Notes #5

Elasticity Notes

Elasticity of demand is a measure of how responsive buyers are to price changes. The formula for elasticity is:

% change in quantity demanded 
% change in price

The small Greek letter epsilon is used as a shorthand version for “elasticity.”

In my class you will not be required to do elasticity calculations, but you can see that it is simple math. In any case, your answer will always be a negative number when you calculate DEMAND elasticity. Why? Remember, the law of demand states as price goes up, quantity demanded goes down and vice versa. We say that P and Q have an INVERSE or NEGATIVE relationship. For you math types, the demand curve has a NEGATIVE slope. Therefore, when you do DEMAND elasticity calculations, your answer will be negative. HOWEVER, we typically ignore the minus sign. So, what you need to focus on is the actual number. This is simple to remember because the reference number is 1. You will come up with three possibilities:

1. The answer is less than 1.00—we call this inelastic

2. The answer equals 1.00—we call this unit elastic

3. The answer is greater than 1.00—we call this elastic

Remember, don’t think “Oh, - 1 is less than 1.” NO! Remember, there just focus on the numerical digits!

If you do end up taking an intermediate micro course, you will be expected to perform the calculations. Just remember that in the formula we are measuring PERCENTAGE changes. If you do not know how to calculate percentage changes, it’s pretty simple. Just remember my little trick: 

Today-Yesterday

Yesterday

In words, “Today minus Yesterday divided by Yesterday.” The words “today” and “yesterday” are not literal. It just means some time now compared to some time in the past. For example, if you could bench press 200 lbs for your one rep maximum one year ago and now you can bench press 300lbs., obviously you can lift 100 lbs. more. 
However, if you wanted to know the PERCENTAGE increase, you would use my formula:

300-200

200

which gives

100

200

which equals ½ or .5 or 50%

Therefore, you can lift 50% more today than last year

The graph of the demand curve can be what is called perfectly inelastic, inelastic, elastic, or perfectly inelastic. The graphs look like: IN CLASS
It is also easier to remember how to interpret the picture if you think of the Q axis as a rubber band. If the rubber band stretches a lot (more than the P axis) then it is elastic. If the rubber band stretches a little (or not at all) compared to the P axis then it is inelastic.

So, if the percentage change in quantity demanded is greater than the percentage change in price, then it is elastic. If the percentage change in quantity demanded is less than the percentage change in price, then it is Inelastic. Remember, there are two ways of saying the same thing. For example, “Ninos  is shorter than Shaquille O’Neal” is the same thing as “Shaquille O’Neal is taller than Ninos.” So, I can say the first part of the paragraph as “The percentage change in price is less than the percentage change in quantity demanded” to mean elastic and “The percentage change in price is greater than the percentage change in quantity demanded” to mean inelastic. 

Remember, that in class I use the Greek capital letter Delta (triangle) as shorthand for “change in.”

Okay, so now that this boring technical stuff is done, you might be asking so what? Why is this important? Well, elasticity (just like the rest of what you have learned in Econ) affects you everyday (or almost everyday). Elasticity is used to explain why high school students and fraternity guys are willing to spend a lot on tuxedos and flowers during prom and formal time. It can explain why some people pay more for a plane ticket or why some people pay less for a movie ticket. Do you only buy clothes when there is a sale? 
In class, I will give you more examples. 

What are the factors that affect elasticity? Oh yeah, like I stated before, there are two ways of saying the same thing. So, when I say “More elastic” that is the same as “Less Inelastic,” and when I say “More inelastic” that is the same as “Less elastic.” Anyway, the factors that affect elasticity (and, hence, the shape of the demand curve) are:

1. Number of substitutes: the more substitutes you have for the thing you are considering to buy, the more flexibility you have. Therefore, the more elastic your demand is for that good. For example, let’s look at two items: “Food” and “Subway sandwich.” Which is has a higher elasticity of demand (in other words, which one is more elastic?) Remember, “higher” just means a bigger number and remember the bigger the number is compared to 1.00 the more elastic. Just do not forget we are NOT considering the negative sign!!!! In other words, do not think 1 and -1 are different. 1 is -1!!!!!  So, what’s the answer? Well, ask yourself which one has more substitutes? The obvious answer is Subway sandwich. After all, you do not need a Subway sandwich as your food source. You can eat tons of other stuff. However, there really isn’t a substitute for “Food.” Therefore, your demand for Subway is more elastic and your demand for food is more Inelastic. What about “Car” versus “Ferrari”? 

This first category also applies to things you consider NECESSITIES. When you say, “I have to have that Gucci purse” or “I have to have that 2006 Hummer” you are saying your demand is inelastic. Assuming you have the money, the price will not affect you too much---in other words, you won’t be that sensitive. 

Or consider this: guys, if you say, “I would do anything to date XXXX, or ladies if you say, “I would do anything to date XXXX”, then you are in effect saying your demand for them is inelastic. The “price” of dating them can be monetary or emotional—you will not be sensitive (or you will be insensitive) to it. So, if you know Megan Fox (assuming this is the girl you thought of guys) loves the very expensive Dolce Italian restaurant, you will not let the price affect you like it would normally (again, I am assuming you can pay for it).  

2. Share of Budget: If the item you are purchasing takes a big chunk out of your budget, then you will be more sensitive about the price. If the price goes up, you will buy “a lot” less; if the price goes down, you will buy “a lot” more. Remember, a lot refers to how does Q change in comparison to P. So, let’s say we are looking at my shopping cart at Harris Teeter’s. About 50% of my food bill consists of meat (chicken, turkey, beef, and some fish). About 1% of the bill is salt. So, if the price of my little can of Morton’s salt goes up by 100%, big deal. Salt is so cheap anyway, that even a 100% price hike might mean a dollar or two. Therefore, I am NOT really sensitive to price changes of salt—meaning, my demand for salt is inelastic. Obviously, since meat is a big chunk of my bill, I do care about the price. So, if meat becomes cheaper, I will buy more (and maybe freeze the extra meat). If it becomes more expensive, I am screwed or I might buy vegetarian substitutes for protein. So, my demand for meat is elastic.

When we graduate from GMU, we might be in the market for a new car. I will assume that for both you and me, a car will be a big part of our budget. However, for Bill Gates, that same car will be a very (VERY, VERY) small part of his budget. Therefore, OUR demand will be more elastic (sensitive, flexible).
3. Time for adjustment: Simply, the more time you have, the more flexible you are. The more flexible, the more elastic. So, if you find out about something a day before, you would be willing to pay a higher price then if you had one year in advance. 
ELASTICITY AND FRIENDS
WHY ANDREA BOCCELLI TICKETS ARE MORE EXPENSIVE THAN HANNAH MONTANA OR DAUGHTRY?
TOTAL REVENUE TEST (IN CLASS)
TR = Price x Quantity

Revenue is just the amount of money a business brings in.
---------------------------------------------------------------------------------------------------------

That concludes elasticity of demand. However, there is also elasticity of supply. This basically measures how sensitive sellers are to price changes. The graphical analysis is the same and the factor that affects elasticity of supply is TIME. The longer the time allowed for adjustment, the more firms are able to figure out ways to increase or decrease production in an industry. And the longer the time allowed for adjustment, the more resources can flow into or out of an industry through expansion or contraction of existing firms. FORREST GUMP AND SHRIMPING BUSINESS
The formula and numerical interpretations are the same except instead of “quantity demanded” substitute “quantity supplied.” If you do get a perfectly INelastic supply curve, that basically means supply is FIXED. 

