
Definition of 'Law Of Demand' 
 

 

Definition: The law of demand states that other factors being constant (cetris peribus), price and 

quantity demand of any good and service are inversely related to each other. When the price of a 

product increases, the demand for the same product will fall. 

 

Description: Law of demand explains consumer choice behavior when the price changes. In the 

market, assuming other factors affecting demand being constant, when the price of a good rises, it 

leads to a fall in the demand of that good. This is the natural consumer choice behavior. This happens 

because a consumer hesitates to spend more for the good with the fear of going out of cash. 

 

The above diagram shows the demand curve which is downward sloping. Clearly when the price of the 

commodity increases from price p3 to p2, then its quantity demand comes down from Q3 to Q2 and 

then to Q3 and vice versa. 

 
KEY TAKEAWAYS 

 The law of demand is a fundamental principle of economics which states that at a 
higher price consumers will demand a lower quantity of a good. 

 Demand is derived from the law of diminishing marginal utility, the fact that consumers 
use economic goods to satisfy their most urgent needs first. 

 A market demand curve expresses the sum of quantity demanded at each price across 
all consumers in the market. 

 Changes in price can be reflected in movement along a demand curve, but do not by 
themselves increase or decrease demand. 

 The shape and magnitude of demand shifts in response to changes in consumer 
preferences, incomes, or related economic goods, NOT to changes in price 

 



Factors Affecting Demand 
So what does change demand? The shape and position of the demand curve can be 
impacted by several factors. Rising incomes tend to increase demand for normal economic 
goods, as people are willing to spend more. The availability of close substitute products that 
compete with a given economic good will tend to reduce demand for that good, since they can 
satisfy the same kinds of consumer wants and needs. Conversely, the availability of closely 
complementary goods will tend to increase demand for an economic good, because the use 
of two goods together can be even more valuable to consumers than using them separately, 
like peanut butter and jelly. Other factors such as future expectations, changes in background 
environmental conditions, or change in the actual or perceived quality of a good can change 
the demand curve, because they alter the pattern of consumer preferences for how the good 
can be used and how urgently it is needed. 

                                        Meaning of Utility 

Utility is a term in economics that refers to the total satisfaction received from consuming 
a good or service. ... The economic utility of a good or service is important to 
understand, because it directly influences the demand, and therefore price, of that good or 
service 

 

Types of Utility: 
Utility may take any of the following forms: 

1) Form utility: When utility is created and or added by changing the shape or 

form of goods, it is form utility. When a carpenter makes a table out of 

wood, he adds to the utility of wood by converting it into a more useful 

commodity like furniture. He has created form utility. 
2) (2) Place Utility: 
3) When the furniture is taken from the factory to the shop for sale, it leads to 

place utility. This is because it is transported from a place where it has no 
buyers to a place where it fetches a price. 

4)  Time Utility: When a farmer stores his wheat after harvesting for a few 

months and sells it when its price rises, he has created time utility and 

added to the value of wheat. 
5)  Service Utility: 

When doctors, teachers, lawyers, engineers, etc. satisfy human wants 
through their services, they create service utility. It is acquired through 
specialised knowledge and skills. 

       Possession Utility: Utility is also added by changing the possession of a 
commodity. A book on economic theory has little utility for a layman. But if it is 
owned by a student of economics, possession utility is created. 



       Knowledge Utility: 
When the utility of a commodity increases with the increase in knowledge about 
its use, it is the creation of knowledge utility through propaganda, advertisement, 
etc. 

        Natural Utility: 
All free goods such as water, air, sunshine, etc., possess natural utility. They have 
the capacity to satisfy our wants. 

 Characteristics of Utility- 

Utility and Usefulness: 
Anything having utility does not mean that it is also useful. If a good possesses 
want satisfying power, it has utility. But the consumption of that good may be 
‘useful’ or ‘harmful’. For example, the consumption of wine possesses utility for a 
man habitual to drinking because it satisfies his want to drink. But the use of 
wine is harmful for health, but it has utility. Thus utility is not usefulness. 

2. Utility and Satisfaction: Utility is the quality or power of a commodity to 

satisfy human wants, whereas satisfaction is the result of utility. Apples lying in 

the shop of a fruit seller have utility for us, but we get satisfaction only when we 

purchase and consume them. It means utility is present even before the actual 

consumption of a commodity and satisfaction is obtained only after its 

consumption. Utility is the cause and satisfaction is the effect or result. 

3. Utility and Pleasure: 
It is not necessary that a commodity processing utility also gives pleasure when 
we consume it. Utility is free from pain or pleasure. An injection possesses utility 
for a patient, because it can relieve him of his illness. But injection gives him no 
pleasure; instead it gives him some pain. Quinine is bitter in taste but it has the 
utility to treat the patient from malaria. So, there is no relationship between 
utility and pleasure. 

Utility is Subjective: Utility is a subjective and psychological concept. It means 

utility of a commodity differs from person to person. Opium is of great utility for 

a man accustomed to opium, but it has no utility for a man who is not 

accustomed to opium. In the same manner, utility of different commodities 

differs from person to person. Therefore, utility is subjective. 

. Utility is Relative: 
Utility is a relative concept. A commodity may possess different utility at different 
times or at different places or for different persons. In olden days, a Tonga had 



greater utility. But now with the invention of bus, its utility has become less. A 
rain coat has greater utility in hilly areas during rainy season than in plain areas. 
A fan has greater utility in summer than in winter. 

 Utility is Abstract:  Utility is abstract which cannot be seen with eyes, or 
touched or felt with hands. For example, the argumentative power of an advocate 
is abstract. Similarly, utility is abstract. Utility of a commodity can neither be 
seen not touched or felt with hands. 
 
Measurement of Utility: 
According to Marshall, the utility of a commodity can be measured in terms of 
money. If a consumer is willing to pay Rs.2 for an orange and Re 1 for a banana, 
then the utility of an orange is equal to Rs.2 and that of a banana is Re. 1 to him. 

It means that the utility of one orange is equal to 2 bananas. In other words, the 
utility of an orange to the consumer is twice that of the banana. But this analysis 
does not hold when there are two different consumers offering two different 
prices for the same commodity. 

Suppose Bhanu offers Rs.2 for a banana for which Gautam is prepared to pay Re. 
1.The higher price paid by Bhanu does not mean that he gets more utility and 
Gautam less utility. Thus money does not measure the utility from a commodity. 
It simply measures the intensity of our desire for a commodity. Despite this 
weakness, money is used as a measure of utility. 

Cardinal and Ordinal Utility: 
The terms ‘cardinal’ and ‘ordinal’ have been borrowed from mathematics. The 
numbers 1, 2, 3, 4, etc. are cardinal numbers. According to the cardinal system, 
the utility of a commodity is measured in units and that utility can be added, 
subtracted and compared. For example, if the utility of one apple is 10 units, of 
banana 20 units and of orange 40 units, the utility of banana are double that of 
apple and of orange four times the apple and twice the banana. 

The ordinal numbers are 1st, 2nd, 3rd, 4th, etc. which may stand for 1, 2, 4, 6 or 
30, 40, 60, 80, etc. They tell us that the consumer prefers the first to the second 
and the third to the second and first, and so on. But they cannot tell by how much 
he prefers one to the other. 

The entire Marshallian utility analysis is based on the cardinal measurement of 
utility. According to Hicks, utility cannot be measured cardinally because utility 
which a commodity possesses is subjective and psychological. He, therefore, 



rejects the quantitative measurement of utility and measures utility ordinally in 
terms of the indifference curve technique. 
 
 
 

What Is Diminishing Marginal Utility 
The Law Of Diminishing Marginal Utility states that all else equal as consumption increases 
the marginal utility derived from each additional unit declines. Marginal utility is derived as the 
change in utility as an additional unit is consumed. Utility is an economic term used to 
represent satisfaction or happiness. Marginal utility is the incremental increase in utility that 
results from consumption of one additional unit. 

 

What Is Price Elasticity of Demand? 
Price elasticity of demand is an economic measure of the change in the quantity demanded or 
purchased of a product in relation to its price change. Expressed mathematically 

                                                Elasticity of Demand 

A good's price elasticity of demand is a measure of how sensitive the quantity demanded of it is to its price. 
When the price rises, quantity demanded falls for almost any good, but it falls more for some than for 
others 

 

Degrees of Price Elasticity: Different commodities have different price 

elasticity’s. Some commodities have more elastic demand while others have 
relative elastic demand. Basically, the price elasticity of demand ranges from zero 
to infinity. It can be equal to zero, less than one, greater than one and equal to 
unity. 
 

However, some particular values of elasticity of demand have been 
explained as under: 
1. Perfectly Elastic Demand: 
Perfectly elastic demand is said to happen when a little change in price leads to 
an infinite change in quantity demanded. A small rise in price on the part of the 
seller reduces the demand to zero. In such a case the shape of the demand curve 
will be horizontal straight line 

 

https://www.investopedia.com/terms/u/utility.asp


2. Perfectly Inelastic Demand: 
Perfectly inelastic demand is opposite to perfectly elastic demand. Under the 
perfectly inelastic demand, irrespective of any rise or fall in price of a commodity, 
the quantity demanded remains the same. The elasticity of demand in this case 
will be equal to zero (ed = 0). 
 

3. Unitary Elastic Demand: The demand is said to be unitary elastic when a 
given proportionate change in the price level brings about an equal 
proportionate change in quantity demanded. The numerical value of unitary 
elastic demand is exactly one i.e. Marshall calls it unit elastic. 
 

4. Relatively Elastic Demand: 
Relatively elastic demand refers to a situation in which a small change in price 
leads to a big change in quantity demanded. In such a case elasticity of demand is 
said to be more than one (ed > 1). 
 
5. Relatively Inelastic Demand: 
Under the relatively inelastic demand, a given percentage change in price 
produces a relatively less percentage change in quantity demanded. In such a 
case elasticity of demand is said to be less than one (ed < 1).  
 
 

Cross elasticity of demand 
In economics, the cross elasticity of demand or cross-price elasticity of demand measures the responsiveness of the 

quantity demanded for a good to a change in the price of another good 

 

 

Advertising elasticity of demand (AED) is a measure of a market's sensitivity to 

increases or decreases in advertising saturation. Advertising elasticity is a measure of 

an advertising campaign's effectiveness in generating new sales 



 

Method to measure elasticity of demand:  there are three method to measure elasticity of 

demand 

 

The Geometric method measures the elasticity of demand at different points on 

the demand curve and is also known as the Point method of measuring the elasticity of 

demand 

 

 

 

2) proportional or percentage method:  Percentage change in demand 

 

                                                         Percentage change in price 
 

 

Percentage change in demand=     change in demand 

                                                                                          Initial demand 

 

Percentage change in price =  change In price  

                                                      Initial price 

 



3) Total outlay method: It is, also known as total expenditure method of measuring 

price elasticity of demand was developed by Professor Alfred Marshall. According to 

this method, price elasticity of demand can be measured by comparing total 

expenditure on a commodity before and after the price change 

 

 

 

Concept of equi-marginal utility:  The equimarginal principle states that consumers 

will choose a combination of goods to maximise their total utility. This will occur where. 

The consumer will consider both the marginal utility MU of goods and the price. In effect, 

the consumer is evaluating the MU/price. 

 

 



 

 

Price determination under perfect competition: In perfect competition, the price of 

a product is determined at a point at which the demand and supply curve intersect each 

other. This point is known as equilibrium point as well as the price is known as 

equilibrium price. In addition, at this point, the quantity demanded and supplied is called 

equilibrium quantity. 

 

Price determination under perfect competition in short run- 

 

 



Price determination under perfect competition in long run:  a firm is in equilibrium 

under perfect competition when marginal cost is equal to price. But for the firm 

to be in long-run equilibrium, besides marginal cost being equal to price, the 

price must also be equal to average cost. 

For, if the price is greater or less than the average cost, there will be tendency for 

the firms to enter or leave the industry. If the price is greater than the average 

cost, the firms will earn more than normal profits. These supernormal profits will 

attract outer firms into the industry. 

With the entry of new firms in the industry, the price of the product will go down 

as a result of the increase in supply of output and also the cost will go up as a 

result of more intensive competition for factors of production. The firms will 

continue entering the industry until the price is equal to average cost so that all 

firms are earning only normal profits. 

 

Price determination under monopoly in short run:  A monopolist earn either 

normal profit(zero profit) or abnormal profit or abnormal loss in short run. 

Because under monopolist market both AR and MR is falling from left to right 

downward which shows more quantity will be demanded at less price and less 

quantity will be demanded at high price. 

 

 

 

 

 



Situation of super normal profit    

 

Situation of monopolist in short run 

 

 

 

In long run monopolist earns only abnormal profit because there is restriction in 

the entry and exit of new firms and the monopolist captures a huge share of 

market and earns abnormal profit as shown by the diagram below 

 

 

 

 

 

 



Price discrimination: 
Price discrimination is a microeconomic pricing strategy where identical or largely similar 

goods or services are sold at different prices by the same provider in different markets 

Price discrimination is a common pricing strategy’ used by a monopolist having 

discretionary pricing power. This strategy is practiced by the monopolist to gain 
market advantage or to capture market position. 

 

Types: i. Personal: 
Refers to price discrimination when different prices are charged from different 
individuals. The different prices are charged according to the level of income of 
consumers as well as their willingness to purchase a product. For example, a 
doctor charges different fees from poor and rich patients. 

ii. Geographical: 
Refers to price discrimination when the monopolist charges different prices at 
different places for the same product. This type of discrimination is also called 
dumping. 

iii. On the basis of use: 
Occurs when different prices are charged according to the use of a product. For 
instance, an electricity supply board charges lower rates for domestic 
consumption of electricity and higher rates for commercial consumption. 

Degrees of Price Discrimination: 
Price discrimination has become widespread in almost every market. In 
economic jargon, price discrimination is also called monopoly price 
discrimination or yield management. The degree of price discrimination vanes in 
different markets. 

These three degrees of price discrimination (as shown in Figure-14) 
are explained as follows: 

1)First-degree Price Discrimination: Refers to a price 
discrimination in which a monopolist charges the maximum price that 
each buyer is willing to pay. This is also known as perfect price 
discrimination as it involves maximum exploitation of consumers. In 
this, consumers fail to enjoy any consumer surplus. First degree is 
practiced by lawyers and doctors. 
 
 



2) Second-degree Price Discrimination: 
Refers to a price discrimination in which buyers are divided into different 
groups and different prices are charged from these groups depending 
upon what they are willing to pay. Railways and airlines practice this type 
of price discrimination. 

3) Third-degree Price Discrimination: Refers to a price discrimination in 
which the monopolist divides the entire market into submarkets and different 
prices are charged in each submarket. Therefore, third-degree price 
discrimination is also termed as market segmentation. 

In this type of price discrimination, the monopolist is required to segment market 
in a manner, so that products sold in one market cannot be resold in another 
market. Moreover, he/she should identify the price elasticity of demand of 
different submarkets. The groups are divided according to age, sex, and location. 
For instance, railways charge lower fares from senior citizens. Students get 
discount in cinemas, museums, and historical monuments. 

Necessary Conditions for Price Discrimination: 
Price discrimination implies charging different prices for identical goods. 

It is possible under the following conditions: 
i. Existence of Monopoly: Implies that a supplier can discriminate prices only 
when there is monopoly. The degree of the price discrimination depends upon 
the degree of monopoly in the market. 

ii. Separate Market: 
Implies that there must be two or more markets that can be easily separated for 
discriminating prices. The buyer of one market cannot move to another market 
and goods sold in one market cannot be resold in another market. 

iii. No Contact between Buyers: 
Refers to one of the most important conditions for price discrimination. A 
supplier can discriminate prices if there is no contact between buyers of different 
markets. If buyers in one market come to know that prices charged in another 
market are lower, they will prefer to buy it in other market and sell in own 
market. The monopolists should be able to separate markets and avoid reselling 
in these markets. 

iv. Different Elasticity of Demand: Implies that the elasticity of demand in 
the markets should differ from each other. In markets with high elasticity of 



demand, low price will be charged, whereas in markets with low elasticity of 
demand, high prices will be charged. Price discrimination fails in case of markets 
having same elasticity- of demand. 

Advantages and Disadvantages of Price Discrimination: 
A monopolist practices price discrimination to gain profits. However, it acts as a 
loss for the consumers. 

Following are some of the advantages of price discrimination: 
i. Helps organizations to earn revenue and stabilize the business 

ii. Facilitates the expansion plans of organizations as more revenue is generated 

iii. Benefits customers, such as senior citizens and students, by providing them 
discounts 

In spite of advantages, there are certain disadvantages of price discrimination. 

Some of the disadvantages of price discrimination as follows: 
i. Leads to losses as some consumers end up paying higher prices 

ii. Involves administration costs for separating markets. 

 
 

 

 

 

                                                                                              Created and compiled by 
                                                                                            Ashish Kumar Mishra 
 

 


