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Demand 
• Law of Demand = all else being equal, as the price of a product increases or decreases, quantity demanded falls or rises (respectively) 
• Inverse/negative relationship between price and quantity demanded (negative slope) 
• ∆Quantity of Demand ≠ ∆Demand 
• Determinants of Changes in Demand 

o Consumer income 
o Price of substitute good 
o Price of complementary good 
o Consumer expectations about future prices 
o Number of consumers in the market 

• Increase in Demand (rightward shift) 
o At all prices, consumer is willing to buy more quantity of the good 
o At all quantities, consumer is willing to pay higher prices for the good 

 
 
 
Supply 
• Law of Supply = all else being equal, as the price of a product increases or decreases, the quantity supplied rises or falls (respectively) 
• Direct/positive relationship between price and quantity supplied (positive slope) 
• ∆Quantity of Supply ≠ ∆Supply 
• Determinants of Changes in Supply 

o Cost of an input 
o Technology and productivity 
o Taxes or subsidies 
o Producer expectations about future prices 
o Price of alternate goods that could be produced 
o Number of producers in the market 

• Increase in Supply (rightward shift) 
o At all prices, producer is willing to supply more quantity of the good 
o At all quantities, producer is willing to accept lower prices for the good due to 

lower marginal costs 
 
 
 
Demand and Supply 
• Equilibrium = the quantity supplied equals the quantity demanded at a given price (price 

expected by consumers = price required by suppliers) 
• Graphically represented by the intersection point of the demand and supply curve 
• Increase in Demand 

o Equilibrium price increases 
o Equilibrium quantity increases 

• Increase in Supply 
o Equilibrium price decreases 
o Equilibrium quantity increases 

• See below for various kinds of disequilibrium  
 
 
 
Price Floor 
• Defined as “a legal minimum price below which the product cannot be sold” (i.e. minimum 

wage in labor market) 
• Price above equilibrium price = permanent surplus (quantity supplied > quantity demanded) 
• Downsides to installation of price floors 

o Inefficient allocation of sales among sellers (those who would be willing to sell the 
good at the lowest price are not always those who manage to sell it) 

o Over‐allocation of resources to the production of good (inefficiently high quality) 
o Encourages illegal economic activities, i.e. black labor 

 
 
 
 
Price Ceiling 
• Defined as “a legal maximum price above which the product cannot be sold” (i.e. rental 

apartments in housing market) 
• Price below equilibrium price = permanent shortage (quantity demanded > quantity 

supplied) 
• Downsides to installation of price floors 

o Inefficient allocation of sales among buyers (those who would be willing to buy 
the good at the highest price are not always those who manage to buy it) 

o Under‐allocation of resources to the production of good (inefficiently low quality) 
o Encourages illegal economic activities, i.e. off‐the‐books rent pay 
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Elasticity 

- Elasticity: measures the sensitivity of a choice to a change in an external factor  

- Price Elasticity of Demand: Ed = (% change in quantity demanded of good X)/ (% change in the pric
e of good X)  

- The greater the ratio, the more sensitive consumers are to a change in the price of good X 

A) Ed >1 (price elastic)  

B) Ed <1 (price inelastic)  

C) Ed=1 (unit elastic)  

- In general, the more vertical a good’s demand curve, the more inelastic the demand for that good  

- Determinants of Elasticity  

A) Number of good substitutes  

B) Proportion of income  

C) Time  

- Income Elasticity of Demand: E1= (% change in Qd good X)/ (% change in Income)  

- If E1>1, the good is normal and income elastic (a luxury)  

- If 1>E1>0, the good is normal but income inelastic (a necessity)  

- If E1 < 0, the good is inferior  

- Cross-Price Elasticity of Demand 

A) Ex,y= (% Change in Qd good X)/ (% change in Price good Y)  

B) A Cross-price elasticity of demand less than zero identifies complementary goods  

C) A Cross-price elasticity of demand greater than zero identifies substitute goods  

- Price Elasticity of Supply: measures the sensitivity of quantity supplied for good X when the price of
 good X changes   

A) Price elasticity of supply formula: Es= (%change in Qs)/ (%change in Price)  

B) The Law of Supply insures that Es is positive  
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Public Goods  

- Market Failure: failure of a market to provide a good/service or to allocate goods/services in a sociall
y optimal manner  

- Public goods: goods that are both nonrival and nonexcludable  

A) One person’s consumption doesn’t prevent another from consuming the good  

- Positive Externality: Exists when the production of a good creates utility (the spillover benefits) for t
hird parties not directly involved in the consumption or production of the good  

 
- Negative externality: exists when the production of a good imposes disutility (the spillover costs) up

on third parties not directly involved in the consumption or production of the good  

 
 

 


