Economics Chapter 5 Notes: Elasticity
Elasticity of Demand:
· Elasticity: a measure of the responsiveness of quantity demanded or quantity supplied to one of its determinants
· Price Elasticity of Demand and It’s Determinants:
· Price elasticity of demand: measure of how much the quantity demanded of a good responds to a change in the price of that good, computed as the percentage change in quantity demanded divided by the percentage change in price
· Demand is elastic if the quantity demanded responds substantially to changes in the price, and it its inelastic if the quantity demanded responds only slightly to changes in price
· Measures how willing consumers are to move away from the good as its price rises
· Availability of Close Substitutes: 
· Goods with more substitutes are elastic, goods without are inelastic
· Necessities vs. Luxuries:
· Necessities have inelastic demand, while luxuries have an elastic demand
· Definition of the Market:
· Narrowly defined markets have more elastic demand, broad have inelastic
· Time Horizon:
· Goods tend to have an elastic demand over time, inelastic at the beginning
· Computing the Price Elasticity Of Demand:
· = Percentage change in quantity demanded/percentage change in price
· Take absolute value percentage, never negative
· Midpoint Method:
· = {(Q2-Q1)/[(Q2+Q1)/2]} / {(P2-P1)/[(P2+P1)/2]}
· Variety of Demand Curves:
· Demand is elastic when elasticity is greater than 1
· Demand is inelastic when elasticity is less than 1
· Demand has unit elasticity if the elasticity is equal to 1
· Demand is perfectly inelastic if the elasticity is equal to 0 (vertical)
· Demand is perfectly elastic if the elasticity is approaching infinity (horizontal)
· Flatter a demand curve that passes through a given point, the greater the price elasticity of demand
· Total Revenue and the Price Elasticity of Demand:
· Total revenue: amount paid by buyers and received by sellers of a good, computed as the price of the goods times the quantity sold (P x Q)
· If demand is inelastic, price increase causes an increase in total revenue
· If demand is elastic, price increase causes a decrease in total revenue
· When demand is inelastic, price and total revenue move in the same direction
· When demand is elastic, price and total revenue move in opposite directions
· If demand is unit elastic, total revenue remains constant when the price changes
· Elasticity and Total Revenue along a Linear Demand Curve:
· Elasticity of a linear demand curve isn’t constant
· Slope is the ratio of changes in two variables, elasticity if the ratio of percentage changes in two variables
· At points with a low price and high quantity, the demand curve in inelastic; at points with a high price and low quantity, the demand curve is elastic
· Other Demand Elasticities:
· Income Elasticity of Demand: measure of how much the quantity demanded of a good responds to a change in consumers’ income, computed as the percentage change in quantity demanded divided by the percentage change in income
· Normal Goods: higher income raises quantity demanded; normal goods have positive income elasticities
· Inferior Goods: higher income lowers quantity demanded; inferior goods have negative income elasticities
· Necessities tend to have small income elasticities, luxuries tend to have large income elasticities
· Cross-Price Elasticity of Demand: measure of how much the quantity demanded of one good responds to a change in the price of another good, computed as the percentage change in quantity demanded of the first good divided by percentage change in the price of the second good
· Substitutes have a positive cross-price elasticity
· Complements have a negative cross-price elasticity
Elasticity of Supply:
· The Price Elasticity of Supply and Its Determinants: 
· Price elasticity of supply: a measure of how much the quantity supplied of a good responds to a change in the price of that good, computed as the percentage change in quantity supplied divided by the percentage change in price
· Supply is elastic if the quantity supplied responds substantially to changes in price
· Supply is inelastic if the quantity supplied responds only slightly to changes in price
· Depends of the flexibility of sellers to change the amount of the good they produce
· Manufacturing goods have elastic supplies because firms can run factories longer in response to a higher price
· Key factor is the time period; over short periods quantity supplied isn’t responsive to price; over long periods of time quantity supplied can respond substantially to price change
· Computing the Price Elasticity of Supply:
· = percentage change in quantity supplied / percentage change in price
· Variety of Supply Curves:
· Supply is perfectly inelastic when elasticity is 0 (vertical)
· Supply is perfectly elastic when elasticity is approaching infinity (horizontal)
· Supply is unit elastic when elasticity equals 1
· Supply is elastic when elasticity is greater than 1 
· Supply is inelastic when elasticity is less than 1 (steep)
Three Applications of Supply, Demand, and Elasticity:
· Can Good News for Farming Be Bad News for Farmers:
· Whether total revenue rises or falls depends on the elasticity of demand
· Demand for basic foodstuffs such as wheat is usually inelastic (inexpensive, few substitutes)
· Certain farm programs restrict the amount of milk and eggs that farmers are allowed to produce because they can raise prices and gain more revenue; if all farmers do it together they are better off
· New technology can be bad for farmers, but good for consumers
· Why Did OPEC Fail to Keep the Price of Oil High?
· Supply and demand can behave differently in the short run and in the long run
· In the short run, both supply and demand for oil are inelastic 
· In the long run, both supply and demand for oil are elastic
· Does Drug Interdiction Increase or Decrease Drug-Related Crime?
· [bookmark: _GoBack]Increase it in the short run and decrease it in the long run
