60 CHAPTER 3 Demand and Supply

to fall, so the demand for the good decreases today
and increases in the future.

Computer prices are constantly falling, and this
fact poses a dilemma. Will you buy a new computer
now, in time for the start of the school year, or will
you wait until the price has fallen some more? Because
people expect computer prices to keep falling, the cur-
rent demand for computers is less (and the future
demand is greater) than it otherwise would be.

Income Consumers income influences demand.
When income increases, consumers buy more of most
goods; and when income decreases, consumers buy
less of most goods. Although an increase in income
leads to an increase in the demand for most goods, it
does not lead to an increase in the demand for a//
goods. A normal good is one for which demand
increases as income increases. An inferior good is one
for which demand decreases as income increases. As
incomes increase, the demand for air travel (a normal
good) increases and the demand for long-distance bus
trips (an inferior good) decreases.

Expected Future Income and Credit When expected
future income increases or credit becomes easier to
get, demand for the good might increase now. For
example, a salesperson gets the news that she will
receive a big bonus at the end of the year, so she goes
into debt and buys a new car right now, rather than
wait until she receives the bonus.

Population Demand also depends on the size and the
age structure of the population. The larger the popu-
lation, the greater is the demand for all goods and
services; the smaller the population, the smaller is the
demand for all goods and services.

For example, the demand for parking spaces or
movies or just about anything that you can imagine
is much greater in New York City (population 7.5
million) than it is in Boise, Idaho (population
150,000).

Also, the larger the proportion of the population
in a given age group, the greater is the demand for
the goods and services used by that age group.

For example, during the 1990s, a decrease in the
college-age population decreased the demand for col-
lege places. During those same years, the number of
Americans aged 85 years and over increased by more
than 1 million. As a result, the demand for nursing
home services increased.

TABLE 3.1 The Demand for Energy Bars

The Law of Demand

The quantity of energy bars demanded

Decreases if:

u The price of an energy
bar rises

Increases if:

u The price of an energy

bar falls

Changes in Demand

The demand for energy bars

Decreases if:

u The price of a
substitute falls

u The price of a
complement rises

m The expected future
price of an energy bar

falls

® |ncome falls*

m Expected future
income falls or credit
becomes harder to get*

® The population
decreases

Increases if:

u The price of a
substitute rises

u The price of a
complement falls

® The expected future
price of an energy bar
rises

® |ncome rises*

® Expected future
income rises or credit
becomes easier o get*

® The population
increases

*An energy bar is a normal good.

Preferences Demand depends on preferences.
Preferences determine the value that people place on
each good and service. Preferences depend on such
things as the weather, information, and fashion. For
example, greater health and fitness awareness has
shifted preferences in favor of energy bars, so the
demand for energy bars has increased.

Table 3.1 summarizes the influences on demand
and the direction of those influences.

A Change in the Quantity Demanded
Versus a Change in Demand

Changes in the influences on buying plans bring
either a change in the quantity demanded or a
change in demand. Equivalently, they bring either a
movement along the demand curve or a shift of the
demand curve. The distinction between a change in



the quantity demanded and a change in demand is
the same as that between a movement along the
demand curve and a shift of the demand curve.

A point on the demand curve shows the quantity
demanded at a given price, so a movement along
the demand curve shows a change in the quantity
demanded. The entire demand curve shows demand,
so a shift of the demand curve shows a change in
demand. Figure 3.3 illustrates these distinctions.

Movement Along the Demand Curve If the price of
the good changes but no other influence on buying
plans changes, we illustrate the effect as a movement
along the demand curve.

A fall in the price of a good increases the quantity
demanded of it. In Fig. 3.3, we illustrate the effect of
a fall in price as a movement down along the demand
curve Dy.

A rise in the price of a good decreases the quantity
demanded of it. In Fig. 3.3, we illustrate the effect of
a rise in price as a movement up along the demand
curve Dj.

A Shift of the Demand Curve If the price of a good
remains constant but some other influence on buying
plans changes, there is a change in demand for that
good. We illustrate a change in demand as a shift of
the demand curve. For example, if more people work
out at the gym, consumers buy more energy bars
regardless of the price of a bar. That is what a right-
ward shift of the demand curve shows—more energy
bars are demanded at each price.

In Fig. 3.3, there is a change in demand and the
demand curve shifts when any influence on buying
plans changes, other than the price of the good.
Demand increases and the demand curve shifts right-
ward (to the red demand curve D) if the price of a
substitute rises, the price of a complement falls, the
expected future price of the good rises, income
increases (for a normal good), expected future
income or credit increases, or the population
increases. Demand decreases and the demand curve
shifis leftward (to the red demand curve D,) if the
price of a substitute falls, the price of a complement
rises, the expected future price of the good falls,
income decreases (for a normal good), expected
future income or credit decreases, or the population
decreases. (For an inferior good, the effects of
changes in income are in the opposite direction to
those described above.)
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FIGURE 3.3 A Change in the Quantity
Demanded Versus a Change

in Demand
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When the price of the good changes, there is a movement
along the demand curve and a change in the quantity
demanded, shown by the blue arrows on demand curve Dy.
When any other influence on buying plans changes, there
is a shift of the demand curve and a change in demand. An
increase in demand shifts the demand curve rightward (from
Dy to D). A decrease in demand shifts the demand curve
leftward (from Dy to Dy).
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W REVIEWQUIZ

1 Define the quantity demanded of a good or service.

2 What is the law of demand and how do we
illustrate it?

3 What does the demand curve tell us about the
price that consumers are willing to pay?

4 List all the influences on buying plans that
change demand, and for each influence, say
whether it increases or decreases demand.

5 Why does demand not change when the price
of a good changes with no change in the other
influences on buying plans?

You can work these questions in Study
Plan 3.2 and get instant feedback.

myeconlab




62 CHAPTER 3 Demand and Supply

Supply
If a firm supplies a good or service, the firm

1. Has the resources and technology to produce it,
2. Can profit from producing it, and
3. Plans to produce it and sell it.

A supply is more than just having the resources and
the technology to produce something. Resources and
technology are the constraints that limit what is
possible.

Many useful things can be produced, but they are
not produced unless it is profitable to do so. Supply
reflects a decision about which technologically feasi-
ble items to produce.

The quantity supplied of a good or service is the
amount that producers plan to sell during a given
time period at a particular price. The quantity sup-
plied is not necessarily the same amount as the
quantity actually sold. Sometimes the quantity sup-
plied is greater than the quantity demanded, so the
quantity sold is less than the quantity supplied.

Like the quantity demanded, the quantity sup-
plied is measured as an amount per unit of time. For
example, suppose that GM produces 1,000 cars a
day. The quantity of cars supplied by GM can be
expressed as 1,000 a day, 7,000 a week, or 365,000 a
year. Without the time dimension, we cannot tell
whether a particular quantity is large or small.

Many factors influence selling plans, and again
one of them is the price of the good. We look first
at the relationship between the quantity supplied of
a good and its price. Just as we did when we studied
demand, to isolate the relationship between the
quantity supplied of a good and its price, we keep
all other influences on selling plans the same and
ask: How does the quantity supplied of a good
change as its price changes when other things
remain the same?

The law of supply provides the answer.

The Law of Supply
The law of supply states:

Other things remaining the same, the higher the
price of a good, the greater is the quantity supplied;
and the lower the price of a good, the smaller is the
quantity supplied.

Why does a higher price increase the quantity sup-
plied? It is because marginal cost increases. As the
quantity produced of any good increases, the mar-
ginal cost of producing the good increases. (See
Chapter 2, p. 33 to review marginal cost.)

It is never worth producing a good if the price
received for the good does not at least cover the mar-
ginal cost of producing it. When the price of a good
rises, other things remaining the same, producers are
willing to incur a higher marginal cost, so they
increase production. The higher price brings forth an
increase in the quantity supplied.

Let’s now illustrate the law of supply with a supply
curve and a supply schedule.

Supply Curve and Supply Schedule

You are now going to study the second of the two
most used curves in economics: the supply curve.
You're also going to learn about the critical distinc-
tion between supply and quantity supplied.

The term supply refers to the entire relationship
between the price of a good and the quantity sup-
plied of it. Supply is illustrated by the supply curve
and the supply schedule. The term quantity supplied
refers to a point on a supply curve—the quantity
supplied at a particular price.

Figure 3.4 shows the supply curve of energy bars. A
supply curve shows the relationship between the quan-
tity supplied of a good and its price when all other
influences on producers’ planned sales remain the same.
The supply curve is a graph of a supply schedule.

The table in Fig. 3.4 sets out the supply schedule
for energy bars. A supply schedule lists the quantities
supplied at each price when all the other influences on
producers’ planned sales remain the same. For exam-
ple, if the price of an energy bar is 50¢, the quantity
supplied is zero—in row A of the table. If the price of
an energy bar is $1.00, the quantity supplied is 6 mil-
lion energy bars a week—in row B. The other rows of
the table show the quantities supplied at prices of
$1.50, $2.00, and $2.50.

To make a supply curve, we graph the quantity
supplied on the x-axis and the price on the y-axis.
The points on the supply curve labeled A through £
correspond to the rows of the supply schedule. For
example, point A on the graph shows a quantity sup-
plied of zero at a price of 50¢ an energy bar. Point £
shows a quantity supplied of 15 million bars at $2.50
an energy bar.
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FIGURE 3.4 The Supply Curve
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The table shows the supply schedule of energy bars. For
example, at a price of $1.00, 6 million bars a week are
supplied; at a price of $2.50, 15 million bars a week are
supplied. The supply curve shows the relationship between
the quantity supplied and the price, other things remaining
the same. The supply curve slopes upward: As the price of
a good increases, the quantity supplied increases.

A supply curve can be read in two ways. For a given
price, the supply curve tells us the quantity that producers
plan to sell at that price. For example, at a price of $1.50
a bar, producers are planning to sell 10 million bars a
week. For a given quantity, the supply curve tells us the
minimum price at which producers are willing to sell one
more bar. For example, if 15 million bars are produced
each week, the lowest price at which a producer is willing
to sell the 15 millionth bar is $2.50.
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Minimum Supply Price The supply curve can be
interpreted as a minimum-supply-price curve—a
curve that shows the lowest price at which someone is
willing to sell. This lowest price is the marginal cost.

If a small quantity is produced, the lowest price at
which someone is willing to sell one more unit is low.
But as the quantity produced increases, the marginal
cost of each additional unit rises, so the lowest price
at which someone is willing to sell an additional unit
rises along the supply curve.

In Fig. 3.4, if 15 million bars are produced each
week, the lowest price at which someone is willing to
sell the 15 millionth bar is $2.50. But if 10 million
bars are produced each week, someone is willing to

accept $1.50 for the last bar produced.

A Change in Supply

When any factor that influences selling plans other
than the price of the good changes, there is a change
in supply. Six main factors bring changes in supply.
They are changes in

The prices of factors of production
The prices of related goods produced
Expected future prices

The number of suppliers
Technology

The state of nature

Prices of Factors of Production The prices of the fac-
tors of production used to produce a good influence
its supply. To see this influence, think about the sup-
ply curve as a minimum-supply-price curve. If the
price of a factor of production rises, the lowest price
that a producer is willing to accept for that good
rises, so supply decreases. For example, during 2008,
as the price of jet fuel increased, the supply of air
travel decreased. Similarly, a rise in the minimum
wage decreases the supply of hamburgers.

Prices of Related Goods Produced The prices of
related goods that firms produce influence supply. For
example, if the price of energy gel rises, firms switch
production from bars to gel. The supply of energy bars
decreases. Energy bars and energy gel are substitutes in
production—goods that can be produced by using the
same resources. If the price of beef rises, the supply of
cowhide increases. Beef and cowhide are complements in
production—goods that must be produced together.
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Expected Future Prices If the expected future price of
a good rises, the return from selling the good in the
future increases and is higher than it is today. So sup-
ply decreases today and increases in the future.

The Number of Suppliers The larger the number of
firms that produce a good, the greater is the supply of
the good. As new firms enter an industry, the supply
in that industry increases. As firms leave an industry,
the supply in that industry decreases.

Technology The term “technology” is used broadly to
mean the way that factors of production are used to
produce a good. A technology change occurs when a
new method is discovered that lowers the cost of pro-
ducing a good. For example, new methods used in
the factories that produce computer chips have low-
ered the cost and increased the supply of chips.

The State of Nature The state of nature includes all
the natural forces that influence production. It
includes the state of the weather and, more broadly,
the natural environment. Good weather can increase
the supply of many agricultural products and bad
weather can decrease their supply. Extreme natural
events such as earthquakes, tornadoes, and hurricanes
can also influence supply.

Figure 3.5 illustrates an increase in supply. When
supply increases, the supply curve shifts rightward and
the quantity supplied at each price is larger. For exam-
ple, at $1.00 per bar, on the original (blue) supply
curve, the quantity supplied is 6 million bars a week.
On the new (red) supply curve, the quantity supplied
is 15 million bars a week. Look closely at the numbers
in the table in Fig. 3.5 and check that the quantity
supplied is larger at each price.

Table 3.2 summarizes the influences on supply
and the directions of those influences.

A Change in the Quantity Supplied
Versus a Change in Supply

Changes in the influences on selling plans bring
either a change in the quantity supplied or a change
in supply. Equivalently, they bring either a movement
along the supply curve or a shift of the supply curve.

A point on the supply curve shows the quantity
supplied at a given price. A movement along the
supply curve shows a change in the quantity supplied.
The entire supply curve shows supply. A shift of the
supply curve shows a change in supply.
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FIGURE 3.5 An Increase in Supply
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A change in any influence on selling plans other than the

price of the good itself results in a new supply schedule and

a shift of the supply curve. For example, a new, costsaving

technology for producing energy bars changes the supply
of energy bars. At a price of $1.50 a bar, 10 million bars
a week are supplied when producers use the old technology
(row C of the table) and 20 million energy bars a week are
supplied when producers use the new technology (row C').

An advance in fechnology increases the supply of energy
bars. The supply curve shifts rightward, as shown by the
shift arrow and the resulting red curve.
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