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PRICE THEORY.

This Is the study of prices in relation to goods and services.
Price Is the axchange value of a commodity expressed in monetary terms.

W

In a fay man's language, it's the amount of money that has to be paid for a spedific quantity of a

qiven commadity.

OLE/USES/IMPORTANCE OF PRICE XN AN ECONOMY.

refleched by the price attached to it.

problem of excess demand or excess supply.

it measures the value of goods and services. This is bacause the value of a commodity ls
Tt guides producers on what to produce. Produces produce more of those commodities with a
> asto- e - DiGh price and less of thecoramodities-with 2 low price in onder to maximize profits,

. R provides an automatic adjustment of demand and supply. This helps to overcome a

. It determines income distribution in an economy. This is because with use of prices, income

gues to those who own tesources and the income received by an individual depends on the

fesources ha owns and thelr prices,

* R helps consumers 0 make consumption plans, This is because for utility maximization,

consutneras buy more of those commodities with tow prices.

6. It determines how to produce. Producers make cholce of the production techniques

depending on the prices of factors of production.

7. Rt guide pmduce:s on where to allocate their production enberpnses These usually prefer

astablishing enterprises in prices where prices are high.

TDETCRMYNANTS OF PRICE IN THE ECONOMY
¢ Costs of prouuction,
4 Damend for a commadity.
¢ Supply of the commodity,

& Govemnment policy on price,
% Expectad fiture demand.
% Goal of the producer.
& Elasticity of demand for the commodity.

- % Quality of the commaodity.

TYPE. OF PRICES.
| Moot ntice. It's the nrice prevs! T in the market at a aiven perlod of ﬁme
' Equitbd& price. it's the price at which quantity demanded is equat to quantity supplicd.
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Normal price. It's a price that regulates demand and supply so that they are equal in the iong-run
i.e It's the fong-run equilibrium price.

. Raeserve price, It's the lowest price a producer is willing to accept in exchange for his commodity.

Future expected demand,

'wnen the seller expects the demand for the cornmodity to be high in memﬁre,mermve price is

high as one Is not scared of sefiing at a lower price, Expectation of 2 lower demand in the future
implies a low reserve price.

Durzhitity of the commodity,

Durabie: commodities have a high reserve price since they can be stored when the price is low : and
sbid' iy’ the Asture at a high price while périshable commodities have a low reserve price since ey,
have to be sold immediatety.

Puture costs of transport and stovage.

medwoostsarehlgh,meresewepﬁceisiowaspeomehytoavoidsuchcostsbutwhensuch
costs are low, the reserve price is high as it's profitable to sell at a later date or to transport goods
to other places where price s high,

The length of timae it will take before supply of new commodities.

The longer the time pertod, the higher the reserve price as supply remains iow but when the time
period Is short, the reserve price is low due to fear of increased supply in the near fudure.

Liquidity preference. A high liquidity preference implies a low reserve price since the demand for
commodities is low but when the fiquidity preferenoe is low, the reserve price is high since demand
for gocds is hlgh

Future costs of production.

Wher pmduoecsexpectmecossofproducuonmbemgnm the future, they set a hwgh reserve
n"uaoﬂ'oatmeyareab‘etnaoversudmostsbutwhm theyexpectmepmducﬂoncostscobe’cw

they set a low reserve price since they can casily covar the production costs.

7% MARKET,
A macket {5 an arrangement within which buyers and sellers negotiate the exchange of goods.
it c2n aiso be defined as an msﬁmﬁonoranwdlpmmatbdngsmeﬂ\ormfsandseﬁers.

| PEATURES OF A MARKET.

2iPasge



These chould be 3 commodity to be exdhanged.
Thershouid be buyers.

Thesz shouid be seflers,

Thare shouldd be an established medium of exhange.
TYZES OF MARKETS,

L Perfect market. It's 3 market where there are many buyers and mary seders of

nomogensous produds and no sige Duyer or sefler oan Wfluence the price of Hhe

CommOodETy.

can nfiusnce the price of the cominadity. I indudes, menopolisiic corrgetition, dicopoky e,

l?mm&&&sar&k&%ﬁ%smmmmhmadmx
Getermination. In this markel, price is determined by the free marke? forces of demnarsd 2

: . Droduckion are exchanged It mdkudes, the
iabowr marke!, the capits marker :

PEHE DETERMINATIN 101 THE MARKET,

Pricein the market can be determined in any of e following ways,

Susging/ Bargaining. A |
Y:%is%?&e%m@bjﬁm@mi?w’w“Fﬂtheygee'mme
i The Sc.2r kesps on reduCng T2 aMoWk e b wising o 3o0est and e =

CRAZA, CEms <svy e 5=

addieg 10 the 2nount he is witng  p3y until they come 10 2 Compromese. Hcops u
puoning [ Bidding. | ' |

Ths is where there’s 2 single seler and many prospedtive buyers. Buvers compete
- thesmeives and the ore who pays the highest price takes the commodity. amangst
Fowes of demand and supply.

f torrne OGO ¥here TS no govemment ntervention in
This 2pplies t0 2 free. escorpee SOLIONY Fos Pt 4 , pnce
d:mmmmﬁnscas&mmeumdssm,mmmmmm
Hastand, price redules.

i oy treaty/Agrecment/Coliusion.

Z Imperfeet-market W's 2 market vhers. therels limitad competition znd.a tuyer o250,

:effmmmm. el S, R i e




Whan prioss are fivad by tresties, buyers and sellers come together and agree on the pce and fix it
wlth 2 arilten agroamam.

B case of colusion, seflers of 2 Smar commadily come togather and fix the price at which they wit
S Thaie commadiies, This s usually done o reduce competition among the sellers.

Sovernmeant poce lagisiation, s
™S & whare e Qovemmant determines the price of the commadity thraugh prics control in form
asale price maiotenance,

%s“eam@mw\mm he commodity <.t be sold o the fingl- |
CONSTMET, 2.8 NEWSHRPeSs, artime o

Mﬁm&mm
nmmm«mmw&m

nmumammumm

P T
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Rm&ateas;&rﬁmmmsmmmwm
= ﬁmmmmmmmmmm
Price leadership,

MBMam&muamw&mmmmmmm&Whmm
foliow. A

Offers at fixed prices,

s s where the soiler dotermines the oo du\emmﬁmmmmi\ﬂmm
s e ovce, a-s»th«ummmmmw&emmn have the
dﬂq\mW&Mp@w&mMaﬁr@wpﬁm

: Profit maximization, he restricts cutput and
wa@mummmsamsmmmmmmw aa
mwiatively low Drice 50 35 10 altract more
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« Costs of production. High production costs force producers to set high prices so that they
cover the production costs and also make profits while low production costs lead to low prices
since producers can easily make profits.

o Level of taxation. High taxes force producers to sell commodities at high prices so that they
pay the taxes and also make profits while low taxes lead to low prices since they enable

producers to make profits even when they sell at low prices.

o Flasticity of demand for the commodity. Producers set high prices for commodities with
inelastic demand since consumers buy almost the same amount at any price but whep
demand for the commodity is elastic, a low price is set to attract more consumers.

DEMAND.

This is the desire backed by ability and willingness to pay a certain amount of money for a gjven »
quantity of a commodity at a particular period of time. .

Effective demand 1s actual buying of a-ComImBEty. e il ] Conmrics £ st A C‘\x ok e
Quantity demanded is the amount of goods that consumers are able and willing to buy at various
prices.

Individual demand. This refers to the quantity of a given commodity that a given consumer is
able and willing to buy at a given price at a given time.

Market demand. This is the total quantity of a given commodity that all consumers of a given
commodity are able and willing to buy at a particular price during a given period of time i.e it's the
sum-total of all individual demands.

INTER-RELATED DEMAND.

o -
B .

It refers to demand for a commodity which is affected by demand or price of another commodity. It
includes;

Joint/Complementary demand. ,

This is the demand for commodities that are used together e.g a pen and a book, a car and fuel, a
gun and bullets etc. With such commodities, an increase in price of one leads to a reduction in the
quantity demanded of the other. Examples include;

« Demand for cars and fuel.
» Demand for guns and bullets.
» Demand for a toothbrush and tooth paste etc.

!
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Composite demand.

This is the demand for a co
etc. The total demand for [3

Competitive demand.

It's the demand for commodities which serve a similar Purpose e.g, coffee and tea, beans and peas,
beef and chicken, omo and nomi etc.

Derived demand.

mmodity that has several USEs, e.g electricity, steel, water, timber, paper
uch commodities is composed of its demand for  the different uses.

production of clothes, a tractor is demanded to produce agricultural products.

It should be noted that all factors of production have a derived demand.
Independent demand.

It’s the demand for a commodity which isnt affected by the demand for another commodity.
DEMAND SCHEDULE,
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DIAGRAM

Assuming that we iﬁave three consumers in the market, we can derive the market demand schedule
as below. il

DIAGRAM
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THE NEMAND CURVE.

It's 3 curve/graph which shows various

. ey
) Loivhow®

The demand curve IS drawn for a
derived by undertakirg 2 horizonta

The zbles and graph above shows that people demand more of the com

quantities demanded of a given cammadiity at varioiss prices.

5 - ¥ - . . . .
A" y ~ [ oo > L o - PO kT il L ~ o
F PSRN B I T N e T s ~%

n individual or for the whole market. A marketl demand curve is
[ summation of the individual demand curves.

niadity when B price is low

and they demand less of it when the price s high.
REASONS WHY PECPLE DEMAND GODDS.

i.

2

4

When the price of the commodity is' hgh, some ped
o ity. because of their low purchasing power but when the pri

. Inclusivity/ Bandpag

Functona! demaad. This is where people demand goods because of their ability to satisfy

human needs e.q one buys 3 drink when he is thirsty. .
Excdusivity effect. This is where one tuys a commodity o be unique i to look different
Conspicuous consumption/Snob effect. This is where an individual buys a commodity
which is very expensive o show off his econoinic statusfeconomic power. . _

Specwlative effect, Expectation of a futune price incresse  stmuiates demand for &
cornodity  as some people buy more today so 25 to avoid buving at a higher price in the

future. : .
qn effect. This is where, an mdiyidigai buys 2 commodiy Decsuse,

others are buying it 1.2 he wants to be ilke others. 5
Impulse buying. This is where an individual buys a commodity on a sudden desire i.e, one

,mysawrfmwditymusehehasse_eﬂf@ S AR SR pp il
" OEFERMINANTS OF /FACTORS AFFECTING [INFLUENCING DEMAND.
Price of the caommodity.

nie acpacially the poor buy less of the
ce is low, the purchasing power

is tgh and demand is high.
/. Prices of substitutes.
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High prices of substitutes leads to high demand for a given commaxiity as some consumers of the
substitute shift to the commodity but low prices of substitutes lead to a low demand for 2
commadity as some consumers shift to the substitute.

7/ Price of a complementary good.

A high price of a complementary good leads to & low’ demand for a commodity as less of the

complemant is bought but when the price of the complementary gocd is fow, demand for a
commodity is high as people buy more of its complement,

v Tncome level of the people.

_..A Tugh igcome {evet leads t© 3 high_pur

Lin B hasing powrer thus high demand for the cormimodity while a
Rt fer ; _

g - Lt T T . 155 . .: Vg, A A 3t ¥ oy o 5 ard
level teads th 3 low demand for the dommodity bedause of the low prirchiacing power.
v Tastas and preferences.

Famue tastes for 2 commadity leads to its high demand as many people are interested in it
wihile unfavourabie tastes for a commodity leads to few demand sinc2 less peopie are less interested

in the commadity.
7 Size of the popuiation.

2 big poputation ensures 2 targe market for a commadity as many people b .

) e e - i peo vy the commiedity while
a small size of the population implies fow demand because it provides a small market as a ;‘ew
people are buying the commodity. : :

7/ Government policy of taxation and subsidization,

High texation discourages produgion and reduces- people’s disposable mcome thus low demand
while low taxes imply 2 high disposable income thus 2 figh demand.

v Future price expectation.

~ . Expectaton of 4 future price increaca leads to 3 high demand for o commndity 2 peaple by more
+o avoid buying at a higher price gt the future but when people axpect prices 10 regULE i Thic fuix.-:fo-:
they buy less of the commodity a5 they wait to buy. more in the future. -
"/ Seasonul fackof. T e
Some commodities sudt a5 umbreilas, seasonal greeting cards are demanded seasunally. When the
season. is on, many peopic are interasted in them and their demand is high but wren they are off
season, pecole sren’t interested in them and their demand is low.

v Level of adverdsement

‘When the commodity is highty advertised, people are made awére of its existence: and cthers are

persuaded to buy i thus a high demand bot. when the level of advertisement is low, people are
ignorant of the axistence of tha commoadity and its demand is low.
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From the table and the curve, the following should be noted;

When total utility is increasing, marginat utility is reduding but above zero (0)
When tota! utility is a3t maximum, marginal utility is zere (0)

When total utiity is dedining, marginal utifity is negative.

The -int where total utitity is at maximum is cafled a bliss point or point of satiely.

THE LAW OF DIMINISHING MARGIMAL UTILITY,

Tt states that as one consumes more units of 3 commodity, satisfacdtion derived from the additionai
ynts goas on dedining. This implies that the first units of a commodity consumed give an ngdividual
more sstisfacion than the additional uniis. :
Assurrptions of the law of diminishing marginal utility.
7 I assumes that the consumer aims at ulifity imaximization,
+ The consusmer has a fixed fevel of income.
The commiadity prices are fixed and constant.
The consumer’s tastes and preferences are constant.
31 assumes that the commodity has a uniform size.
it assumes continuiy in consumption i.e the units are consumed one after the other.
1t asswumes the consumer is not addicted 1o the commodiny. ¢
CORSUMER'S SaDs 4G ‘

LN

This rofers o the Sfference Uetwesn whel the consumer is wiliing 10 pay Tor 3 commodity and what
re acasally pays.

GR

¥ te extra satistaction that a consumer 2njoys without paying for it because the market price is
be. w what he is willing 20 oay. - i
PROTAICER'S SURPLUS.

e the exrass camings o producer receives abowe the mintimwm amount of money he was wiiting ©
accept in exchange for his commodities.

R

iUs e ditarence betwesn what a prodocer achially gets from the sale of his commaodities and whot
he yas willing to acoapt

¥ ’ 7 / :
4 /;'912!-" LR H0A Uj IS
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Consumer’s Surpius. e i M
orice the consumer is willing to pay (shs) Units
15000 i
12000 2
10000 2
7000 4
5000 , 5
Using 10000 as the market price, caloufate the consumer’s surplus whern three units of 3 commodity
~ee Sought. '
S = Aniicipasted expenditurs — A2l expanditure.
{5000+ 1200+ 10000) — (1000053)
= 37000 - 3goed )
- 7000shs. Gl A
OR
15060 — 10000 = 5000 -
12000 - 16000 = 2000
10000 ~ 1000C =€
| 7600 s,
poducet’s SUrsius. I :
Prge 2 producds i willing to sccept Units
5600 | 1
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7000
16000
12000

T

15000 e SUrpIUS
Using 10000 as the rnarket prce, calculate the e 53

= Acual ravenue ™ anticipated revenue

Producer’s surplias =
{1006x2) - {5 000 + 7000+ 10060)

=30000 ~ 2200C = 8000 sns.

OR
1000 — 5000 =5000
1000 - 7000 =3000
1000 - 100G = 3¢
= 80CQshs,
THE SLOPE OF THE DEMAND CURVE

A normal demand curve slopes downwards fram left to right following the law of
states that Ceteris Paribus, (Keeping other factors constant), the higher the price,
guandty demanded and the fovier the price, the higher the quantity demanUed

- This negative slope of the demand curve refleds ar inverse retatmnshup hetween price an-i (uar autv
demandad | & tha higher tha nirice, the fower the quantity demanded and tha lower the price, the
?!igﬂ&?!’ ¢ianz quanu.t\r damanded. This o iz dea 10 Bie 'fU“O‘J‘wﬁE'lg caCtUi'S,

Y Tha v of diminishing marginal wtility.
According to this law, when one consumes more units of a commaodity, saiisfaction derived from g«e

aciditional units goes on dedlining. This implies that consurmers anly buy more units of the
cormmodity when the price reduces praving that demand s tow at a high price.

& Incorme effect of a price chanye, " i
tihen the nrice of a commadity reduces assuming mat the 'income: of tne consumner remau‘

constant, real income increases such that with the same amount of MOABY, GNE CONSUMS mo
\_.\
units of the commodity but when the price of the commiodily. increases, real intome reduces and 0t

buys less cormmodities with the same amount of money,

dem@.nd which -
the lower the
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)
L e Pt N

i3 ot o T J/

4
3
i s 2T adas

& Substitation effect of a price cimnge. :
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When te price of the Jotmmdrty reduces assuming that the orice of a substitute remaine constant,
COSUmMES buy more of this commadity and less of the substitute but when the price of the
commERY increasas, consumers buy less of the commodity and more of the substitute whose orice
has vermines constant. : |

% Tetai price effect.
Tﬁ?s % 2 Lomnbination of the income effect and the substitution effect of a price change. When the
pnee efﬁe COMMOCHLY reduces, more consumers buy & and others inarease their consumption but
when isance mncreases, the number of consumers reduces and others consume less of it thus 2
reductionin its demand.

+ Fesence of ‘ow iNcome earners,

THEse papie can oaly buy more of the commodity &t a fow price but as ils price increases, they buy
~ lessof Rince they have & tight-budgst. Thersfore when sudh people exist in soaety, iess is bought
at ahighprice and more is bought at a fow price.

¢ Bloront uses of a commodity.

With amngdities that have several uses, when the price incrazses, people use them for oniy
very imeetant vimoses and this results into a reduction in demand. However, when the price
redues, peopie tse them even R luxurious purposes Hius an increase i their derand

A SROVFIL REGR, "SIVE DEMAND CURVES,
Thase @@ demand curves which do not obeypviclate the law of demand and they arise under the
forvingdrcumstances;

# Reficies of astentation/Luxurious goods,

| These agoods which ave consumed to show off ofe’s status in saciety. Some pebpée beliave that
their sc=amic status can onfy be noticed when they consume very axpensive commodities and 35 2
result e buy more of a commodity st & high price and less of it at 3 low price.
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pect the price of the commodity to increase ia the futire, they buy more &

is high to avoid buying at a higher price in the future but when
t low prices as they waff &2 bisv 3t &

Whern the consumers €X
the commaodity even when ifs prce
they xpect the price © raduce in the future, they buy loss A
iowe  _rice in the futura.
¢ zcassities.
iies,

. P P - 4
Thase are commodities whichman G hardly do without e.g sait, 503 ptc. With such commosiing

quantity demanded remains corstant even when there's a change i their price.

% Ignorance eivect.
Due 10 ignoiance of the market conditions, one may associate Bigh prices with good guziity and as 2
. resuft, he demards more of the conemodity at 3 high price and iess of the commodity at 2 low price.
2 Oepression ifecl
& deprassion is a periog of low econciic activities, High levals of unemployment,imited money
supply efc. During this pericd; income favels are so fow that aithough prices of commoaites are W,
aquantity demandad is aiso low,
< =iffen goods.

Triese eire .iow guai%tg goods consurned by the goor and they iake a big percentage of their incema.
Vimen e prices ioorease, more IS bought Dt when Meir prices redice, kees i bought as
cons mers becomea capabiz of Duytng Dolter sammennditius.

The demand curve fov a giffen good is shrorval at relztvely low prices,
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INCOME DEMARD CURVES (ENGEL CURVE)

These are the demand aures which show a relationshi
~ the quentity demanded of a commadity..
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demand agve of 2 nortial good has a positive siope whicr: implies that as the oo
|- " onstimer fcreases, demand for a commeodity also increases o
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For necessities, the demand curve is flat which means that as the income of the consue
increases, quantity demanded increases slightly and then becomern constant.

C CHANGE 1IN OEMANI, e e
It refars to either an lncrease or a decrease in the amount demanded of 2 commadity brought about
by a change in other determinants of demand when price 1$ constant

{ DIAGRAM

A change in demand can be brought about by;

< Change in the consumer’s incomas.

An indredase s e consumer's income increases (he purchasing power thus an increase in demand
while 3 “degrease in tha ronsumer’s income  redocers the purmasmg power thu“ 4 reducticn in
Arraae

2T
Tl Nes | FBm e

> !.‘m G i the Jevel of advertisemant,

An m-aease in the level of advertisement makes more ‘constmeErs aware of the exist&ce of a
commodity thus an increase in its demand while a decrease in the level of advertisernent reduces
the number of people who sre aware of the commo-;i;ty chus & redurtxoo in the demand for the
‘comemodity.

& Change in e size of the population.

n increase i the size of the population moreases ihe nunibier of consumers thus an increase »

-»md while a decrease iy the size of the populat{ma reduces ﬁw aumber of consumers thus 5
de case in demand,

& Change in income distibulion.
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A more evan income distribution increases the demand for a commodity since even the poor haye
somathing o spend while wider income inequality reduces demand since the poor almost have
nothing to spend.

5 Change in the prices of substitutes.
An increase in the pricas of substitutes increases he demand for the commaodity as Some consumers

of the substitutes shift to the commuodity while 2 decrease in the prices of substitutes reduces the
demand for a commodity as some of the consumers shift to the substitutes.

& Change in the price of 3 complementary good.
A0 increase in the price of 3 complementary good reduces tive demand for the commodicy as tess of

e "coplément is bought white a Jecredse in T price of the complementary yood incieases the
demand for the commodity since mave of the complernant s bought.

& Change in the government policy of taxation,

An increase in the level of taxation reduces the disposabie income thus a reduction in demand whiile
a reduction in the fevel of taxation increases the corsumers’ disposable Income thus an increase in
demand.

<% Seasonal changes.

When the season Decomes favourable, more of a conwnodity is bought as many people need the

commadity but when the season becomes unfavourble , demand for the commoadity reduces as less
people need the comimodity, :

4 Expeciation of 2 future price change. .
When consumens expect the price of the commodity 0 increase in e future, they buy more of the

carmodity so as to avoid buying &t a high price in the future but when ey expact the price 0
raduce in e future, ey buy less as hey war (O buy at 2 iowey. price i the future,

, INCREASE IK DEMAND., -
This ic where more is demarided of 2 grven cammadity 2t a constant pricy. I IS caused Oy
Esvourable changes i the determinants of demand.. -
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¢ morease in the income level of the consumer,

+ Irease in the size of the population.

< Rvesue in the prices of subshutes

< Pmrease 0 the price of a complemeriary good,
< Irease in the level of advertisement.

¥ davourable seasonal change.

v Rduced income inaquality.

v Tstes and preferences becoming favourabile.

DECREASE IN DEMAND.

This is shere ess of a given commodity is demanded at a constant price. 1t is caused

v o
unfavowmbla changes in the determmants of deman!..

o T

[ T s

ft is vend by;

v Rakuced incomes of the aonsumers.

< Wmease i the price of & complementary good.
¥ anuction in prices of substitutes.

v Tmme wguality becoming vhder.

v Tages and - references becoming unfavoursbie,
v Reficed popu.ation size.

¢ Smson bemmn. = unfavourble.

v Tagectation of a future price reduction.

v Rakction in the fevel of adverlisement.

CHANGE IN QUAMTETY DEMANDED.

Its 22 immase or decrease in the amount demanded of a given commodity brought by a change in
the pitedf the cornmicdity when other determinants of demand are constant. s aﬁurhfated by a
move::ialong the same deranc! curve gither upwards or dowswards.

An upv. movement implies a reduction in quanh’cy demamjer’ while a down ward movement
lﬂmﬁf_S}& woreasa in the quantty cemanded E

DiAGRAM
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W”““ the price increases from 8o 1o Py, quanity demanded ceduces to O, but wheq ihe orice
Juees o Py, quantily demanded horaasas to (.

A orease in quantity demandad IS a situstion where more s demanded of a gven commadiy die
W aduciion it peive when other determinants of damand are constant

A decicase in guantty demanded I where less is demanded of a given commodity due oo an
Rwreasa in its price whea other determinants of demand are congtant,

SUPPLY

It rafers o ihe quaniity of a given commodity that suppliers are able and willing to bring to
mankat at varous prices during a given period of time.

PDETERMINANTS OF SUPPLY.
< Price of the commodity.
When the price is high, producers bring more commeodilies to the market since it's more profitabie To
supnly at a high price. A low price leads to low supply since it brings about fow profits.
Nt af ca e dHIGE oo o Sucad u-ﬂr-:g @R ifomp ;---:":ms S,
When price of one inoreases, supply of the other reduces as producers shift sorme of the resources

to the production of one whose price has increased and when price of one reducas, suooly af the
arher increases as producers shift resources from the one who‘;e price has reduced.

% Price of a commodity with jolnt supp!y‘.

For such commodities, an increase in price of one feads 10 an increase in
since ana can't he nroducad withaut proditction of the other and 2 reductior

- e N
ot b

a reduction in the sunp!y of the other since reduction in productton of one ’
production of the other, -

2 pAvailability of factors of producﬁon.

"‘rhaﬂn factors ¢f production are. avallable in plenty, supply since
~em and produce large volues of outnut hut wher they
o rers fail to get the riecessary inpuls,

% Costs o¥ production,

sigh production costs reduce the profit level, s
sracution costs imply a high profil, tavel whic h ency

idlPage



* Ezce of entry of new firms into the indastry,

€asy enlry of new firms inte tha industry leads to nigh' supply as producers are free o join
profuction and increase sulput while rastricted enty inphies low suppiy as potential oroducers
arent free to join production.

* Uimatic conditions,

=0 agricultural commoditias, favourable cimatic conditions promote crop production which ieads 1
fugh supely whils unfavourable dimatic conditions limit rop production ieading to low sugphy.
T Alm of the firm,

W 3
TR TR e e e o

Firms whict aim at profit maximization Wit output’ Sothat they sefl’ € RGlY prices2nd’ maximize
Profts while firms that aim at sales maximization produce more output so that they sell more and
increase revenye, -

¢ Govarnment production policy.

Imposition of high taxes aon producers in

wreases the costs of production, reduces
leading o jow Supnly whilte iow taxes

reduce the production costs wiich wiore
teading to high suppiy.
+ Geastation seriod.

For commodities with a iong gestation period, supoly is low espediatly in the short -
tow supply while for commodities that have a shoit

Tun leading to
e short-run, leading to high supply.

02 inorsased in
2 Market damand,

Himh der. ~d for 2 Comiwndivs faads to high supply as more is produced o cater
‘desmand wiiae low demand ieads to IOW Sos v a5 producers o

LN VSO R
ULLCE w35 0

for the high
avoid Inceoc

¢ Mumber of producers. | S
A ig number of producers feads o high supply as eec_:h add's to the ol ou

- @ ssalt number of prodacers leads to low supply as a few

¢ Price expeciztion.

out in the marke? while
paople put oLput on the market.

Expectation of an inCrease in prices in tha future leads to fow supply as ngo_duc:;ws walt to -1,.@,
meee in the future while erpectation of a iow price in the future loads to hioh sunply as Drucuce
- ugply mare to avold supplying at iow prices in the future.

- Level of technology.



Use of advanced technology it production iNCreases the pace of production, teads o production o
targe volume of output thus high supply while use of poor tachnalogy reduces the pace of
pracuction leading to production of low output thus low supply.

5 Levealof jnfrastructural devsiopment.

Wall developed infrastructure reduces the costs of production and also makes it @asy W transpont
goods to the market thus high supply while underdeveloped infrastructure increases the cost of
oroduction, delays transportation of goads to the market thus timiting supgly.

< Pofitical situation.
dglitical securtly Snsures safety of tves and property eading to increased production and high

supply while insecurity Scares ifvastors” a8 thay feat” for their lives and oroperty. thus limiting -
oroduction and supoly.

2 Efficiency of factors of production.

Seficient factors of oroduction produce at a high speed {eading to high output and high supply while
inefficient factors of production produce at 2 low speed which leads to production of low oitput thus
oW SUDDTY .-

THE SUPPLY SCHEDULEL,

It's g table which shows vanous quantiiies of a givel Commeaity that are brought to the marketl at
varicus prices.

OR

s the numerical representative of tha gquantities of a given commuadity that a»re brought to the
market at various prices. .

T SUPPLY CURVE

it a curve which shows vanous guantities of a giver commadity that are brought o the market &
VEOoUS Prces.

A normal supply curve Siopes upwards from jeft o vight and s positive stope reflects the faw of
supply which states that Ceter’s Paribus, the highér the price, the higher the quantly supplied and
tive lower the price, the lower the guaniity supplied.

p
i ;
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which do not obey the law of suppfy, They exist under the foliowing
These @e supgly owves -
circamsiances;

1. Buclaward pending iabour supply ouTve.
Thisseaused by the following;

s peistence of {arget worKs. | |
Thosw e willing o increase the number of hours worked hefore achieving their kargee;t? Heoz:, :u,
;&?mﬁeﬂng t?zeis* targets, thay reduce the number of nOWS worked as the wage level inCreases.

¢ Waference for leisure.

T same peopie, as their income level increases, they realize that they nezd rmore leisure time ard
25 srem, they resuce the number of hours worked as‘their wage level increases.

/_fear of progressive axation.

Some gEisie reduce the number of hours worked as their waae level increases because ey fear 1o
be 2x=2 3t @ higher rate.

4 seor relationship betwesn the employer andt the employee.

This faeses the empioyee to reduce the number of hours worked in order o reduce their
inteexfon with the empioyer.

2 Sensanc:/ Fixed suppty-

“n¢ some comimoai. & that are supplisd seasonally, a change in the Pnitc may vt ofou quontity
sk since supply ~f these commodities is fixed in the short-run, e.g supply of agricuiturel
Cyrrndies. ;

3..1ard has a regressive supply curve since n‘s supply is pe%‘:‘elcft;’y&:iefastic.
-3. Reegressive curve may also ocour whien firms are operaiing at their optimum capacity.
5. Ea¥so occurs when production is according to a guocta system.

s CHANGE IN SUPPLY. 7~ 7

It's a st “n where more or less of 2 given commodity §
s LG dity is brought to the market at 2 const: i
duetsdar jos in other determinants of supply, L . . | . SE N oAt
It's @teied v an inward or Oﬁtvmad b AE :

i - G0 vd shift of the supply curve. Aa outward shift impii
incremem suppty while'an inwerd shift implies a decrease in supply. el ST fmples an
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* 1mge in supply is caused by;

CThange in the level of technology.
< hange in tha costs of Factors of production.
< {nange in the price of a lointly supplied cammodity’
Change in naturst/dimatic condiitions,
Change in the level of infrastruciura! development.
12nge in the supoly of factors of production

v B

v
v

3

IRCREASE 1N SupBLY,
i¥'s 2 situation whers more of 3 given commodity is brought to the market ot 2 concta
due o favourable changes in the determinants of SuDly.

Increase in supply is brought about by;
v

;3-
R
8
"R

[N

increase in the price of jointly supplied commodites.
v Dacrease in the costs of groduction.
¥ InCreasa in the supply of factors of produciion.
improvement in the fevel of infrastructural deve!ag:n'nc.ni
R poiilical SSTUATRN,

Betier natural conditions/ Natural conditions becoming favourabie.
Uecreass in the price of a competitively suppiied commodity etc.

v

L TREASE TN SUPPLY.

“his is where less of 3 given commodity is-brought to the market at 3 constant price. It's brought
about by unfavourable changes in the determinants of supply,

Duacrezse in supply  Is brought about by:

Increase in the costs of production.
+ Dadine in the price of 2 jointly supplied commadity,
Natural facters becoming unfavourable,
¥ Breakcown of nfrashruciure. :
zorease In the supply of factors of production.
opectation of 3 fulure price Increase.
Change from advanced technalogy o poor technology.
Gaverninent policy on producton becoming unfavaurable

.
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CHANGE IN QUANTITY SUPPLIED,

% codart T 20 IXTRNSE OF JeUrBRie It the amoum Of a givan commndty brought to the markat due
e g hange 1 the price of the commadity whan other determenaats of demand are constant.

s dsrated Oy ahor 30 SXeNSON oF 3 contraction of suDpiy. P—y

B et

o

{HAGRAM

An Incraxse v guantity supplied 5 where mare of 2 given commodity s deought Io the market
G B 30 noredse 11 15 peice whan othey detarminants of supply are constant.

A dagsast 51 quantity supplied i whare kess of 2 gven commodity s brouah fo the markst due &
3 JaoreRse N RS onle when other determinants of supply are constant.

JOIRT SUPPLY.

Ths mies © the supply of two o more commodities from the same source/same oroducSon

PSS, AY Inorsase I prive of one leads  an increase in the quantity suppiiad of the ohar 2.2
met 3nd hidey/skins, wool and mutton.

COSPETITIVE SUPPLY.
:(5 . mmphe of

it

e or more commodities that use the same resowces for thayr prodecion. A0
nCeEse = mwmkﬁé@!ﬁammm. of tha ather, ag"t‘-ﬁWWMm
froma piace of land, meat and MK M < s~

This refers to the degree of responsivensss of gdenendent varatles o indepencant \ariahies.
Dwadﬂmb&esmmmm\ﬁfaémdmmmmmwmmm\@mam
the determinants of demsnd and the determinants of supply.

Basicity of demand 5 'Mdmmeofrespmsimoimbq demanded of a commadity fo ¢
chamge « its deternunants. These determinants inClude;
¢ Price of the cominadity.
¥ Income of the consumer,
<« Prices of ther commodities.
¢ The A0 2at vorcepts of slasticity of demand therefore include:

Witage



s Price elasticity of demand.
¢ Income elastiaty of demand.
v Cross elasticty of demand.

SRICE ELASTICITY OF DEMARD.

his refiers to the degree of rosponsiveness of quantity demanded of a commodity to 2 changa in is
own price.

Price elasticity of demand = Proportionate change in quantity demanded

Proportionate change in pIce.

PRI TR

Percentage change in quantity demanded

Parcentage change in price.

= Change i quantity demanded x Original price.

Change in price Criginal quantity demanded,
Examsie;
Price Quantity
800 T
1360 40

Calculate the price slasticily of dernand.
#.£.0 = Changzin quantity demandad X ariginal price 7 7 VT R
-Change in price CHGINAL ity dammansad.

= 40-80 X600
1200-600 80

o Ay I

= -40x 800 =-1/2 =05 .g
600 80 r

. Elasticity has no units. B
CATEGORIES OF PRICE ELASVICITY OF CEMAND.

| o,
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ELASTIC DEMAND, | o | ’

This is where a chance in the price of the commaodity brings about @ more than propaitionate
changafa bigoer percentage change in qu »antrh,. demandad. In this case, piice elastidty of demand is

craater than 1. |
s
i =4
H 2
§ ]
| 2
|

THELASTIC DEMAND.

This is where 3 change in the price of the commodity brings aboit a less than proporticnate change/

a smaller percentage change in quantity demandaed. In this case, the prica slasticty of demend is
s {nan d,

j

EAGRAM

E

,.ﬁ{i‘fﬂ#{f ARY £1.45TICITY OF DEMAND.

THis is where 2 chiange in the prica of the commodity arings abow a smpmborah change/ a similar
seecerdage change in guantity demanded. In this case, the price eﬁ.;sﬁctyofdem adis ¥

N |

DIAGRAN

FERITCILN JHELASTIC CEMAND.

ThE & whare Cuaniity demeded doss oot r SPETC ¢ o ihe change in the price of Tio wonan iy, L8
rere grce 2last o of demana

o g S

o
p
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FECTLY ELASTIC DEMAND,

Ti = where the CONSUMErS &re +illing 1o buy ail that they need at the prevaiing pnce 2nd “uing
at ... aven at a slightly nigher orice. i.e infinite eiastidity, B

CHACGRAN

DETERMIMANTS OF PRICE ELASTICZTY OF DEMAND,
Avaiiability of substiutas.
Commodities with deose subsiitutes have elastic demand because 25 el o7ies norease.
some of the oonsumers shift (o the subsiihaes, Commodities without dose cubsiiiftes have
inglastic demangd sinos the consumers have ne alternaiive for hem.

S

“* Degree of necessity.

a;é q);l

Commodities with 3 hich degree of necessily have inciasiic demand beczuse ConSuAmens '-*aarf:_-f 30
without thermn while hixurisus gcﬂciﬁ have e%ad:r aemaﬂd since ihe consumers can essily 4o withoUt
dam,

< Proportion of tie consumers’ inCone spent on the commodity.

fnen CONSUMETS spend o high roportion of thair incnre o0 3 Commodity, s demand is last
*
=3

fl) l;

necause an increase in s price has a big negative effect on their budgel. For commodities that y-é
- small proportion of the consurners’ fncome, demand is inslastic bﬁtause change in the price he
o small irnpact on the consumers’ income.

N

5 -
!.».. 4

& Lpyel of incoyne of the consumers.

Rich people have ineastic dernand sincé they can a dhange in the prics doesn't seriously affect e
budget. The poor have elasic demand because 2 change in the price of the commodity has 2
impact on their budget.

+ The number of yses a mmmodity Last gerye, -

h

- nedities that have several-uses have slastic demand bacause when thelr peices e s
o e ondy for very imporiant purposes and when their prices reduce, iy v o Ln

Liltage



it.mwiuus purpases. Commodities with less uses have inalastic demansd because consurvers may a0t
hawe altematives to ieave out wien their prce increase.
+ Tine period.

Oemand is inelastic in he short run and slastic in the long run. Ths s tecause in Hhe shon
thare’s hardly any sutstihte and pecple have not yet lamt to live without the comemodity. In
lengran, peopte develop substitutes aad others learn fo five withaut the commodity

*» Mabit

o,
S
o &

Commoditics consumed out of habit have melastic demand because peogle get 2agicied © nem

“and &nd |t difficult © five without them, Commodities that arent consumed out of naoit have dasie
demand SINCS consSumers can easily do without them,
¢ Compiementarilty of commeodities

Commeciuas which are used together have inelastic demand because as fong as one 5 sed, the
other ooe has 1 be Lsad even when its price has increased. Commadides that ar2 ndependenty
used have elastic demand since they dent compiament any COMMOTET,.

& Durability/ Perishability of the commodity.

Highly durable commadities have inalastic demand because even ¥ P orocs odure those wio

——

hewe already bought dont buy more, Perishable comimedides have inelastic demand beczuse Oy

R

are fiot easily stored and people hardly buy more because of a raduction n thair pricss snc2 hey
,aa'ameasy*tostm&vﬁmis& _ :
.« Possibility of postponement of consumption.
Comneriies Wios aancumption can be postponed have elastic demand because 35 thaw pnoss
: LOnSt DUy 1SS @5 Gy = S huy e at e orices. Conmymodtlies whose
nease, onsurpers Gy Y i :
- comsimption: cahtoe postponed haye jpeiasac demand bﬂ"a@;m: NETO Ve Sl
| & Convenience of aoquiring 3 commeodity.
. “Wien CONSUMETS ﬁnd i convenient o get 3 commadiey from 3 certain pace, "zrs demand waem:
asthey are not wiling to took foc it from somantiere else even whn & paice inoreases But ¥ its nit
' mieﬂt, demand is elastic since consumars ¢an acguire it from anywnsn when s e
noReases. ‘ )
¢ Level of aduer lsement.
§ L 1 y T e
leve! of - jser 1o buy a gven commodity even whan 15 (3
s b o of “advertiseent persuades peopie come = o
.Affhases mu(;fmaking demand inefastic while 3 low tevel of adeient leads to elastic damand
e;msaaie easily M-:iuce the demand o7 & commodity when its price mCreasss.

CAUSES OF INELASTIC DEMAND

Hitag=w



{ ack of substiutes. o o

High degree of complementarity off.camm{pdttie_f,. |
Hi;;h proportion of the COnSUMEr’s income spent on the commodity.
High degrae of necessity.

tigh income of the consumer.

< Commadity bend addictive.

High degree of durability of the cormodily.

Limited uses of the comnenadity.

v Short-iun p@ﬂ{lﬂ

4 Inability (o poSpone the consumption of the commodity.

+ High tevel of advertisement.

v The commodity belng copyenient 1o a0Cess.

NSNS

-,

“ A

Neote; inelastic deraznd mearns low price elasticity of demand.
slastic dnmand means high price elasticty of demand.

Qv Explain e C3Uses of elastic demand,

RELEVENCE/ TMPORTANCE/PRACTICAL APPLICAYION OF PRICE ELASTICIV Y OF
DEMARD.,

v % helps & producer 10 dstermine the price of his commiodity. For commodies whose demand
ic inelastic, a high price & charged in order o get more profits but whan demand s #4354, 3
jow price is charged In arder to increase the volume of saies’
v % helps 3 moncpolist o salis by price discrimination. In the mrarvet where demans S
. ipelastic, a high price is sel since Hhis has #ie ffect on the cuaniity demanded. In &2
market where demand s elastic, 2 low pric2 is S8t SinC2 3 pigh price scaFes away AT
consurmers and grealy reduces the demand for 3 COMINOSHY. l
comete bpipe et oS mw&ge promame e DR A e 1S Weont W B
deraand i5 nelastic since they aré indispensable while a iow wage i given 10 unskied abouw
wiopse derpand is elastic since it's zasy to substite such labour with machines.

7 1: halps a producer to determine e level of advertisement. Commmodities 2 G
siastic are adverfised highly 50 as 1 cOnVinGe CONSUMers 18 Ry Imore. Whan demand oF
conwnadity s inelastic, the level of advertisement is oW since guantity demaaded of ¥
commodity i5 amost fixed. , _

7 1t helps to determine the tax indidence. When demand for 3 commodity is inelastic, the DIgS
burden of e auninodity gres to the consumer since he can hardly requce the 2mx
demandad but when demand is elastic, the bigger burden goes o (e Drodues gue o =87
scaring away many consumers when he increases prices highly.

"/ 1s used by the government &0 determine the taxcs imposed on commodiges. Wt
goverpment wants 10 (aise more revenue from taxation, it imposes DR rRCS

22iPage
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smmodites with inelastic demand as this has litlie effect on the amo&m demanded, Low
wxes are imposed on commadities with elastlc demand so as to maintain the volume of sales.
* % used by the govemment when camrying out devaiuation. Devaluation is carried cut to
foease the wolume of exparis and reduce

uce the volume of imports. It should be actar

howvever, that devaiuation s only successiy! wien the demand for exports and imponts is
© R halps the govemyment when ssighbiishing public entermrises. Government 3215 up
ssferprises produding commodities with ineiastic demand so 35 to prolect consumers Tom
¥s usec by the government when carrving out intemational ade polices suth as
aectionism. Industries produdng commodities with efastic demand are proteded for the
Emelit ¢f the consumers.
Governmant uses & when subsidizing focal entorprises. Government subsigizes inCustiss
gducing commodities with elastic demand 50 that they an reduce their oricas and incresse
e volume of sales, '
B% used in determination of price control. A madmum price Ie s&t for commsdiies Wil
medastic demanc o protect consumers and a Animum price s set
slastic dernand to protedt producers. .
© Bieips a corsumer fo plan expenditre as he pAc2 of the commodity changes. When e
dand for ¢ commodity is inalastic, the consumer spends more when its price incraases but
=n the demand for 2 commodity is clasiic, the consumer spends less when s onice

BRF S

for commodities with

THOCHEELAT ICITY OF DEMAND.

Tt's the degree of rSpOnSIvEness of quantity demanded of 3 COMIMUaLy ta 3 change in the income

1.E.D =1 in_ Gua =d X origingl income

ped

{hange in idCiL 2 onginal guantty demanded.

=  Guaniity ’ l
00 166
15,004 150
D= 150100 X10,000
S500-1G,500 100
=50 x 18.000 = 1.
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5,0G0 100

.
Mature of the cammodity is 3 Normal good
"3 S Decause the v ED is positve

wmple 2
frome Quantity.
16.000 200
i .‘:;, 0 1890

PED= 180200 x 10,000
15.6003-10,000 260
=20 X 13000
500G 200
YED =-i/5 = 0.2,
Mature of the SarvEmedity it inferior guod,
This is because the Y.£.0 is negative,
Mote;

< Income elasticity of demand is positive for normal goods .o, An increse. i (e income cf the
onsumer feads to an incenagg in e quantity daoenaed,

v It is negative for inferior goods f.e. An increase in the income of the: consuimer leads o &
dacrease in the quantity demanded, _

v Its zerg for necessites i.e, quantity demanded does not respond to & change in ncome.

fmmporiance of income elasticily of demand. |

it guides the govemmant on its taxaticn policy.

It hieips the producer o predict the demand for the cammoditv when the income of the consumo
change,

s used to determine the nature of the commodity,
2088 ELASYTICETY OF DEMAND,

frz he degres of responsivenass of quaniily Jranidea of @ ylven commority(x) ko #
price of ancther cormmicaily (v).

3sifFaeeE
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£ = Change i aunntity demanded (X) X Qriainal price (Y)

Change in price (Y) Original quantity demanded (X)
Example L.
prce(y)  Quantty (X)
&00 80
1200 a0
CED= 6040 x §0C
| G0 40 =12 A05.
Natwiwe of commodities.

Cammodities are substitutes, This is because the Cross elasticity of demand is posttive.
Example 2.
Prica (A} Quantity (8)

10000 2,000
15000 1,800

CED='3,800 - 2,000 X10.000
- 15.600-10,000 2,000
=200 Q0000
5000, 2000 = -§/5 =-0.2.
Natu - the comimodities.:  Complemeantary goods.
Hede, _
-« Cioss slasticity of demand is negative for complernentary goods L. an increase In Hhe nrice
of one commedity leads to a reduction i the quantity demanded of ancther.
7 i¥'s positive for substitutes i.e. an increase in the peica of one good feads to an increase in the
quantity demanded of ahother. '

© T/ Ws zero for cormadifies that are not refated 1., 'an increase In price of ane has no effect on
the guantity demanded of the other. '

- Impestance of cross stasticity of demand.

- ¥ Tt helps to determine the nature of the commaodity.

/ T enables consumaers to make iheir consumption plans as prices of ratated commodities
cvange,

Ljlage



) | :helr commcdities as prives of .

jucers tu determine the future dernand of thelr cormmodiies a3 | ek
b helis pyoducers U Jeies ”
;l fwk‘-ﬁ ‘P}!\E‘L

somenadities change.

. - SUPPLY.

t!«hsgi“m OF S p : : TV
the degree of responsivencss of quantity supplied to a change in the detgm;g "-'50‘;"99“"?“ i

ir's the degree OF reSpoIt g \ prica dasticity of supply,

;:iw; ke noted however that with elasticity of supply, we consider only / o

PRICE TLASTICETY OF SUPPLY.

It's the degree of responsiveness of auantity supplied to the change in the price of the commodity.

v

. £.9 = Penpentace changs i quantity supplied

Pertentage change n prics,

iange n quantity supolied % original price
Changs in phoe original quantity supiplied,
Txample;

When the price of 2 given commodity increased from shs 13,000 to shs 12,0600, cuaniity
inoreased from SU0kgs to 700 kgs. Calasiate tha price slastidity of supaly.

Change in quaniity suoplied” % griginal price

Change in pn:e original q;_santitf supplied.
= 700~ SO0 % 10.600 |

12,000 -10,300 500

supplied

o= 206x 0000 = 20 =32

3500 500 10
CATEGURIES OF PRICE SLASTICITY OF SUPPLY,
ELASTIC SUPPLY.

‘This is where 2 change in the price of the commdity brings about a more than prop&bmat;é
c‘gzr_&gf in the quantity supplied. In this case, the price elasticity of supply is greater than one.
3%

1
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INELASHEC SUPPRLY.

This & shere & change in the

price of the commodity brings about
' the awaniity suppiied. 1.e price elasticty of supply is *EQSS;\a q an tess than proportionate change

&1
I ¢

| &
K
i =
- 4

|

UNETASRITARY ELASTICIYY OF SUPPLY.

"'hss © shere 3 change in the price of the commodity brings about a proportionate change in the
quanmy suppid. Le price elasticity of supply is one ’

THAGRANM

(N

DERFERCILY INELASTIC SUPRLY.

©OABS B - ~n a change in the price has no effeci on the quantity supplied i.e c:uant*ty demanded
doesnt aaond 10 e dwene in price i.¢ zevo price elasticly of supply.

CDHACRAM

rpw-... s ;..—mm

|

PERFECRLY ELASTIC SUPPLY.

"his is where the producers are willing to bring to the market a!! they can st the orevailing price anu

“thing atall even at 3 slichty lower price i.e infinite elastiCiy. i’“’”‘ ™
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DETERMINANTS OF PRICE ELASTICITY OF SUPPLY.

h-'}

&,
‘C

Costs of production. When the cost of production are low, supply is elastic since producers
are able to buy factor inputs and increase supply as prices increase but when they are high
supply is inslastic since s fess profilable v increase supply even whon prices have
increased.

Availability of facturs of production. When factors of oreduction are availabie in plenty,
supoly s elastic since producers an easily acoess them and inorease supply when orices
increase bul when they are scarce, supply is inglastic since it's difficult to access Srtors o
produciion so as to sugply more at a higher price.

Gestation periad. A long gestation period makes supply inelastic since it maas supply
fived in the short run while 2 short geststion periad leads to slastdc supply since ¢ «put can
be increasad it a short time period in case price incroases.

Degree of entry of new firms into the industry. When there’s free antry of wew firms
‘oo the industry, supply is elastic because as price inoreases, mare firms ol production and
ncrease supply, Restricied entry jeads to inelastic supply as firms are not aflowsd o join
prociuction even when prices increase. _ A

Natuyre of the product. Perishable goods have inslastic supply since they ceat e stored
during pedods of excess supply. Durable gouds have elastic supply because thev con be
stored when prices are iow and brought to the market when prices incease,

Production melhed. Use of advanced tachnology enabics frms to increase Pt 3
snort dme period thus making supply elastic while use of poor technology makes it dificuit 3
increase ouipul in a short dme period thus maidng supply inelastic,

Time peviod. Supply is inclaslic in the short run since it takes produce tme o incr

ST
output. It is elastic in the long run as producers have enough Sme © increase ouingt &
prices ncreasa. -

L9 B V)

]

Y

Govemmen? policy on producton and importation of comwnodities. When
government impoeses high taxes or imits importation of commodities. supply is inelastic since
OULPLL €3N 1ofuly L wircacad. 2 frable aovernment poficy teads &0 clastic swaohe
because oulput can easily be inreased other Hwouuh Tnsrcacos mmhemfian: ar inanes tnrinn
Wie prices increase. : '
Transport faciiitfes. A well developed transport system enables easy movement of
commodides from the firms to the market thus making supply lastic while poor transport
facifdes  make. supply inclastic since this rmakes it difficult to ransport ooods B marketing
centers a5 their prices inarease.

Politicat situation. Political security enables producers to concentrate on production and
increase output as prices increase tus making supply eiastic while insacurity faads t nelastic

supply since it distabitises the production process and fimits output,

Existence of excess capadity. When firms are producing at excess capadly,; suop
elastic

hecause it's easy to increase output by utilizing more of the availalle resaites
Produciion at optimum capacity feads to inelas

tc supply because outpul cant D8 e e
withcut nareasing investeaent, :
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- IMPORTANCE OF PRICE ELASTICITY OF SUPPLY.
it's used in pricing of factors of praducton.
Covernment tses it W its Waxativn policy.
Used in the subsidization policy.
Usad in pricing 24 jointly supniiad commodiges.
important in making production dedsions 2.9, what o produce.
it's used in exchange rate detenninason.
tised in determination of the tax indidence, " 1 i
Used in determination of the benefits in intamational trade.
PRICE MECHANISM AND RESOURCE ALLOCATION.
Resaerce éiiscaﬁm refers to the utilization of resources in order to produce goods and senvicss.

Pricemachanism is a0 economic organization where price acts as 3 quiding factor in the utilization of
resmgces and this price is determined by the fiee markat forces of demand and supply.

Under price mechanism. producers base thalr production dedsions on the prices niing in the market

and consumers base their consumption decisions on the prices ruling in the market without
govmmment intervention.

Aaowing to Adam Simith, the system & an invisibie hand in the market which directs vesource
amcton'in an »ﬂtcmahs. W3Y, , :

ASSUMPTTONS OF PRICE MESCHANISN.

Comssmers are rational beings Wnuse aim i3 ity mawmi:ahon As a3 result, they buy from the
chespes? spurce available. o i g

4 It assumes there's perfect knowiedge of the market conditions;
¢ There's ne govermment intervention in price and cutput determ.namn
¢ The zim of the producer is profit maximization,
¢ It assumes that factors of pmdwﬁon are perfecly mobile,
4. It assumes that some firms are more efiicient than the others and the effident firms

force the
incfficent anes out of the industy.

Pim mechanisrn operates cither in a free markel economy or in the pavate sector of a mixed
eangmy. If the above assurnptions exist, price mechanism allocates resources Dy answeaning the
vaRis economic questions of what to produce, how to produce, where o praduce, whon ©
predxce 204 for wiem to progace. :
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) : uce more of those
hanism is used in the aflocation of resources producers progduce mo
price mechanism is U

cnmr%‘m;*&ss that enable them to maximize orofits.

ROLE OF PRICE MECHANIIM.

<
66'

It promotes effidency in production. This is Decause of tﬁe feed tj'z maxzm’?e ;r:braﬂr;%s which
forces croducers 1o reduce the production costs in order to increase thaly prodl feve .

It encourages competition i production which resuits into improvement in the quality of the
200048 gsé{éuce;?. _

it guides income distribution. In 2 free enterprise economy, income goes 1o those wiic own

resources and the prices of those factor services determine how much ap individuai earms.

A T . Fims Vit g, F oy .
& encourages inventions and innovations. This is because producers maksa an effort to come

ug with new proGuction methods and new typas of goods in order to Increase the volume of
ouut and their market shars,

it promotes consumer soversignty. In this case, consumers infiuence the nature of the gocds
to be produced oy paying high prices for such goods.

it determiines the type of technology o be used. Producers empioy sreduction mathods that
c2n enable them to maximize profits.

it s as an indicator in the markel on what to proguce. Resource owners direct their
resounces (o the production of commodities with high prices and this reduces rasource
w2s3ge Since w's the highly priced comimedities that are produced.

It cetermines the aflocation of production unitsie where W piiuce. Producers usually
estadiish their enterprises in areas where the market demand and prices are high so that they
are abiz to raximize profits.

It Cetermines when to produce. Profit thaximizing §

It provides a vadety of commodities to the corsum

s thus widening their cheice,
It orovides an automatic adjustment of demand and Suppiy. This |

e

s produce commodities when prices

‘ et helps ©© 3woi6 excess
derrand and excess supply. -

ADVAMTIACES OF PRICE MECHANISM,

% It iireanes employment opportunities. This is because of the orofit motive thet eTVOUTAGRS -
producers 1o increase the level of investment,

% Encnurages arbitrage. This is because seflers wransfer commodities from where prices are iow
W vhere they are high in order to make profits,

% it gromoles competition which leads to production of bettar quality commodities.

% 1t promotes weentive o work hard which resuits into increased oroduction.

> I 'r»dures the costs of administration since there's liicited government contmal over economic

¥ R provides a wide variaty of goods and services which broadens the consumer's chaice.
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< It promotes consumer sovereignty which reduces msource wastage since wroduction is
according to demand.

%+ leads to efficent allocation of resources. This is because of the need to marimize nrofies
which forces producers to reduce the production costs.

<+ Rencourages resaarch, inventions and innovations because of the need to maximize profits.

DISADYANTAGES COF PRICE MECHANISM,

+ Misallocation of resources. More resources are direrted towards the produciion of fuxurious
goods which aie consumed by the rich who are capable of paying 2 high price. This leaves
the poor with less comemodities to consume.

R increases income inequality. This is because income goes 10 those who own resources and

asa result, they are able to become richar as those without resources remain poor.

< R mcreases the unempioyment problem. Some people become unemployed vhen 2
wafficdent fums are forced out of production and aiso due to use of capital inlansie

mchnology in order (o maximize profits.

t can% be refied upon in the aliocation of public goods and services suCh 35 2GS,
defence etc, This is because they are ot profitabie yet they 2re impoiiant I 5006ty

< Diwergence tetween private snd public interests. Price mechamism results info sodal wss
such as over expleitation of resources, poilution of the environment by the high profit making

fimms, In this case, individuals benefit at the axpense of the pubiic

i leads to economic instabilites such as orice fuduation, instability in he exchange =2fe eic.
This is because market forces are not always in equilibnium.,

nl:l ‘:v

Itencourages the emergence of monopoly as inefficent finme are foroed out of producion.

It kads to exploitation of consumers. Since producers aim at profit maxmization, ey
sometimes sell their cominodities at very high orices.

e

Comsurmers are misguided into consumption of goods which de not suit their tastes due & he
persuasive advertisement cairied out. ' i

%t doesn't respond to rapid structwral changes in the economy which regquire immodats
dention in order to deal with difficutt situations i tne econcmy.

On. Why may the government interfere in price mechanism?

7

iy

LIMITAYEDNS OF PRICE MECHANISM,
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lgnorance of the market conditions. 1 ’
' conditions, Due Lo the ignorance of the coneny
determined b ce mochaniery S orance of the consumers, prces which are
DY price medhanistn may not reflect consumers’ naode

consumers are nwsauided into buying comimodities of high price
batter quality. '
the existonce of monopoly hinders the operation of price mechanism. This is be ause there’

ol 1 oy M o Pnd L A o o b
restricted enbry of firms into the industty which enables producers to produce poor quality
conmaditios and even charge high prices due to absence of competition o
Government intervention i price and output determination makes it difficult for prices in the
narkat Lo be determined by the forces of demand and supply.
woamobility of tactors of production, This makes it difficult for producers to shift from
production of commodities whose prices are low to production of commoditios with high

pUETR AN

SNCe N some cases
5 thinking that they are of 5

'lrrm,a_mm!‘ii.y of vonsumers, Some consumers buy commaodities from particular places at high
prices and wnore commadities I other areas at lower prices because to them where they huy
their commaditios determines therr status.

Linted capital, Tn some cases, prices increase but due to tinited capital, producers fail to
merease the noces of such commodites.

vioited skilled tabour, Some producers fail to increase output due to inefficiency which r=sulis
from shortage of skillod fabour.

Limded entreprencursing, This lisnits the ability of the praducers to increase thetr production
scale when demand increases as they may fear the complications of running big enterprises,
Poor infrastructure, This increases the costs of production, limits investment and also makes i
difficult to transport commoditics from where they are cheap to where they are ERPENSIVE,

HOW 1O REDUCE THE DEFECTS OF PRICE MECHANISM.

v

Formation of consumer associations to educate the consumers on the quality and prices of
commodities in the market in order o feduce their ignorance.

Gavernment should tax the rich highly and subsidize the poor or direct funds to activities
which benefic the poor in order to reduce income inequality.

Anti-monopoly legisiation, This involves nationalization, liberalization efc This should be
adopted in order to control monopoly power. .
Unemployment can be reduiced by establishing more industries, subsidizing weak firms and
encouraging producers to use intermediate technology in production. |
Gowernr{aen{' shouid establish enterprise that produce cheap commodities and aiso provide

public goods and services whith are ignored by the p:iv:atg sector since they are not

profitable. _ ! .
Gavernment should control the prices of essential goads

the consumers by the producers.

50 as to reduce the explaitation of

A{Page
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< Sodal costs can be minimized by taxing the private sector highly, issuing costly licenses to
those who use  the country’s natural resources and supervising the use of the country’s
resources so as to avoid their quick depletion.

v There's a need for government to carry out planning so as to cater for the siructural chanaes
in the economy and alse direct economic growth in the country.

v Provision of oredit facilities to potential investors. This enables them to sxpand their
production scie and increase the volume of output wihen demand increases,

v Development of infrastructure. This wmereases production when need arises and also enables
aroducers to transpoit commodities from wherea they are cheap o where they are expensive.

¥ Training manpower. This increases the skills of workers and enables them to increase their
eificieney W production.

PRIE FLUCTUAYION,

s ®e continuous increasae and regduction in prices of comimodities. Prices of agricultural
comasxchties usualty fluctiiate and this is because of the following reasons.

+ Divergence betwean planned and actual ouput. For agricufiural commadities, it's not
gasy to produce the actual ameount of outpuf that you planned for When the actual output
exceeds the planned culput, price reduces hut when the acual output is fess than the
planned gulput, price increases.

% Long gestation paricd. Most agneultural commodities have 2 long gastation period which
icads o low supply in the short run thus increasing prices. When supply increases in the iong
run, prices reduce.

& Price inciastic demand. Most agricuitural commodifies whose demand is price inelastic.
This implies that when there’s excess cutput, price reduces by & big percentage ana when
there’s scarcity, prices increase highly because of the excess demand.

# Perishabifity. Most agricuitural commodities are perishable which makes it difficuit to store

Tt mhemn for a long Bme. As a cesuit, prices are low diring the harvesting peried because of
excess supply and ihey mcrease when the harvesting period ends becauvse of shortage.

2 Buikiness. Most agricultural products are bulky and this makes it dirfficult to transport them
from areas where they are plenty and cheap to where they are scarce and expensive. As a
result, when there's excess supply, prices reduce and when there's scardity, prices increase
smce it's difficult to increasa suoply.

# Poor planning. Agriculturalists are many and they plan independent of each other. This
makes it difficult to predict future supply and in case  of high prices in the current season,
more is produced which results. into excess supply and reduced prices. The low pnces
discourage producers and they produce less in the next season which results into shartage

and higher prices.

* Limited bargaluing power in international trade. The position of LDC'S @ ntemational
wrade is weak and as a result, prices of their products are determinied by the maior buyers.
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These pay A hight prce in pontods of shortage and they pay o low " h

g i

supply.

. Agriculture is affected by natural Cactors such as climate, pests and diseases When iy,

naliral factors are favourable for the growth of crops, output is high and prices redoce bt
when they are unfavourble, cutput is fow leading to higher prices,

Poot surplus disposal. LDCS are faced with poor road network, poor storacge Taciitie,
which makes it difficult for farmars to dispose off their surplus output. As a recult, when ihey
araduce more than what is needed in the market, prices reduce and when they produce les,
OIS nchease,

- Agricuitural comenodities have a tow income elasticity of demand, This implics that

-9

event when the income of the consumers thanges, demand reriains alimest the same,

Ak
Theeetore, when there's 'excéss Supply, prces”ratdude and when there's shociage, prices,
menease.

Development of synthetic fibres. Due to technological developmant, sorme countries have
ome up with adiidal raw materals which has reduced the demand for saricultural raw
materials. As e vesult, when thee, excess supply, prices reduce and when there's shortacge,

PRCeS hCrease.,

Changes in the costs of production, When the costs of production increass, some famrmers

withelraw form production, icading to a reduction in output and higher prices but whon e

proguction costs recuce, more oroducers join production, leading to an increase in output a0
lower drices

EFFECTS OF PRICE FLUCTUATION,

It leads to fluctuation on the incomes of the producers. When the prices intrease, their
mcomes increase and when the prices reduce, faimers’ incomes raduce thus making it
difficult for them w0 make their budgets.

I frustrates agricultealists and discourages them from camrying out commerdial oroduction
due fo fear of making losses. This reduces the volume of output that is produced.

it increases the problem of unemployment in the agricultural sector. This i because snme
producers are forced to lay off some of the workers in order to reduce the oroduction costs
and avoid losses.

it brings about unstable government revenue. When prices reduce, revenue reduces and

when prices ircrease, revenue increases and this sometimes forces the govemment to revise
ifs budget.

it’s assodated with unstable terms of rade. When prices increase, tenms to trade improve but
when prices reduce, terms of trade worsen implying that a country has to give in more of its
exparts in order ® get a given guantity of imports.

i leads to unstable foreign exchange earnings. When prices increase, foreign exc'hange
eamings inaesse and when they reduce, foreign exchange reduces making +¢ difficult for the
enuntry to import all that it needs.
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v Results into fluctuating balance of payments. When INCOS Ncrease  ha i
. St whion T \ . - “ease, Dalance of payments
improve but wnen they reduce B.C.P worsens forcing countries o bomrow :

= 1 N order to fill their
deficits.

v It makes government planning which is based on anticipated foreign exchange eaminac
difficutt. This is because the govemment is not cerfain of how much #s o C; from <
agiicultural exports. | o

v It inCreases income inequality batween agncuituralists whose commodity prices are usuain,
unstable and low and incustrialists whose commodity prices are usuzlly statle and hich,

v Itincreases rural urban migration and its assoaiatad negabve effects. This s because pecole
move tfrom rural areas after losing hope in agriciiture with 2 hope of geiting higher incomes
i3 urban areas.

MEASURES TO REDUCE PRICE FLUCTUATION.

« _ Tpprovement of the transport system. This makes i-easy-for commodities to be ransportad
from where they are plenty and cheap to where they are scaice ang expensive n oider
<tabilize supply and prices,

Adopting a price contvol policy by the government This involves fixing a maxmum £rice
when the price is very high or 2 sninimum price when the price is very low.

Lnprovement of storage fadilities. This enables producers to store commodivss during periads

-
o excess supply and low prices so tiat they are brought o the market during periads of
scarcity and high prices.
»  Diversification of the agricultural sector. This reduces the problam of over produclion snce 3
e

dde variety of commodities is produced which reduces the possibiiity of over flooding
fareign market with similar commodites,
= Signing of internatonal commodity agreements with the buyers of the commeodities his

S

sizhilizes prices since buyers and seliers have o agree on the pnce at winch the commoaty
0 be soid. ’

Use of 3 quota system. This involves controifing the volume of culput that is pu

- 4
rerket in order to reguiate the supply in the markel and stabifize prices.
. promotion of use of advanced technology such as imigation. This ensures constant upply
S 0

throughout. the year and also erables producers to control pests and diseases X2

stabilize supply and prices. .
«  Fstablishment of primary processing industres so as to process these commodities, add vl
to themn and also make it easy to store them when prices are fow and bring them o Hie

market when prices are high. | N
« Diersification and expansion of markets possibly through QCONCANC ITEGIATRAE &
and also increases the bargaining powsy of the

inreases damand for those cotnrnodifies

o inform : > fNers
«  Promotion of co-operative societies. These provide the necessary information to the fanme

wich enabies them to regulate supply and stafulize pnces,
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Qperation of butter stocks. This s where the govermment, through the marketing boards buys

the excess oulput on the market, stores them and brings them to the market during pevods
of scardity in order to stabilize supply and rices.

Use of a stahikzation tund, This s whewe the marketing boards fix the pnces at which
commadities are bought from the producers. If the prices on the market excead the sat
nrices, marketing boands make profits and keep part which is used as a stabilization fund
when prces on e market are below the set prices.

MRACE CONTROL; PRICE LEGXSLATION.
Price contind vefers to @ situation where the government sets either a maximum price to protect
SONSUINES ©F @ unum Prce 1o protect producers.
Maximur price legislation is where the govemnment sets the price of the commadity below the
equilibium price and it hecomes iliegal to sell or buy above that price.

A maximum price i the price set by the government helow the aquiibrium price and it's ilegal ©
selt or buy above that price.

Minimum price legistation & where the government sets the piice of the commadity above the
equitbrivm price and it becomes fiiegal to selt or buy below that price.

A minimum price (s the mrice set by the govemment helow the equilibnum price an

d it's Megatl to soll

LU L Y Sl L >

or buy batow that price. |77 1
s
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MERJTS OF A MAXIMUM PRICE.

~ Protects consumers from being explaited by the producers.
v Copirols monopoly power.
7 Avails commodities to all ncome graups.
v Reduces income inequality. '
v Controis inflation.

v Stimulates investment by increasing aggregate demand,

7 Controis the production of undesirable commodities,

v Prometes exporiation of commodities.

Demerits of maximum price legislation,

7 Discourages the growth of entrepreneurship since it reduces the profit tevel’
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Leads to shortages since it discourages production

Leads to trade malpractices such as hoarding, black marketing etc.
Leads to underutilization of resources.

Leads tc high government expenditure due i high administrative costs.
Leads to unemployment due to reduced investment.

Advanizgas of @ minimun prics,

Protects producars from being exploited by the cansumers

Increases the volume of cutput since it encourages producton
It stabilizes the income of the producers since it minimyzes pice fuctuation,
Conirats the consursption of undesirable commodives. . .

Helps to offset an economic recession or depressian by increasing prices of commodities.

REASCNS FOR PRICE CONTROL.

»

To protect the consumers from producer’s exploitation. Such oroducers, f not controlied” may
charge very high prices in an effort to maximize profits.

To control monopoly power by limiting e price at which monopolists can sell their
commodities.

To control inflation in the country. This is because the price won't be aliowed o inTrease
beyonid 2 certain level.

To avail income to all income groups. This enables the poor o acoess necessiies at
atfordable prices.

“To reduce income inequality espedially between the industrialists wiho seil their commodities
at high and stable prices and agriculturalists whiose commodity pnces are usually unsteble
and usually low.

To stabilize the incomes of the producers so as fo enable them budget their income properiy.
To protect producers from heing exploited by consumers who may want t© pay them iow
prices for their commodities. ‘

T ificrease the volume of output produced so as to avoid the problem of scardly in the

market. i
To discourage the consumption of undesirable commodities. This is dona by setting a high
price which scares away some of the consumers. 3 |
Yo incease the rate at which the industnal sector grows. This is because 3 high pnce
encourages investrment int the sedior. . | .
To enable the economy offset an economic depression or recesston. This is dane by
increasing the prices of commoadities so as o encourage producers to increase the level of
investment.

Explain the advantages of price control.
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DISADVANTAGES OF PRICE COn YROL,
It leads to shortage of comimodities
Brought to the market due

- This 1s becayse producers
< It e

v reduce the volume of Outpul
to reduced prices in order ta AVOIG lussas,
neourages trade  malpractices such as hoarding of commaoditios,
development of black markets ag producers iy to maintain their profits,
IU's expensive for ihe sovernment 1o enforce a price control policy as some people may be
willing {0 sell or to buy at a price that violates the one set by the government,
W eads o excess production. This occurs when a minimum nice is sot
producers to mcrease the volume of output. thus eading 10 ov age
problems.
1t reduces the je

vel of consumotion especally among the poor whe eanvtaftord to by much
at a high price.

i leads to ineficiant altocation of resources since it
prvate enty

‘epreneurs from increasing the level of investment since it raduces
tha profit level of enterprises thus reduang the rate of econemic gromtth,
it increases the problem of unempioyment. Th

15 is hecause it discourages mvestmont i the
foanomy and aiso reduces the dermand for commaodities.
It resuirs into underutilization of reSCUIrces as producers are discour aged from increasing the
volume of outpuat.
Wt leads to an ingrease in the costs of production due to increased factor prices which scares
away poteniial investors,
Note.

sSMugaling  and

SINCe 1t encour ajes,
erproduction and ater

interferas with price mechanisim,
i discourages

Price support refers to a situation where the govermment buys the surplus output  on the marker
waich anses from fixing a minimum price  with the aim of

maintaining the mimmum price.,

a4 1fype



