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Content Guidance

income increases. By contrast, an inferior good is a good (such as poor-quality food) 
for which demand falls as income increases. If the good is inferior, an increase in 
income shifts the demand curve leftward. Figure 3 shows a rightward shift of demand 
from D1 to D2, caused perhaps by a fall in the price of a good in joint demand 
(a complementary good) or by a successful advertising campaign for the product. 
The figure shows that at price P1, demand has increased from Q1 to Q2.
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Figure 3 The effect of a rightward shift of 
demand in a market

Price, income and cross elasticities of demand
Whenever a change in one variable (such as a good’s price) causes a change to occur 
in a second variable (such as the quantity of the good that consumers are prepared 
to demand), an elasticity can be calculated. Elasticity measures the proportionate 
response or change in a second variable following an initial change in a first variable. 
For example, if a 5% increase in price were to cause consumers to reduce their 
demand more than proportionately (say, by 10%), demand would be price elastic. If 
the response were less than proportionate (for example, a fall in demand of only 3%), 
demand would be price inelastic. And if the change in price were to induce an exactly 
proportionate change in demand, demand would be neither elastic nor inelastic with 
respect to the price change – this is called unit elasticity of demand.

The formulae for the three demand elasticities you need to know are:

Price elasticity of demand = 
Proportionate change in quantity demanded

Proportionate change in price

Income elasticity of demand = 
Proportionate change in quantity demanded

Proportionate change in income

Cross elasticity of demand for good A 
with respect to the price of B

 = 

Proportionate change in quantity of A 
demanded

Proportionate change in price of B

Price elasticity of demand
Price elasticity of demand measures consumers’ responsiveness to a change in a good’s 
price. The factors that influence price elasticity of demand are:
■ Substitutability: this is the most important determinant of price elasticity of 

demand. When a substitute exists for a product, consumers can respond to a price 

inferior good Demand 
for the good falls as 
income increases .

exam tip 
Exam questions often 
test whether you can 
distinguish between 
a shift of demand 
or supply and an 
adjustment of demand 
or supply along a 
demand or supply curve .

Knowledge check 3 
Explain the difference 
between a shift 
of demand and an 
adjustment of demand .
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3.1.2 Price determination in a competitive market

rise by switching expenditure away from the good, buying instead the substitute 
whose price has not risen. Demand for necessities tends to be inelastic as they have 
few substitutes. A substitute good is a good that can be used instead of another 
good, e.g. apples as a substitute for pears.

■ Percentage of income: goods or services upon which households spend a large 
proportion of their income tend to be in more elastic demand than small items 
upon which only a fraction of income is spent.

■ The ‘width’ of the market defi nition: the demand for Shell petrol is much more 
price elastic than the market demand for petrol produced by all the oil companies.

■ Time: although there are exceptions, demand for many goods and services is more 
elastic in the long run than in the short run because it takes time to respond to a 
price change.

Income elasticity of demand
Income elasticity of demand – which measures how demand responds to a change in 
income – is always negative for an inferior good and positive for a normal good. The 
quantity demanded of an inferior good falls as income rises, whereas demand for a 
normal good rises with income. Normal goods are sometimes further subdivided into 
superior goods or luxuries, for which the income elasticity of demand is greater than 
unity, and basic goods, with an income elasticity of less than 1.

Cross elasticity of demand
Cross elasticity of demand measures the responsiveness of demand for one commodity 
to changes in the price of another good. The cross elasticity of demand between two 
goods or services indicates the nature of the demand relationship between the goods. 
There are three possibilities: joint demand (negative cross elasticity), competing 
demand or substitutes (positive cross elasticity) and an absence of any discernible 
demand relationship (zero cross elasticity).

The determinants of the supply of goods and services
Market supply is the quantity of a good or service that all the firms or producers in 
the market plan to sell at different prices. 

The market supply curve in Figure 4 illustrates the law of supply, which states 
that as a good’s price rises, more is supplied. If the price starts off low, for example 
at P1, firms are willing to supply Q1. But if the price rises to P2, planned supply 
increases to Q2.
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Figure 4 A market supply curve

Knowledge check 4
Why is the demand 
for Tesco’s salt more 
price elastic than the 
demand for salt as a 
generic product?

Knowledge check 5 
The income elasticity 
of demand for a good 
is +2 .3 . What does this 
statistic tell us about 
the good?

Knowledge check 6 
The cross elasticity of 
demand for good A with 
respect to the price of 
good B is –0 .8 . What 
does this statistic tell 
us about good A?

exam tip 
Make sure you 
understand the 
different elasticities of 
demand and supply .

Market supply The 
quantity of a good or 
service that all the 
firms in a market 
are willing to sell at 
different prices .
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