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4 Elasticities
Price Elasticity of Demand
So far, we have assumed that quantity demanded changes as price changes; however, we have not considered 
the extent to which quantity demanded changes in response to a change in price. For example, consider the 
demand for petrol; drivers do not significantly reduce their petrol consumption as the price of petrol increases. In 
this instance, quantity demanded is very insensitive to changes in price. On the other hand, during the summer 
months, small reductions in the price of foreign holidays lead to very significant increases in demand.  In this 
instance, quantity demanded is very sensitive to changes in price. In economics, we describe this sensitivity 
as a good’s price elasticity of demand.

The factors that affect price elasticity of demand

 u Substitutability; i.e. if the price of a good rises and it is possible to switch consumption to a cheaper 
substitute good, then demand will be sensitive to price changes. Conversely, if there are no substitute 
goods available, demand will be insensitive to price changes;

 u Percentage of income; i.e. if the purchase of a good accounts for a very small percentage of an 
individual’s income and the price of the good increases, individuals are unlikely to change their purchasing 
decisions, consequently demand will be insensitive to price changes.  The opposite is true if the purchase 
of a good already accounts for a significant proportion of income;

 u Necessities or luxuries; i.e. if a good is considered to be a necessity, individuals will continue to buy it in 
spite of price rises, in which case demand will be insensitive to price changes.  On the other hand, 
individuals will be much more swayed by changes in the price of luxuries which will account for a greater 
proportion of an individual’s income;

 u Habit-forming/addictive goods; i.e. some individuals are dependent upon goods such as alcohol and 
tobacco, and, as such will be indifferent to price changes.  Demand will be insensitive to price changes; and

 u Time; i.e. demand is more sensitive in the long-run as it takes time for individuals to adjust their spending patterns.

Measuring price elasticity of demand
PED is measured by the equation: 
Percentage change in quantity demanded / Percentage change in price

Using the equation to measure PED will always result in a negative answer, hence the need for the minus sign before 
the equation. The reason for this is that the demand curve slopes downwards from left to right creating an inverse 
relationship between price and quantity demanded. Consequently, using the equation always results in dividing a 
negative value by a positive value, or, a positive value by a negative value. Either way, the outcome is negative.

N.B. when interpreting elasticity values, you ignore the minus sign.

If the outcome of a PED calculation is greater than 1, demand is said to be price elastic; i.e. demand is 
sensitive to price changes;

If the outcome of a PED calculation is less than 1, demand is said to be price inelastic; i.e. demand is 
insensitive to price changes; and

h Price elasticity of demand (PED) is defined as the responsiveness of quantity demanded  
to a change in price.
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If PED is inelastic, a large change in price results in a small change in quantity demanded.  As a result, the 
demand curve will be relatively steep. This is illustrated in the diagram below where the change in quantity 
demanded is less than the change in price.

The implications of price elasticity of demand for producers
If a firm knows that the PED for its good is elastic, it should reduce the price of its good in order to increase 
total revenue. As a consequence of a small reduction in price, quantity demanded will rise significantly, thus 
increasing total revenue.

As previously discussed, the revenue a firm earns from selling its good is shown by the area under the demand 
curve. Therefore, if a firm knows that the PED for its good is inelastic, it should increase the price of its good 
in order to increase total revenue. As a consequence of a large increase in price, quantity demanded will fall 
marginally, thus increasing total revenue.
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If PED is elastic, a small change in price results in a large change in quantity demanded. As a result, the demand 
curve will be relatively flat. This is illustrated in the diagram below where the change in quantity demanded is 
greater than the change in price.
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Perform calculations from given data
If a firm reduces the price of its good by 10% and quantity demanded rises by 20%, using the PED formula: - 
Percentage change in quantity demanded / Percentage change in price, we get:

+20%/-10% = -2 (ignoring the minus sign) this reads as 2. The PED for this good is therefore said to be elastic 
as the value is greater than 1.

If a firm reduces the price of its good by 10% and quantity demanded rises by 5%, using the PED formula:
Percentage change in quantity demanded / Percentage change in price, we get:

+5%/-10% = -0.5 (ignoring the minus sign) this reads as 0.5. The PED for this good is therefore said to be 
inelastic as the value is greater less than 1.

Activity 5
Consider whether the price elasticity of demand for the following goods is elastic or inelastic.  

Give reasons for your answers.

Price Elastic/Inelastic? Reason?

Bread

Coal

Baked Beans

Sky TV Subscription

Activity 6
Using the information below, calculate the price elasticity of demand if:

 u Price falls by 20% and quantity demanded rises by 10%;

 u Price falls by 5% and quantity demanded rises by 10%.

In both instances, explain whether price elasticity of demand is elastic or inelastic.



Copyright Tutor2u Limited  /  All Rights Reserved. NOT TO BE PHOTOCOPIEDwww.tutor2u.net/economics

Page 35 OCR GCSE Economics topic companion: Introduction to Ec0nomics

Price elasticity of supply
So far, we have assumed that quantity supplied changes as price changes; however, we have not considered 
the extent to which quantity supplied changes in response to a change in price.  For example, consider the 
supply of goods on supermarket shelves; stocks on supermarket shelves can very quickly be replenished by 
bringing goods onto the shop floor from the stockroom.  In this instance, as stocks can be refreshed almost 
instantaneously, quantity supplied responds very quickly to changes in price; i.e. quantity supplied is very 
sensitive to changes in price.  On the other hand, at times of heightened demand, such as bank holidays and 
Christmas holidays, when even stockrooms and warehouses are emptied, large changes in price do not bring 
about significant changes in quantity supplied because the supplies are simply not there.  In this instance, 
quantity supplied is very insensitive to changes in price.  In economics, we describe this sensitivity as a good’s 
price elasticity of supply.

The factors that affect price elasticity of supply

 u The availability of stocks; i.e. as considered in the introduction above, supply will be very sensitive to 
changes in price if significant stocks are available.  If stocks are scarce, supply cannot respond quickly to 
changes in price and hence quantity supplied is very insensitive to changes in price;

 u Spare production capacity; i.e. if a firm is operating well below full capacity, it can very quickly respond 
to an increase in demand by increasing its supply.  In this instance, as supply responds immediately, 
quantity supplied will be very sensitive to a change in price.  On the other hand, if a firm is operating close 
to full capacity, it cannot immediately respond to an increase in demand by increasing its supply. In this 
instance, as supply adjusts very slowly, quantity supplied will be very insensitive to a change in price;

 u The ease of switching between alternative methods of production; i.e. if a firm can quickly and 
effectively switch between the use of capital and labour in production, it can very quickly respond to an 
increase in demand by increasing its supply.  In this instance, as supply responds immediately, quantity 
supplied will be very sensitive to a change in price.  On the other hand, if a firm has no choice but to use a 
specific factor of production, and all factors of production are employed, it cannot immediately respond to 
an increase in demand by employing a substitute factor of production.  In this instance, as supply adjusts 
very slowly, quantity supplied will be very insensitive to a change in price;

 u Time; i.e. it takes time for firms to respond to changes in demand.  The speed with which a firm can 
meet changes in demand with changes in supply depends upon the industry in which the firm is 
operating.  In agricultural crop markets, it is not possible to miraculously produce crops out of nowhere 
as a certain lead time is required for planting and harvesting.  In this instance, as supply adjusts very 
slowly, quantity supplied will be very insensitive to a change in price.  On the other hand, if farmers are 
made aware that next year’s demand for crops will be much higher, farmers can plan ahead and meet 
the additional demand with additional supply.  In this instance, as supply responds immediately, quantity 
supplied will be very sensitive to a change in price.

h Price elasticity of supply (PES) is defined as the responsiveness of quantity supplied to a  
change in price.


