Chapter 4 Individual and Market Demand

( Topics to be Discussed

· Individual Demand & Market Demand

· Income and Substitution Effects

· Consumer Surplus

( Individual Demand

· Using the figures developed in the previous chapter, the impact of a change in the price of food can be illustrated using indifference curves.
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( Effect of a Price Change

· Two Important Properties of Demand Curves

1) The level of utility that can be attained changes as we move along the curve.

2) At every point on the demand curve, the consumer is maximizing utility by satisfying the condition that the MRS of food for clothing equals the ratio of the prices of food and clothing.

( Income Changes

· Using the Food-Clothing example developed in chapter 3, the impact of a change in income can be illustrated using indifference curves.
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· The income-consumption  curve traces out the utility-maximizing combinations of food and clothing associated with every income level.

· An increase in income shifts the budget line to the right, increasing consumption along the income-consumption curve.

( Income Changes

· When the income-consumption curve has a positive slope:

· The quantity demanded increases with income.

· The income elasticity of demand is positive.

· The good is a normal good.

· When the income-consumption curve has a negative slope:

· The quantity demanded decreases with income.

· The income elasticity of demand is negative.


· The good is an inferior good.
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( Engel Curves

· Engel curves relate the quantity of good consumed to income.

· If the good is a normal good, the Engel curve is upward sloping.

· If the good is an inferior good, the Engel curve is downward sloping.
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( Individual Demand

· Two goods are considered substitutes if an increase (decrease) in the price of one leads to an increase (decrease) in the quantity demanded of the other. [ e.g. movie tickets and video rentals]

· Two goods are considered complements if an increase (decrease) in the price of one leads to a decrease (increase) in the quantity demanded of the other. 

· Two goods are independent when a change in the price of one good has no effect on the quantity demanded of the other.

( Income and Substitution Effects

· A fall in the price of a good has two effects: Substitution & Income

· Substitution Effect

· Consumers will tend to buy more of the good that has become relatively cheaper, and less of the good that is now relatively more expensive.

· Income Effect

· Consumers experience an increase in real purchasing power when the price of one good falls.
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( A Special Case--The Giffen Good

· The income effect may theoretically be large enough to cause the demand curve for a good to slope upward.

· This rarely occurs and is of little practical interest.

( Market Demand Curves

· A curve that relates the quantity of a good that all consumers in a market buy to the price of that good.

( Determining the Market Demand Curve
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( Two Important Points

1) The market demand will shift to the right as more consumers enter the market.

2) Factors that influence the demands of many consumers will also affect the market demand.

( Price Elasticity and Consumer Expenditure
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( Point Elasticity of Demand

· For large price changes (e.g. 20%), the value of elasticity will depend upon where the price and quantity lie on the demand curve.

· Point elasticity measures elasticity at a point on the demand curve.

( Problems Using Point Elasticity

· We may need to calculate price elasticity over portion of the demand curve rather than at a single point.

· The price and quantity used as the base will alter the price elasticity of demand.

· Example of the Point Elasticity

( Arc Elasticity of Demand

· Arc elasticity calculates elasticity over a range of prices

· Its formula is:
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( The Aggregate Demand For Wheat

· The demand for U.S. wheat is comprised of domestic demand and export demand.

· The domestic demand for wheat is given by the equation:

· QDD = 1700 - 107P

· The export demand for wheat is given by the equation:

· QDE = 1544 - 176P

· Domestic demand is relatively price inelastic (-0.2), while export demand is more price elastic (-0.4).

( Consumer Surplus

· The difference between the maximum amount a consumer is willing to pay for a good and the amount actually paid.
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