[bookmark: _GoBack]CH. 3 SUPPLY AND DEMAND

WHAT, HOW, AND FOR WHOM? CENTRAL PLANNING VS. THE MARKET

1. Communist Countries = centralized decision-making
· An individual/small group decides on behalf of everyone else (establish production targets, develop master plan on how to achieve targets (incl. who produces what), and set up guidelines for distribution and use of goods and services produced
· E.g. Soviet Union, Cuba, North Korea, China
2. Capitalist/market economies = people are free to start own businesses, shut them down, or sell them
· Distribution of goods and services is determined by individual preferences and purchasing power (which usually come from income)
· pure economies = production and distribution decisions are left to individuals interacting in markets
· Mixed economies = goods and services are allocated by a combination of free markets, regulation, and other forms of collective control

MARKETS AND PRICES
· Market – the context in which potential buyers and sellers of a good or service can negotiate exchanges
· e.g. market for product x on a given day at a given place is just the set of people potentially able to buy or sell product x at that time and location
· cost of production and value of product to consumer both determine the market price for a good and amount of it that is bought and sold
· Demand and supply
· Free market – market not controlled by government
       THE SUPPLY CURVE
· supply curve – a curve or schedule showing the total quantity of a good of uniform quality that sellers want to sell at each price during a particular period of time provided that all other things are held constant
· refers to quantity of good sellers are willing to supply at specific prices
· quantity supplied – the total amount of a good of uniform quality that all sellers are willing to produce and sell at a single specific price during a particular period of time
· refers to single, specific price
· uniform quality = it has specific, given characteristics
· supply curve generally slopes upward  sellers offer more units of sale at higher prices
· due to differences in people’s opportunity costs
· the higher the price, the more people find it worthwhile to supply a good
· e.g. when price of product X is low, only those people with low opportunity costs will sell
· when price increases, additional sellers with higher opportunity costs will also sell
· result of principle of increasing opportunity cost: as production of product X increases, we first turn to suppliers whose opportunity costs are lowest, and only then to others with higher ones
· ceteris paribus  all things other than price and quantity supplied are held constant
· equation: Qs = a + bPs
· Qs = quantity supplied (thousands of units)
· Ps = supply price
· a = horizontal intercept
· b = reciprocal of the slope of the supply curve (b < 0)
· + = direct, positive relationship between quantity supplied and price
· e.g. Qs = 4Ps
· if price increases by one dollar, quantity supplied will increase by 4000 units

THE DEMAND CURVE
· Demand curve – a curve or schedule showing the total quantity of a good of uniform quality that buyers want to buy at each price during a particular period of time provided that all other things are held constant
· Shows relationship between a specific quantity demanded and its price 
· quantity demanded – the total amount of a good of uniform quality purchased at a single, specific price by all buyers during a particular period of time
· uniform quality = it has specific, given characteristics
· slopes downward  when price is high, buyers are willing to purchase less of product X
· ceteris paribus  all things other than price and quantity supplied are held constant
· equation: Qd = c – dPd
· Qd = quantity demanded (thousands of units)
· Pd = demand price
· c = horizontal intercept
· - = inverse, negative relationship between quantity demanded and price
· e.g. Qd = 24 – 4Pd
· if prices increase by one dollar, quantity demanded will decrease by 4000 units

MARKET EQULIBIRUM
· equilibrium – a state that occurs when all of the forces that act on all the variables in a system are in balance, exactly offsetting each other so that none of the variables in the system has any tendency to change
· where supply and demand curves intersect
· equilibrium price & equilibrium quantity – the price at which a good will sell and quantity of it that will be sold
· market equilibrium – occurs when all buyers and sellers are satisfied with their respective quantities at the market price
· satisfied  buyers/sellers are able to at that price; doesn’t mean that they wouldn’t like higher income (sell for more, buy for less)
· may not be socially desirable (e.g. poor people can’t afford, unsafe products and work environment)
· disequilibrium – if market is not in equilibrium
· excess supply/surplus – the difference between the quantity supplied and the quantity demanded when the price of a good exceed the equilibrium price
· sellers will be dissatisfied
· incentive to lower prices slightly
· excess demand/shortage – the difference between the quantity supplied and the quantity demanded when the price of a good lies below the equilibrium price
· buyers will be dissatisfied
· incentive to offer higher price for more of good
· under these conditions, price has a tendency to move to equilibrium
· equilibrating process depends on competition among buyers and sellers 
· if all sellers are small, no seller can raise price by restricting quantity supplied
· if all buyers are small, no buyer can reduce price 
· Q* = Qs = Qd
· Q*  equilibrium quantity
· Quantity supplied = quantity demanded
· P* = Ps = Pd
· P*  equilibrium price
· Supply price = demand price

· P* =  (a + bP*) = (c – dP*)
· P* = (c – a) / (b + d)

· Q* = c – d [(c – a) / (b + d)]

MARKETS, EQUILIBIRUM, & EFFICIENCY
· “cash on the table”  economist’s metaphor for unexploited opportunities
· e.g. when the price in the market is below equilibrium price
· always possible for supplier to produce an additional unit at a lower cost than buyers willing to pay
· The Equilibrium Principle: a market in equilibrium leave no unexploited opportunities for individuals
· Efficient quantity – the quantity that results in the maximum possible economic surplus from producing and consuming the good
· The level of production for which the cost and benefit of one more unit of the good are the same
· economic efficiency – condition that occurs when all goods and services are produced are consumed at their respective socially optimal levels
· allocation of resources maximizes total economic surplus
· equilibrium market price – marginal opportunity costs of last unit supplied and marginal benefit of last unit purchased
· The Efficiency Principle: economic efficiency occurs when total economic surplus is maximized
· Important because when economic pie grows larger, everyone can potentially have a larger slice
· Relevant if supply and demand curves reflect all significant costs and benefits associated with production and consumption of good

EXPLAINING CHANGES IN PRICES AND QUANTITIES
· change in the quantity demanded – a movement along the demand curve that occurs in response to a change in price
· change in quantity that people want to buy
· change in demand – a shift of the entire demand curve
· at every price, the quantity demanded is higher than before
· change in the quantity supplied – a movement along the supply curve that occurs in response to a change in price
· change in supply – a shift of the entire supply curve
· at every price, the supply demanded is higher than before
· shifts occur because of changes in factors that we have held constant
SHIFTS IN THE SUPPLY CURVE
· inputs – goods or services used in the process of producing a different good or service
· aka factors of production/factor inputs
· technology – the stock of knowledge, useful in producing goods and services, that is available to society
· improved technology = less costs for production of a good = increase supply
· increase supply (b/c decreasing price of inputs) =  supply shifts right/downward
·  equilibrium price falls, equilibrium quantity rises
· Decrease supply = supply shifts left/upward
· Equilibrium price increases, equilibrium quantity falls
· based on any changes to production costs
· major factors (increase in supply): 
· changes in input (decrease in cost of labour, materials, etc)
· technology (improved to reduce cost of production of good)
· increase in subsidy
· increase in number of firms in market

SHIFTS IN THE DEMAND CURVE
· changes in prices of complements and substitutes
· complements – two goods are complements in consumption if an increase in the price of one causes a leftward shift in the demand curve for the other
· more valuable when used in combination than when used alone
· e.g. tennis balls and tennis courts
· substitutes – two goods are substitutes in consumption if an increase in the price of one causes a rightward shift in the demand curve for the other
· the two serve similar functions for people
· e.g. tea vs. coffee
· increase demand (b/c decreasing price of complement) =  demand shifts right
·  equilibrium price rises, equilibrium quantity rises
· decrease demand (b/c decreasing price of substitute) =  supply shifts left
·  equilibrium price falls, equilibrium quantity falls
· also affected by factors that change the amounts that people are willing to pay
· e.g. income, population growth
· normal goods – a good whose demand curve shifts rightward (increase) when the incomes of buyers increase
· inferior goods – a good whose demand curve shifts leftward (decrease) when the incomes of buyers increase
· e.g. people in houses in an inconvenient location will move out as soon as they can afford to
· major factors (increase in demand):
· decrease in price of complements to good/service
· increase in price of substitutes for good/service
· increase in income (for normal good)
· increased preference/expectations for good
· increase in population

FOUR SIMPLE RULES
· apply for all supply and demand shifts, provided that curves have conventional slopes
· SUPPLY CURVES:
· slope = positive [/]
1. an increase in supply =  decrease in equilibrium price, increase in equilibrium quantity [graph shifts right/down]
2. an decrease in supply =  increase in equilibrium price, decrease in equilibrium quantity [graph shifts left/up]
· DEMAND CURVES:
· Slope = negative [\]
3. an increase in demand =  increase in equilibrium price, increase in equilibrium quantity [graph shifts right/up]
4. an decrease in demand =  decrease in equilibrium price, decrease in equilibrium quantity [graph shifts left/down]

