


LAW OF DEMAND

 Law of Demand states that if price of a commodity 
increases quantity demanded will falls and if the price 
of a commodity decreases quantity demanded will 
increase.

 Law of demand indicates only direction of change in 
quantity demanded in response to change in price but 
Elasticity of Demand states how much and as to what 
extent the quantity demanded will change in response 
to change in price. 



 ELASTICITY OF DEMAND

 Elasticity of Demand is defined as percentage change in 
quantity demanded divided by percentage change in price.

 Marshall

 Three types of Elasticity of Demand

 1. Income Elasticity of demand

 2. Cross Elasticity of demand

 3. Price Elasticity of demand



Price elasticity of demand
 Price Elasticity of Demand measures the responsiveness 

of quantity demanded of a good due to change in its 
price

Percentage change in quantity demanded

Ed =___________________________________

Percentage change in price



Degrees of ELASTICITY OF DEMAND
 1. Perfectly Elastic -: It is a situation where the slightest 

rise in price cause the quantity demanded of a 
commodity to fall to zero. 
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 2. Perfectly inelastic -: It is a situation where there is 
no change in quantity demanded when price changes.
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 Unitary elastic demand -: It is a situation where 
percentage change in price is same as change in 
quantity demanded.



Elasticity
Price

Quantity Demanded (000s)

D

If the firm decides to 
decrease price to (say) £3, 
the degree of price 
elasticity of the demand 
curve would determine the 
extent of the increase in 
demand and the change 
therefore in total revenue.£5

100

£3

140

Total Revenue



 Greater than unitary elastic demand -: It is a situation 
where percentage change in quantity demanded is 
greater than percentage change in price.



Elasticity
Price (£)

Quantity Demanded

D

10

5 20

Producer decides to reduce price to increase sales

7

% Δ in Price =  - 30%

% Δ in Demand = + 300%

Ped = - 10 (Elastic)

Total Revenue rises



 Less than unitary elastic demand -: It is a situation 
where percentage change in quantity demanded is less 
than price.



Price (£)

Quantity Demanded

10

D

5

5

6

% Δ Price = -50%

% Δ Quantity Demanded = +20%

Ped = -0.4 (Inelastic)

Total Revenue would fall

Producer decides to lower price to attract sales

Not a good move!



Elasticity Along a Demand Curve
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Elasticity declines along 
demand curve as we move 

toward the quantity axis
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Ed = 0

Ed < 1

Ed > 1

Ed = ∞



DETERMINANTS OF ELASTICITY OF DEMAND
 1. Availability of substitutes

 2. Proportion of income spent

 3. Different uses of commodities

 4. Habits of consumer

 5. Nature of commodities

 6. Postponement of use

 7. Joint demand



IMPORTANCE OF PRICE ELASTICITY OF 
DEMAND
 1. To a monopolist

 2. To the finance minister

 3. Useful in international trade 

 4. useful in factor pricing

 5. Explanation of paradox of poverty of farmers



Measurement of Elasticity of 
Demand
There are five methods of measuring price elasticity of 

demand

1.Total Expenditure Method

2. Proportionate Method

3. Point Elasticity method

4. Arc Elasticity Method

5. Revenue Method



Total Expenditure Method
In order to measure the 

elasticity of demand it is 
essential to know how much 
and in what direction total 
expenditure has incurred

Elasticity 
of 
demand

Price Total 
Expenditure

Greater 
than 
Unity

Rise

Fall

Down

Up

Unity Rise

Fall

Unchanged

Unchanged

Less than 
Unity

Rise

Fall

Up

Down





Proportionate Method

As per this method Elasticity of Demand is equal to
Proportionate change in demand for good-X

Ed =  (-)  _____________________________________
Proportionate change in price of good-X

Change in quantity demanded
___-------------------------------_

Initial demand
Ed =(-)__--------------------------------------------------

change in price
--------------------________________
Initial Price



Point Method

Elasticity of demand computed on a single point on a 
demand curve for an infinitely small changes in price 
is called point elasticity of demand.

Two types of demand curve

1. Linear demand curve : This is a straight line demand 
curve.

Lower Segment

Eod =------------------------

Upper Segment



Non linear demand curve : In this case the demand 
curve is non-linear , a tangent is drawn so as to touch a 
point on the demand curve . 

lower segment

Eod =------------------------------------

Upper segment





Arc Elasticity

The formula of proportionate method to measure the 
elasticity of demand at a given point on the demand 
curve is relevant if there is infinitely small changes in 
demand and price , but if the changes are considerable 
then this formula will be of little use.



Arc Elasticity

D

P

Q

What is the price elasticity of 

demand between A and B?

$20

10

$26

14

Midpoint
B

A

ED = 
%ΔQ

%ΔP 

Q2–Q1

½(Q2+Q1)

P2–P1

½(P2+P1)

= 

C

12

$23

= 

10–14

½(10+14)

26–20

½(26+20)

-.33

.26
= 1.27= 

7-26



Revenue method
Total revenue : sale proceeds that a firm obtains by 

selling its products is called its total revenue.

Average Revenue : when this total revenue is divided by 
number of units sold we get the average revenue per 
unit.

Marginal Revenue : Addition made to the total revenue 
by selling one more unit of the commodity is called 
marginal revenue.

A

E=-------------

A-M



Elasticity
 Income Elasticity of Demand:

 The responsiveness of demand to changes in incomes

 Normal Good – demand rises as income rises and vice 
versa

 Inferior Good – demand falls as income rises and vice 
versa



Elasticity
 Income Elasticity of Demand:

 A positive sign denotes a normal good

 A negative sign denotes an inferior good



Elasticity
 If demand is price 

elastic:

 Increasing price would 
reduce TR (%Δ Qd > % 
Δ P)

 Reducing price would 
increase TR 

(%Δ Qd > % Δ P)

 If demand is price 
inelastic:

 Increasing price would 
increase TR 

(%Δ Qd < % Δ P)

 Reducing price would 
reduce TR (%Δ Qd < % 
Δ P)



Elasticity
 Cross Elasticity:

 The responsiveness of demand of one good to 
changes in the price of a related good – either a 
substitute or a complement

Xed = 

% Δ Qd of good t_________________

% Δ Price of good y



Elasticity
 Goods which are complements:

 Cross Elasticity will have negative sign (inverse 
relationship between the two)

 Goods which are substitutes:

 Cross Elasticity will have a positive sign (positive 
relationship between the two)



Elasticity
 Price Elasticity of Supply:

 The responsiveness of supply to changes in price

 If Peos is inelastic - it will be difficult for suppliers 
to react swiftly to changes in price

 If Peos is elastic – supply can react quickly to 
changes in price

Pes = 

% Δ Quantity Supplied
____________________

% Δ Price 



Determinants of Elasticity
 Time period – the longer the time under consideration the 

more elastic a good is likely to be

 Number and closeness of substitutes – the greater the 
number of substitutes the more elastic

 The proportion of income taken up by the product –
the smaller the proportion the more inelastic

 Luxury or Necessity - for example, addictive drugs



Importance of Elasticity
 Relationship between changes in price and total 

revenue

 Importance in determining what goods to tax (tax 
revenue)

 Importance in analysing time lags in production

 Influences the behaviour of a firm

 Effect of employment

 International Trade

 Paradoxes of poverty

 Price discrimination


