
Big Idea of the Day—Demand
I. Price and Opportunity Cost

      A. The money price of a product is the dollars that must be used to buy it; the relative price of a product is the ratio of its money price to the money price of another product.

          1. A product’s relative price is the opportunity cost of buying it. This opportunity cost is expressed in terms of the amount of another good that is foregone by buying the product.

          2. Dividing a product’s money price by the price index yields the product’s price relative to the average prices of all other products in the economy.

     B. Because a product’s relative price equals its opportunity cost, the demand and supply for it depend on its relative price. Hence the demand and supply model determines relative prices, not money prices.
II. Demand

     A. The quantity demanded of a good is the amount consumers plan to buy in a given period of time at a particular price.

          1. Wants are the unlimited desires or wishes people have for products; the quantity demanded shows the amount people are actually willing to buy.

     B. The law of demand states that “other things remaining the same, the higher the price of a good, the smaller is the quantity demanded.”

          1. The law of demand is the result of two effects:

               a) The substitution effect points out that when the relative price of a product rises, people buy less of it because the opportunity cost of consuming it has increased.

               b) The income effect points out that a higher price for a product effectively lowers people’s incomes and, as a result, reduces their purchases of most goods.

     C. The demand for a product is the entire relationship between all possible prices and the quantities that people demand at every possible price. The quantity demanded is the amount that people will buy at a particular price.

     D. The demand curve graphs the relationship between the quantity demanded of a good and its price.

     E. The demand curve also shows people’s willingness-and-ability-to-pay; that is, for any given quantity, it shows the highest price people are willing to pay for the last unit purchased. Because the amount that people are willing to pay measures their benefit from the good, the demand curve is also the marginal benefit curve.

     F. The demand curve shifts so that there is a change in demand when some influence other than the price of the product itself changes. Factors that shift a product’s demand curve are:

          1. Prices of related goods, which have two possible relationships:

               a) Substitutes — goods that can be used in place of the product being studied. A rise (fall) in the price of a substitute shifts the demand curve rightward (leftward).

               b) Complements — goods used in combination with the good under study. A rise (fall) in the price of a complement shifts the demand curve leftward (rightward).

          2. Income, again with two possible relationships:

               a) A normal good is one for which an increase (decrease) in consumers’ incomes shifts the demand curve rightward (leftward).

               b) An inferior good is a good for which an increase (decrease) in consumers’ incomes shifts the demand curve leftward (rightward).

          3. The larger (smaller) the population, the larger (smaller) is the demand for all goods.

          4. Changes in people’s preferences affect their demand for a product.

          5. If the expected future price of the product is forecast to rise (fall) and the good can be stored, consumers increase (decrease) their current demand for it.

     G. The distinction between a “change in the quantity demanded” and a “change in demand” is crucial. A change in the quantity demanded, that is, a movement along the demand curve, occurs when the price of the product changes. A change in demand refers to a shift in the entire demand curve.

