
Chapter 2 Summary – Supply and Demand 

 Supply and Demand Curves 

- The basic tool for analyzing market outcomes is supply and demand analysis 

- A market consists of the buyers and sellers of a good or service 

- Markets can have sizes to different extends, as you have flea markets on one side with all buyer and 

sellers in one spot, or the NYSE which is a global stock exchange market 

- The Demand Curve is a simple mathematical relationship that shows us how many goods buyers 

which to purchase at various possible prices 

- The real price of a product is its price relative to the prices of other goods and services 

- The key property of demand curves is that they are downward sloping: the quantity demanded rises 

with a fall in the price of the product 

- The law if demand is an empirical observation that when the price of a product falls, people 

demand larger quantities of it 

- There are generally two reasons for why people demand less at a higher price and vice versa. One is 

that many people switch to a close substitute. The other reason is that people are not able to buy as 

much as before 

- The supply side of a graph tends to be upwards sloping: the quantity supplied rises as the price of 

the produce rises 

- The law of supply is an empirical observation that when the price of a product rises, firms offer 

more of it for sale 

 - There are two reasons for why people supply more at a higher price and vice versa. One is that the 

more goods a producer is trying to produce, the higher his costs tend to be. The other reason is that 

as price rises, more producers will enter the market and try to supply the good 

 Equilibrium Quantity and Price 

-The equilibrium quantity and price of a good is the price-quantity pair at which both buyers and 

sellers are satisfied 

- The equilibrium quantity and price is the point where the supply curve hits the demand curve 

- Excess supply (surplus) is the amount by which quantity supplied exceeds quantity demanded 

- Excess demand (shortage) is the amount by which quantity demanded exceeds quantity supplied 

 Adjustment to Equilibrium 

- At any price other than equilibrium either buyers or sellers will be dissatisfied 

- At prices above equilibrium, sellers won’t sell as much as they want as demand will be lower 

- At prices below equilibrium, sellers will see that demand for the good is higher than what they sell 



- An extraordinary feature of the equilibrating process (the process that drives prices towards 

equilibrium) is that no one consciously plans or directs it 

 Some Welfare Properties of Equilibrium 

 - No reallocation can improve some people’s positions without harming the positions of at least 

some others.  

- if price and quantity take anything other than their equilibrium values, it will always be possible to 

reallocate so as to make at least some people better off without harming others 

- No matter whether price stars out above or below its equilibrium value, a mutually beneficial 

transaction will always be possible 

- Equilibrium price and quantity constitute the best outcome attainable given the initial attributes 

and endowments of buyers and sellers 

 Free Markets and the Poor 

- All markets may be in perfect equilibrium and yet many people may lack sufficient incomes to 

purchase even the bare necessities of life. 

- Efficiency says merely that, given the low incomes of the poor, free exchange enables them to do 

the best they can 

- A more thorough understanding of the workings of the market mechanism would prevent many of 

the most costly consequences of our current approach 

- Many critics of the market system complain that it is unfair to ration goods and services by asking 

how much people are willing to pay for them 

- A price ceiling is a level above which the price of a good is not permitted, by law, to rise 

- The main problem confronting the poor is that they have too little money. Transferring additional 

money to the poor does more to help them than attempting to control the prices of things they buy 

 Price Supports 

- Price floors (price support) are minimum prices for goods, established by law, and supported by 

government’s offer to buy goods at that price 

 The Rationing and Allocative Functions of Prices 

- Prices ration existing supplies of goods 

- Scarcity is the universal feature of economic life 

- The Rationing function of prices is the process whereby price directs existing supplies of a product 

to the users who value it the most highly 

- Prices act like signals to direct productive resources among the different sectors of the economy 



- The Allocative function of prices is the process whereby price acts like a signal that guides 

resources away from the production of good whose prices lie below cost toward the production of 

goods whose prices exceed costs 

 Determinants of Supply and Demand 

- Supply and demand analysis is not only useful for normative insights it offers into questions of 

public policy but also for a rich variety of descriptive purposes 

- Supply and demand predict how equilibrium prices and quantities will respond to changes in market 

forces 

- As supply and demand are both curves which intersect, any change in either of them will also shift 

equilibrium 

Determinants of Demand:  

1) Income:  

- For most goods, the quantity demanded at any price rises with income (normal goods) 

- Inferior goods are the exception 

2) Tastes:  

- Tastes vary across people over time 

3) Prices of Substitutes and Complements: 

- Complementary goods are those where an increase in the price of one leads to a decrease in 

the demand for the other 

- Substitutes are goods where an increase in the price of one leads to an increase in the 

demand for the other 

4) Expectations: 

- Expectations about future income and price levels affects peoples purchase decisions 

5) Population: 

- The number of people who buy a product grows as the number of potential buyers grows 

Determinants of Supply:  

1) Technology: 

- The amount suppliers are willing to offer at any price depends primarily on their costs of 

production 



2) Factor Prices: 

- A supplier’s cost depend on payments he must make to his factors of production: land, 

labour, capital and so on 

3) The Number of Suppliers: 

- The more firms that can supply a good, the greater will be the quantity supplied of it at any 

given price 

4) Expectations: 

- Suppliers take expected changes in prices into account in their current production decisions 

5) Weather: 

- For some products like agricultural ones, nature has significant effects on the supply 

schedule 

- In years of drought, the supply schedule for many foodstuffs shifts to the left 

Changes in Demand versus Changes in the Quantity Demanded: 

- Change in demand refers to a shift in the entire demand curve 

-Change in quantity demanded refers to a movement along the demand curve and therefore a 

change in supply 

**and vice versa** 

Predicting and Explaining Changes in Price ant Quantity 

To predict or explain changes in equilibrium price and quantity, we must predict shifts in the relevant 

demand and supply schedules: 

 - An increase/decrease in demand will lead to an increase/decrease in both equilibrium price 

and quantity 

 - An increase/decrease in supply will lead to a decrease/increase in the equilibrium price and 

an increase/decrease in the equilibrium quantity  

 The Algebra of Supply and Demand 

- It is usually more convenient to calculate equilibrium prices and quantities algebraically. 

 Example: 

                              

 We know that Qs = Qd, therefore we denote the common value as Q*. Therefore: 

2 + 3Q* = 10 –Q*, which gives Q* = 2 and therefore P* = 8 


