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Quiz #4
(75 Points)

Read each question carefully.  Answer each question completely and concisely.  Use
diagrams, graphs and equations when they are asked for or when they help you in
answering the question.  Label all diagrams correctly.  Show all of your work to receive
full credit.  Manage your time wisely.

(15 Points)  1.  Sarah and Tim are discussing the role of market power in the U.S. 
economy.  Both agree that monopoly power may not contribute to the 
general welfare of the consumer but represents a situation where the 
monopolist will want, even “fight”, to maintain the firm’s competitive 
strategy.  Using the appropriate graphical model, contrast the monopolist’s
optimal pricing, profit, and production levels with that of a perfectly 
competitive market.  Remember to illustrate the loss to society 
(deadweight loss) associated with monopoly power.



(15 Points)  2.  Three years after graduation, a friend asks you to invest in a business 
venture that will sell sports equipment over the Internet.  He asks that 
you invest $100,000 immediately.  According to your friend, you can 
expect the following net benefits from your investment over the next five 
years.

Year Net Benefits
                  1 $  10,000

  2     20,000

  3     30,000

  4     50,000

  5     60,000

a. What is the payback period for this investment?

b. What is the net present value of this investment if your opportunity
cost of capital is 8%?  What does this number mean to you?

c.  Without recalculating the problem, what would your decision be if 
your discount rate was 15%?  Why?



(5 Points)  3.  Your grandfather has been promised an annuity as part of his retirement 
plan that will pay him $24,000 per year for 20 years.  What is the 
present value of this annuity if your grandfather’s opportunity cost of 
capital is 10%?

(10 Points)  4.  In class, Erika decided to take $5,000 today rather than $10,000 in 
three years.  Use your discounting tools to estimate Erika’s discount rate. 
(Hint: you may have to make several calculations to approximate Erika’s 
rate.)  What does this result tell you about Erika’s time preference for 
money?

(10 Points)  5.  Your wealthy uncle died last year and the trustee of his estate has 
approached you with a choice regarding the settlement of your uncle’s 
estate.  Your uncle, in his generosity, left a sizable amount of money to 
you.  Your options are to take $800,000 dollars today or $150,000 a year 
for ten years.  If your discount rate is 15%, which option is preferable to 
you?  Why? (Show all your work)



(10 Points)  6.  Farmers in Kramer, Kansas are concerned that Valley Grain Company is 
the only buyer of their wheat within a 50 mile radius of their community.  
Using the appropriate economic model, illustrate and explain why these 
farmers are concerned about Valley Grain’s market power.

(10 Points)  7.  Assume a company enjoys monopoly power in a particular market.  The 
company’s leadership is debating their pricing strategy for this market.  
Some members (Faction A) of the executive committee are arguing for a 
uniform pricing scheme while others (Faction B) believe a direct or 
indirect segmented pricing strategy will produce higher levels of 
profitability.  Using the appropriate graphical model, illustrate and explain
why the Faction B is correct.


