Economics: The Basics, 2e

Study Guide: Chapter 2

Learning Objectives

LO2-1 Describe the key elements of a market.

LO2-2 Explain how the price in a market affects the quantity demanded.

LO2-3 Explain how the price in a market affects the quantity supplied.

LO2-4 Discuss why the number of markets can increase.

Outline

· Prices, Buyers, and Sellers
· Buyers and sellers engage in voluntary trade of goods and services for money.
· The price of a good or service represents the rate at which the buyer will give up money for that good or service.
· Types of Markets
· Local markets

· Local markets are comprised of buyers and sellers who are very close geographically.

·  National markets

· National markets are comprised of buyers and sellers who engage in nationwide transactions.

·  Global Markets

· Global markets are comprised of buyers and sellers who trade on a global scale.
· Market Price

· The market price is the typical price at which a good or service sells.
· Individual Quantity Demanded

· The amount that the buyer is willing to purchase at a given price.

· A Demand Schedule shows the relationship between price and the buyer’s quantity demanded.

· Market Demand Schedule is the sum of the demand schedules of all the individual buyers in a market. 
· Demand Curve

· If we plot the demand schedule (with quantity on the x-axis and price on the y-axis), we get the demand curve.
· The Law of Demand

· In most cases, as price falls, buyers will increase their quantity demanded (as things become cheaper, buyers will want to buy more of it).

· This also implies that the demand curve will tend to be downward-sloping.
· Individual Quantity Supplied

· The amount that the seller is willing to supply at a given price.

· A Supply Schedule shows the relationship between price and the seller’s quantity supplied.

· Market Supply Schedule combines the quantity supplied by all the businesses in the market. 
· Supply Curve

· If we plot the supply schedule (with quantity on the x-axis and price on the y-axis), we get the supply curve.
· The Law of Supply

· As prices increase, sellers will be willing to increase the quantity supplied of a good or service.

· This also implies that the supply curve will tend to be upward-sloping.

Common Myths & Common Problems

· Buyers and sellers don’t change roles.

· This is not necessarily true. 

· When you go to the grocery store, you are a buyer, but when you’re looking for a job you are selling your services. 

· The same holds true for businesses. The grocery store sells you food, but they also have to buy labor, produce, electricity, and water.
· Prices don’t affect how much we want.

· Recall that the Law of Demand states that as price falls, people will want to purchase more. This means that how much we want is tied to the price of the good or service.
· Demand curves must always slope down.

· Though downward-sloping demand curves are the general rule, on very rare occasions we may find an upward-sloping demand curve.
· Goods and services can be free.

· While a good may have zero price, there will always be an opportunity cost attached to it. Recall that an opportunity cost is what you are giving up to consume that good or service; essentially, it is what you could do instead of consuming the good or service. For example, if a friend invites you to lunch when you were planning on studying, the opportunity cost of going to lunch is the lost studying time.
· We allow more than one variable to change at a time.

· When we examine the demand schedules and supply schedules, implicitly we hold all other variables constant except for price. So when we ask how quantity supplied (or quantity demanded) changes when price changes, the only thing changing in the model is price.
Real World Applications from an Economist’s Perspective

In the past few years, people have become increasingly concerned about the price of gasoline. The problem with most of the discussion is that it ignores basic laws of supply and demand.

As you have learned in this chapter, if you change the price of a good, you will change the quantity demanded by buyers and the quantity supplied by sellers. This means that if we lower the price of gasoline, we will be changing the behavior of buyers and sellers. That may not necessarily be a good thing.

If we assume that gasoline is a good that follows the law of demand and the law of supply, we can analyze what will happen to quantity demanded and quantity supplied.

If we lower the price of gasoline, we should see an increase in the quantity demanded by buyers. Thinking about this intuitionally, if the price of gasoline falls, drivers will want to purchase more gasoline. However, if the price of gasoline falls, sellers will be willing to sell less gasoline. The reason for this is that as price falls, quantity demanded will increase and quantity supplied will decrease. As you’ll see in future chapters, this creates what we call a shortage.

Assume Alice is a driver and a purchaser of gasoline and Bob sells gasoline. Below are their demand and supply schedules and their corresponding demand and supply curves. As you can see, when price falls, Alice wants to purchase more gasoline. However, as the price falls, Bob is less willing to supply gasoline.

	Alice’s Demand Schedule
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	Price of Gasoline/Gallon
	Quantity of Gasoline Demanded

	$6.00
	3 Gallons

	$4.00
	6 Gallons

	$2.00
	9 Gallons


	Bob’s Supply Schedule
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	Price of Gasoline/Gallon
	Quantity of Gasoline Supplied

	$8.00
	12 Gallons

	$4.00
	6 Gallons

	$2.00
	3 Gallons


Now it’s Your Turn
Assume Peter enjoys drinking Patriot Pat’s and the following is his demand schedule. Graph Peter’s demand curve.

	Peter’s Demand Schedule
	

	Price
	Bottles of Patriot Pat’s

	$1.00
	8

	$3.00
	5

	$7.00
	2


Practice Quiz

1.     When you are looking for a job:
a. You are a buyer of labor.
b. You are a seller of labor.
c. You are exploited by the labor market.
d. None of the above.

2. The closest geographic market is:
a. The global market.
b. The national market.
c. The local market.
d. All of the above.

3. When you purchase a brand-new car, the price offered to you is:
a. A negotiated price.
b. An advanced purchase discount.
c. A volume discount.
d. An unfair price.

4. Warehouse stores, such as Costco, Sam’s Club, or BJ’s offer:
a. A volume discount.
b. An advance purchase discount.
c. High prices.
d. A negotiated price.

5. Opportunity costs:
a. Are the foregone opportunities of your next best option.
b. Are imaginary.
c. Have no real effect on zero-priced goods.
d. Are the foregone opportunities of your worst option.

6. Supply curves are always straight lines.
a. This is always true.
b. This may not always be true.
c. Supply curves are hyperbolic.
d. Supply curves are wavy.

7. The Law of Demand implies that:
a. Price and quantity are inversely related.
b. Price and quantity are positively related.
c. Demand curves slope down.
d. Both A and C.

8. Ceteris paribus:
a. Means holding everything else constant.
b. Is Latin for “demand schedule.”
c. Is Latin for “the Law of Demand.”
d. Is Latin for “in equilibrium.”
9. The demand curve and supply curve represent:

a. The relationship between people.
b. The relationship between all sellers.
c. The relationship between nations.
d. The relationship between price and quantity in the demand  

 schedule and supply schedule.

10. The opportunity cost of sitting in class is:

a. What you could be doing instead.

b. The tuition you paid for this semester.

c. The tuition you paid divided by the number of hours you are taking.

d. Zero. 

Answer Key

1. B

2. C

3. A

4. A

5. A

6. B

7. D

8. A

9. D

10. A

� EMBED Excel.Sheet.8  ���





� EMBED Excel.Sheet.8  ���











PAGE  

[image: image3.wmf]Alice's Demand Curve

$0.00

$1.00

$2.00

$3.00

$4.00

$5.00

$6.00

$7.00

0

1

2

3

4

5

6

7

8

9

10

Quantity

Price

[image: image4.wmf]Bob's Supply Curve

$0.00

$1.00

$2.00

$3.00

$4.00

$5.00

$6.00

$7.00

$8.00

$9.00

0

2

4

6

8

10

12

14

Quantity

Price

_1252587146.xls

_1152693050.xls

