Demand and Supply
.



What is a market?

A market exists where there are buyers of a good (Demand) and sellers of
a good (Supply)

supply goods and services to demand goods and services to
earn profits satisfy their needs and wants




How many sodas?

If cans were
$6 each
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If cans were
$1 each
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Many willing producers Few willing consumers  Few willing producers Many willing consumers




Demand is the quantity of a good or
service that consumers are willing
and able to purchase at a given
time.

As price rises, the quantity
demanded by consumers
contracts

As price falls, the quantity
demanded by consumers extends

e A demand curve slopes
downwards
e To be an effective demand a

consumer must have enough
money to buy the product
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An increase in quantity demanded means movement

along the demand curve.




Imaginary headline

DRINKING SODA PREVENTS
CANCER!!!!

If drinking soda was proven to prevent cancer what would
more or less people be willing to buy soda at a price of $5?



Group Brainstorm

Work together!
* What other non-price determmants could
> in demar
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demanded vs Demand

Movements along the demand curve vs a shift

) . | Sl
A change in quantity demanded is movement : l s onmr
along the demand curve due to a change in S I —
price. i
¢ > QUANTITY
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QUANTITY DEMANDED EXTENDS

Price per unit

A change in demand is when the whole curve
shifts. Price doesn't shift the curve. It means
that there is an increase in quantity demanded at B . .

every price level.

If the demand curve shifts there has been a
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Substitutes and complements

Substitutes can satisfy the same want Complements are in joint demand




Remember this...

An increase in the price of a substitute product (e.g.
bus) will lead to a fall in the quantity demanded of that
product and an increase in demand for the substitute

(e.g. train)

An increase in price of a complementary product (e.g.
butter) will lead to a fall in the quantity demanded of
that product and a decrease in demand for the
complement (e.g. bread)



Income and demand

But will a rise in consumer income always lead to an increase in demand for a product?

Yes, if the product is a normal good No, if the product is an inferior good
As income rises, consumers are willing and As income rises, consumers buy less as
to buy more they switch their demand to other more

able
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Normal vs Inferior Goods

There are a few different ‘types’ of goods and services (we use goods to mean
both), and these are split into different categories depending on how their
supply and demand curves react to changes in income and price.

Normal Goods * Normal goods, like the name suggests, behave in a reliable,
predictable way, the way we would ‘normally’ expect goods to react. When we

have discussed goods before, we were almost always talking about Normal
Goods * When a household’s income increases, we expect the DEMAND for a
Normal Good to increase also.

nferior Goods * Some goods don’t react in this way. « Sometimes, when a
household’s income increases, there is LESS demand for it. This is because
the household turns to another good to replace it. This might be an upgrade
(Rola Cola vs Coca-Cola), or a change in lifestyle (driving instead of catching
a bus.




Shifters of demand

1. Tastes / Preferences
2. Number of consumers
3. Price of related goods
a. Substitutes &
complements | ;
4. Income Q il ‘

a. Normal & inferior goods Quantity per period
5. Expectations




Price per unit
A
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Market demand

Q1

Q2 -
Quantity per period

An increase in demand
The market demand curve shifts outwards

Possible causes are:

* anincrease in disposable incomes after tax
* arise in the price of substitutes

« afall in the price of a complement

« tastes and fashion favour the product

* an increase in advertising

* arise in the population

« other factors, e.g. hot weather increases
demand for cold drinks and sun creams



Market demand

The sum of all individual consumer demands for a particular product
. . A fall in demand
Price per unit

A

The market demand curve shifts inwards

Possible causes are:

N . Y.  afall in disposable incomes after tax

a fall in the price of substitutes

* arise in the price of a complement

1 : .  tastes and fashion favour other products
Q2 Q1
Quantity per period « areduction in advertising

« afall in the population

» other factors, e.g. hot weather reduces the
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Quantity Supplied vs Supply

The willingness and ability of firms
to make a product available to
consumers

As price rises, the quantity B2 Lo s e s e s e
supplied by producers extends AS PRICE RISES
because production becomes L E

more profitable

PRICE OF THE PRODUCT

: QUANTITY SUPPLIED
S EXTENDS

o) i — >

As price falls, the quantity

>

supplied by producers contracts ! 92
QUANTITY OF THE PRODUCT PER PERIOD OF TIME

because production becomes less
profitable

A supply curve slopes upwards



Shifters of supply

Price

oW~

Prices of resources
Number of producers
Technology

‘axes and subsidies
Expectations
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Market supply

A increase in supply
The market supply curve shifts outwards

Possible causes are:

Price per unit
A

« afall in the cost of factors of production
* anincrease in the supply of resources

» technical progress and improvements in production
processes and machinery

e an increase in business optimism and expectations
of profit

o g _+ the government subsidizes production and/or cuts
Quantity per period

taxes on profits

« other factors, e.g. good weather boosts crop
harvests



Market supply

The sum of all individual producers’ decisions about the supply of a particular product
A fall in supply
Price per unit

A The market supply curve shifts inwards

Possible causes are:

» arise in the cost of factors of production
« afall in the supply of resources

» technical failures, such as a cut in power supplies
or mechanical breakdowns

S2

Q2 Qi > < afallin business optimism and profit expectations
Quantity per period . . g
» the government withdraws subsidies and/or

increases taxes on profits

« other factors, e.g. wars and natural disasters



Key points

e Supply is the willingness and ability of producers to produce
a quantity of a good or service at a given price in a given time
period.

e The Law of Supply states that “as the price of a product rises,
the quantity supplied will usually increase”.

e A change in price will lead to a movement along the supply
curve, a change in any other non-price determinants will lead
to a change in the quantity supplied and a shift in the
demand curve.



Market equilibrium

A market is in equilibrium where
market demand equals market

supply

Price per unit

At (Pe) the equilibrium market
price the quantity consumers
wish to buy is exactly equal to the

quantity producers wish to sell. Market price

e There is no surplus (having (Pe)
too much) of products
available

e There is no shortage of
products (excess demand)

D

This is also known as the market 0

. . Equilibrium
clearing price

quantity traded
(Qe)

Quantity traded per period



Market disequilibrium

This occurs when demand are
supply quantities are not equal

At price P1 there is an excess
supply. Price will need to fall to
persuade consumers to buy more
and for producers to contract
their supply.

At price P2 there is an excess
demand. Price will need to rise
to reduce consumer demand
and to encourage producers to
supply more.

LPrice per unit

EXCESS SUPPLY S

EXCESS DEMAND

Quantity traded per period



Changes in equilibrium

* The equilibrium may be moved be any
“outside disturbance”.

* This means a change in one of the
determinants of supply and demand.
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The price mechanism

A market is any set of arrangements that brings together all the producers
and consu\me of a good or service so that they can engage in exchange.

Market price and quantity traded

Consumers consume goods and services Private firms produce goods and services
to maximize their utility (satisfaction) to maximize their profits

As consumer demand for a product rises ~ MARK RISES Production becomes more profitable, so
producers increase output

As consumer demand for a product falls ~ MARK Production becomes less profitable,
so producers reduce output




Market efficiency: Consumer and producer surplus

We can see that we have many consumers in the market who were willing and able to pay

more than $3.00 for a cup of coffee.

In fact, we have at least 100 consumers
who were willing to pay at least $4.50 for
a cup of coffee, 200 consumers willing to
pay $4.00 and 300 willing and able to
pay $3.50. Yet, all of these consumers
who were willing and able to pay more
for their coffee need only pay $3.00.

We call this the consumer surplus: the
difference between the total amount that
consumers are willing and able to pay for
a good or service and the total amount
that they actually do pay.
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Figure 3: The market for coffee



If the price falls, consumer surplus
Increases which represents an

increase in consumer welfare —
consumers can buy more for less.

If price increases, the consumer
surplus decreases and this
represents a decrease in consumer
welfare, they can buy less goods or
services for more money.
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Figure 4: Consumer surplus in the market for coffee



Producer surplus

We have many producers in the market who were willing and able to supply
a cup of coffee for less than $3.00 for a cup of coffee.

In fact, we have at least 100 cups of
coffee that are willing and able to be
supplied at just $1.50 a cup, at least 200
cups would be supplied at $2.00 a cup
and 300 cups of coffee would be supplied

2.50 surplus

at $2.50 per cup of coffee.

1.50

Ll

4.50

1.00

Yet, all of these suppliers were willing and .
able to supply the market for less than the 0 10 20 300 40 50 60 /00 80 %00 1000

Cups of coffee per day

$3.00, are currently receiving the full e s e e
$3.00 dictated by the market.




Consumer Surplus and Changes in Market Prices

. J

The level of consumer surplus changes as the market price for a
good or service changes — here are two examples:

Price Higher supply costs leads to a | Price An increase in market
rise in market price and a fall demand causes consumer
B in consumer surplus from surplus to rise from area ABC
ABC to DBE - to area GHI

0 ™

Q2 Ql Quantity Q1 Q2 Quantity



Social surplus / Community surplus

Social surplus is producer surplus + consumer surplus

Social benefit is maximised g ‘ S
when the producer and ;‘,’;ﬁ; /
consumer surpluses are also > |
maximised. sooff et o 3
250 g surplus
Thus, if the social surplus is
maximised, then the welfare of | | ;
society is also maximised. R

Figure 7: Social surplus in the market for coffee



S = Marginal
social cost (MSC)

Marginzal socal
D =benefit (MSB)
(marginal utility)

Quantity (000s)



Read and make notes on allocative efficiency

pp.38-39

Examples of social benefits and costs of constructing an airport

Marginal Social Benefits: Marginal Social Costs:
e Jobs - both directly and indirectly e Pollution
related e Noise
e Risein GDP e Loss of landscape
e Increase in tourism e Cost of constructions




Why do economists use the word “marginal™?

Economists believe that all consumers and producers make their decisions at the margins. That is,
consumers and producers make every economic decision based on its marginal benefit/costs over
similar options.

As an example, suppose that you need a new microwave and a new coffee machine. However, you
have just about enough cash for only one of these appliances. You must now decide which of the two
products to buy.

While making the decision, you might consider the following

e The marginal benefit to be gained from buying a new microwave as opposed to using your
existing microwave for a few more months.

e The marginal benefit of a coffee machine over a microwave, and vice-versa.

e The marginal benefit of buying either of the two appliances right now as opposed to waiting a
few more months until you have enough savings.

e The marginal buying power you must give up to purchase either of the two appliances. Perhaps
you will have to delay your summer vacation by a couple of weeks, or maybe you will have to cut
down on your Christmas shopping to make way for the new microwave/coffee maker.



