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I. Multiple Choice Questions:

1. Suppose that the demand for widgets is price inelastic. We know that the numerical value for the price elasticity coefficient is:


A)
greater than one.


B)
equal to one.


C)
greater than zero but less than one.


D)
less than zero.

2. The demand for a product is elastic when:


A)
a fall in the price of the product causes total expenditures by consumers on the product to fall.


B)
the percentage change in quantity demanded equals the percentage change in price.


C)
total expenditures by consumers for the product increase when the product's price falls.


D)
a fall in the price of the product does not affect the firm's revenue.

3. All of the following statements are incorrect except:


A)
demand is more elastic in the short run than in the long run.


B)
the time period available for adjustment to changes in a good's price does not affect the elasticity of demand for the good.


C)
the longer the time period consumers have to adjust to price changes, the more elastic will be demand.


D)
the long-run demand curve for a good is steeper than the good's short-run demand curve.

4. If the percentage increase in quantity demanded of good X is larger than the percentage decrease in the price of good Y, the cross-price elasticity is:


A)
greater than zero but less than one.


B)
greater than unity.


C)
equal to unity.


D)
equal to zero.

5. If your income falls and you increase your demand for hamburger, then this suggests that hamburger is a(n):


A)
normal good.


B)
substitute good.


C)
inferior good.


D)
complementary good.

6. If quantity supplied increases from 1,000 to 1,160 units when prices rise by 8 percent, the elasticity of supply using the initial quantity as base is:


A)
0.2.


B)
3.4.


C)
2.


D)
cannot be determined from the information provided.

II. Short Questions:

1. The market for cigarettes in Canada has been the topic of a lot of debate.  Let’s think about how this market works and how it is affected by government intervention.  Suppose the demand and supply curves for cigarettes are the following:

Demand:  P = 70 - 0.1Qd 


Supply: P = 0.2Qs + 10

The price is in dollars and quantity is in millions of cartons per week.

(i) What is the market equilibrium in cigarettes?

Ans: PE = $50, QE = 200 million cartons/week

(ii) Suppose the government places a $15 per carton excise tax on cigarettes in an effort to reduce smoking.  Cigarette producers are required to pay this tax out of their revenues.  Draw the supply and demand graph based on the original supply and demand curves, and then show the change caused by this tax.  What is the new equilibrium price and quantity?

Ans: The equation for the new supply curve is P = 0.2 QS + 25.  The new equilibrium is at the intersection of the new supply curve (S’) and the demand curve, where (P, Q) = ($55, 150).  
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(iii) There are several implications of this tax program for the various groups in the economy.  Let’s consider each:

     
Consumers: How much have prices increased for consumers?

Producers: How much do producers receive per pack AFTER they pay the excise tax?      

Government:  How much money is collected in excise taxes?


Is this tax strategy successful in reducing smoking? 

Ans: Consumers: Prices increased $5/carton. Producers: Receive $40/carton (after collecting $55/carton and paying $15/carton in taxes). Government: Taxes collected = ($15 * 150) = $2,250 million/week. Yes, smoking has gone down.

(iv) Some people have argued that increased cigarette prices will reduce smoking by just a small amount. What are they assuming about the demand curve for cigarettes? 

Ans: The demand curve must be almost vertical in order for the market to maintain the same demand at a higher price.

Tax break to break the habit

CanWest News Service, Published: Monday, July 30, 2007 

TORONTO — Ontario residents have another incentive to quit smoking — a tax incentive.


The provincial government announced Monday it will introduce a Retail Sales Tax (RST) exemption on tobacco cessation aids.


Beginning August 13, nicotine replacement therapy products including nicotine patches, gum, lozenges, inhalers, sprays and tablets will be exempt from RST at point-of-sale. The RST exemption on the qualifying tobacco cessation products is expected to provide some savings to Ontario consumers in a full year, said Health Promotion Minister Jim Watson.


“Helping Ontarians quit smoking is a major aspect of the Smoke-Free Ontario Strategy,” Watson said. “These savings will assist a mother, father or one of your loved ones when they make the decision to quit smoking.”

Smokers using the patch over 10 weeks at an estimated cost of $300, would save $24 in taxes. 

(v) With a graph for nicotine patches on the left and a graph for tobacco on the right, demonstrate how the elimination of the retail sales tax (consumer tax) on nicotine patches would affect both markets. Be sure to draw both the demand and supply curves in both diagrams.

Ans: 

Nicotine Patches




Tobacco
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(vi) Based on your graphs, is the cross-price elasticity of these two products positive or negative? Explain.

Ans: Notice that in the nicotine market, we are comparing Pc with (Pc with no tax). Therefore, the price for consumers has dropped. The cross-price ( is %(Qd for tobacco (which is negative) divided  by %(P of nicotine patches (which is negative). So the cross-price ( is >0. The products are substitutes.

2. Total Revenue, Elasticities and Pricing Strategies

Suppose you are an economist working on how to price the Spice Girls Reunion Concert tickets. You estimated the demand for the tickets (based on past album sales, news in the media, online polls, etc.) to be

Total Market Demand: Qd=1200-2P


Supply: Qs=2P-100

(i) Find the total revenue you will earn from these concerts.

Ans: 1200-2P=2P-100, P=$325, Q=550, TR=$178,750.

Now suppose you suspect that you can separate your potential consumers into two types: type 1 (teenagers) and type 2 (you and I). Their demand functions are as follows:

Type 1 Demand: Q1=900-0.4P


Type 2 Demand:  Q2=300-1.6P

Supply: Qs=2P-100



Supply: Qs=2P-100

For simplicity, assume that the type 1 consumers cannot buy the tickets from the concert organizers and then turn around and sell them to the type 2 consumers, and vice versa. Also assume that when the consumers buy the tickets, they have to show an identification card to identify their type. Notice that Qd=Q1+Q2.

(ii) Which type of consumers has a more elastic demand? Explain.

Ans: Type 2, since the slope of the demand is 1/-1.6 = -0.625, while the slope of the other demand is 1/-0.4 = --2.5. The flatter the demand, the more elastic the demand (at the same P, Q combination), the more sensitive the consumers to price changes.

(iii) Find the equilibrium price and quantity for each type.

Ans: Type 1 ( P=$416.67, Q=733.33; Type 2 ( P=$111.11, Q=122.22.

(iv) Now find the total revenue from both types together. 

Ans: TR from type 1 = $305,558; TR from type 2 ( $13 579.86, so total = $319 137.86.
(v) Calculate the point elasticity of each type at the equilibrium price and quantity [recall that (= (1/slope)*(P/Q)]. 

Ans: ( of type 1 is = -(0.4)*(416.67/733.33) = -0.227; ( of type 2 is = (-1.6)*(111.11/122.22) 

= -1.45.

(vi) Consider your total revenue in (i) and (iv): Explain intuitively why your revenue is now higher/lower than the revenue you have found in (i). Relate your argument to elasticities.

Ans: TR is now higher because you can tailor your pricing scheme by your consumers’ specific elasticity. Type 1 consumers love the Spice Girls more, hence they have inelastic demand. You want to charge them high prices and yet still sell a lot of tickets. Type 2 consumers do not care about the Spice Girls as much, hence you need to charge them lower prices to attract them. The lower the elasticity, the higher price you can charge, and vice versa. If you can separate your consumers, you have more power. This pricing rule is also called “inverse elasticity” rule. The news media sometimes call this practice price discrimination. We see price discrimination all the time, such as adult versus student metro passes, student movie prices, senior discounts, etc.
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