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Principles of Microeconomics
Price Elasticity of Demand Exercises-Part II







1. Explain the difference between a perfectly elastic demand curve and a perfectly inelastic demand curve.  What does each curve look like? 






2. Describe how price elasticity of demand changes along a linear downward sloping demand curve.







3. What factors affect elasticity?






4. Suppose a firm lowers the price of a good.  What is the Good News?  What is the Bad News? 







5. Suppose a severe hurricane destroys oil refineries in Texas.  This results in 25% reduction in the production of gasoline.  Based on this information, answer the following questions:



A. What will happen to the supply curve for gasoline?






B. What will happen to the price of gasoline?






C. What will happen to the total revenue earned by oil companies from selling gasoline? (Hint:  guess at the price elasticity of demand for gasoline.)
























Answers




1 A perfectly inelastic demand curve is a vertical line.  It indicates that there will be no change at all in quantity when the price changes.  A perfectly elastic demand curve is a horizontal line.  It indicates that there will be an infinite change in quantity when price changes.
 
2 Price elasticity of demand will be unit elastic in the middle of a linear downward sloping demand curve.  It will be elastic for the top half of the demand curve and inelastic at the bottom half.

3 Luxury vs. Necessity, Availability of Close Substitutes, Time Horizon, Price as a Percentage of Income.


4 The good news is the firm will sell more.  The bad news is the firm will get less money per unit sold.

5 A.	The supply curve will decrease, shifting to the left.

B.	The price of gasoline will rise.

C	The elasticity of demand for gasoline is likely to be inelastic because it is a necessity and because there are few close substitutes.  Therefore, the total revenue to oil companies from selling gasoline will increase.
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