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DEMAND,SUPPLYANDELASTICITY

2.1THEORYOFDEMAND

Attheendofthissection,youwillbeableto:

 defineconceptofdemand;

 examinethelawofdemand;

 constructandinterpretthedemandschedule,graphandfunction;and

 describethebasicdeterminantsofdemand.

Demandforacommodityistheamountofitthataconsumeriswillingtobuyatvariousgiven

pricesandagivenmomentoftime.

Note:

 Acommodityreferstoanygoodproducedforsaleinthemarket.

 Demandandquantitydemandedaretwodifferentconcepts.Whereasdemandreferstothe
relationshipbetweenthepriceofacommodityanditsquantitydemanded,otherthingsbeing

samethequantitydemandedreferstoaspecificquantitywhichaconsumeriswillingtobuyata
specificprice.

DemandSchedule

 Ademandscheduleisatabularstatementthatstatesthedifferentquantitiesofacommoditythat

wouldbedemandedatdifferentprices.Demandschedulesareoftwotypes:

iIndividualdemandschedule.

iiMarketdemandschedule.

iIndividualdemandscheduleisatabularstatementwhichshowsthequantityofacommoditydemanded

byanindividualhouseholdatvariousalternatepricespertimeperiod.

Price(perkg) Quantitydemanded

10 4

15 3

22 1

iiMarketdemandscheduleisatabularstatementwhichshowsthedifferentquantitiesofacommodity
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demandedbydifferenthouseholdsorconsumersinamarketatvariousalternatepricespertimeperiod.

Price(perkg) X'sdemand Y'sdemand Marketdemand(X+Y)

10 4 6 10

15 3 4 7

22 1 2 3

DemandCurve

 Ademandcurveconveysthesameinformationasademandschedule.Butitshowsthe

informationgraphicallyratherthaninatabularform.Demandcurvesalsoareoftwotypes

iIndividualdemandcurve

iiMarketdemandcurve

iIndividualdemandcurvereferstothecurvewhichexpressesgraphicallytherelationshipbetween

differentquantitiesofacommoditydemandedbyanindividualatdifferentpricespertimeperiod.

iiMarketdemandcurvereferstothecurvewhichexpressgraphicallytherelationshipbetweendifferent

quantitiesofacommoditydemandedbydifferenthouseholdsorconsumersatdifferentpricespertime

period.Itshowsthedemandofawholemarketforacommodity.

LawofDemand

StatementoftheLaw:

 Thelawofdemandstatesthat,otherthingsbeingequal,atahigherpriceconsumerswillpurchase

lessofacommodity,andatalowerprice,consumerswillpurchasemoreofit.

Or

 Ariseinthepriceofgoodsleadstoafallinquantitydemandedandviceversa,assumingall

otherdeterminantsofdemandarekeptconstant.

AssumptionsoftheLawofDemand

 Thereshouldbenochangeinpricesofrelatedgoods,

 Tastesandpreferencesoftheconsumershouldremainconstant,

 Thereshouldbenochangeintheincomeoftheconsumers,

 Thesizeofthepopulationshouldremainconstant,
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 Distributionofincomeandwealthshouldbeequal,

 Thereshouldbeperfectcompetitioninthemarket.

ExceptionstotheLawofDemand

Therearesomesituationswhenthelawofdemanddoesnotoperate.Withanincreaseinprice,more

quantityofacommodityispurchasedandvice-versa.Inthesesituationsdemandcurveisupwardsloping.

 GiffenGoods:isagoodforwhichanincreaseinthepriceraisesthequantitydemanded.Giffen
goodsareaspecialcategoryofinferiorgoods.

 PrestigeGoods:Someconsumersmeasuretheutilityofacommodityentirelybyitsprice.For
examplediamondisconsideredasaprestigegoodinthesociety,thehigherthepriceofdiamonds,

thehighertheprestigevalueofthem.

 ExpectationofPeopleabouttheFuture:Thisassumptionrelatestothechangesinthe
expectationsofthepeopleregardingpricesofthecommoditiesinthefuture.Forexample,if

rainfallinanyyeardoesnotoccurinadequatequantityandthereiswidespreaddrought,the

expectationsofthepeoplewillbethatthepriceswouldriseinthefuture.Therefore,evenifthe

pricesoffoodgrainsarehigheratpresent,theywoulddemandgreaterquantitiessincetheywill

beexpectingevenhigherpricesinfuture.

 Necessities:Therearesomecommoditieswhicharenecessitiesoflife–forexample,food
grains,salt,medicines,etc.

DeterminantsofDemand

Anindividual’sdemandforacommodityisdeterminedbyanumberoffactors.Someoftheseimportant

factorsareasfollows:

 PriceoftheCommodity:Thepriceofacommodityisthemostimportantfactorwhichaffects
thedemandforacommodity.Otherthingsremainingthesame,ifpriceincreases,quantity

demandeddecreases,andifpricedecreases,quantitydemandedincreases.

 IncomeoftheConsumer:Incomeoftheconsumerisalsoanimportantfactoraffectingthe
demandforacommodity.Generallywhenincomeincreases,demandalsoincreases,andwhen

incomedecreases,demandalsodecreases.Thisistrueintheaseofnormalgoods.However,in

thecaseofinferiorgoods,withanincreaseinincometheirdemanddecreasesandvice-versa.

 PricesofRelatedGoods:Changesinthepricesofrelatedgoodsalsoaffectthedemandfora
commodity.Relatedgoodsmaybeoftwotypes:‘Substitutegoods,and‘Complementarygoods.

SubstituteGoods:Substitutegoodsarethosegoodswhichcanbeusedinplaceofeachotherto

satisfyagivenwant.Thatiswhytheyarealsocalledcompetitivegoods.Coffeeandtea,pensand

pencils,butterandoil,etc.,areexamplesofsubstitutegoods.

ComplementaryGoods:Complementarygoodsarethosegoodswhichareusedtogethertosatisfy
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agivenwant.Iftwogoodsarecomplementarygoods,adeclineinthepriceofonewoulddirectly

changethedemandforothercommodityandvice-versa.Forexample,carsandpetrolare

complementsofeachother.Ifthepriceofcarincreases,itsdemandwilldecreaseandthuswill

leadtoadecreaseinthedemandforpetrolandvice-versa.

 TastesandPreferences:Theamountdemandedofacommodityalsodependsonconsumer
tastesandpreferences.Ifaconsumerisaccustomedtocertaincommodities,hewilldemandthat

commodityandthisleadstoincreaseinthedemandforthatcommodity.

 FutureExpectationofChangesinthePrice:Ifthereisanexpectationofincreaseintheprice
ofacommodityinthenearfuture,consumerswillstartdemandingmoreofit.Contrarytothat,if

thepriceofthatcommodityislikelytofallinnearfuture,consumerswillstartdemandinglessof

thatcommodity.

 Climate:Thedemandforacommodityisalsoaffectedbyclimate.Forexample,demandfor
woolenclothesincreasesincoldseasons.Ontheotherhanddemandforcoolers,cottonclothes

etc.,increasesinhotseasons.

 PopulationandNumberofHouseholds:Changesinpopulationornumberofhouseholdsalso
affectthedemandforgoods.Forexample,withtheincreaseinnumberofhouseholdsthedemand

forconsumergoodswillalsoincrease.

 DistributionofIncomeandWealth:Ifthedistributionofincomeandwealthinasocietyis
unequal,thedemandforsuchcommoditieswillbemorewhicharegenerallydemandedbythe

richpeople.Ontheotherhand,ifthereisequaldistributionofincomeandwealthinthesociety,

thedemandforsuchcommoditywillbelesswhicharespeciallyusedordemandedbytherich

people.

‘NormalGoods(SuperiorGoods),

‘InferiorGoods.

A.Normalgoodsrefertothosegoodswhoseincomeeffectispositive–i.e.,allotherfactorsremaining
thesame,asincomeincreases,demandalsoincreasesandvice-versa.Forexample,cheese,butter,

chocolates,biscuits,etc.

B.Inferiorgoodsrefertothosegoodswhoseincomeeffectisnegative–i.e.,allotherfactorsremaining
thesame,asincomeincreases,demanddecreasesandvice-versa.Forexample,somechineseshoes,

coarsecloth,leftoverfoodetc.

DifferencebetweenMovementalongaDemandCurve(orchangeinquantity

demanded)andShiftintheDemandCurve(orchangeindemand)

Movementalongademandcurveorchangeinquantitydemanded:

 Otherthingsbeingequal,ifthequantitydemandedincreasesordecreasesduetofallorriseinthe

priceofacommodityalone,itisknownasmovementalongademandcurveorchangeinquantity
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demanded.

Shiftinthedemandcurveorchangeindemand:

 Ifmoreorlessofacommodityisdemanded,atthesameprice,duetochangeinfactorsotherthan

thepriceofthecommodityconcerned(suchaschangeinincome,ortasteorpricesofother

relatedgoods,etc.),itiscalledshiftinthedemandcurveorchangeindemand.Inthissituation,

thereisaneitherrightwardshiftorleftwardshiftinthedemandcurveitself.Heretherightward

shiftinthedemandcurveindicatesincreaseindemandwhiletheleftwardshiftindicatesdecrease

indemand.

2.2THEORYOFSUPPLY

Attheendofthissection,youwillbeableto:

 defineconceptofsupply;

 examinethelawofsupply;

 describethebasicdeterminantsofsupply;

 constructandinterpretthesupplyschedulegraphandfunction;and

 identifythedifferencesbetweenindividualandmarketsupply.

Supplyofacommodityreferstovariousquantitiesofitwhichproducersarewillingandableto

offerforsaleataparticulartimeatvariouscorrespondingprices.

SupplySchedule

 Asupplyscheduleisatabularstatementthatstatesthedifferentquantitiesofacommodity

offeredforsaleatdifferentprices.

Supplyschedulesareoftwotypes:

iIndividualsupplyschedule.

iiMarketsupplyschedule.

iIndividualsupplyscheduleisatabularstatementwhichshowsthedifferentquantitiesofacommodity
offeredforsalebyanindividualfirmatdifferentpricespertimeperiod.

Price(perkg) Quantitysupplied

5 15

8 20

12 28
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iiMarketsupplyscheduleisatabularstatementwhichshowsthesumofthequantitiessuppliedbyall

thesellers.

Price(perkg) X'ssupply Y'ssupply Marketsupply(X+Y)

5 15 12 27

8 20 18 38

12 28 25 53

SupplyCurve

 Asupplycurveconveysthesameinformationasasupplyschedule.Butitshowstheinformation

graphicallyratherthaninatabularform.

Supplycurvesalsoareoftwotypes:

iIndividualsupplycurve.

iiMarketsupplycurve.

iIndividualsupplycurvereferstothecurvewhichexpressesgraphicallytherelationshipbetween
differentquantitiesofacommoditysuppliedbyanindividualfirmatdifferentpricespertimeperiod.

iiMarketsupplycurveisfoundbyaddinghorizontallytheindividualsupplycurves.

LawofSupply

StatementoftheLaw

 Thelawofsupplystatesthatthereisadirectrelationshipbetweenthepriceofacommodityand

itssupply.Or

 Otherthingsbeingequal,thesupplyofacommodityincreaseswithanincreaseinitspriceand

decreaseswiththefallinprice.

AssumptionsoftheLawofSupply

 Thereshouldbenochangeinthepricesofrelatedgoods,

 Thereshouldbenochangeinthepricesoffactorsofproduction,

 Thereshouldbenochangeinthegoalsofthefirm,

 Thereshouldbenochangeinthestateoftechnology,
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 Theincomeofthebuyersandsellersshouldremainconstant.

ExceptionstotheLawofSupply

Therearesomesituationswhenthelawofsupplydoesnotoperate.

1.FutureExpectationsAboutChangeinPrices:Lawofsupplywillnotapplyifthereisan

expectationaboutchangeinpricesofacommodityinthenearfuture.

2.AgriculturalProducts:Thelawofsupplydoesnotapplyinthecaseofagriculturalproducts

becausetheirsupplyisgovernedbynaturalfactorssuchasflood,drought,rainfalletc.

3.PerishableCommodities:Thesupplyofperishablecommoditieslikemilk,fruits,vegetablesetc.
isnotaffectedbytheirprices.Producerstrytosellmoreperishablecommoditiesevenwhentheir

pricesdecline.

4.GoodofAuction:Sincesupplyofauctiongoodsislimited,thelawofsupplydoesnotoperatein

theircase.

5.ArtisticGoods:Lawofsupplydoesnotapplyinthecaseofartisticgoodssincethesupplyof

thesegoodscannotbechanged.

DeterminantsofSupply

Supplyofacommodityisdeterminedbyanumberoffactors.Someoftheseimportantfactorsareas

follows:

I. PriceoftheCommodity:Thepriceofacommodityisthemostimportantfactoraffectingits
supply.Generally,therelationshipbetweenpriceandquantitysuppliedisdirect–i.e.,supplyis

morewhenpriceismoreandvice-versa.

II.ChangesinFactorPrices:Changeinfactorpriceshaveastronginfluenceonthesupplyofa
goodinthemarket.Anincreaseinthepricesoffactorsofproductionleadstoanincreaseinthe

costofproduction.Asaresulttheproducerswillnotbeabletosellthesameamountatthe

prevailingmarketprices.Sincetheirproductioncosthasgoneup,theonlywaythesameamount

canbeofferedisatahigherprice.

III.PriceofRelatedGoods:Anincreaseinthepriceofother,relatedgoodsinducesthefirmsto
producemoreofthoseothergoods,leadingtoareductioninthesupplyofthegoodswhoseprice

hasremainedunchanged.

IV.ObjectivesoftheFirm:Generally,themainobjectiveofafirmistomaximiseitsprofit.Profit

ismaximumwhenthedifferencebetweenincomeandexpenditureismaximum.However,

besidesthisobjectivethereareotherobjectiveswhichafirmmaypursue,suchasobjectivesof

maximumsales,maximumemployment,moreproduction,etc.Insuchasituation,ifafirmaims

atsomeotherobjectivesuchasmoreemploymentbesidestheobjectiveofmaximumprofit,then

volumeofoutputorsupplywillincrease,evenwhenprofitdeclines.
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V.StateofTechnology:Ifthereischangeinthetechniqueofproductionleadingtofallinthecost
ofproduction,supplyofacommoditywillincrease.Ontheotherhand,supplyofthose

commoditieswillbelesswhoseproductiondependsonoldtechnology.

VI.OtherFactors:Besidethemainfactorsdiscussedabove,therearemanyotherfactorswhich
affectthesupplyofacommoditysuchasfiscalpolicyofthegovernment,thepriceswhichare

likelytoprevailinthenearfuture,etc.

DifferenceBetweenMovementalongaSupplycurve(orchangeinQuantity

Supplied)andShiftintheSupplyCurve(orchangeinSupply)

Movementalongasupplycurve(orchangeinquantitysupplied):

 Otherthingsbeingequal,ifthequantitysuppliedincreasesordecreasesduetoriseorfallinthe

pricesofthecommodityalone,itisknownasmovementalongasupplycurveorchangein

quantitysupplied.Inthis,wemovealongthesamesupplycurveeitherupwardsordownwards.

Upwardmovementalongthesupplycurveisextensionofsupply(thatis,morequantitysupplied

atahigherprices)whilethedownwardmovementiscontractionofsupply(thatis,lessquantity

suppliedatalowerprices).

Shiftinthesupplycurve(orchangeinsupply):

 Ifmoreorlessquantityofacommodityissuppliedateveryalternativepriceduetochangesin

factorsotherthanthepriceofthecommodityconcerned,itisknownasshiftinthesupplycurve

orchangeinsupply.Inthissituation,supplycurveitselfshiftseithertorightortotheleft.

Rightwardshiftofsupplycurveindicatesincreaseinsupply,whileleftwardshiftindicates

decreaseinsupply.

2.3MARKETEQUILIBRIUM

Attheendofthissection,youwillbeableto:

 definemarketequilibrium;

 compareandcontrastmathematicalequationandgraphicalrepresentationofmarketequilibrium;

 showhowthechangesindemandandsupplyonequilibriumpriceandquantity;and

 identifytheconceptsofpriceceilingandpricefloor.

MarketEquilibrium

 Inthecontextofpricedetermination,equilibriumreferstoasituationinwhichthequantity

demandedofacommodityequalsthequantitysuppliedofthecommodity.

 Itreferstothebalancebetweenoppositeforcesofdemandandsupplyandistermedasmarket

equilibrium.
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EquilibriumPrice

 Thepriceatwhichthequantitydemandedofacommodityequalsquantitysuppliedisknownas

‘equilibriumprice’.Thepriceofcommodityinamarketisdeterminedbyitsdemandandsupply.

Atequilibriumprice,demandandsupplyareinequilibrium.

EquilibriumQuantity

 Theequilibriumpriceisthepriceatwhichtheconsumersarewillingtopurchasethesame

quantityofacommoditywhichproducersarewillingtosell.Theamountthatisboughtandsold

atequilibriumpriceiscalledthe‘equilibriumquantity’.

MarketEquilibrium–AnIllustration

Price(Birrperkg) Demand(kg) Supply(kg) Trend

25 200 1000 Excesssupply

20 400 800 Excesssupply

15 600 600 Equilibrium

10 800 400 Excessdemand

5 1000 200 Excessdemand

InCaseofExcessDemand

 Excessdemandforaproductmeansthattheconsumerswantmorethanwhattheproducersare

willingtosupply.Ifatagivenpriceofacommodity,demandisinexcessofsupply,competition
amongbuyerswillpushthepriceuptothepointatwhichdemandbecomesequaltosupply.

InCaseofExcessSupply

 Excesssupplyofaproductmeansthattheconsumerswantlessthanwhattheproducersare

willingtosupply.Ifatagivenprice,thequantitysuppliedofacommodityexceedsthequantity

demanded,competitionamongsellerswillpushthepricedowntothepointatwhichdemand
becomesequaltosupply.

MathematicalAnalysisofMarketEquilibrium

Example1:Lettherebe5000identicalbuyersofacommodityXinamarketwithanindividualdemand

functionofDX=8–PX,and1000identicalsellersofcommodityXwithanindividualsupplyfunction

ofSX=20PX,whereDXisquantitydemanded,SXisquantitysuppliedandPXispriceofthe

commodityX.Forcalculatingtheequilibriumpriceandequilibriumquantity,weformulatethemarket

demandandmarketsupplyfunctionsforthecommodityX.
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Solution:

Marketdemandfunction=Numberofbuyers×Individualdemandfunction

=5,000×(8–PX)

=40,000–5,000PX

Marketsupplyfunction=Numberofsellers×Individualsupplyfunction

=1000×20PX

=20,000PX

Onequatingthetwomarketfunctions,weget:

40,000–5,000PX=20,000PXor25,000PX=40,000

∴PX=40,000/25,000

=1.6

Hence,equilibriumpriceofcommodityXisBirr1.6.OnsubstitutingthevalueofPXineitherofthetwo

functions,saymarketdemandfunction,

weget:Equilibriumquantity=40,000–5,000PX

=40,000–5,000×1.6

=40,000–8,000

=32,000units

Example2:AssumeinamarketindividualsupplyfunctionofacommodityAisgivenbySA=2PA–3

andindividualdemandfunctionisDA=12–4PA.Thereare200suppliersofcommodityAwith

identicalsupplyfunctionandthereare8,000buyersofthecommodityAwithidenticaldemandfunction.

Where;SAisquantitysupplied,DAisquantitydemandedandPAispriceofcommodityA.Findmarket

equilibriumpriceandquantitydemanded.

Anon-viableindustryisonewhosedemandandsupplydonotintersecteachotheratanypositive

quantity.Itisanindustryinwhichcostsaretoohighforanypositiveoutputtobeproduced.

EffectsofchangesinDemandandSupplyonEquilibriumPriceandEquilibriumQuantity

EffectsofChangeinDemand(orShiftsintheDemandCurve)whenSupplyRemainsConstant

Therecanbetwosituationsofchangeindemand.

iEffectofIncreaseinDemand:Undertheconditionsofstablesupplycurve,ifthereisincreasein
demand(thatis,arightwardshiftofthedemandcurve),bothequilibriumpriceandequilibriumquantity
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increase.

iiEffectofDecreaseinDemand:Undertheconditionsofstablesupplycurve,ifthereisdecreasein
demand(i.e.,aleftwardshiftofthedemandcurve),boththeequilibriumpriceandequilibriumquantity

decreases.

Inbrief,withthesamesupplycurve:

 theeffectofincreaseindemandishigherequilibriumpriceandlargerequilibriumquantity,and

 theeffectofdecreaseindemandislowerequilibriumpriceandsmallerequilibriumquantity.

EffectsofChangeinSupply(orShiftsintheSupplyCurve)whenDemandRemainsConstant

iEffectofIncreaseinSupply:Undertheconditionsofstabledemandcurve,ifthereisincreasein
supply(thatis,arightwardshiftofthesupplycurve),equilibriumpricedecreasesandequilibrium

quantityincreases.

iiEffectofDecreaseinSupply:

Undertheconditionsofstabledemandcurve,ifthereisadecreaseinsupply(thatis,aleftwardshiftto

thesupplycurve),equilibriumpriceincreasesandequilibriumquantitydecreases.

Inbrief,withthesamedemandcurve:

 theeffectofincreaseinsupplyislowerequilibriumpriceandlargerequilibriumquantity,and

 theeffectofdecreaseinsupplyishigherequilibriumpriceandsmallerequilibriumquantity.

EffectofSimultaneousChangeinDemandandSupply(SimultaneousShiftsinDemandand

SupplyCurves)

iWhenBothDemandandSupplyIncrease

A.Iftheincreaseindemandisgreaterthantheincreaseinsupply,theequilibriumpricerises.

B.Iftheincreaseindemandissmallerthantheincreaseinsupply,theequilibriumpricefalls.

C.Iftheincreaseindemandandincreaseinsupplyareequal,theequilibriumpriceremains

unchanged.

iiWhenBothDemandandSupplyDecrease

A.Ifthedecreaseindemandisgreaterthanthedecreaseinsupply,theequilibriumpricefalls.

B.Ifthedecreaseindemandissmallerthanthedecreaseinsupply,theequilibriumpricerises.

C.Ifthedecreaseindemandanddecreaseinsupplyareequal,theequilibriumpriceremains

unchanged.
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Changesindemandandsupply Effectonequilibriumprice Effectonequilibriumquantity

Increaseindemand pricerises

Decreaseindemand

Increaseinsupply

Decreaseinsupply

Increaseinboth(i.e.,demand

andsupply)

Decreaseinboth(i.e.,demand

andsupply)

EffectsofGovernmentInterventiononMarketEquilibrium

Governmentmayinterveneinthemarketinmanyways;oneofthemoreprominentwaysisofprice

control.Intheinterestofconsumersandproducers,thegovernmentexecutesthepolicyofpricecontrol

byinterveninginthemarket.

Thispolicyofprice-controlmayhavetwovariants:

1.maximumpriceand

2.minimumprice

MaximumPriceFixation(PriceCeiling)

 Sometimesthesupplyofacommodityissoshortthatitcreatesshortagesinthemarketand

commonconsumersareunabletogetthecommodityfromthemarket.Competitivepricesareso

highthattheybecomeoutofreachforcommonconsumers,onlytherichcanpurchaseand

consumethecommodity.Insuchasituationgovernmentcomesforwardandfixesthemaximum

priceforthecommodity.Thisprocessisknownaspriceceiling.

MinimumPriceFixation(PriceFloor)

 Whenevergovernmentfeelsthatthecompetitivepricedeterminedbytheforcesofdemandand

supplyinafreemarketisnotfairfromtheproducers’pointofview,governmentannouncesa

minimumpricetoprotecttheinterestsoftheproducers.Thisisalsotermedassupportpriceor

pricefloor.

2.4ELASTICITYOFDEMANDANDSUPPL

Attheendofthissection,youwillbeableto:

 definetheconceptofelasticity;
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 identifyandexplaintypesofelasticity;

 calculateandderivetheformulaofpriceelasticityofdemand;

 assessthedeterminantofpriceelasticityofdemand;

 constructandcomputethepriceelacticityofdemandequationandgraphicalrepresentation;

 analyzetherelationshipbetweenpriceelasticityandtotalrevenue;

 definetheconceptofincomeelasticity;

 calculateanddrivetheformulaofincomeelasticityofdemand;

 definetheconceptofcross-priceelasticitydemand;and

 calculateanddrivetheformulaofcross-priceelasticityofdemand.

Elasticityofdemandreferstothedegreeofresponsivenessofquantitydemandedofagoodtoa

changeinitsprice,orchangeinincome,orchangeinpricesofrelatedgoods.

PriceElasticityofDemand

 Priceelasticityofdemandmeansdegreeofresponsivenessofdemandtochangeinprice.It

indicateshowconsumersreacttochangesinprice.Thegreaterthereaction,thegreaterwillbethe

elasticity,andthelesserthereaction,thesmallerwillbetheelasticity.

Priceelasticityofdemand(ep)=%changeinquantitydemanded/%changeinprice

DeterminantsofPriceElasticityofDemand

1.Availabilityofsubstitutes:Themostimportantdeterminantsofthepriceelasticityofdemandis
thenumberandkindofsubstitutesavailableforacommodity.Ifacommodityhasmanyclose

substitutes,itsdemandislikelytobeelastic.Evenasmallfallinpricewillinducemorepeople

tobuythiscommodityratherthanitssubstitutes.

2.Natureofthecommodity:Oneoftheimportantdeterminantsofpriceelasticityofdemandis
natureofthecommodity,thatis,whetheritisa‘necessary’ora‘luxury’oracommodityof

‘comfort’.Generallythedemandfornecessitiesisinelasticandthedemandforluxuriesand

comfortsiselastic.

3.Proportionofincomespent:Thesmallertheproportionofincomespentonacommodity,the
smallerwillbetheelasticityofdemandandvice-versa.Thedemandforsoap,salt,matches,etc.,

ishighlyinelasticsincetheconsumerspendsaverysmallproportionofhisincomeonthem.On

theotherhand,thedemandforclothes,furniture,etc.islikelytobeelasticsincetheconsumer

spendsalargefractionofhisincomeonthesegoods.

4.Thenumberofusesofacommodity:Elasticityofdemanddependsalsouponthenumberof
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usesacommoditycanbeputto.Thegreaterthenumberofusestowhichacommoditycanbeput

to,thegreaterwillbeitspriceelasticityofdemand.Electricity,

5.Timefactor:Theelasticityofdemanddependsonthesizeofthetimeperiod–shortperiodor
longperiod.Priceelasticityisgenerallylowforshortperiodsascomparedtolongperiods.Thisis

fortworeasons.

Firstly,ittakestimeforconsumerstoadjusttheirtastes,preferencesandhabits.Secondary,new

substitutesmaybedevelopedinthelongrun.Therefore,ifthepriceofacommodityrises,the

demandforitwillbeinelasticintheshort-runasthesubstitutesmaynotbeavailable.Butinthe

long-run,demandwillbeelasticastheconsumersmayswitchovertonewsubstitute.

6.Postponementofconsumption:Demandforacommodityiselasticifitsconsumptioncanbe
postponed.

7.Pricerange:thedemandforthecommodityiselasticwithinthemoderaterangeofprices,asthe
commoditywillbewithinthereachofalargenumberofconsumers.

8.Habitsoftheconsumers:Priceelasticityofdemanddependsalsouponwhetherornotthe
consumersareinthehabitofusingacommodity.Ifconsumersareinthehabitofconsuming

somecommodities,theywillcontinuetoconsumethemevenathigherprices.

MeasurementofPriceElasticityofDemand

Themeasurementofelasticityofdemandcanbelookedatfromtwoviewpoints:

ipointelasticityand

iiarcelasticity

iPointElasticity:Whenpriceelasticityofdemandismeasuredatapointonademandcurve,itiscalled

pointelasticity.

iiArcElasticity:Whenelasticityofdemandismeasuredoverafiniterangeor‘arc’ofademandcurve,

itiscalledarcelasticityofdemand.

TypesofElasticityofDemand

I. Perfectlyinelasticdemand(|ep|=0):Whenthedemandofacommoditydoesnotchangeatall,

irrespectiveofanychangeinitsprice,itissaidtobeperfectlyinelasticdemand.

II.Lessthanunitelasticdemand(|ep|<1):Whenpercentagechangeindemandofacommodityis

lessthanthepercentagechangeinitsprice,itissaidtobelesselasticorlessthanunitelastic

demand.
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III.Unitelasticdemand(|ep|=1):Whenpercentagechangeinthedemandofacommodityand

percentagechangeinpriceareequal,itissaidtobeunitelasticdemand.

IV.Morethanunitelasticdemand(|ep|>1):Whenpercentagechangeindemandofacommodity

ismorethanthepercentagechangeinitsprice,itiscalledmorethanunitelasticdemand.

V.Perfectlyelasticdemand(|ed|=∞):Whendemandofacommodityrisesorfallstoanyextent

withoutorwithverylittlechangeinprice,thedemandforthecommodityissaidtobeperfectly

elasticorinfinitelyelasticdemand.

PriceElasticityofDemandandTotalRevenue

 WhenDemandisPrice-Inelastic(|ep|<1):Ifthedemandforacommodityisprice-inelastic,
thepercentagedecreaseinquantitydemandedislessthanthepercentageincreaseinprice.This

leadstoanincreaseintotalrevenueduetoincreaseinprice.Similarly,apricedecreasereduces

thetotalrevenue,inthiscase.

 WhenDemandisPrice-Elastic(|ep|>1):Ifthedemandforacommodityisprice-elastic,the
percentagedecreaseinquantitydemandedismorethanthepercentageincreaseinprice.This

leadstoadecreaseintotalrevenueduetoanincreaseinprice.Ontheotherhand,apricedecrease

increasesthetotalrevenue,inthiscase.

 WhenDemandisUnit-Elastic(|ep|=1):Inthiscase,thepercentagechangeinquantity
demandedisequaltothepercentagechangeinprice.Asaresult,anincreaseordecreaseinprice

leadstonochangeinthetotalrevenue.

IncomeElasticityofDemand

Incomeelasticityofdemandistheratioofproportionatechangeindemandtoproportionatechangein

income.

CrossElasticityofDemand

Responsivenessinthedemandforacommoditytothechangesinthepricesofitsrelatedgoodsiscalled

crosselasticityofdemand

2.5ELASTICITYOFSUPPLY

PriceElasticityofSupply

Priceelasticityofsupplytochangeinprice,indicateshowsellersreacttochangeinprice.
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DeterminantsofPriceElasticityofSupply

1.Behaviourofcostofproduction:fanincreaseinoutputbythefirmsinanindustrycausesonly
aslightincreaseintheircostperunitorleadstoadecreaseincostperunit,wewouldexpect

supplytobefairlyelastic.If,ontheotherhand,anincreaseinsupplyleadstoalargeincreasein

costofproduction,thesupplywouldberelativelyinelastic.

2.Timeelement:Apricechangeduetochangeindemandforacommoditymayhaveasmall

responseinthequantitysuppliedintheshort-runsincetheproductioncapacitymaybelimited.

Therefore,intheshortrun,supplytendstoberelativelyinelastic.However,inthelong-run,new

plantscanbesetupandproductioncapacitycanbeexpanded.Therefore,inthelong-runsupply

tendstobeelastic.

3.Natureofthecommodity:Natureofthecommodityisalsoanimportantdeterminantofthe
elasticityofsupply.

4.Availabilityoffacilitiesforexpandingoutput:Theresponseofproducerstochangesinprice
dependsontheavailabilityofproductionfacilities.

5.Natureofinputs:ftheproductionofaproductrequiresinputsthatareeasilyavailable,its
supplywouldbemoreelastic.Ontheotherhand,ifitusesspecialisedinputs,itssupplywillbe

relativelyinelastic.

6.Risk-taking:Theelasticityofsupplyisdeterminedbythewillingnessoftheentrepreneursto
takerisk.Ifentrepreneursarewillingtotakerisk,thesupplywillbemoreelastic.Ontheother

hand,ifentrepreneurshesitatetotakerisks,thesupplywillbeinelastic.

7.Expectationoffutureprices:Iftheproducersexpectariseinthepriceofacommodityinfuture,
producerswillliketohoardthecommoditytotakeadvantageofriseinfutureprice.Thesupply

will,therefore,belesselastic.Ontheotherhand,iftheyexpectafallinfutureprice,theywill

releasethegoodsfromtheirstocks.Thesupplywillbemoreelastic.

TypesofElasticityofSupply

A.Perfectlyinelasticsupply(es=0):Whenquantitysupplieddoesnotchangeatallirrespectiveof

anychangeinpriceofthecommodity,itissaidtobeperfectlyinelasticsupply.

B.Lessthanunitelasticsupply(es<1):Whenpercentagechangeinquantitysuppliedislessthan

thepercentagechangeinprice,itissaidtobelessthanunitelasticsupply.

C.Unitelasticsupply(es=1):Whenpercentagechangeinquantitysuppliedandpercentage

changeinpriceareequal,itissaidtobeunitelasticsupply.

D.Morethanunitelasticsupply(es>1):Whenpercentagechangeinquantitysuppliedismore

thanpercentagechangeinprice,itissaidtobemorethanunitelasticsupply

E.Perfectlyelasticsupply(es=∞):Whensupplyofacommodityrisesorfallstoanyextent
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withoutorwithverylittlechangeinprice,thesupplyofthecommodityissaidtobeperfectly

elasticorinfinitelyelasticsupply.


