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Patterns of Consumption g‘
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"Consumption represents 2 out of every 3 dollars of GDP.

"About 70% of a household’s budget is spent on housing, transportation, food,

and health expenditures.

"“Essential” items have changed from years ago.

Weekly consumption patterns




Determinants of Demand a'
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What determines what we buy?

° The Sociopsychiatric Explanation

°The Economic Explanation
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Sociopsychiatric Explanation a'
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"The desire for goods and services arises from our needs for

social acceptance (or envy), security, and ego gratification.
"“Keeping up with the Joneses”

"Self preservation

"Expressions of affluence




The Economic Explanation
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®"Prices and income are just as relevant to consumption

decisions as more basic desires and preferences.

"Demand — The ability and wiIIingness to buy specific
quantities of a good at alternative prices in a given time

period, ceteris paribus.




Determinants of Demand m
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Tastes - desire for this and other goods

°If a study says ice cream is good for you, the demand for

ice cream would increase.




Determinants of Demand a'
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Income (of the consumer):

°If you won the Iotteryyou might buy more ice cream.

°The demand for ice cream would increase, shifting the

demand curve to the right.




Determinants of Demand a'
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Expectations (for income, prices, tastes)

°If you knew you were going to get rich soon you might

deplete savings to buy more ice cream Now.

°This would increase the demand for ice cream.




Determinants of Demand a'
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Other goods (their availability and price):

°If the price of chocolate candy bars increased, you might

buy ice cream instead of a candy bar.

°This would increase the demand for ice cream.




Determinants of Demand a'
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The number of consumers in the market:

°lf the number of buyers in the ice cream market increased,

the market demand for ice cream would increase.




Market Demand
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"The total quantities of a good or service people are wiIIing

and able to buy at alternative prices in a given time period.

"Market demand is the sum of all individual demands.

JOAN'S DEMAND <=  EDWARD'S DEMAND = MARKET DEMAND




Utility Theory a'
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®Economists assume that the more pleasure a product gives,

the higher price buyers are willing to pay.

®"Students who like butter are wiIIing to pay more for

buttered popcorn than non-buttered popcorn because it

s PFrospect Theory

offers more total utility. L e

Utility

Losses

>
Giains




Total Utility
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'Utility is the pleasu re or satisfaction obtained from a good

or service.
"Total utility is the amount of satisfaction obtained from

entire consumption of a product.

Utilizy

N&nt' of Saticty

> %

Units Consumed

>
<o Dissatisfaction
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Marginal Uctility m
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Marginal utility is the change in total utility obtained by
consuming one additional (marginal) unit of a good or

service.

. . hange In total utilit
Marginal utility = change Y

change in quantity
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Law of Diminishing Marginal Utility m
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The marginal utility of a good declines as more of it is consumed

in a given time period.

Suppose a student who enjoys popcorn can eat all he/she wants
for free.

°The first box consumed is very rewarding.

o

°The third box is decent, etc.

° After eating the sixth box, she gets sick.




Law of Diminishing Marginal Utility m
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"As Iong as the marginal utility is positive, the consumer

receives additional satisfaction and total utility increases.

"Additional quantities of a good yield increasingly smaller

increments of satisfaction.




Utility Theory
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"An absolute measure of utility is not possible because the

perception of satisfaction differs among individuals.
'Diminishing marginal utility is a common experience.

"t is a sufficient basis for economic predictions of consumer

Utility Theory by Behavior of Individuals

behavior.

Risk
Seeking

h 4




Price and Quantity a'
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Many forces determine how muchwe &< saudl

are wiIIing to buy.

Economists focus on the relationship
between price and quantity rather

than trying to explain all the forces at

once. v

°This is the ceteris paribus (all other

things equal) assumption.




Law of Demand
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"The concepts of marginal utility and ceter/'spar/'bus explain

the downward slope of the demand curve.

"With given income, tastes, expectations, and prices of other

goods and services, people are wiIIing to buy additional
o o , Law of Demand
quantities of a good only if its price falls.

As price increases,
quantity demanded decreases

As price decreases,
quantity demanded increases




Law of Demand a'
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"The higher the marginal utility, the more you are wiIIing to
pay.
'Diminishing marginal utility explains why price must

decrease in order foryou to continue to buy a good or

service.




Law of Demand a'
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According to the law of demand, the quantity of a good

demanded in a given time period increases as its price falls,

ceteris paribus.




Demand Curve a'
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The quantities of a good a consumer is wiIIing and able

to buy at alternative prices in a given time period, ceteris

paribus.
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Price Elasticity
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The response of consumers to a change N price is measured

by the price elasticity of demand. _ o
Price ElaStICIty Definition: the effect of change in

of Demand price on the quantity of demand.

% change in quantity demanded

PED=

% change in price

Highly Elastic

Price . )
Relatively Inelastic L ]

Quantity

ThoughtCo.




Price Elasticity m
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The price elasticity of demand is the percentage change in
quantity demanded divided by the percentage change in

price.

percentage change in
guantity demanded

Price elasticity (E)=

percentage change
In price




Price Elasticity m
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"The price of popcorn goes up 20% and the quantity

demanded goes down 10%.

"The price elasticity of demand is:

percentage change in
guantity demanded _ —10%

E) = = = —-0.5
(E) percentage change 20%

In price




= 3

@511 eronll ool
EVERYONE'S SMART UNIVERSITY

4eaST! 8505 I 61 Lo %10 ) diay A dalu yaw (olases! e

Sl 5 i | igllal195 lidias dabud! el e 2gllal

" 2y Wig L
5+ Tigllaal) duaSl) b i) dous

5-= = - =LM\@H:\.'\\9JA
10- Galll A ) dass )

22 53 ASal) 4830a)) e 5 il
-,

4




Elastic versus Inelastic Demand
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Demand can be elastic, inelastic, or unitary elastic.

Frice T

Elastic Demand

Price

Unitary Elasticity Inelastic Demand

Price

{nanhity

Quaniity Quandsy




Elastic Demand a'
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"Consumer response is Iarge relative to the change in price.




Inelastic Demand a'
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Demand is inelastic if the absolute value of E is less than 1.

Consumers are not very responsive to PI‘iCE changes.
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Unitary Elastic Demand a'
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"Demand is unitary elastic if the absolute value of E equals1.

"The percentage change in quantity demanded is equa/to

the percentage change in price.




Price Elasticity & Total Revenue g‘
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"Price elasticity explains why producers cannot charge the

highest possible price.

“Although one would think otherwise, higher prices may

actually reduce total sales revenue.




Price Elasticity & Total Revenue g‘
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Total revenue - the price of a product multiplied by the quantity

sold in a given time period.

Total revenue = price x quantity sold




Elasticity and Total Revenue a'
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"A price cut increases total revenue if demand is price elastic.
"A price cut decreases total revenue if demand is price inelastic.

"A price cut does not change total revenue if demand is unitary

elastic.
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Determinants of Price Elasticity a'
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Differences in price elasticity are explained by several

factors:

°Whether the Good is a Necessity or Luxury

° The Availability of Substitutes

°The Price Relative to Income




Necessities versus Luxuries a'
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"Some goods are so critical to our everyday life that we

regard them as necessities.

"Demand for necessities is relatively inelastic.




Necessities versus Luxuries a'

@511 eroall ool
EVERYONE'S SMART UNIVERSITY

"A luxury good is something we’'d like to have but aren’t
likely to buy unless our income jumps or the price declines

sharply.

"Demand for luxury goods is relatively elastic.




Availability of Substitutes a'
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"The greater the availability of substitutes, the Aigherthe

price elasticity of demand.

"The smaller the availability of substitutes, the /owerthe

price elasticity of demand.




Price Relative to Income a'
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"1f the price of a product is very high relative to the

consumer’s income, the demand will tend to be elastic.

"If the price of a product is very low relative to the

consumer’s income, the demand will tend to be inelastic.




Substitute & Complementary Goods m
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Substitute Goods:

° The demand for a good /ncreaseswhen the price of a

substitute for the good goes up.

Complementary Goods:

° The demand for a good decreaseswhen the price of a

complement to the good goes up.




Changes in Income a'
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Income is a determinant of demand.

"We illustrate income changes with shifts of the demand

curve.




Are Wants Created? a'
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'Advertising is not the only reason consumption has

increased.

®pPersonality and social interaction dynamics have changed
3%

how much we consume.

" A successful advertising campaign is one that shifts the

demand curve to the right.




End of chapter 3
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