Exercise walk-through

Price elasticity, income elasticity
and cross elasticity of demand

A-Level Economics



The Price System

L Demand and supply

Demand and what shifts it

A fictional coffee market: classify each event

Coffee's own price falls from $7 to $6; other conditions stay fixed.
The price of tea, a substitute, rises.

Consumers’ income rises. No income elasticity is given.

Attempt: movement along or shift? State the direction where the information permits
it. Draw and label the change.

The law of demand holds other conditions constant. An income rise
needs a normal/inferior-good assumption before choosing a direction.



The Price System
L Demand and supply

Demand and supply: the definitions that matter

the quantity buyers are willing and able to buy at each price in a pe-
demand : : . :

riod of time — not just a wish
market de- add up the quantity all consumers want at each price — horizontal
mand summation of the individual demand curves
suppl the quantity producers are willing and able to sell at each price in

PRy a period

movement a change in the good’s own price moves you along the curve
shift a change in a non-price determinant moves the whole curve

“Willing and able" is the phrase: wanting a Ferrari is not demand. Define the relationship at
each price, in a stated period, as the task requires.



The Price System

L Demand and supply

The two laws, and the words they use

Check the three demand cases

Own price falls: quantity demanded rises along the original curve.
Tea becomes dearer: coffee demand shifts right if they are substitutes.

Income rises: demand shifts right for a normal good, left for an inferior good; the
case does not tell us which.

A change in quantity demanded refers to an amount at one price. A
change in demand changes the relationship across prices.



Demand and what shifts it, in detail
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Own price: move along D. Non-price determinant: shift D.

quantity

A change in income, tastes or related prices shifts the whole curve (D; right, Do
left); a change in the good's own price is a movement along it.



The Price System
[

Demand and supply

With supply fixed

demand rises

>

! i >
Q" quantity

DT (Sfixed) =P, 1T and Q. 1

With supply fixed, a rise in demand (D — D) raises both the equilibrium price
and the equilibrium quantity.



A-Level Economics

Exercises 2.1:2.3

2.1 Define price elasticity of demand (PED). 2]

2.2 The price of a good falls by 5% and quantity demanded rises by 15%. Calculate the
PED and classify the demand. 2]

2.3 A 10% rise in income causes a 4% fall in demand for a good. Calculate the YED and
classify the good. 2]



A-Level Economics

Exercises 2.1:2.3

2.1 Define price elasticity of demand (PED). 2]

2.1

e a measure of how much the quantity demanded responds to a change in the good’s
price, equal to %AQd +~ %AP (2 for a clear definition; 1 for a partial idea)

2.2 The price of a good falls by 5% and quantity demanded rises by 15%. Calculate the

PED and classify the demand. 2]
2.2
« PED = t—lé’ = —3; ignoring the sign, 3 > 1, so demand is elastic (2; award 1 for a

correct value with no classification)

2.3 A 10% rise in income causes a 4% fall in demand for a good. Calculate the YED and

classify the good. 2]
2.3
« YED = J:140 = —0.4; negative, so the good is inferior (2; award 1 for a correct value

with no classification)



A-Level Economics

Exercise 3.1

3.1 A good has a PED of 0.4. To raise total revenue, the firm should:

D A lower the price
B raise the price

C keep the price the same
D stop producing the good



A-Level Economics

Exercise 3.1

3.1 A good has a PED of 0.4. To raise total revenue, the firm should:

D A lower the price
B raise the price

C keep the price the same
D stop producing the good

3.1B

o With PED 0.4 (inelastic), raising the price raises total revenue



A-Level Economics

Exercise 3.2 (a)

3.2 When the price of good B rises by 20%, the demand for good A rises by 5%.

(a) Calculate the cross elasticity of demand (XED).



A-Level Economics

Exercise 3.2 (a)

3.2 When the price of good B rises by 20%, the demand for good A rises by 5%.

(a) Calculate the cross elasticity of demand (XED).

(a)

« XED = ++—250 = +0.25 (2; award 1 for a correct method with the wrong figure)



A-Level Economics

Exercise 3.2 (b)

3.2 When the price of good B rises by 20%, the demand for good A rises by 5%.

(b) State, with a reason, the relationship between goods A and B.



A-Level Economics

Exercise 3.2 (b)

3.2 When the price of good B rises by 20%, the demand for good A rises by 5%.

(b) State, with a reason, the relationship between goods A and B. 2]

(b)

o positive XED, so A and B are substitutes — a rise in B’s price makes buyers switch
to A (2 for relationship + reason; 1 for relationship only)



A-Level Economics

Exercise 3.3

3.3 Discuss the usefulness of price elasticity of demand to a firm setting its prices.  [§]



A-Level Economics

Exercise 3.3

3.3 Discuss the usefulness of price elasticity of demand to a firm setting its prices.  [§]

3.3

o [8/ AO1/AO2/AO3 up to 5 + AO4 up to 3. Useful: PED predicts how a price change
affects quantity and total revenue, helping the firm price for maximum revenue and
judge a tax or discount. Limits: PED values come from estimates, change over time,
and assume ceteris paribus; rivals may react. Judgement: PED is a valuable guide
for pricing, but only alongside knowledge of costs and competitors — its usefulness
depends on how reliable the estimate is



