SUPPLY AND DEMAND:  UNIT 2 MICRO
Unit 2 – Lesson 1 Summary
Understanding of the forces of supply and demand is the foundation on which the rest of microeconomics is built.

The demand curve is downward sloping, because the cheaper something is, the more you buy. As prices rise, people tend to substitute related goods. Changes in price cause a movement along the demand curve, while changes in average income or other factors shift the demand curve. Demand changes depending on whether the good is normal or inferior.

The supply curve is upward sloping, because the more you can sell a good for, the more you will produce to sell. As the price rises, the opportunity cost of not selling increases. Again, there is a difference between movement along the supply curve and a shift in supply.

The equilibrium price is the price that equalizes supply and demand. When demand exceeds supply, prices will rise, causing supply to increase and demand to decrease. This process (which also works in reverse if supply exceeds demand) continues until the price reaches equilibrium.

Artificial limitations on price, such as price ceilings or price floors, can create surpluses or shortages of goods. Excise taxes and tariffs cause shifts in the supply curve and raise the price of a good, but keep supply and demand aligned.

Economic decision making, which is intended to maximize total utility, relies on an understanding of marginal utility. Utility is maximized when marginal utility per dollar for two goods is the same. The income and substitution effects help explain why the supply and demand curves are shaped the way they are.

Demand

Overview

What does it mean to demand something? In the economic sense, you demand a good or service when you are willing to pay all the costs required to get it. If you see a TV in a store you might want it, but only when you hold out a wad of cash have you demanded it.

In short, the Law of Demand states that
Demand increases as prices go down (all else constant)
Or

Demand decreases as prices go up (all else constant)
Why does the law of demand work?
· 

Substitutes – As the price of one good rises, people tend to purchase other goods as substitutes. Fewer people buy the higher-priced good because they have switched to a lower-priced alternative.

· 

When prices fall, people who already demanded a product tend to demand more of it.

· 

In addition, some individuals who couldn’t afford previous prices enter the market as the product gets cheaper. These last two trends also work in reverse.
The Demand Curve
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A basic demand curve illustrates the above law of demand. As you can see on the curve to the right, falling prices increase demand and vice-versa.
Before we can get into more complicated topics, let’s review some important terms associated with the demand curve.

· 

Demand – refers to the entire demand curve

· 

Quantity demanded – refers to a point on the curve

· 

Shift in demand – the entire demand curve moves

· 

Movement along a demand curve – prices change, which causes demand to rise or fall. The curve itself doesn’t move, you just move to a different point on the curves
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Shifts in Demand

So what does it look like when the entire demand curve shifts? Look at the diagram on the right: prices have gone up for every quantity demanded. Purchasing the same quantity of this good is now more expensive. 
Factors that can cause shifts in demand:
· 

Income and expectations – Rising income, or the expectation that your income will rise tends to increase demand for certain goods. As income rises, demand rises for normal goods (like cars), but falls for inferior goods (like public transportation).

· 

Substitutes – An increase in price of a similar good will increase demand for the cheaper one; a fall in price will decrease demand.

· 

Social factors – Your personal preferences (and those of society) can shift the demand curve. If celebrities start using a specific brand of toothpaste, you can expect demand for that toothpaste to rise.

· 

Political factors – Government taxes raise the price of a good, while subsidies lower it. These changes decrease and increase demand respectively.

Price cannot cause a shift in demand. Changes in price are called shifts along the demand curve. If price changes, you move to a different point on the curve (which itself stays unchanged).

Supply

Overview

Supply is the amount of a good or service available for sale. Let’s look at the Law of Supply:

Supply increases as prices go up (all else constant)
Or

Supply decreases as prices go down (all else constant)
Again, why does this law work?
· 

Opportunity cost - Supply rises with price because the opportunity cost of not supplying it rises.

· 

Put more simply, if a company’s costs are constant, they’ll make more money selling higher-priced goods.

The Supply Curve

As with demand, you should know the following terms:

· 

Supply – the supply curve

· 

Quantity supplied – a point on the curve

· 

Shift in supply – the supply curve moves

· 

Movement along the supply curve – Moving to a different point on the curve
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Shifts in Supply

The diagram on the right depicts a basic supply curve. Notice how the slope of this curve is positive – increases in price cause increases in supply (with demand it was the opposite).

Factors that can cause shifts in supply: 
· 

Cost of production – Changes in the cost to produce a good tend to cause changes in price. Technological advancements lower the cost of production, while shortages of raw materials raise costs. In the graph to the right, the shift in supply has caused prices to rise at every point.

· 

Expectations – If you expect the price of a good to rise you might stockpile that good and sell later. If you expect prices to fall, sell everything as quickly as possible. Notice how these expectations can fulfill themselves. In the second example, suppliers rushing to sell their goods before the price falls increase supply, which causes prices to fall.

· 

Political factors – Again, taxes or subsidies tend to raise or lower price respectively. Taxes decrease supply, subsidies increase it.

Shifts vs. Movement

Again, what is the difference between shifts in supply and movement along the supply curve? Look at the graph above:

· 

The movement from point A to point B is a shift in supply. Some external factor has caused prices to rise across the board.

· 

Moving from point A to point C is a movement along the supply curve. In this situation, demand has increased, driving up price, which in turn causes an increase in supply. If you understood that sequence you’re ready to move on. If I lost you, take a moment to review the last few pages.

Unit 2: Lesson #2 Summary
Equilibrium Price

Overview

In a market economy, the price of a good changes so that supply and demand remain equal. When supply and demand are equivalent, the market is said to be in equilibrium. If the market is not in equilibrium, one of two conditions exists:

· 

Excess Supply – More goods are for sale than people are willing to buy. Suppliers paid money for their goods and will lose their investment if they don’t sell them. Suppliers then lower prices, which increases demand.

· 

Excess Demand – More people demand a greater number of goods than are being supplied. Suppliers raise their prices to make more money, which decreases demand.

As with anything in economics, social and political forces can also change the equilibrium point.

Visualizing Equilibrium

This diagram illustrates the concept of equilibrium. Here’s what’s important:

· 

At price P1, there is more demand than supply. Suppliers raise their prices until equilibrium is reached.
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At price P3, supply outstrips demand. Suppliers lower their price until they reach equilibrium.

· 

At price P2, supply perfectly matches demand. Suppliers can’t make any more money either by raising or lowering prices. Price remains constant.

· 

Make sure you understand how the graph says that there is excess supply or demand at P1 or P3. Notice how the label on the x-axis is ‘Quantity’ (of the good).

Analyzing Shifts in Supply and Demand

Overview

Now that you understand the fundamentals of supply and demand, you need to be able to do problems involving these concepts. For example: what happens to price and quantity if demand shifts out and supply stays constant?

The only way to solve these problems is to draw a picture. What would your picture look like for the question above? It should look something like the graph to the right.

Price Floors and Ceilings

Overview

Price floors and ceilings are government-imposed restrictions on how far prices can rise or fall:

· 

Price Floors – Cause an excess in supply when placed above the equilibrium point.
· 

Price Ceilings – Cause an excess in demand when placed below the equilibrium point.
The following graphs demonstrate these concepts:
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Unit 2: Lesson #3 Summary
Elasticity of Supply and Demand

Overview

Elasticity is used to measure how sensitive customers are to a change in price. If they are very sensitive, price is said to be elastic. If changes in price don’t really change demand, price is inelastic. Price elasticity of supply or demand at a certain price is measured by the following equation:

Elasticity of [Supply or Demand] = % change in Quantity (Supplied or Demanded)
% change in Price
Note: If you are trying to calculate the elasticity of supply, the put the % change in quantity supplied in the top of the fraction. The same is true with demand. We just used the [supplied or demanded] notation to simplify things.

Interpreting Elasticity

By convention, elasticity is always a positive number. If you plug in values and get a negative answer, just make it positive. This table explains the meaning of each elasticity value:

	Elasticity Value:
	Classification:
	Description:

	Less than 1
	Inelastic
	% change in price > % change in supply or demand

	Equal to 1
	Unit elastic
	% change in price = % change in supply or demand

	Greater than 1
	elastic
	% change in price < % change in demand


Graphs of Elasticity
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Let’s take some time to look at graphs of elasticity. These seem complicated at first, but you’ll get there. What should you know?

Elasticity of Demand
· 

Look at the left graph on the bottom of the page. Notice how half of the curve is elastic and the other is inelastic.

· 

Demand is unit elastic right in the middle. To locate the point of unit elasticity, locate the two places demand intercepts an axis. Draw a line up from halfway between those two points (like I did in the picture). Unit elasticity is right on that point.

Elasticity of Supply
· 

For supply, you just need to find where the curve hits the axis.

If supply intersects the price axis, the entire curve is elastic but gets smaller as you move farther out.

If supply intersects the supply axis, the entire curve is inelastic but gets larger as you move.

If supply intersects the origin, the entire curve is unit elastic.

Perfect Elasticity
· 

Look at the graphs above and to the right.

Perfect elasticity – any change in price causes an infinite change in quantity

Perfect inelasticity – any change in price causes no change in quantity
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Finding Elasticity at a Point

How would you find the elasticity at point P1? This is a demand curve, so the equation we need is

Elasticity of Demand = % change in Demand
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% change in Price
Unfortunantly, there’s a problem. If you start from price = $7, the % change in price from $7 to $6 will be different from the % change had you gone from $5 to $6. This is dealt with by adding two points on either side of the target point and dividing by the middle value. You then multiply by 100 to convert to a percentage. 
To calcualte the elasticity at P1, percent change in demand = (5-3)/4 × 100 = 50% and percent change in price = (7-5)/6 × 100 = 33.3%. Percent change in demand / percent change in price = 50/33.3 = 1.5, so demand is elastic at point P1.

	Elasticity of Demand
	Effect of Price Increase

	
	Elastic
	Lowers total revenue

	
	Unit Elastic
	No change

	
	Inelastic
	Raises total revenue

	
	
	


The following graphs illustrate each of these situations. Price shifts from one point to another, shown by the red arrow. The area labeled with a ‘G’ represents revenue gained, while the area with an ‘L’ is revenue lost. Notice how these graphs relate to the table above.
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Price Discrimination

In an ideal world, you could charge people who don’t really care about price more than consumers who are price sensitive. Some businesses actually do this, using a technique called price discrimination. The airline business is a great example. They want to charge high rates to business travelers who are using company money and don’t care, but can’t afford to make tickets too expensive for regular people. The answer? Find things that distinguish business people from ordinary consumers. Business trips rarely last over a weekend, so airlines give you a discount if you fly in Friday and leave Sunday. Using this strategy, the company can cater to both groups of consumers and maximize revenue.

