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1.	The weekly demand and supply schedules for t-shirts (in millions) in a free market are as follows:
	Price (£)
	8
	7
	6
	5
	4
	3
	2
	1

	Quantity demanded
	6
	8
	10
	12
	14
	16
	18
	20

	Quantity supplied
	18
	16
	14
	12
	10
	8
	6
	4



	(a)	What are the equilibrium price and quantity?
	(b)	Assume that changes in fashion cause the demand for t‑shirts to rise by 4 million at each price. What will be the new equilibrium price and quantity? Has equilibrium quantity risen as much as the rise in demand? Explain why or why not.
	(c)	Now plot the data in the table and mark the equilibrium. Also plot the new data corresponding to (b).
	(a)	Equilibrium is where quantity demanded equals quantity supplied:
			P = £5; Q = 12 million.
(b) The schedules are shown in the following table:
	Price (£)
	8
	7
	6
	5
	4
	3
	2
	1

	Quantity demanded
	10
	12
	14
	16
	18
	20
	22
	24

	Quantity supplied
	18
	16
	14
	12
	10
	8
	6
	4



		Equilibrium price and quantity are now as follows:
			P = £6; Q = 14 million
		Demand has risen by 4 million but equilibrium quantity has only risen by 2 million (from 12 million to 14 million).  The reason why quantity sold has risen by less than demand is that price has risen.  This has choked off some of the extra demand (i.e. 2 of the 4 million).
	(c)	See Diagram 2.1below.


2.	On separate demand and supply diagrams for bread, sketch the effects of the following: (a) a rise in the price of wheat; (b) a rise in the price of butter and margarine; (c) a rise in the price of rice, pasta and potatoes. In each case, state your assumptions.
	(a)	The supply curve will shift to the left: the price of bread will rise and the quantity sold will fall.
			Wheat is used to make flour, which is used to make bread.  If wheat goes up in price, this will increase the cost of producing bread and hence shift the supply curve (upward) to the left.
	(b)	The demand curve will shift to the left: the price of bread will fall and the quantity sold will fall.
			Butter and margarine are complements for bread.  If they go up in price, less ‘bread-and-butter’ will be consumed.
	(c)	The demand curve will shift to the right: the price of bread will rise and the quantity sold will rise.
			Rice, pasta and potatoes are substitutes for bread.  If they go up in price, less of them will be purchased and more bread will be purchased instead.

3.	For what reasons might the price of foreign holidays rise? In each case identify whether these are reasons affecting demand, or supply (or both).
A rise in the price of air travel (supply).
A fall in the exchange rate, giving less foreign currency for the pound (supply – tour operators’ costs abroad rise when measured in pounds).
The economy booms (demand – more people can afford to go on holiday; supply – inflation raises tour operators’ costs).
The price of domestic holidays increases (demand – a rise in the price of a substitute).
Certain tour operators go out of business or cut down on the number of holidays on offer (supply).
Poor weather at home (demand – more people decide to take their holidays abroad).

4.	If both demand and supply change, and if we know which direction they have shifted but not how much, why is it that we will be able to predict the direction in which either price or quantity will change, but not both? (Clue: consider the four possible combinations and sketch them if necessary: (a) D left, S left; (b) D right, S right; (c) D left, S right (d) D right, S left.)
	D left, S left: quantity falls, price may rise or fall.
	D right, S right: quantity rises, price may rise or fall.
	D left, S right: price falls, quantity may rise or fall.
	D right, S left: price rises, quantity may rise or fall.

5.	If you were the owner of a clothes shop, how would you set about deciding what prices to charge for each garment at the end-of-season sale?
If you were seeking simply to sell all the stock, you would have to reduce the price enough to ensure that all the items are sold. Clearly, your knowledge of the market is likely to be imperfect and thus you would have to make a guess as to the effect on demand of reductions in price. What you would be trying to estimate is the responsiveness of demand to the reduction in price. We use the concept of ‘elasticity’ of demand to measure this responsiveness. We examine elasticity in the next chapter.
	If you were seeking to maximise profits from the sale, then it is likely to be a bit more complicated as you would have to look at the effects on revenue of price reductions, and this again depends on elasticity. You may prefer to make only modest reductions in price and have some items unsold if the revenue you earn on the items you do sell is greater that the revenue you would get by reducing prices further in order to ensure that all items are sold. Again, an estimate of elasticity here will help you make the right decision.
	Finally, you should take costs into account. It may well be that as you have bought the garments already from your suppliers there are no additional costs to you whether or not you sell each item. If there are any additional costs, such as staff costs or handling costs, of either selling garments or disposing of unsold ones, then these would have to be offset against revenue. Balancing costs and revenues in order to maximise profits is considered in Chapter 5.

6.	Is there any truth in the saying that the price of a good is a reflection of its quality?
	Yes (albeit not always).  There are two reasons:
	(i)	Goods of a better quality often cost more to produce – because better quality materials are used, or more time is taken in their manufacture.  This will lead to a supply curve vertically higher than for inferior quality goods.
	(ii)	Goods of better quality are in higher demand than inferior quality ones at any given price.  The demand curve is therefore further to the right.
	The combination of (i) and (ii) produces a higher equilibrium price.
		Sometimes, however, consumer ignorance may lead to people being prepared to pay high prices for inferior quality goods.

7.	Assume that the (weekly) market demand and supply of tomatoes are given by the following figures:
	Price (£ per kilo)
	4.00
	3.50
	3.00
	2.50
	2.00
	1.50
	1.00

	Qd (000 kilos)
	30
	35
	40
	45
	50
	55
	60

	Qs (000 kilos)
	80
	68
	62
	55
	50
	45
	38


(a)	What are the equilibrium price and quantity?
(b)	What will be the effect of the government fixing a minimum price of (i) £3 per kilo; (ii) £1.50 per kilo?
(c)	Suppose that the government paid tomato producers a subsidy of £1 per kilo. (i) Give the new supply schedule. (ii) What will be the new equilibrium price? (iii) How much will this cost the government?
(d)	Alternatively, suppose that the government guaranteed tomato producers a price of £2.50 per kilo. (i) How many tomatoes would it have to buy in order to ensure that all the tomatoes produced were sold? (ii) How much would this cost the government?
(e)	Alternatively, suppose it bought all the tomatoes produced at £2.50. (i) At what single price would it have to sell them in order to dispose of the lot? (ii) What would be the net cost of this action?
	(a)	Equilibrium is where quantity demanded equals quantity supplied: where
			P = £2.00 per kilo; Q = 50 000 kilos
	(b)	(i)	There will be a surplus of 22 000 kilos (i.e. 62 000 – 40 000)
		(ii)	No effect. The equilibrium price of £2.00 is above the minimum.
	(c)	(i)	With the £1.00 subsidy, producers will supply at each price the amount that they were previously willing to supply for £1 more. The schedules will now be as follows:		
	Price (£ per kilo)
	4.00
	3.50
	3.00
	2.50
	2.00
	1.50
	1.00

	Qd (000 kilos)
	30
	35
	40
	45
	50
	55
	60

	Qs (000 kilos)
	
	
	80
	68
	62
	55
	50



		(ii)	The new equilibrium price will be £1.50 (where quantity demanded and the new quantity supplied are equal).
		(iii) The cost will be £1  55 000 = £55 000.
	(d)	(i)	At a price of £2.50, (original) supply exceeds demand by 10 000 kilos. The government would therefore have to buy this amount in order to ensure that all the tomatoes produced were sold.
		(ii)	£2.50  10 000 = £25 000 
	(e)	(i)	It would have purchased 55 000. To dispose of all these, price would have to fall to £1.50.
		(ii)	The cost of this course of action would be (£2.50 – £1.50)  55 000 = £55 000.

8.	Assume that oil begins to run out and that extraction becomes more expensive. Trace through the effects of this on the market for oil and the market for other fuels.
	As oil begins to run out and the costs of extraction rise, so the supply curve will shift (upwards) to the left. With a given demand curve, the price will rise.
	Over time, as prices rise, so people and firms will increasingly try to find cheaper alternatives, such as households shifting from oil-fired central heating or electricity generating companies shifting away from oil-fired power stations. People will also try to cut down their consumption of oil by using it more efficiently or more sparingly. For example, people could switch to smaller, more fuel efficient cars and invest more money in insulating their homes to save on energy. This can be illustrated by the demand curve being further to the left in the future (given a higher price) than at the present time.  Firms too will have an incentive to invest in energy efficient technology. The effect of these reductions in demand will help to dampen the rise in price.
	What we are talking about here is the responsiveness of demand to the higher price. In the short run, there may be little people can do. In the long run, there may be many more opportunities for using less oil. We examine the question of responsiveness of demand in the next chapter when we consider the concept of ‘elasticity’.
	If reductions in demand for oil are achieved by switching to alternatives, such as solar panels or wind turbines, so the demand for these alternatives will rise. Other things being equal, the effect of this increase in demand for alternative energy sources will increase their price. If, however, there is increased investment in developing these energy sources, their costs may come down. In other words, the increased demand may be partially, wholly or more than wholly offset by a rise in supply. The new price will be where the new demand and supply curves intersect, which may be above or below the original price depending on the relative shifts in demand and supply curves.


	2



	4

image1.wmf
Diagram 2.1

 Market for t-shirts (weekly)

0

1

2

3

4

5

6

7

8

9

0

2

4

6

8

10

12

14

16

18

20

22

24

26

Quantity (millions)

Price (£)

D

2

D

1

S


oleObject1.bin


D2

D1

S







Diagram 2.1 Market for t-shirts (weekly)
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