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Practice exam question 

Demand and interest rates: essay 
improver 
Luke Perry 

It is often the case that students struggle when given feedback on how to improve essays. 
Here is an example of how a student could take a C-grade response to the question on p. 24 of 
the magazine and improve it to an A-grade response with some simple changes. 

Context: in 2016 the Bank of England reduced interest rates to a record low of 0.25% 

C-grade response 
Interest rates are the costs of borrowing shown as a percentage.  

On one hand, I think it is inevitable for the rise in interest rates to cause a fall in demand for a 
business’s products and services. First, there are some products where people need to take out loans 
to be able to pay for them and an increase in the cost of borrowing will mean less people are likely to 
want to take out loans as they may not be able to afford it or it might take longer to pay back the loans. 
This will impact demand because they will not be able to afford the product without the loan. This 
effects businesses like car dealerships because of their high prices and so Volkswagen would 
inevitably see a fall in demand.  

In addition, as a result of the increase in interest rates there will be a fall in almost everyone’s 
disposable income because the cost of their mortgages goes up so they have less money to spend on 
general things. This means that, inevitably, the demand for a business’s goods and services will fall 
because the population will be saving money so buying less than they would have before. This could 
affect any business but particularly a business with superior goods in terms of income elasticity like 
Voss Water because people will chose to buy cheaper alternatives like Buxton. 

On the other hand, some businesses will thrive off the rise in interest rates because they are trying to 
be the cost leader, so when people have less disposable income, they are more likely to buy their 
products as they are inferior and it means that they are able to save money where they can. An 
example of a business that would benefit from this is Lidl as it is perceived to be a budget store and so 
can save money. Also businesses will be directly impacted by an increase in interest rates if not from 
loans then from premises. As a result of this increase in costs, they may have to charge more for their 
goods and services to make up the profit margins. If this products demand is price inelastic, they will 
not see a fall in demand and all will be good. An example of this is Rolex because people who are 
buying Rolex watches are not going to be too bothered by a price increase and demand will not fall. 

To conclude, it is not inevitable that a rise in interest rates will lead to a fall in demand for a business’s 
product for all businesses because some businesses which are known for budget goods are likely to 
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see a rise in demand because people are trying to save money. Although for many businesses, 
demand will fall but not for all.  

A-grade response 
Interest rates are the costs of borrowing shown as a percentage.  

On one hand, I think it is inevitable for the rise in interest rates to cause a fall in demand for a 
business’s products and services. First, there are some products where people need to take out loans 
to be able to pay for them and an increase in the cost of borrowing will mean less people are likely to 
want to take out loans as they may not be able to afford it or it might take longer to pay back the loans. 
A good example of this is cars, as taking out a loan now becomes more expensive and the disposable 
income that is used for such luxury purchases would fall. The customer would now pay more in the 
long run as the increased interest makes the overall purchase more expensive. If the increase in cost 
is on their houses or cars it leaves less money to buy other smaller luxury products which would also 
see a fall in demand. Furthermore, a rise in interest rates would be more attractive for savers. There 
would be a number of people who would be attracted to the higher rates of interest and would prefer to 
save rather than spend money, which would lead to further falls in demand for many goods and 
services.  

In addition, as a result of the increase in interest rates there will be a fall in almost everyone’s 
disposable income because the cost of their mortgages goes up so they have less money to spend on 
general things. This means that, inevitably, the demand for a business’s goods and services will fall 
because the population will be saving money so buying less than they would have before. 

On the other hand, some businesses will see a rise in demand if interest rates increase and 
disposable income falls. They are more likely to buy their products as they are inferior and it means 
that they are able to save money where they can. Inferior goods see an increase in demand when 
incomes fall. These are goods like Tesco Value or Sainsbury’s Basics. The discount retailers such as 
Lidl, Aldi and B&M would also see a rise in demand as customers try to get more value for money as 
their income falls. If sales of luxury overseas holidays were to fall then there would be increases in 
cheaper UK-based holidays or cheaper alternatives like camping. 

In conclusion, I think that there would be a general fall in demand for a business’s products and 
services due to the reduction in disposable income. There are a number of people that borrow large 
sums of money and even a small rise in the interest rates would result in a general fall in the demand 
for goods. However, there would clearly be winners and losers and it will depend on the type of 
product. The luxury goods may see large falls in demand whereas more budget products and services 
may see an increase in sales. 
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