Sample Exam 3
Six Multiple choice questions 

Question 1 
A monopolist sells two products, and . The firm has zero production costs.
There are 40 consumers of Type 1, 40 consumers of Type 2, and 20 consumers of Type 3.
The willingness to pay is:
	Type
	X
	Y

	1
	100
	20

	2
	20
	100

	3
	60
	60


Assume now that each unit of and each unit of costs the firm $30 to produce.
Which of the following statements is correct?
A. Separate selling yields a profit of 8,000 and bundling yields a profit of 12,000.
B. Separate selling yields a profit of 5,600 and bundling yields a profit of 6,000.
C. Separate selling yields a profit of 6,000 and bundling yields a profit of 5,600.
D. Separate selling and bundling both yield a profit of 6,000.

Question 2 
Consider the following statement: "Insurance with a deductible may reduce the moral hazard problem but worsen the adverse selection problem." Which of the following best explains this statement?
A. A deductible increases medical consumption and therefore increases moral hazard.
B. A deductible reduces excessive utilization of medical services but may discourage high-risk individuals from purchasing insurance.
C. A deductible eliminates both moral hazard and adverse selection.
D. A deductible has no effect on either moral hazard or adverse selection.




Question 3 
Consider the following statement: "The fact that there are very few switches between health funds in Israel suggests that adverse selection through distortion of the benefit package is not a significant problem."
Which of the following is the best evaluation of this statement?
A. The statement is necessarily true because low switching rates prove that all health funds provide identical services.
B. The statement is necessarily false because adverse selection always exists in health insurance markets.
C. The statement is generally reasonable because if benefit-package distortions were important, one would expect larger differences in enrolment patterns and more switching between funds.
D. The statement is false because adverse selection can occur only when switching costs are zero.

Question 4
A monopolist sells product in two markets. 
Demand in Market 1 is: 
Demand in Market 2 is: 
The monopolist has marginal cost and fixed cost . 
The fixed cost is paid only if positive output is produced. The monopolist may charge different prices in the two markets. Which statement is correct?
A. Consumer surplus is lower when the monopolist cannot price discriminate.
B. Total quantity sold is higher when the monopolist cannot price discriminate.
C. Quantity in Market 2 is higher when the monopolist cannot price discriminate.
D. Price in Market 1 is lower when the monopolist cannot price discriminate.
E. None of the answers is correct.


Question 5
Two identical Cournot firms produce a homogeneous product. Each firm has marginal cost . Demand is:
If the firms merge into a monopoly, marginal cost falls to zero. Consumer surplus increases after the merger as long as approximately:
A. 
B. 
C. 
D. 
E. None of the answers is correct.


Question 6
The Lerner Index is:  Which statement is correct?
1. If a firm’s marginal cost decreases, its Lerner Index decreases. 
2. Lower demand elasticity in absolute value increases the Lerner Index. 
3. The Lerner Index of a competitive firm is zero. 
A. Only statement 1 is correct.
B. Only statements 2 and 3 are correct.
C. Only statements 1 and 2 are correct.
D. All statements are correct.
E. None of the answers is correct.


Open Part – Two Questions

Question 1 
Two identical firms compete by simultaneously choosing quantities (Cournot). 
Each firm has marginal cost  (i.e.,  ). Market demand is:  where: .

A. What is the Cournot equilibrium as a function of 
B. Suppose the two firms merge and become a single monopolist. As a result of the merger, the firm's marginal cost falls to zero. The antitrust authority will approve the merger only if the merged firm produces a total output that exceeds the aggregate output produced under Cournot competition prior to the merger. What is the maximum value of that ensures this condition is satisfied? Show your calculations.
C. Following part B, suppose the antitrust authority will approve the merger only if the profit of the merged firm is higher than the aggregate profit of the two firms under Cournot competition. What is the minimum condition on for the merger to be approved? Show your calculations.
D. How would your answer to part B change if, before the merger, the firms competed in prices (Bertrand) rather than quantities? Explain.

Question 2
Consider a market with inverse demand: , where is total industry output.
Production is characterized by constant marginal cost: , where: .
Part A 
Suppose a single integrated monopolist serves the market. Determine the monopoly quantity, price and profit.  Express your answers as functions of .
Part B 
Suppose now that two identical firms compete in quantities. Firm 1 moves first and commits to an output level. Firm 2 observes Firm 1’s output and then chooses its own output. Find the equilibrium quantity produced by each firm.  Find total output.  Find the market price.  Find the profit of each firm. 
Part C 
Suppose instead that there is one upstream producer and one downstream retailer. The producer manufactures the good at marginal cost . The retailer sells the product to final consumers. The timing is: The producer sets a wholesale price .  The retailer observes and chooses the quantity sold to consumers. 
Find the equilibrium wholesale price – w. The quantity sold. The final market price. The profit of the producer. The profit of the retailer. 
Part D 
Compare the outcomes under: Integrated monopoly. Stackelberg competition. Vertical separation.  Rank the three cases according to: Total quantity. Final market price.  Total industry profit.  Explain the economic intuition.
Part E 
Suppose the producer can offer the retailer a two-part tariff:  where is the wholesale price per unit and is a fixed franchise fee. What wholesale price maximizes total industry profit?  What market outcome is obtained?  What range of fixed fees can make both parties agree to the contract? Compare the outcome to the integrated monopoly outcome from Part A. 
Part F 
Suppose that before a merger, the market is characterized by the Stackelberg equilibrium from Part B. A merger would create a single monopolist, and due to efficiency gains, the marginal cost of the merged firm would fall from to zero. The antitrust authority will approve the merger only if the merged firm produces more than the total output produced under Stackelberg competition before the merger. Determine the range of values of for which the merger will be approved.  How would your answer change if, before the merger, the firms competed in prices Bertrand competition rather than quantities? 
