Topic 2 : D & S / P.1

2.
DEMAND & SUPPLY ANALYSIS (I)

I.
Introduction: How is price determined?

II.
Concept of Demand: Demand Schedule & Demand Curve; 

Market Demand Curve; Law of Demand

III.
Concept of Supply: Supply Schedule & Supply Curve; 

Market Supply Curve; Law of Supply

IV.
Concept of Market price: Equilibrium price & quantity; Excess 
Demand & Excess Supply; Nominal & Relative Price

V.
Change in Demand & Quantity Demanded: Movement & Shift; 

Factors Affecting Demand

VI.
Change in Supply & Quantity Supplied: Movement & Shift; 

Factors Affecting Supply

VII.
Changes in Demand & Supply

*

*

*

I.
Introduction

In a market economy, individual consumers make plans of consumption and individual 
firms make plans of production based on the changes in market prices. 

Economists use the term invisible hand to describe the frequent exchanges in the market 
because everyone (no matter consumer or producer) takes the market price as a signal on trade 
and makes exchanges with private property rights (defined and protected by laws).

The price system works in a market economy only if there is free choice within the market.
The following sections explain how the market price is determined by the interaction of 

consumers (demand) and producers (supply).

In the latter parts, the factors causing a change in price are explained.

II.
Concept of Demand
In economics, the word ‘demand’ consists of 4 main concepts:

· It refers to both the ability to pay and a willingness to buy by the consumer (s).  Demand is sometimes called effective demand.

· Demand can be shown by a demand schedule which shows the maximum quantity demanded (willing & able to buy) at all prices.

· Demand is a flow concept. Our willingness and ability to buy is subjected to a time   


period. At different times, we may have different demand schedules.

· There are many factors affecting our demand. In order to explore the effect of price on 

quantity demanded, economists like to assume other factors unchanged so as to make the 

analysis easier. 


In Latin, the term ‘ceteris paribus’ means ‘ holding other factors constant 
or unchanged’.


* An individual demand refers to the quantity of a good a consumer is willing to buy and 
 
   able to buy at all prices within a period of time, ceteris paribus.

Demand Schedule & Demand Curve
A demand schedule is a table showing the quantities of a good that a consumer would buy at all 
different prices within a time period, ceteris paribus.
In mathematics, price & quantity demanded have a functional relationship. (In a demand function, price is called the independent variable and quantity demanded the dependent variable.)
A demand curve shows the above relationship in a graph.
The following example gives a demand schedule and a demand curve.

Label the X-axis & Y-axis first, then draw the curve.

A Demand Schedule for A Good of A Consumer
	Price ($ per uint)
	Quantity Demanded

	30
	2

	20
	4

	15
	6

	12
	8

	10
	10

	8
	12


A Demand Curve for A Good of A Consumer (within a time period)
	Price
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The demand curve slopes downward from _____________ to ____________.
This slope implies that price and quantity demanded are inversely related, i.e. the lower the 
price, the greater the quantity demanded, and vice versa, ceteris paribus.

Market Demand Curve

It refers to the demand for a good by all the consumers in the market, within a time period.

The following example gives a demand schedule in a market consisting of only 2 consumers, Tom & Mary. Plot and name the market demand curve in the graph.

A Demand Schedule of A Market Consisted of only 2 Consumers
	Price
($ per unit)
	Quantity Demanded

	
	Tom
	Mary
	Market (i.e. T + M)

	30
	2
	1
	

	20
	4
	3
	

	15
	6
	5
	

	12
	8
	7
	

	10
	10
	9
	


     
Demand Curve For Tom      

Demand Curve For Mary     
Market Demand Curve
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The market demand curve is obtained by summing up the individual demand curves of the 

good in the market.  That is, at the same price, the total quantity demanded from all consumers 

is added up and the value is plotted in the graph.

The technique used is called ‘horizontal summation’ in economics.

Law of Demand

The market demand curve also slopes downwards from ____________ to ____________ .
The slope implies that price and quantity demanded are inversely related, ceteris paribus.
The relationship between prices and quantity demanded is called the ‘law of demand’ in 
economics.
(Economics argue that they have observed the reality and found that people behave as described above according to the law. Such a common behaviour is believed to be a general phenomenon of human behaviour. As a result, it is regarded as a law.)
III.
Concept of Supply
The word ‘supply’ bears 4 similar concepts with demand:
· It refers to both the ability to sell (produce) and the willingness to sell by the producer(s).  Supply implies an effective supply.

· Supply can be shown by a supply schedule which shows the maximum quantity supplied at all different prices.

· Supply is also a flow concept.  Time is an important factor affecting the condition of supply.

· There are again many factors affecting the supply of a firm.  Economics hold the ceteris 

 
paribus condition in order to analyze the relationship between price and quantity 


supplied by a firm or producer.

* An individual supply ________________________________________________________
_________________________________________________________________________ 

Supply Schedule & Supply Curve
A supply schedule is a table showing the quantities of a good that a firm or producer would 
produce (sell) at all different prices within a time period, ceteris paribus.

 A supply curve shows the functional relationship between price & quantity supplied in a graph.

 The following example gives a supply schedule and a supply curve of a firm.
A Supply Schedule for A Good of An Individual Firm
	Price ($ per unit)
	Quantity Supplied

	10
	2

	18
	4

	28
	6

	40
	8

	50
	10


A Supply Curve of A Good by A Firm
	Price
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The supply curve slopes upward from ______________ to _____________ .

The slope implies that the higher the price, the greater the quantity supplied, vice versa and ceteris paribus.

Market Supply Curve
It refers to the supply for a good by all the producers or firms in the market, within a time 
period.
The example below gives a supply schedule in a market consisting of only 2 firms, B & N.  
Plot & name the market supply curve in the graph.

A Supply Schedule Of A Market Consisted of Only 2 Firms
	Price 
($ per unit)
	Quantity Supplied

	
	B
	N
	Market (i.e. B + N)

	

	10
	2
	3
	

	18
	4
	5
	

	28
	6
	8
	

	40
	8
	10
	

	50
	10
	11
	


Like the case of market demand curve, the market supply curve is obtained by summing up the individual supply curves in the market.  The technique is also horizontal summation.
 
Supply Curve of B
        

Supply Curve of N         

Market Supply Curve
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Law of Supply
The market supply curve slopes upward from ____________ to ____________ .

The higher the price, the greater the quantity supplied by a firm will be, ceteris paribus.

This direct relationship between price and quantity supplied is called the law of supply.

IV.
Concept of Market Price

With demand & supply in a market, the interaction between market demand & supply together 

will determine the market price of a good.
Determination of Equilibrium Price & Quantity In A Market

The example below shows a schedule of market demand & supply for a good:

The Market Demand & Supply Schedule For A Good
	Price ($ per unit)
	Quantity Demanded
	Quantity Supplied

	60
	200
	1100

	50
	400
	900

	40
	600
	700

	30
	800
	500

	20
	1000
	300

	10
	1200
	100


Plot the market demand & market supply curves in the graph.

Find out how the market price is determined as a result.

The Demand & Supply Curves of A Good
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Result:

1) From the market demand & supply curves above, it is found that there is a point at which the quantity demanded is equal to the quantity supplied.  The point is called an equilibrium point.
2) The price is called the equilibrium price which is about $_______________ .

3) The equilibrium quantity is at ________________ .

4) Everyone can buy what he/she wants in the market according to the market equilibrium price.  Producers or firms can sell what they produce.  
The market is said to be in a state of __________________________ .

· At the equilibrium price, quantity demanded is equal to quantity supplied.  The quantity transacted is an equilibrium quantity.

· There is no tendency for the price to change at this equilibrium level of price.  The meeting point of the demand & supply curves is called the equilibrium point in the market. 

Excess Demand & Excess Supply

Whenever the market price is above the equilibrium price, quantity supplied will be _______________ than quantity demanded, there is a surplus in supply in the market, i.e. an excess supply.

Whenever the market price is blow the equilibrium price, quantity demanded will be _______________ than quantity _____________ , there is an excess demand in the market, i.e. a shortage in supply.
What is the difference between a shortage and scarcity in economics?
Nominal Price & Relative Price

Nominal Price refers to the price of a good (or service) expressed in terms of money or dollar value.

Relative price refers to the price of a good (or service) expressed in terms of another good. For example, the (nominal) price of a ballpen is $20 and the (nominal) price of a ruler is $10.  
The relative price of a ballpen is 2 rulers ( = $20 / $10 ).

V   Change In Demand & Quantity Demanded

The Movement Along A Demand Curve: Change In Quantity Demanded
Whenever the price changes, a consumer will change its quantity demanded accordingly.  According to the law of demand, when the price rises, the quantity demanded will fall. Such a change can be expressed by a movement along a demand curve.

P 

   D






For example, when price rises from $10 to $15,
quantity demanded falls from 120 to 90, i.e. from point E to E’ in the diagram.

A
This movement shows the response of a consumer or all consumers in a market to a change in market price, ceteris paribus.


    0

     90
 120   
    
Q

The Shift Of A Demand Curve: Change In Demand


A change in demand refers to a change of the whole demand schedule, i.e. the quantity demanded (Qd ) changes at EVERY price.  The change may be an increase or decrease.

The example below gives a demand schedule and an increase in demand.

A Demand Schedule

	Price ($/unit)
	Original Quantity Demanded
	New Quantity Demanded

	30
	200
	400

	20
	400
	600

	15
	600
	800

	12
	800
	1000

	10
	1000
	1200

	8
	1200
	1400


A Demand Curve
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The new demand curve is at the ________ of the original demand curve, showing an increase in quantity demanded at all prices.

It is called a shift of a demand curve to the right or and increase in demand.

In case of a decrease in demand, the demand curve will shift to the _____________.

· It is very important to distinguish between a change in quantity demanded (Qd) & a change in demand.

A change in quantity demanded (Qd) must be caused by a change in market price.  A change in demand is caused by some other factors other than a change in price.
Factors affecting a change in Demand : A Shift of Demand Curve

1)
Prices of Related Goods
When the price of a good (X) rises, it does not only affect its Qd, but also the Qd of another related good (Y).

If a rise in price of good X leads to a in demand of good Y, these 2 goods are called 
substitutes in economics. (There involves a movement along the demand curve of X and 
a shift of the demand curve of Y.)
If a rise in price of good X leads to a fall in demand of good Y, these 2 goods are called 
complements or complementary goods. They are in joint demand.

2)
Income

A rise in income leads to a higher purchasing power or ability to buy of the consumers.

( If nominal income and prices increase by the same percentage, the real income is unchanged.)

If a rise in income leads to a rise in demand of a good by a consumer, the good is called a 
normal good or superior good.

If a rise in income leads to a fall in demand of a good, the good is called an inferior 
good. “Inferior” does not refer to the quality of the good.

In general, a consumer will buy a basket of goods with some normal and inferior goods. 
Do you agree?

3)
Taste

It refers to the subjective choice of consumers. It may be affected by our knowledge, friends, education, culture and advertising.

4)
Weather

We may demand different goods on different seasons or weather, e.g. umbrella, heater and even food.
5)
Expectations of Future Price

Consumers would change their demand if they expect the future price changes.

6)
Derived Demand
An increase in demand (e.g. for more university seats) of a good or service may also lead to a demand for another good or service (e.g. for more lecturers, student hostels, and other facilities). The demand for these related services is a derived demand from the university seats.

7)
Size of Population

A larger population would mean more consumers. The market demand curve would shift

to the right, i.e. an increase in quantity demand at all prices.

VI.
Change In Supply & Quantity Supplied

The concepts here follow mainly that of demand.

The Movement along A Supply Curve : Change in Quantity Supplied 


Whenever the market price changes, a firm or supplier will change its quantity supplied 

accordingly. When the price rises, the quantity supplied will rise also.  It is called a movement 

along the supply curve.











This movement shows the response of a firm 








(in case of an individual supply curve) or all 









firms in the market ( in case of the market 










supply curve) to a change in market price, 








ceteris paribus.

The Shift of A Supply Curve : Change In Supply

A change in supply refers to a change of the whole supply schedule, i.e. the Qs changes at every price. It may be an increase or decrease.

A Supply Schedule
	Price
	Original Quantity Supplied
	New Quantity Supplied

	10
18

28

40

42
	200

400

600

800

1000
	400

600

800

1000

1200


A Supply Curve
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The new supply curve is at the ________ of the original supply curve, showing an increase in quantity supplied at ALL prices.

It is an increase in supply with the supply curve shift to the ____________ . 

The supply curve will shift to the ________ when there is a decrease in supply.

· A change in quantity supplied is cause by a change in market price. A change in supply is cause by some other factors besides a change in price.  

Factors affecting a change in Supply : A Shift of Supply Curve
1) Prices of Related Goods

When the price of a good (X) rises, it may lead to a decrease in supply of another good (Y). The 2 goods are in competitive supply, e.g. residential flats and commercial flats. When the prices of residential properties rise, the developers will put more resources (e.g. cement, concrete etc.) to build the flats. As a result, the supply of these building materials for commercial flats will decrease.

When the price of a good (M) rise, it may lead to an increase in supply of another good (N). The 2 goods are in joint supply, e.g. beef and leather.

When the price of beef rises, more beef will be supplied. At the same time, more leather is also available. A good which is a by-product of another good in general, is an example of joint supply.

2) Prices of Factors of Production

A change in factor prices will change the cost of production. As a result, supply is affected. A fall in factor prices would lower the production cost, leading to an increase in supply.

3) State of Technology

An improvement in technology would mean that a greater amount of output can be obtained from a fixed amount of factors. The supply curve would shift to the right.


4)
Objectives of Firms

A firm based on different objectives would act differently, i.e. profit maximization or sales maximization.

5)
Weather

Weather usually affects agricultural products or construction works.

6)
Expectation on Future Prices

7)
Number of Producers or Suppliers

VII.
Changes In Demand & Supply

In many cases, there are factors leading to BOTH a change in demand and a change in supply.
Whenever both demand & supply increase, the quantity transacted (quantity exchanged 
between buyers & sellers) must be greater than before.  The new equilibrium price is uncertain 
because it depend on the magnitude of shift of the 2 curves.
The following diagrams may help to illustrate the effect of these changes on the market:

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


· Right now, you should be familiar with any changes in demand & supply in a market.  
*
*
*

