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Chapter 4



Section 1 – Understanding Demand Objectives 1. Explain the law of demand. 2. Describe how the substitution effect and the income effect influence decisions. 3. Create a demand schedule for a product.



Question  How does the law of demand affect the quantity



demanded?  As price changes, the quantity demanded changes  If price increases (+), demand decreases (-)  If price decreases (-), demand increases (+)  Inverse relationship between price and demand  By analyzing demand schedules and demand curves,



businesses can see how consumers react to changes in price.



Demand  Demand - the desire to own something and the



ability to pay for it.  Law of demand states that when a good’s price is  lower, consumers will buy more of it.  higher, consumers will buy less of it.



 The law of demand is the result of 2 factors  the substitution effect and  the income effect  Together, they explain why an increase in price



decreases the amount consumers purchase.



The Law of Demand in Action  What happens to demand for a good when the



price increases?  Answer: The demand for that good goes down.



 Price changes are an incentive



The Law of Demand Substitution Effect



Income Effect



 Price of a good rises  Consume less of that good and more of a substitute good  Price of a good drops  Consume more of that item and less of items previously consumed (substitute good)



 Change in consumption that



results when a price increase causes real income to decline  If a price increases, you feel less likely to spend the extra $  If the price of something drops, you feel wealthier (and may buy more of that good the income effect )



Demand Schedules  The law of demand explains how the price affects the



quantity demanded of that item  To have demand for a good, you must be willing and able to buy it at a specified price  A demand schedule is a table that lists the quantity of a good that a person will purchase at various prices in the market.  A market demand schedule shows the quantities demanded at various prices by all consumers in the market.



Demand Schedule



McDonald’s Egg McMuffin



Prepare a Demand Schedule Select a product or service Use the estimated current price as your middle price point (divide it by 3 to determine the interval for your price points) Set 5 specific price points for the product (equal amounts apart – i.e. $1, $2, $3, $4, $5) Use the chart - go to 15 students (and me) and ask the highest price they would pay for the item Write down the amount and place an ‘X’ in the appropriate column (and every column to the left) Tally the # of X’s in each column. Create a demand schedule with the results



1. 2.



3. 4. 5. 6. 7. 1.



2.



Vertical axis – price Horizontal axis - quantity



Section 2 – Shifts in the Demand Curve Objectives 1. Explain the difference between a change in quantity demanded and a shift in the demand curve. 2. Identify the factors that create changes in demand and that can cause a shift in the demand curve. 3. Give an example of how a change in demand for one good can affect demand for a related good.



Why does the demand curve shift?  Shifts in the demand curve are caused by more than



just price increases and decreases.  Other factors include: • Income • Consumer Expectations • Population • Demographics • Consumer Tastes and Advertising



Changes in Demand  A demand schedule takes into account only changes



in price.  A demand curve is accurate only as long as there are no changes other than price.  When price changes, we move along the curve 



The ‘law of demand’ at work



 When other factors change, the entire demand curve



shifts 



Economists refer to this as a ‘change in demand’



Change in Demand Factors Income  Most items that we purchase are normal goods (superior goods)  Consumers demand more when their income increases.



 A rise in income would cause the demand curve to



shift to the right, indicating an increase in demand.  A fall in income would cause the demand curve to shift left, indicating a decrease in demand.  Inferior goods – have opposite impact on demand  If incomes are falling, consumers will demand more



inferior goods and less normal goods



Change in Demand Factors Consumer Expectations  Future expectations affect demand  If you feel that the price of an item you are considering buying will rise in the near future, would you be more likely to purchase that now?  If you are told that the item will be ‘on sale’ next week, would that affect your current demand for that item?  The current demand for an item is positively related to its expected price in the future



New Cars  Most car companies begin selling new models for the



upcoming year (2015 models) in September or October 2014  In June 2014, the car company announces that the new models



(2015) will be available September 15, 2014



 What is the likely impact of this news on the demand for



2013 & 2014 new cars that are still available for sale?  If you are currently looking to buy a car (and are



interested in the prior year model – 2014), what would be your strategy to get the best deal?



Change in Demand Factors Population  Changes in the size of the



population will also affect the demand for most products.  Population increases  Population decreases



 Population trends can have



a particularly strong effect on certain goods.  Baby boomers  Millennials – Generation Y



Demographics  Demographics are the



characteristics of populations, such as age, race, gender, and occupation. – Businesses use this data to classify potential customers. – Demographics also have a strong influence on packaging, pricing, and advertising.



Change in Demand Factors Consumer Tastes and Advertising  Consumer Tastes  What are fads? How do they impact demand?  What impact do new products have on demand of



existing products?



 Advertising  Tends to shift the demand curve because it plays an important role in many trends.  Companies spend money on advertising in hopes that it will increase the demand for the goods they sell. 



Super Bowl ads (companies spent $4.5 million for 30 seconds)



Change (Shift) in Demand or Law of Demand?  If a company has a sale on a certain brand of



shoes (50% off) and sales during that time triple, is this an example of a ‘change in demand’ or the ‘law of demand’? How do you know?  The law of demand  Change is along the original demand curve – driven



by a decrease in price



Prices of Related Goods  The demand curve for one good can also shift in



response to a change in demand for another good.  There are two types of related goods that interact this way: – Complements are two goods that are bought and used together. – Substitutes are goods that are used in place of one another



Related Goods – Impact on Demand Complements



Substitutes



 An increase in the price of



 An increase in the price of



one of the items (PB), will cause us to buy less amounts of PB  This will also cause us to buy less J at any price since it is considered a complementary good to PB



potato chips, will result in a decrease of demand for them  If pretzels are considered a substitute for potato chips, then more people will buy pretzels given the increase in price of the potato chips



Section 3 – Elasticity of Demand Objectives 1. Explain elasticity of demand. 2. Identify factors that effect elasticity. 3. Explain how firms use elasticity and revenue to make decisions. 4. Calculate elasticity of demand and total revenue before and after price changes  Why do firms or businesses care how consumers



will react to changes in price?



What Factors Affect Elasticity of Demand?  Economists have developed a way to measure



consumer behavior and how they react to a change in price.  2 factors that determine your demand for a particular product include  Original price  How much you want or need the item



Consumer Response  Elasticity of demand measures how drastically



buyers will cut back or increase their demand for a good when the price rises or falls.  Elasticity measures the sensitivity to price



increases



– Your demand for a good that you will keep buying despite a price change is inelastic – If you buy much less of a good or stop buying after a price increase, your demand for that good is elastic



Elastic Demand  Elastic Demand comes from one or more of these



factors: 1. The availability of substitute goods 2. A limited budget that does not allow for price changes 3. The perception of a good as a luxury item



Calculating and Measuring Elasticity of Demand  Calculating elasticity  % change in quantity demanded divided by the % change in price.  The result is the



elasticity of demand for the good.



 Measuring elasticity  If the elasticity of demand for a good at a certain price is < 1, the demand is inelastic.  If the elasticity is > 1, demand is elastic.  If elasticity is = to 1, demand is unitary elastic.



Calculating Elasticity of Demand  A company increases its price of a good from $4 to $5.



As a result, the quantity demanded decreases from 1oo units to 70 units. 1. Calculate the elasticity of demand and



determine if demand is inelastic, elastic or unitary elastic.



2. What happens to the company’s revenue as a



result of the price increase?



Calculating Elasticity of Demand  A company increases its price of a good from $15 to



$20. As a result, the quantity demanded decreases from 2oo units to 180 units. 1. Calculate the elasticity of demand and



determine if demand is inelastic, elastic or unitary elastic.



2. What happens to the company’s revenue as a



result of the price increase?



Factors Affecting Elasticity  Availability of Substitutes



– If there are only a few substitutes for a good, then even when its price rises greatly, you will probably still buy it. 



Demand is inelastic



– If there is a wide choice of substitute goods, you will likely buy the substitute rather than the original good. 



Demand is elastic



Other Factors Affecting Elasticity • Relative Importance  How much of your budget you spend on a good.  If a large portion of your budget is spent on a good, you likely



won’t buy as much if the price increases (elastic)



• Necessities v. Luxuries  If you need an item, you will probably still buy it even if the



price increases (inelastic)  Increases in the price of a luxury item will likely result in a significant drop in demand (elastic)



• Change Over Time  Consumers aren’t always able to react quickly to price



increases because it takes time to find substitutes  In the short term, demand is inelastic  Over the long term, there is more chance to find substitutes (elastic)



Demand Elastic or Inelastic  Salt



 Pork Chops



 Inelastic



 Elastic



Demand Elastic or Inelastic  New Car



 Chewing Gum



 Elastic



 Inelastic



Demand Elastic or Inelastic  Prescription Drugs



 Vacation to Europe



 Inelastic



 Elastic



Computing Total Revenue  Revenue – amount of $ a business receives from sales  Determined by 2 factors 1. Price of goods 2. Quantity sold  If a business sells 100 items at $2.50, the total revenue



is $250 (100 X $2.50)  If a business sells 1,000 items at $12.50, the total revenue is $12,500 (1,000 X $12.50)



Total Revenue and Elastic Demand  When a good has elastic demand  Raising the price of the good will cause a larger % drop in quantity demanded  Thus, total revenue will fall  The same process can also work in reverse  Lowering the price of a good will cause a larger % increase in quantity demanded  Thus, total revenue will rise



Total Revenue and Inelastic Demand  When a good has inelastic demand  Raising the price of the good will cause a smaller % drop in quantity demanded  Thus, total revenue will rise  The same process can also work in reverse  Lowering the price of a good will cause a smaller % increase in quantity demanded  Thus, total revenue will fall



Example – Pricing, Revenue, Elasticity  Consumers’ demand for Product A at 70 cents per



pound results in $2,000 in total revenue  If the sellers of Product A drop the price to 60 cents per pound, and this results in $2,500 in total revenue, is this considered elastic demand or inelastic demand?  Elastic demand



 If the drop in price generated only $1,900 in total



revenue, would this be considered elastic demand or inelastic demand?  Inelastic demand



Elasticity and Price Policies  Knowledge of how the elasticity of demand can affect a



firm’s total revenues helps the firm make pricing decisions that lead to the greatest revenue.  If a firm knows that the demand for its product is elastic at the current price, it knows that an increase in price would decrease total revenue.  If a firm knows that the demand for its product is inelastic at its current price, it knows that an increase in price will increase total revenue.
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