Microeconomics 8th Ed.		Austin Yu
By Parkin and Bade
Ch.4 – Elasticity
Price elasticity of demand: Units-free measure of the responsiveness of quantity demanded of a good to a change in price when ceteris paribus.

Price elasticity of demand formula:
Percentage change in quantity demanded
Percentage change in price
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Minus sign and elasticity:
When the price increases, the quantity demanded decreases. Because a positive change in price brings a negative change in quantity demanded, the price elasticity of demand is negative.

Perfectly inelastic demand = 0
Unit elastic demand = 1
Perfectly elastic demand = ∞

Inelastic demand = 0 < 1
Elastic demand = 1 < x

Total revenue: R(q) = q*p(q)

Change in revenue depends on the elasticity of demand:
· If demand is elastic, a 1% price cut increases the quantity sold by more than 1% and total revenue increases
· If demand is inelastic, a 1% price cut increases the quantity sold by less than 1% and total revenue decreases
· If demand is unit elastic, a 1% percent price cut increases the quantity sold by 1% and total revenue does not change

Total revenue test: To estimate the price elasticity of demand by observing the change in total revenue that results from a change in price while ceteris paribus.
· If a price cut increases total revenue, demand is elastic
· If a price cut decreases total revenue, demand is inelastic
· If a price cut leaves total revenue unchanged, demand is unit elastic

Expenditure and Elasticity:
· Demand elastic, 1% price cut increases quantity bought by more than 1% and expenditure increases
· Demand inelastic, 1% price cut increases quantity bought by less than 1% and expenditure decreases
· Demand unit elastic, 1% price cut increases quantity bought by 1% and expenditure does not change
Factors that influence elasticity of demand:
· Closeness of substitutes
· Proportion of income spent on good
· Time elapsed since price change
Closeness of substitutes: Closer the substitutes, the more elastic is the demand.
Proportion of income spent on good: Ceteris paribus, the greater proportion of income spent on a good, the more elastic (or less inelastic) is the demand for it.
Time elapsed since price change: The longer the time elapsed since a price change, the more elastic the demand.
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Cross elasticity of demand: Measure of the responsiveness of the demand for a good to a change in the price of a substitute or complement, ceteris paribus. 

Cross elasticity of demand formula:
Percentage change in quantity demanded
Percentage change in price of a substitute or complement
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 
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**Substitutes have a positive cross elasticity of demand while Complements have a negative cross elasticity of demand**

Income elasticity of demand: Measure of the responsiveness of demand for a good/service to a change in income, ceteris paribus.

Income elasticity of demand formula:
Percentage change in quantity demanded
Percentage change in income
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Income elasticities of demand can be positive/negative:
· Greater than 1 (normal good, income elastic)
· Positive and less than 1 (normal good, income inelastic)
· Negative (inferior good)
Income elastic demand: The % increase in Q demanded is greater than the % increase in income.
Income inelastic demand: The % increase in Q demanded is positive but less than % increase in income.
Inferior goods: Income elasticity of demand is negative, good is inferior. Q demanded and amount spent decreases when income increases.
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Elasticity of supply: Responsiveness of the quantity supplied to a change in the price of a good, ceteris paribus.

Elasticity of supply formula:
Percentage change in quantity supplied
Percentage change in price
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Factors that influence elasticity of supply:
· Resource substitution possibilities
· Time frame for the supply decision

Resource substitution possibilities: Some goods/services may only be produced by using unique/rare resources. These items have a low elasticity of supply. Other items can be produced using common resources, resulting in a high elasticity of supply.
· Supply of most goods/services lie between these two extremes
· Quantity produced can increase but only by incurring a higher cost. These goods/services have an elasticity of supply between 0 and ∞

Time frame for the supply decisions: Three frames of supply:
· Momentary supply
· Short-run supply
· Long-run supply

Momentary supply: When the price of a good changes, the immediate response of the quantity supplied is determined by the momentary supply of that good.

Short-run supply: Response of quantity supplied to price change when some possible adjustments to production can be made is determined by short-run supply. 

[bookmark: _GoBack]Long-run supply: Response of quantity supplied to price change after all technologically possible ways of adjusting supply has been exploited is determined by long-run supply.
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