OMICS (9708)

CHAE’TER 2

D@mar‘ld Supply and Equilibrium

Topics

Topic 1: Demand

Topic 2: Supply

Topic 3: Market Equilibrium

Topic 4: Consumer and Producer Surplus




o Y 2B - _

e ——

n P ds
TOPIC 1: DEMAND . N 4rs.to B goo
Definition Demand: It is regarded as the v yness and ability of consum = bility” :
and services at given prices over a certainperiod of time. The willingness anc
hiehlight offective demand and separate it from a want or desirc.

ght

) . ices

1. Law of Demand ded falls as price

-ion: If other things do not change i.c. ceteris paribus, quantity dema : p
Definition g g P rc]atlonShlp with

Hses and vice versa. This marks that demand has an 1nverse (i.e. negative
price. ; po??

P Qdv

Py Qdt

2. Demand Curve - ded of 2
Definition: It is a curve that shows relationship between price and quantity demanded O

product. It helps to highlight the inverse relationship between price and quantity demanded.

Taking the price on y-axis and quantity demanded on x-axis, a downward sloping.(-ve

sloped) curve is known as a demand curve.
Demand curve for an ndwidual consumer

SJ

price of chocolate bars (S)

0 2 4 6 8 10
quantity of chocolate bars (per week)

Demand Schedule Demand Curve

3. Market Demand E
Definition: It s the sum of alﬂ‘idﬂ————mﬂm a given price of a product. It can be

obtained by adding all the individual demand curves. Itis usually flatter than induvial
demand curves. . R

L (a3} Demand of consumer A (b) Demand asrve of consumer B () Market demand
% P(s) P(s)
55 51 . 51
L 4 N 4 y demand
2 3 ] s ]
—g 3 L kY of other 4 -
g N + 3 . + consumers = 34 -
£ 5 N ] 5 in the
- N 2 \ :
> N \ market 24 ~
v 1 . 1 : ™
AT » Da * Dg 1 .
a o 3 — S— " Dm
24 6 8101 0 2 4 6 8 101 0 3 1 0 12 14
quantity of chocolate quantity of chocolate uantity of ch B 12
bars (per week) bars (per week) quantity olate bars

(thousands per week)
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1. Income of Consumery

2. Price of substitutes

3. Pricc of complements
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’ A, Determbnants of Demannd

Other than price (here are neveral factor that affect the level of quantity deranded;

| Deseription
Higher the income, higher the demand, This is only valid for

normal goods like cars, quality clothing, housing cte, Howeyer, it
should be noted that whcn income increases demand for inierinr
poods fall. These are goods whose demand decrease as the
income increase. Example: Poor quality clothing, second hand

|.phones etc.

Substitutes are alternatively demanded goods. Examp]e'Péiiéi and

|.Coke. If price of Pepsi goces up, Qd for coke will go up.

Complements are jointly demanded goods like car and petrol. If
price of petrol goes up, Qd for cars would fall.

4. Level of advertising

If level of advertisement goes up, Qd in likely to increase since
more consumers would be informed about the product and would

| be persuaded to buy the product.

5. Government policics

If sales tax increases on a product it would make it expensive,
hence reducing the demand, on the other hand if govt. offers
subsidy on a product like clectric cars that would make them
cheaper hence demand would increase.

6.State of the Economy

If the economy is booming it is likely to increase the demand for
goods since consumers would have moncy to spend on goods and
scrvices. However, if the cconomy is in a recession consumer’s
incomes arc falling'and they lack confidence in the economy /
henee reducing demand.

7. Fashions and Taste

If the product is in fashion the quantity demanded would £0 up.
Examples include smart-watches and smart phones are in fashion
hence the demand gocs up. However, if the product is out of

5. Movement and Shif't_"i,n_!‘)cr'rf;i ‘
- A Change in Price | Expansion and Cont

fashion the demand would fall, Example: Old clothing designs.

ol
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and

{

i g
ractior

A change in price causes a movement along the same demand curve. A price decrease causes
an expansion where as a price increase causes a contraction on the demand curye,
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- Changes in Non-price factors | Shift inwards and outwards o
When the demand for a product changes due to some non-price factors (e.g. !"ashlon, income,
price of substitutes ete.) it is known as shift of demand curve. If the demand increases the

demand curve shifts rightwards and if the demand decreases the demand curve shifts
leftwards.

P deaease increase
indemand indernand
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Dy by D,
0 Q Q Q

6. Snob Effect

Definition: For some goods, a concept known as the snob effect may lead to demand curve
upward sloping. This is usually in the case of luxury brands that arc used to conspicuous
consumption and where high price leads to mqféfstatus symbol. Example: Rolex watch,
luxury houses etc,
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with price, ind vice versa, This marks that supply has a positive relationship
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Pl Qsl

?‘)’ Supply Curye
: U5 o curve that shows relationship between price and quantity supplied of a

product, Taki y Birfea . ;
aking the price on the y-axis and quantity supplicd on the x-axis, an upward

sloping (+ve sloped) ¢ i
ping (tve sloped) curve is known as supply curve.
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Table 2.2 Supply schedule for a firm

3. Market Supply ,
Definition: It is regarded as the sum of all producer’s 'sup‘ply at a given price of a product. It
can be derived from adding all the scllers supply curve.” e

‘ () Supply of firmB fcj Marketsupply

3 l (a) Supplyof firtmA
& PS PS
5 5 7 5n 54 /S 5
E 5 / A 2 y B /
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4. Iibtcrminnnts of Supply

Factor '
IVV 1. Cost of Production

2. Technology

3. Compctitive supply

the supply curve shifis leftward.

AS/MICRO — [NOTES] — CHAYPY

cer’

Description
| Descripllo=

If a factor price riscs, production costs increase, productio_n becomes less
ofitable and the firm produces lc.:ss; the supply curve shifts to the left. If a

Pr- ice falls, costs of production fall, production becomes more

ﬁll't)t[{‘;:a‘l;?c an;l lhc firm produces morc; the supply curve shifts to the right.

A new improved technology Jowers costs of production, thus making

production mor¢ profitable. Supply increases and the supply curve shifts to
the right. In the (less likely) event that

a firm uscs a less productive technology, costs of production increase and

Competitive supply of two or more products refers to production of one or
the other by a firm; the goods compete for the use of the same resources,
and producing more of onc means producing less

of the olhcr,"meﬁgr,\ﬁh'o can gr/ow_@ga_t’QLEQE_,ﬁhooses
to grow wheat. If the price of corn incrcas_cz_tbg_fanncr may swwom
prod'uclion as this is now mc;ré_pr_oﬁtabic, resulting in a fall in wheat sePply
~and a lefiward shift of the supply curve. A faii in the price of corn resulis
in.

4. Joint supply

Joint supply of two or more products refers to production of goods that are
derived from a single product, so that it is not possible to produce more of
one without producing more of the other.

For example, butter and skimmed milk are both produced from whole milk;
petrol (gasoline), diesel oil and heating oil arc all produced from crude oil.
This means that an increase in the price of one leads to an increase in its
quaniity supplied and also to an increase in supply of the other joint

product(s). Pt i e

5. Producer (firm)
expectations

t

/"

—_ . B | Ra

If firms expect the price of their product to rise, they may withhold some of
their current supply from the market (not offer it for sale), with the
expectation that they will be able to sell it at the higher price in the future;
in this case, a fall in supply in the present results, and hence a leftward shift
in the supply curve. if the expectation is that the price of their product will
fall, they increase their supply in the present to take advantage of the
current higher price, and hence there is a rightward shift in the supply

curve. . - i it R R

6. Taxes (indirect taxes or
taxes on profits).

Firms treat taxes as'if they were costs of production. Therefore the
imposition of a new tax or the increase of an existing tax Tepre;ems -

increase in production costs, so supply will fall and the supp] .
to the left. The elimination of a tax PPly curve shifts

or a decrease in an existing tax represents a fall in i
: ; a Iz productio .
increases and the supply curve shifts to the right. D costs; supply

7. Subsidies

A subsidy is a payment made to the firm by the government

opposite effect of a tax. The introduction of a subsidy or a »and so l?as the
existing subsidy is equivalent to a fall in production costs n lncre_ase in an

a rightward shift in the supply curve, while the eliminat; »and gives rise to

decrease in a subsidy leads to a leftward shift in the gy on of a subsidy or

8. The number of firms

An increase in the number of firms producing the 200d 1 curve
i

and gives rise to a rightward shift in the supply curye- fereases supply
a decrease in the number of firms decreaseg suppl :,
shift. This follows from the fact that market gy ly .nd Produces g leftwarg
individual supplies. PPly is the sumy of al]

9. ‘Shocks’, or sudden
unpredictable events

Sudden, unpredictable events, called ‘shocks® can
weather conditions in the case of agricultura|] ;)rOd affect Supply, such a
made catastrophes. Uets, war, or p, y
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i’Movement and Shift in Suppj

1. A Change jj Pri
ice .
A change i, price | EXpﬂnsmn a

nd Contractjo

talong the same supply curve. A price decrease causes a

€ Causes an expansion in the demagal curve,

: Amcvement aleng the supply curve, S M
Cawed by a change in price, is called 5

‘change in Quantity suppied”

P
' S
P, B~
',’:' change in
P, A 77 quantiry
1 i supplied
0
Q Q Q

2. Changes in Non-price factors | Shift inwards and o
When the demand for a product changes due to some non-price factors (e.g. cost of

production, weather, taxes, subsidies etc.) it is known as shift of supply curve. If the supply

increases the supply curve shifts rightwards and if the supply decreases the demand curve
shifts leftwards. -_

1itwards

: :\
5i Ashift of the supply curve, aused by
a change in a determinant of supply, is
called a ‘change in supply’

5] S]

‘d/-. / -,
sdecrease increase

/7 in wpply/ in supply/
7 r g
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TOPIC 3: MARKET EQUILIBRIU

i ace. In order
hat allows transactions to take ‘}_)’1/_’_____
It is a sct of arrangement that allows = e and it
Definition | Market: t:em o e odities a7c aded. or
words, it is an arranger

' such that
veen different forces,
Definition | Equilibrium: It is defined as a stat® of balance betw I
efinition | Eq . e
there is no tendency to change. : S

: ly are not equal
Definition | Disequilibrium: A situation where demand and supply

WVd = Wi
ntity supplied,
Definition | Market Equilibrium: When quantity d demanded is is equal to quantity.

ba
there is market equilibrium; the forces of supply and demand are in
tendency for the price to change.

Jance, and there 15 nO

Qd=Qs
Graphically it is a position where demand curve intersects supply curve
e e
S

o 5 S o o mmce e v’
ey . surplus S

_B 4. “\.\ _________ ] '/

) S 4
% i E?E‘:_b_”_“f'_‘_ SRS S ';’ ~— market equilibrium
3 Vs \\\

-S 2" /’/‘“-T----l\

Y \

° / shonage N D

3 L L N

a

=——equilibrium quantity

U R T ——————
0 2 4 6 8 10 2 1

quantity of chocolate bars (thousands per week)

1. CHANGES IN ‘EQUEIBMUM

The equilibrium can ‘changé due’to ‘only THREE changes A
1. Demand shifts

2. Supply Shifts
3. Simultancously demand and supply shifts

(6) work
(1) pe
[MCQ .f;\)




' 1. Demand Shifts

fowards) |
ifts Inwards

Rises (De :
S mand Shif -
r _ ts Outwards) Falls (Demand Sh
2! Increase in demand -
(% Decreasein demand
initial final
Pl equilibiem S p equilibrium <
p ¢ “_a.,-'b..-l
T2 , final ‘ initial
7 equilibrium Py ' ; equlllbrlum
P >
1 b Py X |
D2 ) o D]
1 ) .'.~ ‘\
D] D}
0 0 L ———— @
B ¢ | o @
In diagram 1 suppose consumer income increased. This caused the demand curve to Shlﬂ-
from D1 to D2. This caused a shortage at price P1, hence price needed to be increase. This

establishes the new equilibrium at point C at Price P2.

1 DI

{ the demand curve to shift fron

causcd
lemand

needed to be. decreased until ¢
at C, at Price P3.

2 suppose a good is out of fashion. This
at price P1, hence price
ishes the new equilibrium

In diagram
to D3. This cause a surplus
equaled to supply. This establ

2. Supply Shifts TE o ]
T Jicos : , Falls (Supply Shiﬂs_ll_xl}'_n_x_'d_s) ,

{hi Decreasein supply

{ai Increasein supply

initial S final .
~._ equilibrium yd 1 - . *v_ equilibrium -3
P \\\ \ ~ . P \
S2 3 s AN S
»ee bt Py <o !

s ,f’ . . I
yd , N\ i P \ v
0 C - ’.' N\, “ "' .
Py----- / e ><_2nsillibrium Pyfvsees (EREEREEE \;,— initial
. 7 9 POS equilibrium

v : PR
. ] 5 o .
N 4 N D

Neg

0 0
Q Q Q Qs Q Q

od subsidies. This caused the supply curve to shilt from So

In diagram 1 suppose govt. increas
e Po, hence price needed to be decreased. This establishes

to S1. This caused a surplus at pric
the new equilibrium at E1 at Price P1.

In diagram 2 suppose fuel costs increased. This caused the supply curve to shift from So to
S2. This cause a shortage at price Po, hence price needed to be increases until demand
equaled to supply. This establishes the new equilibrium at E2, at Price P2 ‘

3. Simultaneously demand and supply shifts ’ .
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Price

0 Qy 0, Q
Quantity

Sometimes in an economy both the demand and supply shift simultaneously. Examp1°' The

14 suon)
government gave a SUDbluy on ihe pluum,uuu of clectric cars, which resulted in the su pp1y G

r 4+

shift from So to S2. Furthermore, the advertisernent of electric cars and the consumer
awareness increased about environmental friendly cars resulted in the demand to shift from
Do to D1. This resulted in the equilibrium quantity to shift from Qo to Q.

mechanism:

,v »
fa commodlty A concept ofmvmble
vthe pursmt of self interest to allocate

Functions

1. Rationing

_The mc' ase in pnce dlscourage‘_ _AdeIUnand and consequently ratlons resources.

AT = SEMEET 23 SEGER T

"For examp]e plane ticket prices might rise as seats are sold because spaces
are running out. This is a disincentive to some consumers to purchase the
tickets, which rations the tickets. The rationing function of a price rise is
associated with a contraction of demand along the demand curve.

Price changes send contrasting messages to consumers and producers about
whether to enter or leave a market. Rising prices give a signal to consumers
to reduce demand or withdraw from a market completely, and they give a
signal to potential producers to enter a market. Conversely, falling prices give
a positive message to consumers to enter a market while sending a negative
‘signal to producers to leave a market. The signaling function is associated
with shifts in demand and supply curves.

\3. Incentives

An incentive is something that motivates a producer or consumer to follow a

-course of action or to change behavior. Higher prices provide an incentive to

existing producers to supply more because they provide the possibility or
more revenue and increased profits. The incentive function of a price rise is

associated with an extension of supply along th:e :exisﬁng supply curve.

&
¢
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In conclusion, the price mechanism is said to work effectively through a combination of
b
rationing, incentives and signals.
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n SURPLUS
TOPIC 4: CONSUMER AND PRODUCER SURPL

1. CONSUMER SURPLUS : ce conswmers
hest price p
Definition | Consumer Surplus: Consumer surplus is defined as o h:'gsurplgs js shown 10 the
are willing to pay for a good minus the price actually paid. COﬂS_“m]ebencﬁt) curve, and the
diagram below as the shaded area between the demand (01 margina

equilibrium price P1.

E Mar=2t pnce

Cuantity cemand=C

2. PRODUCER SURPLUS g B i
Definition | Producer Surplus: Producer surplus is defined as the price received by firms for
selling their good minus the lowest price that they are willing to accept to produce the good.
The lowest price they are willing to accept represents the firms’ cost of producing an exira
unit of the good (or marginal cost), and is shown by the supply curve. The logic behind this 15
very simple: the lowest price that the firm is willing to accept must be just enough to cover its
cost of producing each extra unit; this cost is known as marginal cost, abbreviated as MC.
Producer surplus is shown as the area above the firms’ supply curve and below the price

received by firms, P2, which is determined in the market.

E Maket price

P Producer swplus

0,
Quantity supplied

AATIK TASNEEM | AS / LEVEL: ECONOMICS (9708) | 03041122845



) LTI IR s JROY P I) == & E1/3T T 2078 £
| >
W COMbINe hes iy, 1y, i
{ I’ﬂ””[ﬂ; Y MI{'/
/'
, 5O
/'/ . ’
M. ¥ lentiin
| l.’i.'”’(‘"""’? l/t;f‘!//l://;:// ’
Py plus g il //m/l/u{
predieay " i
N LT I Al = AT i
I'4 L sorlil gl
", ,;/ e malmm
I | 1)« I
( y
) 0, Q, 0O, ()
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CChange in Congvomer Surplus
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From the dingram above we tiee (hil when
(he market price shifts from P'1 o P2 (e

consumer surplus shrinks,

Market Price > Consumer Suiplui v
Market Price b Consumer Suiplis 1

 ————————

15

Clisnee in Producer Surpl

n

| /’l( - ey

Nl prics

(1 T st s

f 0,

Cluntility supplied
rom the dingeam above we see that when the
smileet price shifls from P2 to P3 the producer
sirplus increntie, The increase is shown by the
prey n‘.;{i“ll,
Murtlet Price /1 Producer Surplus T

Minlet Price b Consumer Surplus W
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