Fact Sheet (6)

What makes a market?
Markets come in many different types and arise when buyers meet with sellers. Some markets are in a specific place, such as one in your local town or city, whilst others do not have a visible meeting place. Whatever type of market you look at they will meet in some way to exchange something for an agreed price. It is assumed that both parties gain from the transaction. The more sellers in a market the more competition exits within that market. Competition normally means that consumers or buyers will get better value for their money. In reverse a few sellers normally means less opportunity to drive down consumer prices.

Few of us are self-sufficient and so we have to enter markets in order to buy our needs. Each of us is becoming more specialised and so we need to consume the outputs of others. Workers sell their labour in order to earn money and then use their earnings to buy the goods and services they need for their daily lives. As our lives change so new markets emerge. An example of this is the demand for pre-school nursery places as the numbers of women returning to work soon after the birth of their child increases. Another example is the increase in homes for the elderly as people live longer and their younger relatives do not have the time to look after them.

By specialising we get better at doing our respective jobs and produce more (hopefully of a higher quality) and this allows living standards to rise.

Having markets that work well brings buyers into contact with sellers and allows exchange to take place. In that way we are supposed to benefit and living standards will increase.

Competition

Most of us find ourselves in competition with others who produce something similar to our output. We are therefore in competition with others. It is normally accepted that through competition so consumers get choice and probably lower prices. Those who make and supply goods will try to sell at a price above what it cost them to make or buy an item. If a supplier or producer can bring a product to market for a price that covers costs and allows for an acceptable profit then a supply will be created. The relationship between price and the quantity supplied is drawn as a supply curve. This is normally upwards sloping, showing that other things being equal more will normally be supplied the higher the market price. When constructing a supply curve we need to remember that they:

· represent an industry or section of an industry/market and not an individual firm.

· are showing a competitive market in which none of the firms has sufficient power to influence prices.

We need to note that beneath a certain price no supplier will be prepared to bring gods to the market. Once a satisfactory price is established some suppliers will emerge. As the price rises so more firms will enter the market. The higher prices are acting like a magnet and attracting more suppliers into the market.

Markets are normally considered to be dynamic and they do not stand still for very long. Costs change over a period of time and this will alter the price of supplying a market. The supply curve will react in one of two ways. This will depend on what has changed. If it is the price of the product that has altered then a MOVEMENT will take place. Whilst if one of the other conditions that affect supply have altered a SHIFT will take place.

A movement in supply

If the price of the good varies, we move along the supply curve. If the price increases and supply increases we call this an expansion. If the price falls and supply slips back then we call this a contraction. Producers are responding to price signals when making their production decisions.

A shift in supply

The supply curve can also shift its position. If it shifts to the right we call this an increase in supply and more will be supplied at each price. A shift to the right is a decrease and means that less will be supplied at each price. Shifts in supply are caused by:

· changes in the costs of production

· changes in production technology

· government taxes and subsidies

· climatic changes

· changes in the prices of substitutes

· the numbers of producers in the market i.e. competition.

What about demand?

We plot demand on a similar diagram to supply though this time the curve slopes down wards from left to right. This shows that the lower the price the more consumers will want to buy.

Once again we measure change in two ways, the movement along the curve and the shift of the curve.

A movement in demand

This takes place when the price of the good changes. A fall in the price of the good causes an expansion in demand, whilst a rise in the price causes a contraction.

A shift in demand

The other factors that can affect demand cause a shift of the curve. An inward shift will cause a decrease in demand, whilst an outward shift will cause an increase in demand. A shift in demand can be caused by:

· a change in the price of a substitute good

· a change in the price of a compliment good

· a change in the income of consumers

· a change in the tastes and preferences of consumers

· changes in interest rates ( the cost of money)

If we combine our demand and supply curves we can establish where they cross. This is called the equilibrium point and shows the price where the greatest numbers of consumers and producers are satisfied. Another name for this price or point is the market-clearing price.

A market in equilibrium

Changes in the market

A market that is capable of quite change is housing. A drop in interest rates can cause more first time buyers to enter the market. They leave rented accommodation and buy their own property. The demand for property therefore increases but in the short term the supply can not react. We therefore have excess demand in the market and prices start to rise. Eventually the increases in prices will cause the demand to fall but in the meantime we have an excess demand. 

The opposite can arise if people can no longer afford to buy houses. This might be the result of interest rates increasing, incomes falling or unemployment rising. We will then face as excess of supply as some of the new houses built to meet the excess demand will no longer be required.

Excess Demand (Diagram)




Excess Supply (Diagram)
  Some questions

1 Define what is meant by the term demand.

2. Outline the main laws of demand.

3. How might the change in the price of a substitute good affect price?

4 In what ways can changes in income levels alter demand patterns?

5. How might an increase in a tax affect price levels?

6. Why might the number of producers in a market influence price?

7 What are the main causes of disequilibrium in a market?

Guide Answers

1. Demand is the quantity of a good or service that households/consumers are able to buy at given price in a given period of time.

2. If the price of a product falls then we expect more to be bought. If the price of a product rises then we expect more to be bought. The law of demand is that there is an inverse relationship between the price of a good and the demand for it. A demand curve shows the relationship between the price of a product and the quantity demanded over a period of time. For normal goods we expect that more goods will be demanded the lower the price. Price is measured on the vertical axis, which we call Y and quantity on the vertical axis, which we call X. The demand curve is normally a straight line. The curve shows how much of an item will be demanded over a given period of time at different prices.

3. Substitutes are competitive goods that could replace the good shown in the demand schedule. Consumers will tend to switch to the cheaper of the two or more substitutes.

4. For normal products more is demanded as income rises and less as income falls. This is how we predict most products will respond to income changes, but some do not. These are known as inferior products. They are cheaper, less quality substitutes. As incomes rise so consumers switch from the cheaper products to the superior alternative. So, an inferior product sees its demand fall as incomes rise.

The exception to these is (a) Giffen goods, which are very inferior goods on which poor people spend a large proportion of their income. As prices fall so the poorer people change from these products to more expense substitutes and (b) ostentatious goods, which see their demand increase as incomes increase eg certain perfumes and designer clothes.

5. Government intervention in a market can influence supply. A tax increases costs and causes the supply curve to shift to the up wards. Less will be supplied after the tax has been introduced. A subsidy is the opposite of a tax and will cause the price to fall. This will cause the supply curve to move down wards depending on the size of the subsidy.

6. The number of producers in a market will affect price levels as competition within the market will have increased. The arrival of new entrants to a market causes the supply to increase and downward pressures on price. To counteract this some markets keep supply limited by quotas or other restriction policies.  More firms in markets usually cause price falls, expands consumer choice and assists the market to be more efficient.

7. When a market is in disequilibrium it means that demand and supply are equal. Without a shift in either demand or supply the market will remain in equilibrium. If an excess of supply arises then the price in the market will fall as producers try to sell off their stocks. As market price falls so we move along the demand curve (an extension of demand) and leftwards along the supply curve. This will allow a new equilibrium to be established. If demand exceeds supply then the price will move upwards. As price rises supply will expand and demand contract and again anew equilibrium will be achieved. At any other price then the equilibrium the market will be in disequilibrium. Changes in the conditions of demand or supply will shift the demand or supply curves. This will cause changes in the equilibrium price and quantity for the market.

Key terms (linked to our glossary and diagram bank, revision room and elsewhere on the site)

Demand and movements and shifts of

The laws of demand

Causes of shifts and movements in BOTH demand and supply

Income and its effect on demand

Equilibrium in markets and how disequilibrium can arise.

The next Fact Sheet will be on: 

How we add value.

