Elasticity of Demand
The term elasticity is used by economists to measure the responsiveness of one variable to changes in another variable. 
Price elasticity of demand measures the responsiveness of demand to changes in price. It involves comparing the proportional changes in the price with the proportional changes in the quantity demanded.

Economists express the relationship between the proportional changes in price and demand in the form of a ratio or coefficient. This is called the price elasticity of demand coefficient and is given below:

	PED coefficient. =
	proportional change in the quantity demanded

	
	


	
	proportional change in the price


If a change in price causes the quantity demanded to change by a greater proportion then the value of the coefficient will be greater than one. In this case demand is described as price elastic. An elastic demand curve is shown below.
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If the quantity demanded changes by a smaller proportion than price then the value of the coefficient will be less than one. In this case demand is described as price inelastic. An inelastic demand curve is shown below.
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If the quantity demanded changes by an equal proportion to price then the value of the coefficient will be equal to one. In this case demand is said to have unitary elasticity. A unit elastic demand curve is shown below.
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The table below summarises the different possible values of the price elasticity.

	
	PED
	Definition

	Price elastic
	PED > 1
	% change in quantity demanded is greater than the % change in Price

	Price inelastic
	PED < 1
	% change in Price is greater than the % change in quantity demanded

	Unitary elasticity
	PED = 1
	% change in Price is equal to the % change in quantity demanded


Any time the price of a good or service changes then the impact on the quantity demanded will depend upon the price elasticity of demand.
A firm has requested the following information;

1. What is the likely PED and impact on total revenue when the original price = 100, original quantity = 35, the new price = 90, and the new quantity = 38.

2. What is the likely PED and impact on total revenue when the original price = 100, original quantity = 35, the new price = 90, and the new quantity = 48.

3. A firm selling refrigerators lowered the price of the product from $200 to $180. Its sales increased from 400 refrigerators per week to 480 per week. Calculate the elesticity of demand for this product. 
4. Gitney operaters lowered their Bus fares. Although the number of passengers increased, there was a fall in the weekly receipts from bus fares. Was the demand for bus services elastic or inelastic? Explain your answer. 
A greengrocer decides to cut the price of his apples from 50p per lb to 45p per lb. He finds that his daily sales rise from 40lbs a day to 45lbs a day. What is the price elasticity of demand (ceteris paribus)?

The price of a litre of unleaded petrol rises from 80p to 84p (not again!). As a result, the quantity demanded at a local forecourt falls from 4000 to 3880 litres a day. What is the price elasticity of demand (ceteris paribus)?

A greengrocer decides to cut the price of his bananas from 40p per lb to 32p per lb. The price elasticity of demand for this product is 2. He currently sells 80lbs of bananas a day. How many will he sell after the price cut?

A publican decides to increase the price of Brand X lager from £2 a pint to £2.10 a pint. The price elasticity of demand for Brand X is 0.8. He currently sells 300 pints a day. What will the new demand be (ceteris paribus)?

The same publican sells best bitter for £1.50 a pint. He finds that, as a result of a price change, he is selling 242 pints of bitter compared with 220 pints before the price change. The price elasticity of demand for best bitter is 1.25. What is the new price (ceteris paribus)?

	Price Elasticity of Demand (PED)

	The Price elasticity of demand (PED) is the responsiveness of changes in the quantity demanded to changes in the price. It is calculated using the following formula;

% change in demand



% change in price

The calculation of the PED will produce a value. This value will indicate the characteristics of the PED. For instance;

· Zero (perfectly inelastic) - quantity demanded does not change at all as price changes. 

· Between zero and one (inelastic) - quantity demanded changes by a smaller percentage than price 

· One (unitary elasticity) - quantity demanded changes by exactly the same percentage as the change in price 

· Between one and infinity (elastic) - quantity demanded changes by a larger percentage than does the change in price 

Infinity, perfectly elastic, buyers are prepared to purchase all they can obtain at a given price, but none at a higher price.

The following is an example of how to calculate the PED;
Original price = £8
Original quantity = 20 units
New price = £7
New quantity = 25 units
It is evident that a £1 fall in price results in a 5 unit increase in the quantity demanded. The price elasticity of demand is

% change in demand



% change in price

25%



-12.5%

= -2.00

(note for normal goods the PED will be negative. Therefore, we tend to ignore the sign. In this case the PED is 2.00)

Therefore, the price elasticity of demand is 2.0, which is termed as relatively elastic.


