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Certificate in Physical Commodity Markets

Supply and Demand Fundamentals

Supply and Demand Fundamentals are crucial concepts in the Certificate in Physical Commodity Markets.
Understanding these fundamentals is essential to analyze and predict market trends, price movements, and
make informed trading decisions. This explanation will cover key terms and vocabulary related to supply
and demand fundamentals.

Supply refers to the total amount of a particular commodity available for consumption or sale in a given
market. It is influenced by several factors, including production costs, technology, weather conditions, and
government policies. The supply curve represents the relationship between the price of a commodity and
the quantity supplied. Generally, an increase in price leads to an increase in supply, and a decrease in price
leads to a decrease in supply.

Demand refers to the total quantity of a particular commodity that consumers are willing and able to buy at
various price levels in a given market. It is influenced by factors such as consumer income, tastes and
preferences, prices of related goods, and expectations about future price movements. The demand curve
represents the relationship between the price of a commodity and the quantity demanded. Generally, an
increase in price leads to a decrease in demand, and a decrease in price leads to an increase in demand.

The equilibrium price is the price at which the quantity supplied equals the quantity demanded. At this
price, there is no surplus or shortage of the commodity in the market. The equilibrium quantity is the
quantity of the commodity that is bought and sold at the equilibrium price.

A surplus occurs when the quantity supplied exceeds the quantity demanded at the current price. In this
situation, there is downward pressure on prices, leading to a decrease in price until the surplus is eliminated.
A shortage occurs when the quantity demanded exceeds the quantity supplied at the current price. In this
situation, there is upward pressure on prices, leading to an increase in price until the shortage is eliminated.

Elasticity refers to the responsiveness of quantity demanded or supplied to changes in price, income, or
other factors. The price elasticity of demand measures the percentage change in quantity demanded in
response to a 1% change in price. If the price elasticity of demand is greater than 1, demand is considered
elastic, meaning that a small change in price will lead to a larger percentage change in quantity demanded.
If the price elasticity of demand is less than 1, demand is considered inelastic, meaning that a small change
in price will lead to a smaller percentage change in quantity demanded.

The income elasticity of demand measures the percentage change in quantity demanded in response to a
1% change in consumer income. If the income elasticity of demand is positive, the commodity is a normal
good, meaning that an increase in income leads to an increase in demand. If the income elasticity of
demand is negative, the commodity is an inferior good, meaning that an increase in income leads to a
decrease in demand.
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The cross-price elasticity of demand measures the percentage change in quantity demanded of one
commodity in response to a 1% change in the price of another commodity. If the cross-price elasticity of
demand is positive, the two commodities are substitutes, meaning that an increase in the price of one
commodity leads to an increase in demand for the other commodity. If the cross-price elasticity of demand
is negative, the two commodities are complements, meaning that an increase in the price of one
commodity leads to a decrease in demand for the other commodity.

Production costs refer to the expenses incurred in producing a particular commodity. These costs include
raw materials, labor, overhead, and other expenses. The supply curve can shift in response to changes in
production costs. An increase in production costs will shift the supply curve to the left, leading to a decrease
in supply and an increase in price. A decrease in production costs will shift the supply curve to the right,
leading to an increase in supply and a decrease in price.

Technology can also affect the supply curve. Improvements in technology can lead to a decrease in
production costs and an increase in supply, shifting the supply curve to the right. On the other hand,
technological setbacks can lead to an increase in production costs and a decrease in supply, shifting the
supply curve to the left.

Weather conditions can have a significant impact on the supply of certain commodities, such as agricultural
products. Adverse weather conditions, such as droughts, floods, or hurricanes, can lead to a decrease in
supply and an increase in price. Favorable weather conditions, on the other hand, can lead to an increase in
supply and a decrease in price.

Government policies can also affect the supply and demand of certain commodities. For example, tariffs or
quotas on imported goods can lead to a decrease in supply and an increase in price. Subsidies for domestic
producers, on the other hand, can lead to an increase in supply and a decrease in price.

Challenges in applying supply and demand fundamentals:

1. Predicting future price movements can be challenging due to the numerous factors that can affect supply
and demand.
2. Measuring elasticity can be difficult, as it requires data on price and quantity changes over time.
3. External factors, such as political or economic events, can have a significant impact on supply and
demand, making it difficult to predict price movements.
4. Supply and demand fundamentals may not always explain short-term price movements, which can be
influenced by market sentiment or other factors.

Examples of applying supply and demand fundamentals:

1. A decrease in supply due to adverse weather conditions can lead to an increase in price, benefiting
producers but hurting consumers.
2. An increase in demand due to a growing population can lead to an increase in price, benefiting producers
but hurting consumers.
3. Improvements in technology can lead to a decrease in production costs and an increase in supply,
benefiting consumers but hurting producers.
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4. Government policies, such as tariffs or subsidies, can have a significant impact on the supply and demand
of certain commodities, leading to price movements that benefit some groups but hurt others.

In conclusion, understanding supply and demand fundamentals is essential for anyone involved in physical
commodity markets. By analyzing the relationship between price and quantity supplied and demanded,
market participants can make informed trading decisions, predict price movements, and identify
opportunities for profit. However, applying supply and demand fundamentals can be challenging, as it
requires an understanding of numerous factors that can affect supply and demand, as well as the ability to
measure elasticity and predict future price movements. Despite these challenges, supply and demand
fundamentals remain a crucial tool for anyone involved in physical commodity markets.
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