2.2 Theory of Demand

Introduction -

The concept of ‘Demand’ occupies a very
important place in economics. Consumers buy goods
and services to satisfy their wants. They pay a ‘price’ 2.5 Factors determining demand
for the goods and services. Demand and supply play a
crucial role in the determination of ‘price’. The aim of
the present unit is to explain what is demand? its | 27 Income demand
determinants, types, law of demand and the exceptions | 2.8 Cross demand
to the law.

2.4 Meaning of Demand

2.6 Price demand - Law of Demand

2.9‘ Model Questions
2.4 Meaning of Pemand 2.10 Glossary

In our daily life the word ‘Demand’ isused ina 2.11 Appendix
very loose sense to mean the desire of a person to | 2,72 References
purchase a commodity or service. But in economics
‘Demand’ implies more than a mere desire to purchase a
commodity. Here, it is important to distinguish between ‘demand’ and ‘desire’. Every desire is not
ademand. As a poor person’s desire to own a car worth Rs. 3 lakh and a person with Rs. 3 lakh —
without a desire to own a car - we can not call that there is demand for a car in either of these two

Cases.

Thuswe say there is ‘demand’ ifand only if, when the desire of the consumer for a commodity
or service is backed up by purchasing power / ability to pay.

It should be understood that demand is not the same thing as desire or need. A desire )
deos not become demand unless it is backed up by the ability and willingness to satisfy it.

2.5 Factors Determining Demand

Demand function states the factors that determine the demand for a good. The following
are the important factors that determine the demand for a good.
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Price of the good (P)

Demand is inversely related to price. That is when the price falls, the demand for the £200g
thcreases and the demand for the good decreases with arise in the price of the good. ‘

Consumer's Income (Y)

Itis obvious that income will influence the amount of most goods and services people wij)
purchase at any given price. In case of ‘normal’ goods the quantity demanded increases with riscip
income. But in the case of ‘inferior’ goods the quantity demanded at any price will fall with an |
increase in income. The idea is that the consumer generally gocs in favour of better goods as soq,,
as they can afford to.

Prices of Substitutes and Complementaries (PSC)

In case of close substitutes, such as coffee and tea an increase in the price of one will teng
to increase the demand for the other. '

( In case of substitutes there exists a direct/positive relationship between the priceand |

quantity demanded. )

In case of complementary goods like car and petrol, the fall in price of cars will lead to an
increase in the demand for petrol

—
There exists an inverse or negative relationship between the price and quantity of |
complementary goods. ; )

Tastes (t)

Not all people share the same tastes. Nor do tastes always remain fixed over time. This
includes changes in fashions, customs, habits etc. If the consumer acquires a tase for a particular
commodity, its demand is bound to increase.

For instance, the demand for a particular brand of soap increases due to the use of the
same in an advertisement involving a famous film actor or actress.

Thus, we can state the factors that influence or determine the demand fora particulaD
good or service in the form of a simple function, which is called a ‘Demand function’.

D, = f(PY,P_.T)

5C? ) §

In the above demand function, D_stands for quantity demanded for ‘n’ good, P_ for price
. § . ) . LT "  n .
of ‘n’, 'Y for consumer’s income, P for the prices of substitutes and complementaries and ‘T’ for
the tastes of the consumers. ‘f” explains the functional relationship that determines the quantity
demanded.
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2.8.1 Types of Demand

Three kinds of demand may be distinguished

G Price demand, 2. Income demand and 3. Cross dc'mumD

2.6 Price Demand - Law of Demand

Price demand expresses the relationship between price and quantity demanded of a
commodity, Price demand refers to the various quantities of a commodity or service that a consumer
'would purchase at a given time in market at various hypothetical prices. It isassumed here, that
other things like consumer’s income, prices of substitutes and complementarics and the tastes of the
consumers remain unchanged. Therefore, price demand may be expressed in the form of a small
function.

f" =f{P ) quantity demanded and price have an inverse relationship.
e,

A linear demand curve can be written as q, = a - bp, where the slope is negativ

where Dn - Demand for n; Pn - price of n; f - functional relationship. Where the demand

for ‘n’ depends on the price of n. Further,
q, = quanity demanded; a = constant; b = slope; p = price.

2.6.1 Demand Schedule
A demand schedule can be constructed to any commodity when the list of prices and the
quantities purchased at those prices are known. |
Demand schedule is generally expressed in two ways
L Individual demand schedule, 2. Market demand schedug

2.6.2 Individual Demand Schedule
Anindividual demand scheduleisa list of the varioius quantities of a commodity which an

individual consumer purchases at various levels of prices in the market. -

An individual demand schedule states the relationship between various quantities purchased
ingle consumer in the market. ‘

at various prices by a s
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The following is an imaginary demand schedule for mangoes.
Table - 2.3

Individual Demand Schedule
Price of Mangoes (Rs) Quantity Demanded

9 1

8 2

7 3

6 T

5 5

4 6

3 7

2 8

The above table tells how a consumer in the market purchases different quantities at differer
prices. When the price of mango is Rs.9, he is buying only 1 unit and demands 8 units as the pric

falls to Rs.2. Thus itis clear, that price and quantity demand have an inverse relationship.

(There exists an inverserelationship between the price of a good and the quantity demanded

2.6.3 Individual Demand Curve

On the basis of the above individual demand schedule, we can draw a demand curve.

Price of Mangoes

(SR TN A5 e A N
Quantity Demanded
Fig.23

of

Vi

et 1}
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In the diagram. the prices of mangoes are shown on O Y-axis and the quantities demanded
of mangoes on OX-axis. With the help of the above individual demand schedule, how a consumer
\aries his purchases at different prices are shown by points A, B, C, D, E, F, Gand H. The demand
curve is obtained by joining all the points. ‘DD” is the individual demand curve.

(The normal demand curve falls from left to right downwards or it is convex to the origij

k\v’e can show a demand curve in the form of straight line or a curve.

2.6.4 Market Demand Schedule

In a market, there are a number of consumers, each purchasing different quantities of the
commodity at the corresponding prices.

A market demand schedule shows the total demand for a good at a particular time at
different prices in the market.

Market demand schedule can be obtained in two ways
1. By adding up all the individual demand schedules of all the consumers in the market.

2. By taking the demand schedule of the representative consumer and multiplying it by
the total number of consumers in the market.

Suppose that there are A, B, C consumers in a market, purchasing mangoes. Thus, the

market demand schedule shows the total demand for mangoes by A, B, C consumers at

different prices.
Table - 2.4
Market Demand Schedule
Prices of Mangoes Quantity demand by Market Demand
A B C
10 6 6 10 22
9 8 10 15 33
8 10 , 14 20 44
7 12 18 25 55
6 14 22 30 66
i 16 26 35 77
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The above table shows the market demand fo

pointoftime.
3.6.5 Market Demand Curve
with the help of the above market demand schedule, we can draw the market dem,

curve.
Y
MD

DC
............. " ,___.)1

LY N——

|

X 0 22 n
Quantity Demanded

10 38
Quantity Demanded

6
Quantity Demanded

Quantity Demanded

Fig 2.4

dividual demand curves of A}

It is clear from the above figure that by adding up the in
on here is that the market cony

we can arrive at the MD - Market Demand curve. The assumpti
of three consumers only.

F all the individual demand curves are having a negative slope, the market demand cun

also shows the inverse relationship between price and quantity demanded.

2.6.6 Law of Demand

This law is also known as the first law of purchase. Of allN
Classical contributions, Alfred Marshall’s theory of demand occupe
very important place in the economic theory.

Alfred Marshall is a dominant figure in British economics. His fan!
work is “Principles of Economics™ ( 1842 - 1924).

The law of demand tells us the functional relati onship betweer
price of a commodity and its quantity demanded in the map
According to this law people demand larger quantity of good™
- services only at a lower price than at a higher price. In simple te
the price is higher, lesser quantity will be demanded and lower the price greater will be the quit
demanded.

In the words of Alfred Marshall, “‘Other things remaining constant, the amount dema’

¥

increases witha fall in price and diminishes with arise in price”. The law of demand she!

 the inverse relationshiop between the price and quantity demanded.
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2.6.7 Nature of Demand Curve

The demand curve has a neegative e, 'y
! h‘ ‘ff l" "_’,d e has a negative slope that is, it falls downwards from left to right implying
consumer’s ciher increase or decrease their purchases based on a decrease or increase in price.

(( onsumers buy more ata lower price and less at a higher pfice)

Reasons for the Downward slope or negative slope

There are three important reasons for the downward slope of the demand curve. They are
1. Law of Diminishing Marginal Utility |

The purchases of most of the consumers are governed by this law. When the price falls,
new pruchasers enter the market and old purchasers will probably purchase more. When the price
falls, not only one can atford to buy more, but also ene naturally likes to buy more. Conversely, we
buy less. when the price rises.

According to this law of diminishing marginal utility, if the consumer goes on consuming
more units of the commodity. the additional utility goes on diminishing. Therefore, the consumer

prefers to buy more quantity only ata lower price.

2. Substitution Effect

In case of substitutes, if the price of acommodity (X)rises relatively to the other good (Y),
the consumer will buy less of that commodity (X) and buy more of the good (Y) which has become
relatively cheaper. This is called ‘substitution effect’, due to which the demand curve slopes

downwards.

3. Income Effect

I1s, more of it is demanded because of ‘Income effect’

When the price of a commodity fa
ffect tells that the real income of the purchaser rises due

the pruchaser feels better ofl. The income e
to the fall in the price level.

2.6.8 Exceptions to the Law of Demand

The law of demand is only a general statement. There are a few exceptions to this general

statement. They arc as given here under. -

Giffen’s Paradox
en the price of acommodity increases, its demand

According .- the law of demand, wh : . .
X ople may buy more when the prices are high. This

must decrease. Bu: r1somnge rare occastons, p€
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' itish st Sir Robert Giffen (1837 - 19,

ituati i ed by the British Economist rRo fert{ '
WG;ngsfS;tt;lu?tlon Waar: fl;l;f)tx:'jrllsaio (‘;;;en’zygoods; Most of the goods like, jowar, b?::; :;r;d necessy;
of life uosed bsyt{hp: Jower income groups come under this category. The slope o mand w,

' i ine, consumers w,
be the oppoiste to the general/ normal demand curve. When the prices éioe:; o ;: r“ 0
purchase less of these commodities rather than purchasing more, as the

goods to be inferior.

Prestigious Goods

Theorstein Veblen is a nowrwegian - American Sociologist ;.
Economist. He is most famous for his book “The Theory of the Leis,

Class” (1899).

A commadity is some times bought not because it has any intri
‘worth, but because its possession confers a social status. For exan’
Diamonds, precious stones, gold etc. This exception is associated v
I (he name of Theorstein Veblen (1857 - 1929). The law of demandn.
Theorstein Viblen  not apply to these goods.

(1857 - 1929)

Speculation

Some times the price of acommodity might be increasing and it is expected to increases
further. The consumers will buy more of the commodity at the higher price than they did a:
lower price. Thus an increase in price may not be accompanied by a decrease in its demand wh:
is contrary to the law of demand.

It is evident from the above that the law of demand will not hold good in cases of infent
goods, prestigeous goods and expectations about future price changes.

2.6.9 Changes in Demand ' Y

According to tie law of CB
demand, other things being equal, more =~ D .,
will be demanded at a lower price and P o QOI}‘
less is the demand if price is higher. A %
change in demand due to a change in Pl QP
price is called extension or contraction. Price -
When more units are demanded at = P ' 100
lower price then we call it as demand % ‘
extension. On the other hand, witha D |
rise in price iesser quantity isdemanded, 0 1 —
thereis contractionindemand, Both = Qz \ Ql : Qo b
refer to the same demand curve, This C
can be shown with the help of the Agon Quantuy demanded
following diagram. Fig. 2.5
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* Onthe OY-axis V\{e‘are showing price and on the OX-axis quantity demanded. DD is the
demand curve. As thelprlce falls from OP, to OP,, the demand increases from OQ, to 0Q,
Thus the downward movement from ‘S’ to ‘T’ on the demand curve indicates extension of demand.
In the sameé manner, the upward movement towards left on the same demand curve from °S’to ‘R’
represents contraction of demand when the price increases from OP, to OP,, demand decreases

from OQ| to OQz

Thus wl}en other demand determinants remain constant, change in demand due to change
in price is known as extension or contraction of demand.

Increase and Decrease in Demand

Here the change in demand takes place due to changes in other demand determinants
except price. Other determinants refer to consumers income, prices of substitutes and
complementaries, tastes of the consumer. Thus a change in demand due to other factors rather than
price is known as an increase or a decrease in demand. When more quantity is demanded at the
same price it is known as an increase in demand.The demand curve shifts towards right to the
original demand curve. On the other hand a decrease in demand indicates lesser demand at the
same price. The demand curve shifts towards left. This can be explained with the help ofa

diagram.

Y]
DI
D
Price D,
ecrease\increase
P < \
D, D o
O Qz Q Ql X
Quantity Demanded
Fig. 2.6

Price is shown on OY-axis and demand on OX-axis. OP is the price and OQ is the
Guantity demanded. DD is the demand curve. When the demand increases at the same price. a
new demand curve is drawn that is D,D,, where the DD curve moves to the right. '

e demand is OQ,. The shifting of demand curve towards right
In the same manner when the demand falls at the same price the
mand decreases from OO to OQ, when the price is
owing the decrease in demand.

X At the price OP, now th
indicates an increase in demand.
demand curve shifts towards left. Here the de
the same as OP. So D,D, is the demand curve sh
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ecreases due to changes in otherdemand déterminants excep |

Thus, demand increases or d
¢ demand curve. )

price. The change indemand is denoted by shifting O“.h

P i S
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2.7 Income Demand-""""
It refers to the varous quantities of goods and services which would be purchased by 11,

consumer at various levels of income. The functional relationship hetween the incomes of 1l

consumer and quantity demanded can be written as

D, = fY).

A linear demand curve may be written as Q= C +bY implying that the slope is positive
The functional relationship between income of the consumer and quantity demanded ma,
generally be direct. Here q, = quantity demanded: C = Constant; b =slope;y= incomg

This means thatgen;:mll y quantlty demanded increases as and when the consumers incouic
increases.’ ' '

Animportant point tdbenoted hére is that depending on the slope of the income deman(
curve, we can identify the nature of the commodity i.c.. whether it is superior or inferiro!

variety.

[When we study the income demand, other things like price of the good, substitutes and |

complementaries and tastes of the consumers are assumed (0 remain constant. ;

~-Superior or Normal Goods

In case of superior or normal goods, Y ' | Y
the demand will increase with the increase in YI b
the incomes of consumers. It shows a positive income
ordirectrelationship. . ., .. ., ;

;i | = | Yo ity
In thé'pictufc’bﬁ'}’gﬁfééehfé’ demand
' for superior goods and OYrep‘resents itibomes - Y

of the consumer. Y, in the picture shows the i
income demand curve, showing a positive 0 X
slope. This means that as the income of the Qo le

. consumerinteases fomY, Y, thedemnand - Quantity Demanded
_._fornormal goods.or superior » d N s R e
USSR LIPS SIS 1., (Superior Goods)
to OQ, to OQ,. This may happen in case of g s ety F'g o
“Veblen goods.” b i - .
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' ’{.in'ferior Goods

Asf ?hgamst the above, the demand for the inferior goods decreases with the increase in
incomes of the consumers. This relationship is called negative or inverse relationship.

Y
YD
Yl
income
Y |
0 Y[)
’ X
0 Q-
Quantity Demanded
(Inferior Goods)
Fig.2.8

In the diagram at OY , income, the demand for good is Q,. But when consumer’s income

increases from OY, to OY, the demand for the commodity is decreased from OQ, to OQ;. This

happens in the case of Giffen goods.

2.8 Cross Demand

It refers to the different quantities of a commodity that consumers purchase per unit of time
at different prices of arelated commodity, “Other things remaining the same”. The other things here

include the price of the good, income and tastes of the consumer. The related goods are either

substitutes or complementaries.

Sbustitutes

* Ifthey are substitutes then obviously they satisfy the same want. For example, tea and

coffee are good substitutes. Ifthe price of coffee rises, the demand for tea increases. Thus, inthe

case of substitutes the cross demand curve hasa posmvc slope.
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&
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Qet
2 P
=
-
- CD

0 Q Q Q

Demand for tea
Fig.2.9 ,
In the diagram, the price of coffeee is shown on OY and the demand for tea o OX. Rise |

in the price of coffee from OP, to OP, has led to the increase the demand for Tea from 0Q, to
0Q,. Thus

Qn case of substitutes, the cross demand is positive or dire@-

Complementaries

If they are complementaries, goods are to be demanded jointly to satisfy the same want. I |
the case of car and petrol which are complementaries, if the price of car is reduced then the demand |
for petrol increases.

Y CD

0 . — CD

0 QO Ql ; Qz X

Demand for Petro]
Fig.2.10
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The price of car is taken on OY and demand for petrol is on the OX-axis. Asthe price of

caris falling from OP, to OP the demand for petrol is increasing from OQ, to OQ,.

( Incase of complementary goods the cross demand (CD) is inverse or negative.)

2.9 Model Questions

I. Write an essay on the following questions.

1.

2.

1.

8.

Explain the law of diminishing marginal utility. What are its limitations?

State and explain the law of diminiéhing marginal utility with the help of'a diagram.

What is consumer’s equilibrium? Explain the law of equi-marginal utility and its impértance.
Explain the law of equi-marginal utility with the help of diagram. What are its limitations?
Explain the concept of demand and various types of demand.

Explain the three forms of demand with suitable diagrams.

What is a demand function? Explain the factors that determine the demand for a good.

Explain the law of demand with iis exceptions.

II. Write the answers briefly for the following questions.

1.

2,

Explain the difference between cardinal and ordinal utility approaches.

Discuss the assumptions on which the law of diminishing marginal utility is based.
Explain the importance of law of equi-marginal utility.

Explain the factors that determine defnand.

Explain the law of demand.

Why a demand curve has a negative slope?

Types of demand

Exceptions to the law of demand.
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3.0 Recall

We have discussed in the foregoing unit that, 3.0 Recall

when the price of a good falls, its quantity demanded |3/  Elasticity of Demand - Meaning

. y . . ) 3.2 Elasticlty of Demand - Types
rises and when the price of the good rises, its quantity | 3.3 Price Elasticity of Demand -

demanded falls. In other words, the law of deman Definition
d states 3.4 Price Elasticlty of Demand Types

D = f(P), which means that there exists an inverse |3.5 Measurement of Price Elasticity of

. . . g Demand Methods
relationship between the price of the good and the |34  Fucrors Determining Elasticity of

quantity demanded. Demand
3.7 Importance of Price Elasticity of

T Demand
The law of Demand indicates only the) | 3.8 Model Questions

DIRECTION of change in quantity demanded 3.9  Glossary.
3.10 Appendix

in response to the change in price., 3.11 References

3.1 Elasticity of Demand: Meaning

The concept of “Elasticity” has a very great importance in Economic Theory The changes
in the quantity demanded as a result of changes in the price of the good differs from time to time,
person to person and place to place. For example, in case of rice, vegetables, salt etc., there will
not be significant changes in the quantity demanded even after arise in the price of these goods.
Similarly, there will be greater changes in quantity demanded of TV sets, Air coolers, DVD players

etc., witl a small fall in the price.

Ghe impact of price change s not always uniform on quantity demanded)

The Law of Demand does not tell us by how much or to what extent the quantity demanded

of agood will change in response 102 change
what extent the quantity demanded of a.goo
provided by the concept of Elasticity of Demand.

inits price. This information asto how much orto

od will change as a result of a change in its price is
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The concept of Elasticity of Demand was first put forth by Cournot and Mill ina rougtﬁi g
| form. The credit of developing this concept on a scientific wav goes to Alfred Marshall.J :

The definitions given by Alrfred Marshall and Mrs. J oan Robinson are worth mentioning,

According to Marshall. “The Elasticity of Demand in amarket is great or small according as ».

the amount demanded increases much or little for a given fall in price.”

Another precise definition is given by Mrs. Joan Rbinson,” The clasticity of demand at any
price or atany output is the proportional change of amount purchased in response to a small change
in price, divided by the proportional change in price.”

Elasticity of Demand means the degree of sensitiveness or responsiveness of demand to i
change in price, however small or great.

The same can be expressed in the form of a small formula. which states that.

. Percentage Change in the Quantity demanded
Percentage change in the price

In other words, it is the ratio of a relative change in quantity demanded to a relative change
in price. ' "

3.2 Elasticity of Demand: Types

Before we list out the types of Elasticity of Demand, let us recall on the factors which
determine the demand for a commodity. The demand fora commodity depends upon the priceof
the good, the prices of the related goods ( complementaries and substitutes), in

comes of the consumers,
tastes and preferences of the consumers.

When there is a change in any of the inde}iendent variables, there will be g change in the
dependent variable i.e., demand.

In this connection, the conce

pt of Elasticity of Demand can be studied und J
i 1ed under three types

1. Price Elasticity of Demand. n -

2. Income Elasticity of Demand,_nv

3. Cross Elasticity of De_mand,fxvlcr i
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12.1 price Elasticity of Demand

Price ﬂa&uuty of Demand is the responsiveness of demand to change inthe \;]\ﬂ\!nt\("l!_\"s

price. it can be expressed as under,

_ Percentage Change in the Quantity demanded of 'x' A

n'v s
: Percentage change in the pnice of 'x'

symbolically.

Ag AP A P dq P

e = q P o Ap q - dp g
Where,

A = change (increase or decrease)

q = quantity demanded

P = price

d¢
— = diffierential coefhicient of g with respectto P
dp 1 pe

This coneept is discussed in detatl in the forthcoming sections of the unit.

Itis essential to note that price elasticity of demand 1s a number and it does not depend on
the units in which the price of the good and the quantity of the good are measured.

Itis also to be noted that the price elasticity of demand 18 a negative number since the
demand for a good is negatively related to the price ofagood. For the sake of simplicity, we will
always refer to the absolute value of clastiaity.

3.2.2 Income Elasticity of Demand

The responsiveness of demand to changes (increase or decrease) in the income of the
consumer is called as ‘Income Elasticity of Demand’. It can be expressed as under,

Percentage Change in the Quantity demanded

 § P e stk sl s R

Percentage change in the Income of the consumer
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Symbolically,

Aq_AY Aq Y

Y e O e R

q Y T AY ¢

The Income Elasticity of demand is positive in case of ‘Sup§rior Goods’ S}ICh asmil}, |
meat, soups and negative in case of ‘Inferior goods’ like porridge, broken rice etc.

3.2.3 Cross Elasticity of Demand:

The change (increase or decrease) in the demand for one good in respgqse to the chang:
(increase or decrease) in price of the related good represents ;he ‘Cross Elasticity of Demand’
The Cross Elasticity of Demand of one good for another can be expressed as under.

_ Percentage Change in the Quantity demanded of X'
Mfor v = Percentage change in the price of 'Y’

Symbolically,

Aqx_:_APY:AqXXP_Y
qx P, AP, Py

Ny ory =

Complementary goods will have Negative Cross Elasticity of demand whereas Substitutes
will have Positive Cross Elasticity of Demand.

3.3 Price Elasticity of Demand:

. In this section, we are going to discuss in detail about the Price Elasticity of Demand. its
various forms, measurement, factors determine it and its practical importance.

| .The concept of Price Elasticity of Demand was developed by Alfred Marshall. The changes
in the price of a particular good will never bring uniform changes in the quantity demanded. ProfeS:Or
Marshall has suggested the following formula to measure the degree of change in quantity demanded
consequent upon the-change in the price of the good.

np = . D€ proportionate change in Quantity demanded
" The proportionate change in the price of the good

Change in demand Aq

The proportionate change in quantity demanded = =

Demand before price change g
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Change in the price of the good AP

Price before change P

The proportionate change in price =

Where,

q=quantity demanded, p=price, A =change (increase or decrease).

Aqg AP Aq P

Therefore, Dp =—— ¥~ OF —XxX—
q P AP q

. — A
Price Elasticity of demand expresses the response of quantity demanded of a good to
changes in its price with a given consumer’s income, tastes and preferences and prices of
all other goods. Price Elasticity of demand is a relative measure. Mathematically, the
price elasticity of demand is always negative, since the change in quantity demanded is in
(opposite direction to the change in price but we ignore this minus sign. )

Price elasticity of demand is a pure number and does not depend on the units in which price
and quantity are measured.

3.4 Classification of Price Elasticity of Demand:

Achange in demand is not always proportionate to the change in price. A small change in
price may lead to a greater change in demand. In that case, we shall say that the demand is elastic.
If, on the other hand, even a greater change in price is followed only by a small change in demand.
In that case, we shall call that as inelastic demand. In between these two extreme cases, there are
three more cases. Marshall’s formula mentioned earlier helps us to distinguish these five cases of

elasticity. They are:

1. 1~ @ Perfectly Elastic Demand k
2.0.,=0 Perfectly Inelastic Demand
3.n,=1" Unitary Elastic Demand

4. n,> 1 Relatively Elastic Demand

é. n,<1 Relatively Inelastic Demgd

3.4.1 Perfectly Elastic Demand:

Itis a situation where the smallest change in price causes the greatest changes in demand.
This type of situation we rarely come across inreal life. A slightest fall in price will lead to infinite
increase in demand and a slightest rise in price will make the quantity demanded to fall to zero,

which is equal to infinity.
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In real life, we will not come across any such commodity, which has perfectly elastic demany
implying that it remains as an imaginary concépt. However, in the case of a firm working unde;
perfect competition, this concept has some relevance. Products of different firms working unde,
perfect competition are completely identical. If any perfect!y competitive firm raises the price of it
product, it would loose all its customers who would switch over to other firms and if it reduces its
price to a certain extent, it would get all the customers to buy the product from it. Therefore, the

demand curve for a firm will be a horizontal straight line parallel to the X-axis, implying infinj;,
elasticity. ’

YA np = Q0
D D
AP =0 ,
Price

->
O Quantity ¥
Fig. 3.1

In the sbove diagram, ‘DD’ is the Demand curve, horizontal to X-axis, where the elasticity \
co-efficient is infinity (o ).

3.4.2 Perfectly Inelastic Demand

It is a situation where the quantity demanded remains uhchanged even after substantial
changes in the price of the good. Salt is the example of zero elastic demand.

Y
1 D
P' . —
-§ 0 AP H 0
& pr
Aq=0
0 D 2>X
Quantity
Fig.3.2

( When the Elasticity coefficient is 0’

, then the demand curve will bevertical to X@
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3.4.3 Unitary Elastic Demand

Itis a situation where the proportionate change in quantity demanded is equally proportionale
to the change in the price of the good. Elasticity of demand here is said to be equal to unity or ° 1.
Forexample, Suppose that the price of a pineapple is rupees 20 and the demand for this is 400
units. Further suppose that the price falls from rupees 20 to rupees | 5. then the demand for fruithas

Aq p _100 20 _

ne up to 500 units, then n, = 1.

gO
Ap q 5 400
Y D
p n = |
Price } AP L
P D
Aq
( M M’ > X
Quantity
Fig.3.3

‘when the Elasticity co-efficient is equal *1°, then the Elasticity of Demand is said to be
unity. The demand curve in this case is known as ‘Rectangular Hyperbola’.

3.4.4 Relatively Elastic Demand

It is a situation when the

proportionate change in quantity Yﬁ
demanded is greater than the

proportionate change in the price of the P - n >1
good. Forexample, suppose that the (¥
price of a pineapple is rupees 20 and %
the demand for it is 400 units. Further Price D
suppose that the price has fallen from < Aq —

rupees 20 to rupees 15 as aresult the

demand for it has gone up to 600 units, > X
then elasticity of demand, a 0l L Q . B¢
e uantity

Fig.3.4"

CCAETP 00 20 T
W .
AP q 5 400

s 4
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efTicient is greater than * 1" we call that situation as “Relative

When the Elasticity co
Elastic Demand’, where percentage change in quantity demanded will be greater thy,

percentage change inprice. . ;

3.4.5 Relatively Inelastic Demand

It is a situation when the proportionate change in quantity demanded is less than (;,
Pmportionate change in the price of the good. For example, suppose that the price of a pineapp),
is rupees 20 and the demand is for 400 units. Further suppose that the price has gone down fi,
rupees 20 to rupees 15 and the demand for pineapple has gone up to only 450 units. Then,

elasticity of demand,

Y'T |
n, <1
089, P 5020 _ P
AP q 5 400 .
| Price | AP
|
| =
Quantity
Fig. 3.5

When the elasticity co-efficient is less than 1°. We call such situation as ‘Relatively |
inelastic demand’, where percentage change in price is greater than percentage change ir i
quantity. )

3.5 Measurement of Price Elasticity of Demand

It is not enough that if we know simple the elastic co-efficient and the slope of the demard
curve. There is need to know the methods of measurement of Elasticity. Different methods hav¢
been devised by the Economists to measure the degree of elasticity. They are:

The total outlay method

L
2. The point method

3. The arc method.

Now, Let us know each method,
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3.5.1 The Total Outlay/Revenue Method

This methad is ;l&‘\\\‘ 1ted With the name of Alfred Marshall. Under this method, we compare
the total outlay (expenditure) of the buyer (or total revenue from the point of view of the seller)
before and atter the changes in price. We get total outlay,

P.q = Price X quantity
Pq = Total outlay = Total Revenue,

Acconding to this method. price elasticity of demand is expressed in three forms, they are:

,—' - -

Elastic demand
Unitary elasticity
Inelastic demand

(0 1D »r=
’ H .

Elastic Demand

When the total amount spent on goods increases with a fall in price and decreases witha
rseinprice. Then. elasticity is said to be greater than unity or elastic demand.
Unity Elasticity

When the total amount spent on goods remains the same before and after the price change.
then it is called Unity Elasticity. That s, the rise in price is exactly balanced by reduction in

purchases and vice versa.

Inelastic Demand

When the total amount spent on goods decreases with a fall in price and increases witha
rise in price. Then, it is called elasticity less than unity or inelastic demand.

The three situations can be understood well with the following table:

Table - 3.1

Price of Quantity Total outlay Elasticity
Mangoes | demanded Pq

(P) C)

9 40 360 Elastic demand n > 1

8 50 400

7 60 420 Unity elasticity n =1

6 70 420

. 80 400 Inelastic Demand n <1

L4 90 360
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From thé tablé i it 1s very /clear that wHenthe pnce of Mangoes is fallmg from Rs 9to Rs, |

the quantities purchaseéd aré changmg from 40 to 90.

Q) Initially, when the price of Mangoes is falling from Rs.9 to Rs.8 the total outlay is aly,
showing an 1ncrease from 360 to 400 and vice versa. It may be called as ‘Elagy,
Demand’ i :

() © - Whenthe priceis falhng from Rs.7 to Rs.6 the total outlay is remiaining the same m
Rs.420. Th1s is termed as ‘Unity Elasticity’.

(i) Inthethird situation, when the price is falling (rising) from Rs. 5o Rs.4, the total outly
is also falling (rising) from Rs:400 to Rs, 360. This s called Inelastlc demand’.

The following simple graph makes the three situations more clear.

™0
Price
— 53X
O Quantity,
Fig.§.6

In the above dlagram the total outlay curve Ato D is shown i m three segments ie., A toB
BtoCand CtoD.

( The segment A to B is showing the case of Elastic demand where the total outlay s
mcreasmg witha fall in the price.

| the same before and after the price changs,. .

 The third segment C to D is showing the case of melastlc demand where the total outlay
Llsfalhngmthafallmthepnce R R s B T

|

AR
i p
Eriiaey

The second segment B to C is showing the case Ofumty elastmty where the total outlay s |
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Thus, in the total outlay method, the price elasticity of demand is measured by comparing
ihe changes in the total outlay spent by the buyer before and after the price change.

3.5.2 Point Method

This method helps us to measure the elasticity of demand at any point on the demand curve.

has also been given by Alfred Marshall and is known as, ‘Geometrical Method’.

This method
portion of the Demand

According.to th.is method, Elasticity at any point is the ratio of the lower
straight line) to the upper portion. In other words,

A The distance from the point to X-axis
P The distance from the point to Y-axis

Straight line demand curve — Elasticity of Demand

curVC(

Tt should be remembered that the point elasticity of demand on the straight line is different at
every point. To measure the elasticity at any point, we use the above formula. How the elasticity

differs at every point is made clear by the following diagram.

YA
b Enpzoo

D np>1
'Cn=1
p P
Fn<l
P
Gn=0
aB L>X

Qﬁantity demanded,

Price

Fig. 3.7

Let us consider a linear demand curve Q=a-bp. Itcanbe observed that at any point on

. A .
t change in the price ZI% =—b . -Substituting the

weobtain np=—bE='— bP '
q a-bp

the demand curve, the change in demand per uni

% i
value ofzg— in the definition of elasticity,

— 75
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In the above diagram, ‘AB; is the stralght line demand curve. Whichis4cmsin length
is the middle point on ‘AB’. Applying the above formula, we get

CB 2
»@C=——=2=1 orUni
"@C=aT3 “‘mw

Thus, price elasticity demand at ‘C’ is unity.

Similarly,

DB 3 : |
np@D=—=Z=3(>1 ;
r@ DA 1 D

EB 4 1

E=‘=-—= |
@ = =0 |
1

n,@F=12_1_ )

FA 3 1

GB 0 |
G=—n=2=9
n, @ GA 2 .

Therefore, from the above discussion, following important points can be noted.

(1. The elasticity of demand on different points on the straight line demand curveis differentd
every point. ,

2. Exactly at the middle point on the curve, Elasticity is equal‘ﬂto ‘unity’.

3. Asthe point moves to theright or towards X-axis, the elasticity will be ‘Less than Unity.

4. Theelasticity of demand on X-axis is equal to ‘zero’.

5. Asthe point moves to the left or towards Y-axis, the elasticity is ‘greater than unity’.

6. A point exactly on Y-axis, the elasticity is infinity or immeasufablé.
\— : ‘

When the Demand Curve is non—lihear

The price elasticity of demand can be measured even if the demand curve is not a stra@“}
line, by using the above formula, ‘ ‘
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A tangent will, however hav
‘ ® 0 drawn at the point on the demand curve, where we want to

neasure the elasticity.
A
A D
Price
D
0 -> X
Quantity
Fig. 3.8

In the above diagram, ‘DD’ is the Demand Curve. AB is the tangent drawn to point P.
Therefore, :

int to be noted in Point Method is that the method is used to measure

Thus, the important po
n any point on the straight line or non-linear demand curve.

the price elasticity of demand

3.5.3 Arc Method

thods discussed above, yet another method is there to measure

In addition to the two me
known as ‘Arc Method’.

the elasticity of demand. This method came to

The main drawback of the point mpthod is that it can be used only when we have ‘complete
data on the changes in the price of the good and quantity demand'ed. Bl}t, inreal life, it is not easy
to get information about the slightest changes in price and quantity. This means that there will be

t possible to apply the point method to get

‘GAPS’ in the demand schedules. In such cases, it is no
the desired results. Economists have therefore, devised anew method called ‘Arc Method” wherever

big gaps are there in the Demand schedule:
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Tn'the Atc method the m1d-pomts between the old and new data in the case of price . a
quantity are used. This miéthod studies 4 portion or rsegment (Arc) ofthe demand curve be“\e
the two points. Hence

Arc method is the elastlclty at the mid-point of an Arc of a demand curve. Hence l
formula for measuring elastlc:lty of demand under Arc methods is,

‘Change in the quantity demanded Change in the price
e . Original quantity + New Quantlty Old price + New price

Symbolically,

ny o979 +P"P1 dii q‘Ql.x'P"'Pl

LA PER PR gy,

Tne Arc method;may be made more clear by the following example:

units. Further, suppose that the price (P,)of the good has fallen from Rs.20 to Rs.16 and consequently
the quantlty demand (q, ) has gone up by 280 units. Now,

l 80 4 80 36 I
-— 1 5
Amc elaeucxty of demand 480 736 & 4 %0

Whlch means that elastlclty of demand is greater than one or elastic.

Since Arc method studies a portion or a segmen

nt of the demand curve between two points.
So, it is better to be more clear with the following diagram

yig i P
g,
Price i | \\‘\ |

Quantlty Demanded d
" Fig.39
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[nthe above diagram, the Arc lies b ts the ‘DD’ demand curve. Th
‘ P etween points P and P’ ‘DD’
i a givenabove Is used to measure the price elas]trixcitjl: o/ng pnd e e
nul emand. -

Arc elasticity between Pand P* = il L PP MM' L OP +OP’
OM+OM' OP+OP' ' PP, : OM+OM-—’

The concept of Arc Elasticity is relevant in case when the Arc mvolved is <mall. Thatis

Arc elasticity formula sho
ol uld, therefore, be used when the change in price ’is not very

36 Factors determining the Price Elasticity of Demand

The c.oncept of Elasticity is arelative term. For one person or at one place, the demand
may be e!astlc and fOT.an.other person and at another place, it may be inelastic. Whether the
Jemand for acommodity is elastic or inelastic depends on a number of factors. So, it is not that
casy 0 58y that the demand is elastic or inelastic. Many factors influence or determil,1e the degree
o clasticity. The following are some of the important factors on which elasticity of demand fora
good depends:

1.Nature of the good

In case of necessaries the demand s less elastic or comparatively inelastic. Example: Rice,
salt, pulses, match boxes, in case of these goods the demand will practically remain the same in
spite of price changes. For luxuries, on the other hand, the demand is more elastic. For example:
TVS, DVD players, gold, diamonds. But here we have to remember that the necessaries and

luxuries are also relative.

2.Availability of close substitutes

If for a commodity close substitutes are available, its demand tends to be elastic. For

example, Lux soap, and Pears soap, Ponds and Lakme cream.

3.Complementaries

The demand for jointly demanded good is less elastic. For e?iarr}ple, Petrol and car. Similarly,
do not use it alone.

the demand for salt is inelastic, because consumers

4.Goods having several uses

The greater the number of uses to which a commodity can be put, the greater will be its
' f a commodity having several uses s very high, its demand

price elasticity of demand. If the price 0 ;
will be small because at a high price it will be put to.only the most important uses and if the price of

e
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' its quantity ey, |

h nnnodityihllsitwillbeput-tolessimpqnantusesa]soandconsequemly quantity dem,, 1
such acon

will rise significantly. Forexample, milk, coal, electricity.

5.Postponement of purchase

There are certain goods of which we can definitely postpone our purchases to future. |, £

les. fans, AC units etc., can be purchased when their prices come down. So, in G,

example, vehic the demand wj)|, ]

: ! : .
of these goods the demand is elastic. But, in case of life saving medicines,
inelastic because we carinot postpone the purchase of such goods.

6.Proportion of Income Spent

Another factor on which elasticity of demand of a commodity depends is the proportio &
one’s income spent on the good. For instance, on salt, match boxes, news paper's .etc., apery;
spends a very negligible amount out of his / her income on these items. So, the elasticity of deny;
for these,cdﬁhﬁdditiés_ '\'vill, be inelastic. Goods like two wheelers, air copditioners etc., will hy,. &
elastic déménd; because a major amount has to be:allotted to the purchase of these commoditic: &

7.Time

The demand for a commodity may be fora day, a week, amonth, a season, or a period
several years. Elasticity of demand varies with time. In general, the demand is inelastic in the sho:
period and more elastic in'the long period, because there will be sufficient time for consumerst
know the changes in price, so that they can make changés in their budgets.

8.Price level

Ifthe price of a good is too high or too low, then the elastici
are inelastic. On the other hand, if the price is moderate, the
goods are elastic.

ty of demand for these good &
n the elasticity of demand of thes: |

9.Habits

Most of the consumers, in reality,
the price of these goods goes up suddenly
beinelastic. '

are accustomed to a particular brand of a commodity. ! :
the demand willnot fall. i.e., the elasticity of demand vl |§

- 10.Income Group:»
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or hand, the elastici :
the other . W of fiemand for middle and lower income groups are elastic, as they are
il «gensitive to the changes in prices of certain goods |

Conclusion _

bove di i
Thea 1scussion .Conflrms the fact that it is not possible to lay down any hard and fast
ruletosay whether a commodity has elastic or inelastic demand

3.7 Importance of the Concept of Elasticity of Demand

The concept of elasticity of demand is of great practical importance in the sphere of
government, finance s well as in Trade and Commerce.

1. Price Determination

The individual producer, especially under imperfect competition has to consider the elasticity
of demand of his commodity before fixing the price. When the commodity has inelastic demand he
will fix a lower price to maximise his profits and vice versa.

2. Joint Products

In cases of joint products, separate costs are not ascertainable. For example, Sugar and
Molasis, Meat and Fur . In such cases, the producer will be guided mostly by elasticity of demand.
So, alower price is fixed in case of goods having elastic demand and a higher price for inelastic

cemand.

3. To Governnient

The concept of elasticity of Jemand also enables the Government to decide as to what

particular industries should be declared as ‘Public utilities’ to be taken over and operated by the

State. Thus, an industry whichis controlled by a priv
products are inelastic is a clear case for being declared as ‘Public utility’ and being, consequently,

owned and operated by the state.

ate monopolist and the demand for whose

4. International Trade
ms of Trade between two countries only by taking into

account the mutual elasticities of demand for each other’s products. The term ‘Term of Trade’
implies the rate at which one unitof domestic commodity will exchange for units of a commodity of
a foreign country. In caloulating the ©© f trade, we have to take into account the ‘mutual

inteIlsities’ of demand for the products of

Itis possible to calculate the ter

the two countries.
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S. To the Finance Minister 5 kg L
The Finance Ministeralso takes into account elasticity of demand for different goos Wh
selecting the goods for taxation. When the Government is in need of more revenue, he choog,|

those goods which has inelastic demand.
Conclusion
and practice.

3.8 Model Questions

I. Write an essay on the following questions.

[—

- Define the concept of Elasticity of Demand.

2. Explainthe concepts of Price, Income and Cross Elasticity of Demand.

3. WhatisPrice Elasticity of Demand? Explaixi"'the different forms of Price Elasticity of Demap; |

4. Explain the three methods of measuring Price Elasticity of Demand.
5. Whatare the factors that determine Price Elasticity of Demand.

)

6. Bringout the importance of the concept of Price EIasti‘city of Demand.
II. Write the answers briefly for the following questions, |

1. Whatis elasticity of demand?

2. Bring out the three types of elasticity of demaﬁd. |

3. WhatisPrice Elasticity of Demang?

4. Explain the various forms of Price Elasticity of Demand.

(¥,
)
(1]
o
&
g
g.
£y
2
o

Explain Total out lay method of meésuring Elasticity,
Distinguish betweer Point Elastciy and Are Elstcty of Demand.

How do you measure élasticity of dema

nd on a straight line demand cch ~
What are the main dleterminarits of Blasticity 6f demarigp -~

W e N o

Thus, the concept of elasticity of demand is of a highly useful tool for both economic theq, |

B

o Of

10. Explain the importance of the coricept of Elasticity of deinand._
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