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Lesson 7


Questions 1, 2, 3, 6 and 9. Pages 186-187

1. Review the first two theories of imperfect competition analyzed in the first section of this chapter.  Draw up a table that compares perfect competition, monopoly, and the two theories with respect to the following characteristics:


Perfect Competition
Collusive Oligopoly
Monopolistic
Monopoly

Number of Firms
Numerous, each unable to affect price
Few, collectively they set price
Numerous, each unable to affect price
One and only one

Extent of collusion
None
Very High
None
No one to collude with

Price vs. Marginal Cost
Production level is set where price = MC
Price remains above MC and Collude  for higher prices
Price remains above MC
Only something to watch out for

Price vs. Longrun AC
Production is shutdown when falls below price=AC
Collude  for higher prices
Price is set just where it touches AC
Not going to happen

Efficiency
Very
Not Very
Somewhat
Not at All

2. The market shares in the U.S. airline industry for 1995 are shown in Table 10-2.  Calculate the four-firm and six-firm concentration ratios.  What would be the change in these indexes if Delta merged with United?
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If  Delta and United merged the chart change to resemble :

3. "The tragedy of most industries characterized by monopolistic competition is not at all excessive profits.  Rather, there are no profits, and prices are excessive as resources are frittered away in low levels of production."  Explain what this writer might mean in terms of the long-run equilibrium shown in Figure 10-4.  Defend monopolistic competition by showing how it might lead to greater diversity of products.

The monopolistic market is wide open to entry and exit.  Since each product is somewhat different from the next there is no complete ability to compare them.  If we take a specific market in magazines and we flood the market with a lot of new companies supplying product to that market then all of the competition will have to meet a new lower price that the market carries.  As the price lowers because of excessive entries into the market, companies in this market will have to set their production to meet the long-run equilibrium.  A long-run equilibrium has no profits but the company is able to stay in business because the price is above MC.

a. Some competition is necessary for the market to invest in new R&D.  Otherwise the market would stagnate.  Think of the computer industry.  When the personal computer came out there were only a handful of companies offering the computer.  Computers were very expensive to buy and cost a lot more to purchase software to operate them.   Now we have many companies in the market, each with a slightly different product, but much advanced from what started out as only a handful of companies.  In most cases you can purchase a state of the art computer with complete software for one-quarter of the cost the original personal computers cost. 

6. Explain the following statements:

b. In the retail drugstore business, each store has a little market power but fails to earn any economic profit on its activities.
Retail drugstore businesses are monopolistic and carry products from monopolistic companies.  One drugstore stocks similar drugs that other drugstores stock.  Over the long run with monopolistic competition, prices are above marginal costs while economic profits are driven down to zero.  The monopolistic competition breeds excessive numbers of new product.  If unnecessary product differentiation could be eliminated it could really cut costs and lower prices.  

c. According to the theory of bounded rationality, it is truly efficient for GE not to adjust the price of its refrigerators to the MC = MR each and every day.

Reality sinks in when GE must make day to day decisions with a minimum staff and rather than spending excessive amounts of time and money to determine the price elasticity of their refrigerators.  GE is making a calculated decision, rule of thumb, by setting a certain price for its refrigerator.  Generally GE knows how much refrigerators cost to produce and by setting the price based on cost-plus-markup, this will earn the company a solid profit.

9. Explain in words and with the use of diagrams why a monopolistic equilibrium leads to economic inefficiency relative to a perfect competitor.  Why is the condition MC = P = MU of Chapter 8 critical for this analysis?

Economic efficiency is measured by whether it provides its consumers with the most desired set of goods and services, given the resources and technology of the economy.  

A monopolistic equilibrium is inherently inefficient because of the excessive numbers of new products being introduced in the market.  Rivals enter the market place and take another small piece of the pie until the market share is so wide spread that no one company is making profits.  Each of these companies take for granite their competition's price but since their product is not quite the same as the next product they will charge what they will in an attempt to set their own market price. For this reason the economy is inefficient in comparison to a perfect competitor where each product is identical.  
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