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Learning outcomes

O

e Elasticity concept
e Price elasticity of demand and supply
e Other elasticities

e Measuring elasticities

e Application of elasticities




Elasticity
O

e Defining elasticity

o the responsiveness of demand and supply

e Price elasticity of demand

o the responsiveness of demand to a change in price




Price

Market supply and demand

Q,

Prentice Hall, page 52. Quantity

Source: Sloman (2016), Essentials of Economics, 7th ed,



Market supply and demand
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Source: Sloman (2016), Essentials of Economics, 7th ed,

Prentice Hall, page 52. Quantity



Market supply and demand
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Source: Sloman (2016), Essentials of Econom%s, 7th ed,

Prentice Hall, page 52. Quantity



Elasticity
O

e Price elasticity of demand

O measurement

proportionate (or %) AQ,/ proportionate (or %) AP
O use of proportionate or percentage changes
o the sign (positive or negative)

o the value (greater or less than one)




Elasticity
O

e Determinants of price elasticity of demand (Pg,)

o humber and closeness of substitute goods
o the proportion of income spent on the good

o time

e Price elasticity of demand and consumer
expenditure (P x Q)




Total expenditure

Consumers’ total expenditure

1+ firms’ total revenue
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Source: Sloman (2016), Essentials of Economics, 7th ed, Tk . . .
Samifies Hall, [pauE 55 Q (millions of units per period of time)



Elasticity
O

e Price elasticity of demand and consumer
expenditure (P x Q)

o effects of a price change on expenditure: elastic
demand




Elastic demand between two points

[ Expenditure falls ]

as price rises
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Source: Sloman (2016), Essentials of Economics, 7th ed,

Prentice Hall, page S5. Q (millions of units per period of time)



Elasticity
O

Price elasticity of demand and consumer
expenditure (P x Q)

effects of a price change on expenditure: elastic
demand

o effects of a price change on expenditure: inelastic
demand




Inelastic demand between two points
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Source: Sloman (2016), Essentials of Economics, 7th ed,

Prentice Hall, page 55. Q (miIIionS of units per periOd of tlme)



Elasticity
O

Price elasticity of demand and consumer
expenditure (P x Q)

effects of a price change on expenditure: elastic
demand

effects of a price change on expenditure: inelastic
demand
O special cases
= totally inelastic demand: Pe, = 0
= infinitely elastic demand: Pg, = «
= unit elastic demand: Pg, = -1




Totally inelastic demand (Pep= 0)

P\

D
R ob
|:)1 O a
O Q

Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 55.



Infinitely elastic demand (Pep= )
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Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 57.



Unit elastic demand (Pe =-1)

Expenditure stays the
same as price changes

O 40 100
Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 57.



Elasticity
O

Price elasticity of demand and consumer
expenditure (P x Q)

effects of a price change on expenditure: elastic
demand

effects of a price change on expenditure: inelastic
demand

special cases

o applications to price decisions




Elastic demand between two points
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Expenditure falls
as price rises
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Inelastic demand between two points
A

Expenditure rises
as price rises
C
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urce: Sloman (2016), Essentials of Econo_mig:s, 7th ed, _ _ _
Il, page 57. Q (millions of units per period of time)




Elasticity
O

Price elasticity of demand and consumer
expenditure (P x Q)

effects of a price change on expenditure: elastic
demand

effects of a price change on expenditure: inelastic
demand

special cases
applications to price decisions

o different elasticities along a demand curve




Different elasticities along different portions of a demand curve
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Source: Sloman (2016), Essentials of Economics, 7th ed,

Prentice Hall, page 56.



Different elasticities along different portions of a demand curve
P 4 r

Elastic
demand

O . - Q Q, Q
Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 56.



Different elasticities along different portions of a demand curve
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Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 56.



Elasticity
O

e Measurement of elasticity:

o the formula for price elasticity of demand
AQ/Q + AP/P

O using the average (arc) or ‘mid-point’ method

AQ/mid Q = AP/mid P
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Measuring elasticity using the arc method
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Source: Sloman (2016), Essentia:"s of Ecanomics, 7th ed,

Prentice Hall, page 56.
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Measuring elasticity using the arc method
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Elasticity
O

Measurement of elasticity: point elasticity

the formula for price elasticity of demand
dQ/dP x P/Q

the elasticity of a straight-line demand ‘curve’
(constant dQ/dP)

the elasticity of a curved demand curve
dQ/dP is the tangent to the curve

o different elasticities along a straight-line demand
curve




Different elasticities along a straight-line demand curve
10 -

[ Pey= (1/slope) x P/Q]
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1
0 M‘l ) 1
. . 30 40 50
Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 56. Q



Different elasticities along a straight-line demand curve
10 -
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Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 56. Q



Different elasticities along a straight-line demand curve
10 -

Pey= (1/slope) x PIQ

I | (1 / slope) is constant
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Different elasticities along a straight-line demand curve
10 -
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Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 56. Q



Elasticity
O

e Price elasticity of supply

O measurement
x AQgs/Qg + AP/P
o determinants

= the amount that costs rise as output rises

= tfime period




Supply in different time periods
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Source: Sloman (2016), Essentials of Economics, 7th ed, Prentice Hall, page 59.



O

Supply in different time periods

Ss

Qr Qs

Source: Sloman (2016), Essentials of Economics, 7th ed, Prentice Hall, page 59.



Supply in different time periods
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Source: Sloman (2016), Essentials of Economics, 7th ed,
Prentice Hall, page 59.



Elasticity
O

Price elasticity of supply

measurement
AQs/Qg + AP/P

determinants
the amount that costs rise as output rises
time period

o applications




Elasticity
O

e Income elasticity of demand
O measurement
« AQp/Qp + Al
o determinants
= degree of necessity
= proportion of income spent on the good
o applications

e Cross-price elasticity of demand
O measurement
* AQp,/Qp, + AP/Py,
o determinants
= closeness as substitutes or complements
o applications




Closer Look at Cross-price elasticity of demand

O

Sign matters.
Substitute goods have a positive value.
Complementary goods have a negative value.

The cross-price elasticity will be higher the closer
the two goods are as substitutes or complements.




Cross-price elasticity of demand cont.:

O

o 10% drop in price of orange juice causes 5% drop
In quantity of grapefruit juice
= Cross-price elasticity = -5%/-10% = 0.5

o 10% drop in price of peanut butter causes 8%
rise in quantity of jelly
= Cross-price elasticity = 8%/-10% = - 0.80

41
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