HW: Market Efficiency - World Oil Market

All problems are required. Submit handwritten solutions to Canvas.

Consider the world oil market. Inverse demand is

P(Q) =200 - Q

and the marginal cost of producing oil is constant at

MC = 20.

Here, P is dollars per barrel and @ is million barrels per day.

1.

Compute the equilibrium price and quantity if the market is perfectly competitive. Compute
total benefits, total costs, consumer surplus, producer surplus, and total private welfare.

. Oil is associated with externalities. Assume the external cost is $50 per barrel. What is social

welfare at the free-market outcome from Question 1 when those costs are incorporated?

. What is the socially efficient level of oil consumption? What are net social benefits at that

level?

. The oil market is imperfectly competitive. Assume that oil producers act as a perfect monopoly

(i.e., they set marginal revenue equal to marginal cost). What will the world oil price and
quantity be?

. Consider your answers to the last two questions. Given that oil is characterized by these two

market failures, are we consuming too much or too little oil, from a social perspective, in this
example?



