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Lesson 3 Elasticity of Demand


Elasticity Defined
Economists use the term elasticity of demand to describe the way people respond to price changes. If you keep buying despite a price increase, your demand is inelastic. If you buy a lot less after a small price increase, your demand is elastic. Demand tends to be inelastic for goods that have few substitutes, like medicines, or for goods that are considered essential, like milk. Demand is often elastic for luxury items.

Economists use a mathematical formula to measure elasticity of demand. They take the percentage change in the quantity of the good demanded, and then divide by the percentage change in the price of the good. This formula calculates the ratio of change in demand to the change in price. If there is less than a one-to-one ratio of change in demand to change in price, demand is inelastic. If there is a greater than one-to-one ratio, demand is elastic.
Reading Check How do economists calculate elasticity?



Factors Affecting Elasticity
Several different factors can affect a person’s elasticity of demand for a specific good. First, if there are few substitutes for a good, you might still buy it. This is the case even if the price goes up. Your demand for that good is inelastic. Examples include concert tickets or medicine. On the other hand, if there is a wide choice of substitute goods, the demand is elastic. 
A second factor in determining a good’s elasticity of demand is how much of your budget you spend on the good. The higher the increase in price of that good, such as clothing, the more you will have to adjust your purchases. The demand for that good will be elastic. But demand for a good that accounts for only a small part of your budget would be inelastic.
The third factor in determining a good’s elasticity varies from person to person. It is whether a person considers a good to be a necessity or luxury. People will always buy necessities, such as food, despite increases in price. This makes the demand for necessities inelastic. But consumers can easily reduce their purchase of luxury goods, such as diamonds. So this demand is elastic.
Lastly, the passage of time often increases elasticity in demand. This is because if prices increase, consumers need time to find suitable substitutes. While the demand is inelastic in the short term, it can become more elastic over time.
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Reading Check Why does demand generally become more elastic over time?



How Elasticity Affects Revenue
Elasticity is an important tool for business owners. It helps them determine how a change in prices will affect their business’s total revenue. Total revenue is the amount of money the company receives by selling its goods. If a business faces elastic demand for its good or service, then raising prices will result in a sharp drop in demand. This may decrease total revenue. However, when a good has an inelastic demand, a business might be able to increase prices and sell the same quantity of its good or service. In that case, the business would enjoy an increase in total revenue.
Reading Check Why does a firm need to know whether demand for its products is elastic or inelastic?



✓ LESSON CHECK What factors affect elasticity of demand?
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FACTORS AFFECTING
ELASTICITY AFTER A



PRICE INCREASE



Necessity or Luxury?
Demand for necessities
is inelastic, and demand



for luxuries is elastic.



Availability of Substitutes
More substitutes



available usually means
more elasticity.



Relative Importance
to Budget



The greater the impact
on the budget, the more



elastic the demand.



Passage of Time
The passage of time



often increases elasticity
in demand.











