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Dear Student 
 
The purpose of this document is to provide you with the correct answers to Assignment 03. 
 
Note that the same line of argument was followed in answering and explaining the questions in the 
Assignment 01 feedback document: 
 
Step 1: Read the stem of the question carefully (it usually contains the answer). 
Step 2: Try to answer the question without looking at the alternatives (this is usually possible). 
Step 3: Only now do you look at the alternatives. Select the one which matches/corresponds/is the 

same as your answer in step 2. 
Step 4: Proceed to the next question. 
 
Remember we said the other alternatives (the incorrect ones) are called distractors – their function is to 
distract your attention from the correct option and to mislead you. Stay focused on what is correct. In our 
explanations we might refer to some of the distractors to indicate where the “catch” in the statement is. 
 
1 ANSWERS TO ASSIGNMENT 03 
 
3.1 The correct alternative is [1]. 
 
The easiest way to answer this question is to draw a diagram of a market and apply the different options 
to it. 

 

From the diagram one can see that if a price ceiling of R2 500 is imposed, quantity demanded is 18 000 
and quantity supplied is 12 000. Quantity demanded is more than quantity supplied, that is a shortage is 
created. Because sellers cannot raise the price (it would be illegal), they will not produce more and the 
shortage is therefore persistent. 
 
A price ceiling or maximum price sets the maximum price that can be asked for a product. Sellers can ask 
or the market can establish a price lower than the maximum price, but not higher. Setting the maximum 
price above the equilibrium price serves no purpose – it will have no effect. Thus, in general when 
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referring to price ceilings the assumption is that it is set below the market price (technically it would be 
better if the question referred to the imposition of an effective price ceiling). 
 
3.2 The correct alternative is [4]. 
 
At a price floor of R25 per kg, quantity demanded is 15 000kg while quantity supplied is 25 000. An 
excess supply of 10 000kg exists.  
 
3.3 The correct alternative is [1]. 
 
From question 3.1 we know that a price ceiling must be set below the equilibrium price to  be effective. 
Question 3.2 shows that a price floor must be set above the quilibrium price to  be effective. 
 
3.4 The correct alternative is [3]. 
 
This question assessed your definition of the price elasticity of demand: “The price elasticity of demand is 
the percentage change in quantity demanded if the price of the product changes by one percent”. In other 
words, price elasticity gives an indication how sensitive or responsive quantity demanded is to a change 
in price. 
 
3.5 The correct alternative is [1]. 
 
If the price elasticity of beef is greater than the price elasticity of coffee, it means that households are 
more responsive or sensitive to a change in the price of beef than to a change in the price of coffee. 
 
3.6 The correct alternative is [4]. 
 
We need to calculate the price elasticity coefficient for restaurant meals for the price range R30 to R32. 
Thus, we have to use the formula for arc (or midpoint) elasticity: 

𝑒𝑒𝑝𝑝 =  
(𝑄𝑄2 −  𝑄𝑄1)/(𝑄𝑄1 +  𝑄𝑄2)
(𝑃𝑃2 −  𝑃𝑃1)/(𝑃𝑃1 +  𝑃𝑃2)

 

=  
(850 − 1 000)/(1 000 + 850)

(32 − 30)/(30 + 32)
 

=  
150

1 850
2

62
  

=  
150

1850
 𝑥𝑥 

62
2

 

=
1

12,33
 𝑥𝑥 

31
1

 

=  
31

12,33
 

= 2,51 
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3.7 The correct alternative is [1]. 
 
The price elasticity of demand of medical care (0,31) is smaller than 1 and is therefore inelastic.  
 
3.8 The correct alternative is [3]. 
 
This question is just a graphical representation of question 3.7. A 10% change in price leads to a smaller 
(4%) change in quantity demanded and the price elasticity is therefore inelastic. 
 
3.9 The correct alternative is [3]. 
 
In this question we need to find a possible explanation why the demand for petrol is inelastic. We know 
any one or even a combination of the following factors determines the price elasticity of a product: 
 

• the substitution possibilities 
• the decree of complementarity of the product 
• the time period under consideration 
• the proportion of income spent on the product 
• the definition of the product 
• advertising 
• the number of uses of the product 
• addiction 

 
From the list we can conclude the most likely explanation for the demand for petrol being inelastic, is the 
lack of subsitutes for petrol.  
 
3.10 The correct alternatives are [2] and [3]. 
 
This question assessed your understanding of the relationship between price elasticity and total revenue. 
There are numerous ways to explain and remember the relationship but, as is often the case, going the 
graphical route is probably the easiest. 
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From our discussions of price elasticity of demand we know when 
 
i) demand is elastic, total revenue will change in the opposite direction to the price change, and when 
ii) demand is inelastic, total revenue will change in the same direction as the price change. 
 
And from our graphical analysis of elasticity, we know that 
 
i) price elasticity is equal to 1 (i.e. unitary elastic) at the midpoint on a demand curve, 
ii) at any point (price) above the midpoint, the elasticity value will be greater than 1 (elastic) and  
iii) at any point (price) below the midpoint, it will be smaller than 1 (inelastic).  
 
If we apply these observations to our diagram we can conclude: 
 
Any movement away from the midpoint will decrease total revenue and any movement towards the 
midpoint will increase total revenue. 
 
From this, if demand is elastic, an increase in price represents a movement away from the midpoint and 
total revenue will decrease. Similarly, a decrease in price shows a movement towards the midpoint and 
total revenue will increase. 
 
3.11 The correct alternative is [4]. 

𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝑒𝑒 𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝐼𝐼𝑒𝑒𝑒𝑒𝑒𝑒 �𝑒𝑒𝑦𝑦� =  
%∆𝑄𝑄𝑄𝑄
%∆𝑌𝑌

 

Substitute the given information into the equation 

=  
20%
10%

 

 =  2 
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(Note with income elasticity of demand (and cross elasticity), we never disregard the negative sign as it 
tell us something about the nature of the product(s).) 

The income elasticity is greater than 1 and the good or service is a luxury good. 

3.12 The correct alternative is [2]. 
 
Utility is best defined as the satisfaction from consuming the good or service. 
 
3.13 The correct alternative is [3]. 
 
If you have read the section on utility with understanding, you would have realised the important role 
played by the marginal concept in economic analysis. As you carry on with this module, you will see that 
the marginal concept re-appears again and again: from marginal utility, to marginal output, marginal cost 
and marginal profit. But the marginal concept is not only a feature of microeconomics, when you start 
your macroeconomic studies you will soon be introduced to concepts like marginal tax rate, marginal 
propensity to consume or the marginal propensity to save. So please make sure you are comfortable with 
this section of the work.  
 
The marginal utility of a good or service is the change in total utility if one more unit of that good or 
service is consumed. As long as the extra satisfaction (the marginal utility) is positive, total utility will 
increase. As one consumes more of a product, the additional satisfaction might decrease – consuming a 
second bunny chow might not be as satisfying as the first one was, but it still adds to your total 
satisfaction. Only when the marginal utility is negative will total utility decrease. Note the difference 
between a decreasing marginal utility and a negative marginal utility. 
 
3.14 The correct alternative is [2]. 
 
The consumer spends his or her income in such a way that the weighted marginal utility (marginal utility 
per rand) is the same for the goods. 
 
3.15 The correct alternative is [2]. 

You will be in equilibrium when the weighted marginal utilities of chicken pieces and pies are the same ‒ 
and you spend all your income. How does one find the equilibrium basket of chicken pieces and pies? 

Let’s assume you walk into the restaurant, you have a determined look on your face (you are very hungry) 
and you have R20 in your pocket. Sitting down at the counter you order a pie. Why a pie and not a 
chicken piece? Well the first pie gives you a weighted marginal utility of 12, whereas the first chicken 
piece gives a weighted marginal utility of 8. 

Will you order more to eat? Yes, we know you are very hungry and you still have R20 – R4 = R16 left in 
your pocket. You order another pie. A pie? This cannot be right; surely you would rather order a chicken 
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piece? Let’s see. The weighted marginal utility of the second pie is 10, compared to the weighted 
marginal utility of 8 of the first chicken piece. So a pie it is. 

You still have R12 left. Now you can order your first chicken piece. Even though the weighted marginal 
utility of the third pie is also 8, ordering another pie would be pretty boring so I think we can safely 
assume that you would rather have a chicken piece. 

You are not done yet. You still have R8 (R12 – R4) left. Now you can buy your third pie (the weighted 
marginal utility of the third pie (8) is more than the weighted marginal utility of the second chicken piece 
(6). 

We have now satisfied one of the conditions for being in equilibrium: “the weighted marginal utilities 
must be equal”, but you have not spend all your income. You still have R4 left. So you order your second 
chicken piece. 

**** ***** **** 
 
Please do not hesitate to contact one of the lecturers if you experience any difficulties with the 
explanations. 
 
Good luck with your studies. 
 
Your ECS1501 lecturers  
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