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Elasticity of Demand Part 1

(DKent)

Elastic Demand, Inelastic Demand, and Why Firms Care

Introduction

Price changes matter in economics, but the most useful question is usually not simply whether quantity
demanded changes when price changes. You already know from the law of demand that, other things
held constant, a higher price reduces quantity demanded and a lower price increases quantity
demanded. The deeper question is this: how much will buyers change their behavior when price
changes? Price elasticity of demand helps you answer that question. It measures how responsive
buyers are to a price change, and it helps you distinguish markets where consumers react sharply from
markets where they react only a little.’

This distinction is practical. Elasticity gives you a clearer way to think about consumer behavior,
substitute products, household budgets, and the time people need to adjust. It also explains why the
same price increase can hurt one seller badly but help another seller raise revenue. Elasticity begins on
the demand side of the market because it describes buyers, but firms, managers, and policymakers use
it constantly when they decide whether a price change is likely to raise revenue, reduce sales sharply,
or leave purchasing patterns mostly unchanged.?

In this first part of the chapter, you will focus on the basic idea of price elasticity of demand, the
difference between elastic and inelastic demand, the main determinants of elasticity, and the reason
firms care so much about a concept rooted in consumer choice. Later sections can build on this
foundation with calculations, total revenue, and other forms of elasticity.

1. What Price Elasticity of Demand Measures

Economists define price elasticity of demand as the percentage change in quantity demanded divided
by the percentage change in price.® Because price and quantity demanded usually move in opposite
directions, the raw calculation is normally negative. In most introductory economics discussions,
however, you will usually work with elasticity in absolute-value terms. That keeps your attention on the
size of the response rather than on the minus sign.*

Price elasticity of demand = % change in quantity demanded / % change in price

The key word is responsiveness. Two products may both follow the law of demand, but buyers may
react very differently to the same percentage change in price. If a 10 percent increase in price causes a
25 percent drop in quantity demanded, buyers are highly responsive, and demand is elastic. If the same
10 percent price increase causes only a 3 percent drop in quantity demanded, buyers are much less
responsive, and demand is inelastic.s

Elasticity therefore adds something important to the simple statement that demand curves slope
downward. It tells you that downward-sloping demand curves are not all equally sensitive to price
changes. Some markets have many substitutes, purchases that can be postponed, and buyers who can
adjust quickly. Other markets are shaped by habit, necessity, or a lack of close alternatives. Elasticity
gives you a way to describe those differences with one measure.®
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Elastic and Inelastic Demand
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Figure 1. A flatter demand curve is usually more elastic, while a steeper demand curve is usually more inelastic. Remember,
however, that elasticity is not the same thing as slope.

2. Elastic Demand and Inelastic Demand

Economists classify demand according to the size of the buyer response. When the elasticity of
demand is greater than one, demand is elastic. In that case, quantity demanded changes by a larger
percentage than price changes. Buyers are relatively sensitive to price, so a seller who raises price in an
elastic market should expect quantity demanded to fall by a proportionally larger amount.”

When the elasticity of demand is less than one, demand is inelastic. In that case, quantity demanded
changes by a smaller percentage than price changes. Buyers still respond to price, but they do not
respond very strongly. This often happens when a product is viewed as necessary, when close
substitutes are limited, or when the good takes up only a small share of the buyer's budget.®

When the elasticity measure equals one, demand is unit elastic. In that special case, the percentage
change in quantity demanded is the same size as the percentage change in price. Textbooks also
discuss two useful benchmark cases. Perfectly inelastic demand means quantity demanded does not
respond at all when price changes. Perfectly elastic demand means even a tiny price increase causes
buyers to reduce quantity demanded to zero. These extreme cases are mainly teaching benchmarks.
Real-world markets rarely match them exactly, but they help you see the full range of possible demand
responses.®

One common source of confusion is the relationship between elasticity and the visual steepness of a
demand curve. A flatter demand curve is often associated with higher elasticity, and a steeper curve is
often associated with lower elasticity. That is a useful visual clue, but it is not the full definition.
Elasticity depends on percentage changes, not just on the geometric slope of a line. For that reason,
elasticity can vary at different points on the same straight-line demand curve even when the slope of
that curve stays constant.™
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Figure 2. Three benchmark cases: perfectly inelastic demand, a unit-elastic illustration, and perfectly elastic demand.

Category Elasticity value Meaning

Quantity demanded changes by a

Elastic demand |Ed|>1 .
larger percentage than price.

Quantity demanded changes by a

Inelastic demand |Ed| <1 .
smaller percentage than price.

Quantity demanded changes by

Unit elastic demand |Ed| =1 .
the same percentage as price.

3. Why Elasticity Is About Demand but Matters to Suppliers

Price elasticity of demand is fundamentally a statement about buyers. It tells you how consumers
change the quantity they purchase when price changes. In that strict sense, elasticity belongs to
demand theory, not supply theory. But firms often rely on elasticity when they make practical decisions
because pricing only makes sense when sellers have some idea how buyers are likely to respond.™

Think about a business deciding whether to raise price. The manager has to ask whether customers will
accept the increase or switch away. A business considering a sale or promotional discount must ask
whether the lower price will attract enough additional buyers to justify the cut. A government agency
considering a tax increase on a product faces a similar question: how much will consumption fall when
the price paid by buyers rises? In each case, the underlying concept is the elasticity of demand, even
though the practical decision may be made by a seller or policymaker.™

This is why elasticity links consumer behavior to producer strategy. If demand is less elastic, a firm may
be able to raise price with only a modest loss of sales. If demand is more elastic, even a small price
increase may cause many buyers to leave, which limits the firm's pricing power.” The consumer side
tells you how buyers respond; the producer side asks what to do with that information. Suppliers do not
create the elasticity of demand, but they make decisions in light of it.
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4. What Determines the Elasticity of Demand?

The exact numerical value of elasticity has to be estimated or calculated, but economists identify
several recurring determinants that help you predict whether demand will be more elastic or more
inelastic.

4.1 Availability of Close Substitutes

The first determinant is the availability of close substitutes. The more substitutes buyers can turn to, the
more elastic demand is likely to be. If one brand of bottled water raises its price and many nearly
identical alternatives are available, buyers can switch quickly. By contrast, demand tends to be less
elastic when a good has few close substitutes.™

4.2 Necessity or Luxury

A second determinant is whether buyers view the good as a necessity or a luxury. Necessities usually
have more inelastic demand because buyers see them as harder to avoid. Luxuries tend to have more
elastic demand because consumers can delay or give them up more easily. This distinction is not
absolute because necessity can vary by household and circumstance, but it is a useful generalrule.™

4.3 Share of the Consumer's Budget

A third determinant is the share of the consumer's budget devoted to the good. When a product takes
up only a tiny portion of spending, buyers may not react much to a modest price change. When a good
takes up a large share of income, price changes become harder to ignore, and demand tends to be
more elastic. This is one reason large household purchases often show more price sensitivity than
inexpensive routine items.

4.4 Time to Adjust

A fourth determinant is time. Demand is often less elastic in the short run and more elastic in the long
run. Consumers may need time to gather information, change routines, identify substitutes, or replace
durable goods. A short-run increase in gasoline prices, for example, may not immediately reduce
driving very much. Over a longer period, however, households may adjust by changing vehicles, moving
closer to work, combining trips, or using public transportation when it is available.”

These determinants show you that elasticity is not just a formula. It reflects real economic conditions:
how constrained buyers are, what alternatives they face, how central the good is to daily life, how much
of the budget it uses, and how much time people have to change their behavior.

5. Reading Elasticity Correctly in a Demand Analysis

As you begin using elasticity, keep three distinctions clear. First, price elasticity of demand refers to a
change in quantity demanded caused by a change in price. If income, tastes, expectations, or the prices
of related goods change, the demand curve itself may shift. That is a different issue. Price elasticity of
demand measures movement along a given demand curve, not a shift of the entire curve.™

Second, elasticity is not the same as the ordinary slope of a demand curve. Slope uses unit changes,
while elasticity uses percentage changes. A graph can give you a helpful visual clue, but the mainidea is
proportional responsiveness.™

Third, elasticity is not mainly a permanent label attached to a product. It is a label for buyer
responsiveness under stated conditions. The same broad category of goods can show different
elasticities across places, time periods, and consumer groups. A product may be more inelastic in the
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short run than in the long run, more inelastic in a rural market than in an urban one, or more elastic for
price-sensitive buyers than for higher-income buyers.

Conclusion

Price elasticity of demand deepens your understanding of the law of demand. It shows not only that
quantity demanded changes when price changes, but also how strongly buyers respond. Elastic
demand describes situations in which consumers are highly responsive to price changes. Inelastic
demand describes situations in which buyers respond only weakly. Unit elastic demand and the two
extreme benchmark cases help complete the framework.

Although elasticity is rooted in demand, it matters greatly to suppliers because pricing decisions
depend on expected consumer responses. Firms, managers, and policymakers all use elasticity when
they forecast sales, revenue, and the likely effects of taxes or price adjustments. The concept belongs
to demand theory, but it has direct strategic importance for the supply side of the market.

Elasticity is also not random. It is shaped by recognizable economic conditions: substitution
possibilities, the difference between luxuries and necessities, the share of the household budget
devoted to the good, and the time consumers have to adjust. Once you understand those determinants,
elasticity becomes more than a definition. It becomes a practical way to interpret markets and to
understand why some price changes cause only small reactions while others trigger immediate and
dramatic responses.
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