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Chapter 6: Supply and Demand in Markets

= Supply and demand are the two terms most frequently
used by economists.

= Supply and demand are the driving forces in a market
economy, determining the quantity produced and sale
price of every good.

* Therefore, to understand how an event or policy will
affect the economy, we must consider its impact on
both supply and demand.

SUPPLY AND DEMAND IN MARKETS



Chapter 6: Supply and Demand in Markets

= Markets and Competition

MARKETS AND COMPETITION



Market, competition, and perfect competition

Florida, located in the southern part'of America, is aso ca|
State”for its warm and bright sunlight. led

the “Sunshine

Market,
Competition,
and Perfect
Competition
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Market, competition, and perfect competition
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The state of Florida is the largest orange
producer in the United States, and it accounts §
for 15% of the world orange production. AN

The example of oranges is a perfect illustration of how markets work.
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Market, competition, and perfect competition
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The supply and demand of a particular commodity reveal how people influence each other in ;
i -
a competitive market.
Like many other markets, the coffee
market is highly competitive.
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Market, competition, and perfect competition

The price and sales volume of coffee products are not determined

by individual consumers and suppliers, but rather by the

Because there are many buyers and

B\ interaction among all consumers and suppliers in the market.

sellers, each person has a negligible

impact on market prices; such a market

is called a "competitive market."
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Market, competition, and perfect competition

Then, how does a market where
competition is at its greatest
possible level look like? A market
in which competition is at its
greatest possible level is called a
“perfectly competitive market.”

Theoretically, a perfectly
competitive market must
have two characteristics.
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Perfect /2
competition (1) The goods offered for sale are all the same.

(2) No singl'ejbuye; or seller has any inﬂuer{ce
N7 over th‘gmarket‘pnc&
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Market, competition, and perfect competition

In a perfectly competitive market,

buyers and sellers must accept the
market-determined price, and market

participants are considered price takers.
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Market, competition, and perfect competition
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In a perfectly competitive market, economic

~ o

phenomena are easier to analyze because every

3
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market participant is a price taker.
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the supply and demand analysis under perfect competition is also

applicable to more complex real-world markets.
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Disasters and Price Gouging

In' the’summe?r]of 20();}i Thurricane Charley ro'ared ot o thelGuilf, °i
and severely;affected Lthe state of Ny Xico!

Disasters and
Price Gouging
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Disasters and Price Gouging
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Initsiwakeritleft a,debate about price] gogig

At a gas station in Florida, $2-bags =

of ice were sold at $10,

Lacking power for refrigerators or
air-conditioning in the middle of sizzling
summer days, many people had little choice
but to pay up.
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Disasters and Price Gouging
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Contractors offered to dlear two trees off a t%
homeowner’s roof — for $23,000. Stores {3
that normally sold small household
generators for $250 were now asking
for $2,000.

MARKETS AND COMPETITION

ﬁ saw?gr%'r}oof

P

A 77-year-old woman fleeing the
hurricane with her elderly husband
and handicapped daughter was
charged $160 per night for

a motel room
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goes for $40.
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Disasters and Price Gouging

7
A newspaper headline read
/, “After Storm Come the Vultures”
=y =, — EwP=
= T
it was wrong for people to try 5
'E to capitalize on other people’s
hardship and misery!
e _ = N _ willbe
iMany/Floridiansiwerelangered i/ ) : watching you!
by,thelinflated|prices Y. - -

!
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Disasters and Price Gouging
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F-Ita,r-l‘c‘ig‘has a law tf}at prohibits price gouging, and after:the hurricanektk Some economists believe that public anger

received)more than 2,000 complaints. over rising prices is ill-considered.

Some people won their cases. One

/

accommodation agency had to pay a

$70,000 fine and damages for

overcharging its customers,

From an economic perspective, market prices are determined by supply and demand, and there is no such thing as a
"fair price".
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Disasters and Price Gouging
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Price increases for various goods and services have the advantage of inc
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reasing,incentives after a hurricane to%g
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_ enable suppliers in remote areas to provide consumers with the goods and services they need most, and also to limit
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Disasters and Price Gouging

—

Proponents of price gouging

laws argue that buyers have

no freedom when purchasing

necessities such as shelter and

drinking water.

MARKETS AND COMPETITION
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Disasters and Price Gouging
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a natural d\is‘a_s\ténp‘y-gﬁarﬁing‘ﬁllat@}:i"the;_market\
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Thirdshould the state prohibit price
Aty 1S et sl Bl e,

?}?.‘-!9'"9.' even if doing so interferes

(séllers to make whatever deals
pthey choose?
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= A competitive market is one with many buyers and sellers,
where each individual has a negligible impact on the

market price.

= Like most markets in the economy, the ice cream market is highly
competitive. Each ice cream seller has limited control over the price
because other sellers are offering similar products.

= Sellers have little reason to set prices below the prevailing market price,
and if one charges more, buyers will purchase from elsewhere. Similarly,
no single ice cream buyer can influence the price of ice cream, as each
buyer purchases only a small quantity relative to the size of the market.

MARKETS AND COMPETITION 19
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= A perfectly competitive market must have two
characteristics:
®= The goods available for sale are identical.

= No single buyer or seller can influence the market price.

= Because buyers and sellers in a perfectly competitive market must accept
the price determined by the market, they are referred to as price takers. At
the market price, buyers can purchase all they want, and sellers can sell all
they wish.

* |n some markets, the assumption of perfect competition
holds completely, but this is relatively rare. Some markets
have only one seller, and this seller determines the price;
such a seller is called a monopolist. Other markets fall
between the two extremes of perfect competition and

monopoly.
20



= Although the types of markets we observe in the world are
diverse, the assumption of perfect competition serves as a
useful simplification. Therefore, our analysis of how
markets function naturally begins from this starting point.

= Perfectly competitive markets are the easiest to analyze
because every market participant accepts the price
determined by market conditions. Moreover, since most
markets possess some degree of competition, many of the
iInsights we gain from studying supply and demand under
perfect competition also apply to more complex markets.

MARKETS AND COMPETITION 21



Chapter 6: Supply and Demand in Markets

" Demand

DEMAND
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The Law of Demand and the Shift of the Demand Curve

Examining..thle:.b;eha»:io:;qub.uxerSESh'O_uId;precede!an‘alyzin'g'.fhe r}i“a“r'l-c:éi" >
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_ The quantity demanded of any

L3 515 good is the amount of the good that
_ buyers are willing and able =
The Law Of : = to purchase. 7)o
Demand and Shifts : NP 0
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Demand Curve
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The Law of Demand and the Shift of the Demand Curve

Many factors determine the demand for
any good, but the price of that good plays

\ the most important role.
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DEMAND

4 - !
If the price of a cup of Americano K Ca fe

increases significantly, many people will

choose not to drink it.
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The Law of Demand and the Shift of the Demand Curve

UQ) C@)f‘f@e Y £ good falls; and when the pnce-falls, the; quantity
G AN > demandedﬁg%z
This relationship between price and quantity ¥ (== ' =
demanded is true for most goods, and economists . i ..'1"*' o = i
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call it “the law of demand.”
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The Law of Demand and the Shift of the Demand Curve

The line that illustrates the negative correlation between price and
quantity demanded is called “the demand curve”. By convention, the ( The demand curve only showsj

price is on the vertical axis, and the quantity demanded is on relationship between the price of a
the horizontal axis. good and the quantity demanded.

(Price) P v

D Demand
Curve

Q) (Quantity)

DEMAND




The Law of Demand and the Shift of the Demand Curve

Therefore, apart from price, any change in a variable-that affects how much consumers

demand for a good will cause a shift in the demand curve.

P

Variables that can cause a shift in the demand curve
include income, the price of related goods, preferences,

expectations, and the number of buyers.

-
At any price level, any change in the quantity demandg’:gi will shift the demand

urve to the right, a phenomenon known as an increase in demand.

increased demand

Reduced demand

_

A shift of the demand curve to the left is

called a decrease in demand.

N

DEMAND
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The Law of Demand and the Shift of the Demand Curve

If you lose your job, you'll
reduce your spending on

goods and services, even a

cup of Americano.

DEMAND

Therefore, the demand curve for Americano shifts to the left.
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If your income decreases, your demand
for a certain item will decrease;

this item is called a normal good.
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The Law of Demand and the Shift of the Demand Curve

Prices of, related goods'; also—

-If the demand for.a goodirisespwhenlincome fallsthelgooC affect the demand for.a good

IS called an|inferior-good!

An example of an inferior good o

might be public transportation. =

() As your income rises and you buy If the price of frozen yogurt falls,
a car, you are less likely to take a people will buy more frozen yogurt,

cab or ride a bus. i and probably buy less ice cream,

DEMAND 29



The Law of Demand and the Shift of the Demand Curve

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

Substitutes

“ Ifthe price of hot fudge falls, |

Movie s DVD people will buy more hot fudge, but
ticket rentals will also likely buy more ice cream
to put the hot fudge on.
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The Law of Demand and the Shift of the Demand Curve

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

Complements

. . ea = . ‘-\\ . w w
In analyzing consumer behavior, it is critical to distinguish
between a movement along a given

demand curve and a shift in the We need to figure out first
demand curve, whether changes in the
demand for a good are

caused by changes in the
good’s price or by changes
in other variables.

DEMAND
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Two ways to reduce cigarette demand

i | When pubhc polrcymakers. wantto ﬂgﬂgga
- gszﬂ.

Two ways to
Reduce the Quantity
of Cigarettes
Demanded

DEMAND 32



Two ways to reduce cigarette demand

The first approach is to shift the demand curve for cigarettes and other tobacco products to the left.

P Public service advertisements and mandatory health
warnings on cigarette packs are both policies aimed

at reducing the demand for cigarettes.

If successful, these policies will

reduce the demand for cigarettes at

every price level and shift the demand

curve for cigarettes to the left.

DEMAND 33




Two ways to reduce cigarette demand

Alternatively, policymakers
can try to raise the price
of cigarettes.

DEMAND

If the governmenttaxesthe ||
manufactlunng oficigarettesjfor
examplelthelcigarette|pricelwill go

i
up, and a hlgher encourage
smakers to numbers of
cmgarettes L

In this case, the demand shows

a movement along the same
demand curve to a point with a
higher price and a lower quantity
demanded.

P
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Two ways to reduce cigarette demand

How does the price of

They have found that a 10 percent increase in the price Cau

cigarettes affect the 4 ses
quantity of cigarettes , s Lpercant re?ulc“o" in the Quant; ”
demanded? Teenagers are especially sensitive of cigarettes demanq ed

to the price of cigarettes and show a
12 percent drop in smoking.

Economists have
analyzed the influence
of tax on cigarettes.

Increase in  Decrease in smoking Decrease in smoking

price per pack among people among adults
result in... under age 18
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Two ways to reduce cigarette demand

Opponents of cigarette taxes argue that the price of cigarettes
affects the demand for illicit drugs, such as marijuana.

Opponents of cigarette taxes often argue
that tobacco and marijuana are substitutes,
such that that high cigarette prices encourage
marijuana use.

DEMAND
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Two ways to reduce cigarette demand

:By contrasttmanylexpertsionlsubstancelabuse!
viewtobaccolaslaggateway
other
substances?

associated with GREATER, not less, use of marijuana.

According to studies, however, lower cigarette prices are I

In other words, tobacco
and marijuana appear to be
complements rather than
substitutes. p

~
&

DEMAND
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During the Great Depression of the 1930s,

\ economists discovered an interesting phenomenon.,

—

DEMAND

Lipstick effect

During times of economic hardship, lipstick sales rose, while other economic sectors experienced

record sales declines.
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Lipstick effect

During the Great Depression, many women could not fulfill their needs
for beauty _due. to a decrease in income, and they purchased cheaper
items like lipsticks for vicarious pleasure. Since then, the phenomenon,

which shows a rise in the sale of less expensive goodsywhen the
economy is in recession has béen called "The.LipsticksEffect.”

DEMAND

The decrease in income led to an
increase in the quantity of lipstick
demanded at every price. Because a
decrease in income increased the demand
for lipstick, lipsticks are considered to be
inferior goods in the cosmetic market.

39



Lipstick effect

—

During the ZOdté"?f‘i‘hancial c;i'sis, lipstick sales increased by.14%compared to the previous year, especially red lipsticks, whose sales surged by 77%.
B - -

Cosmetics brand Estée Lauder has even

launched a lipstick index, which analyzes

economic trends based on lipstick sales.

DEMAND 40



Lipstick effect

Men buy more ties than expensive suits because they change their ties every day

to make themselves look like they are wearing different suits.

The term "tie effect" is used as a

synonym for the "lipstick effect”.

DEMAND 41



* The quantity demanded of any good is the amount of that
good that buyers are willing and able to purchase at a
given price level.

* The quantity demanded of any good is determined by
many factors, with the price of the good being the primary

one.

= When all other factors are held constant, if the price of a good rises, the
quantity demanded for that good decreases; if the price of a good falls, the
quantity demanded increases. Economists refer to this as the "law of
demand."

DEMAND 42



* The demand curve shows how the quantity demanded of a

good changes when its price changes, assuming all other
determinants of demand remain unchanged.

= However, if any determinant of demand other than the

good's price changes, the demand curve will shift.

= Any change that increases the quantity demanded at every price level
shifts the demand curve to the right.

= Any change that decreases the quantity demanded at every price level
shifts the demand curve to the left.

DEMAND 43
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® There are many variables that can cause the demand
curve to shift. The following are some of the most
important ones:

" |ncome

= |f a decrease in income leads to a decrease in the demand for a good, that
good is called a normal good.

= |f a decrease in income leads to an increase in the demand for a good, that
good is called an inferior good.

* Prices of related goods

= When a fall in the price of one good leads to a decrease in the demand for
another good, the two goods are called substitutes.

= When a fall in the price of one good leads to an increase in the demand for
another good, the two goods are called complements.

DEMAND 44



= Tastes

= People's tastes are shaped by historical and psychological forces that
extend beyond the field of economics. However, what happens when
people's tastes change is a subject of economic analysis.

" Expectations

= Expectations about the future can affect the current demand for a good or
service.

= Number of buyers

= |f the number of buyers increases (decreases), the demand curve will shift
to the right (left).

DEMAND 45



Chapter 6: Supply and Demand in Markets

" Supply

SUPPLY
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The Law of Supply and Shifts in the Supply Curve

The Law of Supply
and Shifts in the

Supply Curve
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4l There are many determinants of quantity {[{ES{Eed
supplied, but price plays the most
important role.
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The Law of Supply and Shifts in the Supply Curve

= . |} . WAL .=:~. . .' S /.,_. : :
‘When iceicream is expensivey it is profitable to sell ice.cream, so selierszl;v_vilj?tryj{to i'ncrease‘tﬂb@ggpﬁly : -

—

Ice cream vendors will work longer hours, buy more ice

cream making machines, and hire more workers.
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The Law of Supply and Shifts in the Supply Curve

If the price of ice cream goes below a certain
level, some sellers may choose to shut down
temporarily until market conditions improve,
\  orshutdown permanently and exit the /

\ market all together. //___/

~ TR 11
By contrast,
less profitable,
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The Law of Supply and Shifts in the Supply Curve

The relationship between the price of a good and the quantity supplied is
called the law of supply.

The supply curve
shows the law of

Price of supply.
ice cream |- S
It shows that, other things being equal,
= when the price of a good rises, the
quantity supplied of the good also rises,
and when the price falls,
0 e e the quantity supplied

Quantity of ice cream falls as well,
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The Law of Supply and Shifts in the Supply Curve

The supply curve shifts when any factor other than price changes.

95

ice cream price|

So

At each price level, any change

in the quantity supplied, such as a drop in
Reduce

supply

4the price of sugar, will shift the supply

curve to the left.

Increase

supply
= —————

Conversely, at each price

level, any change in the

quantity supplied will shift the
supply curve to the right. demand for ice cream
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There are many varlables that can shift the supply curve. Here are some of the most important ones.

Input price Technology

=000
E3.p-=30s

The price of the inputs, such as cream,
sugar, flavoring, ice cream machines, the

The invention of the mechanized ice-cream
machine reduces the amount of labor
necessary to make ice cream and the firm's

ice cream shop building, and labor, is
negatively correlated to the supply
of a good.

cost, and raises the supply of ice cream. )

Number of sellers

Expectations

GRen

If a firm expects the price of ice cream
to rise in the future, it will put some of
its current production into storage and
supply less to the market today.

If the number of sellers
decreases, the supply in the
market will fall.
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The Law of Supply and Shifts in the Supply Curve

Just like with market demand, when a change in a determinant causes a change in the quantity supplied, it is important

& e — -

" " . g . = An Chan . >
to determine whether it will cause a shift in the supply curve or a shift along the same supply curve. y gein any variable other than price

will alter the quantity supplied at each price

level and shj
shi
As the law of supply states, a change ft the Supply Curve.

in the price of a good represents a

shift on the same supply curve.
reduce

supply
|
Increase

supply
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High oil prices and flight routes

High oil prices and routes

SUPPLY

The rapid economic growth of China and India in the 21st century has led to increased demand for crude

oil. The failure of OPEC member countries to expand oil production facilities to meet this growing demand has

resulted in a severe imbalace between crude oil supply and demand.
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High oil prices and flight routes

In 2008, crude oil prices exceeded $140 per barrel.

(USD/barrel) Dubai 5-year crude oil price

150

14005

110

70

30! | 1 | L |

2007 2008 2009 2010 2011 2012

SUPPLY
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High oil prices and flight routes

With crude oil prices hitting record highs in 2008, many airlines around the world faced
financial risks. They closed some routes and reduced their workforce. To cut fuel

costs, they reduced aircraft speeds and charged extra for baggage.

In 2008, major u.s. airlines, inCiUding T : Northwest Airlines even shut down international

Delta Air Lines and United Airlines, cut routes, including the U.S.-Guangzhou
10% of their domestic flights. 25 i _— route.
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High oil prices and flight routes

TR ) NSO e g i
LLowering the average flight speed to save the fuelcost became a
__._Cs)mﬁqn'_'ﬁraftife'tésoﬁthwe‘st"AiHines saved 942 million annually.in
e : 5 exehaﬁge’fnr-l‘-glm_ip'f
L llonger,flight.time.
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High oil prices and flight routes

Net profit (loss) impact for every 1% rise
in jet fuel price on an annual basis Qme real world, Ieftward)

5.0% — shifts in the supply curve can be
observed in different forms.
40% 4 HHHF -

—

Just as the rise of sugar price affects
the supply of ice cream, the rise of oil

3.0% <RHEHE- price affects the supply of air routes.
20% 1 H H H LI Il
1.0% 4 H H H RN LT T
0.0% =
££58 g . 5 I g8
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Shale Oil in the United States

Shale Qil in the
United States

SUPPLY
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Russia

India China  South Africa

2

As the world economy continued to grow stronger since 2004,
and the BRICS countries with a huge population showed
remarkable growth, the world experienced oil shortages.
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Shale Oil in the United States

Between 2004 and 2008, oil prices soared from $20 per barrel to over $100 per barrel.

P

e

As oil-producing countries regard oil as a strategic Iy
= i
resource, the United States, European countries, and omm iii
many Asian countries have expanded their territories into i — IR

deep-sea or Arctic regions to secure oil supplies.
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Shale Oil in the United States

In particular, as the price of il
skyrocketed, oil companies in the US tumed
their eyes 1o non-conventional resources.

SUPPLY

Non-conventional energy re sources are the sources of energy that cannot
be produced by conventional mining process due to geological formations
around the resources that are different from conventional oil or gas.

Small volume and easy to produce Dnve Force
Non-conventional resources ﬁ
illl:ll.ldE W!E anI ihalf ﬂ“r Cﬂnuennﬂ ndr E

5 =
LAE LA AR N AR FE RERYIELTN EEENER O] EEEAEEEDW =h.
: Oh
_ Low Perm  Tight Gas o
Unconventional Ol Sands Q
Resources Heavy =
SFE?QS Qi Coalbed E
Ol Sands Methane =

Gas Hydrates Cil Shale

Large Volume and difficult to produce
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Shale Oil in the United States

Non-conventional resources
are difficult to produce, and
even if possible, they are also
Very expensive.

SUPPLY

— L. B
However, as the oll price rose in an unprecedented trend, oi| COMpan
the US started to develop technologies to Utilize the high ¢ *in

€posit
shale resources acr; S of
cr
Eiflh_ﬂy_s

o : i.

)/ {.-‘ B | "——_.-"__'l_-:.___‘

{ During the mid-} ¥
# American ol mm&
finally succeeded in the
commercialization of the
“horizontal drilling-hyrdrauly
fracturing (fracking)”
technology.
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Shale Oil in the United States

The invention of the technology
resulted in the shale rush. An
increasing number of people flowed
into the various locations in the US
that have large shale reserves.

Eadleford)

The United States is also
an oil producing country; however,
back in 2005, it imported 65% of the
country’s demand for petroleum.

|4 8

It made the United States the top
ofl importing country that traded
25% of the global oil,

SUPPLY
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Shale Oil in the United States

The massive investment wave in the'US shale oil industry led to a
substantial increase in US oll production In 2005, seven million barrels
= were produced daily.

W gL

\:
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-

o=
arrels;;whlch

SUPPLY

As the global economic growth slowed
down while oil surplus was increasing, the
oil price started to decline from the
second half of 2014.
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Shale Oil in the United States

Saudi Arabia decided not to cut the
\_ production to support prices,

/ o

80

ﬁ the price of oil fell to )
60 below $50 per barrel.
-'""—.’\N_ J

40

At the OPEC meeting in November 2014, i .
Global oil price wit: $ perbarel

=4

Brent @ WTI
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/7 Year 2014 Year 2015 Year 2016
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SUPPLY

Shale Oil in the United States

Therefore, focusing on price competition seemed more effectjye in

forcing the US shale players to exit the market. Because, OPEC Countrie
sl

oil production cost was $15 per barrel, while the production cost
oil was multiple times higher. Of shale
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Shale Oil in the United States

US economic analysts suggest that when global oil prices reach $60 per barrel, half of the US

shale oil reserves will become unprofitable. In other words, Saudi Arabia believes in the

law of supply: when the price of a good falls, the supply of that good also falls.

However, by the time oil prices had fallen to $40-50 per

barrel, U.S. shale oil production had already taken off.
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Shale Oil in the United States

Altho_t.{gh the number of oil we[@\as decreased(due to tlsnlle!falhng
oil price, the US producers have lowered their cost: and méreased oil
prodLEtion by adopting highly-efficient shale oui.fgas development
technologies. 1
==
{ s £ e e . b ma%e :
eV Al UEVE AL :
s, ~
{'f".‘i
™ —1rm
'm ﬁ ol | B
SUPPLY

/ The influence of the
technological advancement which
led to the increase in supply was

Much more powerful than
the impact of price drop that

lowered the quantity supplied.

68



* The quantity supplied of any good or service refers to the
amount that sellers are willing and able to sell.

* There are many determinants of quantity supplied, but
price plays the most significant role. The relationship
between the price of a good and its quantity supplied is
known as the law of supply.

= |t states that, all else being equal, when the price of a good rises, the

quantity supplied of that good also rises; when the price falls, the quantity
supplied falls as well.
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= Changes in any other factors that affect producers
determine the quantity sold. However, when any factor
other than the price of the good changes, the supply curve
shifts.

® Any change that reduces the quantity supplied at every price level, such
as a decrease in the price of sugar, will shift the supply curve to the left.

= Conversely, any change that increases the quantity supplied at every price
level will shift the supply curve to the right.
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= There are several variables that can cause the supp!
curve to shift. The following are some of the most
Important ones:

= Input Prices: When the price of one or more inputs rises, firms will reduce
their supply. If input prices increase significantly, companies may even shut
down production lines. Therefore, the quantity supplied of a good
is negatively related to the price of the inputs used to produce it.

= Technology: If advancements in production technology reduce the amount
of labor required, firms' costs will decrease, and the supply of the good
(e.g., ice cream) will increase.

= Expectations: The current quantity supplied may depend on expectations
about the future market. For example, if a firm expects the price of its
product to rise in the future, it may store some of its current output, thereby
reducing the current market supply.

= Number of Sellers: If the number of sellers in the market decreases,
market supply will also decrease.
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Chapter 6: Supply and Demand in Markets

*= The Combination of Supply and Demand

THE COMBINATION OF SUPPLY AND DEMAND 72



Equilibrium

So far, we have analpeﬁv
supply and demand but now, we will combine them to see how they

separately, determine the price and quantity of a good solgi
a market.

Equilibrium Demand Supply

THE COMBINATION OF SUPPLY AND DEMAND /3




Equilibrium

— ~(  Atthe point where the
supply and demand curves
. intersect, the market’s
_ Prceo equilibrium is achieved.
ice cream cone Balance \

$2.00
Equilibrium
price

7 ~ Quantity of
Equilibrium quantity ice ream cones

The actions of buyers and sellers naturally move
markets toward the equilibrium of supply and

demand. Let’s see what happens when the market
price is not equal to the equilibrium price.

Let us suppose the ice cream market’s equilibrium is achieved as
in the graph above: at a price of $2.00 per cone, suppliers will
| supply 7 cones and consumers will buy 7 cones.

THE COMBINATION OF SUPPLY AND DEMAND
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Equilibrium

If the market price is above the equilibrium price, like when the price of
ice cream is $2.50, the quantity of the good supplied is 10 cones which
exceeds the quantity demanded of 4 cones. Thus, there will be a surplus
of ice cream. -

Price of Surplus Supply
ICe cream Cones — A -~

$2.50 == -=m-enenas

2.00 --mmmmeenes

i E : Demand

; : .'

1 | | )

4 7 ~ Quantity of
Quantitydemanded  Quantity supplied '€ €¢aM CONes

O

@ situation is called a “surplus”
X of the good, or “excess supply.”

THE COMBINATION OF SUPPLY AND DEMAND
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Sellers respond to the
surplus by cutting their
prices.

Falllng prices,
in turn, increase
the quantity
demanded
and decrease
N the quantity
supplied.

Equilibrium

Let us suppose now that the market price is below the equilibrium price.
When the price of ice cream conesis $1.50, the quantity of the cones supplied
is 4 and the quantity demanded is 10. Thus, the quantity demanded
exceeds the quantity supplied, and there will be a shortage of ice cream.
This situation is called a“shortage” of the good or “excess demand".

Price of o Supply
ice cream cones
T OO whwwnmnnmevvns
1.50 =p=r~re=ffes=ax
: | : Demand
E i i Quantity of
a. 7 10 ice cream cones
Quantity Quantity
supplied demanded
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Equilibrium

“-'____. -

S — #I =
Whenla sﬁtﬁ'@eﬁ?'&ﬁ'@m the, Ba‘?:ream market

3

; 2buyer
chasingjtoo;few, goods, sellers/can respon"d to the shortage byvrarsm‘g'ﬁthe?‘ prices without Iosmg sales:
: . “,q =
R ! 2 ‘\\

These price increases cause =il i 1 : NG ) — ._
the quantity demanded | W = =]l
tofall and the quantity [~ #% - S g o ) —

supplied to rise. — g
o R =
& - — 2 el
1 ,
Prices continue to rise until -
the market price reaches the _
equilibrium price of $2. ) B
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o R, ——
s wait'in Iong lines-With too many,buyers

-

-b

77



Equilibrium

In most free markets, surpluses and shortages are only temporary
because prices eventually move toward their equilibrium levels.

supplied and quantity demanded for that

Ina market, the price of a good is always
the variable that brings the quantity
good into balance.

demand and
supply

THE COMBINATION OF SUPPLY AND DEMAND
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Three steps to analyze equilibrium changes

Equilibrium price and quantity depend
on the positions of the supply and demand

curves.
When an event causes

one of these two curves

to shift, the market

equilibrium also changes.

THE COMBINATION OF SUPPLY AND DEMAND /9



\ We can analyze how an event affects the equilibrium in i

a market in three steps.

First, we decide whether the event shiftsthe Y
supply curve, the demand curve, or, in some
cases, both curves.

Second, we decide whether the curve
shifts to the right or to the left,

el

Third, we use the supply-and-demand
graph to analyze how the shift of the gra ph
affects the equilibrium price and quantity.
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Suppose that one summer the weather is very hot. How does this event affect the market for ice cream?
To answer this question, let’s follow the three steps.

Step 1
The hot weather affects the demand curve by
changing people’s taste for ice cream.

In other words, the weather changes the amount
of ice cream that people want to buy at any given
price. The supply curve is unchanged because the
weather does not directly affect the firms that
sell ice cream,

Price of
ice cream

Supply

D.

O

Quantity of
ice cream

Step 2
Because hot weather makes people want to
eat more ice cream, the demand curve shifts to the
right. The demand curve shifts from D1 to D2.

Step 3
At the initial equilibrium price of 52, there Is now an excess
demand for ice cream, and this shortage induces firms to
raise the price. Asa result, the equilibrium price rises from
£2.00 to $2.50 and the equilibrium quantity rises from
710 10. In other words, the hot weather inreases the price
of ice cream and the quantity of ice cream sold.
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garcane crop and drives up the price
we follow the three steps.

ane destroys su

mmer, a hurric a
g another su N Once again,

ose that durin |
e v fect the market for ice crea

of sugar. How does this event a

Step 1
The change in the price of sugar, an input for
making ice cream, affects the sqpply cunve,
By raising the cost of production, it reduces the
amount of ice cream that firms produce and
sell at any given price. Of course, the demand
curve does not change here,

S:

Price of
ice cream

S,

§2.50) AU ZECER

200 Voo im0

Quantity of
ice cream

Step 2
The supply curve shifts to the left, from 51t 52.
This is because at every price, the total amount
that firms are able to sell is reduced.

At the initial equilibrium price of $2, there is now
an excess demand for ice cream, and this shortage causes
firms to raise the price. As a result, the equilibrium price
\  ofice cream rises from $2.00 to $2.50 and the equilibrium
1 quantity falls from 7 to 4. As the sugar price increases,
the price of ice cream rises, and the quantity of
ice cream sold falls.
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The Market Economy in a P.O.W. Camp

The Market
Economyina
PO.W. Camp

Richard Radford, a.British economist, was imprisoned by the
: German army during World War I,

After the war, LSE press
published his war time-based

£conomic paper.

e e —

-~

THE COMBINATION OF SUPPLY AND DEMAND 83



The Market Economy in a P.O.W. Camp

The Economic Organization

of aP.O.W. Camp
; Richard Radford

The thesis entitled “The Economic Organization of
a PO.W. Camp” describes that even a prison camp
with a ration system cannot escape the
free market laws.

THE COMBINATION OF SUPPLY AND DEMAND
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The Market Economy in a P.O.W. Camp

/s

However, the prisoners had different preferences:

e
o
e e e
g s A
T - Vg - 4 =
e y
| —— e~ P B i 1
] T\ s
— ]
{1

oo
:
|

g 2P
—— " T '-'-.‘"-...-.'"‘.
2L o g n;‘;;#
. - = i
ot
% S ¢
Ry .(:J* . - : ] !
I4 —r _-_-i—-""""'
\ 1 e =1
| " AR — ';( G 7 i

THE COMBINATION OF SUPPLY AND DEMAND

The Sikhs rarely used
razor blades and ate beef,
the French favored coffee,

and the British tea.




The Market Economy in a P.O.W. Camp

Soon, transactions that maximized economic efficiency

Qed, and free markets began to form.

Cigarettes functioned as currency in

\ the prison. Every item had a price and

was traded for cigarettes.
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The Market Economy in a P.O.W. Camp

"—'lll[h, . The supply and demand the_m): governs the price
1 in a free market. As each ration’s supply is fixed, the
supply curve is vertical.

As there 15 a steady supply of canned goods, the demand determines the
equilibrium price of the goods.

THE COMBINATION OF SUPPLY AND DEMAND
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The Market Economy in a P.O.W. Camp

.
Even a futures market was The bread was doled out

created on Monday, but people
((\ borrowed it
Q ’_’_.f"" e —t . -.

7 The free market is not an
artificial institution but a
natural human impulse.

N | ) 1

'\\ ,
In the case of coffee, it went'over the barbed wire
and was sold in the Germanrcafe black market.

on Sunday evening with a promise of a
premium payback on Monday.

THE COMBINATION OF SUPPLY AND DEMAND 88



The point where the supply and demand curves intersect is called the
market equilibrium.

= The price at this intersection is referred to as the equilibrium price, and the
corresponding quantity is known as the equilibrium quantity.

= At the equilibrium price, the quantity supplied equals the quantity
demanded.

When the market price is higher than the equilibrium price, the quantity
supplied exceeds the quantity demanded. This situation is referred to
as a "surplus" or "excess supply.”

When a surplus occurs in the market, the price falls, which in turn
increases the quantity demanded and reduces the quantity supplied.
This process continues until the price reaches the equilibrium level.
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®" When the market price is lower than the equilibrium price,
the quantity demanded exceeds the quantity supplied. This
situation is called a "shortage" or "excess demand."

*" When a shortage occurs, buyers may have to wait in long
lines, and sellers will raise prices. As the price increases,
the quantity demanded decreases, and the quantity
supplied rises until the market reaches equilibrium.

" These adjustments are reflected as movements along the
supply and demand curves.
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* The adjustment of any good's price to balance the quantity
supplied and quantity demanded is known as the law of
supply and demand. The table below shows how price and
quantity change when either supply or demand shifts.

No Changein  Anlncreasein A Decreasein
Supply Supply Supply
No Changein P same P down Pup
Demand Q same Qup Qdown
An Increase in Pup P ambiguous Pup
Demand
Qup Qup Q ambiguous
A Decrease in P down P down P ambiguous
Demand :
Q down Q ambiguous Q down
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1. Which of the following changes will NOT shift the
demand curve for hamburgers?

a. The price of hot dogs
b. The price of hamburgers
c. The price of hamburger desserts

d. The income of hamburger consumers
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2. An increase in will cause a shift along a given
demand curve, known as a change in

a. Supply, Demand
b. Supply, Quantity Demanded
c. Demand, Supply
d. Demand, Quantity Supplied
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3. Movie tickets and DVDs are substitutes. What will
happen to the movie ticket market if the price of DVDs rises?

a. The supply curve shifts to the left.
b. The supply curve shifts to the right.
c. The demand curve shifts to the left.

d. The demand curve shifts to the right.
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4. The newly discovered large crude oil reserves will shift
the gasoline price curve, leading to a price equilibrium that
IS

a. Supply, higher
b. Supply, lower
c. Demand, higher

d. Demand, lower
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5. If the economy falls into recession and incomes decline,
what will happen to the market for lower-end goods?

a. Both prices and quantities will rise.
b. Both prices and quantities will fall.
c. Prices will rise, and quantities will fall.

d. Prices will fall, and quantities will increase.
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6. Which of the following could lead to an increase in the
equilibrium price of jelly and a decrease in its equilibrium
quantity sold?

a. An increase in the price of peanut butter, a complement
to jam.

b. An increase in the price of marshmallows, a substitute
for jam.

c. An increase in the price of grapes, a raw material for jam.
d. An increase in consumer income, provided jam is a
normal good.
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7. Is the statement "Increased demand for laptops will
Increase the quantity demanded, but will not increase the

quantity supplied” true or false?
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8. Ketchup and hot dogs are complementary products.
What would happen to the tomato, tomato juice, and
orange juice markets if the price of hot dogs increased?
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9. Please explain: Over the past 30 years, technological

advancements have reduced the cost of computer chips.
How do you think this has affected the computer market?
What about computer software? What about typewriters?
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