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3.3: Putting It Together- Supply and Demand

The demand and supply model emphasizes that prices are not set only by demand or only by supply, but by the interaction between the two. In
1890, the famous economist Alfred Marshall wrote that asking whether supply or demand determined a price was like arguing “whether it is the
upper or the under blade of a pair of scissors that cuts a piece of paper.” The answer is that both blades of the demand and supply scissors are
always involved.

You’ll remember that we started this module by considering changes in global coffee prices. Let’s focus specifically on the drought of 2014 and
see how the drought in Brazil affected supply and demand for coffee.

Now that we understand more about supply and demand, we can answer a few important questions: How does a drought impact supply? What
impact will the quantity supplied have on the equilibrium price?
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Figure 1. Coffee prices between 20017 and 2016. Source: Trading Economics.

In 2014, the coffee regions of Brazil experienced a serious drought. The lack of rain in Brazil’s coffee-growing region delayed the tree-flowering
period, which spans October and November. When the trees don’t flower, they don’t produce coffee. Weather conditions also affect the pollination
of coffee trees that have already flowered: drought makes the blooms very delicate, which can cause them to fall off the tree. In 2014, the

combined impact of these consequences meant a 13 percent drop in production from the previous year, to only 48 million 60-kilogram bags.!
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Figure 2. The change in the millions of bags of coffee production over time.

These are poor natural conditions for coffee growers, and they cause a reduction in the supply. Graphically, such a reduction means a shift to the
left in the supply curve (shown in Figure 3, below), indicating that suppliers are providing less coffee at every price.
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Figure 3. Poor weather conditions results in a leftward shift in the supply
curve.

We can see that this shift in the supply curve will change the quantity supplied and the equilibrium price. At the original price (P;), the decrease in
supply causes a shortage—more people want coffee at that low price than the suppliers are able to provide. This drives up the price to a new
equilibrium level (Py). In short, a leftward shift in the supply curve causes a movement up the demand curve, resulting in a lower equilibrium
quantity (Q2) and a higher equilibrium price (P3).

This impact is clear in an economic model like the graph above, but does it really affect consumers? Absolutely!—during this period, Starbucks
raised its prices by 8 percent, and Folgers raised its prices by 9 percent. Coffee retailers were able to limit some of the impact of the rising coffee
prices by drawing down their stock of green beans that were purchased before the drought and passing on some of the cost on to their customers as
a higher price."”) Some people—call them the coffee addicts—continue to drink coffee and pay the higher price. Others switch to tea or soft drinks.
No government commission is needed to figure out how to adjust coffee prices, which companies will be allowed to process the remaining supply,
which supermarkets in which cities will get how much coffee to sell, or which consumers will ultimately be allowed to drink the brew.
Such adjustments in response to price changes happen all the time in a market economy, often so smoothly and rapidly that we barely notice them.

Think for a moment of all the seasonal foods that are available and inexpensive at certain times of the year, like fresh corn in midsummer, but
more expensive at other times of the year. People alter their diets and restaurants alter their menus in response to these fluctuations in prices
without fuss or fanfare. For both the U.S. economy and the world economy as a whole, markets—that is, demand and supply—are the
primary social mechanism for answering the basic questions about what is produced, how it is produced, and for whom it is produced.

It’s very common to see the impact of drought and other natural factors on supply, equilibrium quantity, and equilibrium price. The following
video provides a brief example in the United States.

| A link to an interactive elements can be found at the bottom of this page.

1. http://www.wallstreetdaily.com/2014/10/21/coffee-prices-brazil-drought/ «
2. http://www.barrons.com/articles/rise-in-coffee-prices-nearing-peak-1444457073 «
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