Responses to the Discussion Questions of Chapter 9:





1.  (a), (b), (c), (g), and (i)	Under Perfect


	Price Discrimination


	Price	Quantity	Total	Marginal	Marginal	Total


	of Yacht	Demanded	Revenue	Revenue	Revenue	Revenue


				$__13__	$__13__


	$13 million	____1___	$__13__			$__13__


				____9__	___11__


	$11	____2___	___22__			___24__


				____5__	____9__


	$ 9	____3___	___27__			___33__


				____1__	____7__


	$ 7	____4___	___28__			___40__


				___-3__	____5__


	$ 5	____5___	___25__			___45__





(d)  Maureen would want to set a price of $7 million and sell 4 yachts if her goal were to maximize total revenue.  But business owners commonly try to maximize net revenue.  (e)  To maximize net revenue, she will want to set her price at $11 million and sell only 2 yachts under the single-price system, because the marginal revenue from sale of the third yacht ($5 million) is less than its marginal cost ($6 million).  (f)  She cannot profitably sell yachts to Ewing and Penney because in doing so she would gain less from them than she loses by selling at a lower price to Morgan and Rockefeller.  (h)  When she can "discriminate," she will charge Morgan, Rockefeller, Ewing, and Penney the most each will pay and sell 4 yachts.  Under "perfect" price discrimination, the price and the marginal revenue are the same.  The difference is that when she cannot discriminate, she cannot continue to charge high prices to "old" customers while she lowers her prices to attract "new" customers.  So marginal revenue is less than price.


2.  Marginal does not mean total, as the sentence in quotes assumes;  nor does it mean average, as students often start to suppose.  Marginal revenue is additional revenue, as marginal cost is additional cost:  revenue and cost added to the revenue already earned and the costs already incurred.


3.  The most profitable price can be found by locating the quantity at which marginal revenue equals marginal cost and then finding the price at which that quantity can be sold.  The net income from the pricing policy will be the area under the marginal revenue curve up to the profit-maximizing quantity minus the area under the marginal cost curve up to that quantity.  In the case of the price searcher, any higher price than this will lower the quantity demanded and deprive the seller of some sales that add more to revenue than to cost.  Any lower price will increase the quantity sold, but the increased quantity will add more to cost than to revenue.  In the case of the price taker, any price higher than the one given by the market will result in no sales at all.  Incidentally, we do not know whether the seller in either situation is making a profit or sustaining a loss, because we don't have any information on the seller's non-marginal costs.  All we know is that the seller is maximizing net revenue, which sometimes means minimizing the loss.


4.  (a)  In both cases MR = MC at 200 aardvarks.  These can be sold for $30 by Anchorage, $20 by Houston.  (b)  MR = MC at 100 aardvarks for Houston, at 150 for Anchorage.  So Houston will want to charge $25, Anchorage will want to charge $35.  (c)  Much more could be said. But what I'm looking for is the recognition that markups over marginal cost diminish as the price elasticity of the seller's demand curve increases.


5.  (a)  Marginal revenue equals marginal cost at two quantities:  at 12,000 and at 24,000.  A price of $28 would sell 12,000 books, a price of $16 would sell 24,000.  Which is better?  Check the next part of the question.  (b)  The area between marginal cost and marginal revenue as sales increase from 12,000 to 16,000 is the same size as the area between marginal revenue and marginal cost as sales expand from 16,000 to 24,000.  What this means is that the net revenue gained exactly equals the net revenue lost in the movement from 12,000 to 24,000.  So net revenue will be the same whether the seller sets the price at $28 or at $16.  Do the arithmetic to check it out.  Revenue of $28 times 12,000 books minus total costs of $4 times 12,000 books equals $288,000.  $16 times 24,000 minus $4 times 24,000 also equals $288,000.  (c)  The prices that now maximize net revenue are $28 for the hardcover edition and $12 for the softcover edition.  Net revenue increases under this policy to $416,000.


6.  (a)  Extra fuel for the added weight, extra meals, and the expenses of writing a ticket would seem to be the marginal costs.  $50 for a transcontinental roundtrip flight is a generous estimate.  (b)  The St. Louis MR curve will intersect MC ($50) at 2000;  the Los Angeles MR equals MC at 6000.  (c)  So Transcontinental would want to sell 2000 roundtrip tickets for St. Louis, and 6000 for Los Angeles.  (d)  It would want to charge $450 for St. Louis, $200 for Los Angeles.  (e)  The price the airline wants to charge for flights from one city is not affected by what it charges for flights from the other.  It is generally not true, as so many fear, that the low prices given to some customers force others to pay higher prices to make up the difference.  (f)  If the net revenue earned from its Los Angeles operation enables the airline to stay in business, the low Los Angeles prices are creating more competition and presumably lower prices for St. Louis passengers.


7.  Target pricing can't be much more than a rule of thumb for beginning the process of searching out the most profitable price.  Surely a firm won't lower its price just because net revenue at the target price proves larger than anticipated.  Raising the price if net revenue falls short of anticipations seems a more likely kind of response;  but a higher price may actually entail less net revenue.  It all depends upon the demand for the product.  If the firm knew the demand to begin with, it wouldn't employ procedures like target pricing.


8.  They would have loved to recover their development costs.  But the demand for Concordes hasn't even enabled them to cover production costs.  Their best alternative is to pay attention to marginal revenue and marginal cost.  For government-owned enterprises, however, marginal revenue may be available from the taxpayer.


9.  An athletic director expecting a decline in demand because a losing season is projected will not raise ticket prices no matter how much the cost of the women's sports program increases.  Neither will he announce, even when it's true, that ticket prices are being raised because he anticipates stronger bidding among fans expecting to see a bowl-bound team in action.  The cost of the women's sports program provides a respectable excuse for raising prices when the demand will allow a price increase.


10.  Few people care to admit that they are raising their price simply because people are willing to pay a higher price.  Those who administer the affairs of such high-minded institutions as universities much prefer to use arguments like the one quoted.


11.  (a)  Not really.  They may pay more because of the advertising, but only if the advertising succeeds in affecting the demand for the beer in a way that permits a higher price.  It's perfectly possible for the advertising campaign to increase the demand curve in a way that induces the firm actually to lower its price.  (b)  It could.  But once again only by affecting the demand for the cereal, not by affecting the cost of making and marketing it.


12.  How could it?  Who will be willing to pay more to purchase the gasoline of a company that is responsible for a huge oil spill?  The company may in fact find that it must lower the price to sell an adequate quantity of gasoline.


13.  Customers are not willing to pay more for an item because the seller has higher overhead.  But they may be willing to pay a premium to obtain a good quickly when they want it, and stores with high overhead may specialize in providing that kind of convenience.


14.  (a)  A higher cost of feeding could induce some hog farmers to stop feeding hogs, which means more hogs would suddenly go on the market, lowering the price.  (b)  Higher expected costs, other things remaining equal, reduce the number of hogs farmers want to raise and thus eventually the number reaching the market.  In short, it shifts the supply curve to the left, raising the price in this price-takers' market.


15.  (a)  Property taxes are sunk costs that do not affect the marginal cost of making existing apartment units available to tenants.  Nor do they affect demand.  So this change would not raise rents, at least not immediately.  (b)  Given time to adjust, owners will try to convert some buildings into four-unit buildings by enlarging the units.  And newly-constructed buildings will more frequently be small to stay within the four-unit limit.  (c)  The relative demands for larger and smaller units should not change, which means that the increased supply of larger units ought to lower their price somewhat.  But the price of smaller units will tend to rise.  (d)  Owners might want to claim that they will pass the tax increase on to tenants in order to secure tenants' support in opposing the law.  But they know that this property tax hike reduced the value of larger apartment buildings and hence the wealth of those who own them.  That is why they went to the expense of a lawsuit.


16.  Tennis balls for sale in a store where you are shopping are not the same as tennis balls on sale in another store at a lower price about which you're ignorant.  You might even know about the lower price but not have enough time to go get the cheaper balls before your scheduled match.


17.  Cameras are expensive, and purchasers consequently shop around before buying.  This makes the demand very elastic for each seller.  But purchasers don't invest much search effort on accessories, such as filters, lens cleaning paper, cleaning fluid, camera bag, or a flash;  so the demand is far less elastic.


18.  The lower prices are designed to bring the business customers back again.  Tourist customers are unlikely to return regardless of prices.  It's all in the estimated elasticity of demand.


19.  Communists and capitalists both realize that net revenue is maximized by different prices for different demands, and that price discrimination must be described as lower prices for the worthy, never as higher prices for those who can be induced to pay.  The fact that prices for Chinese goods are often much lower in Hong Kong than at the point of origin reflects the competition among Hong Kong retailers that keeps markups low.


20.  Is it discrimination against men or discrimination in favor of women?  In any event, it's an attempt to get some additional customers without lowering the price to regular customers, in a situation where marginal cost is close to zero.  If a man who likes baseball can be persuaded to buy an $8 ticket only by the prospect of a free ticket for his woman companion, the ball club gets $8 from the man and loses nothing on the woman—assuming there are empty seats.  She may even eat some high-priced peanuts.  But the threat of lawsuits charging sex discrimination seems to have sent Ladies Day the way of the passenger pigeon.


21.  (a)  High costs don't necessitate high prices and they may not even succeed in making high prices possible.  High costs incurred in the process of providing something people want will permit high prices.  But low costs would do just as much if they were equally effective in providing what people want.  It is demand that finally determines the price sellers can get for their products.  (b)  The percentage the studio can get from the theater owners is determined by how much the theater owners think they can earn through showing the movie.  Movie houses raise their prices when people are eager to see a movie and willing to pay a premium to see it now.  (c)  The studios take what they can get, which depends on the theater owners' estimates about what moviegoers are willing to pay.  (d)  If a "blockbuster" will lead to lots of enormously profitable popcorn sales, those who own movie houses could be willing to give the studio 110 percent of their ticket receipts.  But they don't want people by-passing the refreshment counter by bringing in their own snacks.  The "safety and comfort" signs are absurd.  (e)  They will raise the price, because at $1 the studio would claim 100% of the ticket receipts.  By how much is going to depend on the elasticity of demand.  You can play with various possibilities, and you will discover that the studios won't necessarily do better under their new policy.


22.  (a)  Some people don't want to attend matinees.  Others might find that the cheaper performances are sold out.  Some would worry about looking like cheapskates if they attended a "Pay-What-You-Can" performance.  Many people would not even learn about the special performances because they aren't attentive to bargain possibilities.  And there are people who feel a moral obligation to support live theater and would therefore not want to desert the set of patrons who pay high prices.  (b)  Money is not the ultimate good in life.  Adam Smith thought people wanted money mainly as one way to acquire self respect.  (c)  I don't believe it.  I suspect that "what they can pay" means in practice what they are willing to pay.  And I suspect that wealthier people will on average be willing to pay more.  (d)  They can't be sure of obtaining tickets if they wait, or of obtaining the seats they prefer.


23.  It would appear that these art galleries were setting prices partly on the basis of what they thought they could extract from gallery customers.  It might be in the interest of gallery and artist to let a work go to a customer at a price much lower than a similar work was sold to another customer, but they would not want the first customer to find out or for "the market" to learn that paintings supposedly worth $10,000 were being sold for $5,000.  Posted and publicized prices make price discrimination more difficult.


24.  The manufacturer and distributor were engaging in price discrimination, selling identical skis in different markets at different prices.  They evidently made a mistake and sold the discount chain some of the skis that had been priced for the overseas market.  They had to get those skis back to avoid spoiling the market for their skis in the sporting goods stores that ordinarily handled them in the United States.


25.  Giving away clothing certainly reduces the demand for clothing.  Why would people purchase what they can obtain free of charge?


26.  It would seem that the phone company could earn more with an all-or-nothing system.  The monthly fee (with no charge for calls) enables the phone company to extract the maximum amount the person would pay rather than do without service altogether.  That amount is roughly the entire area under the demand curve.  Phone companies don't fully exploit their power in part because they fear public resentment and government regulation, in part because they realize that the value of having a phone goes down when other people give up their service because it's become too expensive.  This kind of pricing policy will often be used when the marginal cost of selling additional units is zero or close to zero.  Exercise gyms, for example, typically charge a monthly fee and allow their customers to use the facilities as often as they please.  The gym owners count on the nonmonetary cost to the consumer of using the facilities (time and effort) to restrain use enough so that the gym doesn't become overcrowded and hence less attractive.


27.  (a)  It's being paid $300,000 plus whatever it can get from putting those tickets up for sale, and all without violating the NCAA rule.  (b)  Many colleges are willing to take considerably less than the NCAA's minimum to play in a bowl game.  But they do not want to risk the sanctions that might follow violation of an NCAA rule.


28.  Lingering would not raise the cost if the restaurant was not crowded.  A restaurant that wants to move customers through quickly can often do so by bringing them their food quickly.  I can think of two reasons why restaurants might want to encourage lingering:  to encourage customers to drink more (restaurants make a huge part of their profits from the selling of alcoholic beverages) and to give an empty place a less desolate look (many don't want to patronize an empty restaurant).


29.  (a)  Some people may be able to detect a difference between vodkas.  Even if they cannot, however, they might not want to be seen serving guests a vodka that's known to be very cheap.  (b)  I suspect it was launching a campaign to inform hosts and guests that one who served Popov should no longer be considered a cheapskate.  (c)  It isn't the higher prices that attract purchasers, but the item's reputation for costing a lot.  The lower the price of ego-sensitive merchandise, the greater the quantity that will be demanded, other things remaining equal.  A key thing that must remain equal is the good's reputation, the price for which the item is generally thought to sell.


30.  60 cents a doughnut and 2 for 90 cents captures for the seller the full value of doughnuts to the buyer.


31.  The marginal cost of selling a pizza is probably about a dollar.  If the prospect of getting one for this price attracts more customers for the regular-priced pizzas, the sellers gain.


32.  I don't know how to answer the question about exploitation.  But the second (and absurd) question underlines the fact that this sort of price discrimination only works when re-selling is difficult or, as in this case, impossible.


33.  (a)  A regular auction will yield a price just above $6000, the amount the second-highest valuer is willing to pay.  (b)  A Dutch auction might get you $8000, the price the highest valuer is willing to pay.  (c)  They might want to stir the anxiety that prompts people at Dutch auctions to pay more than what they would have to pay if they waited.


34.  (a)  He is probing for your demand.  (b)  Probably some of both.  (c)  The mark-up on jewelry is usually quite high.  If you like a pair of rings carrying a $500 price tag but aren't willing to pay more than $400, the jeweler would usually prefer to give you "a special low price because this is a discontinued design" rather than have you leave the store without purchasing.  To find out how low he is willing to go, try telling him you are going to look at what some other stores are offering and that you might be back.


35.  (a)  They would pay 75¢ and drink 500 cans per week.  (b)  They would pay 45¢ and drink 800 cans per week:  400 from each seller.  (c)  $375 minus $125 = $250.  (d)  Each of the competing sellers will receive a net revenue of $80 per week.  (e)  Ivy could charge up to $250 for the exclusive franchise.  (f)  It could charge no more than $80 apiece for the two competing franchises.  (g)  What is your objective?  To provide more soft drinks for the students or more revenue for Ivy College?


36.  (a)  The price searcher confronts the demand curve and decides after looking at marginal costs what quantity to supply.  The quantity supplied and the demand then determine the price.  (b)  A supply curve shows the quantities suppliers are willing to supply given particular prices.  But prices are given only to price takers.  Price searchers must determine simultaneously the price they want to set and the quantity they want to offer for sale.





