CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Checklist

Can you do the following regarding individual and market demand?
· Explain the income effect on consumer equilibrium
· Explain the price effect on consumer equilibrium
· Define normal goods
· Define inferior goods
· What is an Engel curve?
· Explain the substitution effect
· Explain the income effect
· Explain the total effect
· What is a Giffen good?
· Define inelastic demand
· Define elastic demand
· Define isoelastic demand
· Define consumer surplus
· Define network externalities
· Explain the bandwagon effect
· Explain the snob effect
· 

CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Income effect on consumer equilibrium

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


[image: ]



CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Price effect on consumer equilibrium
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CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Effect on inferior goods
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Income and substitution on normal goods
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Income and substitution on inferior goods
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CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Income and substitution on giffen goods
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CHAPTER 4:  INDIVIDUAL AND MARKET DEMAND
Market demand curve
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Consumer surplus
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Bandwagon effect
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Snob effect
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FiGURE 4.4 Engel Curves

Engel curves relate the quantity of a good consumed to income. In (a), food is a normal good and the Engel curve is
upward sloping. In (b), however, hamburger is a normal good for income less than $20 per month and an inferior good
for income greater than $20 per month.
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FIGURE 4.6 Income and Substitution Effects: Normal Good

A decrease in the price of food has both an income effect and a substitution effect. The
consumer is initially at 4, on budget line RS. When the price of food falls, consumption |
increases by F,F, as the consumer moves to B. The substitution effect F,E (associated
with a move from A to D) changes the relative prices of food and clothing but keeps real
income (satisfaction) constant. The income effect EF,, (associated with a move from Dto
B) keeps relative prices constant but increases purchasing power. Food is a normal |
good because the income effect EF, is positive.
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FIGURE 4.7 Income and Substitution Effects: Inferior Good

The consumer is initially at A on budget line RS. With a decrease in the price of food,
the consumer moves to B. The resulting change in food purchased can be broken
down into a substitution effect, I E (associated with a move from A to D), and an
income effect, EF, (associated with a move from D to B). In this case, food is an
inferior good because the income effect is negative. However, because the substitu-
tion effect exceeds the income effect, the decrease in the price of food leads to an
increase in the quantity of food demanded.
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FIGURE 4.8 Upward-Sloping Demand Curve: The Giffen Good

When food is an inferior good, and when the income effect is large enough to !
dominate the substitution effect, the demand curve will be upward-sloping. The
consumer is initially at point A, but, after the price of food falls, moves to B and
consumes less food. Because the income effect EF, is larger than the substitution
effect F\E, the decrease in the price of food leads to a lower quantity of food
i demanded.
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The market demand curve is obtained by summing our three consumers’ demand |
curves D, Dy, and D¢ At each price, the quantity of coffee demanded by the market |
is the sum of the quantities demanded by each consumer. At a price of $4, for exam- |
ple, the quantity demanded by the market (11 units) is the sum of the quantity |
demanded by A (no units), B (4 units), and C (7 units). :
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FIGURE 4.13 Consumer Surplus

Consumer surplus is the total benefit from the consumption of a product, less the
total cost of purchasing it. Here, the consumer surplus associated with six concert
tickets (purchased at $14 per ticket) is given by the yellow-shaded area.
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FIGURE 4.16 Positive Network Externality: Bandwagon Effect

{ Abandwagon effect is a positive network externality-in which the quantity of a good
" that an individual demands grows in response to the growth of purchases by other
individuals. Here, as the price of the product falls from $30 to $20, the bandwagon
| effect causes the demand for the good to shift to the right, from Dy, to Dg,. :
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FIGURE 4,17 Negative Network Externality: Snob Effect

The snob effect is a negative network externality in which the quantity of a good that
an individual demands falls in response to the growth of purchases by other individ-
uals. Here, as the price falls from $30,000 to $15,000 and more people buy the good,
the snob effect causes the demand for the good to shift to the left, from D, to Dy
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