Market Model: Demand and Supply

Market: where buyers and sellers meet to exchange goods
A)
Demand Side


· Demand (Curve): shows how much buyers are _________ & __________ to buy at various prices.

· refers to the entire demand curve

· shows the ________ relationship between price and quantity demanded

· Quantity Demanded: refers to how much buyers are willing and able to buy at a particular price.

· refers to a single point on a particular demand curve

1.
Demand Shifters

a)


b)


c)


d)


e)


B)
Supply Side


· Supply (Curve): shows how much sellers are _________ & __________ to sell at various prices.

· refers to the entire supply curve

· shows the ________ relationship between price and quantity supplied

· Quantity Supplied: refers to how much sellers are willing and able to sell at a particular price.

· refers to a single point on a particular supply curve

1.
Supply Shifters

a)


b)


c)


d)


e)


C)
Market Equilibrium

	Price

Quantity

Demanded

Quantity

Supplied

$5

100

30

$10

80

45

$15

60

60

$20

40

75

$25

20

90
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· Equilibrium: at P*: Qd = Qs ( the market “clears”

· the equilibrium price above is P = _______ where Qd = Qs = _______.

· Disequilibrium

1.
Shortage

	
	Qd =
	

	at P = $10
	
	shortage =    

	
	Qs =
	


· pressure on price to ________.

2.
Surplus

	
	Qd =
	

	at P = $20
	
	surplus =    

	
	Qs =
	


( pressure on price to ________.

D)
Using the S&D Model

· Each of the following examples involves the market for Sport Utility Vehicles (SUVs).

	
$

Event: Price of gasoline rises

Causes shift in __________ curve:

Effect on Price:                

Effect on Quantity:


	$

Event: Consumer incomes increase

Causes shift in __________ curve:

Effect on Price:                

Effect on Quantity:

	
$

Event: Price of steel falls

Causes shift in __________ curve:

Effect on Price:                

Effect on Quantity:

	$

Event: Several firms discontinue SUV production

Causes shift in __________ curve:

Effect on Price:                

Effect on Quantity:

	
$

Event: Price of minivans decreases

Causes shift in __________ curve:

Effect on Price:               

 Effect on Quantity:

	$

Event: Price of fiberglass rises

Causes shift in __________ curve:

Effect on Price:                

Effect on Quantity:


	
$

Event 1: New and improved production process introduced:

Causes shift in ________ curve:  P:          Q:

Event 2: Decrease in consumer income:

Causes shift in ________ curve:  P:          Q:

                              Net Effect:  P:          Q:   


	$

Event 1: Consumers expect the price of SUVs to fall:

Causes shift in ________ curve:  P:          Q:

Event 2: Government imposes tougher pollution laws on auto manufacturers:

Causes shift in ________ curve:  P:          Q:

                              Net Effect:  P:          Q:



	
$

Event 1: U.S. Government reduces trade barriers on foreign SUV producers:

Causes shift in ________ curve:  P:          Q:

Event 2: Advertising campaign promotes camping and other active lifestyles:

Causes shift in ________ curve:  P:          Q:

                              Net Effect:  P:          Q:   


	$

Event 1: Price of speed boats decreases:

Causes shift in ________ curve:  P:          Q:

Event 2: Wages of auto workers increases:

Causes shift in ________ curve:  P:          Q:

                              Net Effect:  P:          Q:


Market Efficiency

1.
Invisible Hand Theorem:

2.
Social Welfare has two parts:

a)
Consumer Surplus:


· The higher the price, the _________

the CS

b)
Producer Surplus:

· The higher the price, the _________

the PS

Example: Vlad the Impaler

Inefficiency due to too much and too little: Deadweight Loss

	
Too little is traded: Q1 < Q0

	Too much is traded: Q2 > Q0


Government Intervention

· Why does government intervene?

· How does government intervene?

· Price Controls

· Quantity Controls

· Process Controls (Regulation)

A)
Price Controls

1.
Price Ceilings: legal maximum price placed _____________ the equilibrium price

Example: Rent Control


Government sets rent controlled price at    P   <   P

What type of disequilibrium occurs at  P ? 

What happens to the actual number of apartments that are available for rent compared to the free market number of apartments?

Note: Non-Price Rationing Responses to a Shortage

1.

2.


3.


4.


2.
Price Floors: legal minimum price placed _____________ the equilibrium price

Example: Minimum wage law 


Government sets minimum wage at    W   <   W

What type of disequilibrium occurs at  W ? 

What happens to the actual number of worker hours that firms are willing to hire compared to the free market number of worker hours?

Note: How can employers offset the impact of the higher wage law?

1.

2.


3.


4.


3.
Sales Taxes

Example: Cigarette Taxes


[image: image2.wmf]Cigarettes

Price


Suppose government imposes a tax of $1 per pack on sellers.

What will happen to equilibrium price and quantity?

Who bears the burden of the tax?

How much tax revenue is generated?

B)
Quantity Controls

1.
Quotas

2.
Prohibition

· What goods are services are illegal to trade?

· Why prohibit trade in certain goods and services?

Example: Re-legalizing Drugs?


What would happen to the equilibrium price and quantity of marijuana if it were legal again?

Note: What is the drug problem in our society?  Why have a "war on drugs"?

Problems due to intrinsic use of drug:

Problems due to black market effects:
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