 Vocabulary Definitions and Problems on Price Elasticity  Demand  Fall 2010
Assume the straight line demand equation Qd = + 400 - 20P
Def: Marginal revenue is defined at the change in revenue from selling an extra unit of output. 

    by lowering the price (if the producer’s demand curve is downward sloping). 

       MR=(TR/ (Q  which in turn equals:  (TR = (Q*P + (P*Q, but remember for a price cut that (P is negative.
        Calculating the change in total revenue   where total revenue TR = PxQ.

        It depends on the marginal revenue from selling and extra unit through price cuts. 

    MR =         P1xΔQ   +    ΔPxQo     where o =  orignal quantity and 1 equals the new price or quantity.

                     Gain from      Loss from                  but remember for a price cut that (P is negative. 


         added sales     price cut        

1. What is the arc or mid-point elasticity of demand equation as 
       defined in the book. 

Def:.  The point elasticity of demand = Ep= (Q/(P*P/Q)  where (Q/(P is 
the coefficent of the demand curve in front of the P which shows the 
change in Q for a change in P is equal to (Q/(P.  The different Ps and 
Qs you get by substituting in a P and finding the Q.  Note at Q = 0, 
TR=0 and when P=0, TR=0
 2,  For the demand equation Qd = + 400 - 20P, show the relationship between price elasticity of demand, total revenue and marginal revenue on a straight line demand curve.  Show on graph to right. Pick the correct marginal revenue curve______. Sketch the TR curve with the 2 correct TR = 0 points and TR is at a maximum.  What is the maximum TR. Hint: TR = QP and is at a maximum when MR = 0 .

3   Calculate the elasticity of demand using the above equation if


Price = 20  (show work)

What would happen to total revenue if price were cut to 19.


What is the marginal revenue by sell more through a price cut (see below)


Are these results expected with your calculation of elasticity for P = 20 

Price = 10  (show work)


What would happen to total revenue if price were cut to 9.


What is the marginal revenue by sell more through a price cut  =>  see below

.

What would happen to total revenue if price were raised to 11.


Do these results agree with your calculation of elasticity for P = 10. 

Price = 5  (show work)


What would happen to total revenue if price were cut to 4.


What is the marginal revenue by selling more through a price cut.


Are these results expected with your calculation of elasticity for P = 5 




4. If taxicab commission raises taxi cab fares by 10%, but revenues only go up by 5%, this means that the elasticity of demand was:

a. Elastic   b. Inelastic   c. Unitary elastic  d. Infinitely elastic.   e. Not enough information to tell.
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