DEMAND

Demand in economics means desire to buy backed by adequate purchasing power.  Mere desire or wish cannot buy goods.


The demand for goods, therefore, denotes that someone is able and willing to buy the goods.  For example, everyone desires to possess Opel Corsa car but only a few have the ability to buy it.  So everybody cannot be said to have a demand for the car.

Law of Demand


The relation of price to sales in economics is known as the ‘Law of Demand.’  The Law of Demand states that “higher the price, lower the demand, and vice-versa, other things remaining the same.”

Demand Schedule, Demand Curve and Demand Function


In elementary economics, the relationship of price to sales or demand, or alternatively, the Price-Quantity Relation, as irt is often called, is shown arithmetically in the form.  This table is known as ‘Demand Schedule’.

	Price
	Quantity Demanded

	25

20

15

10

5
	100 units

125 units

150 units

175 units

200 units


The Law of Demand or the ‘Price – Quantity Relationship’ is also portrayed graphically in the form of a chart which is called the ‘Demand Curve’.

The curve slopes downward from left to right indicating that when price rises, less is demanded and when price falls, more is demanded.  This kind of a slope is also called as ‘negative slope’.

The demand curve concentrates exclusively on price – quantity relationship.  The relationships between quantity demanded and other variables are not shown by the ‘demand curve’.  A demand curve can be made to tell:

a. At a particular price, what is the maximum a consumer will purchase?

b. For a particular quantity, what shall be the maximum price.

Characteristics of the Law of Demand

1. Inverse Relationship


The relationship between price and quantity demanded is inverse.  That is, if the price rises demand falls, and if price falls, the demand goes up.

2. Price – an independent variable, and demand – a dependent variable


Under the Law of Demand, it is the effect of price on demand which is examined, and not the effect of demand on price.  When demand rises, the prices would rise, and when demand falls, the price would fall.  But the law of demand does not concern with this kind of behaviour or phenomenon.  In other words, in the Law of Demand price is regarded as an independent variable an demand a dependent variable.

3. Other things remain the same


The Law of Demand assumes that other things remain the same.  In other words, there should be no change in other factors influencing demand except price.  If, however, any one or more of the other factors, say, income, substitute’s price, consumer’s tastes and preferences, advertising outlays, etc., vary, the demand may rise, inspite of a rise in price, or alternatively, the demand may fall inspite of a fall in price.

4. Reasons underlying the Law of Demand


The inverse relation between price and demand as stated by the Law of Demand can be explained in terms of two reasons viz., (a) Income Effect and (b) Substitution Effect.

(a) Income Effect: The fall in the price of a commodity leads to and, therefore, is equivalent to an increase in the income of the consumer because now he has to spend less for purchasing the same quantity as before.  A part of the money so gained can be used for purchasing some more units of the commodity.

(b) Substitution Effect: When the price of the commodity falls, the consumer tends to substitute that commodity for other commodities which have not become relatively dear.  If the price of coffee falls, it will be used by some people in place of tea to some extent.  Conversely, when the price of a commodity rises, other commodities will be used in its place, atleast to some extent.

Exceptions to the Law of Demand


There are cases that when prices of such goods rise, their appeal increases and they are purchased in large quantities.  In the speculative market, a rise in prices is frequently followed by larger purchases and a fall in prices by smaller purchases.  When share price rise, people expect further rise and rush to buy.  When prices fall, they wait for further fall and stop buying.

Demand Determinants

1. Price of a Commodity


This is the basic factor determining demand.  There is a definite relationship between the quantity demanded and the price of the product.

2. Consumers Income


The income of the consumer is another important variable which influences demand.  The ability to buy a commodity depends upon the income of the consumer.  The higher the income, larger is the quantity of a product that the consumer will buy.  For example, a rich man can afford to buy more because his purchasing power is high.  When the income of consumers increases, they buy more at a given price or at a higher price.  When the income falls, the consumers are forced to buy less.

3. Tastes and Preferences of Consumers


The demand for a commodity depends upon tastes and preferences of consumers.  These depend upon the cultural and social standard of consumers.  If the consumers develop taste for a commodity, they buy whatever may be the price.  The particular lifestyle influences the consumer to buy luxury goods and quality products.  For example, a few years back, the demand for soft drinks was very low.  But now the demand for the soft drinks has increased very significantly, which is due to change in taste.

4. Prices of Related Goods


The demand for a product is also affected by the prices of substitutes and complements.  Generally, commodities have alternatives and also they are used by complements.  For example, coffee and tea are substitutes.  When coffee becomes cheaper, the consumers substitute coffee for tea.  Likewise, when the price of car falls, the demand for them would increase which in turn will increase the demand for petrol.

5. Ads and Sales Campaign


In these days of modern civilization, the ads and sales campaign in newspapers and TVs influence the demand for products very significantly.  They can change the demand pattern of the upper class people.

Example: Sachin – TVS Victor, Sachin & Sehwag – Boost etc.
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Price Elasticity of Demand


The law of demand tells us that as the price of a commodity falls, the quantity demanded increases, and vice-versa.  But it does not state by how much the quantity demanded increases as a result of certain fall in the price or by how much the quantity demanded decreases as a result of a rise in price.  In other words, the law of demand tells us only the direction of change, but not the rate at which the change takes place.  To know about the latter, we should know the price elasticity of demand, or elasticity of demand, as it is customarily known.  Elasticity of demand should, therefore, be clearly distinguished from the law of demand although it is based upon the law of demand itself.


Elasticity of demand can be defined as “the degree of responsiveness of quantity demanded to a change in price.”  It thus represents the rate of change in the quantity demanded due to a change in price.

The price elasticity of demand may be measured by the following formula:
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Where, Q1stands for quantity demanded before price change


Q2 stands for quantity demanded after price change


P1 stands for price before price change


P2 stands for price after price change

Illustration:

If Q1 = 2,000; Q2 = 21,500;

    P1 = 10; P2 = 9, THEN
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= - 2.5


The price elasticity is negative emphasizing the inverse relationship between price and demand.  In practice, however, the minus sign is omitted from the final result as the inverse relationship is implied.

Interpretation: A one percent reduction in price will result in a 2.5 percent increase in the quantity demanded.

Types of Price Elasticity

Perfectly Elastic Demand: Where no reduction in price is needed to cause an increase in demand.  If this be the case, a firm can sell the quantity it wants at the prevailing price but none at all even at a slightly higher price.  Here the slope of the demand curve is horizontal.

Perfectly Inelastic Demand: Where a change in price, howsoever large, causes no change in quantity demanded.  Here the shape of the curve is vertical.

Demand with unity elasticity: Where a given proportionate change in price causes an equal proportionate change in the quantity demanded.  Here the shape of the demand curve is that of a rectangular hyperbola.

Relatively Elastic Demand: Where a reduction in price leads to more than proportionate change in demand.  Here the shape of the demand curve is flat.

Relatively inelastic Demand: Where a decline in price leads to less than proportionate increase in demand.  Here the shape of the demand curve is steep.

Factors Determining Price Elasticity of Demand


The elasticity of demand depends on the following factors:

1. Nature of the commodity: The demand for necessities is generally inelastic because the consumption of a necessary article (e.g., salt or wheat) does not change much with a change in price.  The demand for luxuries e.g., a silk saree changes much due to a price change and is, therefore, elastic.

2. Extent of Use: A commodity having a variety of uses has a comparatively elastic demand.  For example, steel can be used for many purposes.  A slight fall in its price will bring forth demand from many quarters and hence demand is elastic.  On the other hand, a commodity having a limited use will have a comparatively inelastic demand.

3. Range of substitutes: A commodity having a number of substitutes has relatively elastic demand because if its price rises, its consumption can be curtailed in favour of the substitutes.  For example, if Flight fares increases, people use trains.  A commodity without substitutes or with weak substitutes has inelastic demand.

4. Income level: People with high incomes are less affected by price changes than people with low incomes.  A rich man will not curtail consumption of fruits and/or milk even if their price rises significantly and will continue to purchase the same quantity as before.  But a poor man cannot do so.  Hence the demand for fruits or milk is inelastic for the rich but elastic for the poor.

5. Proportion of Income spent on the commodity: Where an individual spends only a small part of his income on the commodity, the price change does not materially affect his demand for the commodity e.g., match box, salt etc and the demand is inelastic.

Income Elasticity of Demand


As a result of economic development, the per capita income of the people is increasing every year.  In the developed countries, the rate o growth is between 5 and 8 percent per annum.  In the underdeveloped countries, it is around 4 percent per annum.  Consequently, the demand for goods and services is also rising.  If the income of the rich people rises, the demand for luxury goods increases.  In the case of common people, the demand for comforts rises.  This will result in investment of capital on new industries.  This will further result in increase in employment, income and so on.  Thus, the demand for goods and services is positively influenced by the level of income, employment and production.


The knowledge of income elasticity of demand is very much useful in forecasting the influence of possible future changes in economic activity on demand.

What is Income – Elasticity of Demand?


The income elasticity of demand shows the degree of responsiveness of quantity demanded of a good to a change in the income of the consumers.  To put it more precisely, the income elasticity of demand is defined as the ratio of proportionate change in the purchase of goods to the proportionate change in income.
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Where, Q1stands for quantity demanded before change in income


Q2 stands for quantity demanded after change in income


Y1 stands for income before change


Y2 stands for income after change

Illustration: Suppose a consumer’s income is Rs.5,000 and he purchases ten kilos of wheat.  If his income goes up to Rs.5,500, he is prepared to buy 12 kilos of wheat.
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Thus, demand for wheat is quite income elastic.
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Types of Income Elasticity

1. Zero Income Elasticity: Here, a change in income will have no effect on the quantities demanded.  For example, Salt

2. Negative Income Elasticity: An increase in income may lead to a reduction in the quantities demanded.  Such goods are called inferior goods.  For example an increase in income might lead one to shift his demand from biris to cigarettes.

3. Positive Income Elasticity: An increase in income may lead to an increase in the quantities demanded.  For most goods, the income elasticity of demand is positive.  It means, when income rises, demand also rises.  Such goods are known as superior goods.

Income Sensitivity of Demand


Modern economists have propounded a concept called income sensitivity of demand.  This is almost similar to income elasticity of demand.  The difference between these two concepts, is only slight.  The income elasticity of demand is concerned with changes in physical units purchased as a result of changes in income while income sensitivity of demand deals with changes in rupee expenditure due to change in income.  The various types of income elasticities are : 

Negative income elasticity

Zero income elasticity

Income elasticity is less than one

Income elasticity is equal to one

Income elasticity is greater than one
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Cross Elasticity of Demand


Generally, most of the commodities have either substitutes or compliments.  The demand for a commodity is not only the function of its price but also other things such as income of an individual and price of the related goods such as substitutes and compliments.  The concept of elasticity of demand can be extended to a situation where two commodities are related to each other.  This concept of elasticity is called cross elasticity or elasticity of substitution.


Cross elasticity of demand is defined as the ratio of the percentage change in demand for one good to the percentage change in the price of other goods.  This tells us how the demand for a good, say coffee depends upon the price of a substitute tea.   It may be complement also.  The quantity of bread depends upon the price of butter or jam, because these goods are complements.

                           Proportionate change in demand for commodity X

 
=   

                           Proportionate change in demand for commodity Y

Advertising Elasticity of Demand


The expansion of demand by means of advertisement and other promotional efforts may be measured by advertising elasticity of demand, also called promotional elasticity.  The promotional elasticity measures the responsiveness of demand to changes in advertising or other promotional expenses.  The formula for its measurement is as given below:

                                       Proportionate change in sales
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Where, Q and A stand for Sales and Advertisement Outlays respectively.
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Demand Forecasting


Forecasting is a prediction about a future event which is most likely to happen under given conditions.  Demand forecasting means estimate of expected future demand conditions.  Forecasting deals with the likely shape of future events.   It is scientific guesswork.  Forecasting is useful for managerial decision making.  It helps to assess the probable demand for goods and services in different periods of time.  A good forecast reduces the scope of uncertainty to the barest minimum.


Demand forecasts may be attempted not only for the total market but also for market segments, like domestic demand and foreign (export) demand.  Similarly, attempts are made to forecast both the firm demand and industry demand.  For example, the Planning Commission or the Car Manufacturing Association might engage itself in forecasting separately the demand for Maruti Cars, Ambassador Cars, Fiat cars etc in the country as a whole.


Yet another classification of demand forecasts is between passive and active forecasts.  The former refers to the estimation of future demand if things continue the way they have been in the past (status quo).  In contrast, the latter kind of forecasts take into account the likely changes in the relevant variables in future in estimating the future demand.  For example, if Tata Motors is contemplating an improvement in the quality of its car and at the same time it is committed to go in for a vigorous advertising campaign for its product, then while passive forecasts would ignore the impact of these changes on demand, the active forecasts would pay due recognition to those factors while estimating the future demand for Tata Motors cars.  Thus, it is clear that it is the active forecasts which are meaningful, though passive ones may be obtained to assess the impact of new policies on the market.

Types of Forecasting

1. Short Term Forecasting: covers a period up to one year.  It relates to policies regarding sales, purchases, pricing and finances.  In most of the firms, the information regarding the immediate future is necessary for formulating a suitable production policy.  This helps in avoiding both over production and under production.  Short term is necessary to determine a suitable pricing policy.  It helps the management to reduce cost of production, and controlling inventory.  It helps in setting up sales targets and establishing controls and incentives.  The sales target must be set at a reasonable level.  It should not be too high or too low.  Demand forecasting helps in short-term financial forecasting.  It can be set up as a programme of cash requirements at different levels of sales.

2. Long Term Forecasting: refers to a period beyond one year.  The purposes of long-term forecasting are:

i. Planning of a new unit or expansion of the existing unit.  It requires an analysis of long-term demand potential for the products in question.  A multi-product firm must know not only the total demand situation, but also the demand for different items.

ii. Planning long-term financial requirements is necessary for the firm to make necessary arrangements to secure fresh capital for investments like issuing of new shares at premium, raising debentures, deposits etc.
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Methods of Demand Forecasting

It should be noted that there is no easy method or simple formula for predicting the future demand.  But demand forecasting is essential and hence some techniques have been tried in estimating the future demand.  There are various techniques in forecasting demand, but too much emphasis on each technique is not desirable.  Broadly, demand forecasting methods are classified into (1) Survey Methods and (2) Statistical Methods

(1) Survey Methods: involve conducting survey with consumers or seeking opinion from company’s sales professionals or from experts.

1.1 Survey of Buyers’ Intentions: is the least sophisticated method and the most direct method of estimating sales in the near future.  In this method, customers are directly contacted in order to find out their intentions to buy commodities in the near future.  This method is known as opinion survey method.

1.2 Survey of Opinion of Sales Professionals and Experts: There are lot of sales professionals working in the field knowing market pulse.  There are also experts in the form of management consultants and economists in the field who can predict the future demand.  So opinion can brought from sales professionals and experts.

(2) Statistical Methods: Demand forecasting also uses statistical methods.  In this method, some statistical and mathematical techniques are used to predict the future demand.  This method is useful for long run forecasating.

2.1 Trend Projection Method: This method is based on analysis of past sales patterns.  A firm which has been in existence for quite a long time will have accumulated considerable data regarding sales for a number of years.  Such data is arranged chronologically with regular intervals of time.  This type of data is called Time Series.  On the basis of the data, a graph can be drawn and this is called as a sales curve.  The sales curve shows fluctuations and turning points in demand.  

If the turning points are few and their interval is widely spread over, firm forecasting becomes possible.  Frequency of turning point indicates uncertain demand conditions.  If the turning points are few and spaced at long intervals accurate forecast is possible.

Time series refer to the data over a period of time, during which time fluctuation may occur.  Therefore, the time series has four types of components

· Secular Trend: refers to the general tendency of the data and it is known as long period of secular trend.  This can be upward or downward, depending upon the behaviour.

· Seasonal Variations: refer to changes which occur during a climatic season or festival season.  Normally, these changes which are repetitive in character are related to a 12 month period.

· Cyclical Variations: refer to the changes arising out of booms and depressions.

· Random Variations: refer to changes which occur unnoticed like floods, earthquake, etc.  These canot be predicted.

	Year
	Sales in Rs. Crores

	1996

1997

1998

1999

2000

2001

2002

2003
	45

52

48

53

49

54

50

60


2.2 Other Methods: Regression Analysis, Moving Averages etc.
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