Notes #3

Supply and Demand

** Demand is looking at things from the consumer’s, buyer’s, purchaser’s, customer’s, etc. perspective.

I. The Law of Demand: Demand is a schedule that shows the quantities of a good or service that people will purchase at any price during a specified time period, other things being equal (ceteris paribus). The law of demand states that there is an inverse (negative, opposite) relationship between price and quantity demanded. In other words, when something becomes more expensive (price goes up), people buy less; when something becomes cheaper (price goes down), people buy more, other things being constant. Remember, the only variable we are “playing” with is the price. Assume everything else that goes into buying something is constant. 

Side Note: Real versus Nominal Prices

II. Demand Schedule: a numerical representation (table) of the inverse relationship between specific prices and quantities demanded (amount people buy) in a given time period.

DRAW TABLE AND GRAPH

A. Demand “Curve”: a graphic representation of the demand schedule. It is a negatively sloped line showing the inverse relationship between the price and quantity demanded (how much people buy). Basically, it shows the different combinations of P and Q that people are willing and able to purchase. 

B. Individual versus Market Demand Curves: Add Horizontally (side ways)

DRAW GRAPH

III. Shifts in Demand: a movement of the entire demand curve so that at each price the quantity demanded changes. A leftward shift of the demand curve means the quantity demanded at each price decreases and is called a decrease in demand, while a rightward shift of the demand curve means the quantity demanded at each price increases and is called an increase in demand.  

DRAW GRAPH
A. Non-Price Factors That Shift Demand

1. Income: For a normal good, an increase in income (how much money you have) leads to an increase in demand (like Rolex watches, Armani suits, Ferraris), while a decrease in come leads to a decrease in demand.  For an inferior good, an increase in income leads to a decrease in demand (like generic brands, cheap restaurants, fake Rolexes, and Hyundais) while a decrease in income leads to an increase in demand. 

2. Tastes and Preferences: If consumer tastes change in favor of a good, then there is an increase in demand for it. If consumer tastes move against the good, then there is a decrease in demand for it. 

3. Expectations: Expectations of future increases in the price of a good, increases in income and reduced availability lead to an increase in demand now. Expectations of future decreases in the price of a good, decreases in income and increased availability lead to a decrease in demand now. 

4. Market Size (Number of Buyers, Population): More buyers leads to an increase in demand. Fewer buyers lead to a decrease in demand.

5. Prices of Related Goods

a. Complements

b. Substitutes
READ THE FOLLOWING 100 TIMES!!!

B. Change in Demand versus Changes in Quantity Demanded: a change in demand refers to a shift of the entire demand curve to the right (increase) or left (decrease) due to a NON-PRICE factor. A change in quantity demanded refers to a movement along the curve caused by a change in PRICE. 
In other words, when the entire demand curve moves (shifts that means that at each and every price there is a change in the quantities. 

Quick Tip: when you have to draw a new line or curve, then that is a shift or “a change in demand.” Of course, the “change” can be an increase (rightward shift) or decrease (leftward shift)
***Street versus House Example
**Supply is looking at things from the business, producer, firm, seller, etc. perspective

IV. The Law of Supply: Supply is a schedule showing the relationship between price and quantity supplied at different prices in a specified time period, other things being equal (ceteris paribus). The law of supply states that the higher the price of a good, the larger the quantity sellers will make available over a specified time, other things being equal. 

A. Supply Schedule: a table that shows the direct (positive) relationship between price and quantity supplied at each price in a given time period.

DRAW TABLE

B. Supply Curve: Graphic representation of the supply schedule that is an upward sloping line (or curve) showing a direct (positive) relationship between price and quantity supplied.

DRAW GRAPH

C. Individual Versus Market Supply Curve: add horizontally

DRAW GRAPH

V. Shifts in Supply: A change in supply is a shift of the entire supply curve so that at each price the quantity supplied changes. A leftward shift of the supply curve means that the quantity supplied at each price decreases and is called a decrease in supply, while a rightward shift means that the quantity supplied at each price increases and is called an increase in supply.
A. Non-price Factors That Shift Supply

1. Cost of Inputs Used to Produce Products/Input Prices

2. Technology and Productivity

3. Taxes

4. Subsidies

5. Price Expectations

6. Number of Firms

READ THE FOLLOWING 100 TIMES!!!

B. Changes in Supply versus Changes in Quantity Supplied: Shift of the curve versus a movement along the curve. Remember, when you “play with P” you are only moving up or down the SAME curve. When you play around with ANYTHING OTHER THAN PRICE, then the entire curve shifts (increases or decreases).
Quick Tip: read the one for demand…it’s the same logic.
DRAW GRAPHS

VI. Putting Supply and Demand Together

A. Equilibrium or Market-Clearing

DRAW GRAPH

1. No tendency to change; where quantity supplied equals quantity demanded. 

The law of demand and the law of diminishing marginal utility (value, benefits, returns) are related. Since a buyer gets less and less satisfaction or utility as successive additional units are consumed per time period, he places less and less value on each additional unit. Therefore, the price must be lowered in order to induce the buyer to buy more units.

The demand curve is a marginal benefit curve. The supply curve is a marginal cost curve. A higher price is necessary to induce suppliers to produce more because costs rise as production increases. 

REMEMBER: Prices are determined by BOTH supply and demand—by both buyers AND sellers. 

