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PRICETHEORY

Pricetheoryisamicroeconomicsprinciplethatinvolvestheanalysisofdemandand

supplyindetermininganappropriatepricepointforagoodorservice.

Thissectionisconcernedwiththestudyofpricesanditformsthebasisofeconomic

theory.

PRICEDEFINITION

Priceistheexchangevalueofacommodityexpressedinmonetaryterms.

OR

Priceisthemonetaryvalueofagoodorservice.

Forexamplethepriceofamobilephonemaybeshs.84,000/=.

PRICEDETERMINATION

Pricescanbedeterminedindifferentwaysandtheseinclude;

1.Bargaining/haggling.

Thisinvolvesthebuyernegotiatingwiththeselleruntiltheyreachanagreeableprice.

Thesellerstartswithahigherpriceandthebuyerstartswithalowerprice.During

bargaining,thesellerkeepsonreducingthepriceandthebuyerkeepsonincreasing

untiltheyagreeonthesameprice.

2.Auctioning/bidding

Thisinvolvesprospectivebuyerscompetingtobuyacommoditythroughoffering

bids.Thecommodityisusuallytakenbythehighestbidder.

Thismethodiscommoninfundraisingespeciallyinchurches,disposalofpublicand

companyassetsandsellofarticlesthatsellersdeem aretreasuredbythepublic.

Notethatthepricearisingoutofanauctiondoesnotreflectthetruevalueofthe

commodity.

3.Marketforcesofdemandandsupply.

Inthiscase,thepriceisdeterminedatthepointofintersectionofthemarketforces

ofdemandandsupply.Thisiscommoninafreeenterpriseeconomy.Thepriceset

iscalledtheequilibrium price.

4.Fixingpricebytreaty/agreement.

Thisinvolvesthebuyersittingwiththesellertonegotiateandfixthepriceatwhicha

goodorserviceshallbesoldandthepriceremainsfixed.Thepriceagreeduponat
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thetimeofsigningtheagreementcanbechangedorrevivedbyamendingthetreaty.

Forexamplehirepurchaseanddeferredpaymentsagreement,rentalagreements,

landpurchaseagreements

5.Priceleadership

Thisisthesettingofpricebyeitheraleaderfirm orlowcostfirm intheindustryand

otherfirmsfollow bychargingthesameprice.Thisform ofpricedeterminationis

commoninoligopolisticfirms.

Priceleadershiptakesonthefollowingforms;

- Dominantpriceleadership

- Barometricpriceleadership

- Aggressiveorexploitativepriceleadership

6.Pricelegislation/control/administration.

Thisiswherethegovernmentfixespricesofcommoditiesthatiseitheramaximum

pricetoprotectconsumersoraminimum pricetoprotectproducers.

7.Offersatfixedprices

Thisiswhereindividuals,governmentandinstitutionssetthepriceatwhicha

commodityistobesoldandwhoeveristobuyfrom them mustpaythefixedprice.

ForexampleUNEBfixespricesforitsexaminations,UMEMEforaunitofelectricity,

NWSCforalitreofpipedwater,insupermarkets.

8.Collusion.

Thisinvolvessellersagreeingonthepricetochargethebuyers.Itiscommonwhenthere

arefewsellerswhowishtoreducecompetitionamongthem andavoidpricewars.

Forexampledifferentoperatorsofbusservicescancolludeoragreetochargeauniform

transportfarefrom passengersongivenroutesalongwhichtheirbusesoperate.

9.Resalepricemaintenance.

Thisisamechanism ofpricedeterminationwheremanufacturerssetthepricesat

whichtheircommoditiesaretobesoldtothefinalconsumersbyretailers.Theprice

is usuallywritten on the commodity.In Uganda,resale price maintenance is

practicedby;

 Postofficeonstamps
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 Thepressindustryonnewspapers

 Thetelecommunicationnetworkindustryonairtimecards,simpacksand

phonesonpromotion.

MERITSOFRESALEPRICEMAINTENACE

1.Ensurespricestabilityinthemarket.

2.Stabilisesincomeandprofitsofretailers

3.Protectssmallretailersfrom beingoutcompetedbylargescaleretailers.

4.Savestimewhichwouldhavebeenspentonbargaining.

5.Enablesproducerstoeasilycalculatetheirrevenuefrom sales.

6.Reducesconsumerexploitationinform ofincreasedpricesbysellers/retailers.

7.Facilitatesthecollectionoftaxesbygovernmentbecausepricesarestable.

8.Enablesconsumerstomakeconsumptionplans/budgets.

CLASSIFICATIONOFPRICE

Pricemaybeclassifiedinto;

a)Marketprice

Thisistheruling/prevailingpriceinthemarketataparticulartimedeterminedby

buyersandsellers.Thispricechangesfrom timetotimesinceitisdeterminedby

anumberoffactors.

b)Equilibrium price

Thisisthepriceatwhichquantitydemandedisequaltoquantitysuppliedinthe

market.

Theequilibrium quantityandpricearegotatthepointofintersectionofthe

demandandsupplyforces.

Illustration
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OPeistheequilibrium price.

a)Normalprice

Isthepriceattained/obtainedwhenquantitydemandedequalsquantitysuppliedin

thelongrun.

OR

Thisisthelongrunequilibrium pricethatpersistsinthemarketwhensupplyand

demandconditionshavesettled.Itisanidealpricewhichmayneverberealizedand

themarketpricetendstooscillatearoundit.

b)Reserve/reservationprice.

Istheleast/minimum/lowestpricea producer/selleriswilling to acceptin

exchangeofhis/hercommoditybelowwhichhe/sheretainsthecommodity.

DETERMINANTSOFRESERVEPRICE

1.Expectedfuturedemandforacommodity.

A producerwhoexpectsdemandforhiscommoditiestoincreaseinthenearby

futuresetsahighreservepricetoretainmanygoodsforsellinthefuturewhen

demandincreaseswhileaproducerwhoexpectsdemandforhiscommoditiestofall

inthenearbyfuturesetsalowreservepricecurrentlysoastoselloffthecommodity

veryfastbeforedemandfalls.

2.Expectedfuturepriceofthecommodity.

A sellerwhoexpectsthefuturepriceofthecommoditytoincreasesetsahigh
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reservepricesoastoretainmanygoodsforsellatahigherpriceinthefuture.

However,sellersexpectingreductionsinfuturepricessetlow reservepricessuch

thattheysellmorecurrentlyandavoidthelowerpricesinthefuture.

3.Natureofthecommodity(perishablegoodsvsdurablegoods)

Asellerdealingindurablegoodssetsahighreservepricebecausehisgoodsare

longlastingandcanremainingoodconditionevenwhennotboughturgently.

However,asellerwhodealsinperishablegoodssetsalowreservepricetoselloff

thegoodsbeforetheygobad.

4.Degreeofnecessityofthecommodity.

Sellersdealingincommoditieswithahighdegreeofnecessitysethighreserve

pricesbecausetheyknowthatconsumerscannotdowithoutthem.However,sellers

dealing incommoditieswithalow degreeofnecessitysetlow reserveprices

becausetheyknowthatconsumerscandowithoutthem.

5.Sizeoftransport(carriage)andstoragecharges.

Highstorageandtransportchargesleadtoalow reservepricebecausetheseller

wishestoselloffthecommodityveryfastbeforeincurringmoreofthesecharges.

However,lowtransportandstoragechargesleadtoahighreservepricebecausethe

sellerisnotscaredoftransportingorstoringgoodsforalongperiodoftime.

6.Thelengthofthegestationperiod

Alonggestationperiodleadstoahighreservepricebecausetheproducerisaware

ofthe inconveniences he/she is going to go through to produce the next

commodities.However,ashortgestationperiodimpliesthatthesellerneedsless

timetoproducethecommodityandthereforehesetsalowreserveprice.

7.Levelofliquiditypreferenceoftheproducer/seller.

Sellerswithurgentneedforcash(highliquiditypreference)setlowreservepricesto

ensurethattheyactuallysellthegoodsforthemoneytheyneed.However,sellers

withnourgentneedforcash(lowliquiditypreference)sethighreserveprices.

8.Thecostofproduction.

Producerswhoincurhighcostsofproductionsethighreservepricesbecauseitis

expensiveforthem toreplacethesoldgoods.However,producerswhoincurlow

costsofproductionsetlowreservepricesbecauseitischeapforthem toreplace
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thesoldgoods.

NB

1.Gestationperiodisthetimeittakesbeforenew suppliesofgoodsreachesthe

marketforexamplemaizetakes3-4monthswhilemushroomstake1month.

2.Liquiditypreference(demandformoney)isthedesirebyindividualstohold

assets/wealthincashform ornearcashform (ratherthaninvestingit).

ASSIGNMENT

Explainthefactorsthatleadtohighreserveprice.

FACTORSTHATINFLUENCEPRICINGOFGOODSANDSERVICES

1.Forcesofdemandandsupply.

Assupplyexceedsdemand,lowpricesaresetduetoasurplusofcommoditieson

the market.Howeverwhen demand exceeds supply,high prices are setfor

commoditiesbecausetheyarescarce.

2.Aim/objectiveoftheproducer.

Whereproducersaim atprofitmaximization,theyrestrictoutputchargeahighprice

andwhereproducersaim atsalesmaximization,theychargerelativelylowerprices

toencouragepeopletobuyasmuchquantitiesaspossible.

3.Costofproduction.

Highcostofproductionleadstoahighpricesetsinceproducersaim atprofit

maximizationandlowcostofproductionleadstoalowpricesetforthecommodity.

4.Rateoftaxation.

Heavytaxesimposedongoodsandservicesleadtohighpricessetsinceproducers

tendtoshifttheburdenofpayingtaxestoconsumersinform ofincreasedprices.

However,lowtaxesimposedongoodsandservicesleadtolowpricesset.

5.Qualityofthecommodity.

Highqualitygoodsarehighlypricedsinceproducersincurhighcostsinproducing

them whilelowqualitygoodsarelowlypricedastheyarecheaptoproduce.

6.Elasticityofdemandforacommodity.

Producerssethighpricesforcommoditieswhosedemandispriceinelasticsince

peoplecontinuetobuyevenifpricesincreaseandtheysetlow pricesforthose
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whosedemandispriceelasticsinceanyslightincreaseinpriceresultsabigfallin

quantitydemanded.

USESOFPRICEINAMARKETECONOMY

 Itisusedtodeterminewhattoproduce.

 Itisusedtodeterminehowtoproduce.

 Itisusedtodeterminewheretoproduce.

 Itisusedtodetermineforwhom toproduce

 Itisusedtodeterminewhentoproduce.

 Itisusedtodeterminedhowmuchtoproduce.

 Itisusedtodeterminethevalueofagood.

THEMARKETCONCEPT

Amarketisamechanism inwhichbuyersandsellerscomeintocontactand

exchangegoodsandservices.

Amarketwheregoodsandservicesaretradedisknownasacommoditymarket.

FEATURESOFAMARKET

 Thereshouldbesellers

 Thereshouldbebuyers

 Thereshouldbeaninteractionbetweensellersandbuyers.

 Thereshouldbeacommoditytobeexchanged.

 Thereshouldbeanestablishedmedium ofexchange.

DEMANDTHEORY

DEFINITIONS

Demandisthedesirebackedbytheabilitytopayagivenamountofmoneyfora

particularamountofacommodityinagivenperiodoftime.

OR

Demandistheamountofagoodthataconsumeriswillingandabletobuyata

givenpriceinagivenperiodoftime.

Marketdemandisthetotaldemandforacommodityinthemarketbyallconsumers

atagivenpriceinagivenperiodoftime.
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Effectivedemandistheactualbuyingofgoodsandservicesatagiventime.

TYPESOFDEMAND

1.Joint/complementarydemand.

Thisisthedemandforcommoditieswhichareusedtogether;anincreaseinthe

demandforonecommodityleadstoanincreaseinthedemandfortheother

commodity.

Examplesofjointdemandinclude;

 Demandforcarsandfuel

 Demandforbooksandpens

 DemandforDVDplayersandDVDs.

 Demandforgunsandbullets

 Demandforcamerasandfilms

 Etc

2.Competitivedemand.

Thisisthedemandforcommoditieswhichservethesamepurpose;anincreasein

thedemandforonecommodityleadstoadecreaseinthedemandfortheother

commodity.

Examplesofcompetitivedemandinclude;

 Demandforbutterandhoney

 Demandforbreadandcakes

 Demandforteaandcoffee

 DemandforOmoandNomi

 Demandforcloseupandfreshup

 Demandforbeansandpeas

 Etc

3.Independentdemand.

Thisreferstodemandforcommoditieswhicharenotrelatedsuchthatthedemand

foronecommoditydoesnotdirectlyaffectthedemandforanothercommodity.

Examplesofindependentdemandinclude;

 Demandforclothesandfood

 Demandforacarandapen
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 Etc

4.Compositedemand

Thisisthetotaldemandforacommoditywhichhasseveral/manyuses.

Examplesofcompositedemandinclude;

 Demandforelectricity(forlighting,ironing,cooking,etc)

 Demandforwater(forcooking,bathing,etc)

 Demandfortimber(forconstruction,furnituremaking,manufacturing,etc)

 Demandforcottonwool(forclothmaking,cushioning,cleaning,etc)

 Demandforsteel(formanufacturingmachines,motorcars,roofing,etc)

 Demandforclay(formakingpots,bricks,cups,etc)

 Demandforanaxe(forsplittingwood,toolofdefence,etc)

 Demandforskinsandhides(formakingshoes,bags,belts,etc)

 Demandforpaper(formakingbooks,banknotes,envelopes,toiletpaper,etc)

 Demandforcloth(foradornment,protection,etc)

 Etc.

5.Deriveddemand.

Thisisthedemandforacommoditynotforitsownsakebutforthesakeofwhatit

helpstoproduce.

OR

Itisthedemandforacommodityduetothedemandforthecommoditythatithelps

toproduce.

Examplesofderiveddemandinclude;

 Demandforland

 Demandforlabour

 Demandforcapital

 Demandforentrepreneurship

 Demandfororganisation.

ASSIGNMENT

1.a)Whatiscompositedemand? (01mark)

b)Stateanythreeexamplesofcommoditieswithcompositedemandinyour
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country.

(03marks)

THEDEMANDSCHEDULE

Thisisatableshowingtheamountofacommoditydemandedatvariouspricesbya

consumerorgroupsofconsumersduringaparticularperiodoftime.Thisschedule

canbecompiledeitherforanindividualorforallindividualsinthemarket.

INDIVIDUALANDMARKETDEMANDSCHEDULES

Price

(inShs.Perkg)

Quantitydemanded

ByConsumerA

Quantitydemanded

byConsumerB

Marketdemand

(inkg)

5,000 40 20 60

4,000 60 40 100

3,000 80 60 140

2,000 100 80 180

1,000 120 100 220

Themarketdemandscheduleisderivedbyhorizontalsummationofthequantities

purchasedateachpricebyalltheindividuals/consumersinthemarket.The

quantitiesinthemarketschedulearelargerthanthoseoftheindividualsdemand

schedule.

Onemajorcharacteristicofademandscheduleisthatthehigherthepricethelower

thequantitydemandedandthelowerthepricethehigherthequantitydemandedof

thecommodityinquestionotherfactorsbeingconstant.

Theinformationtabulatedinademandschedulecanbesummarizedorrepresented

graphicallyonacurve

THEDEMANDCURVE

Thedemandcurveisagraphicalrepresentationofthedemandschedule.

Thedemandcurveisalocusofpointsshowingthequantitiesdemandedofa

commodityatvariouspricesinagivenperiodoftime.
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Priceisrepresentedontheverticalaxiswhilequantitydemandedisonthehorizontal

axis.

From theabovetable,anindividualdemandcurve(ConsumerA)canbedrawnas

shownbelow.

Anormaldemandcurveisdownwardslopingfrom lefttoright,thatisithasa

negativeslopemeaningthatthereisaninverserelationshipbetweenpriceand

quantitydemanded.(Asthepriceincreases,quantitydemandeddecreasesandvice

versa).

QUALITIESOFANORMALDEMANDCURVE

1.Itmustbedownwardslopingfrom lefttoright.

2.Itshouldnottoucheitheroftheaxes.IfittouchestheY-axis,itimpliesthata

consumerincursacostforacommoditywhichhasnotbeenobtained.(Hepays

apriceatzeroquantity).IfittouchestheX-axis,itimpliesthattheconsumeris

buyingacommodityatzeroprices.

THELAW OFDEMAND

Thelaw ofdemandstatesthat“thehigherthepriceofacommodity,thelower

thequantitydemandedandthelowerthepriceofacommodity,thehigherthe



MrMayendeHPage12

quantitydemandedholdingotherfactorsconstant(Ceterisparibus).

REASONSWHYTHEDEMANDCURVESLOPESDOWNWARDSFROM LEFTTO

RIGHT(EXPLAININGTHELAW OFDEMAND)

Anormaldemandcurveisonethatslopesdownwardsfrom lefttorightfollowing

thelawofdemand.Thefollowingreasonsexplainwhythedemandcurveslopes

downwardsfrom lefttoright.

1.Thelawofdiminishingmarginalutility

Accordingtothislaw,whenaconsumerbuysmoreunitsofthecommodity,the

marginalutilityofthatcommoditycontinuestodecline;andthereforetheconsumer

willbuymoreunitsofthecommodityonlywhenthepricereduces.Whenfewerunits

areavailable,utilitywillbehighandtheconsumerwillbepreparedtopaymorefor

thatcommodity.Thisprovesthatdemandwillbelowatahigherpriceandthatis

whythedemandcurveisdownwardsloping.

2.Thesubstitutioneffectofapricechange.

Whenthepriceofthecommodityfalls,thepriceofsubstitutesremainingthesame,

aconsumerreducesthequantitiesofothersubstitutegoodswhosepricesnow

appearrelativelyhighandincreasesthequantityofthecommoditywhosepricehas

fallen.Whenthepriceofthecommodityunderconsiderationincreases,the

consumerleavesthecommodityandbuysthesubstitutes,givenconstantpricesof

substituteshencethedownwardslopingdemandcurve.

3.Theincomeeffectofapricechange.(Realincomeeffect)

Whenanindividualhasafixedincomeandthepriceofthecommodityreduces,his

realincomeincreasesandhencehecanbuymoreunitsofthecommoditywithhis

fixedincome.Ontheotherhandwhenthepriceincreases,theconsumer’sreal

incomedecreasesandhencehebuyslessunitsofthecommodityhencethe

downwardslopingdemandcurve.

4.Thetotaleffectofapricechange.

Thisisthecombinationofthesubstitutionandincomeeffects.Whenthepriceof

thecommodityfalls,thequantitydemandedincreasesbecausemanynewbuyers

areattractedwhileanincreaseinpriceleadstoadecreaseindemandbecauseit
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scaresawaybuyershencetheinverserelationshipbetweenpriceandquantity

demandedwhichproducesadownwardslopingdemandcurve.

5.Behaviour/presenceoflowincomeearners.

Thedemandcurvedependsuponthebehaviouroflowincomeearners.Theybuy

morewhenpricereducesandlesswhenthepriceincreases.Thisleadstoa

downwardslopingdemandcurve.(Therichdonothaveeffectonthedemandcurve

becausetheyarecapableofbuyingthesamequantityevenatahigherprice)

6.Different/varioususesofcertaincommodities.

Somegoodshavemorethanoneusee.g.water,electricity,etcsuchthatwhenthe

priceofthecommodityincreases,consumerstendtouseitforessentialpurposes

onlyhencereducingonitsdemand.Ontheotherhandwhenthepricereduces,the

consumersputthecommoditytomanyusestherebyincreasingquantitydemanded

henceadownwardslopingcurve.

DETERMINANTS/FACTORSINFLUENCING/AFFECTINGDEMAND.

1.Priceofthecommodityinquestion.

Ahighpriceleadstolowdemandbecauseitscaresawaysomebuyers.However,a

lowpriceattractsnewbuyershencehighcommoditydemand.

2.Priceofsubstitutes.

A high price ofsubstitutes leads to high commodity demand because the

commodityappearsrelativelycheaper.Ontheotherhand,alowpriceofsubstitutes

leadstolow commoditydemandbecausethecommodityappearstoberelatively

expensive.

3.Priceofcomplements.

A highpriceofacomplementleadsto low commoditydemand becauseitis

expensive to use both goods together.On the otherhand a low price ofa

complementleadstohighcommoditydemandbecauseitischeaptouseboth

goodstogether.

4.Levelofconsumer’sincome.

High levelofconsumer’s income leads to high purchasing powerhence high

commodity demand.However,low levelofconsumer’s income leads to low
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purchasingpowerhencelowcommoditydemand.

5.Tastesandpreferencesofconsumers.

Favourabletastesandpreferencesresultinhighcommoditydemandbecausethey

areabletoraisetheconsumer’sinterestinthecommodity.However,unfavorable

tastesandpreferencesresultintolowcommoditydemandbecausetheymakethe

consumertodevelopbiasagainstthecommodity.

6.Populationsize.

Alargepopulationsizecreateshighcommoditydemandbecauseitisassociated

with manybuyers.However,a smallpopulation size leads to low commodity

demandbecauseithasfewbuyers.

7.Natureofincomedistribution.

Afairdistributionofincomeleadstohighcommoditydemandbecausemanypeople

canaffordtopurchaseacommodity.However,highlevelofincomeinequality

betweenindividualsanddifferentgroupsofpeopleleadstolowcommoditydemand

becausetherearefewpeoplewhocanaffordtopurchasethecommodity.

8.Futurepriceexpectation.

Expectationofahighpriceinthenearbyfutureleadstohighcommoditydemand

currentlybecausebuyersstockmoregoodstoavoidthehigherpricesinthefuture.

However,expectationofalow priceinthenearbyfutureleadstolow commodity

demandcurrentlybecausethebuyerreservesomemoneysoastobuymorewhen

thepricefalls.

9.Governmentpolicyontaxation.

Highlevelofdirecttaxationleadstolowcommoditydemandbecausepeoplehave

low disposableincomewhilelow levelofdirecttaxationleadstohighcommodity

demandbecausepeoplehavehighdisposableincome.

10.Seasonalfactors.

Certaincommoditiesaredemandedinparticularseasons.Favourableseasonleads

to highcommoditydemand and unfavourableseasonleadsto low commodity

demand.Itiscommontoseevendorssellingsuccesscardsduringexamination

periods,ChristmascardsinChristmasperiodandEastercardsintheEasterperiod.

Howeveroutsidethoseperiods,onecanhardlyfindthem onthemarketbecauseno
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oneiswillingtopurchasethem.

11.Levelofadvertising.

Ahighlevelofadvertisingleadstohighcommoditydemandbecauseitresultsinto

highlevelofawarenessoftheconsumersabouttheavailabilityofthecommodity.

Ontheotherhand,lowlevelofadvertisingleadstolowcommoditydemandbecause

itleadstolow levelofawarenessoftheconsumersabouttheavailabilityofthe

commodity.

12.Theprevailingeconomicconditionsinaneconomy.

Commoditydemandtendstobehighduringperiodsofeconomicprosperity(boom)

becauseduringsuchtimes,peopleareemployedandearnfairincometopurchase

thecommodity.However,commoditydemandislow duringperiodsofeconomic

depression because manypeople have no jobs and thus have no income to

purchasethecommodity.

13.Qualityofthecommodity.

Ahighqualityofthecommodityencouragespeopletobuyhencehighcommodity

demandwhilealowqualityofthecommodityforcespeopletoabandonithencelow

commoditydemand.

14.Availabilityofcreditfacilities.

Commoditydemandishighwhenconsumersareallowedtotakegoodsoncredit

becausemanyconsumerswithoutimmediatecashareabletobuythecommodity.

However,commoditydemandislowwhenconsumersarenotallowedtobuygoods

oncreditbecausethefewbuyerswithcasharetheonlyoneswhobuy.

15.Thelawofdiminishingmarginalutility.

Withhighmarginalutility,commoditydemandishighbecausethecommodityis

highlyenjoyable and satisfying to the buyer.Howeveratlow marginalutility,

commoditydemandislowbecausethecommodityislessenjoyableandsatisfying

tothebuyer.

16.Socio-economicfactors.

Theseincludeage,sex,religion,cultureetc.Oneoracombinationofthesefactorsto

someextentinfluencedemandforacommodity.Forinstancedemandforporkis

lowinplaceswheretherearemanyMuslimsascomparedtoplaceswherethereare
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manyChristiansespeciallyCatholicsandPentecostals.

ASSIGNMENT

1.Explainthefactorsthatleadtohighdemandofacommodity.

2.Explainthefactorsthatleadtolowdemandofacommodity.

SHIFTSINDEMAND

Theseinvolvechangeindemandandchangeinquantitydemanded.

CHANGEINDEMAND

Achangeindemandreferstoaneconomicsituationwheremoreorlessunitsofa

commodityaredemandedataconstantpricebroughtaboutbyachangeinother

factorsaffectingdemandforthatparticularcommodity.

Itisillustratedbyatotalshiftofthedemandcurveeitherinwardstotheleftor

outwardstotherightholdingthecommoditypriceconstant.

Illustration

From theaboveillustration,DODOistheoriginaldemandcurve.
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D1D1showsashiftofthedemandcurveinwardsfrom DODOrepresentingadecrease

indemand.

D2D2 showsashiftofthedemandcurveoutwardsfrom DoDorepresentingan

increaseindemand.

QUESTION

Explainthefactorsthatcauseachangeindemandforacommodity.

Solution

NOTE

1.Thefactorsthatcauseachangeindemandaregeneratedfrom thedeterminants

ofdemandotherthanthecommodity’sownprice.

2.Wordsthatcanbeusedwhenstatingthepointinclude;

 Change

 Variations

 Instabilities.

3.Avoidwordslikehigh/lowinyourexplanation.Usewordslikeincrease,rise,

decrease,decline,fall,etc.

1.Achangeinpricesofsubstitutes.

2.Achangeinpricesofcomplements.

3.Achangeinthelevelofconsumer’sincome

4.Achangeinthepopulationsize

5.Expectationofafuturechangeinthepriceofthecommodity.

6.Achangeingovernmentpolicyoftaxationandsubsidization.

7.Achangeinthelevelofadvertisement.

8.Achangeinseasons.

9.Achangeintastesandpreferences

10.Achangeinthequalityofthecommodity

11.Achangeintheeconomicconditions.

12.Achangeinthenatureofdistributionofincome.

INCREASEINDEMAND
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Thisisthedemand formorequantitiesofacommoditydueto conditionsof

demand/factorsthatinfluencedemandbecoming(more)favourablewhileholding

priceofthecommodity(inquestion)constant.

Itisrepresentedbyatotalshiftofthedemandcurveoutwardstotherightholding

thecommoditypriceconstant.

ASSIGNMENT

Explainthefactorsthatleadtoanincreaseindemandforacommodityinyour

country.

(20marks)

DECREASEINDEMAND

Thisreferstoadeclineinquantitydemandedofacommodityduetofactorsthat

influencedemandbecomingunfavourablewhileholdingpriceofthecommodity(in

question)constant.

Itisrepresentedbyatotalshiftofthedemandcurveinwardstotheleftholdingthe

commoditypriceconstant.
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ASSIGNMENT

Accountforadecreaseincommoditydemandinyourcountry (20marks)

CHANGEINQUANTITYDEMANDED

This is an economic situation where more orless units ofa commodityare

demandedduetochangeinitspricewhenotherfactorsaffectingdemandforthat

particularcommodityhavenotchanged.

OR

Achangeinquantitydemandedreferstoariseorfallintheamountofacommodity

demanded due to changes in price levels ofa commodity assuming other

determinantsofdemandareheldconstant.

Itisillustratedbythemovementalongthedemandcurveeitherupwardduetoprice

increaseordownwardduetopricefall.

Illustration



MrMayendeHPage20

Afallinpricefrom OPotoOP2leadstoanincreaseinquantitydemandedfrom OQoto

OQ2asillustratedbythemovementalongthedemandcurvedownwardsfrom point

atob.

Ariseinpricefrom OPotoOP1leadstoadecreaseinquantitydemandedfrom OQoto

OQ1asillustratedbythemovementalongthedemandcurveupwardsfrom pointa

toc.

INCREASEINQUANTITYDEMANDED

Thisreferstothedemandformoreunitsofacommodityduetoafallinitsprice

whileholdingotherfactorsconstant/ceterisparibus.

Illustration
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DECREASEINQUANTITYDEMANDED

Thisreferstothedemandforlesserquantityofacommodityduetoincreaseinits

priceceterisparibus.

ABNORMAL/REGRESSIVE/EXCEPTIONALDEMANDCURVES

Thesearecurveswhichdonotobeythelawofdemand.
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Suchcurvestakeadifferentshapefrom theoneofthenormaldemandcurve.

Thefollowingarethefactorsthatvioletthelawofdemand.

1.Demandforarticlesofostentation/luxuries/conspicuousconsumption.

Thesearegoodsboughtbytherichpeopletoimpressorattracttheattentionof

othersforexamplesportscars,goldenearrings.Moreofsuchgoodsaredemanded

atahigherpricethanatalowerprice.Thedemandcurveforluxuriesisregressiveat

theupperlevel.

Thequantitydemandedisveryhighatalowprice.Asthepriceincreasestoan

averageprice,thequantitydemandedreducessomuchbecausemanypoorpeople

cannolongerafford.Asthepriceincreasesfurthertoaveryhighprice,thequantity

demandedincreasesbecausealltherichpeoplestartbuyingthecommodity.

2.Demandforgiffengoods.

Theseareinferiorgoodswhichtakealargeproportionofthebudgetoflow-income

earnerssuchthatwhentheirpricesincrease,theconsumerreducesthe

consumptionofothergoodsandbuysthegiffengood.Examplesofgiffengoodsare

thebasicfoodstuffssuchasrice,maize,bananasandcassava.

Forthesegiffengoods,thedemandcurveisregressiveatthelowerlevelsuchthatif

pricesoverincrease,consumershavetolowerthedemandaltogether.
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Anincreaseinthepricefrom OPotoOP1causesanincreaseinamountdemanded

i.e.from OQotoOQ2.

3.Demandfornecessities.

Goodswhichareveryessentialtendtohaveafixeddemandatdifferentpricelevels.

E.g.salt.

4.Speculation(futurepriceexpectations)

Therearecaseswhenpeoplebuymoreaspricesrisebecausetheyexpectthem to

riseevenfurtherinfutureandlessaspricesfallbecausetheyexpectthem tofall

evenfurther.Suchbehaviourisknownasspeculationandit’scommoninstock

exchange,realestate,etc.Thiscreatesapositiverelationshipbetweenpriceand

quantitydemanded.
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5.Ignoranceeffect.

Someconsumersmaybuymoreunitsofthecommodityathighpricesdueto

informationasymmetry/marketimperfection.Somealsobuythemoreexpensive

item becausetheybelieveittobeofbetterquality.

6.Effectofaneconomicboom ordepression.

Intimesofadepression,fewerquantitiesofgoodsarepurchasedevenwhentheir

pricesarereducedbecausepurchasingpowerisverylow.Intimesofaneconomic

boom,morequantitiesofgoodsarepurchasedevenwhentheirpricesareincreased

becausepurchasingpowerisveryhigh.Inbothcases,thedemandcurveispositively

sloped.

7.Addictiontotheconsumptionofthecommodity.

Consumerswhoareaddictedtoconsumptionofparticularcommoditiesnormally

buythesamequantitiesofthegoodevenifthepriceincreasese.g.smokers.

8.Specialseasons.

Thedemandforsomegoodsdependsonseasons.Afavourablechangeinseasons

forthecommodityleadstoanincreaseincommoditydemandevenifthepricesare

increasinghenceviolatingthelawofdemand.

Assignment

a)Definetheterm marketdemand.

b)Statethedeterminantsofmarketdemandinaneconomy.

ENGELCURVE

Thisisacurvethatdescribeshow householdexpenditureonaparticulargoodor

servicevarieswithhouseholdincome.ItwasnamedaftertheGermanstatisticianErnst

Engel(1821–1896)whowasthefirsttosystematicallyinvestigatetherelationship

betweendemandandincomeoftheconsumerin1857.
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From thediagram above,thefollowingcanbeobserved.

1.Fornormalgoods,theEngelcurvehasapositivegradient.Thatisasincome

increases,thequantitydemandedalsoincreases.Conclusively,normalgoodshavea

positiveincomeelasticityofdemand

2.Forinferiorgoods,theEngelcurvehasanegativegradient.Thatmeansthatasthe

consumer’sincome increases,feweramountsofthe inferiorgood are bought

becausetheyarecapableofpurchasingbettergoods.Conclusively,inferiorgoods

haveanegativeincomeelasticityofdemand.

3.Fornecessitygoods,astheconsumer’sincomeincreases,theamountdemanded

increasesslightlyandthenbecomesconstant.Conclusively,necessitygoodshave

zeroincomeelasticityofdemand.

REASONSWHYPEOPLEDEMANDFORGOODS

1.Forfunctionalreasons/tocreateutility.

Somepeoplebuygoodstousethem tosatisfytheirneeds.Acommodityis

demandedbecauseofitsfunctionoruse.Forexampleonebuysabottleofwaterto

quenchthirst.

2.Impulsiveeffect.

Thisisthedemandforagoodafterseeingit.Forexampleasahawkerismoving

around,somepeoplemaydeveloptheideaofbuyingaproductbecausetheyhave

seenit.
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3.Speculativedemand/effect.

Somepeoplebuymoreofcertaingoodshopingthattheymightbecomescarcein

thefuture.Othersbuygoodshopingtomakegainsbybuyingatalowerpriceand

sellingthem atahigherpriceinthefuture.

4.Snobeffect/conspicuousconsumption.

Thisisthedemandforagoodinordertoimpressthepublicortoshowoff.Inthis

case,thegoodisdemandedhighlywhenitspriceishigh.Theconsumptionof

expensivecommoditiesinordertoshowoffisreferredtoasconspicuous

consumption.

5.Vebleneffect/exclusivity.

Thisisthedemandforagoodinordertolookuniqueorlookdifferentfrom others.

6.Bandwagoneffect/inclusivity.

Thisisthedemandforagoodsoastolikeothers.Somepeoplebuygoodsbecause

theyhaveseenothersusingthem.

7.Forpurposesofproducingothergoods.

Somepeoplebuycapitalgoodsforuseintheproductionofothergoods.

8.Forcomplementaryreasons.

Somepeoplebuygoodsbecausetheywanttomakeothergoodsintheirpossession

usefuloroperationale.g.onebuysfueltomakeacaruseful.

THETHEORYOFCONSUMERS’BEHAVIOURS

Aconsumerisanindividualwhobuysproductsorservicesforpersonaluseandnot

formanufactureorresale.

Aconsumerisalwaysfacedwithaproblem ofallocatingafixedincomeamonga

varietyofavailableoptions.

Aconsumerisassumedtoberationali.e.givenhisincomeandthemarketpricesof

thevariouscommodities;heplansthespendingofhisincomesoastoattainthe

highestpossibleutility.

DEFINITIONOFCONCEPTS

1.Utility

Thisisthesatisfactionderivedfrom consumingacertainamountofagoodor
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service.

OR

Utilityistheabilityofacommoditytogivesatisfactionforexamplewaterhasutility

becauseitcanquenchyourthirst.

Utilitycanbemeasuredinmonetaryunitsbytheamountofmoneyaconsumeris

willingtosacrificeforagivenamountofacommodity.

2.Totalutility

Thisreferstothetotalsatisfactionobtainedfrom theconsumptionofallpossible

unitsofacommodity.

3.Marginalutility

Thisisthe additionalsatisfaction derived from consuming an extra unitofa

commodity.

Marginalutilityiscalculatedasfollows.

Marginalutility=
ChangeinTotalUtility

Changeinnumberofunits

MU=
∆TU

∆Q

Theconceptsoftotalutilityandmarginalutilitycanbebetterunderstoodfrom the

followingscheduleanddiagram.

Units

consumed

TotalUtility MarginalUtility

0 0 -

1 20 20

2 37 17

3 47 10
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4 52 5

5 52 0

6 47 -5

7 35 -12

From thescheduleandthediagram above,wenotethefollowing;

 Astotalutilityisincreasing,marginalutilityisfallingbutpositive.

 Whentotalutilityisatitsmaximum (pointofsatiety),marginalutilityiszero.
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 Whentotalutilityisdecreasing,marginalutilitybecomesnegativeandthis

showsdisutility.

4.Disutility

Thisisthelossofsatisfactionduetoconsumptionofsomanyunitsofacommodity.

THELAW OFDIMINISHINGMARGINALUTILITY

Itis states thatas more and more units ofa commodityare consumed in

succession,thesatisfactionderivedfrom eachadditionalunitconsumedreduces.

ASSUMPTIONSUNDERLYINGTHELAW OFDIMINISHINGMARGINALUTILTIY

 Itassumesthattheconsumeraimsatutilitymaximization.

 Theconsumerhasafixedlevelofincome.

 Thecommoditypricesarefixedandconstant.

 Theconsumerhasperfectknowledgeabouttheprevailingmarketconditions.

 Theconsumer’stastesandpreferencesandpreferencesareconstant.

 It assumes consumption of only one commodity whose units are

homogeneous.

 Itassumesthatthecommodityhasuniform sizesi.e.thecommodityis

divisibleintosimilarportions.

 Itassumescontinuityinconsumptioni.e.theunitsofthecommodityshould

beconsumedinsuccessiononeaftertheother.

 Itassumesthattheconsumerdoesnotdevelopaddictiontothecommodity.

 Itassumesthatutilityismeasurableinmonetaryunits(utils).

 Itassumesthatthecommodityconsumedisanormalgood.

RELATIONSHIPBETWEENMARGINALUTILITYANDTHEDEMANDCURVE
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Thederivationofthedemandcurveisbasedonthelawdiminishingmarginalutility.

Marginalutilityistheslopeofthetotalutilitycurve.

Asmarginalutilitydeclines,theconsumeriswillingtopaylessforthecommodity.

Theconsumercanbuymoreifthepriceisreducedsincemarginalutilityislow.

When fewerunitsofthecommodityareavailable,marginalutilityishighandthe

consumeriswillingtopayhighpricesforthecommodity.Thisimpliesthatdemand

ismoreatlowerpricesandlessathighprices.

Ifmarginalutilityismeasuredinmonetaryunits,thenthedemandcurveforthe

commodityisidenticaltothepositivesegmentofthemarginalutilitycurve.

Samplequestions

a)Distinguishbetweenpriceandmarginalutility. (02marks)

b)Whatistherelationshipbetweenmarginalutilityandprice? (02marks)

c)Withthehelpofillustrations,show therelationshipbetweenmarginalutilityand

demand.

Solution

a)Refertoyournotes

b)Asmarginalutilitydeclines,theconsumeriswillingtopaylessforthecommodity.
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Theconsumercanbuymoreifthepriceisreducedsincemarginalutilityislow.

c)Botharehighforthefirstunitofoutputconsumedandtheytendtofallasmoreand

moreofaproductisconsumed.

Bothareillustratedbyadownwardslopingcurve. (2marks)

@1mark

APPLICABILITYOFTHELAW OFDIMINISHINGMARGINALUTILITY

1.Ithelpstoexplainthelawofdemand.

2.Itisappliedundertheprincipleofprogressivetaxation.

3.Thelawisusedtoexplainthewater–diamondparadox.

4.Itexplainswhydiscountsareofferedonextraunitspurchased.

5.Guidesconsumerswhenmakingconsumptiondecisions.

6.Itguidesinpricingofgoodsandservices.

LIMITATIONS/CRICISIMS/DEFECTSOFTHELAW OFDIMINISHINGMARGINAL

UTILITY

1.Itassumesthatconsumersarerationalwhichisnotalwaysthecase.Many

consumersdonotattachcardinalvaluesoncommoditiesbeingconsumed.

2.Itassumesthattheunitsofthecommodityconsumedarehomogeneouswhichis

unrealistic.Unitsofthesamecommoditymaybedifferente.g.whenconsuminga

sugarcane.

3.Itassumesconstanttastesandpreferencesyetforthesameindividual;tastesand



MrMayendeHPage32

preferenceskeeponchangingfrom timetotimedependingontheenvironment,age,

fashion,etc.

4.Consumptionisnotalwayscontinuousi.e.theconsumerstakebreakswhen

consumingcommodities.

5.Itassumesthatcommoditiesaredivisibleintostandardsizesbutthisdoesnot

applytoallcommoditiese.g.furniture,vehicles,etc.

6.Thelawisnotapplicabletomoneybecausethemoremoneyonegets,themore

marginalutilityhe/shegets.

7.Itisnotapplicableunderhabitualconsumptionwheremarginalutilityincreasesas

theconsumerconsumesmoreofthecommodity.

8.Itisnotapplicableinsituationswherethecommoditypriceskeeponchangingdue

toinflation.

9.Theassumptionthattheconsumer’sincomeisfixedisunrealistic.

10.Utilitycannotbemeasuredasthelawassumesi.e.thereisnoinstrumentwhichcan

beusedtomeasureutility.

11.Thelawisnotapplicableinsituationsofjointdemandwheretwocommoditiesare

consumedatthesametime.Thisisbecauseitassumesconsumptionofonlyone

commodityatatime.

12.Inmostcases,theconsumersareignorantaboutthemarketpricesofcommodities.

Thisviolatestheassumptionofperfectknowledgeoftheconsumeraboutthe

marketprice.

CONSUMER’SSURPLUS

Thisisthedifferenceinmonetaryunitsbetweenwhattheconsumeriswillingtopay

foracommodityandwhatheactuallypays.

OR

Itistheadditionalutilitywhichtheconsumerenjoyswithoutpayingforit.

Illustration
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Consumer’ssurplusisrepresentedbytheshadedregion(Areaunderthedemand

curvebutabovetheequilibrium price)i.e.AreaPeABE.

Itcanbecomputedusingtheformula;

Consumer'ssurplus=Plannedexpenditure-Actualexpenditure

Example

StudythetablebelowshowingthepriceandquantitypurchasedofcommodityXand

answerthequestionsthatfollow.

Priceconsumersarewillingtopay

(shs)

Units

purchased

300

250

200

150

100

50

1

2

3

4

5

6

Calculatetheconsumer’ssurplusif4unitsofthecommoditywerepurchasedatshs
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150.

Solution

Consumessurplus=Plannedexpenditure-Actualexpenditurer'

=shs( - )(300+250+200+150)(150×4)

=shs(900-600)

=shs300

ALT

Consumessurplus=Plannedexpenditure-Actualexpenditurer'

300-150=150

250-150=100

200-150=50

150-150=0

=shs300

Exercise

a)Whatisconsumer’ssurplus? (01mark)

b)Giventhetablebelow;

Priceconsumersarewillingtopay

(shs)

Units

purchased

9,000

8,000

7,000

6,000

5,000

4,000

3,000

1

2

3

4

5

6

7
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2,000 8

Calculatetheconsumer’ssurplusforthefirstfiveunitsofthecommoditypurchased.

(03marks)

PRODUCER’SSURPLUS

Thisisthedifferencebetweentheactualrevenueasellergetsandtherevenuehe

expected.

Illustration

Theproducer’ssurplusisrepresentedbytheshadedarea(Areaabovethesupply

curvebutbelowtheequilibrium price)i.e.Area.APeEB.

Itcanbecomputedusingtheformula;

Producesurplus=Actualrevenue-Expectedrevenuer'

Example

Giventhesupplyschedulebelow;

Price(shs) 50 60 80 100 140 200

Quantity

supplied

1 2 3 4 5 6
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Taking100tobetheequilibrium price,calculatetheproducer’ssurplus.

Solution

Producesurplus=Actualrevenue-Expectedrevenuer'

=shs( -(50+60+80+100)(100×4)

=shs(400-290)

=shs110

Exercise

a)Distinguishbetweenproducer’ssurplusandconsumer’ssurplus.

(02marks)

b)GiventhatthemarketpriceofthecommodityisUgandashs65,000;calculatethe

producer’ssurplusinthetablebelow.

Price

(Ugx)

30,00

0

35,00

0

40,000 45,000 50,00

0

55,000 60,00

0

65,000

Supply 1 2 3 4 5 6 7 8

(02

marks)

SUPPLYTHEORY

Supplyistheamountofagoodorservicethatafirm iswillingandabletoofferfor

saleatagivenpriceperperiodoftime.

Marketsupplyreferstothequantityofagoodthatallfirmsarewillingtomake

availableforsaleatdifferentpricesinagivenmarketduringagiventime.

TYPESOFSUPPLY

1.Complementary(Joint)supply.

Jointsupplyreferstothesupplyoftwoormorecommoditiesfrom thesame

processofproduction/samesource/sameresourcessuchthatanincreaseinthe

supplyofonecommodityleadstoincreaseinthesupplyoftheother.

Examplesofjointsupplyinclude;
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 Supplyofmeatandskinfrom slaughteredanimals/beefandhidesfrom

slaughteredanimals

 Supply ofpetrol,dieseland paraffin from crude oil(through factional

distillation)

 Supplyofmuttonandwool

 Supplyofmaizeflourandmaizebran

2.Competitivesupply

Thisreferstothesupplyoftwoormorecommoditiesthatusethesameresources

fortheirproductionsuchthatanincreaseinthesupplyofoneproductleadsto

declineinthesupply/productionoftheother.

Examplesofcompetitivesupplyinclude;

 Supplyofeggsandmeatfrom chicken

 Supplyofmilkandmeatfrom cows

 Cropandanimalproductionfrom apieceofland.

 Supplyofjerrycansandbasinsfrom plastics.

THELAW OFSUPPLY

Thelaw ofsupplystatesthatthehighertheprice,thehigherthequantitysupplied

andthelowertheprice,thelowerthequantitysuppliedceterisparibus.

THESUPPLYSCHEDULE

Thisisatableshowingthenumberofunitsofacommoditysellersarewillingto

offeratalternativepricesduringagivenperiodoftimeallotherthingsbeingequal.

ILLUSTRATION

Priceinshillings Quantitysuppliedinkg

500 10

1000 20

1500 30

2000 40
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2500 50

From thetableabove,itcanbeseenthatasthepriceincreases,quantitysuppliedalso

increases.

THESUPPLYCURVE

Thesupplycurveisthegraphicalrepresentationofthesupplyschedule.

Thesupplycurveisalocusofpointsshowingthequantitiessuppliedofacommodityat

variouspricesinagivenperiodoftime.

From theabovetable,wederivethesupplycurvebyplottingpriceagainstquantity

suppliedasshownbelow.

Anormalsupplycurveisupwardslopingfrom lefttoright,thatisithasapositiveslope

meaningthatthereisadirectrelationshipbetweenpriceandquantitysupplied.(As

priceincreases,quantitysuppliedincreasesandviceversa).

ABNORMAL/REGRESSIVE/EXCEPTIONALSUPPLYCURVES

Thesearecurveswhichdonotobeythelawofsupplywhichstatesthatthehigherthe

price,thehigherquantitysuppliedandthelowertheprice,thelowerthequantity
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suppliedceterisparibus.

Thefollowingarethefactorsthatvioletthelawofsupply.

1.Supplyoflabour.

Thesupplycurveforlabourisasshownbelow.

From thecurve,whenthewageincreasesfrom OW1toOW2,laboursupplyincreases

from Oh1toOh2.Furtherincreaseinwagesfrom OW2toOW3leadstoareductionin

laboursupplyfrom Oh2toOh3.Thisisduetothefollowingfactors;

 Presenceoftargetworkers

 Preferenceofleisuretowork

 Existenceofaprogressivetaxsystem/increasedrateoftaxation

 Culturaland politicalfactors which influence reduction in laboursupply

(Discriminationintheemploymentsector)

 Decliningworkingconditions

 Effectofoldage

 Declineintherealwageofworkersduetohighlevelsofinflation

2.Supplyrigidities.

Attimestheproducersmaynotsupplymoreevenifthepriceofthecommodity
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increasesduetosupplyrigiditiessuchasdrought,politicalinstabilities,etc.this

causesafixedsupply.

From thediagram above,samequantityissuppliedatdifferentpricesuntilwhenthe

supplyrigiditiesareremoved.

3.Supplyofland.

Thesupplyoflandcannotbeincreased.Itisafixedresource.
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From thediagram,supplyremainsconstantinspiteofpricechanges.

4.Expectationoffuturepricechanges(speculation)

Ifproducersexpectthepricestoincreaseinfuture,theyputlessonthemarketeven

ifpricesareslightlyincreasing.Thisisbecausetheyexpecttogetalotofprofitsin

futurebysellingathighprices.Ontheotherhand,ifthepricesareexpectedtofallin

thefuture,producerssupplymoreevenifthepricesareslightlydecreasing.This

causesanabnormalsupplycurve.

5.Supplyofperishablegoods

Forperishablegoods,moreissuppliedimmediatelyafterharvestwhetherpricesare

highorlowhenceviolatingthelawofsupply.

6.Exhaustionofrawmaterials.

Inthiscase,evenifthereisanincreaseinprice,quantitysuppliedmaynotincrease

becausetheproducershavenorequirementstoproducefinalgoods.

7.Existenceofcommoditiessuppliedbythegovernment.

Thegovernmentmaydecidetosupplycertainessentialcommoditiestoconsumers

atlowerpricestoimprovepeoples’standardsofliving.Thiscreatesaregressive

supplycurve.

FACTORSTHATINFLUENCESUPPLY

1.Priceofthecommodity.

Ahighpriceforthecommodityinquestionleadstohighsupplybecauseitattracts

manyproducerstoproduceandmaximiseprofits.However,alowpriceleadstolow

amountsupplied because itdiscourages some producers from engaging in

production.

2.Thepriceofajointlysuppliedcommodity.

Ahighpriceforthejointlysuppliedproductleadstohighsupplyofthecommodityin

questionbecauseitbecomesprofitabletoproducebothgoodswhilelowpricefora
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jointlysuppliedproductleadstolowsupplyofthecommodityinquestionbecauseit

becomesunprofitabletosupplybothgoods.

3.Thepriceofacompetitivelysuppliedproduct.

Ahighpriceforcompetitivelysuppliedgoodleadstolowsupplyofthecommodityin

questionbecauseproducersdivertresourcestoproductionofothergoodswhilea

lowpriceforcompetitivelysuppliedgoodleadstohighsupplyofthecommodityin

questionbecauseproductionofthecommoditybecomesprofitable.

4.Thecostofproduction.

Atahighcost,thesupplyislowbecausetheproducerisonlyabletomobilisefew

factorsofproductionorfew raw materials.Howeveratalow costofproduction,

supplyishighbecausetheproducerisabletoacquiremanyfactorsofproduction.

5.Thelevelofdemandforthecommodity/marketsize.

Highdemandforaproductleadstohighsupplybecauseitencouragesproduction

andthereforeleadstohighoutputproduced.However,low demandleadstolow

supplyofthecommoditybecauseitdiscouragesproductionandthereforeleadsto

lowoutputproduced.

6.Leveloftechnologyusedintheproductionofthecommodity.

The use ofefficientand modern technologyleads to high supplysince such

technologyimprovesthespeedatwhichgoodsandservicesareproduced.However,

poormethodsofproductionleadtolow supplysincetheproductionprocessis

madeslow.

7.Lengthofgestationperiod.

Thelongerthegestationperiod,thelongerittakestheproducertomakeagood

henceleadingtolowsupply.However,ashortgestationperiodcreateshighsupply

becausetheproducerisabletoproducealotofoutputinalimitedperiodoftime.

8.Theobjectiveofthefirm.

Aproducerwhosemainobjectiveistomaximizesalesproduceshighoutputsoas

tolowertheaveragecostleadingtohighsupply.However,aproducerwhosemain

objectiveistomaximiseprofitslimitsoutputinordertochargeahighpricehence

leadingtolowsupply.

9.Thelevelofsupplyoffactorinputs/availabilityoffactorsofproduction.
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Availabilityoffactorsofproductionencouragesproductionleadingtohighoutput

andhighsupply.However,scarcityoffactorsofproductiondiscouragesproduction

leadingtolowoutputandlowsupply.

10.Politicalclimateinthearea.

Politicalstabilityencouragesproductionofgoodsandservicesduetoassured

securityoflifeandpropertyhenceleadingtohighsupplywhilepoliticalinstability

scaresawayproducersduetofearoflossoftheirlivesandpropertyhenceresulting

intolowsupply.

11.Naturalfactors/climaticconditions.

This is especially with respectto agriculturalproducts.Favourable climatic

conditionslikereliablerainfallleadtohighagriculturalproductionleadingtohigh

supply.However,unfavourableclimaticconditionslikelongdroughtsleadtolow

agriculturalproductionleadingtolowsupply.

12.Levelofdevelopmentofinfrastructure.

Availabilityofadequateandwelldevelopedmeansoftransportandcommunication

facilitiesmakesitpossibletomovecommoditiesfrom oneplacetoanotherhence

highsupply.However,underdevelopedinfrastructuresleadtolow supplybecause

theymaketransportationofrawmaterialstoproductioncentresandfinishedgoods

tomarketcentresdifficult.

13.Degreeoffreedom ofentryoffirmsintotheindustry/Numberofproducers

Freeentryofnewfirmsintotheindustryleadstohighsupplybecauseitispossible

formanyfirmstojoinintheproductionofagood.However,restrictedentryofnew

firmsintotheindustryleadstolowsupplybecausetherearefewfirmsthatproduce

theproduct.

14.Governmentpolicyoftaxationandsubsidisation.

A favourable governmentpolicy ofgiving producers subsidies leads to low

production costs hence encouraging production leading to high supply while

unfavourablegovernmentpolicyofimposinghighindirecttaxesresultsintohigh

productioncoststherebydiscouragingproductionhenceleadingtolowsupply.

15.Workingconditions.

Favourableworkingconditionsencouragehardworkamongtheworkerswhichleads
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tohighoutputproducedandhighsupply.However,poorworkingconditionsmake

theworkers’moraletobelowhencelimitingoutputlevelsthusleadingtolowsupply.

16.Futurepriceexpectations.

Iftheproducersexpectthepricesto increaseinfuture,currentsupplyislow

becausetheystorethegoodssoastosellthem inthefutureathighpricesand

makealotofprofits.However,iftheproducersexpectafallinprices,currentsupply

ishighbecausetheywantdisposeofthecommoditiesbeforepricesfalltoavoid

makinglosses.

CHANGEINSUPPLYANDCHANGEINQUANTITYSUPPLIED

CHANGEINSUPPLY

Achangeinsupplyiswheremoreorlessunitsofacommodityaresupplieddueto

changesinotherfactorsthatdeterminesupplykeepingpriceofthecommodity

constant.

Itisillustratedbythetotalshiftofthesupplycurveeitherinwardstotheleftof

outwardstotherightataconstantprice.

Illustration
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From thediagram above,SoSoistheoriginalsupplycurve.

S1S1showsashiftofthesupplycurveinwardsfrom SoSorepresentingadecreasein

supply

S2S2showsashiftofthesupplycurveoutwardsfrom SoSorepresentinganincrease

insupply.

FACTORSTHATCAUSEACHANGEINSUPPLYOFACOMMODITY

1.Changeinthecostofproduction.

2.Changeinthenumberoffirmsintheindustry.

3.Changeinthelevelofdemandforthecommodity/marketsize.

4.Changeintheleveloftechnologyusedintheproductionofthecommodity.

5.Changeintheobjectiveofthefirm.

6.Changeinthegestationperiodofthecommodity

7.Changeinthelevelofsupplyoffactorinputs/availabilityoffactorsofproduction.

8.Changeinthepriceofajointlysuppliedcommodity.

9.Changeinthepriceofacompetitivelysuppliedproduct.

10.Changeinthepoliticalclimateinthearea.
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11.Changeinnaturalfactors/climaticconditions.

12.Changeinthelevelofdevelopmentofinfrastructures.

13.Changeinthedegreeoffreedom ofentryoffirmsintotheindustry.

14.Changeingovernmentpolicyoftaxationandsubsidization.

15.Changeinworkingconditions.

16.Expectationoffuturepricechanges.

INCREASEINSUPPLY

Thisisaneconomicsituationwheremoreunitsofacommodityaresuppliedata

constantpriceduetootherfactorsaffectingsupplyofthatparticularcommodity

becoming(more)favourable.

Illustration

CAUSESOFANINCREASEINSUPPLY

1.Decreaseinthecostofproduction.

2.Increaseinthenumberoffirmsintheindustry.

3.Increaseinthelevelofdemandforthecommodity/marketsize.

4.Improvementintechnologyusedintheproductionofthecommodity/shiftfrom

inferior/poor/labourintensivetechnologytocapitalintensive/superiortechnology.

5.Changeintheobjectiveofthefirm from profitmaximizationtosalesmaximization

6.Reductioninthegestationperiodofthecommodity

7.Increaseinthelevelofsupplyoffactorinputs/availabilityoffactorsofproduction.



MrMayendeHPage47

8.Afallinthepriceofajointlysuppliedcommodity.

9.Increaseinthepriceofacompetitivelysuppliedproduct.

10.Politicalclimateintheareabecomingfavourable

11.Naturalfactors/climaticconditionsbecomingfavourable

12.Animprovementininfrastructures.

13.Increasedfreedom ofentryoffirmsintotheindustry.

14.Governmentpolicyonproductionofacommoditybecomingfavourable.

15.Workingconditionsbecomingfavourable.

16.Expectationoffuturepricefall

DECREASEINSUPPLY

Thisisaneconomicsituationwherelessunitsofacommodityaresuppliedata

constantpriceduetootherfactorsaffectingsupplyofthatparticularcommodity

becomingunfavourable.

Illustration

ASSIGNMENT

Accountforadecreaseincommoditysupplyinaneconomy (20marks)

CHANGEINQUANITYSUPPLIED

Thisisaneconomicsituationwheremoreorlessunitsofacommodityaresupplied

duetochangesinthepriceofthecommoditykeepingotherfactorsdetermining
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supplyconstant.

itisillustratedbymovementalongthesupplycurveeitherupwardduetoprice

increaseordownwardduetopricefall.

Illustration

Afallinthepricefrom OPotoOP1leadstoadecreaseinthequantitysuppliedfrom

OQotoOQ1asillustratedbythemovementalongthesupplycurvefrom pointatob

andthisisknownasacontractioninsupply.

Ariseinthepricefrom OPotoOP2leadstoanincreaseinquantitysuppliedfrom

OQotoOQ2asillustratedbythemovementalongthesupplycurvefrom pointatoc

andthisisknownasanexpansioninsupply.

INCREASEINQUANTITYSUPPLIED

Thisisaneconomicsituationwheremoreunitsofacommodityaresupplieddueto

anincreaseinitspricewhenotherfactorsthataffectsupplyofthatparticular

commodityhavenotchanged.

Illustration
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DECREASEINQUANTITYSUPPLIED

Thisisaneconomicsituationwherelessunitsofacommodityaresuppliedduetoa

decrease in its price when otherfactors thataffectsupplyofthatparticular

commodityhavenotchanged.

Illustration

RELATIONSHIPBETWEEENDEMANDANDSUPPLY

Demandandsupplyalso lookedatseparatelyinthepreviouschaptersdo not

operateinisolation.Forcesofdemandandsupplyareconstantlyoperatinginevery

marketandinsodoingaffectingthelevelofprices.Asforcesofdemandandsupply

operate,therecomesapriceatwhichthequantitythatisdemandedisequaltothe
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quantitythatissupplied.Thisgivesrisetotheequilibrium concept

Theterm equilibrium hereisusedtoimplyastateofbalancewherewhatisputon

themarketbythesellersisallboughtoffbythebuyerswithoutcreatingany

shortagesorsurpluses.

ILLUSTRATIONOFTHEEQUILIBRIUM CONCEPT

(THEMARKETEQUILIBRIUM)

Where E=equilibrium point

Pe=Equilibrium price

Qe=Equilibrium quantity

AnincreaseinpricetoOP2leadstoafallinquantitydemandedtoOQ1andan

increaseinQuantitysuppliedtoOQ2.ThiscreatesasurplusofQ1Q2onthemarket.

Asaresult,producersareforcedtoreducethepricetoOPesoastodisposeofthe

surplus.

AfallinpricetoOP1leadstoanincreaseinquantitydemandedtoOQ2andafallin

quantitysuppliedtoOQ1.ThiscreatesashortageofQ1Q2onthemarket.Asa

result,buyersareforcedtoofferahigherpriceofOPesoastoencourageproducers

tosupplymoreandremovetheshortage.

Incasesuchasituationhappensinthemarket,thenOPewouldbereferredtoasthe

normalprice.
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NOTE

1.Stableequilibrium isasituationwherebydivergencefrom theequilibrium point

canberestoredthroughtheinteractionofmarketforcesofdemandandsupply.

2.Unstableequilibrium isasituationwherebydivergenceform theequilibrium point

canneverberestoredthroughtheinteractionofmarketforcesofdemandand

supply.

THECONCEPTOFELASTICITY

Elasticityreferstothedegreeofresponsivenessofthedependentvariabletoachange

intheindependentvariable.

Thedependentvariablemaybequantitydemandedorquantitysuppliedwhilethe

independentvariablesarethefactorswhichinfluencetheabovedependentvariables.

Elasticityisbroadlycategorizedintotwo;

1.Elasticityofdemand

2.Elasticityofsupply.

ELASTICITYOFDEMAND

Thisisthemeasureofthedegreeofresponsivenessofquantitydemanded ofa

commoditytochangesinthefactorsthatinfluencedemand.

Thereareasmanytypesofelasticityofdemandasthedeterminantsofdemand.

However,weshalllookatonlythethreemostimportantonesi.e.

1.Priceelasticityofdemand(P.E.D)

2.Incomeelasticityofdemand(Y.E.D)

3.Crosselasticityofdemand(C.E.D)

PRICEELASTICITYOFDEMAND

Thisisthemeasureofthedegreeofresponsivenessofquantitydemanded ofa

commoditytochangesinitsprice.

TYPESOFPRICEELASTICITYOFDEMAND

Priceelasticityofdemandrangesfrom zerotoinfinity(0≤P.E.D≤∞)

1.Perfectlyinelasticdemand(P.E.D=0)

Thisiswhereachangeinpricedoesnotaffectthequantitydemandedofthe
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commodity.Itiscommonwithnecessities.Thedemandcurveisvertical.

Illustration

2.Inelasticdemand(Lowpriceelasticityofdemand)(0<P.E.D<1)

Thisiswhereabigchangeinpriceresultsintoasmallchangeinquantitydemanded.

Theslopeofthedemandcurveisverysteep.

3.Unit/unitaryelasticityofdemand(P.E.D=1)

Thisiswhereachangeinpriceresultsintoanequalchangeinquantitydemanded.

Thepercentagechangeinpriceisequalto thepercentagechangeinquantity

demanded.Itisillustratedbyarectangularhyperbola.
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4.Elasticdemand(Highelasticityofdemand)(1<P.E.D<∞)

Thisiswhereasmallchangeinpriceresultsintoabigchangeinquantitydemanded.

Thedemandcurveisgentlysloped.

5.Perfectlyelasticdemand(P.E.D=∞)

Thisiswheredifferentquantitiesofacommodityaredemandedataconstantprice.

Thismeansthatthecommodityhasgotperfectsubstitutesandthereforeaseller

cannotincreasetheprice.Thedemandcurveishorizontal.
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METHODSOFMEASURINGPRICEELASTICITYOFDEMAND

Therearethreemethodsofmeasuringpriceelasticityofdemand.Theyare;

a)Thepercentagemethod

b)Thepointmethod

c)Thearcmethod(Midpointmethod)

THEPERCENTAGEMETHOD

Priceelasticityofdemand can also bedefined asthepercentage(proportionate)

changeinthequantitydemandedofacommodityduetoapercentage(proportionate)

changeinthepriceofthecommodity.

Weusetheformula;

Priceelasticityofdemand=(-)
Percentagechangeinquantitydemanded

Percentagechangeinprice

NB

Duetotheinverserelationshipbetweenpriceandquantitydemanded,allcalculations

forpriceelasticityofdemandfornormalgoodsyieldnegativeresults.Asarule,we

multiplytheformulawithanegativetomakethepriceelasticityofdemandapositive

numbersoastohaveacorrectinterpretationoftheresponsiveness.

Pleasenotethatthisruleshouldonlybeappliedforpriceelasticityofdemand.

Workedexamples

1.Ifthepriceofoilincreasesby10%overaperiodofseveralyearsandthequantity

demandedfallsby5%,whatisthelongrunelasticityofdemandforoil?
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2.Thepriceofagivencommoditydecreasedfrom Shs10,000toShs9000andasa

result,quantitydemandedincreasedby25%.Calculatetheelasticityofdemandand

interpretyouranswer.

3.Giventhatthepriceofthecommoditydecreasedfrom Shs500toShs400andasa

result,thequantitydemandedincreasedfrom 10kgto20kg.Calculatetheelasticity

ofdemandandinterpretyouryouranswer.

Trialquestion

1.Achangeinpriceofacommodityfrom15/=to5/=ledtoanincreaseinquantity

demandedfrom 2kgsto5kgs.Calculatethepriceelasticityofdemandand

interpretyouranswer.

2.Assumingthatthepriceofthecommodityrisesfrom Shs1500toShs2000per

kgandasaresultthequantitydemandedfallsfrom 20kgto15kg.Calculatethe

elasticityofdemandandinterpretyouranswer.

FACTORSTHATPRICEELASTICITYOFDEMAND

1.Availabilityofsubstitutes/degreeofsubstitutabilityofthecommodity.

Demand fora commoditythathas close substitutes is price elastic because

consumershavealternativestochoosefrom depending onwhichoneischeaper.

However,demandforacommoditythathasnoclosesubstitutesispriceinelastic

becauseconsumershavenoalternativegoodstoturntoorfrom incaseofachange

inprice.

2.Availabilityofcomplements.

Demandforacommoditywhichisastrongcomplementtowhatconsumershaveis

priceinelasticbecauseconsumerscontinuetobuydespitepricechangessoasto

derivesatisfactionfrom thecommodityitcomplements.However,demandfora

commoditywhichisnotastrongcomplementtowhatconsumershaveisprice

elasticbecausetheconsumershaveachoicewhethertobuyornotincaseofprice

changes.
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3.Proportionoftheconsumer’sincomespentonthecommodity.

Demandforacommoditywhichtakesaverysmallproportionoftheconsumers’

incomeispriceinelasticsincepeopledonotfeeltheimpactofthepricechangesso

much.However,demandforacommoditywhichtakesabigpercentageofthe

consumers’income is price elastic because consumers are sensitive to price

changesandariseinpricewouldpromptthem tocutorabandonconsumption

whileafallinpriceencourageshigherconsumptionlevels.

4.Levelofconsumer’sincome.

Demandforacommodityispriceinelasticamonghighincomeearnersbecausethey

havetheabilitytocontinueconsumingaroundthesamequantitiesdespitetherise

inpricesandafallinpricesmaynotexcitethem intoconsuminghigherquantities.

However,demandispriceelasticamonglowincomeearnersbecausetheyarevery

sensitivetopricechangesandtheyconsiderablyvarythequantitiestheybuywhen

priceschangebecausetothem,everyshillingmeansalotandmustthereforebeput

tothebestuse.

5.Degreeofnecessityofthecommodity.

Demandforanecessitylikefoodispriceinelasticbecauseconsumerscannoteasily

do withoutitand hence even ifthe price rises,consumers find themselves

continuingtobuyrelativelythesamequantities.However,demandforaluxuryis

priceelasticbecausepeoplecaneasilydowithoutitifthepricerisesorreducethe

amountconsumed.

6.Levelofaddictionintheuseofthecommodity.

Demandforanaddictivecommoditylikecigaretteispriceinelasticbecausesucha

commodityformsahabitintheconsumerandhebuysalmostthesameunits

regardless ofthe changes in price.However,demand fora non – addictive

commodityis price elastic because the consumereasilyreduces the amount

demandedwhenpricesincrease.

7.Levelofdurabilityofthecommodity/levelofperishabilityofthecommodity/nature

ofthecommodityi.e.perishableordurablecommodity.

Demandforadurablegoodlikeatelevisionsetispriceinelasticbecausepeopledo

nothavetopurchaseitfrequentlyimplyingthatafallinpriceofsuchagooddoes
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notnecessarilycallformoreofittobeboughtbythosewhohaveit.Ontheother

hand,demandforaperishablegoodispriceelasticbecausethefrequencyof

purchasingishighmakingconsumerssensitivetoprice changeshencebuying

morewhenthepricefallsandlesswhenthepriceincreases.

8.Numberofusesofthecommodity.

Demandforagoodthathasseveraluseslikeelectricityispriceelasticbecausean

increaseinthepriceofthecommoditymakesconsumerstouselessofitforonly

vitalpurposesandafallinthepricemakesconsumerstoincreaseitsdemandfor

evenunimportantpurposes.Onotherhand,demandforagoodhavingasingleuse

ispriceinelasticbecauseachangeinpriceaffectsdemandforthecommodityonly

inthatuse.

9.Timeperiodofconsumptioni.e.shortrunorlongrun.

Intheshortrun,thedemandforacommoditytendstobepriceinelasticbecauseitis

difficultforconsumerstofindsubstituteswhileinthelongrun,thedemandforthe

commodityis price elastic because consumers are able to learn the market

conditionsandlookforsubstitutes.

10.Possibilityofdeferringconsumptionofthecommodity.

Thedemandforacommoditywhoseusecanbepostponedtoafuturedateisprice

elasticbecauseanincreaseinpricemakesconsumerstoabandonthepurchaseof

the commodityuntilthe price reduces.On the otherhand the demand fora

commoditywhoseusecannotbepostponedispriceinelasticbecauseanincreasein

pricehaslittleeffectonquantitydemanded.

11.Speculationaboutpricechanges

Whentheconsumersexpectthepriceofthecommoditytofallinfuture,thecurrent

demandtendstobepriceelasticbecauseconsumerseasilyreducetheamount

demandedwhenthepriceslightlyincreaseswithhopeofbuyinginthefutureat

lowerprices.Ontheotherhandifconsumersexpectafuturepriceincrease,the

currentdemandforthecommoditytendstobepriceinelasticbecauseconsumers

continuebuyingevenifpricesarerisingduetofearofpurchasingatveryhighprices

inthefuture.

12.Levelofadvertisement.
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Demandforahighlyadvertisedgoodispriceinelasticbecausethepersuasive

advertsconvincethebuyerstocontinuebuyingthecommodityregardlessofthe

changesinprice.However,demandforalessadvertisedcommodityispriceelastic

becauseofthelimitedawarenessofthepublicaboutthecommodity.

13.Degree/extentofconvenienceinacquiring/accessingthecommodity.

Demandforacommoditythatisconvenientlyaccessibleispriceinelasticbecause

consumersfindnoneedtolookforsubstitutesincaseofpriceincrementwhile

demandforacommoditythatisdifficulttoaccessispriceelasticbecausean

increaseinpriceforcesconsumerstolookforsubstitutes.

CAUSESOFPRICEINELASTICDEMAND

1.Thecommoditynotbeingsubstitutable/thecommodityhavingnosubstitutes.

2.Thecommoditybeingacomplement

3.Proportionoftheconsumer’sincomespentonthecommoditybeinghigh

4.Thecommoditybeinganecessity

5.Theconsumer’sincomebeinghigh

6.Thecommoditybeinghabitforming/addictive

7.Thecommoditybeingdurable

8.Thecommodityhavingoneorfewuses

9.Shortrunsituation

10.Theconsumptionofacommoditynotbeingdeferrable.

11.Consumersspeculatingafuturepriceincrease

12.Thecommoditybeinghighlyadvertised.

13.Thecommoditybeingconvenientlyaccessible.

ASSIGNMENT

Explainthecausesofhighpriceelasticityofdemandinyourcountry.

USESOFPRICEELASTICITYOFDEMANDINANECONOMY

Theconceptofpriceelasticityofdemandisofgreatimportancetoproducersand

governmentwhenmakingdecisionsespeciallythosethatmayaffectprice.
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1.Producer(PPPAW)

a)Usedinpricedetermination.

Priceelasticityofdemandhelpstheproducertofixpricesforthecommoditysoas

tomaximizerevenue.Forcommoditieswithelasticdemand,theproducerprofits

morebychargingalow priceandforcommoditieswithinelasticdemand,the

producerprofitsmorebychargingahighprice.

NOTES

Incasethepriceelasticityofdemandforacommodityisunitary,theproducerdoesnot

needtochangehisprices.

b)Usedinpricediscrimination

Forpricediscriminationtosucceedthereshouldbegeographicalseparationofthe

marketinto submarketsandthepriceelasticityofdemandforthecommodity

shouldbedifferentindifferentsubmarkets.Thesellerchargesahighpriceinthe

submarketwithinelasticdemandandalow priceinthesubmarketwithelastic

demand.

c)Usedtodeterminepricesofjointproducts

Theconceptofpriceelasticityofdemandisofmuchuseinthepricingofjoint

productslikewoolandmutton,wheatandstraw,cottonandcottonseed,meatand

hides,etc.Insuchcases,separatecostsofproductionofeachcommodityarenot

knownandthereforethepriceofeachisfixedonthebasisofitselasticityof

demand.Thatiswhyproductslikewool,wheat,meatandcottonhavinganinelastic

demandarepricedveryhighlyascomparedtotheirbyproductsmutton,straw,hides

andcottonseedswithanelasticdemand.

d)Usedtodeterminetheintensityofadvertisement.

Theconceptofpriceelasticityofdemandprovidesaguidelinetoaproducerabout

theamountofmoneytospendonadvertisement.Forcommoditieswithelastic

demand,theproducerneedstospendlargesumsofmoneyonadvertisementin

ordertoincreasethesalessinceincreasingpricesreducestherevenue.Ontheother
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hand,littleornoadvertisementisrequiredforcommoditieswithinelasticdemand

sincetheproducercanincreaserevenuebyraisingprices.

e)Usedtodeterminethewagerate.

Theconceptofpriceelasticityofdemandisimportantinthedeterminationofwages

ofaparticulartypeoflabour.Labourproducingacommoditywithinelasticdemand

ispaid ahigh wagebecausetheproducercan recoverthecostoflabourby

increasingthepriceofthecommodity.Howeverlabourproducingacommoditywith

elasticdemandisapaidalowwagebecausepassingonthecosttoconsumersin

form ofincreased pricesreducesdemand significantlyhencecausing afallin

revenue.

2.Government

a)Usedtodeterminegoodstobeprovidedaspublicutilities.

Government’sdecisiontodeclarecertainindustriesaspublicutilitiesdependson

elasticityofdemandfortheirproducts.Thestateusuallytakesoverproductionof

productswhosedemandisinelasticandareessentialtothepublic.Thisisbecause

ifproductionofsuchproductsisleftinthehandsofprivateindividuals,theytendto

overcharge the consumers because theirmain goalofproduction is profit

maximisation.

b)Usedtodeterminetheincidenceofatax.

Whengovernmentimposesanindirecttax,itiseitherpaidbytheproducerorthe

consumeroracombinationofthetwodependingonthepriceelasticityofdemand.

Forinelasticdemand,theconsumerpaysmoretaxthantheproducer.Forelastic

demand,theproducerpaysmoretaxthantheconsumer.Forunitaryelasticityof

demand,thetaxissharedequallybetweentheproducerandtheconsumer.The

producerpaysthetaxaloneifdemandisperfectlyelasticandtheconsumerpays

thetaxaloneifthedemandisperfectlyinelastic.

c)Usedtodeterminethetaxrate.



MrMayendeHPage61

Governmentimposesindirecttaxessoastoraiserevenue.Governmentraisesmore

revenue by taxing highly commodities with inelastic demand because such

commoditiesaredemandedirrespectiveofthepricechanges.However,low taxes

areimposedoncommoditieswithelasticdemandtoavoidcausingadrasticfallin

theirdemandandthetaxrevenuereceivedfrom them.

d)Usedwhilegrantingprotection.

Usually,asubsidyorprotectionisgiventoonlythoseindustrieswhoseproducts

haveelasticdemand.Thisisbecausetheyareunabletofaceforeigncompetition

unlesstheirpricesarereducedthroughasubsidyorbyimposingheavydutieson

importedgoodssoastoincreasetheirpriceshencemakingthem unaffordableto

theconsumers.

e)Itisabasisforthedevaluationpolicy.

Themainobjectiveofdevaluationistoimprovethecountry’sbalanceofpayments

position.Devaluationmakesimportsexpensivetherebyreducingtheirimportation

andexportscheapertherebyencouragingandincreasingtheirvolume.Thepolicy

canonlybesuccessfulifthepriceelasticityofdemandforbothimportsandexports

iselastic.

3.Consumers.

a)Helpsaconsumertoplanforhis/herexpenditure.

Consumersplantospendmoreoncommoditieswhosedemandispriceinelastic

andlessoncommoditieswhosedemandispriceelastic.

ELASTICITYANDINCIDENCEOFATAX

Incidenceofataxreferstothefinalrestingplaceofataxanditfallsoneitherthe

producerortheconsumeroracombinationofthetwodependingontheprice
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elasticityofdemand.

Case1:Taxationandperfectlyinelasticdemand

ab=totaltaxpaidbytheconsumer.

Whendemandisperfectlyinelastic,thetotaltaxispaidbytheconsumer.

Case2:Taxationandperfectlyelasticdemand.



MrMayendeHPage63

ab=totaltaxpaidbytheproducer.

Whendemandisperfectlyelastic,thetotaltaxispaidbytheproducer.

Case3:Taxationandinelasticdemand

Whendemandisinelastic,theconsumerpaysmoretaxthantheproduceras

illustratedbelow.

abc=totaltax

ab =taxpaidbytheconsumer

bc =taxpaidbytheproducer

Case4:Taxationandelasticdemand

Whendemandiselastic,theproducerpaysmoretaxthantheconsumer.
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abc=totaltax.

ab =taxpaidbytheconsumer

bc =taxpaidbytheproducer

Case5:Taxationandunitarydemand

Whendemandisunitary,thetaxissharedequallybetweentheconsumerandthe

producer.
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abc=totaltax

ab =taxpaidbytheconsumer

bc =taxpaidbytheproducer

INCOMEELASTICITYOFDEMAND

Thisisthemeasureofthedegreeofresponsivenessofquantitydemandedofa

commoditytoachangeinconsumer’sincome.

OR

Itisthepercentagechangeinthequantitydemandedofacommodityduetoa

percentagechangeintheconsumer’sincome.

Incomeelasticityofdemand = Percentagechangeinquantitydemanded

Percentagechangeinprice

Where∆Q=changeinquantitydemanded

∆Y=changeinconsumer’sincome

Qo=originalquantitydemanded

Yo=originalincome.

INTERPRETATIONOFINCOMEELASTICITYOFDEMAND

IfY.E.Dispositive,thecommodityisanormalgood.

IfY.E.Disnegative,thecommodityisaninferiorgood.

IfY.E.Diszero,thecommodityisanecessity.

Workedexamples

1.Usethetablebelowtoanswerthequestionsthatfollow;

Period Income Quantity

2007 150,000 50

2008 200,000 80
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a)Calculatetheincomeelasticityofdemand.

b)Statethetypeofthecommodityinquestion.

Solution

a)Giventhat;

Yo=150,000

Y1=200,000

Qo=50

Q1=80

Y.E.D= ×
∆Q

∆Y

YO

QO

= ×
80-50

200,000-150,000

150,000

50

=1.8

b)Thecommodityisanormalgood.

2.Usethetablebelowtoanswerthequestionsthatfollow.

Period Income Quantity

2007 150,000 50

2008 200,000 50

a)Calculatetheincomeelasticityofdemand.

b)Statethetypeofthecommodityinquestion.

Solution

a)Giventhat;

Yo=150,000

Y1=200,000

Qo=50

Q1=50
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Y.E.D= ×
∆Q

∆Y

YO

QO

= ×
50-50

200,000-150,000

150,000

50

=0

b)Thecommodityisanecessity.

.

Trialquestions

1.Giventhatanindividual’sincomeincreasedfrom shs50,000toshs80,000per

monthandthisledto anincreaseinthedemandforthecommodityby10%.

Calculatetheincomeelasticityofdemandandcommentonthetypeofthegood.

2.StudythetablebelowshowingincomeandquantitydemandedofcommodityXand

answerthequestionsthatfollow.

Income(Ug.Shs) QuantitydemandedofX

(kg)

10,000 50

30,000 20

a)CalculatetheincomeelasticityofdemandforcommodityX.

b)WhattypeofcommodityisX?Giveareasonforyouranswer.

IMPORTANCEOFINCOMEELASTICITYOFDEMAND
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1.Aconsumerisabletotellorpredicttheamountofacommoditywhichwouldbe

boughtdependingontheonthenatureofthecommodity.Ifitisaninferiorgood,

lessofitwillbedemandedfollowinganincreaseintheconsumers’income.Ifitisa

normalgood,moreofitwillbedemandedasonesincomeincreasesandifitisa

necessity,quantitydemanded remainsconstantirrespective ofchangesin the

consumer’sincome.

2.Ithelpsindeterminingthetypeofacommodityi.e.inferior,necessityornormal

good.

3.Helpsthegovernmentindistributionofsocialutilities.

4.Ithelpsimportersindeterminingwhattoimport.

5.Helpsthegovernmentinpolicymakingforexampletaxation.

6.Helpsaseller/producertopredictfuturedemandasincomechanges.

CROSSELASTICITYOFDEMAND

Thisisthemeasureofthedegreeofresponsivenessofquantitydemandedofone

commodity(X)duetoachangeinthepriceofanothercommodity(Y).

OR

Thisisthepercentage(proportionate)changeinquantitydemandedofonecommodity

dueapercentagechangeinthepriceofanother/relatedcommodity.

Crosselasticityofdemand = Proportionatechangein quantitydemanded of

commodityX

ProportionatechangeinthepriceofcommodityY
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Where∆Qx=changeinquantitydemandedofcommodityX

∆Py=changeinthepriceofcommodityY

Py=originalpriceofcommodityY

Qx=originalquantityofcommodityX

INTERPRETATIONOFCROSSELASTICITYOFDEMAND

Herewegivetherelationshipbetweenthetwocommodities.

IfC.E.Dispositive,thetwocommoditiesaresubstitutes.

IfC.E.Disnegative,thetwocommoditiesarecomplements.

IfC.E.Diszero,thetwocommoditiesareunrelated/thereisnorelationshipbetweenthe

twocommodities.

Workedexample

GiventhatthepriceofcommodityXincreasedfrom Shs50,000toShs80,000andthis

ledtoincreaseinquantitydemandedforcommodityYby10%.Calculatethecross

elasticityofdemandforthetwocommoditiesandstatetherelationshipbetweenthem.

Solution

Giventhat;

Po=shs5,000/=

P1=shs80,000/=

QuantitydemandedforcommodityYchangedby10%

C.E.D=
%age∆inqntydemandedforcommodityY

%age∆inthepriceofcommodityX
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%age∆inpriceofcommodityX= ×100
-P1 PO

PO

= ×100
80,000-50,000

50,000

= ×100
30,000

50,000

=60%

C.E.D= = =0.167
10%

60%

1

6

XandYaresubstitutes.

Trialquestions

1.GiventhatanincreaseinthepriceofcommodityXform Shs1500toShs1800

resultedintoachangeinquantitydemandedforcommodityYfrom 600unitsto570

units;

a)Calculatethecrosselasticityofdemand

b)StatetherelationshipbetweencommoditiesXandY.

2.IfthepriceofcommodityXfallsfrom Ug.Shs2,000,000toUg.Shs1,600,000per

unitandthequantitydemandedofcommodityYincreasesfrom 40,000to60,000

units,

a)Calculatethecrosselasticityofdemand.

b)StatetherelationshipbetweencommoditiesXandY.
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ELASTICITYOFSUPPLY

This is the measure ofthe degree ofresponsiveness ofquantitysupplied ofa

commoditytochangesinfactorswhichinfluencesupply.

Underelasticityofsupply,weshallonlylookatpriceelasticityofsupplyandcross

elasticityofsupply.

PRICEELASTICITYOFSUPPLY

This is the measure ofthe degree ofresponsiveness ofquantitysupplied ofa

commoditytoachangeinitsprice.

OR

Thisisthepercentagechangeinthequantitysuppliedofacommoditydueto a

percentagechangeinthepriceofthecommodity.

Priceelastcityofsupply=
Percentagechangeinquantitysupplied

Percentagechangeinthepriceofthecommodity

INTERPRETATIONOFPRICEELASTICITYOFSUPPLY

1.Perfectlyinelasticsupply(P.E.S=0)

Thisiswherepricechangesdonotaffectthequantitysuppliedi.e.quantitysupplied

remainsconstantatdifferentpricelevels.
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2.Inelasticsupply(0<P.E.S<1)

Thisiswhereabigchangeinpriceresultsinintoasmallchangeinthequantity

supplied.Thisiscommonwithagriculturalproductsthattakelongtobeproduced.

3.Unitarysupply(P.E.S=1)

Thisiswhereachangeinpriceresultsintoanequalchangeinthequantitysupplied.

Thisisanidealsituationwhichdoesnotoccurinreality.
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4.Elasticsupply(0<P.E.S< )∞

Thisiswhereasmallchangeinpriceresultsintoabig changeinquantitysupplied.

5.Perfectlyelasticsupply

Inthiscase,priceofacommodityisconstantatalllevelsofthequantitysupplied.

Thissituationdoesnotexistintherealworld.
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Workedexamples

1.Thepriceofacommodityincreasedfrom shs800toshs1200perkgandthe

quantitysuppliedinthemarketincreasedfrom 2000kgsto5000kgs.Calculatethe

priceelasticityofsupply.

Exercise

1.Anincreaseinpricefrom 60,000to90,000ledtoanincreaseinquantitysuppliedof

commodityby50%.Calculatethepriceelasticityofsupply.

2.Anincreaseinpricefrom shs40/=to400/=ledtoanincreaseinthequantity

suppliedofacommodityfrom 30kgstoXkgs.Ifthepriceelasticityofsupplyis2,

findthevalueofX.

FACTORSTHATINFLUENCEPRICEELASTICITYOFSUPPLY

1.Existenceofstocks.

Availabilityofstocksheldbyproducersanddistributorsmakessupplyelasticsince

aspricesrisesupplycanbeincreasedbydrawingfrom theexisting stocks.On the

hand,absenceofstocksmakessupplyinelastic becauseitisnot possibleto

increasesupply bydrawingfrom theavailablestocks.
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2.Natureofthecommodityi.e.durableorperishable.

Durablecommoditieshaveelasticsupplybecausetheycanbestoredandasprices

rise,supplycanbeincreasedbydrawingfrom theexistingstocksandafallinprice

makesproducerstostoremuchoftheirproducts.However,perishablecommodities

haveinelasticsupplybecauseasprices rise,quantitysuppliedcannoteasily be

increased since nothingwas storedinperiods ofpeakproduction anda fallin

price doesnotreducequantitysuppliedsignificantlysincethegoodscannotbe

storedforlong.

3.Gestationperiod/Lengthoftheproductionprocess.

Goodsthathaveashortgestationperiodhaveelasticsupplybecauseitispossible

toadjustproduction inashorttimewhilegoodsthathavealonggestationperiod

haveinelasticsupplybecauseproducersareunabletoraiseorreducetheiroutput

easilywhenpricesriseorfallrespectively.

4.Timeperiodinproduction.

Intheshortrun,supplyisinelasticbecausesomefactorsofproductionarefixedand

outputlevelscanbechangedbyonlychangingthevariablefactorsofproductionlike

labour.Howeverinthelongrun,supplyiselasticbecauseallfactorsofproduction

arevariableand hencefirmsarein position to eitherexpand theirproduction

capacitiesorcontractthem torespondtopricechangesbyvaryingtheamountof

eachfactorofproductionemployed.

5.Degreeoffreedom ofentryofnewfirmsintheindustry.

Freeentryofnewfirmsintheindustrymakessupplytobepriceelasticbecausean

increase in price attracts otherfirms to join and increase production ofthe

commodityandwhenpricesandprofitsfall,theyexit.However,restrictedorblocked

entryofnewfirmsintheindustrymakessupplytobeinelasticbecausewhenprice

increases,otherfirmscannotjointheindustrytoincreaseoutputlevels.

6.Objectiveofthefirm.
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Supplyisinelasticforgoodswhoseproducers’mainobjectiveisprofitmaximisation

sincetheylimitproductionandsupplytoforcethepricesupwards.Howeversupply

is elasticforgoods whoseproducers’aim at salesmaximisationsincemore

outputisputonthemarketwheneverpricesincreasesoastomaximizesales.

7.Theleveloftechnologyusedinproduction.

Highleveloftechnologymakesitpossibletoeasilyadjustoutputlevelstomatch

pricechangesandhencesupplyiselastic.Howeverbackwardtechnologylimits

outputlevelstherebymakingsupplytobeinelasticsinceevenifpricesrise,outputis

notlikelytofollowsuit.

8.Complexityoftheproductionprocess

Themorecomplextheproductionofagood,themoreinelasticsupplybecomesdue

tothefactthatacomplexproductionprocesslimitstheabilityofproducersto

especiallyincreaseoutputlevels.Thereforeforgoodsthatareproducedthrougha

complexprocesslikeautomobiles,supplyisinelasticwhileforthosewhichhavea

simpleproductionprocessliketextiles,supplyiselastic.

9.Availabilityoffactorsofproduction/levelofsupplyoffactorinputs.

Highsupplyoffactorinputsmakessupplytobepriceelasticbecauseitiseasyto

adjustfactorcombinationsto alterquantitysupplied in themarket. However

scarcityoffactorinputsmakessupplytobepriceinelasticbecauseitishardto

adjustthefactorcombinationstorespondtopricechanges.

10.Productioncapacityofthefirms.

Operationoffirmsatexcesscapacitymakessupplytobepriceelasticbecauseitis

possibleforsuchfirmstoemploytheredundantresourcestoincreaseoutputwhen

pricesrise.Howeveroperationoffirmsatfullcapacitymakessupplytobeprice

inelastic because there are no redundantresources thatfirms can exploitto

increaseoutputlevelsinresponsetoariseinprice.
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11.Thecostofproduction.

High productioncosts make supplytobepriceinelasticbecausetheyactas

barrierstoexpandoutputlevelsanddespitehigherpricesinthemarket,firmsfindit

hardtoincreasesupplysinceitwouldrequireconsiderablyhigheramountofmoney.

Howeverlow productioncostsmakesupplytobepriceelasticbecausefirmscan

easilyadjusttheiroutputlevelsaspriceschangeinthemarket

12.Governmentpolicyoftaxationandsubsidisation.

Favourablegovernmentpolicyinform lowtaxes,highsubsidiesandotherincentives

makes supplyprice elastic because ofthe reduction in the average costs of

productionthatenablestheproducerstoincreaseoutputinresponsetoaprice

increase.However,unfavourablegovernmentpolicyinform ofhightaxationand

limitedsubsidiesmakessupplypriceinelasticbecauseoftheincreaseinthecosts

ofproductionthatmakesitdifficultforproducerstoincreaseoutputevenifthereis

ariseinprice.

13.Naturalfactors.

Favourable climatic conditions like reliable rainfallmake supplyofagricultural

productstobeelasticbecausemoreoutputcanbeputonthemarketinresponseto

ariseinprice.Howeverunfavourableclimaticconditionslikeprolongeddroughts

makesupplyofagriculturalproductstobeinelasticbecauseoutputlevelscannotbe

increasedevenifthereisapriceincrease.

14.Politicalclimate.

Favourablepoliticalclimateinaneconomymakessupplypriceelasticbecause

productionofacommodityisencouragedduetotheconfidenceamongproducers

inregardtonationalsecurity.However,unfavourablepoliticalclimateinaneconomy

makessupplypriceinelasticsinceproduction isdiscouragedastheproducershave

fearforlossoftheirlifeandproperty.

15.Levelofdevelopmentofinfrastructure.
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Welldeveloped infrastructurelikegood roadsmakesupplyto bepriceelastic

becauseproducerscaneasilyincreasesupplyinresponsetoapriceincreasedueto

increasedaccesstothemarket.However,poorinfrastructurelikebadroadsmake

supplypriceinelasticbecauseproductsarenotavailableontimein responseto

priceincrementsdue tolimitedaccesstothemarket.

16.Degreeoffactormobility

Mobilityoffactorsofproductionmakessupplypriceelasticbecauseproducerscan

easilyswitchresourcestoproductionofthecommoditywhosepricehasincreased.

However,immobilityoffactorsofproductionmakessupplypriceinelasticbecause

producerscannoteasilyswitchresourcestoproductionofthecommoditywhose

pricehasincreased.

17.Futurepriceexpectations.

Expectationofafuturepricefallrelativetothecurrentpricesmakescurrentsupply

ofthecommoditytobepriceelasticbecauseproducerssellmorenow toavoid

makinglossesinthefuturewhenthepriceshavefallen.However,Expectationofa

futurepriceincreaserelativeto thecurrentpricesmakescurrentsupplyto be

inelasticbecauseproducerssupplylessevenifpricesincreasebecausetheyare

waitingtosellathighpricesinthefutureandmakealotofprofits.

18.Priceofajointlysuppliedproduct.

Alowpriceofajointlysuppliedproductmakessupplyofthecommodityinquestion

tobepriceinelasticbecauseitdiscouragesproductionofthecommodityinquestion

evenifthepriceisincreasing.Forexamplealowpriceofmaizeflourmakessupply

ofmaizebrantobeinelastic.Howeverahighpriceofajointlysuppliedproduct

makes supply ofthe commodity in question to be price elastic because it

encouragesproductionofthecommodityinquestion.

19.Priceofacompetitivelysuppliedproduct.

Ahighpriceofacompetitivelysuppliedproductmakesthesupplyoftheproductin
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questiontobepriceinelasticbecauseitmakesproductionofthecommodityin

questionunprofitable.However,alow priceofacompetitivelysuppliedproduct

makessupplyofthecommodityinquestiontobepriceelasticbecauseitmakesit

makesproductionofthecommodityinquestionprofitable.

Factorsthatleadtohighpriceelasticityofsupplyinaneconomy

 Availabilityofstocks

 Durabilityofacommodity/commoditybeingdurable.

 Shortgestationperiod/commodityhavingashortgestationperiod

 Longrunperiodinproduction.

 Freedom ofentryofnewfirmsintotheindustry.

 Objectiveofthefirm beingsalesmaximisation.

 Useofadvanced/efficienttechnology/highleveloftechnology

 Productionprocessbeingsimple

 Highsupplyoffactorsofproduction/factorinputs.

 Afirm operatingatexcesscapacity

 Lowcostsofproduction

 Governmentpolicyonproduction/supplybeingfavourable/favourable

governmentpolicyoninvestment/provisionofgovernmentincentives/low

taxationlevels.

 Presenceoffavourablenaturalfactors

 Politicalstability/favourablepoliticalclimate/atmosphere/politicalclimateina

countrybeingfavourable.

 Welldevelopedinfrastructure/highlevelofinfrastructuraldevelopment.

 Expectationoffuturedecreaseinpriceofthecommodity.

 Highpriceofjointlysuppliedproductinrelationtothecommodityinquestion.

 Lowpriceofcompetitivelysuppliedcommodityinrelationtothecommodityin

question.

CausesofpriceinelasticsupplyofagriculturalproductsinUganda

 Longgestationperiodofagriculturalproducts.

 Bulkinessofagriculturalproducts.

 Perishabilityofagriculturalproducts.

 Unfavourablenaturalfactors.

 Highcostsofproduction

 Poorsurplusdisposalsystem/machinery.
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Assignment

Whenmaypriceelasticityofsupplyforacommoditybelowinaneconomy?

CROSSELASTICITYOFSUPPLY

Thisisthemeasureofthedegreeofresponsivenessofquantitysuppliedofone

commodity(X)toachangeinthepriceofarelatedcommodity(Y)

Crosselasticityofsupply=
PercentagechangeinquantitysuppliedofX

PercentagechangeinpriceofcommodityY

Example

GiventhatthesupplyofacommodityPhasincreasedfrom 400unitsto600unitsper

weekduetoadecreaseinpriceforcommodityZfrom Shs100toShs80perunit.

a)CalculatetheelasticityofsupplyofcommodityP.

b)GivetwopossibleexamplesofPandZ.

PRICEMECHANISM (PROFIT–PRICEMECHANISM/THEINVISIBLEHAND)AND

RESOURCEALLOCATION

Pricemechanism isasystem infreeenterpriseeconomywherepricesinthemarketare

determinedbymarketforcesofdemandandsupplywithlimitedornogovernment

intervention.

Pricemechanism isasystem wherepricesactasautomaticsignalsintheallocationof

resources.

Tounderstandbettertheconceptofpricemechanism,weneedtonotethefollowing.

1.Demanddictateswhatistobesuppliedbytheproducers.

2.Consumers’expenditureisequaltoseller’revenue.Itmeansthatone’sexpenditure
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onacommodityiswhatasellergetsashisorherincome.

3.Consumersareregardedasvoters.Itfollowsthatwheneverconsumersbuya

product,theyarecastingvotesinfavourofproductionandsupplyofthecommodity.

4.Consumerstakeanupperhandindecidingwhatistobeproducedi.e.thereis

consumersovereigntywhere a consumertakes a leading role in determining

allocationofresources.

ASSUMPTIONSOFPRICEMECHANISM

1.Itassumesexistenceofafreeenterpriseeconomywhereresourceallocationis

determinedbytheinteractionofmarketforcesofdemandandsupply.

2.Thereisnogovernmentintervention/interferenceasfaraspricingandoutput

policiesoftheproducersareconcerned.

3.There are many buyers and sellers,hence no monopoly to influence market

conditions.

4.Producersaim atprofitmaximizationandtheyproducecommoditieswhosepriceis

high.

5.Consumersaim atutilitymaximizationandthustheybuyfrom thecheapestsource.

6.Thereisfreeentryandexitinthemarketi.e.whensupernormalprofitsareearned,

firmsarefreetojointheindustryandwhenprofitsareexhausted,inefficient(high

cost)firmsleavetheindustry.

7.Thereisconsumersovereigntyinthemarketi.e.consumershaveanupperhandin

decidingwhatistobeproducedby“castingvotes”tocommoditiesastheybuy.

8.Itassumes no wastage ofresources because producers only supply what

consumerswantataparticulartime.

9.Thereisperfectmobilityoffactorsofproduction,soresourcesgowherethepriceis

high.
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10.Thereisperfectknowledgeaboutmarketconditionsbybothsellersandbuyersfor

instanceconsumersknowthepriceandqualitiesoftheproductsonthemarket.

Pricemechanism respondstothebasiceconomicquestionsbyprovidingappropriate

answerstothesequestions.Thesequestionsare;

- Whattoproduce?

- Howtoproduce?

- Whentoproduce?

- Wheretoproduce?

- Howmuchtoproduce?

- Forwhom toproduce?

THEROLEOFPRICEMECHANISM INTHEALLOCATIONOFRESOURCES

NB

Weconsiderthefunctionalroleofpricemechanism intheallocationofresourcesi.e.

wefocusonwhatpricemechanism doesintheprocessofallocatingresourcesinan

economy.

1.Itguidesonwhattoproduce.

Theproducersareinducedtoproduceandsupplyacommodityatahighpricein

ordertomakeprofits.

2.Itdetermineswheretoproduce/itdeterminesthelocationoftheproductionunit.

Producersalwayslocatetheirproductionunitsinareaswheredemandforthegoods

ishighandconsumersarereadytobuyatapricethatenablesthem tomakeaprofit.
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OR

Producersdecidetolocatetheirbusinessfirmsinareaswiththelowestcostsof

production.Theaim istomaximiseprofitsthroughminimisingcosts.

3.Itdetermineswhentoproduce.

Producersalwaysproducemoreofagoodatthattimewhendemandforitishighso

astomakeprofits.

4.Itdetermineshowmuchtoproduce.

Demanddictatesthequantityofgoodsthatproducerssupplyonthemarket.This

checksthedangerofoverproductionandwastageisavoided.

5.Itdeterminesforwhom toproduce/itdeterminesthedistributionofgoodsand

services.

Producerssupplygoodstothoseconsumerswhoareabletobuyattheprevailing

marketprice.

OR

Producerssupplygoodstothoseconsumerswhohaveeffectivedemand.

6.Itdetermineshow toproduce/itdeterminesthetypeoftechnologytobeusedin

production.

Producersemploycheap butefficienttechniquesofproduction.Theaim isto

maximiseprofitsthroughminimisingcosts.

7.Itguidesconsumerswhenmakingchoiceofwhichgoodstobuy.
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Holdingotherfactorsconstant,consumersbuymoreunitsofacommoditywhose

priceislowandfewerunitsofacommoditywhosepriceishigh.

8.Itensuresefficientallocationofresources.

Resources are allocated to producing those goods with the highestprices.

Producersgettheincentivetosupplygoodsathighpricesinordertogethighprofits.

9.Itdeterminesincomedistribution.

Incomeisdistributedamongproducersdependingonthepriceatwhichtheysupply

andselltheirgoods.Therefore,producerswhosupplygoodsathighpricesearn

moreincomesthanthosewhosupplygoodsatlowprices.

10.Itprovidesanincentiveforeconomicgrowth.

Thisariseswherehighpricesencouragehighproductionofgoodsandservices.As

moregoodsandservicesareproduced,economicgrowthisattained.

11.Itensuresproductionofbetterqualityproductsbecauseofcompetitionamong

producers.

Producerscompetefortheavailablemarketinordertosupplytheirgoods.Dueto

thiscompetition,betterqualitygoodshave to be produced so thatproducers

maintainandincreasethelevelofdemandfortheirgoods.

IMPLICATIONSOFPRICEMECHANISM

POSITIVEIMPLICATIONS(MERITS)

NB:

Herewefocusonthepositiveoutcomes/desirableoutcomes(goodthings)which

arisefrom pricemechanism.
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1.Itpromotesconsumersovereignty.

Individualhouseholdsmaketheirowndecisionssincetheconsumersinfluencewhat

istobeproduced.Thegoodsandserviceswhichconsumersdemandforarethe

ones produced and supplied.The consumerbecomes a king in influencing

productiveactivities.

2.Itensuresefficiencyoffirms.

Firmsstriveforefficientoperationssoastosurvivecompetitionandsellathigh

pricessincehighpricesleadtohighprofits.Thisenablesproducerstoexpandtheir

scaleofproductionandbecomemoreefficient

3.Itencouragescompetitionwhichleadstoproductionofbetterqualitygoodsand

services.

Consumersaremorewillingtopayahighpriceforhighqualitygoods.Therefore

producersstrivetogetthehighpricesbyimprovingthequalityofcommodities.

4.Theprofitmotiveencouragesinnovationsandinventions(research).

Duetotheprofitmotive,producersdevelopnewandbettertechniquesofproduction.

Theimprovedmethodsofproductionresultintoincreasedoutputofbetterquality

whichissoldathighprices.Thisenablesproducerstogetmoreprofits.

5.Itavailsawidevarietyofgoodsandservicestoconsumers.

Pricemechanism generatescompetitionamongproducers.Thisgivesrisetoa

greatervarietyofgoodsand servicesin an economy.Consumersareableto

exercisechoiceandtheirstandardoflivingisimproved.

6.Itleadstoefficientallocationandutilizationofresources.

Price mechanism enables producers to allocate the scarce resources in the

productionofthosegoodsneededbytheconsumers.Producersallocatemore

resourcestothosegoodswhosedemandishighandfewerresourcesareallocated
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tothosegoodswhosedemandislow.

7.Itleadstoincreasedemploymentopportunities.

As prices ofgoods rise (increase),producers supply more ofthose goods.

Producersexpand theirscaleofproduction and morepeoplegetemployed in

productionunits.

8.Itpromotes incentive forhard work among producers leading to increased

production.Highpricesofgoodsmotivateorencourageproducerstoworkhardand

supplymoregoodstoconsumers.Thispromoteseconomicgrowthinthecountry.

9.Itreducesthecostsofadministrationduetolimitedornogovernmentintervention.

The forces ofdemand and supply guide the allocation ofresources without

governmentinterferenceusingpricecontrols.Thegovernmentdoesnotincurcosts

ofenforcingminimum andmaximum prices.

10.Ithelpstorewardthevariousfactorsofproductioninthefactormarket.

Factorswhichenableproductionofgoodswithhighdemandandpricesarepaid

higherrewards.However,thosefactorswhoseoutputhaslow demandandlow

pricesarepaidlowrewards.

11.Itencouragesflexibilityinproduction.

Producerusethepriceandprofitsignalstochangefrom lessprofitabletomore

profitableeconomicactivities.Forexampleacoffeefarmermaychangefrom the

growingofcoffeetothegrowingofvanillashouldthepriceofvanillabecomehigher

thanthatofcoffee.

12.Itencouragesarbitragewhichbenefitsproducers.
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Producerstransfergoodsfrom areaswithlowpricestosellthem inareaswithhigh

prices.Thisbenefitsproducersbecausetheyearnmorerevenuefrom salesand

subsequentlymakehigherprofits.

NB:

Arbitrageisthepracticeoftransferringgoodsfrom areaswithlow pricestoareas

withhighpricesinordertogainfrom thedifferenceinprices.Forexampleifabagof

inJinjacostsshs120,000anditcostsshs150,000inKampala,atradermay

transferbagsofsugarfrom Jinjaandsellsthem inKampalasothathegainsfrom

thatdifferenceinprice.

NEGATIVEIMPLICATIONS/DEMERITS/DEFECTS/WEAKNESSES/

SHORTCOMINGS/DISADVANTAGESOFPRICEMECHANISM

NB:

Herewefocusonthoseundesirableoutcomesorbadthingsassociatedwithprice

mechanism.

1.Itleads to consumerexploitation by producers due to ignorance ormarket

imperfections.

Pricemechanism assumesthata consumerhasperfectknowledgeaboutthe

marketconditions.However,manyconsumersarenotawareofpricechangesand

newgoodsonthemarketandthustheyareexploitedbyprofit–hungryproducers.

2.Itleadstoemergenceofmonopolyanditsnegativeconsequences.

Pricemechanism createsprivatemonopolybecauseofexcessivecompetitionwhich
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forcesinefficientfirmsoutofproductionandefficientfirmstakeoverthemarket.

Themonopolyfirmsrestrictoutputinordertochargehighprices.Theyalsosupply

low qualitygoodsduetoabsenceofcompetitioninthemarket.Thisleadsto

exploitationofconsumers.

3.Itpromotesincomeinequality.

Efficientproducerswhosegoodsarehighlydemandedreceivehigherincomesthan

theinefficientproducers.Thereforetheefficientproducersgetaccesstomostof

theresourcesintheeconomy.Thiscreatesincomedisparitywithitsassociated

disadvantagesofexploitationofthepoorbytherich.

4.Itencouragesdivergencebetweensocialcostsandprivatebenefits.

Pricemechanism doesnotconsiderthenegativeeffectsinflictedonthesocietyas

producersexploitthenaturalresources.Privateinvestorsbenefitthroughprofit

maximizationwithouttakingintoaccountsocialcosts.Forexamplewhenforest

treesarecutdowntogettimber,thereisadangerofdeforestationanditsnegative

impactontheenvironment,pollutioncreatedbyprivateenterprises,overexploitation

ofresources.Unfortunately,thesesocialcostsarenotconsidered underprice

mechanism.

5.Itleadstounemployment.

Thisisduetoautomation(useofcapitalintensivetechniquesofproduction)andout

competitionofinefficientfirmsmakingpeoplewhowereemployedinthosefirmsto

losejobs.Theunemployedpeopleexperiencelowstandardsofliving.

6.Itleadstoeconomicinstabilitieslikeinflation,pricefluctuationsandbalanceof

paymentsproblems.

Thisisduetoabsenceofgovernmentintervention.

7.Itleadstounderutilizationofresources.
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Pricemechanism createsexcesscapacityincertaincases.Producersabandon

production ofthosegoodswhich arenothighlydemanded.Thisleavessome

resourcestobeidleorunderutilized.

8.Itleadstowastageofresourcesduetowastefulcompetition.

Price mechanism brings aboutstifforcut-throatcompetition among private

investors.Excessivecompetitionamongproducersleadstoresourcewastage.

9.Itfailstoallocateresourcesinprioritysectorsi.e.itdoesnotprovidepublicand

meritgoods/itignoressociallyprofitableventures.

Pricemechanism isnotusedtoprovidepublicgoodssuchaspublichospitals,roads

and schools.The provision ofsuch socially desirable goods is done by the

government.

10.Itdoesnotrespondquicklyoradjustquicklytostructuralchangesinaneconomy.

Pricemechanism doesnotrespondto circumstancesrequiringrapidstructural

changessuchasprivatization,modernizationofagriculture,liberalizationoftrade,

alleviatingeffectsofnaturaldisasters,etc.Suchrapidstructuralchangescallfor

governmentintervention.

11.Itleadstodistortionofconsumerchoicesthroughpersuasiveadvertising.

Asprivateinvestorstrytocapturemarketfortheirgoods,theyundertakepersuasive

advertisements.Asaresult,manyconsumersendupbuyinggoodswhichthey

wouldnothaveboughtandthustheirchoicesaredistorted.

12.Foreigndominanceofaneconomyisprominentmostespeciallyiftheeconomyis

open.

13.Itleads to disappearance ofcheap goods from the marketbecause private

individualsonlyventureinactivitiesthatenablethem maximizeprofits.
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14.Itmakesgovernmentplanningdifficultsinceitisassociatedwithanumberof

uncertainties.

METHODS/WAYSOFINTERFERINGWITHPRICEMECHANISM

1.Useoftaxationpolicies.

ForinstanceadoptionofProgressivetaxationpolicyhelpsinredistributingincomein

aneconomybecausethetaxrateincreaseswithincreaseinthetaxpayer’sincome

i.e.ittakesahigherproportionofincomeoftherichthanthepoorhencenarrowing

thegapbetweentherichandthepoor.Taxationcanalsobeusedtoinfluence

resourceallocationwherebyforsectorsgovernmentwantstopromote,notaxesare

leviedontheiractivitieswhileforsectorsandactivitiesthatgovernmentfindsless

desirable,hightaxesareleviedonthem.

2.Provisionofpublicgoodsbythegovernment.

Forexampletheprovisionofbettertransportnetworkinform ofroadshelpsinthe

movementofgoodsfrom areaswheretheyareinplentytothoseareaswheregoods

arescarce.Henceshortagesofgoodscreatedthroughthemarketforcesofdemand

andsupplyaresolvedorchecked.

3.Encouragingthesettingupofconsumerprotectionassociations.

Thesehelpinsensitizingtheconsumersaboutthewaysinwhichtheycanbe

exploitedbyprofit–hungrytraders.Theconsumersareeducatedonhowtheycan

safeguardthemselvesagainstbuyingexpiredgoodsandadulteratedgoodsaswell
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asotherformsofexploitationbytraders.

4.Anti-monopolylegislation

Governmentenactslawsaimedatcheckingmonopolypowersofprivateproducers

orinvestors.Thisisaimed atreducing consumerexploitation associated with

monopolyfirms.

5.Settingupregulatorybodiestominimizesocialcosts.

Suchbodiessetlawswhichgovernexploitationofresources,lawsthatprotect

wetlands,lawsthatenforceproperdisposalofindustrialwastes,etc.A casein

UgandaisTheNationalEnvironmentandManagementAuthority(NEMA)thatwas

setuptoprotecttheenvironment.

6.Settingupandstrengtheningbureauofstandards.

Abureauofstandardsisinchargeofinspectinggoodsbeingproducedtoensure

thatcertainqualityspecificationsarefulfilledbeforegoodsareputonthemarket.A

certificationmarkisgivenforgoodsthatfulfilltherequiredqualitystandardsand

thisprotectsthehealthofconsumers.

7.Licensing.

Thegovernmentputscertainrestrictionsonthelicensing oftraderssuchthat

licensesaregiventoonlythosetradersorenterprisesapprovedbythelicensing

department.Thischecksthecarryingoutofillegalorillicittrade.

8.Planningfortheeconomy.

Economic developmentplans are drawn up by the governmentto guide the

allocation ofresourcesin both theprivatepublicsector.Theaim isto avoid

misallocationofresourcesassociatedwithpricemechanism.

9.Subsidizationoffirmsespeciallythoseprovidingessentialandmeritgoods.
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Thegovernmentofferssubsidiestofirmstoproduceessentialgoodsandservices

sothattheconsumersareabletogetsuchgoodsandservicesatlowerprices.

10.Adoptionofpricelegislationpolicy/control.

Pricecontrolsaretakentoevenoutfluctuationsinprices.Thegovernmentcan

eithersetamaximum pricetoprotectconsumersoraminimum pricetoprotect

producersdependingontheeconomicsituationsatthattime.

11.Settingupgovernmentownedfirmstocompetewithprivatemonopolies.

Governmentcansetupnon-profitmakingenterpriseswhicharevitaltothesociety.

Such enterprises can compete with the private producers thus reducing on

consumerexploitation.

12.Carryingoutnationalizationofprivateenterprises.

Thisisdonetoensurethatallessentialgoodsandservicesareproducedand

suppliedbynationalizedenterprisesatfairprices.

NB:

Nationalizationis…

13.Rationingofscarcecommodities.

Itinvolvesdirectactionbythegovernmenttodistributethescarcecommoditiesto

thepublicatfixedpricesinlimitedquantities.Thisisdoneinperiodswhengoods

arescarceinordertoreduceconsumerexploitationbythetraders.Forexamplein

1986–1987,thegovernmentofUgandausedthispolicybyrationingthesupplyof

essentialgoodslikesugar,salt,soaptoconsumersthroughlocalcouncils.

14.Controlling/fightinginflation.
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Thegovernmentthroughthecentralbankusesarestrictivemonetarypolicyto

reducetheamountofmoneyincirculation.Thisreducesthepurchasingpowerof

households/public.Consequently,aggregate demand falls and prices become

stable.

15.Useofbufferstocks.

Abufferstockisasystem orschemewhichbuysandstoresstockintimesofplenty

andreleasesthestocksintimesofscarcity.Thebufferstockismanagedbythe

governmentandithelpsinstabilizingpricesofgoodsonthemarket.

REASONSFORGOVERNMENTINTERFERENCEINPRICEMECHANISM

Duetotheweaknessesordefectsofpricemechanism,governmentinterferesinthe

allocationofresourcesthroughtheforcesofdemandandsupplyforthereasons

below;

1.Toreduceconsumerexploitationbytheprofit–hungrybusinesscommunity.

Thisarisesduetoconsumerignorance/marketimperfections.Theprofit–hungry

tradersexploitconsumersthroughovercharging,saleoffakeproducts,product

adulteration,saleofexpiredgoodsetc.Suchtrademalpracticescallforgovernment

interventionthroughsettingupandstrengtheningthebureauofstandards.

2.Tocontrolmonopolypowerinaneconomywhereconsumerpreferenceisignored.

Thegovernmentintervenesbyimposingheavytaxesontheprofitsofmonopolists.

The aim is to fightthe dangers associated with private monopolies such as

overchargingofconsumersandproductionofpoorqualitygoods.

3.Toreduceincomeinequality.

The governmentintervenes through progressive taxation so as to reallocate

resourcesandattainequityinincomedistribution.
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4.Tominimisesocialcoststhatariseasprivateinvestorspursuetheirprivategains.

Suchcostsincludeoverexploitationofresources,pollutionoftheenvironment,

deforestationamongothers.Thegovernmentintervenesbysettingupregulatory

bodiesthatenactlawsgearedto protectingtheenvironmentbyregulatingthe

actionsoffirmsduringresourceexploitation.

5.Toreduceunemploymentwhicharisesasinefficientfirmsareoutcompeted.

Thegovernmentintervenesbysubsidisingtheinefficientfirmstoenablethem lower

theirproduction costs and survive the stiffcompetition.This guards against

unemployment.

6.Toreduceeconomicinstabilitieslikeinflationi.e.tostabilizetheeconomy.

Thegovernmentintervenesthroughpricecontrolstoensurestabilityinpricesof

goodsandincomesofproducers.

7.Tocaterfortheprovisionofpublicgoods.

Goodssuchaspublicroadsandnationalsecuritycannotbeprovidedthroughthe

marketforcesofdemandandsupplyhenceaneedforgovernmentinterference.

8.Toencourageproductionandconsumptionofmeritgoods.

Theseincludeeducation,medicalcareandsafewater.A caseinUgandaisthe

fundingoftheUniversalPrimaryandSecondaryEducationbythegovernment.

9.Inordertoplanforrapidstructuralchangesintheeconomythatcannotbehandled

bypricemechanism.

Structuralchangessuchasrehabilitationofbasicinfrastructureafterperiodsofwar,

privatizationandmodernizationofagriculturecallforgovernmentinterference.
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10.Forpurposesofavoidingduplicationofactivities.

Thegovernmentintervenesbysettinguponepublicenterprisetorunanactivity.

Thisavoidswastageofresources.

11.Tocontroldistortionofconsumerchoices.Thegovernmentintervenesbylegislating

pricesofcommoditiessoastoavoidconsumerexploitationbytheproducersin

form ofpersuasiveadvertising.

12.Toencourageinvestmentinareasthatmayappearrisky.

13.Toprovidegoodsneededbythepoor.

Insomecases,governmentsubsidisessuchgoodssothattheybecomeaffordable

tothepoorpeopleintheeconomy.Theaim istoimprovethequalityoflifeofthe

poorpeople.

LIMITATIONSOFPRICEMECHANISM

Inthiscase,wefocusonthosefactorsthatslow downordistorttheeffective

allocationofresourcesthroughthepricemechanism.Astudentneedstobewell

versedwiththeassumptionsofpricemechanism.

1.Governmentintervention/interference.

Inmosteconomies,governmentinterfereswiththeinter-playofmarketforces

throughpricecontrolsandtaxationpolicies.Thisdiscouragessomeproducersand

theyreducetheamountofgoodssuppliedonthemarket.Inthiscase,supplydoes

notmatchwiththeconsumers’demandandpricemechanism isdistorted.

2.Ignoranceoftheproducersandconsumers.

Generally,producersandconsumersdonothaveperfectknowledgeofthemarket

conditions.Someproducerstendtosupplygoodswithoutjudgingtheconditionin
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themarket.Consumerstoo arenotalwaysawareoftheavailabilityofcertain

productsandtheirprices.Thiscreatesslowresponsebetweendemandandsupply

hencelimitingpricemechanism.

3.Existenceofmonopolies

Therearemanymonopolieswhotendtobepricemakers.Theyalwaysrestrict

outputinordertochargehighpricesandexploitconsumers.Theydonotsupply

goodsaccordingtothedemandbytheconsumersandthisdistortstheuseofprice

mechanism intheallocationofresources.

4.Limitedentrepreneurialskills.

Poororganizationoffactorsofproductionandfailuretotakeriskslimitsproducers

from respondingtoconsumersdemands.Producersfailtosupplythosegoods

neededbyconsumersandthisslowsdowntheoperationofpricemechanism.

5.Underdevelopedinfrastructure.

Apoorroadnetworklimitsthesupplyofgoodstoareaswheretheyareneeded.

Consumersmaydesiretobuygoodsbutarenotaccessibleduetopoortransport

anddistributionnetwork.

6.Inabilitytoforecastfuturetrends.

Failureofproducerstoanticipateincreaseddemandinfuturegivesrisetolow

outputandthisleadstoscarcityofgoods.Alternatively,overproductioncanoccur

where producersanticipate increased demand yetactualdemand islow.This

createsagapbetweendemandandsupplyhencepricemechanism isdistorted.

7.Limitedcapital.

Inadequatesupplyofrealand moneycapitalleadsto low output.Thismakes

producerstosupplylessthanwhatisrequiredbyconsumers.Asaresult,shortages

ofgoodsariseonthemarkethencelimitingtheoperationofpricemechanism.
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8.Limitedskilledlabour.

Theexistenceoffewpeoplewiththenecessaryandrelevantskillsmakessupplynot

torespondtothedemandofconsumersbecauseoffewervolumesofgoodsbeing

suppliedhencelimitingtheeffectiveoperationofpricemechanism.

9.Immobilityoffactorsofproduction.

Somefactorsofproductiondonotmovewitheasefrom oneplaceofworkto

anotherorfrom onegeographicalareatoanother.Thereforeproducersmayfailto

increase outputhence supplydoes notrespond to demand thus limiting the

operationofpricemechanism.

10.Irrationalityofproducersandconsumers.

Pricemechanism assumesthatproducersandconsumersarerationalwhichisnot

alwaystrue.Manyproducersandconsumersarenotguidedbyacalculatingmind.

11.Relianceonimportedgoods.

Thismakeslocalconsumerstohavelittleinfluenceonprices,quality,designs,etcof

suchimportedgoods.

12.Bandwagoneffect.

Many people consume certain commodities because they have seen others

consuming them.Therefore price mechanism may not operate since such

consumersarenotrational.

PRICELEGISLATION/PRICECONTROL

Pricecontroliswherethegovernmentfixespricesofcommoditiesthatiseither

maximum pricetoprotectconsumersorminimum pricetoprotectproducers.

OR
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Pricelegislationisthedeliberategovernmentactoffixingpriceeitheraboveor

belowtheequilibrium anditbecomesillegaltosellbeloworaboverespectively.

Pricecontrolorlegislationtakestwomajorformsnamely;

1.Maximum pricelegislation.

2.Minimum pricelegislation.

MAXIMUM PRICELEGISLATION

Thisisthesetting/fixingofpricesofcommoditiesbythegovernmentbelow the

equilibrium priceabovewhichitbecomesillegaltosellorbuyacommodity.It

protectsconsumers.

Theresultofmaximum pricelegislationisamaximum price/priceceiling.

Maximum price/priceceiling

Referstothepricesetbythegovernmentbelowtheequilibrium priceabovewhichit

becomesillegaltosellorbuyacommodity.Itprotectsconsumers.

Illustration
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OPe=equilibrium price

OQe=equilibrium quantitydemandedorsupplied

OPc=maximum price/priceceiling

ItshouldbenotedthatnosellerisallowedtosellaboveOPcwhichisthemaximum

price.

MERITSOFMAXIMUM PRICELEGISLATION

1.Protectsconsumersfrom exploitationbyproducersthroughovercharging.

2.Controlsmonopolypowersincemonopolytoagreaterextentisapricemaker.

3.Availscommoditiestoallgroupsofpeopleintheeconomy.A maximum price

makesthecommodityaffordabletoallpeopleandthereforemoreunitsarebought.

4.Reduces income inequality because itreduces the profits ofproducers and

expendituresofconsumers.

5.Controlsinflationbecausethepriceissetbelowtheequilibrium priceanditisillegal



MrMayendeHPage100

tosellorbuyaboveit.

6.Widensconsumers’choicetherebyimprovingonpeoples’standardsofliving.

7.Helpstoincreaseonaggregatedemandthusstimulatinginvestmentandeconomic

growth.

8.Discouragesproductionofharmfulproductssuchasalcohol,cigarettes,marijuana,

etcandthisbenefitstheentiresociety.

9.Discouragesimportationofexpensivecommoditiesandencouragesexports.This

increasestheforeignexchangeearningsofthecountry.

DEMERITS

1.Discouragesentrepreneurshipdevelopmentsinceitreducestheprofitmarginsof

producers.

2.Resultsintoshortagesofcommoditiessincethelegislatedpricestendtobeless

attractivetoproducers.

3.Leadstotrademalpracticessuchasblackmarketing,hoardingofcommodities,

smugglinghencereducingthesupplyofgoodsandservicesinthemarket.

4.Resultsintoproductionatexcesscapacityasanumberofresourcesarenotputinto

use.

5.Itleadstorationing.Thisisbecauseitcreatesscarcityofgoodsandasaresult,the

governmentisforcedtorestricttheconsumptionofscarcecommoditiesonthe

basisoffirstcomefirstservehenceleadingtoproblemslikelongqueuesand

nepotism.

6.Itleadsto increased governmentexpendituredueto highadministrativecosts

incurredbythegovernmenttoemploythescoutsandenforcementofficialstovisit
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allpartsofthecountrysoastoensurethatgoodsaresoldatthelegislatedprices.

7.Itleadstounemploymentduetoreducedlevelsofinvestment

8.Deflationmayariseandthisifnotcheckedmayleadtoeconomicdepression.

NB:

Rationingisthegovernmentactofsellingscarcecommoditiestohouseholdsin

fixedquantitiesatfixedpricesonthebasisoffirstcomefirstserve.

ASSIGNMENT

Outlinetheobjectivesofmaximum pricelegislation.

MINIMUM PRICELEGISLATION

Is the fixing/setting ofpricesofcommodities by the governmentabove the

equilibrium pricebelow whichitbecomesillegaltosellorbuyacommodity.It

protectsproducers.

Theresultofminimum pricelegislationisaminimum price/pricefloor.

MINIMUM PRICE/PRICEFLOOR

Referstothepricesetbythegovernmentabovetheequilibrium pricebelowwhichit

becomesillegaltosellorbuyacommodity.Itprotectsproducers.

Illustration
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OPe=equilibrium price

OQe=equilibrium quantitydemandedorsupplied

OPc=minimum price/pricefloor

MERITSOFMINIMUM PRICELEGISLATION

1.Protectsproducersfrom exploitationbyconsumersthroughundercharging.This

basicallyappliestoproducersofagriculturalgoods.Thebuyersarenotallowedto

getproducefrom farmersatapricebelowthelegislatedprice.

2.Increasesoutputlevelsbecauseitencouragesmoreproductioninaneconomy

henceeconomicgrowthanddevelopment.

3.Enablesproducerstorealizestableincomessinceitminimizespricefluctuations.

4.Minimizesconsumptionofharmfulproductssuchasalcohol,cigarettes,marijuana,

etc.Thisisbecausethepriceissetabovetheequilibrium pricehencemakingthe

productsunaffordablebyconsumers.

5.Increasesgovernmentrevenuebecausethegovernmentisinpositiontocharge
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reasonabletaxesonprofitsreceivedbyproducers.

6.Mayhelpaneconomytooffseteconomicdepressionorrecessionsinceittendsto

activateinvestments/productionintheeconomy.

7.Minimizessmugglingofgoodstoothercountriessinceproducersaresatisfiedwith

homeprices.

8.Increases employmentopportunities as a resultofincreased production of

commoditiesandtradeintheeconomy.

9.Promotesresearchduetothehighprofitsreceivedbytheproducerswhichleadsto

productionofbetterqualityproductshencebetterstandardsofliving.

DEMERITS

1.Causessurplusoutputbecauseofexcessproductionhencewastageofresources.

2.Leadstoincreasedcostsofproductionsinceitisahighpriceandmainlysetfor

primaryproductswhichform amajorpartofraw materialsespeciallyforagro–

basedindustries.

3.A minimum price in form ofminimum wage makes labourexpensive forcing

producerstooptforalternativemethodsofproductioninsteadofhiringexpensive

laboure.g.someproducersstartusingmoremachinescomparedtomen.This

resultsintotechnologicalunemployment.

4.Leadstostorageproblemsduetounmanageablesurplus.

5.Leadstoreductioninsocialwelfarebecauseofhighcostsofliving.

6.Leadstooverexploitationofresourceswhichleadstoexhaustionofsomenon-

renewableresourceslikeminerals.

7.Leadstosmugglingofgoodsintothecountrymakinggovernmenttolosealotof

revenuerequiredtomeetitsexpenditureneeds.
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8.Itisinflationarysincethereisnomaximum.Aminimum pricemakesitonlyillegalto

setalowerpricebutsellerscansetanypriceaboveit.

9.Widensincomedisparitiesbetweenproducersandconsumerssinceitincreasesthe

profitsofproducersandexpenditureofconsumers.

10.Itencouragesdumpingofcommoditiestoothercountries.Dumpinghasnegative

effectsontherecipientcountrysuchasclosureoflocalfirmsduetotheirout

competition,underutilizationoflocalresourcesamongothers.

11.Farmersarediscouragedinthelongrunincasethegovernmentfailstobuythe

surplusoutput.

NB:

1.Dumpingreferstothesellingofacommodityintheexternalmarketatalower

pricethantheonechargedinthelocalmarket.

2.Pricesupportiswherethegovernmentbuysthesurplusoutputonthemarket

arisingfrom thefixingoftheminimum price.

ASSIGNMENT

1.Outlinetheobjectivesofmaximum pricelegislation?

2.Underwhatcircumstancesmaygovernmentemployapricecontrolpolicy?

3.Examinetheeffectsofpricecontrolinaneconomy.

4.Whymaytheuseofpricecontrolsbeavoidedinaneconomy?

CIRCUMSTANCESUNDERWHICHGOVERNMENTMAYEMPLOYAPRICECONTROL

POLICY

Apricecontrolpolicymaybeemployedunderthefollowingcircumstances.
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1.Whenconsumersarebeingexploited.Inthiscase,thegovernmentfixesamaximum

price.

2.Whenthereisexistenceofmonopolyanditsconsequences→maximum price.

3.Whenessentialsoflifeareunaffordabletoconsumers→maximum price

4.Whenthereisneedtoreduceincomeinequality→maximum price

5.Whenproducersarebeingexploited→minimum price

6.Whenthereisdesiretoattainhigherlevelsofoutput(economicgrowth)→minimum

price

7.Whenthereisneedtomaintainindustrialpeace→minimum price

8.Whenthereisneedtostabilizeproducers’incomes→minimum price

9.Whenthereisneedtooffsetaneconomicdepression/recession→minimum price

10.Whengovernmentwantstodiscourageproductionandconsumption ofharmful

products→both

11.Whentherearepriceinstabilities→both.

EFFECTSOFPRICECONTROLS

POSITIVEEFFECTS

1.Maximum priceprotectsconsumersfrom exploitationbyproducersthroughover

charging.
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2.Maximum pricecontrolsmonopolypower.

3.Maximum priceavailscommoditiestoallgroupsofpeopleintheeconomy.

4.Maximum pricereducesincomeinequalities.

5.Maximum pricewidensconsumers’choice

6.Maximum pricehelpstoincreaseonaggregatedemand

7.Maximum pricediscouragesimportationofexpensivecommoditiesandencourages

exports.Thisincreasestheforeignexchangeearningofthecountry.

8.Minimum priceprotectsproducersfrom exploitationbyconsumersthroughunder

payment.

9.Minimum priceincreasesoutputlevels.

10.Minimum priceenablesproducerstorealizestableincomes.

11.Minimum priceincreasesgovernmentrevenue.

12.Minimum pricemayhelpaneconomyoffsetaneconomicdepressionorrecession.

13.Minimum priceincreasesemploymentopportunities.

14.Minimum pricepromotesresearch.

15.Pricecontrolmaintainspricestability

16.Pricecontrolchecksontheproductionandconsumptionofharmfulproducts.

17.Pricecontroleliminatestrademalpracticessuchasblackmarketing,smugglingof

goods,etc.

NEGATIVEEFFECTS

1.Maximum pricediscouragesentrepreneurshipdevelopment.
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2.Maximum priceresultsintoshortages.

3.Maximum priceresultsintoproductionatexcesscapacity.

4.Maximum priceleadstounemploymentduetoreducedlevelofinvestments.

5.Minimum pricecausessurplusoutputhencewastageofresources.

6.Minimum priceleadstoincreasedcostsofproduction.

7.Minimum priceleadstostorageproblemsduetounmanageablesurplus.

8.Minimum priceleadstoreductioninsocialwelfarebecauseofhighcostsofliving.

9.Minimum priceleadstooverexploitationofresources.

10.Minimum pricecausesinflationsincethereisnomaximum.

11.Minimum pricewidensincomedisparitiesbetweenproducersandconsumers.

12.Pricecontrolsencouragetrademalpracticessuchasblackmarketing,smuggling,

etc.

13.Pricecontrolscallforestablishmentofmarketingboardswhichleadstoexploitation

ofconsumers.

14.Price controls lead to misallocation ofresources due to distortion ofprice

mechanism.

15.Itisexpensiveforthegovernmenttoenforcepricecontrols.

REASONSFORAVOIDANCEOFPRICECONTROLS

1.Fearofcausing trade malpractices such as smuggling,black marketing,etc.

Maximum pricelegislationleadstosmugglingofgoodstoothercountrieswhile

minimum pricelegislationleadstosmugglingofgoodsintothecountry.
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2.Fearofraisingcostsofproductionwhichariseoutofhighcostsofraw materials

resultingfrom minimum pricelegislation.

3.Fearofcausingunemploymentresultingfrom maximum pricelegislationwhich

forcesfirmstoclosedownastheycannotcovertheiraveragecosts.

4.Toavoidunmanageablesurplusesandstorageproblemsincaseofaminimum price.

5.Toavoiddiscouragingentrepreneursthroughtamperingwiththeirprofitmarginsin

caseofamaximum price.

6.Toavoidhighadministrativecostsonthesepricecontrolse.g.pricesupport.

7.To avoid unnecessary distortion ofthe price mechanism which may lead to

misallocationofresources.

8.Fearofreducingsocialwelfareofthepeopleduetohighcostoflivingcausedby

minimum pricelegislation.

9.Toavoidunderutilizationofresourcesincaseofamaximum price.

10.Fearofcausingshortagesofgoodsandservicesresultingfrom maximum price

legislationwhichdiscouragesproduction.
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AGRICULTUREINRELATIONTODEMANDANDSUPPLY

Thenatureofdemandandsupplyintheagriculturalsectortendstobeunstableand

thisinturntendstomakepricesofagriculturalproductsfluctuatemoreoften

comparedtothepricesofindustrialproductsormanufacturedgoods.

AGRICULTURALPRICEFLUCTUATIONS

Agriculturalpricefluctuationsrefertoinstabilitiesorchangesinpricesofagricultural

productsoveragivenperiodoftime.

CAUSESOFAGRICULTURALPRICEFLUCTUATIONS

1.Divergencebetweenplannedoutputandactualoutput.

When the actualoutputoffarmers is greaterthan the planned output,over

productionarisesleadingtoafallinpricesfortheplannedoutput.Howeverwhere

actualoutputislessthantheplannedoutput,thereisshortageonthemarkethence

causingthepricestoincrease.

2.Longgestationperiodofagriculturalproducts.

Thelonggestationperiodofsomecropsmakessupplytobeinelastic.Before

harvestingseason,thereisashortageofagriculturalproductsinthemarketandthis

leadsto anincreaseinprices.Howeverafterharvesting,supplyofagricultural

productsisincreasedonthemarketandthisleadstoafallinpricesbeingofferedto

producers.

NB:

Gestationperiodisthetimeittakesbeforenew suppliesofgoodsreachesthe

marketforexamplemaizetakes3-4monthswhilemushroomstake1month.

3.Lowincomeelasticityofdemandforagriculturalcommodities.
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Thedemandforagriculturalproductsisnotinfluencedbychangesinincomei.e.

changesinincomehaveminimalimpactonthedemandforagriculturalproducts.

Duringseasonsofhighsupply,surplusiscreatedonthemarketandthisleadstoa

fallinprices.However,afallinsupplyleadstoanincreaseinprices.

4.Lowpriceelasticityofdemand(inelasticdemand)foragriculturalcommodities.

Thedemandforagriculturalproductsisinelasticsuchthatevenifpriceschange,

consumersdemandalmostthesamequantities.Thisimpliesthatchangeinsupply

isnotfollowedbychangeindemandhenceleadingtocontinuouschangeinprice

levelsi.e.surplusoutputpushesthepricesdownwardsandshortagespushthe

pricesupwards.

5.Changesinthecostsofproduction.

Farmers incurcosts ofproduction in form ofbuying seeds,fertilizers,farm

equipments,hiringtractorservicesetc.Whentheyincurhighcostsofproduction,

theyincreasethepricesfortheirproductsandwhentheyincurlowercostsof

production,theyreducethepriceshencepricefluctuations.

6.Perishabilityofagriculturalproductshencedifficulttostore.

Mostoftheagriculturalproductsareperishableandthuscannotbestoredforfuture

use.Thiscausespricestofallduringharvestingperiodsbecausefarmerstendto

sellalltheirproduce.Ontheotherhandduringnon-harvestingperiods,thereis

severeshortagebecauselittleornothingwasstoredduringtheharvestingperiod

andconsequentlypricesgoup.

7.Bulkinessofagriculturalproductshencedifficulttotransport.

Agriculturalproductsarebulkyandthismakesthem difficulttotransportfrom

productionareastomarketcentres.Thisleadstoafallinpricesattheproduction

centresandariseinpricesatthemarketcentres.
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8.Lackofco-operationamongproducersofagriculturalproducts.

Presence ofmanyfarmers competing amongstthemselves makes ithard to

regulateoutputinordertostabilizeprices.Whenproducersenjoyhighpricesof

productsinoneseason,manyfarmersareattractedtogrow thesamecropinthe

comingseason.Thisresultsintomassiveoutputleadingtoafallinprices.When

producersmakelosses,manyfarmersarediscouragedandstopgrowingthecrop.

Thisresultsintoshortagesinthenextseasonforcingpricestorise.

9.Heavydependenceonnature/effectsofchangesinnaturalfactorslikeweather,

soils,etcwhichaffectoutputlevels.

Unfavourableclimaticfactorslikeprolongeddroughts,floods,pestsanddiseasesin

some seasons resultinto low outputleading to an increase in the price of

agriculturalproducts.Ontheotherhand,favourableclimaticconditionsleadto

greateroutputbythefarmersresultingintodecliningpricesofagriculturalproducts.

10.Substitutionofagriculturalraw materialswithartificiallymaderaw materialsby

developedcountries/highcompetitionfrom synthetic/artificialfibres.

Someagriculturalproductslikecottonfacestiffcompetitionfrom syntheticfibres

likenylon,silk,polyester,etc.Wherebuyersprefersyntheticfibrestonaturalfibres,

thepriceofnaturalfibresfalls.However,whenthedemandforsyntheticfibres

declines,buyersresorttonaturalfibresandtheirpricesincreases.

11.Introduction ofraw materialsaving techniques bydeveloped countries (major

buyers).

Rawmaterialsavinginnovationshavetendedtointerferewithplanningoutputinthe

agriculturalsectortherebycausinginstabilitiesinsuppliesandhenceinstabilitiesin

pricesofagriculturalproducts.

12.WeakbargainingpositionofLDCsontheworldmarket/externaldeterminationof

prices
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Themajorbuyers(MDCs)dictatethepricesofagriculturalproductslikecoffee,

cotton,teaetc.Asaresult,LDCscannotsecurestablepricesfortheirproducts

becausethemajorbuyersincreaseanddecreasethepricessincetheyaremoreor

lesspricemakersintheforeignmarketshencepricefluctuation.

13.Agriculturalproductsareonlyminorinputsinthemanufacturingsector.

Theagriculturalproductsusedasinputsintheproductionofindustrialproducts

form asmallpart.E.g.inthemanufacturingofcars,agriculturalproductsareonly

usedinthemakingoftyresmakingtheirdemandinelastic.

14.Poorsurplusdisposalsystem/machinery.

Developing countriesarefaced with a problem ofpoorinfrastructuresuch as

underdevelopedtransportfacilitiesmakingitdifficulttotransportthesurplusto

areasofscarcity.Thisleadstoafallinpricesintheareaswherethereissurplus

outputandariseinpricesinareasofscarcity.

EFFECTSOFAGRICULTURALPRICEFLUCTUATIONSONANECONOMY

1.Pricefluctuationsleadtofluctuationsinfarmers’incomes.

Incomesoffarmersincreasewhenpricesincreaseandtheydecreasewhenthe

pricesdecrease.



MrMayendeHPage113

2.Pricefluctuationsresultintofluctuationsingovernmentrevenue.

Thisisbecausegovernmentreceivesmostoftherevenuefrom taxingincomeand/

orproperty.Thereforefluctuationinincomemeansfluctuationintaxrevenue.

3.Fluctuationsinpricesofmajorexportcropsleadtoinstabilityinexportearnings.

In seasons when exportprices increase,exportrevenue forthe government

increases.Howeverinseasonswhenexportpricesfall,exportrevenuealsodeclines.

Thiscausesunstableexportearningsfrom oneseasontoanother.

4.Governmentplanning based on expected earningsfrom theagriculturalsector

becomesdifficult.

Whenpricesarefluctuating,itisnoteasytopredictwhatistobeearnedfrom selling

agriculturalproducts.Thiscomplicatesplanningbythegovernmentincasethe

plansareto befinanced byincomesfrom theagriculturalsector/agricultural

exports.

5.Farmersgetdiscouraged/frustrated.

Thisleadstosubsistenceproductionhenceadeclineineconomicgrowthand

development.

6.Pricefluctuationsleadtoruralurbanmigrationwithitsnegativeconsequences.

Asincomesfrom agriculturebecomeunreliable,thefrustratedfarmers(especially

theyoungandenergetic)migratetourbanareaslookingforbetteremployment

avenues/opportunities.Unfortunately,this migration is associated with many

problemslikeopenurbanunemployment,highcrimerate,developmentofslums,

gambling,etc.

7.Pricefluctuationsleadtoinstabilityinexchangerates.

Asexportpricesofagriculturalproductsincrease,acountry’sforeignexchange

earningsareimproved.Thisresultsinto greaterforeign exchangeinflow.This
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increasedinflow offoreigncurrencyresultsintoafallinexchangeratesinthe

country.However,afallinexportpricesofagriculturalproductscreatesashortage

offoreigncurrencyinthecountry.Thisresultsintoanincreaseinexchangerates.

8.Pricefluctuationsleadtoinstabilitiesinbalanceofpayments.

Anincreaseinexportpricesofagriculturalproductsinagivenseasonresultsintoan

improvementinthebalanceofpaymentsposition.Onthehand,afallinexportprices

ofagriculturalproductsinagivenseasonresultsintoworseningofthebalanceof

paymentsposition.

9.Pricefluctuationsresultintounstable/fluctuatingtermsoftrade.

Whenpricesofagriculturalexportsincrease,thetermsoftradeimprove(become

better).Howeverwhenexportpricesdecline,thetermstradedeteriorate(become

worse).

10.Investmentinagriculturebecomesuncertain.

Thiscausesspeculationasfarmersregardinvestmentinagricultureasagamble

andthusirrationaluseofland.

11.Pricefluctuationsleadtoseasonalunemploymentinthesector.

Somefarmersmaydecidenottoproduceinaparticularseasonbecauseofthe

miserablepricesobtainedinthepastseason.Suchfarmersbecomeseasonally

unemployed.

12.Pricefluctuationsworsenincomeinequalities.

Adeclineinpricesofagriculturalproductsinsomeseasonsmakesfarmerstoearn

lessincomethanindividualsemployedinothersectorsliketheindustrialsector,

servicesector,etc.

ASSIGNMENT
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Whyisthereneedtostabilizeagriculturalproducts?

POSSIBLEWAYSOFSTABILISINGAGRICULTURALPRICES

1.Throughoperationofthebufferstockpolicy.

Abufferstockpolicyisonewherebythegovernmentthroughthemarketboards

buysthesurplusoutputfrom farmers,storesitandsellsitduringperiodsofscarcity.

Thishelpstoironoutfluctuationsinsupply,pricesandincomes.

2.Byuseofthestabilizationfundpolicy.

Astabilizationfundpolicyisthedeliberateattemptbythegovernmentofpayingthe

producerslessthanthemarketpricewhenpricesandincomesarehighandputting

therealizeddifferenceintoafundandlaterusingthefundtopaytheproducers

higherpricesthanthemarketpricewhenpricesandincomesarelow toavoid

fluctuationsinpricesandincomesaswouldbedictatedbythemarketforces.

3.Improvingonstoragefacilities/system

Forexampleuseoffridgestoensureproperstorageofhighlyperishableproducts

likemilk,fish,tomatoesetc.Thisstabilizessupplyandhencepricesandincomesof

agriculturalproducers.

4.Improvingontransportsystem.

Thisinvolvesconstructionoffeederandmainroadslinkingproductioncentresand

market centres.A better transport system evens out surpluses by easing

transportationofgoodsfrom productioncentres(areasofplenty)tomarketcentres

(areasofscarcity)therebystabilizingpricesofagriculturalproducts.

5.Modernizing agriculture/improvementintechnologyand carrying outextensive

research.
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Thisnotonlyimprovesonthequalityofagriculturalproductsbutalsoleadstoa

reductionintheirgestationperiod.Forexampleuseofhybridseedswithashort

gestationperiod,tamingnaturethroughirrigation,etc.Allthesestabilizesupply

leadingtostablepricesovertime.

6.Settingupagro-basedindustries.

Agro-basedindustriesaddvalueontoagriculturalproducts.Thishelpstoimproveon

thequalityandpricesofagriculturalproducts.

7.Joininginternationalcommodityagreements.

Internationalcommodityagreementslikeinternationalcoffeeagreementhelptofix

pricesandquotasforthebuyersandsellersofcommoditiestoavoidfluctuationsof

pricesontheworldmarketresultingfrom excesssupply.

8.Diversifyingagriculture.

Itisimportanttonotethatmanydevelopingcountriesdependononlyoneortwo

cropsforexport.Asaresult,fluctuationsintheoutputorpricesofthecrop(s)may

causeconsiderableinstabilityinexportsandincomesofthosecountries.Toreduce

theeffectsofdependenceononeorafewcrops,thereisneedtoproduceavariety

ofcropssothatfailureofonecanbecompensatedforbythesuccessfulharvestof

theother(s).

9.Developmentofforward(future)markets/contracttrade

Thisinvolvesproducersandbuyerssigningagreementsspecifyingtheamount,

qualityandpriceofagivencommoditytobesuppliedinthefuture.Inthisway,

changesinsupplydonotaffectthepriceagreeduponhencestabilityinpricesof

agriculturalproducts.Futuretradecanbearrangedforbothlocalandforeigntrade.

10.Throughpricelegislations.

Thegovernmentoftheconcernedeconomycancarryoutpricecontrolsbyfixing
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pricesofselectedcommodities.

11.Formationofco-operativestocontrolsupply.

Co-operativeshelptoeducatethefarmersabouttheuseofbetterfarmingmethods,

lookingformarketforthefarmers’output,regulatingsupplythroughaquotasystem,

improvingthebargainingabilitiesoffarmerswithbuyers,etc.Alltheseactionshelp

tostabilizethepricesofagriculturalproducts.

12.Strengtheningregionaleconomicintegration.

Thisimprovesthebargainingpowerofmemberstatesfortheiragriculturalexports

ontheworldmarket.

13.Diversifyingandexpandingthemarketsforagriculturalproducts.

Thisinvolvesextendingandwideningmarketsforagriculturalproducts.Itisdoneby

searchingfornewbuyersfrom otherdevelopingcountriesinAsiaandinotherparts

ofAfrica.

14.Re-salepricemaintenancesystem.

Itisimportanttonotethatgreaterfluctuationsareattimescausedbymiddlemen

andifpricesatwhichconsumersaretobuyaresetinadvancebytheprimary

producers,instabilityinpricesmaybeminimized.

15.Subsidising farmers/providing tax incentives to farmers/stabilising costs of

production.

Thisinvolvesreducingtaxesonfarm inputsorprovisionofsubsidiestofarmerson

farm inputs.Thishelpstostabilisecostsofproductionandensurestablesupplyand

prices.

16.Providingaffordablecredittofarmerstobuynecessaryinputs.

ThisinvolvesprovidinglowinterestloanstofarmersthroughthelocalSACCOsand

commercialbankstoenablepurchaseoffarm inputs.Thisleadstostablesupplyof
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agriculturalproductsandthusstableprices.

EFFECTOFACHANGEINSUPPLYUNDERCONDITIONSOFINELASTICDEMAND

Withinelasticdemand,smallchangeinsupplycanhavealargeimpactonchanging

price.

Illustration

From the diagram above,itcan be observed thata smallincrease in supply

(representedbyashiftofthesupplycurvetotherightfrom S1S1toS2S2)leadstoa

bigfallinpricefrom P2toP1.Notethatafallinsupplyhasasimilarbutopposite

effect.

THECOBWEBTHEORY

Thecobwebtheoryisaneconomicmodelthatattemptstoexplaintheoccurrenceof

pricefluctuationsincertaintypesofmarkets.
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Thecobwebtheoryisbasedonatimelagbetweensupplyanddemanddecisions.

Sinceagriculturalmarketsarecharacterisedbyatimelagbetweenplantingand

harvesting,the cobweb modelcan be applied to explain the occurrences of

agriculturalpricefluctuations.

Becauseofthistimelag,theoutputproducedinaparticularseasonisdeterminedby

thepricesofthepreviousseason.

Illustrationofthecobwebmodel(Convergentcobweb)
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From theaboveillustration,initiallytheequilibrium quantitysuppliedisOQoandthe

equilibrium priceisOPo.

Assumingthereisashockinaneconomyforinstanceanunexpectedlybadweather,

thiswillresultinafallintheamountofthecommoditysuppliedonthemarketfrom

OQotoOQ1(Ashortageiscreated).Thisresultsintoanincreaseinthepriceofthe

commodityfrom OPotoOP1. Thisincreaseinthepriceaboveequilibrium attracts

newfarmerstoplantthesamecropandalsomakestheoldfarmerstoplantmore.

Becauseofthetimelagbetweenplantingandharvesting,muchwillbesuppliedin

thenextseasoni.e.outputincreasesfrom OQ1toQ2(Thereissurplusoutput).This

forcesthefarmerstoreducethepricesoftheirproductsfrom OP1toOP2.Thisfall

inpricediscouragessomefarmersandtheystopgrowingthecropandeventhose

whoremaininproductionendupplantingless.Thisresultsintolessoutputputon

themarketthenextseason(QuantityOQ3issuppliedwhichislessthandemand)

again forcing prices to rise from OP2 to OP3.This process willgo on until

equilibrium isreached afteranumberofoscillations.

From theillustration,itcanbeobservedthatthefluctuationsspiralinwardlymeaning

thattheforcesofdemandandsupplyworkouttorestoretheequilibrium conditions.

Thisisacasewheredemandismoreelasticthansupply(Thesupplycurveis

steeperthanthedemandcurve)


