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S8 : C(Q) =50+ Q7
228 P(Q)= 40-Q [=AR(Q)] < 2271=@P) ==z22(AR)
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714240l of 21} %l A Rule of Thumb for Pricing
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Of Al

A monopolist(S&) firm faces a demand with constant elasticity (E;) of —2.0. It has a
constant marginal cost (MC) of $20 per unit and sets a price (P) to maximize profit.

If marginal cost (MC) should increase by 25%, would the price (P) charged also rise by

25%"7
p-MmCc__1
The monopolist’s pricing rule is: P  E,
. MC
or alternatively, P=—1-
(&)
d
MC
Therefore, price should be set so that P:(Hlj:mc'
-2

With MC = 20, the optimal price is P=2 ($ 20) = $40.

If MC increases by 25% to $25, the new optimal price is =2 ($ 25) = $50,
a 25% increase.

So if marginal cost (MC) increases by 25%, the price (P) also increases by 25%.
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