The concept of markets and the law of demand
In order to understand how economics works, we need to explore the concept of a market. This will not be difficult to do if we imagine a fruit market in a city square. Some people go to the market to sell their products – they wake up very early in the morning, buy large quantities of fruit and bring it to the market: they supply fruit. Others go to buy products as consumers – they pass by the market during the lunch break to buy something fresh - they demand fruit. Throughout the day, buyers and sellers exchange a given quantity of fruit for a given price: for example, three melons for $5. Every market basically works this way, through the interaction of supply and demand.
In this section, we are going to see how consumers and producers behave and what incentives they respond to: basically, we are going to see how markets work!
The nature of the market
[image: Fruit Market]
Markets, with the interaction of supply and demand, are central to economics. It is easy to think of markets as places where people buy goods and services. This could range from your local fruit and vegetable market to internet-based markets for company shares such as stock exchanges.
 
Important
A market is defined as a place, institution or structure that allows buyer and seller to interact and buy and sell any type of goods, services or information.
Markets can be studied by looking at price and quantity, holding all other things equal. This is an important assumption in economics, also known as ceteris paribus.
 
Important
Ceteris paribus means “other things remain equal”.
That is, while observing changes in the price of a good, we need to assume that all other factors (such as quality, technology, advertising etc.) will remain the same. This helps us understand changes in a specific economic variable.
In order to understand how markets work, we need to examine three key elements of markets:
· Demand – i.e. consumers’ willingness and ability to buy at each price.
· Supply – i.e. producers’ willingness and ability to produce at each price.
· Equilibrium price and quantity– i.e. when supply equals demand.
The interaction of these three elements characterises different markets for different goods and services.
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Let’s imagine the fruit and vegetable market again. If you are the only person in the market, you will be surrounded by stall keepers who will do everything to sell to you. The competition that exists between them will make sure you have to pay a very low price for your products. In economic terms, the supply of vegetables is very high and prices will be low.
Now imagine that you're at the market on a Friday afternoon. Most stall keepers have already left, but you and hundreds of others are still looking to buy vegetables. The few stall keepers that are still there won't have to compete for customers as they know that there are many people who will want to buy their products. The demandfor vegetables is very high and prices are high. Reality will always be a combination of supply and demand factors. The result of their interaction is themarket equilibrium price and quantity.
The law of demand
https://www.youtube.com/watch?v=cCfb8PkMYOI
We are now going to look at each element in detail to construct a market diagram with a demand curve and a supply curve, reaching market equilibrium. Demand is determined by the law of demand, which we all experience in our everyday life. For example, when we wait for sales in order to buy new clothes, we are simply ready to increase the quantity demanded for clothes as their price goes down. Conversely, when we stop buying our favourite brand of crisps because they have become too expensive, our quantity demanded is decreasing due to an increase in price. Thus our actions are straightforward: we buy less when prices go up, and we buy more when prices go down.

 
Important
This is the law of demand, which states that there is an inverse relationship between the price of a good and the quantity demanded: that is, as price goes up, the quantity demanded goes down, ceteris paribus.
The demand curve
The demand curve is downward sloping because of the inverse relationship between price and quantity. This curve captures all the preferences of consumers in one market and it shows how much people are willing to buy at different prices.
When there is a change in price, we say that there is a movement along the demand curve. So if the price of crisps increases from P1 to P2, there will be a movement along the demand curve from Q1 to Q2, as shown in the diagram.
[image: Movement along the demand curve]
Non-price determinants of the demand curve
However, non-price determinants also affect the demand curve. It means that demand may increase or decrease when things other than the price level change. As a result, the curve shifts upwards/ rightwards when demand increases and downwards/leftwards when demand decreases.
[image: Shift of the demand curve]
Let’s imagine what happens to the demand for ice-cream on a hot summer day. More people will certainly be willing to buy an ice-cream, hence demand will increase.The diagram shows the case of an increase in demand, with a shift from D1 to D2 (ceteris paribus – that is, keeping all other variables constant). The result is that the quantity demanded increases while the price remains constant.
Shifts in the demand curve for cars, for example, depend on changes in:
· Consumer income: as people get richer, they will be able to afford more cars and demand is likely to increase. For example, richer families have more than one car.
· Consumer preferences: advertising, fashion, environmental awareness all affect the way people spend their money. Cars are often advertised for their power and status symbol, which causes a shift in the demand curve.
· The price of complementary goods: some goods are bought in association with others and the price changes in one good influence the demand for the other products and services. For example, a rise in the price of gasoline may reduce the demand for cars.
[image: Demographic changes shift demand]
· Prices of substitute goods: on the other hand, when the price of a substitute good increases, the demand for the other good also increases. So if the price of public transport goes up in a city, the market for cars in that city may see an increase in demand as a result.
· Population and demographics: as population increases, more people will be able to drive and the demand for cars will go up. However, we can also imagine that as people get older, there will be fewer drivers wishing to buy new cars.
Movement along and shift of the demand curve
At this stage, we must be able to understand and explain the difference between a movement along the demand curve and a shift of the demand curve.
In the first case, we know that changes in price determine a movement along the curve, thuschanging the quantity demanded of a good or service. An increase in the price of crisps lowers the quantity demanded of crisps. This is shown by a movement along the demand curve.
However, all factors other than price will cause a shift of the curve itself, thus changing the demand for a good or service. So when the weather gets warmer, people will tend to buy more ice-cream and the demand for ice-cream will increase. This is shown by a shift of the demand curve.
 
What you should know
· Markets operate to allocate resources through the interaction of supply and demand.
· Demand is the willingness and ability to buy at each price by consumers.
· When the price changes, we see a movement along the demand curve as the quantity demanded increases/decreases, following the law of demand which says that as the price goes up, the quantity demanded goes down.
· When other things than price change (e.g. the weather, incomes, preferences, prices of complementary goods and substitute goods and population and demographics) we see a shift of the demand curve as demand increases/decreases.
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