of the market.  If we cut our prices by 30 percent, our marketing group is convinced that sales will increase by 15 percent.  This sounds like a good idea to me, but I got my MBA so long ago that I have forgotten all of my economics.  What do you think?  Should we cut prices by 30 percent?  Let me know tomorrow morning, first thing.”

What will your response be?

8. Based on the experience of the companies your group members have worked for, give one example of first, second, and third degree price discrimination.  Then give an example of a situation where a company would like to price discriminate but is currently not choosing to do so (and try to explain why, if possible).

