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—Oreworo

This book has three main objectives. The first and most important is to help you
achieve the highest possible grades in the AQA AS economics examinations.

The second objective is to help you to become a good economist. For those of you who
are not intending to study economics at university, | hope that reading the book will
enable you to contribute thoughtfully and informatively when discussing economic
issues with family or friends, or with prospective employers you need to impress.
And for those of you who decide to study economics or an economics-related subject
at university, I hope the book sets you on the right path and provides you with an
enjoyable introduction to economics that prepares you for studying the subject at a
higher level.

The third objective, which relates to those already stated, is to encourage you to study
economics at A2, and for you to achieve a high A-level pass at the end of your 2-year
course. With this in mind, [ recommend that you re-read, toward the end of your AS

course, the part of Chapter 1 which introduces you to ‘what economists do".

The content of the AQA AS economics specification is thoroughly covered in this book.
Most chapters also include extension material which provides a link between AS and
A2 economics. On occasion, the extension material goes further, introducing you to
economic issues and events that go beyond the narrow confines of GCE economics,
but which are of great interest to economists in the present day.

To meet my first objective of helping you to achieve a good grade,
each chapter explains the topic in the depth required for an
A-grade at AS. However, doing well in the examination also
requires demonstration of appropriate and required

& & w [ & E I at
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b
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Foreword

Economists sometimes distinguish between the necessary and sufficient conditions
required for a particular outcome to be achieved. For example, a necessary condition for
doing well at AS is to turn up and answer the questions in the examinations. However,
merely attending an examination cannot guarantee success — it is a necessary but
insufficient condition for doing well. The quality and relevance of what you write in
the exam room is really important.

Likewise, possession of knowledge about the economy and economic theory is a
necessary but insufficient condition for doing well. Knowledge is necessary, but on its
own contributes in a limited way to examination success. To achieve a high grade, you
must show understanding of knowledge, together with the ability to apply, analyse
and evaluate.

If you have applied your knowledge of economic theory to help answer the question
asked, if you have quoted from the data source or sources in the question, and, when
relevant, if you have used your knowledge of recent developments in the economy,
then you will have shown the skill of application. To display the skill of analysis, you
must construct logical arguments in your answer that involve a ‘chain of reasoning’
and use, where relevant, clearly explained diagrams.

Evaluation is the higher-order skill which separates good answers that earn an A or B
grade for the data-response question from those that at best reach grade C. Evaluation
is also the skill which exam candidates find it most difficult to display. To evaluate,
you must weigh up evidence, question assumptions you make in your answer, and
judge the relative importance of factors relevant to the question before arriving at a
reasoned conclusion. Having said that, it is always best to evaluate the strengths and
weaknesses of each argument you introduce, as you progress through your answer.

Using this book

The book is organised into three sections. In the introductory section, Chapter 1
provides a general introduction to economics and to ‘what economists do’, while
Chapter 2 introduces and explains the central economic problem of scarcity and the
resulting need for choice. It is important that you familiarise yourselves with Chapter 2
because the central economic problem is what economics is all about. Consequently, it
is relevant to every chapter in the textbook.

The main body of the textbook covers the content of the AS Units 1 and 2. The chapters
closely follow the specification.

Special features

The text contains several special features designed to aid your understanding of the

concepts and examination techniques required by AQA:

m Learning outcomes: a list of the intended learning outcomes is given at the
beginning of each chapter. These are closely linked to the specification.

= Key terms: the key term boxes provide definitions of important economic terms
or concepts relevant to the topics in the chapter and mentioned in the AQA AS
specification. A list of the key terms is also provided at the end of each unit.



» Examtips: these explainhow the chapter contentisrelevanttothe ASexaminations.
In some instances, these highlight the presence of useful background information
in the text, designed to increase the your depth of knowledge and understanding.
Full marks for a question can be earned without this background information,
but it supports your knowledge.

m Case studies: the case studies come with follow-up questions which will help you
to analyse, evaluate and improve your exam answers.

m Summaries: these appear at the end of each chapter and are a useful tool for
revision.

Exam-style questions

At the end of every chapter (apart from Chapter 1), there are four exam-style questions
on the two ‘higher-order’ skills you must display when answering data-response
questions at AS. Two questions are testing the skill of ‘analysis’ and two are testing
the skill of ‘evaluation’.

To help your revision further, additional data-response questions can be found online
at www.hodderplus.co.uk. Here, each question is followed by examiner comments, and
then by two example candidate answers.

In an exam answer do not try to display ‘all you know’, regardless of the relevance
of the information to the actual question. And do not make the mistake of rewriting
questions to fit a pre-prepared answer, rather than adapting what you know to the
needs of the question.

The AQA economics specification requires that, for the Unit 2 exam:

Candidates should have a good knowledge of developments in the UK economy
and government policies over the past 10 years (before the date of the exam).

However, it is unwise to conclude that knowledge of earlier events is unnecessary
and redundant. You cannot properly understand present-day economic events,
controversies and the views of different economists, without some background
knowledge of economic history covering the ‘ups and downs’ of the economy in earlier
years. It is also worth noting that Unit 2 exam questions sometimes ask candidates
to identify significant features or points of comparison in data series extending back
more than 10 years. A basic knowledge of economic history and of different schools
of economic thought, such as Keynesianism and monetarism, is useful to your
understanding. Where helpful, this book adopts a historical approach, particularly in
the way monetary policy, fiscal policy and supply-side economics have developed over
the years.

Starting AS economics

If you are starting an AS course in economics, you should begin by reading Chapters
1 and 2, which introduce you to the subject. How you then use the book will depend
on whether you are studying the course unit-by-unit (in which case you are probably
studying Unit 1 before Unit 2, and are probably being taught by just one teacher),
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Foreword

or whether you are studying Unit 1 and Unit 2 ‘side-by-side’ (in which case, you are
probably being taught by at least two teachers). As you read each chapter or section of
a chapter, test yourself by answering the exam-style questions at the end of the chapter.

[ hope that you find the book a useful adjunct to the course that your teachers deliver.
I wish you every success in the AS examinations and hope that you go on to study for
the full A-level qualification in economics. And while ‘luck’ is by no means the key
ingredient in eventual examination success, may | wish you the best of luck in the
course, in the examinations and in your future life!

Ray Powell







Chapter 1

vWwhat 1S economics and
whnat do economists do’”

For most of you, welcome to a new subject. Unless you have studied economics at
GCSE, it is probably only in the last week or so that you have given thought to the nature
of the economy in which you live, and to what you must learmn about the economy in the
next 9 months. This chapter aims 1o ease you into the subject so that you quickly build
up a broad idea of what you are going to study at AS in economics.

lllllllllllllllllllllllllllllllllllllllll SR AR S EEEEEREIER RS RSN ERRESERE RS EEERERERNEREEEEEREEEREEEREEREREEREREDRSEDE.]

LEARNING OUTCOMES

Starting from a position of ignorance

At the beginning of an economics course, you are not expected to know anything
about economics. For the last 2 years all your mental energy has been directed at
the GCSE subjects you have been studying, and economics might not have been one
of them.

It usually takes at least a term to settle into a new subject. This is certainly the case
with economics, which is different in many important respects from other subjects
you may have previously studied. I hope that by February or March next year you will
have settled, but if not, don't in the first instance blame yourself, blame the subject.

Economics is a current affairs related subject, so it will help if you can become
interested in what is going on in the country you live in, and also in the wider world
outside the UK. (However, you are not expected to possess this knowledge at the
beginning of the course. Any relevant current affairs knowledge you already possess
is a bonus, not a requirement.)

Nevertheless, if you are not prepared to read about current affairs in newspapers
or on web pages such as BBC News (http:/news.bbc.co.uk), you are unlikely to enjoy
economics or to do very well in the course. So start reading newspapers (getting
advice from your teachers as you go on what to read), and don’t switch off the
television whenever the news or the BBC2 programme Newsnight starts.

What is economics?

When answering this question, a good place to start is the fact that economics is
a social science. Social science is the branch of science that studies society and the

AQA AS Economics



relationships of individuals within a society. Besides economics, KEY TERM
psychology, sociology and political science are also social

sciences, as are important elements of history and geography. economics: the study of choice and
decision making in a world with limited

Psychology studies the behaviour and mental processes of an e

individual. Sociology studies the social relationships between

people in the context of society. By contrast, economics, as the name suggests,
studies the economic behaviour of both individuals and groups of people and the
economic relationships between individuals and groups.

Let me give you two examples of what I mean.

I have taken my first example, about individual behaviour, from an important
part of economics known as demand theory. This is covered early in the book, in
Chapter 3. The theory addresses consumer behaviour, or how we behave when we
go shopping. Why, for example, do people generally buy more strawberries as the
price of strawberries falls?

My second example introduces an important economic eV ——.
relationship. Having explained demand, we must go a stage

further and look at how consumers interact with firms or demand: the quantity of a good that
producers. Firms supply and sell the goods that consumers buy, households are willing to buy in a market.
and economists call the ‘place’ in which goods are bought and supply: the quantity of a good that firms

sold a market. Market interactions between consumers and are prepared to sell in a market.
producers are also explained early in the book (see Chapter 5).

Indeed, before you started this economics course, you may very well have heard the

words ‘supply’ and ‘demand’ and thought that these are what economics is about.

Well, to some extent this is true, particularly in the early chapters of this book.

Economics involves, however, a lot more than theories of individual behaviour and
economic relationships between groups of individuals.

A second possible starting point for answering the question ‘“What is economics?’
is in the word itself: ‘economics’. Related to economics is the verb ‘to economise’.
In large part, economics is the study of economising — the study of how people
make choices about what to produce, how to produce and for whom to produce, in
a world in which most resources are limited or scarce. How best can people make
decisions on how scarce resources should be allocated among competing uses, so
as to improve and maximise human happiness and welfare? This is the economic
problem, which is explained in greater detail in Chapter 2.

Introducing microeconomics and
macroeconomics macroeconomics: examines the
The subject of economics is usually divided into two parts, economy as a whole.

called microeconomics and macroeconomics. The AQA AS
economics course is organised in this way:

» Unit 1 Markets and Market Failure is microeconomic

» Unit 2 The National Economy is macroeconomic

microeconomics: examines individual
consumers, firms and markets in the
economy.

Introduction



Microeconomics is the part of economics concerned with economic behaviour
in the individual markets that make up the economy. Questions such as “What
determines the price of bread?” and ‘How many workers might an employer wish
to hire?” are microeconomic questions. Essentially, microeconomics investigates
the ‘little bits’ of the economy, namely individual consumers, firms, markets and
industries.

By contrast, macroeconomics is the part of economics that attempts to explain how
the whole economy works. Macroeconomics addresses questions such as ‘What
determines the average price level?” and ‘How do we explain the overall levels of
employment and unemployment in the economy?’” Macroeconomics examines the
aggregates rather than the little bits of the economy: the aggregate levels of output,
income, prices, employment and unemployment, and the trade flows that make up
the balance of payments.

Economic problems and economic policies

One of the most interesting areas of economics lies in studying the economic
problems facing governments and the economic policies that governments use to try
to get rid of or reduce the problems. Economic problems can be microeconomic or
macroeconomic, though some have both micro and macro elements.

At the micro level, covered by AQA Unit 1, the main problems lie in the field of
market failure. As we shall see in Chapters 9 to 12, market failure occurs whenever
markets do not perform very well — and in extreme cases fail to perform at
all. Perhaps the best-known recent and current market failure stems from
environmental pollution and subsequent global warming. | shall be examining
a number of different government policies aimed at correcting market failures.
These include taxation, subsidy and the use of regulations. Chapters 13 and 14 also
explain how government failure results when government policies are ineffective
or even downright damaging.

At the macro level, which is covered by AQA Unit 2, the main economic problems
are unemployment, a failure to achieve and sustain a satisfactory rate of economic
growth, inflation and an unsatisfactory trading and balance of payments position.
Chapter 17, together with Chapters 20 to 22, investigates these macroeconomic
problems. The final chapters of the book then examine the main macroeconomic
policies that are used to try to solve these problems. The main policies are fiscal
policy, monetary policy and supply-side policy.

Positive and normative statements in economics

A lot of economics is concerned with what people ought to do. This is particularly
true of the government. Ought the government try to reduce unemployment,
control inflation and achieve a ‘fair’ distribution of income and wealth? Most
people probably think that all these objectives are desirable. However, they all
fall within the remit of normative economics. Normative economics is about
value judgements and opinions, but because people have different opinions

AQA AS Economics



about what is right and wrong, normative statements cannot be scientifically
tested. They are just opinions.

By contrast, a positive statement can be scientifically tested to see if it is incorrect.
If a positive statement does not pass the test, it is falsified. Some positive statements
are obviously correct: for example, the statement that an apple is a

type of fruit. But a positive statement does not have to be true. For MV TERMS
example, the statement that the Earth is flat is a positive statement.

Although once believed to be true, the statement was falsified with normative: an opinion that cannot
the growth of scientific evidence. The key point is that positive be scientifically tested.

statements can in principle be tested and possibly falsified, while
normative statements cannot. Words such as ought, should, better,
worse and good and bad (used as adjectives) often provide clues that
a statement is normative.

How much maths do | need to know?

At the beginning of an economics course, students often seek advice about the
amount of mathematics they need to know or must learn to help them with their
studies. For AS and A2 economics, the answer is not very much.

The two skills you do need to develop are:

» drawing and interpreting graphs

= interpreting statistics presented in a variety of forms: tables, line graphs, bar
graphs and pie charts

You will be introduced to economics graphs and to the different ways of presenting
statistics as you proceed through this book.

Nevertheless, | must issue two warnings. First, economics contains a large number
of abstract ideas and concepts, similar to those employed in maths, summed up in
the saying ‘to an economist, real life is a special case’. A logical mind, capable of
handling abstractions, will be of great help if you are to become a good economist.
My second warning is that, unlike AS and A-level economics, university economics
is definitely mathematical. Thinking ahead, however good your eventual A-level
economics grade, you should only study economics as a single subject at university
if you are good at and enjoy mathematics. If you are weak at mathematics or if
you have dropped the subject, it would be far better to consider a joint honours
degree: for example, economics and history, economics and French, or economics
and politics.

what do economistis do?

It has been said that ‘economics is useful as a form of employment for economists’.
This essentially means that economists give advice to other people, who pay
them for the service they provide. Some economists act as private consultants,
but others are employed by central and local government, and by the Bank of
England.

Introduction

positive statement: a statement
of fact, or one that can be
scientifically tested.



CASE STUDY 1.1

How about working in the City of London?

In 2011, financial and insurance services contributed
£125.4 billion in gross output to the UK economy, which
is 9.4% of the UK's total gross output. The UK financial
services industry creates employment for 1.1 million
people, or 3.6% of all workforce jobs. Although they make
up only a small fraction of this number, economists enjoy
some of the most prestigious jobs in the City of London.

The financial firms that employ economists include
banks, research companies and accountancy firms such
as Deloitte. High-street banks such as Barclays own
investment banking subsidiaries. Until about 40 years ago,
investment banks were known by the old-fashioned name of
‘merchant banks’. This name is sometimes still used today,
but ‘investment bank’ has become a rather sexier label.

In the old days, merchant banks were relatively small
companies, often family-owned and affected by nepotism
in the sense that top jobs would be handed down from
father to son. (Women were only employed as secretanes or
cleaners.) This has now largely changed and City employees

The City of London is a prestigious place to work

Follow-up tasks

are rewarded according to their talents. Nevertheless, ‘glass
ceilings' sometimes prevent women from getting the top
City jobs that their skills deserve. The demise of Baring
Brothers provides a case study of how family-owned City
fimns have given way to a new breed of company in which
talent is the requirement for success. These days, most
investment banks are owned by intemational multinational
financial and banking corporations such as Deutsche Bank.

Capital Economics, founded in 1999 by economist
Roger Bootle, who currently writes excellent economics
articles published in the Daily Telegraph, is an important
City-basedeconomics consultancy, supplyingindependent
economic analysis to hundreds of business clients and
institutions spread across the globe. Capital Economics,
which specialises in the field of macroeconomics, employs
a number of leading economists.

To find out more about what the economists employed
by Capital Economics do, look up the staff listing at
www.capitaleconomics.com.

1 Find the website www.economistjobs.com and research the current UK job opportunities being advertised for

economists.

2 Now go to www.efinancialcareers.co.uk to research a wider field of job opportunities in financial service industries.

Click on ‘Students’ on the home page.

AQA AS Economics



City firms such as investment banks, leading companies such as Marks & Spencer
and trade unions are big employers of economists. Indeed, virtually every large
UK organisation (except perhaps religious institutions) either employs its own
economists or seeks the advice of economic consultancy firms. And, of course,
there are also thousands of economics teachers hired by universities, schools and
colleges.

The Government Economic Service (GES) is the UK’s largest employer of professional
economists, with over 1,000 economists based in 30 government departments and

agencies such as the Treasury and the Department for Business, Innovation and
Skills.

CASE STUDY 1.2

Working for the government

Central government and its agencies such as the Office for Budget Responsibility are the
biggest employers of economists in the UK. Central government departments such as the
Department for Environment, Food and Rural Affairs (Defra) take on each year 300 or
so economics graduates. Defra and other government departments advertise for economists
on the government website www civilservice.gov.uk.

Treasury economists

Her Majesty's Treasury, by its very nature, is at the heart of government. As an assistant

Treasury economist you might find yourself:

m providing analysis of tax policy

m analysing the economies of particular countries and providing advice to ministers
accordingly

m advising on the economic effects of changes in competition and/or regulation policy

m advising on current and future determinants of central government current and capital

expenditure

ensuring the economic content of ministers’ speeches is correct and understandable

providing analyses of macroeconomic developments in the UK and in the global economy

m ensuring that the full range of economic costs and benefits are considered in evaluating
policy options

Follow-up task
Go to the government website www civilservice.gov.uk and research the jobs currently being
advertised: for example, under Fast Stream Assistant Economist Appointments.

As well as providing advice to employers or clients, economists undertake research
and are involved in forecasting activity. It has been said that "An economist is a
trained professional paid to guess wrong about the economy’. The question has also
been asked “What makes a good economist?” For the non-economist, the answer is
‘An unshakeable grasp of the obvious!

But, joking apart, economics pundits to look out for include Paul Mason and
Stephanie Flanders, who work for the BBC, and journalists such as Jeremy Warner

Introduction




and David Smith (who write respectively in the Daily Telegraph and the Sunday
Times newspapers). The public face of the economics profession centres on television
appearances of economic experts or analysts giving advice on such issues as rising
or falling share prices, exchange rates or interest rates. Whether the advice of such
professional economists is useful will be for you to judge as you continue your
studies over the next few months. Whether or not you have faith in economists,
I hope you enjoy the course.

» You don't need to know anything about economics or about the economy before you start
the AS course.

» Economics is a social science and a current affairs subject.

Economics divides into microeconomics and macroeconomics.

= Microeconomics locks at the ‘little bits' of the economy.

= Macroeconomics examines the economy in aggregate.

» Government economic policies aim to reduce or eliminate economic problems.

Microeconomic policies aim to prevent or correct market failures.

» Fiscal policy, monetary policy and supply-side policy are examples of macroeconomic
policies.

» Unemployment, too low a rate of economic growth, inflation, and the state of the balance of
payments give rise to the main macroeconomic problems that governments face.

» Positive statements in economics are statements that can be scientifically tested and
possibly falsified, whereas normative statements are statements of opinion, involving value
judgements.

» Professional economists undertake research, engage in economic forecasting and provide
economic advice to clients.

AQA AS Economics



1The economic proplem Chapter 2

In Chapter 1, economics was defined as the study of choice and decision making in
a world with limited resources. It was also mentioned that economics is the study of
economising — how people make choices about what to produce, how to produce
and for whom to produce, in a world in which most resources are limited or scarce. This
chapter explains and explores the central economic prablem in greater depth.

llllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllll

LEARN!NG OUTCOMES

Economics and the economic problem

A definition of economics, similar to the one 1 have already given you, was put
forward by Professor Lionel Robbins in An Essay on the Nature and Significance of
Econornic Science in 1932. Robbins defined economics as:

The science which studies human behaviour as a relationship between ends and
scarce means which have alternative uses.

Professor Robbins’ long-established definition provides perhaps the
most well-known starting point for introducing and understanding

S ;. onomic mblman allmitada
what economics is about. How best can people make decisions about P Jp = __‘Iy. |
the allocation of scarce resources among competing uses, so as to
improve and maximise human happiness and welfare? This is the
central or most fundamental economic problem.

The economic problem, scarcity and choice

To repeat, economics is literally the study of economising — the study of how
human beings make choices about what to produce, how to produce and for whom
to produce, in a world in which most resources are limited. The central economic
problem exists because both goods and the resources needed to produce goods are
scarce. Scarcity also means that people (even the very rich) have limited incomes.

Now, if goods are scarce and incomes are limited, choices have to be made. Consider,
for example, a family with a weekly income of £1,000. The family currently spends

Introduction




£300 on housing, £250 on food, £250 on other goods and services, including heating
and lighting, and £120 on entertainment. The family’s total weekly spending on
goods and services is thus £920, meaning the family manages to save £80. Suddenly,
the cost of housing rises to £400. To avoid getting into debt, and assuming that
family income can’t increase, one or more probably unpleasant choices will have
to be made. An obvious possibility is to cut down on entertainment, such as visits
to the cinema. Other possibilities could be spending less on home heating, buying
cheaper food, cutting down on alcoholic drink and stopping saving. Something
will have to be given up. Unless the family gets into debt or its income increases, it
will have to economise even more on its spending and saving decisions.

The economic problem illustrated
on a production possibility diagram
So far, | have explained how scarcity and choice
may affect an ordinary family. In much the
same way, but on an obviously much grander
scale, the economy of the nation as a whole
faces a similar need for choice. To explain how
the economic problem affects the whole economy, I will use a diagram which you
will come across again and again in your economics course, a production possibility
diagram.

KEY TERM

production possibility diagram:
a diagram that shows different
possible combinations of goods that
can be produced using available
resources.

The key feature of a production possibility diagram is a production possibility
frontier (or production possibility curve). This can be called the PPF curve. A PPF
curve illustrates the different combinations of two goods, or two sets of goods,
that can be produced with a fixed quantity of resource, providing we assume
that all available resources are being utilised to the full. The PPF curve drawn in
Figure 2.1 illustrates the different combinations of consumer goods and capital
goods that the whole economy can produce when all the economy’s resources are
employed, with no spare capacity. To put it another way, the PPF curve shows
what the economy can produce, assuming that all the labour, capital and land
at the country’s disposal are employed to the full, and assuming a given state of
technical progress.

The economy’s

production

possibility
Figure 2.1 Using a production frontier (PPF)
possibility frontier diagram to Consumer‘
illustrate the economic problem goods
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Given that resources and capacity are limited, a choice has to be
made about the type of good to produce. Look closely at points X
and Y on the diagram. Point X shows the maximum possible output
of consumer goods, assuming that the economy only produces
consumer goods (i.e. no capital goods are produced). Likewise, point
Y shows the maximum possible output of capital goods, assuming
that the economy only produces capital goods. In fact, points
X and Y show the two extreme production possibilities, since all
goods are either consumer goods or capital goods. Finally, the line
drawn between points X and Y in Figure 2.1 shows all the different
possible combinations of consumer goods and capital goods the
economy can produce, given the available resources and given the
state of technical knowledge. This line is the economy’s production

KEY TERMS

consumer good: a good, such as
a pineapple or an mp3 player, used
by consumers to meet their needs
or wants.

capital good: a good, such as a
machine, used to produce other
goods, including consumer goods.

technical progress: improves
methods of producing existing
goods and enables completely new
types of good to be produced.

possibility frontier (PPF).

Capital goods are goods such as raw materials and machines that are used to
produce other goods. They are also known as producer goods and intermediate
goods. Capital goods are very important for economic growth. By contrast,
consumer goods (which are also known as final goods) are goods bought by
individuals and households to satisfy their wants and needs. Goods such as
cars and television sets are consumer durable goods whereas shampoo and
washing powder are non-durable consumer goods.

The purchase of capital goods (by firms) is known as investment. Likewise,
the purchase of consumer goods (by individuals or households) is called
consumption. As a general rule, if an economy decides to produce capital
goods rather than consumer goods, economic growth will take place
at a faster rate than if the people had chosen to enjoy a higher level of
consumption.

Now consider point A on the PPF curve (Figure 2.1), which shows the
economy producing K, capital goods and C, consumer goods. If people want
faster economic growth, more scarce resources must be devoted to the
production of capital goods and fewer to producing consumer goods. In
other words, there has to be a movement from point A to a position such as
point B on the PPF. Given this movement, capital good production rises to
K, but at the expense of a fall in consumer good production to C,. Society’s
choice has been to produce more capital goods at the expense of fewer
consumer goods.

EXAM TIP

You must learn to draw and interpret production possibility diagrams, which are important in
AS economics. In this chapter, a production possibility diagram has been used to illustrate
the results of scarcity and opportunity cost. Later chapters will show you how to use these
diagrams to illustrate and analyse other terms and concepts that are likely to be tested in the
AS examinations.

An iPhone is a consumer
durable good
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Opportunity cost

The movement from point A to point B on
the PPF curve in Figure 2.1 illustrates a very
important aspect of the economic problem,
namely the principle of opportunity cost.
The opportunity cost of any choice, decision
or course of action is measured in terms of the alternatives that have to be given up.
Hence the opportunity cost of increasing the production of capital goods from K; to
K; is the fall in consumer goods from C,; to C,.

KEY TERM

opportunity cost: the cost of the
next best alternative sacrificed.

Indeed, the concept of opportunity cost can be developed a stage further. Economists
generally assume that economic agents (for example, individuals, households or
firms) behave rationally. Rational behaviour means people try to make decisions
in their self-interest or to maximise their private benefit. When a choice has to be
made, the best alternative is always chosen, which means that the second best or
next best alternative is rejected. Providing people are rational, the opportunity cost
of any decision or choice is the next best alternative sacrificed or forgone.

EXTENSION MATERIAL

Suppose the economy is initially producing at point Z in Figure 2.1. Because it is producing inside its PPF, there must be
idle resources, including unemployed labour, in the economy. In this situation, the opportunity cost of increasing capital
good production from K; to K is not a fall in the production of consumer goods. Instead, it is the sacrificed opportunity
for resources to remain idle.

The type of unemployment that occurs when the economy produces inside its PPF is called demand-deficient
unemployment. This will be explained in some detail in Chapter 20. Chapter 17 explains how an outward movement of
the economy’s PPF curve illustrates economic growth.

The nature of production
As I explained in Chapter 1, and will repeat

'KEY TERMS

from time to time, the ultimate purpose of
economic activity is to improve people’s
economic welfare and standard of living. For
this to happen, material goods and services
must be consumed, although quality of life
factors, such as the pleasure derived from
family and friends, also form an important
part of welfare and human contentment.

But with the exception of goods that are
freely available at absolutely no cost, which
are known as free goods, almost all the
goods we consume must first be produced.
This requires the use of economic resources.
Finite economic resources are used up

finite resource: a resource, such
as oil, which is scarce and runs out
as it is used.

free good: a good, such as air,
for which there are no costs of
production and no scarcity.

production: a process, or set of
processes, that converts inputs into
outputs of goods.

renewable resource: aresource,
such as timber, that with careful
management can be renewed as it
is used.
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| he economic problem

when they are employed to produce goods and services, and hence are not then
available for further use. By contrast, as the name indicates, renewable economic
resources can be used again and again, with careful management, and do not run
out as production takes place.

The basic nature of production is shown in Figure 2.2. Production is a process, or
set of processes, that converts inputs into outputs. The eventual outputs are the
consumer goods and services that go to make up our standard of living, though
inputs are of course also used to produce the capital goods that are necessary for the
eventual production of consumer goods.

Land

l

Labour

l

Inputs or factors ) Output of goods or

of production : services for sale in markets
Capital

l

A firm, business
or enterprise

Enterprise Figure 2.2 The nature of

1

factors of production

Economists call the inputs of the production process factors of e —
production. Four factors of production are usually identified.

production

These are land, labour, capital and enterprise, the last often factors of production: inputs into
being called the entrepreneurial input. Entrepreneurs are the production process, such as
different from the other factors of production. They are the people land, labour, capital and enterprise.

who address the issues introduced in Chapter 1, deciding what

to produce, how to produce it and for whom to produce it. An

entrepreneur decides how much of the other factors of production, including
labour, to employ. The costs of employing land, labour and capital become the
firm’s costs of production. In essence, the entrepreneur is a financial risk taker
and decision maker. Profit, which is the entrepreneur’s financial reward, results
from successful decision making. Entrepreneurial profit is the profit left over
after the cost of employing the other factors of production is deducted from the
sales revenue gained from the sale of the goods and services the entrepreneur
decides to produce.

The economic problem and economic systems

An economic system is a set of institutional arrangements whose function is to
employ most efficiently scarce resources to meet the ends of society.

The United Nations Dictionary of Social Science
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Although the problem of scarcity is fundamental and common to all forms of human
society — from humble tribal groupings of hunter-gatherers in the Amazonian
forest to rich nations such as the USA — different societies have produced different
institutional frameworks and methods for allocating scarce resources among
competing uses. The set of institutions within which a community decides what,
how and for whom to produce is called an economic system.

Classification of economic systems by allocative mechanism
Perhaps the most widely used method of defining and classifying economic systems
is according to the type of allocative mechanism by which scarce resources reach
the people who eventually consume or use them.

There are a variety of ways in which wealth and purchasing power can be allocated
among individuals, including inheritance and other types of gift, theft and chance
(such as winning a fortune on the National Lottery). However, the two allocative
mechanisms by which economic systems are defined are the market mechanism
(or price mechanism) and the command

mechanism (or planning mechanism).
; . . KEY TERMS
An economic system in which goods and

services are purchased through the price command economy: the planning
mechanism in a system of markets is called mechanism allocates resources
a market economy, whereas one in which between competing uses.

governn}enl officials or pllanners allocate market sconomy: markets and
economic resources to firms and other prices allocate resources between
productive enterprises is called a command competing uses.

economy (or planned economy).

Market economies

In a pure market economy, the market mechanism (the price mechanism and market
forces) performs the central economic task of allocating scarce resources among
competing uses. A market economy comprises a large number of markets varying in
the degree to which they are separated from and interrelated with each other.

A market is a meeting of buyers and sellers in which goods or services are exchanged
for other goods or services. Occasionally, the exchange occurs through barter or
the swapping of goods. More usually, however, the buyers and sellers use money
as the means of exchange. One good or service, such as labour, is exchanged for
money, which is then traded a second time for other goods or services, sometimes
immediately but often some time later. The exchange must be voluntary; if one party
forces a transaction upon the other, it is not a market transaction.

Transport costs and lack of information may create barriers that separate or
break up markets. In past centuries, such barriers often prevented markets from
operating outside the relatively small geographical areas of a single country or
even a small region within a country. However, while some markets exist in a
particular geographical location — for example, a street market and until quite
recently the London Stock Exchange — many markets do not. In recent years,
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modern developments have allowed goods to be transported more easily and
at lower cost, and have helped in the transmission of market information via
telephone, fax and increasingly the internet. This has enabled many markets,
especially commodity and raw material markets and markets in financial
services, to become truly global or international markets functioning on a
worldwide basis.

Command economies

A complete command economy is an economy in which all decisions about what,
how, how much, when, where and for whom to produce are taken by a central
planning authority, issuing commands or directives to all the households and
producers in the society. Such a system could only exist within a very rigid and
probably totalitarian political framework because of the restrictions on individual
decision making that are obviously implied.

In fact, in much the same way that a pure market economy, in which the price
mechanism alone allocates resources, is a theoretical abstraction, so no economy in
the real world can properly be described as a complete or pure command economy.
Before the collapse of the communist political system around 1990, the countries of
eastern Europe were command economies. However, they were not pure command
economies. Production but not consumption was planned. Consumers often had to
queue to get consumer goods, whose prices were fixed by the planners. Shortages
resulted, which, together with the generally inferior quality of consumer goods,
contributed to the breakdown of the command economies. Some communist
countries still exist, namely the People’s Republic of China, North Korea, Vietnam
and Cuba. However, all these countries, with the exception until recently of North
Korea, have encouraged the growth of markets to a greater or lesser extent. They
have communist political systems, but they have moved away from being pure
command economies.

Classification by ownership

So far 1 have defined economic systems in terms of the allocative mechanism
(the market mechanism or the planning mechanism) used to solve the economic
problem. Economic systems can also be defined in terms of who owns the means of
production: private individuals or the state.

Capitalist economies
Capitalism is a system in which the means of production are
privately owned by individuals (or capitalists), who employ

labour to operate the capital they own, so as to produce output KEY TERMS
for sale at a profit.

capitalism: the means of

Socialist economies production are privately owned.

In contrast to capitalism, in a socialist economic system the socialism: the means of production
means of production are owned by the state on behalf of the are socially owned.

people.
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Classification by allocative mechanism and ownership
Mixed economies

Many economlest particularly those of the KEY TERM
developed countries of western Europe such

as the UK, are called mixed economies. A mixed economy: contains both
mixed economy, as the name suggests, is market and non-market sectors and a
a mixture of different types of economic substantial public sector as well as a

system. Figure 2.3 shows how a mixed private sector.

economy can be defined both in terms

of the mechanism for allocating resources and in terms of ownership. The upper
panel of the diagram shows that a mixed economy is intermediate between a market
economy and a command economy. Defined in this way, a mixed economy contains
a large market sector and a large non-market sector. The lower panel of the diagram
shows that a mixed economy contains a large public sector and a large private sector.

Command Mixed Market
economies economies economies
In Which the planning contain In which the price
mechanism allocates mechanism allocates
S?FE I’E?ﬂ'-'fc_ﬂ to |/ \| scarce resources in
their final uses (e arge the system of markets
nondArket market which makes up the
sector sector Gl ]
Socialist Mixed Capitalist
economies economies economies
|T}Whi§h t:'fe means contain In which the means
of production are ‘ of production are
“ pubhc_ty or socially |/ \| privately owned by
Figure 2.3 owned, via the state Large Large individuals in a
Different types of public private sysitem of private
sector sector mdli

economic system

The UK as a mixed economy

The development of the mixed economy

A mixed economy developed quickly in the UK in the 1940s, when a number of
important industries such as coal, rail and steel were nationalised and taken into
public ownership. At the same time, the 1944 Education Act and the creation of the
National Health Service extended state provision of education and healthcare.

For about 30 years after the end of the Second World War, from the 1940s to the
1970s, the majority of UK citizens (and the major political parties) agreed that
the mixed economy was working well. Most people believed that certain types of
economic activity, particularly the production and distribution of consumer goods
and services, were best suited to private enterprise and the market economy. But
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people also accepted that some industries, the utility industries, which at the time
were natural monopolies, ought to be nationalised, and that important services such
as education, healthcare and roads should be provided by government outside the
market and financed through the tax system. In short, a consensus existed around
the belief that the mixed economy was right for the UK.

CASE STUDY 2.1

The UK economy and models of capitalism

To understand the UK mixed economy, it is useful to compare Here is an extract from the views expressed in 2008
two models of capitalism: the social market model, with by German Chancellor Angela Merkel on the virtues of the
an emphasis on the patemalist role of the state, and the = German social market economy:
Anglo-American model, in which markets dominate and
the role of the state is more limited.

The German social market economy has been
compared to a football game:

The German way is a free market tempered by consensus-
building politics and a generous welfare state. The social
market economy was always against the division of society.
It is a system that had and still has social cohesion and

In a good game of football it is to be noted that the game
follows definite rules; these are decided in advance. The
spectators of a game of football would deeply resent the

equality at its core. It tries to forge alliances. In a way, we
will perhaps always insist on a higher degree of equality
than in Anglo-Saxon societies.

players coming on with an agreement about the number
of goals this or that side was to be credited with, and then
not playing a fair and interesting game as expected and
paid for with gate money. In a social market economy, the
government lays down the order and the rules of the game,
while retaining freedom of competition.

The Anglo-American model is based on unfettered
markets, self-interest, innovation and entrepreneurism,
and in essence a ‘winner takes all’ society.

Follow-up question
Explain two differences between the German social market economy and the American economy.

Recent changes in the UK mixed economuy

From the 1960s onwards, however, a growing minority (and perhaps eventually a
majority) of economists and politicians blamed the mixed economy for the UK’s
deteriorating economic performance, relative to that of its main competitors in
western Europe and Japan. Critics argued that the public and non-market sectors
of the economy are very often inefficient and wealth consuming rather than wealth
creating. The public and non-market sectors had become too big and needed cutting
down to size. Critics of the mixed economy argued that a concerted effort should be
made to change fundamentally the nature of the UK economy by increasing private

ownership and market production.

During the 1980s and the early and mid-1990s, Conservative governments
implemented policies that succeeded in changing the nature of the mix in favour of
private ownership and market forces, at the expense of public ownership and state
planning. The UK economy is now much closer to being a pure market and private
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enterprise economy than it was 40 years ago. The three main policies used to change
the nature of the UK economy have been:
« privatisation — selling off state-owned assets such as nationalised industries to

private ownership

+ marketisation or commercialisation — charging a market price for goods and
services that the state previously provided ‘free’

» deregulation — removing barriers to entry and government red tape and
bureaucracy from the operation of markets

Privatisation of state-owned  These policies of economic liberalisation were first introduced by Margaret Thatcher’s

industry in the UK occurred  Conservative governments in the 1980s. Thatcher believed that the mixed economy

in the 1980s and 1980s she inherited in 1979 was actually a mixed-up economy, performing inefficiently and
uncompetitively. To a large extent, she established a new agenda that the Labour
governments from 1997 to 2010 also accepted, continuing the process of reform
(or reaction?) that they inherited. The Conservative-Liberal Democrat coalition
government elected in 2010 has continued to develop these policies, though it
remains to be seen what will happen if there is a change of government in 2015.

The end of history?

Few if any of you reading this book were born at the time
of the collapse of the old command economies in eastern
Europe at the end of the 1980s and the beginning of
the 1990s. At the time, political and economic analysts,
particularly those living in the USA, claimed that this was a
triumph for capitalism and the market economy:.

CASE STUDY 2.2

Around 1991, after the fall of the Berlin Wall and the
collapse of the Soviet Union, the US political analyst
Francis Fukuyama declared that the triumph of the
West was so complete that it had brought about The
End of History. American capitalism was not just the
best economic system; it was the only system that
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could operate effectively. But by 1995, Fukuyama, had
changed his views, arguing that capitalism and markets
on their own are not enough for social cohesion in an
economy. He was now stressing the virtues of a form
of mixed economy, but with a central feature of the mix
being the role of non-governmental organisations (NGOs)
that lie between markets and the state. NGOs are part of
the ‘space between’, which means all the intermediate

Follow-up questions

associations, such as companies, churches and charities,
critical to the functioning both of the market and of the
state. Fukuyama claimed that those countries that have
had the most dynamic economies are those that have had
the most vigorous networks of intermediate associations:
the USA, Germany and Japan. But today's problem is that
the associational network is disintegrating, in the USA at
least, under the stresses of headlong economic change.

1 Do you think that events since 1995 support or refute Fukuyama's views?
2 The case study briefly mentions the roles in the economy of ‘non-governmental organisations (NGOs) that lie
between markets and the state’. Explain the meaning of the term ‘'non-govemmental organisation’ and give two

examples of important NGOs in the UK.
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» The economic problem is limited resources in relation to people’s desires and wants.

» The economic problem results from scarcity.
» Scarcity results in the need for choice.

b
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» Whenever a choice has to be made there is an opportunity cost.
» The opportunity cost of any decision is the next best alternative forgone.
Economists generally assume that people are rational, choosing the best alternative available.

w Scarcity, opportunity cost and choice can be illustrated on a production possibility diagram.
= Production is a process, or set of processes, that converts input into outputs.

» The inputs into the production process are called factors of production.

» The entrepreneur is the factor of production that decides what to produce, how to produce

and for whom to produce.

= Different economic systems allocate resources between different uses in different ways.
» In a market economy, the price mechanism performs the allocative task.
» The UK economy is a mixed economy, containing a mix of market and non-market sectors,

and private and public sectors.

» The nature of the UK mixed economy has changed during the last 40 years.

Exam-style questions

1 With the help of an appropriate diagram, explain the central economic problem.

(12 marks)

2 With the use of an example in each case, explain how decision making by both individuals and firms

is affected by opportunity cost.

(12 marks)

3 Evaluate the benefits and costs of solving the economic problem through the use of markets and

the price mechanism.

(25 marks)

4 In the 1990s, the British railway system was privatised. Different rail services between different towns
and cities are now provided by different rail companies. Do you agree that British rail travellers have

benefited from the changes in provision of rail services? Justify your answer.

Introduction
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Ntroduction key terms

capital good: a good, such as a machine, used to produce other goods, including
consumer goods.

capitalism: the means of production are privately owned.

command economy: the planning mechanism allocates resources between
competing uses.

consumer good: a good, such as a pineapple or an mp3 player, used by consumers
to meet their needs or wants.

demand: the quantity of a good that households are willing to buy in a market.

economic problem: only a limited amount of resources are available to produce the
unlimited quantity of goods and services people desire.

economics: the study of choice and decision making in a world with limited resources.

factors of production: inputs into the production process, such as land, labour,
capital and enterprise.

finite resource: a resource, such as oil, which is scarce and runs out as it is used.
free good: a good, such as air, for which there are no costs of production and no scarcity.
macroeconomics: examines the economy as a whole.

market economy: markets and prices allocate resources between competing uses.
microeconomics: examines individual consumers, firms and markets in the economy.

mixed economy: contains both market and non-market sectors and a substantial
public sector as well as a private sector.

normative: an opinion that cannot be scientifically tested.

opportunity cost: the cost of the next best alternative sacrificed.

positive statement: a statement of fact, or one that can be scientifically tested.
production: converts inputs or factor services into outputs of goods.

production possibility diagram: a diagram that shows different possible
combinations of goods that can be produced using available resources.

renewable resource: a resource, such as timber, that with careful management can
be renewed as it is used.

socialism: the means of production are socially owned.
supply: the quantity of a good that firms are prepared to sell in a market.

technical progress: improves methods of producing existing goods and enables
completely new types of good to be produced.
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Markets and market faillure




Chapter 3

1The demana for goods

ariciservices

Suppose you ask a person the guestion ‘what is meant by economics?’ As well as some
less printable replies, one answer you may get is "'supply and demand’. Such a reply is
actually very sensible because a lot of economics is about how markets work, and about
how ordinary individuals such as you and | demand or supply goods and services in
markets. This chapter, which focuses on demand, is followed by two chapters, the frst of
which considers supply, while the second brings demand and supply together to allow
us to see how a market taken as a whole functions.

AR L R R R A R Y L R R R R L R R R R R L R L L R R R R R R R ]

LEARNING OUTCOMES

This chapter will:

= explain the difference between wants, desires and effective demand

m distinguish between individual demand and market demand

m explain the ‘law of demand’

= examine the slope of a market demand curve

m explain shifts of demand and the conditions of demand

m distinguish between complementary goods and substitute goods

m explain how normal goods differ from inferior goods

m distinguish between composite demand and derived demand

= explain the difference between a shift of demand and a movement along a demand curve

m consider circumstances in which consumers may respond to higher prices by increasing
demand

wants, desires and effective demand

For several years, an elderly “bag lady’ used to walk past my house. All her possessions
were in the trolley she dragged behind her. From what I could gather, she had no
income apart from the charity local people gave her. Her life lay outside the welfare
benefit system operated by the state, which is supposed to act as a safety net for poor
and downtrodden people, the cast-offs of society. Then suddenly, the poor woman
vanished. A few days later, my local newspaper reported starkly that the body of an
old lady had been discovered in a churchyard near my house. The lady’s death was
apparently due to hypothermia linked to malnutrition.

From this sad story, you can gather that my local bag lady lacked the wherewithal
to meet her basic wants, namely sufficient food to provide a reasonable diet, warm
clothing and shelter — the very things that most of us take for granted.

Now let’s compare this poor lady’s situation (when she was alive) with mine. I enjoy
a comfortable middle-class life in which all my basic wants are met. However, since
a very young age, I have dreamt of owning a bright-red new Ferrari. Unfortunately,
the price is above £200,000. By borrowing up to the hilt, I might be able to buy the

AQA AS Economics



The demand for goods and services Chapter 3

car, but no way can I pay for it out of my income. I desire the car, but to my chagrin,
[ cannot exercise an effective demand for a brand-new Ferrari, or at least the model
[ have set my sights on.

When economists refer to demand, they always mean effective demand. Effective | cannot exercise an
demand is desire backed up by an ability to pay. Unlike the poor bag lady, most of effective demand for a
us can exercise an effective demand for the goods that fulfil our basic wants, but new Ferrari

unless we are extremely rich, with money no object, we are not in a position to buy
all the goods we desire.

Individual demand and market demand

Effective demand usually relates to market demand. This is the demand: the quantity of a good
quantity of a good or service that all the consumers in the market or service that consumers are
wish to, and are able to, buy at different prices. By contrast, individual willing and able to buy at given
demand is the quantity that a particular individual, such as you or I, prices in a given period of time.
would like to buy. The relationship between market and individual For economists, demand is always
demand is simple. Market demand is just the sum or addition of  €ffective demand.

the demand of all the consumers in the market. Thus, if in the UK, effective demand: the desire for a
40 million people are prepared to buy nectarines at prices ranging good or service backed by an ability
between 0 and £5 a kilo, market demand is the sum of the individual to pay.

demand of 40 million people. market demand: the quantity

of a good or service that all the
The ‘law’ of demand consumers in a market are willing
The ‘law’ of demand states that as a good’s price falls, more is and able to buy.
demanded. There is thus an inverse relationship between price and
quantity demanded. Note the word ‘law’ is in inverted commas. This is because a
law in economics is not as strong or watertight as a law in a natural science subject
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such as physics or astronomy. Whereas a law in physics will always hold, a social
science law always has ifs and buts attached. More of a good is usually demanded as
its price falls, but there are exceptions. To find out more, read the extension material
later in the chapter.

The market demand curve

The market demand curve drawn in Figure 3.1 illustrates the ‘law’ of demand. If the
price starts off high, for example at P;, household demand is Q,. But if the price falls
to P,, quantity Q, is demanded.

Demand for a good varies according to  Pricet

the time period being considered. For P
example, weekly demand is different from

daily, monthly and annual demand. For J
this reason, the horizontal axis in Figure P,

3.1 is labelled ‘Quantity demanded per
period of time’. In later diagrams, the label

Demand

« . 3 2 g £
Q.ua!mlty is used. Always 1e[n91:11ber t_l:lat 0 Q- >Q, Quantity
this is a shortcut, and stands for ‘Quantity demanded per
demanded per period of time’. period of time

Figure 3.1 A market demand curve

EXAMTIP

You don't need to write ‘Quantity demanded per period of time' on the horizontal axis of
a demand curve diagram. When answering AQA exam questions, the label ‘Quantity’ is
adequate.

Shifts of demand

When we draw a market demand curve to show how much of the good or service
households plan to demand at various possible prices, we assume that all the other
variables that may also influence demand are held unchanged or constant. This is the
ceteris paribus assumption. Ceteris paribus means
‘other things being equal’. Among the variables
whose values are held constant or unchanged
when we draw a demand curve are disposable
income and tastes or fashion. Collectively, the
variables (other than the good’s own price) whose
values determine planned demand are often called
the conditions of demand.

condition of demand:

a determinant of demand, other
than the good'’s own price, that
fixes the position of the demand
curve.

The conditions of demand

The main conditions of demand are:
m the prices of substitute goods (or goods in competing demand)
m the prices of complementary goods (or goods in joint demand)
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The demand for goods and services Chapter 3

m personal income (or more strictly personal disposable income, i.e. income after
tax and receipt of benefits)

m tastes and preferences

m population size, which influences total market size

If any of the conditions of demand change, the position of the demand
el o i ] KEY TERMS
curve changes, shifting either rightward or leftward. Figure 3.2

illustrates a rightward shift of the demand curve, which is also called decrease in demand: a leftward
an increase in demand. Following a rightward shift of demand, shift of the demand curve.

more of the good is demanded at all prices. For example, at a price
of P, the quantity demanded increases from @Q; to Q,. Conversely, a
leftward shift of demand (known as a decrease in demand) causes
the quantity demanded to fall at all prices.

increase in demand: a rightward
shift of the demand curve.

Among events that might cause a rightward shift of

demand are:

m an increase in the price of a substitute good or good in
competing demand

m a fall in the price of a complementary good or good in
joint demand

m an increase in personal disposable income (but see the
following section on normal and inferior goods)

m a successful advertising campaign making people
think more favourably about the good 0 e

. . ’ @ Q, Quantity
® an increase in population

Figure 3.2 The effect of a rightward shift of demand

Normal and inferior goods

When disposable income increases, a demand curve shifts rightward, but

only if the good is a normal good. A normal good is a good for which

demand increases as income increases. However, some goods are inferior inferior good: a good for which
goods. In the case of an inferior good, demand decreases as income  demand decreases as income rises.
increases, and an increase in income shifts the demand curve leftward. normal good: a good for which

To take an example, private car transport and bus travel are not just demand increases as income rises.

substitutes for each other; one is a normal good and the other is an

inferior good. As people’s incomes rise, demand for cars generally increases, while, at
the same time, demand for bus travel as a form of public transport usually falls. If people
respond in this way to changes in income then private transport is a normal good, but
certain forms of public transport are inferior goods. For an individual, whether a good
is normal or inferior depends on personal income, tastes and, possibly, age. For young
children, junk food such as sweets is usually a normal good. When parents increase
small children’s pocket money, they generally buy more sweets. But as children get
older, tastes change, and sweets may very well become an inferior good.

Complementary goods and substitute goods

An increase in the price of a complementary good (or a good in joint demand) has the
opposite effect to an increase in the price of a substitute good (or a good in competing
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EXAM TIP

Chapter 6 develops
the analysis of
complementary and
substitute goods
and normal and
inferior goods.

demand). For example, Sony games consoles and Sony games cartridges are
complementary goods in joint demand, but Sony and Xbox consoles are in
competing demand, or substitute goods. Following a significant rise in the price
of Sony consoles, demand for them falls, which in turn reduces the demand
for Sony games cartridges. The demand curve for the Sony cartridges shifts
leftward. But the demand curve for Xbox consoles players shifts rightward,
assuming that consumers consider an Xbox console to be a good substitute for
a Sony console. However, all this may be changing. For decades, the cartridge
games model ruled the games industry. Games players purchased the hardware
and then bought packaged software titles separately. But new technology now
means that games are increasingly downloaded from the internet.

Downloaded digital music replaces CDs and DVDs

Back in the year 2000, when the first mp3 players were
hitting the market, it wasn't imagined that downloaded
digital music sales would overtake CD and DVD sales.
Even when the iTunes store opened in 2003, Apple was
only vying for a small-yet-respectable market share...at
least, at first.

Music technology history has just hit an important
milestone. Downloaded digital music sales have finally
overtaken physical music sales to the tune of a 55.9%
majority. Downloaded sales have gone up 9.1% in 2012
while CD sales have decreased by 10%, though music
sales in general are up 3% after a decade of pretty
consistent decline.

What are we giving up by adopting the new technology?
Tangible insert booklets and artwork, fold-out posters, and

Follow-up questions

the joy of holding a piece of music in our hands. What are
we gaining? Instant satisfaction, convenience, and mobile
purchasing power. This all sounds reminiscent of the LP
versus cassette or CD comparison of years past.

While we've seen record shop giants like HMV
shutting up shop due to falling revenue and a general
shift of music sales going to the likes of Amazon.com and
Tesco, this marks the first time that we can truly imagine
CDs being phased out as the years go on. It's getting
harder to find physical releases of all but the highest-
profile artists, and this trend is not only here to stay, but
will certainly evolve further.

Music technology history has just hit an important
milestone. How will our ways of consuming music evolve
as time goes on?

1 Over the last 50 years, demand for recorded music has switched from vinyl records to CDs and then to
downloadable digital music. Explain two reasons for these changes in demand.
2 How would you describe the demand relationship between CDs and downloadable digital music?

Composite demand and derived demand

Students often confuse competing demand, which occurs in the case of substitutes,
with composite demand and derived demand. Composite demand is demand for a
good which has more than one use. This means that an increase in demand for one
use of the good reduces the supply of the good for an alternative use; for example,
if more wheat is used for biofuel, less is available for food, unless wheat growing
increases significantly. By contrast, derived demand for a good occurs when a good
is necessary for the production of other goods. The demand for capital goods such
as machinery and raw materials is derived from the demand for consumer goods or
finished goods. If the demand for cars falls, so does the demand for engines, gear
boxes and other car components.
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The demand for goods and services Chapter 3

Movement along a demand curve and shift of a demand curve

Another source of confusion lies in the difference between a movement along (or

adjustment along) a demand curve and a shift of a demand curve. A movement In the Unit 1 exam,
along a demand curve takes place only when the good’s price changes. As objective test questions
and the third part of a

explained earlier, provided the demand curve slopes downward, a fall in price

results in more of the good being demanded. This is sometimes called an GHlis Jespurse G el
g : . ) T on a market often test

extension of demand. Likewise, a contraction of demand occurs when a rise in Lnderstendid of the

price leads to less being demanded. e batase

By contrast, a change in a condition of demand shifts the demand curve to a a movement along a

demand or supply curve

new position. As already explained, a rightward shift of demand — for example, _
and a shift of the curve.

caused by the effect of increased income on demand for a normal good — is
often called an increase of demand. Conversely, a decrease of demand occurs
when an event such as a rise in the price of a complementary good causes less
of the good to be demanded, shifting the demand curve leftward.

'EXTENSION MATERIAL

This extension material introduces you to the way demand theory is taught in university economics — in terms of
demand functions. However, you don't need to know this for AS or A2 Economiics.

A demand function

A functional relationship exists between two variables whenever a change in one variable, known as the independent

variable or explanatory variable, causes a change in a second variable, which is the dependent variable. The relationship
between quantity demanded and price, illustrated in Figure 3.1, can be written as:

Qq = f(P)

This tells us that the quantity demanded of a good (Qy) is a function of the good's price (P). The symbol ‘f' indicates that
a change in the value of the independent variable (shown inside the brackets) causes a change in the dependent variable
(on the left-hand side of the equality sign). In a demand function, changes in the good's price are assumed to cause
changes in the quantity demanded.

Q4 = f(P) does not indicate the precise nature of the functional relationship, but as the demand curve slopes downward
to the night, the relationship is negative or inverse: an increase in price causes a fall in the quantity demanded.

Qq = f(P) is an example of a single explanatory variable demand function. But, as explained earlier, there are many
other variables besides the good's own price that influence demand. Other influences, such as the level of disposable
income and tastes and preferences, are the conditions of demand. The functional relationship Q4 = f(P), and the demand
curve in Figure 3.1, result from the ceteris paribus assumption (the assumption that the conditions of demand remain
unchanged). Indeed, we can write:

Qg = f(P), ceteris paribus
Dropping the ceteris paribus assumption, the demand function becomes:
Q4 =P, P, P., Yy, tastes, population size...)

This is a multi-explanatory variable demand function. All the symbols inside the brackets except the good's own price (P) are
the conditions of demand. If any of them change then the demand curve shifts to a new position. Py, P, Y are respectively the
symbols for the prices of substitute goods, the prices of complementary goods and disposable income. The dots at the end
of the symbols represent any other explanatory variables that influence demand, but which have not been indicated explicitly.
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Upward-sloping demand curves

Demand curves don’t have to slope downward, though they usually do. In Chapter
6, it will be shown that there are circumstances in which a demand curve may be
horizontal or vertical. However, as Figure 3.3 illustrates, a demand curve may also
slope upward, showing that more is demanded as the good’s price increases.

There are a number of possible explanations for price 4

upward-sloping demand curves. Two of these, P, Demand
Veblen goods and goods for which consumers t 7

perceive a high price to be an indicator of high )[ 7

quality, are explained in the extension material /

: P
opposite.

There are two other situations in which
consumers may respond to higher prices by 0 Q) —> Q, Quanﬁt;'
demanding more of a good.

Figure 3.3 An upward-sloping demand
The first is speculative demand. If the price curve

of a good such as housing, shares or a foreign

currency starts to rise, people may speculate that in the near future the price will
rise even further. In this situation, demand is likely to go up. In the case of rising
house prices, young people who wish to become first-time buyers may scramble to
buy houses, fearing that if they wait, they may never be able to afford to buy a house.

The final type of good with an upward-sloping demand curve is known as a Giffen
good. However, there is very little evidence that Giffen goods actually exist. A
Giffen good is a highly inferior good that forms a large part of the total spending of
extremely poor people. Consider a situation in which a very poor family buys only
two foods — potatoes and meat. Potatoes, the inferior good, are the family’s main
foodstuff. Meat is the luxury, which the family only eats on Sunday. In this situation,
a rise in the price of potatoes means that the family’s real income falls. The fall in
real income increases the family’s demand for potatoes, which are inferior goods (at
least for this family). In effect, higher potato prices mean that the family buys even
more potatoes because they can no longer afford meat.

Many students make the mistake of believing that all inferior goods are Giffen goods,
with upward-sloping demand curves. This is wrong. Most, and possibly all, inferior
goods have conventional downward-sloping demand curves. A good has to be highly
inferior for it to be a Giffen good, and in any case the Giffen phenomenon can only exist
for extremely poor families. While it is true that all Giffen goods (if they exist) must
be inferior goods, the reverse is not true. Few, if any, inferior goods are Giffen goods.

EXAM TIP

The AQA economics specification does not require knowledge of upward-sloping demand
curves. Nevertheless, exam candidates often make the mistake of referring to inferior goods
as Giffen goods.
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EXTENSION MATERIAL

Are there any exceptions to the ‘law’ of demand?

According to the ‘law’ of demand, firms that lower their prices should sell more. Sometimes, however, you may come
across a company that tries to persuade us to buy more of whatever the firm is selling precisely because its goods are

more expensive than those of its competitors. The ‘reassuringly expensive' advertising campaign for Stella Artois beer
is a good example.

A few years ago, Interbrew, the Belgian company that owns the Stella brand, decided to sell its beer as a premium
brand. Interbrew hoped that high prices would attract more customers. (Those readers enjoying a misspent youth who
regularly buy beer may have noticed that, in recent years, Stella has changed tack, selling its beers on the ‘stack 'em
high, sell 'em fast’ principle, at discounted prices.)

Perhaps more could
be doneliz justity Stella’s
. justity Stella
ridiculous price.

Aaah the exquisite Stella taste.

Aargh the excruciating Stella price. Sadly;
there’s very little we can do about it.

Even oflering small incentives like the one
on the left is beyond our means.

Making Stella properly just costs far too
much money.

We could, you might suppose, adulterate
our premium barley with a few bags of a more
questionable grain.

Substitute ordinary hops for the rare Czech
Saaz variety.

Or hoist Stella out of the vat before the
customary six weeks maturation.

While these expedients might produce a
price thats not ridiculous, we're afraid the same
could not be said of the beer.

Stella Artois. Reassuringly expensive. @

An economist might argue that the ‘reassuringly expensive’ campaign shows that Stella was marketing its beer as
a Veblen good, named after the Norwegian economist Thornstein Veblen. A Veblen good is a good of exclusive or
ostentatious consumption, or a ‘snob’ good. Veblen goods are sometimes called positional goods, though strictly a
positional good is so scarce that only few people can ever acquire it. Some people wish to consume Veblen goods,
such as the Ferrari car | mentioned earlier in the chapter, because possession of such goods indicates how well a

person has done in society. Flaunting Veblen or positional goods sends signals to other (hopefully envious) people
about how well off you are.

Don't confuse a Veblen good with another type of good which might attract more demand at higher prices: namely,
a good for which consumers use price as a short-cut for information about quality. Consumers may lack accurate
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information about the quality of some of the goods they are considering buying, particularly goods such as second-
hand cars, computers and, in the example below, horses. In this situation, a potential buyer may fear that a low price
means low quality, and that conversely a high price means high quality.

This reflects a problem which, according to economist George Akerlof (winner of the 2001 Nobel Prize for Economics),
is as old as markets themselves. It concerns how horse traders respond to the question: ‘If he wants to sell that horse,
do | really want to buy it?" Akerlof believes that such questioning is fundamental to the market for horses and used
cars, and it is also at least minimally present in every market transaction.

» Demand means effective demand, based on ability as well as willingness to pay.

» Market demand is the sum of the individual demand of all the consumers in the market.

» The 'law' of demand states that as a good'’s price falls, more is demanded.

» Market demand (and individual demand) can be represented on a demand curve.

» For most goods, demand curves slope downward.

= If any of the conditions of demand change, the demand curve shifts to a new position.

» The conditions of demand include the prices of substitute goods and goods in joint
demand, disposable income and tastes and preferences.

» Consumer goods can be divided into normal goods and inferior goods.

» Composite demand is demand for a good which has more than one use.

= Derived demand for a good occurs when a good is necessary for the production of
other goods.

= A movement along a demand curve must not be confused with a shift of a demand curve.

» A few goods may have upward-sloping demand curves. These are Veblen goods, goods
for which price is an indicator of quality, goods in speculative demand and, possibly,
Giffen goods.

Exam-style questions

1 Explain the relationship between the demand exercised by a particular individual for a product

and market demand for the product. (12 marks)
2 Explain the significance of the ceteris paribus assumption in microeconomic theory. (12 marks)
3 Evaluate the view that a fall in a good's price will inevitably lead to more demand for the good. (25 marks)

4 Do you agree that whenever a person desires a particular good such as a Mercedes sports car,
this will inevitably lead to more demand for the good? Justify your answer. (25 marks)

AQA AS Economics



1he supply of goods
anadservices

Chapter 4

Chapter 2 introduced you to the fact that a market is a voluntary meeting of buyers and
sellers, with the buyers deciding how much of a good or service they wish to buy, while
frns or suppliers decide how much to sell. Chapter 3 then explained how individuals and
households exercise demand in a market. This chapter looks at the other side of market
transactions, investigating how frms or producers decide how much of a good they
would like to supply and sell.

As you proceed through this chapter, you will note how it is similar to the previous chapter
which explains the nature of demand. The similarity is no accident. For the most part,
this chapter applies the same logic and line of reasoning to explain supply. Much of the
explanation is similar, but do note the differences between the theory of supply and the

theory of demand.

R R E T  r R L R I R R R T R N

LEARNING OUTCOMES

This chapter will:

m distinguish between the supply of a single firm in a market and market supply
m explain the ‘law’ of supply

m examine the slope of a market supply curve

m explain shifts of supply and the conditions of supply

m explain how expenditure taxes and subsidies shift supply curves

m distinguish between joint supply and competing supply

Supply by a single firm and market supply

Normally when economists refer to supply, they mean market supply.

----------------

Market ply is th antity of a good or service that all the firms
Market supply is the qu yofag s 1

or producers in the market plan to sell at different prices. By contrast,
as the name indicates, supply by a single firm is the quantity that a
particular firm within the market would like to sell. As with demand,
the relationship between the two is simple. Market supply is just the
sum of the supply of all the firms or producers in the market. Thus,
if in the UK, 20,000 farmers are prepared to sell tomatoes at various
prices ranging from very low to very high, market supply sums the
supply decision of all the farmers in the market.

The ‘law’ of supply

market supply: the quantity of a
good or service that all the firms in a
market are willing to sell.

supply: the quantity of a good or
service that frms plan to sell at given
prices in a given period of time.

The ‘law’ of supply states that as a good’s price rises, more is supplied. There is thus
a positive or direct relationship between price and quantity supplied. (There are
exceptions to the ‘law’ of supply. To find out more, read the extension material that

follows the next section on the market supply curve.)
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The market supply curve

The market supply curve drawn in Figure 4.1 illustrates the ‘law’ of supply. If the
price starts off low, for example at Py, firms are willing to supply Q,. But if the price
rises to P,, planned supply increases to Q,.

Price 4
P,
4
P
O Q—>Q nﬂt;
Figure 4.1 A market ; : sup[?lui:d per
supply curve period of time

The main reason for upward-sloping supply

curves stems from the business objective
which economists generally assume that firms
have. This is the profit-maximising objective. profit: the difference between

It is assumed that firms always aim to make total sales revenue and total costs
the biggest possible profit. From this it follows i pRctenan

that a firm will only want to supply more of a

good if it is profitable so to do.

For a firm, profit is the difference between the sales revenue the firm receives when
selling the goods or services it produces and the costs of producing the goods. Now,
assuming firms do not change their size or scale, the cost of producing extra units
of a good generally increases as firms produce more of the good. As a result, it
is unprofitable to produce and sell extra units of a good unless the price rises to
compensate for the extra cost of production. The result is the upward-sloping market
supply curve shown in Figure 4.1.

EXAM TIP

Figure 4.1 shows a linear supply curve: that is, a straight line. However, neither supply curves nor
demand curves have to be linear. A non-linear supply or demand curve is depicted by a ‘curved’
curve. Both linear and non-linear curves are possible. In an exam it does not matter which you
draw — providing the curve is meant to be upward sloping. Supply curves usually slope upward,
although, as the extension material explains, other shapes of supply curve are possible.

As with demand, the supply of a good varies according to the time period being
considered. Hence the words ‘Quantity supplied per period of time’ on the horizontal
axis in Figure 4.1. In later diagrams, this is shortened this to ‘Quantity’. But again, as
with demand, remember that this is a shortcut.
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EXTENSION MATERIAL

A
Backward-bending supply curves rice T
Occasionally, supply curves do not slope upward. Backward-bending P,
supply curves, illustrated here, have been observed in the markets for oil
and labour. Consider a situation in which workers aim for a target weekly
wage, say £750. If the hourly wage rate rises, they can achieve their target
by supplying less labour, preferring more leisure time to more money. P, X
Such behaviour is quite likely in dangerous and unpleasant occupations
such as coal mining. P,
In Figure 4.2, the supply curve of labour slopes upward in a conventional
way until point X is reached. Thus, supply goes up from Q4 to Q- following
a wage rate rise from P, to P,. However, any further wage rise, for example 0 Qs Q 0 Quanﬂt;
from P5 to P3, causes workers to supply less labour. Supply falls to Qg in
this case. Figure 4.2 A backward-bending supply curve

Shifts of supply
In Chapter 3, we saw how a market demand curve shows how much all the consumers

in the market plan to buy at different prices of the good, assuming all the other
factors that influence demand remain constant. These ‘other factors’

were called the conditions of demand and it was explained how, if any @ {3 @&i=:1,

of them change, the demand curve shifts to a new position.
condition of supply:
In exactly the same way, a market supply curve shows the quantities a determinant of supply, other than

of the good that all the firms in the market plan to supply at different the good's own price, that fixes the
possible prices, assuming the conditions of supply remain unchanged. position of the supply curve.
Again, if the ceteris paribus assumption no longer holds, one or more of the

conditions of supply change, and the supply curve shifts to a new position.

The conditions of supply

The main conditions of supply are:
m costs of production, including
- wage costs
- raw material costs
- energy costs
- costs of borrowing
m technical progress
m taxes imposed on firms, such as VAT, excise duties and the business rate

m subsidies granted by the government to firms KEY TERM

As 1 have noted, if any of the conditions of supply change, the supply
curve shifts to a new position. A rightward shift of supply is also

known as an increase in supply, whereas a leftward shift is known

increase in supply: a rightward
shift of the supply curve,
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as a decrease in supply. An

' increase in wage costs, which - 5
decrease in supply: a leftward for many firms are the most T

shift of the supply curve. important cost of production,
shifts the supply curve leftward
(or upward). Firms reduce the
quantity of the good they are prepared
to supply because production costs have

risen. For example, when the price is P, A

in Figure 4.3, a leftward shift of supply o Q, Q, Quantity

of goods

from §,; to S, causes the quantity firms are
prepared to supply to fall from Q, to Q.

EXAMTIP |

Chapter 5 explains how, following an increase and a decrease in supply, there is a resulting
adjustment or movement along the demand curve. Likewise an increase or decrease

of demand results in an adjustment or movement along the supply curve. Examination
questions often test your understanding of the difference between a shift of a curve and an
adjustment in response to a price change along the other curve which has not shifted.

Figure 4.3 A leftward shift of the supply curve

Supply curves also shift when technical progress occurs, or when firms enter or leave
the market. Technical progress generally reduces production costs and shifts supply
curves rightward. The entry of new firms into the market has a similar effect.

Conversely, the supply curve shifts leftward when firms leave the market.

CASE STUDY 4.1

Fluctuations in commodity prices

The Unit 1 exarm sometimes contains data about changing
conditions of demand or supply for a product, and the
reasons for, or consequences of, a shift of a demand curve
or a supply curve in the market. Very often the market is a
commodity market, for an industrial raw material such as
copper or a source of energy such as oil.

Volatile oil prices

Some commodity price fluctuations are inevitable in a
market-based economy. But high price volatility creates
uncertainty and risk. Much recent volatility in oil prices
can be related to unrest in the Middle East, in itself
caused by the Arab Spring. The political and in some

Follow-up questions

cases military upheavals in Libya, Egypt, Syria and other
countries, the boycott of Iranian crude oil in response to
its nuclear weapons programme, and the risk of terrorist
attacks all have conspired to make oil markets more
volatile.

Other factors contributing to price volatility are the time
lags in oil production and speculation. However, greater
oil production from the United States, Canada and other
politically stable countries provides a critical hedge against
price volatility.

Now watch a very good Money Week ‘Introduction to
Commodities’ video clip on YouTube (www.youtube.com).

1 Explain how ‘time lags in oil production and speculation’ can lead to price volatility.
2 Explain how greater production in politically stable countries can act as a hedge against price volatility.
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How expenditure taxes and subsidies
shift supply curves

A supply curve also shifts leftward (or upward) when the government imposes an
expenditure tax such as customs and excise duties or value added tax (VAT) on
firms. From a firm'’s point of view, the tax is similar to a rise in production costs,
so the supply curve shifts leftward. Firms try to pass the tax on to consumers
by increasing the price of the good. For this reason, expenditure taxes provide
examples of indirect taxes. The higher price charged means

consumers indirectly pay the tax, even though the firms and not

the consumers pay the tax to the government (see Figure 6.9 in @H{R@IL:1E

Chapter 6 for an example).
ad valorem tax: a percentage

How the supply curve shifts depends on whether the tax firms are expenditure tax such as VAT.
forced to pay is an ad valorem tax or a specific tax. In the case of an
ad valorem tax such as VAT, which is levied at the same percentage
rate (e.g. 20%) on whatever the price would be without the tax, consumers. The firms selling the
the new supply curve is steeper than the old supply curve. This good pay the tax to the government,
is shown in the left-hand panel of Figure 4.4. But in the case of a but consumers indirectly pay via the
specific tax or unit tax, such as the excise duty levied on tobacco, resulting price rise.

alcohol or petrol, the tax levied on each unit of the good is not
affected by the good’s price before the tax was imposed. Because
of this, the new and old supply curves are parallel to each other, as

expenditure tax: a tax levied by
the government on spending by

unit tax or specific tax:
a tax levied on a unit of a good,

irrespective of the good’s price.
the right-hand panel of Figure 4.4 illustrates.
(a) Ad valorem or percentage tax (b) Specific or unit tax
A A |
Price T gupply e Supply
after
Supply
before
tax
Figure 4.4
An expenditure tax
g - s
o Quantity O Quantity  shifting a supply curve

How subsidies shift supply curves

A subsidy given by the government to producers has the opposite KEY TERM
effect to an expenditure tax. In the case of a specific subsidy,

which is illustrated in Figure 4.5, the sum of money paid to firms subsidy: a payment made by

for each unit of the good produced is the same whatever the price government, usually to producers,
of the good. By contrast, the size of the subsidy would vary if for each unit of the subsidised good
the subsidy were dependent on the price of the good before the that they produce.

subsidy was paid.
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Price Supply before

subsidy

Supply
after
subsidy

Figure 4.5 A specific or unit s
subsidy shifting a supply curve o Quantity

Joint supply and competing supply

Chapter 3 explained the difference between complementary goods (or goods in joint
demand) and substitutes (or goods in competing demand). It then went on to explain
how, if the price of a complementary good increases, the demand curve for the other
good in joint demand shifts leftward. In the case of substitute goods, the opposite
relationship holds: a rise in the price of the substitute leads the demand curve for the
good in competing demand to shift rightward.

With supply curves, there are rather similar relationships when goods are in joint
supply and when they are in competing supply. These relationships are, however,
a little bit different from the demand relationships. Joint supply occurs when
production of one good also leads to the supply of a by-product. For example, the
slaughter of a cow to provide meat leads to production of one extra cow hide, which
increases the supply of leather. In this example, meat is the main product and leather
is the by-product, though the relationship could be reversed.

Suppose now the price of beef increases and
farmers believe the high price will continue
in future years. More cattle will be bred for
slaughter, and the supply of leather will
also increase. Thus a rise in the price of the
first good (beef) shifts the supply curve of
the other good in joint supply.

Now consider what happens if two goods
are in competing supply rather than in joint
supply. The relationship between food and
biofuel provides a highly topical example.
As Case Study 4.2 explains, increased
demand for biofuels such as ethanol has
diverted crop production away from food
supply to the supply of fuel for motor
vehicles. Because farmers producing crops such as wheat, maize and sugar can earn
a higher price by selling their produce to energy companies, the supply curve of such
products for food is shifting leftward.

More cattle will be bred if beef prices rise
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EXAM TIP

Think how you could use a production possibility curve diagram to illustrate how competing
supply involves switching productive resources between different forms of production.

CASE STUDY 4.2

Competing supply: biofuel and food

Record-breaking food prices in 2011 led experts to warn
of the danger of another global food crisis. There are many
causes of recent increases in food prices, but the growth in
production of biofuels is one of the most important. About
40% of US com or maize production goes into biofuels.
In 2011, 18% of biofuels used in the UK were made from

Follow-up questions

wheat and com that are staple foods in the developing
world. Yet just a year earlier, the UK hardly used either of
these.

Increased demand for biofuels inevitably drives food
prices higher. And biofuel use is only set to grow.

Less food is planted as biofuel production increases.

1 Explain how diverting crop production to mest the demand for biofuel is affecting world poverty.
2 Explain two causes, other than increased biofuel production, of recent increases in food prices.

» A market supply curve shows how much of a good all the firms in the market plan or intend

to supply at different prices.

» A market supply curve is derived by adding together the individual supply curves of all the

firms or producers in the market.

» If one or more of the conditions of supply change, the supply curve shifts to a new position.
= If costs of production, such as wage costs, increase, the supply curve shifts leftward or

upward.

» Technical progress usually reduces production costs and shifts the supply curve rightward

or downward.

= An expenditure tax shifts the supply curve leftward or upward.
» A subsidy granted to producers shifts the supply curve rightward or downward.

Exam-style questions

1 Explain three reasons why a supply curve may shift rightward or downward. (12 marks)

2 With the help of an appropriate diagram, explain the effect of a government subsidy granted

to producers of the good on the good's price. (12 marks)
3 Evaluate two policies the government could use to increase the supply of housing. (25 marks)
4 Do you agree that governments should intervene in agricultural markets to force farmers to grow crops

only for food and not for other purposes? Justify your answer. (25 marks)

Unit 1 Markets and market failure
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The comedian Sacha Baron Cohen, in his guise as Ali G, once interviewed the eminent,
now sadly deceased, economist J. K. Galbraith, then in his late eighties. Ali G asked:
‘What is supply and demand? Is it like with me Julie? | supply it and she demand it.

Poor old JKG replied, 'Supply and demand is an old economic expression..., but was
unable to complete his sentence. | am sure that, had he been able to do so, Professor
Galbraith would have summarised some of the rest of this chapter, though of course what
he said would have been much more eloquently expressed. | am not going to repeat
the rest of the 'interview, interesting as it was; the language hardly befts an economics
textbook. If you are inferested, you can of course fnd the whole interview on the internet.

(A A LR R R R R RS EERERE SRR R EREEE Rl RS R ERERREREREERERN SRR ERNEERESEEREEESREEERERNESES:SESE] LA R R R R R RN RN ENEE R ] A A LR E R E LR ERE EEERERERELNRERERNERE)]

LEARNING OUTCOMES

This chapter will:

m distinguish between goods markets and factor markets in the economy

m explain the difference between a competitive market and an uncompetitive market

= bring demand and supply curves together in a supply and demand diagram

= distinguish between market equilibrium and disequilibrium

m explain how a shift of supply or demand disturbs market equilibrium

m distinguish between a shift of a supply or demand curve and an adjustment along a curve
= examine the adjustment process that restores equilibrium in a market

m survey the functions that prices perform in a market or mixed economy

Goods markets and factor markets

Market economies and mixed economies contain a large number of markets. Many
of these markets can be grouped under the heading of either goods markets (or
product markets) or factor markets. These markets are respectively markets for
outputs or final goods and services (consumer goods and services), and markets
for the factors of production or inputs necessary for final goods eventually to be
produced. Households and firms operate simultaneously in both sets of markets.
In goods markets, households exercise demand for consumer goods and services
produced and supplied by firms. For household demand in the goods market to be
an effective demand — that is, demand backed up by an ability to pay — households
must sell their labour, or possibly the services of any capital or land they own, in
factor markets. In these factor markets it is the firms which exercise the demand
for the factor services sold by the households as inputs into the production process.

| EXAMTIP

One of the data-response questions in the Unit 1 exam is likely to be on a goods market:
forexample, the housing market or the toy market.

AQA AS Economics



Bringing demand and supply together in a competitive market

Competitive markets and uncompetitive

markets

The extent to which markets are competitive or uncompetitive is

of great importance. At one extreme a market is highl

when the very large number of firms in the market produce uniform
products, incur similar costs of production and have no ability to

influence the ruling market price (or equilibrium
supply and demand in the market as a whole. High

Chapter 5

KEY TERM

competitive market: a market in
which the large number of buyers
and sellers possess good market
information and easily enter or leave
the market.

y competitive

price) set by
ly competitive markets lack

entry barriers, which means that new firms can enter. Likewise, firms already
in the market can leave if they wish to. Because there is also a high degree of
transparency in the market, firms can find out what their competitors are doing.

At the other extreme is a market in which there is no
competition at all, simply because there is only one
firm in the market, protected by entry barriers. Such a
market is called a monopoly. As Chapter 12 explains,
monopolies can often exploit consumers: for example,
by hiking up the price, restricting the output they
make available and also restricting consumer choice.

Real-world markets usually lie somewhere between
the extremes of a high degree of competition and
monopoly. In many markets, such as the market for
mobile phones, real-world firms use factors such as
style and fashion to make one firm’s product differ

from the competitors’ products. As a result, prices usually vary for the branded

Tomato farmers produce
a similar, uniform product

products sold by each of the firms in the market. However, the ability to influence
consumers in this way is not nearly so prevalent in the market for an agricultural
good such as tomatoes, where large numbers of farmers produce a similar uniform

product. The next sections of this chapter explain ho

CASE STUDY 5.1

w such a market functions.

To do with the price of fish

For a market to be competitive, buyers and sellers need
accurate information about supply and demand. Before
the use of mobile phones, fishermen in southern India
lacked information about prices being charged for newly
caught fish in other fishing villages along the coast. This
lack of adequate information about conditions of supply
and prices being charged led to small, separated and
relatively uncompetitive fish markets.

If a fisherman made a good catch, other fishermen
operating out of his home port and fishing in the same
area would also catch a lot of fish. But when all the fishing

Unit 1 Markets and market failure

vessels sailed back home, fish prices in the local village
fish market would slump because of excess supply.
Another possibility was to sail down the coast
after the catch was made, in the hope that in other
villages fish catches were less bountiful and prices
were therefore better. But, because of high fuel prices
and uncertainty about what might be happening
elsewhere, fishermen generally chose to return to their
own village. This was wasteful because oversupply
led to fish being thrown away, even though they might
have been sold in slightly more distant fish markets.



Another result was wide variations in fish prices in
different fishing villages.

However, after mobile phones had been introduced in
southern India, while they were still at sea fishermen began
to call markets all along the coast to find out where prices
were highest. Having obtained this information, fishermen
were now prepared to market their fish further afield,
despite the fuel costs involved. The number of unsold

Follow-up questions

fish that previously had been thrown back into the sea fell
dramatically. Fish prices also fell. The ‘law of one price’
was operating — there now being a single price along
the coast for more or less identical fish. By improving
the exchange of information between fishermen, mobile
phone technology has therefore contributed to the growth
of a larger and much more competitive market.

1 Explain how the case study illustrates how better information on the part of buyers or sellers improves the way a

market functions.

2 Name two UK markets that have been made more competitive as a result of the growing use of mobile phones.

Bringing demand and supply curves together

in a competitive market

I will now bring together the market demand and market supply curves (explained
in Chapters 3 and 4) to see how the equilibrium price is achieved within a single
competitive goods market in the economy. The market we shall look at is the tomato
market. The essential features of the market are shown in Figure 5.1.

A
Price Market

supply (5)

Market

demand
(D)

Figure 5.1 A supply and demand 0 eE——— perio:
graph for the tomato market afthnie

Note that later diagrams in this chapter label the curves D and S, and the horizontal
axis is labelled ‘Quantity’. D, § and ‘Quantity’ are shorthand for ‘Market demand’,
‘Market supply” and ‘Quantity per period of time’.

The market demand curve drawn in Figure 5.1 shows how many tomatoes all the
consumers in the market plan to purchase at different prices in a particular period
of time. In a similar way, the market supply curve shows how many tomatoes all
the farmers and firms in the market wish to supply at different prices in the same
time period.

The equilibrium price

The concepts of equilibrium and its opposite,
disequilibrium, are of great importance in

economic theory and analysis. You should equilibrium: a state of rest or
think of equilibrium as a state of rest or a state of balance between opposing forces.
balance between opposing forces. In a market, the
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opposing forces are supply and demand. Market equilibrium, which KEY TERM
is shown in Figure 5.2, occurs where the demand curve and the supply

curve cross each other. At price P*, households plan to demand exactly market equilibrium: when planned
the same quantity of tomatoes that firms plan to supply. P* therefore is demand equals planned supply in
the equilibrium price, with Q* being the equilibrium quantity. the market.
Price 4 S
p*
D . gy
Figure 5.2 Market equilibrium in

O Q" Quantity the tomato market

EXAM TIP

It is important to understand the concepts of equilibrium and disequilibrium in economics.

You will come across many other examples besides market equilibrium and disequilibrium

explained in this chapter. In your later studies, look out for macroeconomic equilibrium and
balance of payments equilibrium.

Disequilibrium in the market
Itisimpossible atrmost prices forboth households and firms simultaneously
to fulfil their market plans. In Figure 5.3, P, is a disequilibrium price

for tomatoes because the tomato growers and sellers cannot fulfil their market disequilibrium: when the
plans at this price. When price is P, in Figure 5.3, firms would like to market fails to clear. The market
supply Q,, but households are only willing to purchase Q,. plans of consumers and firms are
Price A inconsistent with each other.
p : Excess supply 3
;
P
P, ,
Excess demand D
§ Figure 5.3 Disequilibrium and
0 Q Q° Q; Quantity equilibrium in the tomato market

To explain this further, it is useful to divide the market into two ‘sides’ — the short
side and the long side. When the price is P,, households, or the people wishing to
buy tomatoes, are on the short side of the market, while tomato producers are on
the long side. The economic agents on the short side can always

fulfil their market plans, but those on the long side cannot! Thus,
when the price is P;, households can purchase exactly the quantity
of tomatoes they wish to, namely Q,. Farmers and other tomato TNBE TR S e T
producers, however, are in a different situation. They would like to to buy, with the price above the
sell Q,, but can only sell Q,, as long as the price remains at P,. The equilibrium price.

difference between Q, and Q, is excess supply or unsold stock.

excess supply: when firms wish

Unit 1 Markets and market failure



EXAM TIP

Many students never really get to grips with microeconomic analysis because they fail to
understand the difference between market plans and market action. Your market plans are
what you want to do when you go shopping; your market action is what you end up doing.

At P,, as at any other price, actual or realised demand equals actual or realised
supply. However, this is largely irrelevant; the key point is that at price P,, planned
supply exceeds planned demand.

The market is also in disequilibrium at price P,, because households are unable to buy
as much as they wish to at this price. Households would like to buy @, of tomatoes,
but they can’t, because at this price tomato producers are only willing to supply Q.
The situation is now reversed compared to P,. Tomato buyers are on the long side of
the market and farmers and tomato sellers are now on the short side. In this case,
the difference between Q, and Q, is excess
demand or unfulfilled demand. Households
end up buying Q, of tomatoes because this *
is the maximum quantity tomato producers
are prepared to sell at this price. Once again,
actual demand equals actual supply (namely
Q:), but planned supply is now less than
planned demand.

excess demand: when consumers
wish to buy more than firms wish

to sell, with the price below the
equilibrium price,

[ will now introduce a most important assumption about economic behaviour
which recurs throughout economic theory and analysis. 1 will assume that
whenever an economic agent, such as a household or firm, fails to fulfil its market
plans, it has an incentive to change its market behaviour. When excess supply
exists in the market (as at P, in the tomato market), the market mechanism or
price mechanism swings into action to get rid of unsold stocks. By doing this,
the price mechanism moves the market towards equilibrium. Economists assume
that firms react to stocks of unsold goods by accepting a lower price. Eventually
the price falls until the amount that households wish to buy equals exactly the
quantity that firms are prepared to supply. In the tomato market, equilibrium is
reached at price P*.

In the case of excess demand, it is useful to divide households into two groups of
customers. In the tomato market, the first group, depicted by the distance from O to
Q,, are lucky customers who buy the good at price P, before the available quantity
runs out. By contrast, unlucky households, shown by the distance from Q, to Q,,
cannot buy the good at P,, possibly because they turned up too late. However, in
order to be able to purchase the good, unlucky consumers bid up the price until,
once again, equilibrium is reached at P*.

The equilibrium price, P*, is the only price which satisfies both households and
firms. Consequently, once this price is reached, neither group has reason to change
their market plans. At P*, planned demand equals planned supply and the market
clears.
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Here is a summary of the main conclusions of this very important part of the chapter.
m A market is in disequilibrium when:

- planned demand < planned supply, in which case the price falls, or when

- planned demand > planned supply, in which case the price rises.
m A market is in equilibrium when:

- planned demand = planned supply, in which case the price does not change.

How a shift of supply disturbs market equilibrium

Once supply equals demand in a market, for example at point X in Figure 5.4, the
market remains in equilibrium until an external event hits the market and causes
either the market supply curve or the market demand curve to shift to a new position.
Figure 5.4 illustrates what happens in the tomato market when an event such as a
bumper harvest causes the supply curve of tomatoes to shift rightward, from S, to
S,. Before the shift of the supply curve, P, was the equilibrium price of tomatoes.
However, once the supply curve shifts, P; becomes a disequilibrium price. Too many
tomatoes are offered for sale at this price, which means there is excess supply in the
market. The excess supply is shown by the distance Q, minus Q,, or from X to V. To
get rid of this unsold stock, tomato producers reduce the price they are prepared to
accept. The market price falls from P, to P,, which eliminates the excess supply. In
the new equilibrium, planned supply once again equals planned demand, but at the
lower equilibrium price of P;.

Price $ z
1
52
Excess
P, supply
P,
e ¢ '_ Figure 5.4 The effect of a rightward shift of
0 Q, Q; Q, Quantity the market supply curve of tomatoes

EXAMTIP

Make sure you can distinguish between a shift of a supply or demand curve, and the
adjustment to a new equilibrium along the curve that does not shift.

Shifts of supply or demand curves and adjustments

along a curve

As noted in Chapter 3, students often confuse a shift of a supply or demand curve
with an adjustment or movement along a curve. Figure 5.4 can be used to explain
the distinction again.

In Figure 5.4, the market supply curve of tomatoes shifts from S, to S,, creating
excess supply equal to the distance between X and V. The adjustment process then
kicks in, reducing the price from P; to P,. The adjustment involves a movement

Unit 1 Markets and market failure



along the demand curve from X to Z (and also along the supply curve from V to
Z). The shift of the supply curve is often called an increase in supply, whereas the
resulting adjustment along the demand curve is known as an extension of demand.

The next diagram, Figure 5.5, shows an increase in demand, followed by an extension
of supply. You can draw your own diagrams to illustrate (a) a decrease in supply and
a contraction of demand and (b) a decrease in demand and a contraction of supply.
You should also at this point go back to Chapters 3 and 4 to refresh your knowledge
of the different conditions of demand and conditions of supply that determine the
position of demand and supply curves. A bumper harvest shifts the supply curve
of tomatoes rightward, and a change in consumers’ incomes, described in the next
section, shifts the market demand curve.

1 S
P,
p Excess S\ K
1 demand

Figure 5.5 The effect D,
of a rightward shift of the D,
market demand curve for .
tomatoes 0 Q; Q3 0, Quantity

EXAMTIP

AQA does not require use of terms such as an increase or an extension of demand. By all
means use these terms, but explain what you mean on the first occasion you use the terms
IN your answer.

How a shift of demand disturbs market equilibrium
Figure 5.5 shows what happens in the market for tomatoes following an increase in
consumers’ incomes.

People who enjoy eating tomatoes usually consider tomatoes to be a normal good:
that is, a good for which demand increases as income increases. Before the increase
in consumers’ incomes, the equilibrium price of tomatoes was P,, determined at
the intersection of curves D, and S. At this price, planned demand equals planned
supply. However, increased incomes shift the market demand curve rightward
from D, to D,. Immediately, disequilibrium replaces equilibrium in the market.
The rightward shift of demand creates excess demand in the market, as long as
the price remains at P,. Excess demand is shown by Q, minus Q,, or the distance
between H and K.

The market adjustment mechanism now swings into action to get rid of the excess
demand. The price increases to P, to eliminate the excess demand, and the quantity
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of tomatoes bought and sold rises to Qs. In response to the increase in demand from
H to K, there is an adjustment along the supply curve between H and J (an extension
of supply) to establish the new equilibrium.

EXTENSION MATERIAL

Auctions and establishing an equilibrium price

These days almost all students are aware of eBay, the internet-based auction on which all new and second-hand goods
that you can think of are traded. Economists believe that auctions provide a quick, and indeed an almost instantaneous,
way of eliminating excess demand and establishing market equilibrium. Consider, for example, the situation shown
in Figure 5.5 immediately following the increase in demand. If tomatoes were to be auctioned, the price would rise to
that offered by the highest bidder at P>. The market would clear instantly. But would it? It is highly unlikely that a single
consumer would wish to buy all the tomatoes sold in the market. The auction would have to be more complicated,
perhaps enabling different consumers to buy at different prices between P; and Ps. Auctions are in fact quite rare.

To find out more about auctions, read Case Study 5.2.

CASE STUDY 5.2

Auctions

In theory, an auction provides a quick and efficient method

of establishing equilibrium in a market. An auction is a

kind of economic activity that has been brought into many

people's everyday lives by the internet, through sites such
as eBay. But auctions also have a long history that spans
many different domains. For example, the US government
uses auctions to sell Treasury bills and timber and oil
leases; Christie's and Sotheby’s use them to sell art; and

Morrell & Co. and the Chicago Wine Company use them

to sell wine.

Each bidder has an intrinsic value for the item being
auctioned; he or she is willing to purchase the item for a
price up to this value, but not for any higher price.

Three types of auction when a single item is being
sold are:

1 Ascending-bid auctions, also called English
auctions. The seller gradually raises the price, bidders
drop out until finally only one bidder remains, and that
bidder wins the object at this final price.

2 Descending-bid auctions, also called Dutch
auctions. The seller gradually lowers the price from

Follow-up questions

some high initial value until the first moment when
some bidder accepts and pays the current price.
These auctions are called Dutch auctions because
flowers have long been sold in the Netherlands using
this procedure.

First-price sealed-bid auctions. In this kind of
auction, bidders submit simultaneous ‘sealed bids'
to the seller. The terminology comes from the original
format for such auctions, in which bids were written
down and provided in sealed envelopes to the seller,
who would then open them all together. The highest
bidder wins the object and pays the value of her bid.

1 eBay is the best-known and the largest internet-based auction. Give your views on the advantages and

disadvantages of trading goods on eBay.

2 Explain how the use of the internet has affected the costs consumers incur when searching for goods they want

to buy.
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The functions prices perform in the economy

Chapters 2 3 and 4, Eil:ld indeed t‘hlS chapfer, P ——
have provided you with lots of information

about the role of prices in a market economy incentive function: prices create
or a mixed economy. So far, however, the incentives for consumers and firms
precise functions that prices perform in an to behave in certain ways.
economy have not been explained. I shall rationing or allocative function:
conclude this chapter by explaining these prices allocate scarce resources
functions. They are: between competing uses.

m the signalling function
m the incentive function
m the rationing or allocative function

signalling function: prices provide
information to buyers and sellers.

The signalling function

Prices provide information that allows all the traders in the market to plan and
co-ordinate their economic activities. Let me provide one example. Most Friday
afternoons, I visit my local street market to buy fruit and vegetables, including
tomatoes and lettuce. The prices, which are shown on white plastic tabs stuck into
each tray of produce, help me to decide what to buy. Of course, information about
prices alone is not enough. I also need information about the quality of the goods
on sale, which I try to get by looking carefully at the size of the produce and for
blemishes such as bruising on apples or pears.

The incentive function
The information signalled by relative prices, such as the price of tomatoes relative to
the price of lettuce, creates incentives for people to alter their economic behaviour.
Suppose, for example, I go to my local market
intending to buy, along with other vegetables,
a Kilo of tomatoes and one lettuce. As it is
Friday afternoon, by the time [ arrive at the
market, the street traders have cut the price
of tomatoes by 50% to try to prevent unsold
stock accumulating, whose quality might
deteriorate overnight. A fall in the price of
tomatoes, relative to the price of other goods
that I could buy, creates an incentive for me
to buy more tomatoes, provided of course
that I believe the quality hasn’t deteriorated.

The rationing or allocative function
Suppose | respond to a fall in the relative
price of tomatoes by buying more, say 2 Kilos
rather than the single kilo I had intended to
buy as | made my way to market. Because  Prices perform three functions in a market or
my income is limited, spending more on  mixed economy
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one good usually means [ spend less on other goods. Prices, together with income,
ration the way people spend their money. Suppose tomato prices fall, not only in
my local street market on a Friday afternoon, but throughout the economy for a
sustained period of time. Tomatoes are now cheaper relative to other goods in the
economy. On the one hand, the lower relative price causes households to increase
their demand for tomatoes, substituting tomatoes in place of other vegetables. But,
on the other hand, a lower relative price may indicate that growing tomatoes is not
a very profitable activity. In response, farmers grow fewer tomatoes. If these events
happen, the information signalled by changing relative prices creates incentives
for economic agents to alter their market behaviour, and changes the way scarce
resources are rationed and allocated between competing uses.

EXAM TIP

It is important to recognise that when markets perform well, prices convey accurate
information and create suitable incentives for economic agents to respond to. But when one
or more of the three functions of prices performs unsatisfactorily, or in extreme cases breaks
down completely, market failure occurs.

= A competitive market contains a large number of firms producing similar goods or services,

» New firms can easily enter a competitive market, and incumbent firms can easily leave.

» The price mechanism allocates scarce resources between competing uses in a competitive
market.

» In a competitive market, a good’s price is determined by supply and demand.

» When planned demand equals planned supply, a market is in equilibrium.

» Market disequilibrium means that excess demand or excess supply exists in the market.

» Firms respond to excess supply by reducing the quantity of the good they are prepared
to supply.

» Consumers respond to excess demand by bidding up the price of the good.

= A shift of a supply or demand curve disturbs equilibrium and leads to excess supply
or demand.

= A rightward shift of demand, known as an increase in demand, leads to an extension
of supply.

» Arightward shift of supply, known as anincrease in supply, leads to an extension of demand.

» Prices perform three functions in a market or mixed economy: signalling, creating incentives,
and rationing and allocating resources between competing uses.

Exam-style questions

1 Explain the difference between goods markets and factor markets in an economy. (12 marks)
2 Explain why the market for tomatoes is competitive whereas the market for tap water is uncompetitive. (12 marks)
3 Assess the importance of markets in a mixed economy such as the UK economy. (25 marks)

4 Do you agree that governments should never intervene in markets”? Justify your answer. (25 marks)
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Chapter 6 Elagticity

Whenever a change in one variable (such as a good’s price) causes a change to
occur in a second variable (such as the quantity of the good that frms are prepared
to supply), an elasticity can be calculated. The elasticity measures the proportionate
responsiveness of the second variable to the change in the first variable. For example, if
a 5% increase in price were to cause fims to increase supply more than proportionately
(say by 10%), supply would be elastic. In this example, a change in price induces a
more than proportionate response by the producers. But if the response were less
than proportionate (for example, an increase in supply of only 3%), supply would be
inelastic. And if the change in price were 1o induce an exactly proportionate change
in supply, supply would be neither elastic nor inelastic — this is called unit elasticity of
supply. Elasticity is a useful descriptive statistic of the relationship between two variables
because it is independent of the units, such as price and quantity units, in which the
variables are measured.
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LEARNING OUTCOMES

This chapter will:

m explain the elasticities you need to know

investigate price elasticity of demand

distinguish between the slope of a curve and its elasticity

outline the factors determining price elasticity of demand and price elasticity

of supply

relate price elasticities to the shapes of demand and supply curves

m explain how price elasticity of supply and the shape of supply curves is different in the
short run and the long run

= relate income elasticity of demand to normal goods and inferior goods

= relate cross-elasticity of demand to goods in joint demand and to substitute goods

= analyse how price elasticity of demand affects who bears the burden of an
expendituretax

The elasticities you need to Know
Although, in principle, economists could

calculate a great many elasticities, indeed one ,
; : oo ; KEY TERM
for each of the economic relationships in which

they are interested, the four main elasticities elasticity: the proportionate

you must know are: responsiveness of a second variable
m price elasticity of demand to an initial proportionate change in
m price elasticity of supply the first variable.

m income elasticity of demand
m cross-elasticity of demand
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EXAM TIP

Make sure you don't confuse the four main elasticities. It is very easy to confuse price
elasticity of demand, price elasticity of supply and income elasticity of demand. You must
also avoid writing the formulas ‘upside down’.

The following formulas are used for calculating these elasticities:

proportionate change in quantity demanded
proportionate change in price

price elasticity of demand =

proportionate change in quantity supplied
proportionate change in price

price elasticity of supply =

proportionate change in quantity demanded
proportionate change in income

income elasticity of demand =

cross-elasticity of

demand for good _ proportionate change in quantity of A demanded
A with respectto proportionate change in price of B

the price of B

Price elasticity of demand

Price elasticity of demand measures consumers’ responsiveness to
a change in a good’s price. (Price elasticity of demand is sometimes
called an ‘own price’ elasticity of demand to distinguish it from
cross-elasticity of demand. Cross-elasticity of demand measures the
responsiveness of demand for a particular good to a change in the
price of a completely different good.)

price elasticity of demand:
the proportionate change in
demand for a good following an
initial proportionate change in the
good's own price.

A simple rule for detecting whether demand is price elastic or inelastic

As an alternative to using the formula stated above to calculate price elasticity

of demand between two points on a demand curve, a simple rule can be used to

determine the general nature of the elasticity between any two points on the demand

curve:

m if total consumer expenditure increases in response to a price fall, demand is
elastic

m if total consumer expenditure decreases in response to a price fall, demand is
inelastic

m if total consumer expenditure remains constant in response to a price fall, demand
is neither elastic nor inelastic: i.e. elasticity = unity (1)

Price elasticity of demand and slope

[t is important not to confuse the absolute response indicated by the slope of a
curve with the proportionate response measured by elasticity. Take a careful look
at the two demand curves in Figure 6.1. In Figure 6.1(a), a straight line (or linear)
demand curve has been drawn. Obviously, a straight line has a constant slope.
But although the slope is the same at all points on the curve, the elasticity is not.
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Moving down a negatively sloping linear demand curve, the price elasticity of
demand falls from point to point along the curve. Demand is elastic (or greater
than unity) at all points along the top half of the curve. Elasticity equals unity
exactly half way along the curve, falling below unity and towards zero along the
bottom half of the curve.

(a) Elasticity varying from point (b) Constant elasticity of 1 (unity)
to point moving down a at all points on a rectangular
linear demand curve hyperbola demand curve
Price 4 Price 4
. Fallin Fall in
P, \Eastlc expenditure expenditure
P, Increase in Increase in
expenditure expenditure
Py
Inelastic
PE
Pa ’\ & _
Figure 6.1 Price C . 8
elasticity of demand 0 Q Q:Q4  Quantity o Q Q, Quantity

If elasticity falls from point to point moving down a linear demand curve, it follows
that a non-linear curve (i.e. a curved line) is needed to show the same elasticity at all
points on the curve. Figure 6.1(b) shows a demand curve with a constant elasticity
of 1 at all points on the curve: that is, elasticity equals unity at all points on the
curve. Mathematicians call this a rectangular hyperbola. Whenever the price falls,
the proportionate change in quantity demanded exactly equals the proportionate
change in price. In this case, consumer expenditure remains unchanged following a
rise or fall in price.

. EXAMTIP

It is easy to confuse elasticity with the slope of a curve. Remember to include the
word ‘proportionate’ (or a % sign) above and below the dividing line when calculating
elasticities.

Infinite price elasticity of demand and zero price elasticity of demand
Horizontal and vertical demand curves have constant elasticities at all points on
the curve. A horizontal demand curve, such as the demand curve in Figure 6.2(a),
is infinitely elastic or perfectly elastic. At the other extreme, the vertical demand
curve in Figure 6.2(b) is completely inelastic, displaying a zero price elasticity of
demand at all points on the curve. When the price falls, for example from P, to P,,
the quantity demanded is unchanged.
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(a) Infinitely elastic demand
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Elasticity
(b) Zero elasticity of demand
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Chapter 6

., Figure 6.2 Horizontal and
Quantity  vertical demand curves

EXTENSION MATERIAL

Mathematicians draw demand and supply diagrams with quantity on the vertical axis and price on the horizontal axis.
When demand and supply diagrams are drawn in this way, vertical curves are infinitely elastic, while horizontal curves
have a zero elasticity. This is the opposite to the way economists draw demand and supply diagrams.

Negative elasticities

Usually demand curves are neither horizontal nor vertical, but have a negative slope, showing that as the good's price falls,
the quantity demanded rises. In this situation, elasticity as well as slope is also negative. However, economists usually ignore
the minus sign of the elasticity. Ignoring the minus sign, all elasticities larger than 1 are elastic and all less than 1 are inelastic.

CASE STUDY 6.1

Elasticity and tobacco taxation

Various studies have calculated the price
elasticity of demand for cigarettes of different
groups in society such as the young and the
old, and men and women.

A World Bank review concluded that price
rises of about 10% would on average reduce
tobacco consumption by about 4% in richer
countries. Smokers in poorer nations tend to
be more sensitive to price changes.

Reviewing 86 studies, Gallet and List
found a mean price elasticity of -0.48,

Follow-up questions

meaning that, on average, a 10% increase
in price wil be followed by a decrease in
consumption of 4.8%. They also found
greater responsiveness among younger
people, with an average price elasticity
of —1.43 for teenagers, —0.7/6 for young
adults, and -0.32 for adults. They found an
average price sensitivity of —0.50 for men
and -0.34 for women. Studies have also
tended to show greater price sensitivity
among low-income groups.

1 Most of the elasticity statistics quoted above lie between zero and —1. Discuss the

significance of this for governments.

2 Suggest two reasons why adult smokers may be less responsive to a rise in the price of

cigarettes than teenage smokers.

Unit 1 Markets and market failure



Figure 6.3
The five demand
curves you need
to know

Summary: different demand curves and their price elasticities

(a) Perfectly elastic  (b) Elasticdemand  (c) Unit elastic (d) Inelasticdemand (e) Completely
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The factors determining price elasticity of demand

Substitutability

Substitutability is the most important determinant of price elasticity of demand.
When a substitute exists for a product, consumers respond to a price rise by switching
expenditure away from the good, buying instead a substitute whose price has not
risen. When very close substitutes are available, demand for the product is highly
elastic. Conversely, demand is likely to be inelastic when no substitutes are available.

Percentage of income

The demand curves for goods or services upon which households spend a large
proportion of their income tend to be more elastic than those of small items that
account for only a small fraction of income.

Necessities or luxuries

It is sometimes said that the demand for necessities is price inelastic, whereas demand
for luxuries is elastic. However, this statement should be treated with caution. When
no obvious substitute exists, demand for a luxury good may be inelastic, while at the
other extreme, demand for particular types of basic foodstuff is likely to be elastic
if other staple foods are available as substitutes. The existence of substitutes really
determines price elasticity of demand, not the issue of whether the good is a luxury
Or necessity.

The ‘width’ of the market definition

The wider the definition of the market under consideration, the lower the price
elasticity of demand. Thus the demand for the bread produced by a particular bakery
is likely to be more elastic than the demand for bread produced by all bakeries. Quite
obviously, the bread baked in other bakeries provides a number of close substitutes
for the bread produced in just one bakery. And widening the possible market we
are considering still further, the elasticity of demand for bread produced by all the
bakeries will be greater than that for food as a whole.
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Time

The time period in question will also affect the price elasticity of
demand. For many goods and services, demand is more elastic in the
long run than in the short run because it takes time to respond to a
price change. For example, if the price of petrol rises relative to the
price of diesel fuel, it will take time for motorists to respond because
they will be ‘locked in’ to their existing investment in petrol-engine
automobiles. However, in certain circumstances, the response might
be greater in the short run than in the long run. A sudden rise in the
price of petrol might cause motorists to economise in its use for a few
weeks before getting used to the price and drifting back to their old
motoring habits.

Price elasticity of supply

Whereas demand curves are generally downward sloping, supply
curves usually slope upward. A rise in price causes firms to respond
by supplying more of the good. The mathematical properties of
upward-sloping (or positive) supply curves are different from those

Elasticity Chapter 6

Motorists may ‘overreact’ to petrol price
rises in the short term

of downward-sloping (or negative) demand curves. As with demand curves, the
‘flatness’ or ‘steepness’ of a supply curve is a misleading indicator of elasticity.
The key point is not the slope of the curve, but whether the supply curve intersects

the price axis or the quantity axis.

Upward-sloping straight-line (linear) supply curves display the

following price elasticities:

m if the supply curve intersects the price axis, the curve is elastic at
all points, though elasticity falls towards unity moving from point
to point up the curve

m if the supply curve intersects the quantity axis, the curve is
inelastic at all points, though elasticity rises towards unity moving
from point to point up the curve

m if the supply curve passes through the origin, elasticity equals
unity (+1) at all points on the curve

KEY TERM

price elasticity of supply: the
proportionate change in supply

of a good following an initial
proportionate change in the good's
own price.

(a) Elastic supply (b) Inelastic supply () Unit elasticity of supply
A A A
P, P
P, ; Fa
P, Py
Figure 6.4 Price
elasticity of supply
and linear supply
= = Ed _ o= _
0 Q; Q,  Quantity 0 Q, Q; Quantity 0 Q Q Quantity = Curves
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Figure 6.5

The five linear
supply curves you
need to know

EXAM TIP

It is useful to understand why the elasticity of upward-sloping supply curves differs from
the elasticity of downward-sloping demand curves. However, exam questions test your
knowledge of the economics of elasticity rather than the mathematics of elasticity.

(a) Perfectly elastic  (b) Elastic supply (c) Unit elastic (d) Inelastic supply (e) Completely
supply | " supply . ’ inelastic supply
A A
S
3 S
PE; > 1
PEc =0 / PEs=0
S PES <1
O Q’" Q} Qi- 0 Q,_ Q‘_
Non-linear supply curves Price 4

Figure 6.6 shows how elasticity can be
observed at any point on an upward-
sloping, non-linear supply curve. This is
done by drawing a tangent to the point and
noting the axis which the tangent intersects.
Because the line drawn tangential to
point A intersects the price axis, supply is
elastic at point A. The tangent to point B L
intersects at the origin, so supply at point B - Quantity
is unit elastic. Finally, the tangent to point Figure 6.6 Price elasticity of supply and a

C intersects the quantity axis, so supply is non-linear supply curve

inelastic at point C. With this supply curve,

elasticity falls moving from point to point up the curve. Supply is elastic in the lower
section and inelastic in the upper section of the curve.

A closer look at perfectly elastic demand and supply

Figure 6.7 shows a perfectly elastic demand curve and a perfectly elastic supply
curve. (These can also be labelled infinitely elastic demand and infinitely elastic
supply.) Although the two parts of Figure 6.7 appear to be identical (apart from
the labels), this is very misleading. The apparent similarity disguises a significant
difference between perfectly elastic demand and perfectly elastic supply. In Figure
6.7(a), demand is infinitely elastic at all prices on or below the demand curve, though
if the price rises above the demand curve (for example from P, to P,), the amount
demanded immediately falls to zero. This is because perfect substitutes are available
when demand is perfectly price elastic. Customers cease to buy the good as soon as the
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price rises above the demand curve, switching spending to the perfect substitutes
whose prices have not changed.

By contrast, in Figure 6.7(b), supply is infinitely elastic at all prices on or above
the supply curve, though if the price falls below the supply curve (for example
from P, to P,), the amount supplied immediately drops to zero. P, is the minimum
price acceptable to firms. If they are paid this price (or any higher price), firms
stay in the market, but the incentive to stay in the market disappears at any
lower price. Firms leave the market, unable to make sufficient profit.

(a) Perfectly elastic demand (b) Perfectly elastic supply
Price 4 Price 4
P, L
p Demand p Supply
"1 PED = oo 1 PES =00
P, |
- =
0 Quantity 0 Quantity

CASE STUDY 6.2

EXAM TIP

Exam candidates often
confuse perfectly elastic
demand with perfectly
elastic supply.

Figure 6.7 Perfectly price
elastic demand and supply
curves

Housing market elasticities in the UK
UK households have an income elasticity of demand for housing that

Table 6.1 The price elasticity of supply of new
housing in selected countries

exceeds +1. However, demand for housing is price inelastic. These demand

elasticities, combined with a low price elasticity of supply for housing, push Country | Price elasticity of supply
the UK's housing market towards long-term rising prices. Canada +1.2

New housing would need to have a price elasticity of supply of +10 for UK +0.4
supply to equal demand in the long term. But if the price elasticity of supply USA 420
for new housing remains low, as the table shows, house prices will never be
stable in the UK when the demand for housing is increasing. France +0.3

: USA +1.4

Follow-up quastlops . | - _ E— 06
1 Suggest why the price elasticity of supply of new houses is lower in the

UK than in the USA.
2 ‘New housing would need to have a price elasticity of supply of +10 for
supply to equal demand in the long term.” Explain this statement.

The factors determining price elasticity of supply
The length of the production period

If firms can convert raw materials into finished goods very quickly (e.g. in just a
few hours or days), supply will tend be more elastic than when several months are

involved, as with many agricultural goods.
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The availability of spare capacity
When a firm possesses spare capacity, and if labour and raw materials are readily
available, production can generally be increased quite quickly in the short run.

The ease of accumulating stocks

When stocks of unsold finished goods are stored at low cost, firms can respond
quickly to a sudden increase in demand. Alternatively, firms can respond to a price
fall by diverting current production away from sales and into stock accumulation.
Likewise, the ease with which stocks of raw materials or components can be bought
from outside suppliers and then stored has a similar effect.

The ease of switching between alternative methods of production

When firms can quickly alter the way they produce goods — for example, by
switching between the use of capital and labour — supply tends to be more elastic
than when there is little or no choice. In a similar way, if firms produce a range
of products and can switch raw materials, labour or machines from one type of
production to another, the supply of any one product tends to be elastic.

The number of firms in the market and the ease of entering the market
Generally, the more firms there are in the market, and the greater the ease with
which a firm can enter or leave, the greater the elasticity of supply.

Time

I have already noted that demand is more elastic in the long run than in the short
run because it takes time to respond to a price change. The same is true for supply.
Figure 6.8 shows three supply curves of increasing elasticity, S;, S, and S 3, which
illustrate respectively market period supply, short-run supply and long-run supply.

Figure 6.8 The effect of the time Dy L
period upon price elasticity of supply o Q Q; Q; Quantity

m Market period supply — the market period supply curve S, is shown by a vertical
line. S, depicts the situation facing firms following a sudden and unexpected
rightward shift of demand from D, to D,. When surprised by a sudden increase in
demand, firms cannot immediately increase output. In the market period, supply
is completely inelastic, and the price rises from P, to P, to eliminate the excess
demand brought about by the rightward shift of the demand curve.

m Short-run supply — the higher price means that higher profits can be made,
creating the incentive for firms to increase output. In the short run, firms
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increase output by hiring more variable factors of production such as labour.
The short-run increase in output is shown by the movement up the short-run
supply curve, S;. The short-run supply curve is more elastic than the market
period supply curve, §;. In the short run, supply increases to Q;, and the price
falls from P, to P;.

m Long-run supply — if firms believe the increase in demand will be long lasting,
and not just a temporary phenomenon, they may increase the scale of production
by employing more capital and other factors of production that are fixed in the
short run, but variable in the long run. When this happens, firms move along
the long-run supply curve S;. Output rises to Q;, and the price falls once again,
in this case to P,.

EXAM TIP

You should remember that, for most goods, both the demand curve and the supply curve
are more price elastic in the long run than in the short run.

In a competitive industry with low or non-existent barriers to entry, elasticity of
supply is greater in the long run than in the short run, because in the long run (but
not the short run) firms can enter or leave the market. Short-run supply is less elastic
because supply is restricted to the firms already in the industry.

Income elasticity of demand
The nature of income elasticity of demand — which measures how
demand responds to a change in income — depends on whether the
good is a normal good or an inferior good. Income elasticity of demand
is a.lmtays negative for an in-ferior good and pasiti_ve fo_r a normal good. clamnani for & ook follomina an
This is because the quantity demanded of an inferior good falls as initial proportionate change in
income rises, whereas the quantity demanded of a normal good rises  consumers’ income.

with income. Normal goods can be further divided into superior
goods or luxuries, for which the income elasticity of demand is greater
than +1, and basic goods, with an income elasticity lying between 0

income elasticity of demand:
the proportionate change in

cross-elasticity of demand:
the proportionate change in

. | demand for a good following an
and +1. Although the quantity demanded of a normal good always initial proport og:ate changeg
rises with income, it rises more than proportionately for a superior in price of another good.

good (such as a luxury car). Conversely, demand for a basic good such
as shoe polish rises at a slower rate than income.
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