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Chapter 3: Supply and Demand

I.
Introduction
A.  How do market mechanisms decide WHAT to produce, HOW to produce, and FOR WHOM to produce?  Specifically:

1.  What determines the price of a good or service?

2.  How does the price of a product affect its production or consumption?

3.  Why do prices and production levels often change?

II.
Market Participants
A.  Maximizing behavior

1.  Consumers maximize their satisfaction (utility) given limited resources.

2.  Businesses try to maximize profits by using resources efficiently in producing goods.

3.  Government maximizes general welfare of society.

B.  Specialization and Exchange

1.  The notion that buying and selling goods and services in the market might maximize our well-being originates in two simple observations.

· Most of us are incapable of producing everything we desire to consume.

· Even if we could produce all our own goods and service, it would still make sense to specialize.

III. The Circular Flow
A.  Four different groups participate in our economy

1. Consumers

2. Business firms

3. Government

4. Foreigners

B.  The Two Markets

1.  Factor Markets – Any place where factors of production 


(e.g., land, labor, capital) are bought and sold.

2.  Product Markets – Any place where finished goods and 



services (products) are bought and sold.

C.  Supply and Demand
1.  Supply – The ability and willingness to sell (produce) specific 


quantities of a good at alternative prices in a given time period,





 ceteris paribus.

2.  Demand – The ability and willingness to buy specific 



quantities of a good at alternative prices in a given time period, 





ceteris paribus.

IV.
Demand
A.  Every market transaction involves an exchange and thus some elements of both supply and demand.

B.  Individual Demand  
1. A demand exists only if someone is willing and able to pay for a good – that is, exchange dollars for a good or service in the market place.

2. Opportunity Cost – The most desired goods or services that 


are forgone in order to obtain something else.

3. Demand Curve – A curve describing the quantities of a good 


a consumer is willing and able to buy at alternative prices in a

given time period, ceteris paribus.

4. Law of Demand – The quantity of a good demanded in a 



given time period increases as its price falls, ceteris paribus.

C.  Determinants of Demand

1. The determinants of market demand include:

· Tastes (desire for this and other goods)

· Income (of the consumer)

· Other goods (their availability and price)

· Expectations (for income, prices, tastes)
· Number of buyers
· NOTE:
Determinants of demand are factors that cause the whole curve to shift right or left.  The only thing that will cause a movement along a demand curve is a change in the goods own price.

2. The availability and price of related goods also affect the demand for goods and services.

· Substitute Goods – Goods that substitute for each 



other; when the price of good x rises, the demand for 

good y increases, ceteris paribus.

· Examples: Pepsi for Coke, Fords for Toyotas, etc.

· Complementary Goods – Goods frequently 


consumed in combination; when the price of good x 

rises, the demand for good y falls, ceteris paribus.

· Examples: Pepsi and Pizza, Cars and gasoline, etc.

· Ceteris Paribus – The assumption of nothing else changing.

D.  Shifts in Demand  
1. Shift in Demand – A change in the quantity demanded at 



any (every) given price.

E.  Movements vs. Shifts

1. Movements along a demand curve, referred to as a change in quantity demanded, are a response to price changes for that good.

2. Shifts of the demand curve, referred to as changes in demand, occur when the determinants of demand change.

F.  Market Demand
1.  Market Demand – The total quantities of a good or service 


people are willing and able to buy at alternative prices in a 


given time period: the sum of individual demands.

2.  The Market Demand Curve  
· Market demand represents the combined demands of all market participants.

· To determine the total quantity demanded at any given price, we add up the separate demands of the individual consumers.

V. Supply

A.  To understand the complete market, we must also look at market supply.

B.  Market Supply: The total quantities of a good that sellers are willing 


and able to sell at alternative prices in a given time period, ceteris 






paribus.
C.  Individual Suppliers 
1.  Law of Supply – The quantity of a good supplied in a given time period 

increases as its price increases, ceteris paribus.

2.  Other factors which affect the individual suppliers willingness and ability to supply a good or service are:

· Factor costs are the primary determinant of supply.

· Technology also affects the supply through lower costs.

· Opportunity cost - next best alternative.

· Expectations.

3.  Supply curves are upward-sloping to the right.

D.  Market Supply  
1.  The market supply curve is just a summary of the supply intentions of all producers.

2.  Determinants of market supply include:

· Factor costs

· Technology

· Profitability of alternative pursuits

· Expectations

· The number of sellers.

E.  Shifts of Supply

1.  Changes in the quantity supplied are referred to as movements along the supply curve.

2.  Changes in supply are referred to as shifts in the supply curve.

· Increase in supply is a rightward shift.

· Decrease in the supply is a leftward shift.

VI. Equilibrium 

A.  Equilibrium Price – The price at which the quantity of a good 


demanded in a given time period equals the quantity supplied.

B.  Market Clearing  
1. The Invisible Hand
· The equilibrium price and quantity reflect a compromise between buyers and sellers.  No other compromise yields a quantity demanded that’s exactly equal to the quantity supplied.

· Adam Smith characterized this market mechanism as “the invisible hand”.

· Market Mechanism – The use of market prices and



sales to signal desired outputs (or resource allocations).

C.  Surplus and Shortage  
1.  When seller’s asking prices are too high, a market surplus is created.

2.  Market Surplus – The amount by which the quantity 



supplied exceeds the quantity demanded at a given price; 






excess supply. 

3.  Market Shortage  - The amount by which the quantity 



demanded exceeds the quantity supplied at a given price; 






excess demand.

4.  Self-Adjusting Prices

· Whenever the market price is set above or below the equilibrium price, either a market surplus or a market shortage will emerge.
· Only at the equilibrium price will no further adjustments be required.
D.  Changes in Equilibrium 

1.  No equilibrium price is permanent.

2.  The equilibrium price will change whenever the supply or demand curve shifts.

3.  A Demand Shift – Should the demand curve shift, the result will be a change in equilibrium price and quantity.

4.  A Supply Shift – Should the supply curve shift, the result will be a change in equilibrium price and quantity.

VII. Market Outcomes

A.  The market mechanism resolves the basic economic questions of WHAT, HOW, and FOR WHOM.

1.  WHAT we produce is determined by the equilibrium of the markets.

2.  HOW we produce is determined by profit seeking behavior and using resources efficiently.

3.  FOR WHOM we produce is determined by those willing and able to pay the equilibrium price.
B.  Optimal, Not Perfect

1. Not everyone is happy with market outcomes, but we are given the opportunity to maximize our own satisfaction.

2. Although the outcomes of the marketplace are not perfect, they are often optimal, i.e., the best possible given our incomes and scarce resources.
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