Lecture 1: Demand

	Learning Objectives on Demand
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Define the demand curve 
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List the main factors that determine market demand. 
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List the factors that are held constant along a market demand curve 
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Explain the wealth effect and the substitution effect 
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Know the difference between a shift in demand  and a movement along a demand curve 
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Understand how demand shifts given the change in the price of a substitute or complement 
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Recognize the factors that can cause a shift in demand 

     This may be the most important chapter in the text. Consequently, there are three web pages on this chapter. There are separate pages for demand, supply and market equilibrium.

     Before you try to understand changes in demand, be sure you understand what a demand curve is. Look at each axis on the graph of the demand curve. On the vertical axis you have unit price and on the horizontal axis you have quantity sold per unit time period.

Individual Demand
    The demand schedule for an individual consumer lists the amount the consumer would purchase at each unit price over a specified time period. Obviously, how much this consumer would purchase depends on more than just the unit price of the good in question. We expect that  many other factors may have a significant influence on the amount demanded. For example, it is likely that the consumer's income will influence how much he or she will purchase at a given price. In addition, the prices of other goods that may be either substitutes or complements for the current good will also influence the quantity purchased.

   It is important for you to recognize that along a given demand curve that only the price of the given good is allowed to vary. All other influential variables are assumed to be held constant along a demand curve. Accordingly, given a strict ceteris paribus assumption (all other things held constant), we should be able to observe an inverse relationship between the unit price and the quantity demanded.

     On the consumer side of the market the major other variables that affect individual consumer demand are:
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tastes 
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prices of substitutes and complements 
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consumer income 
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the time period 
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expectations 

     It is essential that you understand the difference between a change in demand and a change in the quantity demanded. This may seem picky, but it's not. It is the difference between a shift in a function and a movement along a function. For example, a change in the price of the good in question moves us along the demand curve and results in a change in the quantity demanded. On the other hand, a change in any of the influential variables that we were holding constant when we derived the demand curve can result in a change in demand. This represents a shift in the entire demand function, either to the left for a decrease or the right for an increase. If you don't understand this, go back and reread the text. This distinction will be important in future courses.

 

     The effects of a price change on individual consumer demand can be separated into a substitution effect and an income effect. Both of these effects are built into the shape of a given demand curve. As the price of the given product changes, consumers will reallocate their expenditure in the marketplace. A fall in the price of the given product will cause the consumer to consume more of this good in place of substitute products. A rise in the price of the given good will have the opposite effect.

     The income effect is more difficult to understand. A price change in the given good will also have an income effect that is separate from the substitution effect. Our real income, our real level of welfare, will depend upon both the money income we receive and the prices of goods in the market place. Real income can increase from either  a rise in money income or a fall in market price. Along a given demand curve money income is held constant. However, real income changes as the price of the given good changes. Consequently, the fall in the price of the given good will release expenditure that can be used to purchase more of the given good as well as other goods. This is known as the income effect and it is built in to a given demand curve.

      For normal goods, the income effect reinforces the substitution effect. There is a positive relationship between units consumed and income for a normal good. Accordingly, any increase in your real income will lead to increased consumption of normal goods. Thus, the fall in the price of a normal good will have a positive impact upon the quantity demanded because of both the substitution effect and the income effect. Both effects reinforce the inverse relationship between price and quantity demanded.

     The relationship between units consumed and income is negative for an inferior good. These are goods that we tend to consume less of as our real income rises. For example, if consumers purchase more meat and fewer potatoes as their income rises, then meat is a normal good and potatoes are an inferior good. With an inferior good, the income effect operates in the opposite direction from the substitution effect. As the price of an inferior good falls, the substitution effect results in more of the this good being consumed. However, the fall in the price of an inferior good also causes a rise in real income, which means that less of this good is consumed. As long as the positive substitution effect outweighs the negative income effect, the law of demand still holds. There will be an inverse relationship between price and quantity demanded.

     If the income effect for an inferior good exceeds the absolute value of the substitution effect, it is possible to have an upward sloping demand curve and an exception to the law of demand. This is known as a Giffen good. It is a very rare occurrence. Economists have only one historical example of a Giffen good. It occurred during the Irish potato famine. The potato blight drove up the price of potatoes. Because most families spent a large percentage of their incomes on this food staple, the rise in the price of potatoes created a significant reduction in real income. Accordingly, given the reduction in real incomes, consumers reduced their expenditure on more expensive substitutes and actually increased the quantity demanded of potatoes as the price rose.

(For further information on the Irish Potato Famine see: The Potato Famine in History by Conrad Jay Bladey)

Market Demand
     The market demand curve is simply the horizontal sum of the individual consumer demand curves. Accordingly, in addition to all of the items that can affect an individual's demand curve, it can also be influenced by the number of consumers in the market. The market demand curve assumes that there are numerous consumers in the market and that each is a price taker. This means that each consumer can decide how much to purchase at a given price, but that no individual consumer has any impact on the going market price.

 

	Key Terms
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change in demand 
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change in quantity demanded 
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demand 
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demand curve 
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demand schedule 
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income effect 
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individual demand 




