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1. Define marginal analysis:

2. Define marginal costs:

3. Define marginal benefits:

4. Define sunk cost:

(Now, keep these definitions/concepts in mind as you respond to the following questions!)

5. Suppose that you had just bid $.95 to take the lead in bidding for the dollar.   Your competitor increases his bid from $.90 to $1.00.  Explain why it makes economic sense for you to bid $1.05 to again take the lead in the bidding war.

6. Under what condition (think rules) would it not make sense for you to bid $1.05 for the dollar?

7. “Economists are really confused.  They say that people act in a rational, self-interested manner, yet bidders in the dollar auction experiment frequently pay over one dollar for a dollar.  Obviously, people do not behave in the manner suggested by economists.”  Provide the economists’ response to this reaction.

8. If the winning bidder paid more than $1.00 for the one-dollar bill, then the bidder actually lost money in the transaction.  In your answers to the above questions, you explained why economists argue that increasing a bid from $.95 to $1.05 is consistent with the marginal decision rule and the assumption of rational maximizers.  If such behavior is consistent with the economic model, then what mistake did the bidder make?  In other words, economists are not arguing that losing money is a rational maximizing choice.  Therefore, explain this apparent paradox.  Where did the winning bidder go wrong?

9. Suppose you and a friend rent a movie, Blood and Guts, and were watching it when your friend turns to you and says, “This movie is disgusting.  Let’s turn it off!”  If you agree that it is an awful movie and is making you sick, but are unwilling to turn it off responding, “I paid good money to rent this film,” then you are behaving in a manner:

a. Consistent with the marginal decision rule by trying to “get your money’s worth.”

b. Consistent with the marginal decision rule because you are weighing the marginal benefit against the rental cost of the movie.

c. Inconsistent with the marginal decision rule by failing to ignore the price paid for the rental cost of the movie.

d. Inconsistent with the marginal decision rule by failing to “get your money’s worth.”

Explain how this scenario is parallel to the dollar auction experiment:

10. The company that you manage has already invested $5 million in developing a new product, but the development is not quite finished.  At a recent meeting, your salespeople report that the introduction of competing products has reduced the expected sales of your new product to $7 million.  If it would cost another $6 million to finish development of your product, should you go ahead and do so?

a. No, the total cost would then be $11 million, exceeding the total sales revenue by $4 million.

b. No, in order to operate at a profit, our company needs sales in excess of $11 million.

c. Yes, regardless of the added cost, it makes sense to bring in more revenue.

d. Yes, the marginal benefit of $7 million exceeds the marginal cost of $6 million.

Explain how this scenario is parallel to the dollar auction experiment:

