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3513 Price Elasticity of Demand : Meaning .*. o

Though the law of demand states that a fall. in price is accompani
by extension of demand for a chmodlty and v1Ice vc;lrsa, it does p,, &
us anything about the proportionate -changes}.l n ot.erdwords, the oy |
of demand indicates only the dzre.ctzo.n of change in demanq p,, ol
the rate of change in demand, that is, it does npt state the rate 3¢ Whic}t]
the demand will change as a result of change 1n price. F.m an exa |
a fall in the price of a commodity by 2 per cc.ant may result in the eXtensig,; |
of demand by 5 per cent or 1 per cent, 1.€. the percentage Change )
demand may be more or less than the percentage change in price,
price elasticity of demand attempts {0 measure the relat?onship betweg,
the percentage change in price and percentage chfmge in demand for
given commodity. It is a measure of the responsiveness of demanq ,
a change in price.

leu

Percentage Change in Demand for X
Percentage Change in Price of X
Symbolically, we may state it as under :

0Q,

E4 = P Where © = Percentage change

X

Thus, Eq =

Qy = Quantity of X demanded
Py = Price of X

If, price falls by, say 1% and quantity of X demanded rises by
20 % we have

oQ, 20%
oP, -1% =~ 20

Ed=

It may be noted that price elasticity of demand is negative sii
there is an inverse relationship between change in price of a commod®
and change in its demand. It is for the sake of convenience that econom®

ignore the negative sign and generally use a positive figure. In the 20"
* What is price elasticity of demand ?
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g AnarE .

De,ﬂan e elastiC“y is -20 but we r‘efer to it as + 20. Besides the
eads t0 @ wrong conclusion. Suppose the price of goods

: and the demand for A expands by 10% and that

5%
Eq forAwillbe-l-% = -2 and forB:{%-_-..j;,

o s less than ~ 2 and not more. Therefore, demand for B is
ut /1asti0’ which is wrong. Demand for B is actually more elastic.
¢ Elasticity of Demand :*

siveness of demand to a change in price of a
For different commodities it is bound
o classify price elasticity in terms

ogret of respon
he 96 not always the same.

}coﬂ’mofflfg;;;t, It is, therefore, good t
10 be os Of responsivencss of demand to price changes. The economists
ofde of five different price elasticities, of demand.
‘Speafn perfectly Elastic Delyand or e = 0. : When an insignificant or
em small change in price causes the extraordinarily large change
| 'exdeman _we have the case of
| grfecﬂyelastic demand.Aslight ]
- seinprice reduces the c}emapd WA e =a .
| pzeroand 2 slight fall in price O
increasesdemandtoinﬁnity.The T
| jemand curve in such case is as 0 L | 2
depicted in F18- 9. . L DY
Fig. : 9

0 : When the demand
tive of the change in the

—
—

Inelastic Demand or €

(I Perfectly
ains comstant 1Te€Spec

for the commodity rem
price of the commodity, W€ havea Y A
ase of perfectly inelastic
?;Ilnand. Here, the change in 'price R Q
. sto bring about any change 1n the
inI;lanfiforthecommodity. Perfectly E—E’ JI ok
el:s?stlc demand, like the perfectly & PlF——"] Q
in’re;T gemand, is rare tocome across
by ilélebUt both of these are useful
calconcepts. Wheneis=0the
Mand ¢ .
SinFy urve ofacommodity isdrawn —-“"”_IJB/ :
& 10, O coMmoDITYX
Fig. : 10
~—}
h diagrams- .

Bxpla:
Plam th
€ types of price elasticity of demand Wit




(11D Umitary Elastic Demand or e = 1 : Whenagwmm
w-kmdaM)maWﬂth
chamge m the demand for that commoadity. thr:dt:mmdmmm.,,ehnk
or ¢ = 1. Note that m such a case, the proportionate changes
.ikqm\dm:ded‘1llt:cmnllndoppostt&A5%fﬂ] |
the price will be accompanied by 5 % rise in demand. ’nxetm]ew
m&wypuﬂmadwi&thaefu&mcmtm%

mimhaasewillhcamngnlﬂ'hypabohasdepictedmﬁg“

Y A
R Q
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(IV) Elastic Demand or e > 1 : When a given percentage chang
m the price of 2 commodity causes more than proportionate change
the demand for the commodity; we have a case of elastic demand ore
> L. K, for example, price falls by, 2 % but demand rises by 3 %, w
bave 2 case of clastic demand. This is depicted in Fig. 1l

YA e>1
mR\Q
O Q4
[+ 8
a

B
o C - D X
COMMODITY-x
Fig. : 12




than P . .
of X by 2 % might raise the demand by onl

nelastic demand and is depicted in Fig. 13.

Y
A e <1
o
T P Q,
o
B X
()
=D commoDITY-x
Fig. : 13

l_]is. Methods of Measurement :
Price elasticity of demand is measured mainly by three methods. They

are .
(a) Precentage Method, (b) Total Outlay (Expenditure) Method, and
(c) Point Method. We shall examine each in turn.

(a) Percentage Method : This is the simplest method of measuring
price elasticity of demand

Percentage Change in Demand for X
= Percentage Change in Price of X

. We can get any of the five figures in discending under as e = —¢ >
L e=<1ande=0. We have already discussd five types of price
elasticities. The classification is based on the numerical values of price
éQCIasticities worked out on the basis of the percentage method.™

~ (b) Total Outlay Method : Prof. Marshall suggested change in the
:::tzl 0“_“3X (expenditure) on the commodity caused by a change in the Pﬁ;e
COmncl“t?ﬂon for measuring elasticity of demand. If the outlay onf :h:
, comm:fty remains constant, irrespective of the change in the prlf;i g b
| decreges 'ty, demand is unitary; if it increases, demand 1s. elastic
v demand is inelastic. Exmaine the table below :

« 2 Doin. 14
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Fig. 14
Y=X
e=1
ic demand curve and the perfectly inelastic demand

The perfectly elast
g. 2 above. Consider nov

curves are shown respectively in Fig. 1 and Fi
Fig. 14, 15 and Fig. 16.

In Fig. 14, the change in price from E1 to HJ. change
on the commodity from DEIO to FHJO. These two rectangles are equil
and y = x. Thus, in Fig. 6, total outlay remains the same after the chang®
in price. Hence, e = 1. But in Fig. 15, y > x. Therefore, & > | and in Fi¢

s the total outlay
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" AnalySiS
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. R o rk out wh ‘.
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(c) Point Method : Price-elasticity of demand at different points on
‘the the same demand curve is not the same. It would, therefore, be incorrect
he demand is elastic or inelastic with reference to

o say, as We did, that t
whole demand curve. The concept of elasti
point on the demand curve rather than the entire

attempts to measure

method of measuring elasticity of ckmand, therefore,
erical elasticity of demand at a paricular point on the given demand

€.
.~ InFig. 17. AB is the straighﬁﬂﬂ'ie demand curve and at CD price,
mand is OD. When the price falls to EF, demand rises t0 OF. We attempts
_ﬁnd the elasticity of demand at C. For the sake of simplicity: We assume
hat points C and E are very close to each other. By this simplifying
mption, we can treat the price elasticity at as that
. (For Fig. 17)

city refers to a particular
demand curve. The point
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Price Elasticity of Demand* :

> d is relative. A ohange in demand for a given
Pflc’ y iﬂ O.n ) ts pr]ce ma)’ differ from pers()n to
¢ is not pOSSIble to say exactly on the basis of the nature

he demand for a commodity is elastic or

g to whether t
dications can be given. In other words, we can say

mand foragiven commodity is more
the nature of the commodity, level
buyer. The following factors affect

Y, considering

| economic status of the
P gty of 9T -

and Conventional Necessaries : Demand for such

ed, or it changes less than

¢ services is largely fix
. the price. Thus, We find that demand for

odit1es
ately 0 change 1
is enerally inelastic.
d for luxuries (like washing

It, ted etc.

food’.,saLuxuries : By contrast, the deman

ision, refrigerators etc.) 18 elastic. A slight fall in price may
i .o demand. It may be noted that

eneralise. What may
saries 1S

e, cannot therefore, g

y be a necessity for other, .8 very costly
n but a necessity for a film actress.
a commodity which has

: The demand for
ic. For an example, if the price of coffee falls
ore than proportionately.

may turn t0 coffee. Here,

r coffee will rise M
That substitute goods

Tea and coffee may

rlatively to t€d, the
The consumers Who formerly were

too, the degree of substitution is a relevant factor.
erely a general statement.

commodity or service

10t be close substitutes for many-
Take the case

(iv) Goods with Several Uses
be elastic.

:?S many uses, the demand for it is said to ‘
“cal or electricity- Electricity can be used for light: € ironi®
] in price will

ad
increTa ny other domestic and industrial purposes:
se demand for such goods for
be elastic.

Gemang
for such goods is thoughtto//
~__
f dcmand.

¥
Bxpla:
plaln ‘
The factor affecting price elasticity ©

:Ifa particular
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(v) Durable Goods : Demand for goods which are sem

le
0
¢. These goods are durable consumptjgy, Vey

a period of time is elasti . g
: : " : e of s Ood
like fountain pens, shoes, T.V. etc. If the price hoes goes |, ) i:

likely that consumers will postpone their purchases of new pairg for y
mmeNme The demand will thus be adversely affected. In case of fumtu"e
or buildings also, the demand can be postponed and, therefore, it ig elas(i?

(vi) Level of Prices : The demand for goods whose prices are °ith¢;
very high or very low is inelastic. Generally, very high-priced gog, >
purchased by the rich and their demand is inelastic. They do not v,
over price. Similarly, the very low-priced goods are generally NeCessarjq,
and hence the demand for them is inelastic. Hence, they have got ¢, be |

purchased at any cost.

(vii) Time-interval : Generally speaking, elasticity of demang 2
lower in the short period than in the long period. This is because, the
consumers have no time or very little time in adjusting their demand ¢,
change in prices. In the long run, however, as they get adequate tin,
for adjustments, elasticity of demand is generally high.

(viii) Postponement : Commodities whose consumption can be |
postponed tend to have a more elastic demand than those whose |
consumption cannot be postponed.

(ix) Force of Habits : Likewise, commodities to which people are :
habituated to consume have a less elastic demand, because irrespective |
of price changes, they will purchase that commodity because of force !
of habits. — , 3

(x) Proportion of Consumer’s total Expenditure on the}
Commodity : Demand for goods like salt, ink, newspaper etc. is inelastc £
because they absorb a very small portion of total monthly expenditu®
of the consumer. On the other hand, demand for goods like cosmetics :
and recreation efc. is elastic, because they account for substantial portio? |
of total monthly expenditure of the consumer. Thus price elasticity ° i;;
demand for a commodity depends on its importance in consume’® £
budget also. |




pemand : Meaning * :

oticity of .
o mmodit)’ is a function of many variables of which

: g other variables influencing demand income of the
s 01 " ve : mportant. The income elasticity of demand shows

oo puyer! ed will change in response to a given change
e AU ¢ the pmspective buyer, al! other factors including price
t expresses relationship between percentage change
onding percentage change in demand for the

jonate (Percentage) Change in Demand
Percentage) Change in Income

proprot
—
= Proportlonate(
Iy demand for a commodity has a tendency to increase as
Norm™” fore. income elasticity of demand (ey) is generally

reases. There ) ‘ :
gut, this may not be so 1n case of inferior goods. The demand

 posi orior s diminishes as the income of the consumer rises because
for 1 er goods which he considers (0 be ‘superior. In such
s the income elasticity of demand may be ‘negative’.

Elasticity of Demand *

“When the proportionate change in demand is greater

Ty e e | )
than prolxy)rtionate change in income, INcome elasticity is more than unity

(elastic)-
e. < 1 : When the proportionate change in demand is less than

(b) ey
| poportionate change in income, elasticity is less than unity (inelastic).
(c)ey=1: When the proportionate change in demand is equal to the

poportionate change in income, income elasticity is equal to unity.

()¢, =0: When there is no change whatsover in demand in response
| ochange in income, income elasticity is zero (perfectly inelastic).

(¢) ey is negative : When an increase i income of the prospective

buyer bri o o o
s ie;:?"gs about reduction in demand for the commodity Income elasticity
S negative

c,“;etional’ casé

*\vh\

- What |

X xplai:ls Income elasticity of demand
types of Income Elasticity.
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ey Negative

DEMAND

INCOME
(Fig : 23) . .
In Fig. 23, in the income range OA, ey = O‘; in the income range
AB. e. is positive; in the income range BC again ¢y = 0 ::ndd.beyond
Y . : ¢
the income range OC, €y 18 negative. It may be seen in the diagram

that upto income level OA, demand is zero and increase 1n income does

not make any impact on demand. As the income increases beyond OA

and upto OB, demand rises as income rises. Note that income elasticity
is not the same, although it is positive. It may be more than one, less
than one or equal to one according as the demand responds to a change
in income. Between OB and OC, elasticity is zero once again and
thereafter, it becomes negative. In other words, beyond OC level of income
the commodity in question becomes an ‘inferior' goods.

We may, thus, make the following observations from a study of the
income elasticity of demand :

Income elasticity of demand is :

(1) positive for normal goods

(1) negative for inferior goods

(iii) more than unity for luxuri

: ! ous and semi-luxurious goods.
(iv) less than unity for necess ®

) oy b aries
Y be zero for such articles as salt, thread and needle €t




oy
‘ / Anmmg l;mm Elasticity of Demand -
| , factor influencing income elasticny ,'f, dermand i &
2 . g w e

‘" ,..'» e malf |

_ wf”‘”‘ iusell. A vc{y high level of income. elastic sty s ety
L y i M Lipsey hat‘ pointed out, an initial increase in the mw
. w | ‘ﬁm“y is mﬂfc,hk’lﬂy to be spent than saved. Thus, the demand
:“'Mn o sentials will increase more than proportionately with the

L e income of a poor household. But, as income goes om

i

" e " asticity which is positive will iminish ~
w, (he elasticity . ill go on diminishing. Jt may

Mn:cro 4nd even negative at a very high level of income.

E 2

) ey refrigerators eic. is high; whereas the same for low-priced

d' fike salt, matches or cheap food is likely to be low.
Havaywuportionofthcincmneofthefanﬁlyism

() . . <ci
w Wuy,dxenmmelasﬁcﬁyof&amndfor’nmﬂ

| 3 jven . .
i,g,gémvwly’mmelastmtydfdamndfaﬂxcmﬁicsm
,,,f” Wofﬂ)efmzﬁly‘sincmmisspmmw
L. v bigh

(w)mcascs,whaeswhcmnmdﬁieshmdmbe‘- feri

Y the family, the income elasticity may tum out to be ‘negative’.
{3 Vicaning of Cross Elasticity of Demand :

I Domand for 2 commodity is influenced not only by its own price but

priceofcoffcealso.'lhecrosselasticityofdemandema

L. sionship between the change in the demand for a given commodity in

| ;;mwthechangcinmepﬁccofsomeothﬁcommﬂny.

Proportionate change in the Demand for X
Proportionate change in the Priceof Y
ﬂmsficisamcasureofthechangcindcnnndfoancasultingfmm

E, =

(4

1 “hange in price of Y.

i !,;,,;‘“\Abx = change in demand for X

In terms of symbols,
Py

.

the Meanip

. LA
G (Seme. 1) types of Corss Elasticity of Demand- NP/BC

Business Economics - 8 [50]
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Py = original price of Y

| AP = change in price of Y.
\21. Types of Cross Elasticity of Demand :

The cross elasticity of demand is positive or negative according ag the
two commodities being considered are substitutes of complements of each
other.

(A) Possitive Cross Elasticity :

: Take the case of tea and coffee which we may consider as substityte,

L If the price of tea falls (as per the law of demand) demand for tea rigeg
But the demand for tea would rise at the cost of coffee. Therefore, the

demand for coffee would fall in response to a fall in the price of tea. W,
can put it as follows :

E = Proportionate change in the Demand for Coffee
¢~ Proportionate change in the Price of Tea

In this case, E, is positive because a fall in price of tea is followeg
by a fall in demand for coffee. See figure-24.

See the figure below :
Y D
p Q
!
é P, Q
ot
©
.E»
(0]
M, « M A
Demand for Coffee
(Figo 24) /
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hown in Fig : 24 that when price of tea falls from p or P, demand
ffee decreases from M to M. Both changes are negative.
or €©

egative Cross Elasticity :
s larly fortWo complementary commodities cross elasticity of demand

imi
1l lS; pegative, €. petrol & car.
" proportionate change demand for Petrol

E, = Proportionate change in price of Car

se, a fall in the price of car raises the demand for car. Petrol

In this c@ )
Jement of car, the demand for petrol also rises. The cross

. omp
bemgc;yc of demand is therefore negative.
elas See the ﬁgure below :
Y,
. D
G Q
|5 PI— .
R QA
R
E
D,
’ X
0 M- M
Demand for Petrol
(Fig. 25)

j Itis shown in Fig. 25 that when price of cars falls from P to P;, demand
orpetrol increases from M to M, price change is negative whereas change
! demand is positive.

i short

d ats

XVhen two products are substitutes to each other, cross elasticity of
ehmand is positive.

e “1 tWo products are complementary products, Cross elasticity of
' dis negative, '
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iil) When two products are neither substitutes p tary, Crog,
elasticity of demand is zero.

LZZ\Ad\enNng Elaéﬂcity of Demand ¢ |
' in demand to proportionate <:hange in

d to measure advertising elasﬁcny

It is the measure of the change
advertising expenditure. The formula use

of demand is as follows :

Formula:

Q-Q , A2-A
Q+ Q Ay + Ay

Where, Qrefersto salesand A refers to advert?sing expi‘di.t“re- Q-
+ Q, + Q, is proportionate cha}nge n salfas, while A, — . lf* Ay + {\! i
proportl. ionate change in advertising expenditure and Ea stands for advertising
elasticity of demand. - .

Meaning Types and Factor affecting of Adve@nng Elasticity of
Demand : Morden time is a competitive strategic time for a firm anq
advertising has a great significance role init. Purpose of advertising tocreate
orincrease demand. How much demand increase through advertising canbe
measured by advertising elasticity of demand ? '

Meaning : In modern times producer spend huge amount of money after
advertisement and wants to increase thier market sell.

(1) Ifall otherfactorremain constant, due tochanges on advertisements,
the demand of goods changes. This measurement or ratio is called
advertising elasticity of demand. '

(2) Itis the measure of the change in demand to proportionate change
in adverting expenditure.

(3) Percentage change in demand is divided by percentage change in
advertisement cost is known as advertisement elasticity of demand

(4) Is a measure of a market’s sensitivity to increase or decrease il
advertising saturation ? AED is a measure of an advertising
campaign’s effectiveness in generating new sales.

* Advertisment Elasticity of Demand :
Percentage change in quantity

Percentage change in advertisment cost

P Wh [ . Ad . . .. —

= Ea
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s
w,."‘" — "l;i\.mg clasticity of demand isa measure of a market's sensitivity
\‘\ D .

,\;_1 gseordecrease inadvertising situation. Advertising elasticity

ine '} \.‘um of anadvertisingcampaign’s effectiveness in generating
isa:'n“ 1« it is calculated by dividing the percentage change in the
pew “t demanded by the percentage change in advertising
quant! n); ure. A positive advertising elasticity indicate that in increase

L

«pend -
"\f:;\fni sing leadastoansein demand for the advertised goods or
in ‘
services: .
"< of Advertising Elasticity of Demand :
O easticty | Types | Meaning
/E;;T Elastic | % change in demand / sales is
higher than the % change in
advertisement expenditure.
/‘E:_'__T Unitary | Both are equal
P"E:ZI Inelastic | % changeindemand/salesislower
than % change in advertisement
expenditure.
. FExamples : Suppose, the advertisement expenditure of an
organization increase from Rs. 25,000 to Rs. 60,000 consequently

the demand of organization’s products.
Solution : AD = 70,000 — 4,00,000 = 30,000 units
,, AA = Rs. 60,000 — Rs. 25,000 = Rs. 35,000
. . Theformula for calculating the advertisement elasticity of demand
. isE,=(AD/AA) X (A/A)
¢ Substituting the value in the formula
~ E, =(3,00,000/ 35,000) x (40,000 / 25,000)
= 1.2 (greater than one)
Factor Affecting Advertisement Elasticity of Demand
(1) Income of the people of the economy of demand
(2) Price of the product
8; %“I::ity appeal of the advertisement
5 Prod:ft of the promotional activities
(6) Promoy; Hage (P.Icﬁ old) .
lonal activities of the competitors.



B.S. Shap, Pragg,

102
(7) Nature of the product (Consumer durablewi
Pop, |

goods) N
*  Importance:
(1) Firm can focus on the promotional activity.
() Positivive relation betweenadvertisementexpenditure ,y, dde%q '
of goods.

(3) It is necessary to survive in the competition.
+  Itshows how successful a 1% rise in advertising spend is onrgis. |
sales in a specific sector when all other factors are the Same

Factors Influencing Advertising Elasticity of DemaE

Sales change with advertising expenditure. But sales of differen 200g
change differently to the same amount of advertising expendityre 30n: ;
products are more responsive to advertising, for an example, COsmetjg
while some products are less responsive to advertising, for an eXamp]ey :
necessities. This means that advertising elasticity of demand differs betwee,;
products. What is more important, advertising elasticity of demang i
different also between different levels of sales of the same product. Hepc,
it is essential to know what are the factors influencing advertising elasticitj
of demand for goods. The main factors are as follows :

(1) Stage of Product Market : One of the factors affecting advertising!
elasticity of demand is the stage of product market. For an exampl,
advertising elasticity of demand tends to be low for a new product a

compared to an old product. Similarly, advertising elasticity of demand i
low for a product if its market is saturated, while it is high for a product iff

its market is growing.

(2) Time Element : The response of sales to advertising is a matter
time. Generally, sales do not react immediately to advertising expenditure
There is a time lag between an increase in advertising expenditure at
resultantincrease in sales. The degree of time lag depends on various facto™
one of them being type of product. For an example, in case of durable goods
the effect of advertisement on sales is much more delayed, because the buye?

will go for purchase only after the existing articles are fully used W§
Secondly, the degree of time lag depend, also on the economic environmff“" 4
The effect will be more delayed when the economy is in the grip of depressi®

23

-



| TV, .
M’i‘ph as advertisement in Newspapers, e Meeffeq,vem
" ¢ demand is different for differen

W"’ in time lag of response of their sales to advertising ause of the

® advertising by Rivals : The effect of advertising on sales of he .
| of a firm depends also on the reaction of riya] firms in the market
:::gect will be stro.n ge.:r if the rival firms do not react at all. But the effea
- llbeless powerful if nva:l firms also resort to advertising to defend their
r . The type of media used by the rivals and also the leve] of their
- vetisingwilltoa large extent determine how much additional output the
- itiating firm will be able to sell through advertisement.

(4) Market Structure : In monopolistic competition, the number of
frms is so large that an individual firm's actions have an insignificant impact
o the sales of the rival products. Therefore, rival firms may not react to
advertising campaign of a firm. Hence, advertising results into a larger
- increase in sales. On the other hand there is a strong interdependence among
- fimms in oligopoly market. Hence, an oligopolist must expect a noticeable
 impact of its advertising on the sales of the products of rival firms. The rival

fimsreact toits advertising reducing advertising elasticity of demand forits
| Product,
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(3. Explam the law of demand. Discuss its exceptions. (Oct., 2015)

10rt Questions with Answers

What is demand function ?

1
Q (Oct., 2006, 2007, April, 2008)
AnS+ Demand function states the functional relationship between
| the demand for a product and various factors affecting it.

In terms of equation, it is expressed as follows
Dx = f (Px, Pr, I, T, U).
In which, Dx = Demand for commodity x
f = functional relation.
P_ = Price of x
P, =Prices of related goods.
I = Consumers’ income.

=



by the capacity AN WIlIgnswy = = 7 rem = pay for j
Q3 What is price elasticity of demand ? ,
Ans.: Price-elasticity of demand attempts to measure the relationsh‘
between price and demand for the given commodity, |, i;'

asure of the responsiveness of demand to a changg L
i

me ;

price. Thus,

Percentage Change in Demand for X

Ed =" porcentageChange in Price of X

Symbolically, we may state it as under :

AQ,
Ei="4p Where, A =Percentage change
X

Qx = Quantity of X demanded
Px = Price of X

If, price falls by 1% and quantity of X demanded rise;

by 20 per cent we have l
AQ, 20%

Ed= - —_
AP, T -19% =-20
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point out the types of income elastic

+ . income-elasticity of o
e The inc »' ‘)' (.iel.mnd eXpresses relationsh;
ADS-* petween percentage change in income and the corregr, . ip

[} N (s ( 1
percentage change in demand for the commadity ponding
Proportionate (Percentage) '

s, By = | ) Change in Demand
Proportionate (Percentage) Change in Income

(1) ey> 1 : When the pr.oportionate change in demand a5
great.er. then proportionate change in Income, income-
elasticity 1s more than unity (elastic).

2) < 1 : When the proportionate change in demand is
less than proportionate change in Income, income-
elasticity is less than unity (inelastic).

3) ey= 1 : When the proportionate change in demand is
equal to the proporationate change in income, income-
elasticity is equal to unity.

4) e, = O : When there is no change whatsoever in
demand in response to change in income, income
elasticity is zero (perfectly inelastic).

5) e, is negative : When an increase in income of the
prospective buyer brings about reduction in demand
for the commodity, income-elasticity is negative.

ity of demang,
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=1
odity is 500 units when a co
SUmep,

Demand for 2 comm
income is Rs. 10, 000. Demand increases to 750 u
ni
ts Wh

income increases to Rs. 12,500. Find out income elg
elasticy,

of demand. State also the type of commodity j |
mn unstlon

gz e



_ oo 1S greater thay Unity,
. 2omf: elasticity of demand is g y
inc

noe
tstlae a luxury
i

te the four methods of measyriy
State
7 . X . .
b demmﬁhods of measuring price elasticity of g
The m
WS : | |
f‘(;llo Percentage change method
1
i) Total outlay method
(iii) Point elasticity method
(iv) Arc elasticity method.

this commodity

g Price elasticity of
(Oct., 2012 )
€mand are as

Ans.:




1 |Meaning of Demand Forecasting® J

Demand forecasting occupies a very important place in business planning
Knowing the demand for its product is a significant activity of the firm. Ty,
firm must know as to what will be the current demand — say over a month o
a half year or a year — for its product so as to avoid over production or undg,
production. This will enable a firm to formulate its pricing and promotiong
policy. Such information about the current demand for a firm's product j;

known as demand estimation.

* What is demand forecasting ? mo(\Aféﬁ;i?%




3 UIC Des~- 3 -
}HHUCIICCI:U‘hou]d be noted that a firm unuve Ve
orecast. It s

forecasts. to Account while Forecasting Demayq "
-"_// )

nin . .
8

The fol](»“ritlﬁ;(‘ttwrs chould be taken intoconside

the d.cmand (‘:‘,::;::ho";: :is‘ necessary to be clear about th.e (tjime Periog .
dmn(::?w:il‘::::\*astinp. that 18, whvth(‘r. it |<. for adsh;):;g);ﬂt‘;c (l)]rnior a 10“g
period. Short term demand forecasting 15 m:; ;and forecastin 15 of ¢
existing available resources, while long tcﬂ,n defiﬂancial Te oy
planning for additional resources = human an ' -

(i) Levelof Demand Forecasting: Demand forecasting generally
be undertaken at three different levels : ‘

(a) Macro level demand forecasting is concerned Wy.th the ovey,
business conditions prevailing in the economy s 4 wh'ole and is measureq,
trends in national income, expenditure, savings, INVestment, indysy,
production etc.

(b) Industrylevel demand forecasting which is prepared by differ,,
industry and trade associations. Macro level forecasts help considerably the
forecasts for products of different industries.

(¢) Firmlevel demand forecasting : Firm level demand forecasting,
important from business and managerial point of view. We are m

concerned with firm level demand forecasting, which is immensely aided,
industry level forecasts. |

%
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. (iii) Nature of Demand Forecast :
is mterc_tsted in general forecasting o
nand’ js

The firm should be clear whet
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her it

r specific forecasting. In general

, . o accepted as a general concept, while specific
forecasting involyeg forec

asting the demand for a specific product.
(iv) Nature of the Product :

S We have to be clear, whether demand
forecastiNg 1s to be made for the egtq

roblems and methods of deman

blished product or for a new product. The

d forecasting are different for old and
| estab’ished products and new prod

ple oil for lubricating machine js ap
gur? durable and sugar is an €xample of consumer non-durable.

S the nature and extent of competition in the market.
3

ing the demand for the producer.

ucts.
. 4
Likewise, 1t1s also important 1o classify products into producers’ goods
consumers' g0oods and further into produ

ble. While machine is a producer
roducernon-durable. Shoesisacase

(v) Nature of Competition : It is also necessary to have a clear idea

vi) Selection of Appropriate Method : Selection of an appropriate
( of demand forecasting is an equally important task. This may bedone

taking into account the nature of the product, available information
sfter

i btained : It is also necessary to
=) Interpretation of the Results O '
i) I:)Hg:ﬂy and accurately the results obtained through demand
erpret

forecasting __
lg fobjectives of Demand Forecasting :
i

4) Short term demand forecasting. -
Q) Long term demand forecasting. .
ﬂ) Objectives of Short term Demand Forecasting :

The purposes of demand forecasting can be studied under two heads :
p

() To formulate appropriate production policy so as avoid over

1 o tiono

) ets.
(ii) To determine appropriate price policy afld fix sales targ
) To arrange for short-term financial requirements.



= Demand Forecasung .= % |

i terma
B) Objectives of Long . |
" iy Toplan for a new unit or expan.suon
i) To plan for product diversification.

(i) To arrange for lon

bonds, debentures etc. e ements £ "
i snt - arr sto o
(iv) Toplan for man-power re(,pnrem(‘ﬂl g T trainjy, .
. ial personnel. .
rechnical and managL‘f 'ﬂ'[’cw_’_ .
[0 | 1Methods of Demand Forecasting : l .

:m()ds of demand forecasting :

Tho; arcl;madly twi orees
(A) Direct methods (B) Indirect methods. (Statistical methods)

(A) Direct Methods of Demand Forecasting :

These methods mainly include the following :

(i) Consumers Survey (ii) Experts' Opinion and (iii) Controlled Mar,

Experiments. '

(1) Consumers' Survey or Survey of Bu

Under this method of demand forecasting, intentions of the buyers a5,
what they intend to buy, how much quantity to buy atdifferent prices etc. 4,
known through personal contacts. Thus, this method shifts the burden ¢
demand forecasting on to the buyers. This may be done through persong
interviews, mail or postal survey or telephone interview. Questonaires a: |
prepared to find out the buyers' intentions with regard to say price of the
product, its quality, design, packing etc. This work of consumers' surveyis
entrusted to trained, reliable and experienced investigators. Questionaires

yers' Intentions :*

should be simple and easy to understand. In personal interview method, dox :

to door survey is made. One advantage of this method is that the interviewe
can explain questions to the buyers and thus record their opinions in person.
Limitations:

(I) This method is expensive and time consuming.

(I) In the case of postal or mail survey, although the cost is less an
larger coverage is possible, there is no personal meeting and explanation of

questions is not possible. As such, there is.a great possibility of irreleval
answers being received.

. . /
* Objectives of long term demand forecasting.

of the existing unit, D

g-term financial requirements - equity CaDita al
l

(

* Discuss Survey method for demand forecasting



1 —

ond ) —one interviews have the advantage of perso

T -

"caﬂ”"'-‘f:c and money, but in underdeveloped ¢
ave “not available toall customers. Besides [on :
L are

iesd annot be conducted on telephone,
awS C

yers intentions regarding purchase are mere wishfy] thinking
concrete plans of purchase. This method is no suitable for
et ter oods as their buyers are too many. However, it is may be tried for
f"nsumr's goods like machinery as their buyers are few.

; c:re are two types of consumer's survey :

) Complete Enumerative Survey.

i o\ Bu

gb) Sample Survey.

) Complete Enumerative Survey :*

Under this method all the potential buyers of the product are contacted:
i interviews are conducted to find out the probable demand. Having
asoertaiﬂed the individual demand for the product by complete enumerative
pethod, these are added together to find out the probable demand.
suppose, out of all buyers interviewed, n number of buyers show their
willingness to buy the product and indicate their likely purchases by X,
Xy, X3 etc. representing the quantity demanded, then the total demand
forecast will be as follows :
D, =X +X;,+ X5 ...... Xn

Here, Dx is demand for product X and X, X,, X; etc. are individual
quantities which the consumers are willing to purchase.

The main advantage of this method is that since all potential buyers are
fontacted, there is a greater degree of accuracy. Besides, this method is useful
when new products are introduced by a firm.

Butthis method is expensive, time consuming and is of little use when the
“Onsumers are spread over a larger area.

b) Sample Survey Method :*

| In view of the limitations of the complete enumerative method, sample
f".r"ey method has become more popular for forecasting the demand. Under
hls Method, only a few customers are selected from the potential buyers of
Mey are interviewed and then average demand is calculated. By

’

(8

Describe the complete enumeration method of demand forecasting.
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se total number of consumers by the average demand, we C;,; =
demand of the product v
Suppose, there are 1000 potential consumers n\f w.h‘ich l()().ar'e -‘»‘?leg ‘
by some sample method for interview. We may indicate their 'nd'viduai
demand as X, X,, X, X 4..... 100 and find out the average as under -

multiplying t}
predict the aggregate

X+ X+ X, 4 Xy o Xyoo

100
Here. Ax is average demand for product X,
Now to find out the total demand

We have,

Ax =

Dx = Axx Cn
= Ax x 1000

b Here. Ax is average demand, Cn is total number of potential buyers 5,
" Dx is demand for product x. '

The chief merit of this method is that it is less costly and less time
consuming. But the efficiency and accuracy of this method depends upon , |
competence of field investigators and experts. There is arelative shortage
such personnel in developing countries. Besides, if there is no carefy
planning and proper procedure sample survey method may lead toinaccurg;
and misleading results.

(B) Indirect Methods of Demand Forecasting (Statistical Methods) |
Trend Projection Method :*

Under the trend projection method which is one of the indirect methog

of demand forecasting, past data is used to project the sales in the comin:
years. A firm which has been in existence for along period has at its disposz;i
considerable data on sales pertaining to different time periods. Forecast fu
the future involves gathering of the past information on the subject whic

. calls for the use of statistical data which is collected at regular intervalsd
time. This type of data is known as "time series". Thus, when data fo
different points of time are collected for sales, production, imports, exports
etc. say for a period of five years, such data constitutes time series. A firt
with a long standing may collect time-series data on sales from its own sak
department. New firms can obtain similar data from other established fir™

-
* Explain : Trend method for demand forecasting. -
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in the same jpq

for a product tﬁigzihe time-series data can be used to
a

presented Eraphicajyy o, Eraph or least square method, Such data ¢

: at
years, the resultmg trend a about the sales of the product in the past five

N - iS then eXtra l .
and indicated saje Polated into future per;
S leve] are used as the basis for demagzrflgfes;;}tl'e ol
ing.

Years [ Sales (in units)

1998 T 500

1999 480

2000 520

2001 540
2002

19l98 l9l99 20:)0 2OIOl 2(;02
Year

- It should be noted here that, although this method is simple and less
zexpensive, it gives information only about the increasing, decreasing or -
tonstant trend and not the actual quantity likely to be demanded. Besid.es,
*Xension of trend line involves subjectivity and personal judgmenf, which
") vary from person to person. Hence, conclusions drawn by different
Persons may differ and therefore the results may not be reliable.



ations : - ich havel
:Jllml"l‘t:'ﬁ method can be used only by companies whic Ong beey
) 1 ‘ i
in business. . that what has happened in the past wj,

Therefore, forecastbase,

aystruc.

em of forecasting
fanexisting product. For new products, pag

fore how far the néw product will be
1d be their response €tc. is a mere

er. Prof Joel Dean has suggested a number of possible

methods or approaches to the problem of forecasting the demand for new |

products.
(i) The Evolutionary Approach : This consists of projecting the |

demand for the new productasan outgrowthand evolution of an existing old
product. Forexample, black and white television and colour television; radio

operated by electricity and transistor radio etc.
(ii) The Substitute Approach : According to this approach, the new |

productisanalysedasa substitute for some existing product. Foran example,
synthetic textiles and cotton textiles.

(iii) The Growth Curve Approach : Itestimates the rate of growth and
ultimate level of demand for the new product on the basis of the growth
pattern of an already established product. For an example, old household
appliances and new appliances. ’

. (ilv? The Opinion.-Poll Approach : It seeks to make direct inquiry from
e ultimate bu.yers either by the use of samples or on a full scale. For al
example, washing soaps, detergents etc. |

ina (l:znzlll;al‘:xperime'nta.l Apprqach : Here the product is offered for sale
r area. This gives an idea about the probable demand for the

od
product. Thus, for an example, the new product may first be put to sale It
/

The probl
ways, quite different from thato

trends are not available and there

* Forecasting the demand for a New Product
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| m\(ﬁmﬁs of a Good Demand Forecasting Method > -

ﬂ!e nain criteria of @ good demand forecasting -
o Accuracy: [tis essential to check the accuy

of t
gai(ﬁ\“ present performance and of present forec he past forecags

ethod are as follows :

. * The method of dem.
casting should be as simple and easy as Possible. Managemen r:;ls(i

i able to understand the technique of demand forecasting used ang must
e confidence in the same. Too much of mathematica] and econometric

ures may not find favour with the management. If it does not really
-mderstand what the forecaster is doing and fails to understand to procedure,
(ii) Economy : A good demand forecasting method is one which is
ehly economical. Thus, it is necessary to compare the cost of the

lecasting method against its likely benefits. It is desirable therefore to
‘ndertake cost-benefit analysis.
| (iv) Effective : The technique used for demand forecasting should be
&“_’ give meaningful results as early as possible. Technique which tak.e a
ime to work out may produce useful information too late fo.r effective
- *Ment decisions. Hence it should be effective and productive.
mé?m?:mbmty : The technique of demand forecasting must be suchso
o el,::z-ﬂfl in the long run. -
g g ll}ty : The forecasting procedure should ped " enneeded It
g ot rekltl()ns,hip between different variables asan

estobe

Crit¢a. * . N ,‘.LAA
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(vii) Maintenance of Timeliness : The technique of demand forecasting
_to-date basis. There must be

should be such as can be maintained on an up

continuous alterations and additions involving latest information and data_
(viii) It is easy to judge the existing trend, but for a good forecast it is

necessary that it should also predict deviations and turning points, so thatthe

forecasts are more effective.
there is a time gap between the occurrence of an event

(ix) Normally,
and its forecast which is known as the lead time. Now, longer the lead
the forecast has before the event, the greater will be its usefulness. It
y for gaining

may be that one would prefer even to sacrifice some accurac
a lead rather than sacrifice lead for accuracy.




_Short Questions with Answers

Q.1 Which are the methods of demand forecasting ?

(Oct., 2008)
Ams.:  There are broadly two methods of demand forecasting -

- (1) Direct methods, and (2) Indirect methods.
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Q.2

Ans.:

Q.3

Ans.:

Q. 4

Ans.:

B.S. Shap, p

raka |
The direct methods include the followirN@‘

(i) Consumer’s survey, (ii) Expert opinion, and (i) Cont
market experiments. l

There are two types of consumer’s survey :

(a) Complete enumerative survey, and (b) Sample g,
The indirect methods include the following :

(1) Trend projection method, (ii) Test marketing, (i) Economl
indicator method, and (iv) Barometric forecasting.

What is an active demand forecasting and a

Passijy,
demand forecasting ?

(Oct., 2008,
Passive forecasts of demand anticipate future demand Withoy

any positive actions being taken by the firm :

Active forecasts of demand anticipate future demand ip the

light of some deliberate actions taken by the firm.

State the objectives of long term demand forecasting,

(April, 2008; Oect., 2012)

The long term objectives of demand forecasting are as follows

(1) To plan for the expansion of the existing unit or to set
up a new unit.

(2) To plan for the diversification of the product.

(3) To arrange for long term financial requirements of the
firm.

(4) To plan for the man power requirement of the firm.

What are the objectives of short term demand forecasting ?

The objectives of short term demand forecasting are as

follows :

(1) To formulate appropriate production policy so as avoid
over production or under production.

(2) To reduce the cost of raw materials and control
inventories.

(3) To determine appropriate price policy and fix sales
targets. ' _

(4) To arrange for short-term financial requiremen¢s.




Forecasting

O 5) Tolay down sales ee———— 11

incentives.

g : Demand for i
e ecastin
ge y may be undertaken at three different levelsg:

(a) ::ccfel:]? };is:;::: t;(:)refiz.ls.ting is conc.xfrned with
cconomy as a whale alc:crllimons prevailing in the
national income expendimsremeszs"ned l?y e
: ) ’ , savings, investment,
industrial production etc.

(b) Industry leve:l demand forecasting which is prepared
by different industry and trade associations. Macro

~ level forecasts help considerably, the forecasts for
products of different industries.

(c) Fire level demand forecasting : Firm level demand
forecasting is important from business and
managerial point of view. The firm level demand
forecasting, is immensely aided by industry level

forecasts.
(3) Nature of Demand Forecast : The firm should be clear
whether it is interested in general forecasting or specific

forecasting.

(4) Nature of the Product @ We have to clear, whfather
demand forecasting is to be made for the established
oducer’s goods,

product or for a new product. Into pr e
consumers’ goods and durable, non-durable goods:
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Q. 6 m;&’ht;t are the criteria of a good demand f‘”'GCasﬁkl:h?
. The main criteria of a good demand forecasting Methe, &

Ans.:

dre

as follows : _ heck th
(1) Accuracy : It is essential “"r‘;c © accuracy of
past forecasts against present periormance and of p, . -

forecasts against future performance.
(2) Simplicity and Ease of Comprehension : The Mt
of demand forecasting should be as simple and asy ,

possible. |
(3) Economy : A good demand forecasting method i =

which is highly economic.

(4) Effectiveness : The technique used for dem,, q
forecasting should be able to give meaningful resyys a
early as possible.

(5) Durability : The technique of demand forecasting my
be such so as to prove useful in the long run.

(6) Flexibility : The forecasting procedure should perm;
changes to be made in the relationship between differep
variables as and when needed. It should not be rigig

(7) Maintenance of Timeliness : The technique of demand
forecasting should be such as can be maintained on an
up-to-date basis.

(8) Deviations : It is easy to judge the existing trend, but
for a good forecast it is necessary that it should also
predict deviations and turning point, so that the forecasts
are more effective.

l (9) Lead Time : Normally, there is a time gap between the
occurrence of an event and its forecast which is known
as the lead time. Now, longer the lead the forecast has
before the event, the greater will be its usefulness.

Q.7 Give an idea of the consumers’ survey method.
Ans.: Under this method of demand forecasting, intentions of the
buyers as to what they intend to buy, how much quantity

to buy at different price etc. are known through person!
contacts. This may be done through personal interviews:




o

find out the probable demanq.

g

pail or postal survey or i Phone o n

are prepar‘ed L .":] “"“l‘ the by, ers’s intc,,,viv X “"'ﬁn,nnuriﬂg

topﬁce‘”‘hern?.ELF'm(“w“'*defgn N h fegary

wOl’k Of C.()nSllm(:ls Su.rYey 1§ entrusted t,()p:(:lfmg Cle ”Hs*

and experienced Investigatorg. fdineq, Felighy
There are tWo types of Consy er’s Vev.

Enumerative Survey (b) Sample Surve% Yi(ayc ,'nmpme
(a) Complete Enumergjjy, Suryey .

all the potential buyers of the prody Under thig Metheyq

interviews are conducted to fjj,q Macted; e

Having ascertained the indiyiqy,| demang fo . ; if;mar;d,
uct by

complete enumerative methoq, these are addegd together
the T

(b) Sample Survey Methoq . Under th; e
a few customers are selected from A
the product; they are interviewed an

is calculated. By multiplying the tof

only
the Potentig] buyers of

d then average demang
al number of Consumers

ict the ageregate demang
of the 'product.

What is Time series method of Demang forecasting
Under the trend projection methpd past datzl' is used to
project the sales in the coming years. A fmn which l.1as been
in existence for a long period has at 1ts.d}sposa.l considerable
déta on sales pertaining to different time peFIOdS. Fo.recast
for the future involves gathering of the pa§t }nfogmtattgicc):
the subject which calls for the used ch statlsrtll.catl a aOf .
is collected at regular intervals of time. This f())'fe; o
is known as “time series”. Thus, when data

ion, imports,
. points of time are collected for sales, product

ata constitutes
eXports etc. say for a period of five years, SllCha j o e
time series. A firm with a long standing m

artment. New
. ales departm
Series data on sales from its own sales dep shed firms

er eS[ﬂbli
firmg can obtain similar data from oth be used (0

jes data can ,
: ) ime-series da - Jeast
I the same industry. The time a graph of

_ t through ically or
Project the demand for a produc d gf“phlc lNyl’/BC

oy [e
(Sepr 0are method. Such data can
®me

") Business Economics - 10 [50]
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Q9

Ans.

in a tabular form for further analysis. The treng lin \
€c

follow. Yeary

| [t should be noted hear that, although this Meth ) |
simple and less expensive, it gives information oy o j
the increasing, decreasing or constant trend ang t’,ah"m
actual guantity likely to be demanded. Besides, extens(;t
trend line involves subjectivity and personal judgmen, “?"
may vary from person to person. Hence, conclusiong dr
by different persons may differ and therefore the regy];, Ny
be reliable. Ty
What does demand forecasting mean ?  (Oct,, 2¢;s
Every firm must know as to what will be the current deman) |
— say over a month or a half year or a year — for its PTOducdt
so as to avoid over production or under production, This
information about current demand for a firm’s product j
known as demand estimatation.

Besides this, the firm is also interested in knowing the
future demand — say over next five or ten years — for i
product so that it can take appropriate decisions regarding
production planning, investment for expansion, raising of
financial resources, arrangements for adequate man power
requirements etc. This prediction about future demand is
known as demand forecasting.

Demand forecasting thus, is a technique to predict and
anticipate future demand of a firm’s product.

According to American Marketing Association, “Itisan
estimate of sales in dollars or physical units for a specified
future period under a proposed marketing plan or programe
or under an assumed set of economic and other forces outside
the firm. The forecasts may be for a specified item Of for
entire line.” , | .

In the words of Phillip Kotler, “The sales forecast® “3
expected level of sales based on a chosen marketing plan®"|

assumed environmental conditions. - FECEDY 1

hich

i




