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Demand, supply and policy

Competitive market equilibrium

Equilibrium is where quantity demanded equals quantity supplied (2.3).
On the model:
Away from equilibrium the market corrects itself:
Prices do three jobs in a free market: they signal where resources are wanted, give
firms an incentive to produce, and ration scarce goods to those willing to pay.

140− 2P = 20 + 4P ⇒ 6P = 120 ⇒ P∗ = 20, Q∗ = 100
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Demand, supply and policy

Figure: Competitive market equilibrium
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Equilibrium is where quantity demanded equals quantity supplied.
Match each part of the diagram to the text.
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Demand, supply and policy

Figure: Data-response practice (Paper 2 style)
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Left: the export ban shifts world supply left. Right: a maximum price below the
new equilibrium creates a shortage.
Match each part of the diagram to the text.
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Exercise 2.1

demand shifts with supply shifts with
income (normal and inferior
goods)

costs of factors of production

prices of substitutes and
complements

technology

tastes and preferences prices of related goods (joint or competitive
supply)

future price expectations expectations, number of firms
number of consumers indirect taxes and subsidies, weather and

shocks

Equilibrium: where quantity demanded = quantity supplied. A price above it
gives excess supply (surplus): firms cut prices. A price below gives excess de-
mand (shortage): prices rise. The price mechanism works through three functions:
signalling (information), incentive (motivating firms) and rationing (sharing out
scarce goods).

Consumer surplus: the difference between what consumers are willing to pay and
what they actually pay (area under demand, above price). Producer surplus: the
difference between the price and the lowest price firms would accept (area above
supply, below price). In a competitive market at equilibrium, social (community)
surplus is maximized and marginal social benefit = marginal social cost: al-
locative efficiency.

Answer shapes: a full diagram: axes (P , Q), curves labelled, equilibria P1Q1, P2Q2,
shift arrow; then explain the chain of cause and effect.

2 Practice
2.1 Explain the difference between a change in quantity demanded and a change in
demand. [2]
P

Q
D1 D2

a

b
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Exercise 2.1

demand shifts with supply shifts with
income (normal and inferior
goods)

costs of factors of production

prices of substitutes and
complements

technology

tastes and preferences prices of related goods (joint or competitive
supply)

future price expectations expectations, number of firms
number of consumers indirect taxes and subsidies, weather and

shocks

Equilibrium: where quantity demanded = quantity supplied. A price above it
gives excess supply (surplus): firms cut prices. A price below gives excess de-
mand (shortage): prices rise. The price mechanism works through three functions:
signalling (information), incentive (motivating firms) and rationing (sharing out
scarce goods).

Consumer surplus: the difference between what consumers are willing to pay and
what they actually pay (area under demand, above price). Producer surplus: the
difference between the price and the lowest price firms would accept (area above
supply, below price). In a competitive market at equilibrium, social (community)
surplus is maximized and marginal social benefit = marginal social cost: al-
locative efficiency.

Answer shapes: a full diagram: axes (P , Q), curves labelled, equilibria P1Q1, P2Q2,
shift arrow; then explain the chain of cause and effect.

2 Practice
2.1 Explain the difference between a change in quantity demanded and a change in
demand. [2]
P

Q
D1 D2

a

b
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

a change in quantity demanded is a movement along the demand curve, caused only by a
change in the good’s own price; a change in demand is a shift of the whole curve, caused
by a non-price determinant such as income or tastes

2.2

any two: diminishing marginal utility: each extra unit gives less satisfaction, so consumers
only buy more at a lower price; income effect: a lower price raises real income; substitution
effect: the good becomes cheaper than substitutes

2.3

tea and coffee are substitutes; as coffee becomes dearer, some consumers switch to tea,
so the demand for tea increases: shift right; diagram: D1 to D2, with new equilibrium;
higher price and quantity of tea, P2 > P1, Q2 > Q1

3.1

(a) when quantity demanded is greater than quantity supplied; at a price below equilib-
rium

(b) frost cuts supply: S1 shifts left to S2; at the old price there is now excess demand
(shortage); signalling: the shortage pushes the price up, telling producers and consumers
about scarcity; rationing: a higher price reduces quantity demanded, so oranges go to
those most willing to pay; incentive: a higher price encourages more supply from other
regions (movement along S2); diagram: new equilibrium with higher price, lower quantity,
correctly labelled
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Exercise 2.2

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]

P of tea

Q of tea

[[drawlines:4]]

3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]
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Exercise 2.2

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]
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3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]

International Baccalaureate ·IB Diploma ·Economics ·SL • 2.1 Demand, supply and market equilibrium 3
exercises.lol exercises.com.cn

Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

a change in quantity demanded is a movement along the demand curve, caused only by a
change in the good’s own price; a change in demand is a shift of the whole curve, caused
by a non-price determinant such as income or tastes

2.2

any two: diminishing marginal utility: each extra unit gives less satisfaction, so consumers
only buy more at a lower price; income effect: a lower price raises real income; substitution
effect: the good becomes cheaper than substitutes

2.3

tea and coffee are substitutes; as coffee becomes dearer, some consumers switch to tea,
so the demand for tea increases: shift right; diagram: D1 to D2, with new equilibrium;
higher price and quantity of tea, P2 > P1, Q2 > Q1

3.1

(a) when quantity demanded is greater than quantity supplied; at a price below equilib-
rium

(b) frost cuts supply: S1 shifts left to S2; at the old price there is now excess demand
(shortage); signalling: the shortage pushes the price up, telling producers and consumers
about scarcity; rationing: a higher price reduces quantity demanded, so oranges go to
those most willing to pay; incentive: a higher price encourages more supply from other
regions (movement along S2); diagram: new equilibrium with higher price, lower quantity,
correctly labelled
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Exercise 2.3

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]

P of tea

Q of tea

[[drawlines:4]]

3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]
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Exercise 2.3

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]
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3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

a change in quantity demanded is a movement along the demand curve, caused only by a
change in the good’s own price; a change in demand is a shift of the whole curve, caused
by a non-price determinant such as income or tastes

2.2

any two: diminishing marginal utility: each extra unit gives less satisfaction, so consumers
only buy more at a lower price; income effect: a lower price raises real income; substitution
effect: the good becomes cheaper than substitutes

2.3

tea and coffee are substitutes; as coffee becomes dearer, some consumers switch to tea,
so the demand for tea increases: shift right; diagram: D1 to D2, with new equilibrium;
higher price and quantity of tea, P2 > P1, Q2 > Q1

3.1

(a) when quantity demanded is greater than quantity supplied; at a price below equilib-
rium

(b) frost cuts supply: S1 shifts left to S2; at the old price there is now excess demand
(shortage); signalling: the shortage pushes the price up, telling producers and consumers
about scarcity; rationing: a higher price reduces quantity demanded, so oranges go to
those most willing to pay; incentive: a higher price encourages more supply from other
regions (movement along S2); diagram: new equilibrium with higher price, lower quantity,
correctly labelled
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Exercise 3.1 (a)

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]

P of tea

Q of tea

[[drawlines:4]]

3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]
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Exercise 3.1 (a)

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]

P of tea

Q of tea

[[drawlines:4]]

3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]
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2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]
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3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

a change in quantity demanded is a movement along the demand curve, caused only by a
change in the good’s own price; a change in demand is a shift of the whole curve, caused
by a non-price determinant such as income or tastes

2.2

any two: diminishing marginal utility: each extra unit gives less satisfaction, so consumers
only buy more at a lower price; income effect: a lower price raises real income; substitution
effect: the good becomes cheaper than substitutes

2.3

tea and coffee are substitutes; as coffee becomes dearer, some consumers switch to tea,
so the demand for tea increases: shift right; diagram: D1 to D2, with new equilibrium;
higher price and quantity of tea, P2 > P1, Q2 > Q1

3.1

(a) when quantity demanded is greater than quantity supplied; at a price below equilib-
rium

(b) frost cuts supply: S1 shifts left to S2; at the old price there is now excess demand
(shortage); signalling: the shortage pushes the price up, telling producers and consumers
about scarcity; rationing: a higher price reduces quantity demanded, so oranges go to
those most willing to pay; incentive: a higher price encourages more supply from other
regions (movement along S2); diagram: new equilibrium with higher price, lower quantity,
correctly labelled
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Exercise 3.1 (b)

2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
D

2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]

P of tea

Q of tea

[[drawlines:4]]

3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
P of oranges

Q of oranges

(b) Using a diagram, explain how the price mechanism brings the orange market to a
new equilibrium. [6]

[[drawlines:6]]
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2.2 State two reasons why a demand curve slopes downwards. [2]
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Exercise 3.1 (b)

2.2 State two reasons why a demand curve slopes downwards. [2]
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2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]
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3 Exam-style questions
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(a) Define excess demand. [2]
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2.2 State two reasons why a demand curve slopes downwards. [2]
P

Q
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2.3 Using a demand and supply diagram, explain how a rise in the price of coffee affects
the market for tea. [4]
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3 Exam-style questions
3.1 A frost destroys a large part of the orange harvest in a major growing region.

(a) Define excess demand. [2]
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[[drawlines:6]]

International Baccalaureate ·IB Diploma ·Economics ·SL • 2.1 Demand, supply and market equilibrium 3
exercises.lol exercises.com.cn

Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

a change in quantity demanded is a movement along the demand curve, caused only by a
change in the good’s own price; a change in demand is a shift of the whole curve, caused
by a non-price determinant such as income or tastes

2.2

any two: diminishing marginal utility: each extra unit gives less satisfaction, so consumers
only buy more at a lower price; income effect: a lower price raises real income; substitution
effect: the good becomes cheaper than substitutes

2.3

tea and coffee are substitutes; as coffee becomes dearer, some consumers switch to tea,
so the demand for tea increases: shift right; diagram: D1 to D2, with new equilibrium;
higher price and quantity of tea, P2 > P1, Q2 > Q1

3.1

(a) when quantity demanded is greater than quantity supplied; at a price below equilib-
rium

(b) frost cuts supply: S1 shifts left to S2; at the old price there is now excess demand
(shortage); signalling: the shortage pushes the price up, telling producers and consumers
about scarcity; rationing: a higher price reduces quantity demanded, so oranges go to
those most willing to pay; incentive: a higher price encourages more supply from other
regions (movement along S2); diagram: new equilibrium with higher price, lower quantity,
correctly labelled
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