Topic A6 - Market Equilibrium

In the market system, resources are allocated by the price mechanism. The price will adjust to take into account any changes in the supply or demand of a commodity.   

Market Equilibrium = 
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Changes in Supply, Demand and Equilibrium 

1)  Changes in Supply 

Review -  The following non-price factors will shift the supply curve.

i) ___________________________
 ii)
  ___________________________


iii) ___________________________
 iv)
  ___________________________

v) ___________________________
 vi)
  ___________________________

vi) ___________________________
 vii) ___________________________

Increase in supply (S1 to S2)
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Decrease in supply (S1 to S2)
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2) Changes in Demand 

Review - The following non-price factors will shift the demand curve.

i)
Income (direct tax)
 



ii)
Taste and preferences 







iii) Price of substitutes  




iv)
Price of complements

Increase in demand (D1 to D2)
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Decrease in demand (D1 to D2)


[image: image5.wmf]
Summary Table – Changes in Supply and Demand

	Change
	Direction of shift
	Effect on price
	Effect on quantity

	Increase in supply
	
    Left
	
    Down
	
    Up

	Decrease in supply
	
    Right
	
    Up
	
    Down

	Increase in demand
	
    Right
	
    Up
	
    Up

	Decrease in demand
	
    Left
	
    Down
	
    Down


Indirect Tax 





Example – Market for Cigarettes

            Price                                                                                S2

             ($)
                                                                                                                         S1



                                                                                                                   $4     tax




                                                                                                                     D1


                                         10           20         30            40           50                  Quantity

                                                                     (Q2)          (Q1)                           (000’s packets)

· Without the tax the market is at point A (P1 = $4.00, Q1 = 40,000)

· Suppose the government decides to put an indirect tax (sales tax) on cigarettes to increase the price people have to pay for them and discourage their use.

· A tax of $4.00 per packet is placed on the cigarette companies. This moves the supply curve up by the amount of the tax (S1 to S2) as their companies costs have increased. In this case the supply curve moves up vertically by $4.00.

· This moves the market to point B (P2= $6:00, Q2 = 30,000)

· The price consumers must pay for a packet of cigarettes after the tax is P2 = $6:00.

· Producers receive $6:00 a packet from consumers but must pass $4:00 tax onto the government meaning they receive $2:00 per packet (P3).

· Consumers used to pay $4:00 (P1) but now pay $6:00(P2) for a packet of cigarettes. They are worse off by the extra $2:00 they have to pay.

· Producers did receive $4:00(P1) but now receive $2:00(P3) for each packet of cigarettes they sell. They are worse off by the decrease in price they receive i.e. by $2:00.

· Total cost of the tax paid by consumers is the $2:00 extra they pay per packet multiplied by the quantity they buy after the tax is put on (Q2 = 30,000) i.e. $2:00 x 30,000 = $60,000. This is represented by the area P2, B, C, P1.

· Total cost of the tax paid by producers is the $2:00 less they pay per packet multiplied by the quantity they sell after the tax is put on (Q2 = 30,000) i.e. $2:00 x 30,000 = $60,000. This is represented by the area P3, D, C, P1.

· The total tax revenue received by the government is the sum of the amounts collected from both consumers and producers i.e. $60,000 form consumers + $60,000 form producers = $120,000. This is represented by the area P2, B, D, P3.
Subsidy





Example – Market for Public Transport (Bus)

            Price                                                                                S1

             ($)
                                                                                                                         S2




                                                                                                                   $1.     subsidy


                                                                                                                     D1


                                          5           10          15             20           25                  Quantity

                                                                    (Q1)       (Q2)                           (000’s bus fares)

· Without the tax the market is at point A (P1 = $1.50, Q1 = 15,000)

· The government decides to give a subsidy to the bus companies to decrease the price of bus fares and encourage more people to use public transport.

· A subsidy of $1.00 per bus fare is paid to the bus company by the government, decreasing their costs. This moves the supply curve down by the amount of the subsidy (S1 to S2). In this case the supply curve moves down vertically by $1.00.

· This moves the market to point B (P2= $1:50, Q2 = 20,000)

· The price consumers must pay for a bus fare after the subsidy is P2 = $1:00.

· Producers receive $1:00 a bus fare from consumers and a further $1.00 subsidy from the government meaning they receive a total of $2.00 (P3).

· Consumers did pay $1:50 (P1) but now pay $1:00(P2) for a bus fare. They are better off by the extra $0.50.

· Producers used to receive $1:50(P1) but now receive $2:00(P3) for each bus ride they provide. They are better off by the extra $0.50 they receive.

· Total value of the subsidy received by consumers is the $0.50 less they pay per bus ride multiplied by the quantity of bus rides they take (Q2 = 20,000) i.e. $0:50 x 20,000 = $10,000. This is represented by the area P2, B, C, P1.

· Total value of the subsidy paid to producers is the $0:50 more they receive from the government multiplied by the quantity of bus fares they provide after the subsidy (Q2 = 20,000) i.e. $0:50 x 20,000 = $10,000. This is represented by the area P3, D, C, P1.

· The total cost of the subsidy to the government is $1.00 subsidy per bus fare multiplied by the quantity of bus fares provided (Q2 = 20,000) i.e. $1.00 X 20,000 = $20,000. This is represented by the area P2, B, D, P3.













































In the example shown, the market equilibrium price (Pe) of oranges is $________ and the market equilibrium quantity (Qe) is equal to ________ kg. 





At this price QD = QS and the market is cleared.









































The initial market equilibrium price (P1) is $5.00 and quantity (Q1) is 5000 kg of oranges. Demand decreases from D1 to D2. At the original price (P1) of $5.00 there is now a surplus, QD = 3000 kg and QS = 5000 kg. The price falls, and a new equilibrium price (P2) of $4.00 and quantity (Q2) of 4000 kg of oranges are established in the market. A decrease in demand (D1 to D2) decreases the market price (P1 to P2) and decreases the market quantity (Q1 to Q2).





The initial market equilibrium price (P1) is $5.00 and quantity (Q1) is 5000 kg of oranges. Demand increases from D1 to D2. At the original price (P1) of $5.00 there is now a shortage, QD = 7000 kg and QS = 5000 kg. The price rises, and a new equilibrium price (P2) of $6.00 and quantity (Q2) of 6000 kg of oranges are established in the market. An increase in demand (D1 to D2) increases the market price     (P1 to P2) and increases the market quantity (Q1 to Q2).  





The initial market equilibrium price (P1) is $5.00 and quantity (Q1) is 5000 kg of oranges. Supply decreases from S1 to S2. At the original price (P1) of $5.00 there is now a shortage, QD = 5000 kg and QS = 3000 kg. The price rises, and a new equilibrium price (P2) of $6.00 and quantity (Q2) of 4000 kg of oranges are established in the market. A decrease in supply (S1 to S2) increases the market price (P1 to P2) and decreases the market quantity (Q1 to Q2).  





The initial market equilibrium price (P1) is $5.00 and quantity (Q1) is 5000 kg of oranges. Supply increases from S1 to S2. At the original price (P1) of $5.00 there is now a surplus, QS = 7000 kg and QD = 5000 kg. The price falls, and a new equilibrium price (P2) of $6.00 and quantity (Q2) of 6000 kg of oranges are established in the market. An increase in supply (S1 to S2) decreases the market price (P1 to P2) and increases the market quantity (Q1 to Q2).  



























































































































































    (P2) 1.00





  B





  (P1) 1.50





A





   C





If the price is higher than the equilibrium price, for example P1 = $7.00, then the quantity supplied (Q2) is ________kg and the quantity demanded (Q1) is _______ kg. ____ > ____ and there will be a ____________ (or _________________) of ________ kg; these oranges are produced but not sold at a price of $7.00. Firms will have to drop their prices in order to clear the surplus. As the price drops the QD _____________, the QS ____________, and the surplus reduces. Eventually the price will return back to equilibrium (Pe) and the surplus will have been eliminated.





If the price is lower than the equilibrium price, for example P2 = $3.00, then the quantity supplied (Q1) is ________kg and the quantity demanded (Q2) is _________kg. ____ >____ and there will be a ____________(or ________________) of _________ kg; there are consumers who want to buy the oranges at a price of $3.00 but there are not enough available. Some consumers will be prepared to pay a higher price and will push the price up.  As the price rises the QD ___________, the QS _____________, and the shortage reduces. Eventually the price will return back to equilibrium (Pe) where the shortage has been eliminated.
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