
   

 

NUMBER  ONE 

 

a) Clearly explain the distinction between supply, demand and equilibrium price.                 

  (8 marks) 
b) State and briefly explain any four main factors that may cause a fall in the supply of a 

good in the 

market.                                                                                                               

 (4 marks) 

c) The table below shows the demand and supply schedules for a product. 

 

 

Price (Sh. Per 

Kg.) 

Demand 

(Kg) 

Supply 

(Kg.)                    

            10        100        20 

            20          85        36 

            30          70        53 

            40          55        70 

            50          40        87 

            60          25      103 

            70          10      120 

 

                                                                   

Required: 

 

Plot the demand and supply curves and determine the equilibrium price and 

quantity         (8 marks) 

        (Total: 20 marks) 

 

 

 

NUMBER  TWO 

 

a) Write short notes on Market Equilibrium.                                                                          

 (6 marks) 
b) Using the following demand and supply functions of a commodity x, compute the 

equilibrium   price and quantity. 

     Qd = 100 - 2P 
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     Qs =  40 + 4P                     (4 

marks) 

c)   Ceteris paribus, use diagrams to illustrate and explain the effects on the values 

in (b) from: 

i)   a fall in price of x’s substitute.                  (4 

marks) 

ii)  a simultaneous increase in input prices and a rise in the consumer’s income.  

                      

 (6 marks) 

                                   (Total: 20 

marks) 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

  
 

NUMBER ONE 

a) Ceteris paribus, supply is defined as the quantity of goods (and services) 

which producers (suppliers) are willing and able to offer for sale at alternative 

prices per unit of time; it is represented in table form as a supply schedule or 

graphically as a supply curve. 

Supply is an increasing function of (own) price such that more of a 

commodity is supplied at higher than at lower prices.  This direct relationship 

between supply and own price of a commodity is represented by an upward 

sloping supply curve illustrated below: 

 

 

 

 

 

                                                   

                       Price 
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                                                            S  

                          P1 

 

                              

                           P      

 

 

                          P2  

 

                                      S 

 

                                   0           Q2       Q   Q1        Quantity Supplied 

 

Fig. 3.1: Normal Supply Curve. 

 

An increase in price from P to P1 encourages producers (firms) to supply more and 

the quantity supplied increases from Q to Q1 units.  If, however, price falls from P 

to P2, the quantity supplied falls as well from Q to Q2 since firms are discouraged 

by the resulting low level of return. 

 

Supply is either an individual or market supply, where individual supply is in 

respect of the quantity a particular producer (seller) is willing and able to offer for 

sale per unit of time, and market supply taking the form of the (total) quantity 

producers (sellers/firms/suppliers) are willing and able to sell at alternative prices 

per unit of time, Ceteris Paribus. 

 

Demand is the quantity per unit of time which consumers (households) are willing 

and able to buy in the market at alternative prices, Ceteris paribus; it is represented 

in table form as a demand schedule or graphically as a demand curve.  Demand is a 

decreasing function of (own) price such that more of a commodity is demanded at 

lower than at higher prices.  This inverse relationship between demand and own 

price of a commodity is represented by a downward sloping demand curve as 

shown below: 

 

 

Price        

               D 

 

Download more at www.ebookskenya.co.ke



 

 

     P1  

 

 

      P 

 

     P2  

                                                           

                                                              D 

 

        0        Q1   Q       Q2                   Quantity demanded 

 

Fig. 3.2: Normal Demand Curve 

 

 

   An increase in price from P to P1 discourages consumption and the quantity 

demanded reduces from Q to Q1 units.  If, however, price falls from P to P2, the 

quantity demanded increases from Q to Q2 units. 

Demand is either an individual or market demand.  An individual demand is the 

quantity of a commodity that a particular consumer is willing and able to buy at 

alternative prices per unit of time, Ceteris paribus; market demand is the quantity 

of a commodity that consumers are willing and able to buy at alternative prices per 

unit of time, other things remaining constant. 

 

Equilibrium price is the market price determined by the free interaction of the 

market forces of supply and demand.  Once this price level is achieved there is no 

tendency for it to change and the market clears. 

 

Equilibrium price is determined at the intersection point of the supply and demand 

curves (equilibrium point), such that the quantity of a commodity at this point is 

called the equilibrium quantity.  The determination of the equilibrium price and 

quantity is diagrammatically demonstrated as shown below: 

 
 

                                   Price (P)                                          S 

                                        

 

                                                          D 
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                                             P1  

                                              

 

 

 

                                            Pe                               e 

 

                                            P2                                                                               D 

                                                   S 

                                                    

                                               

                                                0        Qd1Qs2       Qe     Qs1      Qd2               Quantity 

(Q) 

 

        Fig. 3.3: Market Equilibrium. 
 

Pe is the equilibrium price and Qe the equilibrium quantity.  At the price P1 there is 

excess supply over demand represented by (Qs1 - Qd1) units which creates a 

downward pressure on price to fall in order for suppliers to dispose of the surplus. 

 

At P2 there is excess demand over supply represented by (Qd2 – Qs2) units which 

results in an upward pressure on price to increase. 

 

Overall, the tendency is towards Pe and Qe, and any prices and quantities other 

than Pe and Qe are known as disequilibrium prices and quantities. 

 

b)  Some of the main factors that may cause a fall in the supply of a commodity 

include: 

 

1. Increase in cost of production: An increase in factor prices, for instance, 

tends to increase the cost of production which reduces the ability of  firms to 

maintain or even expand their scale of production leading to a fall in supply. 

2. Inappropriate technology: since production depends on the method(s) used, 

the decision to use less mechanization than before, for example in 

agriculture, reduces the utilization of large pieces of land and thus the supply 

of a product reduces. 

3. Unfavourable natural events: In the event of unfavourable factors such as 

drought, pests or  even deteriorating soil fertility, the supply of a commodity 

tends to fall. 
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4. Government policy: the government as a matter of policy may decide to 

increase tax or reduce the  amounof subsidy provided in the production of a 

particular commodity.  The effect of this decision is an increain production 

cost to a level which could become a disincentive to production, leading to a 

fall in supply of the commodity. 

 

* The fall in supply of a commodity caused by the above factors is represented by 

a leftward shift of the supply curve as shown below:  

 
 

 

                                  

           Price of tea (P)                  D                                              

                                                                           S1 

                                                                             

                                                                                                

                                                                                                     S 

                               P2                           •e2 

 

 

                               P1                                            •e1 

                                          S1 

                                                                                                                                    

                                                                S                                                  D   

 

                                   0           Q          Q2             Q1                         Quantity of tea 

(Q) 

 

Fig. 3.4: Fall in supply 
 

 

 

a)  

 

    Price (Kshs/Kg)                                                                                                  

                                                     D                                                                                    

                           70                                                                                                              

S 
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                           60 

                           

                           50                                        

                            

                           40 

                                                                                            

                           Pe                                                            •e  

                             

                           30                                         

 

                           20                     

                                                   

                          10                     S                                                                       

                                                                                                                         D 

                 

                             0 

                                 10      20      30      40      50      60   Qe   70      80      90      100      

110      120 

 

                                                                        Quantity (Kgs) 

 

Scale:    Vertical axis: 1cm rep. Ksh 10 

              Horizontal axis: 1 cm rep. 5 Kgs. 

Pe = Ksh. 35       SS: Supply curve       Pe: Equilibrium price              e:  

Equilibrium point 

Qe = 62 Kgs      DD:  Demand curve  Qe: Equilibrium quantity 

 

NUMBER TWO  

a)    Market Equilibrium is a state, in time, at which the price and quantity of a 

commodity are 

purely determined by the interaction of the market forces of supply and demand 

such that there is no tendency to change. 

At this point in the market the quantity supplied is equal to the quantity 

demanded of a commodity, such that there are no surpluses or shortages, and 

the wishes of suppliers and consumers coincide.At market equilibrium (market 

clearing point) the market price and quantity are known as the   equilibrium 

price and quantity respectively. 

      Market equilibrium is either stable or unstable; a stable market equilibrium is 

where any slight divergence from the existing state generates economic forces 
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(of supply and demand) which push both price and quantity towards it - the case 

of normal goods.  An unstable market equilibrium is where any slight 

divergence from the existing state generates economic forces which push price 

and quantity even further away from it (i.e. away from the original state or 

position) - the case of inferior goods i.e.  giffen goods whose relevant demand 

curve is positively sloped. 

 

 From the standpoint of a normal good, market equilibrium is diagrammatically 

demonstrated as follows: 

                       

                               Price (P)        

                                                       D 

                                                                                               

                                                                                               S 

 

                                         P1                 

                                                                         

                                         Pe                               e                         

                                                                            

                                         P2         

                                                                                                                         D 

                                                         S                                                                                     

                                             0             Q1Q3      Qe    Q2                    Q4   Quantity 

(Q) 

 

Fig: 4.1: Market equilibrium 

 

Pe: Equilibrium (market) price 

Qe: Equilibrium (market) quantity 

e: Equilibrium point 

SS: Supply curve 

DD: Demand curve. 

 

At price P1, there is excess supply over demand represented by (Q2 - Q1) 

units which causes a fall in price as suppliers try to dispose of the surplus. At 

P2, there is excess demand over supply represented by (Q4 – Q3) units which 

results in an upward pressure on price to increase as consumers compete for 

the quantity available. 
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Overall, the tendency is towards Pe and Qe with point e being the point of 

stability. 

b) Qs = 40 + 4p --------------(1) 

     Qd = 100 - 2p ----------------(2) 

 

     At equilibrium, Qs = Qd          

     therefore 40 + 4P = 100 – 2P 

                    4P – 2P = 100 – 40 

                    6P = 60 

                     P = (60/6) 

                     PX = 10 

 

 

     QS  = 40 + 4P but P = 10 

    therefore QS = 40 + 4(10) = 80 units of X 

     Qd = 100 – 2P but again P = 10 

      therefore Qd = 100 – 2(10) = 80 units of X 

    Thus, Q = QS = Qd = 80 units of X 

 

                                     D                            S 

 Price of X                                                   

                                                                                         

 

 

 

 

                                                                         

               10                                    •e  

                                                                                                   

                               S                                              D 

 

                                     

             

                  0                                   80                Quantity of X 

   Fig. 4.2: Equilibrium price and quantity of x 

 

 

c) i) Substitutes being alternatives in consumption, a fall in price of x’s substitute 

reduces the  
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      demand   for commodity x, represented by a downward shift of the demand 

curve as shown below: 

                                                     

           Price of X                                   D                         S 

             (Kshs)                       D1   

                                                     

 

 

 

 

                         10                                                  •e1  

 

                         Pe                                     • e2  

                                                                                                                            D 

                                                S                                                                                         

                                                                                                             D1  

 

 

                           0                           Qd     Qe         80                            Quantity of X 

 

Fig. 4.3: Effect on equilibrium price and quantity of a fall in price of 

x’s substitute 

 

A fall in price of x’s substitute reduces the demand for x from 80 to Qe units 

represented by the downward shift of the demand curve from DD to D1D1 

and the movement along the supply curve from the equilibrium point e1 to 

e2.  Effectively, there occurs excess supply (surplus) over demand equivalent 

to (80 - Qd) units at the original equilibrium price of Sh.10.  This surplus 

creates a downward pressure on price to fall which again discourages 

suppliers who then supply less of x, eventually establishing a new 

equilibrium point e2  with a fall in equilibrium price from Sh.10 to Sh.Pe and 

equilibrium quantity from 80 to Qe units of x. 

 

ii)  A simultaneous increase in input prices and a rise in consumer’s income, 

assuming that x and its 

     substitute are normal   goods: 

     An increase in input prices (being a condition of supply) will lead to a rise in 

production cost of 

commodity x, causing its supply to fall - represented by a leftward shift of 

the supply curve. 
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An increase in consumer’s income (being a condition of demand) increases 

the demand for x due to increase in purchasing power (real income of the 

consumer) - denoted by an upward shift of the demand curve. 

Overall, the equilibrium price of x will no doubt increase (above Sh.10) but 

whether the equilibrium quantity will increase, decrease or remain constant 

depends on the magnitudes of increase in input prices and consumer’s 

income.  In theory, three cases are in perspective: 

 

 Case one: where the magnitude of increase in input prices exceeds that of 

increase in consumer’s income, the equilibrium quantity of x falls below 80 

units. 

 Case two: where the magnitude of increase in consumer’s income exceeds 

that of increase in input prices, equilibrium quantity increases beyond 80 

units of x. 

 Case three: where the magnitudes are the same/equal then, ideally, the 

equilibrium quantity remains constant at 80 units of x. 

 

   However, since the direction of change in price is NOT in doubt (that is, it has to 

increase) and assuming the normality of good x and rationality of the consumer, 

equilibrium quantity would fall below 80 units of x (case one) as illustrated 

below: 

 

 

 

                                                           D1 
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                                                        D                                                       S 

 

                                   P1                                             .  e1  

 

 

 

                                                                                                                                      

                                   10                                       •  e                                            D1 
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                                                                                                                      D 

                                                             S 
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                                      0               QS            Q1    80                            Qd           

Quantity of X 

 

Fig. 4.4: Effect of an increase in input prices and consumer’s income on the 

equilibrium price and quantity of 

commodity x. 

 

 

 

The supply curve shifts leftwards from ss to s1s1 in a larger magnitude than the 

upward shift of the demand curve from DD to D1 D1.  At the original (initial) 

equilibrium price of Sh.10, there is an excess demand over supply represented by 

(Qd - Qs) units arising from increase in purchasing power and fall in the quantity 

of x available in the market; eventually, the equilibrium price of commodity x 

increases from 10 to P1 while the quantity falls from 80 to Q1 units. 
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