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1.    Estimate Short-Run and Long Run Price Elasticity of Demand for Selected Commodities, United States Elasticity 

Commodity                          Short-Run                Long Run 
Clothing                               0.90                            2.90 
Household natural gas         1.40                            2.10 
Tobacco Products                  0.46                           1.89 
Electricity (household)         0.13                          1.89 
Wine                                    0.88                            1.17 
Jewelry and watches           0.41                            0.67 
Gasoline                            0.20                             0.60   

If the price increase by 10 percent by how much does the quantity of household (a) natural gas and (b) electricity change in the short run and the long run? ( Hint: use the price-elasticity values). 

Since E = %∆Q / %∆P, 

Then %∆Q = E * %∆P

a) Elasticity of natural gas is 1.40 and 2.10, 

thus %∆Q = E * %∆P = 1.40 * 10% = 14% in the short run;

and %∆Q = E * %∆P = 2.10 * 10% = 21% in the long run.

b) Elasticity of electricity is 0.13 and 1.89, 

thus %∆Q = E * %∆P = 0.13 * 10% = 1.3% in the short run;

and %∆Q = E * %∆P = 1.89 * 10% = 18.9% in the long run.

2.  Agricultural commodities are known to have a price-inelastic demand and to be necessities. How can this information allow us to explain why the income of farmers falls (a) after a good harvest? (b) In relation to the incomes in other sectors of the economy? 

a) “Price-inelastic demand” means that a large proportional increase in the price will result in a small proportional drop in quantity demanded, and vise versa. A good harvest will increase the quantity of agricultural commodities, however, that the inelasticity means that even a small increase in the quantity will be accompanied by a huge decrease in price. In this way, the total revenue (= P*Q) is decreased. 

b) The incomes in other sectors of economy increases and demand for agricultural commodities increases. However, as the demand is price-inelastic, the largely increased demand will only increase the price by a little proportion and,  therefore, farmer’s revenue is not increased. 


3 .  Why are tastes converging around the world? (b) What is the importance of this for U.S firms? 

 
The improvements in high-tech, telecommunication and transportation industry have lead to a strong convergence of tastes around the world. It is now easy to have access to another culture and country. The standardized production has supplied the world a “common” good, which reduces across-country competition. Thus, there is a convergence of tastes.

Tastes in the United States affect tastes around the world and tastes abroad strongly influence tastes in the United States. For example, Coca-cola has 40 percent of the U.S. market and 30 percent of the world's soft drink market, and today you can buy a McDonald's hamburger in most major cities of the world. As tastes become global, firms are responding more and more with truly global products. In 1994, Ford spent more than $6 billion to create its "global car" conceived and produced in the United States and Europe and sold under the name of Ford Contour and Mercury Mystique in the United States and Mondeo in the rest of the world. The list of global products is likely to grow rapidly in the future and we are likely to move closer and closer to a truly global supermarket.


4.  The total operating revenues of a public transportation authority are $100 million while its total operating costs are $120 million. The price of a ride is $1, and the price elasticity of demand for public transportation has been estimated to be -0.4. By law, the public transportation authority adopt? Why? (b) what price per ride must the public transportation authority charge to eliminate the deficit if it cannot reduce costs? 

TR = 100

TC = 120

P = 1

E = - 0.4

Since the absolute value of the elasticity is less than 1, the demand is inelastic. A large increase in price will result in a small drop in quantity demanded. Then the price of per ride can be increased without lowering its revenue. 

We can write the TR function into log form:

ln TR = ln P + lnQ

The total differential gives:

d TR /TR = dP/P + dQ/Q

i.e.

%∆TR = %∆P + %∆Q

The elasticity shows that %∆Q = -0.4 %∆P, also, we want the TR rises from 100 to 120 to cover the cost. Thus, %∆TR = 120/100 – 1 = 0.2

Substitute into the equation:

0.2 = %∆P + (-0.4 %∆P)

0.2 = 0.6 %∆P

%∆P = 1/3 = 0.33

thus, the price should be increased to $1.33.

5. A researcher estimated that the price elasticity of demand for automobiles in the United States is -1.2, while the income elasticity of demand is 3.0. Next year, U.S. auto makers intent to increase the average price of automobiles by 5 percent, and they expect consumers’ disposable income to rise by 3 percent. 
(a) if sales of domestically produced automobiles do expect U.S auto makers to sell next year? (b) By how much should domestic auto makers increase sales by 5 percent next year? 

E = -1.2

η = %∆Q / %∆Y =3.0

%∆P = 5%

%∆Y = 3%

a) the overall change in sales is the sum of changes from price and that from income:

%∆Q = E * %∆P + η * %∆Y = -1.2 * 5% + 3.0 * 3% = -6% + 9% = 3%

so the sales in volume will increase by 3%.

If they want to increase the number of sales by 5%, they cannot increase the price by that much:

%∆Q = E * %∆P + η * %∆Y = 5%

-1.2 * %∆P + 3.0 * 3% = 5%

1.2 %∆P = 4%

%∆P =3.33%
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