
Chapz Theory of demand and Supply

FlowConcept Demand Consuma pointof

Desire ability to Pay Willingness to Spend

At a given price at a point of time

1 Desire
Demand

25Ability The term demand refersto Qtyof good or
3 Willingness service that buyers

are willing and
43 Price able to purchase at

various pace at a
5 Time point of time
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Downward slope
Negative slope

Note when it is price of a Commodity then only

Qty demanded should come

Factors affecting demand Determinants

Priceof a Commodity P QD

most important factor
P QD

2 Income Normal goods Luxury goods
income demand

income demand

Inferiorgoods
income demand

income demand

3.5 of related goods

Complementary substitute goods
goods

car Petrol Pepsi Coke



Ernie demand Price deman

Isce demand Prie deman

inverse relation direct relation

D
D

D
D

o

downward slope Negative Upward slope
slope positive slope

4 Expectation about Future e

Gold

Presentdemand Future Price

5.3 Advertisement
6 Distribution of income
T's Population
8 Credit Facility
9.1 Taste habit and Fashion
103 Govt tax Policy



Demand Schedule

Individual demand schedule

When a single buyer buying different Qtyof
a commodity at a different price at a

point of time

Price 1mand
10 50 Price
20 40
30 30

D
40
350 0 Qty

Market demand schedule

Many buyers buying different Qty of a

Commodity at different pace at a point of
time



Price MA Me'B me'C Market demand Atf
1 50 60 70 180

2 40 50 60 150

3 30 40 50 120

4 20 30 40 90

5 10 20 30 60

Horizontal summation of all individual
demand curve gives market demand
Curve

MA Me'B mac MID

D D
T

P D
s 0

Types of Demand

11 Direct demand All Consumer goods

eg Book pen car Umbrella etc

2.5 Derived demand indirect demand

Produces goods or Factors of Production



Indus g 1 of 20 1 0

eg Land Labour Capital machines

3 Composite demand Multiple uses

eg Electricity Water Wood Milk

4 Competitive demand Substitute goods
eg Coke Pepsi

51 Joint demand Tied demand Complementary
goods

eg Car and Petrol

Law of Demand

Alfred Marshall

Qualitative relation between Price deman

Statement

Other things being Co t Ceterius Paribus

More Qty will be demanded at Lower price
and Less Qty will be demanded at higher

price D

price

Qty



Why demand curve slope downwards
Rationale of the Law of demand

is Law of DMU

2 Various uses of Commodity
3x Income effect The increase in demand

on account of an increase in real income

is known as income effect

4 Substitution effect

Income effect Substitution effect Pff

Lawof substitution effect and income effect
concept is given by Hicks Allen

5 Number of Consumers
When price falls more consumers start

buying



Exceptions to Lawof Demand
Will go against Law of demand

D

price demand

price demand Ei

Qty
Upward sloping exceptional demand

curve

1x Giffengoods Inferior goods
Scottisheconomist Price demand

Goods which exhibit direct p n E demandyrelationship are called Giffen goods

All giffen goods are inferiorgoods
but all inferior goods are not giffen good

eg Bread coarse grains like bajra Low

quality rice and wheat etc



2 Conspicious goods Prestige goods Snobgood

Veblen goods

Veblen effect takes place as some consumers

measures the utility of a commodity by its

price i e if commodity is expensive they
think that it has got more utility

Snob behaviour

when group of Consumers decides to stop
Consumption of a commodity since it has

become very Common in the market

3 Future expectation about price

46 Ignorance effect

51 Consumer Price Illusion



6 Demonstration effect Bandwagon effect

Fnspicuous necessity Copying others

givenby James Duesenberry

7 Impulsive purchase irrational behaviour

81 Demand for Necessaries

Taken 10001
9.1 Speculative goods

600 100Qty

628 100aty

Variation in demand 710 100aty

ContractionEidemand
in demand

a
p
98797

Fall in demand due
to rise.in price

when demand changes to Prie only
other factors will remain constant



O f c e

Alsoknown as change Movement along the
into Qty demand same demand curve

Price Price

Upward slope
P Ppc Contractiona

Pz Cp Downward slope

I 2 Expansion

Change in Demand

V

Increase Decrease
in demand in demand

When demand changes due to other Factors

Price remains Constant

Shift in demand Curve



Price Dr D
P

P
D

D
D2

0 Q2 Q
Qty

Q Q Rightward shift
Outward shift
higher demand curve

Q Q2 Leftward shift
Inward shift
Lower demand Curve

Rightward Shift Leftward Shift

Rise in income in
case of normal goods

Fall in income normal
goods

Rise in price of Fall in price of Substitutesubstitute goods goods

Fall in the price of a Rise in the price of
complement complement



Increase in number of Decrease in number of
buyers buyers

Govt policy Govt policy discouragin

encouraging

Elasticity of Demand

Elasticity of demand Alfred
Marshall

Quantitative Responsiveness
relationship to change inbetween demand due to
price price and other
and demand factors

Elastic Inelastic
demand demand

3kg 15kg

30100 60001 gootFoot



Types of Elasticity of Demand

Is Price elasticity of demand

Ep
change in Qty demand

change in Price

Ep 1
Ep

2 Income elasticity of demand

Ey
change in Qty demand

change in income

Ey QQ Y
ΔY

33 Cross elasticity of demand

change in ty of ptodist A

Change in price of Product B
coke cart



Ec EPs

41 Advertisement elasticity of demand

a
Change in Qty DD

Change in Adv expenditure

Complementary goods have negative cross

elasticity

Substitute goods have positive cross

elasticity

Unrelated goods have zero cross elasticity

Types of Price elasticity of Demand

It Unitary elastic demand e 1

Change in Qty demand is equal to change

in Price uniform elastic



D

P
50 Normal goods

P D

50 Rectangular hyperbo

Q Q Curve

2 Relatively elastic demand High elastic demand

More elastic demand e 1

When change in Qty demand is greater
than change in Price

D

p a Luxurygoods Superior
50 goods

p b

75 Branded goods
O Q Q

Downward sloping
Flatter Curve



3 Relatively inelastic demand Low elastic dema

Less elastic demand eat

when change in Qty demand is Less than

change in Price

D

P a Necessaries or

50 Perishable goods
P b

251 D
downward sloping0 Q Q
Steeper slope

4 Perfectly inelastic demand e 0

When small change in a price of a Commodity

brings about No change in Qty demand
DD

P Life savings drugs
p Salt match box

pz

0 Q



5 Perfectly elastic demand e α

When slight change in a price of a Commod

brings about infinite change in Qty demand

endless change

Unrealistic
P DD concept

Qty

Types of Income elasticity of demand

1x Zero income elasticity ey o

eg Salt newspaper Life savingdrugs
match box

2 Negative income elasticity ey so

eg Inferior goods



3 Unitary income elasticity ey 1

eg Normal goods

4 Income elasticity greater than One eyst
eg Superiorgoods Luxury goods

5 x Income elasticity Less than one ey
eg Necessaries or Perishable goods

Methods for measuring elasticity of deman

11 Ratio or percentage method

same as Prine elasticity of demand

2 Total Jutlay method Alfred M

Expenditure method
Revenue method

TO Price Qty10 20 2001



case Pn QtyTo Elasticity
12 120

1 I
e l unitary elasti

8 120

2 10 120 2 1 Elastic
8 20 160 demand

120 ea
inelastic

3 10 12
8 1 4 112 demand

1 est

fe 1

eat
0

Total outlay



3 Point or Geometric method

Ed
Lower Segment

Upper Segment

When change in the price is very small

tiny negligible

Priie et 3 1 Downward sloping
A

i
Re Straight line

or Pe negative linear

in be demand Curve

m.BE touching both0

output the axis

Ed
19



43 Arc elasticity method
When change in the price is Large greater
substantial

0.13 0 13
d

prie
P

P KE In are method
ignorenegative

Sign
QQ.aty 1

Ed 91 92
Q Q

PFP
P Ps

Q P Old Qty and price

Q2P2 New Qty and price

Factor affecting elasticity of demand

1 Availability of Substitutes
Substitutes elastic

No substitutes inelastic



2.5 Position of Commodity in Consumers budget

Occupys small part of Budget inelastic
eg matchbox

Octupys Large part of our Budget elastic
eg transportation

3 Nature of Commodity
Necessities inelastic

Luxury goods elastic

4.1 Number of uses

Multiple uses elastic

Single use inelastic

5 Time period
short period inelastic

Long period elastic

6.3 Consumer habits

Addicted habits inelastic

No habits elastic



Ts Joint demand

Complementary goods inelastic

Low elasticity

8.3 Price Range

Veryhigh price product and a very Low pnc

product both are inelastic but a medium
prie product is elastic

Consumer Behaviour

Wants
All desire taunts motive need of
humanbeings are called as wants

Wants are unlimited

wants are recurring
Wants are Competitive
wants are Complementary
Wants are changing with time place

person



Classification of wants

is Necessaries Basic human want

2 Comforts AI two Wheeler

3 x Luxuries Lavish birthday Rolex wat

Utility Abstract term

1 Want satisfying power of a Commodity
2 Capacity of a Commodity to satisfy a human

want

Wish to have something is desire

You put efforts to acquire it is called

wants

Features
of Utility

1 Subjective concept

Differs from person to person



2.1 Differs from usefulness
Commodity may give utility but may not

be useful eg Alcohol

3 Relative Concept

Related to place and time

4 Depends on intensity of wants

51 Differs from Satisfaction

6 May not always give you Pleasure

Types of Utility
13 Place utility Transportation

2.3 Time utility Storage Warehouse

3 Form utility Manufacturing process

4 Service utility Professional services



y f

51 Knowledge utility higher knowledge
higher utility

6 Possession utility Transfer of
Ownership

Law of Diminishing Marginal Utility
Mr Gossen's 2ⁿᵈ Law
1ˢᵗ Law Equi margina

utility
Alfred Marshall
POE 1890

Cardinal approach Utils

Statement

Other things being Constant

Additional benefit which a person
derives from increase in a stock of a

thing diminishes with every increase in a



g d ry ce e

stock that he already has

Total utility Utility derived by a
consumer after consuming all units of a

Commodity

TV Σ MU

Marginal utility Utility derived by a

Consumer after consuming one additional

unit of a commodity

Mun Tun Tun 1

OR

MU F
8 mu

Mangoy
Noof units TU MU
1 10 10 Highestsatisfach

82 18

3 22 4
4 22 Ot Full satisfaction

5 20 2 Disutility



Shape of TV Inverted U

MU curve is also known as Demand
curve

TUI

i
11114

MU
Assumptions

Homogenity

2.6 Single use

3 Rationality
4.5 Continuity
5 3 Reasonability



Consumer Surplus

Mul market price
CS Pricereadyto Priceactually

Basedon Pay paid
Law of
DMU

Consumer Extra utility
Cardinal
approach Surplus

Monopolymarke
Alfred
Marshall useful for tax

Highest policy
in case

of Necessaries

MU Market price
Noofunits Ready to Priceactually Consumer Surplus

Pay paid
1 30 20 10

2 28 20 8

3 26 20 6 MILP
4 24 20 4
5 22 20 y 2
6 20 20 0 MU P

7 18 20 2 MULP



MU money

Price p Consumer
surplus

MP __It.ee ffjP Plove

0 4 units

indifference Curve analysis

Hicksand OJdinal Norimalgoods

Allen approach
imperfect

ScaleofPreference substitutes

Statement
Various Combinations of two goods that will give
same Level of satisfaction



ice cream chocolate
Combinations Product Product MRS XY

1 12A

B 2 6 6

C 3 4 2

D 4 3 I

Assumptions

Only two goods

MRS is diminishing

produity A Slope of indifferencecurve
B

MUK

1g
Muy

0 product
Downward slopingPoints on the Curve
Convex

Locus

Normalgoods



Indifference Map
A set or a Family of indifference curve

gives indifference Map

Eifel
3

Product

The curve which is far from the Origin
higher satisfaction

The Curve which is near to the origin
Lower satisfaction

Indifference Map is based on Consumer's

taste and Preferance

MRS MRS MRS constant

iconvex f scorque s straight line0



Properties of indifference Curve

17 IC is downward sloping and Convex

2 Higher IC gives higher Satisfaction

112

3 Two IC should never intersect each other



4 IC should not touch the axis

product

Exception to IC

is Perfect substitutes MRS is Constant

producty

IC

Product

2 Perfect Complements MRS is Zero

proquet

IC



Product

Budget Line Price Line

VariousCombinations of two goods which a

Consumer can buy with his Money income

producty

A 5 Slopeof Budge
Line

k
R Px

Py
B product

Downward sloping constant budget line

touching both the axis

Consumer Equilibrium

It is a point where satisfaction is equal to budget
The Consumer is said to be in equilibrium
when he maximizes his satisfaction

IC is target to budget line at point e



MRS May yA

producty Rop

s
s

O K

Point E is the point of Equilibrium as it

Lies on Budget Line and also on highestpossibl

indifferente Curve

Folitept Supply Produce P rit of

Price
Relative Concept

Sypply time

Stock
Price QtySupply

Output
Price Qty Supply

Production



Direct relation between Price and Qty Supply

price s
upwardslope

positive slope

S

O Qty

Definition

Supply is defined as a Qty of a Commodity which

is offered for sale in the market at a given

price at a point of time

Producer plan's to sell at a given price at a

point of time

Producer is able and willing to offer

at given price at a point of time



Factors Determinants of Supply

i Price of a Commodity
Shirt T Shir

2 x Price of related goods 500 400

550 600

3 Cost of Production

4.3 Technology

53 Govt policy Tax Subsidy 57
subsidy S t

6x Time
short period Less Supply

Long period More supply

7 Number of Firms

Monopoly Less Supply

Competition high supply

8 Natural Factors



Law of Supply
Alfred marshall POE 1890

Direct relationship between Price QtySupply

Statement

Other things being Constant

More Qty will be supplied at higher price
and Less Qty will be supplied at Lower

price

Prine Qty Ss
10 60 price

s

20 70

30 80

40 90 s

50 100
Qty



Change in Supply

Increase in Decrease in
Supply Supply

then supply changes due to other Factors

Price will be Constant

Shift in Supply Curve

price
s

P

53 5 5

O Q Q Q Qty

Rightwardshift Outward shift higher supply Curu

Leftwardshift inward Shift Lower SupplyCur



Variation in Supply

Expansion Contraction
in Supply in Supply

MoreQty is supplied Le'sQty is Supplied

at high price at Lower price

Twhen
Supply changes due to Priie only
other factor are kept constant

Change in QtySupplied Movement along the same
Supply curve

price s
upwardslope

p
P b

extransion
P c a

P2
downwardslo

s conttraction

0 Q2 Q Q1
Qty



Elasticityof Supply
Responsiveness to change in Supply due to Price

Elastic Inelastic

Supply Supply

Priceelasticity change in Qty Supply

of Supply change in Prine

Types of Price elasticityof Supply

is Unitary elastic Supply e 1

change in Qty Supply is equal to change
in Price

e
price

Qty



2 Relatively elastic supply High elastic Supply
More elastic supply C I

change in Qty Supply is greater than

than Change in Price

prie s

s

Q1

3.1 Relatively inelastic Supply Low elastic supply
Less elastic Supply eat

priie
5 change in Qty supply

is Less than
to change in Price

S

o Qty

Perfectly inelastic Supply C 0

When slight change in the Price of the Commodity
brings no change in Qty Supply



5
Price

P Land

p Perishablegoods

P2 Rare articles

Q Qty

5.1 Perfectly elastic Supply e α

When slight change in the price of the Commodity

brings about infinite change in Qty Supply

pnie

p s Unrealistic

Concept

0 Qty



Equilibrium Price

It is that price where Qtydemand Qty
supply

Equilibrium parte is also known as

Market Clearing Price

In equilibrium price there is no shortage
no surplus

Price Qty DD Qty SS Effect on Price
5 100 500 Price

falls
4 200 400

3 300 300 Equal
2 400 200
1 500 100 Price Rises

Price

3 on neither surplus nor shortage

455 5
shortage

too100 300 400580 Qty



T

17 When DD supplyConstant QtyDD Price

2 5 When DD Supply Constant QtyDD Paine

3.5 When 55 demand Constant Qty 55 Price

43 When SS demand constant Qty Sst Price

5 When DD SS but proportion is not given

QtyDD and 55 both Prie may either rise

fall or remain
constant


