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When George Lucas was asked why he made Star Wars, he replied, ‘It’s the kind of movie I like to see, but no-one 
seemed to be making them. So I decided to make one.’ We realised that no-one seemed to be writing the kind of 
textbook we wanted to use in our courses. So, after years of supplementing texts with fresh, lively, real-world 
examples from websites, newspapers, magazines and professional journals, we decided to write an economics 
text that delivers complete economics coverage with many real-world examples.

NEW TO THE FOURTH EDITION
The core ideas of economics remain unchanged: opportunity cost, demand and supply, comparative advantage, 
marginal analysis, efficiency in competitive markets, the role of the entrepreneur in markets, and the role of 
government. What does change is the context in which lecturers and instructors present these ideas in class and 
the policy debates of the time. In the past few years, to take just a few examples relevant to microeconomics, we 
have witnessed the runaway success of smartphones and tablet computers, seen the rapid growth of the sharing 
economy including companies such as Uber and Airbnb, experienced increased policy debate about how best to 
address climate change, and experienced the impact of the global economic contractions and recessions. This new 
edition helps students to understand these changing economic realities.

In this fourth edition we retain the focus of presenting economics in the context of real-world businesses and real-
world policy debates that have proved effective for teaching and learning. We have made a number of important 
improvements, which include suggestions from lecturers currently using the text and from reviewers. We hope 
these changes will make the text an even more effective teaching tool. The fourth edition includes the following 
key changes:

• New material on the rapid growth in the use of robotics in the workplace, in Chapters 1 and 12.

• Analysis of the rise of the sharing economy through companies such as Uber and Airbnb, in Chapters 6, 8  
and 14.

• Expanded coverage of behavioural economics in Chapter 6, with new material including the rule of thumb and 
anchoring.

• Coverage of the Harper Report on competition in Chapter 9.

• Extended coverage of compensating differentials in Chapter 12.

• Updated material on the policy debate on climate change policy in Chapter 15.

• Expanded treatment of global poverty in Chapter 16.

• Updated and new chapter-opening cases for many chapters.

• A number of new and substantially revised Making the Connection features, with others containing updated 
data and information, to help students tie economic concepts to current events and policy debates.

• All new An Inside Look news articles and analyses, to enable students to apply economic concepts to current 
events and policy debates.

• Figures and tables have been updated, using the latest data available.

• A number of new and updated end-of-chapter questions to reflect updates to content.

PREFACE
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CONTEXTUAL LEARNING AND MODERN ORGANISATION
We believe a course is a success if students can apply what they have learned in both personal and business 
settings and if they have developed the analytical skills to understand what they read in the media. That’s why we 
explain economic concepts by using many real-world business examples and applications, from both Australia 
and other countries, in the chapter openers, graphs, Making the Connection features, An Inside Look features, and 
end-of-chapter problems. This approach helps students to become educated consumers, voters and citizens. In 
addition, we also have a modern organisation and place interesting policy topics early in the book to pique student 
interest.

We are convinced that students learn to apply economic principles best if they are taught in a familiar context. 
Whether they fill a graduate role in business or government, trade on the securities exchange, or open their own 
business, students must understand the economic forces behind their work. And though business and economics 
students will have many opportunities to see economic principles in action in various courses, students from 
other disciplines may not. We therefore use many diverse real-world business and policy examples to illustrate 
economic concepts.

The following points illustrate our approach:

• A strong set of introductory chapters. Our introductory chapters provide students with a solid foundation in 
the basics. We emphasise the key issues of scarcity, trade-offs, marginal analysis and economic efficiency. 
In Chapter 1 we introduce students to the economic way of thinking through the growing use by Australian 
businesses of offshoring to the Philippines, the rapid rise of robotics in the workplace, the debate on 
minimum wage laws, and the debate on immigration to Australia. Chapter 2 examines the trade-offs and 
marginal analysis that managers and economies have to face, presented in the context of Tesla deciding on 
the mix of vehicles to produce. Chapters 3 and 4 introduce demand and supply and how the market works, 
using the examples of demand and supply of tablet computers, the rising demand for fitness trackers, the 
price of petrol, and the increased tax on ‘alcopops’, to help contextualise the issues and concepts.

• Early coverage of policy issues. To pique interest and expose students to policy issues early in the course, 
we discuss the effect on jobs of Australia’s growing use of offshoring and robotics in Chapter 1, the free 
market and the illegal downloading of movies and music from the Internet in Chapter 2, the market for 
housing in Australia in Chapter 3, government policy towards illegal drugs in Chapter 4, and whether Uber is 
involved in price gouging in Chapter 6. The remainder of the microeconomic chapters continue this approach 
by relating concepts to relevant business examples and current economic policy and events.

• Immediate relevance to students. This new edition of Microeconomics has been revised to provide students 
with the most up-to-date and relevant content they need to succeed in the field of economics. Once again, all 
chapters contain examples to demonstrate the practicality and relevance of economics to decision making 
that students may be currently involved with. Here are a few examples: Chapter 4 examines the pricing 
of alcoholic drinks; Chapter 6 looks at costs and profits of a successful web blogger; Chapter 9 analyses 
whether companies such as Netflix can provide competition with Foxtel in the subscription video-on-demand 
market; Chapter 11 looks at whether there is a ‘best’ strategy for bidding on eBay; Chapter 12 analyses the 
effect of robotics on the labour market; and Chapter 13 touches on the controversial subject of whether we 
should buy products made with child labour.

• Applications to contemporary issues. Our chapters are written to reveal the relevance and importance of 
economic analysis to current significant issues that affect individuals, business and society. Chapter 4 
analyses whether higher taxes on ‘alcopops’ reduces alcohol consumption in young people. In Chapter 9 
we look at the impact of Foxtel’s dominance in sports in the pay TV market. Chapter 13 discusses whether 
businesses that send jobs offshore (including banks, airlines and telecommunication companies) reduce 
jobs in the local economy. Chapter 14 examines the role of government in society, covering issues such as 
‘Should drugs be legal?’. In Chapter 15 we look at the effectiveness of government policy in reducing air lead 

THE FOUNDATION
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levels, and examine policies to address climate change. And Chapter 16 introduces students to the important 
policy issues of income redistribution, and domestic and international poverty.

• Complete coverage of monopolistic competition. We devote a full chapter to monopolistic competition 
in Chapter 10. Although some instructors cover monopolistic competition very briefly or dispense with it 
entirely, we think it is an overlooked tool for reinforcing the basic message of how markets work in a context 
that is much more familiar to students than are the agricultural examples that tend to dominate discussions 
of perfect competition. Covering monopolistic competition also allows for the early discussion of topics such 
as the sources of competition and brand management.

• Extensive, realistic game theory coverage. In Chapter 11 we use game theory to analyse competition 
between oligopolists. Game theory helps students to understand how companies with market power make 
strategic decisions in many competitive situations. We use familiar companies such as Qantas, Virgin 
Australia, Jetstar, Big W, Kmart, Coles, ALDI, eBay, Dell Technologies, Microsoft, Coca-Cola and Pepsi in our 
game theory applications. In contrast to many textbooks, we have placed the traditional models of oligopoly 
in an appendix. This enables students to focus on game theory while avoiding being overwhelmed by 
numerous models, and yet still allows for the option of studying the traditional approaches.

• Unique coverage of the economic reasons for government intervention. We have included a unique chapter 
that provides an overview of the role of government in a market economy. Some textbooks largely ignore 
this material, while others have pieces scattered throughout numerous chapters. In Chapter 14 we have 
organised this material to enable students to gain a concise yet complete picture of the role of government. 
Topics include market failure, public and private interest views of government policy, the legal system and 
the rule of law, and the economics of information. This chapter can be used as an introduction to the more 
in-depth analyses of externalities, public goods, taxation and income redistribution in the subsequent two 
chapters, or it can be used as a stand-alone chapter for an overview of these concepts and policy issues.

• Extensive and contemporary coverage of externalities and environmental policy. A large part of Chapter 15 
focuses on externalities and the associated environmental policy. We believe that in the current context of 
industrialisation and air pollution, greenhouse gases and climate change, it is important to dedicate the major 
part of a chapter to the economic analysis of these issues and the corresponding policies.

• Flexible chapter organisation. Because we realise that there is a variety of approaches to teaching 
principles of microeconomics, we have structured our chapters for maximum flexibility. For example, some 
instructors may wish to omit the appendices of Chapters 6 and 7 containing indifference curve and isoquant 
analysis, while others may wish to include this level of analysis. Chapter 13 is a self-contained chapter on 
international trade, leaving the option open to include or omit this material. Please refer to the flexibility chart 
on page xxvii to help you select the chapters and order best suited to your course needs.
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SPECIAL FEATURES
A REAL-WORLD, HANDS-ON APPROACH TO LEARNING ECONOMICS

OPENING CASES AND AN INSIDE LOOK NEWS ARTICLES
Each chapter-opening case provides a real-world context for learning, sparks students’ interest in 
economics, and helps to unify the chapter. The opening case describes real situations facing actual 
companies. The company or economic issue is integrated into the narrative, graphs and pedagogical 
features in the chapter. For example, we look at companies such as Tesla, Uber, Apple, Sony, Rio Tinto, Coles, 
Woolworths, Foxtel, Netflix, Telstra, The Coffee Club and Expedia. 

WHERE PRICES COME FROM: 

THE INTERACTION OF DEMAND 

AND SUPPLY
WILL YOU BUY AN APPLE iPAD OR 
A SAMSUNG GALAXY TAB?

Suppose you are considering buying 
a tablet computer and that you are 
choosing between an Apple iPad and a 
Samsung Galaxy Tab. Apple products 
have become very fashionable, and if 
you buy an iPad, you will have access 
to many more applications—or ‘apps’—
that can increase the enjoyment and 
productivity of your tablet. One strategy 
Samsung can use to overcome Apple’s 
advantages is to compete based on price 
and value. Would you choose to buy a 
Galaxy Tab if it had a lower price than an 
iPad? If your income increased, would it 
affect your decision about which tablet 
to buy? As you read this chapter, see if 
you can answer these questions. You 
can check your answers against those 
we provide on page 76 at the end of 
this chapter. 

E C O N O M I C S 
I N  Y O U R 
L I F E 

3
C H A P T E R

After studying this chapter you should be able to:

3.1 Discuss the variables that influence the demand for goods and services.

3.2 Discuss the variables that influence the supply of goods and services.

3.3 Explain how equilibrium in a market is reached, and use a graph to illustrate 

market equilibrium.

3.4 Use demand and supply graphs to predict changes in prices and quantities.

L E A R N I N G  O B J E C T I V E S

© Pressmaster | Shutterstock      
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THE TABLET COMPUTER REVOLUTION
BILL GATES, WHEN chair of Microsoft, made a famous—but 
wrong—prediction in 2001. He predicted that tablet computers 
would make up a majority of personal computer sales within five 
years. Microsoft had developed new software that made it possible to 
use a stylus pen to write on a laptop computer screen, and Gates 
hoped that consumers would respond to these lightweight devices. 
But many consumers found them awkward to use and thought that 
the prices, at $2000 or more, were too high. As a result, rather than 
making up the majority of computer sales five years from Gates’ 
prediction, tablets made up just 1 per cent of the market by 2006.

Fast forward to 2010. After years of stating that his company would 
not enter the market for netbook computers—lightweight computers 
smaller than laptops—the then Apple CEO, (the late) Steve Jobs, 
introduced the iPad. It was an immediate success, selling nearly 
20 million units by the end of the first year. iPad sales have grown 
significantly every year since, reaching over 310 million by 2016. The 
iPad is very different from the earlier tablet computers that had 
failed to sell. While the iPad was more awkward to use for word 
processing or working on spreadsheets, it was lighter than earlier 
tablets, and its wireless connectivity and portability made it better for 
Web surfing, checking emails, texting and watching videos.

Although Apple initially had the market for the new-style tablets 
largely to itself, competitors rapidly appeared. Toshiba, Samsung, 
Sony, Dell, LG, Motorola, Leveno, Asus, Microsoft, Google’s Nexus, 
Amazon and ZTE all introduced tablets. By 2016, Apple’s market 
share for tablets was below 25 per cent.

The intense competition among firms selling the new tablets is a 
striking example of how the market responds to changes in consumer 
tastes. Many consumers indicated that they would buy tablets if they 
were smaller and more powerful than those introduced in the early 
2000s; therefore, firms scrambled to meet this demand. Furthermore, 
when consumers began demanding even smaller tablets, firms 
responded by introducing mini-tablets. Although intense competition 
is not always good news for firms trying to sell products, it is a boon 
to consumers because it increases the choice of products and lowers 
the price for those products.

SOURCE: Matt Berger and James Niccolai (2001), ‘Gates unveils portable tablet PC’, PC 
World, 12 November, at <www.pcworld.com>, viewed 6 February 2015; Statista (2016), 
‘Global Apple iPad sales from 3rd fiscal quarter 2010 to 1st fiscal quarter 2016’, at <www.
statista.com>, viewed 15 February 2016.
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Here are a few examples:

• The tablet computer revolution and the 
effects on competition (Chapter 3).

• How Uber brought competition to the 
taxi industry (Chapter 8).

• Netflix challenging Foxtel in the 
subscription video-on-demand 
market (Chapter 9).

• Rio Tinto mining with robots  
(Chapter 12).

An Inside Look is a two-page feature that shows students how to apply the concepts of a chapter to the 
analysis of a news article. Articles are from sources such as ABC Online, The Sydney Morning Herald,  
The Age, The Australian Financial Review and The Australian. The An Inside Look feature presents analysis 
of the article, a graph(s), and critical thinking questions.
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KEY POINTS IN THE ARTICLE

The article discusses the dramatic decrease in recent 
worldwide sales of personal computers (PCs). The 
widespread fall in demand has in part been attributed to 
the rapid increase in demand for tablet computers and 
smartphones which can perform some of the functions of 
a PC. Although households still use PCs, the new 
technology contained in mobile computer devices reduces 
the need to replace PCs as often as before.

ANALYSING THE NEWS

A   Consumer tastes have been changing away from PCs 
to tablet computers and smartphones. Also, longer 
lifespans for PCs mean that consumers do not have to 
replace them as frequently. We can use the economic 
model of demand and supply developed in this chapter 
to illustrate this. In Figure 1, we can see that the change 
in consumer tastes away from PCs shifts the demand 
curve for PCs to the left, from D1 to D2. This lowers the 
price of PCs, from P1 to P2, the quantity supplied falls, 
shown by a movement along the supply curve S, and the 
equilibrium quantity of PCs falls, from Q 1 to Q 2.

B   As consumer tastes have been changing to tablet 
computers and smartphones, this has shifted the 
demand curve for smartphones from D1 to D2, as shown 

in Figure 2. The shift in demand would have raised the 
equilibrium price to P2 and equilibrium quantity to Q 2, 
ceteris paribus, as firms expand output of smartphones 
along the supply curve. However, we know that the 
supply of smartphones has been increasing rapidly since 
they were introduced due to the entry of more firms 
into the market. We can use our knowledge of the 
factors that affect supply developed in this chapter to 
analyse this further. As the demand for smartphones 
increased, new firms entered the market, increasing 
supply. Furthermore, technological change meant that 
components in the production of smartphones became 
cheaper. Therefore, as also shown in Figure 2, the 
supply curve for smartphones shifted to the right, from 
S1 to S2, decreasing equilibrium price to P3 and further 
increasing equilibrium quantity, to Q 3.

THINKING CRITICALLY

1 If the demand for PCs continues to fall and the 
demand for tablet computers and smartphones 
continues to rise, what would you expect producers 
of computers to do and what would happen to the 
supply of each type of computer?

2 Suppose that most software could be accessed via 
cloud-based servers. What would you expect to 
happen to the price of software for use on PCs?

AN INSIDE LOOK 

PC shipments fall record 
10.6% in 4Q: IDC

SBS NEWS

A   Global personal computer shipments fell 10.6 per 
cent in the quarter ended in December compared with a 
year earlier, research firm IDC says, the largest decline 
since IDC started tracking PC shipments.

Gartner, a rival research firm, put the decline at 
8.3 per cent. Shipments totalled 71.9 million units, up 
slightly from the third quarter but the largest year-on-
year decline in IDC’s records, topping a 9.8 per cent 
decline in 2013.

B   Longer life cycles for PCs, along with competition 
from mobile phones and tablets, have continued to 
hobble demand, IDC said on Tuesday.

The industry also faced a tough comparison to a year-
ago period when many consumers were snapping up 
heavily promoted low-cost PCs, it said.

Business should increase later this year as 
companies that had delayed replacing machines until 
upgrading to Windows 10, Microsoft’s latest operating 
system, make the switch, IDC said. It also expects 
consumers to upgrade their own machines.

PC shipments fell in all regions, IDC said, including a 
4.3 per cent decline in the United States compared with 
a year earlier. Lenovo led PC makers with 21.4 per cent 
market share worldwide, followed by HP with 19.9 per 
cent and Dell with 14.1 per cent. ■ 

SBS NEWS  13 JANUARY 2016

FIGURE 1 The change in tastes away from PCs shifts the demand curve 
to the left

SOURCE: SBS News (2016), ‘PC shipments fall record 10.6% in 4Q: IDC’, 13 January, at <www.sbs.com.au/news>, viewed 17 February 2016, 
© Australian Associated Press Pty Ltd.
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Here are some examples of the articles 
featured in An Inside Look: 

• ‘Robotics will hit finance jobs harder 
than offshoring’, The Australian 
Financial Review (Chapter 1).

• ‘Australian smokers to pay more than 
$45 for a packet of cigarettes from 
2020’, The Guardian (Chapter 5).

• ‘Can economies of scale rescue 
Tesla?’, Oilprice.com (Chapter 7).

• ‘Supermarket giant ALDI gears up 
for price war’, The West Australian 
(Chapter 11).
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ECONOMICS IN YOUR LIFE
After the chapter-opening real-world case, we have added a personal dimension to the chapter opener with 
a feature titled Economics in Your Life, which asks students to consider how economics affects their own 
lives. This feature piques the interest of students and emphasises the connection between the material 
they are learning and their own experiences.

WILL YOU BUY AN APPLE iPAD OR 
A SAMSUNG GALAXY TAB?

Suppose you are considering buying 
a tablet computer and that you are 
choosing between an Apple iPad and a 
Samsung Galaxy Tab. Apple products 
have become very fashionable, and if 
you buy an iPad, you will have access 
to many more applications—or ‘apps’—
that can increase the enjoyment and 
productivity of your tablet. One strategy 
Samsung can use to overcome Apple’s 
advantages is to compete based on price 
and value. Would you choose to buy a 
Galaxy Tab if it had a lower price than an 
iPad? If your income increased, would it 
affect your decision about which tablet 
to buy? As you read this chapter, see if 
you can answer these questions. You 
can check your answers against those 
we provide on page 76 at the end of 
this chapter. 

E C O N O M I C S 
I N  Y O U R 
L I F E 
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THE TABLET COMPUTER REVOLUTION
BILL GATES, WHEN chair of Microsoft, made a famous—but 
wrong—prediction in 2001. He predicted that tablet computers 
would make up a majority of personal computer sales within five 
years. Microsoft had developed new software that made it possible to 
use a stylus pen to write on a laptop computer screen, and Gates 
hoped that consumers would respond to these lightweight devices. 
But many consumers found them awkward to use and thought that 
the prices, at $2000 or more, were too high. As a result, rather than 
making up the majority of computer sales five years from Gates’ 
prediction, tablets made up just 1 per cent of the market by 2006.

Fast forward to 2010. After years of stating that his company would 
not enter the market for netbook computers—lightweight computers 
smaller than laptops—the then Apple CEO, (the late) Steve Jobs, 
introduced the iPad. It was an immediate success, selling nearly 
20 million units by the end of the first year. iPad sales have grown 
significantly every year since, reaching over 310 million by 2016. The 
iPad is very different from the earlier tablet computers that had 
failed to sell. While the iPad was more awkward to use for word 
processing or working on spreadsheets, it was lighter than earlier 
tablets, and its wireless connectivity and portability made it better for 
Web surfing, checking emails, texting and watching videos.

Although Apple initially had the market for the new-style tablets 
largely to itself, competitors rapidly appeared. Toshiba, Samsung, 
Sony, Dell, LG, Motorola, Leveno, Asus, Microsoft, Google’s Nexus, 
Amazon and ZTE all introduced tablets. By 2016, Apple’s market 
share for tablets was below 25 per cent.

The intense competition among firms selling the new tablets is a 
striking example of how the market responds to changes in consumer 
tastes. Many consumers indicated that they would buy tablets if they 
were smaller and more powerful than those introduced in the early 
2000s; therefore, firms scrambled to meet this demand. Furthermore, 
when consumers began demanding even smaller tablets, firms 
responded by introducing mini-tablets. Although intense competition 
is not always good news for firms trying to sell products, it is a boon 
to consumers because it increases the choice of products and lowers 
the price for those products.

SOURCE: Matt Berger and James Niccolai (2001), ‘Gates unveils portable tablet PC’, PC 
World, 12 November, at <www.pcworld.com>, viewed 6 February 2015; Statista (2016), 
‘Global Apple iPad sales from 3rd fiscal quarter 2010 to 1st fiscal quarter 2016’, at <www.
statista.com>, viewed 15 February 2016.
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STEP 4 Show the shift in the supply curve and the demand curve in the housing market following a shortage of rental vacancies. 
Shift the supply curve to the right as developers supply more houses in anticipation of an increase in house prices due to an 
increase in demand for houses by investors who expect high returns in the rental market. There may also be an expectation by 
developers of an increase in demand from people buying houses due to the shortage of rentals. Shift the demand curve to the right 
as investors demand more houses.
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Q2Q1

For more practice, do related problems 4.7, 4.8 and 4.9 on page 84 at the end of this chapter. YOUR
TURN

WILL YOU BUY AN APPLE IPAD OR A SAMSUNG GALAXY TAB?

At the beginning of the chapter we asked you to consider two questions: Would you choose to buy a 
Samsung Galaxy Tab if it had a lower price than an Apple iPad? Would your decision be affected if 
your income increased? To determine the answer to the first question, you have to recognise that 
the iPad and Galaxy Tab are substitutes. If you consider the two tablets to be very close 
substitutes, then you are likely to buy the one with the lower price. In the market, if consumers 
generally believe that the iPad and Galaxy Tab are close substitutes, a fall in the price of Galaxy 
Tabs will increase the quantity of Galaxy Tabs demanded and decrease the demand for iPads. 
Suppose that you are currently leaning towards buying the Galaxy Tab because its price is lower 
than the price of the iPad. If an increase in your income would cause you to change your decision to 
buy the iPad, then the Galaxy Tab is an inferior good for you. 

(continued from page 57)

E C O N O M I C S
I N  YO U R
L I F E
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At the end of the chapter, we use the chapter concepts 
to answer the questions asked at the beginning of the 
chapter. 

The following are examples of the topics we cover in the  
Economics in Your Life feature:

•  Will you buy an Apple iPad or a Samsung Galaxy Tab? 
(Chapter 3).

•  Why do people pay for Foxtel? (Chapter 9).

•  How can you convince your boss to give you a pay rise? 
(Chapter 12).

•  How much tax should you pay? (Chapter 16).
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allowable emissions. The utilities are then free to buy and sell the allowances. This is often referred 
to as a ‘cap and trade’ system.

A good example of how a market system works can be seen by looking at the United States, 
where the government has set up a system of tradable emissions allowances to reduce sulphur 
dioxide emissions. There is an active market where the allowances for sulphur dioxide emissions 
can be bought and sold on the Chicago Mercantile Exchange. Utilities that can reduce 
emissions at low cost do so and sell their allowances. Utilities that can only reduce emissions at 
high cost must buy allowances. This system has had significant success, reducing the level of acid 
rain caused by sulphur dioxide emissions more quickly, and at a lower cost, than originally 
anticipated. In 2005, the European Union (EU) set up what has now become the world’s largest 
emissions trading scheme—the European Union Emissions Trading System (EU ETS). It is 
based on a ‘cap and trade’ principle, with the cap placed on total emissions gradually reduced 
over time so that total emissions fall. It is designed to reduce greenhouse gas emissions, with the 
aim to have emission levels at over 20 per cent lower in 2020 than they were when the scheme 
began in 2005. The system covers 31 countries, over 11 000 power stations, and around 34 per 
cent of EU greenhouse emissions, as well as many airlines flying within the EU.

Licences to pollute?
Some environmentalists have criticised tradable emissions allowances, labelling them ‘licences 
to pollute’. They argue that just as the government does not issue licences to rob banks or to 
drive a vehicle while drunk, so it should not issue licences to pollute. But this criticism ignores 
one of the central lessons of economics: resources are scarce and trade-offs exist. Resources that 
are spent reducing one type of pollution are not available to reduce other types of pollution or 
for any other use. 

Can a price on carbon reduce global warming?
In the past 35 years, the average global surface temperature has increased by around 0.4 
of  a degree Celsius compared with the average for the period between 1951 and 1980. 
The following graph from NASA shows average temperature changes in the northern 

and southern hemispheres since 1880. The figure shows that changes were frequently below the average (the 
dotted line at 0.0; the base period 1951–1980), particularly until the early to mid-1900s. However, since the 
1980s, changes in both the northern and southern hemispheres have been above the average temperature.

Making
the

Connection
15.4

Rapid growth in China has  
led to rapid increases in CO2 
emissions.

© Hung Chung Chih | Shutterstock

FIGURE 1 Average temperature changes for the northern and southern hemispheres, 1880–2015  
(in degrees centigrade)
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SOURCE: NASA, Goddard Institute for Space Studies (2016), ‘GISS surface temperature analysis: Annual mean temperature 
change for hemispheres’, Data Sets and Images, at <http://data.giss.nasa.gov/gistemp/graphs_v3>, viewed 5 July 2016.
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MAKING THE CONNECTION
In each chapter, Making the Connection features present relevant, 
stimulating and provocative cases from various countries, primarily 
about business but sometimes related to other significant world 
economic events or policy issues. These features link the concepts 
and models covered in the chapter with a real-world application. 
Here are some examples of the Making the Connection features:

•  The rise and rise of fitness trackers (Chapter 3).

•  A blogger who understands the importance of ignoring sunk 
costs? (Chapter 6).

•  Who owns the Wizard of Oz? (Chapter 14).

•  Can a price on carbon reduce global warming? (Chapter 15).
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SOLVED PROBLEMS
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SOLVED PROBLEM 3.2 DEMAND AND SUPPLY BOTH COUNT: THE AUSTRALIAN HOUSING MARKET

In Australia, as in most developed countries, the housing market is often characterised by cycles. That is, prices tend to rise, then 
plateau, and even fall over time, only to rise again in the next stage of the cycle. While cycles in Australia have historically lasted 
between 7 to 10 years, in the long run (over many decades) housing prices have trended upwards.

The typical cycle tends to start with two main factors: population growth—through natural growth and immigration—and rising household 
incomes that occur when the economy is in an expansion phase. These factors increase the demand for houses and apartments. 
However, supply takes longer to adjust and therefore supply increases more slowly than demand. This leads to prices rising in the housing 
market, which further encourages buyers, including households purchasing homes to live in, people purchasing properties to rent out, 
and speculators, who purchase in anticipation of further price increases. Therefore, as demand increases, prices continue to rise. 

The rise in prices encourages builders to increase production of houses and apartments, while state and territory governments tend 
to release more land for new housing. However, the rise in prices will also mean some people will now not be able to afford to enter the 
market. As the increase in demand slows, this causes price rises to ease and may even cause prices to fall, and the housing market 
will enter the downward part of the cycle. Eventually, increased population and increased household income will again bring more 
people into the housing market and the upturn in the cycle begins again.

Show the effects on the housing market of: (a) a growing population, and (b) a shortage of rental vacancies.

Solving the problem
STEP 1 Review the chapter material. This problem is about how shifts in demand and supply curves affect the equilibrium price, so you 

may want to review the section ‘The effects of shifts in demand and supply over time’, which begins on page 72.

STEP 2 Draw the demand and supply graph. Draw a demand and supply graph, showing equilibrium in the housing market.

STEP 3 Show the shift in the demand curve caused by an increasing population and explain the effect on housing prices. Shift the 
demand curve to the right so that the new equilibrium price is higher than before. Show that the new equilibrium is at a higher price 
than before and there is an increase in the number of houses bought and sold.
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Many students have great difficulty handling applied economics 
problems. We help students to overcome this hurdle by including 
worked-out problems tied to select chapter learning objectives 
and the associated quantitative information. Our goals are to keep 
students focused on the main ideas of each chapter and to give 
students a model of how to solve an economic problem by breaking 
it down step by step. Additional exercises in the end-of-chapter 
material are tied to every Solved Problem. 
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Shifts in a curve versus movements along a curve
When analysing markets using demand and supply curves, it is important to remember that when a 
shift in a demand or supply curve causes a change in equilibrium price, the change in price does not cause a 
further shift in demand or supply. For instance, suppose an increase in supply causes the price of a good 
to fall, while everything else that affects the willingness of consumers to buy the good is constant. 
The result will be an increase in the quantity demanded, but not an increase in demand. For 
demand to increase, the whole curve must shift. The point is the same for supply: if the price of the 
good falls but everything else that affects the willingness of sellers to supply the good is constant, the 
quantity supplied decreases but not the supply. For supply to decrease, the whole curve must shift.

THE EFFECT OF DEMAND AND SUPPLY SHIFTS 
ON EQUILIBRIUM

We have seen that the interaction of demand and supply in markets determines the quantity of 
a good or service that is produced and the price at which it sells. We have also seen that several 
variables cause demand curves to shift, and other variables cause supply curves to shift. As a 

Use demand and supply graphs 
to predict changes in prices and 
quantities.
L E A R N I N G  O B J E C T I V E

L 3.4

Test your understanding by doing related problems 4.4 and 4.12 on pages 83 and 84 at the end of this chapter.YOUR
TURN

Remember: a change in a good’s price 
does not cause the demand or supply curve 
to shift

Suppose a student is asked to draw a demand and supply 
graph to illustrate how an increase in the price of oranges 
would affect the market for apples, other things being 
constant. He draws the graph on the left below and explains 
it as follows. ‘Because apples and oranges are substitutes, an 
increase in the price of oranges will cause an initial shift 
to the right in the demand curve for apples from D1 to D2. 
However, because this initial shift in the demand curve for 
apples results in a higher price for apples, P2, consumers 
will find apples less desirable and the demand curve will 
shift to the left from D2 to D3, resulting in a final equilibrium 
price of P3.’ Do you agree or disagree with the student’s 
analysis?

You should disagree. The student has correctly understood 
that an increase in the price of oranges will cause the demand 
curve for apples to shift to the right. But the second demand 
curve shift the student describes, from D2 to D3, will not take 
place. Changes in the price of a product do not result in shifts 
in the product’s demand curve. Changes in the price of a 
product result only in movements along a demand curve.

The graph on the right shows the correct analysis. The 
increase in the price of oranges causes the demand curve for 
apples to increase from D1 to D2. At the original price, P1, the 
increase in demand initially results in a shortage of apples 
equal to Q 3 – Q 1. But, as we have seen, a shortage causes the 
price to increase until the shortage is eliminated. In this case, 
the price will rise to P2, where the quantity demanded and the 
quantity supplied are both equal to Q 2. Notice that the 
increase in price causes a decrease in the quantity demanded, 
from Q 3 to Q 2, but does not cause a decrease in demand.

DON’T LET THIS HAPPEN TO YOU
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DON’T LET THIS HAPPEN TO YOU
We know from many years of teaching which concepts students 
find most difficult. Each chapter contains a box feature called Don’t 
Let This Happen to You which alerts students to the most common 
pitfalls in that chapter’s material. We follow up with a related 
question in the end-of-chapter Problems and Applications section.

GRAPHS AND SUMMARY TABLES
Graphs are an indispensable part of the principles of an economics course but are a major stumbling block 
for many students. Every chapter includes end-of-chapter problems that require students to draw, read and 
interpret graphs. Interactive graphing exercises can be found on the book’s supporting MyLabTM Economics 
website. We use four devices to help students read and interpret graphs:

1. Detailed captions

2. Boxed notes

3. Colour-coded curves

4.  Summary tables with 
graphs.
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decline, and the market supply curve for tablets will shift to the left. Similarly, if the price of an 
input falls, the supply of tablets will increase, and the supply curve will shift to the right.

Technological change
A second factor that causes a change in supply is technological change. Technological change is a 
change in the ability of a firm to produce output with a given quantity of inputs. Technological 
change occurs whenever a firm is able to produce more output using the same amount of 
inputs. This shift will happen when the productivity of workers or machines increases. If a firm 
can produce more output with the same amount of inputs, its costs will be lower and the good 
or service will be more profitable to produce at any given price. As a result, when technological 
change occurs, the firm will increase the quantity supplied at every price and its supply curve 
will shift to the right.

Prices of substitutes in production
Firms choose which goods or services they will produce. Alternative products that a firm 
could produce are called substitutes in production. For example, many of the firms that 
produce smartphones also produce other electronics goods—along with smartphones, Apple 
produces iPads and Samsung produces the Galaxy Tab. These products typically use similar 
components and are often assembled in the same factories. If the price of smartphones 
increases relative to the price of tablet computers, smartphones will become more profitable, 
and Apple, Samsung and other firms making smartphones will shift some of their productive 
capacity from tablets to smartphones. The firms will offer more smartphones for sale at every 
price, so the supply curve for smartphones will shift to the right.

Number of firms in the market
A change in the number of firms in the market will change supply. When new firms enter a 
market, the supply curve shifts to the right, and when existing firms leave, or exit, a market, the 
supply curve shifts to the left. For instance, when Toshiba entered the market for tablet 
computers in 2011, the market supply curve for tablet computers shifted to the right.

Expected future prices
If a firm expects that the price of its product will be higher in the future than it is today, it has 
an incentive to decrease supply now and increase it in the future. For instance, if Apple believes 
that prices for tablet computers are temporarily low—perhaps due to an economic downturn—
it may store some of its production today to sell later on, when it expects prices to be higher.

Technological change
A change in the ability of a firm 
to produce output with a given 
quantity of inputs. 

Productivity
The output produced per unit 
of input.

F I G U R E  3 . 5

Shifting the supply curve

If, at every price level, firms increase the quantity of a 
product they wish to sell, the supply curve shifts to 
the right. The shift from S1 to S3 represents an increase 
in supply. If, at every price level, firms decrease the 
quantity of a product they wish to sell, the supply 
curve shifts to the left. The shift from S1 to S2 
represents a decrease in supply.
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A change in supply versus a change in quantity supplied
We noted earlier that it is important to understand the difference between a change in demand 
and a change in the quantity demanded. There is a similar difference between a change in supply 
and a change in the quantity supplied. A change in supply refers to a shift of the supply curve. The 
supply curve will shift when there is a change in one of the variables other than the price of the 
product that affects the willingness of suppliers to sell the product. A change in the quantity 
supplied refers to a movement along the supply curve as a result of a change in the product’s 
price. Figure 3.6 illustrates this important distinction. If the price of tablet computers rises from 
$500 to $600 per tablet, the result will be a movement up the supply curve from point A to point 
B—an increase in the quantity supplied from 5 million to 6 million. If the price of an input 
decreases or another factor makes sellers supply more of the product at every price change, the 
supply curve will shift to the right—an increase in supply. In this case, the increase in supply 
from S1 to S2 causes the quantity of tablet computers supplied at a price of $600 to increase from 
6 million at point B to 8 million at point C.

Table 3.2 summarises the most important variables that cause market supply curves to shift. 
You should note that the table shows the shift in the supply curve that results from an increase 
in each of the variables. A decrease in these variables would cause the supply curve to shift in 
the opposite direction.

TABLE 3.2 Variables that shift market supply curves

An increAse in … shifts the supply curve … BecAuse …

the price of an input the costs of producing the good  
rise

productivity the costs of producing the good  
fall

the price of a substitute in 
production

more of the substitute is  
produced and less of the good is  
produced

the number of firms in the 
market

additional firms result in a 
greater quantity supplied at 
every price

the expected future price of the 
product

 less of the good will be offered 
for sale today to take advantage  
of the higher price in the future
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REVIEW QUESTIONS AND PROBLEMS AND APPLICATIONS—GROUPED BY 
LEARNING OBJECTIVE TO IMPROVE ASSESSMENT
All the end-of-chapter material—Summary, Review Questions and Problems and Applications—is grouped 
under learning objectives. The goals of this organisation are to make it easier for instructors to assign 
problems based on learning objectives, both in the book and in MyLab Economics, and to help students 
efficiently review material that they find difficult. If students have difficulty with a particular learning 
objective, an instructor can easily identify which end-of-chapter questions and problems support that 
objective and assign them as homework or discuss them in class. Similar exercises to every exercise in a 
chapter’s Problems and Applications section are available in MyLab Economics. Using MyLab Economics, 
students can complete these and many other exercises online, get tutorial help and receive instant 
feedback and assistance on exercises they answer incorrectly. Also, student learning will be enhanced 
by having the summary material and problems grouped together by learning objective, which will allow 
students to focus on the parts of the chapter they found most challenging. Each major section of the 
chapter, paired with a learning objective, has at least two review questions and three problems.

As in the previous editions, we include one or more end-of-chapter problems that test students’ 
understanding of the content presented in the Solved Problem and Don’t Let This Happen to You special 
features in the chapter. Instructors can cover a feature in class and assign the corresponding problem for 
homework.
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CHAPTER SUMMARY AND PROBLEMS

ceteris paribus (‘all else being 
equal') 59
competitive market  
equilibrium 68
complements  61
demand curve  58
demand schedule  58
demographics  61
income effect  60

inferior good  61
law of demand  58
law of supply  64
market demand  58
market equilibrium  68
market supply 64
normal good  61
productivity 66
quantity demanded  58

quantity supplied  64
shortage  69
substitutes  61
substitution effect  59
supply curve  64
supply schedule  64
surplus  68
technological change  66

KEY TERMS

SuMMaRY

The types and quantities of goods and services produced 
ultimately depend on the desires of consumers. The model of 
demand and supply is one of the most powerful tools in 
economics. The quantity demanded is the amount of a good or 
service that a consumer is able and willing to purchase at a given 
price. A demand schedule is a table that shows the relationship 
between the price of a product and the quantity of the product 
demanded. A demand curve is a graph showing the relationship 
between the price of a product and the quantity of the product 
demanded. Market demand is the demand by all consumers of a 
given good or service. The law of demand states that ceteris 
paribus—holding everything else constant—the quantity of a 
product demanded increases when the price falls and decreases 
when the price rises. Demand curves slope downwards because 
of the substitution effect and the income effect. The substitution 
effect is the change in the quantity demanded that results from 
a change in price, making the good or service more or less 
expensive relative to other goods or services that are substitutes. 
The income effect is the change in the quantity demanded that 
results from the effect of a change in the price of the good or 
service on consumer purchasing power. Changes in income, the 
prices of related goods, tastes, population and demographics 
(the characteristics of a population with respect to age, race and 
gender) and expected future prices all cause the demand curve 
to shift. Substitutes are goods or services that can be used for 
the same or a similar purpose. Complements are goods and 
services that are used together. A normal good is a good or 
service for which the demand increases as income rises and 
decreases as income falls. An inferior good is a good or service 
for which the demand decreases as income rises and increases 
as income falls. A change in demand refers to a shift of the 
demand curve. A change in quantity demanded refers to a 
movement along the demand curve as a result of a change in the 
product’s price.

The DemanD SiDe of The markeT  
PAgES 58–64

L E A R N I N g  O BJ EC T I V E   Discuss the variables that influence the demand for goods and services.
LEaRning
objEcTivE

L 3.1

the demand curve shifts, indicate whether it will shift to 
the left or to the right and draw a graph to illustrate the 
shift.

a The price of Hungry Jack’s Whopper burgers declines.

b McDonald’s distributes vouchers for $1.00 off on a 
purchase of a Big Mac.

c A shortage of potatoes causes the price of fries to 
increase.

d KFC raises the price of a bucket of fried chicken.

e The Australian economy enters a period of rapid growth 
in incomes.

1.9  Suppose that the following table shows the quantity 
demanded of UGG boots at five different prices in 2017 
and 2018.

QuanTiTY DEManDED

PRICE, $ 2017 2018

160 5000 4000

170 4500 3500

180 4000 3000

190 3500 2500

200 3000 2000

  Name two different variables that could cause the 
quantity demanded of UGG boots to change as indicated 
from 2017 to 2018.

1.10  During times of economic downturns and recessions, 
when unemployment rates are rising, it has been 
observed that sales of cheap chocolates and other 
sweets increase. If this is true, are chocolates and sweets 
normal goods or inferior goods? Briefly explain what 
characteristics of chocolates and sweets relative to other 
goods might make them normal goods or inferior goods.

1.11  Is it possible for a good to be an inferior good for one 
person and a normal good for another person? If it is 
possible, can you give some examples?

1.12  [Related to Making the connection 3.1] Name three goods 
or services whose demand is likely to increase rapidly if 
the following demographic groups increase at a faster 
rate than the population as a whole:

REviEw QuESTionS

1.1  What is a demand schedule? What is a demand curve?

1.2  What do economists mean when they use the Latin 
expression ceteris paribus?

1.3  What is the difference between a change in demand and 
a change in quantity demanded?

1.4  What is the law of demand? Use the substitution effect 
and income effect to explain why an increase in the price 
of a product causes a decrease in the quantity 
demanded.

1.5  What are the main variables that will cause the demand 
curve to shift? Give an example of each.

PRobLEMS anD aPPLicaTionS

1.6  For each of the following pairs of products, state which 
are complements, which are substitutes and which are 
unrelated:

a Pepsi and Coke

b Hot dog sausages and soft bread rolls

c Vegemite and strawberry jam

d MP3 players and graphics calculators.

1.7  [Related to the opening case] When tablet computers 
based on the Android operating system were first 
introduced, there were relatively few applications, or ‘apps’, 
available for them. Now there are many more apps 
available for Android-based tablets. Are these apps 
substitutes or complements for tablet computers? How has 
the increase in the availability of apps for Android-based 
tablets affected the demand for Apple iPads? Explain.

1.8  State whether each of the following events will result in a 
movement along the demand curve for McDonald’s Big 
Mac burgers or whether it will cause the curve to shift. If 

a Teenagers

b Children under the age of five years

c People over the age of 65 years.

1.13  [Related to Making the connection 3.1] From 1979 to 
2016, China had a policy that allowed most couples to 
have only one child. This policy caused a significant 
change in the demographics of China. Between 2000 and 
2015, the share of population under the age of 15 
decreased from 25 per cent to 17 per cent, and as many 
parents attempted (via abortions and in some cases 
dumping female babies) to ensure that the lone child was 
a son, the number of newborn males relative to females 
increased. By 2015, China had 33 million more males 
than females. How has the one-child policy changed the 
relative demand for goods and services in China? (The 
World Bank, 2016)1

1.14  Suppose that the data in the following table show the 
price and quantity of base model Holden Commodore 
vehicles. Do these data indicate that the demand curve 
for Commodores is upward sloping? Explain.

YEaR PRicE QuanTiTY

2015 $35 000 50 000

2016 $35 700 51 000

2017 $36 600 52 500

1.15  Some analysts have suggested that the reduced number 
of bookshops will not lead to fewer book sales because 
the rise in the number of online bookshops and e-books 
will reduce the cost of books and therefore increase the 
demand for them. Do you agree with this analysis? 
Briefly explain.

1.16  A financial journalist made the following observation about 
forecasts of the future demand for tablet computers:

. . . the market is too young to sustain a reliable short-, mid- or 
long-term forecast. If you trust any number at this time, good 
luck with that. Only a fool would bet the farm and a business 
on any forecast for the tablet market right now. (Gruener, 
2011)2

  Why might it be particularly difficult to forecast the demand 
for a new product? Which issues might make it particularly 
difficult to forecast the demand for tablet computers?

SuMMaRY

The quantity supplied is the amount of a good or service that a 
firm is willing and able to supply at a given price. A supply 
schedule is a table that shows the relationship between the 
price of a product and the quantity of the product supplied. A 
supply curve shows on a graph the relationship between the 

The Supply SiDe of The markeT 
PAgES 64–68

L E A R N I N g  O BJ EC T I V E   Discuss the variables that influence the supply of goods and services.
LEaRning
objEcTivE

L 3.2

price of a product and the quantity of the product supplied. When 
the price of a product rises, the product is more profitable, 
ceteris paribus, and a greater amount will be supplied. Market 
supply is the supply by all firms of a given good or service. The 
law of supply states that, holding everything else constant, the 
quantity of a product supplied increases when the price rises 
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xiii

A suite of resources are provided to assist with delivery of the text, as well as to support teaching and learning. 
These resources are downloadable from the Pearson website: www.pearson.com.au/9781488612497.

SOLUTIONS MANUAL
The Solutions Manual provides educators with answers to all of the end-of-chapter questions and problems in the 
textbook.

TEST BANK
Available in Word® format, the Test Bank provides educators with a wealth of accuracy-verified testing material for 
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