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Chapter 1 
1.1. Scarcity, Choice, Opportunity Cost 

 
• The economic problem arises because the resources  that we have available for the production of goods and services are 

limited, while our wants for goods and services are unlimited.     
• Definition of Economics: Economics is the study of how society decides what, how and for whom to produce 
• Wants are human desires for goods and services. Our wants are unlimited.  
• Needs are necessities, those things that are essential for survival, such as food, water, shelter and clothing.   
• Demand is different from wants, desires or needs.  There is only a demand for goods and services if those who want to 

purchase it have the ability to do so. 
• Due to this scarcity of resources that arises because of our unlimited wants, choices - that are not always easy or 

popular- need to be made about  
Resources: Natural/ Human/ Man – Made � limited  

• The production possibility curve indicates the combinations of any two goods or services that are attainable when the 
society's resources are fully and efficiently employed.  

• A shift of the production possibility curve occurs when the quantity of available resources increases and/or an improvement 
in production techniques takes place.  

• The production possibility curve is a very useful way of illustrating scarcity, choice and opportunity cost. 
• The curve is concave to the origin and indicates that to produce more of a product (for instance Y), a decline in the 

production of the other product (for instance X) is required.  the amount of good X that must be sacrifice. 
The opportunity cost of producing extra units of Y rises as more of it is produced.  

• DEF: The production possibility curve indicates the combinations of any two goods or services that are attainable when the 
society's resources are fully and efficiently employed.  

• Opportunity cost- There ain't no such thing as a free lunch  
• The opportunity cost of a choice is the value to the decision maker of the best alternative that could have been chosen but 

was not chosen.    
• In economics the true cost of any decision is the value of the next best outcome (of all the other possible outcomes) that 

is given up because of that decision.  This differs from accounting cost in that accounting costs do not consider forgone 
opportunities. Since there are not enough resources to meet all wants and desires every choice has a cost because 
every choice involves a trade-off: something is given up in favour of something else. 

• In other words, the opportunity cost is the next best thing, in your own view, that you could have done with your limited 
resources, your income or time.  

• Note that since only one alternative choice is actually forgone the opportunity cost is not the sum of the various 
alternatives but only the cost of the best alternative that you gave up. 

 
1.2. Economics as a science 

• Economics  as a social science: behavior of human beings in changing environment versus Natural science controlled 
environment, example chemistry 

• Ceteris paribus: “all things being equal” to explain unpredictable outcomes. 
• Also Empirical science: measured economic performance 
• Macroeconomics - overall economic performance 

Macroeconomics is concerned with the economic issues that involve the overall economic performance of the 
economy, rather than that of particular individuals, markets or firms.   
The emphasis is on topics such as total production, total  income and total expenditure, economic growth, aggregate 
employment (and by implication unemployment), the general price level, inflation and balance of payments.  Examples 
include the study of the causes of fluctuations in the level of output, the determinants of economic growth and the use 
of economic policy to influence the performance of the economy 

• Microeconomics - behavior of individual agents 
Microeconomics is concerned with issues that involve the economic behavior of individual agents such as individual 
consumers, individual decision makers in households, firms and other organizations.  Examples include the study of 
how individuals decide what goods and services to buy and how firms decide what goods and services to produce 
and how to produce it. 

Micro Economics Macro Economics 
Price of a single product The Consumer Price Index 

Change in the price of a product Inflation 
The production of maze The total output of all goods and services in the economy 
Decisions of individual consumers The combined outcome of the decisions of all consumers in 

the country 
Decisions of individual firms or businesses The combined decision of all firms 
The Market for individual goods The market for all goods and services in the economy  
Demand for products The total demand for all goods and services in the economy 
An individual’s decision whether to work or not The total supply of labour in the economy 
A firms decision whether to expand production Changes in the total supply of goods and services in the 

economy 
A firms decision to export Total exports of goods and services to other countries 
A firms decision to import Total imports of goods and survives from other countries 
 

• Meso-economics: “In between” 
• Positive economics - objective statement of fact - what is 

A positive statement is an objective statement of fact.  It is a statement about what is and contains no indication of 
approval or disapproval. Notice that a positive statement can be wrong. The statement  "in 2003 the rate of unemployment 
in South Africa was 3%" is incorrect since it was much higher than 3%. It is, however, still a positive statement because it is 
a statement about what exists 

• normative economics - opinion or value judgment - what ought to be 
A normative statement involves an opinion or value judgment.   It expresses a judgment about what ought to be.  
Normative issues can be debated but they can never be settled by science or an appeal to the facts.  An example of 
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normative statements is that "the minimum wage is a good thing".  If you disagree with it, you have no sure way of 
convincing someone who believes the statement that he or she is wrong 

• Normative statement: Debated – opinion or judgment 
natural science 
Natural sciences study the natural universe 
social science 
Social sciences study the behaviour of human beings, both individually and as groups 
 

 
Rates of change (percentages) 
Rates of change are usually expressed as percentages.  The 
rate of change is calculated by dividing the absolute change 
by the first number and then multiplies it by 100.  
A large percentage of a low number is still a low number.  For 
instance, a 10% increase in the GDP for Uganda (2002 = $6 
billion) is only R0.6 billion. 
A small percentage of a large number can be a large 
number.  For instance, a 2% increase in the GDP for 
Australia (2002 = R411 billion) is $8.22 billion. 
Levels and Rates of Change 
Levels: example, wages and income versus Rates: example, 
inflation and growth 
CPI increased from 200 to 220  = 10% 
50 % of 300 = 150  
1% of 15 000 =150 
It is important to distinguish between levels and percentages 
or rates.  
 

 
 

Chapter 2 
The three Economic Questions 
What should be produced?  
The purpose of all production is consumption.  Due to the scarcity of resources it is not possible to produce enough of all goods and 
services.  A decision therefore needs to be made concerning what goods and services should be produces.  
The decision on what to produce incorporates the decision how much of each good and service to produce, as well as the decision what not to 
produce.    
One possible way of answering the question is to leave it to the market mechanism.  According to the market mechanism approach, only those 
goods and services that consumers are willing to spend their income on and which can be supplied profitably will be produced.  
How should it be produced? 
Once a decision has been taken about what goods and services should be produced, the next question is how these goods and services should 
be produced. 
Production takes place through a combination of the factors of production.  Because these factors of production are scarce, they have to be 
used efficiently. 
In a market system producers are forced to combine resources in the cheapest possible way.  Their decisions are governed by the price of the 
various factors and their productivity. 
Competition between the producers in the market ensures that inefficient producers are punished by a loss in profits, while efficient producers 
are rewarded through profits.   
For whom should it be produced?  
Since needs are unlimited and resources are scare, and it is not possible to produce enough of all goods and services, society must decide who 
will receive the goods and services. This issue deals with the controversial issue of the distribution of income.  The higher your income the more 
goods and services you are able to consume. According to the market mechanism approach, income is the reward for contributions to the 
production of goods and services. The more valuable your contribution and that of the resources you own, the higher your income. 

What should be produced? 
Capital goods 
Capital goods are goods that are used in the production of other goods.  Examples include all types of machinery, plant and equipment used in 
manufacturing and construction, school buildings, university residences, roads, dams, and bridges.  Capital goods do not themselves yield direct 
consumer satisfaction, but they permit more production and satisfaction in future 
consumer goods 
Consumer goods are goods that are used or consumed by individuals or households (ie consumers) to satisfy wants.  Examples include food, 
wine, clothing, shoes, furniture, household appliances and motor cars 
3 Different categories of consumer goods - 
Non- Durable goods (food, wine tobacco) 
Semi- Durable goods (clothing shoes ) 
Durable goods (Wash Machine , cars) 
final goods and services 
Final goods and services refer to those goods and services that are consumed by households and firms (loaf of bread ) 
intermediate goods 
In the production of the final goods and services intermediate goods are used.  Intermediate goods are purchased to be used as inputs in 
producing other goods before they are sold to end users. Production – flower to bake the bread 
private good 
a private good is a good that is consumed by individuals and households.  All typical consumer goods (like food, clothes, furniture and motor 
cars) are private goods.   
Pure private goods and services are characterised by excludability and rivalry in consumption. Examples abound: motor vehicles, aeroplanes, 
ski boats, houses, hiking boots, school books, pieces of art, theatre tickets, cellular phones, stoves, toothbrushes, paraffin, painkillers, stockings, 
jam, haircuts, and so on. The efficient allocation of such goods can be done through the market, that is, without government intrusion. 
Public goods 
A public good is a good that is used by the community or society at large.  Pure public goods are characterised by non-rivalry in consumption 
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and non-excludability. One person=s consumption of a pure public good or service therefore does not reduce its availability to other persons, 
and a person cannot be excluded from the consumption of such a product if he/she does not pay the indicated or negotiated price. A traffic light, 
for example, is a public good.  Other examples are defence and weather forecasts 
economic goods 
Economic goods are goods that are produced with scarce resources and can command a price in the market.   Economic goods are also called 
scarce goods. 
Free goods 
free goods are things that are not scarce and therefore have no price.  Examples are sunshine and air 
Heterogeneous goods 
Heterogeneous or differentiated goods are goods that have different varieties, qualities or brands.  
Homogeneous products 
Homogenous products are identical.  There is therefore no reason for buyers to prefer the product of one seller to the product of another seller.  
This ensures that sellers and buyers compete with one another in terms of the price of the product. The is one of the characteristics or 
conditions of perfect competition.  Examples of homogenous products are for instance agricultural products, metals, electricity and water. 
An increase in the quantity of available resources and/or an 
improvement in production techniques the production possibility of 
both goods can increase. 

 
It is also possible that due to an increase in the quantity of available 
resources and/or an improvement  in production techniques that the 
production of one of the goods, for instance good X,  increases -   

 
Point A = Unattainable – not enough resources 
Move between Point B to C – less of B is produced to produce more of 
C 
Move between Point C to B – less of C is produced to produce more 
of B 
Point D = not optimal use of resources – can indicate unemployment 

0 = Origin 

 
 
How should it be produced?  
 
Factors of production 
Factors of production are the resources used to produce goods and services.  There are four main factors of production:  natural resources (or 
land), labour, capital and entrepreneurship 
Technology – sometimes = the 5th factor of production. 
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Natural resources 
Natural resources refer to natural wealth and includes water, arable land, mineral deposits and the environment 
labour  
Labour refers to the human effort put into the production of goods and services. This effort includes both physical and mental exertion 
capital 
Capital comprises all manufactured resources such as machines, tool and buildings, which are used in the production of other goods and 
services 
entrepreneurship 
Entrepreneurs are people who are prepared to take calculated risks and who seize opportunities as they arise. They are responsible for 
combining the factors of production in order to produce goods and services 
technology 
Technology is sometimes identified as the fifth factor of production.  At any given time, a society has a certain amount of knowledge about the 
ways in which goods can be produced.  When new knowledge is discovered and put into practice, more goods and services can be produced 
with a given amount of natural resources, labour, capital and entrepreneurship.  If this happens we say that technology has improved 
Money is not a factor of Production 
Money is not a factor of production – goods and services cannot be produced with money. Money is a medium of exchange. Money is 
something that facilitates the exchange of goods and services. 
Choice of technique 
Production process is dominated by machines = capital intensive production 
Production process is dominated by humans = labour intensive production 
 
For whom should it be produced? 
 
Another aspect of distribution is distribution between government sector and the rest of the economy – who will received the goods and services 
produced.  
Primary sector 
The primary sector is the sector in which raw materials such as agricultural, fishing, forestry and mining products are produced 
Secondary sector 
The secondary sector is the manufacturing part of the economy in which raw material and other inputs are used to produce other goods.  This 
includes the beneficiation of primary products (eg canning fruit and vegetables and processing minerals into mineral products such as steel), 
and the manufacturing of consumer goods (such as machinery, buildings, roads and railways). 
Tertiary sector 
The tertiary sector comprises the services and trade sections of the economy.  It is often referred to as the service sector.  Activities in the 
tertiary sector include trade, transport, communication and education, as well as financial, personal and government services 
 
Income for factors of production 
Rent = natural resources 
Wages and Salaries = labour 
interest = capital 
profit = entrepreneurship 
 
Solutions to the central Questions: Economic systems 
3 types of mechanisms which provide answers to the 3 central questions What, How, For Whom 
Traditional System– oldest solution, men did what their fathers did – people use the same technique.. Command System/central planning 
A centrally planned economic system such as command socialism is an economic system characterized by public ownership of the factors of 
production.  Decision making is centralized and is coordinated by a central plan, which contains binding directives to the system's participants -
(socialist or communist)– instructed what and how to produce by central authority , large scale planning  - Like China 
DEF: a market is any contract or communication between potential buyers and sellers of goods or services – bring buyers and sellers together.  
Market System– individual decisions and preference are communicated through the market mechanism – most important is market prices.  
Market prices are signals of scarcity in market capitalism; economic activity is driven by self interest.  
Competition is an important feature of market capitalism. Competition should not be confused with negotiation – which occurs between buyers 
and sellers. 
For a market to exists 

1. Must be one potential buyer and seller 
2. Seller must have something to sell 
3. The buyer must have the means with which to purchase it 
4. An exchange ratio – the market price  - must be determined 
5. The agreements must be guaranteed by law or by tradition 

Mixed economy 
In a mixed economy not all the factors of production are in the hands of private people, some are government owned. Economic decisions are 
made partly through the market and partly by government.  The degree of the mix varies from country to country 
privatisation 
Privatisation refers to the transfer of ownership of assets from the public sector to the private sector (ie the sale of state-owned assets to the 
private sector). 
commercialisation 
Commercialisation or corporatisation means the transformation of state-owned enterprises into commercial entities, subject to commercial legal 
requirements and governance structures, while retaining state ownership.  In other words, the enterprise remains in the public sector but is run 
like a private company and is also liable for tax. 
nationalisation 
Nationalisation means that government takes over the ownership or management  of private enterprise (with or without compensation). 
 
 
Chapter 3 

3.1 Production, Income and spending 
three major flows in the economy = Production, Income and Spending 
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An increase in the production of goods and services leads to an 
increase in income which in return increases spending.  
Production generates � Income (for various factors of production) � 
use for Spending on Production (fig.3.1) 
The determination of the total production of goods and services is an 
important issue in macroeconomics.    
We produce goods and services in order to consume those goods and 
services and thereby satisfy some of our needs and wants.  The 
amount goods and services we can consume, depends on how much 
we can spend on these goods and services.  The amount we can 
spend in return depends on our income, which is derived from taking 
part in the process of production.  A continuous circular flow between 
production, income and spending takes place in the economy. By 
taking part in the process of production through selling factors of 
production an income is earned in the form of wages and salaries, 
rent, interest and profits.  This income is then spent to buy the goods 
and services that were produced.  

Households 
A household can be defined as all people who live together and who make joint economic decisions or who are subjected to others who make 
such decisions for them.  A household can consist of an individual, a family or any group of people who have a joint income and take decisions 
together.  Every person in the economy belongs to a household 
 
Firms 
A firm can be defined as the unit that employs factors of production to produce goods and services that are sold on the goods market.  

Stock Flow 
Wealth Income 
Assets Profit 

Liabilities Loss 
Capital Investment 

Population Number of births and deaths 
Balance in savings account Savings 

Unemployment Demand for labour 
Gold Reserve held by SA Reserve Bank Gold Sales, Gold Production (Mining). 

Goods market 
A market is any contact or communication between potential buyers and potential sellers of a good or service.  There are thousands of markets 
for consumer goods and services in the economy. In macroeconomics all these different markets for consumer goods and services are lumped 
together under the heading the "goods market" .  In economics this is called aggregation. 
In the simple Keynesian and IS-LM model the goods market represents the real sector. 
Factor market 
The services of Factors of production are purchased and sold in many different markets.  They are called factor markets.  The factor markets 
include the labour market, where the services of labour are bought and sold, and the markets for capital goods.  The factor markets are also 
known as the resource markets. 
 
Circular flow of goods and services 
 

 

Circular flow of goods and services - The households who are the 
owners of the factors of production offer their factors of production for 
sale on the factor market.  Firms then purchase these factors of 
production and use them to produce consumer goods and services.  
These goods and services are then offered for sale on the goods 
market where they are purchased by the households. 
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Circular flow of income and spending - The flow of income and 
spending is usually a monetary flow and its direction is opposite to the 
flow of goods and services. Firms purchase factors of production on 
the factor market from households.  This spending by firms represents 
the income (wages, salaries, rent, interest and profit) of the 
households.  The households, in turn, spend their income by 
purchasing goods and services in the goods market.  The spending by 
households represents the income of the firms. 

Chapter 7 
 
Demand and Supply: an introductory overview 
Functioning of a specific market with household (intended demand) and firms (intended supply).  
Households demand goods and services 
Firms supply goods and services 
the above = goods Market 
 
Demand 
Demand is the outcome of decisions concerning which wants to satisfy, given the available means.  If you demand something (in the economic 
sense), it means that you intend to buy it and that you have the means (ie the purchasing power) to do so.  In other words, when we talk about 
demand, we are referring to the quantities of a good or service that the potential buyers are willing and able to buy. 
Demand differs from wants, desires or needs.   
There is only a demand for a good or service if those who want to purchase it have the necessary means to do so.  In other words, demand has 
to be backed by purchasing power 
Definition: Quantities of a good or service that the potential buyers are willing and able to buy. (flow) 
Quantity demand (Qd) depends on: price of the good (Px), the price of related goods (Pg), income of the individual (Y), taste (T), number of 
people (N) � Qd = f (Px, Pg, Y, T, N) 
Qd = f (Px) ceteris paribus for (Pq, Y, T, N) 

Example: Table 7.1 � Figure 7.2 (also words, schedules, equations)  
C:\Economic Granules\mic_d02.html 
 

 

A demand curve is a graphical depiction of a demand schedule.(more) 
It shows how the quantity demanded of some product during a 
specified period of time will change as the price of that product 
changes, holding all other determinants of quantity demanded 
constant. 

There are two important things to take into account about the demand 
curve: 

It is downward sloping indicating that between the price of a product 
and the quantity demanded a negative or inverse relationship 
exists.  In other words, as the price declines the quantity demanded 
increases and vice versa.  This is indicated by a movement along the 
demand curve. (more)  

The position of the demand curve is determined by other factors such 
as the price of related products, total income, tastes and the number 
of potential buyers.  These are the factors that is regarded as fixed 
when the demand curve is derived.  A change in any of these factors 
will cause a shift of the demand curve. (more)  
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Individual demand 
Individual demand is the demand for a good from a single individual or household 
Factors that determine the quantity of tomatoes that will be purchased 
1) Price of the product 
2) prices of alternative products 
3) Incomes of the consumer  
4) consumers’ tastes 
5) the size of the household 
Quantity of goods demanded  
Qd = Quantity Demand 
Px = Price of tomatoes 
Pg = Price of alternative Goods 
Y = household’s income during the period 
T = Taste of consumers concerned 
N = Number of people in household concerned 
…. = allowance for other possible influences 
Demand of tomatoes  
Qd = f (Px, Pg, Y, T, N…) 
The law of demand states:  
All other things being equal (ie ceteris paribus), the higher the price of a good, the lower is the quantity demanded and vice versa. 
A Demand Schedule - is a table which lists quantities demanded at different prices when all other influence on planned purchases are held 
constant. 

Possibility Price (R/kg) Quantity Demanded 
A 1 6 
B 2 5 
C 3 4 
D 4 3 
E 5 2 
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In the figure the price of cold drink per litre (the independent 
variable) is shown on the vertical axis, while the quantity of cold 
drinks (litres per month) demanded (the dependent variable) is 
shown on the horizontal axis. 
The information contained in the table is used to draw a demand 
curve for cold drinks.  Each point in the diagram corresponds  to 
a line in the table which contains a particular combination of the 
price of cold drinks and the corresponding quantity demanded.  
For instance, point a corresponds to the first line in the table 
indicating that at a price of R1 per litre, 650 million litres per 
month will be demanded.   
By joining all these points we obtain a demand curve, DD, which 
slopes down from top left to bottom right.  This indicates a 
negative or inverse relationship between the price and the 
quantity demanded.  The lower the price, the higher the quantity 
demanded. For instance, a decrease in the price of cold drinks 
from R4 to R2 increases  the quantity demanded from 500 to 600 
millions of  litres of cold drinks per month.  

 

 

The distinction between a movement along a demand curve (First Graph) and a shift of the demand curve (Second Graph) is extremely 
important.   A movement along a given demand curve is caused by a change in the price (3rd Graph) and is referred to as”change in quantity 
demanded"(4th Graph).  The term "change in demand" refers to a shift of the demand curve 
Demand = Shift in the Demand Curve 
Change in Price = Movement on the Demand Curve 
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Market demand 
Market demand is the sum of all the individual demands 
market demand curve 
A market demand curve is obtained by adding the individual demand curves horizontally (ie at each price).  The market demand curve shows 
how the quantity demanded of some product during a specified period of time will change as the price of that product changes, holding all 
other determinants of quantity demanded constant – see page 115 – Fig 7-3. 

• Demand: a summary. P126. 
 

Determinate Change Effect on Market Correct Description of Effect 
Increase Upward movement along the 

demand curve 
A fall in quantity demand Price of goods 

 
Decrease Downward movement along the 

demand curve 
An increase quantity demand 

Increase Rightward Shift along the 
demand curve 

An increase in Demand Price of related goods 
Substitutes 

Decrease Leftward shift along the 
demand curve 

A Fall in demand 

Increase Leftward shift along the demand 
curve 

A Fall in demand Price of related goods 
Complements 

Decrease Rightward Shift along the 
demand curve 

An increase in Demand 

Increase Rightward Shift along the 
demand curve 

An increase in Demand Income (normal goods) 

Decrease Leftward shift along the demand 
curve 

A Fall in demand 

Increase Rightward Shift along the 
demand curve 

An increase in Demand Taste/Preference 

Decrease Leftward shift along the demand 
curve 

A Fall in demand 

Increase Rightward Shift along the 
demand curve 

An increase in Demand Population 

Decrease Leftward shift along the demand 
curve 

A Fall in demand 

Increase Rightward Shift along the 
demand curve 

An increase in Demand Expected future price of the 
goods 

Decrease Leftward shift along the demand 
curve 

A Fall in demand 
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Substitutes 

A substitute is a good that can be used in the place of another 
good.  Examples include butter and margarine, beef and mutton, 
tea and coffee, rice and wheat, cold drinks and fruit juice, 
hamburgers and 'boerewors' rolls.    
An increase in the price of a substitute (beef) will ceteris 
paribus lead to an increase in the demand for the good 
concerned (mutton), and the demand curve for the good (mutton) 
shifts to the right.  It is now relatively cheaper to use mutton in 
stead of beef 

 
 

 

Complements 
Complements are goods that tend to be used jointly. Examples include 
fish and chips, "pap en vleis", motor cars and petrol, coffee and milk, tea 
and sugar.  
An increase in the price of a complementary good (fish) decreases the 
demand for the product (chips), and the demand curve for the product 
(chips) shifts to the left.  It is now more expensive to use the combined 
products. 

 

Increase in the price of a substitute  

In figure a demand curve  for butter (DBDB) is given. At a price of R15.00 per kg, 200 kg of butter is demanded as indicated by point a.  Given the price of 
butter of R15.00, the demand curve for margarine (DMDM) is given in figure b.  According to this demand curve at a price of R9.00 per kg,  300 kg of 
margarine is demanded. 
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If the price of butter increases to R18.00 per kg, then the quantity demanded falls to 100 kg.  This is indicated by point b and a movement 
along the demand curve for butter from a to b takes place.  Due to the increase in the price of butter, the demand for margarine increases.  
The demand curve for margarine (DMDM) shifts to D1

MD1
M. At a price of R18 for butter and R9 for margarine, 400 kg of margarine is now 

demanded.  This is indicated by point d.  At any other price of margarine, more margarine will be demanded after the rise in the price of butter 
than before the price rise. 
An increase in the price of a substitute (butter) will lead to an increase in the demand for the good concerned (margarine), and the demand 
curve for the good (margarine) shifts to the right.  It is now relatively cheaper to use margarine in the place of butter. 

 
Decrease in the price of a complementary product  

In figure a the demand curve  for video recorders (VCRs) is represented by DD. At a price of R2000.00 per VCR, 10 000 VCRs are demanded and is 
indicated by point a.  Given the price of VCRs at R2000.00, the demand curve for video cassettes (DCDC) is given in figure b.  According to this demand 
curve at a price of R30.00 per video cassette, 50 000 video cassettes are demanded and is indicated by point c. 

 

  
If the price of VCRs decreases to R1500.00 per VCR, then the quantity demanded rises to 14 000.  This is indicated by point b and thus a 
movement along the demand curve from a to b takes place.  Due to the increase in the number of VCRs,  the demand for video cassettes 
increases.  The demand curve for video cassettes DCDC therefore  shifts to D1

CD1
C. At a price of R1 500  per VCR,  and a price of R30 per 

video cassette, 70 000  video cassettes are now demanded.  This is indicated by point d.  At any price per cassette, more cassettes are 
demanded when the price of VCRs is R1 500 than when it is R2 000. 
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A decrease in the price of a complementary good (VCR) increases the demand for the other product (video cassettes), and the demand curve 
for the product shifts to the right.  

 
 

 
If an increase in income increases the demand for the good, the 
good is called a normal good. 

Normal goods 

If the average income of consumers increases, they may buy more of 
certain goods even if the price of these goods is unchanged.  A right-
ward shift of the demand curve takes place.  At each price more of the 
good in question are demanded.  A decrease in the income of 
consumers causes a leftward shift of the demand curve and at each 
price less of the good is demanded.  
When this happens, the good is called a normal good.  

 

 
If an increase in income decreases the demand for the good, the 
good is called an inferior good. 

 

Inferior goods 

In some exceptional cases, demand decreases when income 
increases. In this case the demand curve shifts to the left.  When this 
happens the good in question is called an inferior good.  Poor 
consumers may, for example, reduce their consumption of bread 
when their income increases. This will happen when the increase in 
income enables them to switch to other, more expensive, foodstuff 
such as meat.  

 



 

Economics1A            ECS101-6 

13 

 
An expected increase in the price of oil due to rumours of war 
between the USA and Irak might cause an increase in the current 
demand for oil. 

A change in expected future prices  
Consumers' expectations concerning future prices of a good have an 
important impact on the current demand for the product. 

If consumers expect that the price of a product will rise 
relative to prices of other products, their demand for the 
product will rise in the hope that they will be able to avoid 
the higher price in the future.  This causes the demand 
curve for the product to shift to the right. 

The current demand for a product will decline if a decrease 
in the price is expected.  By not buying the product now 
consumers hope to buy it at a lower price in the future.  This 
causes a leftward shift of the demand curve for the product. 
 
If all other factors are held constant (the ceteris paribus 
condition), a fall in the price of the good does not only mean 
that the absolute price (in rands and cents) falls - it also 
means that the relative price (ie the ratio between the price 
and the price of other goods) falls. 

 

 

 

Supply 
A supply curve is a graphical depiction of a supply schedule. It shows how the quantity supplied of some product during a specified period of 
time will change as the price of that product changes, holding all other determinants of quantity supplied constant.  In effect, the curve shows 
the minimum price producers will accept to provide a given quantity of a good or service. 
There are two important things to take into account about the supply curve: 
It is upward sloping, indicating that between the price of a product and the quantity supplied, a positive relationship exists. In other words, as 
the price increases the quantity supplied increases and vice versa. This is indicated by a movement along the supply curve.  
The position of the supply curve is determined by any other factor, apart from the price, that  influences the quantity supplied.  Some of these 
non-price factors are: the number of firms, prices of inputs (cost of production), prices of alternative products, prices of joint products, expected 
future prices and technology. These are the factors that are regarded as fixed when the supply curve is derived. A change in any of these 
factors will cause a shift of the supply curve. 
The law of supply states:  
All other things being equal (i.e. ceteris paribus), the higher the price of a good, and the higher are the quantity supplied, and vice versa. 
Individual supply 
Individual supply is the supply of a good or service from a single supplier or producer. 
What determine the supply of tomatoes? 
The price of tomatoes 
The price of alternative products 
The price of factors of production and other inputs 
Excepted future price 
The state of technology – new technologies or new/improved production techniques 
 
Qs = Quantity Supply 
Px = Price of tomatoes 
Pg = Price of alternative outputs 
Pf = Price of factors of production and other inputs 
Pe = Expected future price of tomatoes 
Ty = Technology 
 
Individual supply of tomatoes can then be expresses as 
Qs = f(Px, Pg, Pf, Pe, Ty) 
Demand of tomatoes 
Qs = f(Px) ceteris paribus 
ceteris paribus 
Ceteris Paribus is a Latin phrase, loosely translated as "holding everything else constant". It is frequently used in economics to isolate the effect 
of one variable on something else.  
For instance, when dealing with the law of demand, the effect of a price change on the quantity demanded is isolated by assuming that all other 
variables such as income, taste, number of people, etc. are unchanged. 
It is also common practice in economics not to always state the ceteris paribus condition explicitly, although it is always implied unless stated 
otherwise. The abbreviation used for ceteris paribus is cet.par 

Definition: q of a good or service that the producers plan to sell at each possible price 
Quantity supply (Qs) depends on: price of the good (Px), price of alternative products (Pg), price of factors of production and other inputs (Pf), 
expected future price (Pe), state of technology (Ty) �  Qs = f (Px, Pg, Pf, Pe, Ty) 
Qs = f (Px) ceteris paribus for (Pg, Pf, Pe, Ty) 
Example: Table 7.4 � figure 7.8( also words, schedules, equations) p123, 124 
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Law of supply: higher prices, higher quantity supplied � positive, direct relationship  
Market supply 
Market supply is the sum of all the individual supplies 
Qs = Quantity Supplied in the market 
Px = Price of the product 
Pg = Price of alternative outputs 
Pf = Price of factors of production and other inputs 
Pe = Expected future price of tomatoes 
Ty = Technology 
N = Number of firms supplying the product 
… = allowance for possible influences on the quantity supplied.  
Movement along the supply curve 
 

 

A change in any of the determinants of quantity supplied other than 
the price of the product, will shift  the supply curve 

 

The term "supply" refers to the entire supply curve, and therefore, a 
change in supply refers to a shift of the entire supply schedule.  A 
change in the price, on the other hand, causes a change in the 
quantity supplied and causes a movement along the supply curve. 

  

A rightward shift of the supply curve indicates that at each price a 
higher quantity is supplied than before, while a leftward shift indicates 
that at each price a lower quantity is supplied than before. 
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• Supply: a summary: Table 7.5 and Figure 7.10 + 7.9 

 
Determinate Change Effect on Market Supply Correct Description of Effect 

Increase Upward movement along the 
demand curve 

An increase quantity supply Price of goods 
 

Decrease Downward movement along the 
demand curve 

An decrease quantity supply 

Decrease Rightward Shift along the 
demand curve 

A increase in supply Price of alternative products. 
Substitutes 

Increase Leftward shift along the demand 
curve 

A decrease in supply 

Decrease Leftward shift along the demand 
curve 

A decrease in supply Price of joint products 
Complements  

Increase Rightward Shift along the 
demand curve 

An increase in supply 

Decrease Rightward Shift along the 
demand curve 

An increase in supply Price of inputs 

Increase Leftward shift along the demand 
curve 

A decrease in supply 

Increase in future prices Rightward Shift along the 
demand curve 

An increase in supply Expected future prices 

Price expected to fall Leftward shift along the demand 
curve 

A decrease in supply 

Cost reducing improvement Rightward Shift along the 
demand curve 

An increase in supply Technology 

Cost increasing changes Leftward shift along the demand 
curve 

A decrease in supply 

More firms enter Rightward Shift along the 
demand curve 

An increase in supply Number of firms 

Firms leave the market Leftward shift along the demand 
curve 

A decrease in supply 

 

Market equilibrium 
The market is in equilibrium when the quantity demanded is equal to the quantity supplied, ie when the plans of households (buyers, 
demanders) coincide with the plans of the firms (seller, suppliers).  The price, at which this occurs, is called the equilibrium price, and the 
quantity the equilibrium quantity.   

 

In the diagram the demand for a product is presented by the demand 
curve DD and the supply of the product by the supply curve SS 
Equilibrium occurs at point E, where the quantity demanded is equal 
to the quantity supplied.  The equilibrium price is P0 and the 
equilibrium quantity is Q0.  

At any other price there will be disequilibrium ( 

o At a price higher than the equilibrium price an 
excess supply occurs.  

o At a price lower than the equilibrium price an 
excess demand occurs.  

When there is disequilibrium, forces are set into motion to move the 
market towards equilibrium. 
The market is in equilibrium when the quantity demanded is equal to 
the quantity supplied 

 

When there is disequilibrium, forces are set into motion to move the market towards equilibrium. 
An excess supply causes the price to decrease and an excess demand causes the price to increase 
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An excess demand occurs when the quantity demanded exceeds the 
quantity supplied.  For instance, at a price of R1 per litre the quantity 
supplied is 450, while the quantity demanded is 650.  An excess 
demand  of 200, that is 650 - 450, exists. 

This excess demand will cause the price per litre to increase and a 
movement towards equilibrium takes place 

 

An excess supply occurs when the quantity supplied exceeds the 
quantity demanded.  For instance, at a price of R4 per litre the 
quantity demanded  is 500 while the quantity supplied is 600.  An 
excess supply of 100, that is 600 - 500, exists. 

This excess supply will cause the price per litre to decline and a 
movement towards equilibrium takes place 

 

 Equilibrium occurs at point E where the quantity demanded is equal 
to the quantity supplied.  At any other point disequilibrium exists, 
which sets in motion economic forces that pushes the price towards its 
equilibrium level. 

An excess supply occurs when the quantity supplied exceeds the 
quantity demanded.  For instance, at a price of R5 per litre the 
quantity demanded is 450, while the quantity supplied is 650.  An 
excess supply of 200, that is 650 - 450, exists.   

At this point of excess supply, firms find that they cannot sell all their 
products.  They compete with each other to find buyers for their 
products by reducing the price and they cut back on their 
production. As the price falls, the quantity supply falls and a 
movement towards equilibrium, along the supply curve, occurs.  For 
instance, at a price of R4 the quantity supplied is 600, which is less 
than the quantity supplied at R5. 

At the same time the decrease in the price from R5 to R4 causes an 
increase in the quantity demanded from 450 to 500.  Consequently the 
market surplus declines. 

This process continues until equilibrium is reached at point E, where 
at a price of R3, the quantity demanded is equal to the quantity 
supplied = 550. 
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Equilibrium occurs at point E where the quantity demanded is equal 
to the quantity supplied.  At any other point disequilibrium, exists 
which sets in motion economic forces that pushes the price towards its 
equilibrium level. 

An excess demand occurs when the quantity demanded exceeds the 
quantity supplied. For instance, at a price of R1 per litre the quantity 
demanded is 650 while the quantity supplied is 450.  An excess 
demand of 200, that is 650 - 450, exists.   

At this point of excess demand, firms sell their total production but 
households do not obtain the quantity of the product which they would 
like to buy at R1. Households compete with each other and to get hold 
of the product, they offer a higher price.  As the price rises firms are 
willing and able to supply a higher quantity and a movement along the 
supply curve occurs.  For instance, at a price of R2 the quantity 
supplied is 500, which is more than the quantity supplied at R1. 

At the same time the increase in the price from R1 to R2 causes a 
decrease in the quantity demanded from 650 to 600.  Consequently, 
the market shortage declines. 

This process continues until equilibrium is reached at point E where at 
a price of R3, the quantity demanded is equal to the quantity supplied 
= 550. 

 
 

Chapter 8 
Changes in demand and supply  
In the event of an excess demand for a product, the price will rise; and in the event of an excess supply of the product, the price will decline 
The source of an increase in demand include:  
An increase in the price of a substitute product 
a decease in the price of a complementary product 
an increase in consumers income 
a greater consumer preference 
an expected increase in the price of the product. 

 

An increase in demand will result in an increase in the price of the 
product and an increase in the quantity exchanged, ceteris paribus. 

Some of the factors that cause a shift of the demand curve is a 
change in the price of related goods, a change in income of 
consumers, a change in consumers' tastes and preferences, a change 
in population and a change in expected future prices. 

In the event of an increase in demand, for instance an increase in the 
income of consumers,  the demand curve will shift to the right to D1D1 
and a movement to a new equilibirum at E1 with a higher equilibrium 
price  P1 and quantity  Q1 occurs.  The opposite happens if the 
demand decreases  

During this process supply remains unchanged, but the quantity 
supplied increases as the price of the product increases.  In other 
words, there is an upward movement along the supply curve.  

In the event of an excess demand for a product, the price will rise;  
and in the event of an excess supply of the product, the price will 
decline 
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A decrease in demand will result in a decrease in the price of the 
product and a decrease in the quantity exchanged, ceteris paribus. 

Some of the factors that cause a shift of the demand curve is a 
change in the price of related goods,  a change in income of 
consumers, a change in consumers' tastes and preferences, a change 
in population and a change in expected future prices.  

In the event of a decrease in demand, for instance a decrease in the 
price of a substitute good,  the demand curve will shift to the left  to 
D2D2 and a movement to a new equilibirum at E2 with a lower 
equilibrium price  P2 and quantity  Q2 occurs.( The opposite happens if 
the demand increases  

During this process supply remains unchanged, but the quantity 
supplied decreases as the price of the product decreases.  In other 
words, there is a downward movement along the supply curve. 
In the event of an excess demand for a product, the price will rise;  
and in the event of an excess supply of the product, the price will 
decline   

 

 

An increase in supply will result in a decrease in the price of the 
product and an increase in the quantity exchanged, ceteris paribus.  

Some of the factors that cause a shift of the supply curve is the prices 
of alternative products, prices of joint products, prices of 
inputs, expected future prices, technology and number of firms 
(sellers) (more). 

In the event of an increase in supply, for instance an increase in the 
number of firms,  the supply curve will shift to the right to S1S1 and a 
movement to a new equilibrium at E2 with a lower equilibrium price  P2 
and higher quantity  Q2 occurs. (more) The opposite happens if the 
supply decreases. (more)  

During this process demand  remains unchanged, but the quantity 
demanded increases as the price of the product decreases.  In other 
words, there is a downward movement along the demand curve. 

In the event of an excess demand for a product, the price will rise;  
and in the event of an excess supply of the product, the price will 
decline 
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A decrease in supply will result in an increase in the price of the 
product and a decrease in the quantity exchanged, ceteris paribus.  

Some of the factors that cause a decrease in supply  is the prices of 
alternative products, prices of joint products, prices of inputs, expected 
future prices, technology and number of firms (sellers) (more) 

In the event of a decrease in supply, for instance an increase in the 
price of an alternative product,  the supply curve will shift to the left  to 
S3S3 and a movement to a new equilibrium at E3 with a higher 
equilibrium price  P3 and lower quantity  Q3 occurs. (more) The 
opposite happens if the supply increases. (more)  

During this process demand  remains unchanged, but the quantity 
demanded decreases as the price of the product increases.  In other 
words, there is an upward movement along the demand curve.   
In the event of an excess demand for a product, the price will rise;  
and in the event of an excess supply of the product, the price will 
decline 

 

  

Simultaneous changes in demand and supply 

Increase in demand and an increase in supply 
Increase in demand and a decrease in supply 
Decrease in demand and an increase in supply 
Decrease in demand and a decrease in supply 

 
Interaction between related markets 
Fish and Meat – ban on eating fish was lifted – the demand for meat increassd - the demand for fish decreased. A leftward shift for fish – and a 
rightward shift for meat.  
Motor cars and Tyres – as the cost of producing card increase – the quantity suppied decreased – a left upwards shift take place – less tyres 
was in demand and tyres experienced a down left shift See page 142 , 143 – Fig 8-6 and fig 8-7.  

 
 
The demand for butter is shown in Figure A and the demand for margarine in Figure 
B. The original demand curves are DBDB and DMDM respectively. Suppose the supply 
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of butter decreases, as shown in Figure A. This leads to an increase in the price of 
butter. If the price of butter increases from R12 to R15 per kg, the quantity of butter 
demanded falls from 200kg to 150kg (see the law of demand). The increase in the 
price of butter leads to an increase in the demand for margarine, because people 
buy margarine instead of butter. At each price of margarine, more margarine is 
demanded when the price of butter is R15 per kg than when the price of butter is 
R12 per kg. The demand curve in Figure B thus shifts to the right, to DM1DM1. 
Equilibrium therefore shifts from point c to point d with a resultant higher equilibrium 
price and quantity for margarine. 
 
Government Intervention 
Maximum prices (price ceiling) � figure 8.9  
Governments set maximum prices  
To keep prices of basic food low – part of policy to assist the poor 
To avoid the exploitation of consumers 
To combat inflation 
To limit the production of certain goods and services in war time  
 
If governments set s a maximum price of Pm below the equilibrium price of Po this result in a excess demand.  
Consequences: shortage (excess demand)/ prevent market mechanism from allocating/ black market activity 
Example rent control 
 

 

A price ceiling is a maximum price that may be charged for a 
product, good or service.  Governments often set maximum prices 
with the intention to protect consumers against exploitation.  
However, it usually leads to the following unintended consequences 
where the maximum price is lower than the equilibrium price (or 
market clearing price):   

 A persistent shortage (or excess demand) develops.  
 An illegal or "black market" develops due to the persistent 

shortage.  
 The price charged on the black market is higher than the 

equilibrium price in a free market  
 A portion of the price falls into the hands of the black 

market supplier.  
 Investment in the industry declines.  

To avoid these unintended consequences, the government is forced 
to increase its intervention in the market and thus imposing more 
costs on the system 
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Price ceiling: Failure of the rationing system  
The demand and supply curve for a product are shown in the figure 
.  In the absence of any intervention the market equilibrium price will 
be P0 and the quantity Q0. By setting a maximum price PM, which is 
lower than the equilibrium price, a market shortage is created 
(more).    

The market is now unable to  fulfill its rationing function and other 
ways need to be found to decide how the quantity supplied, Q1, is to 
be divided between consumers that demand Q2. 

This can be done in the following ways: 

 Waiting list or queues which open the way for paying 
bribes to move to the top of the list.  

 Informal rationing system by suppliers by limiting the 
quantity sold to each consumer or by selling to regular 
consumers only.  

Issuing of ration tickets by the government.  This requires more 
government intervention and increases the possibility of corruption 

 

Price ceiling: A portion of the price falls into the hands of the black 
market supplier 
The demand and supply curve for a product are shown in the figure.  
In the absence of any intervention the market equilibrium price will 
be P0 and the quantity Q0.  By setting a maximum price PM, which is 
lower than the equilibrium price, and a market shortage is created  

Black marketeers who can get hold of the product,  will  be able to 
sell the product at a price of  P1, and pocket the difference between 
Pm and P1 .  The producers of the product, however, do not share in 
this profit. 

 

 
black markets 
Created when buyers and sellers meet to negotiate the exchange of a prohibited or illegal good. More situation where the market forces of 
demand and supply cannot (or are not allowed to) eliminate excess demand 
queues 
When the market is unable (or not allowed) to fulfill its rationing function other ways need to be found to decide how the quantity available is to 
be divided between consumers.  One why is to distribute it according to a 'first come first serve' basis which invariable leads to long queues or 
waiting lists which open the way for  paying bribes to move to the top of the list 
 
rationing function of prices 
The rationing function of prices refers to the function of  prices as a mechanism to ration scarce supplies of goods and services to those who 
place the highest value on them (and can afford to pay for them generally any unofficial market in which prices are inordinately high.  Black 
markets occur in any). 
 
Agricultural prices 
Fluctuations in agricultural prices and minimum prices 
The price of agricultural product fluctuate - due to the different supplies each season.  
Minimum prices (price floor) Figure 8.12 
• Consequences: surplus (excess supply)/ artificially high prices/ farms owned by big companies benefit/ inefficient producers are protected/ 

disposal of surplus – further cost. 
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A price floor sets a lower legal limit on price. With price floors, 
governments prevent prices from falling below a certain level.  
Governments often set minimum prices with the intention to protect 
producers for instance farmers.  

However, it usually leads to the following consequences where the 
minimum price is higher than the equilibrium price (or market clearing 
price):   

 A persistent surplus (or excess supply) develops  
 Consumers, including poor households, have to pay 

artificially high prices.  
 Inefficient producers are protected and manage to survive  
 The disposal of the market surpluses usually entails further 

cost to tax payers and welfare losses to the society.  

To avoid these unintended consequences, the government is forced to 
increase its intervention in the market and thus imposing more costs 
on the system.  

A price ceiling is a maximum price that may be charged for a 
product, good or service 
 
A minimum price higher than the equilibrium price will cause a surplus 
on the market. 
 

Chapter 9 
 
Introduction 
definition : 
 Elasticity is a measure of the sensitivity or responsiveness between two variables that are related. This indicates that a cause and effect 
reaction exists between the two variables.  A change in X causes a change in Y and elasticity provides a measurement of how strong this effect 
is.  Examples of elasticity in economics are price elasticity of demand and supply, income elasticity of demand, cross elasticity and interest 
elasticity of investment. 
4 Types of elasticity 
The price elasticity of demand 
The income elasticity of demand 
The cross elasticity of demand 
The price elasticity of supply 
 
Price elasticity of demand 

 

According to the law of demand a negative relationship exists between the price and the 
quantity demanded.  Price elasticity provides an indication of how sensitive or responsive 
the quantity demanded is for a change in the price.  If the quantity demanded by 
consumers responds strongly to a change in the price, the demand is said to be "elastic", 
while the concept "inelastic" is used when the quantity demanded is not very responsive 
to a change in the price.  

Price elasticity (ep) of demand is measured as follows:  

 
  

It provides a relative measure of elasticity. The elasticity coefficient is a number and a 
distinction is made between ep <1 ; ep =1; ep >1 (and the theoretical cases of ep = 0 and 
ep = infinite.  
 
Price elasticity is important for firms since it has an important impact on the total revenue 
firms receive from the sales of their products  

Price elasticity is influenced by factors such as  
the availability of substitutes  
degree of complementarily of the product 
degree of necessity or luxury 
the time period under consideration  
proportion of income spend on the product 
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Price elasticity (ep) is measured by dividing the percentage change in quantity demanded through the percentage change in the price of the 
product. 
 
 

 

The  percentage change in quantity demanded  is equal to the change in 
quantity demanded, divided by quantity demanded times 100. (more) 

The percentage change in the price is equal to the change in price divided by 
price times 100. (more) 

The price elasticity is therefore equal to the change in the quantity demanded 
divided by quantity demanded times 100 divided by the change in the price 
divided by price times 100. 

By canceling the 100s, price elasticity ( ep) is  measured as:   

a change in quantity demanded divided by quantity demanded 
divided by the change in price divided by price.  

 

 

 

Price elasticity is important for firms since it has an 
important impact on the total revenue firms receive 
from the sales of their products.   

If a firm produces a price elastic product, that 
is ep > 1, an increase in the price will cause a 
decrease in the total revenue of the firm.  

 

 
Price elastic demand (ep > 1)  

 If the price elasticity of a product is larger than one, the demand is said to be elastic.  

In the case of an elastic demand, the percentage change in the quantity demanded is 
larger than the percentage change in the price.  

The following example illustrates this: 

Assume that the quantity demanded decreases from 100 to 70 when the price increases 
from R8 to R10. 

Percentage change in quantity demanded  

 

The change in the quantity demanded is 30.   
The average quantity demanded is  85 

(100 + 70)/2 = 85 

and the % change in the quantity is therefore  

30/85 x 100 = 35,29%  
Percentage change in price  

 

The change in the price is 2.   
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The average price is  9 

(8 + 10)/2 = 9 

and the % change in price is therefore  

2/9 x 100 = 22,22% 

 

 To calculate the price elasticity of demand the following formula is used  

 

The percentage change in the quantity demanded is equal to  46,15% while the 
percentage change in the price is equal to 22,2% 

The price elasticity is therefore equal to  

 

 

 

Price elasticity is important for firms since it 
has an important impact on the total revenue 
firms receive from the sales of their 
products.   

If a firm produces a price inelastic product, 
that is ep < 1, an increase in the price will 
cause an increase in the total revenue of the 
firm.   

 

 
Price inelastic demand (ep < 1)  

If the price elasticity of a product is smaller that one, the demand is said to be inelastic.  

In the case of an inelastic demand, the percentage change in the quantity demanded is 
smaller than the percentage change in the price.  

The following examples illustrate this: 

Assume that the quantity demanded decreases from 100 to 90 when the price increases 
from R8 to R10. 

To calculate the price elasticity of demand the following formula is used (more): 

 

The percentage change in the quantity demanded is equal to 10,52% while the 
percentage change in the price is equal to 22,2% (more).   

The price elasticity is therefore equal to 

  

 
 
 (ep)  
• Meaning of ep 1.5 = 1%�P � 1.5%�Q  
• ep along a linear demand curve various � figure 9.1  
• ep versus TR � figure 9.3 and box 9.2  
• Determinants of ep: substitutes >; complements <; Types of wants satisfied � ; Time >; proportion of income >. 
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Five categories of price elasticity ep  
 

Category Meaning Effect on total revenue 
1)perfectly inelastic demand (ep=0) 

equal to zero 

 

Q(quantity) does not change when 
P changes. perfectly inelastic 
demand 
A perfectly inelastic demand 
indicates that the quantity 
demanded remains unchanged 
irrespective of a change in the 
price of the product.  A perfectly 
inelastic demand has an elasticity 
coefficient of zero and is depicted 
by a vertical line 

TR(total revenue) changes with 
P(Price) in the same direction as 
P. There is thus an incentive for 
suppliers to raise prices.  

2)price inelastic demand (ep<0) 

smaller than zero 

 

Percentage change in Q is smaller 
than percentage change in P 
price inelastic demand 
If the quantity demanded of a 
product is not very responsive to a 
change in the price the demand 
for the product is inelastic.  In this 
case the price elasticity of a 
product is smaller that one.  In 
other words, the percentage 
change in the quantity demanded 
is smaller than the percentage 
change in the price. 

TR changes in the same direction 
as change in P’ there is thus in 
incentive for suppliers to raise 
prices.  

3)unit elasticity (ep=1) 

equal to 1 

 

Percentage change in Q is smaller 
than percentage change on P 
Unit elasticity 
Unit elasticity occurs when the 
percentage change in the quantity 
demanded is exactly equal to the 
percentage change in the in price.  
The elasticity coefficient is thus 
equal to one 

TR remain unchanged. 

4)price elastic demand (1< ep< ∞) 
 

 
price elastic demand 
If the quantity demanded of a 
product is very responsive to a 
change in the price the demand is 
elastic.  If this case the price 
elasticity of a product is larger 
than one.   In other words  the 
percentage change in the quantity 
demanded is larger  than the 
percentage change in the price 

TR changes in the opposite 
direction to change in P thus there 
is an incentive for suppliers to 
lower prices.  
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perfectly elastic demand 
 

 

Indetermined quantity (Q) demand 
at given prices (P) nothing 
demanded at a fractionaly higher 
price 
perfectly elastic demand 
A perfectly elastic demand 
indicates that if there is a slight 
increase in the price the quantity 
demanded will drop to zero. In this 
case consumers are not willing to 
pay more than the ruling price and 
even an increase of a few cents 
will decrease the quantity 
demanded to zero. A perfectly 
elastic demand curve has an 
elasticity coefficient of infinity and 
is depicted by a horizontal line 

When P increases Q falls to zero ; 
TR therefore also falls to zero.  

 

perfectly inelastic demand (ep=0) 

price inelastic demand (ep<0) 

unit elasticity (ep=1) 

price elastic demand (1< ep< ∞) 
perfectly elastic demand (ep= ∞) 

Income elasticity of demand 
the income elasticity of demand measures the responsiveness of the quantity demanded to changes in income.   

 

A positive income elasticity of demand means that an increase in income is accompanied by an increase in the quantity demanded of the 
product concerned.  Goods with a positive income elasticity of demand are called normal goods.    | 
A negative income elasticity of demand means that n increase in income leads to decrease in the quantity demanded of the good concerned.  
Goods with a negative income elasticity of demand are called inferior goods 

Price elasticity and total revenue  

Introduction 
    Price elastic demand (ep>1) and total revenue (TR) 
      Diagram 
    Price inelastic demand (ep<1) and total revenue (TR) 
     Diagram  

• Example Table 9.3 
 
 
Chapter 10 
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Utility 
Definition: satisfaction/consumer/consumption/goods + services 
Utility maximisation is the behaviour by households or consumers to maximise their satisfaction of wants by consuming goods and services 
cardinal utility 
Cardinal utility involves the idea that utility can be measured in some way.  In other words the consumer is able to assign values to the amount 
of satisfaction (utility) that he or she obtains from the consumption of each successive unit of a consumer good or service 
ordinal utility 
Ordinal utility involves the ranking of the satisfaction derived from different bundles of consumer goods or services in order of preferences. 
 
Marginal utility and total utility 
Marginal Utility:  
Marginal utility is the extra utility that a consumer gain from the consumption of one extra or additional unit of a good 
Total Utility: Example: Table 10.1  
Total utility is the sum of all the marginal utilities and represents the total satisfaction of consuming a certain amount of a good or service. 
 

Cokes consumed Marginal utility Total utility   

1 50 50  A 

2 40 90 B 

3 28 118  C 

4 14 132  D 

5 0 132  E 

6 -5 127  f 

 

 
 
 

Total and marginal utility  

The information contained in the table and diagram 
represent the marginal and total utility (measured in utils) 
Peter derives from drinking coke.  Drinking one can of coke 
provides him with 50 utils and his marginal and total utility is 
therefore 50.  Drinking a second can of coke only provides 
him with 40 utils and his marginal utility derived from the 
second can of coke is therefore 40 utils while the total utility 
from drinking two cans of coke is 90 utils (that is 50 utils for 
the first can of coke plus 40 utils for the second can of 
coke).  Drinking a third can of coke gives him a a marginal 
utility of 28 utils and a total utility of 118.  The fourth can of 
coke gives him a marginal utility of 14 utils and a total utility 
of 132 utils. 

  
file:///C:/Economic%20Granules/util02.html# 

 

 

 
 
• Average Utility: Total utility /quantity = utility per unit (TU/Q = UpU)  

(Box 10.1�average mark or score and different relationships between total, marginal and average)  
• Law of diminishing Marginal Utility: Marginal Utility (MU) eventually declines as more is consumed. 
 
Consumer equilibrium 
the consumer is said to be in equilibrium when he or she has allocated her income between different goods and services in such a way that the 
highest attainable level of total utility is reached.  
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In terms of weighted marginal utilities the consumer is in equilibrium when he or she has allocated her income between different goods and 
services in such a way that the weighted marginal utilities of the different goods and services are equal.  In other word the last rand spent on 
each product yields the same amount of extra (marginal) utility.  This is also know as Gossen's second law 
Weighted marginal utility and consumer equilibrium  
Since consumers are constrained by their incomes (they face a budget constraint) they must not only consider their preferences (utilities) for 
goods but also consider the prices of goods. What matter is the value the consumer gets for every rand they spend?   
Weighted marginal utility, which is the marginal utility per unit divided by the price per unit (MU/P), gives consumers some idea of the value for 
money they get from a unit of a good or service.  For instance, if the weighted marginal utility of product a is 10 and the weighted marginal utility 
of product b is 20 it means that product b gives more value for money than product a. Consumers are rational in the sense that they try to spend 
their income in such a way that they obtain the highest level of total utility.  Knowing the weighted marginal utility for all sorts of different goods 
and services consumers can compare the satisfaction per rand spent and they can allocate their income in such a way that they obtain the 
highest level of total utility. If the weighted marginal utility of product b exceeds that of product a the consumer will be better off by buying 
product b instead of product a.  

A consumer is said to be in equilibrium when he or she has allocated her income between different goods and services in such a way that the 
weighted marginal utilities of the different goods and services are equal.  In other word the last rand spent on each product yields the same 
amount of extra (marginal) utility.  This is also known as Gossen's second law. 
By analysing the impact of a change in the price of a product on consumer equilibrium an individual demand curve can be derived 
scale of preferences 
It is a list which reflects in order of importance the taste of a consumer 
Assumptions:  
every consumer maximize his wants by consuming goods and services (until max TU) Table 10.1 –  
SEE AND STUDY Page 178 – 179.  
is in a position to arrange his wants in order of importance (table 10.2) (ordinal utility)P180Equilibrium Conditions:  
combination has to be affordable – Table 10.3 (to many) P181 
Weighted MU must be equal – MUa /Pa = MUb/Pb – Table 10.2 (value of 30) - utility derived from the last unit of money spend on the product is 
the same  

10.4 Derivation of an individual demand curve for a product  
• Marginal utility approach can be used to derived a demand curve  
• Table 10.4 chocolate R2.00 and budget R10.00 �quantity of 2 
• Table 10.5 chocolate R1.00 and budget R10.00 �quantity of 4 
• Figure 10.1 

Derivation of an individual demand curve for a product| 
 
Chapter 11 
Law of diminishing returns 

Law of diminishing returns 

Introduction 
     Calculation of the average and marginal product 
     Diagram  

11.1 Introduction 
Types of firms 
(individual proprietorships, partnerships, companies, close corporations, cooperative, trusts, public corporations) 
The goal of the firm  
(maximize profit but principal-agent problem) 
Profit, revenue and cost  
(profit is surplus of revenue over cost, TR=PxQ, AR=TR/Q, MR=�TR/�Q : Box 11.2)  
short run  
(fixed capital equipment, variable labor) and the long run (variable labor and capital) in production and cost theory- P199. 
 
Basic cost and profit concepts 
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Accounting/ explicit costs 
Explicit costs are the monetary payments for the factors 
of production and other inputs bought or hired by the 
firm.  
In the example explicit costs consist of rent, wages, 
material cost and electricity 

 

economic cost of production  

The economic cost of production is equal to the 
opportunity costs of production which is the value of the 
best alternative uses (or opportunities) sacrificed.  It 
includes both explicit plus implicit costs.  

 

In the example economic costs is equal to explicit cost of 
R710 00 + implicit cost of R200 00 = R910 000 

 

Implicit costs 
Implicit costs are those opportunity costs which are not 
reflected in the monetary payments.  It includes the 
costs of self-owned of self-employed resources.  For an 
economist the use of these resources are not free.     

In the example the implicit costs consist of the 
opportunity cost of its own capital and the 
opportunity cost of the labour of its owner 
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Normal profit 
Normal profit is the monetary payments that the firm's 
resources could have earned in their best alternative 
uses.  Normal profit can be regarded as the minimum 
return required by the owners of the firm to engage in a 
particular operation.  Normal profit forms part of the 
firm's costs of production.  

In the example normal profit consists of the 
opportunity cost of the firms own capital and 
the opportunity cost of the labour of its owner 

In the example economic profit is equal to total revenue of R1 000 000 minus total 
explicit cost of R710 000 minus implicit cost of R200 000 which is equal to R90 000. 

 

Economic profit 
Economic profit is the difference between the total 
revenue from the sale of the firms' product(s) and the full 
opportunity cost of  the factors used in the production of 
the output.  The full opportunity cost includes the total 
explicit and implicit cost (it includes normal profit as well 
as the capital cost of own funds).  It differs from 
accounting profit in that accounting profit only takes 
explicit costs into account.  

Economic profit is sometimes called excess profit, 
abnormal profit, super-normal profit or pure profit.  

 

 
 
Economic Profit = Total Revenue – Economic costs 
Economic Costs = Explicit Costs + Implicit Costs 
Accounting Profit = Total Revenue – Accounting costs.   
Opportunity Cost = Alternative sacrificed 
Explicit cost = monetary payment 
Implicit cost = opportunity cost not reflected in monetary payment 
Economic cost: Explicit + Implicit cost 
Profit  
Accounting profit = TR – Explicit cost 
Economic profit = TR - economic cost (Explicit + Implicit)  
Normal profit = TR equal to economic cost 
Economic loss = TR < economic cost 
 
11.3 Production in the short run 
 

Short run production function 

Introduction 
Diagram 
An example 
Ranges of the short run production function 
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Definition: Physical transformation of inputs into output 
production function - A production function shows the relationship between the quantity of inputs and the maximum output that can be 
produced with these inputs within a given time period with a given technology 
short run production function 
The short run is defined as the period during which at least one of the inputs are fixed. 
Fixed inputs 
A fixed inputs are inputs whose quantity cannot be altered in the short run.  Examples of fixed inputs are rent on buildings, interest payments on 
past borrowings and cost of machines 
Total product (TP) 
The  product (TP) is the total physical output produced by a firm. 
Average product (AP) 
The average product (AP) of the variable input is the average number of units of output produced per unit of the variable input.  It is obtained by 
dividing total product by the units of variable input (for instance labour) that is employed to produce the total product. 
 

 

Marginal product (MP) 
The marginal product (MP) of the variable input is the number of additional units of output produced by adding one additional unit (the marginal 
unit) of the variable input.  It measures the contribution of an additional unit of the variable input to total production 

 
Average and marginal product 
C:\Economic Granules\mic_tp07.html 
 
• Fixed input: cannot be altered in the short run versus Variable input can be altered in the short run 
• Production function: relationship between inputs and outputs 
• Law of diminishing returns: more inputs/ production process/ point is reached/ MP�, AP�, TP�  
• Table 11.2 � Figure 11.2  MP &  AP relationships in figure 11.3 
 

Cost of production 

Total cost 
   Total average cost 
Fixed cost 
  Average fixed cost  
Variable cost 
  Average variable cost 
Marginal cost 
   An example 
Marginal cost, average cost and average variable cost 
Relationship between production and cost 
  An example 
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.
(more) 

average fixed cost (AFC)   
Average fixed cost (AFC) is the total fixed cost 
divided by total product (output) and decreases 
steadily as more units are produced 

 

average variable cost (AVC) 
Average variable cost is the total variable cost 
divided by the total product.  It normally falls, 
reaches a minimum and then increases 

 Average cost (AC) 
Average cost is the total cost divided by 
total output.  For example, if the total cost 
of producing 1 000 tables is R910 000 
then the average cost is R910 000 
divided by 1 000 = R9 100 
 

 

   

 

 
 
• Economic cost include Opportunity cost = Implied cost 
• Fixed Cost: remains constant irrespective of Q versus Variable cost: change when total product changes 
• AFC = TFC/TP, AVC = TVC/TP, AC = TC/TP, MC = �TC/�TP  
• Table 11-4 � Figure 11.5 and 11.6  
• Relationship between production and cost  
Figure 11.7 Maximum MP � Minimum MC  
                   Maximum AP � Minimum AVC  
 
Chapter 12 
Perfect competition 
Perfect competition occurs when none of the individual market participants (ie buyers and sellers) can influence the price of the product. 
Definition: No market participant � influence � price �” Price Taker” 
Requirements:  
large number of buyers and sellers 
no collusion  
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identical products 
freedom of entry and exit 
perfect knowledge 
no government intervention 
mobile factors of productions 
 
Relevance:  
1)Can learn a lot about the functioning of those markets (particularly in agriculture) where to conditions for perfect competition come close to 
being satisfied 
2)Perfect competition represents a clear and meaningful starting point for analyzing the determination of price and output 
3)Perfect competition represents a standard against which the functioning of all other markets can be compared 
4)A Good knowledge of the functioning of perfectly competitive markets , along with information about conditions in particular markets , is often 
sufficient for a meaningful analysis of the market.   
 
12.2 The Demand for the product of the firm 
 

 
In the market the equilibrium market price, P1, is determined by the interaction between demand, which is downward sloping, and supply, 
which is upward sloping.  By extending this price to the graph for the firm, the firm's demand curve, which is horizontal, can be derived.  
This horizontal demand curve indicates that the firm can supply any quantity (a,b or c) without affecting the price of the product since its 
output in relation to the market output is too small.  
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The competitive firm is a price taker.  It cannot sell its product for a price higher than the market price since customers can purchase the 
product from other suppliers at the market price.  Nor will the firm charge a lower price than the market price, P1, since it can sell all its 
output at the market price. 
 
• Demand Curve = Sales Curve � horizontal at market price (figure 12.1) Higher � another supplier, lower � not optimum “ Price Taker” 
• Receive same price for any number of units therefore MR = AR = P (Box 12.1 – Numerical proof) 3* 
 
12.3 Equilibrium of the firm under perfect competition  
• Shut down rule: (figure 12.7) TR = TVC (AR = AVC) � TR just sufficient to cover TVC, continue in order to r etain employees and clients 
• Competitive firm:  Shut-down point 
• file:///C:/Economic%20Granules/mic_perf13.html# 

 
• Profit maximizing rule: (figure 12.5) MR = MC � revenue earned from the last add itional unit (MR) is equal to the cost of producing the 

last unit (MC). 
  MR < MC � profit decreasing  
  MR > MC � expanding production increase profit  

Profit-maximising rule 
The profit-maximizing rule states that profits are maximise 
where the positive difference between total revenue (TR) and total cost (TC) is at a maximum  
or  
where marginal revenue (MR) is equal to marginal cost (MC) 
Profit maximizing rule  - C:\Economic Granules\mic_perf06.html 

Marginal cost (MC) 
Marginal cost is the increase in total cost when one additional unit of output is produced 
C:\Economic Granules\mic_tct07.html 

• Different equilibrium positions: figure 12.6 
a) AR > AC � Economic Profit  
b) AR = AC � Normal Profit  
c) AR < AC � Economic Loss (if AR = AVC � shut down point)  

 
12.4 The supply curve of the firm and the market supply curve 
• Figure 12.7 � various quantities at different prices. Not below (b) � close down point (does not cover variable cost) 
• Supply curve slope = MC curve slope � because MC� as output(supply)�  
• Market Supply = ∑ individual supply curve 

 

The supply curve of the firm and the market supply curve   

Introduction  
Supply curve of the firm  

•  
 
12.5 Long-run equilibrium of the firm and the industry under perfect competition 
SUMMARY 
Thus far, we have examined only the position of an individual firm in the short run. 
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We now turn to the long run and examine, in addition, the position of the industry (ie the collection of firms that supply a specific product in 
the market). In production theory, the long run is defined as a period that is long enough for the firm to change the quantities of all the inputs in 
the production process as well as the process itself. 
That would mean, for example, that there is enough time for the firm to build a new factory, install new machines and use new techniques of 
production. 
In the long run, two things can change: 
� First, new firms can enter the industry (when economic profits are realised) 
and existing firms can leave (when economic losses are realised). 
� Secondly, all factors of production become variable and existing firms earning  economic profit in the short run may decide to expand their 
plant sizes to realise economies of scale. (A firm realises economies of scale when the cost per unit produced decreases as increasingly more 
units are produced.) In the long run there are no fixed inputs — all the inputs, including all the factors of production, are variable. In this module 
only the first change is examined. Changes in plant size and cost are covered in a second-year module. 
The impact of entry and exit on the equilibrium of the firm and the industry 
In the previous two sections we saw that an individual firm can be in equilibrium in the short run where it makes an economic profit or an 
economic loss. These positions, however, are not sustainable in the long run under conditions of perfect competition. (Remember that one of 
the conditions for perfect competition is complete freedom of entry and exit.) 
When firms are making economic profits, this will induce new firms to enter the industry and when this happens, the market (or industry) 
supply will increase, thus reducing the market price, ceteris paribus. In other words, the supply curve shifts to the right with a consequent 
decrease in price (see Figure 9-1 below). Similarly, firms making economic losses will leave the industry in the long run, thus reducing the 
market (or industry) supply and raising the market price, ceteris paribus. In other words, the supply curve shifts to the left with a consequent 
increase in price (see Figure 9-2 below).  

 
The industry will only be in equilibrium in the long run if all the firms are making normal profits. Only then will there be no inducement 
for new firms to enter the industry, or for existing firms to leave it. With complete freedom of entry and exit, there will always be some movement 
(ie disequilibrium) in the industry when firms are making economic profits or losses. Thus, economic profits in a competitive industry are a signal 
for the entry of new firms. The industry will expand, pushing the price down until the economic profits fall to zero (ie only normal profits are 
earned). Economic losses in a competitive industry are a signal for the exit of loss-making firms. The industry will contract, driving the market 
price up until the remaining firms are covering their total costs (ie until normal profits are earned).  
Chapter 13 
 
13.1 Market Structure 
• Perfect Competition vs. Monopoly vs. Monopolistic Competition vs. Oligopoly � Table 13.1 
Number of firms/ Nature of product/ Entry/ Information/ Collusion/ Control over price/ Demand curve/ Economic Profit The behaviour of a firm 
depends on the features of the market in which it sells its product(s) and on its production costs. The major organisational features of a market 
are called the structure of the market (or market structure). These features include the number and relative sizes of sellers and buyers, the 
degree of product differentiation, the availability of information and the barriers to entry and exit. 
The different market structures 
The key features of the four different market structures are summarised in Table 10-1. 
We now discuss each of the criteria. 
� The first criterion is the number of firms, which can vary between one and many. Perfectly competitive firms are all price takers (ie they 
cannot influence the price of their product), but monopolies and imperfectly competitive firms are price makers or price setters (ie they each 
have some influence on the price of their product). 
� The second criterion is the nature of the product. The product can be homogeneous (identical, standardised) or it can be heterogeneous 
(differentiated, non-standardised). The distinction between homogeneous and heterogeneous products is not based on technical differences 
between them. 
� The third factor, entry (or mobility), refers to the ease or difficulty with which firms can enter and exit the market. Entry can vary from perfectly 
free (under perfect competition) to totally blocked (under monopoly). 
� The fourth factor is the information (or degree of knowledge) about market conditions available to market participants.  
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Collusion occurs when two or more sellers enter into an agreement, arrangement or understanding with each other to limit competition between 
or among them. Collusion, which is only common in oligopoly, is discussed later in this study unit under oligopoly. 
� A perfectly competitive firm has no control over the price of its product (ie it is a price taker), whereas other firms have a varying degree of 
control (but never absolute control) over the prices of their products. They are price makers or price setters. 
� the seventh criterion, the form or shape of the demand curve for the product of the firm, is related to the previous one. Under perfect 
competition (covered in detail in Study Unit 9), the individual firm (as a price taker) is faced with a horizontal (or perfectly elastic) demand curve 
for its product (at the level of the market price). In contrast, other firms are all faced with demand curves sloping downwards from left to right (as 
explained in Study Unit 4) for their products and therefore have some scope for “making” or “setting” their own prices. The price elasticities of 
the demand for their products can, however, vary quite significantly.  
The last criterion is the possibility of earning an economic profit in the long run 
Perfect competition 
This market structure was covered in detail in Study Unit 9. A few examples (often approximations) are international commodity markets (gold, 
maize, sugar), financial markets (JSE Securities Exchange, foreign exchange market — when exchange rates are free floating) and local fresh 
produce markets (vegetables, fruit, meat, fish). 
13.2 Monopoly 
Main features: one seller/ no substitutes/ entry to market is blocked/ downward sloping demand curve 
Economic profit � short + long run (as entry is block) versus Perfect competition: economic profit � short run and normal � long run (no 
barriers). 
The word “monopoly” is derived from the Greek words monos, meaning “single” and polein, meaning “sell”.  The single seller or firm is called a 
monopolist or monopolistic firm. Monopoly is at the opposite extreme to perfect competition in the spectrum of market structures. The 
monopolistic firm faces a demand curve sloping downwards from left to right and can fix the price at which it sells its product. In other words, it is 
a price maker and can choose the point along the demand curve at which it wants to operate. However, once it decides on a price, the quantity 
sold depends on the market demand. A monopolist cannot set its sales and its price independently of each other. Economic profit is 
possible both in the long and short run because entry is completely blocked. 
A monopoly can also realize an economic loss in the short run. 
Contrary to what many people believe, pure monopoly is a relatively rare occurrence. 
Even if there is only one firm in the market, this fact alone is not sufficient to label it a pure monopolist. A single firm can only be classified as a 
monopolist if entry into the market is blocked. 
Examples of monopolies in South Africa are electricity supply (Eskom), fixed-line telephone service (Telkom), satellite TV (DSTV) and local 
monopolies (eg hotels, bottle stores and universities which are the only ones in a specific region). 
 
13.3 Monopolistic Competition (mini-monopoly) 
Conditions: Differentiated product, downward sloping demand curve, large number of firms, no barriers to entry. Economic profit � short run 
and normal � long run (no barriers). 
Between the extremes of pure monopoly and perfect competition there is a range of actual market structures in practice. One type of market in 
the spectrum between the extremes of perfect competition and monopoly is monopolistic competition.  



 

Economics1A            ECS101-6 

37 
In a monopolistically competitive market, a large number of firms produce similar but slightly different products. Whereas both a monopoly 
and a perfectly competitive firm produce a homogeneous (standardised, identical) product, monopolistically competitive firms produce 
heterogeneous (differentiated) products. Product differentiation 
Most products are not regarded as absolutely identical by all consumers. When there are different varieties of a product, the product is called a 
differentiated (or heterogeneous) product (see Study Unit 2 again for the difference between homogenous and heterogeneous products).  
Petrol is another example of a good which can be regarded as homogeneous or heterogeneous, depending on consumers’ 
preferences.Deliberate product differentiation is a common phenomenon in the modern economy. Each firm wants to differentiate its product 
from similar products supplied by other firms. The greater the real or perceived differentiation a firm can establish, the less price elastic the 
demand for its product becomes. The techniques of product differentiation, such as advertising, packaging, and the provision of free gifts with 
purchases, are all elements of non-price competition. In the case of differentiated products, non-price competition is often much more important 
than price competition. Advertising is discussed in more detail under oligopoly. 

 
Salient features of monopolistic competition 
The conditions for monopolistic competition can be summarised as follows (also seeTable 10-1): 
� Each firm produces a distinctive, differentiated product.  
� Each firm therefore faces a downward -sloping demand curve for its particular product. 
� There are a large number of firms in the industry.  
� There are n o barriers to entry or exit. 
Each monopolistically competitive firm has a certain degree of monopoly power, because it is the only producer of the particular brand or variety 
of the product. 
The essential difference between monopolistic competition and monopoly lies 
in the barriers to entry. Whereas entry is not restricted under monopolistic competition, it is completely blocked in the case of monopoly. This 
freedom of entry and exit is the reason why, in the long run, only normal profit is possible for monopolistic competitive firms. 
On the other hand, the essential difference between monopolistic competition and perfect competition is found in the nature of the 
product.  
 
13.4 Oligopoly 
A few large firms dominate the market, high degree of interdependent �  rival reaction to its own action is uncertain � collude e.g. OPEC  
The word “oligopoly” comes from the Greek words oligoi, meaning “few”, and polein, meaning “sell”. Under oligopoly, a few large firms 
dominate the market. When there are only two firms in the industry, it is called a duopoly Oligopoly is the most common market form in 
modern economies. When people talk about “big business” and “market power” they are usually referring to oligopolies (rather than to pure 
monopolies). 
More examples of oligopolies (often by approximation) include motorcars, tyres, breakfast cereals, cellular phones, cigarettes, beer and soft 
drinks. 
As in many other countries, by far the largest proportion of the total value of manufacturing output in South Africa is produced by oligopolies. 
The main feature of oligopoly is the high degree of interdependence between the firms. Interdependence refers to the degree to which the 
actions of one firm affect (or are determined by) the actions of other firms. Another (related) important feature of oligopoly is uncertainty. This is 
related to the interdependence among the firms. Because the firms are interdependent and no firm can ever be certain of the policies of its 
competitors, the firms operate in an uncertain environment. A third key feature is barriers to entry, which may vary from industry to industry. 
Strategy 
In an oligopolistic industry or market each firm must act strategically, since its profit depends not only on its own actions but also on the other 
firms’ actions. An oligopolistic firm must therefore always consider the possible impact of its decisions on the decisions and actions of its rivals. 
Under perfect competition and monopoly, strategic interactions are either unimportant (perfect competition) or absent (monopoly). Under 
oligopoly, however, each firm must constantly take strategic decisions. The most basic decision is whether to cooperate with the other firms in 
the industry or whether to compete with them. Oligopolists have two possible broad strategies: 
� They can join forces and act as if they were a monopoly (the collusion option).  
� They can compete with their rivals to gain a larger share of industry profits for  themselves (the competition option). The competition, in turn, 
can be price competition or non-price competition. 
COLLUSION 
Oligopolists often collude by entering into an agreement, arrangement or understanding to limit competition in the industry and maintain high 
levels of profitability in the long run. Sellers can, for example, agree to charge the same prices for certain products, to grant uniform discounts, 
or to limit their marketing and distribution to certain regions. A specific agreement among otherwise competitive firms to limit output, to set 
prices, or to share the market, is called a cartel. The purpose of the members is to operate in a particular market as a shared monopoly. 
Thus, a cartel is a formal collusive agreement whereby oligopolists agree on prices, market share, advertising expenditure, product 
development, and so on.  
Collusion is successful only if agreements can be enforced. When a large number of sellers are involved, successful collusion is highly unlikely 
(if not impossible). Some of the sellers will invariably break the agreement in the hope that the others will not notice or retaliate. With a small 
number of large producers, the distribution of profits among the members of a cartel is often a source of dispute. In practice, however, 
governments often prohibit collusion between firms. 
 COMPETITION 
When oligopolists compete, it is often in the form of non-price competition such as product development, advertising and other forms of 
marketing (such as after sales services). Price competition (where the prices of goods or services are reduced) tends to be avoided, since price 
competition will drive down the average industry price. The more fiercely firms compete to obtain a larger share of industry profits, the smaller 
these industry profits will become. Even with non-price competition this will tend to occur because product development, advertising and other 
forms of marketing all raise industry costs. 
No general theory of oligopoly 
Since oligopolistic firms are interdependent and rivalrous, and therefore act strategically, it is impossible to have a single, general theory of the 
pricing and output decisions of the firm under oligopoly. The general behaviour of oligopolists cannot be predicted with any certainty — under 
oligopoly almost anything can happen. Instead of a general theory, there are many different oligopoly theories or models, each based on 
different assumptions about the reactions of rivals to the pricing and output decisions of the firm being studied. 
Like a monopolist and a monopolistic competitor, an oligopolist faces a downwardsloping demand curve. However, the shape of the curve is 
uncertain, since this depends on how its competitors will react to price changes — they may decide to follow or not to follow any price change. 
Since oligopoly is dominated by a small number of powerful firms, the entry of new firms is more difficult than under perfect competition or 
monopolistic competition and economic profit is possible in the short and long run, given the limitations to entry. However, in contrast to 
monopoly, entry is possible and the mere threat of possible entry by new firms may be as effective in disciplining oligopolists as actual 
competition would be. The fact that the market is dominated by a few large producers does not mean that there is little or no competition under 
oligopoly. On the contrary, competition is often intense, although it tends to be non-price competition, rather than price competition (which they 
tend to avoid). The more intensely oligopolists compete, the closer they are likely to come to perfectly competitive output and price. 
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Oligopolistic firms often use advertising and product differentiation to create barriers to entry. Some firms spend huge amounts on 
advertising to create product awareness and loyalty to well-known brands (eg Coca-Cola and Castle Lager), thereby making it very expensive 
for potential rivals to enter the market.  
 Not surprisingly, the companies listed in the table are near-monopolists or 
oligopolists. Oligopolists and monopolistic competitors have the largest incentive to advertise, but firms engaged in monopolistic competition are 
too small to feature in the list.  
 
Chapter 14 
14.1 The labour market versus the goods market 

• Box 14.1 – money (nominal) wages: amount of actual money received versus real wages: purchasing power of money received   
• Versus goods market p.314 

labour market 
The labour market is a link between potential sellers (suppliers) of labour and potential buyers (demanders) of labour.   
In a competitive labour market the forces of demand and supply ensures that equilibrium, that is where the quantity of labour demanded is equal 
to the quantity of labour supplied, is reached through changes in the wage rate 
goods market 
A market is any contact or communication between potential buyers and potential sellers of a good or service.  There are thousands of markets 
for consumer goods and services in the economy. In macroeconomics all these different markets for consumer goods and services are lumped 
together under the heading the "goods market" .  In economics this is called aggregation.  
Nominal (money) Wages 
The amount of money actually received by a worker per day , week , month or year. 
Real Wages 
The quantity of goods and services that can be purchased with the nominal wage 

14.2 Perfect competitive market 
Requirements for perfect competition 
large number of buyers and sellers 
no collusion  
identical products 
freedom of entry and exit 
perfect knowledge 
no government intervention 
mobile factors of productions 
equilibrium in the labour market 
In a competitive labour market, equilibrium occurs where the quantity of labour demanded is equal to the quantity supplied. 
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individual supply of labour 
Behind the individual supply of labour is the substitution and income effect.  Each individual has to decide how to divide his or her time between 
work and leisure.  If the individual decides to work more hours he or she will receive more income with which more goods and services can be 
bought.  Working more hours, however, implies that the individual has less time available for leisure.   The individual labour supply decision 
therefore involves a trade-off between working hours and leisure shift due to non-wages determinants p.318 
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Study Guide: Employ more workers (profit) when labour (wages)<MRP (MPPxP) until Wage = MRP  
The individual supply of labour 
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Demand for labour  

Introduction 
Marginal revenue product 
    Calculation of the marginal revenue product  
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Labour market  

Equilibrium 
Equilibrium forces 
Minimum wages  

 
 

14.3 Imperfect labour markets 
imperfect labour market 
Some of the reasons why labour markets might be imperfect are: 
the existence of trade unions 
there is only one buyer 
the fact that labour is heterogeneous 
not completely mobile;  
intervention by government 
imperfect information. 
 
A trade union is one of the market imperfections.  
Craft unions - same set of skills – electricians – selected members – must have skill 
Industrial unions – all type of workers (skilled and unskilled) organised in a single bargaining unit.    
Figure 14-8 is important.  
Trade unions can try to increase wages by limiting supply, enforcing higher disequilibrium wages and assisting firms to raise the demand for the 
product of the industry. 
 
Government intervention is another form of market imperfection, because one of the basic requirements of perfect competition is that there 
should be no government intervention in the labour market. In this module we focus on only one form of intervention, namely the imposition of a 
minimum wage in a perfectly competitive market. Study this section carefully. You should be able to use a diagram (Figure 14-10) to show 
the effects of the imposition of a minimum wage (above the equilibrium wage) in a perfectly competitive labour market. Note that this is simply 
an application of minimum price fixing studied in Study Unit 5 (Chapter 8 of the textbook). 
Minimum wages:  
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