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1. (3 pts.) Describe the pricing strategy of a firm operating in a perfectly competitive market structure.

2. (12 pts.) Suppose you are the manager of Clean Water – a small firm that makes water filters operating in a perfectly competitive market. 
Your cost of production is given by: 
C(Q) = 100 +Q2 where Q is measured in number of water filters produced/day.  

a. (3 pts.) If the market price of water filters is $60/filter, how many water filters should you produce to maximize profit?

b. (3 pts.) Calculate your total profit at the quantity of output derived in (a) as well as your profit/water filter sold.  

c. (6 pts.) Suppose another firm operating in the market - Super Clean Water - has higher fixed costs but lower variable costs.  Its cost function is given by: 
C(Q) = 200 + 0.25Q2  where Q is measured in number of water filters produced/day.

If the market price remains unchanged, how many water filters should it produce to maximize profits?  Calculate its total profit at that level of output as well as its profit/water filter sold.
3. Extra normal profits (6 pts.) 

a. (4 pts.) Can firms in perfectly competitive markets make extranormal profits (profit over and above fixed and variable costs and return on capital)? If so, under what circumstances would such profit be possible?  

b. (2 pts.) Provide an example of very competitive markets in which extranormal profits are sustainable and explain what factors allow for the sustainability of profits even in the long run. 

4. (10 pts.) Consider a perfectly competitive market in which: 

Market demand Qd= 180-12P 

Market supply consists of 10 identical firms each with the following cost function: 
C(Q) = 5 + 10Q2
where Q is measured in 000s/month
a. (8 pts.) Find equilibrium price and quantity in this market.
b. (2 pts.) Graph the market outcome derived in (a) above. 
