
Advanced Placement Economics Lesson 25
Handout 38

Advanced Placement Economics Lesson 25 Handout 38 serves as a pivotal resource for
students navigating the complexities of economic principles and their applications in real-world
scenarios. This lesson, integral to the Advanced Placement (AP) Economics curriculum, delves into
various economic concepts that are essential for students preparing for the AP exams. Lesson 25
focuses on the nuances of supply and demand, market equilibrium, price controls, and the broader
implications of these concepts in economic policy. This article will explore these themes in depth,
providing students with a comprehensive understanding of the material covered in Handout 38.

Understanding Supply and Demand

Supply and demand are foundational concepts in economics, serving as the backbone of market
dynamics. Understanding these two forces is crucial for analyzing how markets operate and how
they respond to various external factors.



The Law of Demand

The law of demand states that, all else being equal, as the price of a good decreases, the quantity
demanded increases, and vice versa. This relationship can be illustrated through a demand curve,
which typically slopes downward from left to right. Factors affecting demand include:

- Price of the Good: Lower prices generally lead to higher demand.
- Consumer Income: As income increases, the demand for normal goods typically increases.
- Substitute Goods: The availability of substitutes can affect consumer choices and demand.
- Complementary Goods: Demand for a good can increase if the price of a complementary good
decreases.

The Law of Supply

Conversely, the law of supply states that, all else being equal, as the price of a good increases, the
quantity supplied also increases. The supply curve usually slopes upward from left to right. Key
factors influencing supply include:

- Production Costs: Higher costs can decrease supply, while lower costs can increase it.
- Technology: Advances in technology can lead to increased efficiency and higher supply.
- Number of Suppliers: More suppliers in the market can increase overall supply.
- Expectations for Future Prices: If suppliers expect higher future prices, they may reduce current
supply to sell more later.

Market Equilibrium

Market equilibrium occurs at the price where the quantity demanded equals the quantity supplied.
This point is critical as it reflects a state of balance in the market.

Finding Equilibrium Price and Quantity

To determine the equilibrium price and quantity, one must analyze both the demand and supply
curves:

1. Identify the Demand Curve: Plot the demand curve based on consumer preferences, income, and
prices of related goods.
2. Identify the Supply Curve: Plot the supply curve based on production costs, technology, and the
number of suppliers.
3. Locate the Intersection: The point where the two curves intersect indicates the equilibrium price
and quantity.



Shifts in Demand and Supply

Market equilibrium is not static; it can change due to shifts in either the demand or supply curves.

- Demand Shifts: A rightward shift in the demand curve indicates an increase in demand, leading to
higher equilibrium prices and quantities. Conversely, a leftward shift results in lower equilibrium
prices and quantities.
- Supply Shifts: A rightward shift in the supply curve indicates an increase in supply, leading to
lower equilibrium prices and higher quantities. A leftward shift decreases supply, raising prices and
lowering quantities.

Price Controls

Price controls are government-imposed limits on the prices that can be charged for goods and
services. These controls can lead to market distortions, resulting in shortages or surpluses.

Price Ceilings

A price ceiling is a maximum price set by the government. While it aims to make goods more
affordable, it can lead to unintended consequences:

- Shortages: When the price is set below the equilibrium price, demand exceeds supply, resulting in
shortages.
- Black Markets: To circumvent price ceilings, black markets may emerge where goods are sold at
higher prices.

Price Floors

A price floor is a minimum price set by the government, often seen in agricultural markets. It can
also lead to significant market distortions:

- Surpluses: When the price floor is above the equilibrium price, supply exceeds demand, leading to
surpluses.
- Inefficiencies: Resources may be misallocated as producers continue to supply goods that
consumers do not want at the higher price.

The Role of Elasticity

Elasticity measures how responsive consumers and producers are to changes in price. It plays a
crucial role in understanding how supply and demand interact.



Price Elasticity of Demand

Price elasticity of demand (PED) quantifies the responsiveness of quantity demanded to a change in
price. It is calculated as:

\[ \text{PED} = \frac{\text{Percentage Change in Quantity Demanded}}{\text{Percentage Change
in Price}} \]

- Elastic Demand: A PED greater than 1 indicates that demand is elastic, meaning consumers are
highly responsive to price changes.
- Inelastic Demand: A PED less than 1 indicates inelastic demand, where consumers are less
responsive to price changes.
- Unitary Elasticity: A PED of exactly 1 indicates that the percentage change in quantity demanded is
equal to the percentage change in price.

Price Elasticity of Supply

Similar to demand, price elasticity of supply (PES) measures how the quantity supplied responds to
price changes. It is calculated using a similar formula:

\[ \text{PES} = \frac{\text{Percentage Change in Quantity Supplied}}{\text{Percentage Change in
Price}} \]

Understanding the elasticity of supply is vital for predicting how suppliers will react to changes in
market conditions.

Applications of Economic Principles

The principles of supply and demand, market equilibrium, and elasticity have far-reaching
applications in economic policy and real-world scenarios.

Policy Implications

- Subsidies: Governments may use subsidies to lower production costs, shifting the supply curve
rightward to increase supply.
- Taxes: Conversely, taxes can increase production costs, shifting the supply curve leftward and
potentially leading to higher prices for consumers.
- Minimum Wage Laws: These can act as price floors in the labor market, impacting employment
levels and economic activity.

Global Markets



The concepts of supply and demand extend to international trade:

- Comparative Advantage: Countries specialize in producing goods where they have a lower
opportunity cost, facilitating trade based on supply and demand dynamics.
- Exchange Rates: Fluctuations in currency values can affect the demand for imports and exports,
impacting market equilibrium on a global scale.

Conclusion

Advanced Placement Economics Lesson 25 Handout 38 encapsulates critical economic concepts that
provide students with a well-rounded understanding of supply and demand, market equilibrium,
price controls, and elasticity. Grasping these ideas is essential for students as they prepare for AP
exams and engage with real-world economic issues. As they explore the implications of these
principles, students will be better equipped to analyze economic policies and their effects on
markets and society at large. Understanding these concepts not only enhances academic
performance but also fosters informed citizenship in an increasingly complex economic landscape.

Frequently Asked Questions

What is the main focus of Advanced Placement Economics
Lesson 25?
Lesson 25 primarily focuses on the concepts of market structures, specifically the characteristics
and implications of monopolies and oligopolies.

How does Lesson 25 explain the concept of price
discrimination?
Lesson 25 explains price discrimination as a pricing strategy utilized by monopolists to maximize
profits by charging different prices to different consumers based on their willingness to pay.

What are the key differences between perfect competition and
monopoly as outlined in the lesson?
The key differences include the number of sellers, the type of products offered, price-setting ability,
and the barriers to entry, with monopolies having a single seller and significant barriers, while
perfect competition has many sellers and no barriers.

What is the significance of handout 38 in understanding
market power?
Handout 38 provides graphical representations and numerical examples that illustrate how
monopolies and oligopolies can exert market power, affecting pricing and output levels.



What role do barriers to entry play in market structures
discussed in Lesson 25?
Barriers to entry are crucial in determining the market structure; they prevent new firms from
entering the market, which allows existing firms, particularly monopolies, to maintain higher prices
and market power.

Can you summarize the implications of oligopoly behavior
discussed in the lesson?
The lesson highlights that firms in an oligopoly are interdependent, meaning the actions of one firm
can significantly impact others, leading to behaviors such as collusion and price wars.

How does Lesson 25 address the social welfare implications of
monopolies?
Lesson 25 discusses that monopolies can lead to allocative inefficiency and a reduction in consumer
surplus, resulting in a deadweight loss to society due to reduced output and higher prices compared
to competitive markets.
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