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Supply and Demand 

 
 

Supply and demand is probably the most widely-used economic model.  It is frequently 
applied to particular markets to make predictions about prices and output level, and how 
these variables respond to changes in the economic environment. 
 
 
Demand 
We’ll begin our analysis by focusing on the behavior of consumers on the “demand side” 
of the market.  Quantity demanded (QD) refers to the number of units of a good 
consumers are willing and able to buy over a particular period of time at a particular 
price.  The demand curve shows quantity demanded (QD) at each price, holding all else 
constant (ceteris paribus – “all else constant”).  
 
e.g. Demand for hamburgers 
 
 P($/burger) 

Development of this review sheet was made possible by funding from the US Department of 
Education through South Dakota’s EveryTeacher Teacher Quality Enhancement grant. 

 

 
 
 
 
   $3 
 
 
 
   $1 
 
                D 
 
     250   400    Q(burgers/day) 
 
 
(When the demand curve is shown in tabular form it’s called a demand schedule). 
 
Increases in P lead to decreases in QD, and decreases in P lead to increases in QD.  Note 
that as P changes, QD changes but D does not. 
 
 
Is price the only thing that influences QD?  Obviously not.  Some other factor might cause 
consumers to want to buy more hamburgers, say, even if the price of hamburgers were to 



stay the same.  An increase in demand occurs when QD increases at each and every price 
(demand curve shifts to the right).  Likewise, a decrease in demand would be a decrease 
in QD at each price; the demand curve would shift to the left.  It is important to 
differentiate between a shift of the demand curve (QD changes while P stays constant) 
and a movement along the demand curve (QD changes because P is changing). 
      P 
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There are several factors that might cause such a shift in demand. 
 
1) ↑ number of consumers ⇒ ↑ QD at each P ⇒ ↑ D.   
 
2) ↑ income ⇒ ↑ demand for a  normal good  

⇒ ↓ demand for an inferior good  
 
3) Prices of related goods: 

↑ price of a substitute ⇒ ↑ demand 
 

↓ price of a complement ⇒ ↑ demand 
 
4) Change in consumer tastes and preferences 
 
 
Supply 
Quantity supplied (QS): the number of units of a good seller’s wish to sell over a 
particular period of time at a particular price.  The supply curve shows quantity supplied 
(QS) at each price, holding all else constant. 
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↑ P ⇒ ↑ QS, and ↓ P ⇒ ↓ QS.  Note that QS changes as P changes, but supply does not. 
 
Again, there are factors other than price that influence how much producers want to sell.  
Anything that causes firms to want to sell more even if the price remains constant 
produces an increase in supply.  An increase in supply is shown by shifting the supply 
curve to the right.  Likewise, a decrease in supply indicates that firms are producing less 
at any given price.   
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What might cause a shift of the supply curve? 
 
1) ↑ number of firms ⇒ ↑ QS at each P ⇒ ↑ S.  ( 
 
2) ↓ price of inputs ⇒ more profitable to produce the good ⇒ ↑ supply (S shifts right) 
 
3) Technological progress (which reduces production costs) usually shifts supply to the 
right. 
 
4) Natural disasters often shift supply to the left. 
 
Rule of thumb about shifts in supply and demand: if the price of the good itself is 
changing, we’re moving along the curve.  If anything else changes, we’re shifting the 
curve.   
 
 
Putting supply and demand together 
When we put S and D curves on the same diagram, we can use this diagram to predict the 
price and quantity sold in an industry: 
 
  P 
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An equilibrium exists when there is no incentive to change.  We will say that P* (the 
price at which QD = QS = Q*) is the equilibrium price, in the sense that at this price, there 
are no market forces moving the market price away from P*.  We will demonstrate that 
P* is the equilibrium price (and Q* the equilibrium quantity) by examining two mutually 
exclusive and exhaustive scenarios: P > P* and P < P*. 
 
Case 1: P > P*.  At P1 > P*, QS > QD ⇒ surplus ⇒ incentive for firms to lower (“bid 
down”) price.  This incentive disappears only when P has fallen to P*, at which point 
there is no force pushing P lower. 
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Case 2: P < P*.  At P1 < P*, QD > QS ⇒ shortage ⇒ incentive for consumers to bid up 
price.  Again, this incentive disappears only when P has risen to P*, at which point there 
is no longer any upward pressure on P. 
 
Note that whenever P ≠ P*, there is some force causing P to move toward P* (the 
equilibrium is “stable”) but if P = P*, there is no incentive for P to change.  Hence, P* is 
our equilibrium price and Q* (where QD = QS) is the equilibrium quantity. 
 
 
Comparative Statics 
The supply and demand model is especially useful for predicting how markets respond to 
changing economic conditions.  To do this, economists use a procedure called 
comparative statics, which has four basic steps: 
 
1. Begin in equilibrium. 
2. Something changes.  (A “shock” to supply and/or demand). 
3.  Find the new equilibrium. 
4. Compare the equilibria in (1) and (3). 
 
e.g.  The market for hamburgers is initially in equilibrium.  Then an economic boom 
causes an increase in consumer incomes (hamburgers are normal) ⇒ ↑D ⇒ ↑P and ↑Q. 
 
e.g.  The market for hamburgers is initially in equilibrium.  Then the price of beef rises 
⇒ ↓S ⇒ ↑P and ↓Q. 
 
e.g.  The market for hamburgers is initially in equilibrium.  Then consumer incomes and 
the price of beef rise simultaneously ⇒ ↑D and ↓S ⇒ ↑P but ΔQ ambiguous. 
 
 
Price Ceilings 
In some cases, the government imposes a maximum legal price that a seller can charge 
for a good or service.  Such a restriction is called a price ceiling, because it represents an 
upper bound on what a seller can charge. 
 
If the government sets a price ceiling above the equilibrium price, the ceiling is non-
binding and has no effect on the market.  On the other hand, a price ceiling set below the 
equilibrium price will produce a persistent shortage. 
 
e.g. Rent Control.  After World War II, many cities enacted price ceilings on apartment 
housing, so that unscrupulous landlords would not gouge returning GIs who had made the 
world safe for democracy.  Most cities repealed these price ceilings shortly thereafter, but 
New York did not, and some apartments in NY are subject to rent control to this day.  
The argument is that by keeping rents low, more housing will be available to the poor.   
 
 



Unfortunately, economic theory tells a different story.  Suppose the city of NY imposes a 
binding price ceiling on apartments. 
 
 
     P($/month) 
               S 
  $1200 
  $1000 
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If the market for apartments were allowed to reach equilibrium, the monthly rent would 
be $1000 per month, and 13 (thousand) apartments would be rented.  The city decides 
that this rent is too high, so it imposes a price ceiling of $600 per month.  The result is a 
shortage of 5 thousand apartments.  There are several important points about this 
shortage. 
 
1) It is permanent.  We’ve already seen that shortages are normally eliminated by rising 
prices.  Here, price cannot rise because the legal price ceiling, so the shortage is here to 
stay. 
 
2) Fewer people are renting apartments. Yes, QD is higher at the lower P, but QS has 
fallen and the short side of the market dominates.  The extra 5000 families who want to 
rent cannot force landlords to rent to them.  Without rent control, 13,000 apartments 
would be rented.  Now only 10,000 are being rented, so some people who were renting 
before have lost their apartment and must therefore be worse off under rent control. 
 
3) Resources are being wasted.  Note that 5000 people are wasting their time searching 
for apartments that aren’t there.  Since their time has an opportunity cost, this is wasteful 
and inefficient on its own. 
 
 
Price Floors 
In some cases, the government imposes a minimum legal price that a seller can charge for 
a good or service.  Such a restriction is called a price floor, because it represents an lower 
bound on what a seller can charge. 
 
A price floor will have no effect on the market if it is below the current equilibrium price.  
However, if the price floor is binding (set above the current equilibrium price), then it 
will result in a persistent surplus. 
 



e.g. Minimum Wage.  The government sets a minimum wage that that covers the vast 
majority of workers.  In many cases, of course, the minimum wage is non-binding (the 
equilibrium wage for computer programmers is far above the minimum wage).  However, 
in some low-paying industries, this wage is binding. 
 
 
 W($/hour)           S 
        surplus 
        $5.15 
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In this context, the surplus indicates unemployment.  Note that the minimum wage has 
actually reduced the number of jobs (and employment) from the equilibrium Q* to QD. 
 
Who gains and who loses from the minimum wage?   
 
Winners: the QD workers who are now employed at a higher wage 
 
Losers: 1) the (Q* – QD) workers who were employed at the equilibrium wage and 

 who are now unemployed. 
 2) the (QS – Q) workers who are wasting their time looking for a job. 

 
 
Excise Taxes 
Sometimes the government imposes an excise tax on good (a tax on the sale of a good or 
service).  Common examples of excise taxes include general sales taxes, as well as 
specific taxes on cigarettes, alcohol, gasoline, etc.   
 
Suppose the government requires cigarette makers to pay a $1 tax on every pack of 
cigarettes sold.  The result would be to shift the supply curve up by exactly $1, since 
firms would have to get exactly a $1 higher price to induce them to produce the same 
amount as before.  The result of this shift in supply is a reduction in quantity.   
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        $2.60 
 
 
             $2 
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            Q (millions of packs / yr) 
         100      125 
 
Notice that when an excise tax is imposed on an industry, a wedge is created between 
what consumers pay for the good and what firms receive.  In this case, the “equilibrium 
price” is what consumers must pay; firms net $1 less.  The result of this tax is that 
smokers pay more for a pack of cigarettes than they did before, and simultaneously firms 
received less than they did before.  Of course, the difference is pocketed by the 
government, which receives the area of the rectangle formed by the consumer price, the 
firm’s price, and the new quantity in revenue. 
 
You should also notice that while cigarette companies may be writing the government a 
check for this tax, firms themselves do not pay the entire tax.  Since the excise tax leads 
to higher prices, consumers end up paying at least some of it.  The incidence of a tax 
refers to who actually, effectively pays the tax.  In the above example, consumers pay 
$0.60 of the tax, while firms only pay $0.40.  The incidence of this tax lies mainly with 
consumers. 
 
(The incidence is not always divided like this.  Sometimes a tax is borne almost entirely 
by firms.  Sometimes, on the other hand, a tax is borne almost entirely by consumers.  
See the review sheet on elasticity for a discussion of this topic).   
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