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ESSAY 2010 – Elasticity of Demand and Supply (Set A)
1a
Explain why the price elasticity of demand differs for different products. 
(12)

  b.
Discuss how the concepts of elasticity of demand would be useful to a producer. (13)

2.
The price of luxury condominiums is rising tremendously over the past few 

months despite an increase in the number of launches by the developers. In fact, the developers had set higher price s for the launch of their new projects.

a. Using the concepts of elasticity of demand, explain why the developers would increase the price of the luxury condominiums? (13
3.
The economic downturn has forced many food and beverage outlets to compete more aggressively as customer tighten their belts. The Hard Rock Café is usually advertising a recession menu – two set lunches for the price of $12.80 for the price of one – on Mondays to Tuesdays. Even hawker stalls and coffee shops, stalwarts of good, cheap fare, have had to shave up to $1 off to $3.50 meal.









(The Strait Times, 21 Aug 2001)

a) Distinguish between price elasticity of demand, income elasticity of demand and cross price elasticity of demand. (12)

b) Discuss the relevance of these concepts in explaining the aggressive competition among food and beverage outlets.

Question 1
a.
Explain why the price elasticity of demand differs for different products. 
(12)

b.
Discuss how the concepts of elasticity of demand would be useful to a producer. (13)

State the definition and formula

The price elasticity of demand (PED) refers to the degree of responsiveness of quantity demanded to a given change in its price. It measures the percentage change in quantity demanded of a good with respect to the percentage change in the price, ceteris paribus. It is calculated as follows: Price elasticity of demand = % change in quantity demanded of good X / % change in price of good X.
Main body – Para 1 – features and implications (magnitude of PED)

 – state that the meaning of price elastic or price inelastic – change in qty demand in response to change in price is more proportional or less proportional
It is often noted that the coefficient of PED is always often negative showing the inverse relationship between the change in quantity demanded and the change in the price of good. This implies that an increase in price of the good itself will lead to a decrease in the quantity demanded and vice versa. The PED value can differ under different types of goods due to the nature of demand. The value of elasticity of demand can range from zero to infinity. When the value of elasticity is 0, the demand is perfectly inelastic. When it is less than 1, the demand is inelastic. When value is equal to 1, the demand is unitary, when the value id greater than 1, demand is elastic. When value is at infinity, the demand is perfectly elastic.
para 2 – Degree of necessity of demand
To understand why the price elasticity of demand differs for different products, we must examine the determinants of price-elasticity of demand. One such determinant is the (1) degree of necessity of the good to the consumer. 
If the consumer feels that the demand for the good is necessary, the increase in price will not affect the decrease in the quantity demanded extensively (less than proportionate). This will mean that the demand is price inelastic. Consumers will feel that the good is necessary to them if it is a habitual and staple consumption, just like the consumption of cigarettes which is an undesirable, cultivated consumption behaviour. For goods that consumer does not consume often, the demand is price elastic (change in price will lead to a more than proportionate change in quantity demanded). For goods such as restaurant dining, the consumer does not see it as a definite need, he will be easily switch to other form of consumption and thus consume less of the dining once given a choice.
Para 2 – Proportion of income spent on it

Another determinant that explains the difference in price elasticity of demand is proportion of income spent on the good. 
When the proportion of income spent on the good is small, demand will tend to be price inelastic. Consumer will be more price insensitive in this situation. However, with the proportion of income spent on the good is large, demand will tend to be price elastic, which means that consumers are price sensitive. This can be seen on how consumer buys good like sweets in the provision stores which occupies a small percentage of the consumer’s income and a Plasma TV from an electrical store which occupies a large percentage of the consumer income. It is obvious that the consumer will be more price-sensitive when he buys the Plasma TV.
· Proportion of income is determined -income of the consumer and price of the price of good concerned
para 3 -  time period for consideration of purchase

Besides this, the time period for the consideration of purchase will affect the price elasticity of demand. When the time period for consideration of purchase is longer, the consumer behaviour will have more time to find for alternative choices and tend to switch their choice of consumption more often and easily and thus, the PED will most likely be price elastic. For those who begin their search of holiday tours earlier before the tour, the consumer will have more choices than those who sign up for tour very near to tour date. The first group of consumer will decrease their quantity demanded more extensively if there is a small increase in the price level of the tour offered by the tour agency as they have more alternatives and are not decisive over the given choices.

para 4 – availability of substitutes (Value of XED) – positive value
Lastly, the availability of close substitutes affects price elasticity of demand. When more substitutes are available, the consumer will have more choices and hence, they will change their quantity demanded upon a slight change in price, contributing to a price elastic demand. There are availability of substitutes depending on how the relationship of the goods is defined and the degree of market competition which are affected by the relationship of goods and the number of firms in the industry. In an industry such as tour coaches to Malaysia, the broader definition of transport services with the inclusion of air travels and cruises will expand the availability of transport services, making it easier for consumers to switch to other alternatives if the price increases. However, when the market competition is low as the demand is high during the peak season, it will be difficult for the consumer to look for alternative form of traveling, influencing the Ped to become inelastic.
In conclusion, the above information will help to explain why there is different value of elasticity of demand for different products. This will be helpful in helping firms to derive price strategies to maximize total revenue.

Degree of necessity of demand for the good – low / high
Proportion of income spent on the good – small / large
Time period for consideration of purchase - short / long
Availability of close substitutes and complements – less /more
1b.
Discuss how the concepts of elasticity of demand would be useful to a producer. (13)

Introduction
The concepts of elasticity of demand and supply enable the firms to derive an appropriate price, promotional and production strategy to enable it to maximize its revenue, which ultimately lead to greater profit.


Mainbody
1. Cross Elasticity – definition / characteristics
a)  Allow the firm to understand the nature of competition in the market.
                 Positive co-efficient – substitute good – competitors

                 Negative co-efficient – complementary good – bundle sales

b)  Understand the degree of competition and complementary by understanding

     the value of the cross elasticity   

· to involve in price competition or promotions 
· complements – bundle sale – sell one cheaper to induce consumer to buy the other good

· substitute – decrease price (SR), LR – make the product more price inelastic 
– avoid price competition
2. Income elasticity -  definition and characteristics
a)  To understand the nature of the goods to the consumer
     (degree of price sensitivity to the price of the good) 


      Positive value – normal good (consumer is price sensitive)

      Negative value – inferior good (Consumer is price insensitive)

(to determine the type of goods to sell)

b) To understand the effect on how change in income would affect the demand 
     (To help the producers in stock management and product development) 
To respond to change in economic condition – increase in income – sell more normal and luxury goods (during economic boom) 
During recession, the produces will sell inferior good – consumers are less price sensitive – budget store items

c) To help to understand the value of price elasticity of demand through the understanding of the value of income elasticity of demand – reduce the consumers’ price sensitivity to increase quantity of purchase – installment payment – reduce the portion of income spent per month on the good – reduce price sensitivity
3.
Price Elasticity of demand – definition and characteristics

a)  To derive the appropriate price strategy so as to gain greater revenue

(Ped inelastic – increase price / Ped elastic decrease price)
 
b)  To assess the effect of taxes and subsidies on the price level of the goods    

           and how this would affect the consumers and producers.
Tax will be higher on consumer when dd is price inelastic - 

c)  To assess the effects of change in price of exports on the quantity demanded

             d)To assess the possibility of price discrimination

e) To enable the firm to derive better marketing strategy through the   understanding of the preference of the consumer (based on XED and YED)
Conclusion – summarize the point – how to use the information to conduct price and marketing strategy to maximize total revenue – limitations of these two strategy – time-span, ceteris paribus condition, social variables are not accounted in the estimation of information for elasticity of demand.
Question 2
The price of luxury condominiums is rising tremendously over the past few months despite an increase in the number of launches by the developers. In fact, the developers had set higher price s for the launch of their new projects.

a) Based on economic analysis, explain why the price of luxury condominiums is rising despite an increase in the number of launches by the developers? (12)

b)  Using the concepts of elasticity of demand, explain why the developers would increase the price of the luxury condominiums? (13)

(increase price – increase TR – as PEd is price-inelastic – Why the ped is price-inelastic? (determinants of PED – in context to the condominium industry)
a) Introduction

The understanding of the above-mentioned pricing condition for the luxury condominiums can be explained with the understanding on how market equilibrium is derived. Market equilibrium is attained at the level when the market demand intersects with the market supply, and the price level and quantity is determined. This market equilibrium will only change when there is a change in the determinants affecting demand and supply

b)  Main Body

Explain how the price level of the luxury condominiums is determined.


Based on the economic analysis of demand and supply, the price level for luxury condominiums is determined through negotiation of the consumers’ demand preference and purchasing power and producers’ profit motive and production capacity, as reflected by the market demand and supply curve respectively. As seen from diagram 1-a, the demand curve is downward sloping from left to right, implying that more condominiums will be demanded when there is fall in price and vice-versa. As for the supply curve, more quantity of condominiums will be supplied when there is increase in price and vice-versa. At the point intersection, the market equilibrium is set at Eo where the price level and quantity are at Po and Qo. However, the market equilibrium will change when there is a change in the market and supply condition.
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Fig 1-a –Market equilibrium
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Quantity of luxury condominiums

Explain why the price of luxury condominiums will fall when there is an increase in market supply.


When there is an increase in market supply due to more launches, there will be a decrease in price level as the increase in supply causes an excess, creating a downward pressure for price to fall so as to restore market equilibrium. As seen from diagram 1-b, the fall in the supply cause a shift of the supply curve to shift from left to right, leading to a fall in price from Po to P1. This increase in supply may be due to better business expectation, fueled by greater consumer demand for such houses. As the government releases for land for building such condominiums, the capacity of production increases contributing to the increase in supply. Furthermore, as more firms join the production lured by higher profit, the supply will also increase. However, this economic analysis seems not applicable to the luxury condominiums where the increase in market demand has contributed to a rise in price

Explain why the price of luxury condominiums rise despite an increase in supply


In the case of the market for luxury condominiums, the economic analysis can be correct and valid when the effects of the change in demand condition are taken into consideration. Followed by an increase in supply, if there is a corresponding increase in demand, the price level will increase when the percentage increase in demand is greater than the percentage increase in supply, as seen in the market for luxury condominiums, Under such situation, the market exist an excess demand market condition, causing a upward price movement to restore market equilibrium at a higher price level as seen in diagram 1-b when the price level rises from P1 to P2, due to a larger percentage change in demand.


The increase in demand can be due to a rise in income level due to global economic growth, expanding the size of consumer market. The inclusion of consumers from foreign countries constitutes a large percentage change in demand. As Singapore is safe and ideal place for living and the new condominiums are located at very conducive environment, they are greatly liked by the buyers. Furthermore, some producers may increase their price deliberately to earn more revenue as they know that the demand is inelastic.

Conclusion

The economic analysis is not wrong when the consideration is only from the perspective of demand but it is also applicable in the luxury condominium  industry when the supply factor is considered.

B) Using the concepts of elasticity of demand, explain why the developers would increase the price of the luxury condominiums? (13)

(increase price – increase TR – as PEd is price-inelastic – Why the ped is price-inelastic? (determinants of PED – in context to the condominium industry)
1b) Introduction

Elasticity of demand measures the responsiveness of change in quantity demanded due to a change in the variable influencing it. These variables are the price of the good concerned, the price of other goods and the income level of the consumers. The information derived from the 3 concepts is useful in explaining why the developers would increase the price of the luxury condominiums as the producers would want to increase the total revenue.
Main body
1a. Explain why the developers increased prices based on PED

Economic causation – economic principles to context of the question
Increase prices as the price elasticity of demand for luxury condominiums is price inelastic.

(increase price ( increase total revenue ( as the gain in revenue due to increase in price is greater than the loss in revenue to decrease in quantity demanded)   

)
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As seen from the diagram, the increase in price of the condominium from Po to P1 will lead to a less proportionate fall in quantity demand from Qo to Q1 which cause an increase in the total revenue. As a result of the increase in the price of the condominium, the gain in revenue due to the increase in price is greater than the loss in revenue due to the fall in quantity demanded. 
b. Why the developers know that the PED is inelastic?

c. Availability of substitutes is limited – very few luxury condominiums of such quality.

d. Degree of necessity of demand is high – prestigious landmark, iconic status the luxury condominiums – very sought after 

e. Proportional of income spent on is small as the buyers are rich.

2. Explain why the developer increase price based on Xed?
· Very few competitions – market demand is high – exclusivity of the luxury condominiums – unlikely for consumers to switch to alternatives, thus the producers can increase price as the substitution impact is low.

· Thus, by increasing price, the developers can earn more revenue

· The low degree of substitutability will also mean that the focus of the marketing strategy is not on price but on the promotion, implying the need to raise price to cover the cost of marketing.

3. Explain why the developer increase price based on Yed?

· Proportion of income spent on the condominium is small as consumers are rich ( the consumers are not price sensitive.

Therefore increase in price will not deter them from buying

Conclusion

The 3 concepts of elasticity of demand are useful in explaining why the developers will increase price. However, as time passes, the accuracy of the information is subjected to examination.
Question 3

The economic downturn has forced many food and beverage outlets to compete more aggressively as customer tighten their belts. The Hard Rock Café is usually advertising a recession menu – two set lunches for the price of $12.80 for the price of one – on Mondays to Tuesdays. Even hawker stalls and coffee shops, stalwarts of good, cheap fare, have had to shave up to $1 off to $3.50 meal.









(The Strait Times, 21 Aug 2001)

a) Distinguish between price elasticity of demand, income elasticity of demand and cross price elasticity of demand. (12)

b) Discuss the relevance of these concepts in explaining the aggressive competition among food and beverage outlets.

1a)



Elasticity of demand is the measurement of the responsiveness of the change in quantity demanded due to the change in a variable influencing it. These variables are different for all three types of elasticity – The price of the good for price elasticity; the income of the consumer for income elasticity; the price of other goods for cross elasticity. These different concepts can be distinguished from several perspectives as will be seen in this essay.


One differing factor would be the implications of the co-efficient of the respective types of elasticity of demand. In the case of Price Elasticity, a negative elasticity would refer to both an inferior good or normal. On the other hand, for income elasticity, the same would refer to an inferior good and for cross elasticity it would refer to a complement good. For positive elasticity, this would refer to a giffen good for price elasticity, normal good for income elasticity and a substitute good for cross price elasticity.


Another differential would be the factors affecting the value of elasticity of demand. For price elasticity, the factors that would determine the value of the elasticity of demand would be the time period for decision making, the proportion of income spent on it, the of number of substitutes for the good available in the market and the income of consumers may also affect it. For income elasticity, a consumer’s income would obviously be the biggest factor affecting it. As the consumer’s income increases, the good may turn from luxury to normal and finally inferior.  As for cross price elasticity, the nature of the  usage of the products would be a major factor such as whether they are complements or substitutes. If the relationship of the two goods is highly interdependent, the value of the cross elasticity of demand would be elastic. 


The usage of the concepts for each concept is different from each other. For price elasticity, firms may use them to derive price strategies. As for income elasticity, it is mainly used to explain how consumers may respond to a price change as a result of a change in their incomes. Finally, for cross price elasticity, this helps to provide information on market conditions and the relationships of goods.
However, there is a similarity between these concepts as how the magnitude of elasticity is measured for the 3 concepts of elasticity of demand. Basically, the bigger the value of the elasticity, the more elastic it is and the smaller the value, the more inelastic it is.

In conclusion, as the 3 concepts of elasticity of demand differ in their influences and implications, the uses of these concepts can be of great use by having a good understanding of these concepts.

Question 3

The economic downturn has forced many food and beverage outlets to compete more aggressively as customer tighten their belts. The Hard Rock Café is usually advertising a recession menu – two set lunches for the price of $12.80 for the price of one – on Mondays to Tuesdays. Even hawker stalls and coffee shops, stalwarts of good, cheap fare, have had to shave up to $1 off to $3.50 meal.








(The Strait Times, 21 Aug 2001)

b)
Discuss the relevance of these concepts in explaining the aggressive competition among food and beverage outlets.

aggressive competition – decrease price
Introduction

Definition of PED, XED and YED

Requirement of the question – state that these concepts can be used to explain why the hawkers decrease price so as to increase their total revenue.
Main body

1)
Explain why the hawkers and hard rock café will decrease price based on the concept of PED.
· The hawkers and hard rocks are decreasing price as they know that their market demand is price-elastic which will increase their total revenue.

· Economic causation – gain in revenue due to increase in quantity demand is greater than the loss in revenue due to decrease in price.

· Draw diagram

· Description of diagram - 

· Explain why the PED is price elastic?

· Presence of many substitutes – the meal is very easily produced by the producers – not much knowledge is needed – low barriers to entry – presence of many hawkers and restaurants

· Low degree of necessity – can consume goods at different places – most stalls fail to create consumer loyalty – consumes are willing to switch to other choices when there is a decrease in price
· Time period for consideration of purchase is not short because consumers plan for their consumption of food

As seen from the diagram, the decrease in price of the food from Po to P1 will lead to a more proportional increase in quantity demanded for food as the demand curve is price elastic. This will cause a gain in revenue due to increase in quantity demanded greater than the loss in revenue due to decrease in price. Consequently, the total revenue for food will increase when price decreases when the demand for food is price elastic.
2)
Explain why the hawkers and hard rock café will decrease price based on the concept of XED.

The value of XED is positive and large, implying that there is a high degree of competition – high degree of substitution

The hawkers and hard rock café will have to decrease price to minimize the loss of customers seen in terms of decrease in market demand


Why XED is large and positive?
· Low barriers to entry – low skills required/ very easily emulated by the competitors – many substitutes (market is broadly defined)

· Highly competitive market – recession – low market demand for meals
EVALUATE THE SUBSTITUTABILITY OF HAWKERS AND HARD ROCK cheaper to replace hard rock with hawker food
3)
Explain why the hawkers and hard rock café will decrease price based on the concept of YED.
The value of YED is positive for hard rock café but may be negative for hawker food as the proportion of income spent for the hard rock café is large while the proportion of income spent on the hawker stalls is small.  

Economic recession – reduce disposable income for the consumers of hard rock café – proportion of income spent on the good is larger – become more price sensitive
Decrease price will raise their purchasing power – decrease price sensitivity – proportion of income spent on consumer can become smaller – increase their demand

For hawker stall owners, the recession will lead to rise in demand for their goods as they are mainly classified as inferior goods for most consumers – there is a less need for them to decrease price as the consumers are price insensitive to their demand.
Why these concepts of elasticity of demand is not relevant in explaining the aggressive competition?

· Used to explain why concepts of elasticity are irrelevant

· Magnitude of the value of PED and PES will vary as time span is longer

· Ceteris paribus condition is not possible in reality, and thus, the complexity of the economic environment will affect the value PED and PES simultaneously

· Social variables will distort the implication of the value of PED as the consumer with similar proportion of income spent on a  good will have different response to change in quantity demanded because of their family background

· Concepts of elasticity cannot account for social variables which will distort the value (e.g. marriage status will distort price sensitivity), as concept of elasticity of dd/ss is an economics concept
Explain why price elasticity of demand for tour packages differ for different consumers? (10)
Introduction

definition of PED

· formula

· state that it differs due to the determinants of price elasticity of demand

Main body

1) how the price elasticity of demand will vary (MEANING OF PRICE ELASTIC AND PRICE INELASTIC
2) list all the determinants

3) degree of necessity of demand – high / low – school holidays – high degree of necessity – family member have the time do so – tourist who go for holiday during school holidays – PED is price inelastic – only time to travel

4) proportion of income spent on tour – income of the consumer, price of tour – place of tour is the determinant of price of tour -how this price of tour is determined (DISTANCE OF TRAVEL)
5) availability of substitutes – destination of tour, tour companies, change of activities

6) time for consideration of purchase – planning by the tourists – NAFTA – search for substitutes (travel exhibition)
7) Analysis – tour is planned – time is the key factor – sell tour packages earlier

Conclusion 

summary of the discussion

very useful to understand these determinants – identify the price of elasticity of demand – maximize the total revenue ( derive price strategy)
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�If 


�Meaning of the degree of necessity of demand – how it is formed – habitual or essential


�Set by the price of the good itself and income of the average consumer


�Branding – product differentiation


�Explain why the hawkers and café will decrease price
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