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2.     Attempt any Five out of seven questions.

3.     Each question carries  18 in.arks.

I.  (a) What is meant by monopofistic competition? Explain its main features.                                      (9)

a)  Why do  firms  under monopolistic competition Cam zero profit in the long run but still not
produce at the mininum poin of average cost? What does this inply about efficiency?            (9)

2. Consider a town consisting of a single Main Street of length' 1. Locations on the street are denoted

by#€/OjJJ.Consunersareuniformlydisdibutedalongtheinterval/0,//.Therearetwofims,located

at # = a and * = I, producing an identical good. Each firm has constant marginal cost C. Cousuners

incur tranaportation cost € per unit of distance. The firms choose prises Pr and Pz simultaneously and
independently.  Assume that  all  consumers buy exactly  one unit of the  good,  and that both firs
produce positive quantities in equilibrium.

(a)GivenpricesPrandPz,showthattheconsumerwhoisindifferentbetweenbuyingfromfirm1and
fro 2 is located at

(6)
£®   ,p   ,-I,2+®    -p   ),(2t).

a)Usingthelocationoftheindifferentconsumer,derivethedemandfuctionsqJ/PDP2/andq2/PDPz/
for the two firms. (6)

(c)WritedowntheprofitfunctionofeachfirmwhenmarginalcostisC.Derivethefirms'reaction
functionsandsolvefortheNasheauilibriumprices,quantities,andprofits.

3., Consider an industry with inverse demand

p .- a - Q,
wherethreeidenticalfirmscompetealaCoumot.Eachfrohascostfunction

C - F + cq,

(6)
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where F is the fKed cost faced by the firm and c > 0.

(a)DerivetheCounotequilibriunoutputofeachfirmanddeterminetheirmarketsharesbeforeany
(6)merger.

(b)Supposetwoofthefirmsmerge.ThemergedfirmhascostfunctionC=F'+C'9,whereF<F'<2F•'De-£vetheCoumotequilibriunouq)utsafterthemergerandcomputethemarketsharesofthe

merged firm and the remaining fin.

(c)Comparethemarketsharesobtainedinpats(a)and@).UnderwhatconditiononC'doesthe
mergedfirmgainalargermarketsharethaneachfirmhadbeforethemerger?Providean
economic interpretation of your result.

(6)

(a

4.Considera.duopolymarketwithtwoidenticalfirmsproducingabomogeneousproduct.Themarket
demand is given by

where

P=a-bQ;   b>O

Q-q   +q  ,

and each firm has constant marginal cost c, with
a = c = 0.

Answer the following:

(a)FindtheBertrandNashequilibriurnandexplainwhytheoutcomeisthesaneasthee-quilibriun
that happens in a perfectly competitive market.                                                                               (a

(b) Find the cormot equnbriun, price and profit.                                                                            (6)

(c) Compare Bertrand and counot outcomes in terms of price, output, and profits of the firms.     (6)

5.ConsideranupstreammanufacturerMandadownstreaniretailerR.Themarketdemandis
Q = 60 - P

wherePistheretailprice.Assunrethemanufacturer'smarginalcostiszerQ.

(a) Suppose the manufacturer and retailer are separate firms. The manufachner charges a wholesale

priceofW=20,andtheretailerthenchoosesthefinalpric.eP.Findtheretailer'sprofitfunction,
the profit-maximizing retail price, the quntity sold, and the profits of the manufacturer and the
retailer.                                                                                                                                                              (9)

(b)Nowsupposethemanufacturerandretailerbecomeonev.erticallyintegratedfirm.Findtheprofit-
maximizingretailprice,thequantitysol¢andthetotalprofit.Compareyouranswerwithpart(a).
What does this show about double marginalization?                                                                         (9)

6. .V\/hat is meant by the diffusion of inovation? Why do many irmovatious spread gradually rather
than all at once?                                                                                                                                                     (18)

7. Why might entrants be more successful than incunbents in introducing radical innovations?       (18)
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