Chapter 3 – Individual Markets: Demand and Supply

Prices are determined by the “interaction” between buyers and sellers in those markets.
Markets – an institution or mechanism that brings together buyers (“demanders”) and sellers (“suppliers”) of particular goods, services, or resources.

· Markets exist in many forums: the corner gas station, the local music store…

· The New York Stock Exchange and the Chicago Board of Trade are markets where buyers and sellers of stocks and bonds and farm commodities from all over the world communicate with one another to buy and sell.

· All situations that link potential buyers with potential sellers and markets.

Demand – The various amounts of a product that consumers are willing and able to purchase at possible prices during a specific period of time.  Demand not only is a reaction to set prices, but will set the price.
· Demand shows the quantities of a product that will be purchased at various possible prices, other things equal.
· To be meaningful, the quantities demanded at each price must relate to a specific period – a day, week, month…

Law of Demand – Other things equal, as price falls, the quantity demanded rises, and as prices rises, the quantity demanded falls.  There is a negative or inverse relationship between price and quantity demanded.

· Many factors other than price affect the amount of a product purchased.

· The quantity of a product purchased will depend on price, but also on the price of other products known as substitutes.

· i.e., fewer Nikes will be purchased if the price of Nikes goes up, while the prices of Reeboks, Adidas, and New Balance remain constant.

· However, if the price of Nikes and the prices of said substitutes increase by a similar amount - $5 – consumers of Nike may not change.

· Price is an obstacle that deters consumers from buying.

· The fact that businesses have “sales” is evidence of their belief in the law of demand.

· Consumption is subject to diminishing marginal utility.  Because successive units of a particular product yield less and less marginal utility, consumers will buy additional units only if the prices of those units are progressively reduced.  In other words, as demand lessons, so does price.
· The income effect indicates that a lower price increases the purchasing power of a buyer’s money income, enabling the buyer to purchase more of the product than she or he could buy before.

· A higher price has the opposite effect.  The substitution effect suggests that at lower price buyers have the incentive to substitute what is now a less expensive product for similar products that are now relatively more expensive.  The product whose price has fallen is now considered “a better deal” relative to the other products.

The Demand Curve – The inverse relationship between price and quantity that can be measured on a simple graph.
· People buy more of a product, service, or resource as its price falls.
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· Market Demand – Competition requires that more than one buyer (or seller) be present in each market.  By adding the quantities demanded by all consumers at each of the various possible prices, we can get from individual demand to market demand.
· At each price, individual quantities demanded are added to obtain the total quantity demanded.

· We must suppose that all buyers in a market are willing and able to buy the same amounts at each of the possible prices.

· Then we multiply those amounts by the number of buyers to obtain the market demand.

· Economist know that other factors can and do affect purchases.

· These factors, called determinants of demand, are assumed to be constant when a demand curve like the one above is drawn.

· These determinants are the “other things equal” in the relationship between priced and quantity demanded.

· The basic determinants of demand are:
· Consumers’ tastes (preferences)

· The number of consumers in the market

· Consumers’ incomes’

· The prices of related goods; and

· Consumer expectations about future prices and incomes

Change in Demand – A change in one or more of the determinations of demand will change the demand data, and therefore the location of the demand curve.  i.e., an increase in demand will push the curve to the right, while a decrease in demand will create a leftward shift.

· Tastes

· A favorable change in consumer tastes means that more of it will be demanded at each price.

· An unfavorable change in consumer preferences will decrease demand.

· New products may affect consumer taste; i.e., the introduction of MP3 downloads greatly reduced the demand for compact discs.
· Number of Buyers

· An increase in the number of buyers in a market increases demand.
· A decrease in the number of buyers in a market decreases demand.

· i.e., After WWII the baby boom increased demand for diapers; When the baby boomers reached their twenties in the 1970s, the demand for housing increased; Conversely, the aging of the baby boomers in the 1990s was a factor in the relative decline in demand for housing.

· Income

· Changes in income affect demand.
· For most products, a rise in income causes an increase in demand.

· Products whose demand varies directly with money income are called superior goods, or normal goods.

· Goods whose demand varies inversely with money income are called inferior goods.

· As incomes increase beyond some point, the demand for used clothing, retread tires, and third hand automobiles decreases’

· Prices of Related Goods

· A change in the price of a related good may either increase or decrease the demand for a product, depending on whether the related good is a substitute or a compliment.
· A substitute good is one that can be used in place of another good:

· i.e., Chicken instead of Beef, Nikes rather than Reeboks, Toyotas instead of Honda.

· When two products are substitutes, the price of one and the demand for the other move in opposite directions.

· A complimentary good is one that is used together with another good:

· When two products are compliments, the price of one good and the demand for the other good move in opposite directions.

· i.e., if the price of gasoline falls you drive more often, thereby increasing the demand of motor oil.

· Unrelated Goods – the vast majority of goods that are not related to one another are called independent goods; i.e., butter and golf balls.

· A change in the price of one has little if any effect on demand for the other.

· Expectations

· Changes in consumer expectations can shift demand as consumers buy now in order to “beat” anticipated price hikes.

· A change in expectations concerning future income may also prompt consumers to change their current spending.

· Conclusion - An increase in demand – the decision by consumers to buy larger quantities of a product at each possible price – may be causes by:

· A favorable change in consumer tastes;

· An increase in the number of buyers;

· Rising incomes if the product is a normal good;

· Falling incomes if the product is an inferior good;

· An increase in the price of a substitute good;

· A decrease in the price of a complimentary good;

· A new consumer expectation that either prices or in-come will be higher in the future.
· You should reverse these generalizations to explain a decrease in demand.

Changes in Quantity Demanded - A change in demand must not be confused with a change in quantity demanded.

· A change in demand is a shift of the demand curve to the right (an increase in demand) or to the left (a decrease in demand).

· By contrast, a change in quantity demanded is a movement from one point to another point – from one price-quantity combination to another – on a fixed demand schedule or demand curve.

· The cause of such a change is an increase or decrease in the price of the product under consideration.

· i.e., a decline in the price of corn from $5 to $4 will increase the quantity of corn demanded from 2000 to 4000 bushels.

Supply – the amounts of product that producers are willing and able to make available for sale at each of a series of possible prices during a specific period.
· Law of Supply – As price rises, the quantity supplied rises; as price falls, the quantity supplied falls.

· This relationship is called the law of supply.  Firms will produce and offer for sale more of their product at a high price than at a low price.

· To a supplier, price represents revenue, which serves as an incentive to produce and sell a product.

· Manufacturers usually encounter increasing marginal cost – the added cost of producing one more unit of output.
· As workers are added to produce the additional output required, each added worker produces less added output, and the marginal cost of successive units of output rises accordingly.
· The Supply Curve – Changes in Supply - A market supply curve can be obtained by horizontally adding the supply’s curves of the individual producers.
· The basic determinants of supply are:
· Resource prices – Higher resource prices raise production costs and, assuming a particular product price, squeeze profits.  That reduction in profits reduces the incentive for firms to supply output at each product price.
· i.e., a decrease in the price of microchips increases the supply of computers; an increase in the price of crude oil reduces the supply of gasoline.
· Technology – Improvements in technology enable firms to produce units of output with fewer resources, and with lower production costs.
· i.e., the development of more effective wireless technology increases the supply of cell phones.
· Taxes and Subsidies – Businesses treat taxes as costs.  An increase in sales or property taxes will increase production costs.
· i.e., an increase in the excise tax on cigarettes reduces the supply of cigarettes; a decline in subsidies to state universities reduces the supply of higher education.
· Prices of other goods – Firms that produce a certain good can sometimes produce a different good at a lower cost.
· i.e., an increase in the price of cucumbers decreases the supply of watermelons or cantaloupes (the substitute product).
· Price expectations – Changes in expectations about the future price of a product may affect the producers current willingness to supply that product.
· i.e., an expectation of a substantial rise in the price of gasoline decreases the supply of gasoline today.
· The number of sellers in the market – The larger the number of suppliers, the greater the market supply.  Conversely, the smaller the number of firms in the industry, the less the market supply.
· i.e., an increase in the number of tattoo parlors increases the supply of tattoos;
· A change in one or more of these determinants of supply, or supply shifters, will move the supply curve for a product either right or left.
· A shift to the right indicates an increase in supply;
· A shift to the left signifies a decrease in supply. Producers offer less output at each price.
· Changes in Quantity Supplied are brought about by a change in the price of a specific product being considered.
· i.e., the price of corn declining from $5 to $4 decreases the quantity of corn supplied per week.  Why?  Because changes in expectations about the future price of a product may affect the producer’s current willingness to supply that product.
Supply and Demand: Market Equilibrium

· Buying decisions of households and selling decisions of businesses interact to determine the price of a product and the quantity actually bought and sold.
· The excess of quantity supplied over quantity demanded is known as a surplus.

· When a surplus exists, suppliers are forced to lower their price.  The lower price encourages consumers to buy more of the product, while at the same time induces businesses to offer less of it for sale.  Yet, because there is a surplus, competition among suppliers will force a reduction in price.

· What if the lower prices are untenable to the suppliers?  It encourages them to not devote resources to producing it, while at the same time encouraging consumers to purchase it.

· This scenario can result in a shortage.  Competition among buyers will then drive the price up, thereby causing suppliers to once again devote energy to producing the product, which could help alleviate the shortage.

· Equilibrium Price and Quantity – The quantity that manufacturers are willing to produce and supply is identical with the quantity that consumers are willing and able to purchase.

· Equilibrium price or that point, in which the market clears, reflects a balance between supply and demand.

· Graphically, the intersection of the supply curve and the demand curve for a product indicates the market equilibrium.

· Rationing Function of Prices

· The ability of the comparative forces of supply and demand to establish a price at which selling and buying decisions are consistent.

· The market says:

· Buyers who are willing and able to pay a set price will obtain it; all buyers who cannot pay or will not bay said price will go without it.

· Producers who are willing and able to offer a product at a set price will sell it, while those who cannot or will not sell it at said price will not sell their product.

· Changes in Supply, Demand and Equilibrium

· Demand might change because of fluctuations in consumer tastes or incomes, changes in consumer expectations, or variations in the prices of related goods.

· Supply might change in response to changes in resource prices, technology, or taxes.

· Changes in Demand
· Suppose that supply is constant.  An increase in demand raises both the equilibrium price and equilibrium quantity.  A decrease will do the opposite.

· Changes in Supply

· Suppose that demand is constant.  An increase in supply reduces equilibrium price, but increases equilibrium quantity.  If supply decreases, the opposite will occur.

· Supply Increase; Demand Decrease

· When both changes occur, the price will drop.
· Supply Decrease; Demand Increase

· When both changes occur, the price will increase.

· Supply Increase; Demand Increase

· A supply increase drops prices, while demand increases it.  If both occur, it will depend on which increase was larger, the Supply or Demand.  i.e., supply goes up, demand goes up.  If the increases in supply › increase in demand, prices will drop.

· Supply Decrease; Demand Decrease
· Again, it will depend upon which is greater.  i.e., if supply decreases at a greater rate than demand, prices will rise.  Why?  Because a decrease in supply creates greater demand, generating at least a rise in some prices.

Government-Set Prices – Government sometimes concludes that supply and demand will produce prices that are unfairly high for buyers or unfairly low for sellers.  So government may place legal limits on how high or low a price or prices may go.

· Price ceilings – A price ceiling sets the maximum legal price a seller may charge for a product.

· The rationale for establishing price ceilings is that they purportedly enable consumers to obtain “essential” goods or services that they could not afford at the equilibrium price.  i.e., rent control.

· Price Floors – A minimum price fixed by the government.  A price at or above the price floor is legal; a price below it is not.

· Supported prices for agricultural products and current minimum wages are two examples of price floors.

· Price floors sometimes create surplus.

· The government may cope with surpluses in two ways:

· It can restrict supply or increase demand;

· If these efforts are not wholly successful, then the government can purchase the surplus output or pay a subsidy not to produce the product.
· Black Markets – Black markets reveal that many buyers are willing to pay more than the ceiling price. (See, ticket scalpers.)  If a price control were to be placed on gasoline, some retailers may find it profitable to sell at prices above the ceiling, of course while hoping that they are not caught.  If gasoline were to be rationed, some individuals may attempt to profit with the sale of ration coupons, and so long as a demand exists, they will be able to do so, again, as long as they are not caught.
· Ticket Scalpers – Why is ticket scalping against the law when such ticket resales are voluntary actions?  The seller must value the cash received more than the ticket sold, and the buyer must really want to purchase the ticket, so what is the issue?

· The scalping market simply redistributes assets (tickets) from those who value them less to those who value them more.

· Does scalping impose losses or injury on other parties?

· If the game or concert sponsors or promoters are injured it is because they priced the tickets below the price equilibrium level.  The loss is self-inflicted!

· Does scalping deteriorate the enthusiasm of the audience?  Usually not!

· So, is ticket scalping a bad thing?  Not on economic grounds.  Both seller and buyer of a “scalped” ticket benefit, and a more interested audience results.

· Event sponsors or promoters may sacrifice revenue and profits, but that stems from their own misjudgment of the equilibrium price.
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