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Chapter Three

Demand, Supply, and Market equilibrium

CHAPTER OVERVIEW

This is the first of three chapters in Part Two, “Price, Quantity, and Efficiency,” focusing on the basic workings and failures of markets.  Demand and supply are developed in chapter three; elasticity in chapter four, and market failure in chapter five.

This chapter provides a basic, but rather detailed introduction to how markets operate, as well as an introduction to demand and supply concepts. Both demand and supply are defined and illustrated; determinants of demand and supply are listed and explained. The concept of equilibrium and the effects of changes in demand and supply on equilibrium price and quantity are explained and illustrated. The chapter concludes with an analysis of government-set prices (floors and ceilings), and their effect on the market.

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1.
Identify, explain, and provide examples of markets.

2.
Explain who and what demand and supply represent.

3.
Differentiate between demand and quantity demanded; and supply and quantity supplied.

4.   Graph demand and supply curves when given demand and supply schedules.

5.   State the Law of Demand and the Law of Supply.

6.
List the major determinants of demand, and explain how a change in each will affect the demand curve.

7.
List the major determinants of supply, and explain how a change in each will affect the supply curve.

8.
Explain the concept of equilibrium price and quantity.

9.   Illustrate graphically equilibrium price and quantity.

10. Explain the rationing function of prices.

11.
Explain and graph the effects of changes in demand and supply on equilibrium price and quantity, including simultaneous changes in demand and supply.

12. Define price ceilings and price floors, and provide examples.

13. Graph and explain the consequences of government-set prices.

14. Define and identify terms and concepts listed at the end of the chapter.

LECTURE NOTES

I. Markets Defined

A.
A market is an institution or mechanism that brings together buyers (demanders) and sellers (suppliers) of particular goods and services.

1.
A market may be local, national, or international in scope.

2.
Some markets are highly personal, face-to-face exchanges; others are impersonal and remote.

3.
This chapter concerns competitive markets with a large number of independent buyers and sellers.

4.
Product market involves goods and services.

5.
Resource market involves factors of production.

B.
The goal of the chapter is to explain the way in which markets adjust to changes and the role of prices in determining how much markets will produce.

II. Demand

A.
Demand is a schedule or curve that shows the various amounts of a product that consumers will purchase at each of several possible prices during a specified time period.

1.
An example of an individual’s demand schedule for lattes appears in Figure 3.1.

2.
The schedule shows how much the buyer is willing and able to purchase at five possible prices.

3.
The demand schedule alone does not tell us the market price; that depends on both demand and supply.

4.
To be meaningful, the demand schedule must have a period of time associated with it.

B.
Law of demand is a fundamental characteristic of demand behavior.

1.
All else equal, as price increases, the corresponding quantity demanded falls.

2.
Restated, there is an inverse relationship between price and quantity demanded.

3.
Note the “other-things-equal” assumption refers to consumer income and tastes, prices of related goods, and other things besides the price of the product being discussed.



4.
The law of demand is consistent with common sense and observed behaviors.  

C.
The demand curve:

1.
Illustrates the inverse relationship between price and quantity (see latte example, Figure 3.1).

2.
The downward slope indicates lower quantity (horizontal axis) at higher price (vertical axis), higher quantity at lower price, reflecting the Law of Demand.

D.
Individual vs. market demand:

1.
Transition from an individual to a market demand schedule is accomplished by summing individual quantities at various price levels.

2.
Market curve is horizontal sum of individual curves (Figure 3.2).

E.
Class example: This is a good place to involve the class if your classroom setting allows.  Select an item that students typically buy, such as a can of soft drink or donuts.  It works especially well if one student already has the item, and you can use that student for your individual demand schedule.  Select five to ten representative prices for the item and create a demand schedule based on this student’s responses.  It is usually interesting to include the zero price to see how many the student would want if the item were free.  You can then construct an individual demand schedule on board or overhead transparency.  Don’t worry if it isn’t a straight line, it will undoubtedly still represent the law of demand.  If your class isn’t too large, you could then construct a class market schedule using a show of fingers to indicate amounts students would purchase at each price level.

F.
There are several determinants of demand or the “other things,” besides price, which affect demand.  Changes in determinants cause changes in demand and shift the demand curve.

1.
Figure 3.3 illustrates changes in demand.

a.
Consumer tastes—-favorable changes lead to increases in demand; unfavorable changes decrease demand.

b.
Number of buyers—more buyers lead to an increase in demand; fewer buyers lead to a decrease.

c.
Income—more leads to an increase in demand; less leads to decrease in demand for normal (or superior) goods.  Goods whose demand varies inversely with income are called inferior goods.

d.
Prices of related goods also affect demand.

i.
Substitute goods (those that can be used in place of each other): The price of the substitute good and demand for the other good are directly related.  If the price of Coke rises (because of a supply decrease), demand for Pepsi should increase.

ii.
Complementary goods (those that are used together like tennis balls and rackets): When goods are complements, there is an inverse relationship between the price of one and the demand for the other.

e.
Expectations—consumer views about future prices, product availability, and income can shift demand.  (These expectations can also become a self-fulfilling prophecy – buyers attempting to stock up goods in anticipation of a price increase may cause or contribute to that price increase.)

2.
A summary of what can cause an increase in demand:

a.
Favorable change in consumer tastes.

b.
Increase in the number of buyers.

c.
Rising income if product is a normal good.

d.
Falling incomes if product is an inferior good.

e.
Increase in the price of a substitute good.

f.
Decrease in the price of a complementary good.

g.
Consumers expect higher prices or incomes in the future.

3.
A summary of what can cause a decrease in demand:

a.
Unfavorable change in consumer tastes,

b.
Decrease in number of buyers,

c.
Falling income if product is a normal good,

d.
Rising income if product is an inferior good,

e.
Decrease in price of a substitute good,

f.
Increase in price of a complementary good,

g.
Consumers’ expectations of lower prices or incomes in the future.

G.
Review the distinction between a change in quantity demanded caused by price change and a change in demand caused by change in determinants.

III. Supply

A.
Supply is a schedule that shows amounts of a product that producers will make available for sale at each of a series of possible prices during a specific period.

1.
An example of a supply schedule for lattes appears in Figure 3.4.

2.
The schedule shows what quantities will be offered at various prices or what price will be required to induce various quantities to be offered.

B.
Law of supply:

1.
Producers will produce and sell more of their product at a high price than at a low price.

2.
Restated: There is a direct relationship between price and quantity supplied.

3.
Explanation: Given product costs, a higher price means greater profits and thus an incentive to increase the quantity supplied.

4.
Beyond some production quantity producers usually encounter increasing costs per added unit of output, and must be offered a higher price to induce greater production.


Note:  A detailed explanation of diminishing returns is probably not necessary at this point and can be delayed until a later consideration of the costs of production.

C.
The supply curve:

1.
The graph of supply schedule appears in Figure 3.4.

2.
Shows the direct relationship (law of supply) in the upward sloping curve.

D.
Determinants of supply:

1.
A change in any of the supply determinants causes a change in supply and a shift in the supply curve.  An increase in supply involves a rightward shift, and a decrease in supply involves a leftward shift.  Many supply shifts involve changes in production costs, so another way to sort out the effect of a particular change is to ask, “how does this affect the cost of production?”

2.
Six basic determinants of supply, other than price.  (See an illustration of curve shifts in Figure 3.5)

a.
Resource prices—a rise in resource prices will cause a decrease in supply or leftward shift in the supply curve; a decrease in resource prices will cause an increase in supply or rightward shift in the supply curve.

b.
Technology—a technological improvement means more efficient production and lower costs, so an increase in supply, or rightward shift in the curve, results.

c.
Taxes and subsidies—a business tax is treated as a cost, so decreases supply; a subsidy lowers cost of production, so increases supply.

d.
Prices of related goods—if price of substitute production good rises, producers might shift production toward the higher priced good, causing a decrease in supply of the original good.  Note that these are substitutes from the sellers’ perspective that may not be strong substitutes from a buyers’ perspective.  

e.
Expectations—expectations about the future price of a product can cause producers to increase or decrease current supply.  (These expectations can also become a self-fulfilling prophecy – firms reducing supply in anticipation of a price increase may cause or contribute to that price increase.)

f.
Number of sellers—generally, the larger the number of sellers the greater the supply.

E.
Review the distinction between a change in quantity supplied due to price changes and a change or shift in supply due to change in determinants of supply.

IV. Supply and Demand:  Market Equilibrium

A.
The equilibrium price and equilibrium quantity represent where the intentions of buyers and sellers match.

B.
Review the text example, Figure 3.6, which combines data from supply and demand schedules for lattes.

C.
Have students find the point where quantity supplied equals the quantity demanded, and note this equilibrium price and quantity.  Emphasize the correct terminology and that the equality will not necessarily occur in the middle of the table!

1.
At prices above this equilibrium, note that there is an excess supply or surplus.

2.
At prices below this equilibrium, note that there is an excess quantity demanded or shortage.

D.
Market clearing or market price is another name for equilibrium price.

E.
Graphically, note that the equilibrium price and quantity are where the supply and demand curves intersect (See Figure 3.6).  This is an IMPORTANT point for students to recognize and remember: it is NOT correct to say supply equals demand!

F.
The rationing function of prices is the ability of competitive forces of supply and demand to establish a price where buying and selling decisions are consistent.  

G.
Applying the Analysis: Ticket Scalping

1.
“Scalping” refers to the practice of reselling tickets at a higher-than-original price, which 
happens often with athletic and artistic events.  Is this “ripping off” justified?


2.
Ticket re-sales are voluntary—both buyer and seller must feel that they gain or they 
would not agree to the transaction.


3.
“Scalping” market simply redistributes assets (tickets) from those who value them less 
than money to those who value them more than the money they’re willing to pay.


4.
Sponsors may be injured, but if that is the case, they should have priced the tickets 
higher.


5.
Spectators are not damaged, according to economic theory, because those who want to go 
the most are getting the tickets.


6.
Conclusion:  Both seller and buyer benefit and event sponsors are the only ones who may 
lose, but that is due to their own error in pricing and they would have lost from this error 
whether or not the scalping took place.

V. Changes in Supply and Demand, and Equilibrium

A.
Changing demand with supply held constant:

1.
Increase in demand will have effect of increasing equilibrium price and quantity 
(Figure 3.7a).

2.
Decrease in demand will have effect of decreasing equilibrium price and quantity 
(Figure 3.7b).

B.
Changing supply with demand held constant:

1.
Increase in supply will have effect of decreasing equilibrium price and increasing quantity (Fig 3.7c).

2.
Decrease in supply will have effect of increasing equilibrium price and decreasing quantity (Fig 3.7d).

C.
Complex cases—when both supply and demand shift:

1.
If supply increases and demand decreases, price declines, but the new equilibrium quantity depends on the relative sizes of shifts in demand and supply.

2.
If supply decreases and demand increases, price rises, but the new equilibrium quantity depends again on the relative sizes of shifts in demand and supply.

3.
If supply and demand change in the same direction (both increase or both decrease), the change in equilibrium quantity will be in the direction of the shift but the change in equilibrium price now depends on the relative shifts in demand and supply.

VI.
Government-Set Prices (Ceilings and Floors)


A.
Government-set prices prevent the market from reaching the equilibrium price and quantity, 


usually because the government has been persuaded that market prices are unfairly high to 


buyers, or unfairly low to sellers.

B.
Applying the Analysis: Price ceilings on Gasoline 


1.
A price ceiling sets a maximum legal price that a seller may charge, typically placed 
below equilibrium.


2.
If the equilibrium price of gasoline is $2.50, a price ceiling of $2 will result in persistent 
shortages as quantity demanded exceeds quantity supplied at the $2 price. (Figure 3.8)


3.
Shortages would change the rationing mechanism from price to some other system (first-
come, first served; rationing coupons; favoritism), and may result in the emergence of 
black markets (illegal selling above the government set price).

C.
Applying the Analysis: Rent Controls

1.
Major cities with high housing costs (New York, Boston, San Francisco) have utilized 
rent controls (a form of price ceiling) in an effort to keep housing affordable.


2.
Rent controls either take the form of maximum rents that can be charged, or fix the rate 
of increase in rent from year to year.


3.
Rent controls discourage landlords from offering rental housing, inducing some to sell 
their units or convert them to condominiums.  


4.
Landlords that continue to offer housing find it unprofitable to repair or renovate their rental 
units.  Some rent controls limit increases on existing tenants, but allow for raising 
rents before a new tenant comes in.  This provides an additional incentive for landlords to 
keep the quality of housing for current tenants (to encourage their departure), and to 
delay any repairs or renovations until a unit is vacated.


5.
Rent controls also encourage property owners to reallocate their buildings to enterprises 
where rents are not restricted (office buildings, retail stores, hotels).


6.
Rent controls result in a misallocation of property resources.

D.
Applying the Analysis: Price Floors on Wheat

1.
A price floors sets a minimum legal price a seller may charge, typically placed above the 
equilibrium price.


2.
If the equilibrium price for wheat is $2, a price floor of $3 will result in persistent 
surpluses, as quantity supplied exceeds quantity demanded. (Figure 3.9)


3.
Government may attempt to rectify this excess supply of wheat by restricting supply, 
stimulating demand in the private sector, or purchasing the wheat themselves.


4.
Price floors of wheat cause society to misallocate resources, both in terms of an 
inefficient mix of products, and the environmental damage resulting from brining 
marginal land into production.
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