
Income and Cross Elasticities 

 

Income Elasticity of Demand-> 𝒀𝑬𝑫 =
%∆𝑸𝒅

%∆𝒀
 

Inferior Good 

↓ 𝑌 = ↑ 𝑄𝑑 𝑜𝑟 ↑ 𝑌 = ↓ 𝑄𝑑 

YED = occasionally –ve                              

(Y and D move in opposite directions) 

 

Normal Good 

↑ 𝑌 = ↑ 𝑄𝑑 

YED= mostly +ve                                   

(Y and D move in the same direction) 

 

 

Cross Elasticity of Demand -> 𝑿𝑬𝑫 =
%∆𝑸𝒅𝒃

%∆𝑷𝒂  

 Value of XED Example (in words) show P good a 

example 

Qd good b 

example 

Substitute goods 

↑ 𝑃𝑎 =↑ 𝑄𝑑𝑏 

XED= +ve In competitive 

demand e.g. a rise 

in price of coffee 

may lead to 

↑demand for tea. 

 
 

Complementary 

goods 

↓ 𝑃𝑎 = ↑ 𝑄𝑑𝑏 𝑜𝑟 

↑ 𝑃𝑎 = ↓ 𝑄𝑑𝑏 

XED= -ve In joint demand, 

tend to be 

consumed together 

e.g. fall in price of 

tennis rackets may 
  



cause ↑demand for 

tennis balls. 

𝑋𝐸𝐷 = 0 =goods are unrelated  𝑋𝐸𝐷 > 1 = good complimetary or substitute 

goods 

 

What determines the Supply of a good or service in a market? 

Supply refers to the quantity of goods or services that firms are willing to sell over a given period 

of time.                                                                               

 The curve slopes upwards for two reasons; 

1. As the price rises it encourages firms to supply more of a good to make more profit 

2. As firms raise output in the Short run, they face raising production costs. To cover the 

rising costs firms need to be able to charge higher prices to consumers. Higher prices can 

enable marginal firms to enter a market 

Movement along the supply curve   

 

 

 

 

 

                               

 

 

 

 

 

 

 



 

There is movement along a supply curve for a good only when there is a change in its price. A 

rise in price causes an EXTENSION while a fall in price causes a CONTRACTION in supply. 

 

     Shifts in the supply curve 

 

 

 

 

 

 

 

 

 

 

 

 

An increase in supply refers to the whole supply curve shifting outwards to the right at every 

price level (S2). A decrease in supply refers to the whole supply curve shifting inwards to the left 

at every level (S1) 

 

 

 

 

 

 



There are various factors that can shift the supply curve of a good e.g. the supply of oil could 

increase due to; 

1. Improvements in technology e.g. extraction of oil from more difficult places (under the 

sea bed in deeper water) 

2. A reduction in labour costs e.g. lower wages for oil platform and oil refinery workers 

3. A reduction in capital costs e.g. oil platforms, pipelines and refineries 

4. A reduction in transport costs e.g. an ↑ in the size  

5. Discovery of new oil fields e.g. in the Falklands and Uganda 

6. ↑ in the number of new firms in the industry  

7. A decrease in the market influences of OPEC (Organisation of Petroleum Exporting 

Countries), a producer cartel (may occur if individual member states decide to produce 

more than the agreed oil quotas.) 

8. Good weather making it easier to extract oil from Alaska or under the sea bed  

9. A reduction in indirect taxation on oil 

10. ↑in government subsidies to oil producers 

Price elasticity of Supply ->
%∆𝑸𝒔

%∆𝑷
 

 Supply Curve Value of 

PES 

What effect does a change in price 

have?  

Perfectly Elastic 

 

PES = ∞ Any change in price has a total 

change in the quantity supplied. 

Elastic 

 

PES=> 1   %∆ Qs > % ∆ P (of the good). 

Unitary Elastic 

 

PES=1 %∆ Qs = % ∆ P 



Inelastic 

 

PES = < 1 %∆ Qs < % ∆ P 

Perfectly Inelastic 

 

PES= 0 A change in price has no effect on 

the quantity supplied. 

 

Determinants of PES: 

1. Level of Spare capacity – high level of spare capacity in firm means that is can raise 

production levels quickly, a firm working at full capacity is unable to raise output 

quickly. 

2. The state of the Economy – In a recession many unemployed resources enables a high 

level of spare capacity, firms find it relatively easy to raise supply if needed. 

3. Level of stocks of finished goods in a firm – high level of stock = firm can ↑ supply 

quickly e.g. US motor vehicle manufacturers often have stockpiles of cars waiting to sell. 

A firm/industry operating with low stocks is unable to raise output quickly e.g. a firm 

making designer wedding dresses. 

4. Perishability of a product – Some goods cannot be stockpiled e.g. agricultural goods such 

as fresh fruit, vegetables and flowers are highly perishable. Manufactured goods tend to 

be non-perishable and can be stockpiled by firms in order to meet anticipated increases in 

demand e.g. freezers, fridges and washing machines. 

5. The ease of entry into an industry – high entry barriers to an industry = difficult for new 

firms to enter even with the attraction of high prices and profits. Sometimes existing 

producers deliberately create entry barriers to restrict supply. 

6. The time period under consideration – Short run is the period of time which a firm is able 

to ↑ supply with it’s existing capacity, at least one factor is going to be fixed in quantity 

which makes it difficult for firms to raise production. ~Long run is the period of time in 

which firms are able to ↑ supply by adding to its production capacity, all factors have 

variable inputs, making it easier for firms to raise production. 

 

 



Elastic Supply = Long Run Inelastic Supply = Short Run 

More capital goods spare Lack of skilled labour 

Spare land and resources Working at full capacity  

Raw materials available No stock of finished goods available 

(especially in agriculture) 

Stock available Time lag in getting the raw materials and 

capital goods required 

COULD BE INELASTIC- Find land or gain permission 

Lack of stock  COULD BE ELASTIC- 

No permission for land  Stock available 

No raw materials Capital goods spare 

Perishable goods (especially agricultural 

goods) 

 

 

What determines the price of a good or service in a market? 

Determination of market equilibrium 

 

 

 

 

 

 

 

 

 

 



Equilibrium means that there is a balance in the market with no tendency for price or output to 

change. The equilibrium price and quantity of a good are obtained from the point of intersection 

between demand and supply. E.g. the equilibrium price is £12.                                                                                                               

It is a freely competitive market, the equilibrium demand = Supply will be reached. 

 

 

 

 

 

 

 

 

 

 

If the Price was £20 there would be an excess supply of 800 so the price would fall (↓ 𝑆 ↑ 𝐷) 

until dequiless (D=S), vice versa. At dequiless (D=S) there is no incentive for the price to 

change. 

Consumer and Producer surplus 

  

Consumer Surplus is the difference between the price that consumers are willing to pay and the 

price consumers actually pay.                                                                                                                                                                   

It is measured by the area below the demand curve and above the price line. 

 

 

 

 

 

Price Quantity 

demanded per 

week 

Quantity supply 

per week 

£20 200 1000 

£16 400 800 

£12 600 600 

£8 800 400 

£4 1000 200 



Producer Surplus is the difference between the price that firms are willing to sell at and the price 

they actually sell at.   It is measured by the area above the supply curve but below the price line. 

 

 

 

 

 

 

 

 

Functions of the price mechanism – refers to the way price responds to changes in demand or 

supply for a product or factor input, so that a new equilibrium position is reached in the market. 

It is the principle method of allocation resources in a market economy. The price mechanism has 

several functions; 

o A rationing device – resources are scarce, which means that the goods and services 

produced from them are limited in supply. The price mechanism allocates these goods 

and services to those who are willing to pay the most for them. In effect, the price will 

rise and fall until equilibrium is reached between the quantity demand (Qd) and the 

quantity supplied (Qs). 

o An Incentive device – rising prices tend to act as an incentive to firms to produce more of 

a good or service since higher profits can be earned but also firms are able to cover the 

extra costs involved with increasing output. 

o A signalling device – The price mechanism indicates changes in the conditions of 

demand or supply e.g. an increase in demand for a good or service raises its price and 

encourages firms to expand their supply, while a decrease in demand lowers the price, 

causing firms to contract their supply w. Consequently more or fewer resources are 

allocated to the production of a particular good or service.  

Any of the factors which may shift demand or supply curves will lead to a change in price of a 

good or service.  

 

 

 



How might the change in a price of a good or service be explained? 

Price mechanism                                                                                                                                                                                                                     

Price is the exchange value of a good or service. The price mechanism refers to the way price 

responds to changes in demand or supply for a product or factor input so that a new equilibrium 

position is reached in a market. It is the principle method of allocating resources in a market 

economy. The price mechanism has several functions: 

1. A rationing device – Resources are scarce meaning that the goods and services produced 

from them are limited in supply. The price mechanism allocates these goods and services 

to those who are prepared to pay the most for them. In effect the price will rise or fall 

until equilibrium is reached between the Quantity Demanded (Qd) and the Quantity 

Supplied (Qs). 

2. An incentive device - rising prices tend to act as an incentive to firms to produce more of 

a good or service, since high profits can be earned. Rising prices also mean firms are able 

to cover the extra costs involved with increasing output. 

3. A signalling device – The price mechanism indicates changes in the conditions of 

demand and supply e.g. ↑demand for good or service raises its price and encourages firms 

to expand their supply while a decrease in demand lowers the price and causes firms to 

contract supply. Consequently more or fewer resources are allocated to the production of 

a good or service. 

Any of the factors may shift demand or supply curves will lead to a change in price of a good or 

service. 

 


