19. Cross Price Elasticity of Demand (2)
1. Data Response
Sony and Microsoft have gone head-to-head to win over gamers at the E3 Expo in Los Angeles. 
The two companies have revealed more about their new consoles, the Xbox One and PS4. Sony's PS4 will be £80 cheaper than the Xbox One, which is priced at £429, and will have fewer restrictions on second-hand games. But Microsoft promised gamers "amazing experiences" and showed off new titles including Ryse: Son of Rome, Killer Instinct and Forza 5. 				    		            Source: www.bbc.co.uk
1.1 What would you expect the relationship between the two consoles to be? As a result, what would be true about the XED value between the Xbox One and PS4?
___________________________________________________________________________________
1.2 Sony announce that they plan to cut the price of their PS4 consoles. What factors will determine the effectiveness of the pricing strategy adopted by Sony on the demand for the Xbox One?
___________________________________________________________________________________
___________________________________________________________________________________
2. Data Response
Mario, the owner of an Italian restaurant wants to find out the relationship between the sale of pizza and pasta in his restaurant. His brother, Luigi, advises him to cut the prize of his pizza to see how it affects the demand for pasta in the restaurant. Mario reduces the prices of all his pizzas from £10 to £8. Over the course of a month, Mario and Luigi calculate that the cross price elasticity of demand for pasta with regard to pizza is +1.5. 
2.1 What does the + XED suggest about the relationship between pizza and pasta? _________________________
2.2 Use the values given to calculate the percentage change in the demand for pasta resulting from the cut in price of 
pizza. _________________________________________________________________________________
2.3 If Mario sold 3,000 pasta dishes at £7.50 a month before the pizza price cut, how many does he now sell? 
_____________________
2.4 Mario also discovers that the PED for pizza is -0.5. Before the price cut, he sold 5,000 pizzas a month. If we assume that costs remain constant, and that the price of pasta stays the same, should Mario continue to sell pizza at £8, or should he revert to the original price of £10? Use the concept of total revenue to support your answer.
______________________________________________________________________________________
______________________________________________________________________________________
3. Data Analysis
	

What do the diagrams suggest about the relationship between the two goods? Give some examples for what goods x and y could be.
Relationship: _________________________________________________________________________
Examples: ___________________________________________________________________________
	



19. ANSWERS: Cross Price Elasticity of Demand (2)

1.1 Substitutes, and hence a positive XED value
[bookmark: _GoBack]1.2 Much will depend on how closely consumers regard the consoles as substitutes- if the relationship is weak (i.e. a low XED) then it will take a significant price cut by Sony for there to be a noticeable change in demand for the other console. Given that the PS4 is already £80 cheaper, a further reduction in price may have little effect on consumer demand for the Xbox One. It may also be important to consider how Microsoft will react to the price cut made by Sony, and what recent games might have been released for the Xbox One. 

2.1 The goods are substitutes.
2.2  -30%
2.3  2,100 pasta dishes.
2.4 Mario ought to revert to the original prices. At the old prices, total revenue was equal to £72,500 (5,000 pizzas at £10 + 3,000 pasta dishes at £7.50). After the price cut, he now sells only 2,100 pasta dishes at £7.50 (generating a revenue of £15,750), but sells an extra 500 pizzas (percentage change in demand for pizza resulting from price cut of 20% (£10 to £8) with PED of -0.5 is +10%). So his total revenue at the new prices is only £59,750 (5,500 pizzas at £8 plus the revenue from pasta sales). 


3. The two goods are complements- a fall in price for good x resulting from increased supply (S1 to S2) causes demand for good y to increase (D1 to D2). Examples include-Blu-ray players and Blu-ray’s, tennis rackets and tennis balls, cars and petrol etc.
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