3rd Economics Test Review
Demand (the desire to own something and the ability to pay for it)
Law of demand- consumes buy more when price decreases and less when price increases.
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	Moving from any two points on the curve is a change in QUANTITY DEMANDED.
Substitution effect

If you are fine with either A or B, then as the price of A increases, your demand for A will decrease and demand for B will increase.

Income effect

Rising prices make us feel poorer. As the price of A decreases, you buy less of A, meanwhile you buy less of other good too.


	
	Price of A increases
	Price of A decreases

	
	Consumption of A
	Consumption of other goods
	Consumption of A
	Consumption of other goods

	Substitution
	↓
	↑
	↑
	↓

	Income
	↓
	↓
	↑
	↑

	Combined
	↓
	?
	↑
	?


Demand schedule- the quantity of a good a person will buy at each different price.

Market demand schedule- the quantity of a good all consumes in a market will buy at each different price.

Shift in DEMAND
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Price of Substitutes – e.g. an increase in price of pork might increase the demand for beef, and vice versa
Price of Complements – e.g. an increase in the price of gas might decrease the demand for SUVs
Personal Income – usually, when personal income goes up, people tend to spend more freely on a range of things *
Taste – e.g. popularity of coffee in China; demand for cigarettes as health effects become known; etc.

Population – important for looking a demand curves across a country or other group of people (“individual” vs. “market” demand curves)

Expectations – if you believe prices are going up, you will probably buy more of something now; if there’s a sale coming, you will buy less and wait

Other – e.g. climate, age structure of population, income distribution, government policies, etc.
Elasticity of Demand- a measure of how consumes react to a change in price
How to calculate elasticity?

Percentage change in quantity demanded / Percent change in price

Elastic describes demand that is very sensitive to a change in price (elasticity > 1).
Inelastic describes demand that is not very sensitive to a change in price (elasticity < 1).
Unitary elastic is when elasticity = 1.
Factors affecting elasticity
Availability of substitutes

If there is little alternative, then if the prices increase you might still buy it.
Relative importance
If you originally spent a great amount on a good, a change in price will make you cut back the demand. If you originally spent a tiny amount on a good, a change in price wouldn’t cause you to change anything.
Necessities versus luxuries
The demand for necessities (drugs) is inelastic. The demand for luxuries (steak) is elastic.
Change over time
Demand is sometimes inelastic in the short term, but becomes elastic overtime.
Total revenue- the total amount of money a firm receives by selling goods or services
	Elastic demand
	Inelastic demand

	price ↓
total revenue ↑
	price ↑
total revenue ↓
	price ↓
total revenue ↓
	price ↑
total revenue ↑


Supply (the willingness and ability of firms to produce a given quantity of a good or service)
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	Moving from any two points on the curve is a change in QUANTITY SUPPLIED.
Profit Maximizing Behavior of Firms 
since firms seek maximize their profit, they will keep producing so long as their marginal cost is less than their marginal benefit
Increasing Marginal Costs of Production

as firms increase production, the cost of each new unit is higher than the cost of the last unit…this is also known as decreasing marginal returns


Shift in SUPPLY
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Input Costs – changes in the cost of land, labor or capital, i.e. higher oil prices, increase in minimum wage, etc. 
Technology – a breakthrough in chip technology might shift the supply curve out; the loss of rights to use of a patent might shift the supply curve in
Price of Alternative Goods – e.g. if the price of broccoli increases, farmers might shift land away from growing lettuce, so the supply of lettuce decreases
Expectations – could be expectations of future demand, expectations of input price changes, or both
Government Intervention – indirect taxes (sales taxes or VAT), producer subsidies, direct regulations, or trade restrictions
Number of Suppliers – distinction between individual producer’ supply curve and the supply curve for a region, country, or the globe
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When supply and demand are equal (i.e. when the supply function and demand function intersect) the economy is said to be at equilibrium.
At this point, the allocation of goods is at its most efficient because the amount of goods being supplied is exactly the same as the amount of goods being demanded.
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Excess Supply 
If the price is set too high, quantity demanded will be less than the quantity supplied. There will be an excess supply.
Excess Demand
When the price is set too low, there will be more quantity demanded than quantity supplied. There will be an excess demand.
Elasticity of supply is just the same concept as elasticity of demand, but based on supply.
Result of Shifts in Supply and Demand

	Demand
	Supply
	Equilibrium Price
	Equilibrium Quantity

	↑
	
	↑
	↑

	↓
	
	↓
	↓

	
	↑
	↓
	↑

	
	↓
	↑
	↓


Prices
Price is an incentive. Law of supply and law of demand describe how people and firms respond to a change in prices. Prices tell whether goods are in short supply or readily available.
Price is a signal. A high price shows that something is in great demand and that firms should produce more. A low price shows that something is overproduced.
Flexibility. When a supply shift or a demand shift changes the equilibrium in a market, price and quantity need to change. Supply stock is a sudden shortage of a good. Rationing is a system of allocating scarce goods and services using criteria other than price.
Black market is a market in which goods are sold illegally.

Market problems

Imperfect competition can affect prices, and higher prices can affect consumer decisions. 
Spoiler costs are costs of production that affect people who have no control over how much a good is produced.
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