 Elasticity
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Elasticity = responsiveness to changes in price on quantity demanded and supplied.
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What implications do these graphs have regarding supply and demand?

For Example: Firms care about elasticity because it has implications on their total revenue.

Elasticity Formula(s) – Use absolute value (ignore the negative)
If  E (demand)> 1, then demand is elastic


If  E (demand)= 1, then demand is unit elastic


If  E (demand)< 1, then demand is inelastic

E (demand)=  % change in quantity demanded of product X


% change in price of product X

% change in quantity demanded = Change in Quantity Demanded X 100

                                                           Initial Quantity Demanded
% change in price = Change in Price x 100

                                    Initial Price
Midpoint Method


% change in X =          Change in X        X 100



    Average Value of X 


Average value of X =  Starting value of X + Final Value of X   X 100

  





         2

If are starting points come from a demand curve then use the following formula








  Q2- Q1






           ( Q1 + Q2)/2
 


Price Elasticity of Demand=     P2-P1







            (P1 +P2)/2

Determinants of Elasticity of Demand
1. Availability of Substitute Goods

2. Proportion of Income

3. Necessity v. Luxury

4. Time- as time elapses elasticity increases (short and long run)

Income Elasticity of Demand relates to the responsiveness of consumer demand to changes in their income.






% change in quantity demanded






% change in consumer income
Cross Price Elasticity of Demand- the percentage change in the quantity demanded of one product in response to the percentage change in the price of a second product.  If this ratio produces a positive sign, the two products are substitute goods.  If this ratio produces a negative sign, then the two products are complements.






% change in quantity demanded of product Y






% change in price of product X

Elasticity of Supply
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Problem: There is only one rare coin in existence.  Which type of supply is this?

If numerical coefficient of price elasticity of supply >1, supply is elastic

If numerical coefficient of price elasticity of supply <1, supply is inelastic

If numerical coefficient of price elasticity = 1, supply is unit elastic

*Use the same formulas as the price elasticity of demand

Real World Applications
When should the government institute excise taxes?
When would it be wise for a firm to pass the tax burden to the consumer?

Why can bumper crops hurt farmers?

Why do people collect stamps, coins, autographed baseball cards?
Former AP Questions

Which of the following must be true if the revenues of corn farmers increases when the price of corn increases?

a. The supply of corn is price elastic.

b. The supply of corn is income elastic.

c. The supply of corn is income elastic.

d. The demand for corn is price elastic.

e. The demand for corn is price inelastic.

Two alleviate a financial crisis, a university increases student fees.  This action will increase university revenues if the price elasticity for university education is

a. inelastic

b. unit elastic

c. elastic

d. equal to the price elasticity of supply

e. equal to one

Perfectly Inelastic





Perfectly Elastic





Inelastic





Elastic











