Chapter 4

Supply and Demand: An Introduction

Chapter Outline

I.  Introduction/Overview


A.  Markets in New York


B.  Central Planning Versus the Market




1.  central decision-making




2.  free market (capitalist), private market decision-making

II.  Markets and Prices


A.  Definition of market


B.  What determines prices?




1.  historical misunderstandings




2.  interaction of costs and value


C.  Supply




1. supply curve





a.  price covers opportunity cost





b.  upward sloping


D.  Demand




1.  demand curve





a.  downward sloping





b.  substitutes and affordability


E.  Market Equilibrium




1.  general principle




2.  in markets





a.  equilibrium price





b.  equilibrium quantity




3.  surpluses




4.  shortages




5.  gravitation toward equilibrium




6.  rent control example




7.  price ceilings

III.  Markets and Social Welfare


A.  Total economic surplus


B.  Equilibrium and economic surplus


C.  The No-Unexploited-Opportunities Principle (also known as the No-Cash-On-The-Table Principle)


D.  Socially optimal output




1.  marginal cost = marginal benefit




2.  costs that fall on other than sellers




3.  benefits that fall on other than buyers




4.  the market is not always socially optimal





a.  The Smart-For-One-is-Sometimes-Dumb-for-All Principle

IV.  Predicting and Explaining Changes in Prices and Quantities


A.  Change in quantity demanded versus change in demand


B.  Change in quantity supplied versus change in supply


C.  Shifts in the Supply Curve




1.  examples





a. increase in the price of an input





b.  decrease in wages




2.  Economic Naturalist 4.1: “Why do Ph.D. dissertations and book 



     manuscripts go through so many more revisions today than in the 



     1900’s?”


D.  Shifts in Demand Curve




1.  examples





a. decrease in the price of a complement





b. changes in the price of substitutes

2.  Economic Naturalist 4.2: “When the federal government implements a large pay increase for government employees, why do rents for apartments located near Washington metro stations go up relative to rents for apartments located far away from metro stations?”


E.  Four simple rules




1. factors that change supply




2. factors that change demand




3. changes in both supply and demand

4. Economic Naturalist 4.3: “Why do the prices of some goods, like airplane tickets to Europe, go up during the months of heaviest consumption, while others, like sweet corn, go down?” 

1
67

