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MCQ Mastery Study Guide: The
Theory of Demand and Supply

1.0 Foundational Concepts: Understanding
Wants and Utility

1.1 Setting the Stage: The Nature of Human
Wants

Before analyzing the mechanics of demand, it is crucial to
understand its origin: human wants. The entire field of
economics is built upon the premise that human wants
are boundless, while the resources available to satisfy
them are finite. The specific characteristics of these
wants—Dbeing unlimited, recurring, and competitive—create
the fundamental economic problem of scarcity. The theory
of demand, therefore, is an economic model that seeks to
explain how rational consumers navigate this problem by
making choices to satisfy their wants.

Core Characteristics of Human Wants



e Wants are Unlimited: Human desires are endless; as
one want is satisfied, another emerges to take its
place.

e Wants Differ in Intensity: Not all wants are equally
urgent; some require immediate satisfaction (e.g.,
thirst), while others can be postponed.

e Each Want is Satiable: While wants in the aggregate
are unlimited, a single, particular want can be fully
satisfied at a given point in time.

e Wants are Competitive: Because resources are
limited, satisfying one want often means forgoing
another, creating competition among a consumer's
desires.

e Wants Can Be Satisfied in Alternative Ways: A
single want, such as hunger, can be satisfied by
various different goods (e.g., bread, rice, burgers).

e Wants are Subjective and Relative: Desires vary
significantly from person to person, place to place, and
time to time.

e Wants are Recurring: Many wants, especially those
for basic necessities like food and water, reappear
after a certain interval.

Classification of Wants

Catego | Definition MCQ
ry Keyword/Example




Neces
saries

Goods essential for
existence and
efficiency.<br>- For Life:
Minimum requirements for
survival.<br>- For
Efficiency: Goods for
health and work
capability.<br>-
Conventional: Necessities
due to habit or social
custom.

Survival, Efficiency,
Custom,
Habit<br>Basic
food, water, clothing
('roti, kapda,
makaan'), Nutritious
food, Tea

Comfo
rts

Goods that make life easier
and more satisfying, but
are not essential for

Satisfaction,
Well-being,
Labor-saving<br>W

survival. ashing Machine,
Good Furniture, Air
Conditioner
Luxuri | Goods that are superfluous | Superfluous,
es and often consumed for Expensive,
prestige or pleasure. Prestige<br>Sports

Cars, Designer
Clothing, High-end
Jewelry




To analyze how consumers choose among these competing
wants, economists measure the satisfaction derived from
fulfilling them through the concept of utility.

1.2 Measuring Satisfaction: The Concept of Utility

Utility is the theoretical foundation upon which the entire
theory of demand is built. It refers to the want-satisfying
power of a commodity or service. Understanding how
consumers perceive and quantify this satisfaction is
essential for deconstructing why demand curves slope
downwards and how consumers make rational choices to
maximize their well-being.

Key Distinction: Cardinal vs. Ordinal Utility

e Cardinal Approach: This classical approach assumes
that utility is a quantifiable and measurable entity.
Satisfaction is expressed in numerical units called
"utils," much like weight is measured in kilograms. This
theory forms the basis of Marginal Utility Analysis
and the Law of Diminishing Marginal Utility. It posits
that a consumer can state precisely how much more
satisfaction one good provides over another (e.g.,
"This apple gives me 10 utils of satisfaction, while this
orange gives me 8 utils").

e Ordinal Approach: This modern and more realistic
approach contends that utility cannot be measured in
absolute numerical terms. Instead, a consumer can
only rank their preferences. They can determine which
combination of goods provides more, less, or equal



satisfaction, but not by how much. This approach is the
foundation of Indifference Curve Analysis.

Examiner's Trap

MCQs frequently test the assumptions behind these two
approaches. Remember this critical link:

e Cardinal Utility is the assumption behind the Law of
Diminishing Marginal Utility.

e Ordinal Utility is the assumption behind Indifference
Curve Analysis. Answering questions about one
theory with the assumptions of the other is a common
mistake.

With this foundational understanding of wants and the
measurement of satisfaction, we can now explore the core
principles of demand itself.

2.0 The Core of Demand: Price, Quantity,
and the Law

2.1 Deconstructing Demand

In economics, "demand" is a precise term with a specific
meaning that goes far beyond a simple desire. For an MCQ
exam, the distinction between a general want and effective
demand is non-negotiable. Effective demand exists only
when three specific conditions are met simultaneously.

The three essential components of effective demand are:

1. Desire: The initial wish or want for a particular
commodity.



2. Purchasing Power: The financial ability (i.e., money)
to acquire the commodity at the prevailing market
price.

3. Willingness to Spend: The readiness of the
consumer to use their purchasing power to satisfy the
desire for that commodity.

A desire without the ability to pay, or the ability to pay
without the willingness to do so, does not constitute
economic demand.

Key Distinction: Demand vs. Quantity Demanded

e Demand refers to the entire relationship between a
series of possible prices and the series of quantities
that would be purchased at each of those prices, over
a given period. It is represented by the entire demand
curve or demand schedule.

e Quantity Demanded refers to the specific amount of a
good or service that a consumer is willing and able to
purchase at one particular price, at a specific point in
time. It is represented by a single point on the demand
curve.

Logic Chain: The Flow Concept

Because demand is measured over a period of time (per
day, per week, per month) -> It is considered a flow
concept, not a stock concept (which is measured at a
single point in time, like a company's balance sheet).



The relationship between price and quantity demanded is
formalized by one of the most fundamental principles in
economics: the Law of Demand.

2.2 The Law of Demand

The Law of Demand states that, ceteris paribus (all other
factors being held equal), there is an inverse relationship
between the price of a commodity and its quantity
demanded. In simpler terms, as the price of a good falls,
the quantity demanded for it rises, and as the price rises,
the quantity demanded falls.

A Demand Schedule is a tabular representation of this
relationship.

Price of Good X (X) | Quantity Demanded of Good X
(units)

100 500

50 1000

The Demand Curve is the graphical representation of the
Demand Schedule. Its defining characteristic is that it is
downward-sloping from left to right, visually illustrating
the inverse relationship between price (on the Y-axis) and
quantity demanded (on the X-axis).

Rationale for the Law of Demand



Several economic principles explain why the demand curve
slopes downward:

e Substitution Effect: \When the price of a good
decreases, it becomes relatively cheaper compared to
its substitutes. Rational consumers will therefore
substitute the now-cheaper good for other, more
expensive alternatives, leading to an increase in its
quantity demanded.

e Income Effect (Real Income): A fall in the price of a
commodity increases the consumer's real income, or
purchasing power. With this increased purchasing
power, the consumer can buy more of the same good
without reducing their consumption of other goods.

e Law of Diminishing Marginal Utility: This law states
that the satisfaction (marginal utility) derived from
consuming each additional unit of a good decreases.
Therefore, a consumer is only willing to purchase more
units of a good if its price is progressively lower, to
compensate for the diminishing satisfaction.

e Arrival of New Consumers: As the price of a good
falls, it becomes affordable to a new group of
consumers who were previously unable to purchase it
at the higher price. Their entry into the market
increases the total quantity demanded.

While the Law of Demand is a fundamental principle,
certain specific situations exist where it does not apply.
|dentifying these exceptions is critical for exam success.

2.3 Exceptions to the Law of Demand



Exceptions to the Law of Demand describe rare scenarios
where a rise in the price of a good leads to a rise in its
quantity demanded, resulting in an upward-sloping
demand curve. These counter-intuitive cases are prime
targets for tricky MCQ questions.

Conspicuous Goods (Veblen Effect)

e Deep Dive Summary: Named after the economist
Thorstein Veblen, these goods are articles of prestige
or "show-off" items. Their primary value to the
consumer is derived from their high price, which
signals wealth and status. The desire for these goods
increases as they become more expensive because
their exclusivity makes them more desirable as a
status symbol.

e MCQ Target:

o Associated with prestige, status symbols, and
consumption by the wealthy.

o Demand increases as price increases (a positive
price-demand relationship).

o Examples: Expensive sports cars, high-end
jewelry, designer clothing.

o Demand is a function of price.

Giffen Goods (Giffen Paradox)

e Deep Dive Summary: This paradox was identified by
Sir Robert Giffen while observing the spending habits
of poor British workers. He noted that when the price of
bread (a staple, inferior good) rose, the workers had
less money remaining to buy more expensive, superior
foods like meat. To meet their basic calorie needs for



survival, they were forced to reduce their consumption
of meat and buy even more of the now-pricier bread.
e MCQ Target:

o Must be a highly inferior good.

o Must have no close substitutes.

o Must constitute a substantial part of the
consumer's budget.

o Results in a positive price-demand relationship
(upward-sloping demand curve).

o This paradox occurs because the income effect
(a price rise makes the consumer poorer, forcing
them to buy more of the cheap staple good) is
negative and so powerful that it overwhelms the
substitution effect (which encourages switching
away from the now more expensive good).

Conspicuous Necessities

e Deep Dive Summary: Certain goods, while not
essential for survival, become necessities due to
constant usage and the adoption of social norms.
Demand for these goods tends to be inelastic, and in
some cases, can even increase with price due to the
social ecosystem built around them (e.g., needing an
iPhone to use FaceTime with a peer group).

e MCQ Target:

o Not essential for survival but have become
essential due to modern lifestyle.

o Demand is driven by constant use and social
adoption.

o Examples: Televisions, refrigerators, specific
brands of smartphones.



Examiner's Trap

It is crucial to distinguish between Giffen Goods and Veblen
Goods. Giffen goods are highly inferior goods for
low-income groups where consumption is driven by
necessity and poverty. Veblen goods are luxury/prestige
goods for high-income groups where consumption is driven
by a desire for status. Both can result in upward-sloping
demand curves, but the underlying reason (poverty vs.
prestige) is the complete opposite.

Having established the rule and its exceptions, we must
now analyze the factors that cause the entire demand curve
to change its position.

3.0 Determinants of Demand: Movements
vs. Shifts

3.1 Understanding the Core Distinction

The single most frequently tested concept regarding
determinants is the difference between a change in
quantity demanded and a change in demand. A change
in quantity demanded is caused only by a change in the
good's own price, leading to movement along the existing
demand curve. In contrast, a change in demand is caused
by a change in any other relevant factor, causing the entire
demand curve to shift to a new position.

Feature Change in Quantity | Change in Demand
Demanded




Cause Change in the own | Change in factors other
price of the than own price
commodity. (income, tastes, etc.).

Effect on | Movement along |Shift of the entire

Curve the same demand |demand curve.
curve.

Terminolo | Expansion (or Increase (Rightward

gy Extension) and Shift) and Decrease
Contraction. (Leftward Shift).

Governin | Ceteris Paribus is | The Ceteris Paribus
o] assumed for other |assumption is relaxed.
Principle |factors.

3.2 Factors Causing a SHIFT in the Demand
Curve

Price of Related Goods

e Logic Chain (Substitutes): If the price of a substitute
good (e.g., coffee) increases -> that substitute
becomes less attractive -> consumers switch to the
original good (e.g., tea) -> The demand for the original
good increases (shifts right). The relationship is
direct/positive.



e Logic Chain (Complements): If the price of a
complementary good (e.g., petrol) increases -> the
combined cost of using both goods rises -> consumers
buy less of the original good (e.g., cars) -> The
demand for the original good decreases (shifts left).
The relationship is inverse/negative.

Income of the Consumer

e Logic Chain (Normal Goods): If consumer income
increases -> consumers can afford more goods and
services -> The demand for normal goods increases
(shifts right). The relationship is direct.

e Logic Chain (Inferior Goods): If consumer income
increases -> consumers switch from lower-quality
goods to higher-quality alternatives -> The demand for
inferior goods (e.g., bajra) decreases (shifts left). The
relationship is inverse.

Logic Chain (Essential Goods): If consumer income
increases -> demand for essential goods (salt, cooking
oil) may increase slightly, but not proportionally -> The
change in demand is less than the proportional
change in income.

Tastes and Preferences (including Behavioral Effects)

out".

Effect Core Motivation Impact on Demand
Bandwago | To conform with a Increases as
n Effect trend; "fear of missing | others consume

more.




Demonstra
tion Effect

To emulate the
consumption of peers
or a social group.

Increases as peers
consume.

high-priced goods.

Snob Desire to be exclusive | Decreases as

Effect and different from the others consume
common herd. more.

Veblen To display wealth and | Increases as the

Effect status through price of the good

itself increases.

Consumer Expectations

e Logic Chain (Future Price): If consumers expect
prices to rise in the future -> they will buy more now to
avoid higher future costs -> Current demand
increases (shifts right).

e Logic Chain (Future Supply/Shortage): If consumers
expect a future shortage or reduced supply -> they will
stock up now -> Current demand increases (shifts

right).

Other Factors

e Government Policy: Changes in taxes and subsidies
are non-price factors that shift the entire demand

curve.

o Taxes: Higher taxes on a commodity increase the
final price paid by consumers, making them willing




to buy less at every price point. This decreases
demand (shifts the curve left).

o Subsidies: Government subsidies lower the
effective price for consumers, making them willing
to buy more at every price point. This increases
demand (shifts the curve right).

e Consumer Credit Facilities: The availability of cheap
and easy credit, along with low interest rates,
increases the demand for expensive durable goods
like cars and houses.

Understanding what causes demand to change is the first
step. The next is to measure how much it changes, which is
the role of elasticity.

4.0 Elasticity of Demand: Measuring
Responsiveness

4.1 Price Elasticity of Demand (PED)

Price Elasticity of Demand (PED) is a critical concept that
measures the degree of responsiveness of the quantity
demanded of a good to a change in its price. It quantifies
the sensitivity of consumers to price changes. The core
formula is:

PED = (% Change in Quantity Demanded) / (% Change
in Price)

The negative sign resulting from the calculation simply
reflects the inverse relationship of the Law of Demand and



is often ignored when interpreting the magnitude of the
elasticity value.

Five Degrees of Price Elasticity

percentage change in
price.

Degree |Value Description Demand
Curve
Shape
Perfectl  E<sub>d< | A very small change in | Horizontal
y /[sub> = « | price leads to an line.
Elastic infinitely large change in
quantity demanded.
Relativ |E<sub>d< | The percentage change |Relatively
ely /sub>>1 |in quantity demanded is |flat
Elastic greater than the (Flatter).
percentage change in
price.
Unitary |E<sub>d< | The percentage change |Rectangul
Elastic |/sub>=1 |in quantity demandedis |ar
exactly equal to the hyperbola




Relativ |E<sub>d< | The percentage change |Relatively
ely /sub> <1 |in quantity demanded is |steep
Inelasti less than the percentage | (Steeper).
c change in price.

Perfectl  E<sub>d< | Quantity demanded Vertical

y /sub>=0 |does not change atall, |line.
Inelasti regardless of the

C change in price.

4.2 Methods of Measurement

Several methods can be used to calculate the price
elasticity of demand.

e Percentage/Proportional Method: This is the most
common and direct method, using the core formula:
(-) AQ/Q += AP/Por (-) (AQ/AP) * (P/Q)

e Point (Geometric) Method: This method is used to
calculate elasticity at a specific point on a linear
demand curve. The formula is simple and elegant:
Elasticity = Lower Segment / Upper Segment This
formula reveals that on a straight-line demand curve,
elasticity is different at every point: infinite at the
Y-axis, greater than 1 above the midpoint, equal to 1 at
the midpoint, less than 1 below the midpoint, and zero
at the X-axis.

e Arc Method: This method calculates elasticity over a
range or between two points on the demand curve,
providing an average elasticity for that segment. The



formulais: (-) (Q2-Q1)/(Q2+Q1) =
(P2-P1)/(P2+P1)

e Total Outlay/Expenditure Method: This method
determines elasticity by observing how total

expenditure (Price x Quantity) changes in response to
a price change.

Price Total Expenditure (P | Elasticity

Change x Q)

Price Falls | Rises Elastic (E<sub>d</sub>
> 1)

Price Falls | Remains Constant | Unitary
(E<sub>d</sub> = 1)

Price Falls | Falls Inelastic
(E<sub>d</sub> < 1)

4.3 Determinants of Price Elasticity of Demand

The elasticity of a good is not random but depends on
several key characteristics that influence consumer
responsiveness.

e Availability of Substitutes: The more close
substitutes that are available, the more elastic the
demand will be.



Nature of the Good: Necessities (e.g., salt, essential
medicine) tend to have inelastic demand. Luxuries
(e.g., sports cars) tend to have elastic demand.
Proportion of Income Spent: Goods that constitute a
larger proportion of a consumer's income (e.g.,
housing, cars) have more elastic demand.

Time Period: Demand becomes more elastic over a
longer time period, as consumers have more time to
find substitutes and adjust their consumption patterns.
Consumer Habits: Goods to which consumers are
habituated or addicted (e.g., cigarettes) have highly
inelastic demand.

Tied/Joint Demand: Goods that are used in
conjunction with another product (e.g., printer ink for a
specific printer) tend to have inelastic demand.

Pro-Tip: Memorization Aid

A useful mnemonic to remember the key determinants of
price elasticity is PUNCH BST?

P - Price Range

U - Number of Uses

N - Nature of the Commodity

C - Complementary Goods / Tied Demand
H - Habits

B - Budget (Proportion of income)

S - Substitutes

T? - Time Period & Tastes

4.4 Income and Cross-Price Elasticity



Beyond price elasticity, two other measures are crucial for
understanding demand relationships.

Elasticit | Formula Interpretation of Value

y Type

Income |%AQd/ Positive (>0): Normal Good <br>

Elasticit | % Alncome |Negative (<0): Inferior Good <br>

y Greater than 1: Luxury Good
<br> Between 0 and 1: Essential
Good

Cross-P | %AQd of Positive (>0): Goods X and Y are
rice Good X/ Substitutes. <br> Negative (<0):
Elasticit | %APrice of |Goods X and Y are

y Good Y Complements.

Now that we have fully explored the consumer's demand,
we turn to the other side of the market: the producer's

supply.
5.0 The Theory of Supply
5.1 Understanding Supply

Supply refers to the quantity of a good or service that
producers are willing and able to offer for sale at various
prices during a given period. Similar to demand, supply is a



flow concept, measured over time (e.g., per week, per
month).

The Law of Supply states that, ceteris paribus, there is a
direct or positive relationship between the price of a good
and its quantity supplied. As the price rises, producers are
incentivized to offer more for sale, and as the price falls,
they offer less. This relationship results in an
upward-sloping supply curve.

Key Distinction: Supply vs. Sale

It is important to distinguish between supply and actual
sales. Supply refers to the total quantity that is offered to
the market by producers. This may not be the same as the
quantity that is actually sold to consumers.

5.2 Determinants of Supply

Just as with demand, a change in the good's own price
causes a movement along the supply curve (termed
Expansion or Contraction). However, a change in any other
determinant will cause a shift of the entire supply curve (an
Increase or Decrease in supply).

e Logic Chain (Prices of Factors of Production): If the
cost of inputs (labor, raw materials) decreases ->
production becomes more profitable -> producers are
willing to supply more at each price -> Supply
increases (shifts right).

e Logic Chain (Technology): If technology improves ->
production becomes more efficient and less costly ->



producers can supply more at each price -> Supply
increases (shifts right).

e Logic Chain (Government Policy - Taxes): If the
government imposes higher taxes on a good -> the
cost of production increases -> profitability decreases
-> Supply decreases (shifts left).

e Logic Chain (Government Policy - Subsidies): If the
government provides a subsidy -> the cost of
production effectively decreases -> profitability
increases -> Supply increases (shifts right).

e Logic Chain (Price of Related Goods): If the price of
a related good (e.g., tomatoes) that can be produced
with the same resources rises -> producers shift
resources to produce the more profitable good -> The
supply of the original good (e.g., wheat) decreases
(shifts left).

5.3 Elasticity of Supply

Elasticity of Supply measures the responsiveness of the
quantity supplied of a good to a change in its price. The
degrees of elasticity (perfectly inelastic, inelastic, unit
elastic, elastic, perfectly elastic) are analogous to those of
demand elasticity, but the calculated value is positive due to
the direct price-quantity relationship.

Key determinants of supply elasticity include:

e Time Period: Supply is significantly more elastic in
the long run than in the short run, as producers have
more time to adjust production levels.



e Complexity of Production: Goods with simpler
production processes have more elastic supply
because output can be increased quickly.

e Factor Substitutability: If factors of production can be
easily substituted or reallocated, supply is more
elastic.

e Perishability: Perishable goods that cannot be stored
have an inelastic supply.

By mastering these core concepts, distinctions, and causal

chains, you will be equipped to deconstruct complex MCQs
and identify the logical traps set by examiners in the Theory
of Demand and Supply.
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