
Unit 3:  Practice FRQ KEY 

 

 

 

 

 

 

 



 

 

 

 

 



 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 



Monopoly & Oligopoly Practice KEY 

 1.  Which statement is FALSE about the 4 Market Structures (Perfect Competition, Monopolies, Oligopolies & Monopolistic 

Competition) 

a. All 4 market structures can earn short run economic profit 
b. Only oligopolies & monopolies can earn long run economic profit 

c. All 4 market structures produce where P > MC 

d. All 4 market structures can have short run economic loss 

e. All listed are FALSE 

 

ANSWER:  C 

 

All 4 market structures can have either profit/loss in short run.  (or even break even) 

 

BUT the 2 markets structures with easy entry/exit => have ZERO profit in long run 

 

3 market structures have downward sloping demand curves so P > MC 

 

Perfect competition has horizontal demand curve => so P = MC 
 

 

 
 

  

 2.  To maximize economic profit, a monopolist would choose which production: 

a. P6 & Q1 b. P5 & Q2 c. P4 & Q3 d. P1 & Q4 e. P2 & Q5 

 

ANSWER:  B 

to maximize profit set MR = MC then dot up to demand curve to find E1 
 

 3.  To produce a socially optimal output, a monopolist would choose which production: 

a. P6 & Q1 b. P5 & Q2 c. P4 & Q3 d. P2 & Q4 e. P1 & Q4 
 

ANSWER:  E 

to maximize social welfare (no DWL)  set P = MC    => this means set the demand curve = marginal cost 

curve! 
 

 4.  To maximize total revenue, a monopolist would choose which production: 

a. P6 & Q1 b. P5 & Q2 c. P3 & Q3 d. P2 & Q4 e. P2 & Q5 

 

ANSWER:  C 

to maximize Total Revenu => produce at Unit Elasticity   Ed = 1 

 

So, find wher MR = Zero,  then dot up to demand curve to find TR maximization equilibrium 
 

 5.   If fixed costs suddenly doubled for this monopoly, then in the short run 

a. Output would decrease & price would increase 

b. Output would increase and price would increase 



c. Output and Price would be unchanged 

d. Unable to determine 

 

ANSWER:  C 

Like all firms, FIXED COSTS ARE SUNK.  That means they do NOT impact short run decision making. 

 

If you cover variable costs => stay open in short run.  ONLY ATC would shift down in this example => MC 

& MR still cross at same point.  So price & qty produced stay the same.  Profit would fall.  

 

In long run, price would have to rise in this market..... 
 

 

 

 
  

 6.  Which graph above illustrates efficient scale production. 

a. Graph A b. Graph B. c. Graph C d. Graph D. e. no graph 

 

ANSWER:  E 

Efficient Scale is producing at min. of ATC.  Only competitive industries can accomplish this. 

 

This is where MC crosses ATC => no graph shows this in our example 
 

 7.  Which graph above is the firm losing economic profit 

a. Graph A b. Graph B. c. Graph C d. Graph D. e. no graph 

 

ANSWER:  B 

If P < ATC, economic loss is occurring.  only graph B shows this 

 

Graph A = zero profit    Graph C = + profit       Graph D = + profit 
 

 8.  Which is true about Graph C in the above panel 

a. It could be a Monopolist in long run equilibrium 

b. It could be an Oligopoly in long run equilibrium 
c. It could be a Monopolistic Competitor in a short run equilibrium 

d. All listed are true 

 

ANSWER:  D 

In short run all 3 market structures with downward sloping demand curves can earn economic profit or loss 
 

 9.  Under perfect price discrimination which best describes the affect on consumer surplus: 

a. it increases b. it decreases c. it falls to zero d. it could rise, fall or stay 

the same 

 

ANSWER:  C 

In Perfect Price Discrimination => everyone pays the maximum price they are willing to pay (their 

MB).  So there is no consumer surplus.  If you value something at $10 you pay $10 

 

If you value it (MB) at $20 you pay $20.  So CS is always ZERO.  All CS is transfered to producer surplus 

=> but total welfare actually rises and DWL is eliminated. 



 

 

 

 

Why => the markets gets bigger = qty of competitive market! 
 

 10.  In markets characterized by oligopoly, which statement is FALSE: 

a. the oligopolists earn the highest profit when they cooperate 

b. the industry is dominated by several large firms 

c. The dominant strategy is an unenforceable equilibrium 
d. Equilibrium typically occurs when P > MC 

e. Collusion is illegal based on antitrust laws 

 

ANSWER:  C 

 

Dominant Strategy means you are NOT “cooperating”.    There is no reason to switch, you would only hurt 

yourself.  so it is ENFORCEABLE! 

 

On the other hand, cooperating (collusion) has risk => meaning the box is not a stable or enforceable 

equilibrium.  If your partner in collusion switches strategies you lose! 
 

 11.  The equilibrium price in a market characterized by oligopoly is 

a. higher than in monopoly markets and lower than in perfectly competitive markets. 
b. higher than in monopoly markets and higher than in perfectly competitive markets. 

c. lower than in monopoly markets and lower than in perfectly competitive markets. 

d. lower than in monopoly markets and higher than in perfectly competitive markets. 

 

ANSWER:  D 

 

Lower price, smaller DWL and higher QTY vs monopoly.  The threat of some competition forces oligopoly 

to be more efficient than monopoly => assuming no collusion! 
 

 

Graph A = individual firm in the T-Shirt Industry.  Graph B = the  Entire Market 

 
  

 12.  Assume  the competitive T-Shirt market starts in equilibrium at point A in panel (b). If the demand for T-shirts suddenly rises, 

from D0 to D1.    Then in the long run, 

a. firms would earn an economic profit 

b. new firms enter the market and market quantity produced rises to Q4 & price falls to P1 
c. new firms enter the market and market quantity produced rises to Q4 & price stays at P2 

d. Price could rise or fall and quantity is inderterminate 

 

ANSWER:  B 

The reason both perfect competition and monopolistic competition earn ZERO ECONOMIC PROFIT in 

long run is EASY ENTRY/EXIT. 

 

Competition keeps business honest and profits can not be larger than a “fair” or “normal” economic profit 

in LONG RUN.  This means Zero economic profit = fair living based on your human capital 

 

So price must fall to MINIMUM ATC => new firms enter mkt. until price falls to this level 
 



  Monopolistic Competition Practice KEY 
  

 13.  In which of the following market structures does free entry and exit play an important role in the long-run equilibrium 

outcome? 

(i) Perfect competition 

(ii) Monopolistic competition 

(iii) Monopoly 

a. (i) only 

b. (i) and (ii) only 

c. (ii) and (iii) only 
d. (i), (ii), and (iii) 

 

ANSWER:  B 

The MOST IMPORTANT market characteristic that determines whether a market “self regulates” is the 

ease of entry & exit!  

 

If you have no or limited competition => markets don’t work.  Prices stay high, lots of DWL and economic 

profit > ZERO in long run.  

 

Both Perfect & monopolistic competition have lots of firms and zero profit in long run.  This is due to easy 

entry to new competition 
 

    14.  Monopolistic competition differs from perfect competition because in monopolistically competitive markets 
a. there are barriers to entry. 

b. all firms can eventually earn economic profits. 

c. each of the sellers offers a somewhat different product. 

d. strategic interactions between firms is vitally important. 

 

ANSWER:  C 

Products are similar but differentiated.   Do you like In-Out more than Burger King? 

 

Therefore, the demand curve is downward sloping as you have preferences of one product versus the 

other....  (but in a crunch, I will still eat at Burger King :(....) 

 

Perfect Competition products are EXACTLY the same.  No In-Out burger, very boring so horizontal 

demand curve 
 

  

 

 
  

   15.  Which of the graphs depicts the situation for a profit-maximizing firm in a monopolistically competitive market? 

a. Panel a b. Panel b c. Panel c d. Panel d 

 

ANSWER:  A 

Need a demand curve that is downward sloping & a MR curve below it (to set MC = MR) 

 

Perfect Competition has a horizontal demand curve 
 

   16.   If a firm in a monopolistically competitive market was producing the level of output depicted as Qd in panel (d), it would 

a. not be maximizing its profit. 

b. be minimizing its losses. 



c. be losing market share to other firms in the market. 

d. be operating at excess capacity. 

 

ANSWER:  A 

Because it set D (Price) = MC instead of MR = MC 

 

Production is too high & price is too low.  Need to add the MR curve below demand curve 
  

  

 

 
  

   17.  Which of the graphs shown would be consistent with a firm in a monopolistically competitive market that is earning a positive 

profit? 

a. Panel a b. Panel b c. Panel c d. Panel d 

 

ANSWER:  C 

P > ATC in graph C , so economic profit.  This graph could also be a Monopoly or Oligopoly, as the graphs 

look the same in the short run for all 3 market structures. 

 

However, In the long run this profit will go to ZERO for Monopolostic Competition 
 

   18.  Which of the graphs depicts a monopolistically competitive firm in long-run equilibrium? 

a. Panel a b. Panel b c. Panel c d. None of the above is 

correct. 

 

ANSWER:  D 

Long Run profit must = ZERO and ATC is tangent to the demand curve 

 

  

   19.  If firms in a monopolistically competitive market are earning positive profits, then 

a. firms will likely be subject to regulation. 

b. barriers to entry will be strengthened. 

c. some firms must exit the market. 



d. new firms will enter the market. 

 

ANSWER:  D 

Key to market is easy/entry exit => that is what drives profit to zero in long run 
 

   20.  If firms in a monopolistically competitive market are earning economic profits, which of the following scenarios would best 

describe the change existing firms would face as the market adjusts to the long-run equilibrium? 
a. An increase in demand for each firm 

b. A decrease in demand for each firm 

c. A downward shift in the marginal cost curve for each firm 

d. An upward shift in the marginal cost curve for each firm 

 

ANSWER:  B 

 

When new firms enter a monopolistically competitive industry => total sales rise and price falls 

 

However, the old firms now sell less products than before, as they lose some customers to the new 

business=> so their demand curve shifts left 
 

   21.  When a firm's demand curve is tangent to its average total cost curve, the 
a. firm's economic profit is zero. 

b. firm must be earning economic profits. 

c. firm must be incurring economic losses. 

d. firm must be operating at its efficient scale. 

 

ANSWER:  A 

P = ATC at P1 

 

  

  

 

 
  

   22.  Which graph shows a profit-maximizing perfectly competitive firm that is producing its efficient scale of output. 
a. a b. b c. c d. d e. none 

 



ANSWER:  E 

efficient scale  production is producing at minimum of ATC => see both graphs below 

  

   23.  When a firm operates with excess capacity, 

a. additional production would lower the average total cost. 

b. additional production would increase the average total cost. 

c. it must be a perfectly competitive firm in long run equlibrium 

d. none listed are true 

 

ANSWER:  A 

Moving from QMC to QPC lowers ATC 

   
 24.  In the long run, monopolistic competition produces 

a. no DWL 

b. some DWL, but smaller than Monopoly 

c. some DWL, but smaller than Oligopoly 

d. DWL larger than both Monopoly & Oligopoly 

e. Only B & C are True 

 

ANSWER:  E 



 

 
 

Price is still lower & qty higher than monopoly or oligopoly => so smaller DWL 
 

   25.  In the long run, a firm in a perfectly competitive market operates 

a. at its efficient scale and a monopolistically competitive firm operates at efficient scale. 

b. at its efficient scale and a monopolistically competitive firm operates with excess capacity. 

c. with excess capacity and a monopolistically competitive firm operates with excess capacity. 
d. with excess capacity and a monopolistically competitive firm operates at its efficient scale. 

 

ANSWER:  B 

Again see the graphs above 
 


