Economics: The Basics, 2e


Study Guide: Chapter 3

Learning Objectives

LO3-1 Define excess supply and excess demand.

LO3-2 Explain market equilibrium and identify the equilibrium point on a supply–demand diagram.

LO3-3 Describe the impact of supply and demand shifts.

LO3-4 Discuss some causes of market shifts.

LO3-5 Illustrate how changes in income affect the demand curve.

LO3-6 Review the basics of elasticity.

Outline
· Matching Supply and Demand

· Excess Demand takes place when buyers want to purchase more than sellers are willing to sell at the market price.

· Excess Supply takes place when sellers are willing to sell more than buyers are willing to purchase at a given price.

· The Invisible Hand allows markets to reach equilibrium.

· If there is excess supply, there will be downward pressure on prices. By lowering prices, the buyer’s quantity demanded will increase and the seller’s quantity supplied will decrease.

· If there is excess demand, there will be upward pressure on prices. Higher prices reduce the buyer’s quantity demanded and will increase the seller’s quantity supplied.
·  Market Equilibrium

· In equilibrium, buyers and sellers coordinate with each other because quantity demanded equals quantity supplied.

· In equilibrium there will be one price, called the equilibrium price.
· The Basic Supply-Demand Graph

· Price will be on the y-axis and Quantity will be on the x-axis.

· The demand curve will be downward-sloping and the supply curve will be upward-sloping.

· The equilibrium point is where the supply curve and demand curve intersect; the price and quantity reflected at the equilibrium point are the equilibrium price and the equilibrium quantity in the market.
· Market Shifts

	Shift and direction
	How we say it
	Effect on equilibrium price
	Effect on equilibrium quantity

	Demand schedule shifts left
	“Demand decreases”
	-
	-

	Demand schedule shifts right
	“Demand increases”
	+
	+

	Supply schedule shifts left
	“Supply decreases”
	+
	-

	Supply schedule shifts right
	“Supply increases”
	-
	+


· Some Causes of Market Shifts include: Technological Changes, Changes in Financial Markets, Government Action, Changes in Raw Material Prices, Shifts in Taste, and Changes in Income.

· Elasticity (briefly)
	If demand is elastic…
	a supply shift will have a bigger effect on quantity than price.

	If demand is inelastic….
	a supply shift will have a bigger effect on price than quantity.

	If supply is elastic…
	a demand shift will have a bigger effect on quantity than price.

	If supply is inelastic…
	a demand shift will have a bigger effect on price than quantity.


Common Myths & Common Problems

· Because we cannot see how markets coordinate, we need a third party to control markets.

· This is not necessarily the case. While we may be used to seeing centralized action coordinating behavior, the market relies on decentralized action to coordinate behavior.

· Remember that if there is an excess supply, there are incentives for sellers to reduce price. This allows sellers to coordinate with buyers and allows quantity demanded and quantity supplied to approach each other.
· Aren’t finding equilibrium using a graph and finding equilibrium using numbers different? 

· No. Finding the equilibrium point, whether graphically or numerically, is essentially the same process; we are attempting to find a place where quantity demanded equals quantity supplied. In other words, we are attempting to find where supply and demand intersect.

· Think of the supply and demand graph and the supply and demand schedules as languages. Both methods demonstrate where supply and demand intersect. One uses numerical values and the other uses a graphical representation.

[image: image1.jpg]pree | Qi | Gty
2 5 I
4 4 2
EnEnus:
8 2 4
10 I 5

Two Different Ways of Finding the Same Thing





· A change in demand is not the same thing as a change in quantity demanded.
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Real World Applications from an Economist’s Perspective

Today, we see more people purchasing more fuel-efficient vehicles. For those of you concerned about the high price of gasoline, this purchasing trend should bring you some comfort. By using our supply and demand graph, we can see what the effect more fuel-efficient vehicles will have on demand and price of gasoline in the market.

Let us assume that a majority of SUV owners decide to trade in their vehicle and purchase something that gets better gas mileage. What will happen to the demand for gasoline? Given the change in the demand for gasoline, what should we expect to happen to the equilibrium price of gasoline?

If a majority of the drivers change from driving vehicles that get 14 miles per gallon and now drive vehicles that get 35 miles per gallon, they will be purchasing less gasoline for the same amount of miles driven. This means that demand for gasoline will decrease. If demand falls (from D1 to D2), the equilibrium price for gasoline will fall (from P* to P1), holding all other things constant. Graphically, this is represented by the following graph:
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This means that if we see an increase in drivers voluntarily getting rid of their gas guzzler, we will see the demand for gasoline fall, and the equilibrium price for gasoline will fall as well. 

Now it’s Your Turn

1. Given the dramatic increase in gasoline prices, more people are purchasing the Toyota Prius and other hybrid vehicles. Assuming supply for hybrid vehicles does not change, what should we expect to see regarding the price of hybrid vehicles? Please use a supply and demand graph to illustrate your answer.

2. Assume the United States bans the use of artificial fertilizer and pesticides in the agricultural industry. This results in a smaller crop yield for farmers. While some people may be happy that our fruits and vegetables are no longer tainted with artificial chemicals, what will happen to the price of produce if demand does not change? Please use a graph to illustrate your answer.

Practice Quiz

1. Excess demand occurs when

a. Demand is greater than supply.

b. Quantity demanded is greater than quantity supplied.

c. Quantity demanded is less than quantity supplied.

d. Producers are victimizing the public.

2. The Invisible Hand

a. Allows buyers and sellers to coordinate in the market.

b. Was a term originated by Adam Smith.

c. Is a new punk band from Scotland playing on YouTube.

d. Both A and B.

3. In equilibrium

a. Supply equals demand.

b. Quantity demanded equals quantity supplied.

c. Excess demand equals quantity demanded.

d. Both A and B.

4. If more people go to college, assuming supply does not change, what should we expect to see happen to tuition?

a. It should go down because there are more students.

b. It will increase because of an increase in demand.

c. It will increase because of an increase in quantity demanded.

d. It will not change.

5.  If the price of soda falls and people purchase more soda, this is

a. An increase in demand.

b. An increase in supply.

c. An increase in quantity demanded.

d. An increase in quantity supplied.

6. An increase in the prices of raw materials leads to

a. An increase in supply.

b. A decrease in supply.

c. An increase in demand for the finished product.

d. A decrease in demand for the finished product.

7. Which of the following is not an example of a normal good?

a. Gasoline

b. Clothes

c. A yacht

d. Toothpaste

8. Assuming you get a job that pays very well after you graduate from college, which of the following goods will you purchase less of?

a. A normal good.

b. A luxury good.

c. An inferior good.

d. A tasty good.

9. If demand is elastic,

a. A supply shift will have a bigger effect on price than quantity.

b. A supply shift will have a bigger effect on quantity than price.

c. The demand curve will be relatively flat.

d. Both B and C.

10. If there is excess demand in the market then the Invisible Hand will:

a. Create downward pressure on price.

b. Create upward pressure on price.

c. Do nothing.

d. Move the demand curve in circles.

Answer Key
1. B

2. D

3. D

4. B

5. C

6. B

7. C

8. C

9. D

10. B

