Webnote 133

SYLLABUS REFERENCE 1.3 (Interactive Worksheet)
Taxes+revenues+elasticity : Some Problems

(A)
(B)
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Task 1:

Which demand line best represents addiction – D1 or D2?
Answer in figure 1 below.

Then using the same graph (D1, D2) answer the questions 1-4 below but you need to
draw a shift in supply on this graph. Assume S1 shifts to S2 because of a indirect tax
– not drawn on diagram.

D1
D2

(A) + (B)

(1) Draw the tax revenue for government if market demand is D1
(2) Draw the revenue for firm after tax if market demand is D2

(3) Show on x axis the welfare loss due to the tax-use D2 here.
(4) Assuming a demerit good does the tax work for D1?

orange area

green area
Answers
to 1-4

loss in production to the economy- q1-q2
No as Qd =0.It does not change-inelastic.

Note:make distinction b/n elastic and inelastic demand here
Note: use Figure 1 for this work.

Q

Figure 1: Supply and demand and indirect tax increase

Task 2
On your Task 1 diagram
draw welfare loss
/deadweight loss triangle as
a result of the tax increase.
Use d 2 above for this.
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1. (a) Explain the importance of price elasticity of demand and crosselasticity of demand for business decision-making. [10 marks]
(Use bullet points to answer)
Answers should include:
• a definition of PED
• a definition of XED
• the link between PED, price changes and changes in total revenue
• the importance of XED in terms of changes in price of substitutes and
complements
• examples of PED and XED in real life (products with high/low
elasticities; products related are complements or substitutes).
Answers may include:
• an explanation that PED and XED are extremely difficult to accurately
measure in reality
• use of diagrams to show the relationship between PED, price changes
and changes in total revenue e.g. see Fig 2 pink to pink area of Total
Revenue. In this example the firm loses as TR FALLS significantly eg
multiple substitutes (see demand function in webnote 103)
• use of diagrams to illustrate the complement/substitute relationship. Eg

Answer

if price of Pepsi

then Qd for Coca Cola
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Answers may include:
cigarettes as an example of market failure having the characteristics of demerit goods
use of an MSC/MSB diagram to show the negative externalities associated with the
consumption of cigarettes, candidates may use a simple supply and demand diagram
an explanation of inelastic demand and the implications for a tax on cigarettes;
low PED means a tax may not lead to a significant decrease in quantity of cigarettes
demanded
distinction between inelastic demand for tobacco in general and elastic demand for
particular brands
the incidence of taxation may be considered
consideration of the extent of the tax increase; tax may have to increase a lot to have a
major impact
the problem of relating the tax to the value of the external costs
the impact on government revenues and spending possibilities; revenue will increase a
lot in view of the low PED
an assessment of alternative policies such as negative/positive advertising and direct
controls.

Answer

Examiners should be aware that candidates may take a different approach which if appropriate, should be awarded.
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2. Define cross elasticity of demand and using diagrams, explain
what determines whether
cross elasticity of demand is positive or negative.
Definition of cross elasticity of demand: the % change in quantity
demanded of good X in response to a % change in the price of good Y.
Answers may include:
quantity demanded of any product depends on the price of its
substitutes and complements
assertion that cross elasticity of demand with respect to the price of a
complement is negative
assertion that cross elasticity of demand with respect to the price of a
substitute is positive
explanation of why response of demand is negative or positive
examples of negative and positive cross elasticity
the degree to which the quantity of a product demanded changes when
the price of substitutes or complements change depends on how close the
substitute or complement is
diagrammatic treatment:
– a shift in the demand curve right or left
– positive sloping positive cross elasticity of demand (substitutes)
– negative sloping negative cross elasticity of demand
(complements)

Answer

Examiners should be aware that candidates may take a different approach, which if

appropriate should be fully rewarded.
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