

ECO1104: Chapter 4 - The Market Forces of Supply and Demand
Markets and Competition
What is a Market?
· Buyers determine demand and sellers determine supply, as a group
· Markets take many forms, such as highly organized (Markets for agricultural commodities) or less organized (Ex. Market for ice cream in a given town)

What is Competition?
· Price is determined by all buyers and sellers that interact in a marketplace (Ex. Ice cream market)
· Sellers have limited control over prices in markets due to the nature of competitive markets
· Perfectly Competitive Market: 
1. Goods offered for sale are exactly the same
2. Buyers and sellers are so numerous that a single buyer/seller barely influences the market price
· Price Takers → those who accept the price determined by the market
· Ex) Wheat Market
· Opposite of a Perfectly Competitive Market results in Monopoly
· Ex) When there is one seller in a market (TV services)
· Markets often fall between extremes of Perfect Competition and Monopoly

Demand
The Demand Curve: The Relationship between Price and Quantity Demanded
· Quantity Demanded → Mainly determined by the price of a good
· Quantity Demanded is Negatively Related to the price → Law of Demand
· Page 70 Figure 4.1
· Demand schedule is a chart that shows the relation between the price and consumer demand

Market Demand vs Individual Demand
· Market Demand → Sum of all individual consumer demands for a good or service
· Page 71 Figure 4.2

Shifts in the Demand Curve
· Demand curve assumes that factors that can influence a consumer’s decision is held constant
· Ex) Discovery that proves that apples can stop cancer will substantially increase demand
· Page 72 Figure 4.3
· Causes of Increase in Demand (Shift Right):
· Positive Discoveries
· Increase in Income/Promotion
· Decrease in the price of a good
· Increase in preference for a good
· Better future expectations
· Increase in buyers
· Causes of Decrease in Demand (Shift Left):
· Negative Discoveries
· Decrease in Income/Unemployment
· Increase in a price of a good
· Decrease in a preference for a good
· Worse future expectations
· Decrease in buyers
· Therefore, when one of the variables/factors are changed the demand curve shifts
· Curve Shift: When there is a change that is not measured on either axis
· Page 73 Table 4.1
· Page 74-75 Case Study

Supply

The Supply Curve: The Relationship between Price and Quantity Supplied
· Quantity Supplied → Mainly determined by price 
· Price is high → Company is profitable → Large quantity supplied
· Price is low → Company is less profitable → Smaller quantity supplied
· Sellers occasionally shut down due to this, quantity supplied could fall to zero
· Quantity supplied is Positively related to the price of the good → Law of supply
· Supply schedule is similar to demand schedule
· Page 76 Figure 4.5

Market Supply vs Individual Supply
· Market supply is sum of supplies of all sellers, Figure 4.6 Page 77

Shifts in the Supply Curve
· Similar to Demand curve shifts
· Ex) Price of sugar falls, sugar essential for ice cream, so now ice cream is more profitable
· Raises the supply of ice cream
· Therefore, sellers are willing to produce a larger quantity, shifts right
· Page 78 Figure 4.7
· Causes of Increase in Supply (Shift Right):
· Decrease in input (Resource) prices
· Increase in technological resources
· Better Future Expectations
· Increase in sellers
· Causes of Decrease in Supply (Shift Left):
· Increase in input (Resource) prices
· Decrease in technological resources
· Worse Future Expectations
· Decrease in sellers
· Page 79 Table 4.2
· Curve Shift: When a variable/factor changes









Supply and Demand Together
Equilibrium
· Also called Market Clearing Price → Everyone in marketplace is being satisfied
· Refer to Page 80 Figure 4.8
· Equilibrium consists of equilibrium price and equilibrium quantity
· When forces are in balance
· “At the equilibrium price, the quantity of the good that buyers are willing to buy exactly balances the quantity  that sellers are willing to sell”
· Natural phenomenon created by actions of buyers and sellers
· If Market Price doesn’t equal equilibrium price (Figure 4.9):
· Ex) Market Price more than equilibrium price
· Results in a surplus/excess supply, unable to sell
· Once price is reduced to get rid of surplus, demand suddenly increases and supply decreases → Unable to satisfy market needs
· Prices continue to fall until equilibrium is achieved

· Ex) Market Price less than equilibrium price
· Results in a shortage/excess demand, unable to satisfy
· Once  price is increased to get rid of shortage, quantity demanded falls and quantity supplied rises
· Therefore, supply and demand will always find a way to naturally reach equilibrium
· Free Markets → surpluses and shortages are usually temporary, but how quickly equilibrium is met is according to how quickly prices adjust → Law of Supply and Demand

Three Steps to Analyzing Changes in Equilibrium
1. Decide whether the event shifts the supply curve, demand curve, or both
2. Decide in which direction the curve shifts
3. Use the supply-and-demand diagram to see how the shift changes the equilibrium price and quantity
· Change in Market Equilibrium due to a Shift in Demand
· Ex) One summer, the weather is very hot. How is the market for ice cream affected
1. Hot weather affects the demand curve by changing people’s tastes
2. Shifts right, D1→ D2 (Page 83 Figure 4.10)
3. Hot weather increases the price of ice cream and quantity sold ($2→$2.50, 7→10)
· Shifts in Curves vs Movement along Curves
· There’s been a change in “quantity supplied”, but not in “supply”
· Supply → Position of the supply curve
· Quantity Supplied → Amount suppliers wish to sell
· Hot weather alters consumer demand, leading to a larger quantity supplied
· Shift in Supply/Demand Curve → “Change in Supply/Demand”
· Movement along a Fixed Demand Curve → “Change in the Quantity Demanded”
· Change in Market Equilibrium Due to a Shift in Supply
· Ex) Hurricane destroys sugar cane crop, drive up sugar price. How does this affect the market price of ice cream?
1. Change in price of ice cream’s input affects the supply curve
2. Shifts left, S1→ S2 (Page 84 Figure 4.11)
3. As a result of the sugar price increase, the price of ice cream increases and the quantity of ice cream sold falls
· Shifts in both Supply and Demand
· Ex) Heat wave and hurricane both hit 
1. Hot weather affects demand curve of ice cream, while sugar price affects supply
2. Demand Curve shifts right, Supply Curve shifts left (Page 85 Figure 4.12)
3. There are 3 possible outcomes, equilibrium price rises in all cases
a. Demand increases substantially, supply falls a little
b. Supply falls substantially, demand rises just a little
c. Supply and Demand both change by the same magnitude


· Page 87 Table 4.4, Memorize
