Summary of Chapter 2

Overview: In a competitive market, price will settle where supply = demand [S(p)=D(p)]. The model for supply=demand is “The most famous picture in economics” because, given certain market conditions, it has been proven to predict the equilibrium price & quantity levels in many specific contexts.
The supply-demand curve picture is on pg. 28. 

Required conditions for the model to work:

1) A commodity of uniform quality that is bought and sold by many people. 

2) Buyers and sellers are all aware of the best going price for the item.

3) The market is delimited in time and space.

Description of the graph:

1) Price of the item is graphed on the vertical axis; Quantity on the horizonal.

2) Two function are graphed: Demand, D(p) (usually curving downwards) and Supply, S(p) (usually curving upwards).

3) The point where the D(p) and S(p) functions cross is the point of equilibrium.

Equilibrium:

At the equilibrium price p, and equilibrium quantity x, S(p)=D(p). If supply is an increasing function of price and demand is a decreasing function, there will beat most one equilibrium price and quantity.

The model does not say how the equilibrium price emerges (what institutions are involved)! It just predicts what the price level will be.

31-36 – hypothetical example.

37-39 Real-world examples

39 - 43
Applying the theory to the GM case.

44 – Note on applying this model to reality: Supply-equals-demand is a perfect example of an economic model. It is a simplified description of a much more complex reality that leads to predictions about the reality. Whenever you apply the model, ask: Are the detailed conditions such that we can trust the model?






