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Problem Set
INSTRUCTION

1. Practice makes perfect.
2. I encourage you to tackle them on your own. Studying in group helps as well but it is in your long term interest if you write down solutions completely on your own.
3. Submit your work on Wednesday 23 April 2014 in class.
4. If you have any question, please send me an e-mail at pwrasai@gmail.com



Pricing with Market Power

On Monopoly power

In the Galápagos Islands, Ecuador, there are many dentists but only one eye doctor. Are senior citizens more likely to be offered discount prices for dental exams or for eye exams? Why?

On 1st Degree Price Discrimination

Suppose a firm can practice perfect first-degree price discrimination. What is the lowest price it will charge, and what will its total output be?

On 2nd Degree Price Discrimination

Electric utilities often practice second-degree price discrimination instead of charging a uniform monopoly price. Why might this improve consumer welfare? Explain with help of a simple diagram.

On 3rd Degree Price Discrimination

Give some examples of third-degree price discrimination. Can third-degree price discrimination be effective if the different groups of consumers have different levels of demand but the same price elasticities?
On two-part tariff
How can a firm determine an optimal two-part tariff if it has two customers with different demand curves? (Assume that it knows the demand curves.)


[bookmark: _GoBack]On bundling

How does mixed bundling differ from pure bundling? Under what conditions is mixed bundling preferable to pure bundling? Why do many restaurants practice mixed bundling (by offering a complete dinner as well as an à la carte menu) instead of pure bundling?


On game theory

Two firms are in the chocolate market. Each can choose to go for the high end of the market (high quality) or the low end (low quality). Resulting profits are given by the following payoff matrix:


	
	
	                      Firm 2

	
	
	Low
	High

	Firm 1
	Low
	20, 30
	900, 600

	
	High
	100, 800
	    50, 50




a. What outcomes, if any, are Nash equilibria?
b. If the managers of both firms are conservative and each follows a maximin strategy, what will be the outcome?
c. What is the cooperative outcome?
d. Which firm benefits most from the cooperative outcome? How much would that firm need to offer the other to persuade it to collude?





 













“Time is a great teacher, but unfortunately it kills all its pupils”
Louis-Hector Berlioz (1803-1869)
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