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QUESTION ONE
The profit maximising condition is correct but that implies that output should be 100 and price 20 (on the demand curve). To maximize consumer surplus the firm should produce where MC=demand (The competitive solution) which is given by the average revenue curve, which means an output of less than 200 and a price of more than 10 so the question is false.
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QUESTION TWO
In the long run firms must cover all costs, therefore what is important is the minimum average total cost. If price is higher than this firms will be making above normal profit so entry will occur, the market supply curve will shift to the right and hence price will fall. Entry will continue until P=min(ATC). If price is less that min(ATC), firms will make a loss, and exit will occur (either immediately if P<min(AVC) or eventually) so price will rise. Exit continues to occur until P=min(ATC). So the answer is False. 


QUESTION THREE
Utility maximisation, when Yi buys two goods, implies that MUX/MUY=Px/PY or alternatively MU per price of each good must be equal. At the moment MU/P of X is 2 and MU per price of Y is 1.5 so Yi should buy more X and less Y. As she buys more X, MYX falls, and as she buys less Y, MUY rises until relative Mus will equal relative prices. Yi will maximise utility at that point. Given that 450=pXX+pYY, Yi is at point A, where the slope of the budget line is NOT the same as the slope of the indifference curve. To optimise she should move to point B, on a higher indifference, U1. At this point relative marginal utilities (slope of the IC) is equal to relative prices (slope of the budget line).
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QUESTION FOUR
The answer is True. The reason is that private optimum for this producer is P=40+0.3X=10 so X=100 and of course P=10. Social optimum implies that 40-0.3X=10+0.1X so X=75, hence P=17.5. Hence a tax of 7.5 will raise the private cost of the producer to 17.5 and will achieve social optimum.  

QUESTION FIVE
State the objective of the monopolist, which is to maximise profit. That is to max(profit) = max(Total revenue – Total cost). The condition for profit maximisation is:  d(profit)/dQ =0 where Q is the output. This implies d(total Revenue)/dQ – d(total cost)/dQ=0 or Marginal revenue - Marginal cost=0 or Marginal revenue = Marginal cost. Therefore the profit maximisation output is Q* and price is P
Also please refer to the monopolist illustration.

MR=d(PQ)/dQ=(dp/dq)Q+P We can write this as MR=P[(dp/dQ)(Q/P)+1] = P[1+(1/PED)] where PED=Ed is price elasticity of demand. Elasticity of demand is elastic in the upper section of the following graph. As we move down the demand curve elasticity get closer and closer to -1. Where it is -1, MR=0, after that demand becomes inelastic. The monopolist will avoid producing on parts of the demand curve that MR is zero or negative. Another way of thinking about this is that the only way the monopolist can produce where elasticity is -1 or inelastic is if MC=0 or if it is negative. Since resources in production are scarce and are not free this is not likely so MC will always cut MR at a point where MC is positive that will always produce on the elastic part of the demand curve
2

