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Chapter 4

Price of Elasticity of Demand

The price elasticity of demand is a units-free measure of the responsiveness of the quantity demanded to a price change.

= Percentage change in quantity demanded

	Percentage change in price


Using the midpoint method:

= |% Increase in Quantity| / |% Increase in Demand| 

= 	|(% Increase in Quantity) / (Quantity Average)| 

|(Change in Price / Price Average)|

= 	|(11-9) / 10| 

|(19.50-20.50) / 20|

= 	|2 / 10| / |-1 / 20|
= 	(2 / 10) / (1 / 20) 
= 	(2 / 10) x (20 / 1)
= 	40 / 10
= 	4 







Elasticity Changes Along a Straight-Line Demand Curve 

· Demand is elastic at prices above the mid-point of the demand curve
· Demand is inelastic at prices below the mid-point of the demand curve
· Demand is unit elastic at the mid-point price. 

The Extremes

Perfect elastic demand:
	
	Elasticity = infinity
% Change in Quantity is infinitely large when the price barely changes. 

Who cares? - Firms do!

Total Revenue and Elasticity:

Total revenue equals

Firms want to increase revenue, so they need to know how quantity will respond to a change in price. 

Price Elasticity of Demand

The change in total revenue due to change in price depends on the elasticity of demand:
If demand is elastic, a 1% price cut….
· More than 1% increase in quantity sold
· Revenue increases
If demand is inelastic, a 1% price cut
· Less than 1% increase in quantity sold
· Revenue decreases
If demand is unit elastic, a 1% price cut
· A 1% increase in quantity sold
· Revenue unchanged

The total revenue test lets us estimate the price elasticity of demand by observing the change in total revenue when a price changes.
· 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. 

Price Elasticity of Demand

The Factors That Influence the Elasticity of Demand
The elasticity of demand for a good depends on: 
· The closeness of substitutes
· Whether the consumer can do without it 
· The proportion of income spent on the good
· The time elapsed since a price changed

Closeness of Substitutes
The closer the substitutes for a good or service, the more elastic are the demand for it. 

Whether the Consumer Can Do Without It
Necessities generally have inelastic demand
· Examples: life-saving medicine
Luxeries generally have elastic demand
· Examples: fancy cars or designer handbags

Proportion of Income Spent on the Good
The greater the proportion of income consumers spent on a good, the larger is its elasticity of demand.

Time Elapsed Since Price Changed
The more time consumers have to adjust to a price change, or the longer that a good can be stored without losing its value, the more elastic is the demand for that good.

Cross Elasticity of Demand
The cross elasticity of demand is a measure of the responsiveness of demand for a good to a change in the price of a substitute or complement, other things remaining the same. 

The formula for calculating the cross elasticity is: 

Percentage change in quantity demanded
Percentage change in price of a substitute or complement

More Elasticities of Demand
The Cross elasticity of demand for
· A substitute is positive
· A complement is negative 

PLEASE NOTE: So for cross elasticity, the sign matters. This is why we do not take the absolute value. 

Income Elasticity of Demand
The income elasticity of demand measures how the quantity demanded of a good responds to a change in income, other things remaining the same.

The formula for calculating the income elasticity of demand is:

Percentage change in quantity demanded

Percentage change in income

If the income elasticity of demand is greater than 1, demand is income elastic and the good is a normal good.

If the income elasticity of demand is greater than zero but less than 1, demand is income inelastic and the good is a normal good.

If the income elasticity of demand is less than zero (negative), the good is an inferior good. 

Elasticity of Supply

The elasticity of supply is a measure of the responsiveness of the quantity supplied to a price change. 

The elasticity of supply is calculated by using the formula

Percentage change in quantity supplied percentage change in price

· Supply can be inelastic, unit elastic, or elastic, and can range from zero to infinity. 
· Supply is perfectly inelastic if the supply curve is vertical and the elasticity of supply is 0.
· Supply is unit elastic if the supply curve is linear and passes through thr origin. (Note that slope is irrelevant).
· Supply is perfectly inelastic if the supply curve is horizontal and the elasticity of supply in infinite.

Read page 97 for summary of elasticity
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= | Percentage change n quantity demanded
Percentage change inprice

Using the midpoint method:

19 Increase in Quantiy /1% Increase in Demand]

156 Incresse i Quantiy)/ Quantiy Average)
019/ 101

1(19502050) / 200

12/101/11 /200
(@/10)/(1/720)
@/10)x(20/1)
40710




