
Consider Two Scenarios Giving Some
Information About Price Elasticity Of
Demand. For Each Scenario, Calculate
Consider Two Scenarios Giving Some Information About Price Elasticity Of Demand. For
Each Scenario, Calculate

Understanding the concept of price elasticity of demand (PED) is crucial for businesses,
policymakers, and economists alike. It measures how much the quantity demanded of a good
responds to a change in its price. A thorough analysis of PED can help determine optimal pricing
strategies, forecast revenues, and understand consumer behavior. In this article, we will explore two
distinct scenarios, each providing specific data about demand and prices, and then perform
calculations to assess the elasticity in each case.

---

What Is Price Elasticity of Demand?

Before diving into the scenarios, it’s essential to understand the fundamental concept of price
elasticity of demand. PED is defined as:

\[
\text{PED} = \frac{\%\ \text{change in quantity demanded}}{\%\ \text{change in price}}
\]

This ratio indicates whether demand is elastic, inelastic, or unit elastic:

- Elastic demand (PED > 1): Quantity demanded is highly responsive to price changes.
- Inelastic demand (PED < 1): Quantity demanded is relatively insensitive to price changes.
- Unit elastic demand (PED = 1): Percentage change in quantity demanded equals the percentage
change in price.

Knowing the PED helps in making informed decisions about pricing, marketing, and production.

---

Scenario 1: Luxury Watches Market

Suppose a luxury watch retailer reports the following information:

- When the price of a luxury watch decreases from \$5,000 to \$4,500, the quantity demanded
increases from 200 units to 240 units.



Let's analyze this scenario to determine the price elasticity of demand.

Step 1: Calculate the Percentage Change in Price

\[
\%\ \text{change in price} = \frac{\text{New Price} - \text{Old Price}}{\text{Old Price}} \times
100
\]

\[
= \frac{4,500 - 5,000}{5,000} \times 100 = \frac{-500}{5,000} \times 100 = -10\%
\]

The price decreased by 10%.

Step 2: Calculate the Percentage Change in Quantity
Demanded

\[
\%\ \text{change in quantity demanded} = \frac{Q_{new} - Q_{old}}{Q_{old}} \times 100
\]

\[
= \frac{240 - 200}{200} \times 100 = \frac{40}{200} \times 100 = 20\%
\]

The quantity demanded increased by 20%.

Step 3: Calculate Price Elasticity of Demand

Using the midpoint method (also known as arc elasticity), which provides a more accurate measure
over a range of prices:

\[
\text{PED} = \frac{\frac{Q_{new} - Q_{old}}{Q_{avg}}}{\frac{P_{new} - P_{old}}{P_{avg}}}
\]

where:

\[
Q_{avg} = \frac{Q_{new} + Q_{old}}{2} = \frac{240 + 200}{2} = 220
\]
\[
P_{avg} = \frac{4,500 + 5,000}{2} = 4,750
\]



Calculating numerator and denominator:

\[
\text{Numerator} = \frac{40}{220} \approx 0.1818
\]
\[
\text{Denominator} = \frac{-500}{4,750} \approx -0.1053
\]

Therefore:

\[
\text{PED} = \frac{0.1818}{-0.1053} \approx -1.73
\]

The negative sign indicates the inverse relationship between price and demand, but typically the
absolute value is used for elasticity.

Final elasticity:

\[
|\text{PED}| \approx 1.73
\]

Interpretation:

Since PED > 1, demand for luxury watches in this scenario is elastic, meaning consumers are quite
responsive to price changes. A 1% decrease in price results in approximately a 1.73% increase in
quantity demanded.

---

Scenario 2: Basic Grocery Items

Consider a basic grocery item, such as bread, with the following data:

- When the price of bread increases from \$2.00 to \$2.20, the quantity demanded decreases from
1,000 units to 950 units.

Let's analyze this scenario similarly.

Step 1: Calculate the Percentage Change in Price

\[
\%\ \text{change in price} = \frac{2.20 - 2.00}{2.00} \times 100 = \frac{0.20}{2.00} \times 100 =
10\%
\]



The price increased by 10%.

Step 2: Calculate the Percentage Change in Quantity
Demanded

\[
\%\ \text{change in quantity demanded} = \frac{950 - 1,000}{1,000} \times 100 =
\frac{-50}{1,000} \times 100 = -5\%
\]

Demand decreased by 5%.

Step 3: Calculate Price Elasticity of Demand

Using the midpoint method:

\[
Q_{avg} = \frac{950 + 1,000}{2} = 975
\]
\[
P_{avg} = \frac{2.20 + 2.00}{2} = 2.10
\]

Calculations:

\[
\text{Numerator} = \frac{-50}{975} \approx -0.0513
\]
\[
\text{Denominator} = \frac{0.20}{2.10} \approx 0.0952
\]

Thus,

\[
\text{PED} = \frac{-0.0513}{0.0952} \approx -0.54
\]

Taking the absolute value:

\[
|\text{PED}| \approx 0.54
\]

Interpretation:

Since PED < 1, demand for bread in this scenario is inelastic. Consumers are less sensitive to price



changes; a 10% increase in price results in only about a 5.4% decrease in quantity demanded.

---

Implications of Price Elasticity in These Scenarios

Understanding the elasticity in each scenario provides valuable insights:

- Luxury Watches (Elastic Demand): The high elasticity suggests that price reductions can
significantly boost sales volume, potentially increasing revenue if the percentage increase in
quantity demanded outweighs the loss per unit. Conversely, raising prices could sharply reduce
demand, leading to revenue decrease.

- Grocery Items (Inelastic Demand): Since demand is inelastic, price increases might not
considerably reduce sales volume, potentially increasing revenue. However, lowering prices may not
lead to a proportional increase in quantity demanded, possibly reducing total revenue.

---

Further Considerations in Price Elasticity Analysis

While the calculations above provide a snapshot, several factors can influence elasticity:

- Availability of Substitutes: More substitutes typically increase elasticity.
- Necessity vs. Luxury: Necessities tend to have inelastic demand; luxuries are more elastic.
- Time Horizon: Demand tends to become more elastic over longer periods.
- Proportion of Income: Goods that consume a larger share of income generally have more elastic
demand.

---

Conclusion

Analyzing the price elasticity of demand in different scenarios equips businesses and policymakers
with the insights needed to make strategic decisions. In the luxury watch market example, demand
is elastic, suggesting that price cuts can lead to a substantial increase in sales volume. Conversely,
for basic commodities like bread, demand tends to be inelastic, allowing for more stable revenue
even with price changes.

By performing precise calculations using the midpoint method, stakeholders can better predict the
outcomes of pricing strategies, optimize revenue, and understand consumer responsiveness.
Whether managing luxury goods or everyday essentials, understanding the nuances of price
elasticity remains a vital component of effective economic decision-making.



---

Note: Always consider context, market conditions, and consumer behavior when interpreting
elasticity figures, as real-world scenarios may involve additional complexities.

Frequently Asked Questions

Scenario 1: If the price of a product decreases from $10 to $8
and the quantity demanded increases from 100 units to 150
units, what is the price elasticity of demand?
First, calculate the percentage change in quantity demanded: ((150 - 100) / 100) 100 = 50%. Then,
the percentage change in price: ((8 - 10) / 10) 100 = -20%. Price elasticity of demand = (50% / -20%)
= -2.5. The absolute value is 2.5, indicating elastic demand.

Scenario 2: The price of a service rises from $50 to $55, and
the quantity demanded drops from 200 to 180 units. What is
the price elasticity of demand?
Calculate the percentage change in quantity demanded: ((180 - 200) / 200) 100 = -10%. Percentage
change in price: ((55 - 50) / 50) 100 = 10%. Price elasticity of demand = (-10% / 10%) = -1.0. The
absolute value is 1, indicating unit elastic demand.

Scenario 3: A luxury good's price increases from $200 to $220,
and demand decreases from 50 units to 45 units. What is the
price elasticity of demand?
Calculate the percentage change in quantity demanded: ((45 - 50) / 50) 100 = -10%. Percentage
change in price: ((220 - 200) / 200) 100 = 10%. Price elasticity of demand = (-10% / 10%) = -1.0,
indicating unit elastic demand.

Scenario 4: The price of a commodity decreases from $30 to
$25, leading to an increase in quantity demanded from 300 to
400 units. What is the price elasticity of demand?
Calculate the percentage change in quantity demanded: ((400 - 300) / 300) 100 ≈ 33.33%.
Percentage change in price: ((25 - 30) / 30) 100 ≈ -16.67%. Price elasticity of demand ≈ 33.33% /
16.67% ≈ 2.0, indicating elastic demand.

Scenario 5: When the price of a product drops from $15 to
$12, the quantity demanded increases from 80 to 90 units.



What is the price elasticity of demand?
Calculate the percentage change in quantity demanded: ((90 - 80) / 80) 100 = 12.5%. Percentage
change in price: ((12 - 15) / 15) 100 = -20%. Price elasticity of demand = 12.5% / 20% = 0.625,
indicating inelastic demand.

Additional Resources
Price Elasticity of Demand (PED): An In-Depth Analysis Through Two Distinct Scenarios

The concept of price elasticity of demand (PED) is fundamental in understanding consumer behavior
and market dynamics. It measures how much the quantity demanded of a good responds to a change
in its price. A thorough analysis of PED offers valuable insights for businesses, policymakers, and
economists alike, guiding decisions on pricing strategies, taxation, and market regulation. In this
article, we explore two illustrative scenarios, providing detailed calculations of PED, and analyze
their implications for market outcomes.

---

Understanding Price Elasticity of Demand: Foundations
and Importance

What is Price Elasticity of Demand?

Price elasticity of demand quantifies the percentage change in quantity demanded resulting from a
1% change in price, holding all other factors constant. Mathematically, it is expressed as:

\[ \text{PED} = \frac{\%\ \text{change in quantity demanded}}{\%\ \text{change in price}} \]

The value of PED can be classified into three categories:

- Elastic Demand (PED > 1): Quantity demanded responds significantly to price changes.
- Inelastic Demand (PED < 1): Quantity demanded is relatively insensitive to price changes.
- Unitary Elasticity (PED = 1): Percentage change in quantity demanded equals the percentage
change in price.

Understanding where a product falls within this spectrum helps determine optimal pricing
strategies.

Why is PED Important?

- Pricing Strategies: Firms can adjust prices to maximize revenue based on the elasticity of their
products.



- Taxation Policies: Governments assess elasticity to predict tax incidence and market responses.
- Market Forecasting: Elasticity informs demand forecasts, assisting in planning and resource
allocation.
- Consumer Welfare: Elasticity analysis highlights how price changes impact consumers and overall
social welfare.

---

Scenario 1: Luxury Watches – A Highly Elastic Market

Background and Market Context

Imagine a luxury watch brand operating in a competitive high-end market. The brand's sales data
indicates that consumers are quite sensitive to price changes, perhaps due to the availability of
substitutes or the premium nature of the product. Suppose the current situation is as follows:

- Current price per watch: \$5,000
- Current quantity demanded: 10,000 watches per year
- The company considers a 10% price increase to evaluate potential revenue impact.

Calculating Price Elasticity of Demand for Luxury Watches

Suppose the company observes that a 10% increase in price results in a 15% decrease in quantity
demanded. Using this data:

\[
\%\ \text{change in price} = +10\%
\]
\[
\%\ \text{change in quantity demanded} = -15\%
\]

The PED is calculated as:

\[
\text{PED} = \frac{-15\%}{+10\%} = -1.5
\]

Note: The negative sign indicates the inverse relationship between price and demand, but for
elasticity magnitude, the absolute value is often considered.

Interpretation:
The magnitude, 1.5, indicates that demand is elastic. Consumers are quite responsive to price
changes, implying that a price increase would likely reduce total revenue, while a decrease in price
could boost revenue.



Implications for the Company

- Revenue Impact:
Since demand is elastic, increasing prices would lead to a proportionally larger decrease in quantity
demanded, reducing total revenue. Conversely, lowering prices could increase total revenue.

- Pricing Strategy:
The company might consider maintaining or lowering prices to maximize sales volume and revenue,
especially if market share growth is a priority.

- Marketing and Substitutes:
The high elasticity suggests the presence of close substitutes or alternative luxury brands. The
company should focus on differentiating its products or enhancing brand loyalty to reduce elasticity.

Additional Calculations: Expected Revenue Change

- Current Revenue:
\[
R_{current} = P \times Q = \$5,000 \times 10,000 = \$50,000,000
\]

- After 10% Price Increase:
\[
P_{new} = \$5,000 \times 1.10 = \$5,500
\]
\[
Q_{new} = 10,000 \times (1 - 0.15) = 8,500
\]
\[
R_{new} = \$5,500 \times 8,500 = \$46,750,000
\]

- Revenue Change:
\[
\Delta R = R_{new} - R_{current} = \$46,750,000 - \$50,000,000 = -\$3,250,000
\]

Conclusion:
A 10% price increase results in a \$3.25 million revenue decline, reinforcing that the demand is
elastic and that the company should be cautious with price hikes.

---

Scenario 2: Essential Medicines – An Inelastic Market



Background and Market Context

Now consider a pharmaceutical company producing an essential medication. The demand for such
medicines tends to be inelastic because consumers need them regardless of price increases,
especially if there are no close substitutes. Suppose the current data indicates:

- Current price per unit: \$50
- Current quantity demanded: 100,000 units per year
- The company considers raising the price by 10% to examine revenue effects.

Calculating Price Elasticity of Demand for Essential Medicines

Assuming that a 10% price increase results in only a 2% decrease in quantity demanded:

\[
\%\ \text{change in price} = +10\%
\]
\[
\%\ \text{change in quantity demanded} = -2\%
\]

The PED is:

\[
\text{PED} = \frac{-2\%}{+10\%} = -0.2
\]

Note: The absolute value is 0.2, indicating inelastic demand.

Interpretation:
With a PED of 0.2, demand is inelastic. Consumers will continue purchasing roughly the same
quantity despite price increases, making the product a good candidate for price hikes to increase
revenue.

Implications for the Pharmaceutical Company

- Revenue Impact:
Price increases will lead to a proportionally smaller decrease in quantity demanded, resulting in
higher total revenue.

- Pricing Strategy:
The company can leverage this inelasticity to raise prices and improve profitability, especially if
production costs are rising.

- Market Considerations:
Policymakers may regulate or cap prices for essential medicines due to their importance, but within



the market, the firm has some flexibility to increase prices.

Additional Calculations: Expected Revenue Change

- Current Revenue:
\[
R_{current} = \$50 \times 100,000 = \$5,000,000
\]

- After 10% Price Increase:
\[
P_{new} = \$50 \times 1.10 = \$55
\]
\[
Q_{new} = 100,000 \times (1 - 0.02) = 98,000
\]
\[
R_{new} = \$55 \times 98,000 = \$5,390,000
\]

- Revenue Change:
\[
\Delta R = \$5,390,000 - \$5,000,000 = \$390,000
\]

Conclusion:
A 10% price increase yields a \$390,000 revenue gain, affirming that demand is inelastic and that
the firm can profitably raise prices.

---

Comparative Analysis of the Two Scenarios

Elasticity and Revenue Strategies

| Aspect | Luxury Watches (Elastic Demand) | Essential Medicines (Inelastic Demand) |
|---------|------------------------------|-------------------------------------|
| PED Magnitude | 1.5 | 0.2 |
| Consumer Response | Highly sensitive | Not very sensitive |
| Revenue Impact of Price Increase | Negative | Positive |
| Recommended Strategy | Keep prices stable or lower | Consider raising prices |



Market Dynamics and Consumer Behavior

- Luxury Goods: Consumers are price-sensitive, often influenced by substitutes, fashion trends, or
economic conditions. Marketers may need to focus on branding and differentiation to reduce
elasticity.
- Essential Goods: Consumers prioritize these regardless of price, often due to health or necessity.
Firms can capitalize on this by adjusting prices in response to cost changes.

Implications for Policymakers and Market Regulation

- Luxury Markets: Less regulated, firms have flexibility in pricing strategies.
- Essential Goods: Governments may impose price caps or subsidies to ensure affordability, despite
the firm's ability to raise prices.

---

Conclusion: The Significance of Knowing Your Market's
Elasticity

Understanding and calculating price elasticity of demand is crucial for making informed decisions
across various sectors. The two scenarios exemplify how elasticity influences revenue strategies,
market behavior, and policy considerations. For luxury brands with elastic demand, cautious pricing
and value propositions are vital. Conversely, essential goods with inelastic demand afford firms the
opportunity
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