THE THEORY OF DEMAND ANDELASTICITY

Definition of market.
A maket can be defined as any arangement, which brings buyers and sdlers of paticular products
into contact. The collective actions of buyers for a particular product establish the market demand for
that product, and the collective actions of sdlers establish the market supply for tha product.
The interaction of these forces of demand and supply, i.e., market forces, establishes the market price
for any given product.

The natureof Demand and it'sDeterminants
The amount of a product tha consumers wish to purchase is cdled the quantity demanded. Demand
does not simply mean the desire to possess. Effective demand is therefore the desire to possess
something backed up by the cash to pay for it. Demand thus means the willingness and the ability to
purchase atides.
However, it isnot enough to know the quantity demanded at particular prices. The time period is dso
rdevant. To say tha demand is1000 units a a price of Kshs100 is an incomplete staement. We ned
to know whether thisquantity will be demanded per day, per week or per month.
At any one moment in time, demand is expressed as a function of price. In other words, any other
factors, which might aff ect demand, are assured to be constant.

Determinants of Quality Demanded.

The following variables influence the quantity of each product that is demanded by each individud

consumer.

1) Changesindisposableincome An increase in disposableincome will lead to an increasejidemand
for most goods and services, i.e., for norma goods.

2) Changesinthe price of substitutes: A risein the price of one gogd will Iﬁt certraction in the
demanded of that good and an increase in the demand for ationship between

substitute goodsis referred to as competitive demand
3) Changesin the price of complements: Certg @ ydemanded Fish and chips, bread and
s. A r|

butter, sugar and tea, eic ae exam pl price of one good will lead to a
contraction inthe quamty anded and ESﬁq demand for thecomplement.

4) The price ofsth ease in th e product will leed to a decrease in the
quanut product
5) x | Ogical factor fash|ons population, etc.
g ges in weather oond| m oods are demanded seasonally an a certain times of the year

demand for these goods will increase e.g. Christmas cards, exams cards, €tc.
7) Changesin consumer tastes.

Individual Demand Function
An individud's demand for a good, says good X, is the quantity of the good (good X) tha the
individud iswilling and able to buy during sometime period.
Suppose we list some of the factors, which may be expected to influence this consumer's demand for
good X over aglven period (dx) as below:
The prices of good X (Px)
The price of substitutes of good X (Ps)
The consumer's income (y)
Consumer'staste for good X (T)
Consumer's expectation about future prices (E)
Advertising (A)
Other rdevant factors (2)
Using functlond notation, we write thefollowing demand function:
dx = f(Px, Ps,y, T, E, A, Z). This staes simply tha the individud's demand for Quantity
demanded of X isafunction of dl the factors listed inthe brackets
However, economists anayze the relationship between a consumer's demand for X and the price of X
by assuming that dl the other factors influencing demand reman unchanged. Thisis the important
"ceteris paribus’ assumption which isused so widdy in dl branches of economics .We can now write
the factions:
dyx =f(Px), 'ceteris paribus.'



An individud demand curve for a good shows the rel ationship between the quantity demanded by the
individua and the price of the good ‘ ceteris paribus'.
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Market Demand Function.
Market demand for a product is the sum of the demands of theindividud customers in rdevant markets.
The market demand for good X for instance is the sum of individuds demand in the economy. The
assumption here istha the market for good X is restricted to the home economy. Suppose market demand
for good X (Dy) isbeng influenced by the foll owing factors:

The pricesof good X (Px)

The price of substitutes of good X (Ps)

Income of the economy asawhole (YY)

Society'staste for good X (T) \4

Advertising(A) &; .

Other rd evant factors (Z), we write the following mark w fuetion for good X:

Dx—f(PX Ps, Y, T, A, 2).
This states S|mply that the market dem uncilon of dl the factors listed in the

brackets : & /éa
Making ceteris paribus @‘?T 0l mg al the (@ ors constant except for the price

of X, wec&n Wr

i Pan bus’
w |son agrapgc&@n hat afdl inthe price of X will cause an increase in the
otd"quantity demanded we Rave a downward sloping market demand curve as shown on the diagram

bd ow.

Price As p[ricefalls from OP1 to OP2, thetotal quantity
demanded in the market fallsfrom X; to X.. If the
pricerise back to OP1, thequantity demanded

would fall back to X;.
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This inverse relationship between the price of a commodity and the quantity demanded is cdled the
Law of demand. According to thislaw, arise inthe price of agood leads to a fdl inthetotd quantity
demanded and viseversa

Exceptionsto law Demand.
It should be noted that the law of demand does not dways apply, i.e, it isnot an unassailable truth. There
are exceptionstoit. The following examples explan this:



NB: Market disequilibrium exists when the price and quantity of a commaodity fail to match consumers
and producers' expectdion. It sets in motion a chain of adjustmentsand re-adjustment processes.

Excess Demand and Excess Supply
Excess demand of acommodity impliesa shift of the demand curve to theright. This exerts upward
pressure on price until it rises to the new equilibrium. The diagram b ow illustrates this:
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With excess demand for good x, if price wereto remain a P, then a shortage equa to cp-o* would exist.
This shortage implies that consumers compete for scarce goods and drive the price up. This process
continues until the price rises to Py, the new equilibrium price and quantity is g.. Notice that q, is
smdler than gl. Someof theincrease in demand isdiscouraged by price increase that occurs.

Price and quantity change in thiscase would be &fected by the size of demand shift and the dasticity
of supply curve.
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The demand for good x isassumed to be fixed and only supply has increased thereby causing a shift of the
supply curve. The new equilibrium price is a Py, price and quantity change depends on the size of supply
shift and dasticity of demand.

Application of Algebra in deter mining equilibrium

- Equilibrium priceis attained at a point where force of demandand supply areequal. That is to
say, demand priceequals the supply price
Supposethe quantity demanded of commodity (Qg) X equalsa - bPand quantity supplied (Qs)
is-c+ dP, what is the equilibrium priceof commodity x?

A= gty demand when price iszero

=+ B —change inqty demand dueto
g+ P change in price
B _______'__'_'.--T-__'__* C = qty supplied & zero price
{'? T I D = change insupplied due to change
- | \ Qd=a- bP




Quantity Substitution effect: Z;- Z, and P;- P..
of Pepsi Income effect: Z,- Z3 and P,- Ps.

/ Price consumption curve

7 77 Quantity of Pizza

The totd effect of a price change is the sum of the substitution and income effects. The totd effect of

the dedine inthe price of pizza istheincrease in quantity demanded from 0Z' to0Z *. The movement
from 0Z; to 0Z; is atributable to the substitution effect while the movement from 0Z, to 0Z; is the
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Production. w()\'
. vity which sati @ ants. It isthus the creation of

Isfy a human want). Indeed, to the
hena good or services issoldto the consumer.
e~ plodetion” depends on many factors, induding the quantity and
to which they are utilized and the efficiency with which they
are combined. The volumée of production can therefore be increased when existing inputs yidd a
higher output. The latter isreferred to as anincrease in productivity and isusudly measured as average
production per worker.

The theory of production consists of an andysis of how the entrepreneur, given the state of at or
technology, combines the various inputs to produce a stipulated output in an economically efficient
manner. Production takes place within various forms of business organi zations.

Production is defined as an @1? @
utility (where_uﬂhw"x) ity of aqz
economist, t I

VA | ‘

Formsof Busness Organizations.
1. Soleproprietorship.

A sole proprietorship (or one person business) is a business under the ownership and control of a
singleindividud. It isnot only essierto start but it dso doesnot involvealot of formdities and capitd.

In Kenya, such businesses are very common and are run on family grounds and members of a specific
family manage them for profit.

Sources of fund for sole proprietorship are owners saving, loans from rdatives, friends, trade credit
and toalesser extent short term |oans from financid institutions.

Such businesses are usudly short term in that the desth of theowner |eads to itsdissolution or dosure.
Inlegd circles, there is no difference between the business and its owner. The two are the same from
the legd point of view.

Furthermore, the sole trader has no limited lidbility, i.e, his assets and ligbilities and those of his
business are one and the same thing. In the event of its dissol ution, should the business assets fal to
meat the dams of the creditors, then the personal assets to the sole proprietor can be atached to meet
the creditor'sdams.



Advantag&s of sole proprietor ships
It issimpleto start and dissolvethistype of business.

- Thesoletrader enjoystop secret of hisbusiness success/falures.

- Profit motivesusudly motivaethe sole trader towork harder.

- Closesupervision by soletrader enables him to boost sdes.

- Theowner can give personal atention to customers because the business issmdl insize

- It'sthe most highly adoptable and flexible form of business when it comes to changes.
Soledecision making guarantees swift arupt decision making.

Dlsadvantages

The economic life of a sole trader business is usudly equa to thelife of the sole proprietor. It can
therefore not atract long term financing to finance long term plans due to lack of continuity.

- Thesole proprietor has unlimited ligbility.

- The success of the business depends upon the judgment and management abilities of its owners.'
Laymen' find it very hard at times.

- Rdiesontraditiond sourcesof finance

- Lack of proper accounting knowledge hence the difficulty of distinguishing between ther own cash
and business capitd.
One person businesses a'e common in retailing, farming, building and personal services such as
hardressing.

2. Partnerships
- A partnershi_p businessisa business under the ownership and control of two or more individud swith a

view of profit. Kq
Usudly, most partnerships are of unlimited status, meaning that in the ership
business faling to meat itsobligations, then the personal assets of i be atached
to settle such obligations L

A patnership is ided where the amount of td r nably large and so cdls for

contributions from various persons

Its dso ided Wherepoollngofef Vﬁ or bestp and thusefficiency eg. in legd
or audit professions. ne partn ed without the consent of other
patner or pat-n
f any one ﬁ:ﬂl consent of theother partners.
ﬁ%ﬂmum do not@
A antages.

- Thebusiness can benefit from tdents of individuds partners.

- Morecapitd can beraised from individud patners.

- Unanimous stand on decision making guarantees sound decisions
- Patnerships have high growth due to adequate managerid tdents.

Dlﬁdvantages
Partners may not pool ther tdents equaly and thismay |lead to gpathy among partners who put more
eff orts in running of the businesses.

- There may belack of mutud trust anong partners therefore, suspicion.

- Disagreements among patnersmay delay the decision making process.

- Active patners may use business assets to achieve personal interests/gain a the expense of dormant
partners.

- Patnership businesses may have a short lifespan.

3. Joint sock companies

- A joint stock company is alegd entity tha carries out business in its own name The company is
owned by its sharehol ders whose liability islimited.
These companies are usudly governed by an Act of paliament which lay down the formaion and
generd conduct of joint stock companies.
Joint stock companies are distinct from their ownersand itsassets are owned by the company and not
its sharehol ders.
A joint stock company can either be a private limited company or apublic limited company.
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Economies ofscale Diseconomies of scale

LAC curve reaches a minimum when 0Og units are produced. Up to thislevd of output the LAC curve
is dedining. The firm is therefore experiencing economies of scade. This is because the firm has
increasing returns to sca e, assuming fixed factor prices.

As output is increased above 0g,, the LAC curve rises indicating that the firm is facing diseconomies
of scde. With fixed factor prices, thismust be because the firm is experiencing decreasing returns to
scde a these leves of output.

It issometimes suggested that firms might experience constant returns to scale as output grows so that
achange indl factor inputsresultsin an equi-proportiond change in output.

Sour ces of Economies of scale
1) Technical economies
These are usudly common in manufacturing, since they relate to the scde of the production unit.
There are severd reasonswhy costsmight fal as the scae of product increases, induding,
8 Greate scopefor division of labor - The larger the size of the production unit the more men and
machines are ableto specialize.
b) Indivisibilities - Certain items of cepitd expenditure are rdativey expensive and can not be
purchased insmaler or cheaper units, yet they may be heping rase output substantigyy E.g. the

instdlaion of automaic eectronic control systems in mdustry, tho . yidd
substantid increases in efficiency. This gives larger flrms co age over smdler
&

firms because the costs of such equipment per unit output output expands.
¢ Research and devdopment - A large firm result its own research and
development programmewhich can r% ng innoygtions.

d) Economies of Imked o..~- acturm &I res the use of more than one
machine. Large fir erate moee Iy dler ones, because it may be
When out u@ the ma:hln ‘ aCi ty.

eased d|m ternd dimensions of a contane ae increases
propomon a
2) etlng economies

These include economies from bulk purchases and economies from bulk distri bution.
Financial economies
Large firms are frequently able to obtain finance more easily on more favourable term than smadler
firms e.g. interestsrates reduction.

4) Risk bearing economies
Large firms frequently engage in a range of diverse activities so that afdl in reurn from any one
activity doesnot threaten theviability of the whole firm.

5) Managerial economies-

Sources of Diseconomies:

There is dways an optimum leve of cgpacity and increases in scde beyond this leve lead to
diseconomies of scde which manifest themsdves in rising average costs of production Diseconomies
of scde have severd sources, induding:

1) Managerial difficulties - It becomes increasingly difficult to control and coordinate the various
activities of planning, product design, sdes promotion and so on as firms grow. Thisis especidly true
wherea diverse range of products is produced.

2) Low morale - This leads to high raes of disenteeism and lack of punctudity. It may dso lead to a
lack of interest inthe job which inhibits the growth of productivity and leads to high incidence of
spoiled work.

3) Highinput prices - Asthe scde of production increases, firms require more inputs, and increasing
demand for these might bid up factor prices. Additiondly, when firms produce on a large scde, the
power of trade unionsto negotiate wage awards in excess of thegrowth of productivity thusincreasing
average labor costs.




etc.
4. Economic bads e.g. pollution, congestion and other disamenities of modern living. Economic bads

are dsoreferred to as negative outputs.

Gross National product (GNP)

- Thetotd vdue of income the domestic residents receve in a given period of timeis referred to as
Gross Nationd Product (GNP).

- Foradosed economy GNP = GDP.

- For an open economy, GNP = GDP’ This is because for an open economy, GNP would indude the

income for domestic residents outsidethe country.

Reason:

- Pats of incomes of factors of production in thedomestic economy be ong to foreigners.

- Some domestic residents may received their income from aroad e.g. payment for employment while
abroad or payment to stock of shares in aforeign company.

- GDP messures income received from the factors of production withinthenaiond boundaries.

- GNP messuresthe income of residents of theeconomy regardiess of itssource. The differ \i\ﬁaween
GDP and GNP can be depicted inthe revised flow diagram on thefigure on p€®

el GOP ’(,65
GDP a market prices =t Sﬁ X real prﬁ the economy; i.e. GDP = P.Q,
WhereP|sthqa/er =real @i f physicd production )

ﬁ%’i’ I %g@he nomy i.e,Q=C+1+G (X-M) where Q = real GDP,
sumption, G § real consumption, X=real export, M=red import and I= real

investment.
Using the norma GDP and real GDP, the GDP deflator can obtained .
GDP deflator (p) = Norma GDP = GDP

Red GDP Q
Where Pisthe GDP deflator or implicit GDP price index or price deflator
Pisobtained indirectly or implicitly by dividing GDP (nomind GDP)
Q(real GDP)

Real and Nominal GDP
Although prices serve as a convenient of market vaue, they dso distort our perception of real
output. Imagine what would happen to our cdculations if dl prices were to double from one year
tothe next. Obviously, they would lead to a doubling of the vaue of find output. Such an increase
in GDP does not reflect an increase inthe quantity of goods and services avalable to us.
Hence, a change in GDP brought about by changesin price level can give us a distorted view of
economic reality.
In order to distinguish increases the quantity of goods and services from increases in ther prices,
we must construct a messure of GDP tha takes into account price leve changes.



production process, or finished goods by firms. Inventory investment is the change, in those
stocks of goods in agiven period and a risein inventories impliespositive investment while
adedinein inventories impliesdisinvestment.

3. Investment in Residential Structures: This indudes expenditures on the maintenance of
housing and on the production of new housing. NB: When a household purchases an existing
house from other household, no investment occurs in terms of the economy as awhole, there
isno change incapitd stock, only inits ownership.

Thetotd levd of investment isreferred to gross investment. That part of investment that
raises capitd stock isreferred to as net investment.

UNEMPLOYMENT AND INFLATION

According to the Internationa Labor Office (ILO), unemployment refers to a pool of people above a
specified age who are without work, are currently avalable for work and are seeking work during a
period of ref erence.

All three conditions must be present for a person to be considered as unemployed. A person must take
clear actions in pursuit of a job. Such actions include registration a employment office, application to
employers, checking a work sites (farms, factory gates, market, etc) and placing or responding to
newspaper adverts, etc.

The unemployment rate refers to the number of unemployed people as a proportion of the laborforce.
The laborforce refers to dl those with work and dl those seeking work, i.e, the sum of employed plus
the unemployed. Individuds tha are neither employed nor seeking work are considered to be out of
the laborforce.

Types of Unemployment \4

1. Frictional unemployment: This type is associaed with normd t‘oocurs because
workers vacate certain jobs and seerch for others; or bemugﬁé&as eave thelabor maket,
thus vacating jobs, while new entrants do not po

2. Structural unemployment: Thisis caused @ﬁesﬂu re of demand. When demand for
an industry's product fdls and o number v\@er employed in tha industry fdls.
Because paticular regio s“ ft onal unemployment.

3.

is demand f ? cts subject to regular and predictable
demand for construction workers in the summer

Seasonal un
fluct @g loyment,

e
@) nthe winter ?‘6
4. clical unemployment stype Of unemployment is associated with the downsizing of the trade

wde It is sometimes czalled demsnd deficient unemployment because during the downsizing of the
cyde aggregate demand fdls and isinsufficient to purchase thefull employment levd of output.

More recently, views on the causes of unemployment have changed and following categories are
adways identified.

Voluntary unemployment: Thisis caused by the operation of the tax and socid security system. It's
difficult to estimae the extent of this, but there is no doubt that the extent of incentive for many
unemployed workers to accept employment is very low indeed.

Real wage unemployment: There is quitea widdy held view that a great ded of unemployment is
caused by relatively highreal wages. Workers price themse ves out of jobs.

Residual unemployment: This is the labd given to that group of unemployed workers who suffer
from menta or physicd disabilitieswhich may limitthe number of job opportunities avalable to them.

Defining full employment

Full employment refers to the use of dl avalable resources to produce want-satisfying goods of
sarvices.

It's the situaion in which the unemployment rate and equd to the full employment rate and there's
frictiona and real GDP of the economy equds potentid output.

Measuring unemployment:

. Number of wwempioved  olademants

X100
Worforce

Costs of unemployment



households incur costs of adjusting to thenew sets of price. The actions of theunions have the ef ect

of reducing the economy" totd output (e.g. strikes, go-slowsand working to rule)

A country with a fixed exchange rate but with afaster rate of inflaionthan its trading paties islikdy
to develop a deficit on itsbdance of payments because the domestic inflaion makes its exports less
competitive and its imports rd atively more competitive. This deficit is likey to deplete the country's
reserves. With flexible exchange rate, the country with faster inflation is likdy to experience a
depreciating currency.

Causes of inflation
1) Demand Pull inflation

Thisoccurs when aggregate demand exceeds aggregate output at the existingprice levd. It's thus
excessdemand, which initiatesinflationary pressure. Thediagram bedow illustrates this:
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MONEY AND BANKING

Despite the fact tha we are dl familiar with money and use it dmost everyday of our lives, itisdifficult to
define exactly what money is over the years, a vaiety of commodities have been accepted as money,
ranging from precious metds to catle The fact istha money is as money does, and therefore anything,
which performs the functions of money, is money. Money isa means of payment accepted in exchange. It

is thus anything, which is generdly acceptable as amedium of exchange, acts as amessure of vaueand a
store of vaue



commercid banks are required to provide periodic record to the centra bank inther foreign exchange
dedings.

6) Lender of last resort: The centrd bank extends financid accommaodation to banks in case of emerges
to commercid banks. This happens when commercid banks are tempordly in short of cash.

7) Credit control: This is the controlling of the lending capacity of the commercid banks and other
financid institutions. Because excessive supply of currency into the economy will be harmful to
economic deve opment, it isincumbent upon the government through the Centrd Bank to ensure that
there is just the right amount of money in drculaion issued in the form of credit to the various
stakeholders.

The methods employed to control credit

1) Raising the bank rate: Thisis the rae & which the CB (centrd bank) lends is money to the
commercid banks. When the bank rate isrased, the commercid banks will dso raise ther lending
ratesand vise versa.

2) Raisingtheliquidity ratio: The centra bank instructsthe commercia bank toretain a certain portion
of their depositsin cash form. Thistends to reduce the lending cgpacity of the commercid banks.

3) Compulsory or special deposits: The centrd bank instructsthe commercid banks to deposit withit a
certan pat of therr deposit. Thistherefore reduces thelending cgpacity of thecommercid banks.

4) Sdectivecontrol: If there istoo much money in circulaion, the centrd bank can instruct commercid
banks and other financid institutions to gpprove loansto only a sdected industry.

5) Open marke operation: The centrd bank can instruct commercid banks and individuds to
participate in buying govt. securities. Thiswill reduce the money tha banks have for lending and that
which individud swill have to spend.

NB: Foreign assets are held by the centra bank due to: u\k

1) To pay for govt. importsand externa debt servicing O

2) As ameans to intervene in the foreign exchange maket in \@)lhze the vdue of domestic
money vis-avisits peg.

3) Often used to gauge the capacty of the econ N@ d any ex d or domestic stocks.

- CB makes loans to financ s to I%h borrowing institution megt its
liquidity shortege. T o& t an asset ‘

- Inits functlon' govt CB d s o the govt. Nowadays; these borrowings

e | imit exce: o the govt. These dso constitutean asset to the CB.
: é r |e~3 ae anoth Ey B acquired thus, an open market operation in which the
tra bank purchases Treasury ties from the public rather than directly from the Treasury. In

some economies, centra banks alowed to purchase Treasury securitiesfrom the Treasury.

CBshold banker's deposits and govt. deposits because they act as their bankers.

Foreign liabilitiesrepresent short-term obligationsby the centrd banks to foreign sources. The largest
foreign liabilities of centra bank of Kenya are in respect to Kenya's rdations with the Internationd
Monetary Fund (IMF).

Other assets may include furniture, buildings, vehides, ec

Currency and notes form pat of the monetary base (can dso be refered to as base money or high
powered money)

According to Keynesian perspective, the CBs objective of stimulating the economy is achieved in 3

distinct steps:

An increase in money supply

A reductioninthe interest rate

3. Anincrease in aggregae spending

- If the price levedl remans constant (as Keynes assumed), the increases spending impliesan increases
quantity of goods and servicesdemanded, i.e., shiftin AD as wdl.
Lower interest rates might aso stimulate consumer spending. Household gopliances, cars and other
expensive goods are often purchased with borrowed money.
State and locd govts are particularly sensitive to money market conditions and may postpone planned
expenditures when interest rates are too high.

N

Effectiveness of monetary policy
According tothe above illustrations, monetary policy can be an eff ective mechanism for dtering the rate of
aggregate spending. Monetary policy does not aways succeed so essily like tha according to Keynes. He



