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	PASS Notes

Chapter 5 - Demand: the benefit side of the market


Needs, Wants and the Law of Demand

From an economic point of view:

Needs – basic necessities such as food, shelter, clothing required to maintain our health.

Wants – once bare subsistence levels of consumption are achieved, we can abandon all                            reference to needs and speak only in terms of wants. 

The Law of Demand - people do less of what they want to do as the cost of doing it rises.

Translating wants into demand

Utility – satisfaction people derive from their consumption activities.

Utility maximisation – people try to allocate their incomes so as to maximise their satisfaction.

Marginal utility – the additional utility gained from consuming an additional unit of a good.

Marginal utility = change in utility/change in consumption

Law of Diminishing Marginal Utility - as consumption of a goal increases beyond some point, the additional utility gained from an additional unit of the good tends to decline.
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The Rational Spending Rule

The optimal combination of goods – affordable combination that yields the highest total utility.

The Rational Spending Rule – spending should be allocated across goods so that the marginal utility per dollar is the same for each good.
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The rational spending rule for two goods:
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Where 

is the marginal utility per dollar.

Role of substitution

When the price of a g/s goes up, rational consumers seek out less expensive substitutes.

When prices return to their original levels, people often return to the original good.

Nominal price – absolute price of a good in dollar terms.

Real price – dollar price of a good relative to the average dollar price of all other goods and services.

NB. The demand for a good falls when the real price of a substitute falls or the real price of a complement rises.

Individual and Market Demand Curves

By adding together the individual demand curves, we construct the market demand curve.

Horizontal addition: Sum of the individual quantities!

Individual and Market Demand Curves:
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· At P=0, the quantity demanded by the market is the addition of Smith’s 8 and Jones’ 4 = 12

· At P=4, Smith demands 6, Jones demands 2, hence Market Demand = 8

· At P=8, 

· At P=12

· At P=16, there is zero demand for the good

Individual and market Demand Curves when All Buyers Have Identical Demand Curves:

N.B. In a market with 1000 individual consumers with identical demand curves, the market demand curve will be found by multiplying the individual quantities by 1000.

The Straight Line Demand Curve
Law of demand requires that the demand curve is downward sloping. Can be shown graphically as a straight line as used before.

Also can be seen in the form of a table:

	Price ($/can)
	Quantity (1000s of cans/month)

	0
	12

	1
	10

	2
	8

	3
	6

	4
	4

	5
	2

	6
	0


Lastly, it is important to express the demand curve algebraically:

P = b – mQ,
· Where P denotes the price of the good, in dollars per unit
· b denotes the vertical intercept
· -m represents the slope

· Q denotes the quantity demanded
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What is the equation of this graph?

P  = b – mQ

P = 

Total Expenditure
The total expenditure is the number of units bought each day times the price for which it sells.

Total expenditure = Total revenue
· The dollar amount consumers spend is equal to the dollar amount sellers receive
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N.B. Different amounts of expenditure/revenue with different prices

Different amounts of expenditure can be seen clearly in the form of a table

· Will consumers spend more on a product if it is sold at a lower price?

-
Depends on the elasticity of demand
Price elasticity of demand – the percentage change in the quantity demanded of a good that results from a 1 percent change in its price.

1. Elastic – demand for a good is elastic with respect to price if its price elasticity of demand is greater than 1.

(For a product whose price elasticity is greater than 1, an increase in price will reduce total expenditure, and a reduction in price will increase total expenditure)

2. Inelastic – if price elasticity is less than 1.

(For a product whose price elasticity is less than 1, an increase in price will increase total expenditure, and a cut in price will reduce total expenditure) 
3. Unit elastic – if its price elasticity is equal to 1.

Determinants of price elasticity of demand
· Substitution possibilities – price elasticity tends to be high for products with close substitutes that are readily available.

· Budget share – big-ticket items tend to have higher price elasticities.

· Time – price elasticities will be higher in the long run than the short run.

Calculating Price Elasticity
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Graphical Interpretation of Price Elasticity of Demand


[image: image5.png]Price lasticity at A = [%)[ﬁ)





N.B. Price elasticity has a different value at every point along a straight-line demand curve.

The elasticity of demand declines steadily as we move downward along a straight-line demand curve.

Income elasticity of demand – the percentage by which a good’s quantity demanded changes in response to a 1 percent change in income

Cross-price elasticity of demand for two goods – percentage by which the quantity demanded of the first good changes in response to a 1 percent change in the price of the second.

Perfect Elastic and Inelastic Curves:
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For sample this weeks Multiple Choice questions, go to the following website: http://www.mhhe.com/economics/frankb/student/olc/chap05s_els_pretest.mhtml

http://www.mhhe.com/economics/frankb/student/olc/chap05s_els_posttest.mhtml
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