
1.1 Microeconomics: Competitive markets - demand and supply 

 

→ Outline the meaning of the term market 

 

• Market: institution or mechanism that brings together buyers and sellers of good or service to carry out economic transaction 

▪ Price in free market: determined solely by the interaction of supply and demand 

▪ Price in controlled market: government intervenes to influence both price and output (allocation of resources) 

 

→ Explain the negative causal relationship between price and quantity demanded. 

 

• There is a negative causal relationship between price and quantity demanded  

▪ Income effect: when price falls, people will be able to buy more as they afford more with the same amount of money 

▪ Substitution effect: when price falls, the product will be more attractive than their more expensive substitutes  
 

→ Describe the relationship between an individual consumer’s demand and market demand. 

 

• Market demand curve: sum of all the individual demand curves in the market (represented by a demand curve) 

 
→ Explain that a demand curve represents the relationship between the price and the quantity demanded of a product, ceteris 

paribus. 

 

• Demand: quantity of a good or service that consumers are willing and able to purchase at a given price at a given time period 

▪ Demand curve: represents the relationship between the price and the quantity demanded of a product  
▪ Relationship: there is a negative causal relationship between price and quantity demanded for the reasons stated above 

 

→ Explain how factors including changes in income (in the cases of normal and inferior goods), preferences, prices of related goods 

(in the cases of substitutes and complements) and demographic changes may change demand. 
 

• Change in income 
▪ Normal goods: as income rises, the demand for the product rises as people can generally afford more 
▪ Inferior goods: as income rises, the demand for the product will fall as consumers purchase higher priced substitutes 

 
▪ Taxation - changes in direct tax may affect the disposable income of individuals allowing them to afford more/less  

 
• Price of related goods 

▪ Substitutes: products that can replace one another 
 Relationship: increase in price of product will lead to fall in the quantity demanded for the product and 

increase the demand of the substitutes which price has not changed 
▪ Complements: products that are often purchased together 

 Relationship: increase in price of product will lead to fall in quantity demanded for the product and fall in 
the demand of the complements which price has not changed 

 
• Preferences 

▪ Increased preference for a given product may increase the demand for the product, vice versa 
▪ Seasonal changes: affect the needs and wants of consumers of that season (e.g. demand for ice-cream, gloves) 
▪ Advertisement and marketing: preference changes as firms attempt to influence taste by advertisement and marketing 

so the demand curve shifts to their favour (e.g. branding, TV advertisement of fast food) 
 

• Demographics 
▪ Change in the age structure of the population: change in the proportions of the population in different age ranges can 

alter demand in favours of those groups increasing in size (e.g. aging population – reduced demand for sporting good) 
▪ Change in the size of the population: if population grows, demand for most products will increase and vice versa 

 
→ Distinguish between movements along the demand curve and shifts of the demand curve. 

→ Draw diagrams to show the difference between movements along the demand curve and shifts of the demand curve. 

 

• Movement along demand curve: change in ‘quantity demanded’ 

▪ Condition: occurs when a change in the quantity 

demanded is caused only by a change in price  
▪ Implies that the demand relationship (demand 

curve) remains consistent and not shifted; right 
 

• Shift of the demand curve: change in ‘demand’ 

▪ Condition: occurs when quantity demand is affected 
by a factor other than price 

▪ Implies that the original demand relationship 

(demand curve) has changed (i.e. has shifted); left 
 

→ HL content: Explain a demand function (equation) of the form Qd = a – bP.  

 

• General equation of a linear demand curve: Qd = a – bP 

▪ Qd = quantity demanded, P = price  
▪ a = Q intercept, -b = slope of the demand curve 
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→ Explain that the lack of a pricing mechanism for common access resources means that these goods may be 

overused/depleted/degraded as a result of activities of producers and consumers who do not pay for the resources that they use, and 

that this poses a threat to sustainability. 

 

• Common access resources threat to sustainability 

▪ Lack of pricing mechanism – common access resources lack a pricing mechanism as they are non-excludable by price 

▪ Societal cost associated with no payment – since nobody is paying for resource, society has to pay the consequences  

▪ Overuse/depletion/degradation of common access resources – the lack of pricing mechanism leads to overuse of 
limited resources and subsequent degradation and depletion of common access resources 

▪ Threat to sustainability – future ability to meet their own needs may be compromised by excessive present activity 

 
→ Explain, using negative externalities diagrams, that economic activity requiring 

the use of fossil fuels to satisfy demand poses a threat to sustainability. 

 

• Fossil fuels as negative consumption externalities 

▪ Extent of externalities – use of fossil fuels incurs additional cost to 

society due to environmental problems 
▪ Over-consumption – Q1 is greater than Q* 

▪ Welfare loss – there is welfare loss indicated by red 

 

• Overconsumption of fossil fuels poses a threat to sustainability 

▪ Environmental factors: greenhouse gas emission, acid rain 
▪ Limited resources: fossil fuels are non-renewable and limited 

 

→ Explain that the existence of poverty in economically less developed countries creates negative externalities through over-

exploitation of land for agriculture, and that this poses a threat to sustainability. 

 

• Reason for poverty in economically less developed countries creating negative externalities  

▪ Absence of widespread awareness: lack of knowledge and planning involving sustainable development 

▪ Necessary to maintain income: no alternative for agriculture in LEDCs (only source of income) 
▪ Weak regulation: country (government) cannot control land exploitation in the long term as they have other priorities  

 

• Type of environmental exploitation in economically less developed countries 

▪ Soil erosion: may exacerbate the poverty with a low output due to eroded soil; loss of fertility 

▪ Land degradation: may result in desertification, flooding, landslides and loss on fertile agriculture land 
▪ Deforestation: households would need to travel greater distance for wood or water (inefficient) 

 

• The negative externality is quite likely to keep low-income households trapped in a vicious cycle 

 

→ Evaluate, using diagrams, possible government responses to threats to sustainability, including legislation, carbon taxes, cap and 

trade schemes, and funding for clean technologies. 

 

• Funding for clean technology  

▪ Explanation: government subsidizes the development of clean 

technologies 

▪ Advantages: subsidy will lower firms’ cost of production in clean 
technology, so more will be available at lower price to consumers; 

resources will be allocated away from the use of fossil fuels  

 
▪ Associated problems  

▪ Cost – subsidies incur an opportunity cost to government  

▪ Efficiency – producers may not be motivated to become 
more efficient 

 

• Carbon taxes 

▪ Explanation: government can impose extra tax on firms for level of carbon emission 

▪ Advantage: government are able to control level of emission (Q0 to Q1), government may gain extra revenue  
 

▪ Associated problems 

▪ Setting a set tax – difficult to accurately calculate a 
monetary value of the spill over effects 

▪ Unemployment – imposition of further taxation may 
create unemployment 

▪ International competitiveness – international 
competitiveness of products may be compromised as 
the cost of production increases due to taxation; 
especially so when other countries does not impose 
carbon tax 
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• Structural unemployment – equilibrium unemployment (natural rate of unemployment) 
▪ Cause: structural decline in a specific sector/industry (e.g. sunset industry) which is no longer capable of competing 

 Regional –particular region is in decline, causing the unemployment rate to greatly increase 
 Sectoral – particular type of industry is in decline 
 Technological – production has shifted from labour intensive to capital intensive 

 
▪ Solutions 

 Decrease in unemployment benefit: motive job seekers to find job as soon as possible 
 Deregulation of labour market: increase labour market flexibilities and encourage business to hire workers 
 Government subsidies: government provide subsidies to large firms to alleviate sudden unemployment 
 Education: an education system that trains people to be more occupationally flexible  

 
• Seasonal unemployment – equilibrium unemployment (natural rate of unemployment) 

▪ Cause: workers in agriculture/construction/holiday resorts are unemployed at certain times of the year 
 

▪ Solutions 
 Government encouragement: government encourages people to take different jobs in off seasons 
 Decrease in unemployment benefit: motive job seekers to find job as soon as possible 

 
→ Explain, using a diagram, that cyclical unemployment is caused by a fall in aggregate demand.  
 

• Shift in AD: aggregate demand decreases in an economy 
from AD1 to AD2 in an economic recession  

• Fall in real output: real output falls from YFE to Y2 and 
price level decreases from P1 to P2 

• Shift in ADL: a fall in real output causes firms to cut back 
on production and hence result in a shift in demand of 
labour from ADL1 to ADL2  
 

• Perfect labour market: wages fall from W1 to W2 
• Keynesian labour market: wages cannot fall from W1 to W2 

▪ Excess supply of labour (EFe (AS) > E2 (AD)  
▪ Unemployment by: ASL-ADL2 

 
• Wage stickiness: worker’s wage are less likely to fall as reducing wages reduces motivation productivity among workers, and 

firms are unable to do so due to labour contraction and trade union power 
 

→ Explain, using a diagram, that structural unemployment is caused by changes in the demand for particular labour skills, changes 
in the geographical location of industries, and labour market rigidities.  
 

• Cause for structural unemployment 
▪ Labour market rigidities – labour markets are often unable to adapt 

quickly to changes (i.e. wages) 
▪ Changes in demand for a particular labour skill - occupational 

labour immobility (e.g. different market for doctors and architects) 
▪ Changes in geographical location of industries – location labour 

immobility (e.g. different market in Auckland and Wellington) 
 

• Diagram explanation 
▪ Axis: y-axis (average wage) and x-axis (quantity of labour) 

 
▪ Total labour force curve (LF): total supply of labour in economy 
▪ Aggregate supply of labour curve (ASL): total workers prepared to 

accept work (i.e. “willing” and “able” to take the job) 
▪ Demand: total demand for labour in the economy 

 
▪ Natural rate of unemployment exists as people “willing” and “able” to take a job is lower than total labour force 

▪ Gap between LF curve and ASL curve narrows as more individuals are willing and able to work at the given wage 

 
→ Evaluate government policies to deal with the different types of unemployment. 

 
• Reduce unemployment benefits: market-based supply side policy where unemployment benefit is removed or reduced 

▪ Advantage 
 Incentive: provide more incentive for workers to find jobs 
 Less cost for government: government can spend money on other sectors 

 
▪ Disadvantage 

 Standard of living: people may not be able to cover their necessities 
 

• Deregulation of the labour market: market-based supply side policy where there is increase in labour market flexibility 
▪ Advantage 

 Increase demand for labour: promotes firms to increase demand for labour and reduce unemployment 
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→ HL content: Calculate from diagrams the effects of imposing a tariff on imported goods on different stakeholders, including 
domestic producers, foreign producers, consumers and the government. 
→ HL content: Calculate from diagrams the effects of setting a quota on foreign producers on different stakeholders, including 
domestic producers, foreign producers, consumers and the government.  
→ HL content: Calculate from diagrams the effects of giving a subsidy to domestic producers on different stakeholders, including 
domestic producers, foreign producers, consumers and the government. 
 

→ Describe administrative barriers that may be used as a means of protection 
 

• Administrative barriers: regulations and delay in import process that makes it more “difficult” to import  
▪ Means of protectionism: more costly and inefficient for trade to occur, hindering willing to supply 

 
→ Evaluate the effect of different types of trade protection 
 

• Tariffs – tax charged on imported goods and services 
▪ Advantage 

▪ Protection of domestic market: introduction of trade affects domestic market less (anti-dumping measures) 
▪ Less unemployment: domestic firms employ more workers to maintain the domestic quantity supplied 
▪ Increased government revenue: source of income; tax revenue is gained from tariff 
▪ Maintenance of health and safety standards: allows more ease in maintenance of standards 

 
▪ Disadvantage 

▪ Retaliation: tariff on imports risks domestic exports also being protected against 
▪ Loss of world efficiency: not working under comparative advantage; less efficient resource allocation 
▪ Less competition: less competition for domestic firms and less motive to be more productive 
▪ Increased price for consumers: if goods are raw materials, tariff will increase cost of production 
▪ Welfare loss: there is a loss in consumer surplus, causing welfare loss 

 
• Subsidies – amount of money paid by the government to a firm, per unit of output 

▪ Advantage 
▪ Protection of domestic market: subsidy protects essential, sunset and infant industries against low prices 
▪ Greater incentives to firms: promote growth of certain sectors of an economy 

 
▪ Disadvantage 

▪ Increase in government expenditure: there is a high opportunity cost with providing subsidies 
▪ Loss of world efficiency: not working under comparative advantage; less efficient resource allocation 
▪ Less competition: less competition for domestic firms and less motive to be more productive 
▪ Susceptible to corruption: legislation process and input of money risks corruption 

 
• Quota – restriction on the quantity limit on imports of a product set by a country 

▪ Advantage 
▪ Protection of domestic market: protects vulnerable industries against low prices (e.g. dumping) 
▪ Less unemployment: sector requires more domestic employment; hence there is reduced unemployment 
▪ Maintenance of health and safety standards: allows more ease in maintenance of standards 

 
▪ Disadvantage 

▪ Loss of world efficiency: not working under comparative advantage; less efficient resource allocation 
▪ Less competition: less competition for domestic firms and less motive to be more productive 
▪ Increased price for consumers: if goods are raw materials, quot will increase cost of production 
▪ Welfare loss: there is a loss in consumer surplus, causing welfare loss 
▪ Retaliation: tariff on imports risks domestic exports also being protected against 

 
Arguments for and against trade protection (arguments against and for free trade) 
 
→ Discuss the arguments in favour of trade protection, including the protection of domestic jobs, national security, protection of 

infant industries, the maintenance of health, safety and environmental standards, anti-dumping and unfair competition, a means of 

overcoming a balance of payments deficit and a source of government revenue 
 

• Source of government revenue: source of government income that can be spent on other sectors of the economy 
• National security and sovereignty: prevents over-reliance on another nation for essential goods (e.g. food)  
• Anti-dumping and unfair competition: prevents harming of industry from dumping, and protects against unfair competition 
• Protection of domestic jobs: high domestic production jobs are provided to domestic producers, not foreign producers 
• Maintenance of standards: health, safety and environmental standards that may not be identical across the globe is implemented 
• Overcoming balance of payment deficit: protectionism reduces import, hence can temporarily ensure balance of payment deficit 
• Protection of vulnerable industries: protection of sunrise industries that are currently incapable to compete with large established 

foreign firms; protection of sunset industries with large employment sector to prevent sudden increase in unemployment 
 
→ Discuss the arguments against trade protection, including a misallocation of resources, the danger of retaliation and “trade 

wars”, the potential for corruption, increased costs of production due to lack of competition, higher prices for domestic consumers, 

increased costs of imported factors of production and reduced export competitiveness 
 

• Misallocation of resources: comparative advantage is not fully explored, not resulting in maximized efficiency of production 
• Dangers of retaliation and “trade wars”: countries imposing protectionism will face protectionism themselves  
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▪ Deterioration of terms of trade as barriers to development  
▪ Reduced real output: low net exports will reduce degree of economic growth, exacerbating standard of life 

▪ Increased poverty: low income will cause an overall increase in widespread poverty 

▪ Decreased spending on human capital: more money is spent on debt servicing resulting in opportunity cost 
▪ Increased unemployment: low real output and improvement in technology may increase unemployment  

 
→ With reference to specific examples, evaluate each of the following as a means of achieving economic growth and economic 
development. a. Import substitution b. Export promotion c. Trade liberalization d. The role of the WTO e. Bilateral and regional 
preferential trade agreements f. Diversification  
 

• Import substitution: policies designed to encourage production and consumption of domestic goods, rather than importing them 
▪ Advantages 

▪ Diversification: prevents over-specialization and associated consequences of a country  
▪ Growth of domestic industries: allows small industries to grow and gain competitiveness of global market 
▪ Economic independence: prevents country from becoming over-reliant on others for certain goods 
▪ Maintenance of employment: jobs are protected alongside domestic industries  

 
▪ Disadvantages 

▪ Inflationary pressure: domestic aggregate supply constraints lead to increased inflation 

▪ Requires extensive government planning: less efficient as policy requires management 

▪ Retaliation risks: other countries may raise trade barriers are retaliation which will reduce export revenue 
▪ Inefficient resource allocation: lack of competition provide less incentive for firms to become productive 
▪ Loss of benefit of trade: country cannot enjoy benefits from comparative advantage and specialization 
▪ Low economic growth: low productivity may decrease growth in the long run, alongside employment 

 
• Export promotion: policies designed to achieve economic growth by concentrating on increasing export revenue  

▪ Advantages 
▪ Efficient resource allocation: presence of comparative advantage and greater competition 
▪ Economies of scale: specialization in few products causes economies of scale, increasing efficiency 
▪ Higher income: greater increase of income from efficient resource allocation  

 
▪ Disadvantages 

▪ Inflationary pressure: potentially excessive demand-pull inflation  
▪ Specialization: may risk over-specialization that may harm industry in the long run 
▪ Inequality: free-market export-led growth may lead to worsened income inequality 
▪ Deterioration in TOT: specialization in agricultural goods may be risky  
▪ Decrease in tax revenue: tax revenue collected from tariffs may be reduced 
▪ Necessary to maintain low exchange rates: cannot be high to ensure export competitiveness 
▪ Over-dependence on the rest of the world: country’s real output will depend on the economic situation of 

trading partners; if trading partners are facing a period of depression, the nation will also face recession  
 

• Trade liberalization: policies or action designed to reduce or remove of barriers to trade 
▪ Advantages 

▪ Efficient resource allocation: presence of comparative advantage and greater competition 
▪ Economies of scale: specialization in few products causes economies of scale, increasing efficiency 
▪ Economic growth: overall production of more output promotes economic growth  

 
▪ Disadvantages 

▪ Specialization: may risk over-specialization that may harm industry in the long run 
▪ Exploitation of labour: to maintain comparative advantages in production, wages must be kept low 
▪ Unemployment: imports may replace domestic sectors, causing vast demand-deficit unemployment 
▪ Decrease in tax revenue: tax revenue collected from tariffs may be reduced 
▪ Necessary to maintain low exchange rates: cannot be high to ensure export competitiveness 

 
• The roles of WTO: aims to encourage development of economically less developed countries by a) increasing the size of their 

secondary sectors, and b) reducing their dependence on primary sectors   
▪ Advantages 

▪ Promotes diversification: reduce absolute dependence on agricultural goods for certain LEDCs 
▪ Promotes trade liberalization: benefit from increased competition of trade between nations 
▪ Stability: there would be further political and economic stability with increased dependence 

 
▪ Disadvantages 

▪ Economic interdependence: there may be over-reliance on other countries that compromises sovereignty 
▪ Decrease in tax revenue: tax revenue collected from tariffs may be reduced 
▪ Unemployment: imports may replace domestic sectors, causing vast demand-deficit unemployment 

 
• Bilateral and regional preferential trade agreement: trade agreement amongst countries which have similar economic condition to 

promote economic integration while preventing potential costs with liberalization 
▪ Advantages 

▪ Efficient resource allocation: presence of comparative advantage and greater competition 
▪ Economies of scale: specialization in few products causes economies of scale, increasing efficiency 
▪ Economic growth: overall production of more output promotes economic growth  
▪ Stability: there would be further political and economic stability with increased dependence 

 
▪ Disadvantages 
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▪ Increased standard of living: increased standard of living through economic growth enhances stability 
▪ Increased FDI and investment: stability allows business confidence to increase, and FDI and investment to increase 

▪ Further increase in productivity: increase in investment and FDI increases productivity through R&D 

Economic development: there is further increased standard of living in a country and reduced poverty with growth 
 

• Provision of social safety net: services provided by the government which prevent individuals from falling into poverty 

▪ Preventative measure against poverty: poverty rate are both prevented and reduced  

▪ Enhances stability: lesser poverty indicates better income distribution, and hence enhances political stability 

▪ Increases productivity: quality of human resource improves as individuals are not caught up in the poverty cycle 
▪ Economic growth: increased productivity increases potential output, thereby support economic growth 

▪ Economic development: there is increased standard of living in a country and reduced poverty with growth 

 
→ Discuss the limitations of interventionist policies, including excessive bureaucracy, poor planning and corruption.  

 

• Excessive bureaucracy: excess and complicated stages in implementing changes to administrative policies 

▪ Discourages investment: excessive regulation discourages firms from investing for changes 

▪ Reduced policy flexibility: governments must undergo excessive bureaucratic practice to implement change 

▪ Decreased efficiency: decreased investment and policy flexibility reduces efficiency and subsequent productivity 

▪ Reduced economic growth: such decrease in productivity reduces long term potential output 

▪ Reduced economic development: barriers against growth results in lower standard of living and unemployment 
 

• Poor planning: limitation on accurate information may render planning inefficient 

▪ Low efficiency: central planners without skills or knowledge may not target the most important areas for development 
▪ Opportunity cost: resource may be wasted on unnecessary investment projects / loss of efficiency  

▪ Low productivity: lower spending on human capital due to inefficiency limits potential output of the economy 

▪ Reduced economic growth: such decrease in productivity reduces long term potential output 
▪ Reduced economic development: barriers against growth results in lower standard of living and unemployment 

 

• Corruption: abuse/exploitation of public office in order to achieve private gains 

▪ Increased cost of production: firms may be required to bribe officials which increases their cost of production 

▪ Market failure: government may ignore environmental concerns as they seek personal gain over overall welfare 
▪ Decreased investment and FDI: firms no longer can trust contracts in fear they will not be enforced, causing reduced 

investment and FDI vital for growth and development 

▪ Low investment in human capital: corrupted public officials are less likely to allocate resources to health/education  

▪ Low productivity: lower human capital, FDI, investment and market failure limits potential output of the economy 

▪ Reduced economic growth: such decrease in productivity reduces long term potential output 

▪ Reduced economic development: barriers against growth results in lower standard of living and unemployment 
 

→ Explain the importance of good governance in the development process.  

 

• Types of good governance 

▪ Political legitimacy: electoral processes are open so government can act with the consent of the people it governs 
▪ Rule of law: the law must apply equally to everybody in society 

▪ Enforcement of property rights: property rights of firms must be safeguarded by the government 

▪ Accountability and transparency: public officials must be accountable for their action and decisions 
▪ Correction of market failure: government reduces negative externalities of production and provide public goods 

▪ Human rights: government protects vulnerable people from being exploited by the more powerful 

 

• Impact of good governance in the development process 

▪ Reduced corruption: corruption decreases with transparency and legitimacy increasing productivity 
▪ Improved distribution of income: focus on human capital (education/health) improves distribution of income 

▪ Reduced market failure: external costs and benefits are addressed and sustainability is maintained in the long run 

▪ Reduced poverty: poverty cycle is broken with intervention, hence overall widespread poverty is reduced 
▪ Political stability: political stability improves with better government / less political unrest 

▪ Increased investment: stability and less corruption increases internal investment and investment from abroad  

▪ Promote economic growth: increased human capitals and infrastructure improves long term potential output 
▪ Better economic development: quality of life increases as standard of living increases with growth, along reduced 

poverty, improved distribution of income and long term sustainability  

 
→ Discuss the view that economic development may best be achieved through a complementary approach, involving a balance of 

market oriented policies and government intervention. 

 

• Need for market orientated policies 

▪ Efficient allocation of resource: privatization allows production to be done by high-cost to low-cost producers 
▪ Market flexibility: deregulation makes market more contestable as it opens up the market to competition 

▪ Increased productivity: competition and less bureaucracy allows for productivity to increase for output to increase 

▪ Increase in consumer welfare: allows cheaper price for consumers, and the scarce resources are allocated efficiently 
 

• Need for intervention 

▪ Macroeconomic objectives: fiscal and monetary policies must be used to achieve macroeconomic objectives 

▪ Protection of infant industry: protectionism is needed to support growth of infant industries for nations to diversify; 

free competition on its own will likely discourage growth of new industries and prevents breaking of poverty cycle 
▪ Correct market failure: government must intervene to correct market failure caused by externalities (both positive and 

negative) and free rider problems; often goods will not be provided by free market forces (e.g. infrastructure) 

▪ Sustainability: intervention, therefore, will ensure sustainability of the economy 
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