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/ Supply and Demand

A bit of economics will help us understand what is going on aficial
markets. Especially the spot markets.

Example: understand the price of oil, the price of eledtici

7.1 Market fundamentals

For a given good, some individuals are demanding it and saome a
offering it.
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7.1.1 Demand: Qvs. P

« Demand function“(P)
* The quantity demande@ of a good is a function of its price.

o Usually, the higher the price, the lower the quantity dedszh
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7.1.2 Supply: Qvs. P

« Supply function:Q*(P)
* The quantity offered) of a good is a function of its pricé.

« Usually, the higher the price, the higher the quantity dedesl
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7.2 Function of several variables

7.2.1 Demand

* The quantity demanded may depend on variables (denotéd) by
other than the price.

* QP X)

« Example: my demand for electricity) is a function of my income
(X). For a given price, the higher my income, the higher is my
demand for electricity.
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7.2.2 Supply

* The quantity offered may depend on variables (denoted bgther
than the price.

* Q*(PY)

o Example: the amount of electricity Progress Energy isimglto
produce () is a function of the price of natural ga¥). For a given
price of electricity, the higher the price of natural gag bwer the
guantity of electricity they are willing to produce.
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7.2.3 Shift versus movements along

* If the price change, there is a change in the quantity desthondthe
guantity supplied. The demand function does not change stipply
function does not change.
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 If my income change, then my demand function shift. If thiegof
natural gas change, then Progress Energy’s supply funshidi
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7.3 Market equilibrium
7.3.1 Meaning

» An equilibrium is defined by a price and a quanti#y, Q).

o The market will be in equilibrium if for the pricé the quantity
demanded is equal to the quantity offeréf(P) = Q*(P)].

« We usually assume there are many consumers and many preduce
(no one can unilaterally fix a price or a quantity).
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« Denote the equilibrium byP~*, Q*).
— If P < P*,thenQ%(P) > Q* > Q*(P).
— If P> P*, thenQ%(P) < Q* < Q*(P).

Denis Pelletier, North Carolina State University CompitedSeptember 25, 2006 at 20:38



ECG590I Asset Pricing. Lecture 7: Supply and Demand 12

7.3.2 Simple dynamic

« Impact of a shift of the demand function (changeXihor supply
function (change irY").

* For example, suppose we are in equilibrium, what would leapp
the price of natural gas goes up?
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7.4 Why did the price of oil went from $20 to $70?

e |It's “easy” to know if the price will go from $20 to $21 or $70
following a “shock”, once you know the demand and supply.
« For example, consider the demand and supply for gasoline:

— The slope of the demand function is usually considered small
Drivers change very little their behavior when the pricerupa

— If there is an adverse shock to the supply function, the
equilibrium quantity will not decrease much but the equilim
price will increase a lot.

« Economists like to use the term “elasticity” instead ofpso

 Elasticity: the percent change in quantity offered/dedeshwhen the
price goes up by 1%.
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