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How to use this revision guide


Welcome to the Economics for the IB Diploma Revision Guide. This book will help you plan your revision and work through it in a methodological way. It follows the Economics syllabus topic by topic, with revision and exam practice questions to help you check your understanding.


Features to help you succeed
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Expert tips


These tips give advice that will help you boost your final grade.
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Common mistakes


These identify typical mistakes that students make and explain how you can avoid them.
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Keyword definitions


Definitions are provided on the pages where the essential key terms appear. These keywords are those that you can be expected to define in exams. A glossary of other essential terms, highlighted throughout the text, is given at the end of the book.
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Worked examples


Some parts of the course require you to carry out mathematical calculations, plot graphs, and so on. These examples show you how.
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EXAM PRACTICE


Exam practice is given for the type of questions you might get. For the longer essay questions, sample sentences and paragraphs are given to show what examiners are looking for in your essay answers. For easy reference, the exam paper is indicated for each question. Use these questions to consolidate your revision and to practise your exam skills.
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EXAM PRACTICE (HL ONLY)


Some parts of the Economics course require you to carry out mathematical calculations, plot graphs and so on. There are sample Paper 3 exam questions interspersed in the chapters, with suggested answers online.
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You can also keep track of your revision by noting each topic heading in the book. There is also a checklist at the end of the book. Use this checklist to record progress as you revise. Make a note when you have:





•  revised and understood a topic



•  used the Exam practice questions and checked your answers.





Use this book as the cornerstone of your revision. Don’t hesitate to write in it and personalise your notes. Use a highlighter to identify areas that need further work. You may find it helpful to add your own notes as you work through each topic. Good luck!


Getting to know the exam
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At the end of your Economics course you will sit two papers – Paper 1 and Paper 2. Paper 1 is worth 30% of the final marks and Paper 2, 50% of the final marks. The other assessed part of the course (20%) is made up of the Internal Assessment, which is marked by your teacher.


HL students will sit an additional paper – Paper 3, worth 20%. For HL students, Paper 1 is worth 30% of the final marks, and Paper 2 also 30% of the final marks. The other assessed part of the course (20%) is the Internal Assessment (or IA) which is marked by your teacher.


Here is some general advice for the exams:





•  Make sure you have learned the command terms (e.g. evaluate, explain, outline). There is a tendency to focus on the content in a question rather than the command term, but if you do not address what the command term is asking of you then you will not be awarded marks. (Command terms are covered on page x.)



•  If you run out of room on the page, use continuation sheets and indicate clearly that you have done this on the cover sheet.



•  The fact that the question continues on another sheet of paper needs to be clearly indicated in the text box provided.



•  Plan your time carefully before the exams.





Paper 1


Paper 1 (1.5 hours) contains two sections: Section A is based on Microeconomics and Section B is based on Macroeconomics. You will need to answer one of the two questions from each section. Part a) of each essay is worth 10 marks and part b) is worth 15 marks. Hence, the total number of marks for this paper is 50.





•  It is necessary to include definitions in the essays, so make sure you have learned the keyword definitions in this book.



•  As the paper is only out of 50 marks, the questions cannot cover all aspects of Microeconomics and Macroeconomics. It is therefore essential that you thoroughly revise the whole of Topics 1 and 2 of the syllabus so that you can tackle any questions that come up.



•  The 10-mark questions do not involve any evaluation, but do require a concluding statement that answers the question. The 15-mark questions do require an evaluation.



•  Wherever appropriate, include fully labelled diagrams and the application of real-world examples to substantiate your answers.





Paper 2


Paper 2 (1.5 hours) contains two sections: Section A contains two data-response questions on International economics; you must answer one of these, which is worth a total of 20 marks. In Section B you must answer one of the two data-response questions on Development economics, again worth 20 marks. The total marks for the paper is therefore 40.


In Paper 2 you may be given a range of data in various forms (e.g. diagrams, graphs, charts and data tables) relating to a specific case study on International economics and Development economics. Questions will test your knowledge of Topic 3 and Topic 4 of the syllabus, and your ability to apply this to the given case studies.





•  Do not spend too much time on one of the two sections.



•  Plan your time carefully (do this before the exam!). You should spend no more than 45 minutes on each section.



•  By practising past exam papers, you will be able to fine-tune your time management; this may vary from student to student.



•  Choose your questions carefully. Look at all sections of the data-response questions before making your choices.



•  You will be required to provide definitions (for the 2-mark questions) and to draw relevant diagrams (for the 4-mark questions). Practise drawing accurate and fully labelled diagrams.



•  Some students write far too much for questions worth only 2 marks, and then run out of time later on for the 8-mark question. Look carefully at the number of marks available for each question and adjust the amount of time you spend on that question accordingly.



•  There are several parts to each data-response question – make sure you answer all parts.



•  Case studies help answer Paper 2 data-response questions – make sure you read the stimulus material and analyse the supplementary data as you will be expected to apply your knowledge.





Paper 3


Only HL students take the Paper 3 (quantitative) examination. It is a 1-hour paper, with students required to answer any two of the three questions.





•  There are no evaluation-type questions in Paper 3.



•  Paper 3 accounts for 20% of the overall weighting in the HL course.



•  Each question is marked out of 25. Students must answer two questions, totalling up to 50 marks. This means there are 10 minutes remaining to check over your answers if you allocate about 1 minute per mark in the exam.



•  Questions can test your knowledge from any of the four syllabus topics: Microeconomics, Macroeconomics, International economics and Development economics.
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Expert tip


Do not attempt to answer all three questions in this paper. While it is true that if a student attempts all the questions and the marks for the top two answered questions count, there is a huge opportunity cost in such a strategy. Surely, you can answer two questions better in 60 minutes than you can three questions in the same time. Use any spare time you have to check over your calculations and written answers.





[image: ]






Assessment objectives and command terms


To successfully complete the course, you need to have achieved the following assessment objectives:






	AO1 

	Demonstrate knowledge and understanding of specified content, including current economic issues and data






	AO2

	Demonstrate application and analysis of knowledge and understanding by:




•  applying economic concepts and theories to real-world situations



•  identifying and interpreting economic data



•  demonstrating the extent to which economic information is used effectively in particular contexts












	AO3

	Demonstrate synthesis and evaluation by:




•  examining economic concepts and theories



•  using economic concepts and examples to construct and present an argument



•  discussing and evaluating economic information and theories












	AO4

	Select, use and apply a variety of appropriate skills and techniques by:




•  producing well-structured written material, using appropriate economic terminology, within specified time limits



•  using correctly labelled diagrams to help explain economic concepts and theories



•  selecting, interpreting and analysing appropriate extracts from the news media



•  interpreting appropriate data sets













Source: IB Economics Guide, page 7


These assessment objectives are examined in the following way:
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Command terms indicate the depth of treatment required for a given assessment statement. Assessment objectives 1 and 2 address simpler skills, assessment objective 3 relates to higher-order skills, while assessment objective 4 refers to the skills of selecting, using and applying economic skills and techniques.


It is essential that you are familiar with these terms, so that you are able to recognise the type of response you are expected to provide as well as the required depth of your response.


The following table shows all of the command terms, with an indication of the depth required from your written answers.






	Assessment objective

	Command terms

	Depth of answers






	AO1: Knowledge and understanding

	Define
Describe
List
Outline
State

	These terms require you to learn and comprehend the meaning of information.






	AO2: Application and analysis

	Analyse
Apply
Comment
Distinguish
Explain
Suggest

	These terms require you to use your knowledge to explain actual situations, and to break down ideas into simpler parts and see how these parts relate.






	AO3: Synthesis and evaluation

	Compare
Compare and contrast
Contrast
Discuss
Evaluate
Examine
Justify
To what extent

	These terms require you to rearrange component ideas into a new whole and make judgements based on evidence or a set of criteria.






	AO4: Selection, use and application of a variety of skills and techniques

	Calculate
Construct
Derive
Determine
Draw
Identify
Label
Measure
Plot
Show
Show that
Sketch
Solve

	These terms require you to demonstrate the selection and application of skills.







Source: IB Economics Guide, page 9


Countdown to the exams
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4–8 WEEKS TO GO





•  Start by looking at the syllabus and make sure you know exactly what you need to revise.



•  Look carefully at the checklist in this book and use it to help organise your class notes and to make sure you have covered everything.



•  Work out a realistic revision plan that breaks down the material you need to revise into manageable pieces. Each session should be around 25–40 minutes with breaks in between. The plan should include time for relaxation.



•  Read through the relevant sections of this book and refer to the expert tips, common mistakes, keyword definitions, case studies and worked examples.



•  Tick off the topics that you feel confident about, and highlight the ones that need further work.



•  Look at past papers. They are one of the best ways to check knowledge and practise exam skills. They will also help you identify areas that need further work.



•  Try different revision methods, for example summary notes, mind maps and flash cards.



•  Test your understanding of each topic by working through the Exam practice questions.



•  Make notes of any problem areas as you revise, and ask a teacher to go over them in class.
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1 WEEK TO GO





•  Aim to fit in at least one more timed practice of entire past papers, comparing your work closely with the mark scheme.



•  Examine the checklist carefully to make sure you haven’t missed any of the topics.



•  Tackle any final problems by getting help from your teacher or talking them over with a friend.
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THE DAY BEFORE THE EXAMINATION





•  Look through this book one final time. Look carefully through the information about each exam paper to remind yourself what to expect, including timings and the number of questions to be answered.



•  Check the time and place of the exams.



•  Make sure you have all the equipment you need (e.g. extra pens, pencil and ruler for diagrams, a watch, tissues and water). If you are an HL student, make sure you have a GDC calculator for Paper 3.



•  Allow some time to relax and have an early night so you are rested and ready for the exams. There is a huge opportunity cost if you are not refreshed!
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Section 1 Microeconomics


1.1 Competitive markets: demand and supply


Markets and demand





•  The law of demand states that the quantity demanded for a good or service falls as its price rises, ceteris paribus. Likewise, the quantity demanded rises at lower prices.



•  The demand curve shows the inverse relationship between price and quantity demanded of a product (see Figure 1.1).
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There are three causes of the negative relationship between price and quantity demanded:





•  The income effect – as price falls, the real income of customers rises, i.e. they are able to buy more products at lower prices.



•  The substitution effect – as the price of a good or service falls, more customers are able to pay, so they are more likely to buy the product, i.e. substitute it for alternative products that they might have previously bought.



•  Diminishing marginal returns – as people consume more of a particular good or service, the utility (return or satisfaction) gained from the marginal unit declines, so customers will only purchase more at a lower price.





The market demand curve refers to the sum of all individual demand for a product. It is found by adding up all individual demand at each price level (see Figure 1.2). For example, if a cinema charges $10 for movie tickets and the demand is 500 from male customers and 400 from female customers, then the market demand is 900 cinema tickets per week.
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Keyword definitions


A market is any place where transactions take place between buyers and sellers, for example shares are traded in a stock market and currencies are traded on the foreign exchange market. Scarcity must exist for a market to exist.


Demand is the willingness and ability of customers to pay a certain price in a market to obtain a particular good or service. It is sometimes referred to as effective demand to distinguish it from a want or a desire to buy something.
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Common mistake


Be careful when using the concepts of ‘demand’ and ‘quantity demanded’, as these are often confused by students in the exams. Demand refers to an entire demand curve, whereas quantity demanded refers to a point on the demand curve.
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Non-price determinants of demand


Price is not the only factor that affects the demand for a good or service. Factors that change the demand (or shift the demand curve) for a good or service can be recalled using the acronym HIS AGE:





•  Habits, fashion and tastes – products that become fashionable (e.g. smartphones) cause an increase in demand, whereas unfashionable items (e.g. last season’s clothes) reduce the level of demand.



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



•  Substitutes and complements – if the price of a product falls, then it is likely that the demand for the substitute product will also fall. By contrast, if the price of a product increases, then the demand for its complementary good 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 and Samsung spend hundreds of millions of dollars each year on their advertising to increase the demand for their products.



•  Government policies – rules and regulations such as the legal age on the purchase of tobacco and alcohol affect the demand for certain products. By contrast, government initiatives to educate people about energy-efficient cars could encourage more demand for environmentally friendly cars.



•  Economy – whether the country is in a recession or boom has a huge impact on the spending patterns of the population. For example, the global financial crisis of 2008 caused the demand for most goods and services around the world to decline.
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Keyword definitions


Substitutes are products that can be used instead of each other, such as Coca-Cola or Pepsi and tea or coffee.


Complements are products that are jointly demanded, such as cinema movies and popcorn or pencils and erasers.


When the demand for a product increases with a rise in income, it is called a normal good. These include both necessities and luxury products.


An inferior good has a negative relationship between income and quantity demanded, i.e. customers switch to a superior (luxury) product as their income rises – for example, canned food products versus fresh food products.
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Expert tip


Depending on the context of the good or service being considered, two other potentially important determinants of demand are the weather and demographics (e.g. age, gender, ethnicity or religious beliefs of customers).
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Movements along, and shifts of, the 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 the quantity demanded for the product



•  A fall in price will cause an expansion in the quantity demanded (see Figure 1.3).
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•  A change in non-price factors that affect demand cause a shift in the demand curve.



•  An increase in demand is shown by a rightwards shift in the demand curve from D1 to D3 (see Figure 1.4). At P1, demand increases from Q1 to Q3.



•  By contrast, a decrease in demand is shown by shifting the demand curve to the left, from D1 to D2, resulting in less quantity demanded at all price levels.
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Keyword definition


Price fluctuations cause movements along an existing demand curve. A rise in price results in a contraction in quantity demanded, whereas a fall in price causes an expansion in quantity demanded.
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Common mistake


Students often claim that the imposition of a sales tax on a product shifts its demand curve to the left. This is incorrect as the tax is imposed on firms, thereby raising their costs of production. The tax increases the price of the product, so therefore reduces the quantity demanded, i.e. it causes a movement along the demand curve.
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Expert tip


It will be useful for you to know 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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Linear demand functions (HL only)


The demand curve is often graphed as a straight line for ease of illustration. The linear demand function is Qd = a − bP, where:





•  a = demand, irrespective of the price



•  −b = slope of the demand curve, i.e. how the price affects the quantity demanded.





Any change in a will cause a change in demand, i.e. shift the demand curve.


Any change in b will change the quantity demanded and the steepness of the demand curve.
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Expert tip


Make sure you know the difference between the cause of a shift and a movement in demand. A shift in the demand curve is caused by changes in non-price factors that affect demand, such as changes in income. A movement along a demand curve is caused by changes in the price of the product.
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EXAM PRACTICE (HL ONLY)


PAPER 3





1 Plot a demand curve from the given linear demand function Qd = 800 − 25P.





[4]





2 From the diagram below, solve the linear function of the demand curve.





[2]
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Supply


The law of supply and the supply curve


The law of supply states that there is a positive relationship between the quantity supplied of product and its price, ceteris paribus. This is shown diagrammatically by a supply curve. There are two reasons for the positive relationship between price and supply:





•  Existing firms in the market can earn higher profit margins if they supply more.



•  More firms enter the market as higher prices allow them to cover production costs.
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Keyword definition


Supply is the willingness and ability of firms to provide a good or service at a given price level, per time period.
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Movements along, and shifts of, the supply curve


As with demand, the market supply curve is the sum of all individual producers’ supply curves at each price level.


A movement along a supply curve occurs if the price changes, causing a change in the quantity supplied (see Figure 1.5).
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A shift in the supply curve is caused by changes in non-price factors that affect supply, causing a change in supply. In Figure 1.6, a rightwards shift (from S1 to S2) shows an increase in supply, while a leftwards shift (from S1 to S3) shows a fall in supply.
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Expert tip


A shift in supply is caused by changes in non-price factors that affect supply (such as taxes and adverse weather). A movement in supply is caused only by changes in price.
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The non-price determinants of supply


Table 1.1 Factors that change supply or shift the supply curve






	Non-price determinants of supply

	How supply is changed by these determinants






	Costs of production

	Changes in any costs of production cause a shift in supply, for example changes in wages and rents.






	Taxes

	Indirect taxes are imposed on the supplier of a product, which basically adds to the costs of production. Hence, taxes tend to reduce market supply.






	Subsidies

	Financial assistance from the government to help encourage output by reducing costs of production for products that are beneficial to society as a whole, for example the provision of education, training and healthcare.






	Technological progress

	Advances in technology mean that there can be greater levels of output at every price level.






	Expectations

	Price acts as a signal to producers to move their resources to the provision of products with greater profitability. Thus, expectations of price movements affect supply.






	Competitive supply

	The output of a product (such as apples) takes place as an alternative to other products (such as oranges), based on the relative profitability of these products.






	Joint supply

	The output of one product (such as cows) routinely leads to the supply of another (such as milk).






	Barriers to entry

	The number of firms in the market, determined by the nature of barriers to entry to the industry, can affect the level of supply.






	Time

	Supply tends to be lower in the short run but can increase over time – for example, it is difficult for farmers to increase their supply of crops within a short period of time.






	Weather

	The output of some products depends on the weather – for example, agricultural output.
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Expert tip


A useful way to remember some of the key non-price determinants of supply is to use the acronym SWITCH, i.e.





•  Subsidies



•  Weather



•  ICT (technology)



•  Taxes



•  Competitive supply and



•  Hurdles (barriers to entry).
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Linear supply functions (HL only)


The supply curve is often graphed as a straight line for ease of illustration. The linear supply function is Qs = c + dP, where:





•  c = supply, irrespective of the price (so this is also the intercept on the y-axis)



•  +d = slope (or steepness) of the supply curve.





Any change in c will shift the supply curve.


Any change in d will affect the price elasticity of the supply curve.
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Expert tip


A supply function normally has a negative intercept, such as S = −800 + 20P, as firms need to cover their production costs. Here, if P = $40, then zero units of output is supplied. Any price above $40 will create an ability and willingness for firms to supply their products. A positive intercept means that even when the price is zero, the existence of government subsidies ensures that a minimum level of output is supplied.
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EXAM PRACTICE (HL ONLY)


PAPER 3





3 Plot a supply curve that has the linear supply function Qs = −100 + 10P.





[4]
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Market equilibrium


Equilibrium and changes to equilibrium


Equilibrium exists when the quantity demanded for a product is equal to the quantity supplied (see Figure 1.7). Recall that changes in any of the non-price determinants of supply or demand will cause a change in the market equilibrium price. For example:





•  A successful advertising campaign that promotes the consumption of fresh fish shifts its demand curve to the right, thereby raising the price and quantity traded.



•  A severe drought would shift the supply curve of agricultural products to the left, leading to an increase in the price and a fall in the quantity traded.
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Excess supply occurs when the price is set above the equilibrium, i.e. a surplus exists, as shown by the green area in Figure 1.8.



[image: ]



Excess demand occurs when the price is set below the equilibrium, i.e. a shortage exists, as shown by the green area in Figure 1.9.
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If there is excess supply, there is a tendency for price to fall to remove the surplus. If there is a shortage in the market, the price will tend to rise to remove the excess demand.
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Keyword definition


Market equilibrium occurs when the quantity demanded for a product is equal to the quantity supplied of the product, i.e. there are no shortages or surpluses.
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Calculating and illustrating equilibrium using linear equations (HL only)


Equilibrium exists when the demand and supply functions are equal, i.e.:


a − bP = c + dP
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EXAM PRACTICE (HL ONLY)


PAPER 3





4 Calculate the equilibrium price and quantity if the demand function is given as Qd = 600 − 3P and the supply function is Qs = −100 + 2P.





[3]
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The role of the price mechanism


Resource allocation


Resources are finite in supply whilst wants (desires, or goods and services that we would like to have) are infinite. This creates a situation of scarcity, which subsequently imposes production choices about what to produce.


Due to limited resources, including money, economic agents have to make choices. This results in an opportunity cost – for example, choosing to buy a smartphone may come at the opportunity cost of buying a games console or going on a holiday.


In a market economy, price has both a signalling function and an incentive function (see Figure 1.10). These functions result in the reallocation of resources if price changes due to changes that affect the demand for or supply of a product.
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Market efficiency


Consumer surplus, producer surplus and allocative efficiency
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Keyword definitions


Consumer surplus refers to the benefits to buyers who are able to purchase a product for less than they are willing to do so. By contrast, producer surplus is the difference between the price that firms actually receive and the price they were willing and able to supply at.


Allocative efficiency happens when resources are distributed so that consumers and producers get the maximum possible benefit, which means no one can be made better off without making someone else worse off (see Figure 1.11).
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Consumer surplus is shown by the difference between what consumers are willing to pay for a product and the amount they actually pay (see Figure 1.12). Hence, the consumers’ marginal utility of consumption is greater than the market price.
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Producer surplus occurs when firms are able to charge a higher price than they are willing and able to (see Figure 1.13). Thus, they are able to earn abnormal profits.
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Social surplus (or community surplus) is the sum of producer surplus and consumer surplus (see Figure 1.14).
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In a competitive market economy, allocative efficiency occurs at the market equilibrium because both consumer and producer surplus are maximised at this point.
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EXAM PRACTICE (HL ONLY)


PAPER 3





5 a Suppose the demand function for a product is given as Qd = 80 − 2P whilst its supply is given expressed as Qs = 2P. Plot the demand and supply curves and identify the equilibrium price and equilibrium quantity.





[4]




    b Using your diagram from part a, calculate the quantity of excess demand at a price of $10 per unit and the excess supply at a price of $40 per unit.





[4]




6
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    From the diagram above calculate the value of:


    a consumer surplus





[2]




    b producer surplus





[2]




    c excess demand or supply at $6





[2]




    d excess demand or supply at $2





[2]
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1.2 Elasticity


Price elasticity of demand (PED)


Price elasticity of demand


Price elasticity of demand is calculated using the formula:
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The mathematical value of PED is usually negative due to the law of demand – for example, a rise in price tends to cause a fall in the quantity demanded.


The value of PED for a product depends on the degree of customers’ ability and willingness to pay – for example, a rise in the price of a necessity will have a minimal impact, if any, on its level of demand.


Demand is price inelastic if a price change causes a relatively small change in the quantity demanded, i.e. buyers are not highly responsive to changes in price (see Figure 1.15).
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By contrast, demand is said to be price elastic if there is a relatively large change in the quantity demanded for a product following a change in its price (see Figure 1.16).
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Perfectly price inelastic demand exists when a change in price has no impact on the quantity demanded, i.e. the PED value = 0. This suggests that there are no substitutes for the product (see Figure 1.17).
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Perfectly price elastic demand exists when a change in price leads to no demand, i.e. the PED value = infinity. This means that customers switch to buying other substitutes if firms increase their price (see Figure 1.18).
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Unit elastic demand occurs when a given price change leads to the same percentage change in the quantity demanded, i.e. the PED value = 1.0 (see Figure 1.19).



[image: ]



On a normal downwards sloping linear demand curve, the value of PED increases as the price level rises (and vice versa). This occurs because customers will be more responsive to changes in prices at higher levels (price now accounts for a greater proportion of consumers’ income).


Despite the gradient of the linear demand curve being the same, the percentage change in demand is greater at higher price levels (see Figure 1.20).



[image: ]



[image: ]






Keyword definition


Price elasticity of demand (PED) measures the degree of responsiveness of quantity demanded for a product following a change in its price, along a given demand curve.
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Common mistake


It is technically incorrect to say that a product is ‘elastic’ or ‘inelastic’. Instead, use the correct economics terminology by saying that it is either ‘price elastic’ or ‘price inelastic’ to signify that PED refers to the responsiveness of demand to changes in the price of the product.
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Expert tip


Whether the demand for a product is price elastic or price inelastic really depends on the breadth of definition of the product. A broadly defined good or service (such as food rather than fruit, meat, apples or salmon) will be more price inelastic. There is clearly no real substitute to food! However, it is perhaps more useful to measure the PED for specific brands or products, such as carbonated soft drinks or Canadian beef.





[image: ]





[image: ]






Expert tip


The concept of price elasticity of demand is fundamental to microeconomics analysis, so this is highly popular in the examinations. Both SL and HL students should familiarise themselves thoroughly with this topic, including the calculation of PED.


Elasticity is the only topic in the syllabus that requires SL students to carry out calculations.
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EXAM PRACTICE (HL ONLY)


PAPER 3





7 Explain why the price elasticity of demand for many primary commodities (such as crude oil and iron ore) has a relatively low value, whilst the demand for manufactured products has a relatively high PED value.





[4]





8 A jeweller reduces the price of her platinum earrings from $400 to $350 per unit, resulting in an increase in demand from 25 units to 30 units per month. Calculate the value of the price elasticity of demand for the earrings and comment on the result.





[4]





9 Assume the demand for football match tickets at $50 is 50,000 per week. If the football club raises its price to $60 per ticket and demand subsequently falls to 45,000 per week, calculate the value of the price elasticity of demand and interpret the result.





[4]
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Determinants of price elasticity of demand





•  Substitution – The greater the number, availability and price of close substitutes there are for a good or service, the higher the value of its PED will tend to be. By contrast, products with few substitutes (such as private education and prescribed medicines) have price inelastic demand.



•  Income – The greater the proportion of consumers’ income spent on a good or service, the more price elastic demand will be, ceteris paribus.



•  Necessity – Products that are regarded as essential (such as food, fuel and housing) tend to be price inelastic as households will continue to purchase these even if prices rise. By contrast, the demand for luxuries is relatively price elastic.



•  Habits, addictions, fashion and tastes – If a product is habit-forming (such as tobacco) or highly fashionable (such as smartphones), its PED tends to be relatively price inelastic.



•  Advertising and brand loyalty – Effective advertising for certain products not only helps to shift the demand curve outwards to the right, but can also reduce the PED for the product.



•  Time – People need time to change their habits and preferences. Over time, they can adjust their demand based on more permanent price changes by switching to alternative products.



•  Durability – The more durable a product is, such as home furniture or motor vehicles, the more price elastic its demand tends to be as there is no urgency to replace these if prices are high.



•  The costs of switching – If there are high costs involved for customers to switch between brands or products, then demand tends to be price inelastic. For example, mobile phone subscribers are bound by lengthy contracts, thus switching between rival services is made less easy.
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Expert tip


Although there are many determinants of PED, the key factors can be remembered by THIS acronym:





•  Time



•  Habits, addictions and tastes



•  Income



•  Substitutes (availability and price of)








[image: ]





[image: ]






Expert tip


The key determinant of the value of PED for a good or service is the degree of substitution – the extent to which consumers have access to close alternatives for the product.
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Applications of price elasticity of demand





•  A firm that faces price inelastic demand can increase its prices to earn more total revenue (see Table 1.2). Similarly, a firm that has price elastic demand for its products can reduce its prices to earn more revenue (see Figure 1.21).



•  Assuming that the PED for a firm’s exports is price elastic, it will generally benefit from lower exchange rates (as export prices fall, so the firm becomes more price-competitive).



•  Firms with different PED values for their products can use price discrimination to charge different customers different prices for essentially the same product. For example, theme parks charge adults higher prices and offer discounts for children and families to increase their revenues.



•  Firms can pass on most of the incidence of indirect taxes on products that are highly price inelastic – for example, products such as alcohol, tobacco and petrol.



•  Governments use PED to determine taxation policies – for example, imposing heavy taxes on demerit goods such as cigarettes knowing that the demand for such products is price inelastic (see Figure 1.15).
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Common mistake


Typically, students will write in the exam that ‘price elastic’ means that as the price of a good or service increases, its demand falls. This describes the law of demand, i.e. as price goes up, demand will fall irrespective of whether demand is price elastic or price inelastic. Instead, if demand is price elastic, the percentage fall in demand is greater than the percentage increase in price.
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Cross price elasticity of demand (XED)


Cross price elasticity of demand and its determinants


Cross price elasticity of demand (XED) is calculated using the formula:
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Complements have a negative XED value because a fall in the price of one product, such as smartphones, leads to an increase in the demand for the complementary product, such as downloaded applications (see Figure 1.22).


Substitutes have a positive XED value because an increase in the price of one product, such as Pepsi Cola, leads to a rise in the demand for the alternative product, such as Coca-Cola (see Figure 1.23).


Unrelated products, such as helicopters and wedding rings, have a XED value of zero because the change in the price of one product does not directly affect the demand for the other.


The stronger the relationship, the higher the coefficient of the XED. Close substitutes have a high positive XED value, whilst strong complements have a high negative XED value.
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Keyword definitions


Cross price elasticity of demand (XED) measures the degree of responsiveness of demand for one product following a change in the price of another product.


Complements are products that are jointly demanded – for example, cars and petrol, or a wedding dress and wedding rings.


Substitutes are products that can be used as alternatives – for example, Apple iPhones or Samsung Galaxy smartphones, and private jets or helicopters.
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EXAM PRACTICE (HL ONLY)


PAPER 3





10 The price of monthly disposable contact lenses increases from $24.50 to $26.95 per pack and it is observed that the quantity demanded for contact lens solution falls from 225 boxes to 200 boxes per month. Calculate the XED and comment on your findings.





[2]





11 Explain whether the value of the cross price elasticity of demand between private and public transport is likely to be a high or low/positive or negative value.





[2]
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Applications of cross price elasticity of demand





•  Knowledge of XED can be useful for firms because it can help to predict the effect on the quantity demanded if the price of a complementary good changes.



•  It can affect a firm’s pricing strategy depending on whether the XED value is very high or otherwise. For example, popcorn and carbonated soft drinks in cinemas are often expensive due to high XED with cinema tickets.



•  It allows firms to predict the effect on the quantity demanded for their product (and hence total revenue) if a rival firm changes its price.



•  It also lets firms know the extent to which customers will switch between competing brands, thus informing their pricing and marketing strategies to remain competitive.
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EXAM PRACTICE (HL ONLY)


PAPER 3





12 Calculate the value of cross price elasticity of demand if the demand for Pepsi drops by 10% following a fall in the price of Coca-Cola by 8%, and comment on your finding.





[2]
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Income elasticity of demand (YED)


Income elasticity of demand and its determinants


Income price elasticity of demand (YED) is calculated using the formula:
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Normal goods (necessities and luxuries) have a positive YED value because people will tend to buy more of these products as income levels increase, ceteris paribus (see Figure 1.24).
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Necessities have a YED value of between 0 and 1, i.e. demand is income inelastic as customers will continue to buy such essential needs even if prices begin to rise.


Luxuries have a YED value that is greater than 1, i.e. demand is income elastic because customers are relatively responsive to changes in income when buying superior products.


Inferior goods have a negative YED value, i.e. as income levels rise, customers will seek alternative superior-quality products (see Figure 1.25), for example fresh meats instead of frozen meats.
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If demand is income inelastic, then a change in income causes a proportionally smaller change in the demand for a product.
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Keyword definitions


Income elasticity of demand (YED) measures the degree of responsiveness of demand following a change in income.


Normal goods are products that customers tend to buy more of as their income level increases. They comprise necessities (such as food) and luxuries (such as cars).


Inferior goods are products with a negative income elasticity of demand, i.e. the demand for such products falls when consumer income levels rise.


Luxury goods are superior goods and services as their demand is highly income elastic, i.e. an increase in income leads to a proportionally greater increase in the demand for luxuries.
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Common mistake


Some students confuse YED with PED in the examinations, stating that demand is income elastic if customers buy more when the price falls. Although there is an income effect if price falls, YED measures how demand changes following a change in income, rather than changes in price.
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Expert tip


Examples of inferior goods can vary from one country to another. For example, in some countries a bicycle might not be regarded as an inferior good, but could be classified as a normal good. It is therefore important for students to justify their reasoning.
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EXAM PRACTICE (HL ONLY)


PAPER 3





13 Assume the income elasticity of demand for sausages is −0.25 and that there has been a 3% increase in consumer incomes. Calculate the percentage change in the demand for sausages, assuming all other things remain equal.





[2]
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Applications of income elasticity of demand





•  Firms and governments can estimate the impact on different markets following changes in national income (GDP) – for example, supermarkets promote more inferior products during a recession.



•  By contrast, luxury goods and services are the most affected products during an economic downturn when national income declines. Hence, firms may wish to diversify their output.



•  Primary sector products such as oil and agricultural output have a relatively low YED value. This has potentially beneficial implications for producers and the economy as demand is stable despite fluctuations in the business cycle.



•  Secondary sector output (manufactured goods) has a higher YED value. This means demand is more sensitive to changes in income levels than for primary sector output.



•  Tertiary sector output (services) has a relatively high YED value, so producers and the economy suffer during an economic recession as customers are highly responsive to the fall in their income.
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Common mistake


It is incorrect to assume that inferior goods are those that are of poor quality standards as this is not the meaning of inferior goods. For example, a Honda car is unlikely to be of poor quality but is inferior to brands such as Audi, BMW or Mercedes Benz.
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