	Theory of Demand

	 

	We now consider the basic theories of how the market mechanism works. In this chapter we consider the economics of the law of demand. This is important background to understanding the determination of prices in competitive markets.
Demand
Demand is defined as the quantity of a good or service that consumers are willing and able to buy at a given price in a given time period. Each of us has an individual demand for particular goods and services and the level of demand at each market price reflects the value that consumers place on a product and their expected satisfaction gained from purchase and consumption.
 
The Demand Curve
A demand curve shows the relationship between the price of an item and the quantity demanded over a period of time. There are two reasons why more is demanded as price falls:
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The demand curve is normally drawn in textbooks as a straight line suggesting a linear relationship between price and demand but in reality, the demand curve will be non-linear! No business has a perfect idea of what the demand curve for a particular product looks like, they use real-time evidence from markets to estimate the demand conditions and they accumulated experience of market conditions gives them an advantage in constructing demand-price relationships.
A change in the price of a good or service causes a movement along the demand curve.  A fall in the price of a good causes an expansion of demand; a rise in price causes a contraction of demand. Many other factors can affect total demand - when these change, the demand curve can shift. This is explained below.
Shifts in the Demand Curve Caused by Changes in the Conditions of Demand
There are two possibilities: either the demand curve shifts to the right or it shifts to the left. 
In the diagram below we see two shifts in the demand curve: 
D1 – D3 would be an example of an outward shift of the demand curve (or an increase in demand). When this happens, more is demanded at each price. 
A movement from D1 – D2 would be termed an inward shift of the demand curve (or decrease in demand). When this happens, less is demanded at each price. 
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The conditions of demand 
Changing prices of a substitute good
Substitutes are goods in competitive demand and act as replacements for another product. 

For example, a rise in the price of Esso petrol should cause a substitution effect away from Esso towards competing brands. A fall in the monthly rental charges of cable companies or Vodafone mobile phones might cause a decrease in the demand for British Telecom services. Consumers will tend over time to switch to the cheaper brand or service provider. When it is easy and cheap to switch, then consumer demand will be sensitive to price changes.

Much depends on whether consumers have sufficient information about prices for different goods and services. One might expect that a fall in the charges from one car rental firm such as Budget might affect the demand for car rentals from Avis Hertz or Easycar. But searching for price information to get the best deal in the market can be time consuming and always involves an opportunity cost. The development of the internet has helped to increase price transparency thereby making it easier for consumers to compare relative prices in markets.

Changing price of a complement
Two complements are said to be in joint demand. Examples include: fish and chips, DVD players and DVDs, iron ore and steel.

A rise in the price of a complement to Good X should cause a fall in demand for X. For example an increase in the cost of flights from London Heathrow to New York would cause a decrease in the demand for hotel rooms in New York and also a fall in the demand for taxi services both in London and New York. A fall in the price of a complement to Good Y should cause an increase in demand for Good Y. For example a reduction in the market price of computers should lead to an increase in the demand for printers, scanners and software applications.
Change in the income of consumers
Most of the things we buy are normal goods. When an individual’s income goes up, their ability to purchase goods and services increases, and this causes an outward shift in the demand curve. When incomes fall there will be a decrease in the demand for most goods.    
      

Change in tastes and preferences
Changing tastes and preferences can have a huge effect on demand. Persuasive advertising is designed to cause a change in tastes and preferences and thereby create an outward shift in demand. A good example of this is the recent surge in sales of smoothies and other fruit juice drinks.
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