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for price OP2 For a highcr pricc 0P, thc amount demandcd 
is rcduccd to OM). For a lowcr pricc OP; thc amount 
demandcd gocs up to bccomc OM3. Thcsc movcments along 
the dcnmand curvc arc callcd cxtcnsion and contraction in 
demand. The movcmcnt upwards to the left is contraction. 
Thc movemcnt downward to thc right is extcnsion of demand. 

An incrcasc in demand can be shown by a shift of 
demand curve to the right hand side, Graphically a dccrcase 
in demand is cxplaincd as follows. In Fig. 5.3(a) the dccrease 
in demand is mcasurcd as MM,. Here the price remains the 
same at OP. It is the amount demanded which falls. 

PRICE 

P 

P 

D' 
D 

M1 M 

D 
D 

AMOUNT DEMANDED 
(a) Decrease in Demand 

PRICE 

P1 

Fig. 5.3. 

Incrcasc in demand is shown as a shift of the demand 
curve to thc right hand side. This is shown in Fig. 5.3(6) by 
the shift of the demand curve DD to the position D'D'. Price remaining the same at OP, the 
amount demanded rises from OM to OM). 
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In short, extension and contraction of denmand follow a change in price. Increase and 
decrcase in demand take place when price remains the same but oher factors affecting demand 
are changed. 

Elasticity of demand is the measure of the degree of change in the amount demanded of 
commodity in response lo a given change in price of the commodity, price of some related good 
or changes in consumers' income. This is the general definition of the term 'Elasticity of Demand' 

It should be clcar from the above definition that clasticity of domand can be mainly of thrce 
typcs : (1) Price clasticity is responsivcncss of demand to changc in priccs; (2) Incomc clasticity 
is the responsivencss of demand to changes in consumers income, (3) Cross clasticity is the 
responsivcncss of demand for a commodity A to changes in the pricc of a rclatcd commod+ty b. 
We study thcse thrce typcs of clasticity of demand onc by one. 
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8. PRICE ELASTICITY OF DEMAND 

Pricc clasticity of demand is commonly called the clasticity of demand. This is bera 
pricc is the most changcable factor influencing demand. Some popular definitions of the nr 
clasticity of demand arc : 

*Elasticity of dcniand measures the responsivencss of demand to changes in price." Kcnnel 
Boulding. 

"The Elasticity (or responsiveness) of demand in a market is great or small according 
the amount demandcd increascs much or little for a given fall in price and diminishcs much or 
little for a given rise in price."-Alfred Marshall. 

"Thc clasticity of demand for a commodity is the rate at which quantity bought changes as 
the price changes. "-A.K. Cairncross. 

Elasticity of Demand 

Writing in symbols, E,= 

Proportionate change in Demand 
Proportionate change in Price 

Elasticity of Demand 

Ap 
An cxample will illustrate the concept of price clasticity. Suppose, sugar is Rs. 5 per kg and 

its demand is 15 quintals in a small market. If the price falls to Rs. 4 per kg the amount demanded 
gocs up to 30 quintals. Here change in demand is 15 quintals, the original denmand was also 15 
quintals. So the proportionate change in demand is 15/15 = 1. Now let us find out the pro 

portionate change in price. The absolute change in price is from Rs. 5 to Rs. 4; this means -1" 
Thc original price was Rs. 5. So the proportionate change in price is -1/5. Now, we can calculatc 
the price clasticity of demand. 

Micro Economic, 

Proportionate changc in Demand 
Proportionate change in Price 

-1 
I/5 = l x=-5 

Thus, the demand for sugar is highly clastic. With l per cent change in its price, there is a 
5 per cent change in its demand, 

The clasticity of domand with regard to price of the commodity is always having a min1s 
sign. This shows that price and demand are inverscly rclatcd. The negative sign is not ordinarily 
uscd in writing the valuc of price elasticity of demand. The sign is understood. 

Degrees of Price Elasticity of Demand 

Elasticity of Demand for different commodities is different. Some commodities have more 

clastic demand while others have relatively inelastic demnand. Elasticity of demand may have 
value from zero to infinity. We can graphically show some particular values of elasticity 

demand. 

1. Completely inelastic demand is shown by a straight line demand curvc whic 

is parallel to vertical axis showing pricc. This means that whatever the changes in pricc may 

thc amount demanded rcmains the same. In the case, price elasticity of demand is equal to Z 

2. Perfectly elastic demand is one in which a small change in price will cause 

infinitcly large change in amount demanded. A small rise in price on the part of the scller rcau 
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the demand to zero. A small reduction in price leads to such a big expansion in demand that ao 

seller is able to satisfy this demand at the reduced price. This case of infinite clasticity of demand 

is shown by a straight line demand curve parallel to the horizontal axis. 
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Fig. 5.4 Demand Curves with Different Elasticities. 
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DEMAND 

3. Unitary elasticity of demand. This is a particular case of clasticity of demand 

in which a given percentage change in price lcads to Cxactly the same pcrccntagc change in 

amount demandcd. According to Marshall, a commodity has elasticity cqual to onc if the tolal 

Cxpenditure of the consumers on the commodity remains the same even whcn the price changes. 

In practice, it is difficult to find such commodities as have a demand curve whose elasticity is 

cqual to one throughout. Gcnerally, a part of the curve may be having unitary clasticity. 

In theory, a demand curve that subtends equal-area rectangles over the X and Y axis has 

unitary elasticity of demand. Such a demand curve is known in mathematics as a rectangular 

hyperbola. This curve is shown in pancl C of the diagram 5.4. The two sides of the curve are 

such that they approach the two axes but never mect them. We can call this curve as a constant 

total-outlay curve. This can be rcadily shown in the pancl C of the diagram. Total cxpenditure is 

cqual to the quantity demanded multiplied by price. In the diagram when the price is 0T and the 

amount demandcd OM, the total expenditure is 07 x OM which is the area of thc rcctanglc 

OMPT. At pricc OL, total expenditure is the area of the rectangle ONKL. Since the two rcctanglcs 

arc obtaincd by drawing perpcndiculars from two points of a rcctangular hypcrbola to the X and 

Y axes, the rcctangles have the same arca cven though their sidcs arc differcnt. According to 

Marshall when total expcnditure remains thc same with changes in price, clasticity of demand is 

cqual to onc. We can observe from thc diagram that as we go up and down the demand curvc. 

the points make rcctangles with the two axcs whose sides are longcr and longer and brcadth 

shortcr. The total arca of the rcctangles is always cqual. In general, we can say that whencver a 

part or whole of dcmand curve is of thc shape of a rectangular hypcrbola, its elasticity of domand 

on that part equals one. 

4. Relatively elastic and inelastic demand. Those demand curves which 

have elasticity between zero and infinity are loosely classificd as relatively inelastic and relatively 

clastic. We may say that demand elasticity betwccn zero and one may be termed relatively inelastic. 

A higher value of clasticity than one may be called relatively elastic. On the basis of the sign and 

Value of the price-clasticity of demand for a commodity, it is usually classified as a ncccssity, a 

COmfort and a luxury, Necessities of life like wheat atta or rice have price-elasticities lcss than 

One. Comforts have slightly higher values of price elasticity. Luxuries have the highest valucs O1 

PiCe-elasticity. In all these cascs the sign of price elasticity is minus. All these commoditics oby 
the Law of Demand. 

PRICE 
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It is hclpful to point out a common mistake madc about clasticity of demand. It is 

cannot talk of the clasticity of a demand curve except in the three spccial cascs shown in 
diagram 5,4. Some text books call demand curve as clastic or inclastic which is altogcthcr wr 

Elasticity of demand is shown by a point on demand curve or at lhe most over a small ranpe 
the domand curve. Differcnt points on a demand curve, thercfore, have differcnt clasticitics. 
wrong to say that a demand curve is elastic or inelastic. 

A sccond type of mistake commonly made is to judge elasticity from the slope of a dema 
curve. Without any thought about the definition of elasticity, steeply slopcd demand curves a 

callod inclastic and the demand curves with gentle slope are referred to as elastic. It should ho 
remcmbercd that thc slope ofa demand curve shows the ratio betwecn two absolute changcs 
pricc and in amount demanded. Elasticity of demand refers to the relative (percentagc 
proportionate) change in prices and resulting changes in demand. These two ratios can ncvcr be 
the same. This vicw may be verified frOm the fact that a straight line demand curve has the samg 
slopc throughout. Yet the clasticity of deinand differs from point to point on the straight linç 
demand curve. 

9. MEASUREMENT OF PRICE-ELASTICITY OF DEMAND 

Elasticity of demand can be measured through three popular methods. These mcthods arc 
given next pagc : 

Total Expenditure Method 
Elasticity of demand can be measured from the changes in the expenditure of thc consumes 

on the commodity as its price changes. Known also as the outlay method, it was given by 
Marshal. He distinguished between thrce separate cases of changes in total outlay resulting from 
a change in the price of the commodity. These three cases can be shown with the help of a table 
and a diagram. 

In the Table 5.2, the price of the commodity goes down from rupees ten to rupce one. 
Suppose the amount demanded increascs from one kilogram to ten kilograms. We can casily 
calculate the resulting changes in total outlay. These changes can be easily classificd into thrce 
parts as shown in the table given below: 

In the table, threc separate cases of price elasticity of demand are easily traced out. 
) If with a (small) change in price of the commodity total expenditure by consumers ot 

its purchase remains the same, then the elasticity of demand within that range of price 
change is cqual to one. 

(i) If with a 'small' fall in the price of the commodity total cxpenditure on it also falls, dk 
clasticity of demand in that range of pricc change is said to be less than onc. That as 
if total outlay and price move in the samc direction elasticity of domand is takcn to be 
lcss than onc. For example, in the lowest part of the given table, this is the case. 

(n) T a 'small' fall in pricc rosults in an increase of total outlay on the commodity, I 
clasticity of demand in this range of pricc variation is said to be greater than onÛ 
Such cascs total outlay and price move in opposite dircctions. This is the case " 
table in the first part. 
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Similarly, at the point P, clasticity of demand is cqual to PyM/Pi. Hore clasticit 
greatcr than onc bccausc the point P, is higher lhan the mid-point P. By the same logic, Elasi 
at the point P; is given as P, M, Pl, which is lcss than onc. 

In part (b) of the diagram wc havc the convex demand curve DD. Supposc we want to fma 
out price clasticity at the point P,. For this we draw a tangent LM at the point P,. The clasticut 
is found casily as PMP}L. Similarly, for finding out clasticity at the point P; we draw a tangcn 
at this point to thc demand curve. The elasticity at this point is given by the ratio of the distano 
along the tangcnt to thc X-axis divided by the distance to the Y-axis. 

It should be remcmbered that the nethod of measuring prico clasticity givcn above is designcd 
to mcasure it around a point for small changes in price. Therefore, this measure is also called the 
point clasticity mcasure. 

Mathematical Method 

In this method, price elasticity is estimated by dividing the percentage change in amount 
demanded by the percentage change in price of the commodity. If the proportionate (percentage) 
change in amount demanded is higher than the percentage change in price, elasticity will be 
greater than one. In a mathematical form we can write: 

Ep = Price elasticity of Demand 
Proportionate change in Demand 

Proportionate change in Price 
The formula for price elasticity of demand given above suggests thrce differcnt ways of 

finding out the proportionate change in demand and the proportionate change in price. 

Ep 

The first commonly adopted procedure is what Marshall called the point clasticity measure 
If the difference betwecn the original price and the new price is very small, then we get point 
clasticity mcasurc through the above formula. 

Aq 

The formula given above tells us that price elasticity of domand is not simply a co-cfficient 
or the slope of a curve of demand for the commodity. It is a ratio of the proportionate change in 
demand divided by the proportionate change in pricc. If wc write q for the original demand and 
p for the original price, then Ap and Aq denote the absolute changes in demand and price 
respectively. And clasticity of demand is the ratio : 

Aq X 

Micro Economics 

Ap 
P 

Change in Demand 
Original Demand 

P 
Ap 

Original Price 
Original Demand 

Change in Price 
Original Price 

Change in Demand 
Change in Price 

This shows that represents thc slope of the demand curve which has to be multiplicd 
with thc ratio of pricc to quantity so as to gct the estimate of price clasticity. Thus, it shouiie 

Some writcrs such as Schnider and Bilas have suggcsted that we must not just take the 

lower valuc of thc changcd pricc and of the original price and the lower valuc of demand instead 
original pricc or original demand in finding out price clasticity. It will be bctter if we take the 

clear thal we cannot judge elasticity from the slope of a demand curve alone. 
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3. Number of Uses of a Commodity. The greatcr the number of uscs to which commodity is put, the highcr is the clasticity of demand. For example, coal is uscd for 

purposes. If its price rises, the less important uscrs will not purchase coal and the amount demandcd will fall apprcciably. Contrary to this, ordinary women's jewcllery has no other 
and, thercforc, its dcmand is rclatively inelastic. 

4. Possibility of Postponing the Purchase of a Commodity. Pricc clastic 
is also affectcd by the possibility or otherwise of the postponement of the purchasc of a commod1!i 
for example, if woolen clothes becomne costlier, the middle class people try to get their old sut 
repaired and postpone the purchasc of new woollen clothes. As a result, price clasticity will be 
high in this case. 

5. Level of Income of the Consumers of the Commodity. Price clasticity of 
demand for a commodity also depends upon the income of the consumers of the commodik 
Price clasticity of demand from the high income class for high quality mangocs is low bccause 
the cxpenditure on mangocs for this class forms only a minor part of the total expenditure. On 
the othor hand, price elasticity for high quality mangoes from the poorcr classes is very high. 

6. Habit ual Necessities. Those commodities whose consumption is a habit with 
consumers have low price clasticity. For example, the prices of cigarettcs and liquor arc rising 
but their demand has not diminished. It is price-inelastic. 

7. Place of the Commodity in the Consumer's Budget. The demand for a 
commodity is less elastic, lesser is the proportion of expenditure on the commodity by the consumer. 
such items as shoe-olish, newspaper, tooth paste and tooth powder have inelastic demand. If 
their prices rise, the consumer is not worried about his budget and, thercforc, docs not scck 
substitutes. On the ciner hand, demand for durable commodities claiming a good dcal of income 
of the consumer is Guite elastic. Examples are television, steel-almirahs, etc. 

8. Prevailir.; Price Level of the Commodity. Price clasticity of demand also 
depends upon whether the price prevailing in the market is relatively high or low from the vicwpoinm 
of common consumers. Highly priced commodities such as diamonds, and low-priccd commoditics 

such as salt have lov price elasticity because a change in their price has very litle effect on thei 
consumers. But com:Jdities having price in the middle range are quite price-elastic because thcir 
consumners are quite tonscious of their price; examples are radios, transistors, etc. 

9. Time Pesiod Under Consideration. Price clasticity in the short period is low 
while in the long per: d it will be relatively higher. This is because it is possible for consumcrs to 
change their consurnption habits in favour of cheaper substitutes and against the expcns1ve 
commodities. Thercfrre, in the long period, elasticity is generally higher for all the commoditics 

10. Joint Demand. Price elasticity for a commodity is also dependent upon the nature 

of pricc clasticity of jointly-demanded commodities. If the demand for cars is inelastic the demand 

for petrol will also bc inclastic. The elasticity of demand for ink depends directly on thc naturc 0 

clasticity of demand for pens. 

12. IMPORTANCE OF PRICE ELASTICITY OF DEMAND 

Pricc clasticity of demand is a very uscful concept for producers, farmers. workers arnd 

Government. Lord Keyncs considcred price elasticity to be the most important contributiO 

Marshall. The practical importance of this concept should be clear from the following appl1catio 



Demand and Elasticities of Demand 

1 Determination of Price and Output. Evcry producer has to decide his volumc 
of output and the pricc at which he has to sell it. In thcse dccisions, clasticity of demand is onc 

t tie very relcvant informations. If the domand is less clastic price will bc highcr. If the domand 
is clastic, a lower price is fixcd 

Price Discrimination. A monopolist adopts a price discriminatory policy only when 
he clasticity of demand from different consumers or sub-markets is different. Those consumcrs 
bose demand is inelastic can be charged a higher price than those with more clastic demand. 

3. Price Determination in Cases of Joint Supply. Jointly supplied goods are 
those which are the products of the same production process; for example, wood and mutton. 
Thc price determination of these joint products becomes a little difficult due to joint costs of 

production. In such cases, the concept of price elasticity of demand comes to our help. If the 
demand for wool is inelastic as compared to the demand for muton, a higher price for wool is 
chargcdand a lower price for mutton, 

4. Explanation of the Paradox of Poverty of Farmers. The incomes of farmers 
are lower in a year of exceptionally-good harvest because of the sudden drop in the price of their 
produce as compared to the incomcs in a year when 
the harvest is rather poor. This is called the paradox 
of poverty. It is commonly said that a good harvest 
brings poverty to the farmer. This paradox is easily 
explaincd by the inclastic nature of demand for most 

agricultural products. Since the demand is inelastic, 
prices of agricultural products are lower when their 

supply is high. The phenomenon is easily explaincd 
with the help of the diagram (Fig. 5.6) given here. 

In the figure 5.6, the quantity of supply and 
demand for an agricultural crop is shown on the 
horizontal axis and price on the vertical axis. The 

demand curve DD shows the inelastic nature of 

demand for the farmers' produce. The supply curve 

SS is shown to be quite price-clastic. 
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At price OP), the amount demandcd of the produce and the amount supplied are equal to 

OM1. The income of farmers is given by the area OP; N; M). This is the income when the 

larmers have a poor harvest, may be due to dclayed, scanty monsoons. Now, in another year of 

3ood, timcly monsoons when the farmers have a bumper harvest leading to a shift in their supply 

Curve from S, S, to SS,. the farmers income is given by the area of the rectangle OP, N, M,. 

g00d harvest must ordinarily have given to the farmers the hope of increased incomes. But 

ually their incomes are less than those in the year of bad harvest. lf we compare the rectangles 

Fig. 5.6 Paradox of poverty of farmers. 

OP, N, M, and OP, N, M>. we find that the gain in arca due to the better harvest is equal to 

KP2. The loss in arca (income) is much 

bigger than the gain in area resulting from a good harvest. It should be clcar that higher agricultural 

production than what consumers ordinarily demand leads to a fall in farmers' income duc to 

aStic nature of demand for farmn products. This is the paradox of poverty of farmers. 

O. Determination of Sale Policy for Super Markets. Super markets are a 

combined set of shops run by a single organisation. These markets arc supposed to sell commoditics 
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at lowcr prices than arc chargcd by shopkccpers in hc bazar. Thc cosls of marketing have al. 

to be covercd. Thercfore, the policy adoptcd in the super forgaars is to charge a slightly lower 
pricc for goods whosc dcmand is quitc clastic. As a result of the grcater salcs, the coste 

casily covercd. 

Micro Economics 

6. Effect of use of Machines on Labour Employment. Thc concept of pricg 
clasticity is uscful in knowing the cfcct of introduction of machincry in factorics. Workcrs ofe 

oppose the use of machincs fearing unemployment. With the help of the conccpt of price clasticity 
of dcmand we can say that machines do not always reducc thc demand for labour. It all depends 
on thc pricc clasticity of demand for their manufacture. In some cases whcrc machines rcduCo 
costs and priccs of the products with elastic demand, the amount demanded of the same may po 
up. As a rosult, production may have to be increased and more workers cmploycd. On the 
opposite, if the demand for production is inelastic, machines will replace workers. and crcate 
unemployment. 

7. Use of the concept in factor pricing. The idea of price elasticity is helpful in 
Cxplaining the relative shares of factors of production in the production proccss. The factors 
having prico-inclastic demand for the goods they produce can obtain a higher price than thosc 
with clastic demand. For example, workers producing petro-products having inelastic demand 
can casily get their wages raised. 

8. Use in International Trade. Elasticity of demand concept has importance in 
many aspccts of international trade. For example, (1) a country benefits from such exports as 
havc price-inclastic demand for a rise in price and elastic demand for a fall in price. For imports 
the opposite holds. That is, the demand for imports should be inelastic for a fall in pricc and 
clastic for a rise. These two qualities of imports and exports shall reduce the balance of paymcnt 
problems. Sccondly, the bencfits of devaluation are obtaincd only when the demand for exports is 
pricc-elastic. 

9. Importance in Taxation policy. The finance minister often taxes those 
commodities whosc demand is pricc-inelastic. This increases total expenditure on the commodity 
and taxation revenuc. Similarly in levying indirect taxes, the finance minister taxes those commoditics 
which are having inclastic demand from the rich class. That way, the burden of taxation falls on 
the richer class. 

10. Pricing Policy for Public Utilities. Such enterprises as provide serviccs of 
mass consumption like watcr, clectricity, elasticity postal services, railways and communication 
are known as public utilities. A suitable pricc policy for these cnterprises is to charge consumers 
according to their clasticity of demand for the public utility. Household consumcrs arc charged a 
higher ratc of clectricity than industrial consumers because the demand for clectricity from 
houscholds is less clastic compared to that from industrial consumers. 

15. INCOME ELASTICITY OF DEMAND 

Definition 

The ratio of the perccntage change in amount domanded as a result of a givcn pcrcenta 
changc in income of a consumer is callcd Income Elasticity of domand. According to Watsoi: 
"Income clasticity of demand means the ratio of the percentage change in the quantity demanded 

to thc perccntagc changc in income. Incomc elasticity measures the responsivcness of demand 
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obange in income. It gives us an 1dca of the sensitivity of dcmand for a commodity as consumcr's incomc changes, 

E, = 

= 

Proportionate change in demand 
Proportionate change in income 

whcrc E, is income clasticity of demand, Ag is the change in demand, q is original demand, y original incomc and Ay the change in income. 

X 

Suppose a consumer 's income is Rs. 100, and he purchases l0 kilos of sugar. If his incomc 
gocs up to Rs. 110, he 1s preparcd to purchase 12 kilos of sugar. We can find the income 
clasticity of dcmand here as 

INCOME 

D 

Aq_ 100 
Ay 10 

Ay 

Thus, the income clasticity of demand for sugar is 2 which means that the demand is quite 
income-elastic. 

Types of Income Elasticity and Classification of Goods 

POSITIVE 

(a) 

An income demand curvc shows the changes in amount demanded in response to changes 
in incomc. Figure 5.7 (a) shows the income-curve for a normal commodity. This curve shows 
positive income elasticity. The response of demand to income changes may be classified to be of 
thrcc typcs: it is positive, ncgative and zero. 

INCOME ELASTICITY 

2 

1. Positive income elasticity of demand. When the amount demanded of a 
commodity increases with increase in income and vice-versa, the income demand curve will be 
shown as positively-sloping from left upwards to the right. In this case the commodity is shown 
on the horizontal axis and income on vertical axis. The commodity is normal because thc 

proportionate change in demand in response to a given change in income is strictly positive. It 

has a positive income-elasticity as shown in part (a) of the diagram given below. 

Ay 

10 

2. Zero income elasticity. When the demand for a commodity docs not respond to 

changcs in incomc, it is said to be completely income inelastic. Examples are salt, kerosenc oil 

and post cards. In these cases, the income demand curve is shown as a straight linc parallcl to 
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Fig. 5.7 The Law of Diminishing Marginal utility. 
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rcm
ains 

at OD
, 3. N

egative 

incom
e 

elasticity. 

W
hen 

the 

am
ount 

demandcd 
of 
a commodt. 

dim
inishes 

with 
an 

incrcase 
in incom

e 
of the 

consum
cr, 

the 

com
m

odity 
is 

said 
to 
be an 

infcrior onc. 
In 

this 

case, 
the 

incom
e 

demand 

curve 

will 
be 

shown 
as 

sloping 

from
 

left 

downwards 
to 
t 

right 
as shown 
in

 

part 
(c) 
of the 

diagram. 

The 

coarse 

foodgrains 
such 
as 

Jow
ar 

and 

Bajra 
aro 

inferior 
goods. Im

portance 
of 

Incom
e 

Elasticity 
of 

Dem
and 

The 

concept 
of incom

e 

clasticity 
of 

demand 
is 
of theoretical 
and 

practical 

importancc. 

1. 

Use 
in

 

C
apitalist 

Econom
ies. 

Incom
e 

elasticity 

concept 

occupies 
an 

important 

placc 

among 
the 

analytical 

tools 

applied 
for 

business 

rescarch. 
In 
the 

U.S.A. 
the 

department 
of 

commerce 
has 

evolved 

another 

concept 

intim
ately 

related 
to 

incom
e 

elasticity. 

This 

conccpt 
is of 

incom
c 

sensitivity 
of 

consumption 

expenditure. 
The 

main 

point 
of differcnce 

between 
thc 
two 

concepts 
is that 

while 

incom
e 

elasticity 

concerns 

physical 

units 
of the 

commodity 

purchascd. 

incom
e 

sensitivity 

tells 
us about 

changcs 
in 

dollar 

expenditures. 

Incom
e 

sensitivity 
has 
a cocfficicnt 

which 

mcasurcs 
the 

percentage 

increasc 
in 

dollar 

Cxpenditure 

associated 

with 
a one 

percentagc 

changc 
in 

disposable 

incone 
in 
the 

sane 

period. 

The 

incom
e 

sensitivity 

estimates 
are 
of great 
usc 

in
 

business 

forccasting. 
It has 

been 

found 

that 

telephone 

service, 

autom
obiles, 

air-transportation, 

tclevision 

repair 

and 

foreign 

travel 

have 

high 

incom
e 

sensitivities 

(c0-cfficicnts 

cqual 
to 
1.5 
or 

more) 

while 

shoes, 

clothing, 

local 

bus-transportation 
and 

dental 

care 

have 
a low

 

incom
e 

sensitivity 

(co-cfficient 
less 

than 

0.5). 2. Im
portance 

in 

developing 

econom
ies. 

In 

less 

developed 

countries 
like 

India as 

level 
of living 

rises, 

dem
and 

for 

som
e 

com
m

odities 
is 

expected 
to

 
go 
up 

m
uch 

faster 

than 
the dem

and 
for 

others. 
In 
the 

earlier 

stages 

incom
e 

elasticity 
of dem

and 
for 

food 

tends 
to 
be 

high. as 

incom
e 

rises 

there 
is a shortage 
of food, 

which 

when 
not 

satisficd 

leads 
to

 

inflation. 

Sim
ilarly, 

in
 

urban 

areas 

the 

dem
and 

for 

com
forts 

like 

supcrior 

foot-w
ears, 

auto-cycles 
and 

scooters, 

m
ovies, 

readym
ade 

garm
ents 

and 

m
edical 

care 

rises 

fast. 

As 

such 

these 

commodities 

havc 

high 

incom
e 

clasticities 
of 

dem
and 

which 

work 
to 

crcate 
an 

acute 

shortage 
of thesc 

goods and 

services. 

R
ural 

arcas 
in 
a developing 

cconom
y 

tend 
to 

reduce 
the 

m
arketable 

surplus 
of food articles 

while 

putting 
a pressurc 
on the 

dem
and 

for 

m
anufactures. 

The 

differing 

incom
c 

clasticitics 

and 

supply 

clasticitics 

crcate 

problem
s 

of inter-sectoral 
in 

balance. 
If the 

planners 

know 
the 

incom
e 

clasticities 
of dem

and 
of 
at least 

the 

goods 

and 

services 
of general 

use, 

steps 

can 
be 

taken 
to 

balance 

demand 

and 

supplies 
by 

introducing 

special 

controls. 

Thercby, 
the 

tendency 
ol 

priccs 
to 

risc 

duc 
to 

high 

incom
e-clasticities 

can 
be 

contained. 

Generally 
Incom

e 

E
lasticity 

and 

D
ecision 

M
aking 

The 

incom
e-clasticity 

for 
a firm

's 

product 
is an 

im
portant 

determ
inant 

of the 

firm
's 

succcsS 

at different 

stages 
of thc 

business 

cycle. 

During 

periods 
of 

expansion, 

incom
cs 

arc 

rising 
au

 firm
s 

sclling 

luxury 

itcm
s 

such 
as gourm

et 

foods 

and 

exotic 

vacations 

will 

find 

that 

the 

demand 

for 

thcir 

products 

will 

incrcasc 
at a rate 

faster 

than 
the 

rate 
of 

incom
e 

grow
th. 

H
ow

cvcr, 

du°ie a rccession, 

dem
and 

may 

decrcasc 

rapidly. 

Conversely, 

sellers 
of necessities 

such 
as fucl 
a 

basic 

food 

item
s 

will 
not 

bencfit 
as 

much 

during 

periods 
of econom

ic 

prosperity, 

but 

will 
a 

find 

that 

thcir 

m
arkets 

arc 

som
ew

hat 

recession-proof. 

That 
is, 

the 

change 
in 

dem
and 

will 
be 

than 

that 
in 

the 

econom
y 

in 

gcneral. 

dem
and 

of in axis, 
as 

shown 

part 
(5) 

the 

diagram. 

W
hatcver 

the 

levcl 

incom
e, 

the vertical 

thc 



Demand and Elasticities of Demand 

Knowlcdgc of income-clasticitics can be uscful in targeting markcting cfforts. Consider a 

irm specialising in expensive men's footwcars. Bccause such goods are luxurics, thosc in high 

incomc groups would bC Cxpccted to bc the prime customers. Thus the firm should concentrate 

its marketing cfforts on media that reach the morc wealthy segmcnts of the population. For 

Cxamplc, adverlising rupccs should be spent on the suitable space in thc Readers Digest and in 

India Today. 

14. CROSS ELASTICITY OF DEM ND 

Whcn the demand for a commodity changes with a change in the price of another related 

commodity, the case is of relatcd demand or Cross Demand. Cross Elasticity of demand measures 

the respons1veness of demand for a commodity, say tea, when the price of another related 

commodity, say coflec, changes by a small amount. 

In the words of Liebhafsky, The cross clasticity of demand is a measure of the 

responsiveness of purchases of Y to change in the price of X" Speaking out more exactly, Prof. 

Ferguson observes, *The cross clasticity of demand is the proportional change in the quantity of 

X demanded resulting from a given relative change in the price of the relative good Y." 

Measurement of Cross Elasticity of Demand 

Exy 
Writing in symbols 

Exy 

Proportionate change in demand of X 

Proportionate change in the price of Y 

4y 

4x 

A Py 

Py 

A q, = 100 - 70 = 30 kilos. 

APy 
Py 

where p and g have their usual meanings of price and quantity and A is the small change in it. 

= 70 kilos. 

A numerical example will explain the concept of cross clasticity further. Suppose the price 

of coffece rises from Rs.10 per tin of 250 gms to Rs.12 per tin. As a result, consumers' demand 

for tea, an immcdiate substitute, rises from 70 kilos to 100 kilos. Then, the cross clasticity of 

demand of tea for coffce can be calculated as follows: 

= Rs. 10 

= Rs. 12 - Rs. 10 = Rs. 2 

Cross elasticity of demand= Exy = 

Py 
APy Apy 

Aqx 
spy 

Py 30 
x 

Py 

10 
2 70 

4x 

X 

99 

= 2.14 

Classification of Commodities through Cross Elasticity 

Cross clasticity of demand can be uscd to classify goods into thrcc types : 

1, Substitute goods. Examples of substitute goods are tca and coffee. Thc cross 

Clasticity of domand for thcse goods is positive, bccause a rise in the price of teca will raise the 

demand for coffcc. The risc in dcmand for coffce as a result of the risc in thc pricc of tea will 

givc a positivc cocflicicnt of cross clasticity. 
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rclationshtp 

100 
value 
of cross 

elasticity 
in 

such 

cases 
is zero; 

thesc 

are, 

therefore, 

called 

'independent 
on 

3. 

Complementary 

goods. 

Milk 
and 

sugar 
are 

examples 
of 

complementary 
pond 

W
hen 

thc 

pricc 
of milk 

riscs, 
its 

demand 

falls. 

Since 

sugar 
is 

used 

along 

with 

milk, 

demand 
c 

sugar 

will 

also 

fall. 

The 

value 
of cross 

elasticity 
in 

this 

case 

will 
be 

negative 

becausc 
the 
prie 

milk 
and 
the 

dem
and 

for 

sugar 

move 
in

 

opposite 

directions. 

Cross 

Elasticity 
and 

D
ecision 

M
aking 

Many 

large 

lim
ited 

companies 

produce 

several 

related 

products. 

Gillette 

makes 

both 
razor and 

razor 

blades. 

Ford 

sells 

several 

competing 

brands 
of 

automobiles. 

W
hen 

a company's 

products are 

related, 
the 

pricing 
of one 

good 
can 

influence 
the 

demand 
for 

other 

products. 

Gillctte 
wli 

probably 
sell 

more 

razor 

blades 
if 
it lowers 
the 

price 
of its 

razors. 
In 

contrast, 
if the 

pricc 
of 

M
aruti 

Esteem
 

is reduced, 

sales 
of M

aruti 
Zen 

may 

decline. 

Information 

regarding 

cross 

clasticitics 

can 

help 

decision-makers 
in 

assessing 

such 

im
pacts. 

Cross 

elasticities 
are 

also 

uscful 
in 

establishing 

boundaries 

between 

industries. 

Sometimcs 

it is dificult 
to 

dctermine 

which 

products 

should 
be 

included 
in 
an 

industry. 
For 

example, 

shold the 

manufacturing 
of cars 
and 

trucks 
be 

considered 
one 

industry 
or tw

o 
? One 

way 
of answcring 

such 

questions 
is 
to 

specify 

industries 

based 
on 

cross 

elasticities. 

This 

approach 

defines 
an 

industry 
as 

including 

firms 

whose 

products 

exhibit 
a high 

positive 

cross 

elasticity. 

Goods 
and 

services 

with 

negative 
or 

sm
all 

cross-elasticities 
are 

considered 
to belong 
to

 

different 

industrics 

This 

definition 
of industry 

might 

seem
 

to be 
an 

unim
portant 

matter, 

but 

the 

choice 

can 

have im
portant 

im
plications. 

For 

exam
ple, 

the 

outcomes 
of anti-monopoly 

cases 

alleging 

illegal are 

sometimes 

determined 

primarily 
by 

the 

industry 

definition 

uscd 
by 
the 

judges assigned 
to 

the 

case. 

monopolics 1
5

. 

DERIVATION 
OF 

T
H

E
 

PO
IN

T 

ELA
STICITY

 

M
EA

SU
RE 

IN 

TH
E 

GRAPHICAL 
M

ETHOD 

Proof 
of the 

point 

elasticity 

form
ula 

given 
by 

M
arshall 

is sim
plc 

to 

understand. 
We 
use 
the 

following 

figure 
to help 
us 
in 
the 

proof. RT 
is 

the 

straight 

line 

dem
and 

curve 
on 

which 

points 
A

 

and 
C

 

are 

taken 
to 

show
 

a vc 

OP. 
As 
a result 
of 

this 

change 
in 

price 

from
 

OP 
to 
Ol 

00, 

sm
all 

change 
in

 

price 

from
 

OP 
to am

ount 

demanded 

rises 

from
 

O
0 

to 

Proportionate 

change 
in 

Demand 

Proportionate 

change 
in 

Price 

Thus, 

Price-clasticity 
of Demand Change 

in 

Dem
and 

=
 

00, Change 
in 

Price 
=

 

PP 

Absolute 

change 
in 

Dem
and 

Original 
Demand 

Absolute 

change 
in 

Price Original 
Price 

E
p

 

2. 

Independent 

goods. 

Such 

goods 
as 

cggs 
and 

diesel 

engincs 

have 
no 

pricc Thg with 

one 

another. 
If 

cggs 
go 

chcapcr, 
the 

demand 
for 

diesel 

engines 

rem
ains 

unaffcctod 


