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ANSWERN0.1

1.Benefitprinciple:

Thebenefitprincipleistheideathatgovernmentspendingshouldbemet

bythepeoplewhoreceivethem.Inotherwords,everyonewhoreceives

governmentspending,shouldcontributetowardsit.

ThisbenefitprinciplewasthejustificationforMargaretThatcher’sPollTax.

Everyonewaschargedthesamepolltaxratebecausetheargumentwas

thateveryonebenefitedfromthesamepublicservices.

Inpracticethebenefitprincipleishardtoapplybecausemanyofthosein

needofgovernmentbenefits–theold,sickandunemployedaretheleast

likelytobeabletopay.Ageneralprinciplemorecommonlyusedisthe

abilitytopay.

2.Lump-SumTax:

Ataxinwhichthetaxpayerisassessedthesameamountregardlessof

circumstance.Anexampleofalump-sumtaxisa$55feeonallemployees

whoworkinatownship.Anotherexampleistagfeesonvehicles,whichare

thesameregardlessoftheincomeofvehicleowners.Lump-sumtaxesare

regressive,meaningpersonswithlowerincomepaymoreasapercentage

oftheirincome.

3.MarginaltaxrateversesAverageTaxrate:

Averagetaxratesmeasuretaxburden,whilemarginaltaxratesmeasure

theimpactoftaxesonincentivestoearn,save,invest,orspend.

Averagetaxratesareameasureofahousehold’staxburden;thatis,how

taxesaffectthehousehold’sabilitytoconsumetodayor(throughsaving)in



thefuture.Marginalratesmeasurethedegreetowhichtaxesaffect

household(orbusiness)economicincentivessuchaswhethertoworkmore,

savemore,acceptmoreriskininvestmentportfolios,orchangewhatthey

buy.Highermarginalratesreduceincentivestoengageinaparticular

activity(suchaswork)or(inthecaseofsalestaxes)consumeaparticular

item.

4.ProportionalTax:

Aproportionaltaxisanincometaxsystemthatleviesthesamepercentage

taxtoeveryoneregardlessofincome.Aproportionaltaxisthesameforlow,

middle,andhigh-incometaxpayers.Proportionaltaxesaresometimes

referredtoasflattaxes.

Incontrast,aprogressivetaxormarginaltaxsystemadjuststaxrates

progressivelybyincome.Low-incomeearnersaretaxedatalowerrate

thanhigh-incomeearners.

5.RegressiveTax:

Aregressivetaxisataxapplieduniformly,takingalargerpercentageof

incomefromlow-incomeearnersthanfromhigh-incomeearners.Itisin

oppositiontoaprogressivetax,whichtakesalargerpercentagefromhigh-

incomeearners.

6.ProgressiveTax:

Aprogressivetaxisataxthatimposesalowertaxrateonlow-income

earnerscomparedtothosewithahigherincome,makingitbasedonthe

taxpayer'sabilitytopay.Thatmeansittakesalargerpercentagefromhigh

-incomeearnersthanitdoesfromlow-incomeindividuals.



ANSWERNO.2

Elasticity:

Elasticityisameasureofavariable'ssensitivitytoachangeinanother

variable,mostcommonlythissensitivityisthechangeinpricerelativeto

changesinotherfactors.Inbusinessandeconomics,elasticityreferstothe

degreetowhichindividuals,consumersorproducerschangetheirdemand

ortheamountsuppliedinresponsetopriceorincomechanges.Itis

predominantlyusedtoassessthechangeinconsumerdemandasaresult

ofachangeinagoodorservice'sprice.

1.IncomeElasticityofDemand:

Incomeelasticityofdemandreferstothesensitivityofthequantity

demandedforacertaingoodtoachangeinrealincomeofconsumerswho

buythisgood,keepingallotherthingsconstant.

Theformulaforcalculatingincomeelasticityofdemandisthepercent

changeinquantitydemandeddividedbythepercentchangeinincome.

Withincomeelasticityofdemand,youcantellifaparticulargood

representsanecessityoraluxury.

2.PriceElasticityofDemand:

Priceelasticityofdemandisaneconomicmeasureofthechangeinthe

quantitydemandedorpurchasedofaproductinrelationtoitspricechange.

Expressedmathematically,itis:

PriceElasticityofDemand=% ChangeinQuantityDemanded/% Change

inPrice

Priceelasticityisusedbyeconomiststounderstandhowsupplyordemand

changesgivenchangesinpricetounderstandtheworkingsofthereal

economy.Forinstance,somegoodsareveryinelastic,thatis,theirpricesdo

notchangeverymuchgivenchangesinsupplyordemand.



ExamplesofPriceElasticityofDemand:

Generallyasrulesofthumb,ifthequantityofagooddemandedor

purchasedchangesmorethanthepricechange,theproductistermed

elastic.(Thepricechangesby+5%,butthedemandfallsby-10%).Ifthe

changeinquantitypurchasedisthesameasthepricechange(say,

10%/10% =1),theproductissaidtohaveunit(orunitary)priceelasticity.

Finally,ifthequantitypurchasedchangeslessthantheprice(say,-5%

demandedfora+10% changeinprice),thentheproductistermedinelastic.

Tocalculatetheelasticityofdemand,let'stakeaverysimpleexample:

Supposethatthepriceofapplesfallsby6% from$1.99abushelto$1.87a

bushel.Inresponse,groceryshoppersincreasetheirapplepurchasesby

20%.Theelasticityofappleswouldthusbe:0.20/0.06=3.33indicatingthat

applesarequiteelasticintermsoftheirdemand.

3.CrossElasticityofDemand:

Thecrosselasticityofdemandisaneconomicconceptthatmeasuresthe

responsivenessinthequantitydemandedofonegoodwhenthepricefor

anothergoodchanges.Alsocalledcross-priceelasticityofdemand,this

measurementiscalculatedbytakingthepercentagechangeinthequantity

demandedofonegoodanddividingitbythepercentagechangeinthe

priceoftheothergood.



ANSWERNO.3

Monopoly:

Amonopolyisaspecifictypeofeconomicmarketstructure.A

monopolyexistswhenaspecificpersonorenterpriseistheonlysupplierof

aparticulargood.Asaresult,monopoliesarecharacterizedbyalackof

competitionwithinthemarketproducingagoodorservice.

Monopoly:Thegraphshowsamonopolyandtheprice(P)andchangein

price(Preg)aswellastheoutput(Q)andoutputchange(Qreg).



CharacteristicsofaMonopoly:

Amonopolycanberecognizedbycertaincharacteristicsthatsetitaside

fromtheothermarketstructures:

Profitmaximizer:amonopolymaximizesprofits.Duetothelackof

competitionafirmcanchargeasetpriceabovewhatwouldbechargedina

competitivemarket,therebymaximizingitsrevenue.

Pricemaker:themonopolydecidesthepriceofthegoodorproduct

beingsold.Thepriceissetbydeterminingthequantityinordertodemand

thepricedesiredbythefirm(maximizesrevenue).

Highbarrierstoentry:othersellersareunabletoenterthemarketof

themonopoly.

Singleseller:inamonopolyonesellerproducesalloftheoutputfora

goodorservice.Theentiremarketisservedbyasinglefirm.Forpractical

purposesthefirmisthesameastheindustry.



B.Pricediscrimination:

inamonopolythefirmcanchangethepriceandquantityofthegoodor

service.Inanelasticmarketthefirmwillsellahighquantityofthegoodif

thepriceisless.Ifthepriceishigh,thefirmwillsellareducedquantityin

anelasticmarket.

PriceDeterminationunderMonopoly:

Monopolyisthatmarketforminwhichasingleproducercontrolsthewhole

supplyofasinglecommoditywhichhasnoclosesubstitute.

Afirmundermonopolyfacesadownwardslopingdemandcurveoraverage

revenuecurve.Further,inmonopoly,sinceaveragerevenuefallsasmore

unitsofoutputaresold,themarginalrevenueislessthantheaverage

revenue.Inotherwords,undermonopolytheMRcurveliesbelowtheAR

curve.

TheEquilibriumlevelinmonopolyisthatlevelofoutputinwhichmarginal

revenueequalsmarginalcost.Theproducerwillcontinueproduceraslong

asmarginalrevenueexceedsthemarginalcost.AtthepointwhereMRis

equaltoMCtheprofitwillbemaximumandbeyondthispointtheproducer

willstopproducing.



ANSWERNO.4

A.TheCournotModel:

TheCournotmodelofoligopolyassumesthatrivalfirmsproducea

homogenousproduct,andeachattemptstomaximizeprofitsbychoosing

howmuchtoproduce.Allfirmschooseoutput(quantity)simultaneously.

ThebasicCournotassumptionisthateachfirmchoosesitsquantity,taking

asgiventhequantityofitsrivals.TheresultingequilibriumisaNash

equilibriuminquantities,calledaCournot(Nash)equilibrium.

TheCournotmodelprovidesresultswhichareofsomeimportanceto

industrialeconomics.Firstofall,itcanbeshownthatpricewillnotinmost

casesequalmarginalcosts(seecosts)andParetoefficiencyisnotachieved.

Moreover,thedegreetowhicheachfirm’spriceexceedsmarginalcostis

directlyproportionaltothefirm’smarketshareandinverselyproportional

tothemarketelasticityofdemand.

Iftheoligopolyissymmetric,thatis,allfirmshaveidenticalproductsand

costconditions,thenthedegreetowhichpriceexceedsmarginalcostis

inverselyrelatedtothenumberoffirms.



B.Stackelbergleadershipmodel:

Itisastrategicgameineconomicsinwhichtheleaderfirmmovesfirstand

thenthefollowerfirmsmovesequentially.ItisnamedaftertheGerman

economistHeinrichFreiherrvonStackelbergwhopublishedMarket

StructureandEquilibrium(MarktformundGleichgewicht)in1934which

describedthemodel.

Ingametheoryterms,theplayersofthisgamearealeaderandafollower

andtheycompeteonquantity.TheStackelbergleaderissometimes

referredtoastheMarketLeader.



ItcanbeseenfromthediagramthatuptillOMoutput,marginalrevenueis

greaterthanmarginalcost,butbeyondOMthemarginalrevenueisless

thanmarginalcost.Therefore,themonopolistwillbeinequilibriumat

outputOMwheremarginalrevenueisequaltomarginalcostandthe

profitsarethegreatest.ThecorrespondingpriceinthediagramisMP’orOP.

ItcanbeseenfromthediagramatoutputOM,whileMP’istheaverage

revenue,MListheaveragecost,therefore,P’Listheprofitperunit.Now

thetotalprofitisequaltoP’L(profitperunit)multiplybyOM(totaloutput).

Intheshortrun,themonopolisthastokeepaneyeonthevariablecost,

otherwisehewillstopproducing.Inthelongrun,themonopolistcan

changethesizeofplantinresponsetoachangeindemand.Inthelongrun,

hewillmakeadjustmentintheamountofthefactors,fixedandvariable,so

thatMRequalsnotonlytoshortrunMCbutalsolongrunMC.

(TheEnd)


