Chapter 3 Sample

High School Economidsy Laurence Christopher

( OVERVIEW )

This chapter will introduce the most basic economic
concept of all: demand and supply. We will learn how
households determine the quantity of gotmlduy and

at what prices, based on a number of factors, such as the
househol dbés income or its
also learn how firms make decisions about the quantity
of a good or service to provide, based on prices and
other factors that igact their production of these goods
and services.

We will start by exploring the relationship between
households and firms.

(SECTION 1: CIRCULAR FLOW DIAGRAM

Economists use the term household to describe

> CSECTION 2: DEMAND

to the firms in exchange for wages, interest payments or
rent. This interaction has a circular motion as one
personds spending is anoth
hiring a worker creates income for the household which
the household spends on the goods and services the firm
offers creating income for the firmnd so on...

ﬁ)'oe crregtg tpneadliagrefmr o? tLeec[rcSIeTr ?Io(\e/v Sof econovn\4i%
activity, we have simplified economic activity at this
point, excluding the gover
as well as the financial and international markets. As we
stated in the forard, often we have to eliminate the
number of variables to explain key concepts, like the
interaction of the households and the firms.

Note that the circular flow diagranmdicatesthat the
households demand goods and services from the firms.

consumers. The U.S. Census Bureau defines a household Demand is defined as the willingness and ability of a

as one or more individuals living under the same roof.
Usually we are talking about a family, buhausehold
could be one individual or group of individaathat
purchase goods and services and offer their labor, money
or land for use by others to make goods or services. We
call the ones who produce the goods or servicisma

or business. Economic activity the markeflows in a
circular motion from he firms to the households and
back to the firms The market is the interaction of
households and firms, or buyers and sellers.

We call this interaction of the households and firms the
Circular Flow of Economic Activity, and the diagram
in its simplified version looks like gure 1 below.

Figure 1: Circular Flow of Economic Activity
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We divide economic activity into two markets: the
outpufproductmarket and the inplactor market. The
output/product market is the interaction of firms
offering good and services to the households in
exchange for profit (money). Theput market (often
called thefactor market) is the interaction of the
households offering their labor, capital (money) or land

household to purchase a good at various price levels.
Demand is more than just wants: remember, we learned
that people have unlimited wanend trying to measure
those would not be of much help. However, if we could
determine the amount of a good that a household would
not only want but would also have the ability to pay for,
that would be a very helpful measure. For example, how
many slies of pizza would you buy if the price were
50¢ a slice? You mighwantfour slices but would only

be willing to part with $1.00 of your limited amount of
money, so you wouldemandwo slices of pizza at 50¢
each. We call the amount you would be willirsand able

to purchase at every price lewglantity demanded |If

the price per slice were to go up, what would happen to
the rumber of slices (quantity demanded) you would be
willing and able to purcha8elt would go down.

We call this relationship lb&een price and quantity
demanded of a good the law of demand. Tawe of
demand states that as the price of a good rises, the
guantity demanded of the good falls, and as the price
falls, the quantity demanded rises. This is a simple
concept that makesesse to most consumers; as we
shop, we will buy more of a good if its price falls than if
it rises.

The exact quantity you, as a consumer, will demand of a
good depends on a number of variables, such as how
much money you have, your taste and prefererioe
certain goods and services and the price of other
available goods that either accompany the good or could
act as a substitute. Of course, all of these factors change
over time as well. We will come back to these factors
shortly.

!



The more you consne of a product, the less satisfaction

Graph 1: Cartesian Coordinate System

you will receive from each additional unit; we call this Y-axis 1
relationship theprinciple of diminishing marginal
utility . In economics, marginal means one additional X negative X positive
unit, and we know that utility means satisfaction se.u ositive ositive
So this principle states that as we consume more of a yp 2 ye
product, we get less use or satisfaction from each . > X-axis
additional uni t we Cconsume. Let 6s Wn exampl e o
candy bar. Picture your favorite candy bar. How much 3 4 ORIGIN
satisfaction do you receive fromatfirst candy bar? x i o
Quite a bit, we would bet. How about the second candy negative X positive
bar? Does it give you the same amount of satisfaction? Y negative y negative
Probably not. The third would give you even less v
satisfaction, and at some point, there would be a In this textbook, we will concentrate on the first
negative utility to the ensumption of another candy bar quadrant where both the Y and X axis are positive,
because you would become sick. meaning that as we move upward and to the right, the
o o ] N numbers get larger.
The principle of diminishing marginal utility helps
explain why we will pay more for the first good but not Graph 2: The First Quadrant
guite as much for the second or third. We can apply the A
same principle to your ca Nothing is quite as exciting,
from a material point of view, as your first car. It gives Y-AXis
you great utility, especially in a small town like Hastings 5T
where there is little public transportation to speak of. 1 X Positive
Doesa second car give you as much utility ene first? M
No. It might be more stylish or give you some added 3+ .
capacity to carry stuff from one place to another; 1 Y Positive
however, you are unlikely to b & Awillingo to part wi
much money to buy that second car while the first one is 1+
still working just fine 1stQuadrant
This principle of diminishing marginal utility helps 1 2 3 4 5 >
explain the slope of the demand curve, but what does the X-Axis
term slope mean? And how do we graph demand?
If we were to graph 3x and 1y, we would find the
Graphing Demand following point on the graph.
Let 6s take a moment and T eYigshW GRaphiRgaxknyy concepts froi
math to understand camscting and reading a graph.
Because economists use graphs to explain a number of . 4
economic concepts, it is very important that you be able ~ Y-AXIis
to read a graph. 51
A graph is a tweadimensional representation of the ol |
relationship of two variables. In our cagshe two 1
variables are the quantity of al goodds 3Qemand and i
price. We wi | | use a Cartesi &f graph | f you don
remember the Cartesian coordinate system, there are 14— - ly
four quadrants, or sections. The vertical (up and down) i
axis is the Y axis, and the hpointal (across) axis is the ; } ! ; ; >
X axis. Below the intersection of X and Y, the Y axis is 1 2 3 4 5 X-AXxis

negative, and above the intersection, the Y axis is
positive. To the left of the intersection of X and Y, the
X axis is negative, and to the right of the intersection,
the X axis is positive. See Grafih

When we use two or more sets of coordinates or points,
we can create a connecting line that may demonstrate a
relationship such as adding 1x and 4y to our graph



Graph 4: Creating a Relationship Curve
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The slope of the line is the change in Y over the change
in X or 22 or, if there are two pointéi%, or what

—, or, 1
3w
mat hemati ci ans c al Ir caBerthes e

slope of this line i% or 73 which is-1.5. Because

we have arrived at a negative humbdr.g), we know

that there is a negative slope and a negative or inverse
relationship between X and Y. Mathematicians use the
term inverse relatonship to describe the relationship
when one variable increases while the other decreases.
A direct relationship describes the relationship when
one variable increases and so does the other variable.
We arendt going to beookal c
but you should understand the difference between an
inverse and direct relationship. A direct relationship
between the two variables will lead to a positive slope
(upward sloping linei left to right) and an inverse
relationship will lead to a nega& slope (downward
sloping linei left to right).

Let s use an example of
positive or direct relationship: the number of hours you
study for your first quiz-in economics and the score you
receive. Using the data table or sched 5, we can
graph your success on the next quiz.

Graph & Table 5: Hours Studying For Quiz
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As you increase your hours of study, you will increase
your score on the quiz. This relationship seems to make
sense. In our example, the slope is very siniple

calculate. Each hour nets an additional two points or a

slope of 2 z—g €l —i or 2). Because 2 is a positive

number, we know there is a positive or direct
relationship between the number of hours you spend
studying and your score on your nexiiz.

As we said earlier, based on the law of demand, demand
has an inverse relationship between our two variables,
price and quantity demanded. - The graph for a typical
demand curve looks like Graph 6 below. As the price
rises, the quantity of goodsmanded falls or decreases.
This is an inverse relationship and a negative slope.

Graph 6: Typical Demand Curve
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Why do price and quantity have an inverse relationship
for households? The answer should make sense to you;
as prices rise, you will be willing and able to buy fewer
goods. On the other hand, if prices fall, you will be
twillilg and ablel tabYy rofe gobddartexantpr, Wéu 2
go to the store to buy groceries, and when you arrive at
the store, the price of hamburger is lower than you
expected. Will you buy more or less of the hamburger
than you planned? The answer is more. The opposite is
true if, all othe things being equal, you find the price
higher than you expected; you will buy less than
planned.

Why dowes ay fial l things being
have a barbeque planned, and your girlfriend or
boyfriend is coming over for lunch, and you promised
him or her hamburgers. Rather than disappoint your
date, you might pay a higher price than you normally
would. Sometimes other factors enter our decision
making process and will alter our original demand. We
are going to consider this further in Senti®. For now,

we want to move from a single household to all the
households in the local hamburger market.



From Individual to Market Demand

Graph 7: Market Demand

Each household has its own demand schedule and curve | Market Demand Price Market Demand

for whatever good it i s «co|rPEce d|eQuantityg|. %400 et 0 do a spe
exampl e wi t h one of teendd@e ris 65 flavorite f o S,
cheeseburgers. Remember, a graph is a representation of | $1.00 17 $1.00 I

a set of data or schedule with two vareblin our case, z o

the price of a cheeseburger and the quantity of
cheeseburgers demanded at each of those price levels.
Using three households, we will develop individual
demand schedules and curves for cheeseburgers.

Household A is of modest means (very little income),
and its members would demand zero cheeseburgers at
$4.00 per cheeseburger. However, as the price falls, the
guantity of cheeseburgers it demands will increase.
Househol d AObs demand esch
represented by DA (demand for household A) below.

Note on the X axis nQdo re
Household A Price
Price Quantity $4.00 DA
$4.00 0
$1.00 3 $1.00 1N
3 Qd

On the other hand, household B has considerably more
money to spend and would demand four cheeseburgers

at $4.00 per cheeseburger arfl at $1.00 per
cheeseburger. See the DB graph below.
Household B Price 1
Price Quantity $4.00 DB
$4.00 4 '
$1.00 9 $1.00
4 9 Qd
Household CO0s demand sched
Household C Price | DC
Price Quantity $4.00
$4.00 1 '
$1.00 5 $1.00
1 5 Qd

To find market demand for cheeseburgers, we add all
the individual demand schedules together, and we have
the market demand for this community as illustrated by
the market schedule in Graph 7.

At $4.00 per cheeseburger, only 5 cheeseburgers will be
demanded, but as the price falls to $1.00, 17
cheeseburgers will be demanded for this market.

Of course, we were only using a small community of

three househol ds. There i
food restaurant that would service just three households,
but for our purposes these examples illustrate market

Qe&“&']d-e and graph ar

Letdos | ook in more detail
RHedsé&bBrdets and @ Adiwe tadt apBhevihat vél ieage.
learned so far.

Graph 8:
Cheeseburgers
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Notice as the price of cheeseburgers rises, the quantity of
cheeseburgers demanded falls. That decrease is the law
of demand at work. Also, note the negative slope of the
ddmand icrveb eAn dngrease in pricdll cause a
decrease in the quantity of cheeseburgers demanded, and
a decrease in price will cause an increase in the quantity
of cheeseburgers demanded.

Sometimes factors that created our original demand
schedule for cheseburgers might change, suahk the
amount of money we make, or a new study showing that
beef is bad for us. The new factors would change our
whole demand schedule, not just the quantity of
cheeseburgers demanded. This is an important
distinction:a change in the price of tleheeseburger will
change the quantity demanded, but a change in one of
the factors of demand will shift the whole demand curve




Graph 9: Increase in Quantity Demanded
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Graph 10: Increase in Demand
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What are thesdactors of demandthat will shift the
entire demand schedule and therefore the demand curve?
There are fivewe will consider income, tastes and
preferences, expectations for the future, change in the
price of a substitution good and the change in the price
of a complementary good.

(SECTION 3: CHANGES IN DEMAND

Income

As the income we earn changes, we change the quantity
of cheeseburgers we will demand at every price level;
we call this concept themcome effect. As we increase

our income, we increase our ability to purchase more
goads that we want; therefore, we increase our quantity
demanded at every price level. See Graph 10 above. On
the other hand, if we decrease our income, we will
decrease our ability to purchase goods and therefore
decrease our quantity demanded at evegegavel.

For example, if you get a raise, you can now afford to
stop with your friends after work to grab a cheeseburger
at t he | ocal Mc Donal doés
wher eas befor e, you di dn
have enough money to spend

on a cheeseburger even though

you wanted one. You ka

now increased your demand for

cheeseburgers at every price

level. See Graph 11.

Graph 11: Increase in Demand Caused by Income
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There is an exception to the income effect: as we earn
more money, we will demand less of some goods. These
goods are calledihferior goods because we only buy
them when we donot have
opposed to ham, hamburger as opposed to sbedokic
transportation as opposed to your own car are just a few
examples of inferior goods. #ormal goodis one you
woul d demand more of as yo
an example. If you lose your job, you have to cut back
expenses, so you reduce your

demand for steak and instead

buy more hamburger or even

Ramen Noodles, depending on

how poor you are. So, when

you have less income, you will

increase your demand for

inferior goods like hamburger

or Ramen Noodles while you

decrease your demand for nofmgoods like steak.
Finally, it is important to understand that calling a good
an inferior good doesndt

it may or may not be. We simply define an inferior good
as one that we buy less of as we earn more income.
Back to ar example. There are always some students
who say fdbut we | ove Rame]
true, but when you have lots of income, they are a side
dish; when you are poor, they become the main course
as many of you will find out after you begin college
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