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	12. INTRODUCTION
The natural curiosity  of a student who begins to study a subject or science is
to know its nature and scope. Such as it is, a student of economics would like
to know ‘What is economics’ and ‘What is its subject matter’.Surprisingly,
there is no precise answer to these questions. Attempts made by economists
over the past 300 years to define economics have not yielded a precise and
universallyacceptable definition ofeconomics. Economists right fromAdam
Smith—the ‘father of economics’—down to modern economists have defined
economics differently, depending on their own perceptionof the subject matter
of economics of their era. Thus, economics is fundamentally the study of
choice-making behaviour of the people. The choice-making behaviour of the
people is studied in a systematic or scientific manner. This gives economics
the status of a social science.
However, the scope of economics, as it is known today, has expanded
vastly inthe post-WorldWarII period. Moderneconomics is now divided into
two major branches: Microeconomics and Macroeconomics. Microeconomics
is concerned with the microscopic study of the various elements of the
economic system and not with the system as a whole. As Lerner has put it,
‘Microeconomics consists of looking at the economy through a microscope,
as it were, to see how the million of cells in body economic—the individuals
or households as consumers and the individuals or firms as producers—play
their part in the working of the whole economic organism.’Macroeconomics
is a relatively new branch of economics. Macroeconomics is the study of the
nature, relationship and behaviour of aggregates and averages of economic
variables. Therefore, technique and process of business decision-making has
of late changed tremendously.
The basic functions of business managers is to take appropriate decisions
on business matters, to manage and organize resources, and to make optimum
use of the available resources with the objective of achieving the business
goals. In today’s world, business decision-making has become an extremely
complex task due to the ever-growing complexity of the business world
and the business environment. It is in this context that modern economics–
howsoever defined–contributes a great deal towards business decision-making
and performance of managerial duties and responsibilities. Just as biology
contributes to the medical profession and physics to engineering, economics
contributes to the managerial profession.
This book, Managerial Economics aims at equipping management
students with economic concepts, economic theories, tools and techniques
of economic analysis applied to business decision-making.
The book has been written in keeping with the self-instructional mode
or the SIM format wherein each Unit begins with an Introduction to the
Introduction
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topic, followed by  an outline of the Objectives. The detailed content is then
presented in a simple and organized manner, interspersed with Check Your
Progress questions to test the student’s understanding of the topics covered.
A Summary along with a list of Key Words and a set of Self-Assessment
Questions and Exercises is provided at the end of each Unit for effective
recapitulation.
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Summary
Key Words
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INTRODUCTION
Managerial Economics has emerged as a separate branch of economics. The
emergenceofmanagerialeconomics canbe attributedto at least three factors:
(i) growing complexity of the business environment and decision-making
process; (ii) increasing application of economic logic, concepts, theories
and tools of economic analysis in the process of business decision-making;
and (iii) rapid increase in demand for professionally trained managerial
manpower with good knowledge of economics. The growing complexity of
the business world can be attributed to rapid growth of large scale industries,
increasing number of business firms, quick innovation and introduction of
newproducts, globalizationandgrowthofmultinationalcorporations, merger
and acquisition of business firms, and large-scale diversification of business
activities. These factors have contributed a great deal to the inter-firm,
inter-industry and inter-country business rivalry and competition, enhancing
uncertainty and risk in the business world.
A systematic analysis of market conditions and business environment
requires collecting large-scale data on demand and supply conditions, cost of
production, pricing system, and morphologyofmarket, the nature and degree
of competition and so on. It is in this context of the managerial function
that economics contributes a great deal. It is for this reason that managerial
economics has emerged as an important aspect of management studies.
Nature and Scope of
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OBJECTIVES
After going through this unit, you will be able to:
 Define the concept of managerial economics
 Discuss the role and responsibilities of managerial economist
 Explain the goals of corporate enterprises
CONCEPT OF MANAGERIAL ECONOMICS
Managerial economics can be defined as the study of economic theories, logic,
concepts and tools of economic analysis applied in the process of business
decisionmaking. In general practice, economic theories and techniques of
economic analysis are applied to diagnose the business problems and to
evaluate alternative options and opportunities open to the firm for finding
an optimum solution to the problems. Look at some other definitions of
managerial economics offered by some economists.
Mansfield: “Managerial economics is concerned with the application of
economic concepts and economics to the problem of formulating rational
decision making’’.
Spencer and Seigelman: “Managerial economics is the integration of
economic theory with business practice for the purpose of facilitating decision
making and forward planning by management.”
Davis and Chang: “Managerial Economics applies the principles and methods
of economics to analyse problems faced by management of a business, or
other types of organizations, and to help find solutions that advance the best
of such organizations.”
Douglas: “Managerial economics is concerned with the application of
economic principles and methodologies to the decision making process within
the firm or organization. It seeks to establish rules and principles to facilitate
the attainment of the desired goal of management.”
As these definitions reveal, managerial economics is an integration of
economic science with decision making process of business management.
The integrationofeconomicsciencewithmanagement has become inevitable
because application of economic theories and analytical tools make significant
contribution to managerial decision-making.
As we know, the basic managerial functions are planning, organizing,
staffing, leading and controlling business related factors. The ultimate
objective ofthese managerial functions is to ensure maximumreturn fromthe
utilizationoffirm’s resources. Tothis end, managers have to take decisions at
eachstage their functions in view ofbusiness issues and implement decisions
 


	16. effectively to achieve  the goals of the organization.As we will see later, almost
all managerial decision issues involve economic analysis and analytical
techniques. Therefore, economic theories and analytical tools are applied
as a means to find solution to the business issue. This is how economics
gets integrated to managerial functions and gives emergence of managerial
economics. The integration of economics with business management is
illustrated in Figure 1.1.
Figure 1.1 showsthe major areas ofbusiness decisions making. Taking
decision on all of these business problems involves economic consideration.
For example, choice of the product requires assessment of demand and
supply conditions of the perspective products. This requires application of
theories of demand and supply. Similarly, all other decision problems require
the application of relevant economic concepts, theories and analytical tools
to find ways and means to arrive at an appropriate solution to the problem.
Nature and Scope of
Managerial Economics
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Fig. 1.1 Integration of Economics with Managerial Decisions
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Managerial Decision Areas
 Choice of business area given the resources
 Choice of product
 Determining optimum output
 Choice of technology—factor combination
 Acquisition of inputs—labour and capital
 Determining price of the product
 Assessing economic environment and business scope
Quantitative Methods
 Mathematical Tools
 Statistical Tools
 Game Theory
 Econometrics
Economic Science
Microeconomics and
Macroeconomics:
Economic Principles, Theories,
Concepts and Tools of Analysis
Managerial Economics
Application of economic theories and quantitative
methods to find solution to business problem
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However, application of economic concepts and theories alone is not
sufficient to make a specific decision. It has to be combined with quantitative
methods to find a numerical solution to the decisions problems. For example,
once the choice of product is finalized, next question arises ‘how much to
produce’to optimize the output. To find answer to this question, quantitative
methods have to be combined with the theories of production and cost. It
means that to make a sound decision, economic concepts and theories have
to be integrated with quantitative methods and models. The integration of
economic theories and concepts with quantitative methods creates managerial
economics.
It may be added at the end that economic science has a very wide
perspective. All economic theories are neither applicable nor are applied
to business decision-making. Most business management issues are of
internal nature and a significant part of microeconomics deals with internal
decision-making issues of the business firms—what to produce, how to
produce, how much to produce, and what price to charge, etc. That is why
most microeconomic theories and analytical tools are generally applied to
managerial decision-making. Therefore, managerial economics is treated as
applied microeconomics. Macroeconomics deals with environmental issues—
how is the economic condition of the country; what is the likely trend; what
are government’s economic policies; how government policies might affect
business environment of the country; what kind of business policy will be
required, and so on.
1.2.1 Role and Responsibilities of a Mangerial Economist
The primary function of managers is to take appropriate decisions and
implement them effectively to achieve the objective of the organization to
maximum possible extent, given the resources. Application of economics
contributes a great deal to managerial decision-making as it provides guidance
in finding an appropriate solution to the business problem. Just as biology
contributes to medical profession and physics to engineering, economics
contributes to managerial functions. As such, a working knowledge of
economics is essential for managers. Managers are, in fact, practicing
economists.
Let us now see how economics contributes to managerial decisions.
All the areas of managerial decisions, as noted in Figure 1.1, have economic
perspective. Therefore, economic theories, concepts and tools of analysis
are applied as roadmap to find solution to business problems. It has been
found empirically that application of economic theories and tools of analysis
makes significant contribution to the process of business decision making
in many ways.
According to Baumol, a Nobellaureate ineconomics, economic theory
contributes to business decision making in three important ways.
 


	18. First, ‘one of  the most important things which the economic theory
can contribute to management science’ is providing framework for building
analytical models which can help recognize the structure of managerial
problem, determine the important factors to be managed, and eliminate the
minor factors that might obstruct decision making.
Secondly, economics provides ‘a set ofanalytical methods’which may
not be directly applicable to analyse specific business problems but theydo
widen the scope of business analysis and enhance the analytical capability
of the business analyst in understanding the nature of the business problems.
Thirdly, various economic terms are used in common parlance, which
are not applicable to business analysis and decisionmaking. Economictheory
offers clarity to various economic concepts used in business analysis, which
enables the managers to avoid conceptual pitfalls. For example, in general
sense, ‘demand’means quantitydemanded at a point of time. But, in economic
sense, ‘demand’means the quantitypeople are willing to buyat a given price
and they have ability and willingness to pay.
Apart from providing analytical models and methods and conceptual
clarity, economics contributes to business decision in many other ways
also. Most business conditions are taken under the condition of risk and
uncertainty. Risk and uncertainty arise in business because of continuous
change in business conditions and environment, and unpredictable market
behaviour. Economics provides models, tools and technique to predict the
future course of market conditions, ways and means to assess the risk and,
thereby, helps in business decision making.
It is because of these important contributions of economics to business
decision making that economics has been integrated with managerial
decisions. Managerial decision makingwithoutapplyingeconomiclogic,theory
and analyticaltools may not offer a reasonable solution.
GOALS OF CORPORATE ENTERPRISES
What is the objective of business firms? The quick answer to this question is
‘making maximumprofit, ofcourse!’However, economists do not agree with
this answer. According to Baumol, a Nobel laureate in Economics and an
authorityon business economics, “It is most frequentlyassumed in economic
analysis that the firm is trying to maximize its total profit. However, there
is no reason to believe that all business firms pursue the same objective”’.
“In fact, it is common experience when interviewing executives to find that
they will agree to every plausible goal about which they are asked. They say
they want to maximize sales and also to maximize profits; that they wish...
to minimize cost; and so on”.
Nature and Scope of
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In fact, researches conducted by the economists over time reveal that
business firms pursue different objectives under different kinds of market
conditions. The conventional theory of firm is based on the assumptions that
the objective of business firms is to maximize profits. However, economists
have found that business firms pursue many other objectives, viz., (i)
maximization of sales revenue (Baumol), (ii) maximization of firm’s growth
rate(Marris), (iii)maximizationofmanagerialutilityfunction(Williamson),
(iv)satisficing behaviour (Cyert and March), (v)long-runsurvivaland market
share goal, and (vi) entry-prevention and risk-avoidance. The economists
have pointed out some other objectives such as achieving a target growth
rate, making a target profit, and making a satisfactory or reasonableprofit.
Since it is the responsibility of business managers to achieve the
objective of the firm, they need to have a clear perception and understanding
of the objective they have to achieve. Therefore, we begin the study of
managerial economics with a brief discussion on the nature and purpose
of different objectives of business firms and why and what objective of the
firm is determined. The various objectives of business firms are generally
classified under two categories:
(i) Profit maximization, and
(ii) Alternative objectives.
Maximization of Profit
The conventional economic theory assumes profit maximization as the only
objectiveofbusiness firms—profit measured asTR–TC. Profit maximization
as the objective of business firms has a long history in economic literature. It
forms the basis of conventional price theory. Profit maximization is regarded
as the most reasonable and analytically the most ‘productive’ business
objective. The strength ofthis assumption lies in the fact that this assumption
‘has never been unambiguously disproved’.
Besides, profit maximization assumption has a greater predictive power.
It helps in predicting the behaviour of business firms in the real world and
also the behaviour of price and output under different market conditions.
No other hypothesis explains and predicts the behaviour of firms better than
the profit maximization assumption. Nevertheless, the profit maximization
has been questioned strongly by some modern economists. This created
a controversy on objectives of business firms. The controversy has been
discussed below in detail.
Controversy On Profit Maximization: Theory Vs. Practice
As discussed above, the conventional theory of firm assumes profit
maximization as the sole objective of the business firms. Some modern
economists, however, refute the profit maximization assumption because, in
their opinion, it is practically non-achievable. Their own findings reveal that
business firms, especially big corporations, pursue several other objectives,
 


	20. rather than profit  maximization. However, some modern economists have
strongly defended the profit maximization objective. This has created a
controversyonthe profit maximizationobjective ofthe business firms. Inthis
section, we discuss briefly the arguments against and for profit maximization
objective.
Arguments against Profit-Maximization Objective
(i) The first argument against the profit maximization objective is
based on the dichotomy between the ownership and management of
business firms. It is argued that, in modern times, due to rapid growth
of large business corporations, management of business firms has got
separated from the ownership. The separation of management from
ownership gives managers an opportunity and also the discretion
to set firm’s goals other than profit maximization. The researches
conducted by the economists reveal that, in practice, business
managers pursue such objectives as (a) maximization of sales revenue,
(b) maximization of the value of the firm, i.e., the net worth of the firm,
(c) maximization of managerial utility function, (d) maximization
of firm’s growth rate, (e) making a target profit, (f) retaining and
increasing market share, and so on.
(ii) Another argument against profit maximization objective is that
traditional theory of firm assumes managers to have full and perfect
knowledge of market conditions and of the possible future development
in business environment of firm. The firm is thus supposed to be fully
aware of its demand and cost conditions in both short and long runs.
Briefly speaking under profit maximization objective, a complete
certainty about the market conditions is assumed. Some modern
economists questionthe validityofthis assumption. Theyarguethat the
firms do not possess the perfect knowledge of their costs, revenue and
future business environment. They operate in the world of uncertainty.
Most price and output decisions are based on probabilities.
Besides, it is further argued that the equi-marginal principle of profit
maximization, i.e., equalizing MC and MR, has been claimed to be ignored
in the decision-making process of the firms. Empirical studies of the pricing
behaviour of the firms have shown that the marginal rule of pricing does
not stand the test of empirical verification. Hall and Hitch have found, in
their study of pricing practices of 38 UK firms, that the firms do notpursue
the objective of profit maximization and that they do not use the marginal
principle of equalizing MR and MC in their price and output decisions.
According to them, most firms aim at long-run profit maximization. In the
short-run, they set the price of their product on the basis of average cost
principle, so as to cover AC = AVC + AFC (where AC = Average cost,
AVC =Average variable cost, AFC =Average fixed cost) and a normal margin
of profit (usually 10 per cent).
Nature and Scope of
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In a similar study, Gordon has found (i) that there is a marked deviation
in the real business conditions from the assumptions of the traditional theory,
and (ii) that pricing practices were notablydifferent fromthe marginaltheory
of pricing. Gordon has concluded that the real business world is much more
complex than the one postulated by the theorists. Because of the extreme
complexity of the real business world and ever-changing conditions, the
past experience of the business firms is of little use in forecasting demand,
price and costs. The firms are not aware of their MR and MC. The average-
cost-principle of pricing is widely used by the firms. Findings of many other
studies of the pricing practices lend support to the view that there is little
link between pricing theory and pricing practices.
The Defence of Profit Maximization
The arguments against profit-maximization objectives have been strongly
rejected by other economists. They argued strongly that pricing theory does
have relevance to the actual pricing policy of the business firms. A section
of economists has strongly defended the profit maximization objective and
‘marginal principle’ of pricing and output decisions. The empirical and
theoretical support put forward bythem in defence ofthe profit maximization
objective and marginal rule of pricing may be summed as follows.
In two empirical studies of 110 ‘excellently managed companies’,
J.S. Earley has concluded that the firms do apply the marginal rules in their
pricing and output decisions. Fritz Maclup has argued in abstract theoretical
terms that empirical studies by Hall and Hitch and by Lester do not provide
conclusive evidence against the marginalrule and thatthese studies have their
own weaknesses. He argues further that there has been a misunderstanding
regarding the purpose of traditional theory of value. The traditional theory
seeks to explain market mechanism, resource allocation through price
mechanism and has a predictive value, rather than dealing with pricing
practices ofindividualfirms. The relevance ofmarginalrules inactualpricing
system of firms could not be established for lack of communication between
the businessmen and the researchers as they use different terminology.
Researchers use technical terms like MR, MC and elasticities which are often
abstract for businessmen. Besides, businessmen, even if they do understand
economic concepts, would not admit that they are making abnormal profits
on the basis of marginal rules of pricing. They would instead talk of a ‘fair
profit’. Also, Maclup is of the opinion that the practices of setting price
equal to average variable cost plus a profit margin is not incompatible with
the marginal rule of pricing and that the assumptions of traditional theory
are plausible.
While the controversy on profit maximization objective remains
unresolved, the conventional theorists, the marginalists, continue to defend
the profit maximization objective.
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Value of Enterprise
The  modern theory of firm makes a distinction between the ‘principal’
(owner) and the ‘agent’(manager) ofthe firm and also betweenthe objectives
of owners and managers. According to the modern theory of firm, owner’s
objective is the maximization of the value of the firm whereas objective of
business managers is to maximize profit ofthe firm. The profit maximization
objective is implicitly assumed to be current or short-run profit, whereas
maximization of firm’s value is a long-term objective. It implies that owners
pursue the long-term objective and managers pursue short-term objective.
However, as we will see below, both objectives turn out to be the same. Let
us first look atthe value maximizationapproachofthe moderntheoryoffirm.
According to the modern theory of firm, owners of the firms have
been found to pursue the objective of maximizing the value or the worth of
the firm. To this end, they prefer to sacrifice the short-run objective of profit
maximization. Therefore, the recent development in the theory of thefirm
postulates that the objective of business firms is to maximize the value orthe
wealth of the firms in the long run, i.e., the value at which can be sold out.
The future value of the firm is worked out by estimating the present
value of the expected future profits of the firm by discounting the profit by
the degree of risk. The formula for estimating the present value (PV) is
given below.
Nature and Scope of
Managerial Economics
NOTES
PV 
1
(1 r)1

2
(1 r)2

3
(1 r)3
 ...
n
(1  r)n

n 1

(1  r)n
(where PV = sum of the present value of expected future profits; 
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represent the expected future profits from 1 to n years; r = rate
of discount.
Note that the present value of the firm (PV), estimated by the formula
given above depends on the anticipated rate of profit (π). Since, the rate of
profit is estimated as TR –TC, the maximization of the value of the firm
would depend on the rate of profit (π). It implies that maximization of profit
would maximize the present value of the firm – the higher the value of πs,
the higher the value of the firm. It may thus be concluded that the objective
of maximization of the value of the firm is not different from the profit
maximization objective of the firm.
Self-Instructional
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1. Define managerial economics.
2. What does macroeconomics deal with?
1,
 


	23. Nature and Scope  of
Managerial Economics
NOTES
Self-Instructional
10 Material
ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS
1. Managerialeconomicscan be definedas the studyofeconomic theories,
logic, concepts and tools of economic analysis applied in the process
of business decision-making.
2. Macroeconomics deals with environmental issues— how is the
economic condition of the country; what is the likely trend; what are
government’s economic policies; how government policies might affect
business environment ofthe country; what kind of business policy will
be required, and so on.
SUMMARY
 Managerialeconomics can be defined as the studyofeconomic theories,
logic, concepts and tools of economic analysis applied in the process
of business decision-making.
 The primary function of managers is to take appropriate decisions and
implement themeffectivelyto achieve the objective ofthe organization
to maximum possible extent, given the resources.
 It is because ofthese important contributions of economics to business
decision making that economics has been integrated with managerial
decisions. Managerial decision making without applying economic
logic, theory and analytical tools may not offer a reasonable solution.
 The conventionaleconomic theoryassumes profit maximization as the
only objective of business firms—profit measured as TR–TC.
 The arguments against profit-maximization objectives have been
strongly rejected by other economists. They argued strongly that pricing
theory does have relevance to the actual pricing policy of the business
firms.
 The modern theory of firm makes a distinction between the ‘principal’
(owner) and the ‘agent’ (manager) of the firm and also between the
objectives of owners and managers.
KEY WORDS
 Profit: It is a financial benefit that is realized when the amount of
revenue gained from a business activity exceeds the expenses, costs
and taxes needed to sustain the activity.
 


	24.  Macroeconomics: It  is the branchofeconomics that is concerned with
the major, general features of a country’s economy, such as the level
of inflation, unemployment, or interest rates.
SELF ASSESSMENT QUESTIONS AND
EXERCISES
Short-Answer Questions
1. Write a short note on the concept of managerial economics.
2. What are the goals of corporate enterprises?
3. How does managerial economics assist in taking business decisions?
Long-Answer Questions
1. Discuss the role and responsibilities of a managerial economist.
2. Analyse the arguments for and against profit maximization.
3. Explain the value maximization approach of the modern theory of the
firm.
FURTHER READINGS
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INTRODUCTION
The analysis of market demand for a firm’s product plays a crucial role in
business decision-making. The market demand or the size of the market at a
point in time at different prices gives the overall scope of business; it gives
prospects for expanding business; and it plays a crucial role in planning for
future production, inventories of raw materials, advertisement, and setting
up sales outlets. Therefore, the information regarding the magnitude of the
current and futuredemand fortheproduct is indispensable. Theoryofdemand
provides an insight and helps in analysing these problems.
OBJECTIVES
After going through this unit, you will be able to:
 Define elasticity of demand
 Explain the factors influencing price elasticity of demand
 Identify the market demand determinants
 Discuss the types of demands
 Analyse application of elasticities in business decision-making
 Define demand forecasting
 State the demand forecasting methods used for industrial goods,
consumer goods and consumer durables
 


	26. ELASTICITY OF DEMAND
In  general terms, the elasticity of demand is defined as the degree of
responsiveness of demand for a product to change in its determinants.
The measure of the degree of responsiveness of demand to change in
its determinants gives the measure of the extent of relationship between
the demand for a product and any of its determinants. In technical terms, the
measure of elasticity of demand is called elasticity coefficient measured by
the following formula:
Demand Analysis
NOTES
Ed
=
Percentage Change in Quantity Demanded of Product X
Percentage Change in Demand Determinant Factor Y
For instance, suppose a determinant of demand for a product changes
by 10 percent and, as a result, demand changes by 15 percent. In that case,
the elasticity coefficient equals 15/10 = 1.5.
The general formula for measuring the elasticity of demand can be
expressed as follows.
E =
Q/Q

Q

Y …(2.1)
d Y/ Y F Q
where Q = quantity demanded initially; Q = change in demand, Y =
the original value of demand determinant factor; and Y = change in the
determinant factor.
Let us now discuss the elasticity of demand with reference to its
different determinants.
2.2.1 Price Elasticity of Demand
Price elasticity of demand is generally defined as the responsiveness or
sensitiveness of demand for a commodity to the changes in its price. More
precisely, elasticity of demand is the percentage change in demand due to
one per cent change in the price of the commodity. A formal definition of
price elasticity of demand (ep
) is given as
e =
Percentage change in quantity demanded
p
Percentage change in price
Ageneralformula forcalculatingcoefficientofprice elasticity,asgiven
in Eq. (8.1), is given as follows:
ep
=
=
Q

P

Q

P
Q P Q P
Q

P
P Q
…(2.2)
where Q = original quantity demanded, P = original price, Q = change in
quantity demanded and P = change in price. Self-Instructional
Material 13
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It  is important to note here that a minus sign (–) is generally inserted
in the formula before the fraction in order to make the elasticity coefficient
a non-negative value.
The price elasticity can be measured between any two points on a
demand curve (called arc elasticity).
FACTORS INFLUENCING PRICE ELASTICITY OF
DEMAND
Price-elasticity of demand for a product may vary between zero and infinity.
However, price-elasticity of demand, at a given price, varies from product
to product depending on the following factors.
1. Availability of Substitutes: One of the most important determinants
of elasticity of demand for a commodity is the availability of its close
substitutes. The higher the degree of closeness of the substitutes, the
greaterthe elasticityofdemand for the commodity. For instance, coffee
and tea, rice and wheat, and petroland diesel may be considered as close
substitutes for one another. If price of one of these goods increases, the
other commodity becomes relatively cheaper. Therefore, consumers
buy more of the relatively cheaper good and less of the costlier one,
all other things remaining the same. The elasticity of demand for the
substitute goods will be higher. Besides, the wider the range of the
substitutes, the greater the elasticity. For instance, soaps, toothpastes,
cigarettes, etc., are available in different brands, each brand being a
close substitute for the other. Therefore, the price-elasticity of demand
for each brand is much greater than that for the generic commodity. On
the other hand, sugar and salt do not have close substitutes and hence
their price-elasticity is lower.
2. Nature of Commodity: The nature of a commodity also affects the
price-elasticityofitsdemand. Commoditiescanbegroupedasluxuries,
comforts, and necessities. Demand for luxury goods (e.g., high-price
refrigerators, TV sets, cars, decoration items, etc.) is more elastic than
the demand for necessities and comforts because consumption of luxury
goods can be dispensed with or postponed when their prices rise. On
the other hand, consumption of necessary goods, (e.g., sugar,clothes,
vegetables) cannot be postponed and hence their demand is inelastic.
Comforts have more elastic demand than necessities and less elastic
than luxuries. Commodities are also categorized as durable goods and
perishable or non-durable goods. Demand for durable goods is more
elastic than that for non-durable goods, because when the price of
the former increases, people either get the old one repaired instead of
replacing it or buy a ‘second hand’.
 


	28. 3. Weightage in  the Total Consumption: Another factor that influences
the elasticity of demand is the proportion of income which consumers
spend on a particular commodity. If proportion of income spent on a
commodity is large, its demand will be more elastic. On the contrary,
if the proportion of income spent on a commodity is small, its demand
is less price-elastic. Classic examples of such commodities are salt,
matches, books, pens, toothpastes, etc. These goods claim a very small
proportion of income. Demand for these goods is generally inelastic
because increase inthe price ofsuch goods does not substantiallyaffect
the consumer’s budget. Therefore, people continue to purchase almost
the same quantity even when their prices increase.
4. Time Factor in Adjustment of Consumption Pattern: Price-elasticity
of demand depends also on the time consumers need to adjust their
consumption pattern to a new price: the longer the time available, the
greater the price-elasticity. The reason is that over a period of time,
consumers are able to adjust their expenditure pattern to price changes.
For instance, if the price of high quality cell phones is decreased,
demand will not increase immediately unless people possess excess
purchasing power. But over time, people may be able to adjust their
expenditure patternso that theycan buya laptop at alower (new) price.
Consider another example. If price of petrol is reduced, the demand
for petrol does not increase immediately and significantly. Over time,
however, people get incentive fromlow petrolprices to buyautomobiles
resulting in a significant rise in demand for petrol.
5. Range of Commodity Use: The range of uses of a commodity also
influences the price-elasticityofits demand. The wider the range ofthe
uses ofa product, the higher the elasticityofdemand forthe decrease in
price. As the price of a multi-use commodity decreases, people extend
their consumption to its other uses. Therefore, the demand for such a
commodity generally increases more than the proportionate increase
in its price. For instance, milk can be taken as it is and in the form of
curd, cheese, ghee and butter-milk. The demand for milk will therefore
be highly elastic for decrease in price. Similarly, electricitycan be used
for lighting, cooking, heating and for industrial purposes. Therefore,
with decrease in its price, demand for electricity has a greater elasticity.
However, for the increase in price, suchcommodities have a lower price-
elasticity because the consumption of a normal good cannot be cut down
substantially beyond apoint when the price of the commodity increases.
6. Proportion of Market Supplied: The elasticity of market demand also
depends on the proportion of the market supplied at the ruling price.
If less than half of the market is supplied at the ruling price, price-
elasticity of demand will be higher than 1 and if more than half of the
market is supplied, e < 1.
Demand Analysis
NOTES
Self-Instructional
Material 15
 


	29. Demand Analysis
NOTES
Self-Instructional
16 Material
DEMAND  DETERMINANTS
Market demand for a product depends on a number of factors, called
determinants of demand. The knowledge of the determinants of market
demand for a product and the nature of relationship between the demand and
its determinants proves very helpful in analyzing and estimating demand for
the product. It may be noted at the very outset that a host of factors determine
the market demand for a product.
Ingeneral, however, following are the factorsthat determine the market
demand for a product:
 Price of the product,
 Priceoftherelated goods—substitutes, complementsandsupplements,
 Level of consumers’ income,
 Consumers’ taste and preferences,
 Advertisement of the product,
 Consumers’ expectations about future price and supplyposition,
 Demonstration effect and ‘bandwagon effect’,
 Consumer-credit facility,
 Population of the country (for the goods of mass consumption),
 Distribution pattern of national income, etc.
Tothis list, one may add such factors as off-season discounts and gifts,
number of uses of a commodity, level of taxation and the general social and
political environment of the country (especially with respect to demand for
capital goods).
All these factors are, however, not equally important. Besides, some of
themare not even quantifiable. For example, consumer’s preferences, utility,
demonstration effect, expectations, etc., are difficult to measure. Nevertheless,
we will discuss here both quantifiable and non-quantifiable determinants of
the demand for a product.
1. Price of the Product: The price of a product is one of the most important
determinants of its demand in the long-run and the only determinant in the
short-run. The price of a product and its quantity demanded are inversely
related. The law of demand states that the quantity demanded of a product
which its consumers/users would like to buy per unit of time, increases when
its price falls and decreases when its price increases, other factors remaining
constant. The assumption ‘other factors remaining constant’ implies that
factors other than price remain constant, particularly income of the consumers,
prices of the substitutes and complementary goods, consumer’s taste and
preferences, and number of consumers, remain unchanged. Other factors
 


	30. remaining constnat, price  is the main determinant ofmarket demand especially
in short run.
2. Price of the Related Goods: The demand for a commodity is also affected
by the changes in the prices of its related goods. Related goods are classified
under two categories: (i) substitutes, and (ii) complementary goods.
(i) Substitutes: Two commodities are deemed to be substitutes for one
another if they satisfy the same want and change in the price of one changes
the demand for its substitute in the same direction. That is, increase in the
price of a good increases demand for its substitutes. For instance, tea and
coffee, hamburgers and hot-dogs, petrol and CNG, alcohol and drugs are
some common examples of substitutes in the case of consumer goods. What
is important from managerial point of view is that increase in the price of a
good (say, X) causes increase in demand for its substitute (say Y).
The demand function for X and Y with respect to the price of their
substitutes can be written as follows.
Dx
= f(Py
), ∆Dx
/∆Py
> 0 and Dy
= f(Px
), ∆Dy
/∆Px
> 0
Fig. 2.1 Demand for Substitutes and Complements
When price ofa substitute good (say, coffee) ofa product (tea) falls (or
increases), the demand for the product falls (or increases). The demand-price
relationship of this nature is given in Fig. 2.1(a).
(ii) Complements: A commodity is considered to be a complement for
another when it complements the use of the other. In case of complements,
the use of the two goods goes together. For example, petrol is a complement
to cars, butter and jam to bread, milk and sugar to tea and coffee, electricity
to computer, chair to table, etc. In economic sense, two goods are termed
as complementary to one another if an increase in the price of one causes a
decrease in demand for the other. By definition, there is an inverse relation
between the demand for a good and the price of its complement. For instance,
an increase (or decrease) in the price of petrol causes a decrease (or an
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increase)  in the demand for cars and other petrol-run vehicles, other things
remaining the same. The demand function for car (Dc
) in relation to petrol
price (Pp
) can be written as
Dc
= f(Pp
), DDc
/DPp
<0
The relationship between the demand for a product (car) and the price
of its complement (petrol) is given in Fig. 2.1(b).
3. Consumer’s Income: Income is the basic determinant of quantity of a
product demanded as it determines the purchasing power of the consumer.
That is why people with higher current disposable incomes spend a larger
amount on consumer goods and services than those with lower income.
Income-demand relationship is of a more varied nature than that between
demand and its other determinants. While other determinants of demand,
e.g., product’s own price and the price of its substitutes are more significant
in the short-run, income as a determinant of demand is equally important in
both short-run and long-run.
The relationship between the demand for a commodity, say X, and
the household income (Y), assuming all other factors to remain constant, is
expressed by a demand function such as
Dx
= f(Y), DDx
/DY > 0
Before we proceed to discuss income-demand relationships, it will
be useful to note that consumer goods of different nature have different
relationships with incomes of different categories of consumers. The
managers need, therefore,to be fullyaware ofthe goodstheyare dealing with
and their relationship with the income of consumers, particularly in regard
to the assessment of both existing and prospective demand for a product.
For the purpose of income-demand analysis, consumer goods and
services may be grouped under four broad categories, viz. (a) essential
consumer goods, (b) inferior goods, (c) normal goods, and (d) luxury or
prestige goods. Let us now look into the relationship between income and
the different goods. This relationship is presented through Engel curves.
(a) Essential consumer goods (ECG): The goods and services in this category
are called ‘basic needs’ and are consumed by all persons of a society, e.g.,
foodgrains, salt, vegetable oils, matches, cooking fuel, minimum clothing
and housing. Quantity demanded of this category of goods increases with
increase in consumer’s income but only upto a certain limit, even though
the total expenditure may increase in accordance with the quality of goods
consumed, other factors remaining the same. The relationship betweengoods
of this category and consumer’s income is shown by the curve ECG inFig.
2.2. As the curve EGC shows, a consumer’s demand for essential goods
increases only until his income rises to OY2
. It tends to saturate beyondthis
level of income.
 


	32. Fig. 2.2 Income  Demand Curves
(b) Inferior goods (IG): Inferior and superior goods are widely known to
both consumers and sellers. For instance, every consumer knows that millet
is inferior to wheat and rice;bidi (indigenous cigarette) is inferior to cigarette,
cotton clothes are inferior to silk clothes, kerosene is inferior to cooking
gas; bike is inferior to car; non-AC car is inferior to AC-car, and so on and
so forth. In economic sense, however, a commodity is deemed to be inferior
if its demand decreases with the increase in consumer’s income beyond a
certain level of income. The nature of relation between income and demand
for an inferior good is shown bythe curve IG in Fig. 2.2 under the assumption
that other determinants of demand remain the same. Demand for such goods
rises only up to a certain level of income (say, OY1
) and declines as income
increases beyond this level.
(c) Normal goods (NG): Technically, normal goods are those that are
demanded in increasing quantities as consumers’ income rises. Clothing,
house, furniture, and automobiles are some of the important examples of
this category of goods. The nature of relation between income and demand
for the goods of this category is shown by the curve NG in Fig. 2.2. As the
curve shows, demand for such goods increases with the increase in income of
the consumer, but at different rates at different levels of income. Demand for
normal goods increases rapidly with the increase in the consumer’s income
but slows down with further increases in income.
It may be noted from Fig. 2.2 that up to a certain level of income (Y1
)
the relation between income and demand for all types of goods is similar.
The difference is only of degree. The relation becomes distinctly different
beyond the Y1
level of income. From a managerial point of view, therefore,
it is important to view the income-demand relations in the light of the nature
of product and the level of consumers’ income.
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(d)  Luxury and prestige goods (LG): What is and what is not a luxury
good is a matter of consumer’s perception of the need for a commodity.
Conceptually, however, all such goods that add to the pleasure and prestige
of the consumer without enhancing his earning capacity or efficiency fall in
the category of luxury goods. For example, stone-studded jewellery, costly
brands of cosmetics, luxury cars, accommodation in 5-star hotels, travel by
first-class railway AC cars, business class air travel, etc., can be treated as
luxury goods. A special category of luxury goods is that of prestige goods,
e.g., precious stones, ostentatious decoration of buildings, rare paintings and
antiques, diamond-studded jewellery and watches, prestigious schools, etc.
Demand for such goods arises beyond a certain level of consumer’s income,
i.e., consumption of luxury goods at a certain level high level of income.
Producersofsuch items, while assessing the demand fortheir product, should
consider the income change inthe richer sectionofthe society, and not merely
the per capita income (see curve LG in Fig. 2.2).
4. Consumer’s Taste and Preference: Consumer’s taste and preference
play an important role in determining the demand for a product. Taste and
preference generally depend on life-style, social customs, religious values
attached to a commodity, habit of the people, the general levels of living of
the society, and age and sex ofthe consumers. Change in these factors changes
consumers’ taste and preferences. As a result, consumers reduce or give up
the consumption of some goods and add new ones to their consumption
pattern. For example, following the change in fashion, people switch their
consumption pattern from cheaper, old-fashioned goods over to costlier,
modern goods, so long as price differentials are commensurate with their
preferences. Consumers are preparedto payhigher prices for ‘modern goods’
even if their utility is virtually the same as that of old-fashioned goods, e.g.,
new fashion suits to old design suits, flat TV sets to box TV sets, and modern
shoes to old design shoes, etc.
This piece of information is useful for the manufacturers of goods
and services subject to frequent changes in fashion and style, at least in
two ways: (i) they can make quick profits by designing new models of their
product and popularising them through advertisement, and (ii) they can plan
production better and can even avoid over-production if they keep an eye on
the changing fashions.
5. Advertisement Expenditure: Products are advertised with the objective of
promotingsalesoftheproduct.Advertisement helps in increasingdemand for
the product in at least four ways: (a) by informing the potential consumers
about the availability of the product; (b) by showing its superiority over the
rivalproduct;(c) byinfluencing consumers’choice against the rivalproducts;
and (d) by setting new fashions and changing tastes. The impact of such
effects shifts the demand upward to the right. In other words, other factors
remaining the same, as expenditure on advertisement increases, volume of
sales increases to an extent.
 


	34. 6. Consumers’ Expectations:  Consumers’ expectations regarding the future
prices, income, and supply position of goods, etc. play an important role in
determining the demand for goods and services in the short-run. Ifconsumers
expect a high rise in the price of a storable commodity, they would buy more
of it at its high current price with a view to avoiding the pinch of a high
price rise in future. On the contrary, if consumers expect a fall in the price
of certain goods, they postpone their purchase of such goods with a view to
taking advantage oflower prices in future, mainly in the case ofnon-essential
goods. This behaviour of consumers reduces the current demand for goods
whose prices are expected to decrease in the future.
Similarly, an expected increase in income increases demand. For
example, announcement of ‘dearness allowance’, bonus, revision of pay-
scale, etc., induces increase in current purchases. Besides, if scarcity of
certain goods is expected by the consumers/users on account of a reported
fall in future production, strikes on a large scale, diversion of civil supplies
towards military use, etc., the current demand for such goods tends to increase,
more so if their prices show an upward trend. Consumers demand more for
future consumption and profiteers demand more to make money out of an
expected scarcity.
7. Demonstration and Snob Effect: When new commodities or new models
ofexisting ones appear inthe market, richpeople buythemfirst. For instance,
when a new model of a car appears in the market, rich people would mostly
be the first buyers. Colour TV sets and VCRs were first seen in affluent
households. Some people buy goods or new models of goods because they
have a genuine need for them or have excess purchasing power. Some others
do so because they want to exhibit their affluence. According to a social
philospher, WillSmith, “Too manypeople spend money they haven’t earned,
to buy things they don’t need, to impress people they don’t like.”. But once
new commodities are in vogue, many households buy them not because
they have a genuine need for them but because their neighbours have bought
these goods. The purchases made by the latter category of the buyers arise
out of such feelings as jealousy, competition and equality in the peer group,
social inferiority and the desire to raise their social status. Purchases made on
account ofthese factors arethe result ofwhat economists call‘Demonstration
effect’ or the ‘Bandwagon effect’. These factors have a positive effect on
demand. On the contrary, when a commodity becomes the thing of common
use, some people, mostly rich, decrease or give up the consumption of such
goods. This is known as the ‘Snob effect’. It has a negative effect on the
demand for the related goods.
8. Consumer-Credit Facility: Availability of credit to the consumers from
the sellers, banks, relations and friends, or from other sources, enduces the
consumers to buy more than what they would buy in the absence of credit
facility. That is why consumers who can borrow more can consume more
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than  those who cannot borrow. Credit facility mostly affects the demand for
durable goods, particularly those which require bulk payment at the time
of purchase. The car-loan facility may be one reason why Delhi has more
cars than Calcutta, Chennai and Mumbai all put together. Realty business
boomed in Delhi, NOIDA and Gurgaon mainly because of housing loans
madeavailable bythe banks. The managerswho areassessingtheprospective
demand for their products should, therefore, take into account the availability
of credit to the consumers.
9. Population of the Country: The total domestic demand for a product of
massconsumptiondepends also onthesize ofthepopulation. Giventheprice,
per capita income, tastes and preferences etc., the larger the population, the
larger the demand for a product. With an increase (or decrease) in the size of
populationand withthe employment percentageremaining the same, demand
for the product tends to increase (or decrease). The global perception that
India offers the largest market in the world is based on the fact that she has
the second largest population – albeit with a low purchasing power – inthe
world.
10. Distribution of National Income: The level of national income is the
basic determinant of the market demand for a product—the higher the
national income, the higher the demand for all normal goods and services.
Apart from its level, the distribution pattern of national income is also an
important determinant of the overall demand for a product. If national
income is unevenly distributed, i.e., if a majority of the population belongs
to the lower income groups, market demand for essential goods, including
inferior ones, will be the largest whereas the demand for other goods will
be relatively lower.
2.4.1 Demand Distinctions
The managers are supposed to be clear about the kind of demand they are
dealing with. The demand for various goods and services are generally
classified on the basis ofthe consumers ofthe product, suppliers ofthe product,
nature of the product, seasonal nature of the demand, interdependence of
demand for two products, etc. Here we discuss some major kinds ofdemands
that figure in business decisions.
(i) Individual Demand and Market Demand: As noted above, individual
demand refers to the quantity of product demanded by an individual at a
point in time or over a period of time given the price of the product, given
his income, price of the related goods (substitutes and complements),
consumer’s taste and preferences, price expectations, and externalinfluences
(e.g., bandwagon and demonstration effects).
As explained above, market demand refers to the quantity that all the
consumers of a commodity are willing to buy at a given price per time unit,
 


	36. given their money  income, taste and prices of other commodities (mainly
substitutes). In other words, the market demand for a commodity is the sum
of individual demands by all the consumers (or buyers) of the commodity,
over a time period and at a given price, other factors remaining the same.
(ii) Demand for Firm’s Product and Industry’s Product: The quantity that a
firm disposes of at a given price over a time period connotes the demand for
the firm’s product. The aggregate ofdemand for the product ofallthe firms of
an industry is known as the market demand or demand for industry’s product.
This distinction between the two demands is not of much use in a highly
competitive market, e.g., the fruit and vegetable markets. In these markets,
each seller has an insignificant share in the market. Therefore, demand for
firm’s product is not of significance.
However, where market structure is oligopolistic, a distinction between
the demand for a firm’s product and for the industry’s product is useful from
the managerial decision point of view. For, in such markets, product of each
firm is so differentiated from the product of the rival firms that consumers
treat each product as different fromthe other. This gives firms an opportunity
to manoeuvre the price, capture a larger market share through advertisement
and, thereby, to enhance their own profit. For instance, markets for motor
cars, radios, TV sets, refrigerators, scooters, toilet soaps, toothpastes, etc.,
belong to this categoryofmarkets. For examples, there was price competition
between MUL and other car companies in 2005.
In case of monopoly and perfect competition, the distinction between
demand for a firm’s product and that of the industry is not of much use from
managerial point of view. In case of monopoly, the industry is a one-firm
industry and the demand for the firm’s product is the same as that of the
industry. In case of perfect competition, products of all firms of the industry
are homogeneous; consumers do not distinguish between products of different
firms;and price for each firm is determined bythe market forces (i.e., demand
and supply for the industry as whole). Firms have only little opportunity to
manoeuvre the prices permissible under local conditions and advertisement
by a firm becomes effective for the whole industry. Therefore, conceptual
distinction between demand for a firm’s product and for that of the industry
is not of much use in business decisions-making.
(iii) Autonomous and Derived Demand: An autonomous demand or direct
demand for a commodity is one that arises on its own out of a natural desire
ofthe people to consume or possesses a commodity. An autonomous demand
is independent of the demand for any other commodity. For example, consider
the demand for commodities which arises directly from the biological or
physical needs of human beings, e.g., demand for food, clothes, shelter, etc.
Demand for these goods and the like is autonomous demand. Autonomous
demand may also arise as a result of ‘demonstration effect’, a rise in income,
increase in population and advertisement of new products.
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On  the other hand, the demand for a commodity that arises because
of the demand for some other commodity, called ‘parent product’, is called
derived demand. For instance, demand for land, fertilizers and agricultural
tools and implements is a derived demand because these goods are demanded
because of demand for food. Similarly, demand for steel, bricks, cement etc.
is a derived demand – derived from the demand for housing and commercial
buildings. In general, the demand for producer goods or industrial inputs is a
derived one. Also the demand for complementary goods (which complement
the use of other goods) or for supplementary goods (which supplement or
provide additional utility from the use of other goods) is a deriveddemand.
For instance, petrol is a complementary good for automobiles and a chair is
a complement to a table. Consider some examples of supplementary goods.
Butter is a supplement to bread; mattress is a supplement to cot; and sugar
is a supplement to tea—for some, it is a complement. Therefore, demand for
petrol, chair and sugar would be considered as derived demand.
The conceptual distinction between autonomous demand (i.e.,
demand for a ‘parent product’) and derived demand would be useful from
a businessman’s point of view to the extent that the former can serve as an
indicator of the latter.
(iv) Demand for Durable and Non-durable Goods: Demand is also often
classified under demand for durable and non-durable goods. Durable goods
are those whose total utility or usefulness is not exhausted in a single or
short-run use. Such goods can be used repeatedly or continuously over a
period of time. Durable goods may be consumer goods as well as producer
goods. Durable consumer goods include clothes, shoes, houses, furniture,
utensils, refrigerators, scooters, cars, cell phones, etc. The durable producer
goods include mainly items under ‘fixed assets’, such as buildings, plants,
machinery, office furniture and fixtures etc. The durable goods, bothconsumer
and producer durable goods, may be further classified as ‘semi-durables’(e.g.,
clothes and furniture) and ‘durables’ (e.g., residential and factory buildings,
cars, etc.).
Non-durable goods, on the other hand, are those which can be used or
consumed only once (e.g., food items) and their total utility is exhausted in a
single use.The goods ofthis categoryofgoods too may be grouped under non-
durable consumer goods and non-durable producer goods. All food items,
drinks, soaps, cooking fuel, (gas, kerosene, coal etc.), lighting, cosmetics
etc., fall in the former category. In the latter category, fall such goods as raw
materials, fuel and power, finishing materials and packing items, etc.
The demand for non-durable goods depends largely on their current
prices, consumers’ income and fashion and is subject to frequent changes
whereas the demand for durable goods is influenced also by their expected
price, income and change in technology. The demand for durable goods
changes over a relatively longer period.
 


	38. There is another  point of distinction between the demand for durable
and non-durable goods. Durable goods create replacement demand whereas
non-durable goods do not. Also, the demandfor non-durable goods increases
(or decreases) lineally whereas the demand for durable goods increases (or
decreases) exponentially due to an increase in stock of durable goods and
hence accelerated depreciation.
(v) Short-term and Long-term Demand: From demand-analysis point of
view, demand is classified also under short-term demand and long-term
demand. Short-term demand refers to the demand for goods that are required
over a short period oftime. In this categoryare found mostly fashionconsumer
goods, goods of seasonal use, inferior substitutes during the scarcityperiod
of superior goods, etc. For instance, the demand for fashion wear is a short-
termdemand thoughthe demand for generic goods (trousers, shoes, ties, etc.)
continues to remain a long-term demand. Similarly demand for umbrellas,
raincoats, gum-boots, cold-drinks, ice creams etc., is short-term demand of
seasonal nature. The demand for such goods lasts till the season lasts. Some
goodsofthis categoryare demanded for a veryshort period (1–2 weeks), e.g.,
New Year greeting cards, candles and crackers on the occasion of Diwali.
Although some goods are used only seasonally, they are of durable
nature, e.g., electric fans, woollen garments, etc. The demand for such goods
is of a durable nature but it is subject to seasonal fluctuation. Sometimes,
demand for certain goods suddenly increases because of scarcity of their
superior substitutes. For example, when supply of cooking gas suddenly
decreases, demand for kerosene, cooking coaland charcoalincreases. Insuch
cases, additional temporal demand is of a short-term nature.
The long-term demand, on the other hand, refers to the demand which
exists over a long period. The change in long-term demand is perceptible
only after a long period. Most generic goods have long-term demand. For
example, demand for consumer and producer goods, durable and non-durable
goods is long-term demand, though their different varieties or brands may
only have a short-term demand.
Short-termdemand depends, byand large, onthe price ofcommodities,
price of their substitutes, current disposable income of the consumer,
their ability to adjust their consumption pattern and their susceptibility to
advertisement of a new product. The long-term demand depends, by and
large, on the long-term income trends, availability of better substitutes, sales
promotion, consumer credit facility, etc.
The short-term and long-term concepts of demand are useful in
designing new products for established producers and choice of products
for new entrepreneurs, in pricing policy, and in determining and phasing the
advertisement expenditure.
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Let us discuss the different types and methods of demand.
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 is the percentage change in its quantity
demanded due to the change in the price of its substitute, coffee. The formula for
measuring cross-elasticity of demand is the same as that of the price elasticity
with a difference. For example, cross-elasticity of demand for tea (et, c
) can be
measured by the formula given below.
et, c
=
Percentage change in demand for tea (Qt )
Percentage change in price of coffee (Pc )
The cross-elasticity of demand for tea with respect price of coffee can
be expressed technically as follows.
=
Pc
.
Qt …(2.3)
Qt Pc
Similarly, cross-elasticity of demand for coffee with respect to change
in the price of tea is measured as follows.
ec, t
=
Pt
.
Qc
Qc Pt
…(2.4)
The same formula is used to measure the cross-elasticity of demand
for a good with respect to a change in the price of its complementary goods.
Electricity to electrical gadgets, petrol to automobiles, butter to bread, sugar
to tea and coffee, are the examples of complementary goods.
It is important to note that when two goods are substitutes for one
another, their demand has positive cross-elasticity because increase in the
price of one good increases the demand for its substitute. And, the demand
for complementary goods has negative cross-elasticity, because increase in
the price of a complementary good decreases the demand for the main good.
Income-Elasticity of Demand
Apart from the price of a product and its substitutes, consumer’s income
is another basic determinant of demand for a product. As noted earlier, the
relationship betweenquantitydemanded and consumers income is ofpositive
nature, unlike the negative price-demand relationship. The demand for most
goods and services increases with increase in consumer’s income and vice
versa. The responsiveness of demand to the changes in income is known as
income-elasticity of demand.
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Xq
Income-elasticity of demand  for a product, say X, (i.e., ey
) may be
measured as:
Demand Analysis
e = % change in demand for product X

Y
y
% change in consumer’sincome Y Y
NOTES
e =
Y

Xq
…(2.5)
y
Xq Y
(where Xq
= quantity of X demanded; Y = disposable income; Xq
= change
in quantity of X demanded; and Y = change in income)
Obviously, the formula for measuring income-elasticity of demand
is the same as that for measuring the price-elasticity. The only change in
the formula is that the variable ‘income’ (Y) is substituted for the variable
‘price’ (P). Here, income refers to the disposable income, i.e., income net
of taxes. All other formulae for measuring price-elasticities may by adopted
to measure the income-elasticities, keeping in mind the difference between
the independent variables and the purpose of measuring income-elasticity.
To estimate income-elasticity, let us suppose, for example, that the
government announces a 10 per cent dearness allowance to its employees.
As a result average monthly salary of government employees increases from
`20,000 to `22,000. Following the pay-hike, monthly petrol consumption of
government employees increases from 150 litre per month to 165 litre. The
income-elasticity of petrol consumption can now be worked out asfollows.
In this case, Y = `22,000 – `20,000 = `2,000, and Q (oil demand) = 165
litre – 150 litre = 15 litre. By substituting those values in Eq. (2.5), we get
e =
20,000

15
 1
y
150 2,000
It means that income elasticity of petrol consumption by government
employees equals 1. Insimple words, ey
= 1 means that aone per cent increase
in income results in a one per cent increase in petrol consumption.
Unlike price-elasticity of demand, which is always negative, income-
elasticity of demand is always positive because of a positive relationship
between income and quantitydemanded of a product. But there is an exception
to this rule. Income-elasticity of demand for an inferior good is negative,
because of the inverse substitution effect. The demand for inferior goods
decreases with increase in consumer’s income. The reason is that when
income increases, consumers switch over to the consumption of superior
substitutes, i.e., theysubstitute superior goods for inferior ones. For instance,
when income rises, people prefer to buy more of rice and wheat and less of
inferior foodgrains; non-vegetarians buy more of meat and less of potato,
and travellers travel more by plane and less by train.
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Nature  of Commodity and Income-Elasticity
For all normal goods, income-elasticity is positive though the degree of
elasticity varies in accordance with the nature of commodities. Consumer
goods of the three categories, viz., necessities, comforts and luxuries have
different elasticities. The general pattern of income-elasticities of different
goods for increase in income and their effect on sales are given in Table 2.1.
As Table 2.1 shows, income elasticity of essential goods in less than 1. It is
so because of Enget’s law Income elasticity of ‘comforts’ equals 1. And,in
case of luxury goods, ey
> 1.
Table 2.1 Income-Elasticities
Consumer goods Co-efficient of Effect on sales with change
income-elasticity in income
1. Essential goods Less than one (ey < 1) Less than proportionate
change in sale
2. Comforts Almost equal to unity Almost proportionate
3. Luxuries
(ey  1)
Greater than unity
change in sale
More than proportionate
(ey > 1) increase in sale
Income-elasticity of demand for different categories of goods may,
however, varyfromhouseholdto householdand fromtimetotime, depending
on the choice and preference of the consumers, levels of consumption and
income, and their susceptibility to ‘demonstration effect’. The other factor
which may cause deviation from the general pattern of income-elasticities is
the frequency of increase in income. If frequency of rise in income is high,
income-elasticities will conform to the general pattern.
Uses of Income-Elasticity in Business Decisions
While price and cross elasticities of demand are of greater significance in price
management aimed at maximizing the total revenue in the short run, income-
elasticity of a product is of a greater significance in production planning and
management in the long run, particularly during the period of a business cycle.
The concept of income-elasticity can be used in estimating future demand
provided that the rate of increase in income and income-elasticity of demand
for the products are known. The knowledge of income elasticity can thus be
usefulin forecastingdemand, whenachange inpersonalincomes isexpected,
other things remaining the same. It also helps in avoiding over-production
or under-production.
In forecasting demand, however, only the relevant concept ofincome
and data should be used. It is generally believed that the demand for goods
and services increases with increase in GNP, depending on the marginal
 


	42. propensity to consume.  This may be true in the context of aggregate national
demand, but not necessarily for each product. It is quite likely that increase
in GNP flows to a section of consumers who do not consume the product in
which a businessman is interested. For instance, if the major proportion of
incremental GNP goes to those who can afford a car, the growth rate in GNP
should not be used to calculate income-elasticity of demand for bicycles.
Therefore, the income of only a relevant class or income-group should be
used. Similarly, where the product is of a regional nature, or if there is a
regional division of market between the producers, the income of only the
relevant region should be used in forecasting the demand.
The concept ofincome-elasticity may also be usedto definethe ‘normal’
and ‘inferior’ goods. The goods whose income-elasticity is positive for all
levels of income are termed ‘normal goods’. On the other hand, goods whose
income-elasticities are negative beyond a certain level of income are termed
‘inferior goods’.
Advertisement or Promotional Elasticity of Sales
The expenditure on advertisement and on other sales-promotion activities
does help in promoting sales, but not at the same degree at all levels of the
total sales and total ad-expenditure. The concept of advertisement elasticity
is useful in determining the optimum level of advertisement expenditure.
The concept of advertisement elasticity assumes a greater significance in
deciding on advertisement expenditure, particularly when there is competitive
advertising by the rival firms. Advertisement elasticity (eA
) of sales is
measured as
Demand Analysis
NOTES
e =
% change in sales
A
% change in Ad-expenditure
e = S / S

S

A …(2.6)
A
A / A A S
where S = sales; S = increase in sales; A = initial advertisement cost, and
A = additional expenditure on advertisement.
Suppose, for example, a company increases its advertising expenditure
from `10 million to `12 million, and as a result, its sales increase from 5,000
units to 6,000 units. In this case ∆A = 12 million – 10 million = `2 million,
and ∆S = 6,000 – 5,000 = 1000 units. By substituting these values in ad-
elasticity formula (2.6), we get
e = 1000

10
 1
A
2 5000
It means that a one per cent increase in ad-expenditure increases sales
by 1 per cent.
Interpretation of Advertisement Elasticity The advertisement
elasticity of sales varies between eA
= 0 and eA
= depending on the nature
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of the  product, the level of market supplied, the trend in consumers’ income,
the compatitive strength of the competitors, etc. The interpretation of some
measures of advertising elasticity is given below.
Elasticities Interpretation
eA = 0 Sales donotrespond totheadvertisement expenditure.
eA > 0 but < 1 Increase in total sales is less than proportionate tothe
increase in advertisement expenditure.
eA = 1 Sales increase in proportion to the increase in
advertisement expenditure.
eA > 1 Sales increase at a higher rate than the rate of increase
of advertisement expenditure.
Elasticity of Price Expectations
Sometimes, mainly during the period of price fluctuations, consumer’s
price expectations play a much more important role than any other factor in
determining the demand for a commodity. The concept of price-expectation-
elasticity was devised and popularized by J.R. Hicks in 1939. The price-
expectation-elasticity refers to the expected change in future price as a result
of change in current prices of a product. The elasticity of price-expectation
is defined and measured by the general formula given below.
e =
Pf / Pf

Pf

Pc …(2.7)
x
Pc / Pc Pc Pf
Here, Pc
= price in the recent past; Pc
= the current change in present
price; Pf
= expected future price; and Pf
= expected change in futureprice.
For example, suppose current price of a storable commodity increases
from `100 to `120.And, consumers of the commodity anticipate price of the
commodity to increase in future from `120 to `150. In that cases.
150  120
ex
=
120
120  100
100
=
30
/
20

 30

100
 1.25
price.
120 100 120 20
It means 1% change in present price will cause 1.25% change in future
The coefficient ex
gives the measure of expected percentage change
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in future price as a result of 1 per cent change in present price. If ex
> 1, it
indicates that future change in price will be greater than the present change
in price, and vice versa. If ex
= 1, it indicates that the future change in price
will be proportionately equal to the change in the current price.
The concept of elasticity of price-expectation is very useful in
formulating future pricing policy. For example, ifex
> 1, it indicates that sellers
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will be able  to sell more in the future at higher prices. Thus, businessmen
may accordingly determine their future pricing policy.
APPLICATION OF ELASTICITIES IN BUSINESS
DECISION-MAKING
In this section, we show how demand elasticities can be used in business
decision-making by a firm, especially in regard to estimating the change in
its total demand caused by a simultaneous change in most or all demand
determinants, the independent variables.
The independent variables can be classified under two categories:
(i) controllable variables, and (ii) uncontrollable variables. Controllable
variables include price of the firm’s own product, advertising expenses, and
qualityofthe product. Uncontrollablevariables include price ofthe substitute
product, consumers’income, pricing strategyofthecompetitors,competitors’
advertisement expenditure and their sales promotion strategy, growth of
population, buyers’price expectations, etc. However, in estimating the future
demand for its product, the firm has to identify all the major determinants of
its product, both controllable and uncontrollable. While the firm can plan to
make changes in the controllable variables, it can only anticipate the changes
in uncontrollable variables or rely on changes reported by other agencies.
In any case, the firm has to take into account the anticipated change in the
variables beyond its control.
Let us suppose that a computer company, while estimating the demand
function for its PC, identifies the following variables as most important
determinants of demand for its computers.
 Product price (P), i.e., price of its own PC
 Consumers’ income (I)
 Price of the substitute brands (P )
 Advertisement (A)
Note that only two of these demand determinants, viz., price of firm’s
own PC and advertisement expenditure, are under the control of the firm and
others are uncontrollable. Let us suppose also that the company has estimated
the demand function for its PC as given below.
Qc
= 50 – 1.5 Pc
+ 0.5 Y + 2.0 Ps
+0.8 A …(2.8)
where Qc
= number of company’s PC demanded per unit of time
Pc
= price of company’s computer
Y = computer buyers’ income
Ps
= price of the substitute PC brands
Demand Analysis
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A =  ad-expenditure by the company
Suppose that, at a point in time, the numerical value of independent
variables in Eq. (2.8) are given as follows: Pc
= 40, Y= 60, Ps
= 30 and
A = 25. By substituting these values in the demand function, we get
Qc
= 50 – 1.5 (40) + 0.5 (60) + 2.0 (30) + 0.8 (25) ...(2.9)
= 50 – 60 + 30 + 60 + 20 = 100 thousand
Thus, giventhe demand function in Eq. (2.8), the current annualdemand
for company’s PC turns out to be 100,000 per time unit.
Given the current demand, the company is planning, as a matter of
business policy, to make the following changes.
 increase its PC price by 10% and
 increase its ad-expenditure by 20%.
The company plans these changes in anticipation of an increase in
PC-users’income (Y) by 8% per annum and no change in competitors’price.
Prior to implementing its plan, the company would like to know
whether it would be advisable to make the planned changes in its price and
ad-expenditure? An answer to this question can be found by assessing the
impact of planned and anticipated changes on the demand for its PC. Since
demand function for the company’s PC is known [see Eq. (2.8)], the impact
of planned and anticipated changes on the demand for its PC can be easily
obtained by using demand elasticities.
What we need therefore is to first work out price elasticity (Ep
), income
elasticity (Ey
), cross elasticity (Es
) and advertisement elasticity (EA
) of demand
for company’s PC. These elasticities at point (i.e., point elasticities) are
worked out as follows.
Recall, for example, the (price) elasticity formula.
EP
=
Q

P
P Q
In this Ep
formula, Q/P is given by the estimated parameter (–1.5)
in the estimated demand function (2.9). So to find (Ep
), we need to multiply
–1.5 by P/Q. Note that in the estimated demand function, Pc
= 40 and Qc
=
100. Thus,
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Ep
= –1.5 (P/Q) = –1.5 (40/100) = –0.6
By using the same method, income-elasticity (Ey
), cross-elasticity (Es
)
and advertisement-elasticity (Ey
) can also be worked out.
Ey
= 0.5 (Y/Q) = 0.5 (60/100) = 0.3
Es
= 2.0 (Ps
/Q) = 2 (30/100) = 0.6
Ea
= 0.8 (A/Q) = 0.8 (25/100) = 0.2
 


	46. Now that elasticities  are measured, the impact of planned and
anticipated changes in the independent variables on company’s PCdemand
can be estimated by adjusting its existing demand of 100,000 units with effects
of changes made in price and ad-expenditure. The anticipated demand for
PC can be estimated as follows.
Qc
= 1,00,000 – 0.6 (10) + 0.3 (8) + 0.6 (0) + 0.2 (20)
= 1,00,000 – 6 + 2.4 + 0 + 4 = 1,00,400
The demand estimate shows that if the company implements its plan of
raising the price and ad-expenditure, the demand for its PC would increase
only by 100,400 – 100,000 = 400 units. This is not a significant increase in
the demand. The low increase in total demand is mainly because of decline
in demand by 600 due to a 10% increase in PC price. The company would
better be advised not to increase the price of its PC and rely on increase in
PC users’ income and on advertisement. In that case, the company will not
lose a market of 600 PC. That is, if the company refrains from increasing
the price of its PC, the total increase in demand for its product will be of the
order of 1000 PC, which is, of course, a considerable increase in demand.
DEMAND FORECASTING: AN OVERVIEW
Let us study the demand forecasting for industrial goods, consumer goods
and consumer durables.
Demand Forecatsing for Industrial Goods, Consumer Goods
and Consumer Durables
There are various methods of demand forecasting. The choice of method for
forecasting demand depends on the purpose and kind of demand forecasting
and availability ofrequired data. The various methods ofdemand forecasting
are listed here.
1. Survey Methods
(i) Consumer Survey – direct interview
(ii) Opinion Poll Methods
2. Statistical Methods
(i) Trend Projection
(ii) Barometric Methods
(iii) Econometric Methods
All these methods have different kinds of sub-methods. A detailed list
of methods of demand forecasting is given in a Chart on the next page.
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Chart:
Techniques
of
Demand
Forecasting
  


	48. 1. Survey Methods
Survey  methods are the most common and simple methods of estimating
current demand and projecting future demand for a product. Survey methods
are generally used when the purpose is to make short-run forecast of demand
for a product. Under survey methods, the required information is collected
through a survey of consumers/users. The survey seeks information of
consumers’futureplanto buythe product for which demand has to be forecast.
Surveys are conducted by two methods.
(i) Consumer Survey Method—the Direct Consumer Survey, and
(ii) Opinion Poll Method.
The choice of any of these methods depends on the status of the
availability of primary data and time and money that firms are willing to
spend on the survey. If primary data on demand for a product is not available
in any form and money and time are not constraints, then direct consumer
survey is the only option. But, in case some relevant information is already
available with experts and time and money are the constraints, the firms may
go for opinion poll of experts.
2. Statistical Methods
In the foregoing sections, we have described survey and experimental
methods of estimating and forecasting demand for a product on the basis
of information supplied by the consumers themselves and on-the-spot
observationofconsumer behaviour. Inthis section, we willexplain statistical
methods which utilize historical (time-series) and cross-sectional data for
estimating long-term demand. Statistical methods are considered to be
superior techniques of demand estimation for the following reasons.
(i) In the statistical methods, the element of subjectivity is minimum,
(ii) Method of estimation is scientific as it is based on the theoretical
relationship between the dependent and independent variables,
(iii) Estimates are relatively more reliable because forecasts are based on
observed facts, and
(iv) Estimation involves smaller time and money cost.
Three kinds of statistical methods are used for demand projection.
(1) Trend Projection Methods,
(2) Barometric Methods, and
(3) Econometric Method.
Demand Analysis
NOTES
Self-Instructional
Material 35
 


	49. Demand Analysis
NOTES
ANSWERS TO  CHECK YOUR PROGRESS
QUESTIONS
1. Price elasticity of demand is generally defined as the responsiveness
or sensitiveness of demand for a commodity to the changes in its
price. More precisely, elasticity of demand is the percentage change
in demand due to one per cent change in the price of the commodity.
2. The determinants of market demand are the following:
 Price of the product,
 Price of the related goods—substitutes, complements and
supplements,
 Level of consumers’ income,
 Consumers’ taste and preferences,
 Advertisement of the product,
 Consumers’ expectations about future price and supply position,
 Demonstration effect and ‘bandwagon effect’,
 Consumer-credit facility,
 Population of the country (for the goods of mass consumption),
 Distribution pattern of national income, etc.
3. Demand forecasting is predicting the future demand for firm’s product.
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SUMMARY
 In general terms, the elasticity of demand is defined as the degree of
responsiveness of demand for a product to change in its determinants.
 Price elasticityofdemand is generallydefined as the responsiveness or
sensitiveness of demand for a commodity to the changes in its price.
 Market demand for a product depends on a number of factors, called
determinants of demand.
 The demand for a commodity is also affected by the changes in the
prices of its related goods. Related goods are classified under two
categories: (i) substitutes, and (ii) complementary goods.
Check Your Progress
1. What is price elasticity of demand?
2. List the determinants of market demand.
3. Define demand forecasting.
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