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Elasticity

[i-.la-"sti-sa-té]

A measure of a variable's
sensitivity to a change in
another variable, most
commonly referring to
demand as affected by
other factors.

2 Investopedia
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The Midpoint Method: A Better Way to Calculate

Percentage Changes and Elasticities
2&9_3‘\)\

The midpoint formula is more accurate when calculating

the price elasticity of demand.

(Q,-Q)/[(Q,+Q)) /2]
(P, =P)/1(P, +P) /2]

Price elasticity of demand =




Example: If the price of an ice cream cone increaseé from
P

P P> \
$2.00 to $2.20 and the amount you buy falls from 10 to 8
cones, then your elasticity of demand, using the midpoint

formula, would be calculated as:

(10 — 8)
(10+8)/2  _22% _ ,,
(2.20 — 2.00) 050,
(2.00 +2.20) /2
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Income Elasticity of Demand

*Income elasticity of demand measures how much the

guantity demanded of a good responds to a change in

i demand J e g as (o) ) G JRall 8 el
consumers’ income.

Income Elasticity

i) Jaa ) LIS of Demand
4‘-‘)2 (A-Q ‘d\_ﬁ‘ Ulé [in-kam i- la-'sti-sa-té av di- mand]
U s Allal) CL‘“M The sensitivity of demand
s — 1Sl : for a certain good to a
5 ‘ o . j\j —11—1/ changein the realincome
‘—M izt Ja == . — of consumers who buy
U—‘L’JJJ“"M Gl{: kTS = _"r_, ' that good.
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*It is computed as the percentage change in the
quantity demanded divided by the percentage

change in income.

Percentage change

.. ' t1t
Income elasticity of demand = in quantity demanded
~—~——>—————  Percentage change

1n 1ncome
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Types of Goods

g :
*Normal Goods: roses, cars, home services, name-

brand clothing, laptop, and technology equipment.

* Inferior Goods: generic products, used cars, discount

clothing, and canned foods.
R a2

goods but lowers the quantity demanded for inferior goods.
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AnURCredse in income... # .2 increases demand.

l ANdecredse in income... gm0 decreases demand.

An increase in income... % | (decreases demand.

A decredse in iINComMe... . oomnemsiy increases demand.

cllall o)y Jaall o)y WIS

Normal goods have positive income elasticities, while
llall o) 5 Jaall J8 LS

inferior goods have negative income elasticities
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* Goods consumers regard as necessities tend to be

,—

income inelastic

* Examples include food, fuel, clothing, and medical
SEIVICES. —= inelowve |
AN
* Goods consumers regard as luxuries tend to be income

elastic. & ,
bR

* Examples include sport cars, furs, and expensive
foods. clogkic




e Asma’s income rises from 20,000 SR to 22,000 SR and the

quantity of hamburger she buys each week falls from 2 kg to 1
Uw):\ul,)ML

ke. o ALY Lo a2
* % change in quantity demanded = (1-2)/1.5 = -.6667 = -
66.67%

= 'm/cv/'}/f =l

* % change in income = (22,000-20,000)/21,000 = .0952 =

9-520/0 ' ", S S\ B..JA U\L;.u:\

DN P I R |
 income elasticity = 66.67% / 9.52% = = I .
inferior

So, Hamburger is an inferior good for Asma
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income elasticity b

%change in Q
Income elasticity =

%change in income

\
e (0.7 B)%
(1-2)/
(22.000-20.000)/21.000)  (neone s et s
(/(JIncome2—income1) S




Cross-price elasticity of demand

A measure of HOW much the

quantity demanded of one|
| good responds to a change in the

(BiiEE6f aN6Hher§66d, computed

as the percentage change in the

quantity demanded of the first

good divided by the percentage
change iIin the price of the

second good
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lall ‘?A B)\.ﬁa:ﬁ Lia eig_a
substitutes «a s« ad %
complements wllu A8
Cross Price Percent Change in a Quantity of Good A

ElaStiCity of - Percent Change in the Price of Good B
Demand Formula

V4 /\/
| |Illg

Substitutes have positive cross-price elasticities,

whild, complements have negative cross-price

- dz"dhﬂ @)&Y\ w‘o-‘sdemand u?ﬂguuu}md%um
' (Complements) L\\PJ\.AS\ ‘JJG ;\ﬂ:ﬁ\ J\Jﬁ J:\M\ P dﬁ.} Ladic

elasticities )
Brand-name &
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substitutes
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S c bl
* A company producing torches and batteries is analyzing the cross-price
elasticity of the two goods. For example, the demand for torches was
10,000 when the price of batteries was $10, and the demand rose to
15,000 when the price of batteries was reduced to $8. 35 il el e calls L
complements L 483l llall o)) ) (i) Lexie Jie Jeliall e )

. Ul ga el 5 laall G Gaasle
e Percentage change in the number of torches .

= [(15000 - 10000) / (15000 + 10000)] / 2 = 5000 / 12500 = 40%

ey

e Percentage change in price of batteries
o\/é\

>

=[8-10)/(10+8)]/2=-2/9 =-22.22%

Thus, cross-price elasticity of demand = 40%/-22.22% = -1.8

Since the cross-price elasticity of demand for torches and

J——- =
- = - P P E) -

batteries i< negative ,.thus these two are: comlementar.goods

\——‘




* The price of apples rises from $1.00 per Kg to $1.50 per Kg.

As a result, the quantity of oranges demanded rises from
o &5 )Y Ay

8,000 per week to 9,500. Substitutes . i 35

&l s 5 Jaadll
*% change in quantity of oranges demanded = (9,500-

8,000)/8,750=.1714 =17.14%

* % change in price of apples = (1.50-1.00)/1.25 = .40 = 40%

* cross-price elasticity =17.14% / 40% = 0.43

’N
- ’

Because the cross-price eIast|C|ty |S'p05|t|ve the two goods

are’ Substltutes :



THE ELASTICITY OF SUPPLY

* Price elasticity of supply is a measure of how much the
quantity supplied of a good responds to a change in the

. supply JI a3 jaudl 3 5 WIS
price of that good. Law of supply

*Price elasticity of supply is the percentage change in

guantity supplied resulting from a percent change in

price.
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PRICE ELASTICITY OF
SUPPLY FORMULA

O/ Change in
O quantity supplied

PES
% Change in price

One of the importantdeterminants of price elasticity of supply is

the ¢nature of the product itself. For example, goods that are

essential for basic needs, such as food and clothing, tend to have a

relatively inelastic supply, while luxury goods, such as jewelry and

expensive cars, tend to have a more elastic supply.

inelastic ! ¥ las 4lle Lol (e a2 )l Haalle JI8 (5ane Laac) (SLal i ) sal cllin
luxury and inelastic dalull (5S35 Ul (833 5an0 o Ll 13V L b 55 aadains (f (SLaY1 338 e allall aae ol 5 1 o
25 Y e 30l ) sa) 33 5 Gl dgaig ae sl 3 3 supplied ) A Laay) Cd sl 500 e



*The price of rice increased from 2.85 JD per kg to 3.15JD
per kg and the quantity supplied rises from 9,000 to
11,000 kg per month.

*% change in price = (3.15 — 2.85)/3.00 X 100% = 10%

% change in quantity supplied = (11,000 - 9,000)/10,000
X 100% = 20%

Price elasticity of supply = (20%)/(10%) =2 / 7}
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The Price Elasticity of Supply

Price

$5

1. An
increase
in price . ..

Supply

&

Quantity

/

2. ... leaves the quantity supplied unchanged.
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The Price Elasticity of Supply

Price

$5

1. A 22%
increase
in price . ..

(b~lasticity Is Less Than 1

Supply

100 > 110 Quantity

/
2. .. .leads to a 10% increase in quantity supplied.
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The Price Elasticity of Supply

(c) Unit Elastic Supply: Elasticity Equals 1

Price
Supply
$5 .................................................................................... E

/1 ................................................................... -
1. A 22%
increase :
in price . ..

0 J 100 —> 125  Quantity

2. ... leads to a 22% increase in quantity supplied.
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The Price Elasticity of Supply

(d) Elastic Supply: Elasticity Is Greater Than 1

Price

Supply

1. A 22%
increase
in price . ..

0 100 —> 200 Quantity

2. .. .leads to a 67% increase in quantity supplied.
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The Price Elasticity of Supply

(e) Perfectly Elastic Supply: Elasticity Equals Infinity

Price A G g aiadll
JIY) el Cangy ellgiiuall

1. At any price
above $4, quantity
supplied is infinite.

$’— Supply
| \

2. At exactly $4,

producers will gﬁ
supply any quantity. aad) 13 Caal
q supply is
Zero
0 Quantity

3. At a price below $4,
quantity supplied is zero.
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lé Finance

Management

TYPES OF ELASTICITY

(] Elasticity is the degree of responsiveness in comparison to

one variable to another variable

TYPES

INCOME PRICE EIASTICITY
EIASTICITY OF DEMAND

* Change 1in demand due to
change in real income
* Positive — normal goods

* Negative — inferior goods

* Tells how a change in
price impacts demand

CROSS
EI.ASTICITY

PRICE EIASTICITY
OF SUPPLY

* Change 1in demand due to

change in price of other
goods

* +ve means close substitute

* Tells about sensitivity of
supply of product/service

due to change in its
market price
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