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(C) positive and $0

positive. At zero output, variable costs are zero.

 2. Based on the information in the table above, the total cost of producing 5 units of output is:

(C) 305

 3. Based on the information in the table, the marginal cost of producing the 4th unit of output is:

(A) 10

Marginal cost is the difference in total cost (or variable cost) at two consecutive units of output. At 3 
units of output, total cost is 285, at 4 units of output, total cost is 295. Therefore, the cost attributed to 
the production of the 4th unit, or marginal cost, is 10.
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(C) $100

Total revenue for three units of output is $100. Total revenue divided by quantity is average revenue or 
price. $300 / 3 = $100.

(D) 40

(B) 7

output, marginal revenue is 100 and marginal cost is 80. At 8 units of output, marginal revenue is 100 

(E) E

Marginal cost must intersect average total cost and average variable cost at their minimum points. 

(B) a perfectly price discriminating monopoly.

Only for a perfectly price discriminating monopoly are the downward sloping marginal revenue and the 
demand curves the same because the perfectly price discriminating monopolist charges each successive 
customer the price they are willing to pay, unlike a single price monopolist who lowers the price for 
not just that unit, but all previous units. 
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 9. Based on the information in the payoff matrix box depicted above, we can conclude that in the absence 
of collusion

(B) Charles and Anne will each charge a high price.

The Nash equilibrium is for both Charles and Anne to charge a high price.

 10. Based on the information in the payoff matrix box depicted above, we can conclude that

(D) Charles does not have a dominant strategy but Anne does.

The best strategy for Charles is to price high if Anne prices high and to price low if Anne prices low. 
Charles does not have a dominant strategy, his best strategy is determined by what Anne does. Anne 
will price high regardless of what Charles does. Anne has a dominant strategy, she is better off to price 
high regardless of which pricing strategy Charles uses. 

 11. If Charles and Anne can successfully collude and agree to a binding enforceable agreement, what 

(D) 25

 12. The three basic forms of business organization are

(C) proprietorship, partnership, corporation.

Monopoly is a market structure, not a form of business organization.

 13. Firms in all market structures seek to
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(B) no change, decrease, no change

If marginal cost and marginal revenue do not change, then the intersection of marginal cost and 
marginal revenue will not change. Without a change in marginal cost or marginal revenue, the output 

change.

 16. Marginal cost is calculated by

(B) subtracting total cost at two consecutive units of output.

subtracting the total cost (or variable cost) at two consecutive units of output. 

(A) monopoly, oligopoly, monopolistic competition, perfect competition

Only choice A correctly ranks market structures from least to most competitive.

(E) I, II, and III

able to prevent resale, and they must be able to segregate or subdivide the market.



COST OF PRODUCTION & THEORY OF THE FIRM 25

U
na

ut
ho

riz
ed

 c
op

yi
ng

 o
r r

eu
si

ng
 a

ny
 p

ar
t o

f t
hi

s 
pa

ge
 is

 il
le

ga
l.

price are (respectively):

(E) B, C, E

The monopoly price is determined from MC = MR up to the demand curve, that is B. The break even 
price is where AR = ATC, which occurs at C. The socially optimal price is where MC = price (or AR) 
which occurs at E.

 20. Which of the following is true for both a perfect competitor and a monopolistic competitor in long-run 

(A) Karen has a dominant strategy but Lauren does not.

It is best for Karen to pursue Plan A regardless of what Lauren does; therefore, Karen has a dominant 
strategy. Lauren would be better off with Plan A if Karen pursues Plan A, but Lauren would be better 
off with Plan B if Karen pursues Plan B. Therefore, Karen has a dominant strategy; she should pursue 
Plan A regardless of which plan Lauren pursues. Lauren does not have a dominant strategy. She would 

(B) F, Z, 2, 0

level of output (which is found at MC = MR) of 2, the price is derived by tracing that output up to the 
average revenue curve at point Z, then across to the price axis at point F. The total revenue is price 
multiplied by quantity, or F × 2, which is described by the area F, Z, 2, 0. 
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(D) B, T, 2, 0

output of 2, average total cost is obtained at point T by tracing that over to the cost axis at point B. B 
multiplied by 2 is described by the area B, T, 2, 0.

described how to arrive at total cost. If total cost is subtracted from total revenue, the result is the area 
described by F, Z, T, B.

(C) It will remain at 2.

(D) J

Average costs are minimized at the minimum point on the ATC curve. This can be found where the 
ATC curve intersects with the MC curve. In this case that occurs at a level of output of J.

(E) E, N, S, C

cost is the difference between average total cost and average variable cost. In this case that amount is 
equal to the distance between N and S. Since we know the quantity is equal to the distance from 0 to K, 
the product of those two amounts is represented by the area E, N, S, C.
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(B) D, E, C

Consumer surplus is the area above the price and below the demand curve. In this case, the area D, E, 
C.

(D) C, E, L, A

K, or the area C, E, K, 0. Total cost is AC multiplied by quantity. In this case A × K, or the area A, L, 
K, 0. The difference between these two areas is C, E, L, A.

represented by the area:

(D) E, G, L

Deadweight loss due to monopoly is the amount that does not accrue either to consumers (in the form 

solution. The perfectly competitive solution would be where MC = P (or demand); in this case, point 
G. This would result in a consumer surplus of D, G, A. The monopoly solution is point L where 

amount equal to E, G, L.

is:

(D) I

A perfectly price discriminating monopolist would have a marginal revenue curve equal to the average 

marginal cost, or point G. The level of output associated with point G is I.

(E) Zero

A perfect price discriminating monopolist would charge each customer exactly what they are willing to 
pay, thus eliminating all consumer surplus.
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(C) Firms will exit the market and drive the price up.

the price up.

(A) Marginal revenue is positive.

If demand is elastic, lowering the price will increase total revenue. An increase in total revenue means 
that marginal revenue is positive.
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market.
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Output level Qe
output is the output at which marginal cost equals demand.
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(a) On the graph above, correctly identify curves 1, 2, 3, and 4. 
Curve 1 is the marginal cost curve, curve 2 is average total cost, curve 3 is average variable 

 
It is not possible to determine the market structure from only cost information. Revenue 
information would be necessary to help identify the market structure.

short-run equilibrium. 
Any price above the price associated with point 6 could exist in the short-run as this would 

long-run equilibrium. 
The only price that could exist in the long-run is the price associated with point 5 as this is 
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Julie’s Pricing Strategy

High

Julie’s
Profits
$200Scott’s

Profits
$200

Julie’s
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$75Scott’s
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$150
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Profits
$150Scott’s
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$50

Julie’s
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$50Scott’s
Profits

$75

Low

 

interdependent.
 

Julie has a dominant strategy as her best strategy is a high price regardless of what Scott 
does.

 
Scott does not have a dominant strategy as his best strategy depends on what Julie does. If 
Julie prices high, it is better for Scott to price high. If Julie prices low, it is better for Scott to 
price low. Scott’s best strategy depends on what Julie does.

 
Julie and Scott will both pursue a high price strategy. This is the Nash equilibrium. Each will 


