Describing Supply and Demand: Elasticities

(14 The master economist must understand
symbols and speak in words. He must
contemplate the particular in terms of the
general, and touch abstract and concrete in
the same flight of thought. & ¢

—J. M. Keynes

In ”l)!4 ﬂrmx mumkeci the price of the antibiotic tetra-
cycline from $0.03 to $2.36 a tablet. That's a 67-fold
increasel! lev did it because they felt that the quantity
- demanded of “lelmu.ulme wis not hluh}y mxpunsne to
price, ‘which meant that the increase in price would not
significantly decrense the guantity demanded or, in cco-

nomic lurmmnlug}, that the demand Tor the antibiotic was
highly price inelastic. |
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After reading this chapter,
you should be able to

LO64 Use efasticily to describe the
responsiveness of quantities
to changes in price and
distinguish five elasticity terms.

LO6-2 Explain the importance of
substitution in determining
elasticity of supply and demand.

LO6-3 Relate price elasticity of
demand to total revenue.

LO6-4 Define and calculate income
elasticity and cross-price
elasticity of demand.

LO6-5 Explain how the concept of
elasticity makes supply and
demand analysis more useful.
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As you can see, information about elasticity is extremely
important to firms in making their pricing decisions, and to
economists in their study of the economy. That's one reason

why grocery stores like shoppers to use their preferred-customer cards. These
cards provide the stores with data about shopper behavior such as how sensitive

shoppers are to price changes. Whenever a firm is thinking of changing its
prices, it has a strong interest in elasticity.

Price Elasticity

The most commonly used elasticity concept is price elasticity of demand and
supply. Price elasticity of demand is the percentage change in quantity
demanded divided by the percentage change in price:
Percentage change in gquantity demanded

Percentage change in price

D

Price elasticity of supply is the per

ventage change in quantity supplied divided
by the percentage change in price:

Percentage change in quantity supplied
Percentage change in price
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Let's consider some numerical examples. Say the price of a good rises by
10 percent and. in response. quantity demanded falls by 20 percent. The price
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