
14.20Solutionsto Midterm

Problem#1

(a) Yes. An oligopolist will always produceon the elastic portion of its
residual demandcurve and may produce on the elastic portion of the
industrydemandcurve.

(b) When Southwestentered,it took Northwest’smost price sensitivecon-
sumers,leaving Northwest with fewer consumers,but theseconsumers
had lesselastic demands. (This is a shift anda rotation of Northwest’s
demand). Becausetheir consumershadless elasticdemands,Northwest
could raise the price it chargedthesebuyers. Recall that p is inversely
relatedto the elasticity of demandthroughthe LernerIndex.

(c) Any thoughtful story that madesenseand madesomereferenceto the
readingswas given credit.

(d) False. This is the Demsetzcritique. The appearanceof a positive re-
lationship betweenmarket concentrationand industry profits could be
drivenby cost asymmetriesacrossfirms. If firms arenot equallyefficient
(i.e.: somefirms have lower costs than others), then the more efficient
firms will havelarger marketsharesandwill appearto havehigherprof-
its. This will show up as a positive correlationbetweenconcentration
and profits. However, the higherprofitability in the more concentrated
industry is due to the cost advantagesof the larger firms andnot due to
marketpower.
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(b) Now observerival’s pricewith a K — pd lag:
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T K makesit harderto sustaincollusionbecausemonopolyprofits canbe

obtainedfor a longer periodof time.

(c) Let ~rH be the monopolyprofits in the high state.

Let nL bethe monopolyprofits in the low state.

(i) Supposedemandis HIGH today:
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Need:

~H 6 FirH+irLl H

11= It2 1—6[4J

1—6 K±ItLI=Z~

l1
6[ItH ±irLl=21rH
6 2wH

1—6 — ItH + ItL

1
6=-

2

LHS~ 6___ =1
~1—6

2irH
RHS: =lonlyifirH=wL

ItH + irL

When 6 = 1/2, canonly sustainqrL in high demandstate.

6 = 2/3
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When6 =2/3, we can sustainItH in high demandstate.

=~ For all 1/2 < 6 < 2/3, in order to sustaincollusion in the high
demandstate,the collusive price(in the high state)mustbelowered
below ~MH in order to give profits below ITH.

(ii) Supposedemandis LOW today

Thenneed:
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Collusionsustainablefor 6> 1

=~ Collusionsustainablefor 1 <6 <2 3

Problem#3
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q~ T becausec1 J.
t accordingto 2’s BR Function

Q T sinceq~ T more than q~ .~ becauseslopeof BR2 is < Ill.

(c) With 3 symmetricCournotFirms: (PRE-MERGER)
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Combined,the 2 mergingfirms weremaking BEFOREthe merger.5

With 2 symmetricCournotFirms: (POST-MERGER)

So, the2 mergedfirms make AFTER the merger.9

(1—c)2 (1—c)2

8 > .. Profit falls.
(d) Whenthe 2 firms merge,they restrict output relativeto their combined

outputbefore the merger. This would increasethe price. But because
Cournotbestresponsefunctionsare downwardsloping, the third firm in-
creaseshis output in responseto the decreasein output by the merged
firms. This increasein output reducesprices. In certaincases(i.e., the
demandandcost setuphere),the expansionof outputby thenon-merging
firm canlower priceenoughto makethe mergernot profitable.

Note: Overalloutputfalls andpriceincreasesbecausethe Tin outputby the
non-mergingfirms doesnot fully offset the reductionby the merging
firm. But profit can still be lower becausecombined,the merged
firms produceless than they did separatelyandif priceonly risesby
a little (due to the expansionof output by the third firm) — their
profits may be lower.

(e) In this caseI would expect the merger to be profitablebecausein
differentiatedBertrand,reactionsfunctions are upwardsloping. So
whenthe mergedfirms raiseprice, the third firm will raise its price,
allowing the other firms to raise their price evenmore until a new
equilibrium is reached.
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