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1. This question concerns findings of an article entitled “The Demand For Illicit Drugs” 

that appeared in the July 1999 issue of Economic Inquiry. Suppose that the demand 
for cocaine is given by QC = 36 – 3PC – 1J, where QC and PC are the quantity and 
price of cocaine, respectively, and J is the average amount of jail time served for 
conviction of cocaine use. Let the supply of cocaine be given by QC = 1PC.  

 
a) Determine the equilibrium price and quantity of cocaine when J = 4?  

 
b) Illustrate your results in part a) graphically. Make sure that you clearly indicate 

the vertical and horizontal intercepts for the demand function as well as the 
equilibrium outcome.  
 

c) Let the demand for marijuana be given by QM = 100 - 2PM – PC – F, where QM 
and PM are the quantity and price of marijuana, respectively, and F is the dollar 
amount of the fine assessed upon conviction of marijuana use. Let the supply of 
marijuana be given by QM = 2PM. Determine the equilibrium price and quantity of 
marijuana when F = 4? What is the cross-elasticity of the demand for marijuana 
with respect to the price of cocaine in equilibrium? [Note: assume that your 
findings in part a continue to hold.] 

 

d) What effect does a change in the average jail time for conviction of cocaine use 
(J) have on the equilibrium price of marijuana? Provide an economic 
interpretation for your findings? 

 
 
 
2. You have been hired as an economic consultant to advise Giddy-Up Graphics on 

pricing strategies to increase profitability. Giddy-Up sells two products, A and B. The 
constant unit cost of product A is identically zero and the constant unit cost of 
product B is equal to 4. You estimate that the demand function for product A is given 
by QA = 16 – PA; and the demand function for product B is given by QB = 100/PB. 
How would you advise Giddy-Up regarding their pricing strategies? What is the 
maximum attainable level of profits? [Assume that Giddy-Up is restricted to charging 
a single uniform price for each product.]   

 
3. The City Council in Manhattan is giving consideration to implementing price ceilings 

on rental units based on the number of bedrooms in the unit. The demand function for 
rental units (on a single bedroom equivalent basis) is given by QD = 120 – 4P and the 
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supply function is given by QS = 2P, where P is price in tens of dollars and Q is 
quantity in hundreds of units. The Council is giving consideration to imposing a 
ceiling price of Pmax = 16. Suppose that the Council’s objective is to protect consumer 
interests. How would you advise them on the merits of this particular policy? What 
position would the Manhattan Builders Association likely take on the issue of ceiling 
prices for rental units? Why? 

 
4. The City Council in Manhattan is giving further consideration to implementing price 

ceilings on rental units based on the number of bedrooms in the unit. The demand 
function for rental units (on a single bedroom equivalent basis) is given by QD = 80 – 
2P + q and the supply function is given by QS = 2P, where P is price, Q is quantity 
and q is an index of housing quality The Council is giving consideration to imposing 
a ceiling price on rental units of Pmax = 10.  

 
a) Let q = 20 both before and after the imposition of the ceiling price. Are consumers of 

rental-housing in Manhattan well-served by this policy? Provide a careful economic 
analysis in support of your claim. Show your results graphically.  

 
b) Suppose that the Council is concerned that landlords will allow the quality of their 

rental units to deteriorate following the imposition of the ceiling price. Continue to 
assume that q = 20 prior to the imposition of the ceiling price. Determine the values 
of q that must prevail following the imposition of the ceiling price in order for 
consumers to be no worse-off from this policy? Provide a careful economic analysis 
in support of your claim. Show your results graphically.  

 
c) What position would suppliers of building materials likely take on the issue of 

ceiling prices for rental units? Provide the economic rationale for your answer.  


