Chapter 5 :: (Missed Lecuture...Notes From Slides)
-Elasticity measures the degree to w/h one variable responds to changes in another variable
-Economic Def’n of Elasticity – measure of how much buyers (and sellers) respond to changes in market conditions (price elasticity of demand, price elasticity of supply)
-Price Elasticity of Demand – Measures how much quantity demanded (Qd ) of a good responds to a change in the price of that good (P) : Equation = Price elasticity of demand = %age changed in Qd  / %age change in P
-Along a D curve, P and Q move in opposite directions (inverse relationship – as price increases, quantity decreases), which would make price elasticity negative : Drop minus sign and report all elasticity as absolute 
Eg//Ice Cream increases from $2.00 to $2.20, amount bought changes from 10 to 8 cones. 
E= Price Elasticity of Demand = %age change in Q(d) / %age change in P 
 =(10-8) / 10 / (2.00-2.20) /2 
 = 2/10 / -0.2/2
 =0.2 / -0.1
 =-(2)
· E > 1   =  elastic 
· E < 1   = inelastic 
· E = 1   unit elastic 
-Potentiel Problem – previous forumula : elasticity varies depending on whether price increases or decreases – Sol’n? Midpoint Method =
(Q2d-Q1d) / [(Q2d + Q1d) / 2]
      (P2-P1) / [(P2+P1)/2]
^LOOK @ BRACKETS – Only the addition is divided by 2
For Elastic Demand :: Quantity Demanded responds strongly to changes in price, price elasticity of demand is greater than one 
For Inelastic Demand :: Quantity Demanded does not respond strongly to changes in price, price of elasticity of demand is less than one
What determines Elasticity? Eg// Eggs VS Butter 
-Suppose prices of above rise each by 20% - For w/h good would you expect the demand to drop the most? Why? ... Butter has lots of close substitutes (eg// Margarine) so buyers can easily swap if price rises ... Eggs have no close substitutes, so consumers would prob. buy same / not much less eggs if prices rise – SO DEMAND FOR BUTTER WOULD PROBABLY DROP THE MOST – LESSON – MORE ELASTIC PRODUCT IF IT HAS SUBSTITUTES 
Another Eg// Blue Jeans VS Clothing – Suppose both rise by 20%, for w/h good would you expect demand to drop the most...why? Narrowly defined good such as blue jeans, there are many subs i.e. khakis, shorts – there are fewer substitutes avail. For broadly defined goods i.e. clothing ... (no subs) – SO DEMAND FOR BLUE JEANS WOULD PROBABLY DROP THE MOST – LESSON – THE BROADER THE CATEGORY OF PRODUCTS, THE LOWER THE ELASTICITY OF DEMAND
Another Eg// Insulin VS Caribbean Cruises – Prices rise by 20%, w/h good would you expect the demand to drop the most and why? To millions of diabetics, insulin is a necessity – A rise in price would cause little or no decrease in demand – A cruise is a lux...if price rises, ppl will forego it – DEMAND FOR CURISES WOULD PROBABLY DROP THE MOST 
Another Eg// - Gas in short run vs Gas in long run – Both prices rise by 20%, does demand drop more in the short run or long run and why? – Not much ppl can do in short run other than ride bikes, carpool, take bus. For long run, ppl can buy smaller cars, live closer to where they work – SO DEMAND FOR GASOLINE WOULD PROBABLY DROP MOST IN THE LONG RUN
What determines Demand Elasticity for a good? Generally, demand tends to be more elastic when it is “easier for the consumer to adjust” 
Economists classify demand curves according to their elasticity – the price elasticity of demand is closely related to the slope of the demand curve – RULES – Flatter the curve, bigger the elasticity, steeper the curve, the smaller the elasticity 
Perfectly Inelastic Demand, E=0, vertical line ; Inelastic Demand, E=<1, Unit Elastic Demand, E=1, Elastic Demand, E=>1, Perfectly Elastic Demand, E=Infinity, horizontal line
Elasticity of a Linear Demand Curve – Calculate Points Between (See Slide)
Total Revenue & Price Elasticity of Demand – Total Revenue = The amount paid by buyers and received by sellers of a good – TR = PxQ. How does TR vary w/price changing? The change depends on the elasticity of demand. TOTAL REVENUE INCREASES IF DEMAND IS INELASTIC ; TOTAL REVENUE DECREASES IF DEMAND IS ELASTIC
-Typically find quantity demanded responds more in the long run than it does in the short run
-Recall consumers usually buy more of a good when price is lower, when their incomes are higher, when prices of substitutes for the good are higher, when the prices of complements of the good are lower 
-Price elasticity of demand = measure of how much quantity demanded of a good responds to change in the price of that good, computer as %age change in quantity demanded divided by the %age change in price. 
-Law of demand states fall in the price of a good raises the quantity demanded 
-How willing a consumer is to move away from good if price rises 
-i) Goods with close subs tend to have more elastic demand b/c it is easier for consumers to swap 
-ii) Necessity VS Luxury – Lux tend to have elastic demand, Nec. tend to have inelastic demand 
-iii) Elasticity of demand in any market depends on how we draw boundaries of the market – narrowly defined markets tend to have more elastic demand than broadly defined markets b/c it is easier to find close subs for narrowly defined goods eg// food vs ice cream 
-iv) Time Horizon – Goods tend to have more elastic demand over longer time horizons 
-Recall if Price elasticity in demand = 2, the change in quantity demanded is proportionally twice as large as the change in price … a large price elasticity implies a greater responsiveness of quantity demanded to price
-An increase in price raises PxQ (total revenue) b/c the fall of Q is proportionality smaller than the rise in P
-Demand elastic, reduction in Q demanded is so great that it more than offsets the increase in P – that is, an increase in price reduces PxQ b/c the fall in Q is proportionality greater than the rise in P 
GENERAL RULE – WHEN DEMAND INELASTIC (price elasticity < 1) PRICE AND TOTL REVENUE MOVE IN SAME DIRECTION ; WHEN DEMAND IS ELASTIC (price elasticity > 1) PRICE AND TOTAL REVENUE MOVE IN OPPOSITE DIRECTIONS ; IF DEMAND UNIT ELASTIC (price elasticity =  1) TOTAL REVENUE REMAINS CONSTANT W/TOTAL PRICE CHANGE
-Some demand curves have elasticity that changes i.e. linear demand curve has constant slope (rise/run) – here is ratio of change in price rise to change in quantity run – even though a slope can be constant, elasticity not – (slope = ratio of changes, elasticity = ratio of % changes) 
-Income Elasticity of Demand – measure of how much the quantity demanded of a good responds to a change in consumers’ income, computed as &age change in quantity demanded divided by %age change in income 
-^Most goods are normal goods, higher income raises Q demanded, b/c Q Demanded and income move in same direction, nrml goods have +ve income elastics ; inferior goods, i.e. bus rides, higher income lowers the Q demanded. B/C Q demanded and income move in opposite directions, inferior goods have –ve income elasticties. 
-Necessities, tend to have small income elasticities ; LUX tend to have larger income elasticities b/c consumers feel they can do w/o these goods if income too low 
-Cross-Price Elasticity of Demand – measure of how much the Q demanded of one good responds to the change in price of another good – computed as %age change in Q Demanded for the first good / %age change change in price of the 2nd good 
-Whether cross-price elasticity is a +ve or –ve # depends on whether 2 goods are subs or complements (subs = +ve) … (comps = -ve) 
Elasticity of Supply
-Law of Supply states higher prices raise the Q supplied – price elasticity of supply measures how much the Q supplied responds to the changes in price 
-Supply of a good said to be elastic if the quantity supplied responds substantially to changes in the price – Supply said to be inelastic if the quantity supplied responds only slightly to changes in the price
-Price elasticity of supply depends on flexibility of sellers to change the amount of good they produce – I.e. beachfront land has an inelastic supply b/c it is almost impossible to produce more – books, cars, tvs, have elastic supplies b/c firms that produce them can run factories longer in response to a higher price 
-Supply more elastic in the long run than during the short run – over short period of time, firms cannot easily change factories to make more or less of a good – thus the quantity supplied is not very responsive to the price – over longer periods, firms can adjust-new firms can also enter the market and old firms shut down – thus, in long run, quantity supplied can respond substantially to price changes
Price Elasticity of supply = % change in q supplied / % change in price
If the Price elasticity of supply was 2,, quantity supplied moves proportionately twice as much as the price 
-PERFECTLY INELASTIC SUPPLY: A price increase leaves quantity supplied unchanged…vertical bar ; INELASTIC SUPPLY: Steep, Elasticity < 1 ; UNIT ELASTIC SUPPLY, Elasticity = 1 ; ELASTIC SUPPLY = Elasticity > 1 (flatter) ; PERFECTLY ELASTIC SUPPLY, Equals infinity…horizontal line 
-Because firms often have a max capacity for production, elasticity of supply may be very high @ low levels of quantity supplied and very low @ high levels of quantity supplied 
3 Applications of Supply, Demand, And Elasticity 
Can Good News For Farming Be Bad News For Farmers? – Wheat farmer-income solely on wheat, make land as productive as possible. Discovery states raising of 20% more wheat / hectare of land – are you better or worse off? – Recall we ask if demand / supply curve shifts, then w/h direction, then establish equilibrium changes. In this case, affects Supply curve, moves to right, demand curve remains same … price thus falls – not better off, as PxQ is lesser than before. Whether total revenue rises or falls depends on elasticity of demand … inelastic relatively (this is if all farmers use the hybrid) – PG 110
Why Did OPEC Fail To Keep Oil Price High? 1970s, members of OPEC increased cost of oil to increase their incomes – accomplished goal by reducing amount of oil they supplied … Short run, both supply and demand for oil inelastic – supply b/c the quantity of known oil reserves and the capacity for extraction cannot be changed quickly, demand b/c buying habits do not respond right away to changes in price : long run different – producers outside of OPEC respond to high prices by increasing oil exploration and by building new extraction capacity – consumers respond w/greater conservation – i.e. replacing cars – supply and demand more elastic … smaller increase in price. This analysis shows why OPEC succeeded in maintaining a high price for oil only in the short run – supply curve moves to left when OPEC agrees to limit production of oil – less profitable in the long run 
Does Drug Interdiction Increase Or Decrease Drug-Related Crime? Suppose gov’t increases # of officers devoted to war on drugs – what happens in market for illegal drugs? Fall of equilibrium quantity shows that drug interdiction does reduce drug use (less supply b/c arrested sellers, supply moves left)  What a/b drug related crime? Inelastic as drug addicts will pay anything. If demand inelastic, increase in price raises total revenue – raises price proportionality more than it reduces drug use…so, interdiction could increase drug-related crime – B/C of this, analysis of other mediums – policymakers might try to reduce the demand by pursuing a policy of drug education – demand curve shifts left, equilibrium price and quantity of demand fall – advocates of interdiction may argue this policy different in long run than short run b/c elasticity of demand may depend on the time horizon – probably inelastic in short run b/c higher prices don’t affect, but over long run, discourage use re: cost (high prices) w/youth and lessen addict population 
-If two goods are substitutes, then their cross-price elasticity is positive.
-If two goods are complements, then their cross price elasticity is negative. 
-Elasticity means responsiveness – changes in price or income. If consumer demand highly elastic, or responsive to price, sellers can raise total revenue by cutting price but if consumer demand inelastic, or non-responsive to price, cutting price won’t generate enough additional sales and total revenue will fall
-Elasticity not the same as slope as slope is constant along a straight-line demand curve but price elasticity of demand caries with the point on the curve i.e. slope is steepness which does not change along straight lined demand curve, but elasticity is the ratio of the relative changes in quantity and price, w/h depends on the starting pt. 
-A normal good has an income elasticity greater than zero
-The major problem w/agriculture is inelastic demand so that increased supply lowers total revenues
