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This document provides an overview of Managerial Economics 1, including definitions of managerial economics, its techniques and applications. It discusses the meaning and scope of managerial economics, explaining that it applies microeconomic analysis to business decision-making. The document outlines the key areas of demand analysis, production theory, price theory, profit theory and capital investment that fall within the scope of managerial economics. It also notes that managerial economics helps managers make informed decisions in complex and uncertain business environments.Read less
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	1. Managerial Economics 1
Unit  1 Concepts of Managerial Economics
Learning Outcome
After going through this unit, you will be able to:
• Explain succinctly the meaning and definition of managerial economics
• Elucidate on the characteristics and scope of managerial economics
• Describe the techniques of managerial economics
• Explain the application of managerial economics in various aspects of decision
making
• Explicate the application of managerial economics in marginal analysis and
optimisation
Time Required to Complete the unit
1. 1st
Reading: It will need 3 Hrs for reading a unit
2. 2nd
Reading with understanding: It will need 4 Hrs for reading and understanding a
unit
3. Self Assessment: It will need 3 Hrs for reading and understanding a unit
4. Assignment: It will need 2 Hrs for completing an assignment
5. Revision and Further Reading: It is a continuous process
Content Map
1.1 Introduction
1.2 Concept of Managerial Economics
1.2.1 Meaning of Managerial Economics
1.2.2 Definitions of Managerial Economics
 


	2. 2 Managerial Economics
1.2.3  Characteristics of Managerial Economics
1.2.4 Scope of Managerial Economics
1.2.5 Why Managers Need to Know Economics?
1.3 Techniques of Managerial Economics
1.4 Managerial Economics - Its application in Marginal Analysis and Optimisation
1.4.1 Application of Managerial Economics
1.4.2 Tools of Decision Science and Managerial Economics
1.5 Summary
1.6 Self Assessment Test
1.7 Further Reading
 


	3. Managerial Economics 3
1.1  Introduction
Managerial decisions are an important cog in the working wheel of an organisation.
The success or failure of a business is contingent upon the decisions taken by managers.
Increasing complexity in the business world has spewed forth greater challenges for
managers. Today, no business decision is bereft of influences from areas other than the
economy. Decisions pertinent to production and marketing of goods are shaped with a view
of the world both inside as well as outside the economy. Rapid changes in technology,
greater focus on innovation in products as well as processes that command influence over
marketing and sales techniques have contributed to the escalating complexity in the
business environment. This complex environment is coupled with a global market where
input and product prices are have a propensity to fluctuate and remain volatile. These
factors work in tandem to increase the difficulty in precisely evaluating and determining the
outcome of a business decision. Such evanescent environments give rise to a pressing need
for sound economic analysis prior to making decisions. Managerial economics is a discipline
that is designed to facilitate a solid foundation of economic understanding for business
managers and enable them to make informed and analysed managerial decisions, which are
in keeping with the transient and complex business environment.
1.2 Concept of Managerial Economics
The discipline of managerial economics deals with aspects of economics and tools of
analysis, which are employed by business enterprises for decision-making. Business and
industrial enterprises have to undertake varied decisions that entail managerial issues and
decisions. Decision-making can be delineated as a process where a particular course of
action is chosen from a number of alternatives. This demands an unclouded perception of
the technical and environmental conditions, which are integral to decision making. The
decision maker must possess a thorough knowledge of aspects of economic theory and its
tools of analysis. The basic concepts of decision-making theory have been culled from
microeconomic theory and have been furnished with new tools of analysis. Statistical
methods, for example, are pivotal in estimating current and future demand for products.
The methods of operations research and programming proffer scientific criteria for
maximising profit, minimising cost and determining a viable combination of products.
 


	4. 4 Managerial Economics
Decision-making  theory and game theory, which recognise the conditions of uncertainty and
imperfect knowledge under which business managers operate, have contributed to
systematic methods of assessing investment opportunities.
Almost any business decision can be analysed with managerial economics
techniques. However, the most frequent applications of these techniques are as follows:
• Risk analysis: Various models are used to quantify risk and asymmetric information and
to employ them in decision rules to manage risk.
• Production analysis: Microeconomic techniques are used to analyse production
efficiency, optimum factor allocation, costs and economies of scale. They are also
utilised to estimate the firm's cost function.
• Pricing analysis: Microeconomic techniques are employed to examine various pricing
decisions. This involves transfer pricing, joint product pricing, price discrimination, price
elasticity estimations and choice of the optimal pricing method.
• Capital budgeting: Investment theory is used to scrutinise a firm's capital purchasing
decisions.
1.2.1 MEANING OF MANAGERIAL ECONOMICS
Managerial economics, used synonymously with business economics, is a branch of
economics that deals with the application of microeconomic analysis to decision-making
techniques of businesses and management units. It acts as the via media between economic
theory and pragmatic economics. Managerial economics bridges the gap between 'theoria'
and 'pracis'. The tenets of managerial economics have been derived from quantitative
techniques such as regression analysis, correlation and Lagrangian calculus (linear). An
omniscient and unifying theme found in managerial economics is the attempt to achieve
optimal results from business decisions, while taking into account the firm's objectives,
constraints imposed by scarcity and so on. A paradigm of such optmisation is the use of
operations research and programming.
Managerial economics is thereby a study of application of managerial skills in
economics. It helps in anticipating, determining and resolving potential problems or
obstacles. These problems may pertain to costs, prices, forecasting future market, human
 


	5. Managerial Economics 5
resource  management, profits and so on.
1.2.2 DEFINITIONS OF MANAGERIAL ECONOMICS
McGutgan and Moyer: “Managerial economics is the application of economic
theory and methodology to decision-making problems
faced by both public and private institutions”.
McNair and Meriam: “Managerial economics consists of the use of economic
modes of thought to analyse business situations”.
Spencer and Siegelman: Managerial economics is “the integration of economic
theory with business practice for the purpose of
facilitating decision-making and forward planning by
management”.
Haynes, Mote and Paul: “Managerial economics refers to those aspects of
economics and its tools of analysis most relevant to the
firm’s decision-making process”. By definition,
therefore, its scope does not extend to macro-
economic theory and the economics of public policy, an
understanding of which is also essential for the
manager.
Managerial economics studies the application of the principles, techniques and
concepts of economics to managerial problems of business and industrial enterprises. The
term is used interchangeably with business economics, microeconomics, economics of
enterprise, applied economics, managerial analysis and so on. Managerial economics lies at
the junction of economics and business management and traverses the hiatus between the
two disciplines.
 


	6. 6 Managerial Economics
Fig.  1.1: Relation between Economics Business Management and Managerial Economics
1.2.3 CHARACTERISTICS OF MANAGERIAL ECONOMICS
1. Microeconomics: It studies the problems and principles of an individual business firm or
an individual industry. It aids the management in forecasting and evaluating the trends
of the market.
2. Normative economics: It is concerned with varied corrective measures that a
management undertakes under various circumstances. It deals with goal determination,
goal development and achievement of these goals. Future planning, policy-making,
decision-making and optimal utilisation of available resources, come under the banner of
managerial economics.
3. Pragmatic: Managerial economics is pragmatic. In pure micro-economic theory, analysis
is performed, based on certain exceptions, which are far from reality. However, in
managerial economics, managerial issues are resolved daily and difficult issues of
economic theory are kept at bay.
4. Uses theory of firm: Managerial economics employs economic concepts and principles,
which are known as the theory of Firm or 'Economics of the Firm'. Thus, its scope is
narrower than that of pure economic theory.
5. Takes the help of macroeconomics: Managerial economics incorporates certain aspects
of macroeconomic theory. These are essential to comprehending the circumstances and
environments that envelop the working conditions of an individual firm or an industry.
Knowledge of macroeconomic issues such as business cycles, taxation policies, industrial
policy of the government, price and distribution policies, wage policies and anti-
monopoly policies and so on, is integral to the successful functioning of a business
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enterprise.
6.  Aims at helping the management: Managerial economics aims at supporting the
management in taking corrective decisions and charting plans and policies for future.
7. A scientific art: Science is a system of rules and principles engendered for attaining given
ends. Scientific methods have been credited as the optimal path to achieving one's goals.
Managerial economics has been is also called a scientific art because it helps the
management in the best and efficient utilisation of scarce economic resources. It
considers production costs, demand, price, profit, risk etc. It assists the management in
singling out the most feasible alternative. Managerial economics facilitates good and
result oriented decisions under conditions of uncertainty.
8. Prescriptive rather than descriptive: Managerial economics is a normative and applied
discipline. It suggests the application of economic principles with regard to policy
formulation, decision-making and future planning. It not only describes the goals of an
organisation but also prescribes the means of achieving these goals.
1.2.4 SCOPE OF MANAGERIAL ECONOMICS
The scope of managerial economics includes following subjects:
1. Theory of demand
2. Theory of production
3. Theory of exchange or price theory
4. Theory of profit
5. Theory of capital and investment
6. Environmental issues, which are enumerated as follows:
1. Theory of Demand: According to Spencer and Siegelman, “A business firm is an
economic organisation which transforms productivity sources into goods that are to be
sold in a market”.
a. Demand analysis: Analysis of demand is undertaken to forecast demand, which is a
fundamental component in managerial decision-making. Demand forecasting is of
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importance  because an estimate of future sales is a primer for preparing production
schedule and employing productive resources. Demand analysis helps the
management in identifying factors that influence the demand for the products of a
firm. Thus, demand analysis and forecasting is of prime importance to business
planning.
b. Demand theory: Demand theory relates to the study of consumer behaviour. It
addresses questions such as what incites a consumer to buy a particular product, at
what price does he/she purchase the product, why do consumers cease consuming a
commodity and so on. It also seeks to determine the effect of the income, habit and
taste of consumers on the demand of a commodity and analyses other factors that
influence this demand.
2. Theory of Production: Production and cost analysis is central for the unhampered
functioning of the production process and for project planning. Production is an
economic activity that makes goods available for consumption. Production is also
defined as a sum of all economic activities besides consumption. It is the process of
creating goods or services by utilising various available resources. Achieving a certain
profit requires the production of a certain amount of goods. To obtain such production
levels, some costs have to be incurred. At this point, the management is faced with the
task of determining an optimal level of production where the average cost of production
would be minimum. Production function shows the relationship between the quantity of
a good/service produced (output) and the factors or resources (inputs) used. The inputs
employed for producing these goods and services are called factors of production.
a. Variable factor of production: The input level of a variable factor of production can
be varied in the short run. Raw material inputs are deemed as variable factors.
Unskilled labour is also considered in the category of variable factors.
b. Fixed factor of production: The input level of a fixed factor cannot be varied in the
short run. Capital falls under the category of a fixed factor. Capital alludes to
resources such as buildings, machinery etc.
Production theory facilitates in determining the size of firm and the level of
production. It elucidates the relationship between average and marginal costs and
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production.  It highlights how a change in production can bring about a parallel change in
average and marginal costs. Production theory also deals with other issues such as
conditions leading to increase or decrease in costs, changes in total production when one
factor of production is varied and others are kept constant, substitution of one factor with
another while keeping all increased simultaneously and methods of achieving optimum
production.
3. Theory of Exchange or Price Theory: Theory of Exchange is popularly known as Price
Theory. Price determination under different types of market conditions comes under the
wingspan of this theory. It helps in determining the level to which an advertisement can
be used to boost market sales of a firm. Price theory is pivotal in determining the price
policy of a firm. Pricing is an important area in managerial economics. The accuracy of
pricing decisions is vital in shaping the success of an enterprise. Price policy impresses
upon the demand of products. It involves the determination of prices under different
market conditions, pricing methods, pricing policies, differential pricing, product line
pricing and price forecasting.
4. Theory of profit: Every business and industrial enterprise aims at maximising profit.
Profit is the difference between total revenue and total economic cost. Profitability of an
organisation is greatly influenced by the following factors:
• Demand of the product
• Prices of the factors of production
• Nature and degree of competition in the market
• Price behaviour under changing conditions
Hence, profit planning and profit management are important requisites for
improving profit earning efficiency of the firm. Profit management involves the use of most
efficient technique for predicting the future. The probability of risks should be minimised as
far as possible.
5. Theory of Capital and Investment: Theory of Capital and Investment evinces the
following important issues:
• Selection of a viable investment project
• Efficient allocation of capital
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•  Assessment of the efficiency of capital
• Minimising the possibility of under capitalisation or overcapitalisation. Capital is the
building block of a business. Like other factors of production, it is also scarce and
expensive. It should be allocated in most efficient manner.
6. Environmental issues: Managerial economics also encompasses some aspects of
macroeconomics. These relate to social and political environment in which a business
and industrial firm has to operate. This is governed by the following factors:
• The type of economic system of the country
• Business cycles
• Industrial policy of the country
• Trade and fiscal policy of the country
• Taxation policy of the country
• Price and labour policy
• General trends in economy concerning the production, employment, income, prices,
saving and investment etc.
• General trends in the working of financial institutions in the country
• General trends in foreign trade of the country
• Social factors like value system of the society
• General attitude and significance of social organisations like trade unions, producers’
unions and consumers’ cooperative societies etc.
• Social structure and class character of various social groups
• Political system of the country
The management of a firm cannot exercise control over these factors. Therefore, it
should fashion the plans, policies and programmes of the firm according to these factors in
order to offset their adverse effects on the firm.
1.2.5 WHY MANAGERS NEED TO KNOW ECONOMICS
The contribution of economics towards the performance of managerial duties and
responsibilities is of prime importance. The contribution and importance of economics to
the managerial profession is akin to the contribution of biology to the medical profession
and physics to engineering. It has been observed that managers equipped with a working
knowledge of economics surpass their otherwise equally qualified peers, who lack
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knowledge  of economics. Managers are responsible for achieving the objective of the firm to
the maximum possible extent with the limited resources placed at their disposal. It is
important to note that maximisation of objective has to be achieved by utilising limited
resources. In the event of resources being unlimited, like air or sunshine, the problem of
economic utilisation of resources or resource management would not have arisen.
Resources like finance, workforce and material are limited. However, in the absence of
unlimited resources, it is the responsibility of the management to optimise the use of these
resources.
• How economics contributes to managerial functions
Though economics is variously defined, it is essentially the study of logic, tools and
techniques, to make optimum use of the available resources to achieve the given ends.
Economics affords analytical tools and techniques that managers require to accomplish the
goals of the organisation they manage. Therefore, a working knowledge of economics, not
necessarily a formal degree, is indispensable for managers. Managers are fundamentally
practicing economists.
While executing his duties, a manager has to take several decisions, which conform
to the objectives of the firm. Many business decisions fall prey to conditions of uncertainty
and risk. Uncertainty and risk arise chiefly due to volatile market forces, changing business
environment, emerging competitors with highly competitive products, government policy,
external influences on the domestic market and social and political changes in the country.
The intricacy of the modern business world weaves complexity in to the decision making
process of a business. However, the degree of uncertainty and risk can be greatly condensed
if market conditions are calculated with a high degree of reliability. Envisaging a business
environment in the future does not suffice. Appropriate business decisions and formulation
of a business strategy in conformity with the goals of the firm hold similar importance.
Pertinent business decisions require an unambiguous understanding of the technical
and environmental conditions under which business decisions are taken. Application of
economic theories to explain and analyse technical conditions and business environment,
contributes greatly to the rational decision-making process. Economic theories have many
pronged applications in the analysis of practical problems of business. Keeping in view the
escalating complexity of business environment, the efficacy of economic theory as a tool of
analysis and its contribution to the process of decision-making has been widely recognised.
• Contributions of economic theory to business economics
According to Baumol, there are three main contributions of economic theory to
business economics.
1. The practice of building analytical models, which assist in recognising the structure of
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managerial  problems and eliminating minor details, which might obstruct decision-
making has been derived from economic theory. Analytical models help in eradicating
peripheral problems and help the management in retaining focus on core issues.
2. Economic theory comprises a founding pillar of business analysis- ‘a set of analytical
methods’, which may not be applied directly to specific business problems, but they do
enhance the analytical capabilities of the business analyst.
3. Economic theories offer an unequivocal perspective on the various concepts used in
business analysis, which enables the manager to swerve from conceptual pitfalls.
• Importance of managerial economics
Business and industrial enterprises aim at earning maximum proceeds. In order to
achieve this objective, a managerial executive has to take recourse in decision-making,
which is the process of selecting a specified course of action from a number of alternatives.
A sound decision requires fair knowledge of the aspects of economic theory and the tools of
economic analysis, which are directly involved in the process of decision-making. Since
managerial economics is concerned with such aspects and tools of analysis, it is pertinent to
the decision-making process.
Spencer and Siegelman have described the importance of managerial economics in a
business and industrial enterprise as follows:
1. Accommodating traditional theoretical concepts to the actual business behaviour and
conditions: Managerial economics amalgamates tools, techniques, models and theories
of traditional economics with actual business practices and with the environment in
which a firm has to operate. According to Edwin Mansfield, “Managerial Economics
attempts to bridge the gap between purely analytical problems that intrigue many
economic theories and the problems of policies that management must face”.
2. Estimating economic relationships: Managerial economics estimates economic
relationships between different business factors such as income, elasticity of demand,
cost volume, profit analysis etc.
3. Predicting relevant economic quantities: Managerial economics assists the
management in predicting various economic quantities such as cost, profit, demand,
capital, production, price etc. As a business manager has to function in an environment
of uncertainty, it is imperative to anticipate the future working environment in terms of
the said quantities.
4. Understanding significant external forces: The management has to identify all the
important factors that influence a firm. These factors can broadly be divided into two
categories. Managerial economics plays an important role by assisting management in
understanding these factors.
 


	13. Managerial Economics 13
•  External factors: A firm cannot exercise any control over these factors. The plans,
policies and programmes of the firm should be formulated in the light of these
factors. Significant external factors impinging on the decision-making process of a
firm are economic system of the country, business cycles, fluctuations in national
income and national production, industrial policy of the government, trade and fiscal
policy of the government, taxation policy, licensing policy, trends in foreign trade of
the country, general industrial relation in the country and so on.
• Internal factors: These factors fall under the control of a firm. These factors are
associated with business operation. Knowledge of these factors aids the
management in making sound business decisions.
5. Basis of business policies: Managerial economics is the founding principle of business
policies. Business policies are prepared based on studies and findings of managerial
economics, which cautions the management against potential upheavals in national as
well as international economy.
Thus, managerial economics is helpful to the management in its decision-making
process.
Study Notes
Assessment
Answer the followings in detail:
1. What do you understand by Managerial Economics? Give Definition and meaning of
Managerial Economics.
2. What are the characteristics and scope of Managerial Economics?
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Discussion
What  is the relation between Economics, Business Management and Managerial
Economics? Discuss.
1.3 Techniques of Managerial Economics
Managerial economics draws on a wide variety of economic concepts, tools and
techniques in the decision-making process. These concepts can be categorised as follows: (1)
the theory of the firm, which explains how businesses make a variety of decisions; (2) the
theory of consumer behavior, which describes the consumer's decision-making process and
(3) the theory of market structure and pricing, which describes the structure and
characteristics of different market forms under which business firms operate.
1. Theory of the firm: A firm can be considered an amalgamation of people, physical and
financial resources and a variety of information. Firms exist because they perform useful
functions in society by producing and distributing goods and services. In the process of
accomplishing this, they employ society's scarce resources, provide employment and pay
taxes. If economic activities of society can be simply put into two categories- production
and consumption- firms are considered the most basic economic entities on the
production side, while consumers form the basic economic entities on the consumption
side. The behaviour of firms is usually analysed in the context of an economic model,
which is an idealised version of a real-world firm. The basic economic model of a
business enterprise is called the theory of the firm.
2. Theory of consumer behaviour: The role of consumers in an economy is of vital
importance since consumers spend most of their incomes on goods and services
produced by firms. Consumers consume what firms produce. Thus, study of the theory
of consumer behaviour is accorded importance. It is desirous to know the ultimate
objective of a consumer. Economists have an optimisation model for consumers, which
is analogous to that applied to firms or producers. While it is assumed that firms attempt
at maximising profits, similarly there is an assumption that consumers attempt at
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maximising  their utility or satisfaction. While more goods and services provide greater
utility to a consumer, however, consumers, like firms, are subject to constraints. Their
consumption and choices are limited by a number of factors, including the amount of
disposable income (the residual income after income taxes are paid for). A consumer's
choice to consume is described by economists within a theoretical framework usually
termed the theory of demand.
3. Theories associated with different market structures: A firms profit maximising output
decisions take into account the market structure under which they are operate. There
are four kinds of market organisations: perfect competition, monopolistic competition,
oligopoly and monopoly.
All the above theories are analysed with the help a vast and varied quantitative tools and
techniques.
Study Notes
Assessment
What are the tools and techniques of Managerial Economics?
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Discussion
Discuss  Theory of Consumer Behaviour in detail.
1.4 Managerial Economics - Its application in Marginal Analysis
and Optimisation
1.4.1 APPLICATION OF MANAGERIAL ECONOMICS
Tools of managerial economics can be used to achieve virtually all the goals of a
business organisation in an efficient manner. Typical managerial decision-making may
involve one of the following issues:
• Decisions pertaining to the price of a product and the quantity of the commodity to be
produced
• Decisions regarding manufacturing product/part/component or outsourcing
to/purchasing from another manufacturer
• Choosing the production technique to be employed in the production of a given product
• Decisions relating to the level of inventory of a product or raw material a firm will
maintain
• Decisions regarding the medium of advertising and the intensity of the advertising
campaign
• Decisions pertinent to employment and training
• Decisions regarding further business investment and the modes of financing the
investment
It should be noted that the application of managerial economics is not restricted to
profit-seeking business organisations. Tools of managerial economics can be applied equally
well to decision problems of nonprofit organisations. Mark Hirschey and James L. Pappas
cite the example of a nonprofit hospital making use of the managerial economics techniques
for optimisation of resource use. While a nonprofit hospital is not like a typical firm seeking
to maximise its profits, a hospital does strive to provide its patients the best medical care
possible given its limited staff (doctors, nurses and support staff), equipment, space and
other resources. The hospital administrator can employ concepts and tools of managerial
economics to determine the optimal allocation of the limited resources available to the
hospital. In addition to nonprofit business organisations, government agencies and other
 


	17. Managerial Economics 17
nonprofit  organisations (such as cooperatives, schools and museums) can exploit the
techniques of managerial decision making to achieve goals in the most efficient manner.
While managerial economics aids in making optimal decisions, one should be aware
that it only describes the predictable economic consequences of a managerial decision. For
example, tools of managerial economics can explain the effects of imposing automobile
import quotas on the availability of domestic cars, prices charged for automobiles and the
extent of competition in the auto industry. Analysis of managerial economics reveals that
fewer cars will be available, prices of automobiles will increase and the extent of
competition will be reduced. However, managerial economics does not address whether
imposing automobile import quotas is a good government policy. This question
encompasses broader political considerations involving what economists call value
judgments.
1.4.2 TOOLS OF DECISION SCIENCE AND MANAGERIAL ECONOMICS
Managerial decision-making draws on economic concepts as well as tools and
techniques of analysis provided by decision sciences. The major categories of these tools
and techniques are optimisation, statistical estimation, forecasting, numerical analysis and
game theory. Most of these methodologies are technical. The first three are briefly
explained below to illustrate how tools of decision sciences are used in managerial decision-
making.
1. Optimisation: Optimisation techniques are probably the most crucial to managerial
decision making. Given that alternative courses of action are available, the manager
attempts to produce the most optimal decision, consistent with stated managerial
objectives. Thus, an optimisation problem can be stated as maximising an objective
(called the objective function by mathematicians) subject to specified constraints. In
determining the output level consistent with the maximum profit, the firm maximises
profits, constrained by cost and capacity considerations. While a manager does not
resolve the optimisation problem, he or she may make use of the results of
mathematical analysis. In the profit maximisation example, the profit maximising
condition requires that the firm select the production level at which marginal revenue
equals marginal cost. This condition is obtained from an optimisation model/technique.
The techniques of optimisation employed depend on the problem a manager is trying to
solve.
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2.  Statistical estimation: A number of statistical techniques are used to estimate economic
variables of interest to a manager. In some cases, statistical estimation techniques
employed are simple. In other cases, they are much more complex and advanced. Thus,
a manager may want to know the average price received by his competitors in the
industry, as well as the standard deviation (a measure of variation across units) of the
product price under consideration. In this case, the simple statistical concepts of mean
(average) and standard deviation are used.
Estimating a relationship among variables requires a more advanced statistical
technique. For example, a firm may desire to estimate its cost function i.e. the relationship
between cost concept and the level of output. A firm may also wish to the demand function
of its product that is the relationship between the demand for its product and factors that
influence it. The estimates of costs and demand are usually based on data supplied by the
firm. The statistical estimation technique employed is called regression analysis and is used
to engender a mathematical model showing how a set of variables are related. This
mathematical relationship can also be used to generate forecasts.
An example from the automobile industry is befitting for illustrating the forecasting method
that employs simple regression analysis. Let us assume that a statistician has data on sales of
American-made automobiles in the United States for the last 25 years. He or she has also
determined that the sale of automobiles is related to the real disposable income of
individuals. The statistician also has available the time series data (for the last 25 years) on
real disposable income. Assume that the relationship between the time series on sales of
American-made automobiles and the real disposable income of consumers is actually linear
and it can thus be represented by a straight line. A rigorous mathematical technique is used
to locate the straight line that most accurately represents the relationship between the time
series on auto sales and disposable income.
3. Forecasting: It is a method or a technique to predict many future aspects of a business or
any other operation. For example, a retailing firm that has been in business for the last
25 years may be interested in forecasting the likely sales volume for the coming year.
Numerous forecasting techniques can be used to accomplish this goal. A forecasting
technique, for example, can provide such a projection based on the experience of the
firm during the last 25 years; that is, this forecasting technique bases the future forecast
on the past data.
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While  the term 'forecasting' may appear technical, planning for the future is a critical
aspect of managing any organisation or a business. The long-term success of any
organisation has close association with the propensity of the management of the
organisation to foresee its future and develop appropriate strategies to deal with the likely
future scenarios. Intuition, good judgment and knowledge of economic conditions enables
the manager to 'feel' or perhaps anticipate the likelihood in the future. It is not easy,
however, to metamorphose a feeling about the future outcome into concrete data for
instance, as a projection for next year's sales volume. Forecasting methods can help predict
many future aspects of a business operation, such as forthcoming years' sales volume
projections.
Suppose a forecast expert has been asked to provide quarterly estimates of the sales
volume for a particular product for the next four quarters. How should he attempt at
preparing the quarterly sales volume forecasts? Reviewing the actual sales data for the
product in question for past periods will give a good start. Suppose that the forecaster has
access to actual sales data for each quarter during the 25-year period the firm has been in
business. Employing this historical data, the forecaster can identify the general trend of
sales. He or she can also determine whether there is a pattern or trend, such as an increase
or decrease in sales volume over time. An in depth review of the data may unearth some
type of seasonal pattern, such as, peak sales occurring around the holiday season. Thus, by
reviewing historical data, there is a high probability that the forecaster develops a good
understanding of the pattern of sales in the past periods. Understanding such patterns can
result in better forecasts of future sales of the product. In addition, if the forecaster is able
to identify the factors that influence sales, historical data on these factors (variables) can
also be used to generate forecasts of future sales.
There are many forecasting techniques available to the person assisting the business
in planning its sales. Take for example a forecasting method in which a statistician
forecasting future values of a variable of business interest—sales, for example, examines the
cause-and-effect relationships of this variable with other relevant variables. The other
pertinent variable may be the level of consumer confidence, changes in consumers'
disposable incomes, the interest rate at which consumers can finance their excess spending
through borrowing and the state of the economy represented by the percentage of the
labour force unemployed. This category of forecasting technique utilises time series data on
many relevant variables to forecast the volume of sales in the future. Under this forecasting
 


	20. 20 Managerial Economics
technique,  a regression equation is estimated to generate future forecasts (based on the
past relationship among variables).
Study Notes
Assessment
1. Explain how Managerial Economics is applied in Marginal Analysis?
2. Explain Optimization.
Discussion
Discuss Forecasting as a tool OF DECISION SCIENCE AND MANAGERIAL ECONOMICS.
1.5 Summary
Managerial Economics: The discipline of managerial economics deals with aspects of
economics and tools of analysis, which are employed by business enterprises for decision
making. Business and industrial enterprises have to undertake varied decisions that entail
managerial issues and decisions. Decision-making can be delineated as a process where a
particular course of action is chosen from a number of alternatives. This demands an
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unclouded  perception of the technical and environmental conditions, which are integral to
decision making. The decision maker must possess a thorough knowledge of aspects of
economic theory and its tools of analysis, which are integral to decision making. The basic
concepts have been culled from microeconomic theory and have been furnished with new
tools of analysis.
Characteristics of Managerial Economics: Following are the characteristics of managerial
economics:
• Microeconomics
• Normative economics
• Pragmatic
• Uses theory of firm
• Takes the help of macroeconomics
• Aims at helping the management
• A scientific art
• Prescriptive rather than descriptive
Scope of managerial economics: The scope of managerial economics includes
following subjects: 1) Theory of Demand 2) Theory of Production 3) Theory of Exchange or
Price Theory 4) Theory of Profit 5) Theory of Capital and Investment 6) Environmental Issues
Importance of managerial economics: Spencer and Siegelman have described the
importance of managerial economics in a business and industrial enterprise as follows:
• Reconciling traditional theoretical concepts to the actual business behaviour and
conditions
• Estimating economic relationships
• Predicting relevant economic quantities
• Understanding significant external forces
• Basis of business policies
Techniques of managerial economics: Managerial economics uses a wide variety of
economic concepts, tools and techniques in the decision-making process. These concepts
can be enlisted as follows:
• The theory of the firm, which elucidates how businesses make a variety of decisions
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•  The theory of consumer behaviour, which describes decision making by consumers
• The theory of market structure and pricing, which opens a window into the structure and
characteristics of different market forms under which business firms operate
1.6 Self Assessment Test
Broad Questions
1. Explain concept and techniques of managerial economics.
2. How is Managerial Economics applied in analysis and decision-making?
3. Why managers need to know economics? Explain the importance of managerial
economics.
Short Notes
a. Meaning and definition of managerial economics
b. Application of managerial economics
c. Theories of managerial economics
d. Characteristics of managerial economics
e. Optimisation and forecasting in managerial economics
1.7 Further Reading
1. A Modern Micro Economics, Koutsoyiannis, Macmillan, 1991
2. Business Economics, Adhikary M, Excel Books, 2000
3. Economics Theory and Operations Analysis, Baumol W. J., Ed. 3, Prentice Hall Inc, 1996
4. Managerial Economics, Chopra O P., Tata McGraw Hill, 1985
5. Managerial Economics, Keat Paul G & Philips K Y Young, Prentice Hall, 1996
6. Economics Organisation and Management, Milgrom P and Roberts J, Prentice Hall Inc,
1992
7. Managerial Economics, Maheshwari Yogesh, Sultanchand & Sons, 2009
8. Managerial Economics, Varshney R L., Sultanchand & Sons, 2007
9. Managerial Economics, Suma Damodaran, Oxford, 2006
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Assignment
•  What are the principles of managerial economics? How far are these principles followed
in present managerial economic scenarios?
• Why is demand estimation and forecast important for managerial decision- making?
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
___________________________________________________________________________
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___________________________________________________________________________
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Unit  2 Theory of Demand
Learning Outcome
After going through this unit, you will be able to:
• Explain meaning and concept of demand
• Elucidate on Law of Demand and Elasticity of Demand
• Identify Demand Functions
• List Determinant factors of Elasticity of Demand
• Carry out Demand Forecasting
Time Required to Complete the unit
1. 1st
Reading: It will need 3 Hrs for reading a unit
2. 2nd
Reading with understanding: It will need 4 Hrs for reading and understanding a
unit
3. Self Assessment: It will need 3 Hrs for reading and understanding a unit
4. Assignment: It will need 2 Hrs for completing an assignment
5. Revision and Further Reading: It is a continuous process
Content Map
2.1 Introduction
2.2 Theory of Demand
2.2.1 Essentials of Demand
2.2.2 Law of Demand
2.3 Demand Function
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2.4  Elasticity of Demand
2.4.1 Price Elasticity of Demand
2.4.2 Point and Arc Elasticity of Demand
2.4.3 Nature of Demand Curves and Elasticity
2.4.4 Slope of the Demand Curve and Price Elasticity
2.4.5 Price Elasticity and Marginal revenue
2.4.6 Price Elasticity and Consumption Expenditure
2.4.7 Cross-Elasticity of Demand
2.4.8 Income Elasticity of Demand
2.5 Determinants of Demand
2.6 Demand Forecasting
2.6.1 Demand Forecast and Sales Forecast
2.6.2 Components of Demand Forecasting System
2.6.3 Objectives of Demand Forecast
2.6.4 Importance of Demand Forecast
2.6.5 Methods of Demand Forecast
2.6.6 Some demand forecasting methods
2.6.7 Methods of Estimation
2.7 Summary
2.8 Self Assessment Test
2.9 Further Reading
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2.1  Introduction
Demand theory evinces the relationship between the demand for goods and
services. Demand theory is the building block of the demand curve- a curve that establishes
a relationship between consumer demand and the amount of goods available. Demand is
shaped by the availability of goods, as the quantity of goods increases in the market the
demand and the equilibrium price for those goods decreases as a result.
Demand theory is one of the core theories of microeconomics and consumer
behaviour. It attempts at answering questions regarding the magnitude of demand for a
product or service based on its importance to human wants. It also attempts to assess how
demand is impacted by changes in prices and income levels and consumers
preferences/utility. Based on the perceived utility of goods and services to consumers,
companies are able to adjust the supply available and the prices charged.
In economics, demand has a specific meaning distinct from its ordinary usage. In
common language we treat ‘demand’ and ‘desire’ as synonymously. This is incongruent from
its use in economics. In economics, demand refers to effective demand which implies three
things:
• Desire for a commodity
• Sufficient money to purchase the commodity, rather the ability to pay
• Willingness to spend money to acquire that commodity
This substantiates that a want or a desire does not develop into a demand unless it is
supported by the ability and the willingness to acquire it. For instance, a person may desire
to own a scooter but unless he has the required amount of money with him and the
willingness to spend that amount on the purchase of a scooter, his desire shall not become a
demand. The following should also be noted about demand:
• Demand always alludes to demand at price. The term ‘demand’ has no meaning
unless it is related to price. For instance, the statement, 'the weekly demand for
potatoes in city X is 10,000 kilograms' has no meaning unless we specify the price at
which this quantity is demanded.
• Demand always implies demand per unit of time. Therefore, it is vital to specify the
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period  for which the commodity is demanded. For instance, the statement that
demand for potatoes in city X at Rs. 8 per kilogram is 10,000 kilograms again has no
meaning, unless we state the period for which the quantity is being demanded. A
complete statement would therefore be as follows: 'The weekly demand for
potatoes in city X at Rs. 8 per kilogram is 10,000 kilograms'. It is necessary to specify
the period and the price because demand for a commodity will be different at
different prices of that commodity and for different periods of time. Thus, we can
define demand as follows:
“The demand for a commodity at a given price is the amount of it which will be
bought per unit of time at that price”.
2.2 Theory of Demand
2.2.1 ESSENTIALS OF DEMAND
1. An Effective Need: Effective need entails that there should be a need supported by the
capacity and readiness to shell out. Hence, there are three basics of an effective need:
a. The individual should have a need to acquire a specific product.
b. He should have sufficient funds to pay for that product.
c. He should be willing to part with these resources for that commodity.
2. A Specific Price: A proclamation concerning the demand of a product without
mentioning its price is worthless. For example, to state that the demand of cars is 10,000
is worthless, unless expressed that the demand of cars is 10,000 at a price of Rs. 4,
00,000 each.
3. A Specific Time: Demand must be assigned specific time. For example, it is an
incomplete proclamation to state that the demand of air conditioners is 4,000 at the
price of Rs. 12,800 each. The statement should be altered to say that the demand of air
conditioners during summer is 4,000 at the price of Rs. 12,800 each.
4. A Specific Place: The demand must relate to a specific market as well. For example,
every year in the town of Dehradun, the demand for school bags is 4,000 at a price of Rs.
200.
Hence, the demand of a product is an effective need, which demonstrates the
quantity of a product that will be bought at a specific price in a specific market at some
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stage  in a specific period. Nevertheless, the significance of a specific market or place is
not as significant as the price and time period for which demand is being measured.
2.2.2 LAW OF DEMAND
We have considered various factors that fashion the demand for a commodity. As
explained the first and the most important factor that determines the demand of a
commodity is its price. If allother factors (noted above) remain constant, it may be said that
as the price of a commodity increases, its demand decreases and as the price of a
commodity decreases its demand increases. This is a general behaviour observed in a
market. This gives us the law of demand:
“The demand for a commodity increases with a fall in its price and decreases with a rise in its
price, other things remaining the same”.
The law of demand thus merely states that the price and demand of a commodity are
inversely related, provided all other things remain unchanged or as economists put it ceteris
paribus.
• Assumptions of the Law of Demand
The above statement of the law of demand, demonstrates that that this law operates
only when all other things remain constant. These are then the assumptions of the law of
demand. We can state the assumptions of the law of demand as follows:
1. Income level should remain constant: The law of demand operates only when the
income level of the buyer remains constant. If the income rises while the price of the
commodity does not fall, it is quite likely that the demand may increase. Therefore,
stability in income is an essential condition for the operation of the law of demand.
2. Tastes of the buyer should not alter: Any alteration that takes place in the taste of the
consumers will in all probability thwart the working of the law of demand. It often
happens that when tastes or fashions change people revise their preferences. As a
consequence, the demand for the commodity which goes down the preference scale of
the consumers declines even though its price does not change.
3. Prices of other goods should remain constant: Changes in the prices of other goods
often impinge on the demand for a particular commodity. If prices of commodities for
which demand is inelastic rise, the demand for a commodity other than these in all
probability will decline even though there may not be any change in its price. Therefore,
for the law of demand to operate it is imperative that prices of other goods do not
change.
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4.  No new substitutes for the commodity: If some new substitutes for a commodity
appear in the market, its demand generally declines. This is quite natural, because with
the availability of new substitutes some buyers will be attracted towards new products
and the demand for the older product will fall even though price remains unchanged.
Hence, the law of demand operates only when the market for a commodity is not
threatened by new substitutes.
5. Price rise in future should not be expected: If the buyers of a commodity expect that its
price will rise in future they raise its demand in response to an initial price rise. This
behaviour of buyers violates the law of demand. Therefore, for the operation of the law
of demand it is necessary that there must not be any expectations of price rise in the
future.
6. Advertising expenditure should remain the same: If the advertising expenditure of a
firm increases, the consumers may be tempted to buy more of its product. Therefore,
the advertising expenditure on the good under consideration is taken to be constant.
Desire of a person to purchase a commodity is not his demand. He must possess
adequate resources and must be willing to spend his resources to buy the commodity.
Besides, the quantity demanded has always a reference to ‘a price’ and ‘a unity of time’. The
quantity demanded referred to ‘per unit of time’ makes it a flow concept. There may be
some problems in applying this flow concept to the demand for durable consumer goods like
house, car, refrigerators, etc. However, this apparent difficulty may be resolved by
considering the total service of a durable good is not consumed at one point of time and its
utility is not exhausted in a single use. The service of a durable good is consumed over time.
At a time, only a part of its service is consumed. Therefore, the demand for the services of
durable consumer goods may also be visualised as a demand per unit of time. However, this
problem does not arise when the concept of demand is applied to total demand for a
consumer durable. Thus, the demand for consumer goods also is a flow concept.
• Demand Schedule
The law of demand can be illustrated through a demand schedule. A demand
schedule is a series of quantities, which consumers would like to buy per unit of time at
different prices. To illustrate the law of demand, an imaginary demand schedule for tea is
given in Table 2.1. It shows seven alternative prices and the corresponding quantities
(number of cups of tea) demand per day. Each price has a unique quantity demanded,
associated with it. As the price per cup of tea decreases, daily demand for tea increases, in
accordance with the law of demand.
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Table  2.1: Demand Schedule for Tea
Price per Cup of Tea (Rs.) No. of Cups of Tea Demand
per Consumer per Day
Symbols representing per
Price-Quantity Combination
8 2 A
7 3 B
6 4 C
5 5 D
4 6 E
3 7 F
2 8 G
• Demand Curve
The law of demand can also be presented through a curve called demand curve.
Demand curve is a locus of points showing various alterative price-quantity combinations. It
shows the quantities of a commodity that consumers or users would buy at difference prices
per unit of time under the assumptions of the law of demand. An individual demand curve
for tea as given in Fig. 2.1 can be obtained by plotting the data give in Table 2.1.
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In  Fig. 2.1, the curve from point A to point G passing through points B, C, D and F is
the demand curve DD’. Each point on the demand curve DD’ shows a unique price-quantity
combination. The combinations read in alphabetical order should decreasing price of tea
and increasing number of cups of tea demanded per day. Price quantity combinations in
reverse order of alphabets illustrate increasing price of tea per cup and decreasing number
of cups of tea per day consumed by an individual. The whole demand curve shows a
functional relationship between the alternative price of a commodity and its corresponding
quantities, which a consumer would like to buy during a specific period of item—per day,
per week, per month, per season, or per year. The demand curve shows an inverse
relationship between price and quantity demanded. This inverse relationship between price
and quantity demanded results in the demand curve sloping downward to the right.
• Why does the demand curve slope downwards
As Fig. 2.1 shows, demand curve slopes downward to the right. The downward slope
of the demand curve reads the law of demand i.e. the quantity of a commodity demanded
per unit of time increases as its price falls and vice versa.
The reasons behind the law of demand i.e. inverse relationship between price and
quantity demanded are following:
Substitution Effect: When the price of a commodity falls it becomes relatively cheaper if
price of all other related goods, particularly of substitutes, remain constant. In other
words, substitute goods become relatively costlier. Since consumers substitute cheaper
goods for costlier ones, demand for the relatively cheaper commodity increases. The
increase in demand on account of this factor is known as substitution effect.
Income Effect: As a result of fall in the price of a commodity, the real income of its
consumer increase at least in terms of this commodity. In other words, his/her
purchasing power increases since he is required to pay less for the same quantity. The
increase in real income (or purchasing power) encourages demand for the commodity
with reduced price. The increase in demand on account of increase in real income is
known as income effect. It should however be noted that the income effect is negative in
case of inferior goods. In case, price of an inferior good accounting for a considerable
proportion of the total consumption expenditure falls substantially, consumers’ real
income increases: they become relatively richer. Consequently, they substitute the
superior good for the inferior ones, i.e., they reduce the consumption of inferior goods.
Thus, the income effect on the demand for inferior goods becomes negative.
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Diminishing  Marginal Utility: Diminishing marginal utility as well is to be held
responsible for the rise in demand for a product when its price declines. When an
individual purchases a product, he swaps his money revenue with the product in order to
increase his satisfaction. He continues to purchase goods and services as long as the
marginal utility of money (MUm
) is lesser than the marginal utility of the commodity
(MUC
). Given the price of a commodity, he modifies his purchase so that MUC
= MUm
.
This plan works well under both Marshallian assumption of constant MUm
as well as
Hicksian assumption of diminishing MUm
. When price falls, (MUm
= Pc
) < MUC
. Thus,
equilibrium state is upset. To get back his equilibrium state, i.e., MUm
= PC
, = MUC
, he
buys more quantities of the commodity. For, when the supply of a commodity rises, its
MU falls and once again MUm
= MUC
. For this reason, demand for a product rises when
its price falls.
• Exceptions to the Law of Demand
The law of demand does not apply to the following cases:
Apprehensions about the future price: When consumers anticipate a constant rise in
the price of a long-lasting commodity, they purchase more of it despite the price rise.
They do so with the intention of avoiding the blow of still higher prices in the future.
Likewise, when consumers expect a substantial fall in the price in the future, they delay
their purchases and hold on for the price to decrease to the anticipated level instead of
purchasing the commodity as soon as its price decreases. These kinds of choices made by
the consumers are in contradiction of the law of demand.
Status goods: The law does not concern the commodities which function as a ‘status
symbol’, add to the social status or exhibit prosperity and opulence e.g. gold, precious
stones, rare paintings and antiques, etc. Rich people mostly purchase such goods as they
are very costly.
Giffen goods: An exception to this law is the typical case of Giffen goods named after Sir
Robert Giffen (1837-1910). 'Giffen goods' does not represent any particular commodity.
It could be any low-grade commodity which is cheap as compared to its superior
alternatives, consumed generally by the lower income group families as an important
consumer good. If price of such goods rises (price of its alternative remaining stable), its
demand escalates instead of falling. E.g. the minimum consumption of food grains by a
lower income group family per month is 30 kgs consisting of 20 kgs of bajra (a low-grade
good) at the rate of Rs 10 per kg and 10 kgs of wheat (a high quality good) at Rs. 20 per
kg. They have a fixed expenditure of Rs. 400 on these items. However, if the price of
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bajra  rises to Rs. 12 per kg the family will be compelled to decrease the consumption of
wheat by 5 kgs and add to that of bajra by the same quantity so as to meet its minimum
consumption requisite within Rs. 400 per month. No doubt, the family's demand for
bajra rises from 20 to 25 kgs when its price rises.
• The Market Demand Curve
The quantity of a commodity which an individual is willing to buy at a particular price
of the commodity during a specific time period, given his money income, his taste and prices
of substitutes and complements, is known as individual demand for a commodity. The total
quantity which all the consumers of a commodity are willing to buy at a given price per time
unit, other things remaining the same, is known as market demand for the commodity. In
other words, the market demand for a commodity is the sum of individual demands by all
the consumers (or buyers) of the commodity, per time unit and at a given price, other
factors remaining the same. For instance, suppose there are three consumers (viz., A, B, C)
of a commodity X and their individual demand at different prices is of X as given in Table 2.2.
The last column presents the market demand i.e. the aggregate of individual demand by
three consumers at different prices.
Table 2.2: Price and Quantity Demanded
Price of
Commodity X
(Price per unit)
Quantity of X demanded by Market Demand
A B C
10 4 2 0 6
8 8 4 0 12
6 12 6 2 20
4 16 8 4 28
2 20 10 6 36
0 24 12 8 44
Graphically, market demand curve is the horizontal summation of individual demand
curves. The individual demand schedules plotted graphically and summed up horizontally
gives the market demand curve as shown in Fig. 2.2.
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The  individual demands for commodity X are given by DA
, DB
and Dc
, respectively. The
horizontal summation of these individual demand curves results into the market demand
curve (DM
) for the commodity X. The curve DM
represents the market demand curve for
commodity X when there are only three consumers of the commodity.
Fig. 2.2: Derivation of market demand
Study Notes
Assessment
1. What are the essentials of a Demand?
2. Explain Law of Demand, in detail.
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Discussion
Why  does the demand curve slope downwards? Discuss.
2.3 Demand Function
The functional relationship between the demand for a commodity and its various
determinants may be expressed mathematically in terms of a demand function, thus:
Dx = f (Px, Py, M, T, A, U) where,
Dx = Quantity demanded for commodity X.
f = functional relation.
Px = The price of commodity X.
Py = The price of substitutes and complementary goods.
M = The money income of the consumer.
T = The taste of the consumer.
A = The advertisement effects.
U = Unknown variables or influences.
The above-stated demand function is a complicated one. Again, factors like tastes
and unknown influences are not quantifiable. Economists, therefore, adopt a very simple
statement of demand function, assuming all other variables, except price, to be constant.
Thus, an over-simplified and the most commonly stated demand function is: Dx = f (Px),
which connotes that the demand for commodity X is the function of its price. The traditional
demand theory deals with this demand function specifically.
It must be noted that by demand function, economists mean the entire functional
relationship i.e. the whole range of price-quantity relationship and not just the quantity
demanded at a given price per unit of time. In other words, the statement, 'the quantity
demanded is a function of price' implies that for every price there is a corresponding
quantity demanded.
To put it differently, demand for a commodity means the entire demand schedule,
which shows the varying amounts of goods purchased at alternative prices at a given time.
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Shift  in Demand Curve
When demand curve changes its position retaining its shape (though not necessarily),
the change is known as shift in demand curve.
Fig 2.3: Shift in Demand Curves
Let’s suppose that the demand curve D2
in Fig. 2.3 is the original demand curve for
commodity X. As shown in the figure, at price OP2
consumer buys OQ2
units of X, other
factors remaining constant. If any of the other factors (e.g., consumer’s income) changes, it
will change the consumer’s ability and willingness to buy commodity X. For example, if
consumer’s disposable income decreases, say, due to increase in income tax, he may be able
to buy only OQ1 units of X instead of OQ2
at price OP2
(This is true for the whole range of
price of X) the consumers would be able to buy less of commodity X at all other prices. This
will cause a downward shift in demand curve from D2
to D1
. Similarly, increase in disposable
income of the consumer due to reduction in taxes may cause an upward shift from D2
to D3
.
Such changes in the position of the demand curve are known as shifts in demand curve.
Reasons for Shift in Demand Curve
Shifts in a price-demand curve may take place owing to the change in one or more of
other determinants of demand. Consider, for example, the decrease in demand for
commodity X by Q1Q2 in Fig 2.3. Given the price OP1, the demand for X might have fallen
from OQ2
to OQ1 (i.e., by Q1Q2
) for any of the following reasons:
• Fall in the consumer’s income so that he can buy only OQ1 of X at price OP2
—
it is income effect.
• Price of X’s substitute falls so that the consumers find it beneficial to substitute Q1Q2
of X
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with  its substitute—it is substitution effect.
• Advertisement made by the producer of the substitute, changes consumer’s taste or
preference against commodity X so much that they replace Q1Q2
of X with its substitute,
again a substitution effect.
• Price of complement of X increases so much that they can now afford only OQX
of X
• Also for such reasons as commodity X is going out of fashion; its quality has deteriorated;
consumer’s technology has so changed that only OQ1 of X can be used and due to
change in season if commodity X has only seasonal use.
Study Notes
Assessment
Explain, why there is shift in demand curve?
Discussion
Give the functional relationship between the demand for a commodity and its various
determinants, in mathematical terms of a demand function.
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2.4  Elasticity of Demand
While the law of demand establishes a relationship between price and quantity
demanded for a product, it does not tell us exactly as how strong or weak the relationship
happens to be. This relation, as already discussed, is inverse baring some rare exceptions.
However, a manager needs an exact measure of this relationship for appropriate business
decisions. Elasticity of demand is a measure, which comes to the rescue of a manager here.
It measures the responsiveness of demand to changes in prices as well as changes in income.
A manager can determine almost exactly how the demand for his product would change
when he changes his price or when his rivals alter prices of their products. He can also
determine how the demand for his product would change if incomes of his consumers go up
or down. Elasticity of demand concept and its measurements are therefore very important
tools of managerial decision making.
From decision-making point of view, however, the knowledge of only the nature of
relationships is not sufficient. What is more important is the extent of relationship or the
degree of responsiveness of demand to changes in its determinants. The responsiveness of
demand for a good to the change in its determinants is called the elasticity of demand. The
concept of elasticity of demand was introduced into the economic theory by Alfred Marshall.
The elasticity concept plays an important role in various business decisions and government
policies. In this unit, we will discuss the following kinds of demand elasticity.
• Price Elasticity: Elasticity of demand for a commodity with respect to change in its price.
• Cross Elasticity: Elasticity of demand for a commodity with respect to change in the price
of its substitutes.
• Income Elasticity: Elasticity of demand with respect to change in consumer’s income.
• Price Expectation Elasticity of Demand: Elasticity of demand with respect to consumer’s
expectations regarding future price of the commodity.
2.4.1 PRICE ELASTICITY OF DEMAND
The price elasticity of demand is delineated as the degree of responsiveness or
sensitiveness of demand for a commodity to the changes in its price. More precisely,
elasticity of demand is the percentage change in the quantity demanded of a commodity as
a result of a certain percentage change in its price. A formal definition of price elasticity of
demand (e) is given below:
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The  measure of price elasticity (e) is called co-efficient of price elasticity. The
measure of price elasticity is converted into a more general formula for calculating
coefficient of price elasticity given as
-------------------------------------------eq. I
Where QO
= original quantity demanded, PO
= original price, Q = change in quantity
demanded and P = change in price.
Note that a minus sign (-) is generally inserted in the formula before the fraction with
a view to making elasticity coefficient a non-negative value.
2.4.2 POINT AND ARC ELASTICITY OF DEMAND
The elasticity of demand is conventionally measured either at a finite point or
between any two finite points, on the demand curve. The elasticity measured on a finite
point of a demand curve is called point elasticity and the elasticity measured between any
two finite points is called arc elasticity. Let us now look into the methods of measuring point
and arc elasticity and their relative usefulness.
(A) POINT ELASTICITY
The point elasticity of demand is defined as the proportionate change in quantity
demanded in response to a very small proportionate change in price. The concept of point
elasticity is useful where change in price and the consequent change in quantity demanded
are very small.
The point elasticity may be symbolically expressed as
---------------------------------------------eq. II
Measuring Point Elasticity on a Linear Demand Curve
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To  illustrate the measurement of point elasticity of a linear demand curve, let us
suppose that a linear demand curve is given by MN in Fig. 2.4 and that we want to measure
elasticity at point P.
Fig. 2.4: Point Elasticity of a Linear Demand Curve
Let us now substitute the values from Fig. 2.4 in eq. II. As it is obvious from the
figure, P = PQ and Q = OQ. What we need now is to find the values for δQ and δP. These
values can be obtained by assuming a very small decrease in the price. However, it will be
difficult to depict these changes in the figure as and hence Q –O. There is however an easier
way to find the value for δQ/δP. In derivative given the slope of the demand curve MN. The
slope of demand curve MN, at point P is geometrically given by QN/PQ. That is, may be
proved as follows. If we draw a horizontal line from P and to the vertical -.here will be three
triangles.
Since at point P, P=PQ and Q=OQ, substituting these values in eq. II, (ignoring
the minus sign), we get
Geometrically,
MON, MRP and PQN (Fig. 3.1) in which MON and PQN are right angles.
Therefore, the other corresponding angles of the triangles will always be equal and hence,
MON, MRP and PQN are similar triangles.
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According  to geometrical properties of similar triangles, the ratio of any two sides of
similar triangle is always equal to the ratio of corresponding sides of the other sides.
Therefore, in PQN and MRP,
………………………………… eq. III
Hence, RP=OQ, by substituting OQ for RP in eq. III, we get
In proportionality rule, therefore,
It may thus be concluded that price elasticity at point P (Fig 2.4) is given by
Measuring Point Elasticity on a Non-linear Demand Curve
Let us now elucidate the method of measuring point elasticity on a non-linear
demand curve. Suppose we want to measure the elasticity of demand curve DD’ at point P
in, let us draw a line (MN) tangent to the demand curve DD’ at point P. Since demand curve
DD’ and the line MN pass through the same point (P) the slope of demand curve and that of
the line at this point is the same. Therefore, the elasticity of demand curve DD’ at point P
will be equal to the elasticity of demand line, MN, at point P. Elasticity of the line, MN, at
point P can be measured (ignoring ‘minus’ sign) as
Fig 2.5: Point Elasticity of Demand
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Given  the graphical measurement of point elasticity, it is obvious that the elasticity at
a point of a demand curve is the ratio between the lower and the upper segments of a linear
demand curve from the point chosen for measuring point elasticity. That is,
Geometrically, QN/OQ=PN/PM. (For proof, see the proceeding section).
Fig 2.6: Point Elasticity on a non-linear Demand Curve
It follows that at mid-point of a linear demand curve, e = 1, as shown at point P in Fig.
2.6, because both lower and upper segments are equal (i.e., PN = PM) at any other point to
the left of point P, e > I and at any point to the right of point.
Price Elasticity at Terminal Points
The price elasticity at terminal point N equals 0 i.e. at point N, e = 0. At terminal
point M, however, price-elasticity is undefined, though most texts show that at terminal
point M, e = ∞. According to William J. Baumol, a Nobel Prize winner, price elasticity at
upper terminal point of the demand curve is undefined. It is undefined because measuring
elasticity at terminal point (M) involves division of zero and division by-zero is undefined. In
his own words, “Here the elasticity is not even defined because an attempt to evaluate the
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fraction  p/x at that point forces us to commit the sign of dividing by zero. The reader who
has forgotten why division by zero is immoral may recall that division is the reverse
operation of multiplication. Hence, in seeking the quotient c = a/b we look for a number, c,
which when multiplied by b gives us the number a, i.e., for which cb = a. But if a is not zero,
say a = 5 and b is zero, there is no such number because there is no c such that c x 0 = 5”.
(B) MEASURING ARC ELASTICITY
The concept of point elasticity is pertinent where change in price and the resulting
change in quantity are infinite or small. However, where change in price and the consequent
hunger in demand is substantial, the concept of arc elasticity is the relevant concept. Arc
elasticity is a measure of the average of responsiveness of the quantity demanded to a
substantial change in the price. In other words, the measure of price elasticity of demand
between two finite points on a demand curve is known as arc activity. For example, the
measure of elasticity between points J and K (Fig. 2.7) is: the measure of arc elasticity. The
movement from point J to K along the demand curve D) shows a fall in price from Rs 25 to Rs
10 so that AP = 25 - 10 = 15. The consequent increase in demand, AQ = 30 - 50 = - 20. The arc
elasticity between point J and K and (moving from J to K) can be obtained by substituting
these values in the elasticity formula.
………..eq. I
It means that a one percent decrease in price of commodity X results in a 1.11
percent increase in demand for it.
Fig 2.7: Measuring Arc Elasticity
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Problems  in Using Arc Elasticity
The use of arc elasticity in economic analysis entails a good deal of chariness because
it is capable of being misinterpreted. Arc elasticity coefficients differ between the same two
finite points on a demand curve if direction of change in price is reversed. Arc elasticity for a
decrease in price will be different from that for the same increase in price between the same
to points on a demand curve. For example, the price elasticity between points J and K —
moving from J to K — is equal to 1.11. This is the elasticity for decrease in price from Rs 25 to
Rs 10. But a reverse movement on the demand curve, i.e., from point K to J implies an
increase in price from Rs 10 to Rs 25 which will give a different elasticity coefficient. In case
of movement from point K to J, P = 10, P = 10 - 25 = - 15, Q = 50 and Q = 50 - 30 = 20.
Substituting these values in the elasticity formula, we get
The measure of arc elasticity co-efficient in equation I for the reverse movement in
price is obviously different from the one given in equation II. Therefore, while measuring the
arc elasticity, the direction of price change should be carefully noted, otherwise it may yield
misleading conclusions.
A method suggested to resolve this problem is to use the average of upper
and lower values of P and Q in fraction, P/Q, so that the formula is
Substituting the values from this example, we get
This method has its own drawbacks as the elasticity co-efficient calculated through
this formula, refers to the elasticity of demand at mid-point between points J and K (Fig.
2.7). Elasticity co-efficient (0.58) is not applicable for the whole range of price-quantity
combinations at different points between J and K on the demand curve (Fig. 2.7). It gives
only mean of the elasticity between the two points. It is important to note that elasticity
between the mid-point and the upper point J or lower point K will be different. Thus, this
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method  does not give one measure of elasticity.
2.4.3 NATURE OF DEMAND CURVES AND ELASTICITY
Generally, elasticity of a demand curve throughout its length is not the same (Fig.
2.8). It varies between 0 and ∞, or in other words,
In some cases, however, the elasticity remains the same throughout the length of the
demand curve. Such demand curves can be placed in the following categories: (i) perfectly
inelastic (e = 0); (ii) unitary elastic (e = 1); and (iii) perfectly elastic (e = ∞). These three types
of demand curves are illustrated in Fig. 2.8 (a), (b) and (c), respectively.
Fig 2.8: Constant Elasticity Demand Curve
2.4.4 SLOPE OF THE DEMAND CURVE AND PRICE ELASTICITY
The elasticity of a demand curve is often judged by its appearance: the flatter the
demand curve, the greater the elasticity and vice versa. But this conclusion is misleading
because two demand curves with different slopes may have the same elasticity at a given
price. In fact, what appearance of a demand curve reveals is its slope, not the elasticity. The
slope of the demand curve is the marginal relationship between change in price ( P) and
change in quantity demanded ( Q). The slope of demand curve is expressed as P/ Q. It
is the reciprocal of the slope Q/ P which appears in the elasticity formula, not the slope
itself.
We will show below: (i) that demand curves having different slopes may have the
same elasticity at a given price and (ii) that demand curves having the same slope may have
different elasticity at a given price.
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(A)  ELASTICITY OF DEMAND CURVES HAVING DIFFERENT SLOPES
Let us first illustrate that two demand curves with different slops may have the same
elasticity at a given price. In Fig. 2.9, demand curves AB and AD have different slopes. It may
be proved as follows:
Fig 2.9: Demand Curves having different slopes
Slope of the demand curve AB=OA/OB and
Slope of the demand curve AD=OA/OD
Note that in these ratios, numerator OA is common to both the fractions, but in case
of denominators OB<OD.
Obviously, the slopes of the two demand curves are different. Let us now show, that
at a given price, both the demand curves have the same elasticity. As shown in Fig. at a given
price OP, the relevant points for measuring the elasticity are Q and R on the demand curves
AB and AD, respectively. Recall that the elasticity at a point on a linear demand curve is
obtained as
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Thus,  at point Q on demand curve AB, ep=QB/QA and at point R on AD, ep=RD/RA
Thus, at point Q on demand curve AB, e = QB/QA and at point R on AD, ep
= RD/RA. It
can be geometrically proved that the two elasticity are equal, i.e., QB=RD
Let us first consider AOB. If we draw a horizontal line from point Q to intersect the
vertical axis at point P and an ordinate from Q to M at the horizontal axis, we have three
triangles— AOB, APQ and QMB. Note that AOB, APQ and QMB are right-
angles. Therefore, all the three triangles are right-angled triangles. As noted above, the
ratios of their two corresponding sides of similar right-angle triangles are always equal.
Considering only the relevant triangles, APQ and QMB, we have
Since MQ = OP, by substituting OP for QM in ratio BQ/MQ, we get
We can similarly prove that
Thus it is proved, that at price OP,
It is thus proved that two demand curves with different slopes have the same
elasticity at a given price.
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(B)  ELASTICITY OF PARALLEL DEMAND CURVES
Fig 2.10: Price Elasticity of two parallel demand curves
Now, we will compare the price elasticity at two parallel demand curves at a given
price. This has been illustrated in Fig 2.10 where two demand curves AB and CD are given
which are parallel to each other. The two demand curves which are parallel to each other
imply that they have the same slope. Now, we can prove that at price OP price elasticity of
demand on the two demand curves AB and CD is different. Now, draw a perpendicular from
point R to the point P on Y-axis. Thus, at price OP the corresponding points on the two
demand curves are Q and R respectively.
The elasticity of demand on the demand curve AB at point Q will be equal to QB/QA
and at point R on the demand curve CD it is equal to RD/RC.
Because it is right-angled triangle OAB, PQ is parallel to QB:
Hence, price elasticity at point Q on the demand curve
At point R on the demand curve CD, price elasticity is equal to RD/RC. Because in the
right angled triangle OCD, PR is parallel to OD.
Hence, on point R on the demand curve CD, price elasticity =OP/PC
On seeing the diagram it will be clear that at point Q the price elasticity OP/PA and at
point R the price elasticity OP/PC are not equal to each other. Because PC is greater than PA,
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It  is therefore; clear that at point R on the demand curve CD the price elasticity is less
than that at point Q on the demand curve AB, when the two demand curves being parallel to
each other have the same slope. It also follows that as the demand curve shifts to the right
the price elasticity of demand at a given price goes on declining. Thus, as has been just seen,
price elasticity at price OP on the demand curve CD is less than that on the demand curve
AB.
2.4.5 PRICE ELASTICITY AND MARGINAL REVENUE
In this section, we look at one of the most important uses of the price elasticity of
demand, used especially in business decision-making. It pertains to the relationship between
price elasticity and the marginal change in the total revenue of the firm planning to change
the price of its product. The relationship between price elasticity and the marginal revenue
(MR) can be derived as follows.
Let us suppose that a given output, Q, is being sold at a price P, so that the total
revenue, TR, equals P times Q, i.e.
TR = P X Q ……………….Eq. I
Since P and Q in eq. I are inversely related, a question arises, whether a change in P
will increase or decrease or leave the TR unaffected. It depends on whether MR is greater
than or less than or equal to zero, i.e., whether
MR > 0, MR < 0, or MR = 0
The marginal revenue, (MR) can be obtained by differentiating TR = PQ with respect
to P as shown below.
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1.  Price elasticity and total revenue
Given the relationship between marginal revenue and price elasticity of demand in
Eq. II, the decision-makers can easily know whether or not it is advantageous to change the
price. Given Eq. II, if e = 1, MR = 0. Therefore, change in price will not cause any change in
TR. If e < 1, MR < 0 and, therefore, TR decreases when price decreases and TR increases
when price increases. And, if e > 1, MR > 0, then TR increases if price decreases and TR
increases when price increases.
The effect of change in price on TR for different price-elasticity co-efficient is
summarised in the table mentioned below:
Table 2.3: Elasticity, Price change and change in TR
Elasticity Demand Nature of Price Change in TR Change in co-
efficient
ep = 0 Perfectly inelastic Increase
Decrease
Increases
Decreases
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ep  < 1 Inelastic Increase
Decrease
Increases
Decreases
ep = 1 Unitary elastic Increase
Decrease
No change in TR
ep > 1 Elastic Increase
Decrease
Decrease
Increases
ep = ∞ Infinitely elastic Increase Decrease
Decrease to zero
Increase infinitely
As the table shows, when e = 0, the demand is said to be perfectly inelastic. Perfect
inelasticity of demand implies no change in quantity demanded when price is changed.
Therefore, a rise in price will increase the total revenue and vice versa. In case of an inelastic
demand (i.e., e < I), quantity demanded increases less than the proportionate decrease in
price and hence the total revenue falls when price falls. Total revenue increases when price
increases because quantity demanded decreases less than proportionately. If demand for a
product is unit-elastic (e = 1) quantity demanded increases (or decreases) in the proportion
of decrease (or increase) in the price. Therefore, the total revenue remains unaffected. If
demand for a commodity has e > 1, change in quantity demanded is greater than the
proportionate change in price. Therefore, the total revenue increases when price falls and
vice versa. The case of an infinitely elastic demand is rare. Such a demand line simply implies
that a consumer has the opportunity of buying any quantity of a commodity and the seller
can sell any quantity of the commodity, at a given price: it is the case of a commodity being
bought and sold in a perfectly competitive market.
2.4.6 PRICE ELASTICITY AND CONSUMPTION EXPENDITURE
Another important relationship which is often referred to in economic analysis is the
relationship between price elasticity and consumption expenditure. From the law of
demand, we know that quantity demanded of a commodity increases when its price falls.
But, what happens to the total expenditure on that commodity: does it fall or increase?
The relationship between price-elasticity and total consumption expenditure may be
derived as follows. Suppose that the total expenditure, Ex
on a commodity X, at a given price,
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P,  all other prices remaining the same, is given by
EX = QX ∙ PX……………Eq. III
By differentiating Eq. III with respect to PX, we get marginal expenditure (ME), as
……………….. Eq. IV
The relationship between, total expenditure and price elasticity of demand has
summed up in the following table:
Table 2.4: Elasticity and Consumption Expenditure
Elasticity
(ece)
Price change Marginal Expenditure Total Consumer
Expenditure
ece < 1 Rise ME < 1 Decreases
Fall ME > 1 Increases
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ece  = 1 Rise ME = 1 Constant
Fall ME = 1 Constant
ece > 1 Rise ME < 1 Increases
Fall ME > 1 Decreases
As shown in Table 2.4, when ece > 1, e.g., demand is elastic, an increase in price
causes more than proportionate decrease in quantity demanded. Hence, total expenditure
decreases. And, if price decreases quantity demanded increases more than proportionately.
As a result, total expenditure increases.
When ece = 1, a rise (or fall) in price causes a proportionate fall (or rise) in quantity
demanded leaving total expenditure unchanged.
When ece < 1, i.e., when demand is inelastic, a rise in price causes a rise in the total
expenditure because demand decreases less than proportionately and a fall in price reduces
it as quantity demanded increases less than proportionately.
2.4.7 CROSS-ELASTICITY OF DEMAND
The cross-elasticity is the measure of responsiveness of demand for a commodity to
the changes in the price of its substitutes and complementary goods. For instance, cross-
elasticity of demand for tea (T) is the percentage change in its quantity demanded with
respect to the change in the price of its substitute, coffee (C). The formula for measuring
cross-elasticity of demand for tea (et,c) with respect to price of coffee (Pc
)
The cross elasticity of demand for coffee (QC) with respect to price of tea (Pt)
is
………… Eq. V
For example, suppose that price of coffee (Pe
) increases from Rs 10 to Rs 15, per 10
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grams  and as a result demand for tea increases from 20 tons to 30 tons per week, price of
tea remaining constant. By substituting these values in Eq. V, we get cross-elasticity of
demand for tea with respect to price of coffee, as
It is important to note that cross-elasticity between any two substitute goods is
always positive.
The same formula is used to calculate the cross-elasticity of demand for a good in
reaction to the change in the price of its complementary goods. Electricity to electrical
gadgets, petrol to automobile, butter to bread, sugar and milk to tea and coffee, are the
examples of complementary goods. Notice that the demand for complementary goods has
negative cross-elasticity e.g. rise in the price of a good reduces the demand for its
complementary goods.
A significant characteristic of cross-elasticity is that if cross-elasticity between two
goods is positive, the two may be regarded as substitutes for each other. Moreover, the
greater the cross-elasticity, the closer the substitute. Likewise, if cross-elasticity of demand
for two related goods is negative, the two may be regarded as complementary of each
other: the higher the negative cross-elasticity, the higher the degree of complementarily.
2.4.8 INCOME ELASTICITY OF DEMAND
Aside from the price of a product and its substitutes, another vital element of
demand for a product is consumer’s income. As noticed previously, the relationship
between demand for regular and luxury goods and consumer’s income is of positive nature,
not like the negative price-demand relationship. I.e, the demand for regular goods and
services rises with the rise in consumer’s income and vice versa. The reaction of demand to
the change in consumer’s income is known as income elasticity of demand.
Income elasticity of demand for a product, say X (i.e., ex ) is defined as
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Where  X = quantity of X demanded; Y = disposable income; X = change in quantity
demanded of X; and Y = change in income.
Unlike price elasticity of demand (which is negative except in case of Giffen goods),
income elasticity of demand is positive because of a positive relationship between income
and demand for a product. There is an exception to this rule. Income elasticity of demand
for an inferior good is negative, because of negative income-effect. The demand for inferior
goods reduces with the rise in consumer’s income and vice versa. When income is more,
consumers change over to the consumption of superior commodities. I.e. they replace
inferior goods for superior ones. For instance, when income increases, people would rather
purchase more of rice and wheat and less of inferior food grains like bajara, ragi and use
more of taxi and less of bus service and so on.
NATURE OF COMMODITY AND INCOME ELASTICITY
For all regular goods, income elasticity is positive although the degree of elasticity
fluctuates as per the nature of commodities. Consumer goods are usually categorised under
three classes, viz. necessities (essential consumer goods), comforts and luxuries. The
universal structure of income elasticity for goods of various categories or a rise in income
and their effect on sales are provided in Table 2.5. The income elasticity of demand for
different categories of goods may still show discrepancies from house to house and from
time to time, as per the options, taste and preference of the consumers, degree of their
consumption and income and their receptiveness to ‘demonstration effect’. The other
aspect which could bring about a deviation from the universal structure of income elasticity
is the frequency of rise in income. Income rises often and repeatedly, income-elasticity as
provided in Table 2.5 follows the universal structure.
A few significant uses of income elasticity are as follows:
First, the concept of income elasticity can be used to approximately calculate the
potential demand only if the rate of rise in income and income elasticity of demand for the
commodities are identified. The information of income elasticity can hence be useful in
predicting demand, when changes in personal incomes are anticipated, other things
remaining the same.
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Table  2.5: Income Elasticity of different consumer goods
Commodities Coefficient of income elasticity Impact on expenditure
Necessities Less than unitary (ey < 1) Less than proportionate change in
income
Comforts Almost equal to unity (ey = 1 ) Almost proportionate change in
income
Luxuries Greater than unity (ey > 1) More than proportionate increase in
income
Second, the concept of income elasticity could furthermore be used to describe the
‘regular’ and ‘inferior’ goods. The goods whose income elasticity is positive for all levels of
income are termed as ‘regular goods’. On the other hand, the goods for which income
elasticity is negative, further than a particular level of income, are termed as ‘inferior goods’
Study Notes
Assessment
Write notes on the following:
1. Elasticity of Demand
2. Arc Elasticity of Demand
3. Price Elasticity and Marginal Revenue
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4.  Price Elasticity and Consumption Expenditure
5. Nature of Demand Curves and Elasticity
6. Cross elasticity and income elasticity.
Discussion
Discuss the problems in using Arc Elasticity.
2.5 Determinants of Demand
Price elasticity of demand fluctuates from commodity to commodity. While the
demand of some commodities is highly elastic, the demand for others is highly inelastic. In
this section, we will describe the main determinants of the price elasticity of demand.
1. Availability of Substitutes
One of the most significant determinants of elasticity of demand for a commodity is
the availability of its substitutes. Closer the substitute, greater is the elasticity of demand for
the commodity. For instance, coffee and tea could be regarded as close substitutes for one
another. Thus, if price of one of these goods rises, its demand reduces more than the
proportionate rise in its price as consumers switch over to the relatively lower-priced
substitute. Moreover, broader the choice of the substitutes, greater is the elasticity. E.g.
soaps, washing powder, toothpastes, shampoos, etc. are available in several brands; each
brand is a close substitute for the other. Thus, the price-elasticity of demand for each brand
will be to a large extent greater than the general commodity. In contrast, sugar and salt do
not have their close substitute and for this reason their price-elasticity is lower.
2. Nature of Commodity
The nature of a commodity as well has an effect on the price elasticity of its demand.
Commodities can be categorised as luxuries, comforts and necessities, on the basis of their
nature. Demand for luxury goods (e.g., luxury cars, decorative items, etc.) are more elastic
than the demand for other types of goods as consumption of luxury goods can be set aside
or delayed when their prices increase. In contrast, consumption of essential goods, (e.g.,
sugar, clothes, vegetables, etc.) cannot be delayed and for this reason their demand is
inelastic. Demand for comforts is usually more elastic than that for necessities and less
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