¢ studying this section you will be able to:

N
1. Explain the law of demand.
F;_ Understand how the substitution effect and
i” the income effect influence decisions.

3 Create 2 demand schedule for an individual
and a market.

' 4 Interpret 3 demand graph using demand
schedules.

Section Focus

According to the law of demand,
people buy less of a good when its
price rises. Demand schedules and
demand curves illustrate how people
and markets react to different prices.

Key Terms

demand

law of demand
substitution effect
income effect
demand schedule

market demand
schedule
demand curve

i B Chapter 2, vou read about economic
Is_vs:e'?:s. which are different ways of
answering the three economic questions of

L what to produce, bow much to produce,

and who gets what. In the United States,

most goods are allocated through a market
| system. In a market system, the interaction

E of buyers and sellers determines the prices

| of most goods as well as what quantity of a

 good will be produced. Buyers demand

goods, sellers supply those goods, and the
mteractions berween the two groups lead

{10 an agreement on the price and the
Quantity traded.

- Demand is the desire to own something

and the ability to pay for it. We will look at

the demand side of markets in this chapter.

In the next chapter we will look at the

actions of sellers, which economists call the

Supply side. In Chapter 6, we will look at

Supply and demand together and study

10W they interact to establish the prices

Mt we pay for most goods.

The Law of Demand

A"Q’One who has ever spent money will
fasxly understand the law of demand. The
; 9 O_f demand says that when a good’s
PIICe is Jower\consumers will buy more of
en the price is higher, consumers will
ss of it. All of us act out this law of

=

{b“)’ le

demand in our everyday purchasing deci-
sions. Whether your income is $10 or $10
mullion, the price of a good will strongly
influence your decision to buy.

Ask yourself this question: Would you
buy a slice of pizza for lunch if it cost $1?
Many of us would, and some of us might

r

= & N

fewer slices.

say about lower prices?
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demand the desire to
own something and the
ability to pay for it

law of demand
consumers buy more of
a good when its price
decreases and less
when its price increases

-

If the price of pizza rises, people will buy

Incentives What does the law of demand
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even buy more than one slice.
But would you buy the same

:Do you know your rights as an online
"shopper? The Federal Trade
Commission (FTC) requires firms that |
sell products online to (1) ship the
merchandise within 30 days of
receiving your order, (2) notify you if
the shipment cannot be made on
time, and (3) cancel your order and
return your payment unless you
agree to a delay.

slice of pizza if it cost ‘$2?
Fewer of us would buy it at
that price. Even real pizza
lovers might reduce thelr
consumption from 3 or 4 slices
to just 1 or 2. How many of us
would buy a slice for $10?
Probably very few. As the price
of pizza gets higher and higher,

goods
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substitution effect
when consumers react
to an increase in a
good's price by
consuming less of that
good and more of other

income effect the
change in consumption
resulting from a change
in real income

fewer of us are willing to buy
it. That is the law of demand
in action.

The law of demand is the result of not
one pattern of behavior, but of two
separate patterns that overlap. These two
behavior patterns are the substitution effect
and the income effect. The substitution
effect and income effect describe two
different ways that a consumer can change
his or her spending patterns. Together, they
explain why an increase in price decreases
the quantity purchased. Figure 4.2
describes how the substitution effect and
the income effect can change a consumer’s
buying habits. -

Price of A increases Price of A decreases

Consumption
of A

Consumption
of other goods

Consumption
of A

Consumption
of other goods §

Both the substitution effect and the
income effect lead consumers to buy
less of good A when it becomes more
expensive. However, the income effect
leads consumers to spend less on other
goods so they can afford good A, while the substitution
effect encourages consumers to replace expensive good
A with other, less expensive substitutes.
Supply and Demand Explain in your own words how an
increase in the price of A affects consumption of other
goods.

The Substitution Effect

When the price of Pizza rises,
becomes more EXPENSIVE Compgpe, 2
other foods, such as tacos aqd salads, S ty |
the price of a slice of pizza rises, cong, »Q% ,
become more and more hkely to buy e n
those alternatives as a substitute fo, . of
This causes a drop in the amount of . *
demanded. For example, instead of eat
pizza for lunch on Mondays and Fr; day, §
student could eat pizza on Mor}days 3nci
bagel on Fridays. This change in spe, P

is known as the substitution effect o hi; I
substitution effect takes place When 1 , Pﬂceﬂ_ { fde
consumer reacts to a rise in the price of One. goesdo‘?;he W 0 f
good by consuming less of that good o e {00 :
more of a substitute good. R‘mem;es when []
The substitution effect can also apply , § alsOoperafp - fa
a drop in prices. If the price of pizza drops § 5 i (;ﬂ o 125 :
pizza becomes cheaper compared to othe fedwcak, % (1O
alternatives. Consumers will now subst; ,[hats

tute pizza for tacos, salads, and other lung §
choices, causing the quantity of piy, n “d Scl
demanded to rise. ADe

aw of deman

. 1
i 1y jtem affeCtS
The Income Effect b em. Befor

Rising prices have another effect that we § foship between
have all felt. They make us feel poorer. When § kmnded for a sp
Fhe price of rno'vi_(? tickets, shoes, or pizza f |\ e closely
increases, your limited budget just won’t buy tevord demand.
as much as it used to. It feels as if you have
less money. You can no longer afford to buy
the same combination of goods, and you
must cut back your purchases of some
goods. If you buy fewer slices of pizs
without increasing your purchases of other
foods, that is the income effect.

One important fact to remember is that §
economists measure consumption in the
amount of a good that is bought, not tht
amount of money spent to buy it. Althoug!
you are spending more on pizza, you 4t
consuming fewer slices, so your consump
tion has gone down. If the price rises fro®
$1 a slice to $2 a slice, you may decide ©
Pay extra and order your usual lunch, b
you certainly would not choose to b
more slices than before, Although peop®
spend more of theijr money on pizza, W<

ertanding D
Tg ‘?““ demand f,
: §and able t
-l Meapg




- Price of o ‘
at good apg

1lso apply 1
red to othe

] other lunch
ty of pim

ffect that W¢
HoOrer. When
oes, or pit
ust won’t buy
s if you ik
afford t buz ‘

the price goes up, the quantity demanded
goes down. In this sense, the income effect
leads to the law of demand.

Remember, too, that the income effect
also operates when the price is lowered. If
the price of pizza falls, all of a sudden you
feel wealthier. If as a result you buy more
pizza, that’s the income effect.

A Demand Schedule

The law of demand explains how the price
of any item affects the quantity demanded
of that item. Before we look at the rela-
tionship between price and quantity
demanded for a specific good, we need to
look more closely at how economists use
the word demand.

Understanding Demand
To have demand for a good, you must be
willing and able to buy it at the specified
price. This means that you want the good,

Figure 43 Demand Schedules

and you can afford to buy it. You may
desperately want a new car, a laptop

 cqmputer, or a trip to Alaska, but if you
‘can’t truly afford any of these goods, then

you do not demand them. You might
demand compact discs, though, if at the
current price you have enough money and
want to buy some.

A demand schedule is a table that lists
the quantity of a good that a person will
purchase at each price in a market. For
example, the table on the left in Figure 4.3
illustrates individual “demand for pizza.”
The schedule shows specific quantities that
a student named Ashley is willing and able
to purchase at specific prices. For example,
at a price of $2.00, Ashley’s “quantity
demanded” of pizza is two slices per day.

Market Demand Schedules

If you owned a store, knowing the demand
schedule of one customer might not be very
helpful. You would want to know how

ErCONCES

Demand schedules show

as the price rises.
Supply and Demand How

pizza change when the
price falls from $2.50 to
$1.00 a slice? Be specific.

<« Today, a bicycle might cost
$100, and most people purchase
only one. If bikes still cost $8.95,
as they did in 1902, you might
buy two or more and spend the
rest on other goods. This is the
income effect in action.

demand schedule a
table'that lists the
quantity of a good a
person will buy at each

that demand for a good falls

does the market demand for
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[l A Asale can

i encourage
consumers to buy
It more.

; market demand

I schedule a table that

! lists the quantity of a
good all consumers in a
market will buy at each
different price

‘ demand curve

a graphic
representation of a
demand schedule

Ashley’s demand
curve shows the
number of slices of
pizza she is willing
and able to buy at
each price.
Supply and Demand
i How many slices of
i pizza does she
demand when the
{| price is $1.50?
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Price per slice (il.l‘tit:llla“‘r's"'""' o

customers as a whole would react to price
changes. When you add up the demand
schedules of every buyer in the market, you
can create a market demand schedule. A
market demand schedule shows the quantities
demanded at each price by all consumers
in the market. A market demand schedule
for pizza would allow a restaurant owner
to predict the total sales of pizza at several
different prices.

The owner of a pizzeria could create a
market demand schedule for pizza slices by
surveying his or her customers and then
adding up the quantities demanded by all
individual consumers at each price. The

Figure 44 Ashley’s Demand Curve
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resulting market demand schedule i log
like Ashley’s demand schedul?, bgr e =
tities will be larger, as shown in Figure 43
Note that the market demapd schedy
on the right in Figure 4'.3 contains the Ry
prices as Ashley’s 1nd1v1dualh demgy
schedule, since those are the P0§Slble bric
that may be charged by the pizzeris. o
schedule also exhibits the .law of defﬂand.
At higher prices the quantity demandeq ;

lower. The only difference between the o |

demand schedules is that the Mmarke,
schedule lists larger quantities demandeq
This is the case, since NOW we are tallking

about the purchase decisions of all potep. |

tial consumers in the market.

The Demand Graph

What if you took the numbers in Ashleyy
demand schedule in Figure 4.3 and plotted
them on a graph? The result would be
demand curve. A demand curve is a graphic
representation of a demand schedule.
How do economists create a demand
curve? When they transfer numbers froma
demand schedule to a graph, they always

label the vertical axis with the lowest
possible prices at the bottom and the §

highest at the top. Likewise, they always

label the quantities demanded on the hori- § §
zontal axis with the lowest possible f 7

quantity at the left and the highest possible

quantity at the right. As Figure 4.4 shows, § -

each pair of price and quantity-demanded
numbers on the schedule is plotted as 2

pomnt on the graph. Connecting the poins
creates a demand curve,

Reading a Demand Curve

Note two facts about the graph shown i
Figure 4 4. First, the graph shows only e
relationship between the price of this g0
and the quantity that Ashley will purchas®
It assumes that al] other factors that wo
affect Ashley’s demand for pizza—like the
price of other goods, her income, and L
quality of the Pizza—are held constant-
Second, the demand curve on the g2°

slopes downward to the right. If you follo®

the curve Wwith your finger from the top

b
risés gr falls. For anm
pza s §1.50 a slice, t
Wsles a day.

This market dema

aurate for one Very Sf
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o the bottom right, you will notice thar as

o decreases, the quantity demanded

increases.—Fhis is ju§t“anetherfway of
stating the law of demand, which states
that higher prices will always lead to lower
quantities demanded. All demand sched-
ules and curves reflect the law of demand.
The demand curve in Figure 4.4 shows
Ashley’s demand for slices of pizza. A
market demand curve shows the quantities
demanded by all consumers at the same
prices. Thus, in Figure 4.5, the prices listed
on the vertical axis are identical to those in
Ashley’s demand curve. The quantities
listed on the horizontal axis are much
larger, corresponding to those in the
market demand schedule in Figure 4.3,

Limits of a Demand Curve
The market demand curve can be used to
predict how people will change their
buying habits when the price of a good
rises or falls. For example, if the price of
pizza is $1.50 a slice, the pizzeria will sell
200 slices a day.

This market demand curve is only
accurate for one very specific set of market

\\ Key Terms and Main Ideas

1. Define and give an example of the income effect.
2. What are three characteristics of a demand curve?

Applying Economic Concepts

3. Critical Thinking Explain why the law of demand can 6.

apply only in a free market economy.

4 Try This Create an individual demand schedule like the
one in Figure 4.3 for your demand for CDs. Fill in six
different prices for CDs. Assume that you have a part-
time job that pays $80 a week. How many CDs would you
buy at each of the six different prices? Compare your
demand schedule to those of your classmates.

Figure 45 Market Demand Curve
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conditions. If a nearby factory were to
close, so that fewer people were in the area
at lunchtime, the pizzeria would sell less
pizza even if the price stayed the same. In
the next section, you will read about how
demand curves can shift because of changes
in factors other than price.

%“"‘D"'c

£ &
€Y Tonce?

The market demand
curve illustrates
demand for pizza in
an entire market.

Supply and Demand
How is the market
demand curve
similar to Ashley's
demand curve?

5. Critical Thinking Some economists believe that there
are goods that do not obey the law of demand, because

the demand for them would actually drop if their price
fell. One example is a top-of-the-line luxury car. Why do

you think prospective buyers might feel differently about

these goods?

Math Practice Use the market demand schedule below
to draw a demand curve for miniature golf.

Cost to Play a Game Games Played per Month
$1.50 350
$2.00 250
$3.00 140
$4.00 80

D .
Take It to  se the links provi
the NET completing this acti

veryday lives. Find a recent article onling thatis on the topic (_)f demand.
BTENDAEES Oudre% in ¥he¥§ocial Studies area at the following Web site for help in

vity. www.phschool.com
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