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2. Explain why each of the following statements is false.

a. A monopolist maximizes profits when MC=P

A monopoly has considerable degree of control over price.  Price is a variable factor for monopolies.  Monopolies are normally regulated so a firm has to politic to get an increase.  The issue is once it get this increase it normally is for good no matter if MC goes back down.

b. The higher the price elasticity, the higher is a monopolist's price above its MC.

For imperfect competition demand has a finite price elasticity.  Price elasticity is defined as the percent of change in the quantity demanded divided by the percent change  in price.  To be price elastic a 1% change  in price would cause more than 1% decrease in demand.  Since monopolies have a monopoly on the market they generally do not cause their demand to decrease.

c. Monopolists ignore the marginal principle.

Monopolies still can't afford to look backwards and base future development only on history.  Maximizing profits will be made with decisions that are based on marginal cost and marginal benefits.  

d. Monopolists will maximize sales.  They will therefore produce more than perfect competitors and their price will be lower.

Monopolies will produce just enough products to meet the demand for the price they set.  If their prices were lower than a perfect competitor our world would be full of monopolies and competition would not be needed. 

4.  Figure 9-4 shows the maximum-profit equilibrium position.   Explain in detail how it really shows two different ways of describing exactly the same fact: namely, that a firm will stop expanding its production where the extra cost of further output just balances its extra revenue.

Maximum-profit equilibrium position is the point where a firm maximizes its Total Profits.  Total profit is calculated by subtracting Total Cost from Total Revenue.  If a firm sells 4 units @ $20 it generates $480 of Revenue.  At 4 units its Total Cost is $250 therefore Total Profit is $230.  To sell 5 units it would have to drop the price to $100, generating $500 of Revenue, but its cost climbs to $300.  Total Profit is now only at $200.  The firm would loose $30 of profit to sell 1 extra unit.

6.  Banana Computer Company has fixed costs of production of $100,000, while each unit costs $600 of labor and $400 of materials and fuel.  At a price $3000, consumers would buy no Banana Computer, but for each $10 reduction in price, sales of Banana computers increase by 1000 units.  Calculate marginal cost and marginal revenue for Banana Computer, and determine its monopoly price and quantity.

At 100,000 computers Banana Computer Company will generate $200 million in revenues at a cost of just over $100 million for a total profit of almost $100 million.  Marginal cost is always at $10 million because it always cost $1,000 to build each computer with a fixed cost of $100,000. 

Quantity  Computers
Price
Total Revenue
Total Cost
Total Profit
Marginal Revenue
Marginal Cost

0
$3,000
$0
$100,000
-$100,000



10,000
$2,900
$29,000,000
$10,100,000
$18,900,000
$28,000,000
$10,000,000

20,000
$2,800
$56,000,000
$20,100,000
$35,900,000
$26,000,000
$10,000,000

30,000
$2,700
$81,000,000
$30,100,000
$50,900,000
$24,000,000
$10,000,000

40,000
$2,600
$104,000,000
$40,100,000
$63,900,000
$22,000,000
$10,000,000

50,000
$2,500
$125,000,000
$50,100,000
$74,900,000
$20,000,000
$10,000,000

60,000
$2,400
$144,000,000
$60,100,000
$83,900,000
$18,000,000
$10,000,000

70,000
$2,300
$161,000,000
$70,100,000
$90,900,000
$16,000,000
$10,000,000

80,000
$2,200
$176,000,000
$80,100,000
$95,900,000
$14,000,000
$10,000,000

90,000
$2,100
$189,000,000
$90,100,000
$98,900,000
$12,000,000
$10,000,000

100,000
$2,000
$200,000,000
$100,100,000
$99,900,000
$10,000,000
$10,000,000

110,000
$1,900
$209,000,000
$110,100,000
$98,900,000
$8,000,000
$10,000,000

120,000
$1,800
$216,000,000
$120,100,000
$95,900,000
$6,000,000
$10,000,000

130,000
$1,700
$221,000,000
$130,100,000
$90,900,000
$4,000,000
$10,000,000

140,000
$1,600
$224,000,000
$140,100,000
$83,900,000
$2,000,000
$10,000,000

150,000
$1,500
$225,000,000
$150,100,000
$74,900,000
$0
$10,000,000

160,000
$1,400
$224,000,000
$160,100,000
$63,900,000
-$2,000,000
$10,000,000

170,000
$1,300
$221,000,000
$170,100,000
$50,900,000
-$4,000,000
$10,000,000

180,000
$1,200
$216,000,000
$180,100,000
$35,900,000
-$6,000,000
$10,000,000

190,000
$1,100
$209,000,000
$190,100,000
$18,900,000
-$8,000,000
$10,000,000

8.  Explain the error in the following statement:  "A firm out to maximize its profits will always charge the highest price that the traffic will bear."  State the correct result, and use the concept of marginal revenue to explain the difference between the correct and the erroneous statement.

9. A firm out to maximize its profits will always charge a price where its marginal revenue matches its marginal cost or in other words where total profits are maximized.  When marginal revenue is higher than marginal cost, total profit is not at its peak.  
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