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This occurs because not all factor inputs (such as land and labour) are equally suited to producing different 
goods and services leading to lower productivity. Initially, firms will move workers (and other factors of 
production) towards producing Good X if the firm thinks that the workers will be really good at producing 
Good X (i.e. they have the ‘right’ skills for the job). As output of Good X rises, though, firms will have to resort 
to moving workers to production of Good X even if they are better suited to producing Good Y. 
 

Examiner tip 
 
Explaining the shape of a PPF might be a multiple-choice question, but many students struggle to gain the 
marks because it is such a small part of the syllabus covered so early in the course that they have simply 
forgotten it! Always make sure that you review the topics you covered early in the course. 
 

 
The PPF and economic efficiency 
Any point on the PPF represents a productively efficient allocation of scarce resources – all factors of 
production are being used in their most efficient way. Points inside the PPF represent an inefficient allocation 
of resources since it is possible to produce more of one good without sacrificing any of the other. This is 
illustrated on the diagram below, which shows a PPF for a small farm, which can grow just potatoes and 
carrots. 
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4.1.3.1 The determinants of the demand for goods and services 
 

Key specification content: 
 

• The relationship between price and quantity demanded 

• Factors that may cause a shift in the demand curve (the conditions of demand) 

 
 
What is demand? 
Demand is the quantity of a good or service that consumers are willing and able to buy at a given price in a 
given time period. Effective demand is when a desire to buy a product is backed up by an ability to pay. When 
economists write about ‘demand’, they usually mean ‘effective demand’. 
 
Derived demand is the demand for a factor of production used to produce another good or service. For 
example, steel - the demand for steel is linked to market demand for cars and construction of new buildings 
 
Law of Demand 
There is usually an inverse relationship between the price of a good and demand.  

1. As prices fall, we see an expansion/extension of demand. 

2. As prices rise, there will be a contraction of demand. 
 

Quick question 
 
Can you think of any products that people are more likely to buy when they are more expensive? 
 

 
Ceteris paribus assumption 
When drawing a demand curve, economists assume all factors are held constant except one – the price of the 
product itself. Ceteris paribus is an important assumption used in nearly all economic analysis that allows us 
to isolate the effect of one variable on another variable. 
 
Demand Curve 
A demand curve shows the inverse relationship between the price of an item and the quantity demanded over 
a period of time. There are two reasons why more is demanded as price falls: 

1. The Income Effect: When the price of a good falls, the consumer can maintain the same consumption 
for less expenditure; effectively, this increases ‘real income’.  Provided that the good is normal (i.e. 
one for which demand rises when income rises, and demand falls when income falls), some of the 
increase in real income is used to buy more. 

2. The Substitution Effect: When the price of a good falls, ceteris paribus, the product is now relatively 
cheaper than an alternative and some consumers will switch their spending from the alternative good 
or service. The more substitutes there are in the market and the lower the cost/inconvenience of 
switching, the bigger the substitution effect is likely to be. 
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Total revenue can be determined by calculating price x quantity bought. The relationship between elasticity 
of demand and a firm’s total revenue is an important one often tested in exams:  

• When demand is price inelastic, a rise in price leads to a rise in total revenue – for example, 20% rise 
in price might cause quantity demanded to contract by only 5% (PED = -0.25). So, the rise in price is 
more than proportional to the fall in quantity demanded, and so total revenue will rise. 

• When demand is price elastic, a fall in price leads to a rise in total revenue - for example, a 10% fall 
in price might cause quantity demanded to expand by a much larger 25% (PED = +2.5). The rise in 
quantity demanded is proportionately greater than the fall in price, and so total revenue will rise. 

• When demand is perfectly inelastic (i.e. PED = zero), a given price change will result in the same 
revenue change, for example, a 5% increase in a firm’s prices results in a 5% increase in its total 
revenue 

• When demand is unit elastic (i.e. PED = -1) a change in the price leads to no change at all in the 
revenue 

 
Examiner tip: 
 
Make sure that you can explain the relationships stated above, rather than merely repeat the relationships – 
this will help you to pick up analysis (AO3) marks and not just knowledge (AO1) marks. 
 
 
 
Quick question 
 
Can you think of businesses that have recently a) raised their prices and b) lowered their prices? Using your 
knowledge of the relationship between PED and total revenue, can you give an explanation of these business 
choices? 
 
 
Price elasticity of demand and total revenue – numerical example 
The table below gives an example of the relationships between price, quantity demanded and total revenue. 
As price falls, the total revenue initially increases, in our example the maximum revenue occurs at a price of 
£12 per unit when 520 units are sold giving total revenue of £6240. 
 
 
 
 
 
 
 
Consider the price 
elasticity of demand of 
a price change 
from £20 per unit to 
£18 per unit.  

• The % change in quantity demanded is +40% after a -10% change in price, which gives a PED of -4 
(i.e. highly elastic).  

• In this situation when PED is highly elastic, a fall in price leads to higher total consumer spending / 
producer revenue 

 
Now consider a price change further down the estimated demand curve – from £10 per unit to £8 per unit.  

 Price  Quantity  Total Revenue 
 £ Per Unit  Units  £ 
 20  200  4000 
 18  280  5040 
 16  360  5760 
 14  440  6160 
 12  520  6240 
 10  600  6000 
 8  680  5440 
 6  760  4560 
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Quick questions 
 
Take a look at the chart below.  
 

a) What does the chart show in terms of the trends in cash transactions? 

b) What factors do you think explain this trend? 

c) Why might it be the poorest people in society that lose out as the use of cash declines? 

 
Forecasted number of cash transactions in the United Kingdom from 2006 to 2026, by denomination (in 
billions) 

 
 
Key characteristics of money 

 
1. Durability i.e. it needs to last 

2. Portable i.e. easy to carry around, convenient, easy to use 

3. Divisible i.e. money can be broken down into smaller denominations to facilitate purchases 

4. Hard to counterfeit - i.e. it cannot easily be faked or copied by currency fraudsters 

5. Accepted i.e. money must be accepted as legal tender – there must be sufficient trust in money 

6. Valuable – i.e. it generally holds value over time and is not destroyed by the effects of rapid / hyper-
inflation 

Examiner tip 
 
Be careful not to confuse the functions of money with the characteristics of money! 
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Profit Maximisation 
• Profit maximisation occurs at an output where marginal revenue = marginal cost (MR=MC) 
• The change in revenue from producing an extra unit of output = the change in cost from producing 

an extra unit 
 
 

Quick question 
 
Take a look at the business pages in a reputable newspaper or news website. There is often information 
on the latest profits and accounting figures of well-known companies. Jot down a few notes on which 
companies appear to be profitable and which appear to be struggling. Can you think of reasons why this 
might be the case? 
 

 
Common error alert! 
 
Economics students often confuse revenue with profit, assuming that a rise in demand will always, for 
example, lead to a rise in profits. Unfortunately, it is impossible to assume this! If you only have information 
relating to revenue, then you can only consider the impact on revenue – without additional information 
relating to costs, you cannot confidently say anything at all about profit!  
 

 
A reminder - marginal profit and profit maximisation 
 
Profit maximisation occurs where MC = MR 

 
 

• Firms producing differentiated products choose price and quantity to maximise their profits, 
considering the product demand curve and the cost function 

• If MR > MC, the firm could increase profit by raising output – look on the diagram above, where you 
should be able to see that this occurs at output levels less than Q1 

• If MR < MC, the marginal profit is negative. It would be better to decrease output. On the diagram 
above, this occurs at all output levels above Q1 
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Profit maximisation in the short run – diagrammatic analysis 
 

• When drawing perfect competition diagrams, remember to make a clear distinction between the 
market and a representative individual firm i.e. you must draw two diagrams 

• The market price is set by the interaction of market supply and demand 
• Each individual firm is a price taker in a perfectly competitive market 
• The ruling market price becomes the AR and MR curve for the firm 
• Average revenue equals marginal revenue at every level of output 
• We assume that the aim of each firm is to find a profit-maximising output 

 

 
 
Examiner tip: 
Firms can also make losses in the short run in perfect competition – this will happen if the ruling market price 
is less than the average cost for a particular firm. Practice drawing diagrams in which the individual firm is 
initially making a loss rather than earning supernormal profit. This causes firms to leave the industry, raising 
the market price. Sub normal profits are shown below. 
 
Sub-normal profit (economic losses) in the short run in perfect competition 
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Exam Technique: Building a chain of reasoning:  
Question: How is a natural monopoly different from other industries? 
 

 
 
Examiner tip: 
 
Use the natural monopoly argument as a theoretical and practical piece of evaluation for essays relating to 
the pros and cons of monopoly i.e. if a natural monopoly did not exist in a particular market then it may be 
the case that there would be a missing market. Furthermore, many natural monopolies operate in the national 
interest. The quality of service provided makes a big difference to the everyday lives of millions of households 
and businesses. 
 
 

Quick question 
 
Why might it be beneficial for firms that have the characteristics of natural monopoly to be nationalised, or 
run in the public interest? 
 

 

Economic efficiency in monopoly 
The standard case against monopoly is that it is leads to a loss of economic efficiency which can then cause 
reductions in the welfare of consumers affected. But this view can be challenged as part of your evaluation. It 
is important to judge the exercising of market / monopoly power on a case-by-case basis based on how 
businesses with such power actually conduct themselves. 
 
Economic Case against Monopoly 

i) Prices are higher than under competitive conditions 
o This leads to a loss of allocative efficiency (because the monopoly price > MC) 
o Higher prices can have a regressive effect on lower-income households 

ii) Absence of genuine market competition may lead to production inefficiencies 
o X-Inefficiencies such as wasteful production and advertising spending 

iii) Higher prices can limit output in a market and lead to fewer economies of scale being exploited 

Web Search Messaging E-Commerce Taxi apps Streaming 
services

Sharing 
economy

A natural monopoly is a 
special case where one 
large business can 
supply the entire market 
at a lower unit cost than 
with multiple providers.

This is because of the 
nature of costs in a 
natural monopoly 
industry. Typically there 
are very high fixed costs 
and low marginal costs.

For example, the supply 
of water or electricity to 
houses and businesses 
involves building a big  
network infrastructure.

As a result, fixed costs 
are enormous but the 
marginal cost of adding 
an extra user is very low 

Therefore, the average 
total cost will continue 
to fall as extra users are 
added to the network. 
This is an internal 
economy of scale.

This means that long 
run average cost (LRAC) 
may fall across all ranges 
of output. Only one firm 
might reach the 
minimum efficient scale.
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Producer Surplus 
Producer surplus is the difference between the price producers are willing and able to supply a product for 
and the price they get in the market. Producer surplus is shown by the area above the supply curve and below 
the price. Higher prices provide an incentive to for businesses to expand supply. This is due to the profit 
motive. 
 

 
 
Changes in demand and supply, market price and producer surplus 
 

 
 
Another term for producer surplus is “supernormal profit”. 
 
Quick question: 
 
You can now illustrate total revenue and producer surplus (“profit”) on a demand and supply diagram. One 
‘triangle’ of the total revenue area is producer surplus – can you explain why the remaining ‘triangle’ in that 
total revenue rectangle must represent total costs? 
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