Economics 431

Spring 2003

First Exam

Professor Leffler

You must use a pen and well stapled paper such as a university exam booklet.  Choose One of the questions.  Please think out and organize your answer using indicated “scratch space” before writing your official answer.   The absence of irrelevant and extraneous information in your answer is rewarded; a well organized, to-the-point answer is also rewarded.
1.  Specialty Flours (SF) is a miller of specialized bleached flour for use in expensive cakes and pastries.  SF estimates their marginal cost to be about constant at thirty cents per pound of flour.  They currently sell the specialized flour on average for fifty cents per pound.  SF also has a scone making division.  They incur additional marginal costs of about sixty cents per pound of finished scones for labor and other inputs. They sell the sconces on average for one dollar per pound. 
a. What would you estimate SF’s market share to be in a relevant economic market?  Explain what you mean by a relevant economic market.

b. Does SF have market power?  Explain what you mean by market power.

c. Provide three alternative explanations for SF vertically integrating into scone production and suggest evidence that would allow you to choose among the alternatives.
2..    Projackets Inc. is the only producer of NBA (National Basketball Association) Official warmup sweats.  Their current profit maximizing price is $160 per sweat suit and they sell 1 million sweats per year.  They have determined that for each $10 increase (decrease) in price they will sell 250,000 million less (more).  Their variable production and marketing costs consist of $40 per sweat suit in competitively supplied materials and labor.  Projackets also pays a licensing fee per sweat suit to Big League Sports, BLS, the exclusive agent for marketing NBA stuff.

A. What is the welfare "triangle" resulting from the monopolies of Projackets and BLS?  You should derive a numerical answer.  [Hint - you need to figure out the license fee.]  

B.  If BLS charged a fixed lump sum licensing fee rather than a per unit fee would you expect the welfare triangle change?  Would you expect BLS to prefer the per unit or the lump sum fee?
C. If BLS could control Projackets price contractually, would you expect them to exercise that control if charging a per unit fee?  If charging a lump sum fee?  Would such control change your answer to B?   

D.  Would there be incentives for Projacket and BLS to integrate?
