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Scarcity and Resource Allocation 
The basic economic problem is that of scarcity – the competition between unlimited wants and limited resources. Hence, resources have to be allocated in such a way to promote the two main microeconomic aims – efficiency and equity. 

The three basic economic questions that arise out of the problem of scarcity are thus 
1. What to produce
2. How to produce and

3. For whom to produce.

The Production Possibility Curve is the graph that shows maximum attainable combinations of two goods or services that can be produced in an economy when all resources are used fully and efficiently, at a given state of technology
Productive Efficiency refers to the absence of waste in the production process.  
(How)
· All points on the PPC are productive efficient, points inside the PPC are inefficient representing either unemployment (not all available resources being used) or underemployment (resources not engaged fully) 
· For producers, all points on the LRAC are PE
· For consumers, only the MES (lowest point on the LRAC) is PE
Allocative Efficiency is the situation in which society consumes a combination of goods and services that maximizes its welfare – i.e., maximum utility. Only one point on the PPC is allocatively efficient
(What) 
· AE is achieved when P = MC

· AE is achieved when MSB = MSC
Distributive Efficiency is achieved when goods and services are produced to those who want or need them – not affected by an economy’s position on the PPC
(For whom)
Market Systems

In different economic systems, the three basic questions are solved differently.
In a laissez faire or free market, they are solved by the interaction of the market forces of demand and supply – known as the price mechanism – setting an equilibrium price and output level. The price mechanism works as consumers and producers are motivated by self-interest and profit- and utility-maximization.

· What to produce: Determined by consumer sovereignity

· How to produce: Determined by the relative prices of factor inputs

· For whom to produce: Determined by purchasing powers of individuals or households

In a command or planned economy, the problems are solved by a central planning body.

The mixed economy strikes the balance between the extremes and uses both free market forces as well as government intervention to answer these questions. (See notes on Market Failure and Government Intervention)
Demand and Supply
Factors affecting Market Demand

	Population
	Affects the number of potential customers – the size of the market

· An absolute increase or decrease in total population,

· A change in composition of the population, 

	Interrelated goods
	Change in prices of substitutes or complements

	Taste & Preferences
	Fads may lead to sudden and temporary increases or decreases in demand

New inventions and technology may lead to a permanent decreases in demand

	Seasonal changes
	Climatic conditions, or festivities/holidays may lead to increases in demand for particular goods (like flowers on Valentine’s day)

	Expectations of the future
	Changes as a result of expectations of future price changes

	Income (Y)
	An increase in income leads to an increase in spending on luxury goods, and a decrease in demand for inferior goods


Factors Affecting Market Supply

	Costs
	Changes in costs of production due to changes in prices of factor inputs like RMs, fuel and power will cause the supply curve to shift

	Related products, prices of
	Affected depending on whether the good is in joint or competitive supply with other products

	Innovations
	Improvements in techniques of production will lower production costs and shift the supply curve rightward

	Natural factors
	Favourable climatic conditions lead to increase in supply, while natural catastrophes will decrease the supply of agricultural produce 

	Government policies
	Taxation and subsidy policies affect the cost of production

· Subsidies decrease the minimum price at which producers will supply

· Taxes, on the other hand, increase the minimum price

	Expectations of the future
	Changes as a result of expectations of future price changes

	nterrelated Demand

Goods in joint demands are complements

E.g. petrol and cars

Goods in competitive demand are substitutes

E.g. beer and ale

Derived demand refers to the demand of a factor of production for a good

E.g. steel for cars
	Interrelated Supply

Goods in joint supply are produced together

E.g. beef and leather

Goods in competitive supply are produced at the expense of each other

E.g. milk and leather


Elasticity Concepts

Price Elasticity of Demand

PED measures the degree of responsiveness of the QDD of a good to a change in its price - 
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	Determinants
	Availability of substitutes
	Type of Good
	Proportion of income spent on good
	Time period

	More inelastic
	Few substitutes

Not very substitutable
	Necessity
	Small proportion
	Short run

	More elastic
	Many substitutes

Quite substitutable
	Luxury
	Large proportion
	Long run


Usefulness of PED
Government taxation policies

· Either aim to raise revenue, discourage/encourage consumption

· PED would play some part in determining successfulness of policies

· Raising revenue/increasing consumption

· Indirect taxes should be levied on goods with inelastic demand

· Increase in P > Decrease in QDD
· Decreasing consumption

· Indirect taxes should be levied on goods with elastic demand

· Greater effect on QDD
Pricing policies of firms

· Policies will be helpful as long as TR > TC

Effect on prices stability

Product differentiation

· A firm’s products can be changes so that PED is more elastic

· Gives the firm the ability to increase prices to increase TR
Income Elasticity of Demand

YED measures the D.O.R. of the DD of a good to a change in consumers’ income - 
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Usefulness of YED
Production plans

· Knowledge of YED is can allow firms to ascertain the nature of their product (inferior, necessity or luxury) and plan future output accordingly

· When the economy is favourable, firms should expand their production of normal goods with high YED (luxuries) and cut back on inferior goods

Targeting different income goods

· A good can be a luxury and low income levels, and an inferior good at high income levels

· Knowledge of YED allows firms to segment their market into different income groups to produce the appropriate price and income range to cater to different customers

Interpretation of YED
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Cross Elasticity of Demand

CED measures the D.O.R. of the DD of good A to a change in price of good B - 
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Usefulness: Provides firms the effects on their products’ demand when faced with a change in the price of a rival’s product or complementary products. If two goods have a high negative CED, the two firms selling them can come together to sell the goods jointly.

Interpretation of CED
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Price Elasticity of Supply

PES measure the degree of responsiveness of the QSS of a good to a change in its price - 
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	Determinants
	Time period
	Factor mobility
	Number of firms
	Spare capacity/ stocks
	Production period

	More inelastic
	Short run
	Low
	Few
	Unavailable
	Long

	More elastic
	Long run
	High
	Many
	Available
	Short


Usefulness of PES
Effects on price stability

Applications of D&S Framework
Incidence of Taxes and Subsidies

	
	Tax
	Subsidy

	Inelastic PED
	Incidence falls more on consumers
	Consumers receive a higher share of the subsidy

	Elastic PED
	Incidence falls more on producers
	Producers receive a higher share of the subsidy


Effects of Price Floors and Ceilings

	Minimum price – set above market equilibrium
	Maximum price – set below market equilibrium

	· Protection of the welfare of certain producers or workers

· Agricultural support prices and the minimum wage legislation. 

· May want to create a surplus which can be stored in preparation for future shortages


	· Set to achieve some form of equity to protect consumers

· Price control for basic goods in wartime

· Rent control



	Leads to a persistent surplus: continuous accumulation of stocks

· Misallocation of resources: allocatively inefficient

· Misinterpretation of price signals: creates illusion of a lucrative market

· Producers become complacent

· May bring in new producers, creating greater surpluses

· Stock storage = waste of money
	Resultant shortages create problems

· Misallocation of resources: allocatively inefficient

· Prices no long serve as signals to distribute scarce resources

· Alternative allocative mechanisms: balloting, rationing

· Emergence of the black market
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