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Chapter 10 Consumers’ and Producers’

responses to Price Changes

People respond to price changes differently

10.1 Price Elasticity of Demand


If the price of bus fare and Hi-Fi system both increase by 10%, which one would have a greater change in quantity demanded? __________________


In order to measure the degree of responsiveness to price changes, economists use the term elasticity. 

A. Measurement of Price Elasticity of Demand

1. Price Elasticity of Demand – Calculation

Elasticity is a measure of the ____________ of the change in quantity demanded as a result of a change in ____________________. It is equal to a percentage change in quantity demanded divided by a percentage change in__________________.

Ed= % change in Quantity demanded / % change in Price
Discussion

-Why do we use percentage change instead of absolute change?

-What means by responsive/not responsive? Could you name an example?
-Under this definition, should price elasticity of demand be a negative or positive number? Let’s try to calculate the price elasticity of demand from point A to point B. 
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As a general rule, we ignore the __________ sign. 
2. Arc Elasticity of Demand
It is the measurement of price elasticity of demand along a certain price range on the demand curve.

Exercise: Calculate the price elasticity of demand from point B to point A. Is it the same as from point A to point B? __________

To avoid this kind of confusion, we use average price and average quantity to calculate the elasticity of demand. It is arc elasticity of demand. 

Ed = 

  =

  =

B. Types of Price Elasticity of Demand

	Types of elasticity
	Ed
	Description

	Elastic Demand
	>1
	A small % change in price would lead to a greater % change in quantity demanded

	Inelastic Demand
	<1
	A _______% change in price would lead to a ________% change in quantity demanded.

	Unitary elastic Demand
	
	The % change in price ______________ the % change in quantity demanded. 

	Perfectly elastic Demand
	
	No matter how quantity demanded changes, price remains unchanged. 

	Perfectly inelastic Demand
	
	No matter how _______________ changes, ________________ remains unchanged. 


C. Elasticity of Demand along a straight demand curve

The elasticity of demand would _____________ along a straight demand curve. Can you think of why?

Although you will consume more as the price decreases, in the lower part of the demand curve, the increase in consumption is less significant than in the upper part of it in percentage. Hence the elasticity of demand would be _________ than one above the midpoint and _________ than one below the midpoint. 

D. Relationship between Elasticity, Price and Total Revenue

Total revenue is the money received by the seller from selling his goods or services. It also equals to total expenditure and total market value. 

Total Revenue = 

   Graphically, 

Profit is different from total revenue. Not all money received is profit, but deducting total cost. 

1. Change in total revenue for elastic demand
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Mathematically, the total revenue changes from _______ to ________.

It is also obvious that in the diagram the gain is greater than loss. 

2. Change in total revenue for inelastic demand

Exercise: Try to show the change in revenue for inelastic demand in a diagram. 
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3. Change in total revenue for unitarily elastic demand

If every point on a demand curve is unitarily elastic, i.e., Ed=1, the demand curve is a rectangular hyperbola. P x Q is always _________. In other words, total revenue is ____________ at every price. 

E. Factors affecting Elasticity of Demand

1. Availability of substitutes: more close substitutes, more elastic

2. Proportion of consumers’ income spent on a good: larger the proportion of consumers’ income spent on a good, more elastic

3. Durability of a good: More durable, more elastic

4. Time adjustment: Longer time, more elastic

5. Habits of consumers: less “addicted”, more elastic

6. Number of uses: more uses, more elastic

7. Degree of necessity: less necessary, more elastic

10.2 Price Elasticity of Supply

A. Measurement of Elasticity of Supply

Elasticity is a measure of the ____________ of the change in quantity supplied as a result of a change in ____________________. It is equal to a percentage change in quantity supplied divided by a percentage change in__________________.

Es= % change in Quantity supplied / % change in Price

Arc Elasticity of supply

Es = 

  =

  =

B. Types of Price Elasticity of Supply

	Types of elasticity
	Es
	Description

	Elastic Supply
	>1
	A small % change in price would lead to a greater % change in quantity supplied

	Inelastic Supply
	<1
	A _______% change in price would lead to a ________% change in quantity supplied.

	Unitary elastic Supply
	
	The % change in price ______________ the % change in quantity supplied. 

	Perfectly elastic Supply
	
	No matter how quantity supplied changes, price remains unchanged. 

	Perfectly inelastic Supply
	
	No matter how _______________ changes, ________________ remains unchanged. 


Be reminded that the shape of a unitarily elastic supply curve is NOT a rectangular parabola, but a straight line passing through the origin.

C. Factors affecting Elasticity of Supply

1. Flexibility of Production: more flexible, more elastic

2. Ease of Entry: greater ease of entry, more elastic

3. Time for adjustment: more time to adjust, more elastic

4. Mobility of factors: higher mobility, more elastic
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