WELCOME BACK. This week, we will be looking at Price Elasticity of Demand. 

Firstly, let us define elasticity. 
ELASTICITY 
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Elasticity is defined as the responsiveness of demand or supply to changes in any factor which affects it. Simply put, elasticity looks at how the demand or supply of a good is going to change as factors which affect either demand or supply change. 

Price elasticity of demand looks at the responsiveness of quantity demanded to changes in the price of the good. In order to determine the elasticity of demand, an elasticity coefficient is used to say how responsive or unresponsive the demand is. There are two price elasticity coefficients, the first one is the Point Elasticity coefficient and the other is the Arc elasticity coefficient. (PEd) 

Now generally speaking, when you are asked to work out the elasticity coefficient, it is the Arc Elasticity coefficient that you are required to use. 

Now, when you go to the doctor and he/she takes your temperature the thermometer tells you something, whether your temperature is too high or too low. In the same way, the elasticity coefficient tells us something about the demand for the good in question. 

Using the table at left, we are going to work out some elasticity coefficients using the Arc Elasticity formula. 

From Point A to B, the Change in Quantity demanded (Qd) is ​3, while the change in price is 2. The percentage change in Qd is ​23% and the percentage change in price is 100%. Therefore, the elasticity for A to B is ​23% ÷ 100 %; this is ​0.23. 

From Point B to C, the Change in Quantity demanded (Qd) is ​4 while the change in price is 2. The percentage change in Qd is ​20%, while the percentage change in price is 50%. Therefore, the elasticity for A to B is ​20% ÷ 50%; this is ​0.4. 

From Point D to E, the Change in Quantity demanded (Qd) is ​4, while the change in price is 2. The percentage change in Qd is ​66%, while the percentage change in price is 25%. Therefore, the elasticity for A to B is ​66% ÷ 25 %; this is ​2.64. 

Now, there are a number of things that must be observed. Firstly, note that the price elasticity coefficient was a negative figure, this so due to the inverse or negative relationship between price and quantity demanded (remember the law of demand?) As a result, in many instances the negative figure is omitted as there is an understanding that there is a negative relationship between the price of the good and the quantity demanded. 

Now, when the elasticity coefficient is equal to 0​, this means that the demand for the good is perfectly inelastic. Perfectly inelastic means that demand is not at all responsive to a change in the price of the good. Therefore, as the price of the good increases or decreases then the quantity demanded will remain the same. 

When the elasticity coefficient is equal to infinity, this means that the demand for the good is perfectly elastic. Perfectly elastic means that demand is extremely responsive to a change in the price of the good. Therefore, if the price of a good is increased by one per cent, then demand will fall to zero. 

When the elasticity coefficient is equal to 1, this means unitary elasticity. Unitary elasticity means that the percentage change in price will lead to the same percentage change in quantity demanded. Therefore if there is a 15% increase in price, there will be a 15% decrease in quantity demanded. Perfectly inelastic, perfectly elastic and unitary elasticity are the extremes. There are no goods that will display these characteristics. There are goods that will come very close to one of these categories, but no one good will look like these. We are concerned with the good that fall 'in between'. 

When the 1> PEd > 0 (PEd is greater than 0 but less than 1), this means that the demand for the good is inelastic. This means that quantity demanded is not very responsive to a change in the price of the good. Goods that are classified as Inelastic are goods that are necessities. When someone needs a good, even if the price of the good increases the individual will have no choice but to purchase the good. The individual may buy a little less of the good, but it will be just that ​ a little less. 

When the infinity> PEd > 1 (when the PEd is lees than infinity but greater than 1), the good is said to be elastic. This means that the demand for the good is highly responsive to a change in the price of the good. Goods that are elastic in nature, tend to be luxury goods. Air Jamaica and American Airlines are now having sales on tickets. A ticket to Miami to travel during December this year to early next year, will cost about US$329 inclusive of taxes, the regular cost for such a ticket is about US$400, and this represents a decrease in price of 17%. However, there will be a more than 17% increase in quantity demanded for these tickets. Such goods are highly responsive to a change in the price of the good. 

Next week, we will look at the diagrams that represent various types of elasticity and the response of producers when they realise the elasticity of demand for their products. See you later. 

