Chapter 4 Notes on Economics

Section 1 Objective: to identify and analyze the economics of demand.

I.  Understanding Demand

A.  The Law of Demand – a consumer will buy more of a good when its price 

       decreases and vice versa when its price increases.

1. Demand – the desire to own something and the ability to pay for it 

(can’t just want it and not pay for it).

2. Law of Demand – “You would buy more, if the price was lowered.”

3. Substitution Effect – when consumers react to an increase in a good’s price by consuming less of that good and more of other goods (if price goes up, than buy something else).

4. Income Effect – the change in consumption resulting from a change in real income.

a. If the cafeteria were to lower the price of pizza to .25 cents, you would feel wealthier b/c you have money left over.

B. Demand Schedule – is a table that lists the quantity of a good that a person will buy at each different price.

1.  Understanding Demand –   Demand = paying a specified price.


Ex:  Want – H2


        Demand – CD

2. Market Demand Schedule – is a table that lists the quantity of a good all consumers in a market will buy at each different price.

a. Sell as much pizza at the highest possible price.

C. The Demand Graph

1.  Demand Curve – graphic representation of a Demand Schedule


a.  Graph shows only the relationship between the price of the 

     goods and the quantity.

i. Verticle Axis = Quantity of Good

ii. Horizontal Axis = Price of Good

Section 2 Objective: to identify the demand curve and its purpose.

II.  Shifts of the Demand Curve

A. The study of economy relies on “ceteris paribus” (all things being held constant).

1.  Changes in Demand


a. Decreases in the quantity demanded.


b. Increases in the quantity demanded.


B.  What causes a shift?


     1. Income (increase)



a.  normal goods – goods that consumers demand more of when their 



       income increases.

b.  inferior goods – goods that you would buy in smaller quantities (or not at 

        all) if you could afford something better.
2. Consumer Expectations – how much will the item cost today or next week
a. SALES

3. Population – the amount of items produced is affected by the number of 

   potential consumers.

4. Consumer Tastes and Advertising – Who is selling what?  What is “cool?”

C.  Prices of Related Goods and Services


1.  Compliments – two goods that are bought and used together.


2.  Substitutes – goods used in place of one another



Ex: Ski Boots / Skis



      Skis / Snowboard

Section 3 Objective: to identify the elasticity of demand

III.  Elasticity of Demand


A.  Calculating Elasticity



1.  Inelastic – demand that is not very sensitive to a change in price



2.  Elastic – demand that is very sensitive to a change in price.



3.  Price Range – Demand for a good can be highly elastic at one 

     price; and inelastic at a different price.

a. Magazine raises its price 50%

* .20 to .30 cents          or         $4.00 to $6.00




4.  Values of Elasticity





a.  Elasticity is > 1





b.  Inelasticity is < 1





c.  Unitary Elasticity = 1





d.  Value






1.  to find the value, you must divide the % 

     increase/decrease in quantity by the %       

     increase/decrease in demand.

Ex: Pizza goes from $1.00 to $1.50, which is a 50% increase in price.  The Quantity demanded goes from 4 to 3 slices per person, which is a 25% decrease in demand.  So, divide 25 by 50, which is .5

.5 < 1 = inelastic

B. Factors Affecting Elasticity

1.  Availability of Substitutes


a.  Gasoline, Concert Tickets, Milk, Medicine


b.  Shirt, Video Game, Soda, Soup, Car



***  Lack of Substitutes = inelastic



        Plenty of Substitutes = elastic

2. Relative Importance

a. % of your budget you spend on an item

i. price of clothes

ii. price of shoes

3. Necessities /vs/ Luxuries
a. Milk /vs/ Steak

b. House /vs/ Corvette

4. Change over time

a. SUV’s /vs/ fuel-efficient cars

C. Elasticity and Revenue
1.  It helps measure how consumers will respond to price changes in/for 

different products.

2. Total Revenue – amount of money the company receives by selling its 

 



    goods (page 95).

3. Factors of Elasticity

a. Availability of Substitutes

i. Concert tickets, medicine, etc.

1. plenty of subs. = demand elastic

2. few subs. = demand inelastic

b. Relative Importance

i. How much, how often?   $$$$$

ii. Price of Gas/Milk/window washer fluid.

c. Necessities /vs/ Luxuries

i. Milk /vs/ Steak

d. Change over time

i. Gradual increase/ Sharp increase

4. Elasticity and Revenue

a. Total Revenue – amount of $ a firm receives by selling goods and services.

b. Total Revenue and Elastic Demand

i. Availability of substitutes

ii. Limited budget

iii. Perception of good as a luxury
