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Introduction


This book has been written for all students of Cambridge IGCSE® and O Level Economics. It carefully and precisely follows the syllabus from Cambridge Assessment International Education. It provides the detail and guidance that are needed to support you throughout the course and help you prepare for your examinations. It will also be of great use to anyone who wants to learn more about the key concepts of economics.


This book will be valuable to students of economics whether you are:





•  studying the subject for the first time at school or college and need a comprehensive and clearly written textbook



•  revising the subject before your examinations and need a study guide to help you with key definitions, techniques and examination advice



•  studying the subject on your own through distance or open learning and need a complete programme of supportive questions and activities with suggested answers.





Building on the successful formula of the previous edition, this second edition updates all existing chapters. Material that is no longer covered by the syllabus has been removed and new subject material has been added, with additional chapters and new features.


This book has been written with the international student in mind. It explains economic theory using real-life examples and case studies from around the world.




How to use this book


To make your study of economics as rewarding and successful as possible, this Cambridge-endorsed textbook offers the following important features:


Learning objectives


Each chapter starts with an outline of the subject material to be covered and ends with a checklist to confirm what you should have learned and understood.


Organisation


The content is in the same order as the syllabus: chapter titles and chapter section headings match those of the Cambridge IGCSE® and O Level Economics syllabuses.


Approach


The subject material is written in an informative yet lively way that allows complete understanding of each topic to be gained.
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Answers


Answers to the exam-style and chapter review questions are available in
the accompanying online Teacher Guide.





Exam preparation and technique


Revision


You should be able to perform to the best of your ability if you:





•  ensure that you have worked through all the activities and examination-style questions in this book



•  revise thoroughly before your examination — allow plenty of time for this and avoid leaving it until the last minute.





You can also help yourself greatly if you take the following steps.





•  Obtain a copy of the syllabus. You should also be able to obtain past examination papers and mark schemes. It is important that you check the progress of your learning and revision by ticking off each topic against the syllabus content.



•  Make sure that you know the number and length of each of the papers you will have to sit. The style and nature of the questions often differ between papers, so you must be clear about the types of question that are likely to appear on each paper.


For Cambridge IGCSE® and O Level Economics the examination papers are:
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Make sure you check the instructions on the question paper, the length of the paper and the number of questions you have to answer.


Allocate your time sensibly between each question. Every year, good students let themselves down by spending too long on some questions and too little time (or no time at all) on others. You will be expected to spend longer writing an answer to a question worth 12 marks than you would when writing an answer worth 8 marks.


Remember that the most common command words are ‘identify’, ‘explain’, ‘consider’ and ‘justify’. The following guide should help you.


Key command words you need to know





Analyse — examine in detail to show meaning, identify elements and the relationship between them.



Calculate — work out from given facts, figures or information.



Define — give precise meaning.



Describe — state the points of a topic/give characteristics and main features.



Discuss — write about issue(s) or topic(s) in depth in a structured way.



Explain — set out purposes or reasons / make the relationships between things evident / provide why and/or how and support with relevant evidence.



Give — produce an answer from a given source or recall/memory.



Identify — name/select/recognise.



State — express in clear terms.





Finally…


Economics can help to explain real-world events, issues and problems, such as why:





•  the most expensive can of Coca-Cola, made for astronauts, is $1250 per can



•  one of the world’s fastest cars, the Bugatti Veyron, is priced at a cool $1.7 million (before taxes)



•  the price of a bus fare is relatively low



•  the average doctor, lawyer, pilot and dentist have high earnings



•  private sector firms do not supply street lighting and public roads



•  diamonds (a non-essential product) are expensive, whereas water (a vital good) is not



•  farm workers (who harvest products essential for life) are paid low wages whereas bankers (who produce nothing of real substance) are paid high salaries





Economics helps to explain everyday issues that occur in a constantly changing global environment. It is a ‘live’ subject and you are encouraged to watch the news and read newspapers to refresh the case studies you learn in class.


Enjoy the course and using this book!


Paul Hoang and Margaret Ducie
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SECTION 1



The basic economic problem
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Chapters




1  The nature of the economic problem


2  The factors of production


3  Opportunity cost


4  Production possibility curve





This section of the syllabus introduces students to the fundamental economic problem: scarce resources but infinite wants (desires). You will learn about the introductory concepts that underpin the study of economics including the basic economic problem, scarcity, choice, factors of production, economic goods and free goods, opportunity cost and production possibilities.
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1 The nature of the economic problem
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By the end of this chapter, students should be able to:




•  understand the nature of the economic problem


•  explain finite resources and unlimited wants


•  distinguish between economic and free goods.
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The nature of the economic problem: finite resources and unlimited wants


In every country, resources are limited in supply and decisions have to be made by governments, firms (businesses) and individuals about how to allocate scarce resources to satisfy their unlimited needs and wants. This is known as the basic economic problem, which exists in every economy: how best to allocate scarce resources to satisfy people’s unlimited needs and wants. Essentially, economics is the study of how resources are allocated to satisfy the unlimited needs and wants of individuals, governments and firms in an economy.
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Figure 1.1 The real cause of the economic problem
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Definition


The basic economic problem is concerned with how best to allocate scarce resources in order to satisfy people’s unlimited needs and wants.
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The three main economic agents (or decision makers) in an economy are:





•  individuals or households



•  firms (businesses which operate in the private sector of the economy)



•  the government.





The three basic economic questions addressed by economic agents are:





1  What to produce?



2  How to produce it?



3  For whom to produce it?
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Definitions


Economic agents are households (private individuals in society), firms that operate in the private sector of an economy and the government (the public sector of an economy).


Private sector refers to economic activity of private individuals and firms. The private sector’s main aim is to earn profit for its owners.


Public sector refers to economic activity directly involving the government, such as the provision of state education and healthcare services. The public sector’s main aim is to provide a service.


[image: ]





Firms and individuals produce goods and services in the private sector of the economy and the government produces goods and services in the public sector. For example, the government might provide education and healthcare services for the general public. All economic agents (governments, firms and individuals) produce and consume goods and services.
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Activity


Discuss how a private firm producing running shoes would answer the three basic economic questions.
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Goods are physical items that can be produced, bought and sold. Examples are furniture, clothing, toothpaste and pencils. Services are non-physical items that can be provided by firms and paid for by customers. Examples are haircuts, bus journeys, education, concerts, telephone calls and internet access.
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Definitions


Goods are physical items such as tables, cars, toothpaste and pencils.


Services are non-physical items such as haircuts, bus journeys, telephone calls and internet access.
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Activities





1  Make a list of the goods and services provided by the public sector of your economy.



2  Identify the goods and services which are free to individuals and those for which you have to pay.



3  List which goods/services could be provided by a private firm as well as by the public (government) sector.



4  Compare and contrast the aims and objectives of a government-funded swimming pool and a private health and leisure club.
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Needs are the essential goods and services required for human survival. These include nutritional food, clean water, shelter, protection, clothing and access to healthcare and education. All individuals have a right to have these needs met and this is stated in Articles 25 and 26 of the United Nations Universal Declaration of Human Rights, drafted in December 1948.
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Definitions


Needs are goods and services that are essential for survival.


Wants are goods and services that are not necessary for survival but are demanded by economic agents to fulfil their desires.
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Article 25


Everyone has the right to a standard of living adequate for the health and well-being of himself and of his family, including food, clothing, housing and medical care and necessary social services, and the right to security in the event of unemployment, sickness, disability, widowhood, old age or other lack of livelihood in circumstances beyond his control.


Article 26


Everyone has the right to education. Education shall be free, at least in the elementary and fundamental stages. Elementary education shall be compulsory. Technical and professional education shall be made generally available and higher education shall be equally accessible to all on the basis of merit.


Wants are goods and services that are not necessary for survival but are human desires — that is, things we would like to have. Wants are unlimited as most people are rarely satisfied with what they have and are always striving for more. Wants are a matter of personal choice and part of human nature.


World Bank figures suggest that over 3 billion of the world’s inhabitants live on less than $2.50 per day and more than 1.3 billion live in extreme poverty (less than $1.25 a day). These figures suggest that their basic needs are not being met. In contrast, the ten richest people on the planet have wealth equivalent to the poorest half of the world’s population. The study of economics can help to explain why this happens and offer possible solutions to the basic economic problem.
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Activities





1  Make a list of your top 10 wants and needs.



2  Are there any ‘needs’ that you could actually survive without?



3  Are there any wants that might be considered as needs?



4  Identify a shortage of any good or service in your economy. Explain why the shortage has occurred.
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Economic goods and free goods


An economic good is one which is limited in supply, such as oil, wheat, cotton, housing and cars. It is scarce in relation to the demand for the product, so human effort is required to obtain an economic good.


Free goods are unlimited in supply, such as the air, sea, rain water, sunlight and (to some extent) public domain webpages. There is no opportunity cost in the production or consumption of free goods.
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Definitions


Economic goods are those which are limited in supply.


Free goods are goods which are unlimited in supply, such as air and seawater. Hence, there is no opportunity cost in terms of their output.
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A free good is not the same as a good that is provided without having to pay (such as education or healthcare services provided by the government). The latter has an opportunity cost (the money could have been spent on the provision of other goods and services) and is funded by taxpayers’ money.




[image: ]


Activity


Make a list of ten goods which are limited in supply (economic goods) and a second list of goods which are unlimited in supply (free goods). How many goods did your class think of that are unlimited in supply?
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An example of ‘free goods’
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Exam-style questions





1  What is the basic economic problem faced by all societies?


[1]







    A  Achieving happiness


    B  An inefficient economic system


    C  Rewarding factors of production


    D  Scarcity of resources








2  Which product is most likely to be classified as a free good?


[1]







    A  Birthday presents


    B  Public transportation


    C  Seawater


    D  State (government-funded) education
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Chapter review questions





1  What is economics the study of?



2  What is the difference between a need and a want?



3  What is meant by the basic economic problem?



4  What is meant by economic agents?



5  What are the three fundamental questions that all economies face?



6  What is the difference between goods and services?



7  What is the difference between the private and public sector?



8  How do economic goods differ from free goods?
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Revision checklist





[image: ] Economics is the study of how resources are allocated to satisfy the unlimited needs and wants of individuals, governments and firms in an economy.



[image: ] The basic economic problem is concerned with how best to allocate scarce resources in order to satisfy people’s unlimited needs and wants.



[image: ] Three fundamental questions arise from the basic economic problem: what, how and for whom should production take place?



[image: ] Economic agents comprise: individuals (households), businesses (firms) and the government.



[image: ] Firms and individuals produce goods and services in the private sector, whereas the government operates in the public sector.



[image: ] Goods are physical items that can be produced, bought and sold. Services are non-physical items that can be provided by firms and governments, and are usually paid for by customers.



[image: ] Needs are the essential goods and services required for human survival.



[image: ] Wants are goods and services that are not necessary for survival but are human desires. These are infinite.



[image: ] Economic goods are limited in supply, whereas free goods are unlimited in supply and so have no opportunity cost in terms of output and consumption.
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2 The factors of production
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By the end of this chapter, students should be able to:




•  define and provide examples of the factors of production


•  outline the rewards for the factors of production


•  explain the influences on the mobility of factors of production


•  understand the causes of changes in the quantity and quality of factors of production.
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Factors of production


Production of any good or service requires resources, known as the factors of production, which are divided into four categories:
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Definition


The factors of production refer to the resources required to produce a good or service, namely land, labour, capital and enterprise.
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•  Land — the natural resources required in the production process, such as oil, coal, water, wood, metal ores and agricultural products.



•  Labour — the human resources required in the production process, including skilled and unskilled labour.



•  Capital — the manufactured resources required in the production process, such as machinery, tools, equipment and vehicles.



•  Enterprise — the skills a business person requires to combine and manage the other three factors of production successfully.
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Factors of production: land, labour, enterprise and capital





For example, the factors of production required to produce cans of Coca-Cola are as follows:





•  Capital — a factory building, machinery, computers, tools, and trucks to transport the drinks to warehouses and retailers.



•  Enterprise — the risk-taking and business skills necessary to organise the production process successfully, and to motivate workers so they work to the best of their ability, in the pursuit of profit.



•  Labour — people to work on the production line, perform administrative tasks, promote the drinks effectively to customers and manage the company.



•  Land — the natural resources required to make Coca-Cola, such as sugar, water and caffeine.







[image: ]


Study tip


The first letter of each of the four factors of production spells the word CELL. This is a useful way of remembering the four factors of production.
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Activity


Consider the resources (factors of production) required to deliver an IGCSE Economics lesson. Discuss whether it is possible to know which of the four factors of production is the most important for economic activity.
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What resources are used to deliver a lesson?
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Rewards for factors of production


As the factors of production are productive resources, each has a reward for its use in the production process:





•  The reward for land is called rent. Rental income comes from the ownership of property, such as physical and related assets, and is paid by the tenants of the land resources.



•  The reward for labour is called wages and salaries. Wages are paid to workers on an hourly basis, such as those who earn a national minimum wage (see Chapter 18). Salaried staff are paid a fixed amount per month.



•  The reward for capital is called interest. If the interest rate (see Chapter 27) is high, it becomes less worthwhile for businesses and households to borrow money for production purposes because the cost of borrowing is high, and vice versa.



•  The reward for enterprise is called profit. This is the return for the entrepreneur’s good business ideas and for taking the risks in starting up and running the organisation. Profit is what remains after all business costs are paid, including payment to the other factors of production.





Collectively, the four rewards for the factors of production are known as income.



The mobility of factors of production


The mobility of factors of production refers to the extent to which resources can be changed for one another in the production process. For example, farming can be very traditional in some parts of the world and rely heavily on labour resources. However, in other countries, farming is predominantly mechanised, with a heavy reliance of capital resources.


Economists usually talk about labour mobility, although factor mobility can apply to any factor of production. For example:





•  Land might be used for various competing purposes, such as to grow certain fruits and/or vegetables, or to construct buildings such as housing, hospitals or schools.



•  Capital equipment might be used for different purposes too. For example, the same machinery in the Coca-Cola factory can be used to produce Coca-Cola, Sprite and/or Fanta.



•  Entrepreneurs can also be mobile. For example, Meg Whitman, chief executive officer (CEO) of Hewlett-Packard, was previously a vice president of the Walt Disney Company and CEO of eBay.





Labour mobility can be broken down into two categories.


Geographical mobility


Geographical mobility refers to the willingness and ability of a person to relocate from one area to another for employment purposes. Some people may not be geographically mobile for the following reasons:





•  Family ties and related commitments — people may not want to relocate as they want to be near their family and friends. There may be other commitments such as schooling arrangements for children (it can be highly disruptive to the education of children who have to move to a new school in a new town or country).



•  Costs of living — the costs of living vary between regions and countries, so may be too high in another location, making it uneconomical for a person to relocate. For example, a bus driver may find it impossible to relocate from the countryside to the city because house prices are much higher in the city and he or she therefore cannot afford to purchase a home in the city. By contrast, a banker may be offered a relocation allowance to move to another country and the potential earnings are much higher, so the banker has greater geographical mobility than the bus driver.
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Definition


Geographical mobility refers to the extent to which labour is willing and able to move to different locations for employment purposes.
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Occupational mobility


Occupational mobility refers to the ease with which a person is able to change between jobs. The degree of occupational mobility depends on the cost and length of training required to change profession. Developing and training employees to improve their skills set improves labour occupational mobility (as workers can perform a greater range of jobs).
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Definition


Occupational mobility refers to the extent to which labour is able to move between jobs. Retraining and upskilling help workers to improve occupational mobility.
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Generally, the more occupationally and geographically mobile workers are in a country, the greater its international competitiveness and economic growth are likely to be.
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Exam-style question


In some countries around the world there are shortages of people with particular skills. For example:





•  There is a global shortage of doctors and nurses.



•  Belgium and the UK have a shortage of chefs.



•  Nordic countries have a shortage of psychologists.





In 2013 there were 200 million international migrants, including nurses trained in the Philippines, who were prepared to relocate to take advantage of employment opportunities.





a  Give two reasons why there is a global shortage of doctors and nurses.


[4]



b  Analyse the reasons why nurses trained in the Philippines may relocate to take advantage of employment opportunities.


[6]



c  Analyse how countries can attract individuals to professions in which they have a shortage of workers.


[6]
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Activity


Use the BBC Interactive Guide (http://goo.gl/YJjCK) to investigate global employment opportunities in selected countries around the world.
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Causes of changes in the quantity and quality of factors of production


The quantity and quality of factors of production will change if there is a change in the demand for and/or supply of land, labour, capital or enterprise. Possible changes include the following:





•  Changes in the costs of factors of production — for example, higher labour costs caused by an increase in the national minimum wage would tend to reduce the demand for labour.



•  Government policies can affect the costs of production, such as through the use of taxes and subsidies (see Chapter 15). For example, lower income taxes can help to create incentives to work, thus increasing the quantity of labour resources. Complying with regulations will also tend to increase costs of production. By contrast, subsidies help to reduce production costs, thereby increasing output of goods and services.



•  New technologies allow firms to produce more output. Higher productivity also enables firms to cut their average costs of production.



•  Net migration of labour (see Chapter 34) will affect the quantity of labour in the economy. If more people migrate to a country than emigrate to other countries, the quantity of labour will increase, ceteris paribus (Latin for ‘all other things remaining equal’).



•  Improvements in education and healthcare will improve the quality of labour as workers become more valuable to firms. This helps to boost production.



•  Unfavourable weather conditions (such as severe droughts or flooding) will reduce the supply of agricultural products. Conversely, good weather conditions will increase supply, thus increasing agricultural output.
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Activity


In class, discuss why all four factors of production are required in a) the construction of roads and b) haircuts.
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Exam-style questions





1  Which option is not an example of capital as a resource?


[1]







    A  Computers


    B  Factory


    C  Machinery


    D  Natural resources








2  Which event is most likely to cause an increase in the average wage of labour?


[1]







    A  A decrease in the national minimum wage


    B  An increase in the national minimum wage


    C  Government tax policies


    D  Net migration of labour into the country
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Chapter review questions





1  What is meant by the term ‘factors of production’?



2  What are the four factors of production?



3  What are the various rewards for the factors of production?



4  What is the collective name for the four returns on the factors of production?



5  What is meant by the mobility of factors of production?



6  How does geographical mobility of factor resources differ from occupational mobility?



7  What are the various causes of changes in the quantity and quality of factors of production?
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Revision checklist





[image: ] Factors of production refer to the resources required to produce a good or service, namely land, labour, capital and enterprise.



[image: ] The return on the four factors of production are rent (land), wages and salaries (labour), interest (capital) and profit (enterprise). Collectively, the rewards are called income.



[image: ] Geographical mobility refers to the extent to which a person is willing and able to move to different locations for employment purposes.



[image: ] Occupational mobility refers to the extent to which a person is able to switch between different jobs (occupations).



[image: ] The quantity and quality of factors of production will change if there is a change in the demand for and/or supply of land, labour, capital or enterprise.
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3 Opportunity cost
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By the end of this chapter, students should be able to:




•  define and provide examples of opportunity cost


•  understand the influence of opportunity cost on decision making.
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Opportunity cost


Opportunity cost is a very important concept in the study of economics. Opportunity cost is the cost of the next best opportunity forgone (given up) when making economic decisions. Every choice made has an opportunity cost because in most cases there is an alternative.
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Definition


Opportunity cost is the cost of the next best opportunity forgone when making a decision.
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Some examples of opportunity cost are as follows:





•  The opportunity cost of choosing to study IGCSE Economics is another IGCSE subject you could be studying instead.



•  The opportunity cost of visiting the cinema on Saturday night could be the money you would have earned from babysitting for your neighbour instead of going to the cinema.



•  The opportunity cost of building an additional airport terminal is using the same government funds to build public housing for low-income families.



•  The opportunity cost of a school purchasing 100 laptops for use in classrooms might be the science equipment that could not be bought as a result.



•  The opportunity cost of going to university to study for a degree is the loss in income that would have been earned if the undergraduate student had chosen to work instead.
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Case study: US federal government spending


According to the Federal Ministry of Finance, the US federal government announced spending of almost $329 billion in its 2017 budget on the following:





•  42.2% on labour and social affairs



•  11.1% on national defence



•  8.2% on transport and digital infrastructure



•  6.1% on federal debts



•  5.3% on education and research



•  4.6% on healthcare





The government raises a finite amount of taxation revenue and must decide how much of the budget to allocate to each area of public spending. There is an opportunity cost attached to the decisions made as increased spending in one area may lead to decreased spending in another.
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Activity


Investigate the major components of government spending in your country, or a country of your choice. Be prepared to share your findings with others in the class.
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The influence of opportunity cost on decision making


Opportunity cost directly influences the decisions made by consumers, workers, producers and governments. Referring to the basic economic problem (see Chapter 1), there are competing uses for the economy’s scarce resources. Thus, there is an opportunity cost when allocating scarce resources.





•  Consumers have limited incomes, so whenever they purchase a particular good or service, they give up the benefits of purchasing another product.



•  Workers tend to specialise (see Chapter 18) — for example, as secondary school teachers, accountants, doctors and lawyers. By choosing to specialise in a particular profession, workers give up the opportunity to pursue other jobs and careers.



•  Producers need to choose between competing business opportunities. For example, Toyota has to decide how best to allocate its research and development expenditure in terms of developing its petrol-fuelled cars or its hybrid electric cars.



•  Governments constantly face decisions that involve opportunity cost. If a government chooses to spend more money on improving the economy’s infrastructure (such as improving its transportation and communications networks), it has less money available for other uses (such as funding education and healthcare).





In general, decision makers will choose the option that gives them the greatest economic return. For example, a government might prioritise welfare benefits over its expenditure on national defence or repaying the national debt.
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Activity


Discuss whether quantitative or qualitative factors play a bigger role in economic decision making.


To what extent does the concept of opportunity cost apply to your own decisions about post-16 and university education?
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Exam-style questions





1  The opportunity costs for a farmer in terms of corn and wheat production are shown in the following table.






	Corn production (units)

	

	Wheat production (units)






	65

	plus

	30






	55

	plus

	35







Calculate the opportunity cost for the farmer of producing 1 unit of wheat.


[2]








2  Juke bought a new Xbox One games console for $295 but has never used it. The second-hand value of his Xbox One is $195. What is the opportunity cost of Juke owning the games console?


[1]







    A  $0


    B  $100


    C  $195


    D  $295








3  What is the opportunity cost to the economy if the government decides to build a new motorway (highway)?


[1]







    A  The cost of relocating and compensating residents in order to build the motorway


    B  The money spent on building the motorway


    C  The other projects that could have been undertaken had the motorway not been built


    D  The overall cost to taxpayers of financing the motorway project
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Activity


Discuss the costs and benefits of the government building a new airport. What are the key opportunity costs of such a decision?
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Chapter review questions





1  How is the term ‘opportunity cost’ defined?



2  What might be the opportunity cost of a student studying IGCSE Economics?



3  Why do consumers face opportunity costs in decision making?



4  Why do workers face opportunity costs in decision making?



5  Using an example, explain why producers (firms) face opportunity costs in decision making.



6  Using an example, explain why governments face opportunity costs in decision making.
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Revision checklist





[image: ] Opportunity cost is a very important concept in the study of economics as it affects the decision making of consumers, workers, producers and governments.



[image: ] Opportunity cost is the cost of the next best opportunity forgone when making a decision.



[image: ] Opportunity cost arises because economic agents have to make competing choices due to finite resources. Thus, there is an opportunity cost when allocating scarce resources.
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4 Production possibility curve
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By the end of this chapter, students should be able to:




•  define a production possibility curve (PPC)


•  draw and interpret appropriate PPC diagrams


•  explain the significance of the location of production points on PPC diagrams


•  explain the causes and consequences of shifts and movements of the PPC.





[image: ]





Production possibility curve diagrams


The production possibility curve (PPC) shows the maximum combination of any two categories of goods and services that can be produced in an economy, at any point in time. Essentially, it shows the productive capacity of the economy.
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Definition


The production possibility curve (PPC) represents the maximum combination of goods and services which can be produced in an economy, i.e. the productive capacity of the economy.
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Assume a country can only produce two types of goods: wooden furniture and olive oil. It has a limited amount of land, labour and capital. In Figure 4.1, if producers wish to increase production of olive oil from O1 to O2 then the amount of wooden furniture manufactured will have to decrease from W1 to W2. The opportunity cost of producing the extra O1 to O2 litres of olive oil is therefore W1 to W2 tonnes of wooden furniture.
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Figure 4.1 The production possibility curve (PPC) diagram
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Definition


The PPC diagram is a graphical representation of the maximum combination of the amounts of goods and services that can be produced in an economy, per period of time.
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Students need to be aware of the significance of the location of production points, and be able to explain points under, on and beyond a PPC. The production points in Figure 4.1 are as follows:





•  Point A — all resources are dedicated to the production of wooden furniture.



•  Point B — all resources are dedicated to the production of olive oil.



•  Point C — W1 tonnes of wooden furniture are produced along with O1 litres of olive oil.



•  Point D — W2 tonnes of wooden furniture and O2 litres of olive oil are produced.



•  Point E — this point is beyond the production possibility curve and lies outside the productive capacity of the economy, so it is currently unattainable.



•  Point F — this point is within the productive capacity of the economy, so the production of both olive oil and wooden furniture can increase without any opportunity cost as some factors of production are currently not being used.
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Exam-style questions


Study the diagram below, which shows the production possibility curve diagram for Country Y. It produces only two products: wheat and barley.
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1  If Country Y wishes to increase the production of wheat from W2 to W1, what is the opportunity cost?


[1]







    A  An increase in barley production from B1 to B2



    B  An outward shift of the PPC towards point E



    C  A reduction in barley production from B2 to B1



    D  C to D









2  At which point is there spare capacity in the economy?


[1]







    A  Point C



    B  Point D



    C  Point E



    D  Point F
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Causes and consequences of shifts and movements of the PPC



Movements along the curve


For a country to be on its PPC two conditions have to be met:





•  All resources are used — there is no unemployment of factors of production.



•  There is efficiency in the use of resources — factors of production are allocated to their best use/purpose.
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Figure 4.2 Movements along the PPC





A movement along a PPC results in an opportunity cost. This means that to produce more of one product, there must be less of another product. In Figure 4.2, a movement along the PPC from point X to point Y means more consumer goods are produced (from A to B), but at the expense of fewer producer goods (from C to D).



Shifts of the curve


For a country to shift its PPC outwards, as shown in Figure 4.3, there must be economic growth (see Chapter 29). This can come about in the following ways:





•  An increase in the quality of factors of production (see Chapter 2), such as more highly skilled labour achieved through investments in education, research and training. Increased productivity can also be caused by technological advances and improved production techniques.



•  An increase in the quantity of factors of production, such as the discovery of new resources, the reclamation of land, or net migration of labour into a country.
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Figure 4.3 An outward shift of the PPC
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Figure 4.4 An inward shift of the PPC





In Figure 4.3, economic growth causes an outward shift of the PPC from PPC1 to PPC2. This means the economy can produce more goods and services, without necessarily incurring an opportunity cost.


Economies strive to increase their productive capacity. For example, advances in technology will result in higher productivity and output for an economy. This means that even with the same amount of factors of production, more can be produced, resulting in an outward shift of the PPC.


By contrast, detrimental changes can cause the PPC to shift inwards. These changes might include a powerful storm, a natural disaster or a war that destroys a large proportion of the economy’s farmland, factories and infrastructure. In Figure 4.4, the PPC shifts inwards from PPC1 to PPC2 and represents a decrease in the productive capacity of the economy.
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Activity


Low-lying areas of Bangladesh are prone to flooding each year. Crops are lost and thousands of people lose their homes. During times of severe flooding, roads and railways are damaged and farmers find it impossible to get their dwindled crops to market.





1  Draw a relevant PPC diagram and explain the impact of flooding on the productive capacity of Bangladesh.



2  On the diagram, draw and label a point where some of the factors of production will be idle.



3  On the diagram, draw and label a point that is unattainable.
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Exam-style question


Which of the following is most likely to cause an inwards shift of a country’s production possibility curve?


[1]





A  A natural disaster in the economy



B  An increase in the quantity of factors of production



C  Better quality factors of production



D  Higher opportunity costs of production
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Activity


Discuss why an outwards shift of the PPC is not always good for the economy.
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Chapter review questions





1  What is meant by productive capacity?



2  What does a production possibility curve diagram show?



3  How is the concept of opportunity cost shown on a PPC diagram?



4  Which two conditions must hold for an economy to be operating on its PPC?



5  What are the causes of a shift of the PPC?
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Revision checklist





[image: ] The production possibility curve (PPC) shows the maximum combination of any two categories of goods and services that can be produced in an economy.



[image: ] The PPC diagram is a graphical representation of the maximum combinations of amounts of goods and services that can be produced in an economy.



[image: ] For a country to be on its PPC two conditions have to be met: full use of all factors of production and efficient use of all resources.



[image: ] Movements along a PPC incur an opportunity cost.



[image: ] Economies strive to increase their productivity capacity, as shown by an outward shift of the PPC.



[image: ] Detrimental changes, such as natural disasters or war, can cause the PPC to shift inwards.
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SECTION 2



The allocation of resources
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Chapters




  5  Microeconomics and macroeconomics



  6  The role of markets in allocating resources



  7  Demand



  8  Supply



  9  Price determination



10  Price changes


11  Price elasticity of demand


12  Price elasticity of supply


13  Market economic system


14  Market failure


15  Mixed economic system





This is the largest section of the syllabus, and examines the fundamental principles of resource allocation through the price mechanism in a market economy. Economics tries to address three key questions about resource allocation: what, how and for whom to produce. At the heart of resource allocation are the market forces of demand and supply, which determine market equilibrium and disequilibrium. You will need to be able to draw and interpret demand and supply schedules and curves, used to identify (dis)equilibrium prices, shortages and surpluses in different markets. The important concepts of price elasticity of demand and price elasticity of supply are examined in a real-world context. Finally, the topic of market failure is studied, in relation to the existence of external costs and benefits. Government intervention to correct market failures is needed to ensure a more efficient allocation of resources.
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5 Microeconomics and macroeconomics
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By the end of this chapter, students should be able to:




•  distinguish between microeconomics and macroeconomics


•  explain the decision makers involved in microeconomics and macroeconomics.
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Microeconomics


Microeconomics is the study of particular markets and sections of the economy (rather than the economy as a whole). It is concerned with the economic factors that affect choices and the effects of changes in these factors on decision makers. Microeconomics studies the economic behaviour of individuals, households and firms in relation to these factors.
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Definition


Microeconomics is the study of particular markets and sections of the economy, rather than the economy as a whole.
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Topics covered in microeconomics include:





•  factors of production (Chapter 2)



•  demand (Chapter 7)



•  supply (Chapter 8)



•  price elasticity of demand (Chapter 11)



•  market failure (Chapter 14)



•  economies and diseconomies of scale (Chapter 20)



•  firms’ costs, revenues and objectives (Chapter 22)



•  market structure (Chapter 23).





Microeconomics attempts to explain what is likely to happen if certain economic factors change. For example, if the demand for a fashionable product increases, this will tend to raise its prices. If there is a major discovery of gold, its price will tend to fall because gold supply is increased. Microeconomics tends to use theory, rather than empirical evidence, to explain changes in individual markets and industries.




[image: ]

Gold bars





Macroeconomics


Macroeconomics is the study of economic behaviour and decision making in the whole economy, rather than individual segments of the economy. It looks at aggregate variables, such as the demand for all goods and services in the economy (national output) and the general level of prices in the economy (inflation and deflation).
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Definition


Macroeconomics is the study of economic behaviour and decision making in the whole economy, rather than individual markets.
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Topics covered in macroeconomics include:





•  the role of government (Chapter 24)



•  redistribution of income (Chapter 25)



•  fiscal policy (Chapter 26)



•  monetary policy (Chapter 27)



•  supply-side policies (Chapter 28)



•  economic growth (Chapter 29)



•  employment and unemployment (Chapter 30)



•  inflation and deflation (Chapter 31).





Macroeconomics attempts to explain what is likely to happen to the economy as a whole if certain economic factors change. For example, a prolonged recession (see Chapter 29) will cause unemployment in many industries, and result in negative economic growth for the economy as a whole. Macroeconomics places greater emphasis on using empirical data as evidence to explain changes in the economy, such as booms and recessions (see Chapter 29).
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Unemployment is a fundamental macroeconomic topic





Decision makers in microeconomics


Microeconomics is concerned with decision making by individuals, households and firms, such as:





•  an entrepreneur considering which type of business to start



•  a farmer deciding how best to allocate farmland to different crops or the rearing of farm animals



•  firms investigating the prices being charged by their rivals in order to set their own prices



•  firms considering the economic profits of difference choices before making a decision



•  firms deciding on the best combination of factors of production to use in the production process



•  how internal and external economies of scale can affect a firm’s scale of operations



•  consideration of the different reasons for firms to adopt labour-intensive or capital-intensive production methods (see Chapter 21)



•  the advantages and disadvantages of small firms (see Chapter 20) versus the advantages and disadvantages of different types of merger (horizontal, vertical and conglomerate)



•  a household considering the economic costs of raising a child



•  workers deciding how to allocate their time and energy based on consideration of opportunity costs



•  the influence of wage differentials on labour markets (see Chapter 18)



•  third parties losing out from the misallocation of resources through the over-consumption of demerit goods (see Chapter 14) and the under-consumption of merit goods



•  consideration of the advantages and disadvantages of trade unions from the viewpoint of workers, firms and the government (see Chapter 19).






Decision makers in macroeconomics


Macroeconomics is concerned with decision making for the economy as a whole. Examples include:





•  government decisions regarding which products to tax, such as tobacco, alcohol and petrol — this has a macroeconomic impact not only on these industries but also on the wider economy (see Chapter 14)



•  government policies to achieve economic growth, stable inflation, employment, balance of payments stability and redistribution of income (see Chapter 25)



•  government decisions to improve market efficiencies and the productive capacity of the economy, such as through education and training, labour market reforms, deregulation, improving incentives to work and invest, and privatisation (see Chapter 28)



•  the government setting different rates of progressive taxation (see Chapter 26) to ensure those who earn more pay a greater proportion of income tax, without creating disincentives to work



•  government decisions and policies regarding the eradication of poverty (see Chapter 33)



•  government decisions about immigration and emigration (see Chapter 34)



•  government decisions about protectionism, such as the use of tariffs and import quotas to limit competition from international rivals (see Chapter 37)



•  the decision of the population in how they allocate their income between savings and expenditure (household consumption)



•  decision making of consumers, workers, savers, lenders and firms due to the consequences of inflation (see Chapter 31)



•  the economy’s decision about the degree of international specialisation (see Chapter 36)



•  the role of speculators and multinational companies in the determination of exchange rates (see Chapter 38).
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Activity


Take a look at today’s newspaper (use an online version if you prefer). Find three news stories that are microeconomic topics and another three that are macroeconomic topics. Be prepared to share these with the rest of the class, and make sure you can explain your reasoning.
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Exam-style questions





1  Which topic is not studied in microeconomics?


[1]







    A  Economic growth


    B  Monopoly and competition


    C  Price elasticity of supply


    D  Production possibility curves








2  Which option is not studied in macroeconomics?


[1]







    A  The consequences of a higher interest rate


    B  The effects of a lower exchange rate


    C  The impacts of price changes in the market for smartphones


    D  The impacts of progressive taxation





[image: ]







[image: ]


Chapter review questions





1  What is meant by microeconomics?



2  What is meant by macroeconomics?



3  Who are the main decision makers in microeconomics and how does this differ from the decision makers in macroeconomics?



4  Who are the decision makers affected by microeconomics?



5  Who are the decision makers affected by macroeconomics?
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Revision checklist





[image: ] Microeconomics is the study of particular markets and sections of the economy, rather than the economy as a whole.



[image: ] Microeconomics tends to use theory, rather than empirical evidence, to explain changes in individual markets and industries.



[image: ] Microeconomics is concerned with decision making by individuals, households and firms.



[image: ] Macroeconomics is the study of economic behaviour and decision making of the whole economy, rather than individual markets.



[image: ] Macroeconomics places greater emphasis on using empirical data as evidence to explain changes in the economy, such as booms and recessions.



[image: ] Macroeconomics is concerned with decision making for the economy as a whole.
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6 The role of markets in allocating resources
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By the end of this chapter, students should be able to:




•  define the market system


•  explain the key questions about resource allocation in a market system


•  explain how the price mechanism allocates resources.
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The market system


The market system refers to the method of allocating scarce resources through the market forces of demand and supply. Markets consist of buyers (who have demand for a particular good or service) and sellers (suppliers of a particular good or service). Also known as the price mechanism, the market system establishes market equilibrium where demand equals supply, as shown in Figure 6.1. At this position, the market is cleared of any shortages or surpluses.
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Figure 6.1 Market equilibrium





The demand curve (see Chapter 7) shows that consumers will tend to buy more as the price falls. The supply curve (see Chapter 8) shows that firms will tend to offer more for sale as the price rises. When the opposing market forces of demand and supply are in balance, an equilibrium price and quantity are established, where all products offered for sale at that price are bought by consumers.


Market disequilibrium occurs when the market price is either above or below the equilibrium price. If the price of a product is above the equilibrium price, the product is deemed to be too expensive for consumers, so the quantity supplied will exceed the quantity demanded. To sell off this excess supply, the price must be reduced.


By contrast, if the price of a product is below the equilibrium price, the product is deemed to be too cheap to attract sufficient supply, so the quantity demanded will exceed the quantity supplied. To create an incentive to supply more, the price must be raised. Hence, the market system will tend to get rid of market disequilibrium in the long run.
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Definitions


The market system refers to the method of allocating scarce resources through the market forces of demand and supply.


Market equilibrium exists when the demand for a product matches the supply, so there is no excess demand (shortage) or excess supply (surplus).


Market disequilibrium exists if the price for a product is too high (resulting in excess supply, or a surplus) or too low (resulting in excess demand, or a shortage).
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Prices are reduced to get rid of excess supplies
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Case study: Thai rice


In 2017, the export price of Thai rice rose from $365 a tonne to $425 a tonne in a matter of weeks, driven by a sharp surge in the global demand for rice, and lower rice supply. Thailand is the world’s second-largest exporter of rice with around 23 per cent of total rice exports (India accounts for about 29 per cent of the world’s total rice exports).
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Activity


Discuss how the significant increase in the price of rice is likely to affect the Thai economy. Which stakeholder group(s) win or lose from this?
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Key decisions about resource allocation


All economies face the basic economic problem of scarcity of resources. All economic systems (see also Chapters 13 and 15) must address three key economic questions about determining resource allocation:





1  What production should take place? This question is about deciding which goods and services should be provided in the economy. For example, is it better for the economy to have more roads and airports or to have more schools and hospitals? As resources are limited in supply, decision makers realise there is an opportunity cost (see Chapter 3) in answering this question.



2  How should production take place? This question is about the methods and processes used to produce the desired goods and services. For example, decision makers will have to decide which combination of factors of production (land, labour, capital and enterprise) should be used in the production process.



3  For whom should production take place? This question is about which economic agents receive goods and services. For example, should any goods and services be provided free to everyone in the economy, irrespective of their willingness and ability to pay for them? Or should goods and services only be produced for those who can pay?





In a market system, the decision about what, how and for whom production should take place is determined by the forces of demand and supply. See Chapter 13 for more details on this.
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Exam-style question


Which option is not a key economic question that is addressed by the market economy?


[1]





A  For whom should production take place?



B  How should production take place?



C  Why should production take place?



D  What production should take place?
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Exam-style question


With the use of a relevant example, explain how prices are determined in a market system.


[4]
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Introduction to the price mechanism


The price mechanism refers to the system of relying on the market forces of demand and supply to allocate resources. In this system, the private sector (see Chapter 13) decides on the fundamental questions of what, how and for whom production should take place. For example, wage rates are determined by the forces of demand for labour (by private sector firms) and supply of labour (by workers who offer their labour services)
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Definition


The price mechanism refers to the system of relying on the market forces of demand and supply to allocate resources.
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Features of the price mechanism include the following:





•  There is no government interference in economic activities. Resources are owned by private economic agents who have the economic freedom to allocate scarce resources without interference from the government.



•  Goods and services are allocated on the basis of price — a high price encourages more supply whereas a low price encourages consumer spending. Goods and services are sold to those who have the willingness and ability to pay.



•  The allocation of factor resources is based on financial incentives — for example, agricultural land is used for harvesting crops with the greatest financial return, while unprofitable products are no longer produced.



•  Competition creates choice and opportunities for firms and private individuals. Consumers can thus benefit from a variety of innovative products, at competitive prices and of high quality.
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Study tip


To better understand the concept of the price mechanism, refer to Chapters 7 and 8 on demand and supply.
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Exam-style question


Which option is not a feature of the price mechanism?


[1]





A  Competition creates choice and opportunities for firms and private individuals.



B  Goods and services are allocated on the basis of price.



C  Resources are owned by private economic agents who have the economic freedom to allocate scarce resources.



D  Rules and regulations are imposed to correct market failures, such as the overconsumption of demerit goods.
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Chapter review questions





1  What is meant by the market system?



2  What is meant by market equilibrium?



3  How does market disequilibrium occur?



4  What are the three key economic questions that all economies must address?



5  What is the price mechanism?



6  What are the key features of the price mechanism?
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Revision checklist





[image: ] The market system refers to the method of allocating scarce resources through the market forces of demand (buyers) and supply (sellers).



[image: ] Market equilibrium is established where the demand for a product is equal to the supply of the product.



[image: ] Market disequilibrium occurs when the market price is either above (creating surpluses) or below (creating shortages) the equilibrium price.



[image: ] All economies must address three key economic questions about determining resource allocation: what, how and for whom should production take place?



[image: ] The price mechanism refers to the system of relying on the market forces of demand and supply to allocate resources.



[image: ] Features of the price mechanism include: no government interference in economic activity, the allocation of resources based on price and financial incentives, and competition creating choice and opportunities for firms and private individuals.
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7 Demand
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By the end of this chapter, students should be able to:




•  define demand


•  draw and interpret appropriate demand diagrams


•  explain movements (contractions and expansions) along a demand curve


•  explain the link between individual and market demand


•  explain the causes of shifts in a demand curve.
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Demand


Demand refers to both the willingness and the ability of customers to pay a given price to buy a good or service. This is sometimes referred to as effective demand to distinguish genuine demand from a desire to buy something.
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Definition


Demand refers to the willingness and the ability of customers to pay a given price to buy a good or service. The higher the price of a product, the lower its demand tends to be.
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The amount of a good or service demanded at each price level is called the quantity demanded. In general, the quantity demanded falls as price rises, while the quantity demanded rises at lower prices. Hence, there is an inverse relationship between the price of a good or service and the quantity demanded. This rule is known as the law of demand. There are two reasons for this relationship:





•  As the price of a good or service falls, the customer’s real income rises — that is, with the same amount of income, the customer is able to buy more products at lower prices.



•  As the price of a good or service falls, a higher number of customers are able to pay, so they are more likely to buy the product.
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Activity


Choose an item that you can buy in your country.





1  What are the factors that affect the demand for this product?



2  Which factor is the most important? Why?





Produce your findings in an A3 poster format for displaying in the classroom.
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Determinants of demand


Although price is regarded as the key determinant of the level of demand for a good or service, it is not the only factor that affects the quantity demanded. Other determinants of demand can be remembered by the acronym HIS AGE:





•  Habits, fashions and tastes — changes in habits, fashions and tastes can affect the demand for all types of goods and services. When products become fashionable (such as smartphones) this leads to an increase in demand for them, whereas those that become unfashionable (such as last season’s clothes) have a reduced level of demand.
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Study tip


Some of the non-price determinants of demand can be remembered by the acronym MISC: marketing, income, substitutes and complements.
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Fashionable products experience an increase in demand








•  Income — higher levels of income mean that customers are able and willing to buy more goods and services. For example, the average person in the USA will have a higher level of demand for goods and services than the average person in Vietnam or Turkey.



•  Substitutes and complements — substitutes are goods or services that can be used instead of each other, such as Coca-Cola or Pepsi and tea or coffee. If the price of one product falls, then it is likely the demand for its substitute will also fall. Complements are products that are jointly demanded, such as tennis balls and tennis racquets or cinema movies and popcorn. If the price of one product increases, then the demand for its complement is likely to fall.



•  Advertising — marketing messages are used to inform, remind and persuade customers to buy a firm’s products. Companies such as McDonald’s, Apple and Samsung spend hundreds of millions of dollars each year on their advertising budgets in an attempt to increase the demand for their products.



•  Government policies — rules and regulations such as the imposition of taxes on tobacco and alcohol will affect the demand for certain products. Sales taxes cause prices to increase, thereby reducing the level of demand. By contrast, government subsidies for educational establishments and energy-efficient car makers help to encourage more demand for education and environmentally friendly cars due to the relatively lower prices.



•  Economy — the state of the economy (for example, whether it is in an economic boom or a recession) has a huge impact on the spending patterns of the population. The global financial crisis of 2008, for example, caused the demand for most goods and services around the world to decline as households and businesses lacked confidence in the economy. By 2013, the financial crisis had caused unemployment to exceed 26 per cent in both Greece and Spain — the highest unemployment figures ever experienced in the European Union. This undoubtedly reduced the level of demand for goods and services in these countries.
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Definitions


Substitutes are goods or services that can be used instead of each other, e.g. tea or coffee.


Complements are products that are jointly demanded, e.g. tennis balls and tennis racquets.
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There are other factors that can influence the level of demand for a particular good or service. For example, the weather can affect the demand for ice cream, beach resort holidays, winter jackets and umbrellas. The size and the demographics of the population (such as age, gender, ethnicity and religious beliefs) can also have an effect on the level of demand for goods and services. For example, adults and children have different buying habits.



Price and demand


Diagrammatically, the demand curve is shown as a downward-sloping curve to indicate the inverse relationship between price and quantity demanded (see Figure 7.1).
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Figure 7.1 The demand curve





Movements along a demand curve


A change in the price of a good or service causes a movement along the demand curve. A price rise will cause a contraction in demand for the product — that is, the quantity demanded falls. By contrast, a reduction in price will cause an extension in the quantity demanded, as shown in Figure 7.2.
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Figure 7.2 Movements along the demand curve





Individual demand and market demand


The market demand refers to the aggregation of all individual demand for a product. It is found by adding up all individual demand at each price level (see Figure 7.3). For instance, suppose that a cinema charges $10 for its movie tickets and the demand from male customers totals 500 per week while 400 females purchase tickets at that price per week. The market demand for cinema tickets at $10 per ticket is therefore 900 tickets per week.
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Definitions


A contraction in demand means a fall in the quantity demanded for a product following an increase in its price.


An extension in demand means an increase in the quantity demanded for a product following a fall in its price.


The market demand is the sum of all individual demand for a particular product.
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Figure 7.3 The market demand curve






Conditions of demand


While a movement in demand is caused by price changes only, a change in all other (non-price) factors that affect demand, such as income, will cause a shift in demand.


An increase in demand (rather than an increase in the quantity demanded) is represented by a rightward shift in the demand curve from D1 to D3 in Figure 7.4. For example, BMW recorded higher than expected profits in 2017 due to increasing demand for its cars in Europe, the USA and Asia. Hence, the demand for BMW’s cars was higher at all price levels. In Figure 7.4, when the demand curve shifts from D1 to D3 at a price of P1 the quantity demanded increases from Q1 to Q3.


By contrast, a decrease in demand (rather than a fall in the quantity demanded) is shown by shifting the demand curve to the left, from D1 to D2 in Figure 7.4, resulting in less quantity demanded at all price levels. At the price of P1, demand falls from Q1 to Q2. For example, financial problems and rising unemployment in the economy will decrease the demand for cars.
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Figure 7.4 Shifts in the demand curve
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Study tip


Remember the difference between changes in demand and changes in the quantity demanded.





•  A shift in demand is caused by changes in non-price factors that affect demand.



•  A movement along a demand curve is caused by changes in the price of the product.
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BMW saw record profits when increasing demand in China and other emerging markets boosted its car sales
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Activity


France is the most visited tourist country in the world, with over 80 million visitors each year; the USA is second with 63 million visitors.





1  Investigate the most popular tourist cities in Europe.



2  Using demand theory, explain the factors that make these cities so popular.
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Activity


Using an appropriate demand diagram, explain the impact on the demand for Apple smartphones in the following cases.





1  An increase in the price of Apple smartphones.



2  An increase in the price of Samsung smartphones.



3  An increase in consumer incomes.



4  A successful advertising campaign promoting Samsung’s latest smartphones.
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Exam-style questions





1  What is the law of demand?


[1]







    A  The assumption that both price and non-price factors affect the level of demand for a good or service


    B  The influence of non-price factors on the demand for a good or service


    C  The inverse relationship between the price of a good or service and the quantity demanded of that product


    D  The positive relationship between the price of a good or service and the quantity demanded of that product








2  What does a rightwards shift of the demand curve for a good or service show?


[1]







    A  A higher level of demand at all given price levels


    B  A highly successful advertising campaign for the product


    C  A lower price charged for the product
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