Chapter 4:  The Market Forces of Supply and Demand

1. Markets and Competition

a. The terms supply and demand refer to the behavior of people as they interact with one another in markets.

b. A market is a group of buyers and sellers of a particular good or service.

c. Competitive Markets

i. A competitive market is a market in which there are many buyers and many sellers so that each has a negligible impact on the market price.

d. Competition:  Perfect and Otherwise

i. Perfect competitive markets are defined by two primary characteristics:

1. the goods being offered for sale are all the same, and

2. the buyers and sellers are so numerous that no single buyer or seller can influence the market price

ii. Because buyers and sellers in perfectly competitive markets must accept the price the market determines, they are said to be price takers.

iii. Not all goods and services, however, are sold in perfectly competitive markets.
1. Some markets have only one seller, and this seller sets the price.

a. Such a seller is called a monopoly.

iv. Some markets fall between the extremes of perfect competition and monopoly.

1. One such market, call an oligarchy, has a few sellers that do not always compete aggressively.

2. Another type of market is monopolistically competitive; it contains many sellers but each offers a slightly different product.

a. Because the products are not exactly the same, each seller has some ability to set the price for its own product.

2. Demand

a. The Demand Curve:  The Relationship between Price and Quantity Demanded

i. The quantity demand of any good is the amount of the good that buyers are willing and able to purchase.

1. Because quantity demanded falls as the price rises and rises as the price falls, we say that the quantity demanded is negatively related to the price.

ii. This relationship between price and quantity demanded is true for most goods in the economy and, in fact, is so pervasive that economists call it the law of demand:  Other things equal, when the price of a good rises, the quantity demanded of the good falls, and when the price falls, the quantity demanded rises.

iii. Demand schedule is a table that shows the relationship between the price of a good and the quantity demanded, holding constant everything else that influences how much consumers of the good want to buy.

iv. Demand curve is a graph of the relationship between the price of a good and the quantity demanded.

b. Market Demand versus Individual Demand
i. To analyze how markets work, we need to determine the market demand, which is the sum of all the individual demands for a particular good or service.

1. The market demand curve show how the total quantity demanded of a good varies as the price of the good varies, while all the other factors that affect how much consumers want to buy are held constant.

c. Shifts in the Demand Curve

i. Any change that increases the quantity demanded at every price shifts the demand curve to the right and is called an increase in demand.

ii. Any change that reduces the quantity demanded at every price shifts the demand curve to the left and is called a decrease in demand.

iii. There are many variables that can shift the demand curve.

1. Income

a. A normal good is a good for which, other things equal, an increase in income leads to an increase in demand.

b. An inferior good is a good for which, other things equal an increase in income leads to a decrease in demand.

2. Prices of Related Goods

a. When a fall in the price of one good reduces the demand for another good, the two goods are called substitutes.

b. When a fall in the price of one good raises the demand for another good, the two goods are called compliments.

3. Tastes

a. The most obvious determinant of your demand is your tastes.

4. Expectations

a. Your expectations about the future may affect your demand for a good or service today.
5. Number of Buyers

3. Supply

a. The Supply Curve:  The Relationship between Price and Quantity Supplied
i. The quantity supplied of any good or service is the amount of a good that sellers are willing and able to sell.

1. Because the quantity supplied rises as the price rises and falls as the price falls, we say that the quantity supplied is positively related to the price of the good.

2. This relationship between price and quantity supplied is called the law of supply:  Other things equal, when the price of a good rises, the quantity supplied of the good also rises, and when the price falls, the quantity falls as well.

ii. A supply schedule is a table that shows the relationship between the price of a good and the quantity supplied, holding constant everything else that influences how much producers of the good want to sell.

iii. A supply curve is a graph of the relationship between the price of a good and the quantity supplied.

b. Market Supply versus Individual Supply

i. Market supply is the sum of the supplies of all sellers.

c. Shifts in the Supply Curve

i. Any change that raises the quantity supplied at every price shifts the supply curve to the right and is called an increase in supply.

ii. Any change that reduces the quantity supplied at every price shifts the supply curve to the left and is called a decrease in supply.

iii. There are many variables that can shift the supply curve.

1. Input Prices

a. The supply of a good is negatively related to the price of the inputs used to make the good.

2. Technology

3. Expectations

4. Number of Sellers

4. Supply and Demand Together

a. Equilibrium

i. The point at which the supply and demand curves intersect is called the market’s equilibrium.
1. Equilibrium is a situation in which the price has reached the level where quantity supplied equals quantity demanded.

ii. Equilibrium price is the price that balances quantity supplied and quantity demanded.

iii. Equilibrium quantity is the quantity supplied and the quantity demanded at the equilibrium price.

iv. At the equilibrium price, the quantity of the good that buyers are willing and able to buy exactly balance the quantity that sellers are willing and able to sell.

v. Equilibrium price is sometimes called the market-clearing price, because at this price, everyone in the market has been satisfied:  Buyers have bought all they want to buy, and sellers have sold all they want to sell.

vi. A surplus is a situation in which quantity supplied is greater than quantity demanded.

1. A surplus is sometimes called a situation of excess supply.

vii. A shortage is a situation in which the quantity demanded is greater than quantity supplied.

1. A shortage is sometimes called a situation of excess demand.

viii. The law of supply and demand is the clam that the price of any good adjusts to bring the quantity supplied and the quantity demanded for that good into balance.

b. Three Steps to Analyzing Changes in Equilibrium

i. When some event shifts one of the curves, the equilibrium in the market changes.
1. The analysis of such a change is called comparative statistics because it involves comparing two unchanging situations—an initial and a new equilibrium.

ii. When analyzing how some event affects a market, we proceed in three steps.

1. We decide whether the event shifts the supply curve, the demand curve, or in some cases both curves.

2. We decide whether the curve shifts to the right or to the left.

3. We use the supply-and-demand diagram to compare the initial and the new equilibrium, which shows how the shift affects the equilibrium price and quantity.

5. Conclusion:  How Prices Allocate Resources

a. Supply and demand together determine the prices of the economy’s many different goods and services; prices in turn are the signals that guide the allocation of resources.

b. In market economies, prices are the mechanism for rationing scarce resources.
c. Prices determine who produces each good and how much is produced.

