BA3365 Principles of Marketing
Homework 2 Total Points: 25
Due Date: April 12, 2010


1. A semiconductor manufacturer is considering raising the pricing of its memory chips. The firm currently sells 1.2M units of 1GB memory chips at 60 cents per chip to its customers. It costs the firm 40 cents to manufacture each chip, inclusive of all costs – fixed and variable. By increasing its price by 10% the firm expects demand to drop to 1M units.  (5 points)
a. Calculate the price elasticity of demand. 

b. What is the percentage change in the firm’s profits with the new price increase?
2. Let p be the price of a product and c be the cost. The quantity demanded q at any price is given by the equation,  q = 10 - 2p . If the cost of the product equals 1, compute (3 points)
a. The revenue maximizing price

b. The profit maximizing price

[Hint: Revenues = p x q and Profits = (p – c) x q]
3. Jason is contemplating on opening a new Subway franchise restaurant. He had found a new location at a neighborhood in Plano, TX. The one-time store setup costs, which includes building the store is $30,000. The rent and leasing costs for the restaurant total $25,000 each year while the franchise fee he has to pay Subway, Inc is $30,000 each year. The average price of a Subway sandwich is $5. The average cost of food is $1.5 and the average labor costs are $0.50 per sandwich. As a part of the franchise agreement, Jason has to pay on average $1.5 to Subway Inc, for each sandwich sold at this store. (7 points)
a. How many subs does Jason have to sell to break even in the first year?

b. How many subs does Jason have to sell to make a profit of $10,000 in the first year?

c. If the demand at the location is such that Jason can only sell on average 165 subs per day, in which year can Jason expect to make a profit?
4. Natura Cereal manufactures whole grain cereal that is sold via its wholesaler, who in turn sell it to retail stores who sell the product to end consumers. The retail price, the price consumers pay when they buy at the store, of a box of Natura Cereal is $3.44. At this price 30,000 boxes of cereal are sold each quarter. The markup on the product for retailer, wholesaler and manufacturer are respectively 50%, 15% and 33% respectively.  (10 points)
a. Calculate the manufacturer’s price to wholesaler, and wholesaler’s price to retailer. What is the cost for making one box of Natura Cereal? (2 points)

b. The manufacturer and retailer ran a co-ordinated promotion by reducing the retail price of a box of cereal by 25%. The retailer accommodated the price promotion by reducing his margin per unit from 50% to 35%. The wholesaler’s margin per unit, in actual dollar terms, remains unchanged. 
i. What was the drop in the manufacturer’s profit margin per unit required to accommodate this price promotion?  (3 points)

ii. If the price cut can increase quarterly demand by 15,000 boxes of cereal, what was the percentage change in the manufacturer, wholesaler and retailer quarterly profits? (5 points)
