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UNIT 03 / PERFECT COMPETITION
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PRACTICE / MULTIPLE CHOICE
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Q01 UNIT 01 / COMPARATIVE ADVANTAGE

Country A can produce either 60 shirts or 30 jackets per day. Country B can produce either 40 shirts or 40
jackets per day. Which country has the comparative advantage in producing shirts?

A. Country A, because its opportunity cost is lower.
B. Country B, because its opportunity cost is lower.
C. Country A, because its opportunity cost is higher.
D. Both countries have the same opportunity cost.
E. Neither country can benefit from specialization.
Q02 UNIT 02 / SIMULTANEOUS SHIFTS

Suppose demand for a product increases while supply decreases. Which outcome must occur at the new
market equilibrium?

Both price and quantity increase.

Price increases and quantity decreases.

A
B
C. Priceincreases, but the effect on quantity is indeterminate.
D Price decreases and quantity increases.

E

Quantity decreases, but price is indeterminate.

Q03 UNIT 02 / PRICE CONTROLS

A government imposes a binding price ceiling below the competitive equilibrium price. Which of the following
will result?

A surplus of the product.
A shortage of the product.
An increase in the quantity supplied.

A decrease in the quantity demanded.

mo o w >

A rightward shift of the supply curve.
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PRACTICE / MULTIPLE CHOICE
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Q04 UNIT 03 / MARGINAL ANALYSIS

A perfectly competitive firm sells its output for $20 per unit. The marginal costs of its fourth, fifth, and sixth
units are $17, $19, and $23, respectively. Assuming earlier units have lower marginal costs, what quantity
maximizes profit?

Three units.

Four units.

A

B

C. Sixunits.
D. Fiveunits.
E

Zero units.

Q05 UNIT 03 / SHUTDOWN DECISION

At its profit-maximizing output, a perfectly competitive firm faces a market price of $18, an average variable
cost of $15, and an average total cost of $22. What should the firm do in the short run?

Shut down immediately because price is below average total cost.
Continue producing while incurring an economic loss.
Continue producing and earn zero economic profit.

Raise its price to $22.

mo o ®m >

Exit the industry immediately.
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STEP 1. What changes? — 05 2710| H3l=2| &t0l
STEP 2. Which model applies? — J2{=-

STEP 3. What must follow? — HFEA| 20{Lt= Zatat AMEd
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PRACTICE / FREE RESPONSE
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THE SCENARIO

A perfectly competitive bakery sells each unit of output for $50. Its total fixed cost is $90. The

following table shows its production costs.

QUANTITY TOTALCOST MARGINAL COST
3 $195 $40
4 $240 $45
5 $288 $48
6 $343 $55
WRITE YOUR RESPONSE

A Calculate average variable cost when Q = 5.

B Calculate economic profit or loss when Q = 5.

C Identify the profit-maximizing quantity. Explain using marginal analysis.

D Should the firm continue operating in the short run? Explain.

E If all firms face persistent economic losses, what happens to the market price in the long run, other things
equal?
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Qo5 B Short-run shutdown rule
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= A = = [=1

AVCATQ=5

TVC=TC TFC=$288 $90=$198
AVC=TVC/Q=$198/5 = $39.60.

o ECONOMICPROFITATQ =5

TR=P xQ=9%$50 x 5=%$250
Economic Profit=TR TC=$250 $288= $38 (loss).

PROFIT-MAXIMIZING QUANTITY

Q*=5. MR = P = $50. The fifth unit has MC = $48 { MR, but the sixth unit has MC = $55 ) MR. Therefore producing
five units maximizes profit.

o SHORT-RUN OPERATING DECISION

Continue producing. At Q = 5, price ($50) exceeds AVC ($39.60). The firm covers all variable costs and
contributes toward fixed costs, even while incurring an economic loss.

e LONG-RUN MARKET ADJUSTMENT

Market price rises. If firms incur persistent economic losses, some exit the market. Market supply shifts left,
raising equilibrium market price, all else equal.
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