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Price elasticity and its impact on price
Now that you understand different pricing strategies, we’re going to tackle one more concept that helps when selecting the right strategy: price elasticity. Elasticity helps us understand how much a change in price will affect market behaviors. If we make a small change in price, will the change have a dramatic impact on the demand for the product or only a small impact? Price elasticity is the measure of the market’s response to price changes.
Elasticity is important to pricing decisions because it helps us understand whether raising prices or lowering prices will enable us to achieve our pricing objectives. Will a discount drive increased sales? Will a price increase cause us to lose many buyers or just a few? We have to answer these questions in order to select the most effective pricing strategy.
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Definitions to

learn

Price elasticity is
a measure of the
responsiveness
of demand to a
change in price.

Tips forsuccess
Make sure you
understand

the difference
between price-
elastic and price-
inelastic demand.
Make sure you
can explain how
elasticity can
affect pricing
decisions of
businesses.

Price elasticity of demand

How responsive the demand for a product is to changes in price is affected by how
many close substitutes there are. If there are many close substitutes for the product
then, even if its price rises only a small percentage, consumers will respond by buying
the substitute product and so demand for the original product will fall by a larger
percentage. For example, if the price of a chocolate bar rose by 5 per cent, some
customers would buy alternative chocolate bars and sales might fall by 15 per cent.
This product would be said to have price-elastic demand — the percentage change in
quantity demanded is greater than the percentage change in price.

Prices increase by 5% then sales decrease by 15% = falling revenue for the business.

If, however, there are not really any substitutes for a product, for example, petrol,
then an increase in price of 15 per cent will not cause much of a fall in sales — perhaps
5 per cent — as most consumers will carry on buying the product at the higher price.
Such products are said to have a price-inelastic demand — the percentage change in
quantity demanded is less than the percentage change in price.

Prices increase by 15% then sales decrease by 5% = increasing revenue for the
business.

Therefore if the demand for the products of a business is price elastic then it is not
a good idea to raise prices unless there has been rising costs. If the price elasticity of
demand is inelastic then businesses can increase revenue by increasing prices.
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Exam-style questions - Paper 1

1 A &B s a private limited company. It produces a breakfast cereal which has
a price-elastic demand. The costs of producing each box of cereal is $1.
The cereals are sold in shops at a price of $2 per box. The prices of competitors’
cereals range from $1.90 to $2.50 a box. The Marketing Manager says ‘we
should change to psychological pricing strategy’ to increase sales.
a) Price is one element of the marketing mix. identify two other elements. [2]
b) What is meant by 'price-elastic demand’? [2]
) Identify and explain two reasons why demand for cereals might be price

elastic. [4]
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