Theme 1 – Price Elasticity of Demand - NOTES

Price elasticity of demand (PED)
This measures the responsiveness of demand to a given change in price.

% change in quantity demanded

% change in price
Values for price elasticity of demand 

1. If PED = 0 demand is perfectly inelastic - demand does not change at all when the price changes – the demand curve will be vertical. 


2. If PED is between 0 and 1 then demand is inelastic. Demand is not very responsive to changes in price. If for example a 20% increase in price leads to a 5% fall in quantity demanded, the price elasticity = 0.25 

3. If PED = 1 (i.e. the % change in demand is exactly the same as the % change in price), then demand is unit elastic. A 15% change in price would lead to a 15% change in demand.

4. If PED > 1, then demand responds more than proportionately to a change in price i.e. demand is elastic. For example if a 10% increase in the price of a good leads to a 30% drop in demand. The price elasticity of demand for this price change is –3.

5. If PED = 
Price elasticity values are always negative, simply because of the calculation…

(Percentage change in quantity demanded) divided by (percentage change in price being charged) 

…this always involves a numerator or denominator that is a negative value (either the demand is negative or the price change is negative) – therefore when a positive and a negative are divided, the answer is always negative.
This is due to the downward shape of the demand curve, as when the price of good increases (positive) – consumers demand less of it (negative).
Whereas when the price of a good decreases (negative) – consumers demand more of it (positive).
Conventionally, however, the minus sign is left off the elasticity values e.g. -0.2 is simply written 0.2
NOTE: There is one exception to this rule - an exception to the downward sloping demand curve is a giffen good.
The giffen good is a product which people consume more of as price rises – violating the law of demand. The demand curve for a giffen good is upwards sloping. This is not in the specification, but is interesting to know and would be awarded marks in an A/A* answer.
Giffen goods are rare, and some economists even doubt there existence, but one such example would be a good which offers prestige when it is purchased. Such as a diamond ring, this perhaps would result in increased demand due to the association between quality and price.
Effect of price elasticity of demand on total revenue

An increase in price of a good with an inelastic price elasticity of demand will lead to an increase in sales revenue for that good. This is because the % increase in price is greater than the % fall in demand, whereas an increase in price for a good that has an elastic P.E.D will experience a fall in revenue from sales.

 This is also applicable to exports and imports. Where the sum of the P.E.D is equal to a figure greater than 1 (i.e. P.E.D. is elastic) a depreciation of the exchange rate would lead to an improvement in the current account. This is known as the Marshall Lerner condition.

So firms selling a good with an elastic P.E.D. would increase their revenue by reducing the price.

One may also need to bear in mind the price elasticity of supply as once the additional demand has been created the firm must be able to increase supply to meet the additional demand.

Factors affecting the price elasticity of demand of a product
· Availability of substitutes - Goods with close substitutes will tend to have an elastic P.E.D as consumers can easily switch their demand for goods.

· Percentage of income spent on the product - Where individuals spend a higher proportion of their income on a good then that good will have a more elastic demand because they have more to save in monetary terms from a given percentage fall in price than they can save on a much lower priced product.

· Habit forming - Such goods tend to be inelastic in demand as people feel they need them.

· Necessity or luxury - Necessities have an inelastic demand because typically consumers buy them first and demand for things such as food, drink and heat and light is not price sensitive. Whereas demand for luxuries is much more price sensitive, as individuals don’t need these goods they just desire them.

· Time - In the longer run things tend to be more elastic as consumers have more time to compare the prices of goods.

· Number of uses - A product with a high number of uses like electricity will tend to have a more inelastic P.E.D

· Proportion of income spent - Demand for goods which cost a greater proportion of an individual’s income will be more price elastic as the individual aims to save more money whereas a product like a box of matches will tend to be price inelastic.
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