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Introduction
Diagrams are an essential tool of the
economist’s trade. They can assist
explanation by helping to illustrate and
simplify quite complex ideas. They can
also allow us to quickly analyse the effects
of changes in situations or variables.
The following is a selection of diagrams
that illustrate key concepts from the
CCEA AS 1 Economics unit on Markets
and Prices. The diagrams included are not
intended to be exhaustive or prescriptive.
Teachers and students are free to
supplement or amend these diagrams
to suit their own teaching and learning
requirements.
Each diagram is accompanied by a brief
explanation and an exercise which
provides students with an opportunity to
apply some aspect of the economic theory
illustrated in the diagram.
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Diagram 1: The Production Possibility
Frontier (1)
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Explanation
The production possibility frontier or curve shows the maximum combinations of two
or more goods that an economy can produce over a given period of time if it uses all its
resources efficiently. For example, assume that a country’s factors of production can
only produce two goods – televisions (TVs) and personal computers (PCs). Its production
possibility frontier would show all the combinations of these two goods that could be
produced in a year if all its land, labour and capital were fully employed.
The movement from points A to B illustrates the opportunity cost of producing extra TVs.
The above diagram is drawn as a straight line which means that opportunity costs remain
constant as resources are transferred from the production of one good to another.
Point C, which is inside the production possibility frontier, illustrates a situation in which
the economy has unemployed resources and therefore is not achieving its productive
potential.
Point D is outside the production possibility frontier and illustrates a combination of goods
that cannot be produced unless the economy grows through extra resources becoming
available or through an improvement in the quality of existing resources that allows them
to work more efficiently.

Exercise
Starting from point A, show the opportunity cost of producing 200k extra PCs.
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Diagram 2: The Production Possibility
Frontier (2)
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Explanation
The frontier above curves outwards from the origin illustrating diminishing returns and
increasing opportunity costs as resources are transferred from the production of one
good to another. Starting from point X on PPF1, the economy is producing 100k TVs and
660k PCs. If it is decided to produce an extra 50k TVs, then this is achieved by moving to
point Y on PPF1 and giving up the production of 60k PCs. If it is then decided to increase
production of TVs by a further 50k, the economy moves to point Z on PPF1, showing that
the opportunity cost has now increased to 130k PCs.
The outward movement of the curve illustrates economic growth, that is, the effect of an
increase in the productive capacity of the economy.

Exercise
Starting from the original PPF, show the effect of a recession, that is, the economy
shrinking rather than growing.
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Diagram 3: Movements Along and Shifts of
Demand and Supply Curves
(a)

(b)
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Explanation
Demand and supply curves show the relationship between price and quantities of a good
or service that are demanded and supplied in a market. As price rises demand falls and
vice- versa. As price rises so does the quantity supplied; as price falls quantity supplied also
falls. Thus changes in price cause movements along supply and demand curves. Demand
and supply curves are drawn on the assumption of ‘other things being equal’, that is, the
only factor that changes is the price.
Demand and supply can also be affected by factors other than price. When these factors
change, they cause the whole demand or supply curve to shift. Shifts to the right, from D1
to D2 and S1 to S2, show increases in demand and supply. Shifts to the left, from D1 to D3
and S1 to S3, show decreases in demand and supply.

Exercise
1. Starting from D1 in diagram (a), show the effect of a fall in the price of the good from P1.
2. Starting from S1 in diagram (b), which curve would show the effect of a rise in costs of
production?
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Diagram 4: Equilibrium Price
Price

S
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Explanation
The forces of demand and supply together determine the price that is charged in a
competitive market. Price will settle where demand and supply are equal. This is known
as the equilibrium price and is shown by P1 in the diagram above. If price is temporarily
above the equilibrium level at P2, then there will be excess supply. If price is temporarily
below equilibrium at P3, then there will be excess demand.

Exercise
On the above diagram, starting from the situation of excess demand, show what would
happen to price, demand and supply to restore equilibrium.
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Diagram 5: Changes in Equilibrium Price
Price
S

P1
P2
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D2
Q2

Q1

Quantity

Explanation
Any shift in a demand or supply curve will normally bring about a change in equilibrium
price. In the above example, a decrease in demand from D1 to D2 results in excess supply
at the old equilibrium price of P1 and drives price down to a new equilibrium level of P2. A
fall in equilibrium price can also be brought about by an increase in supply. An increase in
demand or a decrease in supply will normally result in a rise in the equilibrium price.

Exercise
Starting from the original equilibrium price and quantity of P1 and Q1, show the effect of
an increase in supply.
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Diagram 6: Interdependence of Markets
Good B

Good A
S
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S
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Explanation
In some instances when two products are related in some way, a change in demand or
supply and price in one market can lead to changes in another market. In the above
diagram, two goods are in joint supply – when good A is supplied, so is good B. An increase
in the demand for good A causes a rise in its price from P to P1 and rise in the quantity
supplied from Q to Q1. This in turn leads to an increase in the supply of good B from S to S1
and a fall in its price from P to P1.
Similar effects can be plotted for products which are related in other ways. For example,
goods which are in:
•

Joint demand (complements);

•

Competitive demand (substitutes);

•

Derived demand;

•

Composite demand; and

•

Competitive supply.

Exercise
Draw a diagram similar to the above to show the effect of a decrease in the supply of coffee
on the market for tea.

7

CCEA GCE Economics Diagram Bank | AS 1: Markets and Prices

Diagram 7: Price Elasticity of Demand
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Explanation
Price elasticity of demand refers to the responsiveness of demand to a change in price.
Price elasticity varies between products and helps to explain why some products can be
subject to greater price fluctuations than others. In the above diagram the demand curve
for one product D is flatter (more elastic) than that for another product, D1. We assume
that both products have an identical supply curve, S1 and that both markets are initially in
equilibrium at price P2. If there is now a decrease in supply from S1 to S2, the equilibrium
market price will increase. With the more elastic demand curve, the price rises from P2 to
P0, but with the more inelastic demand curve, there is a much larger price rise from P2 to
P1.

Exercise
In the above diagram, which demand curve would be more likely to represent the demand
for bread and which the demand for lemonade? Explain your answer.
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Diagram 8: Price Elasticity of Demand
(Special Cases)
(a)

(b)
PED = 0

Price

Price

PED = ∞
D

Quantity

Quantity

(c)
PED = 1

Price

Rectangular
Hyperbola

D
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Explanation
In (a) above, demand is perfectly inelastic (PED = 0) and the quantity demanded remains
the same regardless of the price charged.
In (b), demand is perfectly elastic (PED = ∞). The producer can sell as much as is produced
at the prevailing price, but even a small rise in price results in demand falling to zero.
In (c), demand is of unitary elasticity, ie PED = 1 at all points on the demand curve and any
rise in price is matched by an equal proportionate fall in demand.

Exercise
Match each of the above diagrams with the following statements:
1. Total expenditure on the good remains the same when price rises.
2. A rise in price reduces total expenditure to zero.
3. A fall in price reduces total expenditure by the same proportion.
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Diagram 9: Price Elasticity of Supply
S1

Price
P1

S
P0
P2

D2

D1
Q2

Q1

Q0

Quantity

Explanation
Price elasticity of supply refers to the responsiveness of supply to a change in price. The
elasticity of supply varies between products and also helps to explain why the prices of
some products fluctuate more than others. In the above diagram, the supply curve for
one product S is flatter (more elastic) than that for another product, S1. We assume that
both products have an identical demand curve, D1 and that both markets are initially
in equilibrium at price P2. If there is now an increase in demand from D1 to D2, the
equilibrium market price will increase. With the more elastic demand curve, the price rises
from P2 to P0, but with the more inelastic demand curve, there is a much larger price rise
from P2 to P1.

Exercise
In the above diagram, which supply curve would be more likely to represent the supply of
fish and which the supply of CDs? Explain your answer.
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Diagram 10: Price Elasticity of Supply
(Special Cases)
(a)

(b)
PES=0

Price

PES=1
Price

S
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S2

Quantity
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Explanation
In (a) above, the supply curve is vertical showing that supply is perfectly inelastic (PES = 0).
In this case, supply is fixed and does not respond at all to a change in price.
In (b), three supply curves S1, S2 and S3 are drawn through the origin. Any supply curve
drawn through the origin will have a unitary elasticity (PES = 1) as any change in price will
bring about an equal proportionate change in quantity supplied.

Exercise
In (a) and (b) above, explain what would happen to quantity supplied, if a decrease in
demand resulted in a 10% price fall?
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Diagram 11: Consumer Surplus
Price
S

Consumer
Surplus
P1

D
Q1

Quantity

Explanation
Consumer surplus is the difference between the price that consumers have to pay for a
good (shown by the equilibrium price) and the price they would have been prepared to pay
(shown by the demand curve). The consumer surplus is the benefit that consumers gain
from being willing to pay more than the equilibrium price. In the diagram above, consumer
surplus is shown by the area between the equilibrium price and the demand curve.

Exercise
Show the effect on consumer surplus of an increase in supply.
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Diagram 12: Producer Surplus
Price
S

P1
Producer
Surplus

D

Q1

Quantity

Explanation
The producer surplus is the difference the price received by firms in the market (shown by
the equilibrium price) and the cost of producing it (shown by the supply curve). Producer
surplus is the benefit gained by producers by being able to sell a good at a price higher than
that needed to secure its supply. In the above diagram, the producer surplus is shown by
the area between the equilibrium price and the supply curve.

Exercise
Show the effect on producer surplus of a decrease in demand.

13

CCEA GCE Economics Diagram Bank | AS 1: Markets and Prices

Diagram 13: Transfer Earnings and
Economic Rent
Wage rate

S

W1
Economic
rent
Transfer
earnings

D
Q1

Quantity of labour

Explanation
Transfer earnings are the minimum payment needed to keep a factor of production in its
current employment. Economic rent is a surplus paid to any factor of production over its
supply price or transfer earnings. It is the difference between what a factor of production
is earning and what it would need to be earning to keep it in its present use. In the above
example from the labour market, all workers in a particular type of employment are paid
the going wage rate of W1. Some of these would have been prepared to work for less than
this and therefore are being paid more than transfer earnings. The area above the supply
curve and under the equilibrium wage rate is therefore the economic rent earned whereas
the area under the supply curve is the transfer earnings.

Exercise
Show the effect on economic rent of an increase in the demand for labour.
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Diagram 14: Positive Externalities in
Consumption
Cost/benefit

S

P2
P1
D2

(Social benefit)

D1

(Private benefit)

Q1

Q2

Quantity

Explanation
In a free market, the price paid and quantity sold reflect the interaction of supply and
demand. In the diagram above, these are shown by P1 and Q1. Supply and demand, in turn,
reflect the private costs and benefits of producers and consumers respectively. If there
are no externalities then economic welfare will be maximised at this point. However, in
some cases, the price that consumers are prepared to pay does not reflect the benefits to
society as a whole of the consumption of the good because there are also external benefits
to people who do not consume the good directly. For example, the benefits of a university
education are not confined to the students involved. Society as a whole may benefit from a
more educated and productive workforce. University education is normally considered to
be a merit good - one that the government should encourage people to consume.
If there are positive externalities in consumption then the social benefits will be greater
than the private benefits. The optimum consumption for society would be where demand
and supply reflect the social benefits, ie private plus external benefits, at P2 and Q2. If there
are positive externalities in consumption, a private market will therefore tend to underconsume a good.

Exercise
Explain, and indicate on the diagram, how the government might respond to the underconsumption of a good with positive externalities.
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Diagram 15: Negative Externalities in
Consumption
Cost/benefit

S

P2

P1

D1

(Private benefit)

D2

(Social benefit)

Q1

Q2

Quantity

Explanation
In some cases, the price that consumers are prepared to pay does not reflect the benefits
to society as a whole of the consumption of the good because there are also external costs
to people who do not consume the good directly. For example, the consumption of alcohol
may be associated with anti-social behaviour that affects those who do not consume
it. Alcohol may therefore be considered to be a demerit good - one that the government
should discourage people from consuming.
If there are negative externalities in consumption, then the net social benefits will be less
than the private benefits. The optimum consumption for society would be where demand
and supply reflect the social benefits, ie private benefits minus external costs to consumers,
ie P2 and Q2. However, a free market without government intervention will produce and
consume where demand that reflects private benefits is equal to supply, ie P1 and Q1. If
there are negative externalities in consumption, a private market will therefore tend to
over-consume a good.

Exercise
Explain, and indicate on the diagram, how the government might respond to the overconsumption of a good with negative externalities.
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Diagram 16: Positive Externalities
in Production
Cost/benefit

S1

(Private costs)

S2

(Social costs)

P1
P2

D

Q1

Q2

Quantity

Explanation
If there are positive externalities in production then the net social cost will be less than
the private cost. For example, if a forestry business plants new trees then these may create
external benefits within society by absorbing co2 emissions. The optimum equilibrium for
society would be where demand and supply reflect the net social cost, ie private costs plus
external benefits. This occurs at P2 and Q2. However, a free market without government
intervention will produce where supply and demand reflect the private costs and benefits
at P1 and Q1. If there are positive externalities in production, a free market will therefore
tend to under-produce a good.

Exercise
Explain, and indicate on the diagram, how the government might respond to the underproduction of a good with positive externalities.
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Diagram 17: Negative Externalities in
Production
Cost/benefit

S2

(Social Costs)

S1

(Private Costs)

P1
P2

D

Q1

Q2

Quantity

Explanation
If there are negative externalities in production then the net social cost will be greater
than the private cost. For example, the air quality of the local community may be adversely
affected by the pollution created by a firm that produces chemicals. The optimum
equilibrium for society would be where demand and supply reflect the social cost, ie
private costs plus external costs. This occurs at P1 and Q1. However, a free market without
government intervention will produce where supply and demand reflect the private costs
and benefits at P2 and Q2. If there are negative externalities in production, a free market
will therefore tend to over-produce a good.

Exercise
Explain, and indicate on the diagram, how the government might respond to the overproduction of a good with negative externalities.
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Diagram 18: Indirect Taxation
(a) Specific tax

(b) Ad valorem tax

Price

S2

Price

S2

S1

S1

P2

Amount
of tax

P1

Amount
of tax

P2
P1

D

Q2

Q1

D

Quantity

Q2

Q1

Quantity

Explanation
In (a) above, the effect of a specific indirect tax (for example, 10p per unit) is illustrated. The
effect is to shift the supply curve upwards by the amount of the tax at all price levels as
any given price received from consumers is reduced by the amount of the tax that has to be
passed on to the government. This reduces the quantity consumed from Q1 to Q2 and raises
the price charged from P1 to P2.
In (b), the effect of an ad valorem indirect tax (for example, 10% of the price of the good) is
shown. Here the amount of the tax is larger as price rises and therefore the supply curve
shifts upwards by more at higher prices.
In both cases, the total tax revenue received by the government is the amount of the tax
multiplied by the new equilibrium quantity.

Exercise
Assume that the government imposes an ad valorem tax of 20% on a good with an
equilibrium price and quantity of £1 and 1 million respectively. As a result, the price rises to
£1.10 and quantity demanded falls to 900,000.
1. What is the value of price elasticity of demand?
2. How much tax revenue does the government receive?
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Diagram 19: The Incidence of an Indirect Tax
S2

Price

Amount
of Tax
P2
P1

S1

P rise to consumer
P fall to producer
D

P3

Q2

Q1

Quantity

Explanation
When an indirect tax is imposed on producers, though the supply curve shifts upwards
by the amount of the tax, the effect is for the incidence or burden of the tax to be shared
between producers and consumers. This is because producers are normally unable to pass
on all of the tax, P2P3, to consumers in the form of a higher price. In the above diagram, as
demand is relatively elastic compared to supply, the price to consumers only rises from
P1 to P2. The rest of the tax P1P3 is borne by producers who are receiving less per unit once
they have passed on the tax to the government.

Exercise
Draw a similar diagram to illustrate the incidence of an indirect tax for which demand is
more inelastic than supply.
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Diagram 20: Subsidies to Producers
Price

S1
S2

P3
Subsidy

P fall to consumer
P1
P rise to producer
P2

D
Q1

Q2

Quantity

Explanation
If the government or EU provides a subsidy to producers, this has the effect of shifting
the supply curve downwards by the amount of the subsidy as any given price paid by
consumers is supplemented by the subsidy and represents a higher price to producers. In
the above example, a specific subsidy shifts the supply curve form S1 to S2 resulting in a
fall in price from P1 to P2 and a rise in the quantity supplied and demanded from Q1 to Q2.
Unless demand is perfectly inelastic, not all the subsidy is passed on to consumers in the
form of a lower price. The subsidy is therefore shared between producers and consumers.
The total cost of the subsidy is represented by the shaded area.

Exercise
Assume that the government provides producers of a good originally selling at a price of £2
a subsidy of 20 pence per unit. As a result the market price falls to £1.95. What does this tell
you about the incidence of the subsidy?
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Diagram 21: A Maximum Price
Price
A
S

B
C

P1

Max Price

PM

D

D
O

Q3

Q1

Q2

Quantity

Explanation
Governments or other bodies may sometimes impose a maximum price on producers or
providers of a good or service. In the above diagram, the maximum price (PM) is set below
the equilibrium level (P1). This has the effect of creating an excess demand of Q3Q2 and
this means that methods other than the price mechanism have to be used to ration the
available supply between the consumers who wish to buy the product. If the maximum
price is set above the equilibrium level, it has no effect as producers can still sell all they
want at the lower equilibrium price.
A maximum price set below the equilibrium level affects the welfare of consumers and
producers and the amount of consumer and producer surplus. In the above diagram, before
the maximum price was imposed, consumer surplus was P1 A C and producer surplus was
P1 C O. When the maximum price of PM is imposed, consumer surplus now becomes PM A B
D and producer supplus falls to PM D O.

Exercise
If the government imposes a maximum price below the equilibrium level, suggest three
ways in which the available supply could be allocated between consumers. Which of these
do you think is the fairest and why?
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Diagram 22: A Minimum Price
Price
A
S

Min Price

B

PM

C

P
D

D
O

Q1

Q

Q2

Quantity

Explanation
Governments or other bodies may in certain circumstances set a minimum price for a good
or service. In this diagram above, the minimum price is set at PM above the free market
equilibrium price, P. This will result in a surplus or excess supply of the product of Q1-Q2. If
the minimum price is set below the equilibrium level, then this has no effect as producers
would already be charging a price above the minimum set.

Exercise
Assume that the government imposes a minimum price of £2.50 for a pint of beer when
the equilibrium price is £2. Analyse the consequences of this decision on consumer and
producer surplus.
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Diagram 23: A Minimum Wage
Wage Rate

Supply
of labour

a

b

c

WM

Min Wage

W

Demand
for labour

Q2

Q1

Q3

Quantity of Labour

Explanation
A minimum wage is an application of minimum pricing as the wage rate is the price
of labour. Governments sometimes set minimum wages for particular occupations or
the labour market as a whole. In the above diagram, a minimum wage is set above the
equilibrium wage rate of W. The impact of this will be to cause an excess supply of labour
ac and unemployment of ab. The amount of unemployment caused will depend on the
elasticity of demand and supply of labour. Where a minimum wage it is set below the
equilibrium level, it will have no effect as employers will already be paying a wage rate
higher than the minimum set.

Exercise
In the UK, the introduction of a national minimum wage was not accompanied by any
increase in unemployment. Suggest two reasons, why this might have been the case and
illustrate these on a diagram similar to the one above.
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