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Exam tips


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


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


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




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



The aim of this guide is to prepare students for the AQA A-level Economics Paper 1 ‘Individuals, firms, markets and market failure’ examination and for the microeconomic parts of AQA A-level Paper 3. All the topics explained in this book could be examined in the A-level Paper 3, which is a synoptic paper testing the whole of the A-level specification.




How to use this book


The Content Guidance section of the book covers eight microeconomic topics in the order in which they appear in the AQA A-level ‘Individuals, firms, markets and market failure’ specification, starting from ‘Economic methodology and the economic problem’ and finishing with ‘The market mechanism, market failure and government intervention in markets’.


You should read the Questions & Answers section of the guide either after reading all eight specification topics in the Content Guidance section, or bit by bit, having revised a selected topic on a particular part of the specification. This second section of the guide includes examples of all the forms of assessment in the A-level economics examination. These are multiple-choice questions (MCQs), data-response questions (DRQs), essay questions (EQs) and finally an extended investigation/case study question (IQ).


This guide should be used as a supplement to other resources, such as class notes, the AQA A-level Economics for A-level textbook, Economic Review magazine and A-level Economics My Revision Notes (all published by Hodder Education). As this guide contains summaries rather than in-depth coverage of all the topics in the specification, you should not use the guide as your sole learning resource during the main part of the course. However, you may well decide to use the guide as the key resource in your revision programme. You are strongly advised to make full use of the Questions & Answers section, especially in the revision period when you should be concentrating on improving your examination skills.















Content Guidance







Economic methodology and the economic problem




Economic methodology





Economics as a social science


Like other social scientists in subjects such as psychology, economists start off by observing some aspect of human behaviour and then try to develop a theory from what they have observed. In the case of production theory, the starting point is observations of how firms react to changes in the prices of the goods and services they sell. Production theory then develops from establishing a tentative description, known as a hypothesis, of what has been observed. Predictions about human behaviour are deduced from the hypothesis, such as that the owner of a firm will always respond to the price of a good rising by supplying more of the good in question. This prediction is then tested against collected evidence about how firms behave in the market place. At this stage, the hypothesis becomes a theory. (A hypothesis is a proposed explanation for something, whereas a theory is when a hypothesis is tested and survives the test.) Nevertheless, a theory may not be true in all circumstances. All it says is that the hypothesis has survived the test or tests to which it has been exposed; it might not survive stronger tests, which may not yet have been devised. Scientific method is based on the possibility of falsification or refutation of a hypothesis.







Difference between social and natural sciences


Natural science theories such as those embodied in physical sciences, e.g. astronomy are usually much ‘harder’ than the theories associated with ‘softer’ social sciences such as economics. Economic theories often survive only through allowing a significant number of exceptions to their central predictions, which, according to critics, turns the theories into little more than generalisations.







Positive and normative statements


Economists often respond to the criticism that their subject is ‘soft’ by arguing that they are only concerned with ‘positive economics’. A positive statement can be scientifically tested to see whether it is incorrect. If a positive statement does not pass the test, it is falsified. However, a positive statement does not have to be true. For example, ‘the earth is flat’ is a positive statement. A few people may believe it, though obviously with the growth of scientific evidence the statement has been falsified.


In contrast, ‘normative economics’, which is concerned with ‘what should or ought to be’, is about value judgements and opinions, and because people have different opinions about what is right and wrong, normative statements cannot be scientifically tested: they are just opinions. Words such as ‘ought’, ‘should’, ‘better’, ‘worse’, ‘good’ and ‘bad’ (used as adjectives) often provide clues that a statement is normative.







How value judgements influence economic policy and decision making


A value judgement is about whether something is desirable or not — if we believe it is more desirable to study what is happening in the economy rather than what ought to happen, we have made a value judgement. Economics necessarily requires that government ministers make value-based judgements when deciding on economic policies. Despite this, economists often wrongly insist that the subject is value free.


Government ministers make decisions on issues such as where a new airport should be located or whether high-speed trains are worthwhile. Before making decisions on issues such as these, government ministers usually create the illusion that the decision-making process is completely scientific and objective. To do this, they hire independent ‘experts’ to provide advice. But the choice of expert in itself involves a value judgement. Whichever way you go, the so-called scientific processes used by the ‘experts’ to reach their conclusions may be riddled with value judgements. A classic case involved weighing up the costs and benefits of the location of a third London airport, which ultimately depended on putting money values on an hour of a business person’s time and an hour of a holidaymaker’s time. It was quickly found that when different values were put on these, the airport location recommended by the experts would have ‘lost out’ under different costing criteria.







The impact of moral and political judgements


Whatever decision is eventually made in the course of framing government economic policy, there will always be winners and losers who gain or suffer as a result of the decision. Governments often claim they have a moral right to make such decisions. They argue that their political manifesto published before the previous general election gives them the mandate, supported by the voters, to carry out their policies, regardless of the fact that among the electorate there will inevitably be some losers.










The nature and purpose of economic activity




The central purpose of economic activity


The central purpose of economic activity is the production of goods and services to satisfy needs and wants, with the ultimate objective of increasing people’s happiness or economic welfare.


Increased production enables economic welfare to improve, but only if the production of more goods and services leads to higher levels of consumption. Production and consumption often result in resource depletion (using up scarce resources) and resource degradation (e.g. pollution and destruction of the natural environment).


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


When discussing economic welfare, we need to distinguish between a need and a want. A need refers to something people have to have, something they cannot do without. Food is an example. If people starve, they will eventually die. By contrast, a want refers to something people would like to have but which is not essential for survival. It is not absolutely necessary, but it is a good thing to have.


There are also important elements of human happiness and welfare that have nothing to do with the consumption of material goods. These include quality of life factors, such as the pleasure gained from family and friends or from contemplating a beautiful view.







Key economic decisions


In large part, economics is the study of economising — the study of how people make choices about what to produce, how to produce and for whom to produce, in a world in which most resources are limited or scarce. How best can people make decisions on how scarce resources should be allocated among competing uses so as to improve and maximise human happiness and welfare? This is the economic problem, which is the main focus of this introductory topic.










Economic resources


For most people, most of the time, increased consumption of material goods is an important part of improving economic welfare. Most, if not all, of the goods we consume must first be produced. This requires the use of economic resources. These goods are scarce in relation to demand, which gives rise to the need for economising in their use.


The inputs into the production process are often called the factors of production. Four factors of production are usually identified. These are land, labour, capital and enterprise, the last often being called the ‘entrepreneurial input’.


Entrepreneurs are different from the other factors of production. They are the people who address issues such as what to produce, how to produce it and for whom to produce it. An entrepreneur decides how much of the other factors of production, including labour, to employ. When making these decisions, the entrepreneur takes into account the financial risks involved. Profit, which is the entrepreneur’s financial reward, results from successful decision making. Entrepreneurial profit is the profit left over after the cost of employing the other factors of production is deducted from the sales revenue gained from the sale of the goods and services the entrepreneur decides to produce.




The environment as a scarce resource


Environmental resources are part of the factor of production, land. Some environmental resources, such as the air we breathe and the water we drink, are often described as the ‘free gifts of nature’. However, this view can be questioned. The need to get rid of the effects of pollution created by humankind means that clean air and water are scarce and not free. Production and consumption activities taking place in the economy affect and often damage the natural environment.


Environmental resources include:




	
•  physical resources, such as soil, water, forests, fisheries and minerals


	
•  gases, such as hydrogen and oxygen


	
•  abstract resources, such as solar energy, wind energy, the beauty of the landscape, good air and clear water





Environmental resources can be further split into renewable and non-renewable resources, with the latter further divided into recyclable and non-recyclable resources.










Scarcity, choice and the allocation of resources




Scarcity as the fundamental economic problem


Economics is literally the study of economising — the study of how human beings make choices about what to produce, how to produce and for whom to produce, in a world in which most of the resources are limited. Because resources are limited in relation to people’s infinite wants, scarcity is the fundamental economic problem.







Scarcity means that choices have to be made


The fundamental economic problem exists because both goods and the resources needed to produce goods are scarce. Scarcity also means that people (even the very rich) have limited incomes and face a budget constraint. If goods are scarce and incomes are limited, choices have to be made. And even when goods are free, time is scarce, so choices still have to be made. A need for choice also arises whenever an economic agent (for example, an individual, a household or a firm) has to choose between two or more alternatives that are mutually exclusive, in the sense that it is impossible or impractical to achieve both at the same time.







Choices have an opportunity cost


Whenever an individual, a household, a firm or the government has to choose between two or more alternatives which are mutually exclusive, in the sense that it is impossible or impractical to achieve both at the same time, an opportunity cost is involved. The opportunity cost of any choice, decision or course of action is measured in terms of the alternatives that have to be given up.
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Knowledge check 1


What is meant by scarcity and economising?
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Production possibility diagrams



Production possibility diagrams illustrate different features of the fundamental economic problem, such as: resource allocation, opportunity cost and trade-offs, unemployment of economic resources, economic growth.


A production possibility diagram illustrates the different combinations of two goods, or two sets of goods, that can be produced with a fixed quantity of resource, providing we assume that all available resources are being utilised to the full. The production possibility diagram in Figure 1 illustrates the different combinations of capital goods and consumer goods that the whole economy can produce when all the economy’s resources are employed, with no spare capacity. To put it another way, the curve in the diagram shows what the economy can produce, assuming that all the labour, capital and land at the country’s disposal are employed to the full, and assuming a given state of technical progress.


Suppose that initially the economy is at point A on the curve, producing K1 capital goods and C1 consumer goods. In the absence of economic growth (which moves the curve outwards), consumer good production can only increase to C2 if the production of capital goods falls from to K1 to K2.
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Exam tip


You must learn to draw and interpret production possibility diagrams, which are as important in macroeconomics as in microeconomics.
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The fall in the production of capital goods when the production of consumer goods increases is an example of opportunity cost.
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All points on an economy’s production possibility diagram are productively efficient because they show the maximum possible levels of output that available inputs can produce. However, they are unlikely to be allocatively efficient because they say nothing about the economic welfare derived from consumption.


If the economy’s production possibility curve is the line YX in Figure 1, short-run economic growth is illustrated by a movement from a point inside the curve such as D to a point on the curve. Long-run economic growth would be illustrated by an outward shift of the curve to a ‘further out’ position. The opportunity cost of increasing consumer good production from C1 to C2 is capital good production falling from K1 to K2. All points on the curve represent full employment of all available resources. By contrast, unemployed resources exist at all points inside the curve, such as D.
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Knowledge check 2


Give an example of an opportunity cost, other than the capital goods given up when the production of consumer goods increases.
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Summary




	
•  Economics is the study of economising.


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


	
•  Scarcity is the fundamental economic problem.


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


	
•  Scarcity of economic resources means opportunity costs exist and choices have to be made.


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


	
•  A normative statement involves a value judgement, whereas a positive statement can be tested to see whether it is true or false.
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Individual economic decision making





Consumer behaviour




Rational economic decision making and economic incentives


Economists generally assume that people behave rationally. Rational behaviour means people try to make decisions in their self-interest or to maximise their private benefit. When a choice has to be made, people always choose what they think at the time is the best alternative, which means that the second best or next best alternative is rejected. Providing people are rational, the opportunity cost of any decision or choice is the next best alternative sacrificed or foregone. For example, if you choose to spend half an hour reading an economics textbook, the opportunity cost is the lost opportunity to spend that time doing other things, for example watching a television programme.


If individuals realise that wrong choices have been made, which fail to maximise personal economic welfare, they have incentives to change their economic behaviour, until welfare maximisation is achieved.








Utility theory: total and marginal utility, and the hypothesis of diminishing marginal utility


In economics, utility, defined as the pleasure or satisfaction obtained from consumption, is usually divided into total utility and marginal utility. To explain the difference between total and marginal utility, let us imagine a thirsty child who drinks six glasses of lemonade on a hot sunny afternoon, deriving successively 8, 6, 4, 2, 0 and −2 ‘units of utility’ from each glass consumed. This information is shown in Table 1 and plotted in Figure 2. Note that marginal utility is plotted at ‘halfway’ points.




[image: ]






[image: ]








[image: ]


Exam tip


The relationships between marginal values and total values of an economic variable must be understood when studying production theory, cost theory and revenue theory, as well as when studying utility theory. With production theory, cost theory and revenue theory, you must also understand the relationships between marginal and average returns, marginal and average cost and marginal and average revenue.


[image: ]













The hypothesis or ‘law’ of diminishing marginal utility


The numerical examples in Table 1, and the graph in Figure 2, illustrate a famous economic hypothesis, which some would call an economic law: the hypothesis of diminishing marginal utility. This simply states that as a person increases consumption of a good — while keeping consumption of other products constant — there is a decline in the marginal utility derived from consuming each additional unit of the good.


The assumption of maximising behaviour by economic agents (consumers, workers, firms and the government) is central to orthodox or traditional economic theory. Economic agents decide their market plans so as to maximise a target objective or goal which is believed to be consistent with the pursuit of self-interest. In demand theory, the objective which households are assumed to wish to maximise is the utility, or satisfaction, obtained from the set of goods and services consumed.


Because of the problem of scarcity, consumers face a number of constraints which restrict the choices they make in the market place. The main constraints are: limited time available; limited income; the given set of prices they face; budget constraint. Taken together, limited income and the set of prices faced impose a budget constraint on consumers’ freedom of action in the market place. As a general rule, a consumer can only purchase more of one good by giving up consumption of some other good or service, which represents the opportunity cost of consumption.
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Knowledge check 3


What is the difference between total utility and marginal utility?
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The importance of the margin when making choices


Along with assumptions such as rational economic behaviour and opportunity cost, the ‘margin’ is one of the key concepts in traditional or orthodox economic theory. Given consistent tastes and preferences, rational consumers choose between available goods and services in such a way as to try to maximise total utility, welfare or satisfaction derived from consumption of the goods. Along with the relative prices that must be paid for each of the goods, the marginal utilities gained from the consumption of the last unit of each good determine the combination of goods the consumer must choose in order to maximise total utility.


In order to maximise a desired objective, an economic agent must undertake the activity involved up to the point at which the marginal private benefit received equals the marginal private cost incurred. For example, a utility-maximising consumer must choose to consume or demand a good up to the point at which MU = P. Marginal utility or MU is the marginal private benefit derived from consuming the last unit of the good, while the good’s price, P, is its opportunity cost in consumption, at the margin.
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Exam tip


The margin is one of the key concepts in A-level microeconomics. Make sure you understand and can apply the concept.
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Imperfect information




The importance of information for decision making


When attempting to maximise total utility, more often than not consumers possess imperfect information. As a result, they make ‘wrong’ decisions. We shall explain on page 76 how consumers may choose to under-consume a merit good such as education and over-consume a demerit good such as tobacco because they possess imperfect information about the long-term consequences of their choices.







The significance of asymmetric information


Asymmetric information arises when either the buyer or the seller involved in a potential transaction knows something that is not observable to the other party. One of the ways in which asymmetric information can manifest itself is through the process known as ‘adverse selection’, which is a feature of many market transactions. For example, in the sale and purchase of a second-hand computer, the seller of the good knows more about the computer’s defects than a potential purchaser. However, to avoid paying too high a price for an inferior product that has lots of defects, potential purchasers often offer low prices on all second-hand computers, regardless of the fact that some of the computers are in good working order.
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Knowledge check 4


Explain the difference between symmetric and asymmetric information.
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Aspects of behavioural economic theory



Behavioural economics has emerged in recent decades because of the dissatisfaction felt by some members of the economics profession with what they call traditional or orthodox economic theory. Traditional economic theories have been attacked by behavioural economists on the grounds that the simplifying assumptions on which the theories are built are unrealistic. Writing in November 2016 in Economic Review (also published by Hodder), Maria Kozlovskaya discussed the issue of whether people are rational. She argued that there are many situations in which consumers appear not to act rationally and that people sometimes take decisions that involve picking an option that makes them worse off. For example, people may pay for gym membership which they then do not use fully. Another phenomenon involves loss aversion. Experiments have shown that people’s perception of probability is distorted, in that people may over-estimate the likelihood of extreme results. People’s choices depend on the way in which options are framed to them and they often stick with the default option.


In recent years, behavioural economics has emerged to question many of the assumptions of traditional economic theory. Key concepts in behavioural economics include bounded rationality, bounded self-control, biases in decision-making processes and anchoring. Bounded rationality means that individuals, however high or low their intelligence, make decisions subject to three unavoidable constraints: imperfect information about possible alternatives and their consequences; limited mental processing ability; and a time constraint which limits the time available for making decisions. In complex choice situations, bounded rationality often results in satisficing rather than maximising choices.
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Knowledge check 5


Give an example of irrational behaviour.
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Bounded rationality is closely linked to the related concept of bounded self-control. Traditional or orthodox economic theory implicitly assumes that when making choices, individuals have complete self-control. Behavioural economists, by contrast, believe that individuals have bounded (or limited) self-control. A good example is provided by New Year resolutions. Having put on weight during the Christmas festivities, people may decide to go for a daily jog early in the morning before going to work each day after 1 January. For many, this may work well for a few days, but the first bout of bad weather often leads to the resolution being broken.


Behavioural economics argues that the quick decisions (automatic thinking) people make when exercising choice are often heavily biased. This is because decisions are made on the basis of one’s own likes, dislikes and past experiences. Psychologists use the term cognitive bias to describe this situation. A cognitive bias is a mistake in reasoning or other thought process, often occurring as a result of holding onto one’s preferences and beliefs regardless of contrary information.


Many kinds of cognitive biases exist, such as confirmation bias which is the tendency to seek only information that matches what one already believes. The availability bias relates to people making judgements about the probability of events by how easy it is to recall examples of such events. Anchoring, which is an example of a predictable bias in individual decision making, is the tendency to rely too much on a single piece of information, frequently the first piece of information, when making decisions.








Behavioural economics and economic policy



In the context of the impact of behavioural economics on government economic policy making, you need to consider how behavioural economics might influence the design of a variety of government policies which aim to reduce or eliminate particular economic problems.


Behavioural economists do not deny that rational considerations play a part in people’s decision making but they believe that traditional economic models provide an incomplete account of the factors that influence the choices people make. Behavioural economic analysis extends the traditional model in an attempt to provide a better, more realistic explanation of human decision making.


The Behavioural Insights Team (BIT), set up by the coalition government in 2010, suggested different ways in which behavioural insights can be applied to economic policy. These are to make it easy, attractive, social and timely for members of the general public to comply with the policy. In particular, the BIT focused on default choices, which in turn relate to choice architecture. Choice architecture is the format in which choices are presented to the general public, for example to try to get individuals to make the choice which the policy maker is seeking.


Governments can use choice architecture in an attempt to achieve what they perceive to be a more socially desirable outcome. When making choices, people have a strong tendency to go with the default or pre-set option set out before them. Making the default the option the policy makers wish to be chosen makes it more likely that members of the general public will choose that option.


Individuals have a strong tendency to stick with the ‘default’ option, which is the outcome that occurs if they do not choose otherwise. A good example is provided by organ donation. If the default option is allowing organs to be donated in the event of the donor’s death, more organs end up being donated than if people have instead to ‘opt in’ to give permission for their organs to be donated. From 20 May 2020, all adults in England have been considered organ donors when they die unless they have recorded a decision not to donate or are in one of the excluded groups.


A variation of default choice is mandated choice. This is where people are required by law to make a decision, for example to have an eye test when applying for a driving licence.


More information does not always lead to the best outcome; restricted choice may lead to a better outcome.


The use of nudges is an important part of the choice architecture. Nudges are used in government policy to change people’s behaviour in a predictable manner without removing their freedom of choice. Nudges aim to change behaviour in ways which comply with desirable social norms. The use of nudges is an alternative to using laws to restrict or ban certain activities. Nudges attempt to influence people’s decisions, and thereby increase social welfare, without the use of coercion. Since people are making decisions on the basis of incomplete information, without being nudged into desirable decisions, they are likely to make sub-optimal choices. The well-thought-out use of nudges can improve people’s wellbeing.
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Exam tip


If possible, read Thaler and Sunstein’s Nudge: Improving Decisions about Health, Wealth and Happiness, and also some of the Behavioural Insight Team’s publications, which can be accessed on the internet.
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People are influenced by how information is presented. Framing is the tendency for people to be influenced by the context in which the choice is presented when making a decision. Advertisers have for many years presented consumers with choices in a manner that frames their products in a favourable light. A statement on a cola bottle that its content is ‘95% sugar-free’ works better for the manufacturer than a label stating ‘contains 5% sugar’.


The framing effect explains how we alter our decisions depending on how information is presented to us. We will react in a completely different way depending on whether a choice is presented to us in the context of a loss or a gain.
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Knowledge check 6


Give an example of how framing affects your behaviour in an economics class.
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Summary




	
•  The starting point for understanding individual economic decision making is understanding the nature of demand, rationality and maximising behaviour.


	
•  Economists have traditionally assumed that individuals wish to maximise utility, which can be thought of as satisfaction, pleasure or fulfilment of need.


	
•  The hypothesis (or ‘law’) of diminishing marginal utility lies behind the derivation of an individual’s demand curve. A market demand, which is explained on page 20, is the sum of all the demand curves of all the individuals in the market.


	
•  Individual economic decision making is affected by imperfect and asymmetric information.


	
•  In recent years, behavioural economics has emerged to question many of the assumptions of traditional economic theory.


	
•  Choice architecture and nudge theory lie at the heart of the ways in which behavioural architecture can influence economic policy making.





[image: ]

















Price determination in a competitive market





The determinants of the demand for goods and services




Market demand


The demand curve shows the relationship between price and quantity demanded.


Normally when economists refer to demand, they mean market demand. This is the quantity of a good or service that all the consumers in the market wish to, and are able to, buy at different prices. Market demand is shown by a downward-sloping demand curve such as the one shown in Figure 3. However, the market demand curve is simply the sum of the individual demand curves of each of the consumers in the market.


The law of demand states that as a good’s price falls, more is demanded. There is thus an inverse relationship between price and quantity demanded. The market demand curve in Figure 3 illustrates the law of demand. If the price starts off high, for example at P1, household demand is Q1. But if the price falls to P2, demand increases to Q2.
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Shifts of demand


It is easy to confuse the difference between a movement along (or adjustment along) a demand curve and a shift of a demand curve. When we draw a market demand curve to show how much of the good or service households plan to demand at various possible prices, we assume that all the other variables that may also influence demand are held unchanged or constant.


For example, an increase in income shifts demand curves rightwards — but only for normal goods. A normal good is defined as a good for which demand increases when income increases. By contrast, an inferior good is a good (such as poor-quality food) for which demand falls as income increases. If the good is inferior, an increase in income shifts the demand curve leftwards. Figure 4 shows a rightward shift of demand from D1 to D2, caused perhaps by a fall in the price of a good in joint demand (a complementary good) or by a successful advertising campaign for the product. Figure 4 shows that at price P1, demand has increased from Q1 to Q2.
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Knowledge check 7


Explain the difference between a shift of demand and an adjustment of demand.
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Exam tip


Exam questions often test whether you can distinguish between a shift of demand or supply and an adjustment of demand or supply along a demand or supply curve.
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Price, income and cross elasticities of demand


Whenever a change in one variable (such as a good’s price) causes a change to occur in a second variable (such as the quantity of the good that consumers are prepared to demand), an elasticity can be calculated. Elasticity measures the proportionate response or change in a second variable following an initial change in a first variable. For example, if a 5% increase in price were to cause consumers to reduce their demand more than proportionately (say, by 10%), demand would be price elastic. If the response were less than proportionate (for example, a fall in demand of only 3%), demand would be price inelastic. And if the change in price were to induce an exactly proportionate change in demand, demand would be neither elastic nor inelastic with respect to the price change — this is called unit elasticity of demand.


The formulae for the three demand elasticities you need to know are:


price elasticity of demand [image: ]


income elasticity of demand [image: ]


cross elasticity of demand for good A with respect to the price of good B [image: ]




Price elasticity of demand


Price elasticity of demand measures consumers’ responsiveness to a change in a good’s price. The factors that influence price elasticity of demand are:




	
•  Substitutability: this is the most important determinant of price elasticity of demand. When a substitute exists for a product, consumers can respond to a price rise by switching expenditure away from the good, buying instead the substitute whose price has not risen. Demand for necessities tends to be inelastic as they have few substitutes. A substitute good is a good that can be used instead of another good, e.g. apples as a substitute for pears.


	
•  Percentage of income: goods or services on which households spend a large proportion of their income tend to be in more elastic demand than small items on which only a fraction of income is spent.


	
•  The ‘width’ of the market definition: the demand for Shell petrol is much more price elastic than the market demand for petrol as a generic product, i.e. the petrol produced by all the companies in the market for petrol (Shell, BP, Texaco etc.).


	
•  Time: although there are exceptions, demand for many goods and services is more elastic in the long run than in the short run because it takes time to respond to a price change.
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Figure 1 An economy’s production possibility diagram





OEBPS/OEBPS/images/21-3.gif
_ Pproportionate change in quantity demanded

proportionate change in income





OEBPS/OEBPS/images/15-1.gif
Units of utility
20

18
16
14
12
10

8

N o

°

o 1 2 3 4l

Glasses of
lemonade
Units of utility

8

Diminishing

T
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
i
|
|
|
|
|
|
|
|
|

‘o
e |
|
|
|
|
|

|Point of
Isatiation

4

Marginal utiity curve

Glasses of
lemonade

Figure 2 An example of total utility and marginal utility curves





OEBPS/OEBPS/images/14-1.gif
lable 1 Total and marginal utility schedules for lemonade

Glasses of lemonade Total

y (units of utility) Mar

0 0
8

14

18

20

20

ola|sle|n

18






