[image: Text, application

Description automatically generated]
[image: Chart, line chart

Description automatically generated]
[image: Chart, line chart

Description automatically generated]

[image: A picture containing text, person, screenshot

Description automatically generated]

[image: Text

Description automatically generated]

[image: A picture containing line chart

Description automatically generated]

[image: Text, letter

Description automatically generated]
[image: A screenshot of a computer

Description automatically generated with low confidence]





[image: Text

Description automatically generated with low confidence]








	
image7.png
Part B: Case study

When you buy a can of drink on a train, or an ice-cream in the cinema, or a bottle of wine ina
concert, you may well be horrified by its price. How can they get away with it? Take the case
of the can of drink on the train or at a concert. If you are thirsty, and if you haven’t brought a
drink with you, then you will have to get one from the train’s bar, or go without. There is no
substitute. Therefore, the price elasticity of demand for a drink on the train is different from
the normal shop price. Generally, the level of competition a firm faces is an important
determinant of the price that the firm charges. Some firms deliberately try to prevent
competition. For example, many cinemas prohibit you from taking drinks and snacks into the
performance unless you have bought them at the cinema. This allows them to put a 1000 per

cent mark-up on popcorn!

When there is plenty of competition, it is quite a different story. Petrol stations in the same area
may compete fiercely in terms of price. One station may hope that by reducing its price by 1
cent per litre below that of its competitors, it can attract customers away from them. With a
highly elastic demand, a small reduction in price may lead to a substantial increase in their
revenue. The problem is, of course, that when they all reduce prices, no firm wins. No one

attracts customers away from the others! In this case it is the customer who wins.
Questions:

a  Use the concepts of price elasticity of demand, and competition, to analyse why might a
restaurant charge very high prices for wine and bottled water and yet quite reasonable

prices for food? (4 marks)

Because the demand for food is relatively elastic: people may well compare restaurant
food prices when deciding where to eat. The demand for drinks in restaurants, however,
is likely to be relatively inelastic. People’s decision where to eat is unlikely to be influenced
by drink prices. Then, once people are eating in a restaurant, there is no alternative supply

of drinks to the restaurant’s own. People either have to pay the high prices or gowithout.

b. What are the conditions to apply ‘Price Discrimination’? Briefly discuss. (4 marks)
(1) The firm has market power

(2) There must be a difference in price elasticities of different groups of consumers in the
market




image8.png
(3) It is possible for the firm to identify different customers with different price elasticity
of demand
(4) The firm must prevent resale of products from one buyer to

another You are expected to develop the detailed arguments.

Is it possible for cinemas to apply ‘Price Discrimination’? Briefly explain. (2 marks)
Yes, it is possible for cinemas and restaurants to apply price discrimination. A cinema
could charge children, senior citizens, students and adults’ prices; it could also charge
different prices for different times such as cheaper during the day because less people

come and more expensive in nights and weekends when they are busier.

According to the case, can petrol stations still apply the profit maximizing rule (marginal
revenue (MR) is equal to the marginal cost (MC)) to maximize their profits? Why?

(4 marks)
Although there is plenty of competition, petrol station still need to follow the profit
maximizing rule that MR=MC.
If the current production level is such that MR > MC (at lower output quantities), then the
firm can increase its profit by producing more. That is since additional production units
would generate greater marginal revenue than marginal cost, thereby increasing total
profit. In contrast, total profit decreases with more production if MR < MC (at higher
production quantities). Total profit must reach a maximum where marginal profit is zero -
or where marginal cost equals marginal revenue — and where increasing or decreasing
output levels results in a lower profit level.
The market structure only influences the shape of MR (You are expected to explain the
relationship between market structure and demand curve for the firm), however, for every

case, the above decision rule is valid, regardless of the shape of MR.
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What is the relation between the marginal cost curve and supply curve under perfect

competition? Explain your answer. (3 marks)
A perfectly competitive firm maximizes profit by following the profit maximising rule
MR=MC to find the best quantity to produce. Under perfect competition, price equals
marginal revenue (MR), therefore, firms have to find out where price curve crosses their

MC curves in order to figure out the quantity for production.

Furthermore, under perfect competition, there are no barriers to deter entry and exit, the
market supply may shift to left or right and as a result the market equilibrium price could
be changed which the firm produces by moving up and down along its marginal cost curve.
The marginal cost curve (above the shut-down point) is thus the perfectly competitive firm's

supply curve.
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Mid-term Test Answer Guide

Part A: Short Answer and Problem Type Questions

Demand and supply in the New Zealand honey market are represented by the
following equations:

Demand: P=40 - 2Q Supply: P=12 +2Q
P = price (in dollars per 1 kg), and Q=quantity (in thousands).

a  Based on the demand and supply equations provided above, find out the market

equilibrium quantity and price. Show your formulations and calculations. (4marks)

At equilibrium, Demand=Supply, so we have:
40-20=12+20
0=7

Then substitute (plug) O=7 back to either demand function or supply
Jfunction, we have: P=40-2Q=40-2*7=826

As a result, equilibrium price is $26, and equilibrium quantity is 7 units.
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b. Draw a demand and supply graph of the market for NZ Honey based on the above

information, clearly indicating the equilibrium quantity and price.

Price

40

Pe=$26

12

(4 marks)

Supply
E
Demand
Qe=7 20 Quantity

¢ What is the market size of honey in New Zealand? Explain your answer by referring

to the graph in part (b) of this question. (2 marks)

When price is equal to zero (or when the product is free), we can measure the market

size.

0=40-20 => 0=20 units

As a result, the maximum market size is 20 units.

d For the price interval $10 - $12, what is the price elasticity of demand for honey over
this price interval? (Show your formulations and calculations using the mid-point

formula).

%AQ

%AP

(3 marks)
Q,-Q; 15-14

%AQ = —=0.069
midQ 14.5
P,—P, 10-12
%AP = ———= —=—0.182
midP 11
0.069
_ =-0.379 0or 0.379 (if you take the absolute value)
—0.182
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e. At what price could the honey sellers maximise their total revenue? Justify your
answer. (3 marks)
Sellers’ revenue (TR) can be maximised when they charge the price value for which
the demand curve is at its unit elastic part (where price elasticity of demand= -1). In
other words, when price is equal to the price of the mid-point of the demand curve.
Since maximum price in this case is $40, the mid-point price is $20. As a result,

sellers can maximise their revenue (TR) by charging customers $20 per unit.

£ The government would like to set a maximum price of $20 that sellers can charge for
every unit of honey to make honey more affordable for NZ families. Evaluate the
possible outcomes of the policy and whether or not you believe that it achieves the
intended goal. Justify your answer. (Briefly explain and draw a diagram to support

your answer. ) (5 marks)

Price,

40
Supply

Pe=$26 |- — — — — —

Price Ceiling
$20

12

Demand

| Qe= | 20 Quantity

(1) This maximum price (price ceiling) policy creates a shortage for honey in this
case. When the price ceiling is $20 per unit (which is lower than the market
equilibrium price of $26), consumers will demand 10 units, while producers are not
willing to produce more than 4 units of honey. Therefore, the quantity that
producers are willing to supply (4 units) is lower than the quantity that consumers

demand. The shortage results in dissatisfaction for several consumers who
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want to buy the honey but are not able to obtain it. Therefore, there will be a large
proportion of consumers who were not able to obtain honey under free market
conditions at the price ceiling. As a result, this policy does not help consumers to buy
more honey, but it reduces the quantity of supply.

(2) It will also potentially create a ‘black market’. When there is no price ceiling, the
market can satisfy all demand and supply of 7 units of honey. After the price ceiling
has been set, there will be 4 units of honey supplied but 10 units demanded.
Therefore, this can lead to a black market where beef will be traded at a higher price

for the consumers in the black market.

Explain another feasible policy that could make honey more affordable for New
Zealand families. Draw a diagram to support your answer. (4 marks)
Any feasible policies that either can shift the supply curve to right, or demand curve

to the left, which leads to a lower market equilibrium price could be fine.

Assume that New Zealand families always decide to spend one-twentieth (1/20) of
their income on honey regardless of their income and honey price changes. What is
their income elasticity of demand? What is their price elasticity of demand? Briefly
explain. (6 marks)
(a) Your income elasticity of demand is 1 in this case. In other words, a 10 per cent
rise in your income would see you spending 10 per cent more on honey in order to

keep the fraction of your income spent on honey at one-twentieth.

(b) Your price elasticity of demand is —1 or 1 (if you take the absolute value). To
understand this, assume that price changes but that your income does not. In order
to keep your expenditure on honey at one-twentieth of you income, your total
expenditure on honey would have to remain the same, irrespective of price. This

will occur when the price elasticity of demand is unity (-1 or 1).
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Now think about the market structure and competition:

i “A perfectly competitive market structure is considered preferable for consumers
rather than a monopoly operating a market.” Discuss with examples. Give three
reasons in your answer. (3 marks)
(1) Consumers have perfect information about the goods/services.

(2) Consumers can enjoy the ‘freedom’ to choose their preferred seller to purchase
the product as there are lots of sellers in the market.

(3) In such a situation, each firm incurs the lowest cost possible and it utilities plant
size at the optimum level. Consumers pay the lowest price possible as only normal
profits can be made in the long run.

(4) Consumers also collectively obtain a larger quantity of the products, compared
to all other market structures.

You are expected to develop the detailed arguments based on above points.

j- Why a monopoly sometimes is preferred? (3 marks)
(1) In some industries a lower cost is possible for Monopoly due to Economies of
Scale (e.g. Natural Monopolies).

(2) Monopoly can engage in R&D for new product development.

You are expected to develop the detailed arguments based on above points.
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k  KIWI T-shirts, a perfectly competitive firm, hire you to give them economic advice.
The manager of the firm tells you that the market price for the T-shirts is $16 and
they are currently producing 200 shirts at an average cost (AC) of $20 and an AVC
of $10. In addition, their MC curve crosses the AC curve when they are producing
300 shirts and the AC at that quantity is $18. What would you recommend that the
company should do in short run and long run? Explain and using an appropriate

sketch diagram to support your discussion. (6 marks)

AC
AC=520
AC=S18
D=MR
P=516
AVC
AVC=$10
200 300 Quantity

In this case, the firm is producing under perfect competition, therefore, the demand curve for
this firm is horizontal and also the MR curve. Although the firm is producing at 200 units
which the output allows MR=MC as shown on the graph. Since the average cost at this

quantity is $20 which is higher than the price ($16), therefore, the firm is making a loss now.

In the short run, since the price lower than its AC ($20) but higher than AVC ($10), therefore,

this firm shall still keep producing to minimise the loss.

In the long run, if the price is still lower than the minimum AC ($20), it is better for the firm

to leave the market.




