
Chapter 2: Supply & Demand

2.1 De m and

 "Talk is cheap because supply exceeds demand"

 Challenge: Quantities and Prices of Genetically Modified Foods

 Competitive markets - those with many buyers and sellers - agriculture, labor, commodity

 Factors that determine demand

 Consumers' tastes - advertising could influence this

 Information (or misinformation)

 Prices of other goods - both substitutes and complements

 Consumer income

 Government rules and regulations

 Other factors - addictiveness

 In order to determine how price changes affect quantity demanded, economists must hold

other factors constant

 Quantity Demanded - the amount of a good that consumers are willing to buy at a given price,

holding constant the other factors that influence purchases

 Demand Curve - the quantity demanded at each possible price, holding constant the other

factors that influence purchases

 Law of Demand - consumers demand more of a good the lower its price, holding constant

tastes, the prices of other goods, and other factors that influence consumption

 Changes in quantity demanded in response to changes in price are called movements along

the demand curve

 A change in any factor other than the price of a good itself causes a shift of the demand curve

 Application: Calorie Counting at Starbucks

 The processed pork demand function is: � = � ( � , � � , � � , � )

 The quantity demanded of pork therefore depends on the price of pork, price of chicken,

price of beef and consumers' income

 All other factors are said to be irrelevant or held constant

 The slope of the demand curve is
∆�

∆�
(i.e. rise over run)

 Application: Aggregating the Demand for Broadband Service

2.2 Sup p ly

 Factors that influence supply

 Costs of production

 Government rules and regulations

 Quantity supplied - the amount of a good that firms want to sell at a given price, holding

constant other factors that influence firms' supply decisions, such as costs and government

actions

 Supply Curve - the quantity supplied at each possible price, holding constant the other factors

that influence firms' supply decisions

 An increase in price causes a movement along the supply curve



 There is no "Law of Supply" - the market supply curve can be upward sloping, vertical

horizontal or downward sloping

 A change in a variable other than price causes the entire supply curve to shift

 The processed pork supply function can be written as: � = � ( � , � � )

 Where Q is the quantity supplied, p is the price of processed pork and ph is the price of a

hog; other factors are being left out

 Quota - the limit that a government sets on the quantity of a foreign-produced good that may

be imported

2.3 Marke t Equilib rium

 Equilibrium - a situation in which no one wants to change his or her behavior

 Equilibrium quantity and Equilibrium price

 A market equilibrium occurs without any explicit coordination between consumers and firms

 Excess demand - the amount by which the quantity demanded exceeds the quantity supplied

at a specific price

 Excess supply - the amount by which quantity supplied is greater than the quantity demanded

at a specific price

 At any price other than the equilibrium price, either consumers or suppliers are unable to

trade as much as they want

 Equilibrium price is also called the market clearing price

2.4 Sh ocking th e Equilib rium

 The equilibrium changes only if a shock occurs that shifts the demand or supply curves

 Two ways a market clears after a shock are:

 A shift of the demand curve causes a movement along the supply curve

 A shift of the supply curve causes a movement along the demand curve

2.5 Equilib rium Effe ctsof Gove rnm e nt Inte rve ntions

 Policies that Shift Supply Curves

 Licensing laws - limit the number of firms that may sell goods in a market - for example,

limits on number of taxicabs, food chains, restaurants, etc. in different markets

 Application: Occupational Licensing

 By 2008, the percentage of licensed workers in the USA had grown to 29%

 Quotas - typically limit the amount of a good that can be sold

 Policies that Cause Demand to Differ from Supply

 Price Ceilings - with a price ceiling, the government sets a maximum selling price

 They cause a shortage: a persistent excess demand

 Price Floor - with a price floor, the government sets a minimum selling price

 The most common price floor is minimum wage legislation

 With enforced price controls, sellers use criteria other than price to allocate the scarce

commodity - friends, long-term customers, queues, limit everyone to a certain amount



 Application: Price Controls Kill

 Huge price controls imposed in Zimbabwe in 2007 crippled the manufacturing sector,

and caused the death of over 5 million Zimbabweans from starvation

 Why Supply Need Not Equal Demand

 The quantity that firms want to sell at a given price and the quantity that consumers

want to buy at a given price need not equal the actual quantity bought/sold

 We define quantities supplied and demanded in terms of people's wantsrather than the

actualquantities bought/sold

2.6 W h e n to U se th e Sup p ly-and-De m and Mode l

 In short, this model is applicable in markets where:

 Everyone is a price taker

 Firms sell identical products

 Everyone has full information about the price and quality of the goods

 Costs of trading are low

 Markets with these characteristics are called p e rfe ctly com p e titive m arke ts

 In markets with price-setters, the market price is usually higher than that predicted by the

supply-and-demand model

 Transaction costs - the expenses of finding a trading partner and making a trade for a good or

service beyond the price paid for that good/service

 The S&D model is also not entirely appropriate in markets with high transaction costs

 When transaction costs are high, no trades may occur, or if they do occur, individual

trades may occur at a variety of prices

 Appropriate markets include agriculture, finance, labor, construction, services, wholesale, and

retail

 Challenge Solution: Quantities and Prices of GM Foods

 "If you ask me anything I don't know, I'm not going to answer" ~ Yogi Berra


