
Q13.1 Friberg: Managing risk and uncertainty.

1 a) Linear demand
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if cost increases from 2 to 3 price increases by 0:5 and
if cost increases from 3 to 4 price likewise increases by
0:5: Thus pass-through equals 0:5 but is less than 0:5 in
elasticity terms.

2 b) Constant elastic demand

Note that an omission in the question might invite con-
fusion. In keeping with much of economics we are not
very clear on whether we consider the elasticity of de-
mand (negative) or its absolute value (positive). In this
question " > 1 whereas we also used " to denote the



elasticity of demand in the general case in equation 13.1.
In that equation " is negative.
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so pass-through is given by
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The pass-through elasticity equals 1 also for c = 4: That
the pass-through elasticity equals unity is a general re-
sult for a �rm that faces a given constant-elastic demand
function. When cost increase by one unit (from 2 to 3 or
3 to 4) price increases by "

("�1) > 1:Thus pass-through
is greater than 1 but equal to 1 in elasticity terms.


