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Price Elasticity Notes
If the price of Good X increases does that cause consumers to demand less of Good X.

Typically the answer to that question is YES. However, elasticity answers the question of “by how much?”

Point price elasticity measures the effect that a change in the price of good X has on the quantity demanded of good X.

ep < -1 elastic   quantity demanded is sensitive to changes in the price of the good



lowering the price will bring in more revenue

ep = -1 unit elastic



where revenue is maximized

0 > ep  > -1 inelastic



people tend to buy the product even if the producer raises their price



an increase in the price will increase revenue

	
	
	
	
	Point
	
	
	

	
	Price
	Quantity
	Total Revenue
	Elasticity
	Elasticity
	Interpretation

	A
	40
	10
	400
	
	
	
	

	B
	35
	20
	700
	A to B
	-5
	elastic
	

	C
	30
	30
	900
	B to C
	-2.6
	elastic
	

	D
	25
	40
	1000
	C to D
	-1.57
	elastic
	

	E
	20
	50
	1000
	D to E
	-1
	 unit elastic

	F
	15
	60
	900
	E to F
	-0.63
	inelastic
	

	G
	10
	70
	700
	F to G
	-0.38
	inelastic
	


Interpretation: if elasticity = -5

A one percent increase in the price of good X causes a 5 percent decrease in the quantity demanded of Good X.

Determinants of Elasticity
1.

2.

3.

4.
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1000

Quantity

Responses of Total Revenue

	Demand


	Price Increases
	Price Decreases

	Elastic


	
	

	Unit Elastic


	
	

	Inelastic


	
	


Can supply be inelastic?

Income Elasticity

If a person’s income increases, does that cause her to buy more of good X. Typically the answer to that question is YES. Again elasticity answers the question of “by how much?”

If income goes up and people buy a lot more of the good, the good is called a luxury.
(Or if income goes down and people buy a lot less of a good, the good is called a luxury)

If income goes up and people buy a little more of the good, the good is called a necessity.
(Or if income goes down a little and people buys just a little less, then the good is called a necessity.)

There is a special case where an increase in income causes people to buy less of the good, this is referred to as an inferior good.

 income elasticity - measures the effects of changes in the consumer income on the demand for a good 

eI  > 1 luxury goods

0 <  eI < 1 necessity good

eI < 0 inferior good

Cross Price Elasticity

If the price of Good Y increases what happens to the demand for Good X?

If the increase in the price of Good Y causes, the demand for Good X to increase, Good X and Good Y must be substitutes.

If the increase in the price of Good Y causes the demand for Good X to decrease, Good X and Good Y must be compliments.

cross price elasticity measures the effects that a change in the price of a related good has on the demand for a good

ecp > 0 substitutes

ecp < 0 compliments

ecp = 0 unrelated goods

