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Chapter 8 How is Price Determined?

In a market economy, the problem of 

‘For whom to produce?’ is solved by using price…

8.1 What is Price?

Nominal price: It is the price expressed in terms of Money. 

Relative price: It is the price expressed in terms of another good. If the price of good A and good B is $4 and $2 respectively, then the relative price of good A should be 2 units of good B.

8.2 What is Demand?

Individual demand

It is the quantities of a good a consumer is willing and able to buy at every prices, over a certain period of time, ceteris paribus.


Important remarks about individual demand

Backed up by purchasing power: Demand is different from a want or a desire that it must be backed up by purchasing power

A purchasing plan of a customer: It is only the plan of the consumer but not necessarily the actual amount purchased.

Specified time period: Every demand has a time period specified. The demand of a week or a year has great difference.

Ceteris paribus: It means the assumption of holding other factors constant.


Individual demand schedule

It is a consumer’s plan of purchase at different prices in the form of a table showing the relationship between price and quantity demanded of a good over a period of time, ceteris paribus.


Individual demand curve

It is the graphical representation of the demand schedule. It is downward sloping because we observe an inverse relationship between price and quantity demanded.


Demand versus Quantity demanded

Demand refers to the whole purchase plan over a period of time; quantity demanded is a point on the demand curve which refers to the quantity of a good demanded at a particular price over a period of time. 

Market demand

Market demand is the aggregate of all individual demand in an economy. It is the demand for a good or service by all consumers in the market over a certain period of time, ceteris paribus.

Market demand schedule

The quantity demanded at every price of the market should be the sum of quantity demanded of every individual at every price. 

Market demand curve

As quantity is the X-axis of the demand diagram, the adding up of individual demand at every price is called horizontal summation.

The law of demand

It states that the quantity demanded varies inversely with price, ceteris paribus.

8.3 What is Supply?

Individual supply

Individual supply is the quantity of a good that a producer is willing and able to offer for sale at different prices, over a certain period of time, ceteris paribus.


Important remarks about individual supply

Willingness and ability of production: Average cost of production increases with output. A producer might not be able to earn a profit by increasing production at a relatively low market price. Hence supply must be supported by the ability to cover its cost. 

A production plan for sale of a seller: Just as demand, it describes the planned quantity to produce at every price. 

Specified time period: Like demand, we must have a time period to define a supply with clarity.



Ceteris paribus: With the same reason as in demand.


Individual supply schedule

It is a table showing the relationship between the price and the quantity supplied of a good over a certain period of time.


Individual supply curve

It is the graphical representation of individual supply schedule. It should be upward sloping as we observe an inverse relationship between price and quantity supplied.


Supply versus quantity supplied

Quantity supplied refers to the quantity of a good that a producer is willing and able to offer for sale at a particular price over a period of time.

Market supply

It is the aggregate of all individual supply in an economy. It is the supply of a good or service by all producers in the market over a certain period of time, ceteris paribus.


Market supply schedule

The quantity supplied at every price of the market should be the sum of quantity supplied by every individual at every price. 


Market supply curve

As quantity is the X-axis of the supply diagram, the adding up of individual supply at every price is called horizontal summation.

The law of supply

It states that the quantity supplied varies directly with price, ceteris paribus.

8.4 Equilibrium Price

Market equilibrium & Equilibrium price

Equilibrium in the market of a good is a point which both consumer and producer has no tendency to change their choice. At this point quantity demanded would be equal to the quantity supplied, i.e. market clearance. The price of which the equilibrium rests is called the equilibrium price or the market clearing price.

Excess supply

Let’s assume if the market price were very high, we would find that the quantity supplied is much more than the quantity demanded, this situation is described as excess supply, or surplus.

Excess demand

Let’s assume if the market price were very low, we would find that the quantity supplied is much less than the quantity demanded, this situation is described as excess demand, or shortage.

In a market economy, the market has a tendency to self adjust towards equilibrium. If the market were in excess supply, producers would probably mark down their price and reduce their quantity supplied to prevent a loss. It would in turn stimulate quantity demanded; hence the amount of surplus would be reduced until equilibrium is reached. The same argument applies to the case of excess demand, that market price would increase until equilibrium is attained. 

Although everyone in the market makes decision of their own to maximize their own utility, the market results in equilibrium that efficiency is achieved, i.e. no excess demand or supply. Economists called this the ‘invisible hand’. 

Discussion Questions

1. In a supermarket, a packet of chocolate is sold at $10, while a can of coke is sold at $5. If the supermarket is selling cans of coke at 20% off, what is the

a) nominal price of a can of coke?

b) Relative price of a can of coke in terms of packets of chocolate?

2. Crazy sales of sportswear of a famous fashion shop increased its sales of sportswear by 200% in quantity per week.

Explain this situation in terms of the economic principle you have learnt.

3. If the price of a good is $50, the quantity demanded in the market is 20 units. If the sellers are only willing to sell 10 units, what is the quantity transacted?

4. Below is the individual demand schedule of Peter and Mary, please sketch their market demand curve.

	Price
	$3
	$4
	$5
	$6
	$7
	$8

	Qd of Peter
	0
	0
	2
	4
	6
	8

	Qd of Mary
	1
	2
	3
	4
	5
	6
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