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	PASS Notes
Chapter 4: Supply and Demand Introduction


Core Principles of Chapter 4!
The Efficiency Principle: Efficiency is an important social goal, because when the economic pie grows larger, everyone can have a larger slice.

The Equilibrium Principle: A market in equilibrium leaves no unexploited opportunities for individuals but may not exploit all gains achievable through collective action.

Markets and Prices

· The market for any good consists of all buyers or sellers of that good.

· The Supply Curve of a good shows the total quantities of the good producers are willing and able to sell at each possible price.
· Note the assumption that producers will be willing to sell the good as long as the price they receive is sufficient to cover their opportunity cost.
· Why does the supply curve slope upward? Think of the low-hanging fruit principle. Since people have varying levels of opportunity costs – low, moderate, high – the supply curve slopes upwards because at low prices, only the producers with low opportunity costs will find it worthwhile to produce the good. A higher price draws more producers into the market and so on. 
· There is a positive relationship between price and quantity supplied. 
· The Demand Curve of a good shows the total quantities of the good buyers are willing and able to purchase at each possible price.
· Why does the demand curve slope downwards? The two reasons are:

· 1. People can’t afford the good as the price increases. 

· 2. If you charge people a higher price in say hamburgers, they will switch to say chicken burgers – the substitution effect.

· There is a negative (inverse) relationship between the price and quantity demanded.

Market equilibrium
· Equilibrium is A stable, balanced, or unchanging situation in which all forces at work within a system are canceled by others.
· Equilibrium price and quantity: the equilibrium price and equilibrium quantity of a good are determined at the point where the demand curve intersects the supply curve.
· Market equilibrium exists when all buyers and sellers are satisfied with their respective quantities at the market price. That is, buyers who are willing to pay the equilibrium price can acquire exactly the amount they wish; sellers who are willing to accept the equilibrium price can sell the exactly the amount they wish.
· Note that “satisfied” is limited in meaning – of course sellers wouldn’t mind a higher price and buyers wouldn’t mind a lower price. “Satisfied” just means sellers are able to sell all they wish to sell at that price. (If equilibrium p&q was 12,000 hamburgers at $3 each, buyers are able to buy the quantity they wish to buy at that price).
· Above equilibrium price (excess supply): When quantity supplied exceeds quantity demanded, the market experiences excess supply or surplus and the market is in disequilibrium. Suppliers will be dissatisfied with their unsold output and will lower the price which will induce some consumers to make purchases that were passed over at the higher price. Similarly, the lower price means that some suppliers will no longer cover their opportunity cost (i.e. there are better alternatives) and will leave the market. Thus, the difference between quantity supplied and the quantity demanded will narrow and the firms will continue to reduce their price until excess supply is zero i.e. equilibrium price is reached.
· Below equilibrium price (excess demand): When quantity demanded exceeds quantity supplied, the market experiences excess demand or shortage and the market is in disequilibrium. Consumers will be dissatisfied as some are unable to acquire the good at the going price and will offer a higher price which will in turn drive some of the consumers out of the market while encouraging new suppliers to join the market. Thus, consumers will continue to offer higher prices and the difference between quantity demanded and quantity supplied will continue to narrow until excess demand is zero i.e. equilibrium price is reached.
· It can be seen that the market has a tendency to move toward equilibrium price whether the price is initially above or below the equilibrium value.
Price controls
· Governments set price controls, e.g. rent controls which set a maximum allowable price (which is below the equilibrium price). This is called a price ceiling – because you cannot go above the ceiling! This can lead to some undesirable effects: demand goes up, supply goes down, therefore landlords have the bargaining power and abuse this power. Illegal activities may occur to go around the price ceiling, and misallocation occur because of the price ceiling.
Markets and social welfare

· A socially optimal/efficient quantity is the quantity that results in the maximum possible economic surplus. If all the costs are directly borne by the sellers and all the benefits are directly borne by the consumers, then the equilibrium is socially optimal. But this may be the case because of externalities e.g. the seller’s costs do not include the cost of air pollution from the manufacturing plant which materialize in the form of medical expenses due to a higher incidence of lung disease. 

· Because of the negative externality, the “full” marginal cost of the last unit produced – that is, the sellers marginal cost PLUS the marginal pollution cost borne by others – is greater than the benefit of the last unit produced. Therefore the “market” equilibrium price is lower than the socially optimal level, and the “market” equilibrium quantity will be higher than the socially optimal level. 
· Efficiency occurs when all goods and services are produced and consumed at levels that produce the maximum economic surplus for society.
Predicting and explaining changes in prices and quantities

· Change in the quantity demanded (or supplied) is a movement along a demand (or supply) curve in response to a change in the price of a good.

· Change in the demand (or supply) is a shift in the entire curve.
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Determinants affecting market supply (shifts in the curve)
1) Price of input changed e.g. rise in wages ( rise in the cost of production ( higher price required for firms to continue producing the same amount or fewer units will be supplied ( decrease in supply ( supply curve shifts left.
2) Technological change/improvement: reduces cost of production ( firms producing more at the same price or are willing to accept a lower price while making the same amount ( increase in supply ( supply curve shifts right.

3) Producer expectations.
Determinants affect market demand (shifts in the curve)

1) Consumer income

2) Consumer expectations

3) Consumer tastes

4) Price of related goods:

· Normal good ( demand increases (shifts to the right) when consumer income rises.

· Inferior good ( demand decreases (shift to the left) when consumer income rises.

· Substitutes ( an increase in the price of one causes an increase in demand (shifts to the right) for the other e.g. butter and margarine.

· Complements ( increase in the price for one cases a decrease in demand (shifts to the left) for the other e.g. prices of TV increases ( consumers buy fewer TVs ( consumer demand less VCRs.

Four Rules Governing the Effects of Supply and Demand Shifts
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