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Chapter 3
Supply and Demand
I.
Market participants

· There are approximately 300 million individuals in the USA.
· There are approximately 20 million firms or businesses in the USA.
· There are thousands of government agencies in the USA government.
Goals

· For individuals, it is to maximize their own utilities.
· For firms, it is to maximize stockholder’s wealth.

· For the Government, is to maximize social wealth.  (Please do not think of this as welfare, it is not)

Constrains 

· For firms and government, their constraint is factors of production

· For individuals the constraint is “money.”

Choices

· Choices have to be made among all available products.
· Choices are made at the margins using opportunity cost.

Specialization and exchange

Market is any place where goods are brought and sold.

We can maximize by specializing on an individual trade.

When we specialize, we can produce one product more efficient and trade our services for other products (or money).

Our economic interactions with others are thus necessitated by two constraints:

· Our inability to produce all things we desire

· The limited amount of time, energy and resources

II.
Market interaction
The book states that there are four market participants.  However we are only interested in three of them.
  They are:

1. Consumers – households

2. Business firms – firms

3. Government

Circular flow model – A model of the economy that shows the circular flow of expenditures and income that results from decision makers’ choices and the way those choices interact to determine what, how, and for whom G & S are produced

Households and Firms 

Households – Individuals or group of people living together as decision-making units.  

This group owns the factors of production, and it chooses the quantity of resources it is going to provide the firms and the quantity of goods and services (G & S) it is going to buy from the firms.

Firms – The institutions that organize the production of G & S.

They choose the quantity of factors of production to hire and the quantity of G & S to produce.

Markets 

How are the choices from household and from firms coordinated?  They are coordinated through the market place. 

Market – Any arrangement that brings buyers and sellers together and enables them to get information and do business with each other.

We have two markets and they are as followed:
1. Products Markets (AKA Goods Markets) – It’s a market in which G & S are bought and sold.
2. Factor Markets – It’s a market in which factors of production are bought and sold. 
Real Flows and Money Flows 

When making decision in the market about how much to provide, households look at the income that they receive from their factors of production.   Same occurs with firms, they look at the amount they must pay to obtain those same factors of production.

Similarly, when firms choose how much to produce, they respond to the dollar amount that they receiver.  While household look at the dollar amount they must pay to obtain a certain amount of G & S.

The real flow is nothing more than the flow of factors of production from household to firm and G & S from firm to households.

The money flow is the flow of money to pay for the factors of production from firms to households and the flow of money to pay for G & S from households to firms. 

These flows determine the prices of G & S and the income that people make, and so determine for whom G & S are produced.  Government does provide our society some of the services that we consume on a day-to-day, and therefore must be included in the Circular Flow.
Government in the Circular Flow

The Circular flow that includes the government is basically the same, but it has the government as an intermediary.  We must also realize that it is a monetary only circular flow.  

Why is it an intermediary?  Because it collects taxes separately from any purchase that either the firms or the households make.

Note: in this circular flow are certain infrastructures that the government provides such as courts and legal system.

Dollars and Exchange 
Batter is the direct exchange of one good for another, without the use of money.

Nearly every market transaction involves an exchange of dollars for goods.  
III.
Demand 

Quantity demanded (Qd,) – the amount of any good, service or resource that people are willing and able to buy during a specific period at a specified price.

Quantity demanded must be measured as an amount per unit of time other wise it has no meaning.  An example is an apple a day. 

The Law of Demand

The law of demand states: Other things remaining the same, if the price of a good raises the quantity demanded of that good decreases; and if the price of a good fall, the quantity demanded of that good increases. 

Demand Schedule and Demand Curve

Demand – Is the relationship between the quality demanded and the price of a good when all other influences on buying plans remain the same.

Demand is a list of quantities at different prices illustrated by a demand schedule and a demand curve.

Demand Schedule (Table) – Is a list of the quantities demanded at each different price when all the other things influences on buying plans remain the same.

Demand Curve (Graph) – Is a graph of the relationship between the quantity demanded of a G & its price when all the other influences on buying plans remain the same.

The downward slope of the demand curve illustrates the law of demand.  Along the demand curve, when the P of the good falls the Qd increases (negative relation and a negative slope).

Ceteris Paribus
Ceteris Paribus is the assumption that nothing else changes. 

Give that economist are unable to stop portions of the economic in order to conduct experiment, when have to assume that things are held constant.

For those of you that have take calculus, think of the concept of partial derivatives.

The Determinants of Demand
a. Prices of Related Goods

A change in price for the following goods 

Substitute – A good that can be consumed in place of another. Butter and Margarine 

The demand for a good increase if the Price of one of its substitutes increases. 

Complement – A good that is consumed with another good. Bread and hamburgers (mad cow)  

The demand for a good decrease if the Price of one of its complement rises.

b. Income 

Normal good – a good for which demand increases when income increases.

Inferior good – a good for which demand decreases when income decreases

c. Expectation 

Expectations of future income or prices can affect how you spend to day causing a shift.

d. Number of Buyers

The greater the number of buyer the larger the demand will be for the good.  If there is an increase in population then there is a shift in demand 

e. Preferences

Tastes, if it changes there is and increase in demand for one good and a decrease in demand for the other.  Gap over Old Navy
Movement versus Shift 
Change in the quantity demanded (Movement along the curve) – A change in the quantity of a good that people plan to buy that result from a change in the price of the good.

Change in Demand (A shift of the curve) – A change in the quantity that people plan to buy when any influence on buying plans other than the price of the good changes.

 Individual Demand and Market Demand

To study the market we have to first find out what is the demand of each individual for a given product.  

How do we obtain the market (aggregate) demand?

We gather the demand of all the people in the market and then add them all up.
Market demand – Is the sum of the demands of all the buyers in the market.

IV.
Supply 
Quantity supplied (Qs) – It is the amount of any good, service, or resource that people are willing and able to sell during a specified period at a specified price.

As with Qd, it must be measured as an amount per unit of time.  Otherwise it has no meaning.  An example is an apple a day. 

The Law of Supply

The law of supply states: Ceteris paribus, if the price of a good raises, the quantity supplied of that good increases; and if the price of a good falls, the quantity supplied of that good decreases.

If you are offered a job of $1,000 an hour how many hours would you like to work? How about if it were $5.50 an hour?

Supply Schedule and Supply Curve

Supply – The relationship between the quality supplied and the price of a good ceteris paribus (when all other influences on selling plans remain the same).

Supply is a list of quantities at different prices illustrated by a supply schedule and a supply curve.

Supply schedule (Table) – A list of the quantities supplied at each different price, ceteris paribus.

Supply curve (Graph) – A graph of the relationship between the quantity supplied of a good and its price, ceteris paribus (when all the other influence on selling plans remains the same).

The upward slope of the supply curve illustrates the law of supply.  Along the supply curve as P increases the Qs also increases (positive relation and a positive slope). 

Market Supply

As with demand, to study the market we have to find the supply each seller is willing to offer for a given product.  

How do we obtain the market supply?

We gather the supply of all the sellers in the market and then add them up.

Market supply – Is the sum of the supplies of all the sellers in the market.

Determinants of Supply

a. Prices of Related Goods

Substitute in production – Is a good that can be produced in place of another good. Butter and Margarine
The supply of a good decrease if the P of one of its substitutes in production rises; and the supply of good increases if the P of one of its substitutes in production falls.

Complement in production – Is a good that is produced along with another good. Tires and cars  

The supply of good increases if the price of one of its complements in production rises; and the supply of a good decrease if the price of one of its complement in production falls. 

b. Price of Resources and Other Inputs

Supply changes when the P of a resource or input used changes.  This occurs because of a rise in the cost of producing a good or service. 

The more it cost to produce a good, the smaller is the Qs of that good at each price.

c. Expectation

Expectation of future prices influence supply.  If you a producer and you think that the price of the product you sell will pick up tomorrow, you will wait until tomorrow to increase production.

d. Number of Sellers 

The greater the number of sellers in a market, the larger is the supply.

e. Productivity 

Productivity is output per unit of input.  An increase in productivity increases output using the same amount of inputs (i.e., labor and capital).  This means that you can make more profit without increasing your cost.
Shift in Supply

Change in the quality supplied (movement along the curve) – A change in the quality of a good that suppliers plan to sell that result from a change in the price of the good.

Change in supply (shift in the supply curve) – A change in the quantity that suppliers plan to sell when any influence on selling plans other than the price of the good changes.

V.
Equilibrium
Market equilibrium – When the quality demanded equals the quality supplied – when buyers’ and sellers’ plans are consistent. 

Equilibrium price – The price at which the quality demanded equals the quality supplied.

Equilibrium quantity – The quantity bought and sold at the equilibrium price.

Market Clearing

Only one price and one quantity are compatible with the existing intentions of both buyers and sellers.  In other words, there exist only one price where both quantity demanded is equal to quantity supplied.  


Invisible hand

Adam Smith in The Wealth of Nations (1776) explained that market mechanisms will bring all market back to equilibrium.  For example, if prices are too high for a given product, individuals will purchase a smaller amount of this product.  In order to clear the inventory created by smaller consumer purchases, the seller will reduce the price of the product.  When the price for this product drops, consumers begin to buy at a faster pace.  The lowering of prices, in essence, decreases the inventory.  Eventually through this process, the market will reach equilibrium.
Market shortages is the amount by which the quantity demanded exceeds the quantity supplied at a given price (AKA excess demand).
Market surplus is the amount by which the quantity supply exceeds the quantity demanded at a given price (AKA excess supply).

What we observe is that whenever the market price is above or below the equilibrium price, you will have a excess supply or excess demand respectively.  

Effects of Changes in Demand

We already looked over how demand and supply are affected, both along the curve and shifts. 

A shift (in the demand curve) to the right would be:

· Increase in income,

· Expectation that income will go up or that prices will increase.

· Greater  in buyers

· People begin to prefer the given product more

· Price of substitutes increase

· Price of complements decrease 

In any of this cases, when the demand changes, there is not ∆ supply, but there is a ∆ in the Qs – as a movement along the supply curve.

Effects of Changes in Supply

The supply curve will shift to the right if:

· Price of substitute goods in production falls

· Price of complementary goods in production rise

· Prices of resources and other inputs decrease

· Future expectations indicate an increase in prices of goods 

· Number of sellers increases

· Productivity increases

In any of these cases, as with demand, there is no ∆ in demand. There is a decrease in the Qd – which is a movement alone the demand curve.

Changes in Both Demand and Supply

a. Increase in Demand and Increase in Supply

An increase in demand and an increase in supply both raise the quantity of a product.  On the other hand increase in demand raise P while increase in supply decreases P, so the change in P in ambiguous.

b. Decrease in Demand and Decrease in Supply

A decrease in demand lowers (Q and a decrease in supply also lowers (Q.  This shift in both supply and demand have an inverse affect on the ( P.  A decrease in supply raises ( P and the decrease in demand lowers ( P, so the change in ( P is ambiguous.

c. Increase in Demand and Decrease in Supply

An increase in demand causes an increase in ( P and an increase in (Q.  A decrease in supply causes the ( P to increase and (Q to decrease; therefore the (P increases and the ∆ (Q is ambiguous. 

d. Decrease in Demand and Increase in Supply

A decrease in demand causes (Q and (P to decrease.  An increase in supply causes a decrease in (P and an increase in (Q leading to an overall decrease in (P and an ambiguous ∆(Q.

VI.
Disequilibrium Pricing 
Price Ceiling 

Price ceiling is the upper limit imposed on the price of a good or services (e.g., rent control).

The results from price ceiling are:

· Increase in the quantity demanded.

· Decrease in the quantity supplied.

· Creates a market shortage.

· Search cost increases (think realtor cost).

· Black market are created (under the table transactions).

For those that can find a home, the price of the house is cheaper.  However since there are fewer houses in the market for rent, there are more individuals without a home!

Price Floors

Price floor is the lower limit imposed on the price of a good (e.g., minimum wage).
The results from price floor are 

· Increase the quantity supplied.

· Reduces the quantity demanded.

· Creates a market surplus.

· Search cost increases (think headhunter cost).

· Black markets are created (think illegal immigration).

In general price floors and price ceiling create a market failure that is created by the government. 

Government failure is government intervention that fails to improve economic outcomes. 
Laissez Faire

It literally means “leave it alone.”

Laissez Faire is the doctrine of non-intervention by the government in the market mechanisms.

Market mechanism is the use of market prices and sales to signal desired output (or resource allocation).
� I do not include foreigners.  Your book does not provide an accurate enough portrayal of reality and the interactions within the circular flow model.
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