Answers to the Problems

8.
a.
The price is 5 cents a call, and the number is 500 calls a day.

Regulation in the social interest is marginal cost pricing. Each telephone company charges 5 cents a call and produces the quantity at which price equals marginal cost. Each phone company produces 250 calls a day.


b.
The price is 17.5 cents a call, and the number of calls is 250 a day. Each phone company produces 125 calls a day. 

If the telephone companies capture the regulator, the price will be the same as the price that an unregulated monopoly would charge. An unregulated monopoly produces the quantity that maximizes profit—that is, the quantity that makes marginal revenue equal to marginal cost—and charges the highest price (read from the demand curve). The quantity that maximizes profit is 250 calls a day, and the highest price that the telephone companies can charge for 250 calls (read from the demand curve) is 17.5 cents a call.


c.
Deadweight loss is $15.625 a day.

Deadweight loss arises because the number of calls is cut from 500 to 250 a day and the price is increased from 5 cents to 17.5 cents. Deadweight loss equals (500 minus 250) calls multiplied by (17.5 cents minus 5 cents) divided by 2. Deadweight loss is $15.625 a day.


d.
Whether the regulation will be in the social interest or the producer interest will depend on which regulation will generate the more votes or campaign contributions for the politicians. If the producer demand for regulation offers the politicians the greater return, the regulation will be in the producer interest. But if consumers’ votes will give the politicians the greater return, the regulation will be in the social interest.

