
CHAPTER- 02:
THEORY OF DEMAND
WANT, NEED, DEMAND

What is Want?

In economics, want is something desired It's said that we have unlimited wants, but limited supplied resources. Thus, we can't have everything we want and must look for the best alternatives sometimes that will cost us less. People usually carry the tendency to have a strong desire to obtain something. This desire, known as "want" has been established since the beginning of life. The first cavemen wanted to be safe so they developed weapons. Before cavemen, there were dinosaurs that were hungry and needed to eat. They wanted food so badly that they would kill other dinosaurs in order to satisfy their want. There is an often stated quote, "You always want what you can't have." It is meaning that after we have something, it is no longer a want, so we move onto the next 'want' on our list.
What is Need?

Need is something that is necessary for our survival. Therefore, need are the wants that are necessary for our survival.

What is Demand?

Demand is the wants that are fulfilled by the consumer. That means, if a person has the want for a commodity, he/she has the purschasing power to buy it and he/she has the willingness to spend the money on it, then we can say that the person has the demand for the commodity. For example, Musad has the demand for a kilo of Mango means the fiollowing conditions are fulfilled:

1. He has the desire to have a kilo of mango

2. He has the purchasing power to buy that

3. He is willing to spend the money on that.
DEMAND versus QUANTITY DEMANDED

Demand refers to the relationship between price and quantity. When we think about the whole demand curve (shown in figure 2.1), we think of demand - the relationship between price and quantity - for the commodity. However, quantity demanded refers to a particular quantity or point on the demand curve. Thus, when we think of a particular quantity, we can avoid confusion by calling it quantity demanded rather than demand.  

DETERMINANTS OF QUANTITY DEMANDED

The amount of any particular commodity or service that consumers plan to buy depends on many factors. The main ones are:

The commodity's own price: The amount of a commodity the people will be willing to buy depends mainly on the commodity's own price. If price of the commodity is low, people desire to buy more; if price is high, then people wish to buy less.

The prices of related goods: The quantity of a commodity that a consumers plan to buy depends in part on the prices of related goods and services that fall into two categories: substitutes and complements.

A substitute is a good that can be used in place of another good. For example, rice substitutes for wheat, sugar substitutes for saccharin, beef substitutes for chicken, mustard oil substitutes for soabin oil, etc.  More similarly, burger has many substitutes - hotdog, pizza, sandwich, etc. If the price of one of the substitutes increases, people economize its use and buy more burger. For example, if the price of hotdog rises, more burgers are bought - the demand for burger increases.

A complement is a good that is used in conjunction with another good. Some examples of complements are burger and French fries, snacks and drinks, noodles and sauce, running shoes and jogging pants, cements and sand, etc. If the price of french fries increases, people will buy fewer burgers. If the price of cement increases, people will buy less sand. Thus if the price of the complement increases, the demand for a commodity decreases.

Income: Other things remaining the same, when income increases, consumers buy more of most of the goods, and when income decreases, they buy less of most of the goods.

Tastes: Tastes are an individual's attitudes towards goods and services. For example, a pop music fanatic has a much greater taste for tapes than does a tune-deaf workaholic. As a consequence, even if they have the same incomes, their demand for tapes will be very different.

Population: If the population of the country increases, the quantity demanded of a good increases even though the price of the commodity remains unchanged.

Other unrelated goods: If price of a good decreases, you will get more money to spend on books or any other goods or services. On the other hand, if other unrelated goods are not available, then you will have more money to spend on the commodity.

Expectations : Expectations have influence on consumer decisions. If someone expects that the price of Sony TV will be decreased within the next few days, she/he will be reluctant to buy a TV set at the moment. If you think that you are going to get a personal computer with more facilities and the same price after a few days, would you decide to buy a computer at this moment? Certainly not. 

Therefore, due to the expectations about future price, quality, etc. of a product, the demand for the product varies.

Now, think yourself. What is the most important determinant of quantity demanded? Certainly, own price of the commodity. Let's know about the relationship between price and demand. 

RELATIONSHIP BETWEEN PRICE AND QUANTITY DEMANDED: THE LAW OF DEMAND

You have learnt about the determinant of quantity demanded in the above section. Now, if we like to see the influence on the quantity demanded of the commodity's own price, how do we do that? The basic hypothesis is that we have to assume all the determining variables other than commodity's own price are constant.

A basic economic hypothesis about the relationship between price and quantity demanded is:

"Other things remaining the same, the higher the price of a commodity, the smaller the quantity demanded and the lower the price of a commodity, the higher the quantity demanded." Economists call this relationship the Law of demand. Here, other things indicate the determining factors of quantity demanded other than commodity's own price (see in the table below). 

	Determining factors of quantity demanded

	Commodity's own price

	Prices of related goods

Average income of the consumers

Tastes

Prices of unrelated goods

Expectations about future price

Population
	Other things


How Can the Relationship Between Quantity Demanded and Price Be Portrayed?

Three methods are usually used to do that:

First Method: Demand Function

Demand function shows the relationship between quantity demanded and it determinants. We can show that by the following demand equation:
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Here, PX=Price of X, PY=Price of Y (X & Y are substitutes), PZ=Price of Z (X & Z are complementary), M=Consumer’s Income, A=Advertisement cost, T=Taste.

Now if we like to see the relationship between quantity demanded and the commodity’s own price in particular, we have to assume all other factors/determinants are given/fixed. We can show this relationship by the following equation:
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. This equation reflects the theme of the law of demand.

Second  Method: Demand schedule

This is a numerical tabulation showing the quantity that is demanded at selected prices. Table 2.1 is a hypothetical demand schedule for biscuits. It lists the quantity of biscuits that would be demanded at various prices on the assumption that average households income is fixed at Tk. 1000.00, and other factors like tastes, expectations, prices of other related goods, etc. do not change. The table gives the quantities demanded for five selected prices, but actually there is a separate quantity that would be demanded at each possible price.

Table 2.1: Demand schedule for biscuits (hypothetical data)
	
	Price per Kg (Tk.)

Pt
	Quantities demanded 

(Kg per week)

 Qt

	A
	10
	100

	B
	15
	80

	C
	20
	60

	D
	30
	40

	E
	60
	20


In Table 2.1,  we see that as the price of biscuit increases, the quantity demanded for biscuits decreases. That is, there is an inverse relationship between the quantity demanded for biscuit and its own price.

Third Method: Demand curve or willingness and ability to pay curve

The relationship between quantity demanded and price can be shown by drawing a graph. If we 

plot the information given in Table 2.1 in a graph, we get demand curve. Figure 2.1 shows a

demand curve which represents the points corresponding to price-quantity pairs of table 2.1. 

In Figure 2.1, DD is the demand curve for biscuit. Each point on the DD curve refers to the quantity demanded for biscuit at a particular price. We see that as price of biscuit rises the quantity demanded for biscuit decreases along the DD curve.

PROPERTIES OF A DEMAND CURVE

· Demand Curve shows the relationship between quantity demanded of a good and its own price assuming that other things remain the same.
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Normally, demand curves are downward sloping i.e. the relationship between quantity demanded and price is inverse. The law of demand - people buy more at a low price than at a high price - is reflected in the downward slope of the demand curve.

· The term demand refers to the entire relationship between price and quantity. However, a single point on a demand curve refers to the quantity demanded at a particular price. For example, at point C in Figure 2.1, we see that 60 Kg. of biscuits is demanded at a price of Tk. 20.00 per Kg.

· The slope of the demand curve changes if the pattern of the relationship between price and quantity demanded changes.

· The position of a demand curve changes if the ceteris paribus assumption is violated, i.e., if other things such as tastes, income, price of related goods, expectation, etc. change.

What is the Advantage of Graphing the Demand Schedule ?

We see both Table 2.1 and Figure 2.1 contain exactly the same data and reflect the same relationship between price and quantity demanded. However, an added advantage lies with graphing that we can represent clearly a given  relationship - in this case the law of demand - more simply than if we relied on tabular or verbal presentation. A single curve on a graph, if understood, is simpler to state and manipulate than tables and lengthy verbal descriptions. Especially, in economic analysis, graphs are invaluable tools. They permit clear expression and handling of complex relationships.   

Change in the Quantity Demanded Vs. Change in Demand
From the above discussion, you have learnt that quantity demanded refers to a particular point on a demand curve, whereas demand refers to the entire relationship between price and quantity as shown by the whole demand curve. Therefore, if the own price of a commodity changes (i.e., rises/falls), the quantity demanded of that commodity changes along the demand curve; the position of the demand curve does not change. This is called the movement along the demand curve (see Figure 2.3). On the other hand, if factors other than price (i.e., tastes, income, population, expectation, etc.) change, the demand changes, which is reflected by the change in the location of the demand curve, i.e., the demand curve shifts (see Figure 2.2 below). Hence, the determinants other than the commodity's own price are called demand shifters. The chart below shows the reasons and consequence of the change in the quantity demanded and the change in demand for a commodity:

Chart 2.1: Consequences of the changes in the determinants of quantity demanded

	
	Consequences

	Possible causes
	Change in quantity demanded
	Change in demand
	What happens with the demand curve?

	Own price
	Rise
	Decreases
	
	Downward movement along the demand curve

	
	fall
	increases
	
	Upward movement along the demand curve

	Price of substitute
	Rise
	
	Increase
	Outward shift of the demand curve

	
	fall
	
	decrease
	Inward shift of the demand curve

	Price of complement
	Rise
	
	Decrease
	Inward shift of the demand curve

	
	fall
	
	Increase
	Outward shift of the demand curve

	Income
	Increase
	
	Increase
	Outward shift of the demand curve

	
	decrease
	
	decrease
	Inward shift of the demand curve

	Population
	Increase
	
	Increase
	Outward shift of the demand curve

	
	decrease
	
	decrease
	Inward shift of the demand curve

	Expectation about future price
	Rise
	
	Decrease
	Inward shift of the demand curve

	
	fall
	
	Increase
	Outward shift of the demand curve

	Taste
	Increase
	
	Increase
	Outward shift of the demand curve

	
	decrease
	
	decrease
	Inward shift of the demand curve


Therefore, if the own price of a commodity changes, the quantity demanded changes but demand doesn't changes i.e. the demand curves doesn't shift. However, if the factors other than commodity's own price change, the demand does change and the demand curve shifts. Since the demand curve shifts, at any price the quantity demanded will also be different from the previous amount. For example, if the average income of the people increases by 10%, price remaining same, the demand for biscuits will be more than before. Table 2.2 shows the change in demand.

 Table 2.2: Changes in Demand (hypothetical data)

	Price

 (Tk. per Kg.)
	Quantity demanded 

(Kg. per week) 

Average Household income  = Tk. 1,000
	Quantity demanded

 (Kg. Per week) 

Average household income = Tk. 1,500

	10
	100
	110

	15
	80
	90

	20
	60
	70

	30
	40
	50

	60
	20
	30
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In Column 2 of Table 2.2, the quantity of biscuits demanded at different prices are shown (same as Table 2.1). But in Column-3, the quantity demanded for biscuits is higher than before at each price, though the prices are the same. What's the reason?  Because the average income level has been increased. People are now willing to buy more of the commodity (since biscuit is a normal good; for detail see Lesson-3 of Unit-3) because their purchasing power is now higher than before. Graphically, the change in demand is shown by the outward shift of the demand curve, from DD1 to DD2 in Figure 2.2.

In Figure 2.2, the initial location of the demand curve was DD1. Due to the increase in income, the demand curve has been shifted to the right, from DD1 to DD2. Conversely, due to a decrease in average household income, the demand curve shifts to the left from the initial position. Notice that due to change in income, people now buy more amount of biscuit at the same price. At price of Tk. 30.00, people now buy 60 Kg. biscuit which is 20 Kg. higher than the initial purchase (40 Kg.). 

Similarly, if any other determinant (except the commodity's own price) of demand is changed, the demand will be changed causing the demand curve to shift. For detail please see Chart 2.1.
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When the own price of the commodity changes, the quantity demanded of the commodity is changed and thus a movement along the demand curve occurs. For example, along the demand curve DD1 in Figure 2.3, a rise in the price of biscuit produces a decrease in the quantity demanded of biscuit and fall in the price produces an increase in the quantity demanded of biscuit. The arrows on the demand curve represent the movements along the demand curve. Due to the fall in the price of biscuit from Tk. 60.00 to Tk. 30.00, the quantity demanded has been increased by 20 Kg., from 40 Kg. to 60 Kg. This situation is shown by the movement from point E to point D along the DD1 curve. Conversely, in the case of a rise in price, the consumer moves from point C to point D. In this case, point C is assumed to be the initial point.

Therefore, when any determinant of demand other than commodity's own price changes which increases the quantity people plan to buy, then demand curve shifts rightward (from DD1 to DD2 in Figure 2.2)  and demand increases. Conversely, if any determinant of demand other than its own price changes that reduces the quantity people plan to buy, the demand curve shifts leftward  and demand decreases. On the other hand, if the commodity's own price changes, the quantity demanded changes and the consumer moves from one point to another point along the same demand curve.

Exceptions to the Law of Demand

The law of demand does not apply to the following cases:

· Expectations regarding future prices. When consumers expect a continuous increase in the price of a durable commodity, they buy more of it despite the increase in its price. They do so with a view to avoiding the pinch of a still higher price in future. Similarly, when consumers anticipate a considerable decrease in the price in future, they postpone their purchases and wait for the price to fall to the expected level rather than buy the commodity when its price initially falls. Such decisions of the consumers are contrary to the law of demand.

· Prestigious Goods. The law does not apply to the commodities which serve as a status symbol, enhance social prestige or display wealth and richness, e.g., gold, precious stones, rare paintings and antiques, etc. Rich people buy such goods mainly because their prices are high.

· Giffen Goods. An exception to this law is also the classic case of Giffen Goods named after Robert Giffen (1837-1910). A Giffen Good does not mean any specific commodity. It may be any commodity much cheaper than its substitutes, consumed mostly by the poor households claiming a large part of their incomes. If price of such a good increases (price of its substitute remaining constant), its demand increases instead of decreasing. For instance, let us suppose that the monthly minimum consumption of foodgrains by a poor household includes 20 kg. of wheat (an inferior good) at the rate of Tk. 10 per kg. and 5 kg. of flour (a superior good) at Tk. 20.00 per kg. It spends a fixed amount of Tk. 300.00 on these items. Now, if price of wheat increases to Tk 13 per kg., the household will be forced to reduce the consumption of flour by 3 kg. and increase that of wheat by the same quantity in order to meet its minimum monthly consumption requirement within Tk. 300.00. Obviously, the household's demand for wheat increases from 20 to 23 kg. per month despite increase in its price.

Individual and Market Demand

In the previous sections, we have discussed the things related to the individual demand curve and that time we have assumed just one consumer. Certainly, the choices by individuals are the basis of the theory of demand. But  the market demand is of primary interest to managers.

Fortunately, the transition from the individual to the market demand schedule is possible. Market demand curve can easily be derived by summing the quantity demanded by each consumer at various prices. The aggregation process is not more difficult than simple arithmetic. If there are just three consumers in the market, it would be easy to determine the total quantities demanded (or market demand) at each price. This is shown in Table 2.4.

Table 2.4 : Market demand for biscuit, three buyers (hypothetical data)
	          Price 

(Tk.. per Kg)
	Quantity demanded
	Total quantity 

Demanded/ Market demand (Kg. per week)

	
	First buyer

('Kg. per week)
	Second buyer 

(Kg. per week)
	Third buyer 

(Kg. per week)
	

	10
	30
	35
	35
	110

	15
	            25
	25
	25
	75

	20
	15
	20
	20
	55

	30
	10
	15
	15
	40

	40
	5
	10
	10
	25
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If we plot the data of Table 2.4 in graph, we get the market demand curve as a horizontal summation of the individual demand curves. Figure 2.4 shows this. 

In Figure 2.4, market demand curve is drawn from the individual demand curves. In the figure, we see that  at price Tk. 20.00 , the demand for biscuit from Buyer 1, Buyer 2, and Buyer 3 are 15 Kg., 20 Kg., and 20 Kg. per week respectively. The market demand at this price is 55 Kg. (=15 + 20 + 20). Similarly, we can see that at each price, the market demand  for biscuit is the summation of the quantity demanded by individual buyers at that price. 

CONSUMER SURPLUS 

Definition: The difference between the value of the commodity and its price is called consumer surplus. When a person buys any chosen quantity of a commodity at a given price, diminishing marginal utility guarantees that she/he always attains some consumer surplus. Why? Let's see this.

Calculating consumer surplus: Look at Figure 4.5(A). This figure illustrates the consumer surplus of an individual consumer. DD' is Modhu's demand curve for chicken Patty when she has Tk.30.00 to spend.

If Modhu consumes only one piece of Patty, she would be willing to pay Tk. 10.00 for it. If she consumes two pieces of Patty, she would be willing to pay Tk.10.00 for the first one and Tk.9.00 for the second one. Accordingly, she would be willing to pay Tk.6.00 for the third one, Tk.4.00 for the fourth one, and so on. However, she is lucky enough that the market price of Patty is Tk.4.00 each, i.e., she has to pay only Tk.4.00 to get a piece of Patty. So, up to the third piece she has to pay less than she would be willing to pay. For the first four pieces of Patty, Modhu is willing to pay Tk.28 in total (= Tk.10 + Tk.8.00 + Tk.6.00 + Tk.4.00 ), i.e., the value she places on the Chicken Patty is Tk.28.00. But she actually pays Tk.16.00 (= Tk.4.00 ( 4 ) for buying them. So, the extra value she receives from buying four pieces of Patty is Tk.12 (=Tk.28 - Tk.16). This extra value is Modhu's consumer surplus. From the consumption of four pieces of Patty she gets Tk. 12 worth of value in excess of what she has to spend to consume them. In Figure 4.5(A), the shaded area under the dd' curve indicates the consumer surplus of Modhu.     

Now let's see how the consumer surplus of all the consumers in a market is calculated. Figure 4.5(B) illustrates the consumer surplus of a market as a whole. Suppose that  there are one thousand consumers in the Patty market. They are similar, but not identical, to Modhu. DD' is the market demand curve for Patty. 

The market price of Patty is Tk.4.00 each. The consumer surplus for the market as a whole is Tk.14,000.00, which is shown by the area of the shaded triangle under the DD' curve. The area of the shaded triangle is calculated as below:

The base of the triangle = 4 thousands of Patty.

The height of the triangle = Tk.11.00 -Tk.4.00 = Tk.7.00 a piece of Patty


Therefore, the area of the triangle is:

( SAMPLE QUESTIONS FOR REVIEW!!!!!!  ! 

1. What is demand? How it is different from want and need? Mention the determinants of demand.

2. Law of demand. Formulate a hypothetical demand schedule. Draw a demand curve based on the demand schedule. 

3. Distinguish between Demand and Quantity demanded. Explain movement along vs. shift of the demand curve. Show graphically the effect of the following changes on the position of the demand curve for Pepsi: i) Decrease in the price of Coca-Cola, ii) Increase in the consumer’s income, iii) Increase in the advertisement cost.
4. What is demand function? Write the demand equation.

5. What is market demand? How the market demand curve is derived?

6. Define consumer surplus? “The more the competition among the sellers, the more the consumer surplus gained by the consumers” – do you agree with the statement. Justify your answer.  Suppose, a consumer is willing to pay Tk.28/Kg for 10Kg potato and Tk.24/Kg for 15Kg potato. If the market price of potato is Tk.25/Kg, what will be the total consumer surplus of the consumer if he/she buys 10Kg potato?  
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Figure 4.5(B): Consumer surplus of the entire market





Consumer surplus





E





15








10


 


 


  5


 


  


  0





 1       2       3       4       5       6





Quantity of Patty





 Price





d'





d





Market price





Figure 4.5(A): Consumer surplus of Modhu





Figure 2.4: Market demand curve derived from the individual demand curves
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Figure 2.3: movement along the demand curve
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Figure 2.2: Shift of the demand curve
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Figure 2.1: Demand Curve for Biscuit
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