Until July 2001, Canadian mining giant Placer Dome owned a 70% share of the Las Cristinas mine in Venezuela.  Las Cristinas was estimated to contain 10 million ounces of gold.  Placer planned to produce at a rate of 530,000 ounces a year.  However, analysts believed that the project would be profitable only if the price of gold exceeded $325 an ounce.  With the spot price at $267, Placer sold its interest to Vannessa Ventures, a Venezuelan mineral exploration specialist.   Vannessa intended to develop Las Cristinas on a smaller scale.  (“Placer to sell stake in Venezuela project”, globeandmail.com, July 14, 2001.)

a. Which of the following were relevant to Placer’s decision to cancel the project and sell out to Vannessa:  (i) Variable production costs; (ii) Sunk development cost of $116 million; (iii) Price that Vannessa was willing to pay for the 70% interest?    

b. Considering that the marginal cost increases with the production rate, explain how Vannessa could develop Las Cristinas profitably even with the price of gold at $300 an ounce.

Argentina’s best-selling business newspaper, Ambito Financiero, circulates within the Mercosur customs union (Argentina, Brazil, and Uruguay) as well as in Chile and the United States.  As of October 2000, the Argentine peso was fixed at one US dollar.     

Territory
Cover price

Argentina 


$1.30 (Buenos Aires) 

$1.50 (elsewhere)

Brazil
3.90 Reals = $2.14

Chile
1700 pesos = $3.09

Uruguay
28 pesos = $2.267

USA
$3.50

a. Explain how Ambito’s foreign pricing depends on the price elasticity of demand in the foreign country.

b. Explain how Ambito’s foreign pricing depends on the marginal cost of distribution in the foreign country.   

c. Using your analyses in (a) and (b), explain why the Ambito is priced much higher in the United States as compared with Uruguay.

In 1999, Northwest Airlines ordered 54 regional jets from Bombardier of Canada.  Two years later, Northwest sought to buy more regional jets.  Following intense competition with Brazilian rival Embraer, Bombardier secured a deal with Northwest for 75 jets firm orders plus options on another 175 aircraft.  Northwest specified the Bombardier planes to be equipped with 44 seats.  Under the airline’s contract with its pilots, Northwest’s regional affiliates were restricted in operating aircraft with 45 or more seats.

a. An airline must invest heavily in training, spare parts, and equipment to operate a particular make of aircraft.  Hence, it can economize by using airliners that share common controls, parts, and construction.   Using a game in extensive form, explain why, other things equal, Northwest chose Bombardier over Embraer. 

b. Referring to the concept of “lock-in”, explain why an airline’s purchase of new aircraft typically includes options for additional purchases at a fixed price.  Would the airline want an option without a fixed price?

c. Northwest and other major airlines typically pay lower salaries to the pilots of their affiliated regional carriers.  Explain how Northwest’s purchase of 44-seat aircraft would affect the monopsony power of its pilot’s union.

In 2001, Argentina's largest oil producer, Repsol YPF, produced 400,000 barrels of oil equivalent per day in Neuquen province, Argentina.  When the provincial government auctioned the La Banda oil and natural gas exploration tract, Repsol won with a bid 40% above competitors including Petrolera San Jorge and Petroleo Brasileiro.  The La Banda tract was close to an especially productive Repsol site at Rincon de Las Sauces.   How might the following factors explain Repsol’s high bid?  (“Repsol Beats Out Bids to Tap Argentina's Neuquen Tract”, Wall Street Journal Interactive Edition, June 15, 2001).

a. Asymmetric information.

b. Economies of scale and scope.

c. Winner’s curse.

