CHAPTER 6
Elasticity: a measure of responsiveness or sensitivity. When two variables are related, one often wants to know how sensitive or responsive the dependent variable is to changes in the independent variable
Price elasticity of demand: the responsiveness of a quantity of a product that is demanded to changes in the price of the product
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Income elasticity of demand: the responsiveness of a quantity of a product that is demanded to changes in the income of consumers
Positive income elasticity of demand:
An increase in income is accompanied by an increase in the quantity demanded of the product concerned (or that a decrease in income is accompanied by a decrease in the quantity demanded). Goods with a positive income elasticity of demand are called normal goods
Negative income elasticity of demand:
An increase in income leads to a decrease in the quantity demanded of the good concerned (or a decrease in income leads to an increase in the quantity demanded). Goods with a negative income elasticity of demand are called inferior goods
[image: ]Cross elasticity of demand: measures the responsiveness of the quantity demanded of a particular good to changes in the price of a related good
Determinants of price elasticity of demand:
1. TR: total revenue
2. P: price
3. Q: quantity demanded
4. TR = (P x Q)
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	Category
	Meaning
	Effect on TR when P Changes

	Perfectly inelastic demand
	Q does not change when P changes
	TR changes with P in the same direction as P

	Inelastic demand
	Percentage change in Q is smaller than percentage change in P
	TR changes in the same direction as change in P

	Unitarily elastic demand
	Percentage change in Q equals percentage change in P
	TR remains unchanged

	Elastic demand
	Percentage change in Q is greater than percentage change in P
	TR changes in the opposite direction to change in P

	Perfectly elastic demand
	Indeterminate Q demanded at given P, nothing demanded at a fractionally higher price
	When P increases, Q falls to zero, TR therefore also falls to zero
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Inelastic demand (ep lies between 0 and 1):

D

Quantity demanded per period

The quantity demanded changes in
response to the percentage
change of the product, but the
percentage change in the quantity
is less than the percentage change
in the price of the product.

In this case producers will have
incentive to raise the price of the
product.
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Perfectly inelastic demand:

Quantity demanded per period

Consumers plan to purchase a fixed
amount of the product, irrespective
of the price.

Producers can raise their revenue
by raising the price of the product.
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Quantity demanded per period

Luxury products

Products that you spend a large
percentage of income on
Substitute products

Durable products

When a price change leads to a
proportionally greater change in the
quantity demanded.

Producers can increase their total
revenue by lowering the price of the
product.
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Unitarily elastic demand:
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Habit forming products
Fashionable products
Complementary Products
Non-durable products
Necessities

When the percentage change in the
quantity demanded is exactly equal to
the percentage change in the price.

In this case producers can not raise
their total revenue by decreasing or
increasing the price of the product.
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Consumers are willing to purchase
any quantity ata certain price, but if
the price is raised only fractionally, the
P demand falls to zero.

Perfectly elastic demand:
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Quantity demanded per period





