Chapter 5:  Elasticity and Its Application
1. The Elasticity of Demand

a. Elasticity is a measure of the responsiveness of quantity demanded or quantity supplied to one of its determinants.

b. The Price of demand and It’s Determinants

i. The law of demand states that a fall in the price of a good raises the quantity demanded.

ii. The price elasticity of demand measures 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.

iii. Elasticity reflects the many economic, social, and psychological forces that shape consumer tastes.

iv. Goods with close substitutes tend to have more elastic demand because it is easier for consumers to switch from that good to others.

v. Necessities tend to have inelastic demands, whereas luxuries have elastic demands.
vi. The elasticity of demand in any market depends on how we draw the boundaries of the market.

1. Narrowly defined markets tend to have more elastic demand than broadly defined markets, because it is easier to find close substitutes for narrowly defined goods.

vii. Goods tend to have more elastic demand over longer time horizons.

c. Computing the Price Elasticity of Demand

i. Price elasticity of demand = % change in quantity demanded/% change in price
d. The Midpoint Method:  A Better Way to Calculate Percentage Changes and Elasticities

e. The Variety of Demand Curves

i. Economists classify demand curves according to their elasticity.
ii. Demand is elastic when the elasticity is greater than 1, so that quantity moves proportionately more than the price.

iii. Demand is inelastic when the elasticity is less than 1, so that quantity moves proportionately less than the price.

iv. If the elasticity is exactly 1, so that quantity moves the same amount proportionately as price, demand is said to have unit elasticity.

v. In the extreme case of zero elasticity, demand is perfectly inelastic, and the demand curve is vertical.

vi. At the opposite extreme, demand is perfectly elastic.

1. This occurs as the price elasticity of demand approaches infinity and the demand curve becomes horizontal.

f. Total Revenue and the Price Elasticity of Demand

i. Total revenue is the amount paid by buyers and received by sellers of a good, computed as the price of the good times the quantity sold.

1. When demand is inelastic (a price elasticity less than 1), price and total revenue move in the same direction.
2.  When demand is elastic (a price elasticity greater than 1), price and total revenue move in opposite directions.

3. If demand is unit elastic (a price elasticity exactly equal to 1), total revenue remains constant when the price changes.

g. Elasticity and Total Revenue along a Linear Demand Curve

h. Other Demand Elasticities

i. The income elasticity of demand is a 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.

ii. Income elasticity of demand=% change in quantity demanded/% change in income.

iii. The cross-price elasticity of demand is a 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 the percentage change in the price of the second good.

iv. Cross-price elasticity of demand=% ∆ quantity demanded of good 1/% ∆ the price of good 2.

2. The Elasticity of Supply

a. The Price Elasticity of Supply and Its Determinants

i. The law of supply states that higher prices raise the quantity supplied.

ii. The price elasticity of supply measures 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.

1. Supply of a good is said to be elastic if the quantity supplied responds substantially to changes in the price.

2. Supply is said to be inelastic if the quantity supplied responds only slightly to changes in the price.

iii. The price elasticity of supply depends on the flexibility of sellers to change the amount of the good they produce.

iv. In most markets, a key determinant of the price elasticity of supply is the time period being considered.

b. Computing the Price Elasticity of Supply

i. Price elasticity of supply=% ∆ quantity supplied/% ∆ price.

c. The Variety of Supply Curves

i. Because the price elasticity of supply measures the responsiveness of quantity supplied to the price, it is reflected in the appearance of the supply curve.

ii. In the extreme case of a zero elasticity, supply is perfectly inelastic and the supply curve is vertical.

iii. At the opposite extreme, supply is perfectly elastic.

1. This occurs as the price elasticity of supply approaches infinity and the supply curve becomes horizontal.

