Lecture – 4

Theory of Demand
‘Demand’ is a very important term in Economics. Before going to discuss about demand, we should know about the term ‘Want’ which is very much related to demand. 
Wants are the unlimited desires or wishes that people have for goods and services. Everyone wants to get more and more goods and services. Wants are always unlimited and resources are limited. So, people can not meet all their wants.       
Demand: The affordable wants are considered as demand. So, we will say the consumer has demand for commodity X if the following things are true:
· The consumer has want for commodity X, that is, commodity X has the ability to meet the desire of the consumer.
· The consumer is willing to have it.

· The consumer has sufficient purchasing power to buy the commodity.

Quantity Demanded: The quantity demanded of a good or service is the amount that people are willing and able to purchase at each price in a series of possible prices during a specified period of time. Three important things are to be noted when someone thinks about quantity demanded.
· Quantity demanded is a desired quantity – not necessarily the same amount as the people actually bought. Quantity demanded may be a different amount than people actually succeeded in purchasing. If sufficient quantities are not available, the amount people wish to purchase may exceed the amount they actually do purchase.
· The word ‘desired’ does not refer to idle dreams or future possibilities but to effective demands – that is,, to the amounts people are willing to buy given the price they must pay for the commodity. For persons willing to spend Tk 500 this year on a commodity whose price is Tk 100 per unit, the quantity demanded is 5 units even though they would prefer to consume much more if only they did not have to pay for it. 

· Quantity demanded refers to a continuous flow of purchase. It must be expressed as so much per period of time. 1 thousand bananas per day, 100 thousand per year. If it was said that the quantity of computers demanded in Bangladesh was 50,000, this would mean nothing. Because the period of time was not mentioned.
Determinants of Quantity Demanded: The amount of any particular commodity or service that consumers plan to buy depends on many factors. The main factors are:

The commodity’s own price: The amount of a commodity 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 consumer plans 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. If the price of one of the substitutes increases, people economize its use and buy more of that commodity. If the price of beef rises, more chickens are bought – the demand for chicken increases.
A complement is a good that is used in conjunction with another good. Some examples of complements are snacks and drinks, cements and sand, etc. 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.

Taste: Tastes are an individual’s attitudes towards goods and services. For example, college/university students have a much greater taste for sunglasses than do old men. As a consequence, even if the old men have the same income their demand for sunglasses will be very different.
Population: If the population of a 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, we 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 we will get 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, he/she will be reluctant to buy a TV set at the moment.
Relationship between Price and Quantity Demanded: The Law of Demand
A basic economic hypothesis about the relationship between price and quantity demanded is: “Other things remaining the same, the higher of a commodity, the smaller 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 the table of the next page)
	Determining factors of quantity demanded


	Commodity’s own price

	Prices of related goods
Average income of the consumers
Tastes
Prices of unrelated goods                                           Other things
Expectations about future price
Population


On What Basis Does the Price-Demand Relationship (or the Law Demand) Rest?: 
There are several levels of analysis on which to argue the case: 
First, our common sense says that people ordinarily buy more of a product at a low price than they do at a high price. A high price discourages consumers from buying, and a low price encourages them to buy. For example, Bata, Aarong, etc. declare ‘Reduction Sale” sometimes in the year. At that time the products are sold at low prices. Lots of people gather in the sales centers. Within a short period their products are sold. This is concrete evidence which makes our belief in the law of demand consistent. 
Second, after a given period of time each buyer of a product will get less satisfaction or utility from each successive unit of product. The second piece of “biscuit” will give less satisfaction or utility than the first and the third will give less satisfaction than the second. As consumption is subject to diminishing marginal utility consuming successive units of a particular product gives less and less satisfaction, consumers will agree to buy additional units of the product if its price is reduced. 
Third, the law of demand also can be explained in terms of income and substitution effects. The substitution effect indicates that at a lower price of s good, other things remaining the same, the consumers get the incentive to substitute the cheaper good for goods relatively expensive. Consumers tend to substitute cheap products for dear products.
The income effect suggests that, at a lower price, things remaining the same, a consumer can afford more of the good without giving up other goods. In other words, a decline in the price of a product will increase the purchasing power of the consumer enabling him/her to buy more of the product than before. A higher price will have the higher opposite effect. For example, a decline in the price of beef will increase the purchasing power of consumer enabling him/her to buy more beef (the income effect). At a lower price is more attractive and is substituted for mutton. Chicken, and fish (the substitution effect). The income and substitution effects combine to make consumers able and willing to buy more of a product at a lower price than at a higher price.
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