Monopolistic Competition Worksheet


1. Assume that the DVD industry is monopolistically competitive in a world with two countries, and no trade. Given: fixed cost =$500,000 per year; Marginal cost, c = $100 per DVD player; Home’s annual DVD sales, S = 50,000 players. The remaining parameter that characterizes the demand curve, b = 1/1000.
a. Graph the CC line below to find Home’s pre-trade equilibrium number of firms. See equation 6-6 on page 128. The PP curve (eq. 6-10) has been graphed for you. The equilibrium number of firms equals: ___________.

b. Each firm has annual sales of ____________ DVD players.

c. In equilibrium, each firm charges a price of ________________.

2. Use the values for F, c, and b given in problem 1 above. Foreign annual DVD sales, S* = 32,000 players.

a. Using the same graph, plot the Foreign’s CC line to find its pre-trade equilibrium number of firms. n equals: ___________.

b. Each firm has annual sales of ____________ DVD players.

c. In equilibrium, each firm charges a price of ________________.

3. Now allow the two countries to trade. Use the values for F, c, and b given in problem 1 above. International annual DVD sales = S + S* = _______________.

a. Using the same graph, plot the CC line for the integrated world market to find the equilibrium number of firms with trade. The equilibrium number of firms, n equals: ___________.

b. Each firm has annual sales of ____________ DVD players.

c. In equilibrium, each firm charges a price of ________________.

d. In equilibrium, each firm’s average cost equals ________________.

e. Does the model tell us where these firms are located? Discuss the case for free trade in industries where economies of scale are present.
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