Chapter Four
Another Economic Model
· Considered 'the bread and butter' of microeconomics.
Purpose:
· To analyze the allocation of the production of goods and services across industries of the economy.
· It responds to the Q question. What goods and services should be produced, and in what quantities?
The Demand Function
· D=f (price; consumer preferences, income, prices of related goods, expectations of futre price and/or income).
· Table of data displayed in Figure 4.1.
· Price is the most important factor.
Definitions
· Quantity Demanded
· Total amount of a good or service that all consumers are able and willing to buy given a price per unit of time.
· It is a point on the horizontal axis of the DEMAND CURVE.
· Demand:
· Total relationship between Price (P)and quantity demanded (Qd).
· Its graph is the DEMAND CURVE.
· Intuitively, think of a hypothetical survey
· If the going price were $___ ,how many units would you be able and willing to buy each week?
· This relationship must be estimated. As we will see, producers estimate demand using trial and error.
· We are abstracting from all other possible influences on total demand, and thus concentrating on the relationship between P and Qd.
The Demand Curve
· Graph appears in Figure 4.1.
· Note that this is a 2-dimensional framework.
· If you wanted to bring in the preferences variable, it would become a three dimensional graph and so forth.

The Law of Demand
· Ceteris Paribus, there is an inverse relationship between price and quantity demanded.
· As price increases, Qd decreases.
· As price decreases, Qd increases.
· C.P. means all other factors except price held constant.
· Geometrically, this gives us a negative slope for the demand curve.
Shifts in the Demand Curve
· Denotes a new relationship between Qd and P.
· Caused by a change in those relevant factors OTHER than price.
Those OTHER Factors
· Prices of related goods
· Substitutes such as internet, music versus CDs or retail goods sold in NY State versus retail goods sold here.
· P of good B increases, demand for good A increases
· P of good B decreases, demand for good A decreases
· Complements such as iPods, MP3s, and iTunes.
· Price of good B increases, Demand for good A decreases.
· Price of good B decreases, Demand for good A increases.
· These price changes (in the substitute and the complementary goods) will bring about a change in the relationship between price and quantity demanded for the original good, hence a shift in the demand curve. (shift the curve of the other good, move along the curve for changes in substitute/complementary product.
Consumer Income
· Normal goods: one buys more (less) of  a normal good when one's income increases (decreases).
· Income increases, demand shifts right.
· Income decreases, demand shifts left.
· Examples: 'moving up' in the housing market, Tommy Hilfiger.
· Inferior goods: one buys less (more) of an inferior good when one's income increases (decreases)
· Income increases, demand shifts left.
· Income decreases, demand shifts right.
· Examples: my former, single speed bicycle, mac&cheese, or potatoes.
Consumer Preferences
· Become more favorable, demand shifts right.
· Scooters, roller blades, huge skateboards, tattoos
· Become less favorable, demand shifts left.
· Hula hoops, kids' bicycles, pork in light of the H1N1 virus.
Crucial Point
· The demand curve shows the relationship between Price and Quantity Demanded holding other factors, such as preferences, income, and prices of related goods constant.
· If you are given a change in Price, which is the variable on the Y-axis, move along the Demand curve.
· This means that if those other factors, which do not appear on either axis are not constant, there is a new demand relationship.
· If you are given a change in any of those other factors, shift the Demand curve.
· The direction depends on the particular case.
· The eleventh commandment: Do not shift a demand curve due to a change in price - EVER
Illustrations
· For each case, one has to determine two things:
· The market in question (the scope of the market) ex. market for pizza in Ottawa, or Canada. Market for take-out hot food in Ottawa.
· The change, or event, that has occurred.
· The response has two parts:
· Does the demand curve shift, or does one move along it?
· If the demand shifts, in which direction?
· Consider the market for educational services. During the 1970s, it was possible to obtain a high paying job without a university degree. Nowadays, it is fairly rare.
· Given the improved career opportunities associated with a degree, PREFERENCES for higher education become more favorable in the 1990s, regardless of tuition.
· Demand increases, or shifts to the right.
· At each possible price (tuition level), people are willing and able to buy more services than before.
· There is a thus new relationship between Price and Quantity Demanded.
· Consider again the market for educational services. During the 1990s, tuition rates were greatly increased (except in Quebec).
· Enrollment will fall
· Quantity Demanded falls, and we move up and along the Demand curve.
· There is no shift because there is no change in tastes. Our inherent preferences for higher education do not depend on tuition.
· Consider the market for housing, (sales, not rentals) in Ottawa-Carleton. 1999-2011 were very good years (except for 2009).
· Expansion in employment causes consumer incomes to rise.
· Home ownership is a normal good.
· Demand will rise, or shift to the right.
· Interest rates were falling, which decreases the price of home ownership at the same time that employment is rising.
· We move down and along the Demand curve.
· Consider the case of the large price decline for CDs
· Due entirely to very stiff price competition from music downloaded from the internet that is a substitute good.
· Its price is 0 to the user.
· If the competitor lowers its prices, the Quantity Demanded for internet music increases and....the demand for CDs will fall (shift to the left).
· Consider the cartridges for ink-jet printers.
· They are a rip off.
· That good is a complement to the printer itself.
· As the price of the printers is lowered, the Quantity Demanded of them increases and the demand for the cartridges will increase, shifting its demand curve to the right.
· In marketing his is called a loss-leader pricing strategy.
The Supply Side
· Represents the behaviour of firms.
· Picky definitions again
· Quantity supplied = total amount of a commodity that firms are willing and able to sell at a given price given a time frame (Quantity Supplied)
· Supply = total relationship between Price and Quantity Supplied. Its graph is the supply curve.
· Supply = g (price; costs of production, technology of production, number of firms)
· This is a functional relationship
· See figure 4.5
· Above all other factors, supply depends on price. The other factors are secondary and are held constant as the S curve is drawn.
· By doing so, a multi-dimensional problem is reduced to a 2-dimensional one.
Law of Supply
· There is a direct relationship between Price and Quantity Supplied.
· As price increases, the willingness to sell and produce increases.
· As price decreases, the willingness to sell and produce decreases.
· This gives the positive slope to the supply curve
· If you are given a change in price, move along the S curve.
· If you are given a change in the costs of production or the technology of production, shift the S curve (decrease = shift to the left, increase = shift to the right).
Illustrations
· Air Canada workers made major concessions in terms of wages and working conditions.
· As it becomes less costly to provide services, at each possible price (fare) producers are willing to produce more than previously.
· Supply shifts to the right. This is a rise in supply, even though the new curve is lower.
· Explain why the supply curve shifts to the right rather than to the left 
Answer: At each possible price, higher Qs then before.
What if technology increases? (which is usually the case)
· It will increase in productivity
· Productivity is input related to output, and is usually expressed in terms of output per hour of labour.
· Production costs fall
· At each possible price, they are willing to supply more services than before
· Supply increases, or rises, and S shifts to the right
What if there is an increase in selling price?
· Crude oil prices have been quite volatile lately given world events
· Move up and along the S curve when they rise (for current producers of oil)
· S curve for any producer who uses oil will shift up and to the left (Petro, Sunoco, etc.)
· If the price of crude oil is changing, you move up (increase) or down (decrease) the curve. When you go to the market for gasoline, there is now a shift in a supply curve, up and to the left (increase in price), down and to the right (decrease in price).
Superimposition of S & D
· So far, we only about Qd and Qs at a range of possible prices. What about the actual price that prevails?
· Need to examine both the supply side and the demand side of the market. (Quote of Alfred Marshall - first economist to use both supply and demand together)
· The prevailing price is the equilibrium price, and it is determined y the intersection of the S & D curves.
· The quantity generated on the horizontal axis from this intersection is called the equilibrium quantity.
Case One
· Suppose that the transactions price > equilibrium price
· Qs>Qd and a surplus emerges. As unsold goods and inventory pile up, firms are tempted to bid down prices.
· 2 Effects Occur
· Price falls, Qs falls due to law of supply
· Price falls, Qd increases due to law of demand
· Eventually Qs = Qd as equilibrium is restored
· There is no further incentive to change
Case Two
· Suppose that the transactions price < equilibrium price
· Qs < Qd, and a shortage emerges. The cupboard is bare. As customers become irritable and aggressive, they are tempted to bid up prices.
· 2 Effects Occur
· Price rises, Qs rises due to law of supply
· Price rises, Qd falls due to law of demand
· Eventually Qs = Qd as equilibrium is restored
· There is no further incentive to change
· This is an illustration of the price system in action
· Notice how this process occurs autonomously (by itself)
Illustrations from Recent Events
· Price of wheat has risen a lot due to crop failures
· Supply contracted (shift to the left)
· Price of pasta went way up, provoking demonstrations in Italy
· Supply contracted because the cost of a major input, wheat, increased
Facts not in the Textbook
· Often, society judges this equilibrium, "market" price to be unfair and/or unjust.
· An equilibrium price can be 'too low', which is bad news for producers.
· An equilibrium price can be 'too high', which is bad news for consumers.




