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Examiner tips


Advice from the examiner on key points in the text to help you learn and recall unit content, avoid pitfalls, and polish your exam technique in order to boost your grade.
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Knowledge check


Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers




Turn to the back of the book for the Knowledge check answers.
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Summary





• Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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Questions & Answers
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About this book



The aim of this Guide is to prepare students for the AQA Advanced Subsidiary ECON 1 examination assessing Unit 1: Markets and Market Failure.


Content Guidance


Start off by reading the Content Guidance section of the book, which divides the Unit 1 specification into nine separate topics. You can read all the topics, one by one, before proceeding to the Questions and Answers section of the Guide. Alternatively, you may decide to read a particular topic and then to read the corresponding part of the Questions and Answers section. The topics follow the order of the Unit 1 specification, proceeding from markets through market failure and then on to government intervention in markets in order to correct market failure.


Questions and Answers


You should read the Questions and Answers section of the book either after reading all nine specification topics in the Content Guidance section, or bit by bit, having revised a selected topic on a particular part of the specification.


Objective-test questions (OTQs)


There are nineteen objective-test questions (OTQs) and six data-response questions (DRQs) in the Questions and Answers section of the Guide. The OTQs divide into two parts. The first OTQs are questions typical of those commonly set on each of the nine topics covered in the Content Guidance section of the Guide. Each of these questions is similar in layout, structure and style to an OTQ in the ECON 1 examination paper. A commentary has been included after each question to explain the correct answer and any other important features of the question. These questions are then followed by ten OTQs, chosen to represent the types of question that regularly catch out unwary students. For these questions, the commentary after each question explains the nature of the pitfall that may catch you out.


Data-response questions (DRQs)


The nineteen OTQs are followed by six data-response questions. You can use the DRQs either as timed test questions in the lead-up to the examination or to reinforce your understanding of the specification subject matter, topic by topic, as you proceed through the Content Guidance. In this Guide, the data-response questions are numbered 1 to 6, but in the AQA exam you will eventually sit, the two questions will be numbered Context 1 and Context 2.


This section, covering the data-response questions, also includes:




•  A student’s answer for each DRQ.


•  Examiner’s comments on each student’s answer explaining, where relevant, how the answer could be improved. These comments are denoted by the icon [image: ].






Using other economics resources



This Guide should be used as a supplement to other resources, such as class notes, textbooks, Economic Review magazine and AS/A-Level Economics Exam Revision Notes. (The last two of these are published by Philip Allan Updates.) As this Guide contains summaries rather than in-depth coverage of all the topics in the specification, you should not use the Guide as your sole learning resource during the main part of the course. However, you may well decide to use the Guide as the key resource in your revision programme. You are strongly advised to make full use of the Questions and Answers section, especially in the revision period when you should be concentrating on improving your examination skills.





Content guidance


Summary of the specification


The AQA specification for Markets and Market Failure contains the following sections.


3.1.1 The economic problem


How can you decide whether a market performs well or badly? You must assess the extent to which the market contributes to the solution of the economic problem, which is the title of both the first section of the specification and the first topic in this Guide. A market performs well when the price mechanism, operating within the market, solves to a satisfactory degree the economic problem of scarcity. By contrast, if the price mechanism (or market mechanism) functions unsatisfactorily (or, in extreme cases, breaks down completely and fails to function at all), market failure occurs. Some resources which appear to be ‘free’ and available in unlimited supply are in fact scarce. The environment is an example of such a scarce resource, and its scarcity is affected by many of the economic decisions made by human beings.


The central purpose of economic activity is to improve economic welfare (which can be thought of as happiness enjoyed by the whole population). For the most part, improving economic welfare requires production of goods and services so that people’s needs and wants can be satisfied. The production of goods and services in turn means that questions have to be addressed such as what to produce, how to produce and for whom to produce.


The key concepts you must know which relate to the economic problem of scarcity are: the nature of economic resources or factors of production (land, labour, capital and enterprise); the importance of choice and opportunity cost; and the assumption that all economic agents (households, firms and the government) have objectives that they wish to maximise. You must also understand the difference between free goods and economic goods. Production possibility curve diagrams (which also figure in specification section 3.1.3 in relation to the key concept of economic efficiency) can be used to illustrate the economic problem and two other key concepts in section 3.1.1: opportunity cost and the trade-off between conflicting objectives. Finally, this section of the specification requires that you recognise value judgements and understand the difference between positive statements (statements of fact or statements that can be shown to be either true or false) and normative statements (statements of opinion). You must also familiarise yourself with the role incentives play in economic activity and in providing satisfactory answers to questions such as those outlined in the previous paragraph.



3.1.2 The allocation of resources in competitive markets



This is the core area of the specification, at the centre of which is the supply and demand economic model. To meet the requirements of this section of the specification, you must learn, understand and be able to apply important terms and concepts such as demand, supply, equilibrium, disequilibrium and elasticity, and the signalling, incentive and rationing functions of prices. Make sure you can apply elasticity formulae to calculate price elasticity of demand, income elasticity of demand, cross elasticity of demand and price elasticity of supply. You must understand the difference between a shift of a demand or supply curve and an adjustment along a supply or demand curve in response to a price change. Practise drawing supply and demand diagrams to illustrate shifts of supply and demand caused by changes in factors, other than price, which determine supply and demand. You must learn to apply your knowledge of the basic model of demand and supply to markets, including commodity markets such as oil and copper markets, agriculture, healthcare, housing, sport and leisure.


Probably the most important skill you must learn when studying this section of the specification is applying demand and supply analysis to particular markets. This is a key skill tested in the Unit 1 examination – one of the two data-response questions is likely to be set on a primary product or industrial market.


3.1.3 Production and efficiency


As already mentioned, throughout your studies you must always remember that improved economic welfare is the ultimate purpose of economic activity, but that production of more goods and services is usually necessary for welfare to increase. In order to maximise welfare, production must take place efficiently rather than inefficiently. You must understand and learn to apply the concept of productive efficiency, which involves maximising output of goods and services from available inputs (the economic resources or factors of production mentioned in section 3.1.1).


Two factors that increase productive efficiency are specialisation and economies of scale. Specialisation, which occurs when different industries produce different goods and services, leads to the growth of trade and exchange. Economies of scale, which result from the growth in size of firms and industries, lead to falling average costs of production and to an increase in productive efficiency. By contrast, diseconomies of scale, which involve rising average costs as the scale of a firm increases, result in productive inefficiency. Diseconomies of scale discourage any further growth of a firm. For a firm, productive efficiency occurs when economies of scale have been achieved to the full, but before diseconomies of scale cause average costs to rise.


The economy as a whole is productively efficient when production takes place on the economy’s production possibility frontier or boundary. In this situation, it is impossible to increase production of one good without reducing production of one or more other goods.



3.1.4 Market failure



Market failure occurs whenever markets perform badly or unsatisfactorily. Markets may fail either because they perform inequitably (unfairly or unjustly) or because they perform inefficiently. Different people have different opinions about what is fair, so the first type of market failure depends on normative views or value judgements (see section 3.1.1).


Many economists argue that inequalities in the distributions of income and wealth provide a significant example of market failure resulting from markets performing inequitably. Whenever markets are productively inefficient (a key concept in section 3.1.3), or when they misallocate resources between competing uses, the second type of market failure occurs. Monopoly is an important example. If the incentive function of prices (see section 3.1.2) breaks down completely, markets may be unable to produce any quantity of a good. Public goods provide an example, and there are also ‘missing markets’ in externalities. In other cases, markets may succeed in providing a good, but end up providing the ‘wrong’ quantity. This happens if the market price is too high, which discourages consumption, or too low, which has the opposite effect of encouraging too much consumption. The main examples are merit and demerit goods.


You must practise drawing diagrams to show the marginal private, external, and social cost and benefit curves relevant to externalities and merit and demerit goods. You should be able to illustrate the misallocation of resources resulting. These diagrams should be used to illustrate the difference between the privately optimal and the socially optimal levels of goods when externalities are generated in the course of either production or consumption — and the associated resource misallocation. Students should also understand that the classification of merit and demerit goods depends upon value judgements and that production of merit and demerit goods may be subject to positive and negative externalities in consumption. Under-provision of merit goods, and over-provision of demerit goods, may also result from imperfect information.


Monopoly should also be treated as an example of a market failure, which in the absence of economies of scale, results in productive inefficiency and a misallocation of resources compared to the outcome in a competitive market. You must understand that many real-world markets display evidence of market power, even when there is more than one firm. Barriers to entry and the degree of market concentration and product differentiation should be appreciated as sources of monopoly power. Nevertheless, you should also be aware of the potential benefits of monopoly: for example, economies of scale and possibly more invention and innovation.


Immobility of factors of production is also likely to lead to a misallocation of resources and therefore cause market failure.


3.1.5 Government intervention in the market


When studying government intervention, you should distinguish between the government’s objectives and the methods it uses to achieve its objectives. Section 3.1.1 introduced one of the most important assumptions in economics — that every economic agent has an objective that it tries to achieve and maximise. When analysing the role of the state in the economy, economists usually assume that governments wish to maximise the public interest or social welfare (i.e. the economic welfare of the whole community).


When intervening in the market, governments have various policy instruments at their disposal. The most extreme method of intervention involves abolishing the market, such as when the government provides public and merit goods directly and finances their provision through the tax system. At the other extreme, governments often allow markets to function largely free of intervention, but modified to some extent by the effect of taxes or minor regulation. Taxation and regulation provide the main forms of government intervention in markets. Other methods of intervention cited in the specification include subsidies, price controls and in the case of negative externalities, permits to pollute.


You might also be asked to explain, analyse and assess the effectiveness of intervention in the form of buffer stock schemes or price stabilisation policies: for example, the imposition of price ceilings or price floors. The specification hints that the Common Agricultural Policy (CAP) of the European Union may provide the context for a question on government intervention in agricultural markets. Government intervention in the transport market might also figure strongly in a question.


Much government intervention attempts to correct the various market failures outlined in section 3.1.4. However, an attempt to correct market failure can lead to government failure. First, government intervention to correct a market failure or to achieve the government’s objectives may simply be unsuccessful. Second, and often more seriously, completely new economic problems may emerge as a direct result of government intervention trying to correct other problems.


The economic problem


These notes relate to AQA specification section 3.1.1 and prepare you to answer examination questions on:




•  the purpose of economic activity


•  the fundamental economic problem of scarcity


•  related economic concepts, such as opportunity cost, the conflicts and trade-offs involved when households and firms try to achieve their goals or objectives, and the role of factors of production





Essential information


The purpose of economic activity and the problem of scarcity
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Knowledge check 1


What is meant by scarcity and economising?
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Economics is literally the study of economising — the study of how human beings make choices on what to produce, how to produce and for whom to produce, in a world in which most of the resources are limited. Because resources are limited in relation to people’s infinite wants, the problem of scarcity is the fundamental economic problem.
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economic problem Only a limited amount of resources is available to produce the unlimited quantity of goods and services people desire.
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The ultimate purpose or objective of economic activity is to increase people’s happiness or economic welfare. Increased production enables economic welfare to increase, but only if the production of more goods and services leads to higher levels of consumption. Production and consumption often lead to resource depletion (using up scarce resources) and resource degradation (e.g. pollution and destruction of the natural environment).


As a general rule, consumption increases economic welfare and people’s standard of living (although in certain circumstances consumption can reduce rather than increase welfare). Economists often use the word utility for the welfare that people enjoy when they consume goods and services. Goods such as food bought for consumption are known as consumer goods; by contrast, a good such as a machine bought by a firm in order to produce other goods is called a capital good. Goods that people produce for their own consumption, and activities such as contemplating the natural environment, contribute to people’s utility or welfare, adding to the utility obtained from consuming goods bought in the market.


The economy’s production possibility frontier


The production possibility frontier in Figure 1 shows the various possible combinations of capital goods and consumer goods that the economy can produce when all the available inputs or economic resources are being used to the full.


Suppose that initially the economy is at point A on the frontier, producing K1 capital goods and C1 consumer goods. In the absence of economic growth (which moves the frontier outwards), consumer good production can only increase to C2 if the production of capital goods falls from to K1 to K2. The fall in the production of capital goods when the production of consumer goods increases is called an opportunity cost.
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opportunity cost The opportunity cost of any decision is the next best alternative sacrificed or given up.


[image: ]





[image: ]






Examiner tip


You must learn to draw and interpret production possibility diagrams, which are very important in the ECON 2 exam as well as in the ECON 1 exam.
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Knowledge check 2


Give an example of an opportunity cost, other than the capital goods given up when the production of consumer goods increases.
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Figure 1 An economy’s production possibility frontier





Maximising behaviour and rational behaviour


Economists usually assume that households and firms (and other economic agents, such as the government) have economic objectives that they wish to maximise.


The objectives are generally taken to be:




•  profit in the case of producers (or firms)


•  utility or consumer welfare for members of households


•  the public interest, or social welfare, in the case of governments





Economic behaviour is thus maximising behaviour. Everybody is assumed to be rational, which means that people always try to choose the best possible outcome in preference to the next best.


Trading-off between different objectives


Very often it is difficult to choose between different outcomes that all have advantages and disadvantages. In this situation, it may be possible to resolve the conflict by trading-off between the alternatives. Points A and B in Figure 1 illustrate trading-off. Instead of producing only capital goods (at point Y) or only consumer goods (at point X), combinations of capital and consumer goods can be produced at intermediate points on the frontier, such as A or B. The production of capital goods can be traded-off against the production of consumer goods.
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trading-off When two or more objectives conflict with each other and are impossible to achieve simultaneously, a trade-off is a decision to try to achieve the conflicting objectives to a certain extent, but without maximising any of the objectives.
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Free goods and economic goods


Most goods and services that add to our economic welfare and contribute to our standard of living have to be produced from scarce resources. (Exceptions, such as sea water for a person living on the coast, are known as free goods. As their name implies, free goods are not bought and sold at a price because they are not scarce and because no costs of production are involved.)


Goods other than free goods are examples of economic goods. Scarcity and the need to pay a price to obtain the good mean that people have to economise when deciding whether or not to buy an economic good. For a consumer, the opportunity cost of buying an economic good is the other goods that could have been bought instead. Likewise, the production of an economic good involves an opportunity cost — in this case, other goods that the factors of production employed to produce the good could have produced instead.


Positive and normative statements in economics


A lot of economics is concerned with what people ought to do. Ought the government try to make markets function more fairly? Such a question falls within the remit of normative economics. Normative economics is about value judgements and opinions, but because people have different opinions 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. However, a positive statement does not have to be true. For example, ‘the moon is made of green cheese’ is a positive statement. A few people may believe it, though obviously with the growth of scientific evidence, the statement has been falsified. The key point is that positive 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.


Examination skills


The skills most likely to be tested by objective-test and data-response questions on the economic problem are as follows:




•  Interpreting and possibly drawing a production possibility diagram such as Figure 1.


•  Understanding and explaining that the purpose of economic activity is to increase welfare.


•  Understanding and explaining how the scenario of the question illustrates the problem of scarcity.


•  Explaining and applying the concept of opportunity cost.


•  Analysing an economic problem in terms of trade-offs between conflicting objectives.


•  Distinguishing between a statement of fact (a positive statement) and a value judgement (a normative statement).





Examination questions


Knowledge and understanding of scarcity may be tested by OTQs in the contexts of production possibility frontiers and free goods. Because it is the central topic in economics, virtually every examination question in economics touches upon the economic problem and its related concepts. For the most part, specific knowledge of the economic problem will be tested by objective-test questions rather than by data-response questions. You should expect up to two objective-test questions on the terms and concepts listed in this chapter: OTQ 1 in the Questions and Answers section of this Guide is a typical example.


Common examination errors


Commonly made mistakes on the economic problem include the following:




•  Failure to appreciate that almost all problems and issues in economics involve the problem of scarcity and its related concepts.


•  Failure to relate scarcity to the need for rationing, and to the role of rationing mechanisms such as the price mechanism and queues and waiting lists.


•  Inaccurate drawing of production possibility diagrams.


•  Not understanding the importance of the assumption of maximising behaviour in economic theory.


•  Confusing positive and normative statements (see the examiner comment on OTQ 1 on p. 52 for an explanation of the difference).
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Summary




•  Economics is the study of economising.


•  Economics answers questions on what to produce, how to produce and for whom to produce, in a world in which most of the resources are limited relative to wants and needs.


•  Scarcity is the fundamental economic problem.


•  A production possibility frontier shows the different combinations of goods that can be produced from available resources.


•  Households and firms have economic objectives that they wish to maximise.


•  Free goods are available at zero price because they are not scarce and because no costs of production are involved.


•  The production of economic goods uses up scarce resources and people have to economise in their use.


•  A normative statement involves a value judgement whereas a positive statement can be tested to see if it is true or false.
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Supply and demand in competitive markets


These notes relate to AQA specification section 3.1.2 and prepare you to answer examination questions on the following:




•  how the price mechanism establishes an equilibrium within a market


•  how the market adjusts to a new equilibrium following a shift of demand or supply
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Knowledge check 3


What is meant by equilibrium in economics?
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Essential information


What is a market?


A market, which is a meeting of buyers and sellers for the purpose of exchanging goods or services, exists in the market sector of the economy. Figure 2 illustrates the key features of a market.


Demand and supply curves in a market


The demand curve shows the quantities of a good that households or consumers plan to purchase at different prices, and the supply curve shows how much firms or producers plan to supply at different prices. At all prices (except the equilibrium price) it is impossible for both households and firms simultaneously to fulfil their market plans. For example, at price P1 firms would like to supply Q2, but households are only willing to purchase Q1. Planned supply is greater than planned demand, resulting in an excess supply. By contrast, at price P2 households wish to buy Q4 but firms restrict supply to Q3, and excess demand results. At any price other than P*, which is the equilibrium price, there will be either excess supply or excess demand, with either the firms or the households unable to fulfil their market plans. The market is in disequilibrium when there is excess supply or excess demand.





[image: ]

Figure 2 The price mechanism operating within a market





How an equilibrium price is achieved


In economics, we assume that firms respond to excess supply by reducing the price they are prepared to accept, while conversely households bid up the price to eliminate excess demand. The price falls or rises until equilibrium is achieved. The equilibrium price is the only price that satisfies both households and firms, which consequently have no reason to change their market plans. At P* planned demand = planned supply.


[image: ]


equilibrium price the price that clears the market, at which there is no excess demand or excess supply.
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Examiner tip


Usually you should start your answer to part [03] of a data-response question on a market by drawing a graph to show a market in equilibrium.
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Shifts of demand or supply curves


Market equilibrium may be disturbed by a shift of either the demand curve or the supply curve. A demand curve will shift if any of the factors influencing demand, other than the good’s own price, changes. These factors are called the conditions of demand.
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Knowledge check 4


Explain the difference between a shift of demand and an adjustment of demand.
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The conditions of demand


The conditions of demand, factors that may cause the demand curve to shift to the left or to the right, include income, taxes imposed on income (income tax), welfare benefits given to people, tastes and preferences, the prices of substitute goods and the prices of complementary goods (or goods in joint demand).
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substitute goods goods that are in competing demand such as Sony and Nintendo games consoles.


complementary goods goods that are in joint demand (they go together) such as cars and petrol.


[image: ]


For example, an increase in income shifts demand curves rightward — but only for normal goods. A normal good is defined as a good for which demand increases when income increases. By contrast, an inferior good is a good (such as poor-quality food) for which demand falls as income increases. If the good is inferior, an increase in income shifts the demand curve leftward. Figure 3 shows a rightward shift of demand from D1 to D2, caused perhaps by a fall in the price of a good in joint demand (a complementary good) or by a successful advertising campaign for the product. Before the shift of demand, P1 was an equilibrium price. Following the shift of demand, this is no longer the case. Planned demand is greater than planned supply and there is excess demand of Q2 – Q1 in the market. To relieve the excess demand, the price rises to a new equilibrium at P2.




[image: ]

Figure 3 The effect of a rightward shift of demand in a market





The conditions of supply


By contrast, if conditions of supply change, the supply curve shifts. The conditions of supply include costs of production, taxes levied upon firms by government (indirect taxes) and subsidies given by the government to firms. For example, an increase in labour costs would shift the supply curve upward (or leftward).
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Examiner tip


Part [03] of a data-response question on a market typically asks you to shift either the demand curve or the supply curve to a new position and a new equilibrium price.





OEBPS/OEBPS/images/yellow.jpg





OEBPS/OEBPS/images/blue.jpg





OEBPS/OEBPS/images/title.jpg
TUDENT UNIT GUIDE

NEW EDITION

AQAAS Economics Unit |
Markets and Market Failure

Ray Powell

‘7 PHILIP ALLAN





OEBPS/OEBPS/images/cover.jpg





OEBPS/OEBPS/images/green.jpg





OEBPS/OEBPS/images/e1.jpg





OEBPS/OEBPS/images/15-1.jpg
e SO Supply

NS
7N

Excess demand

Demand






OEBPS/OEBPS/images/16-1.jpg
Q, Quantity

Q,





OEBPS/OEBPS/images/red.jpg





OEBPS/OEBPS/page-template.xpgt
 

   
    
		 
    
  
     
		 
		 
    

     
		 
    

     
		 
		 
    

     
		 
    

     
		 
		 
    

     
         
             
             
             
             
             
             
        
    

  

   
     
  





OEBPS/OEBPS/images/4-1.jpg
Examstyle questions —__ |

on the questions
Tips on what you

need to do to gain full
marks, indicated by the
icon @

Sample student
Practise the questions,
then look a the student
answwers that follow
cach set of questions.

Examiner commentary
on sample student

Find outhow many marks
each answer would be
awarded inthe exam and
then ead the cxaminer
comments (receded by
theicon @) ollowing
cach student answer.
Annotations that lnk
backto points made in
the student answers show
exactly how and where
maks e gained o lost.





OEBPS/OEBPS/images/11-1.jpg
b e

5

G

Consumer
peskie





