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1.1 LEARNING OBJECTIVES
After going through this unit, you will be able to:

•
•
•
•
•

describe managerial economics
explain the nature and scope of managerial economics
discuss the basic principles in economics
learn the economic laws and principles
learn about a managerial economist and his role and responsibilities.

1.2 INTRODUCTION
In this unit we will discuss about managerial Economics. In
management studies, the term “Business economics”and “Managerial
Economics” are often used synonymously. Both these terms involve
“economics” as a basic discipline.
Economics is the study of how society manages its scarce
resources. It is a study of how people make decisions, how much they
work , what they buy , how much they save and how they invest their savings
and so on. It is thus a study of want satisfying activities of men. Economics
1

as a social science, studies human behaviour as a relationship between
numerous wants and scare means having alternative uses.
Economics has a great application in Management. The Manager
of a business firm should have sound knowledge of Economics. The
knowledge of economics helps the manager to take business decision
efficiently resorting how to allocate the scarce resources, how to determine
the price, how to plan the future project etc.
Thus, managerial economics is mainly concerned with the art of
making rational choices to yeild maximum return out of minimum resources
and efforts, by making the best selection among alternative courses of
action.

1.3 INTRODUCTION TO MANAGERIAL ECONOMICS
Business or managerial economics can be seen as applied
microeconomics. It is mostly application of micro-economics and some
part of macro economics. The manager of a business enterprise has to
make a lot of decisions. While making a business decision, he has to ensure
the best use of the scarce resources.
The goal of a manager is either maximization of production with the
available resources or minimization of cost for a given level of output. A
study of the business or managerial economics helps managers in decisionmaking process. Since the resources of firms are scarce, they have to be
used wisely. A greater degree of efficiency in their use will enable them to
make either maximum profits or reasonably satisfactory profits. Now, the
manager of a firm has a number of alternatives. Business or managerial
economics helps in analyzing alternatives and the selecting the one which
would achieve the optimal result. The following are some of the definitions
of managerial or business economics.
E Mansfield defines managerial economics as‘Managerial economics is concerned with the application of economic
concepts and economic analysis to the problem of formulating material
managerial decisions’.
Spencer and Siegelman defines Managerial economics as 2

‘The integration of economic theory with business practice for the
purpose of facilitating decision making and forward planning by
management’.
Prof. Evans J. Douglas defines managerial economics in these
words:
‘Managerial economics is concerned with the application of economic
principles and methodologies to the decision making process within the
firm or organization under condition of uncertainty. It seeks to establish
rules and principles to facilitate the attainment of the desired economic
goals of the management. These economic goals relating to costs, revenues
and profits are important within both the business and non-business
institutions’.

1.4 NATURE OF MANAGERIAL ECONOMICS
Nature of Managerial Economics:
A close interrelationship between management and economics has led to
the emergence of managerial economics. Economics is concerned with
the problem of allocation of scarce resources among competing ends by
individuals, households, firms, etc. and has a number of analytical tools to
understand and analyse such problems. Managerial economics applies
economics to problems of choise of alternatives and allocation of scarce
resources by firms.
Managerial Economics has both descriptive and prescriptive roles.
It not only explains how various economic forces affect the working of a
firm but also predicts the consequences of the decisions made by it. This
is its descriptive ( or positive) role. Managerial Economics also prescribes
rules for the firms or their managers so that they can achieve their objectives
effectively. This is its prescriptive role.
Scope of Managerial Economics:
As regards the scope of business economics, no uniformity of views exists
among various authors. However, the following aspects are said to generally
fall under managerial economics.
3

1.

Demand Analysis and Forecasting

2.

Cost and production Analysis.

3.

Pricing Decisions, policies and practices.

4.

Profit Management.

5.

Capital Management.

The scope of managerial economics are discussed as follows:
1. Demand analysis and forecasting: The foremost aspect regarding
scope is demand analysis and forecasting. A business firm is an economic
unit which transforms productive resources into saleable goods. Since all
output is meant to be sold, accurate estimates of demand help a firm in
minimising its costs of production and storage. A firm must decide its total
output before preparing its production schedule and deciding on the
resources to be employed. Demand forecasts serves as a guide to the
management for maintaining its market share in competition with its rivals,
thereby securing its profit.
2. Cost and production analysis: A firm’s profitability depends much on
its costs of production. A wise manager would prepare cost estimates of a
range of output, identify the factors causing variations in costs and choose
the cost-minimising output level, taking also into consideration the degree
of uncertainty in production and cost calculations. Production processes
are under the charge of engineers but the business manager works to carry
out the production function analysis in order to avoid wastages of materials
and time. Sound pricing policies depend much on cost control. The main
topics discussed under cost and production analysis are: Cost concepts,
cost-output relationships, Economies and Diseconomies of scale and cost
control.
3. Pricing decisions, policies and practices: Another task before a
manager is the pricing of a product. Since a firm’s income and profit depend
mainly on the price decision, the pricing policies and all such decisions are
to be taken after careful analysis of the nature of the market in which the
firm operates. The important issues studied in this topic are Market Structure
Analysis, Pricing Practices and Price Forecasting.
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4. Profit management: Each and every business firms are tended for
earning profit; it is profit which provides the chief measure of success of a
firm in the long period. Profits are the reward for uncertainity bearing and
risk taking. A successful business manager is one who can form more or
less correct estimates of costs and revenues at different levels of output.
The more successful a manager is in reducing uncertainty, the higher are
the profits earned by him. It is therefore, profit-planning and profit
measurement constitutes the most challenging area of business
economics.
5. Capital management: Still another most challenging problem for a
modern business manager is of planning capital investment. Investments
are made in the plant and machinery and buildings which are very high.
Therefore, capital management requires top-level decisions. It means capital
management i.e., planning and control of capital expenditure. It deals with
Cost of capital, Rate of Return and Selection of projects.
6. Inventory management: A firm should always keep an ideal quantity of
stock. If the stock is too much, the capital is unnecessarily locked up in
inventories At the same time
if the level of inventory is low, production will be interrupted due to nonavailability of materials. Hence, a firm always prefers to have an optimum
quantity of stock. Therefore, business economics will use some methods
such as ABC analysis, inventory models with a view to minimizing the
inventory cost.
7. Environmental issues: There are certain issues of macroeconomics
which also form a part of business economics. These issues relate to
general business, social and political environment in which a business
enterprise operates.
8. Business cycles: Business cycles affect business decisions. They refer
to regular fluctuations in economic activities in the country. The different
phases of business cycle are depression, recovery, prosperity, boom and
recession. Thus, managerial economics comprises both micro and macroeconomic theories.

5

The subject matter of managerial economics consists of all those economic
concepts, theories and tools of analysis which can be used to analyze the
business environment and to find out solution to practical business problems

1.5 IMPORTANCE OF THE STUDY OF MANAGERIAL
ECONOMICS
As mentionnned earlier, managerial economics is the application of
economic theories to solving business problems. In fact managerial
economics is a combination of economic theory and business management.
Managerial economics deals with those aspects of traditional economics
which are used in decision making in real life. These are adopted or modified
to enable the manager to take correct decision. Thus , managerial
economics helps in taking business decisions’ like what products and
services should be used, what production techniques should be used, how
much output should be produced and at what prices, what should be the
locations of new plants, how the available capital be allotted and so on.
A managerial economist is not only involved in decision making but
also in planning for the future. Management and decision making are
inseparable. Decision making involves plannig, organising, staffing, directing
and controlling. It thus involves the process where an executive, by taking
into consideration several alternative choices, ultimately comes to a best
possible conclusion. Decision making is a continious activity which arises
due to unforseen contingencies. The survival and growth of business in
such situations is directly determined through decision making process.
Since a business organisation has the available resources, such as capital,
land and labour, a manager has to select the best alternative amongst them
and employ it in the most efficient manner to attain the desired result. After
the decision on the use of resources, plans about production, pricing and
materials need to be implemented. In this way, decision making and forward
plannig go co- jointly. As the future is uncertain, decisions need to be made
on the basis of past data as well as the approximations being forecasted.
For decision making process to be carried out in an efficient way, economic
theory has great relevance as it deals with the concept of production,
6

demand, cost, pricing etc. This makes the understanding of concepts of
managerial economics important for a manager so that he may apply the
economic principles to business and appraise the relevance and impact of
external factors in relation to business.

1.6 MAJOR FUNCTIONS OF A MANAGERIAL ECONOMIST
The main function of a managerial economist is the application of
economic concepts and economic analysis to the problem of formulating
rational managerial decisions.
The following are the responsibilities to be performed by a managerial
economist:

•

The managerial economist has to play a major role in the use of firm’s
scarce resources efficiently to get the optimal result. The business
economist is responsible for maximization of production with available
resources or ensure minimization of cost to produce a given amount
of output.

•

Investing in new plants, how much to invest , expansion programme
for the future sources of funds, whether to go for new ventures or to
continue with existing product pattern are some crucial investment
problems. Managerial economist should have the capability of solving
these kinds of problem.

•

Fixing prices for the products of the firm is also an important decisionmaking problem. A managerial economist has to take decision on about
pricing method –whether prices should be related to demand or cost
or both and whether to follow marginal pricing, mark-up pricing, etc.

•

A managerial economist has to solve inventory problems efficiently.
Inventory problem is about holding optimal level of stocks of raw
materials, semi-finished and finished goods over a period of time.

•

The business economist has to acquire full knowledge about the
behavior of the economy as a whole. The macro economic policies
such as monetary, fiscal and industrial have an impact on the firm’s
prospect of profit. The business economist should have the ability to
gauge the changes and should take timely decisions. Along with that,
7

he should have the knowledge of balance of payment, exchange rate,
export and import policies.

•

These days the world economy has been changing at a very fast rate.
There is a rapid change of technology and production techniques. To
remain competitive with the changing technology, there should be
innovation of new products, and improvement of quality of the product.
Managerial economist should have the knowledge about the
technological changes and keep himself up-to-date with the latest
technology.

•

Business firms need finance from financial institutions. The profit of a
firm depends on the ways of managing the financial matters such as
financial needs and the alternative arrangement of business finance.
The business economist has to ensure that there is proper
arrangement of finance and that finance brings a fair return on capital
employed.

CHECK YOUR PROGRESS
Q1: Define managerial economics.
....................................................................................
.....................................................................................................
Q2: State two point indicating scope of managerial economics.
.....................................................................................................
.....................................................................................................
Q3: State one function of managerial economist.
.....................................................................................................
.....................................................................................................

1.7

LET US SUM UP

In this unit unit we have discussed the following:



Managerial economics is the application of economic theories and
principles in business management.
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The knowledge of economics is necessary for a manager to take
managerial decisions.



Like other subjects Economics has its principles. Each of the principles
has its own implication.




There is inter-link between economics and management.
A managerial economist is one who gives advice to the manager in
taking certain crucial decision regarding the firm. The business
economist has its role and responsibilities.

1.8
1.

FURTHER READING

H.L.Ahuja (2010), “Business Economics “, 11th Editon ,S. Chand
&amp; Company Ltd., India.

2.

D. D. Chaturvedi, S. L. Gupta (2012), “Business Economics”, 3rd
Edition, International Book House, India.

3.

Mankar V G, (1999), “Business Economics”, 1st Edition,Macmillan India

4.

Koutsoyiannis (2008), “Modern Economics”, 2nd Edition, Macmillan
Press Ltd

1.9

ANSWERS TO CHECK YOUR
PROGRESS

Ans to Q1: Managerial economics is concerned with the application of
economic principles and methodologies to the decision making
process within the firm or organization under condition of uncertainty.
It seeks to establish rules and principles to facilitate the attainment of
the desired economic goals of the management. These economic
goals relating to costs, revenues and profits are important within both
the business and non-business institutions.
Ans to Q2: Two point which indicate scope of managerial economics are:
1.

Demand analysis and forecasting

2.

Cost and production analysis.
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Ans to Q3: The main function of a managerial economist is the application
of economic concepts and economic analysis to the problem of
formulating rational managerial decisions.

1.10 MODEL QUESTIONS

1)

Define Managrial Economics. Is there any inter-link between
economics and management? Discuss.

2)

Discuss the principles of economics and its application

3)

What are the role and responsibilities of a managerial economist?

4)

In what way economics helps a manager in a business firm?

*** ***** ***

10

UNIT 2: DEMAND ANALYSIS
UNIT STRUCTURE
2.1

Learning objectives

2.2

Introduction

2.3

Concept of Demand

2.4

The Idea of Demand and the Demand Curve

2.5

Types of Demand

2.6

Determinants of Demand

2.7

Demand Function

2.8

Movement Along a Demand Curve

2.9

Shift in the Demand Curve

2.10

Exceptions to the Law of Demand

2.11

Elasticity of Demand
2.11.1 Price Elasticity of Demand
2.11.2 Income Elasticity of Demand
2.11.3 Cross Elasticity of Demand

2.12

Let Us Sum Up

2.13

Further Readings

2.14

Answers to Check Your Progress

2.15

Model Questions

2.1

LEARNING OBJECTIVES
After going through this unit, you will be able to -

z give the definition of demand
z derive a demand curve
zKnow about the different types of Demand
z explain the movement along a demand curve
z illustrate the shift in the demand curve
z state the three variants of elasticity of demand, i.e. price elasticity,
income elasticity, and cross elasticity
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2.2 INTRODUCTION
The theory of demand studies the various factors that determine
demand. It is traditionally accepted that four factors affect the demand for a
commodity, namely:

zits own price
z consumer’s income
zprices of other commodities, and
z taste of the consumers.
The basic idea of demand is the willingness to buy a commodity or
to enjoy a service. But to be effective, it should be backed by purchasing
power. Other things remaining constant, there exists an inverse relationship
between price and quantity demanded which is stated as law of demand.
The degree of responsiveness of quantity demanded of a good due
to a change in its price/income of the consumer/prices of related
commodities are indicated by price/income/cross elasticity of demand
respectiveiy.

2.3 CONCEPT OF DEMAND
A large number of goods and services are required to satisfy human
wants and desires. Some of these basic wants are : air to breathe to make
life possible; food and water to sustain; clothing and housing to provide
shelter from elements of nature; and a whole lot of things needed to make
life comfortable. Some of these wants are satisfied without much efforts
made to get the thing satisfying the wants. For instance oxygen is very
important for life but it is freely available in nature and absolutely no conscious
effort is required to obtain it. It is the gift of nature and there is no scarcity of
it. Consequently, even though it is vital to make life possible, it is not the
subject matter of Economics. But other things are not so easily available.
An effort has to be made to get them, that is, they have to be consciously
produced. This means that scarce resources have to be used in order to
make them available, and those who wish to consume them have to pay a
price which covers the cost of the resources used to produce them. The
12

fact that something is available only on payment of its price makes it a
commodity or economic good.
A mere desire for a commodity is not a demand for that commodity.
It is the desire to consume a certain quantity of a particular commodity
backed by the ability and willingness to pay the price for it that constitutes a
demand for that commodity at that price. If a person is willing to pay, but
has no ability to pay, there is only desire and no demand. Demand for a
commodity thus implies three things
a) Desire to acquire it
b) Willingness to pay for it, and
c) Ability to pay for it.
A person’s demand for a commodity becomes effective only when
he supports his desire with adequate purchasing power. The term ‘demand’
becomes meaningful only when it has reference to ‘a price’, ‘a place’, and
‘a period’.
Demand is also expressed as a rate. For example, a household
demand for rice may be expressed as 20 kg rice per week at a price of
Rs.25 per kg rice. It will be meaningless if it is expressed as demand for
rice is 20 kg at a price of Rs. 25 per kg. This is because such a statement
does not tell us whether this household demand of 20 kg rice is for a day or
a week or a month or a year or a decade. Therefore demand is always
referred to particular time, particular price and particular place. “In Guwahati
demand for rice in last month was 2000 quintals at Rs. 2500 per quintal”
will be a meaningful sentence.

2.4 THE IDEA OF DEMAND AND THE DEMAND CURVE
Demand is the amount of particular goods or services that a
consumer or group of consumers will want to purchase at a given price.
But as said above, merely the want of something will not constitute demand.
It should be backed by purchasing power to be effective demand. Usually
demand in Economics means ‘effective demand’. For example, you may
dream of having an aeroplane of your own; but if you don’t have the purchasing
power to buy it, it will not be considered as demand. On the other hand, if
13

you have 100 rupees is your hand than you can demand the goods and
services worth 100 rupees.
Demand is invariably related to price. There is an inverse relationship
between price and quantity demanded known as law of demand. The law of
demand expresses the functional relationship between quantity demanded
of a commodity and its price. According to the law of demand, other things
being equal, the quantity demanded will rise with a fall in its price. This
implies that there is an inverse relationship between the quantity demanded
and the price, given that other things remain the same. The other things that
are assumed to remain unchanged consist of income of the consumer,
prices of related goods, and the taste of the consumer.
The law of demand can be illustrated by a demand schedule. And
the demand schedules constitute the basis on which the demand curve is
constructed. Table 2.1 shows a hypothetical demand schedule of a
consumer. The table shows the various quantities demanded at different
prices by the consumer. Thus, at price Rs.6, the quantity demanded is 10
units. As the price falls successively by Re.1, the quantity demanded
correspondingly increases by 10 units for every decrease in the price.
Table 2.1: A Hypothetical Demand Schedule

Price (Rs)

Quantity Demanded

Price/Demane Combinations

(1)

(2)

(3)

6

10

a

5

20

b

4

30

c

3

40

d

2

50

e

1

60

f

Now, let us plot the various price and quantity demanded
combinations of table 2.1 in the following figure 2.1.
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Figure 2.1: Demand Curve of a Comsumer

By plotting the various price-quantity demanded combinations from
table 2.1, we derive the demand curve DD in figure 2.1. Thus, the demand
curve is a graphic representation of the demand schedule and it indicates
the various quantities demanded for a commodity at various prices.
The demand curve slopes downward towards the right. This is
because as prices fall, the quantity demanded goes on increasing. Thus, it
shows that there exists an inverse relationship between the price of a
commodity and the quantity demanded for it.
Individual Demand and Market Demand: It is to be noted that
demand may be distinguished as individual consumer’s demand and
market demand. Market demand for a good is the sum total of the demands
of the individual consumers who purchase the commodity in the market.
By definition, individual demand indicates the quantities of a good or
service which the household is willing and able to purchase at various prices,
holding other things constant. Although for some purposes it is useful to
examine an individual consumer’s demand, it is frequently necessary to
analyse demand for an entire market made up of many consumers. We will
now show how we derive the market demand curve from individual demand
curves. Let us assume that there are only two consumers in the market.
Their demands and the market demand are given below and the individual
demand curves and the market demand curve are shown in figure 2.2 (a),
(b) and (c).
15

Table 2.2: Demand Schedules for two Customers and the Market Demand
Schedule

Price

Quantity Demanded (in Kgs)

(In Rs)

Consumer 1

Consumer 2

Market Demand

(1)

(2)

(3)

(4)

12

4

6

4+6=10

10

5

8

5+8=13

8

6

10

6+10=16

6

7

12

7+12=19

4

8

14

8+14=22

2

9

16

9+16=25

The market demand is in fact the summation of the demand
schedules of the two individual consumers. These demand schedules have
been shown with the help of the figures 2.2 (a), (b) and (c)
Figure 2.2 (a): Demand Curve of Customer 1
Figure 2.2 (b): Demand Curve of Customer 2
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Figure 2.2 (c): Market Demand Curve

In the above, figure 2.2 (a) represents the individual demand schedule
of consumer 1, figure 2.2 (b) represents the individual demand schedule of
consumer 2, while figure 2.2 (c) represents the market demand schedule.
Thus, D D represents the demand curve of consumer 1, D D represents
1

1

2

2

the demand curve of consumer 2 and DD represents the market demand
curve.
Assumptions of the Law of Demand: The working of the law of
demand rests on the following assumptions:

z The habits and tastes of the consumer remain the same.
zThere is no change in income of the consumer.
zThe prices of other related goods remain the same.
It is to be noted that while the law of demand is universally applicable,
it may not hold good in certain cases. We shall discuss this in the next
section.

CHECK YOUR PROGRESS
Q 1: State whether the following statements are True
or False
(a)

Other things remaining the same, there exists an inverse
relationship between the quantity demanded and its price.

(b)

Change in demand occurs due to a change in the price of
a commodity.
17

(c)

Market demand is the summation of individual demands
of all the consumers in the market.

Q 2: Fill in the blanks.
(a)

By definition, other things remaining the same,
.................. indicates the quantities of goods or services
which the household is willing to and able to purchase at
various prices.

(b)

The demand curve slopes ................... towards the right.

(c)

............ for a good is the sum total of the demand of the
individual consumers who purchase the commodity in
the market.

Q 3: How would you derive a market demand curve from individual
demand curves? (Answer in about 30 words)
................................................................................................
................................................................................................
................................................................................................

2.5 TYPES OF DEMAND
The different ways of classifying demand are as follows :
Individual demand and market demand :
The quantity of a commodity that an individual demands at a
particular price and time is known as individual demand of a commodity.
The total quantity that all the consumers buy at a particular price during
particular period is known as market demand of the commodity.
In other words, the sum total of the individual demands is the market
demand of a commodity. Say, there are three buyers of a commodity
namely– A, B and C. Their individual demand at different prices is given in
Table 2.3. The last column represents the market demand.
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Table 2.3 : Price and Quantity Demanded

Price of the Commodity

Quantity Demanded by

Market Demand

(Rs. Per Unit)

A

B

C

20

5

2

2

8

9

7

3

4

24

8

8

4

6

28

7

9

5

7

22

6

22

7

9

27

Demand for consumer goods and producer goods :
Consumer goods are meant for final consumption e.g. food items.
Producer goods are those which are used for production of other goods.
The demand for consumer good is also known as direct demand, for they
are used for final consumption. The demand for producer goods (labour,
raw material, machinery etc) is a derived demand as the demand of the
same depends on the demand for consumer good. If the demand for bread
increases the demand for labour to be used in making bread will also
increase.
Demand for durables and perishable goods :
Durable goods are those which can be used over a period of time
and can be stored. The utility is not destroyed in single use. For example
cloth, furniture, electronic gadgets etc.
Perishable goods can not be stored for a long time. They get spoilt.
Examples of perishable goods are milk, green vegetables, fruits etc.

2.6 DETERMINANTS OF DEMAND
There are various determinants or factors on which demand for a
commodity depends. These determinants may be economic and noneconomic. Some of the important determinants of demand are follows:

•

Price of the Commodity : Price of the commodity is the main
determinant of demand for a commodity. The law of demandstates
that if other variables remain constant or unchanged, there is a
definite relationship between the price of the commodity and its
19

demand. The relation is inverse. When price of the commodity falls
demand for it increases and when the price of the commodity rises
demand for it decreases.

•

Consumer’s Income : There is a positive relationship between
consumer’s income and the demand for a commodity. When
income of the consumer increases the demand for the commodity
also increases. When income increases capacity of the consumer
to purchase the commodity increases and therefore the demand
also increases.

•

Price of the Related Commodity : The demand for a commodity
is also affected by the price of its related commodity. For example,
if the price of coffee falls demand for tea will be affected, if the price
of petrol increases the demand for the car will be affected.

•

Consumer’s Tastes and Preferences : Consumer’s tastes and
preferences are important determinants of demand for a commodity.
The demand for a commodity changes when the taste and
preference of the consumer changes. If the taste for a particular
commodity changes positively, the demand for that commodity will
increase. Advertisement, improved knowledge etc. cause a change
in the taste and preference.

•

Consumer Expectations : If consumers expect a fall in the future
price, demand for the commodity will be affected. If the commodity
is durable in nature, now consumers will postpone their purchasing.
On the other hand if the consumers hear that the price of a particular
commodity is going to rise and the commodity is essential, then the
consumers will try to purchase more at the going price. Similar is
the case of expectation about future income. If a consumer is certain
about rise in future income, he will try to purchase more even at a
high price and vice versa.

•

Population of the Country : When population of the country
increases, demand for cloth, house, rice, medicine, school, college
etc increases.
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•

Credit Facility : When the credit facility is available, demand for
commodities particularly of durable commodities and commodities
of status symbol increases. If banks offer easy credit facility on
installment basis, demand for two wheelers and four wheelers will
definitely increase.

•

Weather : Weather is another determinant which affects the demand
for a commodity. Demand for cold drinks increases when it is very
hot. Similarly, demand for tea and coffee will increase in a cold rainy
day.

2.7 DEMAND FUNCTION
The demand function describes the relationship between demand
for a commodity and its determinants. In mathematical term the demand
function for a commodity can be expressed as follows : D x = f (Px, Y, Pr, T,
E, D, C, W, ……., Z)
where,

Dx = demand for commodity X
Y = income of the consumer
Px = price of the commodity X
Pr = price of related goods
T

= taste and preference of the consumer

E = expectation about future price and income
D = demography
C = credit facility
W = weather
Z

= all other determinants not discussed

The popular form of demand function is:
Dx = f (Px)
Here, other variables are assumed to be constant.
The demand function postulates the law of demand. The law of
demand explains the inverse relationship between demand and price.
According to the law of demand if price falls, demand increases and if price
rises, demand decreases, other thing remaining constant.
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2.8 MOVEMENT ALONG A DEMAND CURVE
Movement along a demand curve means change in the quantity
demanded in response to the change in price. This movement is in the
same demand curve. This situation can be illustrated with the same diagram
of 2.1 or 2.2(c) where the general demand curve and market demand curve
has been portrayed. Here movement along different points of the demand
curve corresponding to the different combination of price and quantity
demanded will clearly show you the movement along a demand curve.

2.9 SHIFT IN THE DEMAND CURVE
Movement along a demand curve can show changes in quantity
demanded corresponding to various price level of a particular good or service.
But for change in demand, we have to show the shift in demand curve. A
shift to the left of the original demand curve will show decrease in demand
and shift to the right will show increase in demand. This can be shown with
the help of the following diagramFigure 2.3: Shift in the Demand Curve

Y
D1
D

Price

D2

D1
D
D2

Oo

Quantity

X

In the above figure 2.3, shift in the demand curve has been shown.
DD is the original demand curve. A decrease in demand is shown by
downward shift in the demand curve to the left (D2D2), and an increase in
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demand is shown by an upward shift in demand curve to D1D1. This shift in
demand may be caused by some factors other than price. This change can
be due to the taste and preference of the consumer, new innovation and
technology etc.

2.10 EXCEPTIONS TO THE LAW OF DEMAND
For certain commodities the law of demand does not hold, and they
exhibit a direct relationship between the price and quantity demanded.
The commodities that violates the ‘law of demand’ are mentioned
below:

z

Giffen Goods: Giffen Goods are special categories of inferior goods
which do not follow the ‘law of demand’. Thus, a fall in the price of
such a good will result in a decrease in the quantity demanded and
vice versa. Robert Giffen studied this paradox. This happens because
the income effect of the price change of a Giffen good is positive and
is greater than the negative substitution effect. This results in a price
effect which is positive, resulting in the price and quantity demanded
changing in the same direction.
Besides Giffen Goods, the law of demand may not operate in the
case of the following goods:

z

‘Status Symbol’ Goods: These goods are bought because they
confer a social prestige to the buyer. According to Torstein Veblen, a
fall in their prices will result in the curtailment in the quantity demanded,
resulting in the violation of the law of demand. This generally happens
in case of luxury goods.

z

Speculative Consumption: Speculation of further rise in prices of
the very essential products may induce consumers to purchase more
of a commodity as its price increases, resulting in a temporary failure
of the law of demand. Suppose, the price of a very important drug/
medicine has started to increase very sharply. In such a situation, in
anticipation of further increase in prices in the coming days, the
consumers may find it more beneficial to purchase more quantity of
the drug than actually required.
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CHECK YOUR PROGRESS
Q 4: State whether the following statements are
True or False.
(a) According to the law of demand, there exists an inverse
relationship between the price of a commodity and its
demand.
(b) The law of demand does not hold good in case of Giffen
goods.
Q 5: Fill in the blanks.
(a) Price effect in the summation of substitution effect and the
....................
(b) The relative strength of the two components of the price
effect determines the relationship between the price of a
commodity and ..................... for it.
Q 6: Define the term Giffen Good? (Answer in about 40 words)
..........................................................................................................
..........................................................................................................
..........................................................................................................
Q 7: Why is the law of demand violated in case of specultive
consumption? (Answer in about 50 words).
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................
Q 8: Distinguish between change in quantity demanded and change
in demand. (Answer in about 50 words)
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................
..........................................................................................................
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2.11 ELASTICITY OF DEMAND
Elasticity of demand relates to the degree of responsiveness of
quantity demanded of a good to a change in :
zits price, or
z the consumer’s income, or
zthe prices of related goods.

Thus, change in quantity demanded as a response to the the above
three variable gives us three different concepts of elasticity of demand,
namely:
zprice elasticity of demand (resulting due to a change in price)
zincome elasticity of demand (resulting due to a change in income)
zcross elasticity of demand (resulting due to a change in the prices of

related goods).

2.11.1 Price Elasticity of Demand
Price elasticity of demand measures the responsiveness of
quantity demanded of a good to changes in its price, other things
remaining the same. Price elasticity of demand can be expressed
by two related measures, viz:.
¾

Point Elasticity of Demand, and

¾

Arc Elasticity of Demand.
Now, let us explain these two concepts in some detail.

¾

Point Elasticity of Demand: Point elasticity of demand

technique is used to measure the price elasticity of demand of a
good if the change in its price is very small.
Hence, the point elasticity of demand is defined as the
proportionate change in the quantity demanded of the product due
to a very small proportionate change in price. Thus,
Point Elasticity of demand

Proportion ate change in quantity demanded
Proportion ate change in price

'Q

Q
Thus, ep= 'P
P

P
Q

x

' Q
'P

wheres, ep means price elesticity, P means price, Q means
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quantity, and ' means infinitesimal (very very small) change in the
variable concerned.
The price elasticity of demand is always negative due to the
inverse relationship between price and quantity demanded. However,
in general the negative sign is ignored in the formula.
Graphically, the point elasticity of demand in a linear demand
curve is shown by the ratio of segments of the line to the right and to
the left of any particular point. This has been shown in figure 2.4.

Price

Figure 2.4: Point Elasticity in a Linear Demand Curve

Quantity
Thus, in figure 2.4 point elasticity of demand on point F of the linear
demand curve DD’ is measured as :

Now given this graphical measurement of point elasticity, it is obvious
that a linear demand curve like the one in figure 2.4, the mid-point will represent
unitary elasticity of demand. This has been shown in figure 2.5.

Price

Figure 2.5 : Elasticities on Different Points of a Linear Demand Curve
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From figure 2.5, it can be seen that at point c of the demand curve DD/, DC
= D/C (i.e. the lower segment of the demand curve equals the upper
segment). Thus, elasticity of demand at this point c is 1. Above this point
and below point’ a of the demand curve where it touches the vertical axis,
the elasticities at various points (say, at point ‘b’) will be greater than 1.
Similarly, below the point ‘c’ and above point ‘e’ where the demand curve
touches the horizontal axis, elasticities at various points (say at point ‘d’)
will be less than 1. Elasticities at two extreme points of the demand curve,
i.e., at points a and e will be infinite and zero respectively.
Thus, we find that the point elasticity of demand ranges between 0
and 1,i,e,
0 < ep< 1
Now,
a) If ep=0, the demand is perfectly inelastic.
b) If ep=1, the demand is perfectly elastic.
c) If ep<1, the demand is relatively elastic.
Now, let us explain these situations in some detail.
a) If ep=0, the demand is perfectly inelastic. This implies that any
proportionate change in price will have no effect on the quantity
demanded. A perfectly inelastic demand is indicated in figure 2.6,
which is a straight perpendicular on the horizontal axis.
Figure 2.6: Vertical Demand Curve : Perfectly Inelastic

b) If ep= f the demand is perfectly elastic. this implies that for a
small change in price there would be a infinitely large change in
quantity demanded. This gives us a demand curve which is parallel
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to the horizontal axis as has been shown in the following figure 2.7.
Figure 2.7: Horizontal Demand Curve : Perfectly Elastic

c) If ep=1, the demand is unitarily elastic. Here, a proportionate
change in the price will result in the same proportionate change in
the quantity demanded. The demand curve having unitary elasticity
is a hyperbola as has been shown in figure 2.8.
Figure 2.8: Horizontal Demand Curve : Unitary Elastic

¾ Arc Elasticity of Demand: The arc elasticity of demand
measures the price elasticity of demand when the change in price
is somewhat large. In terms of demand curve, the arc elasticity
measures the price elasticity of demand over an arc between two
points on the demand curve. In fact, it is a measure of the average
elasticity, and represents the elasticity of the mid-point of the chord
that joins the two points (say, A and B) on the demand curve. The
two points are defined by the initial and the final prices.
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Thus, the arc elasticity of demand is:
e1

Q
x
P

P1 + P2
Q1 + Q2

Where, ep=arc elasticity, ' Q=Q1–Q2,

P = P1 –P2, Q1 and

Q2 are the two quantities at the two prices P1 and P2 respectively.
The concept of Arc elasticity of demand has been explained
with the help of figure 2.9.

Price

Figure 2.9: Arc Elasticity of Demand

'

In figure 2.9, the elasticity of demand in the AB segment of
the demand curve DD is indicated by the arc elasticity of demand.
Thus, the arc elasticity of demand is average elasticity of the segment
AB and is represented by the midpoint of the chord AB joining the
two points A and B of the demand curve DD.

2.11.2 The Income Elasticity of Demand
The income elasticity of demand is defined as the
proportionate change in the quantity demanded due to a proportionate
change in income. Thus,
'Q

Thus, ey=

'Y

Q
Y

=

Y
Q

x

'Q
'Y
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Where ey means income elasticity, Y means income, Q
means quantity, ' means infinitesimal change.
For example, suppose income of Mr. X has increased from
Rs.5000 to Rs.6000 per month, i.e., by 20 percent. As a result,
expenditure of consumption of his fruit basket increases from 10 kg
to 12 kg, i.e., by 20 percent. Thus, income elasticity of demand in
this case will be 20/20 or 1.
The income elasticity of demand had been used by some
economists to classify goods as luxuries, necessities and inferior
goods. Thus :
ey = 0 means : the commodity is a necessity
0 < ey means : the commodity is luxury, and
ey < 0 means : the commodity is inferior.

2.1

2.11.3 The Cross Elasticity of Demand
When two goods are related to each other, then the change
in demand for one good in response to a change in the price of the
second good is indicated by the cross elasticity of demand. The
cross elasticity of demand is defined as the proportionate change
in the quantity demanded of x in response to a proportionate change
in the price of y.
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Thus, exy
where, exy means cross elasticity of demand, Qx means
Quantity of the commodity x, Qy means change in quantity y, Py
meansPrice of the commodity y, and ' Py means Change in price
of y.
Now,
exy <0 means : x and y are complimentary goods, and
exy > 0 means : x and y are substitutes.

CHECK YOUR PROGRESS
Q 9: What do you mean by elasticity of demand?
(Answer in about 40 words)
...........................................................................................................

'Qx
'Py

Qx
Py

...........................................................................................................
Py
'Q
=
x
...........................................................................................................
Qx
' Py
...........................................................................................................
...........................................................................................................
Q 10:

How will you graphically measure the point elasticity of

demand of a linear demand curve? (Answer in about 40 words)
...........................................................................................................
...........................................................................................................
...........................................................................................................
...........................................................................................................
...........................................................................................................
Q 11:

Mention some of the applications of the concept of income
elasticity of demand. (Answer in about 40 words)

...........................................................................................................
...........................................................................................................
...........................................................................................................
...........................................................................................................
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2.12 LET US SUM UP
z

The theory of demand studies the various factors that determine
demand.

z

The law of demand states that, other things remaining same, there
exists an inverse relationship between quantity demanded and the
price.

z

“Change in Demand” and the “Change in Quantity Demanded” are
not the same thing.

z

Demand may be distinguished as individual consumer’s demand and
market demand. Market demand for a good is the sum total of the
demands of the individual consumers who purchase the commodity
in the market.

z

For certain commodities, the law of demand does not hold good.

z

Income effect of a price change of a Giffen good is positive and is
greater than the negative substitution effect.

z

Besides Giffen Goods, the law of demand may also not operate in the
case of status symbol goods and in case of speculative consumption.

z

Elasticity of demand relates to the degree of responsiveness of quantity
demanded of a good to a change in

z

¾

Its price (price elasticity)

¾

The consumer’s income (income elasticity)

¾

The prices of related goods (cross elasticity)

Price Elasticity of demand can be further classified as point elasticity
of demand and arc elasticity of demand.
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2.14 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q No 1: a) True

b) False

c) True

Ans to Q No 2: a) By definition, other things remaining same, the individual
demand schedule indicates the quantities of goods and services
which the household is willing to and able to purchase at various
prices.
b) The demand curve slopes downward towards the right.
c) Market demand for a good is the sum total of the demand of the
individual consumers who purchase the commodity in the market.
Ans to Q No 3: The market demand curve can be derived from the demand
curves of the individual. This is done by adding the quantities demanded
by all the consumers, at each price. Thus, we get the aggregate
demand curve for the market as a whole.
Ans to Q No 4: a) True

b) True

Ans to Q No 5: a) Price effect is the summation of substitution effect and
the income effect.
b)

The relative strength of the two components of the price effect
determines the relationship between the price of a commodity
and the demand for it.

Ans to Q No 6: A Giffen Good is a special type of inferior good which does
not follow the “law of demand”. Thus, a fall in the price of such a good
will result in a decrease in the quantity demanded whereas a rise in its
price would induce an increase in the quantity demanded.
Ans to Q No 7: The law of demand is violated in case of speculative
consumption because, speculation of further rise in pricces may induce
consumers to consume more of a commodity as its price increases,
resulting in a temporary failure of the law of demand.
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Ans to Q No 8: A change in “quantity demanded” is an out come of a change
in price, as other things remain constant. On the other hand, a change
in “demand” may occur with prices remaining constant, while other
factors such as income of the consumer, prices of related goods and
taste of the consumer changes.
Thus, change in quantity demanded is represented by a movement
along the same demand curve, while the change in demand results in
an upward or downward shift in the demand curve.
Ans to Q No 9: Elasticity of demand means the degree of responsiveness
of quantity demanded of a good to a change in :
z

its price, or

z

the consumer’s income, or

z

the price of related goods.

Ans to Q No 10: Point elasticity of demand in a linear demand curve can be
shown graphically by taking the ratio of segments of the line to the
right and to the left of any particular point. Thus, point elasticity of
demand on a linear demand curve can be measured by lower segment,
upper segment on any point of the demand curve.
Ans to Q No 11: The income elasticity of demand can be used to classify
goods as luxuries, necessities and inferior goods. Thus,
ey=0 means: the commodity is a necessity.
ey > 0 means : the commodity is luxury, and
ey < 0 means : the commodity is inferior.

2.15 MODEL QUESTIONS
Q 1: Define the term elasticity of demand. What are the different types of
the price elasticity of demand?
Q 2: Deduce the demand curve when the price elasticity of demand of
product is zero.
Q 3: What is Point elasticity of demand? Derive the elasticities of demand
on the different parts of demand curve.
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Q 4: Differentiate between individual demand and market demand. How
can you derive the market demand curve from individual demand
schedules of two consumers?
Q5: Briefly explain how the relationship between the substitution effect and
the income effect help us to derive the relationship between the price
of a commodity and its demand?
Q 6: Define “price elasticity of demand”. Distinguish between “price
elasticity” and “arc elasticity”. How would you measure the two?
Q 7: State the law of demand? On its basis construct a demand schedule
and derive the demand curve.
Q 8: Discuss under what conditions, the law of demand is violated. What
is the consequences?.

*** ***** ***
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UNIT 3: DEMAND FORECASTING
UNIT STRUCTURE
3.1

Learning Objectives

3.2

Introduction

3.3

Meaning of Demand Forecasting

3.4

Level of Demand Forecasting

3.5

Creteria for Good Demand Forecasting

3.6

Methods or Techniques of Demand Forecasting
3.6.1

Subjective Methods of Demand Forecasting

3.6.2

Statistical Methods of Demand Forecasting

3.7

Demand Forecasting for New Products

3.8

Let Us Sum Up

3.9

Further Readings

3.10

Answers to Check Your Progress

3.12

Model Questions

3.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

•
•
•
•
•
•
•

explain the meaning of Demand Forecasting
define level of Demand Forecasting
discuss the criteria for good demand forecasting
explain the method or technique of demand forecasting
describe Survey Method of Demand Forecasting
explain Statistical Method of Demand Forecasting
discuss Demand Forecasting for new Product

3.2 INTRODUCTION
This unit will familiarize you with concepts such as demand
forecasting, level of demand forecasting, criteria for good demand
forecasting and method of demand forecasting, survey method of demand
forecasting, statistical method of demand forecasting and demand
forecasting for new product etc.
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Demand forecasting is predicting future demand for products. In
other words, it refers to the prediction of probable demand for a product or
a service on the basis of the past events and prevailing trends in the present.
The level of demand forecasting is the method of estimating probable
demand for their products or services by each individual production or
service organisation. Good forecasting of future demand is important for
calculating the rate of return on capital invested. There is no particular method
that enables organisations to anticipate risks and uncertainties in future;
however certain criteria used for demand forecasting are accuracy, durability,
flexibility, affectivity, plausibility, acceptability, availability and economy etc.
There are different approaches to demand forecasting: survey
methods and statistical method of demand forecasting.
The first approach involves forecasting demand by collecting
information regarding the buying behavior of consumers from experts or
through conducting surveys. The second approach is to forecast demand
by using past data through statistical techniques. It includes time series
analysis, barometric technique, regression analysis and simultaneous
equation model. The survey method is generally for short term forecasting,
whereas statistical methods are used to forecast demand in the long run.
Demand forecasting may be used in production planning, inventory
management, and at times in assessing future capacity requirements, or
in making decisions on whether to enter a new market.

3.3 MEANING OF DEMAND FORECASTING
A forecast is a prediction or estimation of future situation. Demand
forecasting means prediction of future demand. It is the method of forecasting
customer demand to drive holistic execution of such demand by corporate
supply chain and business management. To reduce the uncertainty in
planning for future production level, demand forecasting is essential.
Demand forecasting techniques involve both informal methods, such as
educated guesses, and quantitative methods, such as the use of historical
sales data and statistical techniques or current data from test markets.
The more realistic the forecasts, more effective decisions can be taken for
the future.
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3.4 LEVEL OF DEMAND FORECASTING
The demand forecast for a product may be of different level. It may
be in respect of aggregate demand or macro level demand forecasting,
industrial level and at a micro or individual level.
As regards aggregate demand, it is usually measured by the level
of gross national product. As future is uncertain and unknown, the managers
have to make plans for future level of production. The changes in aggregate
demand have repercussion on individual demand. However, an individual
firm is more interested in forecasting demand for its own product or its
market share rather than gross national product. Demand forecast of an
industry’s product usually depends on level of overall economic activity or
performance of the major sectors of the economy. Demand forecasting by
an individual firm depends on industry’s demand forecast or its sales
estimates. When each individual production or service organization estimate
demand for their products or services, it is called micro level demand
forecasting. Generally, an individual firm estimates the future demand by
considering industry’s demand forecast and its market share.

3.5 CRITERIA FOR GOOD DEMAND FORECASTING
There are different criteria for assessing the quality of demand
forecasting. As discussed in the introductory section of the chapter, good
forecasting of the future demand is essential for calculating rate of return
on capital. Capital investment yields returns over number of years in future.
It is by comparing rate of return on capital investment with the current rate
of interest that decision regarding investment is made. Generally, forecast
is said to be successful when the excepted demand is equal to the actual
demand. But it is very difficult to make correct forecasting. This can only be
possible only if the correct method of demand forecasting is adopted.
Selecting the right criteria for good demand forecasting is not an easy task.
But there are some general acceptable criteria on the basis of which we
can differentiate a good demand forecast from a bad demand forecast.
The criteria that need to be considered before forecasting the demand for a
product are as follows:
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(a) Accuracy of Demand Forecasting:
Accuracy of demand forecasting implies that an organization should make
forecasts close to real figures, so that the real picture of demand can be
determined. It should be specific and close to real figures. For example,
there would be an increase in sales in the coming years is an inaccurate
forecast. On the other hand, there would be an increase in sales by 20% in
the next year is an accurate forecast.
(b) Durability of Forecasting:
Durability is a criterion for good demand forecasting. It implies that forecasts
should be done in such a way that they can be used for long periods as
forecasts involves a lot of time, money, and efforts.
(c) Flexibility of Demand Forecasting:
This criterion of demand forecasting demands that forecasts should be
adjustable and adaptable to changing business environment. In today’s
uncertain business environment, there is a rapid change in the tastes and
preferences of consumers, which affect the demand for products. Therefore,
the demand forecasts made by an organization should reflect those changes.
Apart from this, an organization, while making forecasts, should consider
various business risks that may take place in the future.
(d) Acceptability of Demand Forecasting:
Acceptability is one of the most important criterion of demand forecasting.
An organization should forecast its demand by using simple and easy
methods. In addition, the methods should be such that organizations do
not face any complexities. However, organizations generally prefer advanced
statistical methods.
(e) Availability:
This criterion of demand forecasting demands that adequate and up-todate data should be available for forecast. Lack of sufficient data may lead
to incorrect forecasting. The forecasts should be done in timely manner so
that necessary arrangements can be made related to the market demand.
(f) Plausibility:
This criterion of demand forecasting implies that the demand forecasts
should be reasonable, so that they are easily understood by individuals
who are using it.
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(g) Economy:
Another other important requirement for demand forecasting is that it should
be economically viable. The planning for forecasting should be done in such
a manner that the costs should be minimized and benefits should be
maximized.

CHECK YOUR PROGRESS
Q1. Define demand forecasting.
..................................................................................................
..................................................................................................
Q2.

Mention two criteria for demand forecasting.
..................................................................................................
..................................................................................................

3.6 METHODS OR TECHNIQUE OF DEMAND
FORECASTING
Accurate demand forcasting is essential for a firm/industry to enable
it to produce the required quanities at the right time and arrange well in
advance for the various factors of production, e.g., raw materials, equipment,
machine accessories, etc. Forecasting helps a firm/industry to access the
problem demand for its products and plan its production accordingly.
However, there is no essay method or a simple formula which
enables a manager to predict the future. The main challenge to forecast
demand is to select an effective technique. There is a wide variety of
techniques to forecast demand and it is very important that the most suitable
technique is selected. This requires an understanding of all popular
techniques.
Broadly speaking, the techniques of demand forecasting depends
upon information on only three questions –
(i) What do people say? This involves the method/techniques of surveys
and opinion
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(ii) What do people do? This involves test marketing
(iii) What people have done? This involves analysis of past data.
The choice of a specific technique depends on the following factors :
(i) the immediate objectives of forecast-whether it is for a new product or
an extension of an existing one or to study the impact of a new
advertisement;
(ii) the time frame – the cost of forecasting should not be more than its
benefits;
(iii) the time frame – whether the forecast is for the short period or the long
period;
(iv) the nature and quality of data available-whether the data exhibits a clear
trend or is unstable.
There are several methods which can be used forecast future
demand for the products. For the sake of convenience, we can categories
the various techniques under two broad heads – subjective and quatitative.

3.6.1 Subjective Methods of Demand Forecasting
Subjective methods of forecasting deals with the first two questions
– what do people say and what do they do. These methods are
more useful in forecasting in cases where no past data are available.
Some of the common subjectives methods are 1. Consumer Survey Method : A direct method to obtain information
about future demand for goods is to conduct a survey. Surveys are
important techniques for short – term forecasts. This technique is
normally used when a firm is planning to introduce a new product or
make substantial changes in the existing product.
There are two types of survey –
(i) Complete Enumeration and
(ii) Sample survey
1. Complete Enumeration Method: Complete enumeration
method is just like population census method. In this method, all
consumers of the product are asked questions about quantity of a
product they plan to buy in future if there is a change in the price of
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the product, changes in income, advertisement expenditure etc. With
this information, the total future demand for the product can be
estimated. For analytical purpose, the gathered information is
classified and tabulated. Now if D is the total quantity demanded of
a product by each consumer, and N is the number of consumers,
then total demand forecast for the product is given by
Total forecasted Demand =
The main advantage of this method is that it is free from any bias or
value judgment of the investigator. The task of the investigation is to
just record the data or information. In this method, there is higher
degree of accuracy of the data. Another advantage of this method is
that it is suitable for heterogeneous units and indispensible in some
cases such as where completed population is required. The problem
with this method is that it is more costly and time consuming. It is
very difficult to study the whole universe as it requires more finance.
The complete enumeration method is suitable only in the following
cases.
(a) Where the population is not so vast.
(b) Where there is enough time to collect data.
(c) Where higher degree of accuracy is required
(d) Where there is sufficient availably of fund
2. Sample Survey Method: As it is clear from the above discussion
that complete enumeration method is highly expensive and time
consuming, therefore an alternative method of consumer survey,
namely, sample survey is adopted. In this method only few
consumers are selected at random or on a stratified basis. Questions
are asked from them through personal interviews or mailed
questionnaire about their intended demand for a product and their
response to changes in price of the product, their incomes, prices
of competing products etc. The data so collected are classified and
tabulated for analysis of consumers demand. Compared to the
method of complete enumeration, sample survey technique is less
costly and less cumbersome. But for getting reliable result, the
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investigator has be very careful regarding the adoption of the
sampling technique. Therefore for getting correct result, the sample
size should be sufficiently large and it should be selected at random
so that it is free from any kind of bias.
Consumer survey method is one of the popular sample survey
methods of demand forecasting. This is a very transparent method
of gathering the information. The targeting parameter in this method
is the buyers’ intention. Consumers are either targeted to the
broadened limit or narrowed considering specific categories like
location, gender, age etc. The responses of the targeted sample
groups are analysed properly to make an accurate prediction about
the future demand.
1. Expert Opinion Method : Another method of demand forecasting
is to obtain views of specialists (either internal or external to the
firm) who are well - informed about the market possiblities of a
product. Though these predictions of demand by experts are not
always based on any hard data, but they can provide useful
information about demand for the product. There are various
methods of confirming the opinion regarding future demand by
experts. Two such methods are
(i) Group Discussion and
(ii) Delphi Technique
Group Discussion : In this method, experts meet as a group to
find out future demand level and the decisions may be takemn with
the help of brainstorming sessions or by structured discussions.
These discussions may be physical or through electronic media
bike video conferencing.
Delphi Technique : In the Delphi technique, opinion of a number of
experts about future demand is first obtained without their face to
face interaction. Then, each expert is given a summary of the
opinions of other experts. This offers scope for revision of previous
replies and the group eventually converges towards the “correct”
answer.
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3. Market Experiments : Business firms make market experiments
to forecast demand for their product when they make changes in
price, advertising expenditure, or want to introduce a new product.
There are two types of market experiments – (i) Test Marketing and
(ii) Controlled Experiments.
(i) Test Marketing : In this technique, initially a test area is selected
which is representative of the market where the new product is to
be launched. This test are may, thus, consist of several towns and
cities, or a particular region of a country, or a particular region of a
country, or a sample of consumers. By introducing a new product
in the test market, consumer response can be studied. The major
advantage of this method is that forecast can made based on actual
consumer behaviour.
(ii) Controlled Experiments : In this technique of demand
forecasting, a sample of some consumers of a product which are
representative of the target market is selected. They are then asked
to visit a shopping store where various brands of a product are
available. Their preferences are recorded. After that they are provided
advertising materials of the different brands and a certain amount
of money to make purchases of the products of different brands.
The quantity of the product purchased by them is then recorded.

3.6.2 Statistical Methods of Demand Forecasting
The basic limitation of subjective methods of demand forecasting
is the presence of bias in the technique, high cost and time of
collecting information and uncertainty of accuracy. Thus these
techniques should be used only when past data is not available, as
in case of new products, new price and new market. When past
data is available, firms are seen to use statistical tools as they are
more scientific and cost effective. The different statistical techniques
of demand forecasting are –
Time series Analysis or Trend Method:
Trend is a general pattern of change in the long run. Trend method
or Trend Projection is a powerful statistical tool that is used to predict
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future values of a variable based on time series data. Under this
method, the time series data are used to fit a trend line or curve
either graphically or through statistical method of Least Squares.
The trend line is worked out by fitting a trend equation to time series
data with the aid of an estimation method. The trend equation could
take either a linear or any kind of non-linear form. The trend method
outlined above often yields a dependable forecast. The advantage
in this method is that it does not require the formal knowledge of
economic theory and the market; it only needs the time series data.
In some situations, if the time series analysis does not show any
trend, the moving average method or exponentially weighted moving
average method is used to smoothen the time series. The main
shortcoming of this method is that it assumes that the past events
are repeated in future. Another limitation of this method is that it is
not appropriate method for long-run forecasts.

Activity 3.1
Identify different methods of finding Trend. You may
take the help of books given in further readings.

2) Barometric techniques or lead or lag methods:
The barometric method consists in discovering a set of series of
some variables which exhibit a close association in their movement
over a period or time. For example, it shows the movement of
personal disposable income and the sale of luxury items. The
movement of personal disposable income is similar to that of sale
of luxury items, but the movement in the sale of luxury items takes
place after a week’s time lag compared to the movement in personal
disposable income. Thus if one knows the direction of the movement
of personal disposable income, one can predict the direction of
movement of sale of luxury items in the next week. Thus movement
of personal disposable income may be used as a barometer to help
the short-term forecast for the sale of luxury items. Usually, this
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barometric method of prediction has been used extensively for
predicting business cycles situation. For this purpose, some
countries construct what are known as ‘diffusion indices’ by
combining the movement of a number of leading series in the
economy so that turning points in business activity could be
discovered well in advance. Some of the limitations of this method
may be noted however. The leading indicator method does not tell
you anything about the magnitude of the change that can be expected
in the lagging series, but only the direction of change. Also, the lead
period itself may change overtime. Through our estimation we may
find out the best-fitted lag period on the past data, but the same
may not be true for the future. Finally, it may not be always possible
to find out the leading, lagging or coincident indicators of the variable
for which a demand forecast is being attempted.
3) Econometric method of Demand Forecasting
Another important demand forecasting method as widely by the
managerial economist is the econometric model of demand
forecasting. Econometrics may be defined as the social science in
which the tools of economic theory, mathematics and statistical
inferences are applied to analysis of economic phenomena. With
the help of appropriate econometric technique, the future value of
the forecast variable can be predicted on the basis of the predictor
or explanatory variable. One of the popular econometric methods
for demand analysis is the regression analysis. Regression analysis
estimates the casual relationship between the economic variables.
On the basis of the economic theory, a statistical model describing
the relationship between economic variables is established. Now,
with the help of regression analysis, estimate of the parameter are
made. Forecasting of the demand can be made with the help of the
estimated parameter. Another important econometric method of
demand forecasting is the simultaneous equation model. It is also
known as the ‘complete system approach’ or ‘econometric model
building’. This method is normally used in macro-level forecasting
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for the economy as a whole. For a corporate manager, this method
is useful for macro level forecasting. This method is indeed quite
complicated. However, in the days of computer, when different
software packages are available, this method can be used to derive
meaningful forecasts. The principle advantage in this method is that
the forecaster needs to estimate the future values of only the
exogenous variables unlike the regression method where he has to
predict the future values of all, endogenous and exogenous variables
affecting the variable under forecast. The values of exogenous
variables are easier to predict than those of the endogenous
variables. However, such econometric models have limitations,
similar to that of regression method.

CHECK YOUR PROGRESS
Q3. Mention two statistical methods of demand
forecasting.
..................................................................................................
..................................................................................................

3.7 DEMAND FORECASTING FOR NEW PRODUCTS
In the above section of the unit, we have discussed about different
methods of demand forecasting. In this section an analysis is carried out
regarding demand forecasting for new product. Forecasting the demand
for new products is always a complicated task. Very often it happens that
misjudged demand for a particular product is an important cause of the
decline in profit and some times the company has to incur losses.
Forecasting the demand for new products is difficult. The assessment of
sales and product marketing is often taken as a starting point which can be
termed as judgmental forecast. The method of historical sales by using the
predecessor-successor relation is used to forecast the demand of the new
product. This process of forecasting the future demand for the product by
using historical data is found to be partially successful in most of the cases.
47

The main problem is that historical data is only useful to a certain extent.
The extrapolation of the past does not work well in new and innovative
products. In addition, predecessor-successor relations are ambiguous.
Another problem is that the estimates are often found to be too optimistic
which is likely to be biased. This is due to the fact that every product manager,
after all, has a firm belief in his own products.
The solution of the problem is that is that product manager has to
explore the alternative methods as each method has its advantages and
limitations. For example, in a project for a competitive product, the demand
for different colors and designs is forecasted through the use of various
inputs. During the process of introducing a new product, different data
extracted from different sources are available, each with their own
advantages and disadvantages. The different methods available for this job
are use of historical data, expert judgment, company internal survey, social
forecasting, and pre-order intake etc. Each method has its own importance
in terms of predictability of future demand. Therefore, the prediction has to
be made considering the above advantages of the each method.

3.8

LET US SUM UP

In this unit we have discussed the following:

•
•

Demand forecasting means prediction of future demand.
There are different approaches to demand forecasting: survey
methods and statistical method of demand forecasting.

•

The first approach involves forecasting demand by collecting
information regarding the buying behavior of consumers from
experts or through conducting surveys.

•

The second approach is to forecast demand by using past data
through statistical techniques. It includes time series analysis,
barometric technique, regression analysis and simultaneous
equation model. The survey method is generally for short term
forecasting, whereas statistical methods are used to forecast
demand in the long run.
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•

Forecasting the demand for new products is difficult. The
assessment of sales and product marketing is often taken as a
starting point which can be termed as judgmental forecast. The
method of historical sales by using the predecessor-successor
relation is used to forecast the demand of the new product.

3.9

ANSWERS TO CHECK YOUR
PROGRESS

Ans to Q. No 1:

Demand forecasting means prediction of future demand.

Ans to Q. No 2:

i) Flexibility of Demand Forecasting
ii) Durability of Demand Forecasting

Ans to Q. No 3:
i) Time series analysis
ii) Barometric technique

3.10
1.

FURTHER READINGS

Ahuja, H.L.(2010), “Business Economics “, 11th Editon ,S. Chand
&amp; Company Ltd., India.

2.

Chaturvedi, D. D. , Gupta, S. L. (2012), “Business Economics”, 3rd
Edition, International Book House, India.

3.11 MODEL QUESTIONS
Q.1: Explain the different statistical methods forecasting of demand.
Q.2: Explain the factors an investigator has to take into consideration for
predicting the demand for new products.
Q.3: Discuss the advantages of sample survey method of demand
forecasting over complete enumeration method.
Q.4: You are required to forecast the weekly sale of a new brand of mobile
phone. What method would you apply and why?

*** ***** ***
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