ASSIGNMENT
1. Explain the circumstances in which a rise in price will increase profits (300 words)

2. Read the following material from the letters pages of the Financial Times. Explain concisely the economics of the issue under discussion and assess and comment on the arguments used (2000 words or equivalent). If you find anything of interest in the report on London Hotels, (http://www.london.gov.uk/mayor/planning/docs/hotel-demand-study.pdf)

You may use up to 200 words or equivalent (suitably attributed) but if you do use any materials only use what is strictly necessary to make any point you wish to make.

3. Summarise your conclusions on the correspondence in a letter to the editor (300 words maximum).

Note: the marks allocated for each part are apportioned in accordance with the requested word limits.

Original Letter

The British hotel pricing anomaly flies in the face of economic laws
Published: August 19 2005 

From Dr A. J. H. Latham.
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Sir, My friend Larry Neal of the University of Illinois (Economics, Champaign-Urbana) and I have been observing a curiosity of British pricing policy which we term "The British Anomaly". Under this, when sales fall, prices are raised, in direct contravention to the basic laws of economics. It is a very common phenomenon in the UK.

You gave a perfect example in your report "Tube hit by steep decline in weekend visitors" (August 5). In response to the London bombings it was reported that "Deloitte & Touche, the professional services firm, said hotel occupancy was down 11 per cent in London last week, compared with the same weekend last year, causing operators to raise prices by 3.5 per cent". Perhaps readers can provide other examples?

A. J. H. Latham,

Reynoldston, Swansea SA3 1AF

(University of Wales, Swansea)

Subsequent letter to the FT

Its logic: remaining sales need to earn more to compensate

Published: August 23 2005 03:00 
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From Mr. Brian Warns
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Sir, it is entirely logical to put prices up when sales volume falls (Letters, August 19). To compensate for lost income, the remaining sales need to earn more.

To do otherwise results in loss of income, particularly if prices are cut "to restore volume" (the most common cause of company failure, incidentally). This also bears on Dell's admission (Lex, August 15) that it cut prices too much during the last quarter.

There is a most valuable rule of thumb for guiding management on which way to go in such circumstances: "Compare the change in margin with the ending margin." Thus if the existing margin is say 25 per cent and prices are cut by 10 per cent ("to restore volume"), the damage done to income is 10/15 or 66 per cent! Volumes need to increase by more than 66 per cent just to compensate - which of course is most unlikely.

Go the other way. Put prices up by 10 per cent and volume can fall by 28 per cent (10/35) before being worse off. Again it is most unlikely that a 10 per cent price increase will cause volume to fall that far.
"Economic laws" have little to do with it - except perhaps to mislead. So many companies get this wrong. It is self-inflicted damage on a serious scale.

Brian Warns
