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1. There is a tropical 15land in which King Kanuta rules his people. The demand
funetion for coconuts by the people on the island is-D{p) = 1200~ 100 p and the
supply function is §(p) = 100p. The law used 10 be that anv one who consumed a
coconut had 1o pay another cocoput to the king. King Kanuta then ate all the
coconuts. But now the king. apparently fed up with coconuts, decided 1o sell the
coconuts that he collects in the'Tocal market at the going selling price, p,. In

equilibrium, what will be the number of coconuts that will be produced? 15%

o

There has been a convenient store Seven-11 in the corer of Bourbon Street. Since
the Seven-11 has the profit bevond normaley. the company, Family. decides to set
up another convenient store 200 meters away from the Seven —1 1. Does the
establishment of the convenient store by the Family involves an externality, which
impacts on the Seven-117 15%

Lad

A fundamental principle in public finance is that taxes distort less when applied 10
a broad base rather than 10 & narrow base. Please use the food tax and vegetables
1ax 1 explain the principle. 10%

4. A monopolist sells in two markets "The demand curve for her product is given
Py =163 - 3x; in the first market and p. =233 — 4%, in the second market,

where x, is the quantity sold in market and p; is the price charged in market ;.

She has a constant marginal cosuof_ roduction funceton, ¢ =9 and no fixed costs.
She can charge different prices in the two markets. What is the profit-maximizing
combination of quantities for this monopolist? 10%

5. Suppose that the inverse demand is given by P =45 — 0 where P is the price and
¢ 1s the total industry output. Suppose that the industry has two firms. a
Stackleberg leader and follower. Assume each firm has a constant marginal cost

of §5 per unit of output. 30%

(&.) In equilibrium, how much ﬁhrm%d-ﬁ‘lrhnns_pmductm order to maximize profits?
How much wouid each of the imms eam?

(b.1 People might make decisions on the basis of their misperceptions. Assume the
follower believes (falsely) that the demand is givan by P =65~ The leader
knows what the follower bchev¢s and kn»nws the “true” demand is P =45-0) .

How much should the firms produce'? Hm much wo;.’lld cach of the firms eam?
{c.) In problem (b). how much shotld the leader pay (or be paid) 1o share his
knowledge about the demand with the follower?

6.  Explain why the optimal strategy for a bidder in a private-values Second-Price.
Sealed-Bid auction is 1o bid his true valuation. 10%

7. Two players are engaged in a game of “chicken”, There are two possible
strategies, Swerve and Drive Straight. A player whe chooses to Swerve is called
“chicken™ and gets a pavoff of zero. regardless of what the other plaver does. A
player who chooses to Drive Straight gets a-paveff of 48 if the other player
Swerves and a pavoff of -48 i the ofher player also chooses to Drive Straight.
Please show that this game has two pure strategy equilibria and one mixed
strategy equilibrium. 10% = .
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