PART I : Multiple Choice Questions (2*35%)
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1. (a) First, you need to check whether there exists a positive level of output for which P exceeds AVC (i.e. whether it is in the firm’s interest to remain open). Here TVC = 2Q + .5Q2, so AVC = 2 + .5Q. Since price is $35, P will exceed AVC for all Q < 66. 

Next, we need to find the profit-maximizing level of output. Since MC = 2 + Q, MC is increasing for all levels of output and we need not worry about implementing the P = MC rule on the downward-sloping segment of the MC curve. Thus, setting P = MC (35 = 2 + Q), we obtain an optimal output level of Q = 33. 

(b) Profit is simply total revenue minus total cost, or $35(33) – 10 – 2(33) - .5(33)2 = $534.5.

2.
 
500 - 100Q = 100,  400 = 100Q, Q = 4,  P = 300 
TR = 1200 and TC = 1400, so a loss of 200 is realized. 
3.
a) Unity elasticity is the midpoint of demand so she should price at 5 and sell 100 gallons. 
b) A price reduction will move the firm on to the inelastic portion of the demand curve and reduce its revenue and raise its costs since it produces more. 
c) The $5 price is the best since total revenue is maximized at that point.  
4.
a) Only American has a dominant strategy which is to cut prices. 
b) Yes. American cuts according to its dominant strategy, so it is in the best interest of United to hold prices and neither has incentive to move to another cell. 
c) Yes, both would have a dominant strategy to cut prices. 
5.
X=2.5

Y=5

