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Preface

The idea of writing notes for Cambridge A-level Economics came to me in 2003
r When, hayi
r aving

the local ang

ed by th
syllabus, Both students and teachers had to consult 3 to 4 different books to find they e CIE
material

alroady taught for a year, I realized that no single economics book available |
' e in

international markets covered all the topics with the depth and perspective requir

(hat they needed—private candidates and new teachers had it even worse, Furthermore, it was
really difficult for students to keep having to refer through different books when the exams were
close and they were starved for time. | took on the challenge and decided to write a
comprehensive text that explicitly followed the syllabus and exam pattern of the CIE, A year and
a half later, in the middle of 2004, | had finally written and published four entire volumes of A-leve|
economics notes. Part of them had been hand-written, and part of them had been typed. Soon,

word of their usefulness spread, and they were bought all over Pakistan.

The notes had served their purpose well till the end of 2014. Till that boint, there had only been
minor changes in the syllabus. But now, there was a dire need to update them, for the new
syllabus for the 2016 examination introduced some significant changes in course content.

In this new and improved edition, old topics have been revised and new topics have been added.
At the end of each topic, a relevant list of essay questions has been added as well, and these
contain questions spanning from 1990 to 2015. These questions provide a clear guideline
regarding how the examiners assess students’ knowledge on the topics for Paper 2 and Paper 4,
allowing the student to practice effectively. While writing these notes | kept in mind the way in
which the examiner tests MCQs as well. The notes have been divided into four volumes to make
it easier for those who are following the AS and A2 track separately and for those who are taking

the composite exam; the syllabus division in the following pages has been provided for this
express purpose.

| hope my efforts will help to contribute both to the learning of the student, as well as to the
inquisitiveness of any teachers of A-level economics, effectively. Your suggestions will help me
Improve the quality of the content for later editions and will be highly appreciated.

Imran Latif

Cell: 0092-300—44—1'0-900
Email: imranlatifmalik@gmail.com .
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1 Basic economic ideas and resource allocation [AS Level)

a} Scarcity, choice and opportunity cost s the fundarmental economic problem

o the meaning af scarcity and the inevitability
of choices at all levals {individual, firms,
governments)

= the basic questions of what will be produced,
how and for whom

* the meaning of the term, 'ceteris paribus’
s the margin and decision making at the margin
s shart run, long run, very long run

b} Positive and normative statements e the distinction between facts and value
judgements
¢} Factors of production = the rewards to the factors of production: land,

labour, capital and enterprise
* specialisation and division of labour

d} Resource allocation in different economic o decision making in market, planned and mixed
systerns and issues of transition economies
* the role of the factor enterprise in a modern
economy
e} Production possibility curves s  shape and shifts of the curve

s gonstant and increasing opportunity costs

fi Money s functions and characteristics in a modern
economy

s barter, cash and bank deposits, cheques, near
rmoney, liquidity

a} Classification of goods and services * {ree goods, private goods (economic goods)
and public goods

=  merit goads and demerit goods as the outcome
of imperfect information by consumers.
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a)

The price system and the micro economy (AS Level)

Demand and supply curves

effective demand
individual and market demand and supply
factors influencing demand and supply

b}

Price elasticity, incoma elasticity and
cross-elasticitias of demand

the meaning and calculaticn of elasticity of
demand

the range of elasticities of demand
the factors affecting elasticity of demand

the implications for revenue and business
decisions of price, income and cross-elasticities
of demand

c)

Price elasticity of supply

meaning and calculation of elasticity of supply
the range of elasticities of supply
the factors affecting elasticity of supply

implications for speed and ease with which
businesses react to changed market conditions

d)
)

Interaction of demand and supply
Market equilibrium and disequilibrium

meaning of equilibrium and disequilibrium
effects of changes in supply and dermand on
equilibrium price and quantity

applications of demand and supply analysis

movements along and shifts of the demand
and supply curves

joint demand {complements} and alternative
dernand (substitutes)

joint supply
the workings of the price mechanism; rationing,
signalling and the transmission of preferences

f)

Consumer and producer surplus

meaning and significance

how these are affected by changes in
equilibrium price and quantity
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3 Government microeconomic intervention (AS Level)

a} Maximum and minimum prices

meaning and effect on the market

b} Taxes [direct and indirect)

impact and incidence of taxes

specific and ad vaforem taxes

average and marginal rates of taxation
proportional, progressive and regressive taxes
the Canons of Taxation

c} Subsidies

impact and incidence of subsidias

d) Transter payments

meaning and effect on the market

e) Direct provision of goods and services

meaning and effect on the market

f) MNationalisation and privatisation

meaning and effect on the market
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4 Glossary of command words

This glossary should prove helpful to candidates as a guide, although it is not exhaustive and it has
deliberately been kept brief. The number of marks allocated for any part of a question is a guide to the depth

required for the answer.

Command word What it means

Calculate Work out using the infarmation provided

Define Give the exact meaning of

Describe Give a description of, explain the main features of

Identify Name the key knowledge point

lllustrate Give examples, use a diagram

Outline Describe the key points without detall

State Give a concise answer with little or no supporting argument requirad

Analyse Explain the main points in detail, examine closely, separate into parts and
show how all the parts connect and link

Compare Explain the similarities and differences between

Explain/how Give clear reasons or make clear the meaning of, use examples and explain
the theory behind the question. This command word requires ‘Knowledge and
Understanding’ as well as ‘Application’

Consider Give your thoughts about, with some justification

Assess Show how important something is, give your judgement on

Comment upon

Give your reasoned opinion on, with explanations

Criticise Give an opinion but support it with evidence

Discuss Give the important arguments for and against, often requires a conclusion.
This command word requires ‘Analysis’ and 'Evaluation’

Justify Explain why the arguments for an opinion are stronger than the arguments
against

Evaluate Discuss the importance of, judge the overall worth of, make an attempt to

weigh up your opinicns

To what extent

Give reasons for and against, come tc a conclusion with a justification of
which arguments are strongest and which are weakest
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E conomicC producad, how and for whom

= the margn and decision making at the
margin

Ideas and i
b. Positive and normative statements

- the dstinction between facts and

Re S 0 U I'C e value judgements

1 . c. Factors of production

- the rewards to the factors of
‘ A ' I o c at l o n production: land, labour, capital and
enterprise

- — - specialisation and division of labour
(Transferred to Book 2 unit 2)

AS Level d. Resource allocation in different.
Microeconomics .gzc');c')un;i: systems and issues of
Notes Book 1 — decision making in market, planned
: and mixed economies
— the role of the factor enterprise in a
‘Imran Latif modern economy

Cell: 0300-44-10-900 -e. "Production possibility curves
Imranlatifmalik@gmail.com - shape and shifts of the curve

— constant and increasing opportunity

costs . ‘

f. Money (Transferred to book 2 unit 2)
— functions and characteristics in a
* modern economy
- barter, cash and bank deposits,
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20 Basi aconomic ideas and resourca ;‘isf;.;‘:,

(it 1

Unit 1  Basic Economic Ideas and Resource Allocation

Economy 15 an area where goods and services are produced and consumed.
Economics 15 the social science that studies human behaviour between unlimited wants and firme

resources with their alternative uses.
In other words, 1t1s a social science that studies how we can make the best use of what we have in
to satisfy our needs and wants, Order

Or, simply, economics is the study of the economy.

Production and consumption

Resources are combined in the process of production to create goods and services. Goods and se
have the capacity to satisfy wants, The process through which individuals use up goods and servi
satisfy wants is known as consumption. Some goods, such as a chocolate bar, are quickly used o
satisfy our wants and are known as consumer perishables. Other things satisfy wants over 3 p
period. These are called consumer durables. Examples of consumer durables include television sets

refrigerators and vehicles.

BASIC ECONOMIC PROBLEM
The limitedness of resources to satisfy all human needs and wants in the society is known as the basjc
economic problem, fundamental economic problem or problem of scarcity.

From an individual to a whole society, everyone faces the problem of scarcity. The problem of scarcity
arises due to two reasons:

1. Limited nature of resources
2. Unlimited nature of wants

The Limited Nature of Resources

A 4

Froo resources

PPY - e.g. Air, Sunlight \N ,\;,\

- Y v 10
LLand (N)] [Labour (L) [capital(K)] [Entrepreneurship]|
(\VO(W
r@ﬁlfc:e goods and services, €9

Resources are al| those materials and efforts which can be useo‘lé

. R
agricultural area, labour, machines, tools, etc. (o \Y\&
Resources are of two types: b bc
ore >
A. Unlimited resources or free resources o

Limited resources or scarce resources Q'@\Y\\Y\
{
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ynlimited Resources or Free Resources:

es .
goncef” lo economists.

ources which are unlimited in supply,

Limited Resources or Scarce Resources:

Resources which are limited in their su
limited, number of machines, buildings,

€.g. sunlight and sea water. Free resources are not of much

pply, €.g., agricultural area that a country can have are
oil-reserves, and labour force are limited in supply.

~ Scarce resources are also known as factors of production.

- There are four major types of factors of production, i.e.,

j. Land (natural resources):
- All natural and god-gifted resources whic

collectively known as land, e.g., agricultural
minerals, coal, metals, natural forests, etc.

- Ifafactor owner lends its factor of
that factor owner will receive for

land, labour, capital, and entrepreneurship.

h can be used to produce goods and services are

area, oil-reserves, gas-reserves, rivers, lakes,

prpduction to someone else for use of specific period, the benefit
parting with the use of factor he owns, is known as factor reward,

return of factor of production or factor income.
- Reward for land is known as rent.

ii. Labour (human resource):

All human efforts (physicgl or mental) used to produce goods and services are termed as labour. Labour
refers to the efforts used in the production process and is not the same as workers.

Workers Labour
Doctor Medical service
Teacher Teaching services
Engineer Engineering services
Security guara Security Services

| Labour = No. of workers x average work hours |

; - Reward of labour is wages and salaries.
| - Salaries are offered to permanently appointed staff and paid usually monthly or weekly.
— Wages are offered to the labour hired for a specific period or on task-basis. @

ii. Capital (man-made resource): ,\Q
| - All these resources which are manr-made and can be used to produce goods and se%g 0_)

- e.g., machines, building, tools, furniture, roads and vehicles, etc. o 00

- Reward of capital is interest.

Capital

i

Y

Financial Capital

Y

Amount of money invested by
the owner

Used in
Accounting Terms

2N
S
a > ©
XY AN v
&( Physical Capital
X -

All those man-made resources
b used to produce goods and
services

Used in
Economics
Terms
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Basw, economy. ieas and 1evouce

\
Jivi o 77

v. Entrsprensurship , o
F nitspstenaii 18 Ihe person who combines all three factors of production and w"’:‘m fiek of iose,
Combining all factors function may be shared with managenial 1abour but risk-taking i exchsiyg

funchion of entrepransur
I nlreprensurship is the service of entrepreneur.

Meward for entrepreneurship is known as profit. —
| Lapour | CAPITAL | ENTREPRENEURBMP
- - . II— S ‘,_____‘___._______—-——"_’4
tymbol N L K
o S BT combines all factors of |
efforts ) ¢ .
Definition |  Himited natural me?suur?:dn in nurmber 'feﬂt:?::: production
resources of hours. o takes the risk of logs,
- e e UR—— B SR «—7.—”!——"‘—_‘—""—-—_’—-
« Medical services ¢ Roads ’
o Agricultural area | | oo ching services | @ Buildings . Sole—tra?e(s services
Examplos i O'.I « Banking services » Machines o Partners’ services
* Minerals « Labour services « Microsoft « Shareholder’s services
o [iver word
l;!“o\;u;d- ‘ R&_nt | Wages or salary interest Profit
— N S - S
Unlimited Nature of Wants
Wants arc all thoze desires which give us pleasure. . '
known as needs. e.g., food, clothing, shelter, efc

Those desires without which we cannot live are
However, those desires which provide us pleasure

wants,
Needs are limited but wants are unlimited.

but we can survive without then are termed as

individuals, firms, or a society have diverse and wide range of wants.

Individuals may desire bettor food, luxurious housing, high incomes, better working conditions, and

50 0n, K
desire for more and more profits, expansion, market-share, and monopoly povv(? Q
i :
T

Firms may
Society may desire for improved infrastructure, low un-employment, low inflation, h

growth, and high standaf8 of living. 0 o
,\'\

There is no limit of wants people, firms, and societies have.” 0
i .

This limited nature of resources and unlimited nature of wants leads to the exist \b b)aéic economic
problem at all levels, Scarclty means inability to satisfy all of the wants with t@@ vel of limited
QYO

resources,

| Wants |— are s;l;isﬂed ~= [ goods & services | — e prég‘@gy@ Resources
| Qe
> @g#s_ﬁ"
Basic Economic Problem (\3cafGi(y

'Ry cost

to choose some of their wants that can bé
helps us to make wise choices to achieve the

Relationship between scarcity, choice, and o
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Y | ence of making best choices j
_re there is scarcity, there is choice,

: and eve
¢ is no choice and no opportunity cost, i.e., frge ;:%igz has its opportunity cog |

Choice means selection of somethin f ,
accompanied by opportunity cost. g for consumption o Production. Every

N order tatisfy oy

fit of the n : .
having been made. ext best alternative sacrificed due to the cu
pxamples:

At an individual level

‘ ) .20 and wants to b .
yiices of Rs.15 and Rs.10, respectively. He is unableto b is limited i
{o make a choice. If he chooses Pep Ly both due to his limited Income; hence, is forced
opportunity cost.
_ Atafirm's level
A firm may have to choose either an advertising campaign or instalment of new machinery in the factory
because it does not have enough resources to do both Choice of advertisi ign wi

. . ertising ca
opportunity cost of new machinery. SRS WA havs W

— At the country’s level

A society may face basic economic problem when it does not find enough resources to develop a school

network in rural areas as well as wants to strengthen its defence system. Choice of strong national defence
will lead to the sacrifice of the benefit she could have from improved education.

- Opportunity Cost is even present between the choice of present or future.

- Ifa sqciety chooses high standard of living In future, It must invest more today to reap high in future.
More investment today means less consumption and lower standard of living in the present.

- Present consumption is the opportunity cost of investment and better future living standards.

Problem of scarcity and its link with choice and opportunity can be best explained through a Production
Possibility Curve (PPC).

PRODUCTION POSSIBILITY CURVE qu

The Production possibility curve (PPC) is a curve that shows all maximum possible combi @m
goods and services which a country can produce using all available resources with efficie e of
production at a given state of technology.

N
N
Assumptions of PPC ~o q,;\

- Suppose there are only two goods produced in a country: Guns and luo) Qo)

- Suppose the economy is working at full employment. All avallab rm 68 are utilized to
produce goods and services and quantity of resources Is fixed. . (/] 9

- Assume that country is using best available technique of pr L, Productive Efficiency
(a situation where it is impossible to produce more of one W[tgout sacrifice of other.) |

- Finally to construct PPC and make it comprehendible, {gjas d that state of technology wil

not change in the given time constraint, % b(\

@‘nfry producing guns and roses assuming
nt way at present state of technology.
conomy will be at point ‘A’

ill be at point 'B'

Following diagram shows the production possibility curve

that all available resources are fully employed in the
- If all resources are allocated in guns produ
- If all resources in roses production the econom
- Acurve joining ‘A’ and ‘B' is PPC as shown below
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Unit 1 24 Basic economic ideas and resource shocation ;
Good y
4
A
0 B Good x
Points ‘A’ and 'B' may be joined by a straight line or an inward bending curve as shown below:
Good y Good y
A F 3
A A
0 B Goodx 0 B Good x

Hence, PPC may be of three shapes, i.e., outward bending, inward bending, or a straight line.

Shape of PPC

There are some concemns about the shape of PPC.
- Why is the PPC downward sloping?
— Why is the PPC outward bending?
— When is the PPC a straight line? 0@0

- When s the PPC inward bending?
9P
x>0

PPC is always downward sloping because of presence of trade-off (i.e., opportunity ¢ stée the two

1. Why is the PPC downward sloping?

goods because of scarcity. According to basic assumption of PPC, as a country ha INOf its available
resources with productive efficiency in a given constraint of technology, it is impossi 0 increase the
production of one good without losing the other. That's why PPC will a wnward sloping.
However, scarcity does not provide any information regarding why PPC is s@ig t@, inward bending, or
outward bending. X O

N\
2. Why is the PPC outward bending? $(\®'o
PPC is curved or bowed outward in figure below. % 4&‘\
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s s hocatise Of non-homogenelty of resources or Imperfect mobility of resources from one use to
it Inother wotds, resources are speclalized In their nature and can't be equally efficient in produc;:on

ol goods, Workers who are efficlent in roses (farmers) are not equally efficient in guns (facton,
Lokors) Al TESOUTCS, like labour are speclalized for particular products, 9 d

AL point "a" In figure, where all available resources are employed in production of guns, £conomy
i using even those resources in guns which were more efficient in roses production. If resources
which were mofe efficlent for roses and least efficient in guns are switched to produce some of the

1os6s, wo will be at point “c”, where a little sacrifice of guns can generate more roses, shown by
opportunity cost of 2 units,

If wo move from “¢” to "d” in figure, we have to switch those resources in production of roses, which

woro also efficient in production of guns. Consequently, opportunity cost (i.e., sacrifice of guns) will
be greater than before, i.e., 3 units of guns.

Incroase in production of roses beyond the point “d”, leads to use those resources in production of
roses which were most suitable for guns, resulting into high opportunity cost.

Ihis non-homogeneity of resources and increasing opportunity cost causes the PPC to be curved or bowed
outward. This is known as the law of increasing opportunity costs.

3. When is the PPC a straight line?

PPC can also be in straight line if resources are homogenous or perfectly mobile for both goods. @

Straight line PPC will have constant opportunity cost. This is shown in the following diagram. OC ,\Q
Good A
1 o0

e \\O N

2 \ ":\\%é)
1 N ‘éd@'

0 X
1 2 3 S
{

4. When is the PPC inward bending? Q.fsﬁ\ ]
1f

Non-homogenous resources
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Unit 1

_  Decreasing opportunity cost

t first and least sui
Least suitable resources for roses are switched to roses production a tableg
eas :

the end.
Good y
r
20t 2
c

10

gl

e

2} T S— b >
01 2 3~ 4 Good x

PPC and opportunity cost calculations:

According to the following diagram: }
A
Guns

20 42

15

10 e

b
0 2 3 4 Roses
- Opportunity cost of 4 units of roses is 20 units of guns or opportunity cost of 20 units
units of roses

- Opportunity cost of 15 units of guns is 2 units of roses or opportunity cost of 2 u
units of guns N

- Opportunity cost of increase in roses from 2 units to 3 units is fall in produo@

to 10 units, i.e.,5 units of guns and vice-versa Qootb
POINTS BELOW, ON, AND BEYOND THE PPC e ®
Points on the PPC | Points belox:@ﬁ)_ oints beyond the PPC |
According to figure ab,d, and e ;{\"0 u :
Attainable v ¥ * :
- — — LN A N = :
Desirable v “?7;0\ v
Employment of Resources F ull-emplogment m_@c‘)'yment I :
Productive Efficiency v ¥ =
Opportunity Cost v " ] -
—PPOTumity Cost
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204

o

15

10
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L7/ p—

FIRSTRTIITRIY R

(3]
w
~

$pimcs O the PPC
ot “& f'—:?tesen‘ts the maximum production of guns if all resources are employed in the

DTSN O guns and no roses are produced.

?‘3[1‘. ' fapfas?nts the maximum pmduchon of roses when no guns are produced.

S sunve ézr;:‘i these two extreme points (may be outward bending, inward bending, or a straight

e s v F.

A an) :m;m'. _a“rmg the curve, such as *d" and "e”, there is a trade-off between two goods.
" production of roses can only be expanded by taking resources away from the production of
u7s

filen an economy moves from point *d” to "e”, to have an extra unit of roses it must sacrifice "5"
ants of guns (opportunity cost).

Fwints below the PPC

“ont "S" or 2ny other points below the PPC show that the economy is either under-utilizing its
scarce resources (i.e., unemployment) or it is using an inefficient technique of production.

—conomy is capable of moving to point “d” without sacrificing roses; more guns can be produced
0y ether employing idle resources or replacing inefficient techniques with efficient ones. It is also

wossiie 10 produce more roses without sacrificing guns, as shown through a movement from point
ST o point “e” on the PPC.

This mavement of an economy from a point below the PPC to the any of the points on the PPC is
sis0 knowin as actual economic growth.

Puints beyond the PPC

S
Paint “U” is upattainable within the current time frame and production capacity._ It ca% &ed
in the long run when some of the assumptions of the PPC are relaxed, e.g., an lncrﬁe a

i ntity
of land, Iabour, and capital or an improvement in technology. \\0 ’:\'\
Shifts in the PPC Qj%glx
The praduction possibility curve can shift parallel inward or outward:
Good y ,\'@ o)
t o
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Causes of Shifts in the PPC

There

P

Z

1.
Land:

are three major causes of shifts in the PPC.

4 A chanoe in the quantity of resources
4 change in the productivity (quality) of existing resources.

A reallocation of resources.
A Change in the Quantity of Resources

Land may increase because of.
Discovery of oil, metal or mineral reserves by active search.

Froded, water-logged land may be made usable for agricultural purposes (Reclamation “hﬁ)
-t shifts the PPC outward.

[.and may decrease because of.
Depletion of non-renewable natural resources .e.g., oil-reserves may exhaust by over ufiliz ation

Erosion caused by deforestation will reduce agricultural land.

Water-logging may reduce agricultural usage of land.
Natural disasters (floods, earthquakes, etc.) may reduce the quantity of land for a country,

-t shifts the PPC inward.

Labour:

[ Population
Y
y y
Dependentage group Working age group
(Below 16 yearsand or Adult Population
Above 65 years) (16-65 years)
{ v
r Active Population ] Inactive Population
¥ :
¢ ¥ v 9
I Employed ] ’ Unemployed Those who ar e either (‘,\@
¥ ¥ not willing to workor | » o @
unable to work 0 ¢
Those who are Those who are eg.
employed on some willing and able to * university students '\'\
job and those who work but have no « housewives
are selfemployed job o disables

H/____/ * on training
X o~

’ Labour Force or Work Force or Working

Population

Labour may increase by: *

Increase in total population, especially in the working pgpylat sﬁiﬂ' . jon, even
Change in structure of population from less depende D%QQ to more working population. €
without an increase in total population. ’b b
Immigration is greater than emigration. 0 ®®
Increased women-participation in jobs, @ \‘.\ﬁ
Lower school-leaving age. Q'
Higher retirement age. 4’6‘

It shifts PPC outwards.
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[ gbour may decrease by;_
pecrease I" tota: pOpu:alnon, IeipeC:ally in the working population.
e in structure of population from workin ulati |
&x;gt 2 decrease in total population. g population to more dependent, population even
Emigration 1S greater than immigration.
pecreased women-participation in jobs.
Higher <chool-leaving age.
Lower retirement age.
1t shifts PPC inwards.

c;;pital:
capital stock means total value of capital goods (buildings, factories, roads, bridges, etc.) at a
point in time.
investment is the total spending on capital goods and services in given period of time usually one
year (Gross investment).
Net investment is the increase in capital stock of a country in one year.

Net Investment = Gross Investment—Depreciation

_  Depreciation or capital consumption is a loss in value of an asset due to wear and tear,
obsoleteness, or just the passing of time.

Investment itself depends on various factors, including:
" Rate of return on Capital
_ Interest rate
_ Business optimism and pessimism
_ Government policies about taxation and subsidies
_ Political stability
- Technology
— Infrastructure

Example:

Suppose there is a software house having a capital stock of 10 computers at the beginning of year 1. During
year 1, the software house bought 5 new computers (gross investment), but 2 out of existing 10 ten
computers became obsolete and are discarded. In year 2, software house will have 13 computers czﬂtal

stock.
CAO

Capital stock in year 1 = 10 computers v o
Gross investment in year 1 = 5 computers \> OGD
Depreciation in year 1 = 2 computers o y\o

Net investment = 5 -2 = 3 computers ‘\0 ,'\

Capital stock in year 2 = capital stock in year 1+ Net |nvestment\o N

=10 + 3 = 13 computers Q/
. Net calital\ M
Gross Investment Vs. Depreciation investment o cl?&b PPC
Gross Investment > Depreciation >0 ses | Shifts outward
’é@nchanged Unchanged

Gross Investment = Depreciation 0 \‘
Gross Investment < Depreciation %\ Decreases | Shifts inward
KQ'U

s
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Unit \

Consumer Goods
A

> Gross Investment < Depreciation
B

A/_’\ Gross Investment = Depreciation

I c— Gross Investment > Depreciation
H

Depreciatior‘é
i —>

Xo Capital Goods (Gross Investment)

0

in Quality (Productlvlty) of Resources:

ns used.
(per unit of time).

Output
Labor

2. Change

Productivity is tt
Productivity is

\e efficiency of factors of productio
defined as output per unit of input

Productivity =

Example:
If '5' workers produce 10,000 goods in '5' hours, then:

Q. What is total production?
Ans: 10,000
Q. What is the productivity of labour?

10,000

=Z—— =400 goods per worker per hour
Determinants of the productivity of labour: 001\0
X 0(0

- Wage rate \'
o0

~  Education and training
- Technology
—  Work conditions \ép I'\

— Length of working hours Q\) O(bq’
®©

Fringe benefits\perks\non-monetary benefit\ non-pecuniary benefits

-~ Bonuses and commissions
- Promotional opportunities \9
e\

-~ Health
ea $‘ opt
R

Determinants of the productivity of capltal:

- Technology
- Skilled labour
- Depreciation, etc. o ’&bc
@
Determinants of the productivity of land: Q_0 >
- Technology
- Skilled labour

- Fertility rates, otc,
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ts of productivity of entrepreneurship:
munication
nt techniques, etc

makes capital more productive and increases the producti :
contributes to human capital (labour) and impmyeg their e :P‘!G'tveor a country
capital more efficiently. productivity. Educated and

. ,\.‘,minan
com
\anageme

_oved technolggy
| _ijonand training
“7 sbour also USES

<earch and gdevelopment (R&D) also contributes towards the productivity of land. Better techni

f\‘.‘~;\-:ior1. improved methods of farming and fishing, development of new breeds of plants and am
. the use of fertilizers can enhance the productivity of existing land, shifting the PPC outwards '
aetter technology can also help the entrepreneurial abilities of a country. Improved communication
°¢ <portation, and new management techniques can contribute a lot towards the productivity of

;..‘grepreneurship. The PPC will shift outwards in this case.

3. The Reallocation of Resources:

itching resources (land, labour, capital, etc.) from the production of one product to another product's is

s reallocating resources.

rent sectors of an economy have different levels of productivity. The services sector is the most
comparatively less productive, and the agnicultural

When resources are reallocated from agricultural

leads to an outward shift in the PPC,

Sw
known a

a. Diffe
productive sector, but the manufacturing sector is

sector is the least productive sector of an economy.
to manufacturing and services sector, an increase in productivity

and vice-versa.
b, The reallocation of resources from consumer goods to capital goods will also increase the ptodudwe
capacity of a country in the future, shifting the PPC outwards. The opposite will be true if resources are

switched to more consumer goods, as shown in the following figure.

Consumer Goods

C
v @
Y, CI\O

. O

O
O
‘\ :,\
\o N
0 X, X, B D " oo{bq/
Capital Goods Q

Initially, the economy was producing at “A" with Yo consumer goods and ¥g Sehypl goods.
> %onsumer goods (Y1) are

| When resources are reallocated to “B", where more capital goods (;w
. Produced, there will be a high rate of economic growth and the P(:) {@ outward.

Types of Shifts in PPC b Qbo
Parallel shift. 00 '5@

Pivotal shift. Q:tﬁg\‘\

Non-parallel shift.
Intersecting shift.
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Uil 1

1. Parallel 8hift;
A pacallel shift in the PPC occuts whan an increase or decraase in the quantity and quality of fewurc".

equally suitable or disastrous for both goads, at shown in the diagram below.

Good y
t
G [
A S
\
0 F B D Goodx
2. Pivotal Shift: i

A pivotal shift in the PPC occurs when a change in the quantity and quality of resources affects only one
good, or affects one good more than other, This Is shown In the diagrams below.,

Guns Guns
A

1

G

131
~

¢ N
’ B c 0 Roses y Q:\

Rogea 'b
To illustrate: A genetic breakthrough in the productivity of roses will only incrn@e é&j@roductive capacity

gfp a country for roses, and have no effect on the productive capacity of a co orglins. This will shiftthe
C from AB to AC in above left diagram. Similarly, when new gun m es are discovered, it wil
F in above right diagram.

g‘r’\:gtgi(’:‘g for the productive capacity of roses, and the PPC will shift
. will pivot outward toward the good in which its productlvitﬁﬁ\ éased,
ecline in the quantity or productivity of reso KL
urces wi | shift of the PPC from
to KM or LN, as shown in the figure be);ow. will caug%@ pivota

3. Non-parallel Shift; @o *00

Unequal suitabilit . !
o s Sl ; v{.will lead to different rate of growlh% rent goods and the PPC wil shift as s

v
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! Guns 4
(Capital intensive)
S
w
j
0 R T Rose;

(Labour intensive)

4 |n(crscctil\9 Sh"t:

i i - i he production capacity of
. may be a case in which the production capacity of one product rises and t _ ;
3‘“"[.(”::1\,]Z)roduct falls. In this scenario the PPC will shift from XY to UV, as shown in the diagram below.
6 ollie

ﬂ\

Good Y

— .
0 B D GoodX 0@/\0
'\
Uses and Limitations of the PPC 0 000

ics i 'ﬁomic the
The PPC represents both microeconomic (the study of economics in segments) and (@:}Q (
study of the economy as @ whole) issues.

stoo’bq/
Microeconomic Issues: @

The PPC shows the microeconomic ISsues of ' N
i i ce, and opp
- The basic economic problem, 1.€., scarcity , chol $Q Q@'

- Productive efficiency. 8 S\iety) but cannot do this alone.

= Allocative offic ency (Prgg:?itondaf:r?;?rilggﬂ:g :I]Ii d?i Se‘bgcient point on the PPC.
Social preferences are né o de
>

However, the PPC does not show the micro_econo:’nic issu@og;nd public goods (0.9, national defence,
- The provision of merit (€.g-, education an F
~etc.)

light houses, etc.) _ :
- Externalities (e.g., noise, pollution, congestiol
- Competition, etc.
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Macroeconomic Issues:

The PPC shows the macroeconomic issues of: |
Actual growth (anincrease in real GDP) by a movement of the point of production from below the

PPC 1o on the PPC.

[N

Potential growth (an increase in potential GDP) by an outward shift of the PPC.
Employment and unemployment in the economy.

Sowever, PPC does not show the macroeconomic issues of;
- Rate of inflation (A persistent rise in the general price level)
- Balance of payments (A record of all transactions of a country with the rest of the world)

—  Even distribution of income

ECONOMIC STRUCTURE

The term economic structure refers to the way in which an economy consists of various sectors e, primary
secondary, tertiary and quaternary sector. r

1. Primary sector:
This consists of agriculture, fishing and activities such as mining and oil extraction.

2. Secondary sector:
Secondary sector includes manufacturing activities that are found in an economy e.g. food processing,

textiles and clothing, iron and steel production, vehicle manufacturing, and electronics, etc. . '

3. Tertiary sector:
This is the service sector and covers a range of diverse activities such as retailing, transport, logistics,

banking, insurance, and education, etc,

4. Quaternary sector:
A relatively new term to denote the knowledge-based part of the economy—especially the provision of

information. Typical examples are scientific research and product development, computing, and ICT.@
As economies develop their economic structure changes and there is a progression from pg av,\
secondary to tertiary activities. In developed economies, the tertiary sector tends to be pal

employer. 0 :\0
POSITIVE AND NORMATIVE STATEMENTS \o
Positive Statements QOOQ)

@t merits can be tested and
)

verified from the information available. They can be also used in con explanation of theories
and-:.:oncep 's In economics. For example: Pakistan is experiencin eJeje of inflation; this statement is
Positive because the data on inflation trends can be retrieved fr%ﬁhe{gi)\/ernment of Pakistan.

Normative Statements b(\

No

N r:::::\;e statements are based on opinions and cann é&’g or verified because they are not meant

inflatir < l;>O<;::kp;z:)rtncular Point, or they can be regar ements that are generalized. For example:
®low atany cost. Statements like nnot be proven and they are not a fact as they

are generalizeq.
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1) able/undesitable
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( ,,,v,rmmunr/hm;l/!mdlwmsq
RRY mful/benaficial

JJeltara/mappinessiwell-being/standard of living
Hesatves/doasn't deserve, efc,

| x51c ECONOMIC QUESTIONS

e thteo basic questions that explain the proce
et _ | 88
U concept of scarcity. The three basic questions ar:f

quee

production of goods and service
s that ari
what to produce, how to produce, and ?Jm’ou;

|

4. what to Produce

ted tesoureat do not allow us to produce everything, so we have to decide what to roduce and i
quantitien. We have to decide whether we have to produce consumer goods and servicgs or norfl st
qoes and BEIVICes :;ur:h as {:\ilerykhardware and defense systems. reonstmer
e second part of this question asks: "how much " Soci [ i
,l,:_l ; categorize L as) of each good is to be produced?” Society’s point of view
socially optimum (at a point where social welfare is maximized)
Undar-production (less than socially optimum)

Over-production (more than socially optimum)

The Private Sector;
Aims 1o maximize profit,
Produces fewer noecossitios and more luxurles.
Under-produces merlt goods, l.e., goods whose actual private benefits is not realized by the
consumars who consume them because of imperfect knowledge; e.g., education, healthcare, seat
belts, helmets, etc, .
Over-produces de-morit goods, |.e., goods which are harmful to society but the consumersgpho
consume them do not realize the actual private cost of such goods; e.g., cigarettes, alcoh
elc,

Does nol produce public goods, which are non-excludable and non-exhaustible &Q@Qw in
consumption) and, most times, non-rejectable as well. ‘\0 ,\'\
’\I

a. The Public Sector: - \otbq/
~ Aims for collective welfare of the soclely.
Fewer luxury goods and more merit goods and public goods are prolei. ©0

Socially optimum merit goods \’@ o)
Socially optimum demerit goods. i\ é
Socially optimum public goods. &.\0'
N | .
2. How to Produce ‘o &

Way in which we can produce enoug i The private an
~ feSources are used efficiently and to their maximQ.ép ty. P
deciding how to produce the goods and services.
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The Private Sector:
produces efficiently
Minimizes ts costs by whichever method is the least-cost one, i.e., labour or capital int

A,

b. The Public Sector:
Produces inefficiently
prefers labour intensive methods because of employment.

3. For Whom to Produce

As we cannot satisfy all the wants because of scarcity, we have to decide which group of people :
satisfied and which is left unsatisfied, or which goods and services must be produced that canmb'
maximum wants. Under the private sector the problem is solved by using the price mechanism m
decides the quantity of goods and services to be produced and for which group these goods and S'Qm
will be produced; whereas under the public sector the decision is made through the rationing mgchm
This concept allows more equal distribution then the price mechanism. :

MEANING OF THE TERM ‘CETERIS PARIBUS'

This Latin term is widely used by economists to refer to a situation where ‘other things remain equal'. The
idea behind this is to be able to simplify an actual situation by assuming that apart from a single change of
circumstances, everything else is unchanged. In this way, economists can model one change at a time,

DECISIONS AT THE MARGIN

Like ceteris paribus, this is another tool that is used by economists to simplify a situation. Many aspects of
microeconomics involve analyzing decisions at the margin’. By this we mean that a small change in gne
economic variable will lead to further (small) changes in other variables.

Decision making characterized by weighing the additional (marginal) bengfits of a change against the
additional (marginal) costs of a change with respect to current conditions.

According to economists, for most decisions, you think in terms of additional, or marginal, ¢
benefits, nof total costs and benefits. That's because most decisions deal with making a small, or
change. \"\ o
To illustrate, suppose you just finished eating a burger and drinking a soda for lunc .Y@?Q | a little

At in deciding

hungry and are considering whether or not to order another burger. An economist wQu
whether or not to order another burger, you will compare the additional benefits of t @pr%ulonal burger 0

the additional costs of the additional burger. In economics, the word marginal ydaym for additional.
So we say that you will compare the marginal benefits of the (next) burger to é@ﬁ\al costs of the (next)
burger. If the marginal benefits are greater than the marginal costs, youbu%q)y expect a net benefit to
ordering the next burger, and therefore, you order the next burger.”“fouaﬂ , the marginal benefits are
less than the marginal costs, you obviously expect a net cost to 0 @Sh'e next burger, and therefore,
you do not order the next burger. (o

Q
Condition Action O 060

Marginal Benefit of next bur '

; ger > Marginal Cost of next 1576 next burger

Marginal Benefit of next burger < Marginal Cost of g{'ooynot buy next burger
oy

total benefits and total costs of burgers Thn::

What you don't consider when making this decigion are ) are
y ealen) @

be "
cause the benefits and costs connected with the first burger (the one you have alread
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current decision. You are not deciding between eating two burger
2
her to eat a second burger after you have already eaten gf B sta;?r ;""9 no

vant to 1= =
. ',Clzur decision 18 whet
b;l'tﬂ.‘r:" ’
oRT RUN; LONG RUN AND VERY LONG RUN
5H H . . e )
tun 19 2 time period In which itis possible to 'change some inputs but not all of them. Typically #
o Sp?hbour' a varieble (300 of .pfodUCt'Oﬂ. can be increased or decreased to change output. So, with
i “ f‘qdors A production remaining the same (ceteris paribus), a firm taking on more workers may be
a1l 08 ¥ ase its output
N , ease | ' |
i EL“"{:'CE; run, tis possible for 2/ (actors of production or resources to change. So, in the long fu7, 2 firm
e e the quelly and quantity of its capital by building a new factory to increase its output. This will
luate how best this can be done

| - N
mpr fficient since the firm has had time to eva

a\

mm\ Sllow it to b_e_more e
z[;‘c;césfully and efficiently.
e ong T where not orly all factors of production variable are, but all other key inputs are also
Vf:iab‘e- These Key inputs can include technology, government regulations and social considerations.
Specialization

he whole production by an individual worker, or producing

ers to performing @ specific of t

ts rather than a number of goods & services, by a firm, region or country.

specialization ref
one or few produc
jvidual Level (Division of Labour)

Specialization at Ind
uction process is divided into several individual tables and each task is carried out by

When the whole prod
aid that division of labour is there.

g single worker, itiss
on of labour

The main advantageé of division of labour is that production is incre

of output produced. This is because of the following factors:
1. Specialists can be employed: No individual is good at everything. For instance, some people are
good at doing electrical work, some areé good at plumbing, and some are good teachers. Division of
labour allows people to specialize in doing a job at which they can becomé both proficient and efficient.

ers: By doing the same task day after day an individual b gs
This is a development of the idea that 'practice make ?
the job tedious and boring. We deal with i 6 en

O
i

n training

Advantages of divisi
ased and there are lower costs per unit

2 Leads to grater skill among work

efficient at performing that task.
However, repetition of certain jobs might make

discussing the disadvantages of division of laboulr. o
S(S’g(w

3. Saves time:_Individuals need only train for one job and this obviously saves time

people. Individuals can learn a single skill very quickly. \) o
4. Economy the use of skills/tools: If a person has trained to does only onme&Fjob, then they only

need to possess the tools to do that particular job. These tools will b?\w’@o&s use.
cﬂ% perform a specific task in

5. Allows the use of specialist: Machinery can be quite easily d ed
Alct a machine to manufacture

the production process. It would be very difficult, for example,
awhole car. On the other hand, a machine could be devel tc@‘e orm a specialized task, such as

welding. Q
M . . _
ost producers in developed economies accept the advanMviston of labour. However, division of

| " .
’ abour does have its disadvantages. 2 ?‘
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Unit T

s of division of Labour =
redom ndmnotony:Peop&ecanbeoomeboredbydoingmesamejobdalawday“ :
- :: other things. have a bad effect on the quality of the product It may lead aigg tg I~l

~rehiems such as ahenabion, industnal unrest and absenteei§m. ' ‘
o § lose their skills and crafts in doing the same job every day,

pisadvantage

may. amo

lad

Decline in crafts work: Workers ‘ | | -
wers become ltle more than extensions of the machines, simply pressing a % :

many Wi
tcn;celr;ependence: For the good to be produced, workers are dependent on other workers to 4o fhey
o esicently  If this does not happen at every stage of the producbpn process, then the Production
ein weil break down. For instance, the paint sprayer in a car factory is dependent on the body buider
' a;z,i: produced the car body. Indeed, whole firms might be dependent on other firms to produce their
e iar e for the production of the finished good.

orvers sometimes feel alienated from fellow workers and the management. They see

Pty

4. Alienation: VW '
hemselves a5 being regarded as little more than machines and have little contact with the people
maring e decsions,  This feeling of alienation may develop into a high level of industrial unress
'.«,'_';r.r;:, ) or ahsenteeism. o ’ '

5, A greater risk of unemployment: Workers specialize in performing a particular task as part of the
roducion of a particular good. However, if demand for that good declines some workers might have
gttty fnding other jobs because they have only been trained to perform one specific task.
standardized products and a lack of variety: Due to division of labour, the finished products will be
ndimsnguishable one from another. Consumers will face with a lack of variety or choice because each
st has passed through exactly the same process,

7. Occupational diseases: Certain jobs are dangerous and workers doing these jobs run the risk of
dease of avodent. For example, asbestos workers run the risk of cancer, paint workers may get lead

porsoning, or fishermen might drown,

L&)

Thess disadvantages have certain firms to break away from traditional division of labour is going to be
sucesstul in an sconomy then the baker would have plenty of bread but no clothes. The tailor would have
dotnes but no bread.  The exchange of goods and services must takes place and is faciltated, in a
desslopsd suonomy, by a good transport system and a sophisticated system of money and banking.

Indesd, muney is characterized by being a medium of exchange.
Thus, the provision of road, rail, sea and air links allows the goods to be distributed from producers to

consutnsrs very efficiency. q

ECONOMIC SYSTEMS &oo

A system by which an economy allocates its scarce resources in production of various g p@}servic%
14 salisty the nesds and wants of a society i.e. deal with basic economic problem. s\\ ¢ .

Ihe problstn of scarcity, which in turn requires choices to be made, is one that is co %'P'}Il economies,
fih and puor. The choices that are made and which can realistically be ermined by the
stonomic system of a particular country, Traditionally, economists have recog eﬁ&e distinct types of
seonomic systam - these are the market economy, the command or Wd esbhomy and the mX

BLONOMY, N
{* O
X&'
o
O
o

G
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MaleveY S
( ATURES ECONOMY um —
maa o S Wszg m
of pmlw"y : Privale ownershig SN prr g | Ms'-‘v:;;mﬁm .
po 4 T g e - ‘:'-’k
- e AN S iy,
Pt s e
| objective’ Profd maxinization Coliortive s matlons :ﬁmr’;rx’ P~ ‘
ATz Or
| R [ 7P~ rernpmap Ji =i, Sarner Lo
hanism: PAce mechaiem ('“:mm’ e daciem  Pleite Secior Pace mer e
ye mev ' (demand and suppl il giarrirg 4 Py M' Cm e raree
TTTET IOV e ) - secion. Paticrieg |
. of choice T aregm i
o production Yes %o | Prirste Sertor  Ves —
e eumption): Putiic sector Mo ,
. petition: Yes o ﬁ. :f!_rafe Secior. Yes 1
T Minimum govemment | + sblic secior. Mo, i
e role of the intervention in Pl economic & non- e The D

overnment economic 2ffairs, economic; 245 n | g NS 6 sl fo

_ o g swemn | Te pronsion of recessary goods

" sllocation of Only limited to the hands of | & servces 4 o reguiate the

e5QUrces): maintaining law & govesnment. | oxf ,

¢ - order in the country, ) private secior for social weffare.

Jzricty of goods & Yes o " Prirats Secor Yes.
ﬁ(;g/;ce;' L Pubfic secior,  No.

quzlity of goods & Hiah . Private seclor, High quaiity.

services: gh quality Usually poor quality Pubiic sector: Usually poor

response to changes in g‘;ﬁ;gﬁﬁoﬂw to . Quick

demand (Consumer , Slow of no response rivate Sector. response.

. consumers g

sovereignty): SrCARrances Public sector:  Slow response.
*Usually efficient

Efficiency [Producing ?gx:g;?’ use of

most desirable goods . Inefficient allocation of . . .

(allocative efficiency) with ;x;zlf:oe of profit resources because of | 1€ inefficiency zfdme peivate

least-cost sSometimes the absence of a profit | 52 IS mntnm;_ by

methods(productive ; ; motive. govemment policies.

efficiency)]: inefficient, e.g., in the @

' case of private (\ Q
, monopolies.

Shortages & surpluses The price mechanism | Central planning is . , |
(shortage=demand>suppl | clears the market and | unable to guess exact ::ve;:esessedoc No and
BL there are no quantities demanded; Purl?lic se &oﬂbq'és and
surplus=supply>demand) | shortages or shortages & surpluses | o pluses sent
& surpluses. are present. ',..;5
| Merit goods (e,g., :pn & nder-provides
' healthcar, Under-production & 4 ykets of merit goods
‘ & education, under-consumption, Socially optimum ill p ied through

ernment provision.

| €te.):

Euhifc goods (e.g., street
lighting and national

defense).

Non-marketable and,
therefore, missing

\@goods.

Leublic sector provides public

Demerit go
alco goods (e.g.,

hol, d
6lc.): rugs, cigarettes,

Over-production &
over-consumption,

Provides public googs 2
through governmé(\ -bi’
expenditure. 3

Fewer or

Distribution
ofi
wealth ncome &

’
’

Unequal distribution

oyl

| The government discourages

consumption by applying high
taxes and other imposing other
legislative actions.

Progressive taxation and welfare
payments to the poor will reduce
the disparity between the rich &

goods
gng.ct;,.m

poor. _J
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Unit !

Useless duplication of
goods & services:

" Negative externalitios

| (e.g., noise, pollution,

congestion, etc):

———

' Necessities & luxury
J
| Private monopolies:

Existence in real world:

Yes

More than socially

optimum level

Fewer necessities &
mote luxury goods

| Develop and exploit

consumers by selling

wNu

40

Raskc aconomic ikloas and tesource

Soclally optimum

May occur in the private
but not in the public sector,

The governmant vill regulate
negative externalities thy,

sector, )

More necossilies &
fawer luxury (oods

“No private monopolies
are axist in 8 command
economy,

[ The government regulates

taxes and lag@jgt_ive_nnm
The public sector vill provide
necassitios, even 10 those whe
can't pay for them.

private monopolies and protects
consumers from exploiation,

_high prices

No pure markel
econamy.

No pure command
aconomy,

All economies are mixed, but |
their proportion of private &
public sectors vary from country
to country.

| —

Other terms:

Free economy,
Capitalism, free
market economy,

laissez faire.

Communism, socialism,
planned economy,
centrally plannad

economy.

DIFFICULTIES FACED BY TRANSITION ECONOMIES:

Eastern European countrie

command economies throug

started transforming themselves into mar
sition, were known as transiti

process of tran

people living in these nation

1. Sharp fall in GDP:

The first immediate problem
reduction in its output. The fal
because of the fact that the
businesses fell apart. This was
firm which other firm would receive
be told where it should buy their inputs, Dur

s, such as Poland, Ukraine,
hout the 1940s and the 1950s. H
ket-oriented econom

s, and also

lin output of each East
state-owned businesses lost custome
because it was all based on st

their output and they wou
ition period firms had to actively

that an economy may face will be a sharp fall in its

European country during the
rs as the old network between

ate planning—the government told each
Id be pald accordingly. They would also

ing the trans

customers, whereas before they didn't need to do s0.

Entrepreneurs, due to a

production methods or output
deman
esult, the relations between a firm an

and resource wastage will occur in nearly all industries in the economy. Qo OQ;

wage levels, and may
to firm revenue. As a r

One of the strengths of a planned economy [s that ther
the transition many enterprises will be forced o

to support them.

Lack of entrepreneurial abilities:

lack of expe
levels

High rate of unemployment:
Due to the transition, now that there is no central planning,

want. They will start cutting back on investment because they do
will lead to reduced demand in the economy, Furthermore, be
off workers, leading to large scale unemployment and this lo

an impact on the decrease in the output of the country,

d wages from firms that might

rience, may not run firms efficiently. They may notc ‘S}

to maximize profits, Workers may be dogmatic |
he deemed as being

d the labour that It o@

the fa

%Ily no u

u@_gg& bocause o

n

nemploymen

or those forming the Soviet Union, elc., were
owaver, during the 1990s these economies

jes. These countries, while they were in a
on economies. This transition created a lot of problems for the

for the government itself,

GDP because of the
transition period was

gk
AN

right
nimum

slﬁln relation
ill deteriorate

produce whatever they
ke too many risks, which
his, the suppliers will also cut

educed demand which will have

{. However, during

( the lack of funds and demand
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. as that some of the firms were forced to beco ;

) tt‘it\lglv: \Iﬁom other firms and foreign enterprises. The gsgfsto;z’rgyazer !he aneiion, dve
omPeT L as b la ing-'off yvorkers an(_i making the remaining workforce vzedc:aw SToent or
x "”1? \ll the countries in the transition process found unemployment as hardec and more
- \tlh:y had to bear. one. of The Tveaviest
al planning body determines the output lev industry

be allocated; consumer preferenczs aree;se?lchnﬂ; mpon::em
demand for certain goods may fall, while for others it may rse As e
d shut down, while market-oriented businesses will thrive but
re, the economy will produce inside the PPC as an inefficent

my the centr
sources to

develops, '
1o ustries may become inept an
275 shortage of resources. Therefo

£ of resources prevails.

ot 5@0(10

informal sectors:

4 T countries worst affected by
< countries like Uzbekistan
ffects GDP because the revenue earne

the GDP fall may have a rise in their informal sectors. For example, in
fhe and Georgia had informal sectors that were greater than their formai
d in the informal sector is not included in a

<ocors. This also a

;:uqtry's GDP
- High inflation: . . P .
- «ransformation is also associated with high inflation. A rise in price IS almost inevitable if an
In a market system resources are allocated by price.

bly higher than the old state price, since consumers have been rationed
mand will be greater. So, when a market system is introduced, the price will rise until
upply. There is no shortage because some consumers have been priced out of the
k a wage-price spiral. Workers will react to higher prices of goods by
semanding higher wages. If firms give higher wages, then they must make up for the cost by increasing
the price of their goods, which will, in turn, gives rise to further wage demands. The government must
then give firms money to pay the workers and to prevent them from going bankrupt. If they don't, they
will have protests, strikes, and civil unrest to deal with: whereas if they print too much money it will

simply make it worthless.

in +he past, so de

demand equals s
—zrcet. Higher prices can spar

6. Process of privatization:

in 2 command economy land and capital is owned by the state, whereas In a market economy itis

credominantly owned by the public sector. SO the move from one type of economy to the other Invpjxes

e sale of state assets to private individuals—privatization. This can be done through a nu
j individuals and companies currently

ways, such as by giving property and cap
their accommodation). The probl

thern (e.g., tenants of council housing could be given
that it is a very arbitrary and unfair way of sharing out the state-owned businesses a " This
would divide society into the rich and poor. The state could also sell its assets to th LA\, der and
use the proceeds to reduce tax of reduce government debt. é N
7. lMent, demerit, and public goods: \) (bq/
n addition, as consumers gain power in the allocation of resources, certal Oﬁgzqfhlch may be
m level whilst those

?g;med good for society (merit goods) will be produced below the & @ opt
o C:"\ed as harmful (demerit goods) will be produced in greater nu sbBI0 to the problems of
éou;;(ydUdabﬂ'ty and non-rivalry, public goods, although necesg &@ longer be produced In the
: (-

g\
)

& Negatiy »
There m;?’g:m'dm: % N
the disad a time gap before a new framework of vﬁlt controls can be developed 10 offset
vantages of a market economy. In this pe(? king to keep their costs low may create

5

poliug; ) g
on by disputing their waste in an unsafe
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Ay PREAR R FREsnagaemnne,

HASnS nn rw:um% |
Ul o

0 arkot Impeorfections:
R mu:.‘.w 'mmlmnhnn ko likoly o dovolop liko “””-"'“:'w (bingle dominany b6llay), Ll
consequencan for prices outpat, quality, and consume novelsignty, '

od by transitioning aconomios, yol (he Impact of Ihese problery,

wmro hat (s nesols o distibuted laidy among (he pe l
population, tha governtment can malnlain its net $00Hy
(such un VAT),

These problomn are likely to AT
roduced  The governmont primarily noodn lo ol
In order 1o avold large Income gaph amon (ho
socutity sately net systom and introduce tax tolorms

Although the transition will be quite problomatic, he long torm benofits should not be overlooked. By ‘mw
cottain measutor govornments may bo able 1o avorl certain dificultios, and by ensuring g h”“hy
environment for free markot oporations, the governmont ray holp the aconomy lo Immensely Improve i

citizens' lovel of comfonl

TOPICAL PAST PAPER ESSAY QUESTIONS

Scarcity

(Nov 2014/P23/Q2/n)
Show how the economic problom can be explained with the use of a production possibllity curve, (8)

(Nov 2011/P22/Q2/b)
Discuss whelher the combination of Improved technology and globalisation will result in solving the basie
economic problem. [12)

(June 2010/P23/Q2/a)
With the holp of examples, explain why diflerent economic decision makers face the problem of scarcity,

[08]
(Nov 2002/P2/Q2/a)
Explain the link between the basic economic problem of scarcity and opportunity cost. [08)
(June 2000/a)
Whal is meant by the basic economic problem of scarcity? [08]

(June 1999/a)
The sludy of economics cenlers upon the problem of scarcity. Explain what is meant by this problem and

assess whether the use of eaconomics can solve the problem. (08]
Explain the link between opportunity cost and the production possibility curve. @8}

(June 1991/a) 0 0

Explain the concept of opportunity cost.

Shifts of PPC

(Nov 2015/P23/Q2/b)

Discuss whother an outward shift in an economy's production possibility curve
free market economy or a centrally planned economy. é
(June 2012/P22/Q2/b) @

Discuss whother an economy's production possibllity curve Is more like % inward or outward over
) o) [12]
@0

time,

(rauno 2010/P22/Q2/n) \;
Explain how a country's production ‘ . ¢
(sume 200010 possibility curve depends u%iisé&s}ors of production. 108

A ;
N economy can produce agricultural ang Industrial good 0? the possible effects on its produc:gisf}
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Basic economic ideas and resource aliocation

vents will affect the economy'’s production possibility curve (08
' ]

‘n.)w thSC

(" 7000)
‘ \I'ht‘”]("

(12]

[ economic growth solves the problem of scarcity.

7 on PAPCT 2016/?2/Q2/a)
(51 «jn\nl{(\lp of a diagram, explain how a production possibility curve can illustrate the ¢ of
. Ly €08 and economic growth. oncept o
4/P23/02/b)
(NOY " yhether an outward shift in a country's production possibility curve will always raise the o
_.\_m, of that country. it 2o
e _013/P23102/a)
o "o nelp of 2 diagram, explain how a production possibility curve can ilustrate the ots of
"f my cost and economic growth. conce o
oV 2 11/p22/Q2/a)
(L ow proguction possibility curves may be used to explain any two economic ideas. [08)
nov 207 o/p21/P22/Q2/a)
paplan 1O icroeconomic 2N macroeconomic issues may b represented using production pOSS‘b{(I;g
curv NS ]
(Nov ,006/P2/Q2/2)
[plain NOW produclion curve might be used to show a country's aconomic performance. (08]
(Nov 201 5/P2/Q2/b)
s whether an outward shift in an economy's production possibility curve is more likely to occur ina
2]

DiseL
centrally planned economy.

froe markel

economy or a

Basic gEconomic Questions

(June 201 1/p23/Q2/a)
(o) Lxplain the role that a governt

(June 2008/P2/Q2/a)
Explain - the three econom
problem. [08]
(Nov 2007/P2/Q3/a)
Explain how resources a

(o8]

nent must fulfil in a mixed economy.
ic questions that all economies face because of the basic economic

re allocated in @ market economy.

TypesIAdvantges/Disadvantugos/TrnnsItion of Economic Systems

(June 2017/P23/Q3/b) \ '\'

Discuss whether resources are more offectively allocated In a planned "CW (v in a market

cconomy, [12] Q be

ﬁl‘).ocimon Paper 201 6/P2/Q2/a)

uf;: u.s|s whelher free market economies or centrally planned 900“0'““’%@"&"3 fkely to make choices
alwill maximise the benefits for consumers. i\ 0K “2]

g:mu 2014/P21/Q3/b) o
SCUsS Y Vi '
5 the view that a market economy Is always pmferabw agfn\\nad economy because of the
12)
) |

:jls‘vnce of the price mechanism.
he 2013/P23/Q2/b) O
omies are more likely to make choices
(12

Disc
hat :/Su? le“’,““,“ free market economies or centrally plan
(No naximise the benefit for consumers. 0 ¥
v 2012/P22/Q2/b) sty\
y may bethanged into a market economy. (2l

DiSCUS "
s the ease with which a planned econom
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(June 2012/P21/Q2/b)

Dincuss the difticultios involved in changing a planned sconormy to i succossiul marvet sconomy, g

(Nov 201 1/P23/Q2/b) “
the offectiveness of free markel econommies In ralsing the level of welfare, qz

Discune

(June 2011/P21/Q2)
(a) Explain the funclions of an economic systam,
(b) Discuss possible reasons why mixed economic systermns have replaced most of the former gy a _
cconomic systems

(June 2010/P23/Q2/a)
Discuss why the mixed economy is the most common economic system, m

(June 2009/P21/Q2/b)
Discuss whether a market economy can solve the problem of scarcity more effectively than a commagg

economy.

(June 2008/P2/Q2/b)
Discuss whether the price mechanism is an effective way to solve the basic economic problem, 11z

(June 2007/P2/Q2/b)
Discuss the desirability of the worldwide movement towards the market economy and away from the

planned economy. (12
(Nov 2006/Q2/b)
Discuss whether a mixed economy is the best way for a country to deal with the basic economic problem

(June 2005/Q2/a) ro
Explain the differences in the features of a market economy and a planned economy. o]
(Nov 2004/Q4/b)

Discuss whether economic actions by individual always result in a net benefit to society. [12
(June 2004/Q2/b)

Discuss whether the operation of a market economy always produces a desirable outcome. [&q
(June 2001/a)

Explain the principle characteristics of a free-market economy. [104
(Nov 1996)

(a) Show how a government may make its economy more dependent on the market system. [
(b) Do you think such changes will increase economic welfare? 4“
(Nov 1995/a) 'C
Explain what is meant by a market economy and consider the extent to which it is inaccurate dﬁ
your country’s economy. \v\ QO |
(Nov 1995/b) '\0
Discuss the economic problems that are likely to occur as a country moves from cen nimg towards
a market economy. ) \o N’ [12]
(Nov 1993/a) \) (bQ/

In-a number of countries in recent years there has been a movement towarQa &Q&r reliance on the
market system.

Assess the advantage and disadvantages of this trend. - .&@ [1,2]
(Nov 1992) N

Describe the basis of resources allocation in planned economy a s why some planned wﬂ\?i‘;]

hone recently tried to place greater emphasis on market forces(‘) &
O

Uses of Factors of Production

(June 2017/P22/Q2/a) < lx\
Explain the role of the factor enterprise in allocatirgr. rces in a market economy when there 5 ?8';
rt

increase |
ase in the demand for a good. Use a diagram to su your answer.
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2015 p2@323)

o 2 . contnbution of each factor of production differs in an agricultural economy from that i

in an
(08}

el

it
U o e
G 4 ec(_"‘uQmY~

ne * “:‘:..er en(fep

governments are more likely to cause economic growth in a mixed

(2]

reneurs or

f merit goods in @ mixed economy. Consider which is
12

merit good and a public good. Explain why a profit can
{8l

01 7/p21/Q2/a)
f good, but not the other.

f"_u,n.cg, smples. explain the difference between 3
- e :-om the provision of one of these types O
June 201 7/p21/Q2/b)
" s whether it is better to impose an indirect tax
DE=-=" ¢ gemerit goods such as alcohol.

" june 46/P22/Q2/a)
yse exam les to illustrate
private goods will be supplied
June 201 6/P22/Q2/b)
terprise and t
consumers even when im

16/P21/Q3/b)
Discuss why some goods and services are provid
gowernment in a mixed economy.

(March 201 6/P22/Q2/a)

Explain, using examples, why the prices charge

not reflect the value to consumers.

(Nov 201 5/P23/Q3/a)
Most governments provide both defence and education services.
|d not be provided in sufficient quantities if the gove t
OC'\O
an

or conduct an awareness campaign to deal with the
[12]

the difference between private goods and public goods and explain why only
(8l

in a free market economy.

he free working of the price mechanism always ensure a satisfactory outcome
perfect information exists.’ Discuss this view. (12]

(June 20 '
ed by private enterprise and others are provided by the
2]

goods in a free market do

d for merit goods and demerit
(8l

Explain why defence and education services wou

did not provide them. (8]
(Nov 201 5/P23/Q3/b) .
dies could improve the provision of defence and education
[12]

Discuss how taxation and subsi

economy and consider the likely success Of such policies. [N\

(June 2015/P23/Q3/b) '\0 N

. Discuss any two policies that might be used to deal with the problems caused by the Wﬁn of demerit
goods and consider which might be the more effective policy. 0 $o) 2]
(June 2015/P2/Q3/a) O
Using examples, explain the difference between mefit goods and public an@ow why itis possibié

of one of these types of good but not m (o8]

for profit to be made in the supply

v (';lov 2015/P2/Q3/a)
ost governments provide both defence and education services, BN
c@n aﬁﬁcient quantities if the government
< (o8]

Explai
plain why defence and education services would not be provi

did not provide them.
oL

s
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effective demand

- the meaning of the term, ‘ceteris
paribus’
~ individual ang market demangd and
supply '
- factors influencing demand and
Supply
b.. Interaction of demang and supply
c.

Market e'qu»ilibrium and disequilibrium

meaning of equilibrium and
disequilibrium
effects of changes in supply and
demand on equilibrium price and
- quantity- .
= applications of demand
.« analysis .
movements.along and shifts of the
demand_and supply curves .
joint demand (complements) and
~ . alternative demand (substitutes) -
— joint supply
the workings of the price mechanism:;
~ rationing, signalling and the ,
transmission of preferences

and supply
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Unit2 Demand, Supply & Equilibrium

DEMAND

Definition

5 L3
Demand refers to the
n -
pendod of time, all ot

- Quantity

- Product

- Purchasers/Consumers

- \Willingness

- Ability

- Atwvarious prices .

~  Over a certain period of time

Quantity: This refers to the numerical quantity of a product that is being demanded.

Product: This is a general term that simply refers to the item that is being traded. It can be useq for
goods or services. We could also stretch this to include tradable items like money or other financig)
assets such as shares.

Purchasers: These are the buyers of the product and are often referred to as ‘consumers’, although
they may simply be intermediaries in the supply chain, e.g., Nestle purchasing large amounts of cocgg
to be used in the production of chocolate for sale to the final consumer. We can consider an individual's
demand for a product or, more usefully, we can aggregate this to look at the demand for the market a5
a whole.

Willing to buy: Purchasers must want a product if they are going to enter into the market with the
intention of buying it.

Able to buy: To an economist, the notional demand (speculative and not always backed up e
ability to pay) for a product, which emerges from wanting it, must be backed by purchasing po%
demand is to become an effective demand. Sellers are only willing to sell a product if he\a‘olig r
has the money to pay for the product. It is this effective demand that is of particular j for

economists. N

_ W
Various prices: Prices are crucial to the functioning of a market. Although ings influence
demand for a product, it is at the time of purchase, when we have to hand ney and pay the

price that we really judge whether the Product is value for money - in OI&He wW@nyis, whether we really

are willing and able to buy it. As the price goes up, and provided no olbg' esges have occurred, moré

and more people will judge the Pfoduct to be less worthwhile, (\ QK | '
. 0' 1

Per period of time: Demand must be time related, it is of ng 4ge t %SK/ that the local McDonald's sold

20 Big Ma'cs to consumers ynless You specify the time Bend@.Qvér which the sales occurred. If tha;
was per mmuFe then demand is high, but if that was per this would show there is little deman
for Big Macs in this particular market.

@\
0 t
Ur::::stth":jss being equal: There are Numerous wﬁyn:al influences on the demand for a Tﬂ(::sce
anding the connections between the various influences is very difficult if many 0
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Demand. Supphy and Equiibrum

. are changing simultaneously This 1s why it is neces 'y to appl
)]

ol

the ceteris paribus

Demand
*Wilingness
sWillingess *Willingness *Ability
*Ability *Act of buying if available

|_pesire
individual Demand Market Demand Aggregate Demand

. demand for a product by » demand for a productin e demand for all products
single consumer a market by all consumers by all households in a
country

Law of demand or demand function:

If other things are held constant (i.e., ceteris paribus), a higher quantity will be demanded at lower prices
and a lower quantity will be demand at higher prices. Demand has an inverse (i.e., negative) relationship

with price.
Ceteris Paribus
Pl Qdt
Pt Qd}

Mathematical formula to derive demand curve is shown as below:
Qq=f(P)
Qq =a-bP

Demand Schedule: C/\O
A table that shows inverse relationship between price and quantity demanded is known §:@§Tﬂn

d
schedule. Q
lfa=50and b=10 . e'&'\
Then following table shows negative relationship between price (P) and quantity Rded’ (Qd) of a

product. Q/
Q\.) Q’b

Price | Qd =50-10P
$3 =50—10(3)=20 Y) ©
$2 =50—10(2)=30 i’\\'O@
Demand Curve i’\\.@.

A curve that shows a relationship between price and quantity eg.|Graphical representation of a
demand schedule is known as demand curve—as shown in tgg di m below.

O@
@
¢S

Scanned by CamScanner




B
B

B0 Demand, supphy & u%

Unit 2

Preve
A

>
r 4

0 20 30 Quantity

Taking price on y-axis and quantity demanded on x-axis, a downward sloping (negative) curve is known e
a demand curve. This demand curve has been drawn as a straight line (a linear relationship). However, jt
is perfectly acceptable for price and quantity demanded to be related in a non-linear manner in the form of
a type of curve.
Law of demand is only applicable when all other factors are held constant. Assuming ceteris paribus, the
law of demand holds these factors constant:

- Income of consumers.

— Fashion/taste.

- Advertising.

- Population.
Prices of substitutes (alternatively demanded goods which satisfy some desire, e.g., Pepsi & Coke).

Prices of complements (jointly demanded goods, e.g., car & fuel, pen, & ink, etc.).
Future expectations of income and prices of the product.

— Seasons.

- Health linkages with the use of product.
- Income tax.

- Interest rates (cost of borrowing).

- Availability of credit.

— Hire purchase facilities.

Changes in demand: @

Demand can change: o
- by movement along the same curve (change in quantity demanded). "
- by shift of the whole demand curve (change in demand). o\'\ 006
\0 ’:\'\
N
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Changes in Demand and Q,

r :‘;’q;;qwntty demanded (Q,) Change in Demand
) A
" Jovement along the same Shift of the demand curve
dernand curve l

) l due to exogenousfactor

menousfador

1
1
b ‘ .
| Extension Contraction Fali

I

Price Price

+ &
a @.b,
P: \:,‘
L)
(]
) NG N
! % Fal\R
17;
D
H H Dz D. D1
0 Qﬂ Q| Quan?ity 0 ;

Endogenous and Exogenous Factors: &
is when constructing the demand curve and will be cona(' an

O

fEmgenous factors are those which are extemnal factors and are not given on thK@; \
\I

Endogenous factor is an internal factor of given theory and can be identified by looking at
Eg., price is given on the y-ax
endogenous factor.

ashion, advertising, etc., are exogenous factors for demand.

‘:‘:Y change in endogenous factors brings about a movement along the sam E any change in
°genous factors creates a shift in the curve, as explained below: @0

1. Movement along the same curve: '\.0(0.,

N
All th . . ( 0 .
are kgzaﬁh:nges N Quantity demanded of a product which arise frU&ne@nange in the price of a product
S change in quantity demanded or movement aton sarie curve.
ovsrnent along the same cu

F rve can be: >
ﬁn extension in demand. b (bb
Contraction in demand. 0 &0

E .
I;(tensnon in Demang: Qe :
IS an lncf . " .
EXtension inec?:e N quantity demanded due to a decidase in price, keeping all other things constant
mand is shown by a rightward movement along the same demand curve.
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Contraction n Demandi

: reas ) 80 INGIeass In phoa, kee

s a decrease i quantity demanded due 1 )

\\\nua:u.\n in damaind can he shown by a leftward movement along the
Mice

A

g all oAher COontang
&mand curve, woe A

Contraction

0 15 30 Quantity

&
2. Shift of the demand curve:

. o(“’\0

(22

When the demand for the product changes due to changes in any of the exogenous factors
of consumers, advertising,

fashion, etc.), it causes shifts in the demand curve. N7, ,\’\
AN

\/
- Rightward, i.e., rise, \0
- Leftwards, i.e., fall,

OV
O
Rize In Demand; ‘ Q @

Increase in demand due to some Gxogenous factors (such as consu \gﬁme. fashion, ete.)Is know"
as arise In demand, H

Demand curve can shift

\
N
Price ($) __Off-season Deman mpeak-saason Demand(01)
10 %}PQ 2
20 7O @ %0

—3
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60 W“‘ 2N Ph
( e of consumers 1 ?
A45hi o n/t jsle 1
. ve ris I“’}1

ton 1
,:,: 1eq., demand for winter clothing.
alth-f \Qf\dw 1
‘, ces of substitutes 1
prices of complements |
yp(—ctauons of future income 1
Xp (,ctatlons of future prices 1
!rmme tax. |
Interest rates. l
pvailability of credit 1
Hire purchase facilities 1

" deman nd can be identified by the rightward shift of the whole demand curve, as showm in the diagram

Rise in Demand Extension in Demand
« Quantity demanded increases o Quantity demanded inCreases
o Due to increase in price.
o Demand curve remains same—

rightward movement along the same
curve.

« Due to exogenous factors,
« Wnole demand curve shifts rightward

Fall in Demand:

~ezse in demand due to any of the exogenous factors (like consumers’ income, fashion, etc.) is known
2s 2 rise in demand.

Price (3) Initial Demand (Do) Demand (D) if income f QO
5 20 10 -
4 30 20

Demand will fall when:

- Income of consumers |

- Fdverising |

- Population |

cason (out)

- Heslth-friendly |

- Prices of substitutes |

Prices of complements 1

- Espectations of future income |
Expectations of future prices |
Income tax 1

Interest rates 1

Fuailability of credit |

Hire purchase
Fall i derma facilities |

A i ey
i
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Unit 2

perivation of market demand from individual demand curves:

The market demand for a product at 2 certain price is obfained by summng 3l of the uamities
ndividuals at that price. The market demand curve can ke abtzined througn he Tamzons it

of all the individual demand curves for the product. Market demand curie s namaily Tater aigstc T
individual demand curves. Far example, let us assume that thers are aniy thres corsumers e 4%

the product according to the following schedule:

by i

Demand of A Demend of B | Demand of C | Market Demang = 4 o
15 20 o
PE] 30 | WS +W=T% 1

0 10 20 30 45 75
Quantity

Exceptions to the law of demand:

Law of demand (economic theory of consumer behavior) is not true for all sorts of QoSS and Skustons.
Some exceptions exist where people demand more goods and services at higher paces and VICSNErSR
ceteris paribus. Examples are:

1. Speculative goods:

Speculators are those who buy assets not for investment purposes; rather, they make proRt ’!
difference in sale and cost of an asset for the short period of time. Examples of specuiative W

shares and currencies. .
X

2. When quality is judged by prices: 0 Q
Sometimes the quality of your product is judged by the price it costs to the consumeg ' taken
as an indicator of good quality and vice-versa. In this situation demand would |
and vice-versa

In these cases:
Pt — Qdt
Pl — Qd|
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rf|!'1‘ .
D | quantities of a product that suppliers are willing and able to sell at v
anous prices per period

qurt e ;»;ml)u'a‘
o' antities: £ conomists often deal with numeric
. tli““"w(”mmwe o al values and very often try to represent information
As with demand we are using the term to refer t j is bei
Jsed 101 goods Of services. We could also stretch this t?)ai:zl::j: ttr'::altil:gg 16 o
fnancial assets such as shares. fadakicha
. suppliers: These are the sellers of the product and are often referred to as ‘producers’, alth
hey May not be manufacturers of the product, they may simply be an intermediary in th'eE:;hac'mgh
celling services. We could look at an individual company's supply of a product or, more use;nllo r
we can aggregate to look at the supply for an overall market. | v
willing and able to sell at various prices: In a market economy, companies must gain from
selling their products. They are also in the fortunate position that in many cases they can withhold
supply if the price is too low. When price rises in the markets, it is assumed companies will be more

wiling and able to supply more to the market.
per period of time: Supply must also be time re
computers unless you specify the relevant time period. Clea

time period being used for demand.
Other things being equal: There are numerous potential influences on the supply of a product.
Analyzing the connections between the various elements is very difficult if lots of these elements

are changing simultaneous ther factors affecting

p;oducl:

lated. It is of no use to say that Acer supplied 200
rly this needs to be consistent with the

ly. So, we assume these 0

m eWillingness (\@0

;
|
!
i
!

eVolume of
goods in sWillingness eStock o <O/\
posession + Stock eAct of selling when ) Q
demanded 0
sale N

()

Market gupp'V

tina & esupply for all products
suppY ore produc all firms in a country

*supply ofé roduct by
single firm P market by all firms \?'
o8
L @0
aw of Supply o \v\(
) : i higher rices.
other things are held constant, .i-€-. ceteris paribug'g&gﬁef quantity would be supplied atN'9 P

and vice-versa. i.e.
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60
Unit Z
Mathematically. Qs = 1 (P)
Q.= a+bP
Ceteris Panbus
Pt —» Profit Margin 1 Qs 1

P - Profit Margin | -» Qs |

Supply has a positive relationship with price.

Supply schedule
relationship between the price and quantity supplied of a product, e.g,

It is a table that shows the positive
P [ 0s
10 100
11 200
Supply Curve
uantity supplied of a product. The graphical

curve that shows relationship between price and q

Itis a
representation of a supply schedule is known as a supply curve.

Price

lr s
Y — /
) A
5
B

___} o
0 100 200 Quantity

Taking price on y-axis and quantity supplied on x-axis, an upward sloping (positively sloped) curve is known

as a supply curve—as shown in the figure above.
The law of supply is only applicable when all other factors are held constant. Assuming ceteris pari%
law of supply holds these constant: 0
“ (,_’
- Cost of production (i.e., cost of raw materials, cost of fuel, cost of rent, cost of inm&&!@%ﬂt of
electricity, efc.). WORY
—  Climatelweather (especially for agricultural products). NG
_  Taxes (e.g., corporation tax, sales tax, VAT, efc.). N7/ 4%
— Subsidies (these are grants given to privately owned firms by the govﬂh&b‘b
Technology (which in turn influence the productivity of factors of produc¥ @

Education and training by the government.
Number of producers in the market. oﬂq

g
- Price of joint! i ' \
rice of jointly supplied goods (e.g., beef and cattle hide). * o’
‘é(hzther gloves; brown and black
b(‘

Price of alternatively supplied goods (e.g., leather jac

shoes).
- Techniques of production. b
>

Q%
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Changes in supply & Q,

y supplied

—ange in quantt

Movement along the
came supply curve

Due to endogenousfactor

1

Change in supply

y

Shift of the whole
supply curve

A

Due to exogenous factor

y
r

A\

Contraction

—

Q, Quantity

Movement along the sameé supply curve.

Rise Fall
Prce
4
s, &% S
Fall / Rise
——
0 Quanti '<:5\0
S
&8
\\ N

Allthose changes in the quantity supplied of product which arise from the chang\sv}gparket price are
O

known as movements along the same supply curve.
Amovement along the same supply curve can be:

An extension in supply.
= Acontraction in supply.

R
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Extension in Supply:

it 1s increase in quantity supplied due to an

increase in the market price of a product, assuming

all other things are held constant.

~

0 Q  Q, Quantity
Price
Contraction in Supply: ;r S
It is a decrease in quantity supplied due to a P, a./
decrease in the market price of a product, / .
assuming all other things are held constant.
0 Q,  Q; Quantity

Shift of the supply curve:

When the supply of a product changes due to some exogenous factors
it causes a shift in the supply curve.

(e.g., tax, cost of production, efc.),

The supply curve can shift:

- Rightward .i.e., rise , @
- Leftward .i.e., fall o(‘/\o
P

Rise in Supply: o '\0
Anincrease in the supply of a good due to any of the exogenous factors (e.9., reductiorNN&x, improvement

in technology, etc.) is known as a rise in supply. v )
| O

Supply will rise when:

—  Cost of production falls,

= Climate is favorable.

- Taxes fall.

= Subsidies rise,

= Technology improves.

- The nqmber of producers rises.

= The price of jointly Supplied goods rises.

- The price : .
fa"s'p of altematuvely Supplied goods

& Quantity
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i Enensm
| o Quantity supplied increases

—

» Due to increase in price

* Supply curve remains same- i
fightward
movement along the same curve.

‘;; ;p_ m SUM
- 4 reases
e ,/-, < faCiors
g T
i/l;:_'i i ) ,“ ~ g E" “-S ”g%‘gd
. TR Ba
. JY o /’/____——
7 suppl

- quantity supphed due to 3 change in any of the exogenous factors (like an increase
spr EA5E N - an |
pe? 77 %,;._v,_;—mecw?epmdudrarmsmesame, ( "

e
‘;4‘ “-"F:f'; -
5t " oduction 1ises Price
- 7 e isunta jorabie 4
4 —J ‘ ~ e
T es 1=
" g peces fEl S S
" nnology GECneS
" Tre numoer of producers falis.
" s rice of jointly SuppRed goods falls.
" Tne price of aitematr vety supplied goods rises. Fall
0 Quantity
— Fallin Supply Contraction in Supply
" Quantity supplied decreases — Quantity supplied decreases
—-—‘_’— — - -
_ Due to exogenous factors. - Due to decrease in price.
- Whole supply curve shifts leftward - Supply curve remains same—ieftward
__movement along the same curve.

Derivation of Market Supply from Individual Supply Curves

The market supply is the sum of all producers’ supply at a given price of a product. The market ?W
can be derived from the horizontal summation of all producers orf sellers supply curve. \'\ qo

For example, let us assume that there are only three producers in the market who supply o@:@ the

. following supply schedules: X /'\

’ | Price | Supply of A | Supply of B Supply of C | Market Su +c

| 10 100 200 300 100 +2 = 600
L 12 150 250 350 150Qe50 350 = 750
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EQUILIBRIUM

Equilibrium is 2 stuztion when there is no tendency to change. Pricgiis the value of; product determ;
by the interaction of demand and supply. Eguilibrium price is a position when quantity demanded equalg
quantity supplied—it s established at the point where the demand and supply curves intersect The

equilibrium pnce, Py is shown in the diagram below.
A

Price
Surplus

P1 —
Po
P2
D
0 Q; Q, Q, Q;,:ity

Disequilibrium positions: Quantity demanded (Qu) is either more or less than quantity supplied (Qs). '@se
are corrected by consumer and producer responses, which alter prices. 0 ,\0

If the price is greater than Po: That is, when Qs is greater than Qu, this will cause a surpluﬁg Xoess

supply pushes price downwards, forcing producers to reduce their production and to disposax stocks

at low prices while simultaneously encouraging consumers to demand large quanﬁﬁe&@e&\d fall until

the equilibrium is restored at Po, as shown in the diagram above. \o Q/'\'
Similarly, if price is less than Po: Qs is less than Qq; there will be a shortage ol? cmﬁ?odity. In this case
producers will push prices upwards and increase production while some cgns are depnived of the
good. The prices continue to rise till equilibrium price is restored at Po, a%n the diagram above.
Changes in equilibrium: $.\0'

.g\
1. Demand 1 Q} K\)
2. Demand | b b(\
3. Supply t Vo) >
4. Supply | N4
5. Demand 1 & supply 1 Q.e '
6. Demand 1 but supply |
7. Demand | & supply |
8. Demand | but supply 1
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o
, o Rises:

l“q“ Al

ners' income incrensas and
s right to Dh

\d price Po.

- \-\\'\!I

s
amand <hift

X
"\\1‘.‘1\11‘. ato

)

alls.

2. Demand F
ers’ tastes change and de

Consum mand
shifts left tO D1

_ surplus at old price Po.

Price decreases until So = D1.
New equilibrium at E1 (Q1,P1)

A contraction in supply-

and falls, price and quantity

Note: When dem
. decreases.

Supply shifts
X
3. Supply Rises. 00 r\oo
_  Subsidies are given by the government. ‘\ r\"\
shifting supply rightwards 10 Si. \o Q/
- Surplus at old price Po. (b
_ Price decreases until Do = Si
urplus

- New equilibrium at E1 (Q1,P1).
- Anextension in demand.

price falls and quantity

'Note: When supply rises,
: Increases.
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Simultaneous shift of demand and supply and their effect on equilibriup,
Price
A
P ding 16 figure

T DY % o point '
¢ D 7 peint'f
L1 76 point '
G116 point ‘K
D1, 81 ' 16 point ¢
6 D), 61 'Y 1o point ‘g’
7 DY, Bl 'Y 1o point 'a’

Lo I - N )

B D), 6] % 1o point ‘&' D, D, D,
—>
0 Quantity
A aunullanguub shift in both demand and supply may lead to an increase or decrease in price an
an uncertain oulcome of quantity traded—or vice-versa, depending on the relative strength of HRn
demand and supply, as explained below. \"\ Q
S 2\
S N7, ,\'\
- Dt D] \0\\ N
81 P=Unceitain Pey Q\)o"bq/
|G | Q=Uncertain Q)
P*;-[ - P=y ” i
Y neertaiy
L [ectnonan | auy s(ﬁ‘g'o@'
6. Whe N
- n both demand ang supply rise, f‘)o\\\*
en demand and s : : in price §
uncerain. The pri BUpply both (ige, Quantity traded will bi@iﬂm& but the change in prics &
: ce i . N yB8Se
e May remain the same (when bot and supply tise equally), may
© 118e I demand is greate; than the rise | ise in supply is 9o
than the rise in BTN Y ormay fall when the re

demand), as shown in following dagrams

|
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; Damand Susey s £

— Q Quantity 0 Q,

Qs

fa!
v

and and supply fall.
eases, but the change in price s

6 thﬂ both dem
. ply both fall, quantity traded definitely decr
jative magnitudes of the shifis 0

en demand and sup | |
M an—ie. it may stay the same, fall, or rise, depending on the re
;:ff'srnri and supply. as shown in the following diagrams.

gefmati . ' ?'

Q; QQ —>

i

d,—-d, Quantity 0 Q—Q, Quantity 0

0
7. When demand rises and supply falls.
When demand rises but supply falls, price will always rise, buf the quantity traded may vary aoco?@\ 6
the magnitudes of the changes in demand and supply, respectively. "'\OO(O
Price Pzne o ,\0

—

ity

Q Q Quant

0 Q, Quantity = 0 Q, Q, % @b

8. When demand falls and supply rises. O |
g ses, but the quantity traded may vary according

\‘Nht:n demand falls and supply rises, price definitely d )
o the relative magnitudes of the changes in demand and SUPPYY. respectively-

Scanned by CamScanner




Unit 2

Q Q,  Quantity” 0

INTERDEPENDENT MARKETS & PRICES
1. Joint Demand or Complementary Goods

Some products are jointly demanded. This means that they are complementary, in the sense that the
use of one requires the use of the other,
For example: The demand for fuel is as

* assoclated with the demand for cars, and the demand for mobile
phone networks, is linked 1o the demand for mobile phone sets,

P juwtl 20001

Frics of fiud
b

Price of cars
A 4

'll’ 110000604000000 100001 0é7 00977
’0. T

D

9] Q, 0 Quantity of uel 0 Q. Q 0&3 of Gara
2, Substitute Products 0‘

WO
Bubstitutes are goods which salisfy the same desire, Other things w ‘@lﬁl, the demand for a produet
vill tsnd to vary directly with the price of ite substitute, '

O
P sl —+ O wady O
The figure below explains this relationship between proc their substitutes, In the left diagram, 8

decrense in the supply of rice has caused an Inc 6 price of and a decrease in the quantity

demanded for tea, In the right diagram, the changes inse market for rice has caused an increase In the
price of and demand for wheat, and an extension in its quantity supplied,
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i of Rlce )
N 5, f ”RO of Wheat

)
\ | It
“l\ I

o F— s
N
!
->» l;——. ”
0 Q, Q 0 G, ”
Quantity of Rice Quantity of Wheat

3, pomand For Several Uses

e domands for such products are the tolals of the demands of various users.
Fol oxample:

wool will be demanded by the textile industry, carpet manufacturers, blanket manufacturers th
hosiory industry, and many others. An increase in the demand for wool by one industry wilrlsr'ai .
the price and affect the prices of all other products made from wool. >
Coppel provides a good example of a basic commodity widely used in many different industries. A

large increase i the demand for central heating (copper pipes) might increase prices in the
olectrical components industries (printed circuits and cables).

Nylon
Rubber
4. Joint Supply
Joint supply occurs where the production of one product automatically leads to the production of another.
_ Lead and zinc are found in the same ore, so the extraction of one automatically leads to the
oxtraction of the other.

The production of beef also results in the production of hides and the production of mutton leads to
a supply of wool,

An ol refinery produces many different fuels from crude oil, and an increased output of an
product, say petrol, will automatically increase the output of the others (benzene, diesel, olil b
Rent-a-car firm does not normally supply a weekday travel without supplying a weekend J@&v

Where products are in joint supply, an increase in the demand for one of them will cause a fh(b l@%ice
of the other. This is shown in the figure below. In the left diagram, the demand for beef incr@s $Bausing

an extension in supply and the price of beef to rise from Po to P1. This also increase\ upRly of hides
as shown in the right diagram below. N

Price of beef Price of hides Q\i%b"b

ne

T S ;1\

0 Q, Q
Quantity of beef

L s ccsssrasosesnarense

—

Quantity of hides
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5. Relationship between Product and Factor Markets

¥
A\

* Zhange n e demand for and/ or supply of a product will not only affect the market for that prody
w1l 250 2%ect all nvolved factor markets (i.e., the markets for the resources that produce the pr
Sriaty changes n factor markets will have effects on product markets,

Ct, but
Oduct),

“es2 reatonshps can be examined by looking at two examples. If, in a country, there is a trend

“=m. the price of vegetables will increase and the price of meat will fall. The figur
- <rease in the demand for vegetables will cause their price to rise and supply to ex
erezse n cemand for meat will cause its price to fall and supply to contract.

towargs
€ below shoys
tend, whilst the

At

>

A
e}

f vegetables Price of beef
A

v

v

(J (-),(, O.| O Q| Qo
CQuantity of vegetables Quantity of beef

Iz rises in the price of vegetables leads to an increase in their profitability, the demand for green houses,
b wearvers in the vegetable industry, for vegetable processing equipment, for vegetarian restaurants, etc,,
wilineresis as well. On the other hand, if the profitability of meat production falls, the demand for land to
grazse cattle, for lomes to fransport animals, for hot dog stalls, etc., will decrease. The figure below shows
e lirely effects of this on the market for butchers.

Wages of Butchers

4

> e\~

0 Q,Q  No. Q§( 0.0
Bytch JXK‘\&

' akers

Chingos in factor markets ulso affact product markets. Fq exagple, if the wages for b”t‘:; g:ice of
Intrenses, then the cost of producing bricks will increase l‘b is, In turn, is likely to raise

bricks due o a roduction in thelr supply. ?f\

4-4
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LoMiC AGENTS IN A MARKET ECoNomy

eco
Hree Main types of actors or agents in the market s stem.

e a'i ta:a ets of the economy. Producers and owners ofythe fa fronsumers and producers interact in

ctors of producti
e 0 . qteract in the factor markets of the economy. production (land, labour, and

v

1, The

e market system, itis the consumer who is all-powerful. Consumers ar _
\; lmey want and the market offers a wide choice of products in return. e free to offer their money

Itis assumed that
A ot ) c
h*a 4te their scarce resources so as to maximize their welfare, satisfaction. or utility SISHEEES
v alo? ' .

Cconsumer

I

n a pure free market, the firms are the servants of the consumers. Their motive is

N : to make hi
This means maximizing the difference between revenue and costs. ‘gh profis.

Revenues . .
i they fail to produce goods which consumers wish to buy, they will not be able to sell them. Consumers

wil buy from companies whic_h produce the goods they want. Successful companies will have high
revenues; unsuccessful ones will have a low or no revenue.

Costs : -
i frms fail to minimize costs, they \_Mll fail to make a profit. Other, more efficient firms will be able to steal
teir market by selling at a lower price. The price of failure will be the exit of the firm from its industry.

3. Owners of the factors of production

owners of land, labour, and capital are motivated by the desire to maximize their returns.

- Alandlord wishes to rent his or her land at the highest possible price.

— A worker wishes to hire him or herself at a maximum wage, all other things being equal.

- Anowner of capital wishes to receive the highest rate of return on the capital he or she owns.
These owners will search the marketplace for the highest possible reward, and only when they have found

itwill they offer their factor for employment. Firms, on the other hand, will seek to minimize costs. They will
only be prepared to pay the owner the value of the factor in the production process. (\ S

0

THE FUNCT E MARKET y
ION OF PRICES IN TH N 00_)

Market prices tend to direct individuals pursuing their own interests to engage in activities gﬁv ote the
eoonor“mc well-being of society. Adam Smith, the father of economics, refers to thisgawthie ISIBLE
D" The working of this "invisible hand" may be explained by four important . s\that the price
performs in the market. 0 A
 Raie s QS
+ Rationing ®

<@

ch;sum_er wants are infinite, but we live in @ world that is scarce of éﬂ'ﬁ Qund, therefore, scarce of

pﬂce"“)dmes as well. Somehow, these commodities have to be ra@ ng the members of society.

o oduacls as a rationing tool in a market economy, and is useg to te limited goods and services
¥ scarce resources.

3l , . .
) fi“ans\!oconsumers demand a good, but its supply is relati% lc&ﬂhen prices will be high.

Me consumers (from low income groups) may consumption;

~ Some (such as iddle i their consumption;

- some from middle income grou Wreduce their ;

Limitgg mMe (usually from high income groups) m isE consuming the same amount o MOre.
Supply will be rationed to those buyers prépates o pay a high enough price.
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: D ' 1at
a key piece of inform tween buyers and sellers. They reflect market Conditions

b . -
ns that take place b ons of buying and selling are based on oo

noe of the good s
the market. Decisi

The [
determined by the transactio

snd therefore, act as a signal to those in

signals
*P is a signal of shortage which may arise from 1D o[ 1S or both
[P is a signal of surplus which may arise from |D or 1S or both

3. Incentive

Prices act as an incentive for buyers and sellers. ‘
— Low prices encourage buyers to purchase more goods and services. For consumers, this i
because the amount of satisfaction or utility gained per unit of currency spent increases relative to

other goods. Higher prices discourage buying because consumers get fewer goods per unit of

currency spent. ) )
On the supply side, higher prices encourage suppliers to sell more to the market. Firms may have

) to take on more workers and invest in new capital equipment to achieve this. Low prices discourage
production. A prolonged fall in prices may drive some firms out of the market because it is no longer

profitable for them to supply.

4. Allocation:of Resources

Allocation of Resources :
The term ‘resource allocation’ refers to the way in which the available factors of production are distributed

among the various uses to which they might be put. There are always insufficient resources to produce all
the goods and services that could be consumed. It is therefore necessary to allocate resources efficiently
between the various possible uses, and, in so doing, to choose what and what not to produce.

Maximizing behavior
In the market mechanism, everyone is assumed to be motivated by self interest. Consumers are motivated

by the desire to maximize their welfare or utility. Producers wish to maximize profits. Workers, renters and
owners of capital seek to maximize the returns from the factor that they own. This maximizing beh%vlor

determines the way in which resources are allocated.

Consumers, for instance, will spend to maximize their satisfaction or utility. They cast spendin@ ?
n

will

different products and different firms. If consumers’ tastes change so that they want more i

lesser coffee, then they will spend more on ice cream and less on coffee. Ice cream ma

collect more money from the sale of ice cream which they will produce to expand productiop.Samdcturers
of coffee will be forced to lay off staff, buy few raw-materials and in long-run shut facta{& ’

Profit and not revenue is the motive for firms to change levels of production. Wh {J\mers dt?mand
more ice cream, firms will expand production only if it is profitable to do so. Co ?:’turers de et
Q @t evels elsewhere.
e
O

down manufacturing plants only if the resources could be used to produce higger pr
et, ch: production by firms
because of their desire to maximize profit. \'

In a free market, changes in consumer demand are met by changes in p
|Price Mechanism \ d
N a market there are buyers who demand goods and selle , 1 of deman
: rs whos s. The interaction 0
and supply fixes the price at which exchange takes place. A mgchaniSg @which price plays the ey, role
%i wn as the 'price mechanism.

In the allocation of goods and services and resources in the ma

Example
If there is an increase in the dema urve fof
nd for corn due to a ch i mer tastes, the demand ¢

@Qonsu ing unchanged. e

corn will shift to the right from DoDo to D i i '
o WS 1D1 (see di . With supply remain .
g:ﬁu\gg: smtcrease from OPo to OP. This increase if@? ?)vl\‘l)corn will a?:? :s a signal and incentiveé o
g 0 produce more corn. The quantity supplie then increase from OQo to OQ:-

e
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D
emand, Supply and Equilibrium

0 Q, Q, Quantity

hew price, the profits of existing firms will increase in the short run. So, in the long run, some firms

' li;nm the industry, raising supply.
Wil e

Factors market too will be affected. The demand by firms in the corn industry for workers and equipment
“:” . 0. the wages for corn workers may rise. '_rhe rise in wages (.i.e., the price of labour), acts as a
nal 1o Workers. The mcentlye to work in the corn industry will have risen so more workers will want jobs
oo production. Some \._vorker from elsewhere in the economy will enter the corn industry, motivated by
hgh Wages. Similarly, capital-owners and land-owners will be attracted to the corn industry.

Wages

-
0 LQ L, Labour
Therefore, with an increased demand of a product by consumers, there will be an increase in the re @
used in the production of that good. '\O é\
x>0
TOPICAL PAST PAPER ESSAY QUESTIONS Y

Determinants of Demand

(Nov 2015/P22/Q2/b) e, be |
Explain the factors that might cause a fall in demand for chocolate and discuss t edﬁ to which chocolate
producers have the power to stop this fall in demand happening. &0 (12]
(Nov 2013/P21/Q3/b) e\ © s
Explain the factors that would lead to an increase in the demand Q V@}Q of yoghurt and discuss t1h29
extent to which the firm can influence these factors. {\\' (12)
(Nov 2011/p22/Q3/a) O 05
Explain the influences which determine the level of demand fyeq\ﬁ\\care in an economy. [08]
(June 2011/p22/Q3/a) Vo d

0

S:ch as mp3 players in recent years.
(Nov 1994/

'SCuss the factors that influence the market for a product such as mobile telephones.

_ - ' , : f electronic goods
(@) Using economic analysis, explain the possible ¢ féé\ée increase in the sales O ’ [08]

[10]
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Untt 2

June1995/a)
[()escnbe the factors that influence the market demand for a product such as personal computers, [ 1o

Equilibrium Price & Changes in Equilibrium

(June 2017/P21/Q3/a) .
Explain how equilibrium price and equilibrium quantity change to allocate resources when there jg a
&

successful advertising campaign for a normal good.

(June 2016/P21/Q3/a) . ,
Outline the functions of the factor enterprise in a modern economy, and explain how enterprise respongs

(8]

to a rise in the demand for a good.

(June 2016/P21/Q2/a) o
Explain the meaning of the term ‘equilibrium price and guantity’ in the market for a good or service, ang

show how a new equilibrium position is established when there is a decrease in demand. (8]
(June 2014/P22/Q2/a)
Explain the meaning of the term ‘equilibrium price and quantity’ in the market for a good or service ang
show how a new equilibrium is established when there is an increase in demand. (8]
(June 2011/P22/Q3/a)
Using economic analysis, explain the possible causes of the increase in the sales of electronic goods such

as mp3 players in recent years. (8]

(Nov 2009/P22/Q2/b)
Discuss how reduced air fares on low-cost budget airlines might affect the air travel market and the markets

for related goods and services, (12]

(Nov 2009/P21/Q2/a)
Explain, with the help of a diagram, how the price of a product moves to a new equilibrium following a

decrease in its supply. [08]

(Nov 2007/P2/Q2/a)
Explain how an equilibrium price for a product is established in the market and how it may change.  [08]
(Nov 2005/P2/Q3/a)

(08]

Explain the meaning of the ‘equilibrium price’ of a good and how it is set in a free market.

(Nov 2015/P2/Q3/b)
Explain the factors that might cause a fall in demand for chocolate and discuss the extent to which chocolate

47

-

producers have the power to stop this fall in demand happening.

Functions of Price

O

(June 2017/P23/Q3/a) o '\0

WA
(Nov 2015/P2/Q2/a) N q,'\
Explain the functions of price, enterprise and profit in a free market economy. \) O{b (08]
(June 2010/P21/Q3/a)
A free market price operates as a rationing and allocating mechanism. EQ@ 8@ does this. [08]
(June 2003/P2/Q2/a) NS
Explain the functions of price in a market economy. &‘\@).o [10]

© &

>
Ob@’bb

&
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Unit 3
Definition

Elasticity is the degree of responsiveness (numerical measure) of one dependent variable to changeg n
another independent variable, ceteris paribus.

Types

Elasticity is of two types:
Elasticity of demand
- Elasticity of supply

Elasticity
v
! 3
Elasticity of demarm ,jlasﬁdby of sup@

4 4

Responsiveness of Qd to the change in Responsiveness of Qs to the change in ,
Jv r A4 :
own price Income of consumers price of another good own price of product

! | | |
XED PES

INTERPRETING THE ELASTICITY FIGURES:

To understand the elasticity figures, there are three aspects that should be kept in mind while interpreting
them:

1. The use of percentages

2. The use of signs (positive or negative) 0@0
3. The significance of the value o) 6/\
x>0
The use of pPercentage QO
a. The use of percentages allows us to compare the changes in two different vag Measured in
different types of units—e.g.; in PED, we measure the responsiveness of quantg aqfied (which is
measured in pounds, kg, etc.) to changes in the price of the product (which i ed in §, PKR,

etc.), so the use of percentages helps remove these differences. g 9 _
b. The use of percentages removes the problems associated with the size of @ﬂ s used—e.g., if the
price of a product rises from $2 10 $4, there is a change of $2, but if éa e Change is measured in
‘cents’, it would be 200 cents. Apparently, $2 and 200 cents might
&

while solving problems,
but the use of percentages will remove this problem as describ ample below.
Po P AP GO
4- O
$2 4 2 =222 OopPoo%
@

i)
200 400 %’@0 0
200 e x100 =100%
cents cents @ 00

[N\

— o q., if
C. Percentage change is the only suitable way to decig® how big a change in price or quantity 'Soafi?we
the price of a product rises by $1, is this a large increase or small increase? We can answer

<{

-
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B e

Elasticity

original price was. For a bottle of Pepsi whose original price is 20 cents, a $1 increase

<e because price has increased by 500%; but in the case of a house whose original price
;a‘.ncrease $1 is a small increase in price, because the price has just increased by 0.2%.

8O Tis the percentage or the proportionate increase in piice that we look at when deciding how

W;e Lf??\Ce nse LIS. '

big of sign (positive or negative)
use

th an elasticity number Shows the relationship
wi

Pt — Qd|
Pl — Qdt

mevalueof P
ha\'ea pOSIt
Pt — Qs1
Pl — Qs}

4t the sign

oss elasticity of demand, since the signs explain the relationship between
e

between two variables. For instance, price
will have a negative number because quantity demanded has a negative relationship
roduct. According to the law of demand (ceteris paribus):

rice elasticity of demand will always be negative, whereas price elasticity of supply will always
ve value since price and quantity supplied have a positive relationship.

s have important significance when considering the values of income elasticity of demand and
the variables involved.

ne negative sign of price elasticity of demand is usually ignored because it is assumed to be universally
Ingerstood that quantity demanded always has negative relationship with price.

significance of value

If we ignore the sign and just concentrate on the value of the figure, then we can determine the elasticity of

demand or supply. The five types of elasticities are:

_ Elastic demand or supply (Elasticity >1)

_ Inelastic demand or supply (Elasticity <1)

_ Unit elastic demand or supply(Elasticity =1)

—  Perfectly elastic demand or supply(Elasticity = o)
_  Perfectly inelastic demand or supply (Elasticity = 0)

%aQ=24 100
AQ

1
9%aP=2Pd 100
AP,

1

Formula
\‘ Effect As we kKnow
Formula = Canse
%AQd
FED= :%AP
%AQd
PES = oap
YED = %AQd
%AY

Ep = 2AQd of good'X
%AP of good 'y’

Substituting values of % AP and % AQd into the formula

‘O,bq,

24
KL
NP
. 00'\'\0
U
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Unit 3 74 E“‘fq,
AQ P,
PED - ‘(),- /'AP
AQ P,
PED="p "0,

ELASTICITY OF DEMAND
Elasticity of demand can be defined a5 the degree of responsiveness of quantity demanded (Qqor @7y,
changes in the price of 2 product, changes in the price of its substitutes or complements, or changes i, the

incomes of consumerd,. The different elasticities of demand can be categorized as follows:

1. Price clasticity of demand (PED)
2. Income clasticity of demand (YED)
3. Cross elasticity of demand (XED)

Price Elasticity of Demand
Price Elasticity of Demand (PED) is defined as the degree of responsiveness of quantity demandeq 1,
changes in the price of a product,

PED is always negative because price and quantity demanded have a negative relationship. In the exampe
below, the value of PED is —2.5, but by ignoring the sign we can determine the type of elasticity. In this

example, the demand is elastic,
[/
pED . 5AQ _AQ P,
“%AP AP Q
Example
P1 =310 Q% = 1000 units PED =22 P
Pz=312 Q7 = 500 units AP Q,

pep=500-1000 10 _ -500 10 _ .
12-10 71000 2 1000

Types of PED: @
There are five types PED that determine the elasticity of demand. These are: (‘ ,\Q

1. Price elastic demand (PED > 1) \"\0 2,

2. Price inelastic demand (PED < 1) 0 00

3. Unitary price elastic demand (PED = 1) ¢ N

4. Perfectly price elastic demand (PED = w) Q /'\

5. Perfectly price inelastic demand (PED = 0) q/’\
1. Price elastic demand (PED > 1): 00{5

ngg}w quantity demanded.

}A{hen a small proportionate change in price generates a large proportion @a
itis known as price elastic demand. In the example below, PED is “—g'%@'lg the negative sign, the
M3

value is greater than 1, so demand is considered to be price elastic.

N\
PED =229 1 & &
b(\

%AP
(o)

& ___ s P

PED="5"2,

P1=3$10 Q¢ = 100 yni {
P2 = $8 QY = 20&%}“
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- - 200-100 10 100 10

S_10 100 -2 100

Elasticity

A

10 1

—

0 100 200 Quantity

Relationship of price elastic demand with total revenue or total expenditure:

Revenue is the money received from th
using the following formula:

e sales of goods and services. Total revenue can be calculated

TR=PxQ
Toizl revenue (TR) received by the seller is very important because it determines the level of profits earned
by the seller, the following formula shows the calculation of profit earned:
Profit = total revenue — total cost

Maximum total revenue (TR) or minimum total cost (TC) means more profit for the business. Knowledge of
PED would be very useful for the seller as goods whose demand is elastic, any reduction in price of pr@:ct
will generate proportionately greater increase in quantity demanded, and therefore total revenue @ ){%

and vice-versa. '\0 \®)
PL—Q1t—TR1 \,OQ
Pt—-Qll—TR] 0
O N
Price V\\ N
At*Po =10% %) a3V
TR =A+Barea Q
=10x100 = $1000 @
At‘Py =8% 10 ..... eon :
TR =B+ C area 8 f .......
= 8x200 = $1600
Hence D
Loss =“A"area
Gain =“C” area L F H
Net gain= C—A area Q' ’ ' of
= 800-200 = $600 100 200 Quantity
‘._
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Unit 3
omandod, anc
The following diagrams show the relationship between lotal revenue and quantity derr and the
relationship between total revenue and price.
Total Revenue

Price
A
Py fon
31 IR S
TR
0 TR, TR, TotalRevenue 0 Q, Q, Quantity

Price inelastic demand (PED < 1):
When a large proportionate change in price generates a small proportionate response in quantity

demanded, demand is said to be price inelastic.
%AQ

%AP
In the example below, PED is “—0.2". Ignoring the negative sign, the value is less than 1, so demand is

PED = <1

price inelastic.

Example
P, = §10 Q% = 100 units pED_2Q P
P,=$5 Q9 = 110 units AP Q,
110-100 10 10 10
pep-—— 2, 0 D, o
5-10 100 =5 100~ 02 9

10 Ne) q/'\'
VD

0 100411 tity
The demand curve for inelastic demand would be steeper, in above
> :

Relationship of price inelastic demand with totawnfléw\}r total expenditure:
e will

jf;or gootqs whose demand is inelastic: any reduction in p ill generate a proportionately smaller increase
quantity demanded; therefore, total revenue will fall, and vice-versa. Refer to the diagram below.
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PTT -"Q l — TR ‘
Pl -Qt TR
WS A
= =5 o0= 51000
- = E - : 3.;35——
" z;,,"C=S::C)
o A
= ="' e <Tc . A% 4h T
e A Cres >
= joSS— I :’ - = e 0 100 110 Quantity
- 503-50=$450 Q Q
... Agorams DEIOW show the relationship between total revenue and quantity demanded, and the
® ranip between total revenue and price.
220"
price Total revenue
M A
TR
P, |-
LN — :
B
TR1 ................ E .................
: > . : H —>
0 TR, TR, Total revenue 0 Q, Q, Quantity (@\ S

Unitary price elastic demand (PED

When an equal proporti
demanded, demand is said to be unitary pric

Ademand curve with unitary price

below,

S

generates an equal proportionate respo@ @ Uantity

\\

=1):

onate change in prlce
e elastic.

%AQ _ NYJ q/
PED = AP \)O(b
elasticity is shaped like @ rectangular hywla‘ £E5hown in the diagram
N\ KQ
o
X9
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<t
Pe
A
:1 P ____.,.1\::_: -
B
’ D
| s
Q, Quantity
Sesicy Fomuz
h 4
__®\2Q
)
h 4
For Sracrt Line L For Hyp=rbola
i i I
25 orgnzl prez zoc ongozl | Uses average price and
;:r‘:::%' ';:;:Jz';cr.r:;t haze | q;.:an% bnaiaia‘.;onof%age
crerges changes »
v v
L1 a0
*us;:f 2100 %2Q = e X100
ap
| %AF’--?—ZIDO =mx 100
L ¥ al z
Example:
P1=310 &% =100 units 100 B .
Pz=%5  (0F =200 units %AszﬂOO-BB.S?/o (\?\0
5. I
%AP = 100 = 66.67%
e 10+5 ° . Oo,\'\o
2 \\ \/
pep . B667% \So,bfl,
66.67% QY

TR1=10x100 = $1000

TR2= 5x200 = $100
Relationship of unitary price elastic demand with total revenu

Any price increase or

there will be no change in total revenue—as shown in the di

o

&

decrease will cause the quantity demﬁ‘)

@

/3
{’\"OKQ’

atghexpenditure:

O -
‘&ange with equal proportion; thus,
low.
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Tz oty

(G0

/

g 'n 4 (4 :”“':’
1 ;

o ared

‘ C;"’"
9]
Cuzntty
Syenue
ol 1even I3 TR
I
P, ...................... .
-
1R, —— A
{ :
(é i; P,‘ ........................... e
| %
i {
{ : 5 >
0 o 0, Quantity 0 TR, Totalrevenue

how the relationship petween total revenue and quantity demanded, and the

The diagrams 3bove &
venue and price.

relationship hetween total re

perfectly price elastic demand (PED = infinity):
Winen a small proportionate change in price generates an infinite response in quantity demanded, demand

is said fo be perfectly price elastic, <\ Q)
ED = 499- = Infinity \..'\OQ@/\

JoAP
y" axis, as showor@tyk@iagram

The demand curve for a perfectly price elastic good is parallel to the “quantit
below, , N
W
Price \0\ rl,'\/
A O O(b
o ©

PED = « '5-'0(\@

0 297/
4y <&
>

o

7
s“\é .

Q; @ Quanfity
]

_
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o or total expenditure:
: mio of perfectly price elastic demand with total rovon‘u f !
Relatonship C p&-_ amand there 18 PO O little change in the pncee, SO total revenue I8 Poﬁmvoly 5

- - - — - - y 3 - ﬁ -\ . . '
aa-facth DN S8 k“_\ sxe when quantity demanded will increase, total ravenue will algq iner
Qrere ¢ \

'al'uj
eau’

Perfectly price inelastic demand (PED = 0):

se chanae in pnce leads to no change in quantity demanded, demand is sajq 10 be

a large percentag | | ‘
perfectly price inelastic. The demand curve of a perfectly price inelastic good will be parallel to the 'price-'

axs as shown i the diagram below.

%AQ
= = Zero
PED %AP
Price
A D

P, |-

N

0 Q, Quantity

Relationship of perfectly elastic demand with total revenue or total expenditure:

In perfectly price inelastic demand quantity demanded remains constant where as any change in price
cause equal proportionate change in total revenue, refer to diagram above.

Varying PED Along The Downward Sloping Straight Line Demand Curve: q
A downward-sloping straight-line demand curve has different elasticities along the same cugy oa
high price elasticity before the mid-point, a unitary elasticity in the middle, and a price inela?ﬂy the
mid-point—as shown in the diagram below: N
Price \\0,\,'\
N

- N W A~ O O
o
1
2

h
H :
: :
. :

.
h

‘ H

’ h

0 123 4 56 Quantity
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|"
polit
A , A =0 =0
W PR Loy (M'orfactly | lastic)
pri e o PO
it
Al = =t (=1
1\”" | \ | b
AQ T T tastic)
PO Q! |
ALl
- Al = 1 Py =4 Q=2
oD - AQ h_T, 4 = 2(Elaslic)
AP Q12
APoint'd
B AP =1 Pi=d Qi =3
AQ P8y Unitary Ela
R Myl o= y Elaslic)
PO ¥ 10
!IE I!! 'Q.
AQ= AP = 1 Pr=2 Qi =4
- i\O I')| 1 ?' [
n. L - Sk S = 0.5 (Inelastic)
PED= " Q 14
At Point 'f' (\
PED - AQ,(,H. LN 1 - 0.2 (Inelastic) \o
: N
APQ 175 "l/
&)
Int g’ Q Q
AQ = 1 AP = 1 Py =0 Q=6
pep . A9, P10 g (perfectly Inelastic) &
APTQ 16

tity
chan es in price and quan
Actually, PED is a relationship between proportlonal not ‘Q}Jl g

domanded. As price falls, people become less sensitive to 5

Q

both constant. S
diagram above. The change in quantity and the change price are

ges.
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p

i and ¢ aver it is —1 that vill cha

whether we measure PED at any pointon the demand curve. How! Q, 181446 B0y f"‘"“,

ue of PED As we move down along the demand curve, initial price (Ps) falls zp, ing
Wi

P, .
quantity (Q1) rises. Hence, the ratio of —(—)—‘— will yield lower value
1
he curve from left to right. Refer to the diagram atye

determine the val
s with the fall in price. Conse senthy o

will be a reduction in the value of PED along t

PTanl—’PEDf

sloping Demand Curve and Total Revenue:

The diagram below shows the relationship between the demand curve and the total revenue curve T,
diagram shows that, at price “Po", PED is unit elastic, and total revenue is at its maximum. When the pri.,

is above “Po", total revenue is rising. When the price is below “Po", total revenue is falling.

Relationship between Downward

P, N—_(P}=>TRI) PED=1
(TR = Maximum)

g PED <1
° (PI—>TRI)

g s
0 — Q, —> Q, Quantity

' = Maximun Q
TR=M ] 0(25\

N\
\ y &\-\00
WA
TR R \0 (1/,\
Qo \)0‘5

Quantity Q
@
O

Constant PED along the Demand Curves: ‘
Perfectly elastic, perfectly inelastic, and unit elastic demand cu%@becial cases where the PED

remains constant along the same demand curve.
b
(b

a) Perfectly elastic demand curve: 0

The amount of quantity demanded is infinite at pr.:g?‘séégown in the diagram below.

i
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Elasticily

* Price

PED = «
P, * —— D

.

0 Q, Q, Quan{ity

perfectly inelastic demand curve:

g’uanmy demanded does not change as price changes at any point. This is shown in the diagram below.
Price
0 D

>

0 Q, Quantity

¢) Unitary elastic demand curve:

o
The percentage change in quantity demanded is the same as the percentage change in Wr to
the diagram below. O ,\Q

P‘[Ioe \\o,\z’\
5%5"

\{ ©

(S P ’\’@ Q
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Summary of PED types:
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[

L}
|

Determinants of PED:

Niasic demand. THhoss whch

fined goods are inelastic in nature because they have relatively fewer close subsity!

other hand, if @ good or service is more closely defined, its potential substitutes will increa\,\

demand to become elastic—e.g., on the whole, a car would have an inelastic demand, K 3 OVC

would have an elastic demand. This is because it is hard to find a substitute for a car %&r\,&ay to find
N

substitutes for 2 Honda civic.
Xy

'r

3. Number of substitutes: Q 0
- Less substitutes — Inelastic demand & ©
- More substitutes — Elastic demand ’\&' O{@
the
The more substitutes for a product, the more easily consumers ca ?"' one pmductct?] 1?2‘:;@.
more elastic will be the demand—e.g., a bathing soap, ‘LUX'¢has mah Sub?'t]lu:t?ii::e more difficult
Palmolive, Dove, etc. itutes fogra means that1
On the other hand, fewer substitu X is only available from WAPDA and

for consumers to shift to another product—e.g., in Pakistan _ - in Pakistan
there are virtually no substitutes for it; hence, demand for { would be inelastic In ‘

4. Habit forming or consumer loyalty: Q.g‘,r\'\

- Addictive - Inelastic demand
- Non-addictive — Elastic demand
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ices are addictive in nature—e.qg., alcohol, drugs, Cigarettes, et
00dS and sivr:;‘uld not inhibit the use of these goods b
~me97  ducts

2 m Y addicted cons C. Any rise in the prices
umers, i ce
proS. “larly, the more a consumer is loyal to a brand, the more inelastic |
mese i similarly.
or " stic.

pld
Delﬂ

.me: ‘

5. & ency = Inelastic demand
) enge available — Elastic demand
_ Mor€

manded during an emergency—e.g., life sa
e goods gtr t;edpeostponed are inelastic. However, the dem
dcann

de"‘ar;ners can take their time to make decisions before they
cons!

ving medicines. Th
and for goods like ‘hous
buy these good.

0se goods for which
es’is elastic, because

portion of income spent on the good:
6. Pro | ‘

all proportion of income — Inelastic demand
j f:rge proportion of income — Elastic demand

ike match boxes are those which the consumer will spend a very small proportion of inqome on.
Goods like rgnsumers remain indifferent to any change in their prices, causing thgw demand to be inelastic.
Therefogz \?ke cars are those which consumers spend a major proportion of their income on. Therefore, the
Eg:ng;% for these goods is elastic.
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LASTICITY OF SUPPLY (PES)
E
FFIG _~oenass of quantly supphed (Qs or Q') to changes in the price of 1
LeroSl' < - s s R hoe Do - .
o Of (o= - ori lasticity of supply (P W8 product i .
2 eapt o pice lastcty f supply (PES) ductsknown
, gla=v N
F — 7-AQs S
PESe = A B
AP AP Q,
v of supply 5 3WarS positive because quantity supplied and price have a positive relationsh|
SOt = ' ¢ Ip.
g
Laoie
E}‘ r rl ~
et Ol', = lcluo
P Qs = 2500
Pi=47 a0
1500 100 5

gve types of PES:
orice elastic supply (PES > 1)
price inelastic supply (PES < 1)
Unitary price elastic supply (PES =1)
perfectly price elastic supply (PES = )
perfectly price inelastic supply (PES = 0)

4, Price Elastic Supply (PES > 1):

Wnen 2 small change in price generates a proportionately larger response in quantity supplied, supply is

<zid to be price elastic.

A S, .\ o b
Se &'\00
’\o,\,'\
iy
TN
xZ

i iti ep or not. Both Sp and St
The elastic supply curve originates from the y-axis regardlesy %@\er itis steep
are elastic supply curves. o ‘@

o e g ngés in quantity supplied, supply is
When a large change in price generates a proportiona Smaller response ! q

said to be price inelastic.
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4. Perfectly Price Elastic Supply (PES = infinity):

When a very smaj| p
Supplied, supply is saij

R e A . . RN
88
Unit 3 Eiag .
tciy
%AQs
EG = ——— < 1
PE %AP
Price
A
S,
S,
|
|
|
o) QuantTty’

An inelastic supply curve originates from the x-axis, regardless of whether it is stee

are inelastic supply curves.

Pornot. Both S, ang S

3. Unitary Price Elastic Supply (PES = 1):

When a change in price generates an equally proportionate change in quantity su
be characterized by unitary price elasticity. Any curve that originates from the ori
elastic supply, irrespective of the gradient that it has. Therefore, in the diagram bel

unitary price elastic.

pplieq, Supply is said to
gin will be unitary Price-
OW, Ss, Ss and S all are

PES = 2AQs _
%P
F:rice
| 6,
S,
S, 9
A0
.\O A
N
> 2N
0 Quantity NN N

oy

)

roportionate change in the price of the product leads to @%l@ response in quantity
dto be perfectly price elastic or infinite price elagtle’

%AQs X0
AP = = Infinity ,\{&

Qo
@06
s

R

&
4___4
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5% b s i
Prce
A
PES = »
P, ,
0 Quantrty

y Price inelastic Supply (PES = O):

ectl . . ‘e oo e perfectdy pr
s, per n price generates No change in quantity supplied, supply s 52l 1o be perecty price
. rranae 1N pHCS S “
2 nave 3 price elasticity of supply of zero.
pelastic 777 VA5
PES — -~ =0

en

Price

PES =0

0 Q, Quantity

Varying Price Elasticity of Supply along the Supply Curve: @

Wormal upward sloping supply curves (both elastic and inelastic) have different elast.icities at.diﬁere@fg
o e curve, However, PES will be constant along unitary, horizontal, and vertical strang{i@ égy ly

Aves o o '\0
Summary 2 N

\I
Pr\(x, \So(b‘],
1 N 194 i~
pEg w0 o] R4
PES :A(\ o«%
PE &\\@J'

PQ‘é

0 a s Quantity
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Unit 3

uct is elastic depends upon the flexibility and mopility of factors of
asily and quickly and/or prodqcts can be eqs;[y brought out of
4 the resulting rise in price), supply will be elastic; if not

will be elastic if production can be

ice) falls, supply
and stored. The factors that can influence the

DETERMINANTS OF PES

hich the supply
ction can be
an increase [
elastic. Similarly, when
nd/or products can be
of supply to pri

The extent tow
_If produ

supply will be in
cut back easily anc
degree of responsiveness

Level of spare capacity

Time period.
Level of employment.

Storability of a product.
Agricultural vs. manufactured products.

Time required to increase capacity.
Ability to import inputs.
1. Level of Spare or Excess Capacity

below full capacity

When the industry is operating
Industry can expand easily b .
Excess capacity NP using previously unuse)c(j 4 =) Supply will be
variable and fixed assets. elastic

When the industry is operating at full capacity:

At full capacity mmp Industry cannot expand easily ) Supplly “f." be

inelastic

2. Time Period.

inked with PES The more time the producer has to make adjustments, the more

Time period is directly |
ply will be. With respect to time, supply can be of three types:

elastic the product’s sup

- Momentary supply
—  Short-run supply

- Long-run supply ‘
i. Momentary Supply (‘00
;\1 ;Trll?gt].e‘lr”lﬁ:ry rr?g;feﬁ?:;dtiﬁ (tah:; gg(r‘u:g tvc\)/hich supply is restricted to the quantities actuall d 0 ) /\
o short to change any factors of production an yﬁ@ a:t';er
@ﬁupply is fixed

vegetables in the local market.
Prgce Q @
S <
i\\, O
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o

ot " Supply
i

<« 3 time period long enough to change one or two . )
’l“ﬁ X ng’or gemand of the product 'n the market. In the short run at least one factor of oroduc!‘ofw :’:}es
72 i)’ in the short run varies with respect to price ang demand, but is price inelastc, as.'s.howneti>t
e SUF’pg supply curve drawn below. »

4 '
Hliow! Price
e A

factors of

© Quantit;
ji. Long-run supply .

rﬁe long run is the time period long enough to change the
nd, therefore, alter the supply in response to changes in pri

upply in the long run is more elastic than in the short run.

quantity of all factors of production employed
Ce and/or demand of the product in the market.

Price

ﬂ\

'Y

> 9
o Quantity %\Q

1. Level of Employment. ’\-\00

At full employment: 4 . 64?

No significant increase in output is possible in the short run (because idle resources 4 a\an.able and
eficiency and technology can only be improved in the long run). Supply will, theref inefastic.

At below full employment: ) g\) (b lasti
Output can be increased easily by using the idle resources in the economy. Sg \@b erefore, be elastic.
2. Storability of a Product. ™

Ifthe product ca

Periods of low P

N ST oo
n be stored easily and cheaply, supply can be stoppﬁﬁagcﬁg to inventory stocks during
Y drawing fro

rice. When the price rises, the quantity offered for s e increased quickly and easily

M inventory stocks. Supply will, therefore, be ela »
the product cannot be stored easily and cheaply, supply WI33 tic.
3. Length of the Production Process. 0 4

»_'Fgricultural Products

& ,
These products take a considerable amount % change the supply; so, their supply is inelastic
In the short run.

Manufactured Products
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oducts, the production process for Manuf%
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Unit 3
a relatively elastic supply.

i icultural pr
Compared to the production of agricu
prode)cfs is shorter, so, manufactured products have
elastic; e.g., in the garments industry.

4. Time required to increase Capacity.
elastic; e.g., in the mining Industry.

ply will be

If expansion takes a short time, sup ‘
ly will be in

If expansion takes along time, supp

5. Ability to Import Inputs.
materials, machines, etc., from abroad easily and cheaply, Suppiy
"

If a country can import raw-
be elastic, even at full-employment.
lastic at full-employment.

In a closed economy, supply will be ine

INCOME ELASTICITY OF DEMAND
The degree of responsiveness of quantity demanded to changes in the income of the consumer aiona
e is

—_— —

Y.ED= =
%AY AY Q1
In PED, the sign has no important significance, but in YED the sign is of great concern to economi
because it defines the relationship between the variables involved. YED can be characterized into ‘:ts‘
WO

known as income clasticity of demand (YED).
%AQ  AQ Y1

types, on the basis of signs:

a) Positive YED (normal goods)
b) Negative YED (inferior goods)

Positive YED (Normal Goods):
When an increase in income leads to an increase in quantity demanded or a decrease in income leads fo

a decrease in quantity demanded, income elasticit m i iti
i _ . y of demand will be pos i
demand have a positive relationship. This is shown in the example below. posifive, because income and

Example:
I

Yi=$100 Y:=8$110
Q4%=10 Q9.=115
, %AQ 11.5-10 100
\E = = =
%aY 110-100" 10 1 \',\006\
The positive value of YED in the diagram below signifies that, for this good, income and q

have a positive relationship; hence, it is classified as a normal good. Y
NN
v ‘bq’
©O

Income
lr Q
<

Positive YED%, (Q

e F

o-<__. =<

-
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L

et

—
yrp s of three typos

o income elastic demand (YED) - 1)
tive income inelastic demand (Y[ » 1)
Pos

some unitary elastic dom: =
f\xsm\‘l‘”“mm unitary tic domand (YED 1)

positiv

il

y

ositive income elastic demand (YED » +);
P

when @ small percentage increase in income leads to ;

demaﬂd“d- or when a small percentage decrease N incormne
ntity demanded, demand is said to be

V1arge percantse
e percantage rierazaes o,
3 lesad

Aiar ?:”/
qua ” positive income olastic
Normal goods with a positive income elasticity of der,

3¢ superior goods. Luxuries on which consumers sp
a5 positive income elastic good

5105 larye parsaee.
arge pare s u‘,-;fdc; ’:D‘f;ﬂ.’p’{-’g r

. Thisis SOOWT I e Ganrars cpie

) - Llanrs SO

and greater thar one Are serret

end a major proportion
$—e.g., cars, jets, foreign holidays, etr,

fres raferran o
O et 0 s v
- -

Income
A
YED > +1
| O S
|
Ya .............................
0 Q,—a >

Quantity
Positive income inelastic demand (YED < +1):

When a large percentage increase in income leads to a small percentage increase in

PR
i Q

-l Ll
demanded, or when a large percentage increase in income leads to a small percentage decrazse o
quantity demanded, demand is said to be positive income inelastic. This is shown in the

~
below. As long as consumers do not spend a major proportion of their incomes on normal gooas (=

necessities or comforts), their demand is considered to be positively income inelastic—e g | -
clothing, chocolates, fruits, etc.

Income
A

—=<

0 O?%m

Positive inc i A1 < :
Oome unitary elastic demand (YED . _ _ demand is
hen a change in incoze leads to an equal p ieﬁ}e change in quantity demanded,

Sad 1o be positive income unitary elastic. This is<ghown in the diagram below.
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Unit 3 b oo
Income
t
YED = +1
o I—— /
Y0 ....................
0 Q,— Q, Quantity

2. Negative YED (Inferior Goods):

When an increase in income leads to a fall in quantity demanded, or when a decrease in Income leads y,

arise in quantity demanded, income elasticity of demand will be negative, because income ang demang
example

have an inverse relationship. This is shown in the diagram below, The negative value of YED in the
below shows that income and demand have a negative relationship; hence, it is an inferior good,

Y1=8$100 Y2 =$115
QY =150 Q% =120

0,
YED- %AQ _120-150 100

= x——=-13
%AY ~ 115-100 " 150

Income

0

Those goods Which have a negative YED are known as Inferlor goods 'ng b YED s of three types
. Negative income elastic demand (YED > ~1) é( &
4

il Negative income inelastic demand (YED < '

ITE ' = A _.1 .\

lii.Negative income unitary elastic demand (YED)=i -1) Q) ¢\‘\
\\

:I.V Negative Income elastic demang (YED > —1); b ’bb

ded
~ © Increase in incoma leads t Q frcentage increase in quantity deman
(or vice-vers . . 0 antage [ n the
diagran belo{& demand is said to be characterize \g Ve Incomoe olasticity. This is shown |
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YED > -1

0 Q,— Q, Quantity
o goods which have a negative income elastic demand include flour, rice, shoes, etc. With a small
Ig?jse_ o decrease in income people can shift to branded products or back to cheap products,
rcredse =
Negative income inelastic demand (YED < -1):

large percentage increase in income leads to a small percentage decrease in qu_ar)tity demqnded
v,'c:.verrgsa) demand is said to be characterized by negative income inelasticity. This is shown in the

o below
- aram ]
= Income
A
Y,
Yo
YED < -1
0 Q, Q, Quantity 9
i din tch boxes, grains, etc, <\’\0
Inferior goods which have negative income inelastic dema1n)d include matc ; . '\oob
ivei i i YED = -1): '
iii. Negative income unitary elastic demand ( . | . >
When : certain increase in income leads to an equal proportionate ﬂe'a‘ci:tr:?;e; :: gtljflrta:ty de y ;:ﬁ e
versa), demand is said to be characterized by negative income q/'\
diagram below. 0 a
Income Q Q
A @ @
7O

0] Quantity
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Unit 3 ve

Summary of types of YED

Income YED > + 1
1 YED = + 1
YED <+ 1
YED = -1
YED > -1
YED < -1
0 Quantity

CROSS ELASTICITY OF DEMAND (XED)

The degree of responsiveness of the quantity demanded of one good to changes in the price of another
good is known as cross elasticity of demand.

XED - %AQd of good 'x’ _Q - y R
%AP of good'y'  PY —P! Q
The importance of the sign in XED is also very important for economists because it defines the relationship

between the two products (as we will see further in this topic). XED is categorised into two types on the
basis of signs:

— Positive XED (substitutes)
- Negative XED (complements)

Positive XED (Substitutes):

If an increase in the price of a product causes an increase in the demand for its substitutes and a decrease
in the price of a product causes a decrease in the demand for its substitutes, demand for the good (ég
to be characterized by positive cross elasticity. This is shown in the diagram below. 0 /\
Price of “Y" \"\ 06

2O

P / Positive X 0() @

(Substityt Oﬁ
~2'

0 Q xo""" Q" K\
Qu ayf‘%(\&

. ionship between the the
Substitutes are goods which are alternatively demanded %9@ a positive r elatlon;hi%:re and a Toyota
price of one and the demand for the other (substitu e
Car, etc. This is shown in the example below.

Example R
Suppose Pepsi and Coke have the following prices and demands, respectively:

psi and Coke, a H
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l Elasticey
;‘ - .
_, of Pepsi) = $10 Q] (quantity of Coke) = 100
r (pnee
i) = Q; (quantity of Coke) = 50
e of Pepsi) = 58 2
pr (pnc®
50-100 10
%AQd Of COKe = x =425
XED=gap of Pepsi 810 100
e of XED shows that there is a positive relationship between the price of Pepsi and the
s v?;l:;ke. Hence, goods and services with positive XED will be substitutes to each other. Positive
,gﬂa"'d fo;dty of demand is of three types:
1055 €9°

positive Cross elastic demand (XED > 1)
B positive Cross inelastic demand (XED < 1)
- positive Cross unitary elastic demand (XED = 1)

positive Cross elastic demand (XED > 1):

2 small percentage increase in the price of product “Y™ leads to a large percentage increase in the

e demanded of product “X" (or vice-versa), demand is said to be characterized by positive cross
:ﬁ?:yﬁy This is shown in the diagram below:

Price of *Y"
4
XED > +1

P,
|
PY, i

i

0 Q"o—* Q*,
Quantity of “X”

i. Positive cross inelastic demand (XED < 1):
When a large percentage increase in the price of product “Y* leads to a small percentage in

Quantity demanded of product *X" (or vice-versa), demand is said to be characterized by posi@
inelasticity. This is shown in the diagram below. X Q
X\
o5
)
PY, Q ©0
PYo '\'@oﬂg

O
i, 0 Q“oaQezﬁantity of *x*

POS‘“VQ Cross uni

Price of “Y"
A XED < +1

®N an ing S unitary elastic demand (XEQa @ " ‘
deman, c’frease In the price of product “Y" lead qually proportionate increase in the quantity
lasticity Thizrizdur?t “X" (or vice-versa), demand is to be characterized by positive cross unitary
: sho

Wn in the diagram below.
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Unit 3
Price of "Y”

T XED = +1
=2 F— /

s i
[N IR :

0 Q,— Q%
Quantity of “X"

Negative XED (Complements):

When an increase in the price of a product leads to a proportionate dgcreasg in dema_nd forits COMPlemers
roducts, or any decrease in price of a product leads to a proporhongte increase in the demang fug

gomplem'ent products, the demand for the good is said to be characterized by negative cross ‘-‘lasticuy

This is shown in the diagram below.
Price of "Y"
A

P,
l

PY,

5

0 Q' — Q% Quantiy of *X"

Complements are those goods and services which are jointly demanded (e.g., car and tyre, bata i
compact discs and CD players, etc.) and are characterized by a negative relationship between t%@%\@

one product and demand for the other (its complement). This is shown in the example beiow\-> 63
Example ‘ ‘ ‘ o 00
Suppose a car and tyres have the following prices and demands, respectively: . 0 ,\'\

P’ (price of a car) = $10 Q7 (quantity of tyres) = 100 \\ N

Py (price of a car) = $8 Q; (quantity of tyres) = 150 :)% rbq’

XED - AQdoftyre _150-100 10 _

©

%APofcar ~ 8-10 100 (/3 .
A negative value indicates that there is a negative relationship betwe of a car and the quantty
demanded of tyres. Hence, goods and services having neggli elasticity of demand ar

complements. Negative cross elasticity of demand is of three types: ,;\
Negative cross elastic demand (XED > -1)
Negative cross inelastic demand (XED < -1) b (0'60

Negative cross unitary elastic demand (XED = -—10 Q

:;V , Negative cross elastic demand (XED > — ): . oty
16N a small increase in the price of product "Y” le i I decrease in the qua
“This s shown in the diagram below. ). demand is sai®\0 be characterized by negative

-
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Elasticity

Price of Y™

A

XED > -1

0 Quantity of “X”
ative Cross inelastic de_mand (XED < —1):
i. 5 large increase in thg price of product i'Y“ Igads to a proportionately small decrease in quantity
when ded of product “X" or vice-versa, demand is said to be characterized by negative cross inelasticity.
geman hown in the diagram below.

Thisis S .
Price of “Y”
A

XED < -1

~
L

0 Quantity of “X"

iii. Negative cross unitary elastic demand (XED = —1):
When an increase in the price of product “Y” leads to an equally proportionate decrease in the quantity
demanded of product “X” (or vice-versa), demand is said to be characterized by negative cross unjtary

elasticity. This is shown in the diagram below. c O
Price of “Y" i}oo 3\
s OO
AN
WA
N
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Unit 3 100 El..u’
Summary of types of XED
XED>+1
Price of (Close Substitutes)
good ‘x'
T XED=+1
XED<+1
X.ED = -1
XED> 1
XED<-1
0 Qd of good 'y’

PRACTICAL APPLICATIONS OF ELASTICITY

- of PED
- of YED
- of XED

Practical Applications of PED and PES

Price elasticity of demand helps in many practical ways, such as:
The determination of total revenue (TR) of the firm.
2, Determining the price stability of a product
3. Calculating the tax incidence on the consumers and producers

4. Designing fiscal policy

1. Determination of total revenue (TR) of the firm.
Refer to types of PED: elastic, inelastic, unitary elastic, and varying PED along the straight line demand
curve.

2, Determining the price stability of a product:

PED contributes to price fluctuations in a market. Agricultural products and raw-materials
that is more inelastic when Compared to the demand of manufactured goods. Let us conside
rise in the supply of primary products and manufactured goods under two different demaraal

is shown in the diagrams below. ‘\

. g
fee fee )2

P -llll‘lﬁl-
\E/ Price | [

Price P, 2 C P | , VA
ﬂuotuations{za .../ / Eo E' ﬂUCtuaflons ] /\s}‘\\‘%
1
D

s
s O @ | >
o Q,Q,Q, Quantity

0 Q, Q, Q Qua@@
\w —
Output ﬁ Output

fluctuations fluctuations
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tributes to price fluctuations in a market. Agricultural products and raw- i
: inelastic when compared to the supply of manufactured goods. Letrt?:’ cg‘:;géiltshza::s:

different supply conditions.

ES €O
1 d lP,
,:l:; batis nagﬁ and for primary products and manufactured goods under two

r
P Bt .
S'Jgp nsi L”own in the diagrams below.

s 15 .
m P':m Price
A

S; (Inelastic)
S, (Elastic)

; S S
e (BESTS o {pZ N,

fluctuations ';0 ................ ; fluctuations
1 E7 D1 P‘
i

0 Q, Q, Q,  Quantity 0 QQQ, Quantity
Output Output
fluctuations fluctuations

Therefore, the more elastic the supply, the more stable the price.

3, Elasticity and tax incidence

- Tax is a compulsory transfer of money from the private sector to the government.

- Taxes are, broadly speaking, of two types, .i.e., direct taxes and indirect taxes.

- Direct taxes are those which are levied directly on individuals and firm—e.g., income tax, wealth
tax, etc.

- Indirect taxes are those which are levied on goods and services rather than on individuals or §gs.

- Income taxes influence the demand for all the products that consumers buy, because thgeﬁ‘e
disposable income (the income which consumers can spend). ’('\ N

O

- Indirect taxes form part of the costs of production; hence, they cause shifts in suppb '\Q

Effect of direct tax (income tax)

WA
Income Tax 1 — Yd| — D| so q/’\
P

ol Q

/

Q)
/(AR®r Income Tax)
o Q, Q, Quantlty'
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S
Cftect of Indlrect fax o e
When lax increnses, costs of production increase as well, wherezs priZ0lly 25 2znes or o
- R
Types of Indirect Taxes
There aro two types of Indircet Laxes:
- Specific tax
Ad valorem tax
Spoclfic tax Ad vzlorzm Tzx
; Forms 2 fusd pereerizoe oF e oree ~54
{0 Brd (] —— = -4 Te
A fixed amount per unit Ot
Causes a parallel shift in the supply curve Causzs 2 pwdldl SN0 e suppiy o e
Prco =z
A A
Per unit S, (Kfter
Tax Specfr. Tzr)
S, (Before Tzx)
0 > :
Quartity g Zrimrr

Example
— Suppose an indirect tax of $2 per unit is impesed on 2 Qood Win 20 Inical eguiibriun e IS
and equilibrium quantity of 600 units. This is shown i1 T2 =5 =iiowr

-

Price that | Frice that
consumers e ot Qs | Qs (bsfore 2x) Qs (aft=er =x)
pay ?
_ after tax - i
510 10-2=58 [ 100 | 1100 0 %
$9 9—2=$7 [200 | 1000 0 X, \0
$8 8—2=56 |300 | 500 T8 D
57 7-2=55 400 | 500 20 AT QY
$6 6-2=$4 [5008sw=a 700 S
$5 5-2=83 N 500 PNING
34 4-2=%2 |700 | 500 WAL
= g &

~ After the imposition of a tax there will be z difference between e o RoQyners nay &

amount sellers receive. ‘ ©
Price that sellers receive = Price consumars pay \'G‘ “\/“5-\
1 o “SigrI

-

- The new supply schedule will be according to the price that NS AAcave. This § shown nH
table “Qs (after tax)". i .

- The new equilibrium will be established at a price of $8agth 3 iﬁ:‘.\' tradad of 300 wnts WS
indicates that the incidence of tax is split between th tugmﬁs 2nd producsTs, with @ buren
$1 of tax on each of them. 5(\ ) < o R

The effect of tax on equilibium price and output, and th : é@cn of the ingidences of =X &1 308

explained by the diagram below;

@\
S
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¢

Frv.a
Frrics (hit A
CAABNBIS la7 paiet by a
[y IS B (et tay, )
after (ar h Ot e lay

o
Frar uoit }
tar = A\ 30 } '

Friec.ea that [ '
as pald b
sollar racsive anllar

after tay —l »
' 0 40 60 Quantity

por unit tax s the vertical rlm;mm taken from the new equilitrium to the ol
by '@ 10 the diagrarm above, It s W’ armount of tax levied on each unit of the product,

Perunit tas = Price that consurmers pay — Price that sellers r6a1/G
foral tax revenue 16 the per unit taz multiplied by the new equilibrium quarntity,
et the 17 Goos directly from the buyer's pocket to the government (incorme tax), o indirectty
from the buyer's pocket, into the seller's hand, and then to the government (sales tax) does not

matter Onee the market reaches its new equilibrium, buyers and sellers share the burden
regacdless of how the tax is levied, '

SUPEAY Curss, denctesd

The person who physically pays the tax is not necessarily the person who bears the burden of the
tar

pecause atar creates a difference between the price that consumers pay and the price that seller
receves, the burden of a tax typically falls on both buyers and zellers,

{’ Taz ncdencs on consumers = Prices consumers pay after tax — Market price before tax

Tar incidence on seller = Market price before tax — Price seller receives after tax

The more inelastic one’s relative supply and demand, the larger the tax burden one will bear.
The amount each side pays depends on the relative price elasticity of demand and supply.
Buyers pay the entire tax only in the case of a perfectly elastic supply or perfectly inelastic
demand,

Gellers, pay the entire tax only in the case of a perfectly elastic demand or perfectly inelast @

supply o(\'\o

XP
1. When Tax Burden is Equally 8hared Between Consumers and Sellers: o '\0
IfPED = PES, the tax burden is ehared equally, This ig shown in the dlagramw& N

. NN
Price that Pﬂ’r ¢ \)Qrbrl/

consumers Tax paid by S, (After tax) Q ©
pays consumers

after tax

37\ R
Per unit <
tax = $4 { 1] et K\

$3 1
Price that
seller receive Tax'gmﬂb @ ‘sr\
after tax o3 —>
0 40 66 Quantity

This rarely ever happens since elasticities are rarely ever equal.

Scanned by CamScanner



104

Uit d

2. When More Tax Burden is on Consumers

Price
Price that 0 Taxbpald —
cgnsx:mers pay y 1 S (before tax)
after tax
> $11=P,

Per uni _

_ $9=P,
tax = $3 $8=P, [*
Price that sellers Taxbgaid , 5

; i ,
receive after tax sellers » R

5070 Quantity

o

3. When More Tax Burden is on Sellers

Pric
ree S, (after tax)

Price that 'P
consumers pay [ Tax paid by Sy(before tax)
after tax consumers
9=P, 7 E
Per unit %8=P° 1 b/ &
tax = $6
x=® N / D,
$3=P,* a i
Price that sellers ) i >
receive after tax 0 ¥ 50 70 Quantity
Tax paid by
sellers
4. When Entire Tax Burden is on Consumers
- If demand is perfectly inelastic (‘@0
| Price -0 65\
Price that XM O
consumers D, 0 ’\0
pay Tax paid by | S,(after tax) '\0 N
,k consumers Sy(befor N’
$O=P, [irefermersrsne 0 "bq/
Per unit Q @0
tax =
S $5=pP, ol
Price that
sellers
receive
- If supply is perfectly elastic > Quaritity
o©

|
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Price
Price that 4
consumers .
pay Entire tax paid by consumers
E,
Per unit ] $9=F, T S,(after tax)
tax = $2 ! E,
$7=P, 2 ) Sy before tax)
Price that P
sellers
TBCEWB : Do
P
© Q1 Qo Quantity
ijre Tax Burden is on Sellers
vener Ent
5
Price
A
Price that
consumers pay S, (after tax)

after 16&

S(before tax)

Tax paid by
selley/
+ /K,

Per unit {$8=P° 1ﬁ// D,

fax = %6 $4=p, l / A

Price that sellers : i o

receive after tax o Q, q Qu aﬁinty
[ Demand Supply Tax In;:idence
' Elastic Inefastic More tax burde; on sellers )

}(}elasﬂc Elastic More tax burden on consumers :
; i “P_«fdecﬁyflastic - thle tax burden :on sellers (\@Q
Pertoctly inelastic - Whole tax burden on cqnsum%f' 06\
I_ - Perfectly elastic Whole tax burden on consygtds N
I - Perfectly inelastic Whole tax burden on e
VQ'D'

4 Elnsticity and subsidy benefits
Wheidies gy
|

WOAS' marke

Types of Subsidies
Specific Subsidy
Ivalorem subsidy

¢

& grants given by the government to firms to increase %@cﬁon and to reduce the
tprices. This is done so that consumers are able t @e sities at cheaper prices.

© ~\~\<\
N
>
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Spocific Subsidy

A flixed amount per unit

Causes a parallel shift in the supply curve

100

Eluua'y

Ad valorem Subsidy

Forms a fixed percentage of the price of the
product

Causes a pivotal shift in the supply curve

Prico F"[ ice
| bsidy)
Per unit Per qgit S, (before subsidy
SUbSidy Su (b@fore subsidy) subsi
ifi S, (after specifi
S, (after specific (a Su%es idy();
subsidy)
3 —>
0 Quantity 0 Quantity
Price

Price that 4
sellers receive

N

Subsidy benefit S, (before subsidy)

after subsidy o seller S, (after specific
1
a subsidy)
Per unit g-g,v
subsidy = $4 [\
/_ $5 l ............. E E1
Price that Subsidy ‘
consumers | penefit to - D
pay after Consumersi___i
subsidy S —>
0 40 60 Quantity

new equilibrium quantity.

When subsidies increase, the costs of
Per unit subsidy is the vertical distanc
Total subsidy expenditure by the governm

production decrease, and supply increases.
e from the new equilibrium to the old supply curv Q

e.
ent is calculated by multiplying per unit subsidéi\%\hg

X0
The benefit of a subsidy is also shared between sellers and buyers a(:c:&ang~ PED
& PES—similar to tax incidence. N\ '\,’\
- -
Demand Supply Subsidy befyg
Elastic Inelastic More subsidy b&pEfT el
: : More subsidy :
Inelastic Elastic consumerd &
Perfectly elastic - Whole &¢sidyQnefit to sellers
Perfectly inelastic - ‘:’houm &Y benefit to
- Perfectly elastic ;;S‘dy benefit to

Perfectly in

ole:subsidy benefit to sellers

Similar to how tax incidence
subsidy benefits also de

grant a subsidy for the welfare of consy

¥

&ﬁm

depends on the relativ E;.?‘fi:y of demand and supply, the distribution of
pend on the relative elasticity ofje

mand and supply. If the government is willing to

mers, it must consider the relative elasticity of demand and supply.
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Logiirg B SRR & Bl gradunt whene derrand ia ref

Airely rrore claghe mae -
o Lo f's pre ';" T il ”‘3‘!.“41’0, P‘,(}”‘r[@f & oy > 3N s

- :
.
,,‘44

‘ -y ’\’, :FI/ .)!d C;‘. ;‘air"' n)/f - “ ! "
(o . il ;,U"”‘/h wtastie, ©a Sy f HKCEsehe when
i ¥
nf.f')'. /5 ‘F("‘W& /
"u 0" YED‘
flcations :
gcol AP
P o o g SRR “r businesses and fur governments in forecasting the future
Y ,\,;r;--: {/"W tiptigs S SRIBTET GALIS B sarfees | ernergng rareets like China and India, for
X

S VA EHS rien) srnle dernznd riene cars. Production changes need to occur to satisfy
o

s o St A D] b R e sS4 scrnrredate the increased dermand.
el ,}e"!’l(: FAra
nis

(1 1) et bl SETaTS derads winat prics and prormotional actisities they should undertake in
it ? 7 s e s vl (e Ats nen the economy s moving towards a boom, the general jevel
"‘:’J (A W pstetr g hasing narmal instead of cheag inferior goods. If the YED for a
dJ ,-f//"’“/; ’;,4,:;,&,. frian 1, then getesed bl te arpected o grow rere rapidly than consumer incomes.

"’”ﬂ:» (e sty S e snteate on prerneting lusuries through attractive displays, advertising,

AY

! "l
N

D A s es. Sl sallers should promote lugury iterns at the end of the year as
gt A w ':W s are Al in s gt onented society or when Crops are sold in an agrarian society. On
pe 'T;,,,, ety s MY s tonards a slump (ie., a recession), sellers should promote goods
!'*z 'f,:i' lg‘/ﬂ' A5 a5 (OUAE's INme kesels are falling,

»l J

practicnl Application of XED:

(s slast ity o8 61N L be helpful for sellers in lmaking decisions re‘g'arding which goods' should 'be
g isl) sl st (e s should ba charged under dvffergnt market cond!tlons. For example, if the price
SAifles ses 1sa sellors should raalize that consumers will buy more tea; in order to encourage that, they
st It d imers protnetional activtios and advertiserments to increase their sales. Increases in the price
o ftes als, W stine s/tant, enable toa sellers to justify increasing the price of tea. The opposite would
e e vate of & decrsase in the prica of coffes: Now the tea seller must lower tea prices in order to stop
ymstnets i st hing their demand to coffes,

Lioss elasticity of detnand also helps sellers decide how and when to react to changes in the prices of
unglstnetitaty goods If cars are cheaper now, tyre sellers can take advantage of low car prices by
nsasing their salos of tyres through promotional packages, discounts, etc. On the other hand, an increase
ithe price of Lars will foree tyre manufacturers to reduce their price in order to match falling demand. Price
wis and special offers like 'huy one, got one free' can prevent sales from falling.

Companies afe netsasingly conterned with trying to get consumers to buy not just one of th% ct?

I & Wl ranges of sornplatentary ones, .., computer printers and cartridges. XED will§ se
DO il ates 10 complementary and help a company introduce a pricing structure rates
e tevenie | o instance, markel research may indicate that families spend most mp taurants
When &t il el

ata olfered, ovon though the PED for meals is low. In this case, fOeX e, the high

:"?!’Jﬂ"‘vu ass elaslivity betweos meal prices and the demand for soft drinks (s psi Cola and
|,"' A Ltla) neans thaf although the revenue from food sales may fall, the soft drinks may
Hsase s indicates (af

Nmmtﬂulunul s

il W heed Lo Inlroduce & more sophisticated pricing structl‘r\e'@ Ioo@g at the relationships
Wi “‘.’:“l:ln lllnnlmi W for all products and services offered.
10W e

O Cory us ofcross elasticity of demand, a firm can react effe b W_&gn the priée of its substitutes
mlmmulrlu:: "enls change, This way It can maximize its profits tz; x@venue and keeping costs to a

D
LI 3
MlTATloNa OF THE CONCEPT OF EL%&Y

e ygef, 4
“‘:L'T:ht Ol elasticity concepls i restricted bw @¥Ing limitations: ' ‘
The 4 8lWays basy—or even possiblo—to CNIc elasticities.

10 (Jal: , N ’
and l‘"“;‘ﬂ noaded for working oul elasticities MM come from past sales. This data might be old
Markel conditions m ght have changed since then.
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o imated using statistical sampleg In
oducts, elasticities may be est ther forms of market researcy, Via s

In the case of new pr f inaccuracies as 0 ,
oct to the same kind of N s <
they will be subject tfémes are based upon ceteris paribus (i.e., only one variable changes ata

=)

Calculations of elast f
it ici i ' e course of time.
i?t?:t:q:rehmstial price change, the elasticity can easily vary with th

PAST PAPERS QUESTIONS
Types of Elasticity
(June 2017/P23/Q2/a)

Use the concept of income elasticity of demand to explain how a rise in incomes would affect the demang

for an inferior good and for a necessary good. g
g

(June 2017/P22/Q3/a) N o :
Explain how economists use the concept of elasticity to distinguish between substitute goods gy4

(8]

complementary goods.

(June 2016/P23/Q2/a) . e
Explain how economists use the concept of elasticity to distinguish between normal and inferior goods and

between substitutes and complements, (8]

(Nov 2015/P21/Q2/a) -
Explain, using the concept of income elasticity of demand, how a fall in incomes affects the demang for

inferior goods and necessary goods. [8]

(June 2015/P23/Q2/a)
With the help of diagrams, explain how economists use the concept of income elasticity of demand to

distinguish between inferior goods and necessity goods. (8]
(June 2015/P22/Q2/a)

Explain how economists measure the way in which demand for a good changes when income changes
and, with the help of a diagram, show why some goods are classified as ‘inferior goods’. 8]
(Nov 2014/P21/Q3/a)

Explain the factors that determine whether the price elasticity of demand for a product has a high value or
a low value. [08]
(Jun 2014/P21/Q2/a)

Explain whether you would expect the price elasticity of supply of an agricultural product, such as rice, in a
market to be elastic or inelastic, @8]
(Nov 2014/P22/Q3/a) (S
Explain why the value of income elasticity of demand for a good can be positive, negative or zgr ‘glk’e
value of its price elasticity of demand is most likely to be negative. 76\' 6 [08]
(June 2013/P23/Q3/a) o O
Explain, using economic analysis, how economists decide whether goods are substituté'\\?om lementary

goods. o qu’ ‘ [08]

(June 2012/P23/Q3/a)
Explain how income elasticity of demand and cross elasticity of g ify different
types of goods. Y demand:;n R ciassity d [08]

(Nov 2010/P21/Q3/a) N <O

With reference to the relevant type of elasticity of demand explain ®\ o

(i) inferior good, and ' @

(ii) complementary good. Q} Q\‘\ [08]
(Nov 2001/a) [

Explain price elasticity of demand and income elasticity of ﬁ@' el

(Nov 2000/a)

N
Explain price elasticity of demand, income elasticit @ ' -y 10]
' d ) [
(Nov 1999/a) y Qbe and cross elasticity of demand
[12]

Use the concept of elasticity to distinguish between a normal good and an inferior good.

= Scanned by CamScanner



14

Elasﬁu‘y
M v

wggla) e concepts of price elasticity of demand anq i -
‘Ju";uish betw@;e” th INcome elasticity of demand, [10]
tif 6)(a , ici o
3““. :hg:co)r(‘ce pts of price elasticity of demand and income elasticity of demang, (0]
in
0%, 9g6/a) i and il . .
19 mples, explain and illustrate price elasticity of demang i
(,;ov aid of exa ' d + Cross-elasticity of demand
W sty of demant s
E,M‘”ncome elasticity of demand. (2) cross-elasticity of demand, 0]
|
(" 4/a)
19941a) = i ici -
g{::;i'n orice elasticity of demand, income elasticity of demand and cross-elasticity of demang. [12)
993/a) . -
gx:;‘;n‘:mce elasticity of demand and income elasticity of demand. [10]
ov 1991/a)

Exlain carefully the concepts of price elasticity of demand and cross-elasticity of demand. [10]

uses of Elasticity

(June 2017/P23/Q2/b)

(June 201 7/P22/Q3/b)

Discuss which measure of the different types of elasticity of demand is most useful for a business when

setting the price for its product. 2]
| June 2016/P23/Q2/b)

Discuss how knowledge of the differences between these types of goods (normal / inferior goods and
. substitutes / complements) would help government policy makers and entrepreneurs to make
| decisions. [12)
. (Nov 2015/P2/Q2/a)

* Astudy estimates that dark chocolate has a price elasticity of demand of (-) 0.8 and that white chocolate

* hasaprice elasticity of demand of (-) 1.4, Explain how chocolate producers could change price to increases
* total revenue for each type of chocolate.

8]
f.s‘; (Nov 2015/P2/Q2/b) &
. Discuss the policies that businesses might adopt to maintain sales when incomes are falling

of Ao
.~ Discus ang er
~ Which is most likely to be successful. X0 @'{121

O
(June 2015/P23/Q2/b) O
| Discuss how, during a world-wide recession when incomes in most countries are falli nPhnists might
use the concept of income elasticity of demand to assess the impact of this recessino q/'\ (12]
s ({uno 2015/P22/Q2/b) \) P

Discuss how usefy

| governments might find the concepts of price and incomg @ of demand when
| Setting economic policy.

0 [12)
(Yun 2014/P23/Q2/b) N =
- Discugs why busi

L 4 ( ‘
e nesses might attempt to change the price elasﬂ‘?’&@mand for their products and
Sider whether it is likely that they will be successful in their atte -6\,
R

: (12]
i “i‘:cv 2014/P21/Q3/b)
L °CUSS Whether it | i the price elasticity of demand
,:; its Product It is both possible and beneficial for a buslrbs(b@hange P ty [12]
f Nov 2014/p22/Q3/b) o©

| CUsS whethgr

- 2bugipe, " price elasticity of demand is a mo % oncept than income elasticity of demand[ 11'3}'
88 that is trying to increase its sales revenue
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flavours if it wants tg ;
(November 2013/P21/Q3/a) ~dopt for each of the e
Explain the pricing policy that the firm should adop ®ase oty
revenue. . lw}
(June 2012/P22/Q3/a) y might introduce a policy of raising fareg at by,

f

i an
Explain, using elasticity of demand, why a train comp

imes.
travel times and lowering fares at less busy travel tim [Cej
J 2012/P21/Q3/a . in some countries t
I(Ex:t:n:!, using elasticity )of demand, the poss'b,letrer?:ggrst why in here has been .
increased use of private transport instead of public tra - [08}

June 2011/P23/Q2/b o . ’ .
E)iscuss whether the payr?went of government subsidies to farmers is a beneficial policy.

(1)
(June 2011/P23/Q3/a) , i | goods differs from that of
Explain how and why the price elasticity of supply of agricultural g manUfactureg

goods. (0g)

(Nov 2007/Q/b) . : ; :
Discuss whether a firm's revenue would increase in response to price and income changes, if the Price

elasticity and income elasticity of demand for its product became highly elastic. [12)

(June 2006/Q2/a) , lasticity of X .
Explain, with examples, the significance of the value of a good’s cross-elasticity of demand in relation tg its

substitute and complements. (08)

(June 2004/b) . . .
Discuss the usefulness to businesses of a knowledge of price elasticity of demand and income elasticity of

demand. 12]
(June 2003/b)

Discuss whether farmers will benefits from producing goods which have low price elasticities of demang
and supply. [12)
(June 2001)

Discuss the extent to which price elasticities of demand and supply can be used to explain why

manufactured goods typically exhibit greater price stability than primary products. [25)
(Nov 2001/b)
A government is proposing to increase the tax on petrol. Examine the relevance of price elasticity of demand
and income elasticity of demand for this proposal. 18]
(Nov 1999/b) é
Discuss how a knowledge of price elasticity and income elasticity might be of practical use to a WN%
(June 1999/h) S R%)
(D1i)s,cuss the usefulness of these concepts in predicting the likely future demand for o\' ,\0

rice
(2)  restaurant meals. ,\o /,\ [19]
(Nov 1998/b) N

Explain how an understanding of price elasticit e q/ ic
. y of demand, cross-el me elasticity
of demand might be useful to g Company selling mobile telephonesaStICIty of dqa%@(bmco (19]

(June 1996/b)
Assess the usefulness of

(i) new cars 1ese concepts i predicting the sales in Au ”é’\%fé o
\é.\er

(i) second-hand cars,

(Nov 1996/b) &

A city bus company proposes tg redu % ~§\ .
. . . lain

the Ikely eftacte my ook € passenger fares. Wh%c%@ﬁic concepts might be used 0 exP[ 9

(June 1995/p) o) 4

Discuss how an understangi E
s ' Ng of price ici Q-n : et
elasticity of demang might be of yse toa cgrlralzg?(letly ma e cross-elasticity of demane . [15]
Cturer,
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995®) . o elasticity of demand, discuss the fike|

: y effects of |
s Le |n(; el
oods and services. reasing the Jeneral i
TALGvVE! of

0v1994/b he recession in Europe to search for Promising wealth ne (13)

. i d top German desi W markets, the o
otion BX n in Dubal attracte PO gnernames supp|  the Gerrs
Zjods Th;bnTlge response to the exhibition was extremely posltivop‘()CZt':rI‘tg nmf r:',n;;”‘;". -‘ulw,(\,,:: l(“r‘; “tf /
ewel€: i ' 5,3 November 1q¢,. /™4
e fhese terms be applledttr? thg market for German Luxury goods, and (given, "1 K0 1447)
¥ CaEaSTem state) how might they be used to explain the success of the exhibitio}]? '3t Dubai is, fich
e g
W0 9 3ib)

(12)
(Juné ices increased for both bread and air travel. Incomes also

: . ncreas
in 199 i, analyze the likely effects of these increases on the congum fe Y

$ing the above el

1o 9921d) Plion of these products, (1
1992/d) , . 6
g;l:iﬂ why, with no government regulation, the prices of agricultural products might be
ver,
Jnstable: k oll
June 1992Ib) . . i ‘
iyou had the task of promoting a holiday resort with its various attractions how far could these concepts
help you? s
E (Nov 1991/b) . (13]
Using these concepts explalp and- comment on the strategies you would recommend for increasing the
sales revenue of @ small business in your country. 9 (15
(June 1991/b)

S

Explain and comment on measures which might be taken to increase the revenue earned in your country
from foreign tourists.

(15]
peterminants of P.E.D & P.E.S
(June 2016/P22/Q3/a)
Explain the meaning of price elasticity of demand and, using examples, outline the factors that would cause

- the demand for a good to be relatively price elastic.

(8]
(June 2016/P22/Q3/b)

i Discuss why entrepreneurs might want to change the price elasticity demand for their product and consider

the extent to which this is achievable.

2]
| (March 2016/P22/Q3/a) (‘GQ
Explain two factors that are likely to make the supply of a product relatively price inelastic. . O 6‘{8]
(March 2016/P22/Q3/b) \'\ O
Discuss the policies that governments might use to increase the price elasticity of supply of angOOds'
and assess the likely effectiveness of such policies. \\ /'\ (2]
(Nov 201 5/P22/Q2/a)

tﬁ‘ls : price elasticity of demand of (-) 1.4. Explain how chocolate producers co price to increase

‘:“S‘Udy estimates that dark chocolate has a price elasticity of demand of (-) (@ ‘S? hite chocolate
c
ol revenue for each type of chocolate. ¢

(8]

(Yune 2015/p2/q2/a) '&QKQ |
Explain two factors that are likely to make the supply of a product r@ﬁw é)ﬁhe inelastic. (08]
(J‘une 2015/P2/Q2/b) & "
ch:cnuss‘hqw governments might attempt to make the supply J%&h‘entnal good more respo i
" 9€1n its price and assess the likely effectiveness of sucr&tt .

Une 2006/Q2/b) :b | | N

SCUSS whether the demand for mobile (cell phones),is t@qbe price-elastic or price-inelastic.
et &

) Explain the, difference between elastic, inelastic antigkeéd supply.
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El..m:hy

(b) Discuss whether the elasticity of supply of manufactured goods is likely to be greater thap, the elas
iy

of supply of agricultural goods.

(June 2003/a) [12]

Explain what influences the price elasticity of supply of a product. [
Og

(Nov 1992/a) ‘
With reference to the market for housing in your country, discuss whether.

-the demand for housing is price elastic or inelastic.

-housing is a normal or inferior good.
(June 1991) (15]
(a) Is the foreign demand for holidays in your country income elastic? 05
1
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CONSUMER SURPLUS

e s zr= willmiz To T2 3T T ONCE Tt tey :
The dffference between the maximum Drice COTSUTES T L TR A,

pa2y

EXAMPLE:

) - e e 5 Wil T D2y O JvEn Quartites
The foliowing table shows the mzyimum ZToUTE 2 SIS

- e

Quanity W wilinz © 228 |

” o

Nl ™M

wn

Suppose the consumers buys ‘4’ units 2t the price of $30 each. What will be thedr consumer surpius
(i) for'4 units
(ii) of the "4 uni?
' i ice i Consumer | Total consumer
1 Quantity | thng:;ass 0 P"sc,: " sumlu;n?tf each | sorplos \
S 100 20 100-30=+70 |70 -
2 20 30 80—30 = +50 | 70+50=120 i
7 50 30 | 50-30=+20 70+50+20=140 |
4 | 30 L 30 30-30=0 70+50+20+0=140
5 20 [ 30 - - i

(i) CONSUMER SURPLUS FOR FOUR UNITS:
Willingness to pay = 100 + 80 + 50 + 30 = 260
Actual expenditure = 4 x 30 = 120
Consumer surplus = 260 — 120 = 140

(ii) CONSUMER SURPLUS FOR THE FOURTH UNIT:

Willingness to pay = 30

Actual expenditure = 30
Consumer surplus =30-30=0

=

ey

hot ch buyers in the market value each unit

Total area below the demand curve up to a certain quantity shows the willingness to pay.

Consumer surplus can never be negative @fb
Graphically L

The height of the demand curve measures
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LSovernma ;
: ant m'Cfo'-‘COnom' )
W ic 'mef\/enhgn

price Price
A A

willingness lo pay Actual co
d nSumer expendityre
;"t :". PO e
Do
N O,
0 (872 Quantity O Q, Quantity ~

The price indicates the amount they actually pay for each unit.

The area quantified as price multiplied by.quantity represents actual consumer expenditure.
The difference between these two—the triangular area below the demand curve but above the
price paid—is a measure of the total consumer surplus up to a given quantity.

Price Price
A A

Consumer surplus Consumer surplus

DO Do
Quantity O Quantity
| DETERMINANTS OF CONSUMER SURPLUS (\@0
3) PRICE: | .0 @/\
As the price of the product decreases, consumer surplus increases. ,\'\ 0

P| — CS?t -
Pt — CS] NV R

Price \30 n_-)q/

<l

~

0 do , Quantity i
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116

Unit 4

TY OF DEMAND: o
b) PRICE ELASTICI greater the consumer surplus. This is illustrated in {pe

The more inelastic the demand CcUrve, the

following diagrams.
PED Consumer Surplus ‘
Elastic aEoPo Priceii
Inelastic nEoPo
‘I—;t;ectly Elastic Zero
perfectly Inelastic Infinity D (Elastic)

D,(Inelastic)

(0] Qo Quantity g
?"w Price D, (Perfectly Inelstic)
N
5 Irfinte
Corsumer surplus
Po E D, (Pefectly P, I o E,
Elasic)
0 Q, Quantity o Q, Quantity

PRODUCER SURPLUS: (‘?\0
It is the difference between the minimum amount that the sellers are willing to accept for theg&gé@ of
the product and what they actually receive through the market. ,\Q
N
(

Producer surplus is not the same as profit. \\0 P
Producer surplus represents the gains received by all parties connected to the pro 0 ’}‘a good such
' Z owners of 16

as raw-material suppliers, workers, landlords, etc.). Profit, however, is only re
firm producing the good. Q

e x&
¢ céa for the given quantmes,
xQ

The following table shows the minimum amounts that sellers are willi (&a
Suppose the market price is $70; producer surplus will be: & .

Quantity Willingness to Pricein | Producer each Total producaf
accept $'s a&am surplus

; 38 70 _ Q- ®=40 40

3 50 Lt 4.%\'?'2%30 40+30=70

2 20 70 05020 _ 20+30+20=%0

5 70 70 ~N"70-60=10_ 4o+30+20+1°’oﬁ1oo
70 70-70=0 40+30+20+1o+
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,gr"ic"”y of the supply curve measures the minimum amount the seller is willing to accept in the
¢ h

t. , ; :
CafZlg\l;l (he supply curve up to a certain quantity shows the minimum amount that the
ared )

total A" accept for that given quantity.
e g willing 10 accep Price
A

' (‘Wilhng to accept

» o
LY — : ~

.

5 Q, Quantity 0 Q, Quantity
rice indicates the amount the seller actually receives for each unit.
?:;Zrea quantified by price multiplied by quantity represents the actual revenue received by the

-sri”eegifference between these two—the triangular area above the supply curve but below the

price received—is a measure of the total producer surplus up to a given quantity.

Price Price
1 1
Producer surplus S, Producer surplus S,
P,
b r
. B : -
0 Q, Quantity 0 Q, Quantity o(ff\()
DETERMINANTS OF PRODUCER SURPLUS \} Q‘O
¢) PRICE: 0' ,\Q
‘ . N
As the price of the product increases, producer surplus increases. \\ X
Pt — PS] \O( 0,
P| — PS| O

Price Q

)

0 Q, Q, Quantity
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Unit 4

d) PRICE ELASTICITY OF SUPPLY :

~ Price
~ OPo

——

ok

The more inelastic the supply curve, t
diagrams
PES Producer Surplus
Elastic bEoPo
Inelastic 0bPoEor
l Perfectly Elastic Zero

118

T Producer Surplus

bEoPo

*fA_ bE P+

_

he greater the producer surplus. This is shown in the ¢

Price

1\

Government mucr
Oecon%‘ e
L.

OFD'II P
J

S,(Inelastic)

S,(Elastic)

Quantityﬁ

In case perfectly elastic duply producer surplus will be zero and in case of perfectly inelastic it will be equal
to total consumer expendture.

Price Price
3
A 1 S, (Perfectly inelastic)
Producer surplus = Zero
E S, (Perfectl

P n v y

: ! Elastic) P 1 &

Producer sumplus
0 Q, Quantity - Quantityﬁ\ @

TOTAL SURPLUS:

Price \\Or\”\\
1 Consumer surplus Q\S%E‘)L

Producer P,

surplu\_ :

b SO
0@’ D
Qg
0 "Yi“\ R
» Quantity
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S "“ewembn
Tota! Surplus = Consumer Surplus + Producer Surpl
us

_xCY AND MARKET EQUILIBRIUM o
¢

t. Each point alon
o . g the sy _—
- —um prce for which the units of a good could be produced without Zp:gscu:ve Indicateg
oo ro other third parties are affected by the production of this good, then ths O the selfer
:; ; curve represents the opportunity cost to society of producing ang selling thee ohtotth
.= oot 3'0ng the demand curve indicates how consumers value an ext - good.
£ac O Xtra unit of the good—th
. ws maomum amount the consumer is willing to pay at
ar‘-;;’” g :’

for the extra unit. Agai .
ties are affected, the height of the deman gain, assuming that ne,

d curve represents th : .
4 s2lling the good. @ benefit to society of

1y trre e consumer's valuation of a unit (the benefit
iy the unit is consistent with economic efficiency.
e

by trree e consumer's valuation of a unit (the benefit) is less than the
st wEing the unit is not consistent with eco

producer's opportunity
nomic efficiency. The trade wi
oz Sor both parties,

I not result in a mutual
v )

jree oty e bugers and sellers are affected by production and exc
g guie a market toward an equilibrium level of out

g i s 1BILBNON ¢

hange, competitive market forces wil
put where all units that create more benefit
shann by the height of the demand curve) than cost (opportunity cost of production
yow uf e hevht of the supply curve) are produced. This maximizes the total gains from trade—the
gritess e 1epresented by consumer and producer surplus,

Government Microeconomic intervention

}
.

Financial intervention Regulations

:

Price Controls

Bubsidies

A

’ :
Maximum Minimgm
Price Limit Price Lim

N\ teed
Purchase By Guaran
By Law b%gt ﬂ:eme Price Scheme

>
F O 4
INANCIAL INTERVENTION: @

it s
Bt |

. duction
to influence pro
sUch as taxes and subsidies, are frequﬂﬁ’r‘:’"’d by govzrr:f;::":;mem goods are usually
" Urices ’Uf n:wldg range of goods and services in the market. For ex '

_‘A
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120
Unit 4

{ subsidies, involving 2 direct payment py the
l;mers less than it should be: Typncally. Subsidisg
and that might not be provided in a free Markey
the case of staple food products ang Publie
from low-income families,

subject to high rates of indirect taxatfon. By gorll;iz
government to a producer, make the pncg paid by iy
are paid for goods and services that benefit th'e con;Sid i
These payments can be in the form of a partial su ) f)é.r fidred
transport, or total, as in the case of free school meals

Taxes — direct and indirect

- izati by the

At be defined as a compulsory levy on private individuals and organizations by government o
ax can be . . ervices.

raise revenue to finance expenditure on public goods and s

Canons of Taxation

Adam Smith, the leading classical economist, set out his so-called canons of taxation. These state thay a

‘good' tax is one that is: 4 to should pay more
e Equitable—those who can afford to shou )
. Egonomic—the revenue should be greater than the costs of colle;;ﬂon
» Transparent—tax payers should know exactly what they are paying
» Convenient—it should be easy to pay.

Tax Systems

, . i ts should be aware of the impact
In collecting taxes and in the development of taxation systems, governments s ‘ ne impac
a tax has 3;1 the various income groups in the economy. This is entirely consistent with the equity aspect
of the canons of taxation.

The relationship between taxation and income varies for different types of tax. Three fela}iqnships can be
identified: progressive, regressive, and proportional. The significance of lhIS' classification is important from
the standpoint of equity. As incomes increase, people clearly pay more tax in absolute terms; what is more
relevant is the percentage of income paid in tax.

Progressive Tax Proportional Tax Regressive Tax

Progressive taxes are those A P roporti(?nf'il taxjs anein which Regressive taxes are those
that, when income rises, the nereases !n income arg matched that, as income rises, the
proportion of total income paid Py proportlonallyleq_ual nereases proportion of total inclo @()
in taxes increases. in the amount paid in tax. The tax o mf\
rate is, therefore, constant. paid in tax falls. '\o 3
Ina p_rogressive tax system the | In a proportional tax system the In a regressive t@;
marginal rate will be greater marginal rate will be equal to the the margin &Wﬂkb
than the average rate and ART | average rate and both ART and lesser th \ ’rage rate
will be rising, resulting in a MRT will be constant; therefore, and alling
more equal distribution of there will be no effect on overall res i Qmore unéqua-l
income. distribution of income. dwibum of income.

E.g.: Income tax *Nor

E.g: VAT and GST E .g?\@rofessionals tax in

istan

e
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1atg of tax
. Hates of (2, o ——

u”
[
progressive Jax

rd

/ Proponional N

/ | " A
, N

Ragressiva Tay

’ - e e et e e——— e . ——— e ’ S

jncome 0 Income 0 I, e
| Examplo Example B
gggpﬂ Y1 = 1000 Y1 =1000

Rate of Tax = 10%
Tax Revenue = $100
Yz =$ 2000

Rate of Tax = 10%
Tax Revenue = $ 200

Rate of Tax = 10%
Tax Revenue = $100
Y2 =3 2000

Rate of Tax = 8%
Tax Revenue = $ 160

10%

, of Tax
Rate © $100

Tax Revenue ’

Y ¢ 2000

\ rate Of Tax*
i | 7ax Revenue”

|
|

The average |
pxes. All forms of taxation are

(o have a low average

- 15%
% 300

e ——

ato of taxation (ART) is defined as the average percentage of total income that is paid in
included in the calculation, It is dearly more equitable for the poorest income
tax rate; by contrast, higher earners should have a higher average tax rate.
I 400

Income
The marginal rate of taxation (MRT) is different, It signifies the proportion of an increase in income which
i paid in taxes to the government. In a progressive tax system the marginal rate will be greater than the

average rate resulling in a more equal distribution of income.

groups

ART

Change InTax

MRT - %100
Chango in Income

Typos of Taxes

Direct Taxeos
Those taxes which are levied on individuals' and

firms' incomes and wealth and for which the
burden can't be passed on to others,
Eg.

Income tax
woalth tax
corporation tax
Inheritance tax
copital gain tax

Advantagos

Rovonue:

1

1 l:':: flovernment collocts revenue from direct
ho by ""; s spending on infrastructure such as

Uilding of roads, hot '

?omﬂ": g , hospitals, airports, etc.
U

2 nu’t\:::”“" from direct taxes is cortaln and stal
u,,,,,:m""’ can plan thelr expenditures for th

"I yoar on the revenue they expect from

Indiroct Taxes
Those taxes which are levied on expengs

R
goods and services and for which theQ n
be passed on to consumers. () "
E.g., '\0 ’\

general salos tax (G N’
value added ta rbq/
tariff/custom d@a Q)
motor vehiclgtaX (1)

* L)

Disadvantagos

\
‘ob(\“"\ -

) b \?;' of Rovonuo
W16 colloction from Indirect taxes is linked to
é&ﬁcl sales In the coming year, thoreforc:. it
1Mks cortainty. Aclual revenue might be far below

or far above expoctations.

diteey oy

BN |
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Unit 4 M,
I -y e Income from Poor to Ry
Redistribute Income from Rich t?, Pnommrp_- indirect taxes are usually reareasive in naty,
Direct taxes are usually progressive & > o % | as income 1SS, the rate of tazate 19,
the rate of taxation nses with increases In | & . oor bears a great LU P
ncome. Therefore, more tax IS collected from Therefore, Ihe_pJ Thﬂ e Jr ater burder ¢ the
5 | thench. and the ccdr are exempted fromincome tax lhinbthe :rlyihficherernpgc;: g:rfzf:;rne 'bmmzr ar
NN : the rich beco a 1egressive tag gysy
tax payments. Even f the poor eam below a J - , , ’ i “Wstern
certain level, they might be subsidized by the | SO, mequahtleg Idlsp:truet;ﬁso:)g.t:ecr1 the rich ang
government. Direct taxes, therefore, reduce | poor increase In a sy indirect taxation
| inequality (the g2 between the rich and poor). i —Nat o
Deflationary in Nature Inflationary in Ta uCr:ST iivf
Increased direct taxes (e.g., income tax) reduce Inqlrect taxes (e.g., ) usually form part of t,,
disposzble income and, therefore, reduce | price of a prodpc@. Therefore, any increase |
4 | spending in the economy. Lower aggregate indirect taxe§ wn!l increase the prices of gogds
4emand will bring the price level down, thus | causing inflation in the economy.
reducing inflationary pressure. ]
No Tax Burden Tax Burden y ‘
5 The burden of direct taxes cannot be passed The burden_ of indirect ta;ges can be passed 1,
sver ta others consumers in the form of higher prices.
6 According to ability to pay Not according to ability to pay |
Not Avoidable Avoidable '
Anycne who eams an income beyond the tax- Anyone who does not buy a produgt will not pay |
- axempted level (e.g., Rs.150,000 per annum in | the tax on that product. Therefare, indirect taxes |
It | are avoidable. |

Sakistan in 2006) has to pay income tax.
cannot be avoided.
Disadvantages

Expensive to collect:

High cost of collection, keeping records, pursuit

Advantages

Cheaper to collect from a company that might
charge it to consumers by raising their product's ‘

of defzulters, etc.

Discourage Savings
=5 ncome T= Ydi=ClL SY

price. 1
|

Do not discourage savings

" Disincentive to Enterprise

-

| &9

| taxable limit will not pay income tax.

i
———

5

-

. .

Narrow Tax base

Direct taxes have a Very namow tax base. Very
tew people fall in the tax net of direct taxes; for
exarmple, income taxes areé only levied on those
who are eitner employed or running 2 business,
and earning 2an income beyond the tax-
exempted level. Those of old age, children, |
nousewives, and the unemployed, along with
pecple who are earning pelow the minimum

Wider Tax base.

Since these taxes are levied on goods
services, all people will pay them, imespech ‘
their age, sex, and income.

Indirect taxes have a far wider basaég@;l 3',
o0

taxes.

|

Disincentive to work
Direct taxes (e.g., income tax) discourage work.
Tris is Lecause they reduce the willingness and |
rrertiies of workers to work overtime because
5 mapr part of their extra income would be
denucted as tas

]»
No Disincentive to JQ(b
o@ and services, they |

As indirect taxes ar g
do not discourag%.
ot

Seritar o “deincentive to work”, direct taxes
dncnage businessmen from putting in their
rest efforts into ther worr.

X
N\

0

Can’t be Used to Discourage Demerit Good

$& to Discourage Demerit
high tax on cigarettes wil

umption. /
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_— h(:—a*r?di}ii:’{,‘u};,’é;;| |
’ E.g., tar Mports ) —
 Discourage Imports Directly forg - tanffiduties mah“'ﬂcuy ~
c,nn0 Cing peopla to - T IMports ox
! substitutes ., o lCh the, derman, Peninee
be corr ance of Payrmerge t" s |
U — ected JMents, des |
7 ents have decisions to take regarding thejr tm‘«'ﬁ_\_% 7 R ey |
emm i and indi ) €s, the m ; o ‘
-‘-\f‘oalaﬂce petween direct and indirect taxes. A trend in many econg oot mportant being achieying o
0% indirect taxes on expenditure since these can | Mies has b 1 ¢, g the
Al ! . incres

~¢"% 4 corruption, and do not interfere with the work ir sually be collecteq Qickly, are o (oo

0N . : centive pro ATRESS gt 1,
0% prwith this strategy are therefore Supporting a regressive tay Sp t blem. Those ECONONMies 1, (t: )
P 4 middle-income eamers. This is partic ystem—ane thay o are

, Wil NGt be ye
2 e
Oping and emerging ec Iked

g4 Lnomies,
stablishing a secyre tax regime ”

ularly the case in deve|

. W ) . . K
::re {15 easier 10 levy indirect rather than direct taxes as a means of e

purpOSes of taxation
('l
To collect revenue
! colectrevenue for the govenment developed countri
0 atries depend mainly on indirect taxes.
furo redistribute income .
The government can reduce income inequality in four ways:
Progressive tax system whereby the higher the income earr : _
_ Higher indirect taxes on luxuries (e.g., cars and liquor) amed, the higher the taxes paid.
_ Higher indirect taxes on luxuries (e.qg., cars and liquor '
- Negative income tax (only in the United States and the Unit i
less than the minimum level of income. the government’;se}émgé%rgs)idlfthe household eamns

subsistence-level income. Itis an inc i y s0 that they have a
el of income. ome maintenance scheme. The amount paid is related to the

3. To combat inflation

This is done by imposing higher direct taxes, especially income tax, which will cause disposable i
fall. When this happens, demand pull'inﬂation will fall, thereby controlling inflation. posablé income to
Note: Indirect taxes will only worsen inflation because prices will be increased by such a tax.

4. Tocorrect an adverse balance of payments

By imposing tariffs, the price of the imported good will rise and (assuming demand is elastic) this will cause
afallin demand for the imported good.

es depend mainly on direct taxes while developing

5, Tocheck consumption of goods which are considered undesirable
An example is high indirect taxes on cigarettes and liquor.

6. To protect locall/infant industries , , C’\lo
By imposing higher custom duties on imported goods. This causes the prices of imported gooiszggga d
OO

(assuming that demand is elastic), therefore, demand for imported goods will fall.

N
EFFECTS OF AN INDIRECT TAX ON CONSUMERS, ss@kﬁs, THE
GOVERNMENT, AND EFFICIENCY: Q‘)Orb@

) ©

L‘\i“zp‘g

Price S, (after tax)

S,(before tax
a Q) Q\{\\'
P, :
p, |8 l t
P, M ¢ .{0
D,
Quanlv
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Unit 4 124
- —
—;e;;r:'}:: After Tax
1 5 | Ss
Supply curve ”—L"’/EET—’_—
Price that consumer pays ’__C_)&,___/,B,FTZ——————
Price that sellers receive JL"—”,’E)’QT_———
Quantity traded 0OQo B
Consumer surplus a Po Eo abF: :
Producer surplus b Po Eo E1ZC
Per unit tax - B
Total tax revenue
Reduction in consumer surplus - Ps E1EoPo
Reduction in production surplus - PoEoc P2
Tax from consumer surplus - PoP1Eif
Tax from production surplus - Pofc P2
Dead weight loss - EicEo= (Eleo+fc Eo)

The above diagram illustrates the effects of the imposition of an indirect tgx. The initial dem_a.nd'curVe is [?O'
supply curve is So, and old equilibrium point is Eo (with old equilibrium pnce_?o _and ok_i equilibrium quantity
Qo). The triangular area that is below the demand curve but above old equilibrium price Po rg;?fe§ents the
old consumer surplus (aPoEo). The area above the old supply curve So but below old equilibrium price
quantifies the producer surplus (bPoEo). The amount per unit that the consumers pay and the sellers receive
for the good is Po. As the indirect tax is imposed, the costs of production for suppliers increase, causing the
supply curve to shift leftwards to S;. decreasing the quantities that suppliers are willing to sell for every
given price. The new equilibrium point is E1 (with new equilibrium price P1 and new equilibrium quantity Qi).
As can be observed, the equilibrium price increased, but the equilibrium quantity decreased. The
consumers now pay a higher price of P1 per unit. However, at a quantity of Q, the producers receive an
amount of P2 per unit (as determined by the price per unit charged for quantity Qo according to the oid
supply curve So). The new consumer surplus is aP1E1; so, the reduction in consumer surplus is represented
by the area P1E1EoPo. The new producer surplus is bPzc; so, the reduction in producer surpl@ is
represented by the area PoEocP2. The tax per unit is the vertical difference between the supply u@;“ﬁ:
this case, that would be the difference between OP1 and OP2, which is Esc. The total tax re*ee@ fqb

government is calculated as (tax per unit x new equilibrium quantity). Thus, total tax reven @Uﬁed

by the rectangular area P+E1cP2. Part of this rectangular area which lies above new eqlsT™ price P1
represents the burden of the tax on the consumer (PoP1Eif), whereas the part of it whi \ low the new
equilibrium price P1 represents the burden of the tax on the producer (PofcP2). Th lar area EscEo
represents the dead weight loss due to the imposition of the indirect tax. It i to note that the
deadweight loss comprises of a loss in consumer surplus of EsfEo and a losgj r@cer surplus of fcEo.

The burden of the tax incidence is being shared between consum roducers. However, the
distribution of that burden depends on the price elasticities of dema }s ﬁ
@.

.

Subsidies Q\K\
Anoth i ion i %(\

_not er form of government intervention in the market is Qhe provision of subsidies. Thesé are
direct payments made by govemments to the produce and services. When paid to @ producef,

a subsidy has the opposite effect of an indirect tax
and results in a rightward shift in the market supply ¢
shift to the left in the supply curve.

equivalent of a fall in costs for the
A reduction in a subsidy payment will lead o 3

i <
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Mﬁ' 4w
gev 77

w0 K

\arket prices of essential goods

the n
a2
' eV
L m:Cf"e

Y io

cervices U

wn OIOYIV™
[ .l reduce de
( pSHRutES

qreater consumption of merit goods s to contribute to a mo
re equitab|
ed

BOVOIhme
n m'crooconomcc interve
Ntian

istribution

O e s vhat would not be provided by the free market
0 m‘s ) ycers' income, especially in the case of farmers
0™ an opportunity for exporters to sell more goods
pendence on imports by paying subsidies to domestic produce
rs of close

THE PROVISION OF A SUBSIDY ON CONSUMERS, SELLERS
! y THE

vERNMENT' AND EFFICIENCY:

:norm
ocvemmen i
e PE mechan
0 - ment 10 a firmor house

gffp bour Of capital it employs.
orv™

L
[
r
v

Price
*  Additionin
producer surplus
Se
a
_ Sy

ally intervenes in a market if it senses that the equilibrium pri i

- - . Ce -
¢m has resulted in a misallocation of resources. A substi)Jy is Zn;?a?/l:r?grtultty r::ézrgwlned
hold. In most cases, these payments are made to a firm to reduce theycghse;

Dead
Weight
Loss

Addition
consumer

surplus
D,
O- Q Q Quantity'
Before Subsidy After Subsidy @
_STJppchurve So 7 7 S o(‘,\()
Price that consumer pays OPo OP1 X 00-)
OO

Price that sellers receive

Consumer surplus
Per unit Subsidy

PeruUn oS  ——
Subsidy expenditure

Addition in consumer surplus
Addition in production surplus
Dead weighti!oss

effects of the pro I

T .
‘h:pfme diagram illustrates the
e tr:ife is So, and old equilibrium point is Eo (
4 coney angular area that is below the demand cu
3 Bﬂﬁfesmer surplus (aPoEo). The area above the o
the producer surplus (bPoEo). The amount pe

t abov

¢ unit that the ¢

ilibrium price F _
e old equilibrium price Po

tial demand curve is Do,

an
. represents the
(

Jilibrium price

idy. The ini
SE‘a subsidy. Th d old equilibrium quantity

So but below old eq

3 :
Id supply Cuwonsumers pay and the sellers roceive

|
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Unit 4

‘ ‘ roduction for suppliers decrease, cayg;
for the good is Po. As the subsidy is provided, lhe(%oes(t]sugaﬁlies that suppliers are willing to sel| 'Ornegv:,;
1

supply curve to shift rightwards to Si, increasing equilibrium price P and new equilibrium quantity )

' > The new equilibrium point is E1 (with new ek ARERN
%lgegaz”cbte oLCs;?vv;d,qthe equiﬁbrium price decreased, but the equilibrium quantity increaseq Th

consumers now pay a lower price of Py per unit. HOWE‘(’J“;‘:& acth:rgggnfgtg’ q(i,faﬁt’&;héop;%ggfc?irfgrfg ?ﬁg oaln
amount of P> per unit (as determined by the DrIICD?EPfSo, the addition to consumer surplus is representeg

supply curve So). The new consumer surplus is @ . ition in producer surplus is
o, the addition in p p represen
by the area P1E1EoPo. The new producer surplus 'srltjisg?a?ﬁerence between the supply curves. In this Catsed

: idy per unit is the ve irere - _ ’
Rwyalthv%guzledatiao Elrzcepénfzezt:g:;ebsget&%en OPy and OPz, which is EC. Thet'ttOtalT ﬁats)slggbz%pegglture for the
government is calculated as (subsidy per unit X new equilibrium quanti y). ' Y expenditure g

quantified by the rectangular area P1E1cP2. The triangular area EicEorepresents the dead weight loss qye
to the provision of the subsidy. o

Itis clear that both consumer and producer surpluses will be lmpa'CtEd by SL!bS'df'Z;?g Ctjhe good. However,
the extent to which each will be affected depends on the respective elas_tICIty of the gmand and Supply
curve. The more inelastic the demand curve, the greater the consumer's gain from a subsidy. V\_fhen der_nach
is perfectly inelastic the consumer gains most of the benefit from the subsidy, sntjceﬂ:he entire f?ubSIdy is
passed onto the consumer through a lower price. When demand is relatively elastic, ) e main effect of the
subsidy is to increase the equilibrium quantity traded rather than to lower the marhet price. The _above
diagrams show the impacts on prices and the respective surpluses of both agents when price elasticity of
demand differs.

Advantages:

The benefits of subsidizing goods are vast. . .

* The obvious benefit is that subsidizing the good reduces the price of the good, all.owmg ‘more
consumers to be able to afford the good or service. Moreover, if the good is a necessity, as in the
case of most agricultural goods, then it is mandatory for the gevernment to ensure that the good is
available to most citizens. Subsidizing those particular agricultural goods will raise the standard of
living for lower-tier consumers. o _

* Producers of agricultural commodities are likely to benefit from subsidies as well. They are likely to
earn higher revenue, as government payments to firms are likely to increase. Farmers or other
people employed in the agricultural sector are likely to earn little income without the government
incentivizing them through subsidies.

» Subsidies also support lower-income groups, allowing them to afford basic necessities which
they would otherwise not be able to. A

* Also, if a country imports agricultural goods, subsidizing local producers would help them compete
with foreign competitors and, thus, would also benefit the balance of payments of the co Q

Disadvantages: \"\0 0.)

While farm subsidies may have benefits, such as stabilizing the agricultural deveiopment @ p\gon the
potential negatives of farm subsidies should be taken into consideration as well. . O N
e Critics of farm subsidies argue that they drive down international pglg\ﬁ \fo(’agricultural

products, causing or exacerbating poverty in countries struggling to es strong export
economy.

* They (export subsidies) may also encourage inefficiency by causirg IPrhs to rely more on
subsidies than on efficient cost-reducing techniques that will hel&t?-n a bigger profit .The

farmers would still receive the subsidy offered by the ov . X
produce reaps no profits. y y the governme 6{% though their agricultural

» Fam subsidies also control the normal market cycle. Raia@| @mes while prices are rising
Ca 1

will eventually raise commercial and industrial cos i
competitiveness in the international market. % the final products to lose their

» Itis not only interferi i i .
impliwtionz. ng with the workings of the mbe}b ﬁchamsm but has opportunity cost
rlum

* Another problem is that subsidies are so-calledﬁfﬁegb

on consumers, cannot easily be linked to Wnd the a't))i?iltly";g ?)yany"lents .
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ments

el P -
ments from tax revenue that are received by certain m
a vity. They are .notlmade through the market, as no proZT;?o'ﬁ ?;ihe community
0duoystem, their function is to provide a more equitable distribution of i °s place. Like
o2 e 8o roups such as the elderly, the disabled, the unemployed a:(jcc:;ne, ot
5% o WIne™ o income from those able to work and pay taxes to those unable to wo?kv:rr;/n read
need

inC u .
les " " onsions .
H‘Tp od 29 Y nent penefits M housing allowances a food coupons

o owhich transfer payments can be paid is heavily dependent on how much tax is collected and
e pxtent e have paid tax. In de_veloplng economies this is affected by all sorts of problems. Pakistan
opulation, yet it has a low tax base. Pension and social security coverage is limited

“3sa?orma| sector and therefore only covers a small percentage of the population

qecessary to protect the most vulnerable groups in the community.

esspoverty .. :
more equitable distribution of income.

pisadvantages
sincentive to accepting work, so increasing the unemployment rate

, actasadi
e economy is less than it might be

. outputinth
« inefficiency

PRICE CONTROLS:

The government can control market prices by:
- Setting maximum price limit (price ceiling)
- Setting minimum price limit (price floor) @

CAO

1. Maximum price limit (price ceiling). v
e P
jective: o '\0

To protect consumers from exploitation by sellers. Usually, in the case oh'qgkm’&dities that
are necessities, the government sets a maximum price limit in the mark (bq/

Th
¢ effects of a maximum price limit: Q O

i ~ O .
ﬁs ?“9. as the market price is below or equal to the maximlq@fae imit, it will be
effective and the government will not interfere in the N

'af(m?i market price tends to cross the maximum price A government takes
histrative actions to make it effective. Q) Q)
>
o
S

s
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Unit 4

Price Price
A} A

—

0 Qq Quantit; 0 Q, Quantty © Q Q Quantity

(Not Effective) (Not Effective) (Effective)

The effects of an effective maximum price limit:

Price
A

a

Consumer

Total Consumer surplus
Sumlus after { Producer surplus

Welfare loss

pnce wlllng tranSferrEd to P ...........

consumers | " NE

\ Prac : Effective maximum
Producer surplus price limit(Price ceiling)
after price ceiling : b

0 Q Q, Q Quantity
N———
Shortage

4

Before effective After effective { *AQ
maximum price limit | maximum pr'@%g‘
Price that consumer pays and sellers receive OPg OP
Quantity demanded (Qa) 0Qo \\é N E
Quantity supplied (Qs) OQo )o
Shortage - J LREah
Quantity traded 0Qo )~ 0Qx
Consumer expenditure=Sellers revenue (TR) O PoEoQo '\f;‘ A 0 PraxgQ1
Consumer Surplus aPo Eo (\ 0~ aPmaxgk
Producer Surplus b Po‘Eo$; xY b Pmaxg
Producer surplus converted to consumer (‘) {_ .
surplus a0 PojgPmax )
Dead weight loss :: B i i '@Q} kgﬁ,ﬁ
% 7
The above diagram illustrates the effects of the imd¢atiats of an effecti ximum price. The demand
curve is D, supply curve is S, and equilibrium point is Emﬁf: equilibriumVSricmeaPo and gquilibn'um quantt'lg

Qo). The triangular area that is below the demand curve but above old equilibrium price Po represen
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surplus (aPoEo). The area above the old supply curve §
monsunl;f , produce’ :il”p.“:)s (l/)\Pot[t—O)‘ Originally, the amount per uniktm!hti'suttt:mo‘w old equilibriurg g
® ufes o the good s Po. )s 'e maximum price limit is impose the n 6 Consumers pay a pricey
s (¢ " ceive d(:ClCﬂS('))b toF "I‘:));v (f;lol:ttphat the equllibrium price ro'rnainsﬂuwn D;ICO that cong nd the
o e e supply daamErce P the Quantiy derme
¢l Pre quanmy that sel erstar . gt; ;) supply decreases to Q. The differenxc(;e?,m Increases 1,
o ";en  the shortag® of Tuzcis ao Psa is K eTfLecluve demand. The quantity trade th:"”feen Qi and Q, of
2 rep;‘; oW consumer surp I maxgk. The new producer surplus is b Pre,g. The retore, is only equa|
w0 T erted to consumer surplus as a result of the price ceiling is represent amount of prodycer
c0 kg Eorepresents the dead weight loss due to th ed by the area PoigPrmay

Jus : »
‘T‘:‘Tmangu'ar area € Imposition of the price ceiling

Mvaﬂ"ges:

of the people will get the product at a lower price.
Some

msadvantages=
shortages and black markets will develop.
; te quantly demanded will exceed quantity supplied, some people will not be able to buy the

use .
Becauct Er ustrated by the shortage, consumers will make under-the-table (black market) payments to

z;cure their purchases.

7 The future supply will decline.
e below-equilibrium price will discourage entrepreneurs from producing the product, and private

nvestment will flow elsewhere.

1. The quality will deteriorate. |
. When producers are not allowed to raise their prices, they will use quality reductions to incur lower costs.

Eentually, the quality of the product will reflect the controlled price. A cheaper product will be of inferior
quality to an expensive one.

4. Non-price methods of rationing will become more important.
 Because price no longer rations (distributes) the goods, other forms of competition will develop. Sellers will

f‘f(a‘vor.friends, people of influence, and relatives, etc.
| Discrimination will become more prevalent in the rationing process.

2 Minim ice limit (price floor). 9
um price limit (price floor) 'OC,\O

Objective:
Sometimes the prices are adjusted too low to benefit the suppliers of the product, so the nﬁa@nt feels
upn'\wage laws

e need to interfere i ing mini i hrough
, ere in the market by setting minimum prices—for example, through _
oragricultural products. The government imposes price floors in an effort to artificiy Base the prices

batfarmers receive. Q\) o‘b
©

- Th

: ¢ effects of a minimum price limit:

A - - Q ill be ir ive and the
long as the market price is above or equal to the minimum prlce{mm o@l" be ineffective

* gy I _not interfere in the market. o . ) administrative
' Market price tends to cross the minimum price fimit, th o&@hment will take

actions tq make it effective. <
b %)
o «‘?’@

@ L]

&

f
1

4—‘
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: G S 5
: oty ) ity O Q, Q, Quanti
o Q, Quantty © Q, Quantity 2 tity

(Not Effective) (Not Effective) (Effective)

Types of minimum price limits
- Bylaw
— By stock purchase or buffer stocks
- By guaranteed price scheme

a. Minimum price limit by law

Consumer
Surplus after s
price flooring

P = =g b Effective minimum
Consur:_wrt;r1 Surplus prce limit
Total Prod transferred to (Price flooring)
gu?plus a?t::r Producers Po N
price filooring ) progycer Surplus
after price flooring K \ D
© B Q;..SLE’ Quantity <\ /\0
Surplus . o b
. oA
Before effective Atter eff9s B)
) minimum price limit | miniqu imit
Price that consumer pays and sellers receive OPo -
Quantity demanded (Qa) 0Qo O 20
Quantity supplied (Qs) 0Qo @ 0Q: |
Surplus - . RS ‘Q QiQz=gh
Quantity traded OQD§(\®§ oQi
.‘ _/
Consumer expenditure=Sellers revenue (TR) op@o \\SK\ OPmin Q1
- ~ /
Consumer Surplus r@\‘ aPmng
Y T =
Producer Surplus Eo OPmingkb
/
Consumer surplus converted to producer Q;QL ™ .
surplus Jﬁﬁ - ‘-EJEE“:‘__/
Dead weight loss l—«k-gEo/)
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am illustrates the effects of the imposition of an effecti .

e aho ° e s D, supply curve Is S, ar)d equilibrium point is Eo (withﬁggﬂyg ',"'"'ml}m Price by law. T
et 5 The triangular area :hat s below the demand curve but aboye old

| quant'tgms the old cotl,‘f,s“s":ﬁ; ::J(;gl:’cser(‘:i:ﬁ])s (-{)t;’eEar)eaO above the old s

s e quantinie _ oto). Originally, the ,

l ;p”i“bréu{;:e Qellers receive for t_he good is Po. As the minimum érice Iiar::to il;nitr::s(r) :gg l?hatthe Consumers
o0 ar:ners ay and sellers receive increases to Prmin. (the that the equilibrium price réme. New price that

oVt the market price is forced to be Pmin or higher.) At the minimum price Palns Unchangeq.
s JuS 4 decreases to Q1 and the quantity that sellers are willing to supply increases to len' the_quanﬁty
ema %7 "and Qa of gh represents the surplus of stock left unsold after satis & The diference

. betweentraded therefore, is only equal to Q1. The new cons fying effective demang, The
y producer

\ . umer surplus is aP
tit ing. The
quant . OPmingkb. The amount of consumer surplus converted to producer surplur;rgs a res[:;v;f the pri
ce
loss due

qurplus ted by the area PojgPmin. The tri
P epresented by t /9P min. rangular area kgEo represents the d '
‘“:':;\: "Inposition of the price floor. sad weight

advantages: _
Benefits some of the sellers who will sell the product at a higher price.

Disadvantages:

.~ Aprice floor reduces the quantity of the good exchanged and reduces the gains from trade.

- Non-price factors will play a larger role in the rationing process, but this time buyers will be in a
position to be more selective. Buyers will purchase from sellers willing to offer them non-price
favors—better service, discounts on other products, or easier credit terms, for example.

- Sellers will only benefit from the price increase if demand is inelastic.

b. Minimum price limit by stock purchase schemes:

- The government sets a lower limit on the price of the product and allows free market forces to
operate unless and until the price of the product remains above or equal to the minimum price limit.

- However, if the market price falls below the limit, the government will buy surplus stocks and store

them to resell them in the market during periods of shortage when the market price starts rising.

Price
Iy 4
a G t purchases 0%\0
rnment purcha »
ove P o&\OO
N
Surplus ‘\0,\,'\
P Effective minimum\o(bq/
price limit by g") Q
P, purchase sch e©
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o Before minimum price limit | After minimum price limt
by stock purchase by stock purchase
| T
Pnce that consumer pays OPq L QPmn
- | e
Pnce that seller receives OP&q ‘ QP
Qpanmy demanded (Qu) 0Qo 1 oQ:
_ Quantity supplied (Qs) 0Qu | 0Q:
Surplus - } Q:Qz=gh
Quantity traded OQe | Q-
Consumer expenditure OPaEeQo | O P 3Q-
Government expenditure of stock _ : ghQ=Q-
purchase ‘ -
Sellers revenue OPoEeQe | OP Q2

The above diagram illustrates the effects of the imposition of an effective minimum price through stock
purchase schemes. The demand curve is D, supply curve is S. and equilibdum pointis Eq (with squiiitrum
price Po and equilibrium quantity Qo). Originally, the amount per unit that the consumers oay and e seilers
receive for the good is Po, and the revenue that sellers receive (calculated as price per urit X quantty soig)
is quantified by the region OPoEoQo. As the minimum price limit is impesed, the new orice Nt carsumers
pay and sellers receive increases to Pmn. (Note that the equiliorium price remains unchanged. I's just rat
the market price is forced to be Pmnor higher.) At the minimum price Pmin, the quantty demancec Jecraases
to Qs and the quantity that sellers are willing to supply increases to Q. The difference between Q- are Qo
of gh represents the surplus of stock left unsold after satisfying effective demand. The Quanoly Tscec
therefore, is only equal to Q. The revenue that sellers receive now is equal to QPmrh Q2. Part of this revenue
(ghQzQ1) is paid for by the government as it purchases the surplus stock so that it can maintain the minimum
price.

The stock purchase system is usually unsuccessful when the minimum price limit is 00 ~gn The
government ends up buying more often and in larger quantities than they are able to sell, increasing sorags

and purchase costs. However, stock purchase is @ more commaon practice for agricultural products han for
any other types of goods.

c. Minimum Price Limit by guaranteed price scheme @

_  Another way to support producers and consumers is through a guaranteed price schems (\,\Q
— Inaguaranteed price scheme the govermnment ensures a certain price or revenue tc§ 3
given output, and allows them to sell their product in the market at whatever price POS L

_  The difference between market price (price that consumers pay in this case) c@lam
price will be paid by the government as'a subsidy. This is shown in the dia@‘e&\@

Price \) (bq/
N

A

) S -\.@,\()

g
P h Guaran um
price Jqi b
P, (b
o ©
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— " Before guaranteed
g g | ot
*'mﬁf’f pays or, | o lr co limit
F:n:/mtq;ﬂer receives OPs — = n
P anded (Q9) 0Q _ OPm
“guantty deman 0 o 0Q
@ntw Supplied (Qs) 0Qo E)Q)
;Surplus -
"quantity trade : 0Qo 0as
|Con5umerexpen§|ture . OPoEoQo OPmkas
Govemmenl subsidy expenditure - Pkt Pmin hk
Me—— OPoEoQo OPmrh s

bove diagram illustrates the effects of the imposition of an effective guaranteed minimum price. The
semand curve i§ D supply curve is S, and_ equilibrium point is Eo (with equilibrium price Po and equilibrium
santity Qo)- Originally the amount per unit that the consumers pay and the sellers receive for the good is
p, and the revenue that sgll'ers receive (palculated as price per unit x quantity sold) is quantified by the

on OPgEoQo. As the minimum price limit is imposed, the new price that consumers pay increases to
P, and the new price that sellers receive is the market price Pmi. (Note that the equilibrium price remains
unchanged. It's just that the minimum price guaranteed to sellers is Pmin, and the price actually prevailing
in the market is Pmit.) At the market price Pmk, the quantity demanded by consumers increases to Q2 and
the quantity that sellers are willing to supply decreases to Q1. However, the price that suppliers are willing
o accept for quantity Qz is price Pmin. The government pays that price to the suppliers (since they are
quaranteed it), so the quantity supplied and traded at the guaranteed minimum price limit is Q2. The
consumer expenditure on the good is equal to (market price per unitxquantity traded), which is quantified
by the area OPmkkQ2. The government pays the producers the guaranteed amount of PmkPminhk in the form
of a subsidy. The revenue that sellers receive now is the addition of consumer expenditure and the
govenment subsidy, equaling OPminhQ2.

CLASSIFICATION OF GOODS AND SERVICES:

Product or commodity is anything that is used to satisfy needs and wants of a societ_y. Products gr& L‘t“?
Goods (tangible and visible) or Services (intangible and invisible). Goods and services canb céjn d
O

into two basic categories, i.e., free goods and Economic goods. o
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— 3
Economlic Goods Free Goods

!

- unlimited in supply

- limited in supply - zero opportunity
- opportunity cost exists - zero price
- e.g. Air, Sunlight

v

Non-Private / Private Goods "“’“‘G

- excludible - non-excludible
 rival / exhaustible - non-rival/non-exhaustible
¥ v v
Merit Demerit Other
Goods Goods Goods
e.g. e.g. e.g. high degree of Low degree of either
- Education - Cigarettes - Cars non-excludibility non-excludibility
- Healthcare - Alcohol - Food & non- rivalry or non-rivalary
eg. National e.g. Public @
defence & beach or Pub{e\ Q
Light-house park e A
X
FREE GOODS:

o0

Free goods are those which are unlimited in supply. These have zero opportunity cosi'}?g&a 9"‘onsumpti0ﬂ

is not limited by scarcity. They have no price

. : S - as their name indicates - and ingth&o\no factors of
production are required to produce them. The air we breathe could also be see i;}?r 'ood along with
water in a local river. Q 085

ECONOMIC GOODS: & {0

Economic or scarce goods are those which are limited in : N S nsume are
economic goods including food, clothing, ¢ supply. ﬂ(&a“@” goods we <o

: ars mobiles etc. except thdgb, {& ‘which fall under the categony
of free goods. Economic goods are either private goods or publ@i&oo%{\@ |
Public goods: Q

Public goods are non-excluda . el _ non-
rejectable as well. ble and non-exhaustible &d’i\h@fy in consumption) and, most times.

Non-excludable means no ! W ilable 10
anyone in the society. o€ can be stopped frof the consuming the good if they are aval@
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. on-rival means that they don't exh
Laustible or”? exhaust when the
.\'O"ﬂ'e::table means ‘,:w’bt.[.t(he fco':f;.“mer does not have a choicey:frewct?nsumed'
- or not. An availability of public goods to one person does notinfrin o to consume
oM me the same product. 98 Upon the righ of others
n

ymber of goods that can be seen as public goods. Take th

e 8 iq”b Jilt to warn one ship at sea away from a dangerous areae Frarpre of a lighthouse Once a
Nhﬁwsee- 1| automatically be provided to all ships that saj| within a ¢
e gewigludable‘ Equally, the fact that other ships see the light given

i melﬂc‘ the dangerous rocks does not reduce the benefit that any on
ﬂii\mg‘ Itis non-rival.
vé

ertain distance of the |

pasipublic 90043

blic (e.g. lighthouse or national
"~ ods are purely pu _ onal defence) and others are to certaj
o2 quasi-publlg goods (e.g. public beach or public park). These are the goods?g:t";w::/dent ase
K -5l of the characteristics of public goods. @ Some but
m\

»od example might be a sandy seaside beach. Such a beach is available to all those who wish to use
. 11 appears non-excludable. However, it is possible to think of ways of excluding consumers. Privatel
owned beaches do this. Equally, the beach 'S non-rival up to a point. If you are the first person on a pleasanyt
beach on @ warm sunny day, it does very little to diminish your enjoyment of that beach as a few more

ple amive to enjoy the benefits themselves. However, there may well come a point at which that is no
onger the case. As the beach begomes crowded, space limited and other people’s conversations and music
necome ever more audible, enjoyment may perceptibly reduce. Thus the each has something of the
craracteristic of non-rivalry, but not the full characteristic. It is a quasi-public good.

whether a good is purely public depends upon the extent to which it is non-excludable and non-
exhaustible.

PUBLIC GOODS PRIVATE GOODS
Non-excludable Excludible
Non-exhaustible Exhaustible
Free rider problem No free rider problem
Non-marketable Marketable A
Benefits of public goods can be extended to Benefits of private goods can't be extended to @0
others at zero additional cost. others at zero additional cost. /\
Non-rejectable Rejectable ;}v O
Examples: National defence, light houses, Examples: merit goods, demerit goods.@ &
L national T.V., and radio broadcasts. other goods. -\0—2\—

Private goods are those bought and consumed by individual consumers or ﬁrn? h@ydwn benefit. Most
e ion, cigarettes etc all

ofthe goods we consume on a dail i ivate goods. Food, cars,
y basis are private g 0od, . _
are €xamples of private goods regardless of whoever is producing i.e. P! &pu lic sector. They have
0 Important characteristics: OO
% Excludability: X :
, y: .
!is possible to exclude some people from using a private gooGE QIS | {ormally donfl;':éouggdc::;g&%s
Ence. Ifthe price is not acceptable, then that good will not bg d. Gncaa pivess 9

Uithased by one person it cannot be consumed by others. >

b, Rival
un s i i ious that
ety oreprn s 1 SO e
purc?l e purchase food, clothes or a textbook then t ns tha

Private goods: }}0,.;?,’\,

ase by others.
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1. Merit goods:

The state is concerned to increase in consumption of certain goo’ds which it con.SIdersbto be highly desirable
for the welfare of the citizens however consumers do not real'lze the true private benefit of them. Such
goods are described as merit goods. They are special form of private QOOdS- The best 'I‘”tf’wn examples are
state health and education systems. Other examples include training, insurance, inoculation and seat bejtg

In a pure market system, consumer spending on merit goods would be determined b}{tthe private b_e_"eﬁts
(benefit to consumers and producers) derived from them. Merl_t goods have positive externalltles_ or
external benefit (benefit to the third party who are not directly involved in production and consumption
decision) so that the social benefits (Private benefit + external benefit) derived from their consumptiop,

exceed the private benefits.

To understand these types of good, it is necessary to apprecigte that there is mformathn failure to the
consumer. This arises because consumers do not perceive quite how good or bad a par‘tlcular p!'oduct is
for them; either they do not have the right information or they simply lack some relevant Infornjatnoq. This
's why merit goods are provided by the government for those who are deemed to need them. With this ideg
of a failure of information, a merit good is defined as a good that is better for a person than the person who

may consume the good realizes.

Itis interesting to note that the example of a merit good given here, namely education, is the same as the
same as the example of the product that can be seen as having positive externalities associated with it.
People undertaking education receives consumption and investment benefits. Most will enjoy the education
and it may stimulate lifetime interests (consumption benefit) and will increase the_alr future earning power
(investment benefit). In addition to these private benefits, third parties will gain from having a more
educated, inventive labour force and a more informed population (positive externalities). However, the
reason for identifying the product is different here in case of merit goods. Here, it is not due to the external
benefits that it creates, but rather due to the unperceived private benefits to the person through consuming
the product.

2. Demerit goods:

Demerit goods, on the other hand, are those products that are worse for the individual consumer than the
individual realizes. Cigarettes are taken to be a typical example here. It is suggested that when a person
makes a decision to smoke a cigarette, he or she is not fully in possession of such information, then there
would be a greater reluctance to smoke.

%
In a pure market system, consumer spending on demerit goods would be determined by the pri 6&%
(cost to consumers and producers) derived from them. Demerit goods have negative exigr_)a i or
external cost (cost to the third party who are not directly involved in production and consun@o QTision)
so that the social costs (Private cost + external cost) derived from their consumptiokesﬁ dlhe private

e
costs. N\ ,\,

It is interesting to note that the example of a demerit good given here, namely v‘?ﬂ he same as the
same as the example of the product that can be seen as having negative exg ities’ associated with it
Howevey, the reason for identifying the product is different. Here, it is not @ the’da@mage done to others
that the issue arises, but rather due to the unperceived damage done to &%«pe{{% through consuming the

product. Like smoking if a good is demerit as well as causes negati i 0 Causes
of market failure associated with one product: gat@‘i&@h Y there Wil be b

\
Merit goods, demerit goods and value judgement % Q\K

o N\ .
gnrgage'::;st%%izgo%ﬁg :: :Qe abov: definitions that a sig ?estion poses itself with regard to merit
onal decision 12 Whatis ‘good” or ‘bad rson? If an individual consumer makes 2

ipsrer:g:‘]’?blz f:trlgrr:a! gec!s!on to consume 3 product, . é’?las e resT:) ]insfgz:gtly to say that he or she
value judggementsglf seocclf:?n? "seems clear that if tis §What is going on, we have entered the area 0
for them, then we are ac;cey t"s e to' >ay fo consumerSthat they do not fully realise what is good of bat
Pling that 'society knows best and has some right to make such a judgemen*
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t Microeconomic intervent
on

WG gaternalism (2 situation where soci
v 202 g e are saying that tis iety knows best an
g N gt a0 G W ¢ S acceptable for societ
v gt trat person may believe,

. d has some j
Y 1o judge what is, or js ng?hg:;gdn;ake
: ora

. « warsferring the owne
W ea0s ransfernng the ownership of assets from the public to the private se t
Lol ctor,

of ,ﬁvaﬁz:mon

porm _
‘ar St zation
¢ oumersti—a3les of assets or shares. In this case, the government m
! a

’/‘)’4“"/”{'// P
arr sl A0 A A5 3 180 ulator to ensure ici :
T ea oS 3 re that public interest is protected.

y retain some shares

; nmﬂh“if’q ) ,
s 7 gt sector 2 rght to operate a particular service/activity for a given length of time, May b
A ¢ y e

P
o of ApBtAe

prryatization of production
rra pmen et bfS goods and services instead of producing them

[ privatization of financing:
11 getnment relies of consurmer charges rather than tax revenue to subsidize operations; e.g

eamandent sLhoo) fo6s

t,  Deregulation
the Iberalization of requlation to promote competition through the removal of barriers to entry (e.g.

wiernmunications, the financial industry, airines, etc,),
Arguments for privatization

Thess Include

1. Ralsing ravenue for the government

The tevenue gainead from the sale makes it possib
ol ta rates without reducing its own spending. Ext
furm of higher corporation tax roceipts if the privatize

2. The removal of political Interforence . A
Inthe private sector, docisions are made on the grounds of efficiency and profit. Politiciau@ﬁ&%ke
Industry in question. O '\O

e for the government to reduce its need to borrow and
ra government revenue may also be received in the
d concerns become more profitable.

decisions to further thelr own political ends and not those of the

3. Increasod competition , 4 /’\ _

Wis arguod that the private soctor has the spur of competition since Inemclo? Msunished with
g with consumer

:;“"“"'ll|'.y Afallod firm will go out of business and the resources will be reallo '
omand, whareas stale entorprises cannot (o bankrupt because the gogin &) “guarantees their

lJUHUW")UH 0
Apiivala sactor firm may have to compoto In financlal markets for fuiéd(bﬂgﬁs to persuade banks and
@.

(

her financial Institutions or its shareholders that its plans are viable &

Groalar ¢ In 'Tr which was run as a monopoly
Jompelition may also be croated In the product market I% %gpz'rate olagommunication firns

u

0;];::',““‘“'" ownership Is split Into compeling parts; for egamiq
g In competition with each other. >

N Lo X

officlon )
m?pnumu ofa pnvnllzozyﬂrm will be freed from polit and interference. They vlv:'ll b:) 33(1; '?hf,hﬁ;%?
“®8 hey regard us commorclally appropriate and investments they think will p
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: : be fficient. If the no
m te sector firms to be more e y are not
return. The stock market may also put pressure on priva the risk of being taken over by another firm,

performing well, their share price will fall and they will run

S. Wider share ownership. . i i * »
The broadening of share ownership may be another aim of privatization. The idea is to shift ownership
away from the state and institutions towards individuals.

6. Cost-push inflation may be reduced . .
Private sector managers may be more reluctant to concede to wages raises not matched by higher
productivity, and may be less willing to accept inefficient labour.

Arguments against privatization

1. Long term loss of revenue . .
Whilst selling off profitable assets raises revenue for the government ln.the‘ short term, it leads to a loss of
future profits for these industries. If the loss of profit is greater than any rise in corporation tax resulting from
the privatization, the government borrowing requirements may be larger in the future.

2. Competition in product markets may not be increased . .

If a public-sector monopoly is replaced by a private sector monopoly then, other things being equal,

competition will not increase.

3. Market forces may not ensure greater efficiency

Privatized firms, if they have a high degree of monopoly power, are likely to be able to earn supernormal
profits, even if they are inefficient. The stock market may also fail to put pressure on the firms to become
efficient. The stock market may also fall heavily on retained profits for their investment finance, and their

large size is likely to prevent other firms from being able to take them over.
4. The loss of potential revenue from the sale of a privatized concern that has been sold too
cheaply

It is thought that, in the past, some state concerns were sold off too cheaply. Evidence for this was provided
by the sharp rise in the price of shares, which occurred the day after the shares were sold in many former
state concerns. Whilst this provided a speculative gain for the purchasers, there was a corresponding
sacrifice in revenue for the state and taxpayers. In practice, it is difficult to set the price of shares in
privatized industries at the appropriate level.

5. Private sector firms may not act in the interests of the public
Private sector firms do not take into account externalities. They are also unlikely to base their output and

pricing decisions on considerations of equity. @

6. Loss of government control over the economy xe) é\o
The government's ability to influence pay prices and output decisions will directly be reduced® N 00

7. Natural monopolies . ’\l\

In the case of industries where there is only room for one firm to operate efficient \@l?q@ monopoly),
there is a risk that a private sector monopoly will abuse its market power, wherea% at'gmonopoly can
be run in the interests of the nation, and not with a view to making private prof] 5 Q}b

®©

dustries (such as steel,

One of the main arguments for public ownership when basic capital-i
ould provide the very large

coal, and the railways) were nationalized was that only the state ¢

8. Adjustment to changing market conditions @
1
. . . %dQ
injections of capital which were needed to restructure and moderni y
\

9. Helping to manage the economy. “) {\\\&

A further argument for having a large sector of the econom nder government control is that it can

. used ag g powerful levgr to.contro.l the economy. E ple, during a recession, the investment
Programmes of the nationalized industries can be mq:t&‘&' elp stimulate an increase in income and
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o also use their powers 1o restrict price increag

. \-P'”mi?:: rate of inflation. 6 by nationalizeq iNdustrieg ag

W ‘ng a

K'duﬂ 1C cts and benefits eans of
0. Soc.:a~'or firms usually only undertake production if private benefits

ovate €7 il not take into account externalities. Nationalized industr(-revenue) are greater than o
S, ‘-,,» est, Wil be undef strong political and socia| Pressures tles gharged with o AN Private
DI "'»;e< they may be obliged to operate some loss-mak 0 give

eﬁeﬂa.-« a~n' social costs-for example rural, postal and trans

ing activities were soei
: Social benefi
. | ) s efits are
:'eafeiocial obligations may provide subsidies for such non- ommerdi operapqr ™ r i
s 7

commercial operations, Seognizing

<
‘

NAﬂoNALlZATlON AND DIRECT PROVISION OF GOODS AND SERvicE
s

ization refers to the public (government) ownership of certain firms

.onal ) h
Natio oods or services sold in the market (commercial activities)

Q-gvide g . .
prguments for Nationalization

me industries can benefit from being organized on a natio .

" i,oonopolies. It is much more efficient to provide services suct?i!sri?;;: Zzn a local level like natural
i n a national scale. If, for inst i : rvices, electricity, gas, and

railways O Ll ance, railways were provided by local companies, pass

might have to change trains frequently as they passed between areas controlled t? d'effngers

companies, and there might be different gauges between track and different timetable y cierent

7. Some industries, such as steel, railways and electricity, are best provided on a large scale so that the
can take advantage of the economies of large-scale production. If the industry were nationalized%
would be provided on a large scale rather than by several smaller private enterprise firms.

3. Some industries require vast amounts of finance to operate efficiently. For instance, the steel
industry needs to invest millions of pounds every year on new plant and equipment. If the ’industry is
nationalized then finance can be found by allocating some of the revenues of the government, which it
receives mainly from taxation. It is unlikely that private enterprise firms would be able to afford such
large expenditures.

4, Someindustries are monopolies, which would then have the power to charge high prices and limit the
quality and quantity of output. The government might nationalize such industries to prevent such a state
of affairs,

, Some industries are so important to the well-being of the economy that they should always be

owned and controlled by the state which can then organize them to the advantage of the economy as

awhole, Such industries include railways, coal, electricity, and steel. These industries are kn 6

'the commanding heights of the economy.’ A
. Some industries are best provided by the government for reasons of national safety aq@). Lt
me
N

(public corporations), to

would clearly be better for the government to provide industries such as nuclear power 0

forces, rather than allow private entrepreneurs to do so. _ o, & ,} nt b
Some industries are very important for omployment in a particular region, they* might be

nationalized in times of financlal difficulty. For instance, if a major i!‘dUSt ing pto ::im;f:l
&‘SO'UUOH. this would cause a groat doal of unumploymo'n} |tn t'he regio Government might,

ercfore, seek to nationalize a company rathor than allow this to appen. . oL
+ Nationalization in the aconomy may holp the redistribution of woa:lth d n@ne from rich to poor,
and to ensure that industry is run for the benetit of all the people in h1\t @wéewices. such as health

$ Therg are also soclal argumeonts (o1 nationalization on the grout [ O ized prices.
services, should be available (o all members of soclety, olther ,{@s

\
fBuments against nationalization _ ‘Q Q disoconomies of large-scale
Nationalized industries suffor from being oo big. Thepgt ?éQfom d consumers, slow decision-
Production, such as too much 'rad tape', litle persona o staff an -
making and fittle profit motive among managers an
© Nallonalized industiies are public monopol .
public, and

Monopolic : ' a8 for a poor BRIV, ade
0polies. Thay charge high prices for @ | muﬁw'- Thelr affairs have to be m nentary

Alional, \ONE ' arliar
zed Industres are conslantly In TS i | thelr managers may be Interviewed by P

ir force. _
( ?‘a, therefore, equally as bad as private

018 18 an annual debate In the parliament, ant
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fraid of making risky and imaginative decisions Case

committees  Therefore, managers are a
they might fad nefficient and unprofitable. They demand large amouns

4 Nabonahzed industnes are frequently | in on the taxpayer.
fnance o keep them in business. Thus, they are a et

PAST PAPERS QUESTIONS

Consumer Surplus

g:?v ?CC% t*itqt: ; diagram. what changes will alter the amount of consumer surplus available from
the consumption of a good. [08)
(Jume 2010P22'Q4'a

Using a normal demand curve, explain how consumer surplus occurs. [08]
June 2009/a . . o

(: : 3in. wih ‘-e) 21 of 3 dizaram. how consumer surplus will be affected by the introduction of an indirec
= * (08
(June 2000)

to close its 142 town centre shopes because customs now make
0 qoods and services which have been advertised by the AA. The A4
said ‘We have 1o adapt to the changing demands of our customers... and the closures will enable us tg
= the price of some of our goods and services.'(Adapted from AA Magazine, Autumn 1998)

y consumer surplus and analyze what might happen to the consumer surpiyg

The Automobile Associztion (AA) is

—t - 3 talanh Enr ban
grasater yse of the telephone 1or duy

a

of AA telephone customers. [12]
(June 1997 /a)
Explain what is meant by 2 consumer's surplus and discuss what might cause in that surplus. (12)

Government Intervention in Price Mechanism
(June 2017/P21/Q3/b)

Discuss e difficuttes of introducing 2 widespread system of maximum prices for essential food to protect

period of high infiation. Consider whether this system is likely to be

Dw-inzcoms families in

(Y]

successiul (12
{June 2016/P21/Q2/b)
Discuss wnether attiempts 1o help poorer consumers through the introduction of a maximum pricgfor

(March 2016/P22/Q2/b)
Lristuss e effectiveness of subsidies and indirect taxes in ensuring that the correct pn‘ce?qu{?aﬂd

92T 30028 IS charged in the market. (12]

(Nov 2015/P2/Q3b) XN

Discuss why mierit 9o0as are undersupplied in 2 free market economy and consi N veness of
ne policy 10 deal with this problem, (12]

(Nov 2015/P2/Q3/b) Qo O(b
©

e oo - o e st r~:k L
necessties can ever be successiul <\ ‘@
-0

Wiost govemmients provide both defence and educztion services

D) Discuss now 2xztion and subsidies could improve t ish ucation es |
- Lon ar => COUIT improve the proy ' rvices 7
2n economy and consider the likal Y Su e % N vz

ccess of such policie
(Nov 201 4/P21/Q2/a) rrees $( 0
Usmg 2 supply ang oemand .\?

diagram, explain how the imposis vod
ke e e ow the im affect the
SUTPILE enjoyed by the producers of that good. J faﬁssdy on a good would (08]

:(;lun 201 4!P21/02/b) b 60

ISTusE the extent ip WNiCh 2 govern | Ib

- o It - = rr'en crea ' ‘ ‘ dﬂ
o snire o an e S tCan increase %@@ of an agricultural product to an econ [12yl
(Jun 201 4.'P22/‘Q2Jb) Q .

Discuss the view that attem

3 I
food fiems will aiways fz) PIS 10 help poorer

| for
consLMETs through the imposition of a maxs pﬂwﬁﬂ
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V 141 FNIACIITGIR VI A I fyh h i 4
v v /1;4/‘,',/’

j/a)
201‘/ /0“ incom
W be el N e
P‘gt“":]u‘.“\nut\l dmt‘lt.l\ y
) Ke

e a0/Q3/b) .
ys& 4p22/ \wo types of elasticity would be more useful When predicting bt i tees, tg e, s

2 1$€
(v'“:ﬁs which qu ‘(‘;;m and factors change in a market economy. ‘47
s \hlng("*‘ ' :
i N
w 013/p23103"’) ices the government should impose indirect tazes 1) ey,
June £ Uhich goods and servic C po S 18/6% W) enyxe Yot v
e O S tax falls mainly on consumers, and discuss the extent to which consumes suphs w i
. AN v -
% [ ~e o 117

1o

podet™

o elasticlty of demand and cross elasticity OF A610BIVE BIVS 6/ sl 65 4
g of product. s
‘&

cnted.
*“ﬁec; 13/p22/Q2/b) | . |
U " yhether preventing the price mechanism from working freely by using government prics wortee
Db:e\.re effective. [1Z
o 2012/P21/02/3) . , .
Nov. with the use of diagrams, the different effects on the price and quantity of a product of the rermovz
E:P‘as'&sidy and the removal of an indirect tax on that product. 102
a
¥ oV 2012/P21lQ2/b)
the possible benefits and drawbacks of government subsidies to agriculture. 1z
June 201 2/p23/Q3/b)
ss of government use of maximum and minimum prices to help consumers 2n<

Discuss the effectivene

| 4
i

producers.
(June 201 1/P22/Q3/b)

Suggest two possible reasons wh
Payers) and discuss, in the light of these reasons, the likely effectiveness of such a policy. [12

(June 201 0/P22/Q4/b)
Weh the help of diagrams, discuss whether consumers will benefit from the introduction on a product of

) 2n indirect tax, and
) an effective maximum price. 12

y a government might increase the indirect tax on such goods (MP3

T4

v 2009/P22/Q2)

3) With the aid of a diagram, explain how a government subsidy to producers of fuel will affect the
xers and govemnment expenditure. [08]
) Discuss how reduced air fares on low-cost budget airlines might affect the air travel market and the
s for related goods and services. 2]
2009/21/Q2/a) ; A0
in, with the help of a diagram, how the price of a product moves to a new equilibriusw('@wdé a
€ase In its supply. 00-‘[05]

2007/Q3/b) 0 N
 with the 2id of a demand and supply diagram, the effects on consumers and' WNlice™ when the
emment introduces an indirect tax on a good. Q/ [12]

Q\) §e,
©
.\,@§g
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