Some Problems

2.3.12

1. Using the logic of a profit-maximizing entrepreneur adding sheep to an open pasture (assume only one shepherd per sheep) decide how many sheep would be added by all shepherds using the following table of costs and revenue. Assume it costs $10 (labor, equip. etc.) to add each sheep, i.e. marginal cost is $10. Wool sells for $2 a pound.

                     Total lbs of 

# of sheep    wool production   marginal revenue

                1                  10                         $20

                2                  20                           20

                3                  24                             8 

                4                  20                            -8

                5                  10                          -20 

                6                    0                          -20                                     

Q: Would you add the 4th sheep to the pasture as an individual shepherd? Explain why or why not?

__Yes__ (yes, no)

Explanation: First, I apologize for the mistaken MR column on the exercise you received in class – I had assumed a price of $1 a pound instead of $2. The answers, however, do not change. If just one shepherd owns each sheep and he/she has to decide whether to add another sheep to the pasture then four sheep will be put in the pasture. The fourth sheep costs $10 to add to the pasture (marginal cost = average cost, i.e. the additional cost is a constant $10) and total revenue is 20 x $2 = $40 which will be shared by the four shepherds. Each shepherd therefore gets the average revenue of $40/4 = $10 just covering the extra cost including salary of putting another sheep in the pasture.

2. Assume you own the pasture or have communal control over it. How many sheep would you graze in the pasture? Assume you are maximizing profits (marginal revenue = marginal cost).

Total sheep necessary to maximize profits __2__
Total profits the pasture would produce (with that many sheep) 

(20x$2) -_$20 = $20__[MR = $20, MC = $10; With the third sheep MR falls to $8 (4 x $2) while MC remains at $10.]

Total profits the pasture would produce if one more sheep (for a total of three) 

were added _(24x$2) - $30 = $18__

Are ewe confident in your answers? ___Y___ (Y,N)
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