Demand

Multiple Choice

1. (C) 6. (A
2. (A 7. (C)
3. (B) 8. (D)
4. A 9. A
5. (C) 10. (C)
Short Answers
Question 1
(@)
Quantity
Price ($) of suits
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100 130
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200 60
250 10
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(d).

Question 2

(a).

(b).

(c).

A decrease in demand must be shown by drawing another line graph directly parallel to the
left of the original line graph (‘D’), labelled ‘D1’ (i.e., a leftward shift of the demand curve).

A correct answer may include any two of the following:

e A fall in the price of substitute goods would encourage consumers to switch to the
substitute good, reducing demand for the original good.

e Arisein the price of a complementary good would discourage consumers from purchasing
the original good due to the increased price of the complement.

¢ An expectation of a future fall in prices will cause consumers to postpone their spending,
causing a decrease in demand.

e A fall in income levels will generally result in lower consumer spending on goods and
services, lowering demand.

e A change in consumer tastes and preferences away from the product which result in the
product moving out of fashion may cause a decrease in demand.

According to the law of demand, as the price of a good falls, quantity demanded will rise. As
prices fall, consumers will be more likely to reduce demand for substitute goods, and quantity
demanded of the original good will expand. Conversely, if prices rise, consumers will be more
likely to switch to substitute goods, and quantity demanded of the original good will
contract.

Price elasticity of demand is the responsiveness of quantity demanded to changes in the price
of the product.

Revenue at $10 = $10 x 150 = $1500
Revenue at $20 = $20 x 130 = $2600

Since price has risen and total revenue has risen, the product is relatively inelastic between
$10 and $20.

Revenue at $20 = $20 x 130 = $2600
Revenue at $30 = $30 x 90 = $2700

Since price has risen and total revenue has risen, the product is relatively inelastic between
$20 and $30.

Revenue at $30 = $30 x 90 = $2700
Revenue at $40 = $40 x 30 = $1200

Since price has risen and total revenue has fallen, the product is relatively elastic between $30
and $40.

Price elasticity information is important to firms when setting their prices. If a firm knows that
prices are elastic, it will prefer to lower prices to increase revenue. If a firm knows that prices
are inelastic, it will prefer to raise prices to increase revenue. Elasticity information is also
important to governments when setting taxes. Governments will avoid setting taxes on elastic
goods, and will prefer to set taxes on inelastic goods, where there will be a small change in
quantity.

A correct answer may include any two of the following:

e |f consumers consider board shorts to have few or no close substitutes, it is more likely to
be relatively inelastic, since consumers can not easily find substitutes in response to a
change in price.

e However since expenditure on board shorts is likely to comprise a very small proportion
of income, it would have a lower price elasticity of demand, since a small percentage
change in price will have a negligible effect on income”

e As time after a price change increases, the demand is likely to become more price elastic,
since there will be more time for consumers to substitute to other goods and services
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Question 3
(@. 25 units
(b). 5 units

(c).

Price %

0 25 30 Quantity
demanded

(d). Arise in the price of a substitute good could cause an increase in demand as consumers
would buy fewer of the more expensive substitute good, and buy more of the cheaper original
good. A rise in the price of a complement however could cause a decrease in demand as
consumers would buy fewer of the original good to avoid paying higher prices for the
complement.

(). The price of a thermos flask will be closely influenced by the price of its substitutes and
complements. If the price of a complement to a thermos, such as tea or coffee rises,
consumers may demand less thermos flasks as the overall cost of using a thermos flask rises.
If the price of a substitute for a thermos, such as a plastic water bottle, were to rise, consumers
would be likely to switch towards a thermos flask and away from the more expensive
substitute.



