No Excel Answer workbook
Supply and Demand Initial Solution Answers
1) Set the price so that there is excess demand.

Take a picture of the supply and demand graph and paste it in your Word document.

You may choose any price less than 100 to get an excess demand.

With the price set at 75, the graph looks like this:
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2) Compute the price elasticities of demand and supply at the price from Question 1 by computing the percentage changes from a 1 unit increase in price. 

Show your work.
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75 137.5 76.923

76 137 78.846
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Then the percentage change in P is 1.33%. The percentage changes in Qd and Qs are -0.36% and 2.5%. Then the price elasticity of demand from P=75 to 76 is -0.27 and the price elasticity of supply from P=75 to 76 is 1.88.

Click the 
[image: image3] button to see that elasticity computed via calculus. Your answer will probably be slightly off due to rounding.
3) Explain why the price will change.

From 75, the price will change because there is a shortage (or excess demand) that will force the price up. At P=75, there isn’t enough product to fulfill the buying plans of consumers so consumers bid the price up.
4) Why is the equilibrium quantity an important variable?

Because this is the market’s solution to society’s resource allocation problem. In other words, for Qe = 100, we will draw the inputs needed from society’s finite set of resources to produce 100 units of this particular product.
The market solves society’s resource allocation problem by producing the Qe amounts of every good and service that is allocated via the market. This list of Qe (for every good and service) may or may not be the optimal list of Q for each product.  If it is, we say the market is performing well; if not, we say the market has failed.
Students sometimes answer this question by pointing to the fact that Qe is the value of Q that has no tendency to change. While this is true, it does not go far enough in explaining the importance of Qe. You have to add the fact that Qe is what the market will produce of this product and, thus, it will require a certain amount of L and K from society’s finite mountain of resources. Thus, Qe is the market’s solution to society’s optimization problem about how much to produce of each good and service. Remember also that the market’s answer may or may not be the best answer to the problem.
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