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Chapter Three

Individual Markets:
Demand and Supply

CHAPTER OVERVIEW

This chapter provides a basic, but rather detailed introduction to how markets operate as well as an introduction to demand and supply concepts. Both demand and supply are defined and illustrated; determinants of demand and supply are listed and explained. The concept of equilibrium and the effects of changes in demand and supply on equilibrium price and quantity are explained and illustrated. The chapter also includes brief discussions of supply and demand factors in resource markets and the importance of the ceteris paribus assumption.

WHAT’S NEW?

This chapter contains most of what was in the previous edition, but has several new examples. The examples in Tables 3-3 and 3-7 have been changed   

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1.   Identify why price and quantity demanded are inversely related and why price and quantity supplied are directly related.

2.   Differentiate between demand and quantity demanded; and supply and quantity supplied.

3.   Graph demand and supply curves when given demand and supply schedules.

4.   State the Law of Demand and the Law of Supply.

5.   List the major determinants of demand.

6.   List the major determinants of supply.

7.   Explain the concept of equilibrium price and quantity.

8.   Illustrate graphically equilibrium price and quantity.

9.   Explain the effects of changes in demand and supply on equilibrium price and quantity.

10.
Explain the effects of a price change for one good on the demand for its substitutes or complements.

11. Give an example of the rationing function of prices.

12. Explain briefly how concepts of supply and demand apply to resource markets.

13. Define and identify terms and concepts listed at the end of the chapter.

COMMENTS AND TEACHING SUGGESTIONS

1.     Emphasis in this chapter should be placed on: (a)  The fact that demand and supply are schedules; (b)  the intuitive understanding of the downward slope of demand and upward slope of supply curves; (c)  the determinants of demand and supply; and (d)  the distinction between a shift or change in demand (supply) and a change in quantity demanded (supplied).

2.     Walk through the definition of supply and demand. Emphasize the distinction between a reaction to price and the influence of other variables. Point out that finding the equilibrium price and quantity is not the end of the process:  It is only the beginning. The market model is powerful because it can be used to forecast what the likely outcome will be if one of the determinants of demand or the determinants of supply is changed. Do examples that use actual numbers on the axis of the graphs. Most students who have not used graphs extensively will get lost without specific examples. Approach the process systematically, and offer an example of each type of shift. Spend extra time on examples of substitute and complementary goods.

3.     The concepts introduced in Chapter 3 are extremely important for an understanding of a market system. In later chapters more sophisticated explanations are introduced. Most instructors will want to wait until that point to discuss marginal utility, elasticity, and other related ideas. However, it may be useful to briefly discuss government price controls in looking at market equilibrium concepts. If they see what happens when price controls are attempted, it helps students understand how powerful market forces are. For example, attempts to control the price of gasoline below its equilibrium level in the 1970’s led to shortages and long lines at the gas pumps. On the other hand, attempts to support the price of farm products above equilibrium prices has led to large surpluses in the markets for many agricultural products in the U.S. and Europe. Usually attempts to control prices are a response to the view that market prices are not always “fair.” Therefore, government regulation of prices is based on equity issues. Students may discuss the dilemma: markets may not be always “fair,” but attempts to interfere with its operation may lead to other problems. More discussion of these policies occurs in Chapters 20 (on elasticities) and Chapter 33 (on agriculture).

4.     Emphasize that the students are already very experienced demanders, and what the instructor is doing is analyzing their behavior and using the vocabulary of economics when describing this behavior.  Whereas the demand discussion can use real-world examples that are familiar to the students, the supply discussion is more theoretical. 

5.     Emphasize that the separate demand and supply discussions are lacking in reality because only one side of the market is being examined, i.e., demand or supply.  Particularly with the changes in the determinants of supply (the imposition of a tax), students are going to conclude that the market price will change (increase).  Explain that their intuitive conclusion will be correct once demand and supply are discussed together.  Introduce each determinant systematically, offering an example of each type.  Discuss the difference between determinants “change in price of a related good” when it is a demand determinant as opposed to a supply determinant.  There are some products (cars and pickup trucks) that can be both demand and supply-related products.

6.     When graphically showing a “change in demand” and simultaneously a “change in supply,” show these changes separately on two graphs and ask the students to compare the changes in price and quantity exchanges.

7.     It is useful to point out that in the real world it may be hard to pinpoint the equilibrium price and quantity exactly, but it is easy to establish when the price is too high because surpluses will develop, or too low because shortages will result.

8.     Depending upon how the material in the micro course is organized, Chapter 3 could be combined with Chapter 20 (elasticity, administered pricing) and Chapter 21 (consumer behavior, utility).

9.     The Last Word on ticket scalping illustrates the fact that equilibrium price may not be what many would consider a “fair” price.  This is a good opportunity for a discussion of the fairness of market prices.

10.     Good market simulation games exist. Some of these will be found in the inexpensive teaching materials designed for secondary teachers (but useful at the introductory college level also) from Economics America, National Council on Economic Education, 1140 Avenue of the Americas, New York, NY 10036. Call 1‑800‑338‑1192. The Stock Market Game sponsored by the NYSE can now be accessed over the internet.

STUDENT STUMBLING BLOCK

Vocabulary in this chapter is extremely important. The word “market” sounds familiar to students and they have already assigned another “everyday” meaning to the word. The competitive process described in this chapter does not fit the common experience of most students as they shop at the mall or at the grocery store. They are accustomed to prices that are “set” by a few producers. Careful definition of terms is not enough. Repetition and reinforcement with classroom exercises, homework, assignments from the study guide or computer software are essential in this chapter. 

Change in quantity demanded (supplied) versus change in demand (supply) are concepts that students will need to master to be successful in the class and future economic classes.  It is also very easy for the instructor to misstate these changes.  We often say “change in demand” when what we mean is “change in the quantity demanded.” Be careful not to further confuse students by making this mistake! End-of-chapter questions 2, 5, and 8 help clarify the difference, and why the semantics are so important to understanding this difference.  For both instructor and student this distinction may seem like “nit-picking,” but if the distinction is not made, more than the usual confusion may result.  Whereas the discussion of demand fits the common experiences of most students, the discussion of supply is more theoretical and does not.

LECTURE NOTES

I. Markets Defined

A.
A market is an institution or mechanism that brings together buyers (demanders) and sellers (suppliers) of particular goods and services.

1.
A market may be local, national, or international in scope.

2.
Some markets are highly personal, face-to-face exchanges; others are impersonal and remote.

3.
This chapter concerns purely competitive markets with a large number of independent buyers and sellers.

4.
Product market involves goods and services.

5.
Resource market involves factors of production.

B.
The goal of the chapter is to explain the way in which markets adjust to changes and the role of prices in bringing the markets toward equilibrium.

II. Demand

A.
Demand is a schedule that shows the various amounts of a product consumers are willing and able to buy at each specific price in a series of possible prices during a specified time period.

1.
Example of demand schedule for corn is Table 3-1.

2.
The schedule shows how much buyers are willing and able to purchase at five possible prices.

3.
The market price depends on demand and supply.

4.
To be meaningful, the demand schedule must have a period of time associated with it.

B.
Law of demand is a fundamental characteristic of demand behavior.

1.
Other things being equal, as price increases, the corresponding quantity demanded falls.

2.
Restated, there is an inverse relationship between price and quantity demanded.

3.
Note the “other things being constant” assumption refers to consumer income and tastes, prices of related goods, and other things besides the price of the product being discussed.

4.
Explanation of the law of demand:

a.
Diminishing marginal utility:  The decrease in added satisfaction that results as one consumes additional units of a good or service, i.e., the second “Big Mac” yields less extra satisfaction (or utility) than the first.

b.
Income effect: A lower price increases the purchasing power of money income enabling the consumer to buy more at lower price (or less at a higher price).

c.
Substitution effect: A lower price gives an incentive to substitute the lower-priced good for now relatively higher-priced goods.

C.
The demand curve:

1.
Illustrates the inverse relationship between price and quantity (see corn example, Figure 3-1).

2.
The downward slope indicates lower quantity (horizontal axis) at higher price (vertical axis), higher quantity at lower price.

D.
Individual vs. market demand:

1.
Transition from an individual to a market demand schedule is accomplished by summing individual quantities at various price levels.

2.
Market curve is horizontal sum of individual curves (see corn example, Tables 3-2, 3-3 and Figure 3-2).

E.
Class example: This is a good place to involve the class if your classroom setting allows.  Select an item that students typically buy, such as a can of soft drink or donuts.  It works especially well if one student already has the item, and you can use that student for your individual demand schedule.  Select five to ten representative prices for the item and create a demand schedule based on this student’s responses.  It is usually interesting to include the zero price to see how many the student would want if the item were free.  You can then construct an individual demand schedule on board or overhead transparency.  Don’t worry if it isn’t a straight line, it will undoubtedly still represent the law of demand.  If your class isn’t too large, you could then construct a class market schedule using a show of fingers to indicate amounts students would purchase at each price level.

F.
There are several determinants of demand or the “other things,” besides price, which affect demand.  Changes in determinants cause changes in demand.

1.
Table 3-4 provides additional illustrations.  (Key Question 2)

a.
Tastes—-favorable change leads to increase in demand; unfavorable change to decrease.

b.
Number of buyers—the more buyers lead to an increase in demand; fewer buyers lead to decrease.

c.
Income—more leads to increase in demand; less leads to decrease in demand for normal goods.  (The rare case of goods whose demand varies inversely with income is called inferior goods).

d.
Prices of related goods also affect demand.

i.
Substitute goods (those that can be used in place of each other): The price of the substitute good and demand for the other good are directly related.  If price of Budweiser rises, demand for Miller should increase.

ii.
Complementary goods (those that are used together like tennis balls and rackets): When goods are complements, there is an inverse relationship between the price of one and the demand for the other.

e.
Expectations—consumer views about future prices, product availability, and income can shift demand.

2.
A summary of what can cause an increase in demand:

a.
Favorable change in consumer tastes.

b.
Increase in the number of buyers.

c.
Rising income if product is a normal good.

d.
Falling incomes if product is an inferior good.

e.
Increase in the price of a substitute good.

f.
Decrease in the price of a complementary good.

g.
Consumers expect higher prices in the future.

3.
A summary of what can cause a decrease in demand:

a.
Unfavorable change in consumer tastes,

b.
Decrease in number of buyers,

c.
Falling income if product is a normal good,

d.
Rising income if product is an inferior good,

e.
Decrease in price of a substitute good,

f.
Increase in price of a complementary good,

g.
Consumers’ expectations of lower prices, or incomes in the future.

G.
Review the distinction between a change in quantity demanded caused by price change and a change in demand caused by change in determinants.

III. Supply

A.
Supply is a schedule that shows amounts of a product a producer is willing and able to produce and sell at each specific price in a series of possible prices during a specified time period.

1.
A supply schedule portrays this such as the corn example in Table 3-5.

2.
Schedule shows what quantities will be offered at various prices or what price will be required to induce various quantities to be offered.

B.
Law of supply:

1.
Producers will produce and sell more of their product at a high price than at a low price.

2.
Restated: There is a direct relationship between price and quantity supplied.

3.
Explanation: Given product costs, a higher price means greater profits and thus an incentive to increase the quantity supplied.

4.
Beyond some production quantity producers usually encounter increasing costs per added unit of output.


Note:  A detailed explanation of diminishing returns is probably not necessary at this point and can be delayed until a later consideration of the costs of production.

C.
The supply curve:

1.
The graph of supply schedule appears in Figure 3-4, which graphs data from Table 3-6.

2.
It shows direct relationship in upward sloping curve.

D.
Determinants of supply:

1.
A change in any of the supply determinants causes a change in supply and a shift in the supply curve.  An increase in supply involves a rightward shift, and a decrease in supply involves a leftward shift.

2.
Six basic determinants of supply, other than price.  (See examples of curve shifts in Figure 3-4 and summary Table 3-7 and Key Question 5.)

a.
Resource prices—a rise in resource prices will cause a decrease in supply or leftward shift in supply curve; a decrease in resource prices will cause an increase in supply or rightward shift in the supply curve.

b.
Technology—a technological improvement means more efficient production and lower costs, so an increase in supply or rightward shift in the curve results.

c.
Taxes and subsidies—a business tax is treated as a cost, so decreases supply; a subsidy lowers cost of production, so increases supply.

d.
Prices of related goods—if price of substitute production good rises, producers might shift production toward the higher priced good, causing a decrease in supply of the original good.

e.
Expectations—expectations about the future price of a product can cause producers to increase or decrease current supply.

f.
Number of sellers—generally, the larger the number of sellers the greater the supply.

E.
Review the distinction between a change in quantity supplied due to price changes and a change or shift in supply due to change in determinants of supply.

IV. Supply and Demand:  Market Equilibrium

A.
Review the text example, Table 3-8, which combines data from supply and demand schedules for corn.

B.
Have students find the point where quantity supplied equals the quantity demanded, and note this equilibrium price and quantity.  Emphasize the correct terminology!

1.
At prices above this equilibrium, note that there is an excess quantity or surplus.

2.
At prices below this equilibrium, note that there is an excess quantity demanded or shortage.

C.
Market clearing or market price is another name for equilibrium price.

D.
Graphically, note that the equilibrium price and quantity are where the supply and demand curves intersect (See Figure 3-5).  This is an IMPORTANT point for students to recognize and remember.  Note that it is NOT correct to say supply equals demand!

E.
Rationing function of prices is the ability of competitive forces of supply and demand to establish a price where buying and selling decisions are coordinated.  (Key Question 7)

V. Changes in Supply and Demand, and Equilibrium

A.
Changing demand with supply held constant:

1.
Increase in demand will have effect of increasing equilibrium price and quantity 
(Figure 3-6a).

2.
Decrease in demand will have effect of decreasing equilibrium price and quantity 
(Figure 3-6b).

B.
Changing supply with demand held constant:

1.
Increase in supply will have effect of decreasing equilibrium price and increasing quantity (Fig 3-6c).

2.
Decrease in supply will have effect of increasing equilibrium price and decreasing quantity (Fig 3-6d).

C.
Complex cases—when both supply and demand shift (see Table 3-9):

1.
If supply increases and demand decreases, price declines, but new equilibrium quantity depends on relative sizes of shifts in demand and supply.

2.
If supply decreases and demand increases, price rises, but new equilibrium quantity depends again on relative sizes of shifts in demand and supply.

3.
If supply and demand change in the same direction (both increase or both decrease), the change in equilibrium quantity will be in the direction of the shift but the change in equilibrium price now depends on the relative shifts in demand or supply.

D.
A Reminder: Other things equal:

1
Demand is an inverse relationship between price and quantity demanded, other things equal (unchanged).

2.
Supply is a direct relationship showing the relationship between price and quantity supplied, other things equal (unchanged).

3. 
It can appear that these rules have been violated over time, when tracking the price and the quantity sold of a product such as salsa or coffee.

4.
Many factors other than price determine the outcome.

5.
If neither the buyers nor the sellers have changed, the equilibrium price will remain the same.

6.
The most important distinction to make is to determine if a change has occurred because of something that has affected the buyers or something that is influencing the sellers.

7.
A change in any of the determinants of demand will shift the demand curve and cause a change in quantity supplied. (See Figure 3‑6 a & b)

8.
A change in any of the determinants of supply will shift the supply curve and cause a change in the quantity demanded. (See Figure 3‑6 c & d)

VI.  “Other Things Equal” Revisited

A.
Remember that the “laws” of supply and demand depend on the assumption that the “other things” or “determinants” of demand and supply are constant.

B.
Confusion results if “other things” (determinants) change and one does not take this into account.  For example, sometimes more is demanded at higher prices because incomes rise, but if that fact is ignored, the law of demand seems to be violated.  If income changes, however, there is a shift or increase in demand that could cause more to be purchased at a higher price.  In this example, “other things” did not remain constant.

VII. Application: Pink Salmon


A.
This is an example of simultaneous changes in both supply and demand.

B.
An increase in supply occurs because of more efficient fishing boats, the development of fish farms and new entrants to the industry.

C.
There is a decrease in demand because of changes in consumer preference, and an increase in income shows pink salmon to be an inferior good.

VIII. LAST WORD:  “Ticket Scalping:  A Bum Rap?”

A.
“Scalping” refers to the practice of reselling tickets at a higher-than-original price, which happens often with athletic and artistic events.  Is this “ripping off” justified?

B.
Ticket re-sales are voluntary—both buyer and seller must feel that they gain or they would not agree to the transaction.

C.
“Scalping” market simply redistributes assets (tickets) from those who value them less than money to those who value them more than the money they’re willing to pay.

D.
Sponsors may be injured, but if that is the case, they should have priced the tickets higher.

E.
Spectators are not damaged, according to economic theory, because those who want to go the most are getting the tickets.

F.
Conclusion:  Both seller and buyer benefit and event sponsors are the only ones who may lose, but that is due to their own error in pricing and they would have lost from this error whether or not the scalping took place.

ANSWERS TO END-OF-CHAPTER QUESTIONS

3-1
Explain the law of demand.  Why does a demand curve slope downward?  What are the determinants of demand? What happens to the demand curve when each of these determinants changes? Distinguish between a change in demand and a change in the quantity demanded, noting the cause(s) of each.


As prices change because of a change in supply for a commodity, buyers will change the quantity they demand of that item.  If the price drops, a larger quantity will be demanded.  If the price rises, a lesser quantity will be demanded.


The demand curve slopes downward because of the substitution and income effects.  When the price of a commodity decreases relative to that of substitutes, a buyer will substitute the now cheaper commodity for those whose prices have not changed.  At the same time, the decreased price of the commodity under discussion will make the buyer wealthier in real terms.  More can be bought of this commodity (as well as of others whose prices have not changed).  Thus, the substitution and income effects reinforce each other: More will be bought of a normal (or superior) commodity as its price decreases.  On a graph with price on the vertical axis and quantity on the horizontal, this is shown as a demand curve sloping downward from left to right.


The fundamental determinant of demand is the price of the commodity under consideration: a change in price causes movement along the commodity’s demand curve.  This movement is called a change in quantity demanded.  Decreased price leads to movement down the demand curve: There is an increase in quantity demanded.  Increased price leads to movement up the demand curve: There is a decrease in quantity demanded.


In addition, there are determinants of demand, which are factors that may shift the demand curve, i.e., cause a “change in demand.” These are the number of buyers, the tastes (or desire) of the buyers for the commodity, the income of the buyers, the changes in price of related commodities (substitutes and complements), and expectations of the buyers regarding the future price of the commodity under discussion.


The following will lead to increased demand: more buyers, greater desire for the commodity, higher incomes (assuming a normal good), lower incomes (assuming an inferior good), an increased price of substitutes, a decreased price of complements, and an expectation of higher future prices.  This increased demand will show as a shift of the entire demand curve to the right.


The reverse of all the above will lead to decreased demand and will show as a shift of the entire demand curve to the left.

3-2
(Key Question)  What effect will each of the following have on the demand for product B?

a.
Product B becomes more fashionable.

b.
The price of substitute product C falls.

c.
Income declines and product B is an inferior good.

d.
Consumers anticipate the price of B will be lower in the near future.

e.
The price of complementary product D falls.

f.
Foreign tariff barriers on B are eliminated.

Demand increases in (a), (c), (e), and (f); decreases in (b) and (d).

3-3
Explain the following news dispatch from Hull, England: “The fish market here slumped today to what local commentators called a ‘disastrous level’—all because of a shortage of potatoes.  The potatoes are one of the main ingredients in a dish that figures on almost every café menu—fish and chips [French fries].”


The shortage of potatoes either meant they were not available in the required quantities at any price (i.e., that the quantity demanded greatly exceeded the quantity supplied at the market price, for that is how a “shortage” is defined) or that there was an exceptional scarcity of potatoes so that their price was far above normal.  In any event, the restaurants could not get enough potatoes at what they considered profitable prices.


Fish and chips are complements.  The sharp increase in the price of potatoes (because of decreased supply) has led to a decreased demand for fish and to a subsequent drop in its price to “a disastrous level.”

3-4
Explain the law of supply.  Why does the supply curve slope upward?  What are the determinants of supply? What happens to the supply curve when each of these determinants changes? Distinguish between a change in supply and a change in the quantity supplied, noting the cause(s) of each.


As prices rise because of increased demand for a commodity, producers find it more and more profitable to increase the quantity they offer for sale; that is, the supply curve will slope upward from left to right.  Clearly, firms would rather sell at a higher price than at a lower price.  Moreover, it is necessary for firms to demand a higher price as they increase production.  This comes about because as they produce more and more, they start to run up against capacity constraints and costs rise.  At any given time, a plant has a given size.  As production increases, the firm will need to add an extra shift and then a third shift, both perhaps at higher wages.  It may run out of warehouse space and have to rent at higher cost from another firm.  It may have to pay extra to get increasingly urgent raw material, and so on.


The fundamental determinant of supply is the price of the commodity.  As price increases, the quantity supplied increases.  An increase in price causes a movement up a given supply curve.  A decrease in price causes a movement down a given supply curve.


The non-price determinants of supply are: resource (input) prices, technology, taxes and subsidies, prices of other related goods, expectations, and the number of sellers.  If one or more of these change, there will be a change in supply and the whole supply curve will shift to the right or the left.


The following will cause an increase in supply: a decrease in resource (input) prices; improved (lower cost) technology; a decrease in business taxes, an increase in subsidies to business; a decrease in the price of another commodity that this firm was making, provided that commodity is a substitute in production (the firm can switch from the now lower priced one to our commodity); an expectation of lower prices in the future; and  an increase in the number of sellers.  The increase in supply caused by the noted change in one or more of the above will cause the entire supply curve to shift to the right.  More will now be supplied at any given price. Alternatively expressed, any given amount will now be supplied at a lower price.


The reverse of any or all the above changes in the determinants of demand will cause a decrease in demand and will be shown as a shift of the supply curve to the left.  Less will now be supplied at any given price.  Alternatively expressed, any given amount will now be supplied at a higher price.

3-5
(Key Question)  What effect will each of the following have on the supply of product B?

a.
A technological advance in the methods of producing B.

b.
A decline in the number of firms in industry B.

c.
An increase in the price of resources required in the production of B.

d.
The expectation that the equilibrium price of B will be lower in the future than it is currently.

e.
A decline in the price of product A, a good whose production requires substantially the same techniques as does the production of B.

f.
The levying of a specific sales tax upon B.

g.
The granting of a 50-cent per unit subsidy for each unit of B produced.

Supply increases in (a), (d), (e), and (g); decreases in (b), (c), and (f).

3-6
“In the corn market, demand often exceeds supply and supply sometimes exceeds demand.” “The price of corn rises and falls in response to changes in supply and demand.” In which of these two statements are the terms “supply” and “demand” used correctly?  Explain.


In the first statement “supply” and “demand” are used incorrectly.  Supply and demand are both schedules or curves that intersect where quantity supplied and quantity demanded are equal.  One cannot talk of curves that intersect as exceeding or not exceeding each other.


Supply and/or demand can change (the entire curves can shift).  Each time this happens, it will create a new intersection of the two curves that will lead to changes in the equilibrium quantity and price of corn.  Thus, the terms “supply” and “demand” are used correctly in the second statement.

3-7
(Key Question)  Suppose the total demand for wheat and the total supply of wheat per month in the Kansas City grain market are as follows:


Thousands

of bushels

demanded
Price

per

bushel
Thousand

of bushels

supplied
Surplus (+)

or

shortage (-)





85

80

75

70

65

60
$3.40

3.70

4.00

4.30

4.60

4.90
72

73

75

77

79

81
_____

_____

_____

_____
_____

_____


a.
What will be the market or equilibrium price? What is the equilibrium quantity?  Using the surplus-shortage column, explain why your answers are correct.

b.
Graph the demand for wheat and the supply of wheat.  Be sure to label the axes of your graph correctly.  Label equilibrium price “P” and the equilibrium quantity “Q.”

c.
Why will $3.40 not be the equilibrium price in this market?  Why not $4.90? “Surpluses drive prices up; shortages drive them down.”  Do you agree?

d.
Now suppose that the government establishes a ceiling price of, say, $3.70 for wheat. Explain carefully the effects of this ceiling price.  Demonstrate your answer graphically.  What might prompt the government to establish a ceiling price?

Data from top to bottom:  -13; -7; 0; +7; +14; and +21.
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(a)
Pe = $4.00; Qe = 75,000.  Equilibrium occurs where there is neither a shortage nor surplus of wheat.  At the immediately lower price of $3.70, there is a shortage of 7,000 bushels.  At the immediately higher price of $4.30, there is a surplus of 7,000 bushels.  (See Graph top of next page.

(b)
Quantity (thousands) of bushels.

(c)
Because at $3.40 there will be a 13,000 bushel shortage which will drive price up.  Because at $4.90 there will be a 21,000 bushel surplus which will drive the price down.  Quotation is incorrect; just the opposite is true.

(d) A $3.70 ceiling causes a persistent shortage.  This product may be a necessity and the government is concerned that some consumers might not being able to afford it.

3-8
(Key Question)  How will each of the following changes in demand and/or supply affect equilibrium price and equilibrium quantity in a competitive market; that is do price and quantity rise, fall, remain unchanged, or are the answers indeterminate, depending on the magnitudes of the shifts in supply and demand? You should rely on a supply and demand diagram to verify answers.

a.
Supply decreases and demand remains constant.

b.
Demand decreases and supply remains constant.

c.
Supply increases and demand is constant.

d.
Demand increases and supply increases.

e.
Demand increases and supply is constant.

f.
Supply increases and demand decreases.

g.
Demand increases and supply decreases.

h.
Demand decreases and supply decreases.

(a)
Price up; quantity down;

(b)
Price down; quantity down;

(c)
Price down; quantity up;

(d) 
Price indeterminate; quantity up;

(e)
Price up; quantity up;

(f)
Price down; quantity indeterminate;

(g)
Price up, quantity indeterminate;

(h)
Price indeterminate and quantity down.

3-9
“Prices are the automatic regulator that tends to keep production and consumption in line with each other.”  Explain.


When demand increases, prices rise.  This induces producers to increase the quantity supplied as they move up their supply curves toward the new (higher) equilibrium point.  The same happens in reverse when demand decreases.


When supply increases, prices drop.  This induces buyers to increase the quantity demanded as they move down their demand curves toward the new (lower) equilibrium point.  The same happens in reverse when supply decreases.


In each case, it is the change in price caused by the change in demand or supply that brings about the change in quantity supplied (in the case of a change in demand) and a change in quantity demanded (in the case of a change in supply).  Thus, price is the automatic regulator that keeps production and consumption in line with each other.

3-10
Explain:  “Even though parking meters may yield little or no net revenue, they should nevertheless be retained because of the rationing function they perform.”


Even parking meters that charge, say, 25 cents an hour do perform a useful parking-spot-rationing function: When the hour is up, the car owner must either move the car or rush out to feed the meter to avoid getting a ticket.  In this case it is not money or ration coupons that ration the parking space but the timing device on the meter.

3-11
Use two market diagrams to explain how an increase in state subsidies to public colleges might affect tuition and enrollments in both public and private colleges.


The state subsidies to public colleges shift the supply curve of the public colleges to the right, thus reducing tuition and increasing enrollments in these institutions.  The decreased cost of public college education leads to some substitution away from the private colleges, where the enrollment demand curve shifts to the left.  The final result is a lower cost of tuition in both public and private colleges.  (See Figure 3-6c.)

3-12
Critically evaluate:  “In comparing the two equilibrium positions in Figure 3-6a, I note that a larger amount is actually purchased at a higher price.  This refutes the law of demand.”


The key point here is that the second equilibrium occurs after demand has increased, that is demand has shifted because of a change in determinants, which has caused buyers to want more at every price compared to the original D1 demand curve and schedule.  Each equilibrium price refers to a different demand situation.  Therefore, the fact that more is purchased at a higher price when demand increases does not refute the law of demand.  Note that on the second demand curve and schedule, more would still be purchased at a lower price.

3-13
Suppose you go to a recycling center and are paid 25 cents per pound for your aluminum cans.  However, the recycler charges you $.20 per bundle to accept your old newspapers.  Use demand and supply diagrams to portray both markets.  Can you explain how different government policies with respect to the recycling of aluminum and paper might account for these different market outcomes?


The equilibrium price of aluminum cans is not only higher than that for newspapers, but the price of newspapers is actually negative, meaning that the demand is very low relative to the supply.  The demand is so low that the equilibrium quantity is at a negative price and consumers pay to have the papers “purchased.”  Diagrams (a) and (b) illustrate the two situations.  (One might even suggest that there is a current abundance of old newspapers, and the demand is for environmental quality rather than for old newspapers.  However, this complicating idea will probably confuse students and is probably not worth mentioning unless a student raises the issue.) 


Various government policies could cause these different market outcomes.  For example, requiring the use of recycled aluminum in can production could raise its demand; requiring refundable deposits on cans at the time of purchase could give them a value not given to newspapers; giving tax breaks for the use of recycled aluminum and not for recycled newspapers would also encourage demand for aluminum and not for newspapers.

3-14
Advanced analysis:  Assume that the demand for a commodity is represented by the equation P = 10 ‑ .2Qd and supply by the equation P = 2 + .2Qs, where Qd and Qs are quantity demanded and quantity supplied, respectively, and P is price.  Using the equilibrium condition Qs = Qd, solve the equations to determine equilibrium price.  Now determine equilibrium quantity.  Graph the two equations to substantiate your answers.
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3-15
(Last Word)  Discuss the economic aspects of ticket scalping, specifying the gainers and losers.


Ticket scalping occurs in situations in which the original ticket price is set below the equilibrium price.  This means that holders of tickets can find buyers who are willing to pay a higher price than that printed on the ticket.  Basically, there is a shortage or the quantity demanded exceeds the quantity supplied at the original price.  Some ticket holders are willing to part with their tickets by selling them at a higher price than the price they paid, and some buyers are willing to pay this higher price.  In other words, both the buyers and sellers voluntarily enter into the “scalping” transaction because both expect to benefit.  The buyers value the tickets more than the money, and the sellers value the money more than the tickets.  The only losers in this case would be the sponsors of the event, who could have charged higher prices for the tickets originally.  However, they don’t lose because of the scalping, but because they originally priced the tickets below equilibrium.
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