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TO THE STUDENT

Aims of the course

The Economics ATAR course aims to develop students’:

e understanding of economic ideas and information at local, national and global levels across
a variety of contexts

e skills in analysis of economic issues and events, and the forces that influence the operation of
the economy

e understanding of the trade-offs and effects of economic decisions made at the local, national
and global levels

¢ understanding of economic decision-making and its role in creating a productive, efficient and
equitable economy

¢ understanding of why economic policies and actions are required to manage the economy

e understanding of the policy options used to address domestic and international economic
problems and issues

e skills in economic inquiry as they apply them to recent economic issues and events

e application of economic concepts and models to interpret economic data and information,
such as patterns, similarities, differences and trends

e skills in using economic terminology to convey meaning to economic decision makers.

Structure of the syllabus
The Year 11 syllabus is divided into two units, each of one semester duration, which are typically
delivered as a pair. The notional time for each unit is 55 class contact hours.

Unit 1 — Microeconomics

This unit introduces microeconomics and explores the role of the market in determining the
wellbeing of individuals and society. Students explore the workings of real-world markets with
an emphasis on the Australian economy.

Microeconomics is the study of particular markets, and segments of the economy. This unit
explores the theory that markets are an efficient way to allocate scarce resources, using real-world
markets with an emphasis on the Australian economy. When the forces of demand and supply
do not allocate and price resources in a way that society would regard as efficient, equitable or
sustainable, market failure can occur. Students examine examples of market failure along with
a range of government policy options that can be applied to achieve more desirable outcomes.
Students are also introduced to the language of economics and the use of theories and models to
explain and interpret economic events and issues.

Unit 2 — Macroeconomics

This unit introduces macroeconomics and explores economic growth, inflation and unemployment
with an emphasis on the Australian economy. Students learn it is important to measure and
monitor changes in these macroeconomic indicators as changes in the level of economic activity
affect the wellbeing of individuals and society.

Macroeconomics is the study of the whole economy. This unit focuses on Australia’s
macroeconomic performance using the circular flow of income model. The business cycle results
in changes in the levels of output, income, spending and employment in the economy, which,
in turn, have implications for economic growth, inflation and unemployment. Students also
examine the role of the government in the macroeconomy.

The content for each unit is itemised at the start of each chapter.



Economic skills
The course will help students to develop and demonstrate the following skills
e select and use appropriate terminology
e apply mathematical techniques relevant to macroeconomics, including;:
e calculations relating to the circular flow of income
calculating the inflation rate using the Consumer Price Index (CPI)
calculating the unemployment rate and the participation rate from labour force data
calculating and interpreting rates of change in Gross Domestic Product (GDP)
interpreting Lorenz Curves
calculating marginal and average rates of taxation
e use economic models to analyse and convey economic theory and reasoning related to
macroeconomic events and issues, including:
e the five sector circular flow model
the Aggregate Production Function (APF)
the business cycle
the production possibility frontier
the Lorenz Curve and the Phillips Curve
e select and/or use economic information and data to:
identify trends and relationships in the macroeconomy
analyse macroeconomic issues and events
predict movements in macroeconomic trends using indicators
link economic theory to contemporary macroeconomic events and issues
justify a conclusion
e select and use a clear structure when communicating economic understandings, including;:
® using a relevant and accurate diagram/model
e making reference to a diagram/model/data to support a written response
e applying problem-solving, critical thinking and decision-making strategies to predict a
macroeconomic outcome
e recommending a range of demand management policies to achieve Australia’s
macroeconomic objectives and mitigate demand and supply shocks.

The subject framework
There are a number of parts to the framework of Economics.

Concepts and language: Concepts are thoughts, ideas or notions on which knowledge can be built.
There are a number of key economic concepts such as opportunity cost, elasticity and a market.
It is important to use correct economic terms when you share your economic understanding.

Mathematical and statistical techniques: Simple mathematical and statistical techniques are used
to measure and communicate economic information but the results are not always as precise as
economists pretend.

Methodology: Some economic knowledge is based on models that are simplified versions of
the real world based on assumptions about how people behave and other factors affecting the
situation. For example, economic people are assumed to be rational and to aim for maximum
wellbeing. Economic theories are developed from these models, and, if the theories can be shown
to be valid, they become economic laws. Be prepared, however, to come across exceptions to a
number of economic laws. Other economic knowledge is based on generalisations made from the
direct observation of human behaviour.

Personal knowledge: Economists are directly involved in their subject, being both economic
agents, as consumers and producers for example, and as individual members of society, so the
observer is part of the system.

Knowledge issues: Be prepared to find exceptions to many economic laws, for people to exercise
their free will and to act less predictably than economists assume will be the case, for people to be
biased and to have opinions and for rival models of economic behaviour to produce contradictory
theories and predictions. These issues are what make economics interesting.
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UNIT 1

INTRODUCTION TO ECONOMICS
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OVERVIEW - INTRODUCTION TO ECONOMICS

1 The fundamental economic problem is that of relative scarcity. Whilst the supply of
economic resources is limited, the demand for goods and services produced with the
resources is unlimited.

2 Microeconomics examines the economic problem by studying the behaviour of individual
producers, products and consumers.

3 Macroeconomics examines the economic problem by studying the operation of the
economy as a whole, focussing on aggregate supply (i.e. total production) and aggregate
demand (i.e total spending on goods and services).

4 Because resources are relatively scarce society has to be selective or make choices, for
example, about what products to produce, what resources to use in their production and
which consumers’ wants and needs to satisfy. These are known as the ‘what to produce’,
'how to produce’ and 'for whom to produce’ questions at the heart of economics.

5 Economic choices are made on an assessment of the costs and benefits resulting from the
choice of a particular course of action. In theory, economic agents act rationally or objectively,
trying to maximise net benefits, but in practice decisions are made more subjectively.

6 Cost, in economics, involves an assessment of opportunity cost. Opportunity cost is the
value of what is sacrificed or foregone by following a particular course of action. Benefit, in
economics, is the return or gain from following a particular course of action.

7 Observing, understanding, and making predictions about economic behaviour often
involves the use of an economic model, or a simplified version of reality.

8 One such model is the Production Possibility Frontier (PPF) model designed to show that,
given resources are limited, output or production must be limited too.

9 Many western, liberal societies (such as Australia) have developed an economic system
largely based on market forces with only relatively small role being played by government
central planning.

10 In pure market economies, private individuals (i) own resources, (ii) are free to make
economic choices, and (iii) act in their own self-interest. Market economies thrive on
competition and people have to live by their decisions and accept the consequences of
poor decision making.

Part 1 — The concepts of economics and the distinction between micro
and macroeconomics

Relative scarcity: The problem of relative scarcity is at the heart of economics. In all societies
there are not enough resources (land or natural, labour or workforce, capital or equipment
and enterprise) available to produce all the products (e.g. goods, services, essentials and
discretionary) required to satisfy the needs and wants of their members. The term relative
scarcity is used to describe the relationship of limited resources and unlimited needs and wants.

Choice: Because of relative scarcity choices have to be made (i) at the level of producers and
consumers in individual markets (microeconomics), (ii) at the level of the government and the
national economy (macroeconomics), and (iii) at an international level where countries have
interdependent as a result of globalisation (global economics).

Opportunity cost: Economic choices are based on the concept of opportunity cost, i.e. what is
sacrificed or foregone by taking a particular course of action.



Efficiency/Productivity: Productivity is a measure of the efficiency with which inputs are
converted to output. Production becomes more efficient when more output is produced from
a given unit of a resource.

Economic systems: Economic systems involve a mixture of free markets and intervention: In
pure market economies, private individuals (i) own resources, (ii) are free to make economic
choices, and (iii) act in their own self-interest. Market economies thrive on competition and
people have to live by their decisions and accept the consequences of poor decision making.
Market economies don’t always lead to an efficient or optimum outcome as a result of various
‘market failures’. The public or government sector intervenes to correct market failure, but
their intervention may cause other inefficiencies.

Equity: The concept of equity refers to fairness. It is related to peoples’ access to resources,
goods and services and the distribution of income in an economy.

Economic well-being: Economic well-being is a multidimensional concept relating to the level
of prosperity, quality of living standards, satisfaction or even level of happiness enjoyed by
people in an economy.

Interdependence, externalities and sustainability: Economic resources can be finite in supply
(e.g. fossil fuels) or renewable (e.g. solar energy). The use of resources is unsustainable if their
use generates negative side-effects or externalities (e.g. climate change). Economic decisions
made in one market are likely to affect outcomes elsewhere. The impact can be positive

(e.g. getting vaccinated) or negative (e.g. using fossil fuels)

Change and economic shocks: The economic arena is dynamic. The factors affecting decision
making are subject to regular change e.g. climate change and geopolitical tension.

Microeconomics and Macroeconomics: Economics approaches the issues caused by the relative
scarcity of resources in two main ways. Microeconomics looks at the component parts of the
economy. It is concerned with individual consumers, products or markets. Microeconomics is the
branch of economics that analyses the operation of individual markets and whether the forces

of demand and supply provide an efficient solution to the economic problem of relative scarcity.
Macroeconomics looks at the economy as a whole. It is concerned with aggregates or totals.

Student Activity 1.1

1. (a) List three main types or classes of economic resources.

(b)  The economic problem of relative scarcity refers to the fact that there are
resources relative to needs and wants.

(c) A person is given $100. On what grounds should they (i) decide whether
to spend or save the $100 and (ii) if they choose to spend it, what to spend
it on.




(d)  In the Australian economy, who or what makes the majority of economic
decisions?

(e) State the meaning of the terms ‘production’ and ‘productivity’. Which of
these terms is a measure of output and which is a measure of efficiency.

2. State for each of the following whether they are macroeconomic or microeconomic
concept?

(a)  The average or general level of prices in an economy.

(b) The demand for a specific brand and model of a mobile phone.

(c) The price of a ticket for a concert.

(d)  The percentage of the workforce who are unable to find a job.

(e) The balance between export revenue and payments for imports.

3. Use the economic concepts of interdependence, externalities and sustainability to
explain why people making economic decisions should be aware the consequences
of the choices they make.

Part 2 — The concepts of opportunity cost and the economic problem

The three questions generated by the economic problem

In order to solve the economic problem, society has to find a way to decide:

(a) what products, and how much of each product, to produce. This is referred to the ‘what
to produce’ question, for example, should they produce more schools or more bombs.

(b) what resources will be used for the production. This is the ‘how to produce’ question, for
example, should a product be made in a labour intensive or capital intensive way.

(c) who will consume the products once they have been produced. This is the ‘for whom to
produce’ question, for example, will they be sold to the highest bidder or allocated in
some other way.



Opportunity Cost

Because resources are relatively scarce, choices have to be made about what to produce, how to
produce and for whom to produce and all choices involve a trade-off. In the economic way of
thinking choices should be made on the basis of opportunity cost. Opportunity cost is defined
as the value of best alternative foregone or sacrificed when a choice or a decision is made. So in
a world of relative scarcity, the real cost of an economic choice is not the price that has to paid
but the value of the best option gone without or surrendered and hence the value of the trade-
off. If there is no opportunity cost, there is no sacrifice and the product is considered to be a
free good rather than economic good

Note that accountants and economists consider costs in a different way. Cost to an accountant
is the direct cost of the money paid for something e.g. the wages paid to the workforce or

the price of raw materials and energy, whereas cost to an economist is calculated in terms of
‘opportunity cost’.

Student Activity 1.2

1. (a) What are the three questions that have to be answered by a country’s
economic system?

(b) Give an example from the Western Australian economy to show the
relevance of each of these three key questions to decision that have been

made.
(c) Give two examples of ‘free goods’. In what sense are they free?
(d) Why is it easier for an accountant to work out the cost of research for a

vaccine than an economist?

Part 3 — The economic decision-making processes of ‘economic man’
and real people

Individual decision-making is the foundation of most microeconomic models and theories.
Traditional economic models and theories are based on the assumed behaviour of ‘Economic
Marn’. ‘Economic man’, or Homo Economicus in Latin, is an imaginary economic agent,
such as a consumer, producer or worker, who makes decisions following a rational or logical
decision making process in order to maximise their economic welfare, for example, by



maximising satisfaction or utility as a consumer, maximising pay and job satisfaction as a
worker or maximising profit as a producer. Note the gender biased terms used when traditional
economics was developed.

This rational or logical process would follow a number of steps including;:

Identifying the goal.

Identifying the problem.

Defining the problem.

Identifying the choices or options available.

Gathering all the information needed about all the options available.

Evaluating the advantages (benefits) and disadvantages (costs) of each of the options.
Choosing the best option.

Taking action.

Reflecting and reviewing whether goal was achieved.

It is assumed that these economic agents (e.g. producers, consumers and workers):

e actin a perfectly rational or logical way and choose the option that maximises personal net
benefit.

e are risk-averse and dislike uncertainty.

¢ have complete, good quality information, about, for example: products, product prices and
factor (resource) prices.

¢ have the ability to calculate costs and benefits.

¢ have the ability to weigh up all the alternatives.

® have complete self-control, and can avoid making emotional or spur-of-the moment
decisions

e act in their own self-interest and are, therefore, not altruistic or over generous.

* make decisions independently and do not compare their consumption to the consumption of
others (i.e. there is no ‘envy’).

e make decisions at the margin, for example, by comparing extra benefit received from a
purchase with the extra cost involved.

e experience diminishing marginal returns or utility, that is, the more they buy of something
the less they want more of it.

* do not base their present and future consumption on their past consumption.

However, by incorporating ideas from psychology and other disciplines, behavioural
economists have challenged traditional views about economic decision-making. They reject the
view that economic agents are fully ‘rational’ decision-makers and highlight the importance

of psychological biases, social and emotional factors. Hence they also dismiss many of the
predictions of traditional models and theories. Unlike ‘economic man’, human beings may:

e operate in inefficient and imperfect markets and the lack information needed for rational
decision making.

e satisfice, that is, make satisfactory choices without too much sacrifice. Their choices are

‘good enough’ choices rather the best possible choice.

use heuristics (or mental short-cuts) when making their consumption decisions.

suffer from cognitive biases (errors in thinking) in their behaviour.

make decisions in a social context rather than independently of others.

be altruistic and think of others

react to the context in which a choice is made and how it is framed or presented.

may be emotional rather than rational, and lack self-control.

The impact of behavioural economics will be examined further in Chapters 2 to 7.



Student Activity 1.3

1.

(a) Identify something you have purchased recently. Suggest six steps you
might have taken in making your choice of purchase.

(b)  Make a list of six factors you did consider in coming to your choice of
purchase.

(c) Assess the extent to which the approach to your purchase was rational and
the extent to which you followed the behaviour of an ‘economic person’.

Describe, using an example, the meaning of the following behaviours, why they
are used and their impact on decision making. Do some research if necessary.

(a) Satisficing.

(b) Errors in thinking (cognitive bias).

(c) Use of mental short cuts (heuristics).




(d) Altruism.

(e) Reaction to how the ‘offer’ of product purchased was framed or presented.
(f) Emotion and lack of self-control.
3. Explain why, if economic agents are often not fully rational decision makers, why

economic theories based on rational decision making may still be worth studying.

Part 4 — The importance of economic models

e Economists use models or diagrams to organise thinking and promote understanding about
economic issues. Often in the form of a diagram, a model provides a simplified version the
real world in order to develop an understanding economic principles and explain, observe
and predict economic behaviour.

e They are built on assumptions and are not intended to be realistic. Like the map of many
cities’ train network, a model is not intended to be a mirror image of the real world, but
something that highlights key factors information and provides insight.

¢ A good model is simple enough to be understood but complex enough to provide
understandings. Models that are over-simplified are rightly open to criticism.

e The term ‘theory’ may be used instead of model but, strictly speaking, a theory is more
abstract and a model is a more applied or empirical.

Part 5 — The Production Possibility Frontier (PPF) model

® One model useful for understanding aspects of the economic problem and relative scarcity is
the Production Possibility Frontier (PPF) model.

® An economy’s Production Possibility Frontier (PPF) shows the possible output levels of two
goods that can be produced using the economy’s current resources or factors of production.
The PPF, therefore, shows the maximum amount of one product that can be produced for
each given level of output of another product. Each PPF is drawn on the assumption that
resources and technology are fixed and only two goods are produced.

e The model helps show the opportunity cost of moving from one of the production
combinations to another. It also shows potential output (or capacity). The level of actual
output will be somewhere inside the frontier if the economy is not operating at full capacity.
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Figure 1.1: Production possibility frontiers

If all the economy’s resources were equally useful or productive for making both consumer
goods and capital goods the PPF would have been a straight line. Doubling the resources being
used to make consumption goods would double their output.

However, as shown in fig 1.1 above, the PPF is often not a straight line. This is because the
law of diminishing marginal returns is at work. This law states that, given a fixed amount of
other resources to work with, the output of a new worker, for example, will be less than the
output of the previous workers, because, for example, adding extra workers dilutes the amount
of capital equipment available to each worker and the new workers may not have appropriate

skills or training.

Student Activity 1.4

1. A fast food outlet can provide the
following combinations of pizza and
calzone.

(a) Sketch the PPF for the fast food
outlet

(b)  Does the level of opportunity cost
change or stay constant as output
levels are changed?

(c) Why, in this case, is opportunity
cost constant?

Option Pizza Calzone
output output
A 30 0
B 25 10
C 20 20
D 15 30
E 10 40
F 5 50
G 0 60
Option Pizza Robot
output output
A 30 0
B 29 1
C 25 2
D 15 3
E 0 4
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A more unlikely firm has the following production opportunities.

(a)  What is the opportunity cost of making the first robot?

(b)  What is the opportunity cost of making the second robot?

(c) Why in this case does the opportunity cost of making robots increase as
output of robots increases?

A tribe living on a tropical island includes five workers whose time is devoted
either to gathering coconuts or to collecting turtle eggs. Regardless of how
many other workers are engaged in the same occupation a worker may gather
20 coconuts or 10 turtle eggs in a day.

(a) Sketch a PPF for the five workers.

(b)  Why is the PPF a straight line? Why doesn’t the law of diminishing returns
operate in this situation?

(c) Suppose a new climbing technique is invented making it easier to harvest
coconuts. Each worker can now gather 28 coconuts a day. There is no
change in their egg collecting abilities. Draw a new PPF (add it on to the
other one) to show how the production frontier has shifted.



Part 6 — The characteristics of a market economy

Many industrial economies, such as Australia, US, Japan, UK and Germany, solve the
economic problem by operating a market economy. Other economies, such as China and
Russia use a command or centrally planned economic system. In market economies, the key
questions of what, how and for whom to produce are answered in a network of separate but
interconnected markets.

Unlimited Wants | Limited Resources|

plus v
= generates Output or
Incomes <€ Production

v linked by

2
Demand \l« Supply

A rationing system
A coordination system
A system of incentives

Fig 1.2: Economies need a way of rationing, coordination and providing incentives

Markets allow buyers and sellers to undertake trade and exchange. All markets must have:

Buyers (who create the demand)

Sellers (who create the supply)

A commodity (the thing that is being bought and sold)

Voluntary exchange (people can choose whether or not to participate)

A process, mechanism or arrangement through which buyers and sellers ‘meet’
A price (set by the relative strength of market demand and market supply)

Market economies have a number of key features:

Property rights and private ownership: People own, or have property rights, over resources
and products. These property rights are enforced through contract law and the justice
system. People are free to sell their property rights to the highest bidder.

Economic freedom: Consumers and producers have the freedom to choose how they
participate in the economy. Households are free to sell their resources to the highest bidder
and to buy goods and services that maximise their satisfaction. Owners are free to make and
sell whatever will be profitable.

Self-interest: The main motivational force in a market economy is self-interest — for business
it is the opportunity to make a profit and for an individual it is the opportunity to improve
their standard of living.

Competition: Market economies thrive on competition. For markets to work efficiently
monopoly power must be restricted to avoid distortion of markets, prices and hence
incomes and the allocation of resources and products.

Moral hazard: People have to live by their decisions and accept the consequences of poor
choices. In a pure or unmodified market economy they face ‘moral hazard’ in the form of
low incomes, unemployment or bankruptcy because there is no safety net or government
(social) insurance to bail them out.

Limited role of the Government: Most societies operate modified market economies in
which the government performs a restricted role. The Government has to protect property
rights and enforce contract law, protect people with no resources to sell who would
otherwise become destitute and regulate producers who try to monopolise markets by
eliminating the competition. In addition, the government allocates resources directly in the
case of public goods.

1



Student Activity 1.5
1. Select a product of your choice. In the market for this product:

(a) Identify the buyers or consumers

(b) Identify the sellers or producers

(c) Are the buyers and sellers forced to participate or are they free to opt out?

(d) How do buyers and sellers meet? What is the process of exchange?

(e) What role does the market price play?

2. Explain the importance of the following in the operation of a market economy.

(a) Property rights

(b) Self-interest

(c) Moral hazard

(d) Competition

(e) Economic freedom

3. Would Australia be able to produce more goods and services if the Reserve Bank
of Australia printed more Australian dollars? Explain your answer.

4. Select a photograph or video clip that shows the production of a product of your
choice. What economic resources can be identified in the photo or video? Is there
evidence of each of the four broad resource categories being used?

12



Identify two examples of people who appear to have limited material need and
wants?

Case Study: The ‘Gig Economy’

People who work in the gig economy are self-employed freelance workers or
working on short-term or ‘zero hours’ contracts. Like a musician who goes from
one gig to the next, they get only paid for the ‘gigs’ they do, such as food delivery,
a taxi ride, video and website production, renting out a room and tutoring, rather
than earning wages. Economy activity in the gig economy involves the use of
land, capital and enterprise as well as labour. Resources that would otherwise

be idle, such a spare bedroom, a car, or a parking space near sports and concert
venues, airports or shopping centres, are employed in the gig economy on an

ad hoc basis. Characteristically workers in the gig economy don’t have typical,
stable employment and are self-employed, independent contractors undertaking
temporary or short term contracts.

Factors behind the growth of the gig economy include the overall growth of the
service sector and the development of computer technology that links buyers
with suppliers, allows people to work away from a traditional workplace, and
shop on-line. There are fewer full-time opportunities for work. Workers in the gig
economy may be motivated by tax evasion too.

The gig economy is a convenient way of introducing flexibility into the labour
market, allowing people to control how often and how long they work. It
increases the use of economic resources and raises the labour force participation
rate and reduces the unemployment rate. It may lead to a rise in productivity or
efficiency because employers only have to employ and pay people when there is
work to do. They don’t incur staff costs when there is no demand.

However, the gig economy creates opportunities for businesses to exploit workers,
and avoid the provision of the entitlements given to traditional workers (such as
leave allowances, superannuation and sick pay). Gig economy suppliers might
take business away from traditional suppliers who have to conform to more
regulations.

Discussion Points

1.

2.

How does the the gig economy increase the availability of resources in an
economy?

Discuss the impact of the gig economy on the following groups: (a) Workers
operating in the gig economy, (b) Workers employed by conventional, traditional
suppliers; (c) The Government; (d) Consumers, (e) The business sector,

(f) Entrepreneurs.

13



EXAM TECHNIQUE

Multiple Choice Questions

STEP 1: Read through the question carefully and study any diagrams or tables that are
included.

STEP 2: Without looking at the alternative answers, work out from the information
provided what correct answers you could be offered, and what answers would definitely
be incorrect.

STEP 3: Now carefully read through the alternative answers provided. Eliminate
answers that are clearly wrong.

STEP 4: Select the correct answer.

Now attempt the following questions. Select your answers before checking below.

1. Which of the options provided is an accurate explanation for a move from
point X to point Y on the production possibility curve diagram?

Goods for
markets

.
'
'
'
'
L
v
'
'
'
'
'
'
'
'
'
i

Fig 1.3: Production Possibility Curve

A more efficient allocation of resources

An increase in the level of international trade
Technological progress

Inflows of skilled migrants

The existence of scarcity in an economy implies that:
There are no free goods
There are no goods provided by the government
Individuals must make choices
There has been a misallocation of resources




A CORRECT Any production point on the PPF is economically efficient.
Resources are being wasted if the production point is inside
the PPF

INCORRECT | There is less production of export goods suggesting a decrease
in trade

INCORRECT | This would cause the whole PPF to shift outwards

INCORRECT | This would cause the whole PPF to shift outwards

INCORRECT | There may be no opportunity cost for some specific goods — there
is supply to meet all demand at a zero price

INCORRECT | Governments have limited resources and make choices
e.g. between transport infrastructure and health services

CORRECT Relative scarcity forces individuals to make decisions. Individual
decision-making is at the heart of microeconomics

INCORRECT | The problem of scarcity exists whether or not resources are being
used efficiently
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SO YOU THINK

SO YOU THINK YOU UNDERSTAND THIS INTRODUCTION TO ECONOMICS

Two sides to the concept of relative scarcity
1
2

Basis of opportunity cost

Focus of microeconomics

Focus go macroeconomics

Three features of economic models

Three key questions answered by an
economic system

1

2

3

Two uses of Production Possibility Frontier
models

1

2

Two values compared when deciding what to
buy

1

2

Two reasons why consumer choices may be

subjective rather than rationally objective
1
2

Five features of Australia’s economic system

See answer section for completed summary




REALITY CHECK

1.

The existence of scarcity in an economy implies that:
(a) there are no free goods in the economy

(b)  resources are mainly allocated by government departments
(c) individuals must make choices

(d) there has been a misallocation of resources

The central purpose of economic activity is:

(a) to reduce the costs of production to the lowest level possible

(b)  to satisfy consumers’ needs and wants
(c) to make products as efficiently as possible
(d) to save scarce resources

Which one of the following is an economic resource or factor of production?
(a) The profits earned by a mining company.

(b)  Iron ore deposits.

(c) A bank loan.

(d) Labour productivity.

Which of the following is classified as land or a natural resource?
(a) A fishing boat.

(b) Fishing nets.

(c) The fishing boat captain.

(d) Fish in the ocean.

Which of the following leads to ‘relative scarcity’?
(a) Limited resources and unlimited wants.

(b) Infinite resources and finite wants.

(c) Low incomes and high prices.

(d) Lack of knowledge about the quality of products produced.

The production possibility frontier model shows:

(a) combinations of two products that an economy can produce using all its
resources

(b) that needs and wants are less than resources

(c) shows how much of two goods should be produced

(d) shows the combination of resources needed to produce two products

Economic models:

(a) are a mirror image of the real world

b)  help to promote understanding of economic issues
c) are based on economic data

d) ignores key factors in order to produce a solution

(
(
(

Which of the following describe the role of a country’s economic system?

L. To provide a rationing system
II. To provide a system that coordinates economic activity
III.  To provide incentives to producers

(a) Option I only; (b) Option I and II only; (¢) Option I and IIT only;
(d) Options I, II and III.

REALITY CHECK
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In a market economy the majority of choices are made by:
(a) the government; (b) producers; (c) consumers; (d) in markets

The main motivation force in a market economy is:
self-interest;
the well-being of other people;
buying as much as possible;
happiness.




DEMAND

SYLLABUS POINTS
[]

]
]
L]

The law of demand

The relationship between individual and market demand schedules and curves

The effect of changes in price on quantity demanded, i.e. movement along the curve
Non-price factors affecting demand

Income, i.e. effect on normal and inferior goods
Population

Tastes and preferences

Prices of substitutes and complements
Expected future prices

The effect of changes in non-price factors on demand, i.e. increase or decrease in
demand
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OVERVIEW - DEMAND

1 Market economies are full of markets. These markets are involved in a constant process
of adjustment that, for the most part, provides an acceptable solution to the economic
problem of relative scarcity and the questions of what, how and for whom to produce.
Market prices and levels of output are set as a result of the interaction of the forces of
demand and supply.

2 Demand is the quantity of a product that consumers are willing to buy at a given price level
over a period of time.

3 The term individual demand refers to the quantity of good or service demanded by an
individual household, at a given price and over a given period of time. Market demand is
the sum of the individual demand from all households in the market.

4 The Law of Demand suggests that there is an inverse relationship between a product’s price
and the quantity demanded. The effect of a change in price on quantity demand, other
things being equal, is shown by a movement along the demand curve for the product.

5 The strength of the relationship between price and quantity demanded varies from market
to market. The term ‘price elasticity’ is used to describe the strength of the reaction of
consumers to a change in the price.

6 There are many non-price factors that affect the level of demand at any given price level.
Important non-price factors are income levels, population demographics, tastes and
preferences, prices of related products and expectations of future prices. and changes in
related markets.

7 The position of the demand curve shifts when there is a change in a non-price factor. An
increase in demand is shown by a shift to the right and a decrease in demand by a shift to
the left.

8 When income increases demand increases for normal products but decreases for inferior
products.

9 Demand for a product falls if the price of a substitute product falls. Demand for a product

falls if the price of a complementary product rises.

10 | Insome situations changes to non-price factors can create the impression that there are
exceptions to the Law of Demand.

Part 1 — The Law of Demand

The Law of Demand states that there is an inverse relationship between the price of a product
and quantity of the product demanded. In most cases, when the price of a product rises
consumers purchase less of this product and when the price falls consumers purchase more.
There are two reasons for this.

e The substitution effect: When a product becomes more expensive it no longer provides the
same value for money. If there are alternative products available consumers may switch
their purchases to these substitutes.

e The income effect: When the price of a product goes up, consumers buying the product
suffer a fall in the purchasing power or real value of their income. For example, when the
price of petrol rises drivers spend more on petrol and have less income left to spend on other
products. The rise in the price of petrol has reduced their real income.



Part 2 - Consumption choices

A rational consumer will demand (or be willing to pay for) a product if the benefit they expect
to receive from the product is equal or greater than the price they have to pay. For example, if a
Cherry Ripe costs $2.50 a consumer will buy one if the Cherry Ripe provides them with at least
$2.50 worth of benefit, satisfaction or utility. If the price of the Cherry Ripe rises to $3, other
things being equal, the consumer must change their spending in a way that increases the level

of benefit, satisfaction or utility they get from a Cherry Ripe. An economic law, known as the
Law of Diminishing Marginal Utility, suggests they can raise the level of benefit, satisfaction or
utility if they reduce the level of Cherry Ripe consumption. The table below shows the process a
rational consumer is assumed to follow when they make a consumption decision.

Steps Explanation
Need/Want Consumers realise that they have a need for or want something.
recognition
Information Consumers find out about the products they can purchase that will satisfy their
search need or want e.g. through print media, internet, product reviews, friends or

social media influencers.

Evaluation of Consumers work out a ‘best buy’ option from the information they have

alternatives gathered. They calculate a marginal utility to price ratio (MU/P). They realise
that MU/P must be the same for all products if their utility is to be maximised.
They may base the decision on one or more product features. They may need
to trade-off one feature with another, e.g. pay more for higher quality.

Purchase The final product selection may be influenced by the ease or difficulty of
making the actual purchase, e.g. is the product available immediately and can it
be bought safely and reliably on line.

Post-purchase Consumers evaluate their product choice and use this evaluation to influence
future purchase decisions.

The findings of behavioural economists show real people do not follow this process
systematically, if at all. The concept of ‘bounded rationality’ is used to describe the scaled-
down or limited way people determine whether or not a purchase should be made. In the real
world consumers use ‘rules of thumb’ or ‘mental short cuts’, known as heuristics, to simplify
and speed up the consumption decision-making process. Unlike the rational consumers of
economic theory, real consumers:

e Operate in inefficient and imperfect markets and the lack information needed for rational
decision making

Satisfice (make ‘good enough’ choices) rather than maximise (make the best possible choice)
Use heuristics (or mental shortcuts) when making their consumption decisions

Suffer from cognitive biases (errors in thinking) in their behaviour

Make decisions in a social context rather than independently of others

Can be altruistic and think of others

React to the context in which a choice is made and how it is framed or presented

May be emotional rather than rational, and lack self-control

Examples of mental shortcuts or heuristics include:

e Making default purchases, i.e. making repeat purchases and carrying on as before

* Anchoring, i.e. placing undue emphasis on limited information which may or may not be
relevant to judge whether a deal or offer is good or bad

e Herd behaviour, i.e. copying the choices made by other people rather than making
judgements themselves
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While the findings of behavioural economists challenge a number of microeconomic laws and
theories, they do not completely discredit the basic relationship between price and quantity
demanded stated in the Law of Demand.

Part 3 — The relationship between individual demand and
market demand

The Law of Demand works at an individual and market level. The individual consumer is only
one of many people participating in the market. Market demand for a Cherry Ripe includes the
individual demand of all the participants in the Cherry Ripe market. The market demand curve
is simply the horizontal addition of all the individual demand curves, so the Law of Demand
operates at both the individual and market level.

Part 4 — The strength of the Law of Demand

The reaction of quantity demanded to a change in price will vary from product to product.

Price Relatively elastic demand Price Relatively inelastic demand

Small reaction
to price change

Q1 Q2 Quantity Q1Q2 Quantity
Fig 2.1:

Demand is said to be relatively elastic if there is a relatively strong response in quantity
demanded to a price change. Demand is said to be relatively inelastic if there is a relatively
weak response in quantity demanded to a price change. Elasticity is covered in more detail
in Chapter 5.

Given the overall price effect is the sum of a substitution and income effects it is reasonable to
assume that two important factors that affect the strength of the law of demand (or elasticity)
are:

e Availability of substitutes — how essential is it that the consumer buys the product
e Proportion of income spent on the good — what is the impact on real income when the price
changes



Student Activity 2.1

1. What is the law of demand? What does the law of demand predict will
happen to quantity demanded as the price of the product goes up?

2. What factors determine the slope of a market demand curve? What
information does the slope of a market demand curve provide?

Price of milk Demand (millions of
litres per month)

1.50 4

1.25 6

1.00 8

0.75 10

0.50 12

0.25 14

3. The table shows the market demand schedule for milk.

(a) Draw the demand curve for milk.

(b) What is the level of spending (or consumer outlay) on milk when the
price of milk is $1.25 a litre? Shade in a rectangle on the diagram that
shows this outlay.
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(c) What happens to producers’ revenue when the price of milk is cut to
$1 per litre? Shade in the ‘revenue box’ on the diagram to show this.
Comment on a decision by producers to reduce the price of milk from
$1.25 to $1 per litre.

4. The table shows the demand schedule for three consumers. They are the only
people participating in this market. Calculate the level of demand in the market as
a whole. Sketch the individual and market demand curves.

Consumer A Consumer B Consumer C Market as a
whole
Price Quantity Price Quantity Price Quantity Price Quantity
Per Per Per Per
week week week week

4 0 4 0 4 1 4

3 2 3 1 3 3 3

2 4 2 2 2 5 2

1 6 1 3 1 7 1

0 8 0 4 0 9 0

Part 5 — Non-price factors that affect market demand

There are many non-price factors that affect the level of market demand. A change in a
non-price factor shifts the position of a product’s demand curve. Five important non-price
factors are:

Incomes: In most cases, when incomes rise, the market demand for a product also rises.
Products that react in this way are described as normal goods. However, the market demand
for some products falls as incomes rise. These are typically cheap, low quality products that
people prefer not to buy if they can afford to spend little more. Products, where demand
reacts in this way are described as inferior goods.

Tastes, fashion or preferences: Tastes, fashion or preferences develop through, convenience,
custom and social attitudes, amongst other things. For example, an increase in the emphasis
on health and fitness has increased the demand for products such as jogging equipment, gym
memberships and personal trainers, health foods and so on, but decreased the demand for
cream cakes, butter and cigarettes.

Prices of related products: Most markets are interconnected. A disturbance in one market

is likely to upset equilibrium in many other markets. For example a rise in petrol prices
might lead to greater use of public transport (if these are considered to be substitute ways
of getting about) but reduce the demand for gas guzzling 4WD vehicles (because petrol and
cars are complementary products)

Expectations of future price changes: Buyers may delay purchases if they expect prices to
fall. For example, if there is a trade agreement between Australia and Japan that will lead
to a fall in tariffs on imported electrical goods consumers might postpone buying these
products until the tariffs cut is reflected in lower prices in shops.

Population or demographic changes: Changes in the size and age distribution of the
population affects the demand for certain products. For example, as Australia’s population
ages there has been an increase in the demand for age and health care services.



Part 6 — The effect on demand curves of a price change and a non-price
change

Demand curves show the relationship between quantity demanded and the price of the
product, based on the assumption that everything else that affects demand stays the same.

Price | Price D1 — D2
By |eeeseesss :
l : P1
i {ememrzoreeed ,
; : b i D1 D2
Q——> Q2 Quantity Q1 —> @ Quantity
Change in price Change in non-price factor
Movement along demand curve Shift in demand curve

Fig 2.2: Movements along and shifts in the demand curve

If the price changes, but nothing else that affects demand changes, the outcome is shown by a
movement along the same demand curve. This is described as a contraction or expansion in
the quantity demanded. If non-price factors that affect demand change (i.e. other things are not
equal anymore) the demand curve shifts to a new position. This is described as a decrease or
increase in demand.

Student Activity 2.2

1. Choose a specific good or service. Write down four non-price factors that are
likely to affect the demand for your chosen product and the reason for this effect.

2. Complete the table by adding the appropriate terms.

Description Term

(a) Rise in income leads to a rise in demand

(b) Rise in income leads to a fall in demand

(c) Fall in price of another good (e.g. Mars Bar) leads to fall in the demand
of this good (e.g. Cherry Ripe)

(d) Fall in price of another good (e.g. torch) leads to rise in the demand of
this good (e.g. batteries)

(e) Fall in price of another good (e.g. economics textbook) leads to no
change in the demand of this good (e.g. a bicycle)
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3. What is the golden rule about movement along and shifts in a demand curve?

(a) When do demand curves SHIFT?

(b) When is there a MOVEMENT ALONG a demand curve?

4. State the correct description the following changes.
Description Correct Term
(a) Impact on demand of a rise in price of the product
(b) Impact on demand of a fall in the price of the product
(c) Rise in demand caused by a non-price factor
(d) Fall in demand caused by a non-price factor
5. Describe the impact of the following events on the demand curve for the product
stated.
Impact on
Product Event demand
curve
(a) SUV's (4WD's) Rise in fuel prices
(b) Plums Fall in the price of apples
(0) Air travel Rise in airport taxes and charges
(d) Overseas holidays Increase in wealth
(e) Australian Dollar Increase in inwards foreign investment
0) Restaurant meals Fall in incomes
(9) Postage stamps Email, SMS
(h) Postage stamps Christmas

Organic food

Rise in healthy living

Electricity

Rise in the price of gas

Part 7 — Exceptions to the Law of Demand

There are at least four situations when the law of demand doesn’t appear to hold true. In these
situations a rise in the price of a product appears to cause an expansion in quantity demanded
rather than a contraction.

e High Status Goods, Goods of Ostentation or ‘Veblen Goods’: The value or benefit of these
products comes from their exclusivity or ‘snob value’. Buyers are undertaking ‘conspicuous



consumption’, that is the benefit comes from being seen consuming the good. The higher the
price of these goods the more exclusive they become and the more benefit people get from
being seen to own them.

¢ Giffen Goods: Giffen Goods are inferior, staple goods. The demand for inferior goods rises
as incomes fall. Staple goods, such as basic foods, are goods that take up a large share of
a person’s income especially when incomes are low. The name Giffen Good comes from an
economist who observed what happened in 19th century Ireland. He saw that when the
price of potatoes was low people had some spare disposable income and switched to better
(superior) types of food. When potato prices were high, however, they had no income left
over for other foods so they had to rely on potatoes. Today rural Chinese farmers may
experience a similar problem with rice.

e Experience Goods: Consumers often face an ‘information gap’ when trying to decide what
product to buy. Experience goods are ‘difficult to judge the quality’ goods. For example,
it is difficult to tell which brand of LED TV is best. One way of making the choice is to
assume that there is a positive correlation between price and quality. A high price TV’s
might be considered to be the higher quality TV’s and hence the TV to buy. Consumers of
health products face a similar problem, not knowing the quality of the product before they
experience it. Is Blackmores the market leader in health foods because they are better or just
because they are more expensive?

¢ Bandwagon Effects: A price change for a share in company, for example, may be seen
as an indication of further price changes to come. A rational consumer might, therefore,
increase demand, in order to be well positioned for future price rises. Similarly, a fall may
be considered a sign of more falls to come so it is better to sell before the further fall takes
place.

The apparent breakdown of the Law of Demand in these cases occurs because there is a
change in a non-price factor triggered by the change in price. The relevant non-price factors
are respectively (a) change in exclusivity, (b) change in real income, (c) change in quality and
(d) expectations of further price changes.

Part 8 — Joint demand

There is said to be joint demand for products when the demand for two or more products is
interdependent, usually because they are used together or are complementary products. The
demand for one product is derived from the demand for the other product. For example, the
demand for ink cartridges depends on the number of printers in use. This is why printers are
sold as loss leaders to increase demand for ink cartridges.

Part 9 — Derived demand

Demand is said to be derived demand when the demand for a resource or intermediate good
depends on the level of demand for another intermediate or final good. For example, the
demand for geologists is linked to demand for mineral commodities such as iron ore, copper
and gold. In this case there is joint demand for geologists and mineral commodities.

Part 10 — Composite demand

Products that have multiple uses are said to have composite demand. For example, the overall
demand for crude oil depends on the separate demand for oil used to produce petrol, for oil
used to make tyres, for oil to make plastic, oil to make detergent and so on. Each market
segment can be affected by different non-price factors.
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Student Activity 2.3

1. What normally happens to quantity demanded when the price of a product rises?
What is the shape of a normal demand curve?

2. What basic condition or assumption, made when a demand curve is drawn, is
broken in the cases of ‘perverse’ or upward sloping demand cases explained in the
text?

3. Complete the following table covering the apparent exceptions to the law of
demand.

Description Examples Explanation
Veblen good
Giffen good

Experience good

Bandwagon good

4. Which type of behaviour (Giffen, Veblen, Experience, Bandwagon) is the most
likely to occur in the real world? Do these examples discredit the law of demand?

5. Complete the table about joint demand, derived demand and composite demand.

Description

Examples

Significance

Joint demand

Derived demand

Composite demand




MINI CASE STUDY - Soaring demand for sugar fuels land grabs
(Oxfam Australia Media)

An Oxfam report ‘Nothing sweet about it: How sugar fuels land grabs’ highlights
examples of land grabs and disputes linked to companies that supply sugar

for Coca-Cola and PepsiCo products, and allegations of land disputes among
suppliers of Associated British Foods — whose brands include Twinings and
Ovaltine. 31 million hectares, an area bigger than Victoria, is already being

used to grow the world’s sugar, much of it in poor countries. Last year, the

world produced 200 million tonnes of sugar, with the food and drinks industry
accounting for more half of that. Sugar production is expected to rise by

25 per cent by 2025.

(a) Define the terms ‘derived demand’, joint demand’ and ‘composite demand’
(b)  Using the information in the text, apply these three concepts to the demand
for sugar.

29



30

SO YOU THINK

SO YOU THINK YOU UNDERSTAND DEMAND

State the law of demand. Sketch diagram.

Meaning of joint demand

Two reasons for inverse relationship between
price and quantity demanded

1

2

Meaning of derived demand

Two factors affecting strength of law of
demand

1

2

Meaning of composite demand

Terms for movement along demand curve
1 When price increases =
2 When price decreases =

Terms for shifts in demand curve
1 Shift to the right =
2 Shift to the left =

Five non-price factors that affect demand

a b ownN —

Four apparent exceptions to the law of
demand
1

2
3
4




REALITY CHECK

1.

Which one of the following is an example of composite demand?

(a) The demand for labour is derived from the demand for the good which
that labour produces

(b)  The demand for petrol increases when roads are improved

(c) The demand for strawberries increases when the price of strawberries

falls
(d)  Bricks are in demand for both house building and factory building.

Which one of the following best describes the relationship between the demand
for pilots and the demand for air travel?

(a) Composite demand

Derived demand

Joint demand

d)  Complementary demand

The demand curve for a product will shift to the right when:

a) The price of a close substitute decreases

b)  There is an increase in the price of a complementary good
c) Consumers expect that the price of the good is about to fall
d)  The real income of consumers of the product falls

Which of the following will lead to an increase in demand for butter?
(a) A decrease in the price of complementary goods to butter.

(b) A successful advertising campaign for a butter substitute.

(c) A decrease in the population.

(d) A decrease in real wages.

Other things being equal, demand curves slope downwards from left to right
because

(a) Higher prices lead to higher costs.

(b) Lower prices lead to higher output.

(c) Lower prices lead to higher demand.

(d)  Higher prices lead to higher profits.

When a market is disturbed by an increase in demand, at the existing price there
1S now:

(a) A shortage and the price will rise

b) A surplus and the price will fall

c) A shortage and the price will fall

d) A surplus and the price will rise

(
(
(

REALITY CHECK
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SUPPLY

SYLLABUS POINTS
[]

[]
[]
[]

The law of supply

The relationship between individual and market supply schedules and curves

The effect of changes in price on quantity supplied, i.e. movement along the curve
Non-price factors affecting supply

e costs of production

e expected future prices

e number of suppliers

e technology

e events affecting the availability of resources and the supply chain

The effect of changes in non-price factors on supply, i.e. increase or decrease in supply



OVERVIEW - SUPPLY

1 Market economies are full of markets. These markets are involved in a constant process
of adjustment that, for the most part, provides an acceptable solution to the economic
problem of relative scarcity and the questions of what, how and for whom to produce.
Market prices and levels of output are set as a result of the interaction of the forces of
demand and supply.

2 Supply is the quantity of a product that producers are willing to offer for sale in a market at
a given price over a period of time.

3 Individual supply refers to the output of a single supplier or producer. Market supply is the
total supply of all the suppliers or producers in the market.

4 The Law of Supply suggests there is a positive or direct relationship between the price of a
product and the quantity supplied.

5 The effect of a change in the price of a product on supply is shown by a movement along
the supply curve.

6 The strength of this relationship (or elasticity of supply) depends on the complexity of
production processes, the availability of resources and the time period involved.

7 There are a number of non-price factors that affect supply. Some important non-price
factors are changes to technology, changes to input prices or costs of production,
expectations of future price changes, the level of government regulation, supply chain
issues and the number of suppliers in the market.

8 If there is a change in a non-price factor affecting supply there is a shift in the position of
the supply curve.

9 Supply shocks (as well as demand shocks) can lead to a shortage or surplus, and an
automatic (or invisible) adjustment to prices, the quantity traded and the allocation of
resources.

10 Markets are interconnected. A change in one market will cause a ripple or domino effect

across many other markets.

Part 1 - The Law of Supply

The Law of Supply states that, in most cases, there is a positive or direct relationship between
the price of a product and the quantity of supply. When the price of a product rises producers
increase the supply of the product to this market and when the price falls producers reduce
supply. This happens because higher prices mean higher profits for producers assuming the rise
in production does not increase unit costs. A fall in prices may mean a fall in profits and some
firms being forced to close down.
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Price Expansion in quantity supplied Price Increase in supply
P2
P1 P1
a @ Quantity Q1 Q2 Quantity

Fig 3.1: Movement along and shifts in a supply curve

Part 2 - The slope of the supply curve

A steeply sloping supply curve suggests that it is difficult, in a given period of time, to increase
supply when the price of the product increases. Supply is said to be relatively inelastic. Supply
is inelastic where, for example, expanding production is complex, expensive or constrained by
a lack of resources. The time period is important because, given time, it is possible to increase
the supply of most products. For example, during the pandemic demand for a testing kits was
high but it took while for them to become generally available.

Part 3 — Non-price factors that affect market supply

Non-price factors that affect supply include:

e Costs of production or input costs: Lower input prices, such as the cost of labour and
energy, allow firms to profitably increase supply at each price level. If firms can improve the
efficiency with with they operate through a rise in productivity they will be able to increase
supply.

e Technology: Improved technology is likely to increase the production capacity of suppliers
and reduce their unit costs of production. Producers are able to profitably increase supply
at each price level. For example, improved transport technologies have reduced the costs
of international trade increasing the ability and willingness to supply products around the
world.

e Expected future prices: If producers expect market prices for a product to change in the
future they may alter production and supply to take advantage of the future price change.

e Number of suppliers: If a producer has monopoly power in a market they may restrict
supply in order to keep the price of their product high.

e Government regulations: Government rules and regulations increase the cost of production
or in some cases rule out any production at all. Removal of regulations has the opposite
effect. For example, the reduction of tariffs on imported goods from China has increased the
supply of products such as toys, electrical goods and clothing in Australian markets.



CASE STUDY - LEAN MANAGEMENT AND PRODUCTIVITY

e The level of productivity is the level of output divided by the level of resource input.
Productivity is a measure of productive efficiency. There are two common measures of
productivity, labour productivity (GDP/hours of labour used) and multifactor productivity
(GDP/hours of labour plus quantity of capital used).

e At the microeconomic level, improving productivity is important for producers seeking to
reduce production costs and raise profits. An improvement in productive efficiency will shift
the producer’s supply curve in a downward direction, as any given level of output can be
made at lower unit or average cost.

® One way a producer can improve productivity is through ‘lean management’. The ‘lean’
approach, based on the Toyota Management System (TMS), provides a set of tools that
can be applied to all aspects of a business and stages along the value-adding stream. These
tools include identification of wasteful practices that increase production costs and the use
of management techniques to eliminate waste, reduce costs and hence promote productivity
and competitiveness.

e The key to ‘lean’ management is the elimination of waste so that the value-adding stream
flows smoothly. The original ‘lean” TMS defined seven areas of waste, with an eighth area
being added later. These ‘wastes’ are seen as symptoms of inefficiency or clues to help in the
detection of non-value adding practices. The eight areas where waste occurs are:

o Waste of transportation: Unnecessary movement of people, components,
sub-assemblies, packaging or anything else needed for production.

o Waste of inventory: Having unnecessary levels of inventory or stocks. Stocks cost
money, for example, through the provision of space for storage, tying up cash flow
and the use of people to track and rotate the stock.

o Waste of motion and movement: Moving further than needed e.g. to get components
and complete tasks.

o Waste of waiting: Waiting for parts, waiting while a machine is down and waiting for
a process to finish.

o Waste of over-production: ‘Pull’ production involves making only what the customer
wants and making it when the customer wants it. Making for stock is known as
‘Push’ production. True pull is not always easy. Ideally, if a customer orders a
product, that is when it is made.

o Wiaste of over-processing: Over-engineering a product and doing tasks that are not
necessary e.g. extra coats of paint or trimming.

o Wiaste of defects: Defects lead to rework, salvage and scrap. If defective goods reach
customers, the reputation of the business will suffer. Products should be made ‘right
the first time’.

o Waste of untapped human resources: Not allowing your employees to their full
potential.

Some principles of ‘lean’ management designed to eliminate waste are:

¢ Kaizen: Continuous improvement through the involvement and training of workers
® ‘Just-in-time’ rather than ‘just-in-case’ stock control and production
® Built-in quality control to eliminate waste and scrap

Discussion Points
1. What inefficiencies or areas of waste are highlighted in each of the following examples?

(a) A warehouse full of stock.

(b)  An employee who is rushing around looking very busy.

(c) An employee standing by a machine that is being repaired.

(d) A skip of defect products ready to be scrapped.

(e) A product that is designed to exceed the expectations of the customer.

(f) Components and sub-assemblies being moved between different factory sites.

(g)  Workers doing repetitive tasks without the need to think about what they are
doing.

(h) A storeroom full of spare parts just in case vehicles or machinery breaks down



Using the ‘lean’ areas of waste or inefficiency as a guide, identify and analyse an activity
or process that you undertake and explain three ways your productivity could be

increased.
Student Activity 3.1
1. (a) Use the data in the table below to draw a supply curve for milk.
Price of milk | Supply of milk
($) (%)
1.50 25
1.25 20
1.00 15
0.75 10
0.50 5
0.25 0
(b) State why supply curves display a positive relationship between price and

quantity supplied?

2. Complete the table below about the ‘golden rule’ of supply curves.

When do supply curves SHIFT?

When is there a MOVEMENT ALONG a supply curve without a shift?

3. Complete the table below by stating the correct terminology for the descriptions
given.

Description Correct Term

Impact on supply of a rise in price of the product

Impact on supply of a fall in the price of the product

More supply due to a change in a non-price

Lower supply due to a change in a non-price factor




4. Complete the following table for the stated products and events.
Product Event What happens to Description of
supply curve? supply change
Gold Rise in gold price
Wheat A good harvest
Private Rise in teachers’ pay
schooling
Cars Better robotics
Sugar Fall in sugar price
Houses House price rises
Plastic Rise in the price of oil
Workers Rise in population
5. Think of a product where supply is adjusted very quickly when demand rises.

What factors make this adjustment possible? What will be the slope of the supply

curve for this product?
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SO YOU THINK

SO YOU NOW THINK YOU UNDERSTAND SUPPLY

State the law of supply. Sketch diagram.

Four non-price factors that affect supply
1

2
3
4

Reason for positive relationship between
price and quantity supplied

Terms for shifts in supply
1
2

Two factors affecting strength of law of
supply

1

2

Two exceptions to the law of supply
1
2

Terms for movement along supply curve
1 When price increases =
2 When price decreases =

See answer section for completed table




REALITY CHECK

1.

A shift to the right of the supply curve for a product can be caused by:
(a) A rise in popularity of the product.

b) A rise in costs of production.

c) A tax on the product.

d) Firms entering the industry.

(
(
(

Other things being equal, supply curves slope upwards from left to right because:

(a) Higher prices lead to higher costs.
(b) Lower prices lead to higher output.

(c) Lower prices lead to higher demand.

(d)  Higher prices lead to higher profits.

Oil producers reduce the supply of oil because of a fall in the price of oil. The
correct description of this reduction in supply is:

(a) A fall in the quantity supplied

(b)  An extension in the quantity supplied

(c) A contraction in the quantity supplied

(d) A decrease in supply

The effect of a shortage of semi-conductors from China and Taiwan:

(a) raised the price of cars and shifted the supply curve for cars to the right
b)  reduced the price of cars and shifted the supply curve for cars to the left
c) increased the price of cars and shifted the supply curve for cars to the left
d)  had little impact on the price or availability of cars

(
(
(

A steep sloping supply curve suggests that when the price of their product

changes

(a) it is relatively hard for producers to change supply in the short term

(b) it is relatively easy for producers to change supply in the short term

(c) it will be less profitable for suppliers to change supply in the short term
(

d)  there will be a surplus in the market over the short term

REALITY CHECK
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MARKET EQUILIBRIUM

SYLLABUS POINTS

[ ] The concept of market equilibrium.
[ ] The concepts of market clearing, shortages and surpluses.

[ ] The effect of changes in demand and/or supply on market equilibrium, including
simultaneous shifts of demand and supply.
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OVERVIEW - MARKET EQUILIBRIUM

1 A market is in equilibrium when demand equals supply. Equally, a market is in
disequilibrium if, at a given price, demand and supply are not equal.

2 The equilibrium price is said to be the clearance price. At the clearance price there is no
shortage or surplus in the market as all the products supplied are purchased.

3 If the price is set below the market clearance price there will be excess demand and if it is
set above the market clearance price there will be excess supply.

4 Demand curves and supply curves shift their position when they are affected by changes in
relevant non-price factors.

5 When supply and/or demand conditions change the market is disturbed and the market is
in temporary disequilibrium.

6 A process of adjustment brings the market back into equilibrium but at a different price
level and quantity of supply.

7 The process of adjustment involves a number of steps. For example, suppose a negative
demand shock disturbs a market, creating a surplus. Producers discount prices to eliminate
the surplus. The price reduction causes producers to reduce supply but also entices some
consumers back into the market, expanding quantity demanded. The process continues
until a new equilibrium is reached.

8 In a competitive free market economy markets are interconnected through a complex
network of prices and supply chains.

9 Some of the more obvious market connections involve substitutes and complements,
changes in income and where there is derived demand.

10 Demand and supply in a market may change regularly and simultaneously. The price
mechanism operates constantly and invisibly reallocating of resources to match the pattern
of demand.

Part 1 — Market equilibrium

® Markets are in equilibrium when the quantity demanded equals the quantity supplied. The
equilibrium price is said to be the clearance price. All the products supplied to the market
are purchased.

e The market is in disequilibrium if, at a given price, the quantity demanded is not equal to
the quantity supplied. If the price is above the equilibrium or clearance price there will be
excess supply (supply > demand) and if the price is below the equilibrium or clearance price
there will be excess demand (demand > supply).

e If there is excess demand buyers will have to compete to buy the product. Sellers will raise
the price of the product to maximise profits.

e If there is excess supply buyers will be able to get discounts or take advantage of special
offers as sellers try to offload their excess stock.
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Price

P1

PEq

P2

Excess supply

fommnn s e pt e et e ot Demand = supply

...........

Excess demand

Fig 4.1: Excess supply and excess demand

Student Activity 4.1
1. The table shows the demand and supply for milk in a town.
Price of milk Demand for milk Supply of milk
(%) (litres per month) (litres per month)
1.50 4 25
1.25 6 20
1.00 8 15
0.75 10 10
0.50 12 5
0.25 14 0

Draw the demand and supply curves.




(b)  What is the equilibrium price and quantity?

(c) If the price of milk was fixed by the government at $1.25 per litre, what

would be the result?

(d)  If the price was fixed by the government at $0.50 per litre, what would be

the result?

(e) Due to an increase in population in the market for milk and a successful
marketing campaign, demand increases by 7 litres per month at each price
level. There is no change to supply. Fill in table below showing the new
level of demand. Draw the new demand curve on your diagram. What is
the new equilibrium price?

Price of milk

Demand

Supply

(%) (litres per month) (litres per month)
1.50 25
1.25 20
1.00 15
0.75 10
0.50 5
0.25 0

(f) Next, because of rising energy costs and wages supply falls by 7 litres per
month at each price level. Fill in table below showing the new level of
supply. Draw the new supply curve. What is the new equilibrium price?

Price of milk

Demand

Supply

(%) (litres per month) (litres per month)
1.50 11
1.25 13
1.00 15
0.75 17
0.50 21
0.25 24
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2. (a) On fig 4.2 below, show the market clearance price and quantity.

Price D

S

& D

Fig 4.2: Excess supply and excess demand.

(b)  Given this level of demand and supply, how many market clearance prices
are there?

(c) At the market clearance price what is relationship of quantity demanded
and supplied?

(d) At the clearance price is there any excess demand (a shortage) or excess
supply (a surplus or glut)?

(e) At price P1 there will be a (shortage/surplus) because there is
excess (demand/supply)

(f) At price P2 there will be a (shortage/surplus) because there is
excess (demand/supply)

(g)  Why are prices P1 and P2 not ‘equilibrium’ prices? What happens at price
P1 and P2?

Part 2 — Impact of changes in demand and supply on market equilibrium

First a recap on when demand and supply curves shift their position. They shift position when
non-price factors lead to a change in demand and/or supply. As a result there will be a change
in market equilibrium. The market can be said to have been disturbed or to have experienced a
demand or supply shock.
e Shocks that increase demand shift the entire demand curve from its original position to the
right.
e Shocks that decrease demand shift the entire demand curve from its original position to the
left.
Shocks that increase supply shift the entire supply curve downwards and to the right.
¢ Shocks that decrease supply shift the entire supply curve upwards and to the left.



STUDY TIP

Avoid using diagonal arrows to show a shift in demand or supply curves. Normally it makes
sense to think along the following lines:

® Anincrease in demand is a horizontal shift to the right and a decrease in demand is a
horizontal shift to the left

® An increase in supply due to a fall in costs of production is a vertical shift in downwards
and a decrease in supply as a result of higher production costs is a vertical shift upwards

* An increase in supply due to a increase in capacity is a horizontal shift to the right and a
decrease in supply as a result of reduced capacity is a vertical to the left

Non-price factors causing a change in Non-price factors causing a change in supply
demand
Changes in consumer income Changes in costs and availability of resources
Changes in consumer tastes or preferences Changes in costs of production
Changes in quality Changes in government regulations
Changes in prices or quality of other goods Changes in goals of business

Part 3 - How a market moves from one equilibrium position to another

After a market is disturbed it is in temporary disequilibrium. At the old price demand and
supply are no longer equal. The market does not clear at the old price. For example, if
consumers become health conscious they might reduce their demand for sugary drinks.

Sugary Drinks
Price , D2 D1

Surplus at
price P1

Contraction in

N — /] supply

Expansion in
demand
Decrease in
demand

: D2 m

Quantity
Fig 4.3: The market for sugary drinks

The demand curve for sugary drinks will shift to the left. At the old equilibrium price (P1) there is
now more supply than demand and a surplus. Producers will react to the surplus by discounting
or reducing their prices and will reduce the quantity of sugary drinks supplied. The discounted
price might tempt a few consumers back into the market and cause an increase in quantity
demand. These adjustments continue until a new equilibrium position is reached at price P2.

It is important that you understand the sequence of events when markets move to a new
equilibrium position. Here is a recap.

. Market is in its original equilibrium position at P1/Q1.

. A negative non-price shock disturbs the market. Demand shifts from D1 to D2.

. There is now a surplus at price P1.

. Producers discount prices to eliminate the surplus.

. As price is falling producers contract the quantity supplied, but some consumers come back
into the market, expanding the quantity demanded.

. Process continues until surplus disappears and a new equilibrium is reached at P2/Q2.

»n bW

o)

45



Student Activity 4.2

1. Assume the table shows the demand and supply for toasters at different price
levels.
Price Quantity Quantity Quantity
demanded per supplied per demanded rises
week week by 6
40 20 6
50 18 8
60 16 10
70 14 12
80 12 14
90 10 16

(a) Draw the demand and supply diagram for this market
(b)  What is the equilibrium price and quantity for toasters?

(c) Suppose the price of bread falls leading to a rise in the demand for toasters
by 6 units at each price level. Add the new level of demand to the table
above.

(d) Draw in the new demand curve

(e) What is the new equilibrium price and quantity for toasters?

Describe the six steps involved in the establishment of the new equilibrium
price and quantity for toasters.

—
=
-

Step 1: Market is in equilibrium at price $75 and 13 units

Step 2

Step 3

Step 4

Step 5

Step 6:

Part 4 — Connections between markets

In a competitive free market economy all the markets are interconnected through an
ultra-complex network of prices. This network operates ‘invisibly’ as if driven by a giant free-
market super-computer. Some of the more obvious market connections involve the following.

e Substitutes: An increase in demand for one product leads to a fall in demand for the other

e Complements: An increase in demand for one product leads to more demand for the other

e Incomes: A change the price of a product changes producers’ income level, and hence the
demand for the products they buy



® Derived demand: A rise in demand for a good affects demand for the resources used to make
the product

For example, if there is frost in Brazil the supply of coffee falls. The price of coffee will rise.
Some consumers may switch from coffee drinking to tea. The price of tea rises. Producing tea is
now more profitable so supply rises. Sales of coffee creamer drop disturbing this market. Coffee
suppliers in Kenya (unaffected by frost) earn higher incomes and increase their demand for
roofing tiles. This raises the price of roofing tiles and encourages a rise in supply. So the impact
of the frost in Brazil has far reaching effects spreading throughout the world economy.

Student Activity 4.3

1.

Demonstrate with the aid of a series of annotated demand and supply diagrams,
how two apparently separate markets may, after five or six steps, prove to be
connected.

CASE STUDY - SUPERFOODS

(a)

(b)

(c)

Consumers in the developed world increasingly demanded so-called
‘superfood’ products produced in the developing countries such as Peru,
Bolivia and Ethiopia. These superfoods included grains or seeds, such as Chia,
Quinoa and Teff, berries, such as Acai, Goji and blue berries, vegetables such
as kale and broccoli, and coconut water.

Superfoods are generally highly nutritious containing lots of fibre, vitamins,
protein, minerals and antioxidants amongst other things, but, on their own,
are not particularly appetising or tasty. They become fashionable among
people looking for a ‘silver bullet’ or easier and more interesting way of staying
healthy than sticking to a balanced diet and taking regular exercise.

Demand for some of these products grew as a result of favourable scientific
research and publicity (Chia seed) and from reports that their consumption has
transformed peoples’ health.

Demand for other superfood products grew because of celebrity endorsement
including Oprah Winfrey (Acai berries) and Michelle Obama (Quinoa) and, as
a result, become highly fashionable.

As a result of increased demand prices of these products rose sharply. For
example, the price of Quinoa rose from $300/ton to $1,500/ton in five years.
The surge in demand wasn’t good news for everybody in the countries where
the products were grown, especially for crops that were perishable and formed
part of the local staple diet. While in the short term a surge in export sales
meant higher prices for the growers, they also meant local consumers were
priced out of the market. Indeed, Ethiopia eventually introduced a ban on Teff
grain exports.

After a time prices fell back as the higher prices encouraged investment in new
land and production techniques to increase supply. Also, fashions change and
demand for one popular crop can fall away as different substitute superfoods
are discovered.

Define the terms (i) demand and (ii) supply.

Identify the non-price factors affecting the demand for superfoods

Using demand and supply analysis, explain the price movements in the
market for one or more superfood products.
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EXAM TECHNIQUE

EXAM TECHNIQUE - CHAINS OF REASONING

Longer written answers, in many cases, need to include more than just a statement
or assertion that one thing causes another. A chain of reasoning (e.g. covering how’s
and why’s, causes and effects) should be included to explain the steps involved in the
process. Consider the question:

Explain the likely impact on the price of oil of a decision by OPEC (the Organisation of
the Petroleum Exporting Countries) to reduce the level of their oil production. Rather
than stating or asserting that the price of oil is likely to rise, a good answer will explain
each link in the following chain of reasoning.

Expansion of
supply from

causes
leads to causes other producers
- - - continues Higher
Decrease in 3 S?\o.rtage E‘lt L4 Price b‘egms to sontil equxllpnum
supply existing price rise price

Contraction in established
demand from /

consumers

causes

Fig 4.4

This explanation would need to be supported by a clearly drawn, fully labelled annotated
microeconomic demand and supply diagram.



SO YOU THINK YOU UNDERSTAND MARKET EQUILIBRIUM

Equilibrium condition

Six steps in moving from old equilibrium to
new equilibrium

o~ wWwN =

Condition for excess demand

Condition for excess supply

What is the market clearance price?

Three ways markets are connected

SO YOU THINK
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REALITY CHECK

REALITY CHECK

1.

The table shows the demand and supply for shoes at various prices.

Price ($) Demand per week Supply per week
25 200 60
50 150 80
75 100 100
100 75 120
125 50 140

A price of $50 for the shoes will lead to:

(a) Excess demand and a shortage of 70 pairs of shoes
(b)  Excess supply and a surplus of 70 pairs of shoes

(c) Excess demand and a shortage of 140 pairs of shoes

(d)  Excess supply and a surplus of 25 pairs of shoes

When a market is disturbed by an increase in demand, at the existing price there
1S nOw:

(a) A shortage and the price will rise

(b) A surplus and the price will fall

(c) A shortage and the price will fall

(d) A surplus and the price will rise

A fall in demand for petrol cars caused by an increase in demand for electric cars
will lead to:

(a) a fall in the price of petrol cars but will not effect any other markets

b)  arise in the price of petrol cars but will not effect any other markets

c) a fall in the price of petrol cars and will effect many other markets

d)  arise in the price of petrol cars and will effect many other markets

(
(
(



ELASTICITY

SYLLABUS POINTS

[]
L]
[]
L]
L]
[]
L]
[]
L]

The concept, and measurement, of price elasticity of demand.

Determinants of price elasticity of demand.

The distinction between goods that are price elastic and price inelastic in demand.
The link between price elasticity of demand and total revenue.

The concept of price elasticity of supply.

The distinction between goods that are price elastic and price inelastic in supply.
Determinants of price elasticity of supply.

The application of price elasticity of demand and supply to markets.

The importance of price elasticity of demand and supply for business and government,
including the incidence of a tax and price discrimination.
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OVERVIEW - ELASTICITY

Markets are constantly adjusting to changes in prices and non-price factors. The degree of
adjustment depends on the size of disturbance and the extent of the response or reaction
of consumers and producers to the disturbance. The term elasticity is used to describe the
level of consumers’ and producers’ response when conditions in a market change.

There are three types of demand elasticity; price elasticity of demand (PED), income
elasticity of demand (YED) and cross price elasticity of demand (XED) and one form of
supply elasticity; price elasticity of supply (PES).

All types of elasticity are measured in the same way by comparing the percentage change in
quantity demanded or supplied by the percentage change in the cause (i.e. the price of the
product, the income of consumers or the prices of related goods). Note elasticity is a ratio
of two percentages and not a comparison of changes in two levels.

The term ‘elastic’ is used to describe a relatively big reaction or response and the term
‘inelastic’ is used to describe a relatively small reaction or response.

PED is determined by two key factors; how necessary or urgent the purchase is and the
number of substitute products that are available. Demand for a product is described as
price elastic if the value of PED is greater than 1. Demand for a product is described as price
inelastic if PED is less than 1.

Where demand for a product is inelastic, producers can increase their sales revenue by
raising the price of the product. If demand for the product is elastic they will lose sales
revenue if they raise the product’s price.

A product is described as being normal if YED is positive (greater than zero) because there
is a direct or positive relationship between demand and income for most products. A
product is described as being inferior if YED is negative (below zero) because consumers
tend to switch between poor quality and good quality products when real incomes change.

Changes in relative prices lead to adjustments in markets. Products are described as being
substitutes if XED is positive because buyers may move to a substitute product when the
price of a product rises. Products are described as being complements if XED is negative.
Complementary goods, such as electrical goods and batteries, are jointly consumed and a
rise in price of one of the products tends to reduce the demand for both products.

Elasticity of supply is a measure of the willingness and ability of producers to react or
respond to a change in the price of their product. Normally, an increase in the price of the
product leads to an increase in the level of supply. If quantity supplied rises by a bigger
proportion than the rise in price supply elasticity is said to be elastic. If there is only a
relative small change in supply, the price elasticity of supply is said to be inelastic.

10

Consumers, producers and governments need to be aware of the elasticity levels relevant
to their areas of activity, so that they can make decisions and choices that help them achieve
their goals and objectives.

Part 1 — The concept of elasticity

Elasticity is one of the core concepts of economics and is a powerful tool of analysis. Elasticity
is the term used by economists to describe the level of response, reaction to, sensitivity or
impact on the quantity demanded or supplied to a change in some relevant factor such as its
price, the price of other goods or income.




Different types of elasticity
There are three types of elasticity that relate to demand and one that relates to supply.

Demand elasticity

Price elasticity of demand Impact of changes in the price of the product on the quantity of
a product demanded

Income elasticity of demand Impact of changes in household income on the quantity of a
product demanded

Cross elasticity of demand Impact of changes in the price of other products on the quantity
of a product demanded

Supply elasticity

Price elasticity of supply Impact of changes in the price of the product on the quantity of
a product supplied to a market

The importance of elasticity for producers

e In order to achieve their business goals (e.g. profit or revenue maximisation or sales
growth), producers need to understand what happens to sales and revenue when the price
of their product is changed, when consumers have more or less income to spend, and when
prices change in related or linked markets. The lower the consumers’ reaction to an increase
in price the more revenue and profit a firm can earn.

® A business can influence elasticity through its marketing mix. They can try to reduce
consumers’ sensitivity to changes in the market by, for example, building a strong brand
image, and improving the quality and design of their product. They will not have control
over consumers’ income or the marketing mix of rival producers, unless they buy them out
or force them out of the market.

¢ Under certain conditions a firm may be able to increase revenue by charging different
prices to different groups of consumers or charging different prices for different quantities
purchased by individual customers. For example, if demand for a product from one group
of consumers is price inelastic they can be charged a higher price than customers who are
more sensitive to prices. This practice is known as price discrimination. If firms can’t easily
separate their customers into groups based on different elasticity, they can offer several
versions a their product and allow consumers to reveal their price sensitivity.

The importance of elasticity for the Government and the Reserve Bank

¢ The Government may want to influence consumers’ behaviour. They may want to encourage
the use of merit goods such as public transport by providing a subsidy or discourage the
consumption of demerit goods such as cigarettes, sugary drinks and cars in congested areas
by introducing indirect taxation. These measures will be more successful where demand is
price elastic.

¢ On the other hand the Government may want to raise tax revenue to finance, for example,
social housing and roads. Governments raise more tax revenue when they tax products
where demand is price inelastic because consumers will generally maintain demand for
products despite the imposition of the tax.

e Competitive markets are important for an efficient allocation of resources in a market
economy. Government competition policy is designed to prevent firms exploiting monopoly
power in markets where demand is price inelastic.

¢ Finally, Governments may want to influence the level of aggregate demand by using
fiscal policy (i.e. changes to direct tax and government spending) to influence consumers’
income and hence aggregate demand. Also the Reserve Bank may want to use interest rates
to change consumers’ income or to influence the level of consumption, investment and
borrowing. Low levels of income elasticity will make these policies less effective.
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Student Activity 5.1

1.

What does elasticity measure?

What are the three types of demand elasticity? In each case state what variable
demand is reacting to.

Explain how the concept of elasticity can be linked to each of the following.

(a) Firms try to reduce competition and build up monopoly power. Because
there are fewer substitute products they can raise prices and increase
profits without a fear of a big (elastic) reaction by customers.

(b)  Firms may produce several versions of basically the same product. For
example airlines may have economy, premium economy, business class
and first class seats on the same plane. They do this because they know
some customers are less sensitive to price and are willing to pay a premium
price (their demand is price inelastic). By charging people more airlines can
increase revenue and profit.

(c) Some products cause harm to consumers directly (these are called demerit
goods) and their consumption can cause indirect harm to others (these
effects are called negative externalities). Government’s may wish to reduce
consumption of these demerit goods by placing an indirect tax on their
manufacture or purchase (these taxes are known as sin taxes). The extent
to which these taxes achieve the desired reduction in consumption of these
demerit goods depends on the consumers’ reaction to the price increase
caused by the tax. If consumers are addicted to using the product demand
will be inelastic and the tax will have little effect on consumption.




Perth Stadium (currently Optus Arena) started hosting AFL matches in
2018. Other sports, such as soccer and cricket have also been staged in the
stadium that has a capacity of 60,000. Regardless of how much fans are
willing to pay to watch sport at the stadium the capacity is fixed. Elasticity
of supply is inelastic.

Manufacturing industry in Australia is keen to see a depreciation in the
value of the Australian Dollar against other currencies. This will cause the
price of imported manufactured goods to rise and reduce the level of price
competition faced by Australian producers. Australian manufacturers will
also become more price-competitive in overseas markets as the price of
their products falls in overseas currencies.

A passport is essential for overseas travel and often travel insurance is
required. Both are, therefore, complementary products to overseas travel.
The Government is, therefore, in a position to charge a relatively high
price for a new passport and firms offering travel insurance also charge
relative high prices. However, the price of a passport and insurance is
usually relatively low compared to the total cost of the overseas travel.
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Part 2 — Price elasticity of demand

Price elasticity of demand (PED) is a measure of the response or reaction in quantity demanded
to a change in the price of that product. It is a ratio of the percentage change in quantity
demanded and the percentage change in price causing the change.

P D P D Pl°D P P
D
\ D—mm
Q Q Q Q Q
Perfectly Relatively Unit elasticity Relatively Perfectly elastic
inelastic inelastic elastic
Value =0 Value = Exactly 1 Between 1 and Infinite
between 0 and 1 infinity
No reaction Relatively small Equal sized Relatively large Infinite reaction
reaction reaction reaction (in theory only)

Fig 5.1: Note: For straight-line downward sloping demand curves, the value of PED changes at
different points on the line.

Factors that affect the level of price elasticity of demand
There are a number of factors that affect the level of price elasticity of demand.

e How necessary, urgent or important the purchase is: Price elasticity is more inelastic when
consumers need to continue buying a product even when the price of the product rises

e Whether or not there are substitutes or alternative products available: Price elasticity will be
more inelastic when there are few substitutes products available

¢ The definition or scope of the market: PED for a broadly defined product, such as food, is
likely to be relatively inelastic, but PED for a specific product, such as a certain brand of
chocolate, is likely to be more elastic

e Time to respond: The demand for a product will be more price inelastic the shorter the time
available for a consumer to respond to a price change

® Proportion of income spent on the product: The demand for the product will be more price
inelastic when purchases of a product involve a significant proportion of a consumer’s
spending

While making a broad estimate of price elasticity of demand it is a relatively straightforward

process, in practice it is very difficult to produce an accurate, precise measure. There are many
factors that affect demand and it is difficult to isolate the impact of the change in price.

Student Activity 5.2

1. Define the term ‘price elasticity of demand’




2. List three important factors that affect the level of price elasticity of demand

3. Determine which of the following groups of goods and services relatively elastic price
of demand and which of the groups has relatively inelastic price elasticity of demand.

Group PED
(a) Milk, dental services, coffee
(b) Chocolate, chicken, air travel
(c) Overseas holidays, gym membership, visits to the
movies
(d) Medicine, cigarettes and petrol
4. What range of values of price elasticity indicates that demand is:
(a) Highly responsive to a change in price
(b) Not at all responsive to a change in price
(c) Only slightly responsive to a change in price
(d) Relatively price elastic
(e) Relatively price inelastic
5. What does it mean if the price elasticity of bread is 0.6 but the price elasticity for

cakes is 1.6?

The link between price elasticity of demand and revenue

Producers and governments need to be aware of price elasticity of demand when they change
prices because of its impact on revenue or consumer outlay. Revenue is the product of price
paid or received and the quantity bought or sold.

Demand is price
elastic.

A fall in price leads to
an increase in a firm's
total revenue.

Consumers are relatively responsive to changes
in price. A small decrease will in price leads to a
larger increase in quantity demanded, meaning
more revenue for firms.

Demand is price
inelastic

A fall in price leads to
a decrease in a firm’s
total revenue.

Consumers are relatively unresponsive to changes
in price. A fall in price will lead to only a small
increase in quantity demanded, so firms' total
revenue declines.

Price elasticity
of demand is
unitary

If a fall in price leads
to no change in a
firm’s total revenue.

Consumers respond to, say, a 10% fall in price with
a 10% increase in quantity demanded, leaving the
firm’s total revenue unaltered.
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A revenue box is a convenient way of showing the level of revenue or consumer outlay at
different points on a demand curve. The area of the revenue box is price multiplied by quantity
demanded at that price. Multiplying price and quantity demanded is also the way total revenue
is calculated.

Rock concert Rock concert
P P
Total revenue = $20 x 20,000 Total revenue = $50 x 10,000
= $400,000 = $500,000

$20
D D
20,000 Q 10,000 Q
Fig 5.2; Revenue changes at different points on a demand curve
Student Activity 5.3
1. The following table shows the demand for a household for batteries each week at

various prices.

Price of Demand Revenue
batteries per (price x
week quantity)
5 4
4 6
3 8
2 10
1 12
0 14

(a)  Using the data in the table, calculate the spending each week on batteries
by a household at each price level.

(b) Draw the demand curve, and the revenue boxes for price $4 and price $2.

(c) State whether demand was price elastic or price inelastic for a reduction in
the price from $4 to $2 and explain the reason for your answer.

The calculation of price elasticity of demand

PED - Percentage change in quantity demanded
percentage change in price

¢ Elasticity is calculated by comparing two changes, each expressed as a percentage. The

- mathematical value of elasticity is known as the coefficient of elasticity. The coefficient of



elasticity is simply a number. It has no units of measurement such as dollars or degrees.
Given the law of demand, the inverse relationship between the price of a product and the
quantity demand, would always result in a negative value for PED. The convention in
economics is to take the absolute value of PED and ignore the negative sign.

e The percentage change in a value can be calculated using one of the formulae below.
Knowing how to do it will allow you check that your calculator has got it right.

Formula 1
size of change

Formula 2

new value

- 1x100

% change =

value before change

x 100 % change =

value before change

The price of a cake falls
from $4 to $3.60. What is the

% A = ac’Fugl change 100
original value

0.40x 100 = 10%
4

percentage fall in price of OR

the cake? % A = new value _1x100 = 3:60-1x100=10%
value before change 4

Demand for a cake rises from o, o _ actual change | 10 = 200 x 100 = 20%

1000 to 1200 per day. What original value 1000

is the percentage change in OR

quantity demanded? % A = new value _1x100 =1200-1x100 =20%

value before change

1000

If the fall in price of the cake
from $4 to $3.60 caused the
rise in quantity demanded
from 1000 to 1200, what is
the level of price elasticity for
the cake?

PED = % A in quantity demanded
% A in price

=20 =2

10

Because PED changes at each price level on most demand curves you get different answers (or a
range of possible answers) depending on the ‘original value’ taken for calculation of percentage
change in price and quantity. There are two options:

e Calculate point elasticity — calculation based on start or original value. If a price rises from
$1 to $2 the change in price is 100% ((1/1) x 100 = 100%). But if a price falls from $2 to
$1 the change in price is 50% ((1/2) x 100 = 50%). These calculations refer to the same
part on a demand curve but produce different coefficients of price elasticity, which could be

confusing or unhelpful.

e (Calculate mid-point elasticity — calculation based on the mid-point between the start (or
original) and the end (or new or final) value. So if a price rises from $1 to $2 or falls from

$2 to $1 the elasticity coefficient is the same ((1/1.5) x 100 = 67%).

Student Activity 5.4

1. Assume Apple needs to set the price for a new iPhone. If the price is $600 they
would sell 10,000 units a day and at a price of $400 sales would be 27,000 units

per day.

(a) What would be their revenue at each of these price levels?
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(b) What, therefore, would be the price elasticity of demand for the iPhone?

Suppose tension in the Middle East causes oil supplies to fall, increasing the price
per barrel of oil from $100 to $120 and as a result oil consumption falls from
1m barrels to 900,000 barrels a month. Calculate PED for oil in this situation.
How might this value for PED be interpreted?

The data in the table shows the level of demand at various ticket prices for a
concert. The venue for the concert has a capacity of 800 seats.

Price Ticket sales Total Revenue
125 0
100 200
75 400
50 600
25 800
0 1000

(a) What price should the concert organisers set? State why.

(b)  What can be inferred about the price elasticity of demand when the price is
cut from $200 to $75?

(c) What can be inferred about the price elasticity of demand when total
revenue is at its highest level?

(d)  Why will a firm avoid fixing the price of its product at a point on the
demand curve where price elasticity of demand is relatively inelastic?




4. Firm A produces scented candles. Market research suggests that lowering the
price from $4 to $3.60 for a candle will increase demand per week from 600 sales
to 630 sales. Firm B sells pizza. Market research suggests that lowering price for a
family size pizza from $15 to $13.50 will increase sales per night from 600 to 720.

Firm A Firm B
(a) Calculate the percentage
change in price and quantity
demanded
(b) Calculate the level of price

elasticity of demand

(c) Calculate the change in
consumer outlay as a result of
the price change

(d) State whether or not it was
sensible for the firm to make
the price change

Part 3 — Income elasticity of demand

Income elasticity (YED) measures the response of quantity demanded to a change in income.
It is the ratio of the percentage change in quantity demanded and the percentage change in
income of households.

YED = % change in quantity demanded
% change in income

Negative signs matter with YED. Normal goods have a positive income elasticity of demand,
but inferior goods, with an inverse relationship between income and demand, have a negative
value.

The terms are used for the different levels of income elasticity are shown below.

YED Term Interpretation
Positive Normal product For most products, extra income increases demand
Greater than 1 Luxury product, Consumers spend their extra money on these
income elastic products
Between 0 and 1 Necessity, income Consumers were already buying necessities
inelastic
Negative Inferior As income rises consumers switch to better products
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e Firms will be interested in how the demand for their products is affected by changes in

income. The level of economic activity is not stable, and may follow a pattern known as the
business or economic cycle.

Households maybe interested in how a change in income will affect the budget share of
certain products they buy. The budget share is the proportion of a person’s income taken
up in spending on a product. Income elasticity indicates the extent of the change in budget
share for a particular product.

Governments will be interested in income elasticity. As economies grow and develop,
incomes rise. As incomes rise the pattern of spending changes. This will alter the relative
sizes of the primary, secondary and tertiary sectors of their economies and lead to structural
changes in the economy. Also, Government and Reserve Bank policy is more effective when
demand is income elastic. If confidence or expectations are high, a rise in disposable income
will lead to a rise in aggregate demand, so, for example, reducing direct tax or reducing
interest rates may be effective. If confidence or expectations are low, a rise in disposable
income will have little effect on the level of aggregate demand and fiscal and monetary
policy will be less effective.

Student Activity 5.5
1. Define the term ‘income elasticity of demand’.
2. Define the terms ‘normal good’ and ‘inferior good’. What determines whether

income elasticity is positive or negative?

3. A market researcher working for a travel agency found that demand for holidays
varies considerably when incomes change. They found that when incomes rose
by 5%, demand for holidays in 5 star hotels increased from 250 per week in
high season to 300 per week. Holidays using 3 star hotels increased by 4% and
demand for camping holidays went from 100 in high season to 90 per week.

Calculate the income elasticity of demand for the three different types of holiday.
Predict what will happen to demand for the different types of holiday if there is a
drop in incomes by 2% next year.

Type of holiday Income elasticity of Predicted change in demand
demand next year

5 star hotels

3 star Hotels

Camping




6.

Given the levels of income elasticity shown in column 2, allocate the products

listed below to an appropriate row in column 1. The products are: Bread,

Computer Games, Milk, Tobacco, Vegetables and Wine.

Product YED

Classification/Reasoning

0.6

0.9

2.5

In an economic downturn, incomes fall. Suggest three markets where demand

has fallen because the product is relatively income elastic, three markets where
demand for the product will only have fallen a little because demand for the
product is relatively income inelastic and three products where demand is
expanding because the product has negative income elasticity.

Demand falls in
recession

Demand falls a little in
recession

Demand rises in
recession

Show how a rise in income will affect demand in each diagram below.

Rise in income - normal good

D

5 D

Fig 5.3:

Rise in income - inferior good

]
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MINI CASE STUDY - Diamond demand rises strongly

The world price of diamonds has risen following the growth in demand from
countries in South-East Asia such as India and China. Economic growth in these
emerging economies has meant rising incomes and this, combined with falling
stocks of diamonds, has helped push up the world price. Incomes in China are
said to have grown by as much as 18% bringing about an overall 5% increase in
the price of diamonds. China’s imports of diamonds grew by 80% according to
the Gem Promotion Council.

(a) What has happened to the level of income in China and India?

(b)  Using a demand and supply diagram, describe the causes of the rise in the
price of diamonds.

(c) Using data in the passage calculate the income elasticity of demand for
diamonds in China.

Imagine an airline has undertaken some economic research about air travel
between Brisbane and Sydney and Brisbane and Hamilton Island. The research
included the price and income elasticity of demand coefficients shown in Table 1

below. The research also identified the mix of passengers flying on the two routes
(see Table 2 below).

Table 1: Price and Income Elasticity of Demand for Air Travel

Route Price Elasticity | Income Elasticity
Brisbane/Sydney (Capital City/Capital City) 0.9 1.2
Brisbane/Hamilton IS (Capital City/Resort) 1.4 1.9

Table 2: Purpose for travel

Route Business Holiday Other
Brisbane/Sydney (Capital City/Capital City) 35% 55% 10%
Brisbane/Hamilton IS (Capital City/Resort) 5% 90% 5%




Answer the following questions using economic terms, concepts and models to
communicate your understanding.

(a) Distinguish between price elasticity of demand and income elasticity of
demand.

(b)  Explain the relationship between the ‘Purpose for travel’ (Table 2) and the
‘Price elasticity of demand (Table 1).

(c) The management of the airline has asked for advice on the impact of a
proposal to decrease ticket prices on its Brisbane/Sydney route rather than
the Brisbane/Hamilton Island route. Explain the advice that you would
give to them.

Part 4 — Cross price elasticity of demand

_ % change in the demand for product A (e.g. apples)
XED = - -
% change in the price of product B (e.g. oranges)

Cross-price elasticity of demand (XED) is a measure of the response in demand for a product
when the price of a related or linked product changes. For example, it measures how sensitive
demand for apples is if there is a change in the price of oranges. Negative signs also matter
with XED. If goods are complementary, there is an inverse relationship between the price
change for one product and the demand change for the other product, so XED is negative!

Elasticity type Value Term
Cross price elasticity High + Positive Goods are close substitutes
Cross price elasticity Low + Positive Goods are remote substitutes
Cross price elasticity Zero Goods are independent or unrelated
Cross price elasticity Low + Negative Goods are remotely complementary
Cross price elasticity High + Negative Goods are close complements

It’s probably best to work out whether XED for substitutes is positive or negative using
a simple example each time you need to know.

e If the price of beef fell and as a result the quantity of chicken demanded fell there is a direct
relationship, so the items must be substitutes. The coefficient for cross price elasticity will
show the degree to which quantity demand of chicken falls as a result of the fall in the price
of beef. For substitute products XED will be positive.

e If the price of heating electricity fell it may induce some to people to install air-conditioning
units in their houses. A fall in the price of electricity means a rise in the demand for air-
conditioning units. There is an inverse relationship suggesting the products are compliments.

For complementary products XED will be negative. 65



e Data about cross-price elasticity provides firms with important market information. The
more substitute products there are the more competition a firm faces. For example, in the air
travel market Qantas needs to adjust to changes made by other airlines. Firms also need to be
aware of how changes in the market for complementary products may affect demand for their
product. For example iron ore producers need to be aware of changes in the demand for steel.

Student Activity 5.6

1. Complete the following table

Term Value of cross price elasticity Real world example
of demand

Complementary products

Substitute products

Independent products

2. Show on the following diagrams (a) the impact on demand of the stated event (b)
an estimate of the value of cross price elasticity of demand.

Travel insurance Printers Pay TV VW cars
P P P P
D D D D
D D D D
Q
Fall in price of Rise in price of ink Fall in price of Fall in price of
air travel cartridges internet access Toyota cars
XED will be XED will be XED will be XED will be
Fig 5.4
3. A gaming firm produce children’s games that can be downloaded from the

company website at a price of $40. The demand for computers has increased

by 20% over the past two years as computer prices fell by 10%. Over the same
period demand for the firm’s games for has increased by 25% despite no change
in the price of the games.

(a) Calculate the price elasticity of demand for home PCs.

(b)  What is the cross-price elasticity of demand for games with respect to the
price of computers?

(c) If the income elasticity of demand for games is 1.4 calculate and briefly
comment on the effect of a rise in incomes from $40,000 to $48,000 per year.




4. Assume the price of oil is $100 a barrel and the demand for ethanol is 1m barrels

a day and when the price of oil rises to $130 a barrel the demand for ethanol rises
to 1.1m barrels a day.

(a) Calculate the cross elasticity of demand for ethanol in respect to changes in
the price of oil
(b) Describe the relationship between oil and ethanol.

Assume the price of tennis balls is $10 and the quantity of tennis racquets
demanded is 80 per month. Tennis balls then fall in price to $8 each and, as a
result, the number of tennis racquets purchased rises to 110 per month.

(a) Calculate the cross elasticity of demand for tennis racquets in respect to
changes in the price of tennis balls.

(b)  Describe the relationship between tennis racquets and tennis balls.

Complete the table below.

(@) | If the price of Caltex petrol rises (and Shell petrol
does not rise) what happens to the demand for
Caltex petrol?

(b) | If the price of Caltex petrol rises (and Shell petrol
does not rise) what happens to the demand for Shell
petrol?

() | Is Caltex petrol a substitute or a complement for
Shell petrol?

(d) | Will the cross-price elasticity of demand for
these two products positive or negative? Will the
coefficient of cross elasticity be high or low?

7. Complete the following table
Related products Description of Strength of Value of XED
relationship relationship
Apples/Oranges

Petrol/Cars

Food/Clothes

Coke/Pepsi

Passports/Overseas travel

Vegetables/DVDs

Cars/Car insurance
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8. A supermarket sells green apples, red apples and chicken. When they raise the
price of green apples from $4kg to $5kg sales drop from 1500kg a day to 1000kg
a day. At the same time, sales of red apples rise from 2000kg a day to 2200kg a
day, even though the price of red apples are unchanged at $4.50kg. They also cut
the price of chicken by 10% and sales rise by 7.5%.

(a) Calculate the PED for green apples

(b) | Calculate what happens to revenue received for green
apples following the price rise.

(c) Describe relationship between green and red apples.

(d) | Calculate XED for red apples with respect to price changes
in green apples

(e) Calculate the impact of the price rise for green apples on
revenue for green and red apples together.

0 Calculate the PED for chicken

(@ | Commenton IGA's pricing decisions

Part 5 — Elasticity of supply

Elasticity of supply is a measure of the reaction or response of a firm in quantity supplied to

a market following a change in price of the product. It is the ratio of the percentage change in
quantity supplied and the percentage change in price of the product. For example, if there was
a 5% fall in the supply of gold following a 10% fall in the price of gold, the value of elasticity
of supply would be 0.5.

PES = % change in quantity supplied
% change in price of the product

P s P s P s1 P P
/ S§ ——
52 S
Q Q Q Q Q
Perfectly Relatively Unit elasticity Relatively Perfectly elastic
inelastic inelastic elastic
Value = 0 Value = Exactly 1 Between 1 and Infinite
between 0 and 1 infinity
No reaction Relatively small Equal sized Relatively large Infinite reaction
reaction reaction reaction (in theory only)




The main factor affecting elasticity of supply is time. Economists use three terms to describe
different time periods:

e The short-run: The supply of at least one factor or production (or resource) is fixed (e.g. the
size of the factory).

e The long-run: The supply of all factors or resources can be varied but no new technology is
available.

e The very-long run: The supply of all factors or resources can be varied and new technology
can be built into production processes.

Whether or not extra resources can be used will depend on factors such as:

e Technical complexity: The more complex the production process, the longer the time it will
take to create new capacity.

Mobility of resources: Ability and willingness to move resources to new locations.

The ability to hold stocks or inventories: Products may be perishable.

The amount of unused capacity: With spare capacity production can be increased quickly.
Whether or not supply relies on an external factor: There could be interruptions to a
producer’s supply chain, e.g. because of trade restrictions.

Supply elasticity is important because price inelasticity of supply causes relative large fluctuations
in prices. This is particularly true in rural, energy and mineral markets. For example, agricultural
production depends on many factors beyond farmers’ control such as drought, pests, floods,
frosts and other natural disasters as well as periods of ideal weather conditions that occur over
short periods of time. Not only do prices fluctuate, but so do farm incomes.

Student Activity 5.7

1. What term is used to describe a product where supply is relatively unresponsive to
a change in its market price?

2. Draw a series of supply curves to illustrate the following levels of supply elasticity.
Perfectly Relatively Unit elasticity Relatively Perfectly
inelastic inelastic of supply elastic supply elastic supply

supply supply

3. Complete the table below.

(@) | If Coles and Woolworths reduce the farm gate price of milk they buy from
farmers by 10% and, as a result farmers supply 5% less milk to them, what is
the price elasticity of supply of this milk?

(b) | Assume pay rates for bus drivers rises from $25 to $32.50 an hour, and, as a
result the number of applicants rises from 500 to 600. Use this information to
calculate the elasticity of supply of bus drivers.
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Sort the following into two groups, one group for products where elasticity of
supply is elastic over a 1 year period and the other group for products where
elasticity of supply is inelastic over a 1 year period. In each case write down an
important factor influencing your allocation.

(a) Iron ore (e) Computer software
(b) T-shirts (f) Apartments in or near the centre of a city
(c) Seats at a movie theatre (g) Antiques
(d  Gold (f) Personal trainers in a gym
Elastic elasticity of supply Inelastic elasticity of supply

Re-read the Superfood case study in Chapter 2

(a) Explain what happens over time to the elasticity of supply for a grain
or berry that becomes a fashionable superfood as a result of celebrity
endorsement.

(b)  Why is an understanding of elasticity of supply important for existing and
potential producers of these fashionable superfoods?




EXAM TECHNIQUE

Multiple Choice Questions 2

e Take care when values or numbers are used in questions. Work out the correct
answer carefully on rough paper before you check the alternative answers provided.

e If the alternative answers include two options that are essentially opposites, the
correct answer is likely to be one of these two options.

Now attempt the following questions. Select your answers before looking at the
explanations below.

1. A firm is experiencing a rise in production costs for one of its products. The firm
operates in an economy where real average income per person is falling. Which
one of the following elasticity coefficients the firm faces will cause it LEAST
concern?

a Price elasticity of demand = +2 (i.e. price elastic)

b)  Income elasticity of demand = +1.5 (i.e. income elastic)
Cross price elasticity of demand relating to a similar product produced by
a competitor = +2 (i.e. products are substitutes)
Elasticity of supply over 6 month period = +1 (i.e. supply elastic)

A good has a price elasticity of demand of +0.8. At present, the quantity
demanded of the good is 200 units per week at a market price of $800 per unit.
If the price rises to $1000 per unit then the quantity demanded per week would:

a) Increase to 250 units.
b)  Increase to 240 units.
c) Increase to 360 unit