Supply
Supply is about production and sales. In order to understand it better, imagine that you want to sell drinks on a hot summer day. After having worked hard all morning preparing the drinks, you manage to make a decent profit selling them in the afternoon. You are happy, because the price was high enough for you to make profit!
All producers are profit-maximisers – i.e. they want to make as high a profit as possible. Thus, they will only be willing to sell if the price of a product is high enough to make profits! This is the basic reason why things are produced. In this section, you will also learn why the quantity produced (e.g. how many drinks you will prepare) changes. If you understand supply, you will be almost ready to set up your own business!
The law of supply
While demand has to do with how much consumers buy, supply is concerned with how much firms produce and offer for sale.
 
Important
Supply is defined as the quantity that producers are willing and able to supply at any given price, ceteris paribus.
Think back to the example above where you are preparing and selling drinks. Now, imagine that one of your friends is spending his summer on the beach, saying that he doesn't want to work unless there is potential to make "big money". As it so happens, you realise that the demand for your drinks is so high that you sell out already at 2 p.m. with much of the day still to go. In order to overcome this scarcity and maximise your profits, you raise the price of your drinks from $2 to $3. Now, your friend who has been enjoying his time off becomes interested in working as well, as there is potential for a big profit to be made. Thus, when price increases, we see a simultaneous change in the quantity supplied, illustrated by point Q2 as opposed to Q1 in the diagram below. This example captures the law of supply.
 
Important
The law of supply states that there is a positive relationship between the price of a good or service and the quantity supplied, ceteris paribus.
The supply curve
[image: Movement along supply curve]
The positive relationship between price and quantity supplied gives an upward sloping shape to the supply curve, as opposed to the downward sloping demand curve we have seen before. The curve captures the willingness and ability to sell by producers at each price. We say that a price change from P1 to P2 causes a movement along the supply curve from Q1 to Q2. This is a result of the fact that your friend decides to enter the market when the price of the drinks increase.
Non-price determinants of supply (shifts)
As with demand, different factors also affect the supply curve. Therefore supply may increase or decrease when things other than the price level change. As a result, the curve shifts downwards/rightwards when supply increases and upwards/leftwards when supply decreases.
Let’s go back to the drinks example again. Imagine that you have found out a much better way of preparing your drinks in the morning, allowing you to prepare twice the amount you did previously. This obviously results in an increase in supply, even though the price that consumers are willing to pay has not changed. As a result, we see a shift in the supply curve from S1 to S2.
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Indeed, there are many different examples of things that can cause a shift in the supply curve.
· Changes in the costs of factors of production (land, labour, capital and entrepreneurship): for example, as the price of steel increases, car producers face higher production costs, forcing them to reduce supply – the curve shifts to the left.
· Changes in technology: factoies can take up new technology to improve their productivity – i.e. expand their supply using the same inputs (e.g. raw materials).
· Changes in the price of related goods: if one of the components of car manufacturing (e.g. making car tires) experiences a price increase, then it will be more expensive to make cars overall and the supply will shift leftwards.
· Indirect taxes and subsidies: firms may receive government support if they are of strategic national importance or their lobbies are powerful. This is the case for car manufacturers which, during the recent economic crisis, received generous support from the US government to keep production going. With a subsidy, the supply shifts to the right.
· The number of firms in a market: when car producers go out of business, the overall industry downsizes and supply shifts leftwards.
Movement along and shifts of the supply curve
You will have noticed by now, that there is a crucial difference between a movement along the supply curve and a shift of the supply curve, represented in the two diagrams above. In the first case, a change in price results in a movement along the curve - that is a change in the quantity supplied. For example, as price goes up, the profit opportunities increase, more people will enter the market and the total quantity supplied will increase.
Conversely, non-price factors determine a shift of the curve itself. So if the cost of factors of production decreases (e.g. steel prices go down), we see a shift to the right of the curve and anincrease in the supply of cars.
 
Be Aware
You should be careful to use “quantity supplied” and “supply” because they mean different things! Supply refers to the supply-function, which, in turn, is dependent on the price. Quantity supplied refers to the quantity that producers supply at a specific price.
 
What you should know
· Supply is the willingness and ability to sell at each price.
· When the price changes, we see a movement along the supply curve as the quantity supplied increases/decreases, following the law of supply.
· When other things than price change, e.g. the price of factors of production, we see a shift of the supply curve as supply increases/decreases.
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