Chapter 2. The Basics of Supply and Demand

1. Topics to Be Discussed

( Supply and Demand

( The Market Mechanism

( Changes in Market Equilibrium

( Elasticities of Supply and Demand

( Short-Run Versus Long-Run Elasticities

( Understanding and Predicting the Effects of Changing Market Conditions

( Effects of Government Intervention--Price Controls

2. Introduction

( Applications of Supply and Demand Analysis

· Understanding & predicting how world economic conditions affect market price & production

· Analyzing the impact of government price controls, minimum wages, price supports, and production incentives

· Analyzing how taxes, subsidies, and import restrictions affect consumers and producers

3. Supply and Demand

( The Supply Curve

· The supply curve shows how much of a good producers are willing to sell at a given price, holding constant other factors that might affect quantity supplied

· This price-quantity relationship can be shown by the equation:

· QS=QS(P)
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( Non-price Determining Variables of Supply

· Costs of Production  (L ,K ,Raw Material)
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( Supply - A Review

· Supply is determined by non-price supply-determining variables such as the cost of labor, capital, and raw materials.

· Changes in supply are shown by shifting the entire supply curve.

( The Demand Curve

· The demand curve shows how much of a good consumers are willing to buy as the price per unit changes holding non-price factors constant.

· This price-quantity relationship can be shown by the equation:

· QD=QD(P)

( Non-price Determining Variables of Demand

· Income

· Consumer Tastes

· Price of Related Goods

· Substitutes

· Complements
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( Demand - A Review

· Demand is determined by non-price demand-determining variables, such as, income, price of related goods, and tastes.

· Changes in demand are shown by shifting the entire demand curve.

· Changes in quantity demanded are shown by movements along the demand curve.

( The Market Mechanism
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( Characteristics of the equilibrium or market clearing price:

· QD = QS
· No shortage or no excess supply

· No pressure on the price to change

( The market price is above equilibrium
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· There is excess supply

· Producers lower prices

· Quantity demanded increases and quantity supplied decreases

· The market continues to adjust until the equilibrium price is reached.

( The market price is BELOW equilibrium  ????

( Market Mechanism Summary

· Supply and demand interact to determine the market-clearing price.

· When not in equilibrium, the market will adjust to alleviate a shortage or surplus and return the market to equilibrium.

· Markets must be competitive for the mechanism to be efficient.

( Changes In Market Equilibrium

· Equilibrium prices are determined by the relative level of supply and demand.

· Supply and demand are determined by particular values of supply and demand determining variables.

· Changes in any one or combination of these variables can cause a change in the equilibrium price and/or quantity.

( If raw material prices fall, 
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( If income increases,  ?????

( If income increases & raw material prices fall, ????

( When supply and demand change simultaneously, the impact on the equilibrium price and quantity is determined by:


1) 
The relative size and direction of the change


2)
The shape of the supply and demand 
models

( Elasticities of Supply and Demand

· Elasticity is a measure of the sensitivity of one variable to another.

· It tells us the percentage change in one variable in response to a one percent change in another variable.

( Price Elasticity of Demand

· Measures the sensitivity of quantity demanded to price changes.

· It measures the percentage change in the quantity demanded for a good or service that results from a one percent change in the price.

· 
[image: image7.wmf](

)

D

D

D

D

D

P

Q

P

P

Q

P

P

Q

Q

P

Q

E

×

D

D

=

D

D

=

D

D

=

)

)

(

)

(%

)

(%


· Interpreting Price Elasticity of Demand Values


1)
Because of the inverse relationship between P and QD ; EP is negative.

2) If |EP| > 1, the percent change in quantity is greater than the percent change in price.  We say the demand is price elastic.

3) If |EP| < 1, the percent change in quantity is less than the percent change in price.  We say the demand is price inelastic.

4) Infinitely elastic demand VS Completely inelastic demand 

5) The primary determinant of price elasticity of demand is the availability of substitutes.

· Many substitutes: demand is price elastic

· Few substitutes: demand is price inelastic

( Demand Elasticities of Demand
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( Income Elasticity of Demand

· Income elasticity of demand measures the percentage change in quantity demanded resulting from a one percent change in income.

· How can we express this into a equation ???

( Cross price Elasticity of Demand 

· It measures the percentage change in the quantity demanded of one good that results from a one percent change in the price of another good.

· For example consider the substitute goods, Coke and Pepsi.

· For example consider the complements goods, tennis ball and tennis racket

( Price Elasticities of Supply

· It measures the percentage change in quantity supplied resulting from a 1 percent change in price.

· The elasticity is usually positive because price and quantity supplied are positively related.

· Higher price gives producers an incentive to increase output

( Elasticities of Supply and Demand for Wheat (See the page 33 in the book)

· 1981 Supply Curve for Wheat

· QS = 1,800 + 240P

· 1981 Demand Curve for Wheat

· QD = 3,550 - 266P

· Equilibrium: Q S = Q D
· P  = $3.46/bushel

( Short-Run Versus Long-Run Elasticities

· Price elasticity of demand (or supply) varies with the amount of time consumers have to respond to a price.

· Most goods and services:

· Short-run price elasticity is less than long-run elasticity. (e.g. gasoline, soda)

· Other Goods (durables):

· Short-run price elasticity is greater than long-run elasticity (e.g. automobiles)

( Understanding and Predicting the Effects of Changing Market Conditions [Section 2.6]

· Let’s begin with the equations for supply and demand:



Demand:
QD = a - bP



Supply:
QS = c + dP

( Deriving the long-run supply and demand for copper:

· The relevant data are:

Q* = 7.5 mmt/yr.
P* = $0.75 / pound

E S = 1.6
E D = --0.8

b = 8 

d = 16

c = -4.5
a =13.5

Confirm the solutions above for yourself.

( What if we include the income factor in the demand equation? [See page 47]

( Upheaval in the World Oil Market  [See page 49]

· Derive the Demand and Supply Equations for yourself.

( Effects of Government Intervention --Price Controls

· If the government decides that the equilibrium price is too high, they may establish a maximum allowable ceiling price.

· Effects of Price Controls
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