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WHAT YOU WILL LEARN IN THIS CHAPTER

> What a competitive market is and how it is
described by the supply and demand model

> What the demand curve and supply curve are

» The difference between movements along a
curve and shifts of a curve

» How the supply and demand curves determine a
market’s equilibrium price and equilibrium
quantity

> In the case of a shortage or surplus, how price
moves the market back to equilibrium
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I Supply and Demand

= A competitive market:
= Many buyers and sellers
« Same good or service

« The supply and demand model is a model of how
a competitive market works.

= Five key elements:
« Demand curve
= Supply curve
« Demand and supply curve shifts
« Market equilibrium
« Changes in the market equilibrium

I Demand Schedule

- A demand Schedule Demand Schedule for Coffee Beans
shows how much of Prti)ce of coffee Euantité/ of cogeg
a good or service Sondl (Birons of pounds)

consumers will want

- $2.00 7.1
to buy at different
priceS. 1.75 7.5
1.50 8.1
1.25 8.9
1.00 10.0
0.75 11.5
0.50 14.2
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I Demand Curve
Price-of coffee
bean (per
gallon) A demand curve is the graphical
representation of the demand schedule;
it shows how much of a good or service
$2.00 |- consumers want to buy at any given
s L price.
1.50 -
1.25 |-
1.00
0.75 As price rises, the e
ag | demanded falls N
e ———t———
Quantity of coffee beans
(bittions of pounds)
T sof42
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I No dominio continuo
P
r=15'@
q
q, = fD (p) conpooooconooomod > Curva da procura
19 - f—l (q) ey CUIVA da procura inversa (a representada
D no grafico)
dq L L () e Relagao inversa entre a quantidade
dp —JD\PJ ™V procurada e o prego
T kot




IAn Increase in Demand

= Anincrease in the
populatlon and other Demand Schedules for Coffee Beans
factors generate an
increase in demand — Quantity of coffee
. . . beans demanded
arise in the quantlty (billions of pounds)
4 Price of coffee
demanded at any given beans (per . :
: pound) in 2002 in 2006
price.
- 2.00 7.1 8.5
= This is represented by >
1.75 7.5 9.0
the two demand
schedules - one 1.50 8.1 9.7
: . 1.25 8.9 10.7
showing demand in
. 1.00 10.0 12.0
2002, before the rise in
) 0.75 11.5 13.8
population, the other
, , 0.50 14.2 17.0
showing demand in
2006, after the rise in
population.
e

IAn Increase in Demand

Price of coffee
beans (per
_ gallon)
‘ $2.00 |- Y
Increase in
| t 9 175 — L4 Demand curve in
—_— 2006
population 5o L
more coffee 125 |
drinkers 100 L
0.75 |-
Demand curve in
0.50 2002 oDl \.DZ
T, \ \ \ \ \ |
0 7 9 11 13 15 17
Quantity of coffee beans
(billions of pounds)

at any
given price, represented by the change of the original demand curve to a new
position, denoted by a new demand curve.
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I Movement Along the Demand Curve

Price of A movement along the demand
X . .
e;arhso(np)er Ashift of the curve is a change in the
demand curve...  quantity demanded of a good
$200 | that is the result of a change in
that good’s price.
1.75 |-
ALy ... Is not the same
1.50 | ® thing as a movement
along the demand
125 | curve
1.00 |-
0.75 |
0.50 |- D 1 D 2
T, L | L \ \ \
0 7 81 97[10 13 15 17

Quantity of coffee
beans (billions of
pounds)

I Shifts of the Demand Curve

An “increase in demand”

Price means a rightward shift of
the demand curve: at any
given price, consumers

Increase in demand a larger quantity

demand

— than before. (D1->D2)

< ——

Decrease in
demand
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IWhat Causes a Demand Curve to Shift?

« Changes in the Prices of Related Goods

« Substitutes: Two goods are substitutes if a fall in the
price of one of the goods makes consumers less willing
to buy the other good.

« Complements: Two goods are complements if a fall in
the price of one good makes people more willing to buy

the other good.
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IWhat Causes a Demand Curve to Shift?

« Changes in Income

» Normal Goods: When a rise in income increases the
demand for a good - the normal case - we say that the
good is a normal good.

= Inferior Goods: When a rise in income decreases the
demand for a good, it is an inferior good.

« Changes in Tastes
« Changes in Expectations

12 of 42




I Supply Schedule
» A supply schedule Supply Schedule for Coffee Beans
shows how much of a Quantity of
good or Ser\nce Price of coffee beans
. coffee beans supplied
W_OUId be sypplled at (per pound) (billions of
different prices. pounds)
$2.00 11.6
1.75 11.5
1.50 11.2
1.25 10.7
1.00 10.0
0.75 9.1
0.50 8.0
- 13042 |
13
I Supply Curve
Price of coffee
beans (per pound)
A supply curve shows
graphically how much of a
SuuouolyS good or service people
G eunve. are willing to sell at any
given price.
LB = As price rises, the
am | quantity supplied rises.
125 |—
1.00 |—
075 [ —
050 —
o 5 R T B T
Quantity of coffee beans (billions of pounds)
T 4ota2
14
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I No dominio continuo

P4

=15
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IAn Increase in Supply

= The entry of Vietnam Supply Schedule for Coffee Beans
into the coffee bean

business generated Price of | Quantity of beans supplied
an increase in coffee beans (billions of pounds)
supply—arise in the [ (per pound) | Before entry | After entry
quantity supplied at $2.00 1.6 13.9
any given price. 175 115 13.8
= This event is 150 112 13
represented by the = : &
schedules—one 1.00 10.0 12.0
showing supply before 0.75 9.1 10.9
Vietnam’s entry, the 0,50 80 96

other showing supply
after Vietnam came in.
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IAn Increase in Supply

Price of coffee
beans (per
pound)
g 1 5 2
$2.00 |- Py
; A t
Vietnam enters 175 L S
ffee bean e
co n L = \ )
business 2>
1.25 [~
more coffee
producers 100 - o
i t th
wB = [ ] sarlr?entcr)\ingeas a
shift of the
050 |— PS supply curve
! ! | ! ! J
0 T_/ 7 9 11 13 15 17
Quantity of coffee beans
(billions of pounds)
A shift of the supply curve is a change in the quantity supplied of a good at any
given price.
T T 42|

I Movement Along the Supply Curve

Price of coffee
beans (per
==pound)
S, S,
$2.00 | A movement
along the supply
175 | curve...
1.50 —
1.25 —
1.00 |- °
... is not the
07581 same thing as
a shift of the
0.50 |- supply curve
, 1 1 L1 1 |
0 7 10 11.2 12 15 17
Quantity of coffee beans

(billions of pounds)

A movement along the supply curve is a change in the quantity supplied of a
good that is the result of a change in that good’s price.
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I Shifts of the Supply Curve

Price

Any “decrease in
S, S, s, supply” means a
leftward shift of the
supply curve: at any
given price, there is a
decrease in the
quantity supplied.
(S1-> S3)

Increase in
supply
——

~——

Decrease in
supply

Quantity
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I What Causes a Supply Curve to Shift?

Changes in input prices
« An inputis a good that is used to produce
another good.

Changes in the prices of related goods and
services

Changes in technology
Changes in expectations
Changes in the number of producers
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ISuppIy, Demand and Equilibrium

= Equilibrium in a competitive market: when the quantity
demanded of a good equals the quantity supplied of
that good.

« The price at which this takes place is the equilibrium
price (a.k.a. market-clearing price):

= Every buyer finds a seller and vice versa.

= The quantity of the good bought and sold at that price is the
equilibrium quantity.

21 of 42
21
l Market Equilibrium
Price of
coffee beans Market equilibrium
sy OCCUrs at point E,
P20 1 where the supply

175

curve and the demand

150 L curve intersect.
1.25 |-

Equilibrium __1.00 |-
price

E ___ Equilibrium
0.75 [

0.50

g/ I I I I J

0 7 10 13 15 17

Quantity of coffee beans

S (billions of pounds)

quantity
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ISurpIus

Price of coffee
beans (per pound)
There is a surplus of a
00 suply  good when the quantity
' supplied exceeds the
LB | = Surplus quant|ty demanded
150 |- Surpluses occur when
125 | the price is above its
Loo equilibrium level.
0.75
0.50 [ Demand
| | | | | | J
OL// 7 8.1 10 11.2 13 15 17

‘ Quantity of coffee beans
(billions of pounds)

Quantity Quantity

demanded supplied
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I Shortage

Price of
coffee beans
(per pound)

$2.00
1.75
1.50
%25
1.00
0.75

0.50

There is a shortage of a
good when the quantity
demanded exceeds the
quantity supplied.
Shortages occur when
the price is below its
equilibrium level.

Supply

Shortage
Demand

| | | | | J

9.1 10 115 13 15 17

Quantity of coffee beans
(billions of pounds)
Quantity Quantity
supplied demanded
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I Equilibrium and Shifts of the Demand Curve

Price of coffee
beans

An increase in
demand...
Supply

...leads to a

movement along the
supply curve due to a
higher equilibrium price
and higher equilibrium
quantity

Q >
1 L% Quantity of coffee beans

Quantity rises
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I Equilibrium and Shifts of the Supply Curve

Price of
coffee beans

g 1 Adecrease
in supply...

2 :
— ... leads to a movement
rises along the demand curve

due to a higher
equilibrium price and
lower equilibrium quantity

Demand
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I Simultaneous Shifts of Supply and Demand

(a) One possible outcome: Price Rises, Quantity Rises

Price of coffee
Small decrease

in supply

The increase in
2 || o qrmr——— : demand dominates the
i decrease in supply.

Large increase
in demand

Q,—»a, Quantity of coffee
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lSimuItaneous Shifts of Supply and Demand

(b) Another Possibility Outcome: Price Rises, Quantity Falls
Price of coffee

Large
decrease SH
in supply

S, Two opposing forces
determining the
equilibrium quantity.

Small increase
in demand
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ISimuItaneous Shifts of Supply and Demand

We can make the following predictions about the outcome when
the supply and demand curves shift simultaneously:

Simultaneous
Shifts of
Supply and
Demand

Price: ambiguous Price: up
Quantity: up Quantity: ambiguous

Price: down Price: ambiguous
Quantity: ambiguous | Quantity: down
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The End of Chapter 3

Coming attraction

Chapter 4:
Consumer and Producer
Surplus
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