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ELASTICITIES OF DEMAND AND SUPPLY 
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Instruction

• This PowerPoint has your lesson notes from week 6 to 10 of Term 2.

• We have already discussed this topic in class

• Use the lesson notes on this PowerPoint to attempt Assignment 2, update your 
notes and revise.
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• calculate the price of elasticity of demand 

• explain the type of elasticity factors affecting the price elasticity of demand

• discuss cross elasticity of demand 

• explain Income elasticity of demand 

• explain price elasticity of supply 

• evaluate the factors affecting the price elasticity of supply 
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Go through the lesson and ensure that you are able to do the 
following:
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Calculation of Price Elasticity of Demand 
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What is elasticity of demand?

Elasticity of demand is the measure

of responsiveness of the quantity

demanded of a good to the changes

in variable that influences the

demand of a good. There are three

concepts or ideas that economists

have developed to measure the

elasticity of demand based on

changes in price of a good, price of

the related goods and consumer

income. © Copyright 2020 Port Moresby Grammar School Limited – All Rights Reserved                             
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These three concepts are;

a. Price elasticity of demand

b. Income elasticity of demand

c. Cross elasticity of demand 



What is Price Elasticity?

• Price elasticity of demand is the measure of responsiveness of the quantity 
demanded of a good caused by a change in its price.  

• Importance of price elasticity of demand It is very important for government 
and private suppliers to take into consideration price elasticity of demand 
for economic decision-making.  
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Relationship between Price Elasticity and the Demand for a Product 
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According to the law of demand, there is an inverse relationship between quantity demanded

of a good and its price. What this means is that, as price rises the quantity demanded will fall

and vice versa. But the degree of responsiveness may vary from one good to another.

Let’s take a look at one example; the responsiveness of demand for thumb pins to a change

in price of 10% is less than the responsiveness of demand for television to a 10% increase in

price. Thumb pins are inexpensive and absorb a small proportion of total consumer income;

thus there will be no significant effect on the quantity demanded if the price changes by 10%.

However, for the televisions they are expensive items and an increase in the price of 10%

would have an effect on the quantity demanded. The degree of responsiveness in the

quantity demanded of a good to a change in price will vary depending on the type of good.

Therefore, it is important to know how consumers respond to a change in the price of

different goods.
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Methods used in the Calculation of the Coefficient of Price Elasticity of Demand 

There are two methods of 
calculating the co-efficiency of 
price elasticity demand. They 
are; 

1. Arc elasticity method 

2. Total outlay method 

75/08/2020
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What is co-efficiency of demand? 

Co-efficiency of demand refers to the amount of the 

responsiveness of peoples demand to change in price. 



2. Arch Elasticity Formula:
= % change in quantity of goods demanded 

% change in price
= Q2 – Q1 ÷ P2 – P1

Q1              P1

1. Arc Elasticity

Arc method is a method for calculating the price elasticity of demand or supply
over a small section of a supply or demand curve. The arc elasticity formula is
often referred to as the mid-point formula.
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Demand Schedule for milk powder (200g packet) 

Price (K) Quantity demanded per 
(units) 

7 40

8 30

P1= K7 Q1=40 

P2= K8 Q2=30

= Q2 - Q1 ÷ P2 - P1 

Q2         P2 

= 30 – 40 ÷ 8 - 7 

40           7 

= 10 ÷ 1

40        7

=  1 × 7 7 1.75

4       1                 4

The elasticity of demand is elastic. 
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2. Total Outlay Method

• Total outlay method is a method used to calculate 
price elasticity of demand measuring changes to 
total outlay as price changes. 

• What is total outlay? Total outlay refers to the total 
amount of money spent on a particular good or 
service. This will be equal to the total revenue 
earned by all producers of that item. 
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Total outlay method formula: Price × Quantity
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• At the price of K4, the total outlay will be K128 (K4 × 32 goods).If the
price rises to K5 (an increase in prices of 25%) the quantity sold falls
from 32 to 30 goods (by less than 25%). Total outlay (K5 × 30 goods)
has risen to K150. Demand is inelastic.

• When the price increases from K5 to K6 outlay remains constant at
K150. The contraction in demand from 30 to 25 goods per week is
proportionately equal to the change in prices. Demand in unit elastic.

• At a price of K7 or more demand is elastic. The quantity of goods
demanded will change by a proportion that is larger than the change in
price. Total outlay will fall.

• The total outlay method can only be use used as an approximation to
determine whether demand will be elastic, unit elastic or inelastic.
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Types of Elasticity

• You have already learnt about how 
to calculate demand elasticity. You 
will now learn about the different 
types of price elasticity of demand. 
There are five types of price 
elasticities. 

• Depending on the coefficient, price 
elasticity of demand is classified as 
follows;
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1. Elastic Demand

The price elasticity of demand for a
good is elastic if the coefficient is
greater than 1 (E ˃1). That is the
percentage increase in demand for a
product is greater than the
percentage increase in price.
Usually, the demand for non-
essential goods, (normal goods) that
is, goods whose demand increases
as income increases have an elastic
demand

Demand elasticity can be illustrated 
using a demand schedule and demand 
curve.
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Price Quantity demanded (units) 

15t 500

20t 300
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• If the price of this good increased from 15t to 20t that is P0 to P1,
the number of goods demanded would fall from 500 to 300 which
are Q0 to Q1. That is, a change in price (33% increase) has
brought an even larger (66%) change in demand. When the
elasticity of demand is greater than 1 it is called elastic
demand.
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The End

NEXT LESSON
INELASTIC DEMAND
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