Topic = Demand and Utility

A consumer is a person who buys (or uses) a finished good or service to satisfy their needs and wants. 

Individual (consumer) demand – is the quantity of a commodity a consumer is both willing and able to buy at different prices over a period of time. 

The demand schedule – a table showing the quantities of a commodity (good or service) a consumer is willing and able to pay for over a series of prices.

   Dave’s demand for Mars Bars (per week)      Dave’s demand curve for Mars Bars (per week)
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	Price ($)
	Quantity demanded

	0.25
	14

	0.50
	12

	0.75
	10

	1.00
	 9

	1.25
	 8

	1.50
	 7

	1.75
	 3

	2.00
	 1


The demand curve slopes downwards to the right; the curve is negatively sloped, i.e. as price increases the quantity demanded decreases. This is consistent with the law of demand.

Law of demand – as the price of a commodity increases, the quantity demanded will fall, ceteris paribus (CP). 

Ceteris paribus – is a Latin term, which means ‘all other factors remain unchanged’. In order to clearly identify the relationship between two variables (in this case price and the quantity demanded), it is assumed all other factors are held equal or constant. 

Movements along a demand curve

A movement along a demand curve can only be caused by a change in price (assuming ceteris paribus).  

                         Decrease in Quantity Demanded
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Increase in Quantity Demanded
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Shifts of a Demand Curve

If another factor, other than price, changes then this will cause a shift of the demand curve itself (the ceteris paribus condition will be broken). At each and every price there is an increase or decrease in the quantity demanded, so we must draw another, new and separate demand curve. This is called a change in demand.  

                            An increase in demand              
                   A decrease in demand
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Non-price factors 

1) Changes in Income

An increase in a consumer’s disposable income will cause an increase in demand and a shift of the demand curve to the right. When incomes increase, consumers are able to buy a greater quantity of goods and services at each price level. 

Consumers’ disposable income increases as a result of:

· Increases in wages, salaries or other income received (interest, profits, rent, benefits, etc.).

· Decreases in income taxes (direct tax).

Goods can be classified as either normal or inferior goods:

· Normal Goods – An increase in income will result in an increase in demand, e.g. necessities (electricity, vegetables and transport) and luxuries (going to the movies, restaurant meals, overseas holidays).

· Inferior Goods – An increase in income will result in a decrease in demand. Inferior goods are usually lower quality but cheaper goods and services, e.g. second-hand clothes, low-grade mince beef. As people’s incomes increase they tend to buy fewer inferior goods and switch to buying higher quality goods and services. 

2) Changes in Consumers’ Tastes and Preferences

A change in people’s tastes and preferences for a commodity will change the amount of a product they purchase at any given price. Demand is influenced by advertising, trends, fashion, news and other information consumers receive, e.g. the demand for heating decreases during summer, news of research stating that vitamin C reduces cholesterol levels increases the demand for oranges, the demand for toys increases near Christmas.

3) Changes in the Price of Substitute Goods

Substitute goods are goods that can be used in place of each other, e.g. snowboards and skis, butter and margarine, Coke and Pepsi.

Example – At a local dairy, an increase in the price of a can of Coke causes a decrease in the quantity demanded of cans of Coke. This will result in a movement along the demand curve for cans of Coke (shown below). This increase in the price of a can of Coke leads to an increase in demand for cans of Pepsi. Cans of Pepsi have become relatively cheaper so people will buy more at each price. The demand curve for Pepsi will shift to the right (shown below).
                                        Demand for Coke                                         Demand for Pepsi
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4) Changes in the Price of Complementary Goods

Complementary goods are goods that are usually consumed or used together with another good (in conjunction with each other), e.g. DVD player and DVD movies, petrol and cars, cycle helmets and bicycles. 

Example – An increase in the price of cars causes a decrease in the quantity demanded of cars. This will result in a movement along the demand curve for cars (shown below). The increase in the price of a car leads to a decrease in demand for petrol. As people are buying fewer cars the demand for petrol will fall at each price. The demand curve for petrol will shift to the left (shown below).

                                Demand for Cars                                          Demand for Petrol
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Market Demand

A market is made up of all the consumers of a particular good or service, e.g. the Auckland car market. 

Market demand – is the horizontal summation of all the individuals’ demand in the market at each price.  

The market demand curve and schedule show the quantities that will be bought by all consumers of a commodity in the market at each price. To calculate, add the quantity demanded by all individuals horizontally at each price.

Market Demand Schedule for Ice Creams (per week) 

	Price ($)
	Sione’s quantity demanded 
	Pam’s quantity demanded
	Mei’s quantity demanded
	Market quantity demanded

	1.00
	4
	4
	5
	13

	1.50
	3
	4
	4
	11

	2.00
	3
	3
	3
	  9

	2.50
	2
	2
	2
	  6

	3.00
	1
	1
	2
	  4
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The Demand Curve and Marginal Utility

A rational consumer will only buy goods and services if they derive some satisfaction or benefit from their purchase. The more satisfaction or benefit they receive, the higher the price they are willing to pay. Utility is a concept we use in economics to help understand this idea.

Utility (U) – a numerical measure of the level of satisfaction (or benefit) gained by a consumer when they consume a commodity.

Total Utility (TU) – the sum of all utility.

Marginal Utility (MU) – the extra satisfaction gained from consuming an extra unit of a good or service. MU = TU2 – TU1.    

James’ Total and Marginal Utility Schedule for Mince Pies (during lunch)

	Quantity

(pies) 
	Total utility (TU)
	Marginal Utility (MU)

	1
	  50 
	50

	2
	  90
	40

	3
	120
	30

	4
	140
	20

	5
	150
	10

	6
	150
	 0

	7
	140
	        (10 


James gets the highest utility or satisfaction from the first pie eaten. As he consumes additional pies, his total utility is increasing but his marginal utility is decreasing. With each additional pie eaten he is receiving less and less extra satisfaction.

Law of diminishing marginal utility – successive quantities of a good consumed will generate smaller amounts of extra utility (i.e. Q((((MU ().

MU can be measured by the price consumers are prepared to pay for a good. The optimum purchase rule states that to maximise total utility, consumers should purchase more of a good, up to where P = MU. Once P > MU it is not worth purchasing, as the price paid would be higher than the satisfaction gained from consuming it.   

The demand curve is derived from (or comes from) the law of diminishing utility. The law of diminishing utility and optimum purchase rule explain the law of demand, and hence the downward-sloping demand curve. 
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Law of Equal Marginal Utility and Consumer Equilibrium

(for the purchase of more than one good)
1) Consumer Equilibrium – where the marginal utility per dollar of all goods is equal i.e. 




     MUx
=     MUy




       Px

  
   Py

Example - The price of good A = $2  and the price of good B = $1.50.  If the marginal utility of good B = 30 and the consumer is in equilibrium then what must the marginal utility of good A equal?

The table below show the quantities of two goods (Good X & Y) that can be purchased by a consumer who has $18 to spend.
	Quantity
	Good X (price = $6)
	Good Y (price = $3)

	
	TU x
	MUx
	MUx/Px
	TUy
	MUy
	MUy/Py

	1
	48
	48
	8
	27
	27
	9

	2
	84
	36
	6
	51
	24
	8

	3
	108
	24
	4
	72
	21
	7

	4
	120
	12
	2
	90
	18
	6

	5
	126
	6
	1
	105
	15
	5

	6
	126
	0
	0
	117
	12
	4


The consumer will purchase the goods, which give them the greatest satisfaction (per $ spent) until they have spent $18.

	
	Good Purchased
	Price ($)
	MU per $
	MU (total)

	1st
	
	
	
	

	2nd
	
	
	
	

	3rd
	
	
	
	

	4th
	
	
	
	

	5th
	
	
	
	


Good Y = _______          Amount Spent 


      Total MU

       
Good X = _______            = $ ______

        
    =  ______ 



























P must ((for QD to ( (


(as MU ((





As more units are consumed, MU (





Optimal Purchase Rule   


           P = MU














ONLY a change in price will cause a change in the quantity demanded (ceteris paribus) and a movement along the demand curve.





As the law of demand states: as the price decreases from $180 (P1) to $140 (P2); the quantity demanded rises from 4 (Q1) to 8 (Q2) per week. There is a movement along (down) the demand curve from point A to point B.





As the law of demand states: as the price increases from $140 (P1) to $180 (P2), the quantity demanded falls from 8 (Q1) to 4 (Q2) per week. There is a movement along (up) the demand curve from point A to point B.





T - itle


A - xis


L - abel


L - ine








A change in a non-price factor will cause a change in demand and a shift of the demand curve. Ceteris paribus no longer applies.
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