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Getting the most from this book



This Need to Know guide is designed to help you throughout your course as a companion to your learning and a revision aid in the months or weeks leading up to the final exams.


The following features in each section will help you get the most from the book.
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You need to know


Each topic begins with a list summarising what you ‘need to know’ in this topic for the exam.
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Key terms


Definitions of highlighted terms in the text to make sure you know the essential terminology for your subject.
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Exam tip


Key knowledge you need to demonstrate in the exam, tips on exam technique, common misconceptions to avoid and important things to remember.


[image: ]







[image: ]


Synoptic links


Reminders of how knowledge and skills from different topics in your A-level relate to one another.
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Do you know?


Questions at the end of each topic to test you on some of its key points. Check your answers here:
www.hoddereducation.co.uk/needtoknow/answers
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End of section questions


Questions at the end of each main section of the book to test your knowledge of the specification area covered. Check your answers here: www.hoddereducation.co.uk/needtoknow/answers
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1 Individuals, firms, markets and market failure



1.1 Economic methodology and the economic problem
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You need to know




•  the methodology used by economists


•  the nature and purpose of economic activity


•  the key economic resources


•  the economic problem of scarcity and why choices must be made in allocating economic resources
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Economic methodology


Economics:





•  studies how the world’s scarce resources are allocated to competing uses to satisfy society’s wants



•  is a social science



•  attempts to use scientific methodology for observing human behaviour and then makes predictions
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Exam tip


A positive statement need not necessarily be factually true. It simply needs to be capable of being tested to be declared true or false.
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Key terms


Positive economic statement An objective statement that can be tested against the facts to be declared either true or false.


Normative economic statement A subjective opinion, or value judgement that cannot be declared either true or false.
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The nature and purpose of economic activity





•  The main purpose of economic activity is to satisfy society’s needs and wants.



•  Economic welfare is the standard of living or general well-being of individuals in society.
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Key terms


Need Something that humans need to survive, e.g. food, shelter and warmth.


Want Something that people feel improves their standard of living but is not required for survival, e.g. a new car.
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Economic resources







	Factor of production

	Definition

	Example






	Capital

	Man-made physical equipment used to make other goods and services

	Machinery and computer equipment






	Enterprise

	Individuals who take a business risk in combining the other three factors of production in order to produce a good or service

	Jeff Bezos, Richard Branson, James Dyson






	Land

	All naturally occurring resources

	Minerals, the sea, fertile land and the environment






	Labour

	People involved in production, sometimes referred to as human capital

	Teacher, accountant, farmer
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Key terms


Factors of production A country’s productive economic resources, divided into capital, enterprise, land and labour.


Basic economic problem Scarce economic resources compared to society’s unlimited wants.
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Scarcity, choice and the allocation of resources





•  Scarcity means that economic resources are limited relative to society’s wants.



•  Choices are made when allocating resources.



•  We must consider the three fundamental economic questions:







    •  What to produce and in what quantities?


    •  How should goods and services be produced?


    •  To whom should goods and services be allocated?





Economic systems





•  Free market or capitalist economy: decisions are made solely by the interactions of consumers and firms, with no government intervention.



•  Command or centrally planned economy: decisions are made solely by governments.
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Synoptic link


Improving the quantity and quality of the four factors of production is the key to economic growth at a macroeconomic level.
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Exam tip


The four factors of production can be memorised using the acronym CELL, standing for capital, enterprise, land and labour.
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Opportunity cost, economic goods and free goods
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Key terms


Economic good A good that has an opportunity cost in consumption because it uses up scarce resources, e.g. most consumer goods.


Free good A good that does not have an opportunity cost in consumption because it does not use up scarce resources, e.g. sunlight or air.


Opportunity cost The cost of the next best alternative that you give up when you have to make a choice.
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Production possibility diagrams



Figure 1 shows a production possibility curve (PPC).
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Key term


Production possibility curve (PPC) A diagram that shows the maximum possible output combinations of two goods in an economy, assuming full employment of efficient resources.
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•  Any point on the production possibility curve, e.g. X, Y or Z, means all factors of production are fully employed.



•  An economy operating at point V is operating inefficiently, with unused resources, e.g. unemployed labour.
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Exam tip


Production possibility diagrams may also be referred to as production possibility frontiers (PPFs) and production possibility boundaries (PPBs).
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Shifts of the PPC






	Factors causing an outward shift of the PPC

	Factors causing an inward shift of the PPC






	


•  Technological improvements



•  Discovery of new resources, e.g. oil and gas



•  Improvements in education and training



•  Demographic changes, e.g. increases in immigration or an increased retirement age




	


•  Natural disasters, e.g. earthquakes or floods



•  Wars



•  Global warming/climate change, leading to loss of farmland, rising sea levels and extreme weather



•  A prolonged recession, which may lead to permanent loss of productive capacity
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Exam tip


Do not confuse an increased utilisation of factors of production with economic growth. An increased utilisation of factors of production moves the economy to a point closer to the PPC, whereas economic growth leads to an outward shift of the PPC.
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Using a PPC diagram to show opportunity cost


The PPC in Figure 2 shows the concept of opportunity cost. Moving from point A to point B involves giving up LR consumer goods to gain MS capital goods.




[image: ]




Using a PPC diagram to show economic growth
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Key term


Economic growth An increase in the productive capacity of an economy over time.
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An improvement in technology or any of the factors that lead to an outward shift of the PPC, as shown in Figure 3, means that there has been an increase in the productive capacity of the economy.
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Synoptic link


PPC diagrams can be used to model microeconomic situations, at the level of the individual and the firm, as well as macroeconomic situations affecting the economy as a whole.
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Economic efficiency and production possibility diagrams





•  The concepts of productive efficiency and productive inefficiency are shown in Figure 4.



•  The allocatively efficient point on the PPC is the one that best reflects society’s preferences for particular goods and services.
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Key terms


Productive efficiency When maximum output is produced from the available factors of production and when it is not possible to produce more of one good or service without producing less of another.


Allocative efficiency When an economy’s factors of production are used to produce the combination of goods and services that maximises society’s welfare.
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Exam tip


Learn how to draw PPC diagrams to illustrate efficiency, scarcity, choice and opportunity cost at the microeconomic level, as well as economic growth, full employment and unemployment at a macroeconomic level.
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Do you know?





1  Explain why economics is referred to as a social science.



2  State and give examples of each of the four factors of production.



3  Explain the difference between positive and normative economic statements.



4  State and explain the basic economic problem.



5  Sketch PPC diagrams to show the following: productive efficiency, opportunity cost, economic growth.
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1.2 Individual economic decision making
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You need to know




•  traditional and modern views of consumer behaviour


•  the meaning and consequences of imperfect information


•  aspects of behavioural economic theory


•  how behavioural economics can be applied to economic policy
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Consumer behaviour


Utility theory


Traditional, neoclassical economic theory assumes consumers always act rationally, seeking to maximise satisfaction for every pound spent.


Diminishing marginal utility





•  Diminishing marginal utility is a way of deriving an individual’s downward-sloping demand curve for a good or service, as shown in Figure 5.



•  As marginal utility declines, the price the consumer is willing to pay for additional units decreases.
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Key terms


Utility The amount of satisfaction or benefit that a consumer gains from consuming a good or service.


Rational consumer An assumption of traditional economic theory that consumers act in such a way as always to maximise satisfaction, or utility, when they spend money on goods and services.


Marginal utility The satisfaction gained from consuming an additional unit of a good or service.


Diminishing marginal utility As individuals consume more units of a good or service, the additional units give successively smaller increases in total satisfaction.
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Exam tip


In reality, it is likely that individual consumers’ perceptions of utility differ between quantities of different products, but this does not necessarily undermine the theory.
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Imperfect information





•  Behavioural economics recognises that humans will not always make rational decisions.



•  This makes it difficult for economic agents to make rational decisions and is a potential source of market failure.





Sources of imperfect information
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Key term


Asymmetric information A source of information failure where one economic agent knows more than another, giving them more power in a market transaction.
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Exam tip


Sources of imperfect and asymmetric information challenge traditional assumptions of economics regarding rational consumer behaviour.
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Asymmetric information





•  When one party (usually the seller) has more/superior information than another (usually the buyer).



•  Leads to an imbalance of power: one party can exploit the other, resulting in market failure.



•  Leads to a lack of trust between agents, so a mutually beneficial exchange does not occur.
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Synoptic link


‘Herding’ behaviour is indicated in the A-level specification as a reason for asset price bubbles that lead to economic cycle fluctuations. This may have led to the financial crisis of 2008.
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Aspects of behavioural economic theory
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Key terms


Bounded rationality When people try to behave rationally but cannot, due to information being incomplete, unreliable or complex.


Bounded self-control When individuals have good intentions but lack the self-discipline to see them through, e.g. saving for the future.


Rules of thumb Shortcuts in thinking that individuals use to make decisions in order to save time and effort.


Anchoring The tendency of individuals to rely on particular pieces of information when making choices between different goods and services, e.g. choosing between car insurance companies.


Availability bias When people make judgements about the probability of events by recalling recent instances.


Social norms The influence of others on individual decision-making, e.g. encouraging passengers to put pressure on drivers not to drive under the influence of alcohol.


Altruism and fairness When people are motivated to ‘do the right thing’, e.g. giving to charity or doing voluntary work.
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Behavioural economics and economic policy
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Key terms


Choice architecture Influencing consumer choices by the way the choices are presented.


Framing Influencing consumer choices by the way words and numbers are used.


Nudges Influencing consumer behaviour via the use of gentle suggestions and positive reinforcement.


Default choice Influencing consumer behaviour by setting socially desirable choices as default options.
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Key terms


Mandated choice Where people are legally required to make a particular choice, e.g. in many countries people are required to make a decision about organ donation as part of their driving licence or passport application.


Restricted choice Giving consumers a limited number of options when making a choice, e.g. with savings or pensions, a limited number of options may be better.
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Do you know?





1  Explain what is meant by diminishing marginal utility.



2  State three sources of imperfect information.



3  Explain the terms ‘bounded rationality’ and ‘anchoring’.



4  Explain how nudges could be used to influence consumers to make better choices in relation to a healthy lifestyle.
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1.3 Price determination in a competitive market
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You need to know




•  the meaning of a competitive market


•  the determinants of the demand for goods and services


•  price, income and cross elasticities of demand


•  the determinants of the supply of goods and services


•  price elasticity of supply


•  the determination of equilibrium market prices


•  the interrelationship between markets
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The meaning of a competitive market





•  A market does not have to occur in a physical location.



•  There are a large number of potential buyers and sellers, all individually powerless to influence the ruling market price.



•  This price, known as the equilibrium price, is determined by the interaction of market demand and market supply.





Determinants of the demand for goods and services





•  Demand is the quantity of a good or service that consumers are willing and able to buy at given prices in a particular tim period.



•  Economists are concerned with effective demand.
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Key terms


Market A situation in which buyers and sellers come together to engage in trade.


Competitive market A situation where there are a large potential number of buyers and sellers with abundant information about the market.


Equilibrium price The price at which the planned demand of consumers equals the planned supply of firms.


Effective demand Consumers’ desire to buy a good, backed up by the ability to pay.
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The law of demand and the shape of the market demand curve





•  The ‘law’ of demand states that as the price of a good or service falls, the quantity demanded increases.



•  This inverse relationship between the price and quantity demanded of a good or service is shown in Figure 6.



•  An increase in the quantity demanded resulting from a fall in price is known as an extension of demand, whereas a fall in quantity demanded resulting from an increase in price is known as a contraction of demand.
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Factors that shift a demand curve





•  real disposable incomes



•  tastes and preferences (fashions)



•  population



•  prices of substitute products



•  prices of complementary products





If any of these conditions of demand change, the demand curve for the good or service will change.
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Key terms


Substitute A good which may be consumed as an alternative to another good.


Complement A good which tends to be consumed together with another good.


Conditions of demand Factors other than the price of the good that lead to a change in position of the demand curve.


Price elasticity of demand The responsiveness of the quantity demanded of a good or service to a change in price.
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This leads to a rightward or leftward shift of the demand curve, as shown in Figure 7.





•  A rightward shift is an increase in demand, whereas a leftward shift is a decrease in demand.
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Price, income and cross elasticities of demand


Price elasticity of demand





•  The formula for price elasticity of demand (PED) is as follows:
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•  The value for price elasticity of demand is usually negative because of the assumed inverse relationship between price and quantity demanded.



•  We tend to ignore the minus sign in any calculation.
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Exam tip


Memorise the percentage change formula:
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Key values and explanations






	Term

	Explanation

	Example






	Price inelastic demand

	When demand for a product is price inelastic, the value of PED is between 0 and 1, ignoring the minus sign

	A 50% increase in the price of petrol leads to a 10% fall in quantity demanded:
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	Price elastic demand

	When demand for a product is price elastic, the value of PED is greater than 1, ignoring the minus sign.

	A 10% reduction in the price of cars leads to a 15% increase in quantity demanded:


[image: ]







	Unitary elastic demand

	When demand is unitary elastic, the value of PED is exactly 1, ignoring the minus sign. The demand curve is a rectangular hyperbola

	A 20% increase in the price of a mobile phone leads to a 20% decrease in quantity demanded:
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	Perfectly inelastic demand

	When demand for a product is perfectly price inelastic, the value of PED is 0. The demand curve will be vertical

	A 10% increase in the price of a carton of milk leads to no change in quantity demanded:
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	Perfectly elastic demand

	When demand is perfectly elastic, the value of PED is infinity. The demand curve will be horizontal

	An extremely small increase in the price of a product leads to the quantity demanded falling to zero







Price elasticity of demand and total revenue


The PED of a product determines what happens to consumer spending (and therefore total revenue) following a price change.





•  If demand is price elastic, a reduction in price leads to an increase in total revenue.



•  If demand is price inelastic, a reduction in price leads to a decrease in total revenue.



•  If demand is price elastic, a price increase leads to a reduction in total revenue.



•  If demand is price inelastic, a price increase leads to an increase in total revenue.





Determinants of price elasticity of demand





•  availability of close substitutes



•  percentage of income spent on the product



•  nature of the product



•  time period



•  broad or specific market definition





Income elasticity of demand


The formula for income elasticity of demand (YED) is:
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Key term


Income elasticity of demand The responsiveness of demand of a good to a change in consumers’ real income.
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Key values





•  For YED the sign is important.



•  If the value is positive, i.e. greater than 0, the product is a normal good. This means a rise in income will lead to an increase in demand.



•  If the value is negative, i.e. less than 0, the product is an inferior good. This means a rise in income will lead to a fall in demand.









	Term

	Explanation

	Example






	Income elastic

	When demand for a product is income elastic, the value of YED is greater than +1

Income elastic products are often referred to as luxury goods



	Example: a 10% increase in real income leads to a 20% increase in demand for foreign holidays:


[image: ]







	Income inelastic

	When demand for a product is income inelastic, the value of YED is between 0 and +1

Income inelastic products are often referred to as basic goods or necessities



	Example: a 10% increase in real income leads to a 2% increase in demand for cartons of milk:
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	Negative income elastic

	When demand for a product is negative income elastic, the value of YED is negative, i.e. less than 0

Negative income elastic products are referred to as inferior goods



	Example: a 20% increase in real income leads to a 10% fall in demand for a supermarket’s value brand of baked beans:
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Cross elasticity of demand


The formula for cross elasticity of demand (XED) is:
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Key values





•  For XED the sign is important.



•  A positive value means products A and B are substitutes, i.e. a rise in the price of product B leads to an increase in demand for product A.
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