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Instruction. Question No. 1 is compulsory. Answer any four from the rest.

1. Argue whether the following statements are true or false giving appropriate reasons in
favour of your answer: 2.5 x 4

(a) In a perfectly competitive market, firms take the market price as given, which implies
that the market demand is infinitely elastic.

(b) It is economically more efficient to have a monopolist that discriminates perfectly
than a monopolist that sets a single price.

(c) A firm is currently earning negative profit on each good it produces. Claim: it is
always optimal for this firm to shut down in the short run.

(d) Cooperative behavior between two oligopolists is impossible if they know that they
will be competing for a limited number of years.

2. Consider the following demand functions faced by two airlines:
p= a-bQ
where a = 339, b = 1, Q = q\+q2. Let the airlines face identical marginal cost of $147.
Note that the price is in dollar per passenger and quantity is the number of passenger.
Find out the number of passengers, price and profits if the firms simultaneously choose
output levels. How will the outcome change if the two airlines collude and act as a
monopolist? Further compare the result with the case when Airline 1 makes output
decision first followed by Airline 2. 4+2+4

3. (a) What do you mean by Bertrand paradox? What will happen to the paradox if the firms
are capacity constrained?
(b) Do you think that the firms will over invest in capacity to deter entry? Discuss
following the Bain-Sylos postulate as developed by Spence. In this context discuss
Dixit's critique of Spence. 3+7
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4. (a) Discuss the steps involved in backward induction solution concept. How can we use
the concept of backward induction to solve the problem of multiple Nash equilibrium?

(b) Suppose two coins are tossed simultaneously and two players announce heads or tails.
If the announcements match Player 1 will receive payoff of one and Player 2 will lose
one; the pay-offs will be reversed if the announcements differ. Find out the Nash
equilibrium in pure strategy and mixed strategy and draw the best response functions.

4+6

5. Consider the labour market in Country C. The demand for labour is given by:
Ld=34-4w

Labour supply is: Ls = L + 2w

where L is the number of people in the country willing to work at a wage of zero.

(a) Suppose that L = 10. Find out the equilibrium wage and employment. Is demand for
labour elastic or inelastic at the equilibrium wage?

(b) Suppose that there is a sudden inflow of migrant labour, which increases the number

of people willing to work at a wage of zero to L = 16. For the remainder of the

problem, set L = 16.
Compute the wage rate and employment at the new equilibrium.

(c) In reality an increase in population should affect the demand for labour as well as the
supply. Explain how the equilibrium wage and employment will change compared to
the market equilibrium in part (a) if demand for labour were to increase as well.

(d) The government in Country C becomes worried about the upcoming election and

decides to appease voters by imposing a minimum wage of~ = 4. What happens in

the labour market as a result? What is the demand for and supply of labour now?
Include a graph in your explanation.

(e) The government is unhappy with the results of the minimum wage law. Instead it
introduces a subsidy of t =1 dollar on labour that is paid to workers. What happens to
the equilibrium wage and employment as a result of this subsidy? How much do
workers get in equilibrium? 10

6. A monopoly drug producer with a constant marginal cost of m= 1 sells only in two
countries and faces a linear demand curve of QJ = 12 - 2~ and Q2 = 9 - P2'
What are the prices that the monopolist will charge and how much will it sell in the two
countries if arbitrage can be prevented? Find out the profits earned by the firm in the two
markets. How will your answer change if arbitrage among the consumers in two countries
is possible? 10
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