Monopoly/monopolistic competition

Firms have degree of control over price
Demand curve for individual firm downward sloping

Suppose bicycle producer has demand curve: 	P= 475 – 1.5Q

Firm’s total revenue:

TR = PQ = 475Q – 1.5Q2

What is the revenue generated by decision to increase output from 50 to 60?

	Q
	P
	TR

	50
	400
	20,000

	60
	385
	23,100


Price
Quantity sold per week
d
50
60
385
400

Revenue generated by decision is $3,100
	If cost of decision less than $3,100, profit maximizing firm should increase output

Marginal revenue varies along demand curve:
MR =  

Function measures rate at which revenues changing with output
For linear demand, MR has twice the slope of (absolute value) as demand curve


Price
Q
d
50
60
385
400
a
b
a’
b’
325
295
MR


How is MR=325 calculated at point a’?
Interpret MR=325 at a’.

Relate MR to P at the output levels of 50 and 60
How are the numbers related to revenue generated by “lumpy” decision from 50 to 60?

MR is less than price because firm assumed not able to price discriminate

Demand curve reflects quantity demanded at various prices  
Price
Quantity sold per week
d
50
60
385
400
loss
gain

Suppose in initial time period firm prices bikes at $400/bike
Next time period prices bikes at $385
gain:  10 extra bikes sold at $385 each
loss:   50 bikes that are now sold at $385; that would have otherwise been sold at $400
Difference between gain and loss represents the $3100 change in revenue

At what output level is MR=0?  Interpret.


What is firm’s profit maximizing output in the short run?

Firm’s demand:					Firm’s production function:
P = 475 - 1.5Q					Q = f(K,L) = K½L½    suppose in short run K=80
TR = 475Q – 1.5Q2 				Short run costs:
MR = 475 – 3Q					TC = 	assume r=$5  and w=$20
SMC = 
Firm will produce at output level in which marginal revenue equals marginal cost:
Price
Q
d
MR
SMC
135.71


Profit maximized where MR = MC

475 – 3Q = .5Q
Q = 135.71 bikes/week

Calculate Profit

Suppose firm maximized revenue instead of profit
1.	Calculate revenue maximizing output
2.	Calculate and show short run marginal cost at revenue maximizing output
3.	Calculate and compare profit at the revenue maximizing output to the profit maximizing output

Discuss cases in which revenue and profit maximization may coincide.
Suppose wage increases from $20 to $30.  Calculate short run output, quantity and profit.
Suppose rental rate of capital increases from $5 to $10.   Calculate short run output, quantity and profit.
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