
Elasticity of demand measures the responsiveness of the quantity demanded of a
good to changes in its price, income, or other related factors. It helps in understanding
how consumers adjust their purchasing behavior when there are changes in economic
variables.

Elasticity of demand is measured using the following formulas:

PED = % Change in Quantity Demanded
% Change in Price

YED = % Change in Quantity Demanded
% Change in Income

XED = % Change in Quantity Demanded of Good A
% Change in Price of Good B
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1. Define elasticity of demand. How do you measure
elasticity of demand?
Elasticity of Demand

Types of Elasticity of Demand:
1. Price Elasticity of Demand (PED): Measures the responsiveness of quantity

demanded to a change in the price of the good.
2. Income Elasticity of Demand (YED): Measures the responsiveness of quantity

demanded to a change in consumer income.
3. Cross Elasticity of Demand (XED): Measures the responsiveness of quantity

demanded of one good to a change in the price of another good.

Measurement of Elasticity of Demand

1. Price Elasticity of Demand (PED):

2. Income Elasticity of Demand (YED):

3. Cross Elasticity of Demand (XED):

Interpretation of Elasticity Values
Elastic Demand (PED > 1): Quantity demanded is highly responsive to price
changes. A small price decrease leads to a large increase in quantity demanded
(luxury goods).
Unitary Elastic Demand (PED = 1): Quantity demanded changes are proportional
to price changes. Total revenue remains constant when the price changes.



Elasticity of demand refers to the degree of responsiveness in the quantity demanded
of a good due to changes in its determining factors, such as price, income, or the price
of other goods. There are several types of elasticity of demand, each representing
different relationships.

Price Elasticity of Demand measures how responsive the quantity demanded of a good
is to a change in its price.

Price Elasticity of Demand (PED) = % change in quantity demanded
% change in price

Inelastic Demand (PED < 1): Quantity demanded is not very responsive to price
changes. A price change leads to a relatively smaller change in quantity
demanded (necessities).
Perfectly Elastic Demand (PED = ∞): Consumers are willing to buy any quantity
at a specific price, but none at any other price. This is often represented by a
horizontal demand curve.
Perfectly Inelastic Demand (PED = 0): Quantity demanded does not change
regardless of price changes. This is typical for essential goods with no substitutes
(e.g., insulin).

2. Explain the different types of elasticity of demand.

1. Price Elasticity of Demand (PED)

Formula:

Types of Price Elasticity:
Elastic Demand (PED > 1): A small change in price leads to a relatively large
change in quantity demanded. Example: luxury goods.
Inelastic Demand (PED < 1): A change in price leads to a small change in quantity
demanded. Example: necessities like food or gas.
Unitary Elastic Demand (PED = 1): The percentage change in price results in an
equal percentage change in quantity demanded.
Perfectly Elastic Demand (PED = ∞): Any change in price results in an infinite
change in quantity demanded. Example: products in perfect competition.
Perfectly Inelastic Demand (PED = 0): A change in price has no effect on the
quantity demanded. Example: life-saving drugs.



Income Elasticity of Demand measures how the quantity demanded of a good
responds to a change in consumer income.

Income Elasticity of Demand (YED) = % change in quantity demanded
% change in income

Cross Elasticity of Demand measures how the quantity demanded of one good
responds to a change in the price of another related good.

Cross Elasticity of Demand (XED) = % change in quantity demanded of good A
% change in price of good B

2. Income Elasticity of Demand (YED)

Formula:

Types of Income Elasticity:
Positive Income Elasticity:

Normal Goods (YED > 0): Demand increases as income rises.
Luxury Goods (YED > 1): Demand increases more than proportionally as
income rises. Example: high-end electronics.

Negative Income Elasticity (YED < 0):
Inferior Goods: Demand decreases as income rises. Example: lower-quality
food or generic brands.

3. Cross Elasticity of Demand (XED)

Formula:

Types of Cross Elasticity:
Positive Cross Elasticity (XED > 0):

Substitute Goods: An increase in the price of good B increases the demand
for good A. Example: tea and coffee.

Negative Cross Elasticity (XED < 0):
Complementary Goods: An increase in the price of good B decreases the
demand for good A. Example: cars and fuel.

Zero Cross Elasticity (XED = 0):
Goods that are unrelated. The price change of one good does not affect the
demand for another. Example: books and bread.



Advertising Elasticity of Demand measures how responsive the quantity demanded of
a good is to changes in advertising expenditure.

Advertising Elasticity of Demand (AED) = % change in quantity demanded
% change in advertising expenditure

Demand forecasting is the process of estimating future customer demand for a
product or service. This process is critical for businesses as it helps them make
informed decisions regarding inventory management, production planning, pricing

4. Advertising Elasticity of Demand (AED)

Formula:

Types:
Positive AED: Increased advertising leads to higher demand.
Negative AED: Rare but possible if excessive advertising causes customer
aversion or confusion.

3. Define demand forecasting and explain the methods
of demand forecasting.

Demand Forecasting



strategies, and resource allocation. Accurate demand forecasts can lead to improved
customer satisfaction, reduced costs, and better financial performance.

Demand forecasting methods can be broadly categorized into several groups:

These methods involve collecting data directly from consumers or potential buyers to
understand their future purchasing intentions.

These methods utilize historical data and statistical techniques to predict future
demand.

These techniques involve using leading indicators or economic data to forecast
demand. They track various economic indicators, such as consumer confidence

Methods of Demand Forecasting

1. Survey Methods

Expert Opinion: Consulting with industry experts or knowledgeable individuals to
gauge market trends and consumer behavior.
Test Marketing: Launching a product in a limited market to observe consumer
reactions and sales performance.
Survey of Buyers: Gathering feedback from potential customers through
questionnaires or interviews to understand their purchasing intentions.
Sales Force Opinions: Using the insights and forecasts of sales personnel who
have direct interaction with customers.
Controlled Experiment: Implementing experimental methods to test how
different factors affect consumer demand.

2. Statistical Methods

Trend Projection Method: This involves analyzing historical data to identify
trends and projecting them into the future.

Trend Line by Observation: Visually plotting historical data points to identify
trends.
Least Squares Method: A mathematical approach that minimizes the sum of
the squares of the differences between observed and predicted values.
Time Series Analysis: Analyzing data points collected or recorded at
specific time intervals to identify patterns or trends.
Moving Average Method: A technique that smooths out short-term
fluctuations to highlight longer-term trends in data.
Exponential Smoothing: A weighted averaging method that gives more
importance to recent observations, allowing for quicker responses to
changes.

3. Barometric Techniques



indices, to predict changes in demand.

These statistical methods analyze the relationship between different variables to
understand how changes in one variable can affect demand.

This method relies on the intuition and experience of forecasters rather than statistical
data. It involves making forecasts based on personal judgment, market knowledge,
and historical experiences.

Demand forecasting is essential for businesses to understand future customer needs
and plan accordingly. The accuracy of these forecasts can be influenced by various
factors. Here’s a brief discussion of the key factors that determine demand
forecasting:

4. Correlation and Regression

Census Method: Collecting data from an entire population to analyze demand
patterns.
Sample Method: Collecting data from a subset of the population to make
inferences about the overall demand.

5. Judgmental Approach

4. Discuss briefly the various factors determining
demand forecasting.

1. Market Trends:
Consumer Behavior: Changes in consumer preferences and behavior can
significantly impact demand. Trends such as sustainability, health consciousness,
or technological advancements may influence purchasing decisions.
Market Dynamics: Economic factors, competition, and market saturation can
alter the demand for a product. Understanding the competitive landscape is
crucial.

2. Seasonality:
Seasonal Variations: Certain products experience fluctuations in demand based
on the time of year (e.g., winter clothing, holiday gifts). Seasonal patterns must be
accounted for in forecasts.

3. Economic Factors:
Economic Indicators: Factors such as inflation rates, unemployment levels, and
overall economic growth can affect consumer spending power and, consequently,
demand.
Consumer Confidence: When consumers feel secure about their financial future,
they are more likely to spend, influencing demand positively.



4. Price Changes:
Pricing Strategies: Changes in pricing can directly impact demand. Lower prices
may increase demand, while higher prices may reduce it. Understanding the price
elasticity of demand is essential.

5. Promotional Activities:
Marketing Efforts: Advertising, sales promotions, and other marketing strategies
can significantly affect demand. Effective campaigns can lead to short-term
spikes in sales.

6. Technological Changes:
Innovation and Product Development: The introduction of new technologies or
product features can generate increased demand. Staying ahead of technological
trends is vital for accurate forecasting.

7. Demographic Factors:
Population Dynamics: Changes in population size, age distribution, and other
demographic shifts can influence demand patterns. For example, an aging
population may increase demand for healthcare products.

8. Competitive Actions:
Competitor Behavior: The actions of competitors, such as new product launches
or pricing strategies, can affect demand for similar products. Monitoring
competitors is crucial for accurate forecasting.

9. Supply Chain Factors:
Availability of Resources: The ability to meet demand is also influenced by the
supply chain. Disruptions in supply or changes in supplier reliability can impact
the ability to fulfill forecasted demand.

10. Regulatory and Environmental Factors:
Government Policies: Regulations and policies can influence demand,
particularly in industries like pharmaceuticals, food, and energy. Environmental
considerations can also affect consumer preferences and demand.

11. Social and Cultural Factors:
Cultural Trends: Social attitudes and cultural norms can shape consumer
preferences and demand. Awareness of these factors helps in forecasting
changes in demand based on societal shifts.

5. Define supply and explain the law of supply, supply
function, and the determinants of supply.



Supply in economics refers to the quantity of a good or service that producers are
willing and able to offer for sale at various price levels over a specific period. It reflects
the relationship between price and quantity supplied, assuming all other factors
remain constant. When prices increase, suppliers are generally incentivized to produce
and supply more of the good, while a decrease in price typically leads to a reduction in
supply.

The Law of Supply states that, all else being equal, there is a direct relationship
between the price of a good and the quantity supplied. Specifically, as the price of a
good increases, the quantity supplied also increases, and vice versa.

The Supply Function is a mathematical representation that describes the relationship
between the quantity supplied of a good and the factors influencing that supply. It can
be expressed as:

SX = f(PX, PF, O)

Where:

Supply

Law of Supply

Key Points:

Direct Relationship: Higher prices incentivize producers to supply more goods,
whereas lower prices discourage production.
Graphical Representation: The law of supply is illustrated by an upward-sloping
supply curve on a graph, where the x-axis represents quantity supplied and the
y-axis represents price.

Assumptions of the Law of Supply:

1. Constant Incomes: The incomes of buyers and sellers remain unchanged.
2. Stable Preferences: The tastes and preferences of both buyers and sellers are

assumed to be constant.
3. Fixed Production Costs: The costs of all factors of production are assumed to

remain constant.
4. Constant Technology: The level of technology used in production does not

change.
5. Divisibility of Commodities: The commodity being supplied is considered

divisible.
6. Static Situation: The law only depicts a static scenario without considering

external changes.

Supply Function



The supply function illustrates how various factors, including price and production
costs, affect the willingness and ability of producers to offer goods for sale.

Several key factors influence the supply of goods and services, including:

SX= Supply of good X
PX= Price of good X
PF= Prices of factor inputs used in production (e.g., raw materials, labor,
machinery)
O= Other factors influencing supply (e.g., market conditions, government policies)

Determinants of Supply

1. Price of the Good:

A higher price typically encourages more supply, while a lower price can
discourage it.

2. Cost of Production:

Changes in the costs of raw materials, labor, and overhead affect profitability
and the willingness to supply goods.

3. Technology:

Advances in technology can enhance production efficiency, leading to
increased supply.

4. Number of Suppliers:

An increase in the number of suppliers in the market generally leads to
greater overall supply.

5. Government Policies:

Regulations, taxes, and subsidies can significantly impact production costs
and thus affect supply.

6. Expectations of Future Prices:

If suppliers anticipate higher future prices, they may withhold some supply
now to take advantage of those prices later.

7. Natural Conditions:

Factors such as weather and natural disasters can influence agricultural
supply and other natural resource-based industries.

8. Market Competition:



The competitive environment influences how much suppliers are willing to
produce in relation to their competitors.


