Econ 4333 Economics of Organizations                                    Name __________ 

Exam 3     Fall 2006







You have one hour and twenty minutes to complete this exam.  The exam consists of 15 multiple choice / explanation questions worth 3 points each.  There are four written problems worth 15 points each.  Therefore, there are 105 possible points on the exam.  Your grade is out of 100 points so there are 5 extra points built into the exam.  Please turn off all cell phones and pagers as they can be a distraction to your classmates.  When leaving the exam please try to be courteous to those who are still taking the test.        

Q1.  Vertical integration is likely to be a better option than a spot market contract when

a. uncertainty is low and specificity is low

b. uncertainty is high and specificity is low

c. **uncertainty is high and specificity is high

d. uncertainty is low and specificity is high

For each of the following identify if it is moral hazard or adverse selection and explain your answer.
Q2.  Suppose a member of the senior management takes a long lunch every Friday

The fact that the person is in a senior position enables her to take a long lunch, so this is moral hazard.
Q3.  Suppose that a large percentage of people who apply for school custodian jobs were pedophiles.

In this case we have the a group of people being attracted to a particular job, so this is adverse selection.
Q4.  Suppose that people in SUVs were more likely to run red lights.
This could go either way.  If bad drivers are more likely to buy SUVs because they are perceived to be safe then we have adverse selection.  If instead, it is that people who have SUVs feel safer and thus don’t pay attention we have moral hazard.
Q6.  If the domestic price is greater than the world price then the domestic country is said to have a comparative advantage.

a. True

b. **False

c. Cannot Determine

Q5.  Circle any of the following that would not generally be considered to have positive externalities

a. **pollution

b. flowers

c. **second hand smoke
d. pest control

Q7.  Each of the following are advantages of “doing it in-house” except 

a. **Focus on Core Competencies

b. Minimize Supply Disruptions

c. Reduced Externalities

d. Monitoring Quality

Q8. Circle each of the following that are pieces of legislation dealing with ani-trust and anti-competitive firm behavior
a. **Sherman Act

b. **Robinson-Patman Act

c. **Clayton Act

d. **Federal Trade Commission Act

e. Stamp Act

Q9.   Some used cars of a particular model are actually quite good and worth $10,000.  However, some are not so good and are worth only $5,000.  If the buyer is unable to determine if a particular car is of high or low quality, what price will we see in this market?

a. **$5,000

b.   $7,500

c. $10,000  

Q10.  Explain the winner’s curse in a common value auction.

In a common value auction each bidder only has a signal of the items value.  The person with the highest guess is likely to be the winner, but the fact that their guess is the highest means that it is likely to be an overestimate even though taken alone it is a good estimate.  

The domestic demand curve is given by P=80-Q and the domestic supply curve is given by P=3Q.  The world price is 30.  

Q11.  How many units will be imported?

a.  10 

b.  20

c.  30

d.  **40

e.  50

Q12.  If a $15 tariff is placed on the good, how much money will the government raise?

a. $225   

b. **$300

c. $525
d. $600  

Q13.  List two reasons why a country might want to enact such protectionism.


1__infant industry ___________________    2__protect jobs_________________   

or national security, unfair labor practices abroad, a bargaining chip in international relations.  
Some studies have concluded that the only real benefit of MBA programs is that they help to reduce asymmetric information between an employer and a potential employee.        

Q14.  In what way is a MBA a screening device?

Employers do not know what skills and intellectual capital a potential employee has.  By requiring an MBA, employers can sort out those with high ability from those without.  
Q15.  In what way is a MBA a signaling device?      

Since employers cannot observe the skills and intellectual capital of a potential worker, a person can get an MBA to demonstrate to employers that they have the needed abilities.  

Written Problem #1 (15 points)
Describe each of the four standard single unit independent private value auctions.  What is the optimal bidding strategy in each format and how is this impacted by the number of bidders and risk attitudes?  

In the first price auction, each bidder privately submits a bid.  The bidder submitting a bid most favorable to the party holding the auction is declared the winner and the price equals the winning bid.  If values are distributed uniformly from [VL,VH] then the optimal bid for a risk neutral bidder is VL+ [N/(N+1)]*(V-VL) where V is the bidder’s own value.  If a person is risk averse then the bidder is willing to trade of the size of the payoff for a greater likelihood of wining and thus the optimal bid is closer to the actual value than in the above function.

Theoretically, behavior in the Dutch auction is the same as in the first price auction.  In the Dutch auction, the price starts off favorable to the party holding the auction and then moves in the direction favored by the bidders until the first bidder agrees to trade at the current price. This bidder is the winner and the price is at the level indicated by the bidder.

In the second price auction, each bidder privately submits a bid.  The bidder submitting a bid most favorable to the party holding the auction is declared the winner and the price equals the second most favorable.  In this auction it is optimal to bid value regardless of one’s risk attitude.  

Theoretically, behavior in the English auction is the same as in the second price auction.  In the English auction, the price starts off favorable to the bidders and then moves in the direction favored by the party holding the auction until only a single bidder remains willing to trade.  This bidder is the winner and the price is at the level in which the next to last bidder exited the market.  
Written Problem #2 (15 points)

In a particular industry there is a single producer who sells to a single wholesaler who in turn sells to a single retailer.  The cost to the producer is 10q.  The wholesaler has delivery costs of 3q.  The retailer has to advertise, rent space, etc. which costs 2q.  Demand by end consumers is given by P=100-Q.  What price will consumers pay?

MR(ret)=100-2q.  MC(ret)=P(wsal)+2.  So we have P(wsal)=98-2Q.  
Therefore, MR(wsal)=98-4Q.  MC(wsal)=P(prod)+3.  So P(prod)=95-4Q.
Therefore, MR(prod)=95-8Q.  MC(prod)=10.  So we have Q=10.625.  P=89.375
How would the price change if the three firms merged? 
If the three firms merge we have MR=100-2Q and MC=15.  So Q= 42.5 and P=57.5.
Now suppose that a second retailer opens and that the two retailers compete according to the Cournot model.  What price will consumer’s pay?   (There is no vertical integration in this case.)
For the first retailer, we have that TR=(100-q1-q2)q1.  So that MR = 100-2q1-q2
and MC= P(wsal) + 2.  Hence we have 100-2q1-q2 = P(wsal) + 2.  By symmetry we know that q1 = q2, so we know that q1 = [98-P(wsal)] / 3.  Therefore q1+q2 =Q=2*[98-P(wsal)] / 3.  Solving for P(wsal) we get P(wsal)=98-3Q/2.  So MR(wsal)=98-3Q.  MC=3 +P(prod) so we have P(prod)=95-3Q.  MR(prod)=95-6Q and MC(prod)=10.  Therefore, Q= 14.167 and P=85.83  
Written Problem #3 (15 points)
Public goods are non-rival and non-excludable.  Define these two terms.  Give an example of a public good (other than the lighthouse example given below) and an example of a good that satisfy one but not both of these definitions.  

Non-rival means that one person’s use of a good does not diminish another person’s value for the good.  Non-excludable means that no one can be prevented from consuming the product.  

The sun is a public good as it is both non-excludable and no-rival.  

The communal farm from the experiment the first day of class was non-excludable, but it was rivalrous.  Often, things that are non-rivalrous but excludable are natural monopolies.    

Suppose that three pirates captains are deciding how large of a lighthouse to build.  The taller the lighthouse the greater the value to each owner.  Blackbeard’s value is given by 10+height, Captain Hook’s is given by 2(height) and Captain Kidd’s value is 10+3(height).  The costs of building a lighthouse is (height)2.  What is the socially optimal height for the lighthouse?

The total benefit is 10+h+ 2h+10+3h = 20+6h.  So the marginal benefit is 6. The marginal cost is 2h so the optimal amount is where 6=2h or h=3.  
Explain why it might be difficult to construct the efficient sized lighthouse and discuss possible solutions to this problem.

The issue is the free rider problem.  If others will pay for the good, then each person has an incentive not to contribute.  Possible solutions include white lists or assign property right appropriately.  In the case of the light house, the only reason to be near the rocks is to land at a nearby harbor.  Therefore, you the person who owns the harbor shore can charge people to dock.
Written Problem #4 (15 points)
Toni has just graduated and has an offer that will result in a utility of 60.  Another firm is interested in hiring her.  The firm estimates that the benefit of hiring Toni is 20e, where e is Toni’s effort.  Unfortunately, effort is costly for Toni and her utility is given by U=wage-e2.  

If effort is observable, what wage and effort should this firm specify in its offer to Toni?

The wage needs to be such that  wage-e2>60.  So the firm will set w= 60+ e2.  Profit equals 20e-60- e2.  The optimal e is where 20-2e=0 or e =10. For this the wage must be 160 and the firm’s profit will be 40.    

The optimal contract is a wage of 160 and an effort of 10.
If effort is unobservable, what offer should the firm make to Toni in order to maximize profit?

Here the firm should sell the worker the right to her output (create a franchise).  The optimal fee is 40 leaving the firm the same profit as in the case where effort was observable.  
Now suppose that there is uncertainty regarding the value of Toni’s performance and that she is risk averse.  What problem does this create and how should the firm structure its offer to Toni?

To be willing to accept the risk, Toni would need to have a higher expected payoff, which would lower the payoff to the firm.  The optimal solution here would involve a two part scheme with a flat wage and an incentive scheme.             

