Essay (20 pts). Be clear and concise; brevity is a virtue.  Not only will you be graded on the substance of your answer, but you will also be graded for spelling, grammar and syntax.
Consider the market for hard shell Blue Crabs from Chesapeake Bay. The income elasticity of demand for these tasty crustaceans is 1.20.  The own price elasticity of demand for these denizens of the not so deep water is 0.70. Your friend, Slim Pickens, a crabber on the Bay, has asked you to advise him on an appropriate price strategy for his product as the recession continues to deepen.
There is a recession.  The implication is that incomes are declining.  The income elasticity of demand is 1.20.  This means that for every 1% decline in income there will be a 1.2% decline in the quantity demanded.  The implication is that Slim's revenue will decline 1.2% for every 1% decline in income.

The price elasticity of demand is 0.70.  Hence, for every 1% increase in price there will be a 0.70% decline in quantity demanded.  Therefore, if price goes up by 1% and Q goes down by 0.7% then total revenue will rise.  Suppose, for example, that price is 10 and quantity is also 10, so total revenue is 100.  Raise price by 10 cents to 10.10.  Quantity will decline to 9.93.  Total revenue will be 100.29, an increase.

Now, suppose that the income of Slim's customer base has fallen by 1%, so quantity has fallen to 9.88.  We need to raise price enough to offset the decline in quantity.  We can use the following table to show the concept

	
	P
	Q
	TR

	
	10.00
	10.00
	100.00

	
	10.00
	9.88
	98.80

	1
	10.10
	9.81
	99.09

	2
	10.20
	9.74
	99.38

	3
	10.30
	9.67
	99.67

	4
	10.41
	9.61
	99.96

	5
	10.51
	9.54
	100.26


Therefore you would advise Slim to raise price a little more than 4% for each 1% decline in the income of his customer base.

Problem (40 pts). You must do all parts of the question.  If you don't show your work then there is no possibility of getting part credit when you report an incorrect numerical answer.

Frank N. Stein, residing in the Carpathian Mountains, has a monopoly in the production and sale of a special suturing thread used in making monsters from whatever materials might be recovered from the local mortuary. The name of his company is Cross Stitch, Inc. The equations describing the market are given by
Demand:  P = 100 - 1/2 Q

Marginal Cost:  MC = 20 + 1/4 Q

a. What is the equation for Cross Stitch's marginal revenue curve?

MR = 100 - Q
b. What quantity of sutures should Stein produce in order to maximize profits?

Equate MR and MC.  Remember that this is the one big idea.
100 - Q = 20 + 1/4 Q 

80 = 5/4 Q

Q = 320/5

Q = 64
c. What price should Stein charge for his product? 

P = 100 - 1/2 (64) = 68
d. At the price and quantity that you found in the earlier questions, what is consumer surplus in the suture thread market in the Carpathian Mountains? 

CS = 1/2 (100-68)*64 
[image: image1.emf]Crabs

0

20

40

60

80

100

120

0 50 100

Quantity

Dollars


e. At the price and quantity you found in the earlier questions, what is producer surplus in this market?
PS = 1/2 (36-20)*64 + (68-36)*64
f. At the price and quantity you found in the earlier questions, what is the amount of deadweight loss in this market?

DWL =  1/2 (106.667-64)(68-36)
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