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Price Elasticity of Demand and
Its Impact From Increase of Taxi Fare

The Star Ferry, electricity charges and various bus companies have either announced or applied for
increase in fares at the end of 2022. Urban taxis is also planning to apply to the Transport Department for
increase in fare again right after the increment in July 2022, for an additional 5 dollars starting fare from 27
dollars now to 32 dollars. This increment is significant. Why do urban taxis apply for increase in fare? And
how will this affect the total revenue of urban taxis as well as the average distance travelled by taxis?

Income will be Depending on Elasticity as Higher
Fare Comes with Less Passengers

In economics, the Law of Demand states that when the price of a good
increases, its quantity demanded will decrease. Therefore, when taxis demand
an increase in fare, the direct impact will be a decrease in number of rides by
passengers. Yet, the influence of this on the total income is all depending on its
Price Elasticity of Demand. Price elasticity of demand is used to measure the
sensitivity of quantity demand to changes in price. In other words, how changes in
price affect the changes in quantity demanded.

Urban taxis applied for increase in fare in 2018, and immediately apply for
a further increment of 5 dollars on starting fare upon the successful raise to 27
dollarsin 2022. Itis not hard to see the eagerness for urban taxis to raise their fares.
However according to the law of demand, the number of rides will drop upon an
increase in fare. Why don't urban taxis worry about the reduction in the number of
rides and hence the income? It is conceivable that the price elasticity of demand
for taxis is Inelastic Demand, which the percentage change in quantity demanded
will be less than the percentage change in price.

It can be seen from Figure 1 that when the demand is inelastic, the number
of rides decreases when the fare rises from 27 dollars to 32 dollars. However,
since the percentage of drop in number of rides is relatively small, the percentage
decrease in income due to it will be smaller than the percentage increase in
income due to the rise in fare. Therefore, their income rise. It is also for this reason
that urban taxis will continue to apply for an increase in fare.

Figure 1: impact on rise in urban taxis fare
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Furthermore, if the Arc Elasticity of Demand for urban taxis is calculated, the
change in starting fare rising from 27 dollars to 32 dollars is calculated to be [ (32-

27) / (Q7+32) /2] =16.9%. In other words, if the decrease in number of rides is
lessthan 16.9%, the total revenue of urban taxis will increase.
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The Relative Price of Long-Distance Journeys
Decreases and Average Distance of Rides Increases

In economics, Relative Price is the exchange rate between two goods, that
is the price of one good basing on another good. For example, if it used to be 27
dollars to take a short-distance taxi to area X, and 54 dollars to take a long-distance
taxi to area Y, then the relative price of a long-distance taxi ride is equal to 2 short
taxi rides.

When the urban taxis increase fare, the short-distance taxi to area X will
increase from 27 dollars to 32 dollars, while the long-distance taxi to area Y will
increase from 54 dollars to 59 dollars. According to the law of demand, when the
price increases, quantity demanded for both short-distance and long-distance
taxis will decrease. However, the relative price of a long-distance taxi ride is 2 short-
distance taxi rides before the raise in fare, but the relative price of a long-distance
taxi ride is 1.84 short distance taxi rides after the increase in fare. The relative price
of long-distance taxis drops, and taking long-distance taxis will be more preferable
for the public. Therefore, the average taxi distance taken by the public will increase
upon theincreasein fare.

In conclusion, the application of increase in starting fare from 27 dollars to
32 dollars from the urban taxis will decrease the number of rides under the law
of demand. However, since the urban taxis continue to apply for further raise in
fare, there is reason to believe that the price elasticity of demand of urban taxis is
inelastic which the increase in fare will actually increase their total revenue. Last
but not least, as urban taxis apply only for an increase in starting fare for the time
being, the relative price of long-distance taxis will drop and increase the average
travelling distance by the public.

Price Elasticity of Demand

Price elasticity of demand is used to measure the sensitivity of
quantity demand to price changes.

Relative Price

Relative price is the exchange rate between two goods.
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