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Teacher’s Introduction

This resource has been written to support the learning of Theme 4: Making Mar
the Edexcel Level 3 Advanced GCE in Economics B. It gives an in-depth view of t
what specification points students need to know, plus extras along the way for e

At the beginning of this resource you will find a list of contents showing every sp‘E 5
There are also questions at the end of each topic, with answers at the end of the:;
their knowledge to real-life economic contexts. Key terms are revised as a gloss

Students are given information about and opportunities to practise quantitative
the listed skills from Appendix 3 of the A Level specification.

While extremely valuable to a student’s revision, this resource should be treated%f
other textbooks and activity guides available. As with any subject, it is good to re:

The notes included in this resource can be given to students before a lesson as p
afterwards in order to help consolidate their knowledge, or can be used by teachs
exercises and activities.

RS

It is hoped that this resource, as well as offering support for teaching the essent
examination, will help students build on their research and dissemination skills.

constantly changing one, full of fascinating stories. This resource attempts to ut
basis for teaching in the most interesting way possible, meanwhile encouraging
generation of economic analysts!

T Phelps, Z Mujib, D Ollerens

RN UXCRLEEEEEEREREs

Free Updates!

Register your email address to receive any future free
made to this resource or other Economics resources yc:
has purchased, and details of any promotions for you

* resulting from minor specification changes, suggestions from teachers::
and peer reviews, or occasional errors reported by customers 5

Go to zzed.uk/freeupdates
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Theme 4 - Making Marke

Spectrum of Competition

Competition and Market Pov

Types of Market Structures and Their Characteristics

Perfect Monopolistic Oliaopol
Competition Competition gopoly
Perfect Competition <——— Imperfect Competition

Markets may differ in the following ways:

The Number of Producers :
The number of producers that exist within a market will greatly affect how thi
determines the concentration ratio. If there is a high number of producers, t
competition, whereas low numbers of producers will probably mean there is A
Concentration Ratio
Concentration ratios show the proportion of the market that the top X-numks
worked out by the total market share held by the number of firms specified
three-firm concentration ratio means the market share of the three biggest
ratio is the market share of the four biggest firms). Imagine a market had fi
the whole market (all five firms) was 1,000. Firm A produces 300 goods and
Firm B produces 260 goods so has a market share of 26%. Firm C produce 2
of 20%. Firms D and E have a market share of 12% because they produce 1
concentration ratio would be 76% (30%+26%+20%).

QUANTITATIVE $KILLS

You are required to ‘calculate, use and understand ratios’ as part of the quantitat
of the course. The concentration ratio is one of the most direct applications of this
between two quantities. In the case of concentration ratios it is the proportion of X
an industry.

Barriers to Entry

Barriers to entry are obstacles or difficulties that exist which may prevent a fir
market. These barriers can be cost associated (such as high sunk costs), legal
even the level of knowledge and experience a firm requires before entering, ¢
market. Markets where well-known brands exist can prevent a firm from ente
marketing and advertising are needed in order to compete with the high leve
have and their high market power. Markets with very few barriers to entry oft
because it is easy for somebody to start up a new business and it is, therefore

Course Companion for A Level Edexcel Economics B: Theme 4 Page20of 74 &
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¢  Product Differentiation
The products that are produced in a market can be very few or lots of differ
'homogeneous’ or ‘heterogeneous’. A commodity is a raw material, such as
these goods tend to be homogeneous and it is difficult to differentiate bet
for example, is milk regardless of who produced it and it is not easy to tell t
milk and another’s. Whereas a product such as a phone is heterogeneous:
the different producers’ products, because they have varying qualities and
¢ Homogeneous = goods that are identical
¢ Heterogeneous = goods that are different and have varying qualities

e  Price Taker or Price Maker
This also determines the ability to change the price of a good. If the produ
consumers will use other ‘non-price’ factors to help with the decision-maki
appearance. Producers can then charge a different price according to their
market value. This means they are a ‘price maker’ because they can charge
the market will just accept it. In this market structure, firms can develop th
loyalty to certain brands. If the products were identical, the firms would ha
can charge. Changing prices will have little effect on the market equilibrium
product from another producer. The firms operating in a market with this s
takers’; they have to take and use the price that the market gives.

e Knowledge
If there is perfect knowledge within an industry, then all firms will know eve
information for all the consumers within the market. For consumers ina m
they may not know all the prices of all the producers within a market and, t
choose the cheapest good.

Perfect Competition

A firm in a perfectly competitive market cannot change the
price of its goods. It is a price-taker because consumers
have perfect knowledge of all price within the market and a
variety of producers from which to buy and there is no
product differentiation.

Firms, therefore, cannot set the price — the market sets the
price. The supply within the whole market is made up by
adding up all the quantity each individual firm makes. As a
market supply curve, at higher prices there will be more
firms willing to supply. At lower prices, fewer firms would be
willing to supply. The market demand is made up of all the
individual consumers’ demand curves. The price of the
market, and, therefore, the price of each firm, is set by the
interaction of these two market forces.

In the short run, perfectly competitive firms can make large profits or losses. Bu
always gravitate back to normal levels of profit. In the short run, firms will enter
information and zero barriers to entry — in the hope of making supernormal pro
firms will be enticed by such profits and choose to enter the market, supply of th
increase. This will cause the price to fall until all supernormal profits are eliminate:
only make normal profits.

If firms are making a loss, then in the long run the loss will drive firms out of busi
their factors of production. Because there are no barriers to exit, there is nothin
market. The supply in the market will fall as firms exit and price is brought upware:
back to making normal profits (see figure below).

Course Companion for A Level Edexcel Economics B: Theme 4 Page30of 74 3
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Price Revenue/Cost
AN A

)

1

: .
° Q Q Quantity ° Q Q

In this model, firms are highly competitive and so will aim to improve efficiency |n
prices. This is beneficial not just for consumers, but for better and more efficient &
no barriers, other entrepreneurs can start up business and enjoy the financial adva
because of these benefits that policymakers aim to influence the characteristics ot
behave more like a perfectly competitive market.

However, perfect competition is a mode:
: -+ assumptions are too idealistic to be ap
i Commodity markets are almost perfec
Currency markets are another basic, ‘common’ good, such as wheat o
i example of near-perfect ! Equally, commodity markets often have
i competition. Can you explain why? | reality, some milk producers (for exam
b (e ch as Cravendale, an
have completely perfect competition
monopolistically competitive in nature

Monopolistic Competition

Monopolistic competition is a more realistic market structure,
perfect competition is mostly theoretical. Any market structures
that deviate from perfect competition become ‘imperfectly
competitive'.

Because there is some product differentiation, firms are to some
degree ‘price makers'. This creates a downwards sloping demand
curve as consumers’ willingness to purchase changes with the
price and their price elasticities are not perfectly elastic. However,
there is not a high degree of differentiation so the price elasticity of demand is r

Like perfect competition, monopolistically competitive firms can only make a los
short run. Firms are able to enter and exit the market (in the long run) relatively
entry and exit. In the short run, firms will enter the market because of low barrie
supernormal profits. However, as more and more firms will be enticed by such p
market, supply of those goods and services will increase. This will cause the pric
are eliminated. Thus, in the long run, firms will only make normal profits.

A market where a small number of businesses dominate is an

oligopoly. The mobile phone market and supermarket industry : Elum
are good examples of oligopolistic markets, where there are a few . K;’g
but large firms who compete with each other. Oligopolies will be e Prod
covered in more detail in topic 4.1.3 later, where their methods of e Pric
competition will be discussed. e  Barr

Course Companion for A Level Edexcel Economics B: Theme 4 Page4of 74 &
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Monopoly

A monopoly is another market structure that is very seldom
witnessed in real life. Monopolies are in direct contrast to
perfect competition. It is essentially the existence of just one
producer in the whole industry. An example of a sole producer
would be the Royal Mint, who, by law, is the only legal printer of
UK notes and coins. Since single producers are hard to find in
real life, the UK government considers a monopoly firm to be
one that owns over 25% of the market.

The demand for a monopoly’s product and the output of the
firm is the market demand and supply. Barriers to entry are
high in this market structure — as a result other firms are unable
to enter the market. Thus, monopolies are the only producers (there are no alte
price-makers. Barriers to entry can be created in a variety of ways; the knowledg
entry as there is imperfect information and competitors are unable to obtain the
because there are no substitutes, consumers have very inelastic price elasticity o

These market characteristics means monopolies are able to abuse their market pc:
Because consumers and producers have contrasting and conflicting desires, wants:
means almost always monopolies work against the consumer. However, there are
making firm. -

Costs and Benefits of Monopolies

+  Monopolies can reinvest their supernormal profits into risky business invest
companies. Many medicine developments have high risks associated with t
enough and gain enough profit can provide the money for the research an

+ Monopolies are generally large enough to compete with global companies.

+  The supernormal profits that monopolies earn can be reinvested into beco
competitive, which will have spillover effects for other firms within the mark

+ Monopolies can take advantage of economies of scale which smaller comp
This will lower average costs for firms, thereby allowing lower prices to be

-  The supernormal profits that monopolies gain, however, can make the incent;
efficiency redundant.

- The supernormal profits can be used to protect monopolies’ high market pO\\
driving other firms out of the market or preventing new firms from entering. ;-

- Monopolies generally charge higher prices and reduce supply.
—  Monopolies may use price discrimination to increase producer surplus at the
surplus. -

- Monopolies are inefficient as they do not produce where average costs are a3
resources as average revenue (price) is higher than marginal costs.

Course Companion for A Level Edexcel Economics B: Theme 4 Page 50of 74 &
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The Impact of Market Structure on Pricing Strategies and

Businesses are more likely to use competitive pricing when the markets they sell
instance, customers have bargaining power and so may react differently to differ

on their prices.

Market Type

Examples

Perfect
competition

Eggs and milk on the high
street. Companies can only
differentiate through price since
the majority of consumers do
not see any difference between
one company's brand of
eggs/milk and another.

Businesses may choose ps
convince customers that t

Competitive pricing is pre
one company is the price |
other businesses will charg
loss leader method, in whi
its actual cost as a way to
other goods in their store.

Monopolistic

Restaurants on a high street.
They are vying for the same

Some businesses use price
charging less for the "early
night. Firms can do this b

competition | customers, though they all sell the monopoly of custome
different goods/services. particular service that they
Mediterranean food).
Although competition is r
structure are unable to fre
interdependent and, thus,
. do not lose out. For exam
Manufacturers of V|f1Ieo game attract more consumers, o
consoles, such as Nintendo and However, they do have th
Oligopoly Sony, gre part of a small number together.
of businesses that control most ) )
of their market. A business might employ
charging a higher price on
This would allow the firm
and development because
through the release of eac
A company that has the m
predatory pricing (i.e. offe
Wh'en.one company has . to destroy all other compe
Monopoly majority control of a particular business would find itself i

market (e.g. Microsoft during
the 1980s and 1990s).

Another method is cost-pl
can decrease their produc
whether to offer the most

Marketing Magic

When the seventh and final instalment of ] K Rowling’s best-selling H.
adults and children worldwide prepared to camp outside bookshop
Supermarkets, perhaps feeling threatened by the possible competition, d
book from the £17.99 price recommended by publisher Bloomsbury.

ASDA sold Harry Potter and the Deathly Hallows for £5.00. Tesco did
spent at least £50 in store. Morrisons went one (tiny) step further, charg
priced the book higher at £8.87. Regular booksellers, unable to compete w;
the book.

Each supermarket priced the book cheaper than they had originally paid
The technique worked, as it encouraged consumers across the UK to co
people bought plenty of other products, too!

Course Companion for A Level Edexcel Economics B: Theme 4
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Non-Price Competition
Businesses employ non-price strategies when faced with any form of imperfect ¢
more companies compete for customers while offering different products/servic
often be slightly similar (e.g. Henry vacuums vs Dyson, or Amazon Prime vs Netfl
compete through clarifying what sets their goods apart, i.e. demonstrating their u;

Marketing Methods
In support of its design mix, a business can choose from several marketing methoég
and promotion, distribution, or differentiation from rivals.

Branding and Promotion

Businesses achieve this in many ways, including:

¢  public relations (e.g. pitching products to newspapers and websites)

¢ direct marketing (e.g. delivering advertising to potential customers, via ema;

e  personal selling (e.g. one-to-one sales)

e advertising (e.g. web page banners or magazine ads)

e sponsorship (e.g. financially backing a new television programme or live ev

e digital communications (e.g. social media)

e sales promotions (e.g. in-store demonstrations and buy-one-get-one-free c

e branding (e.g. publicising the fact that a product is of better quality or looks

e rebranding (e.g. taking a product, usually an unsuccessful one, and repack
satisfy a different customer group)

Rebranding Fail

In 1985, as a way to increase sales against main competitor Pepsi, Coca-
formula and released “‘New Coke’. The drink performed well in initial
reacted badly once New Coke hit the shelves. Coca-Cola received so m
recalled New Coke from all stores and replaced them with the original,
of New Coke are now considered collectors” items.

Distribution
Businesses can compete on distribution terms by offering the safest, cheapest, m
convenient form of distribution to their customers. In September 2011, Amazon
in New York, London and other large cities. By 2016, the service had spread wor
the Amazon service. Amazon locker is a preferred method of distribution for ma
rely on the local postal service. Instead of waiting for a parcel to arrive at their d
when their parcel arrives. They can then walk to their nearest supermarket or con;
pick up the item themselves.

Differentiation
Differentiation is how different a product appears compared to its competitors'.
in differentiation rather than cutting prices for several reasons: ;5
e Price cutting can create a negative image for a product or service, because ma

quality with price
e If a product appears different enough from its competitors (in a positive way::

remain loyal
e A brand image of high quality allows the producer to charge a premium with

Course Companion for A Level Edexcel Economics B: Theme 4 Page 7 of 74 &
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One way that a business can achieve differentiation is
through unique selling points (USPs). Examples of types of
USP include:

s  Design

their high-qu S

) designs. The b
e After-sales service belie%/es inin \\\\\\\\
¢ Unique features as a way to co il
e  Distribution China and ot i \\\\\s
e Quality cheaper,’ says \\\\\\\\‘K\%
e Durability keep ahead in \\
................................. \\
. . . o . . %\\ \
A business looking to differentiate itself from competitors must first understand §oE
markets, for instance, quality is the most important factor while, in other market @\\\\\\\
convenient form of distribution (e.g. online, home delivery). §\ =
- Questions: Spectrum of competition (4.1.1) r—
s
1.  What are the characteristics of a perfectly competitive market? . \@\\\\\\\
» . N -
2. What are the characteristics of an imperfectly competitive market? \\\\\\\\\
3. This question refers to the bar chart below showing the UK supermarkets’ r \\\\\\
) \\\‘\\\\-\\\\

UK Supermarkets' market share {2014)

o
Lid & \
Waitrose S
Idi § \§\
The Co-op \\\\\\\\\\\
" \@
Morrisons R
- e
Sainshury's R \\\\
Asda
Tesco S 29 A40%
0% 5% 10% 15% 20% 25% 30%

Explain why the UK supermarket industry is not perfectly competitive and g
the case.

4. The Rubik’s cube is the bestselling toy of all time; an estimated 350 million:
worldwide. How does the Rubik’s cube differentiate itself from other toy

: , , . . COPYRIGHT
5. Identify and explain the most suitable pricing strategy or strategies for th
a. Virgin Trains PROTECTED
Latest version of Samsung mobile phone
Tesco orange squash
Sky broadband
Amazon

P anos

ig

ag

Education
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Barriers to Entry

Types of Barriers

¢  Product Differentiation :
Firms can easily create substitutes and customers will need very little conving
habits if products are relatively homogeneous and, therefore, easily enter in
products within a market are individualistic (heterogeneous), then it will be
entrepreneurs will need very unique ideas in order to compete.

e Branding
Branding can be a barrier to entry. This is because if there is strong brand |
be difficult for new firms to convince consumers to buy their product instea
lot of money on advertising in order to remain in the market. Entrepreneur
have profitable businesses, will not be able to enter the market.

e  Start-up Costs
There can be many things that increase the start-up cost, such as needing t
market, or purchasing expensive machinery. The higher the start-up cost the::
market because they will require a larger initial investment.

¢ Intellectual Property Rights
If the products within a market have intellectual property rights (e.g. patents ;
cannot copy them. This means, in order to compete, entrepreneurs will need
products.

¢  Research and Development (R&D) and Technology Change
In order to enter a market, firms may need to create goods of better quality
reduce costs. New firms will be able to compete in a market if they are able {
goods, but in order to do so, they will need to invest in new technology or in::
before they can start producing. :

Impact of Barriers to Entry on Market Structure
Barriers to entry can determine the market structure. Low barriers to entry will mé:
up a new business; equally, large firms from other markets can enter if they are se
Because competitors can easily join the market, there will be high levels of comp
on prices. It is likely these markets will be perfectly or monopolistically competit

Whereas high barriers to entry will prevent new firms from entering and there are
competition, those that do enter will be big firms who can afford to overcome the
indicates high barriers to entry will lead to an oligopolistic or monopolistic market :

Contestable Markets

e  Barriers to entry or exit: none -
o No sunk costs (these are costs that cannot be retrieved, e.g. marketing ¢:;

¢ New entrants suffer no competitive disadvantage to incumbents
o  Perfect access to technology

Contestability refers to the ease with which new firms can enter the market and
Markets/sectors with low barriers to entry (for example, where marketing costs o
low) and exit (for example, ease of selling assets or low fixed costs) are highly co
contestable market is bed and breakfast. Entrepreneurs need a relatively low am
use/understanding of complex technology required. On the other hand, the airl
market with very low degree of contestability. This is because a very high start-ug
market. Even if someone can arrange for the investment cost, keeping up with exg;
will be very hard.

Contestable markets can occur in a variety of structures (e.g. perfect competition &
characteristics of the market structure allow firms to ‘come and go as they please’:
vulnerable to ‘hit and run’ firms. -

Course Companion for A Level Edexcel Economics B: Theme 4 Page 9of 74 &
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When a market has the possibility of making large levels of profits, new entrants v
advantage. Because there are no barriers to entry, firms can easily join the market .
not be disadvantaged due to being new and unestablished compared to the inc
to take full advantage of the market and reap the profits. Once the price has be
supply to the point where profits become normal again, firms are able to leave the
no barriers to exit.

Implications for Firms’ Behaviour

The implication of these ‘'hit and run’ firms is that the 'threat’ of new firms increa
market. Firms will behave as though they are perfectly competitive even if there &
market. This is because large profits will not last as it entices new firms into the n
competitive and profit fluctuation, firms will not follow a profit-maximising object;
equal to average costs.

Economies of Scale, Cost and Price

Economies of scale are opportunities that arise from growth. They offer busines
reducing costs, a business is then able to reduce the price of its goods and gain
present a barrier to entry. New firms entering the market will not be able to com
exploited their economies of scale because the new firms will face much higher

Economies of scale that result from the firm itself growing are known as internal e
economies of scale result from the market as a whole growing. Some internal e
already know are:

Technical Economies of Scale
As a firm grows, it is more able to buy expensive and specialised machinery or in
production processes. This, in turn, will increase efficiency and lower its costs. T
production, such as loan repayments for specialist machinery, will be spread ove
grows and increases production. Spreading fixed costs across larger outputs wil

For example: a car manufacturer may be able to benefit from employing mass-
division of labour. This may incur costs of organisation and management, but s
increasing efficiency and output.

Marketing Economies of Scale
Advertising and marketing can be costly. Larger firms can benefit from spreading:
than smaller businesses and thereby keep their average costs low.

Risk-bearing Economies of Scale :
Investments can be risky and expensive. Larger firms are more financially able to ;
smaller firms because they often have a ‘financial cushion’ and are able to rely o

For example: pharmaceutical companies need to invest in the research and devel
have many unknown effects which can have severe and costly consequences. This
companies can take on the creation and production of new and possibly revolutic

— Questions: Barriers to entry (4.1.2)

1. A US company called Turing Pharmaceuticals bought the rights to produce%i
Daraprim, and promptly increased the price from $13.50 a pill to $750 a pil::
bought for about 50p each). It was not a patent that prevented other com
(the drug has been around for over 60 years), but a complex and expensiv
potential producers to enter the market. Given that the market for Darapr
prescriptions per year in the US), it would not be financially viable for ano
undercut Turing. Given this, identify one barrier to entry in the pharmaceut::

State two features of perfectly contestable markets.

Evaluate the extent to which the market for automobiles is contestable.

N
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Oligopoly

Competition Ratios
Concentration ratio refers to the total share of market that the top few firms (say,
Market structures with low number of firms tend to have high concentration rati
or four-firm concentration ratios, which means you look at the share of the mark
four firms in the market.

The pie chart shows the market share of nine supermarkets in the UK in 2014. Th
would be calculated by adding up the market share for the ‘N number biggest s
e The three-firm concentration ratio would be
calculated by adding up the market share of the
three biggest supermarkets. Using this data it
would be Tesco with 29% plus Asda with 18%
plus Sainsbury’s with 17%, equating to 64%. Waitrose
e The four-firm concentration ratio would be 5%
calculated by adding up the market share of the
four biggest supermarkets. Using this data it
would be Tesco with 29% plus Asda with 18% 6%
plus Sainsbury’s with 17% plus Morrisons with
11%, equating to 75%.
®  The five-firm concentration ratio would be
calculated by adding up the market share of the
five biggest supermarkets. Using this data it
would be Tesco with 29% plus Asda with 18%
plus Sainsbury’s with 17% plus Morrisons with
11% plus Co-op with 6% equating to 81%.

Competition in an oligopoly

Above are all examples of an oligopolistic market structure. In other words, “
oligopolies tend to have a highly concentrated market. As a result, it is not easy f:
firms to cut prices in order to attract customers from rival firms. This means that
firms are interdependent. They cannot make decisions on price independently, as:
firms will retaliate and everyone ends up with a much lower profit margin. Thus, i
firms tend to cooperate, either openly or tacitly, to ensure they are able to charge::
high price. This ensures some degree of price stability. However, since only a few:
firms dominate the market, there is always very fierce non-price competition. ThIS
may include things such as product differentiation, offers and marketing.

Tacit Agreements and Competing

Tacit (Implicit) Agreements = when firms do not want to engage in competitive
uncompetitively. This is done without a formal agreement or mention. Because fir
collude and the actions are hidden, tacit collusion is hard to detect because it is ha
price fixing.

Oligopolistic firms are interdependent so their decisions
affect each other and their profit margins. The market

structure encourages firms to act together. Imagine one firm | Learn More!
cuts costs and is able to cut prices. It is unlikely to because, Watch this video .
by cutting prices, it steals business from the other firms and | fttps//www.you
so they are also likely to cut prices. Ultimately this just ends This yldeo ?XP'a
with everybody receiving less profit for the goods they sell of OI'QOpOI'St'C
and so instead, firms are likely to keep prices higher than https://ww.you
they could be in order to avoid a ‘price war'.
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Price Discrimination

Price discrimination occurs when firms charge different prices to different consum
willingness and ability to pay varies from one another. By charging an individual p
consumer, firms would be able to gain more from the sale of their products and o

N

\\\\\g\
For example, a student may be less able or less willing to afford train travel. The \\\“
different prices to students via ‘'student discounts’. Cinemas may find demand is gre;, i\\\\ %
times would be identified as ‘peak times’ and cinema companies may charge higher§ \&\\\&\\
Conditions %\\
e Market power L a5
A firm participating in price discrimination must have enough market power @\\\
charge a different price. § &
¢ Information . \\\\\\\\\§
These groups with differing willingness and elasticities must be identifiable. & _
price to peak-time users or students if they were unable to distinguish and d \\\\\\\\\\
the groups. \\\\ §
e Limi o \\\@
imited ability to resell
If consumers were able to resell the product, then firms would not be able to:: \\\\\\
certain groups. For instance, a festival company may sell cheaper tickets to s; \\\\\

resell the tickets, nobody would pay the non-student price and would inste
to purchase the cheaper tickets.

'
v

\\\\\\\\\\

S

i

Costs and Benefits of Third Degree Price Discrimination

Producers

+  Firms can gain more revenue which may allow some firms to remain in the
invest in research and development for improvements in the goods and se

+  Producer surplus can be increased.

—  There are costs associated with price discrimination from administration of

%
///7/////

\\\\\\\
enforcement costs of ensuring prices stay with the assigned group. \\\\\\\\\
Consumers

+ Some consumers can benefit from lower prices, usually those who cannot affs;
- Some consumers will be faced with higher prices; this is likely to be an aIIocaf’*’?

average revenue is higher than marginal costs.
—  Consumer surplus has been minimised and turned to producer surplus.

- Questions: Oligopoly (4.1.3) -
Here are some cosmetics firms and their market shares. .
- Markot share 0 COPYRIGHT
irms arket share (%

— 0% PROTECTED
Firm B 27%
Firm C 26%
Firm D 10% ;
Firm E 7% /19

og

Education

1.  What is the three-firm concentration ratio?

2. Assess the benefits to consumers and producers of third-degree price dis

3. Assess the disadvantages to consumers and producers of third-degree pr
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Business Objectives and Pricing Decisions

Average and Marginal, Revenue and Cost

Price /

TR

AR

N

0 \
MR

el

Quantity

For this section you will nee
profit formulas first introdu

Revenues
Total Revenue = Price x Quay

Total Rexé
Quant

Average Revenue =

These two formulas can be

Marginal revenue describes the amount of revenue that a firm gets for se

goods/services.

Example: a telecommunications firm builds mobile phones. It receives £1C§
phones. If it sells 120,001 phones, however, it receives £10.5 million. The ny;

phone, therefore, is £0.5 million.

Change in Total Reve

Marginal Revenue (MR)= Change in Quantit;,.
A/h TC = FC + VC Cost
< Total Costs = Fixed C
F
vC Variable costs are cos;
production. -
Fixed costs are costs ti
of how much a firm p
FC to pay its fixed costs ex
producing any goods;
level of production.
~
0 Quantit,y
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Because total costs include variable costs, the total cost will change as production“
includes fixed costs, the level of fixed costs represents where the total cost curve ¥
cost if the firm didnt produce anything.

Average Tc

~
Ul

Average and Marginal costs The distance between \

MC and average total cos
increases. This is bec
production increases
total cost. Decreasin
curve closer to average::
including the effects of
productivity. .

Cost (£)

AC

Average Fixed Costs =

AVC

changing production,
production increases.
the top number (tota
being shared across a

o > i
Quantity So the average fixed

AFC

Average Variable Costs

The marginal cost is the additional cost of producing one extra good. The margi;
the average cost curve at its minimum point. :
Change in Total Costs

Marginal Cost (MC) = Change in Quantity

After a point, average cost stops falling with increased production and instead bee;
law of diminishing marginal productivity.

Law of Diminishing Marginal Productivity (the law of diminishing retc
There is a point where the additional output created from using an extra (margi
additional output that was created from using the previous marginal resource. T
diminishing returns — which a firm experiences in the short run where one factor

For example: a firm produces books. They have one table with four chairs and twc
chairs, so the firm hires another writer. Increasing the amount of labour will cause
produces to increase from 20 to 30. -

Increasing the amount of labour again by one writer so that now all the chairs are f
increase to 40 books. zs

An additional writer (fifth writer) will increase the number of books the firm produ
and fourth writers each did. The fifth writer has no chair. Each writer can only wri
lunch. The firm might make each writer take lunch on a rota in order to manage
writers will get in the way of each other and the efficiency has been reduced due t
the day. Increasing to five writers has increased production to 46 books. An incre
less than the previous 10-book increase.

This is the law of diminishing marginal productivity; the productive return from i
diminishes. The law of diminishing marginal productivity is a short-run phenom
can be corrected and improved in the long run; in this example, in the long run th;
(tables and chairs).
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Importance of Marginal Analysis and Profit Maximisation

The profit maximisation point is where the marginal cost curve meets the margina

‘ Profit maximisation is when MC = MR

The idea of the ‘margin’ is important in economics. It refers to the idea of one ad

based at the margins and it allows them to make little changes in response to ma;
production by a few units, they can maximise their profit. If a firm is producing at::
less than marginal revenue then they can benefit by increasing production. Althoi:

will gain proportionally more profit.

Economies of Scale and the Average Cost Curve

The theory goes that as a firm grows they have a greater opportunity and are m
average cost per unit. These abilities are called economies of scale and they affe
reduce the possible costs that firms can get in the long run (when they have cha

production). Diseconomies of scale occur when a firm becomes too big. The firm::
size and the average cost per unit begins to rise again. Economies and diseconon:

or externally.

Cost (£) N :
Economies of Scale : Diseconomies of:
Falling Average Costs per Unit : Rising Average Costs;;
‘Increasing Returns to Scale’ i ‘Decreasing Returns
i i
I
|
|
I
|
I
0

As a firm takes advantage of its economies of scale, it is able to move down the

After a certain point, firms will be disadvantaged from their diseconomies of scale::

to increase.
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Link between Marginal cost and Revenue and Contribution

Contribution, Marginal Cost and Marginal Revenue
You may remember learning contribution in an earlier part of your Economics B
linked to break-even analysis, is calculated per unit.

Contribution (per unit) = Selling price per unit - Variable%

Contribution shows a business how much of a good'’s revenue remains following t
costs. The calculation does not consider fixed costs; it is only concerned with co
production of the good. In other words, contribution is that which contributes to ¢
costs.

Break-even analysis tells a company how many units it needs to produce in orde
total costs. Businesses need to know the contribution per unit in order to calcul

Total Fixed Costs -
Contribution Per Unit

Break-even point =

If a company's total fixed costs were £1,058 and its contribution per unit was £23s

1,058

23
Break-even point = 46 units

Break-even point =

This figure tells us that the firm would need to produce 46 units before it could
Using this outcome, a firm's leadership could then propose to go ahead with its p::
consider external factors, such as changing trends and economic stability, plus the
actually paying off.

Example: If a high-quality car manufacturer reduced the selling price of one o
less in contribution. However, by lowering its prices, the firm could potentially
much higher contribution in total.

This idea also relates to marginal costs and marginal revenue. The difference be
revenue of a business producing one more item shows how much cash would b
positive, it is worthwhile for the business to go ahead and produce an extra unit.
break-even, however, marginal costs and revenue cannot exist alone. A busines
market (customers, suppliers, rivals, government, etc.) and where trends are movi
produce an extra unit. What if production of an extra item takes three months?
that point.

e If marginal costs clearly outweigh marginal revenue, production of an extra u:
e If marginal revenue outweighs marginal costs, but the probability of success i
unsustainable decision. sz
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Impact of Objectives on Pricing Strategies

An organisation makes pricing decisions based on its current objective. If the objé
firm may look to make as many sales as possible without setting its prices too low

N

s
maximisation on the other hand, the same firm may choose to set its prices as lov G
encourage the most customers. \\\\\
Which business objective a firm chooses can be influenced by a variety of factor \‘x\\\‘x\\

strategy a firm chooses. \\ﬁ

s

W

¢ Level of Competition: Are there other similar products or services available a

may react to a product differently depending on its price. %\\‘%\)\\\\\\\\Q
. . . 8
¢ Amount of Differentiation: The unique selling points (USPs) of a good can § §
much consumers vaIue.it and so busingsses can use this to decide on approg \\\\\\\\\§
care, though: make their products/services too different from the crowd an s
audience. %\\\\\\\\
e  Costs and the Need to Make a Profit: Can the product be manufactured a §‘ §
to understand how much it costs them to introduce a product to the marke \\\\\\\\
e  Price Elasticity of Demand: Businesses must understand the price elasticit \\\\\\
demand for a good is very price elastic, any increases to its price could signi \\\\\

avocados or mangos: people can live without these goods and may choose
become too expensive). Conversely, if demand for a good is quite price ine
not make much difference to quantity demanded (e.g. petrol or bread: these
and so people will probably continue to purchase them even when prices g

'
v

»  Target Audience: Does the business want to sell to the general public or to & \\\\i\\ﬁ\
group? Does the product or service have a particular age range? A business:: L

1 1 =] \\@

settlng.a price. ' | \\\\\\\\\\

e  Stage in the Product Life Cycle: Does the product have a long or short life &

cycle? If the life cycle is long, the business can afford to charge less becaus

will make sales over a longer period. However, this also depends on the sta

the product life cycle. If the product has already reached the saturation stagg
may not be long until quantity demanded begins to drop.

S

i

5

//
i

¢  Pricing Objective: What is the business objective? Is it looking to expand?
This will have bearing on which strategy a business chooses.

///7

e  Strength of the Brand: How different is the product/service from its .
competitors? Does the brand have a strong presence within the market? A i
business must also consider whether it is a price leader or taker. If the busing
a leader with a strong brand, its product will be less price elastic.
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- Questions: Business objectives and pricing decisions (4
1. Explain why it is important for a company to understand its marginal reven . "
R
Apple, Inc. is a global player in the technology industry known for produci \\\\\\\
often priced higher than those of its competitors. s
When Apple launched its original iPhone in 2007, the company priced it at \%\ \\\\\
the launch, the firm reduced this price to around $400. Today, consumers \\\x\ g
for £250. s
\\§\§
) \\.\“\
. . i \
Sales of iPhones worldwide .
4
250 @\\\\\
o
" W4
§ 200 \\\\\\\\\%
E e
:§ 150 \%\\\\\\\\\
2 %\
o \\\\\\\\
Q 100
<
5 P
3 2010,39.9 = -
W i
2007 2008 2009 2010 § §
\\\\\\ v
Graph: Annual sales of iPhones worldwide between 200 \\\\\\\\\Q
\\\\\
Source: http://www.statista.com/statistics/276306/global-q,
\\\\\ﬁ\\
2. Identify which pricing strategies Apple may have used between 2007 and 2
of business objectives on choosing these strategies.
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Productive and Allocative Efficiency

¢  Productive efficiency is about getting the most out of a resource,
productive efficiency occurs when all the resources are the most
productive they can be, i.e. when average costs are at their lowest.
In other words, this happens when a firm produces at the lowest
point on the LRAC curve.

e Allocative efficiency is about the efficiency of businesses to
respond to consumers’ preferences. When resources are allocated
perfectly to meet the preferences of consumers there is allocative
efficiency. This happens when price equals a firm’s marginal cost.

Significance of the Margin (Opportunity Costs, Trade-offs a

The basic economic problem is that resources are finite but the wants
of people are infinite. This means the resources that are used to
manufacture goods and provide services are fixed; there is only a set
amount. However, there is no limit to our wants, whether that be our
want of food, want of a new pair of shoes or want of emergency
services; our wants are infinite. There are not enough resources
available to ‘satisfy’ our wants, not enough resources to make all the
things we want. This is the problem of scarcity. Choices and decisions
exist as to what we could use the limited resources for and how best to
use them.

When a choice is made, one thing is picked o%:
option has been ‘given up’; a sacrifice has b
other (chosen) option. The sacrificed option i
choice costs the opportunity you gave up.

For example: You want a packet of crisps (worth 50p) and a chocolate bar (also 1
infinite and so you’d like both. However, your resources are finite; you only hav
Which do you choose? If you choose the chocolate bar, you have given up havi
the opportunity to eat crisps in order to have the chocolate bar. The crisps are yc;

An option that is given up for another means there is a trade-off. With the examp:
between crisps and chocolate bars. If you had £3, you could buy six chocolate bai:
mixture of the both (three bars and three crisps). For every extra chocolate bar yg
give up one packet of crisps. This is a trade-off, something you give up in order t¢

Decisions have trade-offs and opportunity costs. 5

Because resources are finite, producers must make a choice of how best to alloc
profit. If a producer responds accurately to what the consumers want, then they
This means, to attain allocative efficiency, producers must make their decisions t
For example, a government may need to spend heavily on education, as well as
nature of resources, to achieve allocative efficiency, it must stick to a choice that r;
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Increasing Efficiency = Increasing Productivity = Lower Ave

A firm is productively efficient when its resources are being used to produce their
means firms can increase their productivity if they become more productively effic
across the whole economy. Due to cost spreading, by improving productivity, a
will lower their average costs.

Increasing the productive efficiency of something can be done through a variety c

e Technology
New technology improves the productivity of factors of production. Gener
new capital that is more resourceful and able to produce more goods. This
Equally, resources used in the production process will be used more efficien
are invented.

e  Human Capital (Skills Training and Education)
Increased training programmes and improved education will increase worker;:
workers should be able to produce output more quickly and cheaply. -

e Quality of Management
If the quality of management is improved resources will be handled more effi¢
efficiently then the business will be able to produce more goods with the re
time-wasting procedures will only add costs to the business. If the quality
can add value to its products and increase its revenue. Equally, if the mana
business can run with fewer management staff, thereby cutting unnecessary

Market Structure and Consumer Preference

Markets with many firms need to compete with each other to gain customers. If
better goods, customers will buy that firm’'s products rather those of competing
competition provide an incentive to firms to lower the price of their good or inc
cutting costs or research and development. Improving efficiency within a firm car;
allow a firm to reduce the price or reallocate the newly freed-up money to highe

One way to be allocatively efficient is for a firm to listen to the demands and prefé¢
firms take a product-orientated approach. The traditional attitude to production &
consumer goods by concentrating on the product itself (quality and performance};
without taking potential consumer needs, wants and attitudes into account. In tog
marketing environment, not focusing on the customer is a very risky strategy.

The Business

Focus on: e
« the product ’
« product testing

« product research

Diagram: Product-orientated business

Businesses that adopt this strategy are taking the customer for granted, believing:i
is ‘good enough’ for the customer and will sell no matter what. The technology g
a product-orientated business. The company focus on the quality and performan
consumers want or need. Apple’s brand is strong enough that every product they .
worldwide news, generating buzz, interest and high-volume sales.

Product orientation does not work for everyone, though. IBM (International Bus
Blue’, fell into a self-made trap with the launch of their first personal computer i
came late to the personal computer market long after other companies had esta
believed that their well-established name and excellent reputation in the busine
through to the personal computer market. The firm then concentrated on mark
of IBM’s name and reputation, not fully focusing on the customer. This was not
were much lower than expected.
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Taking a customer- or market-orientated approach is now much more common
puts the customer at the centre of the business’s decision-making process. It fo
and then attempts to satisfy that demand. It involves continuously reviewing th
and adjusting the product and processes appropriately to meet them. A good e
business is the major-chain supermarket, which continuously aims to stock the r
customers to come back.

The Business

.............................. e omer
"""""""""" market testing

Diagram: Market-orientated business

A market-orientated business will make decisions on a continuous cycle:

R s

1. Gathering information about all actual and potential stakeholders, the marke
trends so they can provide the customer with what they want at a price they ;
gathering information on existing customers, potential customers, competitc;
etc. =

2. Undertaking SWOT analysis to evaluate the Strengths and Weaknesses of the
competitors and identify Opportunities and Threats that exist in their market:

3. Ensuring that the business always focuses on providing customers with exac:
affordable price. :

By better meeting customer preference, a firm will become more allocatively effick

How Markets Interact with One Another

Firms base their decisions on external changes. Firms will look at their competit
their competitors lower prices, then the firm may want to follow or it will lose cu
may want to improve the quality of its goods or advertise more in order to keep
prices. Similarly, firms will look at the prices of complement goods. A mint sauc
goods if lamb producers lower theirs.

Firms interact with each other all over the economy, whether competitors or sup
to another firm and if the supplier increases its prices, then the costs of producti
reduce the quantity it produces, or perhaps it will increase the price of its goods
a firm within the production chain improves its efficiency, then other firms will fe
input costs. This can benefit the whole economy. Firms buy and sell parts from ai}
production chain increases efficiency, then the whole market will benefit from redi:

Questions: Productive and allocative efficiency (4.1.5)

1. What is the difference between efficiency and productivity?

2. A farmer can either produce 10,000 tonnes of wheat or 5,000 tonnes of ton;
can’t they produce both? :
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Market Power and Market Fai

Market Failure

Significance of Market Power

In order to compete and sell their goods, firms must compete for consumers. T
price of their product. If the market runs in this way, then there is greater efficien
standards in society will increase. Inefficient firms will go out of business and free:
more efficient firms that satisfy consumer demands; allocative efficiency. Compet§§
increased living standards in a few ways. Firstly, if firms compete on prices, then ¢
more goods with their money as cost-cutting measures will lead to a fall in prices::
they will look to create new and better products; improved products are generallyéi
standards as well as increase efficiency. Striving to cut costs and improve product:
methods of production and new technology to boost productivity. This can hav
industry and further.

Anticompetitive practices prevent this mechanism. They can distort the market ar
standards. There are a variety of market failures that exist; below are four failure
your exam.

Cartels, Collusion, Restrictive Practices and Tacit Agreements

A cartel is an agreement between two or more firms to partake in
anticompetitive practices that restrict the free market. Tacit agreements are
when firms have not formally agreed to behave uncompetitively. It is far
harder to identify tacit agreements than explicit ones.

If firms are behaving uncompetitively, then they are able to artificially boost
their prices. This will mean some consumers are unable to purchase their
product and consumer spending power will be reduced.

Monopsony Power
A monopsony is similar to a monopoly, but rather than being the only seller in the:
only consumer. Monopsonists can have direct adverse effects on workers and sug
consumers. Large supermarkets represent both monopolists and monopsonists
only consumer of milk for many dairy farmers, they are able to push down the p
out of business and leave most with a lowered income. This has a positive seco
form of lower prices for their milk.

Natural Monopolies
Utility companies are good examples of natural monopolies. Utility companies r
before entering into the market. The high sunk costs cause a long L-shaped ave
waterwork companies will first have to pay large sums of money in order to set
to extract and sterilise the water. The cost of entering the market is high, but th
customer (the extra cost to produce one more unit of quantity) is very low. This
natural monopolist has, the better off the firm is because the market creates an av:
start with but sharply falls. -

This means more consumers will reduce a firm's average costs, but if another firm s
then the firm would have to share its customers. Average costs will greatly increas;
prices.
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Natural monopolies have very little downward pressure from competition. Beca
worried that prices from utility companies, such as telecommunications, would b
there is little benefit from allowing more firms to enter the market, due to the hi
problem, the government ‘'opened up the infrastructure’. By this it is meant that
infrastructure to a new company to look after. This allowed new firms to enter t
up costs, as they could use the infrastructure that already existed, bringing with
but without the price-inflating problems of an L-shaped average cost curve. Wit
the telephone wires were given to Transco who are now known as the National

Power in the Labour Market
In the labour market, monopsonists and monopolists can be found. Trade unions.:
similar skills. In this situation, trade unions are seen as the only supplier of approf;
with their collective bargaining power, monopsonist trade unions are able to gain:
choice but to pay more for labour. This increase in cost will mean firms will need &
goods and consequently, living standards for consumers will fall. -

If there is only one firm employing workers with a certain skill set, then that firm is.
consumer of appropriately skilled labour. This means they are able to bargain for
means firms can pass on the savings in the form of lower prices, workers will have ;
reduced income. -

Implications of Market Failure
Decisions from firms focus on the more profitable option; however, this choice m
agents. Often, consumer interests directly oppose those of producers and as suck
benefit at the other’s expense.

Economies of scale can enhance a firm’s market power. Increased market power c\
as it gives the firm the ability to manipulate the market for its own gain. However::
brought about by a lowering of prices (creating an increase in living standards) be\
firm to cut its average cost. -

As was discussed earlier, natural monopolies also demonstrate how a seemingly
beneficial for the consumer. Natural monopolies hold a huge market share and
if the market had greater numbers of producers (theoretically the solution) this
dramatically.

Often the outcomes of market conflicts and negotiations are decided by the sid
power. A firm with large market control, such as a monopolistic employer, has a
this scenario, is able to drive down the cost of labour (wages). If, on the other h
bargaining power, because, for example, they can easily live without the good (a i
other options (lots of strong substitutes), then the consumer is able to drive dowr§§

- Questions: Market failure (4.2.1)

1. How does the monopsony power of the NHS lead to market failure?
(2 marks)

2. How might trade unions lead to market failure? (2 marks)
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Business Regulation

Promoting Competition

e Preventing Anti-Competitive Practices
Anti-competitive practices are bad for public welfare and reduce living stand:
will try to prevent such behaviour that reduces competition within the mark
monitor the economy and restrict anticompetitive practices. This is done th
changes, prohibiting, and fining and in some cases arresting those consider

e Controlling Mergers and Takeovers ,
The concern with mergers is that they may grow too large and gain the abilit;
their own benefit (recall monopoly power). This will restrict competition, whis
and high prices for the consumers.

In order to merge, firms must get permission from the Competition and Mark.
contemplate how the merger may affect the consumer and from this decide
merger.

e Privatisation
Privatisation occurs when the government relinquishes control of a busines
Economists say this is ‘a transfer of ownership from the public sector to the
Mail was owned by the government, but is now a private-sector organisatio
needs to keep costs low and is threatened by potential new firms, it has gre
the public sector.

Regulating Natural Monopolies
Governments have tried to regulate natural monopolies in a variety of ways over
natural monopolies were nationalised. Nationalisation is the opposite of privatis
government takes control of a privately owned business; a transfer of ownership
public sector. The private sector, without intervention or public opinion, encour
without competition firms have little incentive to look after their employees and
the lowest possible price. Government-run organisations are not run for profit a
motives are generally to serve the public and provide the best service.

However, publicly run organisations suffer from inefficiencies causing huge costs
afford. In the 1980s, a lot of natural monopolies were privatised again in order to:
market. Often, firms within naturally monopolistic industries were given the abili
elevating the high sunk costs that create the L-shaped average cost curve. This
on prices without duplicating the resources.

However, there were still low levels of competition within these industries and this:
charge high prices. Instead, the government created regulatory bodies that hav
firms can charge. They often taken into consideration the expected level of effic
time (thus by what level they should reduce their costs over time), the level of in
increasing input prices and wages) and the costs of needing to renew and replac

Protecting Consumers

If prices rise then it can have two diminishing effects on living standards. As price
able to buy goods as their pounds won't stretch as far. Being less able to purchas
fall in living standards. Equally, as prices rise on essential items such as food and e
increase. Increasing living costs can leave some people unable to afford essential

CMA regulates unfair practices and misleading pricing strategies. Furniture stores
trick consumers into thinking they have a bargain. After the sale the price will go'
than discount the price, the firms have only inflated the prices during certain time
prices seem appealing during periods claimed as ‘sales’.
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Competition and Markets Authority (CMA)

A common type of intervention is when the government has to ensure that there is fair competition. Competition
policies are designed to protect the consumer from the monopolistic manipulation of the market and abuse of
market power from firms with high market share. It is believed that increased competition in an industry will reduce
inefficiency and improve resource allocation.

In the UK, the Competition and Markets Authority (CMA) is in charge of promoting competition and reducing
monopoly power. It also attempts to prohibit cartels and collusive behaviour. It took over the Competition
Commission and Office of Fair Trading (OFT) back in 2014.

Competition Authorities and the EU Competition Policy

Globalisation means that firms interact across national borders and can’t prevent competition within and across
boundaries, making it harder for national competition authorities to detect and limit. Individual competition
authorities have different approaches to limiting anti-competitive behaviour and each identifies potential threats in
different ways.

In the USA, the Federal Trade Commission is responsible for monitoring competition within the market place. A
firm in the USA is considered a monopoly when it has a market share of over 60%. The EU considers a firm a
monopoly when it has a market share of 38%. The CMA in the UK has a more relaxed approach to monopolies than
other competition authorities, but this is because it considers a firm to be a monopoly at a much lower market
share of 25%.

The EU competition policy aims to promote competition among firms interacting within the EU. It prevents and
corrects anti-competitive practices in many ways. It fines collusive behaviour and cartels, breaks up monopolies,
prevents abuse of dominant market positions and analyses merges before allowing or prohibiting them. As well as
culling the market share a firm may have, it attempts to ‘'open up’ markets to greater levels of competition, thus
making each firm within the market act more competitively. It also gives aid to firms that are considered to create
effective competition within market. Lastly, it works closely with each EU member’s competition authority, such as
the CMA. By doing so, the EU Commission is able to monitor and regulate monopolies across borders and it
ensures the competition policy is equally applied across member states.

Employee Protection

This ensures that employees and employers deal fairly with one another.
Employee protection also addresses labour laws for collective bargaining and
industrial action. An example piece of legislation is the Disability Discrimination
Act of 1995, which works to prevent firms from treating disabled workers any
differently from any other worker. Working environments must be suitable for all.

Some of the effects businesses feel from employee protection legislation include:

e  Decrease in industrial action (such as strikes) since worker conditions are improved

e Costs to businesses that comply with the legislation

e With equal opportunities, businesses have full pick of candidates and so, in theory, can employ the very best

suited for the job

e  Motivation increases as working conditions increase

- Questions: Business regulation (4.2.2)

Why might a government need to intervene to control mergers and monopolies? (2 marks)
2.  What is the impact of policies that regulate firms to increase competition on the following?
a) prices
b) profit
c) efficiency
d) quality
e) choice (5 marks)

3. Suppose that a single firm had a monopoly over the air flights between two countries. Discuss the extent
to which a government should seek to promote greater competition in this market. Use a diagram in
your answer. (10 marks)
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Arguments For and Against Regulation

Benefits

Regulation in a business sense is generally seen as a negative; however, its prim
and living standards for society. Regulations around the workplace have ensure
employees. They have also ensured that the goods produced are of a certain an
to regulations, people are able to purchase and consume goods with the knowle
safely, e.g. knowing the food they buy from your local supermarket is safe to co

Regulations on the market place mean businesses aren’t allowed to collude. Thi
for consumers as firms have to compete on prices. Increased competition from
have to compete on quality. This means the whole economy can benefit from i

The EU has tried to create a level playing field across all its member countries. B
within the EU, employees and consumers can feel the same benefit whichever co
operate in more than one country in the EU will have to produce products unde
their employees the same in each country.

The national minimum wage i
legally offer. The diagram to t
national minimum wage; it is s

A This is because the national m
Wage market clearing wage (WR.).
Rate
(E) SL

The minimum wage raises the
earning less. This can reduce
those earning the least are brou
earn enough to cover their basi::

WRy

WR.

However, the higher labour co
rates means firms’ profits fall a
purchase labour (income effect)
expensive, firms will look to sw
At the new minimum wage rate;
as firms are less willing to purchs

D.

0 dd Q Q .> flip side, more people would be}
‘ * Quantity the benefits of working (income

Y than Qs, there is an excess of |

Unemployment available for work is greater th
offering to employ. The spare
rate. This means the national
unemployment in the market.

Other disadvantages of the national minimum wage can include inflation. This i
labour costs on to the consumer in the form of higher prices. Equally, as labour p;
to compete on the international market with countries such as China. This means:;
reduce international competitiveness, which can have an effect on the balance of

Flexible labour markets have been accredited with high levels of job creation. Hog
protection for employees. -
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Costs

There are a few costs to regulation. Some have been discussed earlier with the m
regulation is costly. The bureaucratic procedures that are involved to ensure regu
add additional cost to the firm. This means firms' costs of production will increas
margins falling or increase their prices to compensate. Some firms may even go
margins mean the government will gain less tax revenue and the firm will have le
Increasing prices can cause inflation as well as reducing purchasing power for co

If firms are unable to collude, then they will have to compete on price and quality::
consumers, it is harder for firms, and some firms may find they are unable to com .
generally don't like regulation and governments may find they are making thems
business sector.

Questions: Arguments for and against regulation (4.2
1. Analyse one benefit of regulation. .

2. Analyse one cost of regulation.
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Market Failure across the Eco

Market Failure in Society

The market mechanism is not perfect, and there are occasions where the free ma
efficiently and is unable to find the optimal market equilibrium. Market failures o
misallocation of resources leading to goods that are undersupplied or oversuppli
cases aren't provided at all.

Under-provision and Underconsumption

Goods and services can be classed as either public goods or private goods. The
depends on the degree of excludability and rivalry, and this determines their abil
free market.

When a good is excludable it means people can be excluded (prevented) from ¢
rivalrous means supply diminishes with use (it cannot be consumed by another i
Private goods have these characteristics, whereas public goods are non-excludab
this understanding, it is good to think of some examples:

e 1a Street lights — public good

Street lights are non-excludable because you cannot easily prevent other pe(\i
has been provided. Equally they are non-rivalrous, because somebody using::
walking down the pavement does not mean another person cannot use the I3

e 2a A chocolate bar — private good

A chocolate bar is excludable; it will only be provided to those who pay for ity
consuming it if they haven't paid. It is also rivalrous because once you have

that same bite. There is only a finite amount of chocolate in the bar and eve
the supply diminishes.

Some goods suffer from the ‘free-rider’ problem. 'Free
riders’ are people who do not pay or intend to pay for the
good but still use it. This means they will not be provided
for by the free market because the producer cannot force
people to pay for the good and/or force everyone else to
pay for it once the producers have supplied it. To further
explain this, the examples above have been reused to show
how ‘free riders’ may or may not occur.

e 1b Street lights — public good — has a free-rider problem
The light from street lights cannot be easily confined to just the person who
a street light for outside their house, but this means others can use the light

were to put a high wall around the area of the pavement that the street ligh
unfeasible and hazardous to other pedestrians. Neighbours wouldn't buy th
would already be one supplied and they could use it free of charge. Nobod
because they would just wait until their neighbour bought one. They could

between them, but this is effectively what the council does. Because nobodyE:
producer would manufacture one. Instead a governing body charges taxes ti:

purchase street lights.

e 2b A chocolate bar — private good — does not have a free-rider problem

Chocolate bar producers can ensure a chocolate bar is only supplied to thosef?

eat some of the chocolate, but you have purchased each gram of the choco
somebody else does. By the other person eating some, supply has still dimi

to eat. Therefore, a chocolate bar does not have a free-rider problem and is,;;

free market.
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Positive and Negative Externalities
Costs occur during the production of a good and during the consumption of a

good (when it is purchased). Benefits also occur during both the manufacturing c

a good (the revenue producers receive) and the consumption of a good.

Producers weigh up the costs they incur against the benefits they’'ll receive before%%

deciding to manufacture a good and will do so if benefits > costs. Equally,

consumers weigh up the costs they incur against the benefits they receive before
deciding to purchase a good and will do so if benefits > costs. If there are additic

not directly experienced by the producer or consumer, then these will not be acc
these external costs and benefits ‘externalities’. Externalities will be covered in m

Overconsumption of Demerit Goods

Goods with negative externalities are seen as demerit goods because they have d
them. Because these goods do not take into account the additional costs that ex

should be. As per the law of demand, the lower the price the greater the quantity:

demerit goods, which have unrepresentatively low prices, are demanded more th
are, therefore, overconsumed.

Factor Immobility (Occupational and Geographical)

Structural unemployment is cau
inflexibility in labour. As econo
an economy can shift between
We assume there are no barriers
industries decline, workers are u
because of a mismatch in skills.
exist because the supply and de

Imperfect and Asymmetric Information

unevenly across the country and &

An assumption in economics is that there is perfect knowledge and there is sym

economic agents. In order to make consumption decisions, consumers need infogs
valuations of goods and services. Consumers may make decisions that don't max:;

knowledge of a good or have incorrect information. This leads to a market failur
market signals if they have the incorrect information, and make inaccurate decisi
market failure.
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The Lemon Law — An Example of Asymmetric information
The problem of asymmetric information in which one party knows more than thg

‘Lemon’ is a name given to bad cars with hidden mechanical problems.

Car sellers know the good and bad qualities of the vehicles they sell — and whe
buyers will not discover any problems until after purchase. As a result, buyers
prices but end up with a lemon — and so sellers found that they could not sell g¢

market. So-called ‘lemon laws’ exist in various states of the USA to protect purc

of buyers led to the collapse of the second-hand car market. This is an example;;

Imperfect information can explain why the market price does not always reflect
negative externalities, such as pollution, the costs are not always known by the co
willing to purchase the good than they might be had there been perfect informati
be smoking. In the early 1900s, lots of people smoked because they were unawar:

someone’s health. Nowadays, people are more aware of the effects of smoking ai}

lot of people choose not to smoke.

Environmental Change

With the increase of production and globalisation over the hundreds of years hu
producing, we have changed the environment around us. This is a failure of the
consideration the damage done to our surroundings. Congestion from transpor
labour) and general travelling negatively affects humans and wildlife by being n

destroying. Pollution can also affect health and contribute to global warming anc.:

- Questions: Market failure in society (4.3.1)

1. a) Whatis meant by the term ‘immobility’?
b) What two immobility market failures exist within the labour market?
c¢) How do these immobilities affect the labour market?

2. Give an example of a demerit good and explain how its overconsumption r:

N
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Externalities

Costs and Benefits: Private, External and Social

Externalities can be seen as the side effects of economic activity that affect thos
These effects, therefore, are not paid for by the consumer or producer and are n
decision-making process. You will need to understand the different benefits an
with externalities. The costs and benefits are not always quantifiable and so are
x  Private costs are costs that impact the economic agents directly involved in
x  External costs are negative externalities, they are costs that impact a third pg
market transaction. -
x  Social costs are the total costs involved in the market transaction, including

v" Private benefits are benefits that impact the economic agents directly invol
the good.
v' External benefits are positive externalities, they are benefits that impact a th:
the market transaction.
v' Social benefits are the total benefits involved in the market transaction inclu:
benefits. -

Impacts of Unreflective Prices

Because these external effects are not considered when producers are deciding
consumers are deciding how much to purchase, goods with externalities are price;
free market forces.

Goods that produce high pollution levels, or require a lot of transportation and cri

impact a third party. The cost, the pollution and congestion, will not be paid by
means the price of the good will be undervalued and will lead to an overconsum
externalities.

A good that provides additional benefit to a third party, such as flu vaccines, whic
vaccinated but also reduce the risk of a third party catching flu, will be underconsu
benefit is not felt by the producer or consumer and so they are less willing to prod

Governments can try to realign the market forces of supply and demand by cha
assigning a tax to goods with negative externalities, the additional cost of the go
producer, who in turn will increase the price, and less of the good will be consumeg
positive externalities, governments can provide subsidies to producers in order to:
more goods at a cheaper price thus encouraging consumption of the good.

Environmental Externalities

One of the biggest externality problems faced by our society today is the environp}.«;
modern world. Fuel and gas are non-renewable resources. Non-renewable resot:
once used, or are not replenished quickly enough. Fossil fuels are a non-renewag
replenish over thousands of years which is not nearly quickly enough to refill the:

Energy is an essential today, it is used in both manufacturing and in the homes ofi
the consumption of gas release harmful toxins into the atmosphere. The genera
the burning of fossil fuels. There is a negative externality that exists from the prog¢
energy, with the environment being the third party affected.

- Questions: Externalities (4.3.2)

1.  What types of costs/benefits are the following examples of?
a) Price ofacar
b) Ripple effects of education
c¢) Pollution from factories

2.  What is the impact on society of charging prices that do not reflect externa;
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Policies to Deal with Market Failure

Provision of Public and Merit Goods

Due to the characteristics of public goods (non-excludability and non-rivalrous),
purchase them; as such, they will not be provided by the free market. In most ca
society, such as street lights or national defence. The failure of merit goods is th
them. In order to correct this failure, governments will need to encourage the ¢
therefore government intervention is justified in order to provide these goods.

The government can intervene by simply providing these goods, or it can subsidiss
argued that government provision of goods and services eliminates the market
mostly irrelevant as there is little to no market for public goods originally.

Indirect Taxation of Demerit Goods
Adding a tax to a good with a negative external cost will push up the cost of pro
willing to supply the good and, therefore, the extent of the externality decreases &
quantity supplied. This will in turn push the price of the good up and fewer const
the good at this price and, again, the extent of the externality will decrease alon
demanded. The aim of the tax is to restrict consumption and production of the

However, the incidence of the tax may mean the consumer ends up paying the b
tobacco and cigarette market, this may be a good thing and may give a greater
the case of the non-renewable energy markets, however, there could be some u
generation of electricity in this market uses fossil fuels which release harmful po
same is true for the extraction and consumption of petrol and gas. A tax may b
externality, but energy is a modern-day necessity and, with the burden falling on
some people unable to cover their costs of living, which presents a social and ec

Tradeable Pollution Permits
Pollution is a negative externality and is a critical modern-day problem. A “pollu
however, there is no guarantee firms will reduce the pollution they produce. Fir
relatively inelastically to increasing pollution costs because energy is essential to
government will increase but it is unlikely to affect pollution levels. Furthermore
the cost of the tax more and will carry on polluting and producing and just pay
find it harder to cover their increasing costs.

Taxes attempt to manipulate the market and thereby distort the price mechanis
tradeable pollution permits is used to try to limit pollution using a more market-
pollution permits allow firms to produce a set amount of carbon. If they produc
firms are able to sell their excess permits. This provides an incentive to firms to
increase the money they receive and thereby reduce the total amount of polluti
polluting firms will become more competitive and the demand for their good wi
consumption habits of consumers towards lower-polluting goods. If firms prod
can buy extra permits from lower-polluting companies. This provides an incenti
increase a firms cost and the consequential increase in price will shift consumers
By creating a market function for pollution, intervention attempts to work with the
distorting it.
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>

The tradeable permits allow pollution to
be distributed to various firms depending
on their needs, but the aim is to reduce
the total pollution emitted. However,
high-polluting firms are usually richer
firms, and as with taxes, the poorer firms
will find they are unable to produce their
goods while rich firms carry on polluting.

Supply of permit‘é

Price per unit
of pollution

The diagram, right, shows how the ideas

of supply and demand apply to a market

for tradeable pollution permits. The key P1
idea is that supply is fixed (it is vertical on

the diagram). The supply of permits

equals the total amount of pollution

allowable, which is determined by the

authorities. This means that if demand

rises (perhaps economic growth leads to

a manufacturing boom and more

factories being built) then the price of the 0
permits must rise (P1 to Py).

S

The system means that the most efficient firms — those that produce the least po
more affordable. For those firms that are heavy polluters there will be a lot of in
reduce their emissions. A lot of research and development in pollution reductio
the industry.

Provision of Information
It was found that a lack of information could lead some markets to completely ¢
case in the early 1900s, consumers and producers may make incorrect or ineffici
informed or misinformed. The government may intervene in order to improve t
done through legal requirements, such as the requirement to add the list of ingr
improves consumers’ knowledge. For the car market it is the law to take cars fo
information available to the buyer on the condition of the car. The purpose of t
of driving if cars are checked to meet standards, and improves the information a

Legislation and Regulation

The government can control the market by making laws and regulations in orde
put an outright ban on certain goods or enforce limits. Another solution would
certain markets, such as MOTSs for cars, or preventing certain behaviour such as
banning the advertising of cigarettes.

Impact of Policies

Some impacts of policies have already been described above. As a summary:

e Provision of public and merit goods could destroy the market for these goo

e Some people may be left unable to afford necessary goods if taxes are imp
in this topic)

e  Policies can increase the costs of production and cause inflation or put som

One impact of policy intervention is the potential for government failure. Wher
government can step in (intervene) in order to correct market failures, such as e
public goods, and to reallocate resources to the more socially optimal market eq
also intervene in order to protect the well-being of the environment, society and t
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However, the government may instead create further market failures that result i
meant that the final outcome results in more welfare loss than the free market ou

present itself in a variety of ways:
S

e  Price signal distortion e
o  Changing prices manipulates the market and falsely represents changes e

. = -
¢  Unintended consequences . \\\\\
o  Regressive taxes represent an unintended consequence because they r \\\x\ B
earners more than high-income earners. For example, an environmentay; \\\\\\\\\Q
paid by low-income earners because they cannot always afford new, gre: \\\
that ‘guzzle’ fuel. = R
9 ..
E i min
o xcessive admi co§ts o . N _ o @\\x\\\\\
o There are costs involved with implementing policies and with monitori §\ \%
outweigh the benefits of the scheme, it would have been better for the % %\\\
. il
¢ Information gaps e
o Governments can cause information gaps, but equally the information R
mean governments are misinformed. They may cause failures because \@\\\\\\\
. . . . ‘\\.
built from inaccurate models and predictions. \\\\\\\\%
- Questions: Policies to deal with market failure (4.3.3) \\\\\

1.  Which of the following statements is false?
a) Anindustry that is privatised is likely to be more efficient, because the:;
firms to cut costs

b) A private monopoly that is nationalised is likely to increase output ancél

2

S

i

5

c¢) Private firms have no incentive to innovate \ 5
d) A nationalised industry may suffer from x-inefficiency \\\\\\\
\\\\\\\\\\

¥
e

2. A market competition regulator is least likely to intervene in which of the fc
a) |Investigating a suspected cartel
b) Preventing a merger between two firms that each control 30% of the r”
c) Forcing financial services firms to provide clearer information about th;
d) Setting a maximum price in a monopolistically competitive market

3. Evaluate the relative effectiveness of tradeable pollution permits and poll
environmental damage by firms.
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Macroeconomic Policies and |
Firms and Individuals (

The Aggregate Demand (AD) and Aggregate Su

R

Changes in AD and the Circular Flow of Income

Firstly, to understand the AS/AD model, you will need to understand the economyéé
agents interact. -

This diagram assumes a very simple economy. There is no government and no int
there are only households and firms. A 'household’ is a unit of people of any nurr‘xa?
Households receive income from where they work (at the firms) and spend this in
services produced by firms. Firms receive factors of production, such as labour, fre:
goods and services that are bought by consumers. Income flows round and rouneéé
households. -

Factors of
Production

Households

This is a very simplified model of the economy. In reality, firms do much more th .

produce goods; similarly, consumers do more than spend their wages on goods.
that may intervene and we interact with other economies.

Think of the circular flow of income diagram as a circular flow of water. Water flo

income, but you can ‘inject’ more water into the system and the system will grow 3
water from the system and the system will shrink. If the total sum of injections is &

withdrawals, then more money will be flowing into the economy and so it will gro
is bigger than the total sum of injections, then more money will be flowing out of

Expenditure
(for products) i
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Injections and withdrawals can be grouped together into opposite pairs:

¢ Savings and Investments

Savings are a withdrawal because instead of spending income and keeping it S

people may instead put it into a savings account. This takes it out of the sy g
injections because they put money into the economy in order to improve or ; \ e
savings and investments can be influenced indirectly by changing the rate of \:\‘ 5,

. . . \ \
people are more likely to save because they will receive more money from th \\\Q%
rates go up, investment is likely to fall because people will have to pay back s
To further your knowledge and understanding, see the Keynesian marginal \\QX
foll later.
ollows late §\\

¢ Taxes and Government Spending L
These injections and withdrawals can be directly influenced by the governme: @\
because instead of letting income flow around the economy, a proportion of § §
and given to the goverr)ment. Goveran\ent s.pendlng is an injection as it is . \\\\\\\\§
puts into the economy in order to provide things such as schools and roads. ;

e Imports and Exports \\\\\\\
In reality our economy interacts with other economies. When o §
we buy foreign goods we send money from our economy to the \\\@
other economy and receive a good from their economy into R

. . oy » \
ours. The good is an imported good, but the money for it is a \\\\\\

withdrawal. We may make a good that is bought by an
economic agent in another country. In this instance our
economy receives money as an injection and our good is
exported to their economy.

'
v

v

¥
e

S

i

%
///7/////
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A circular flow diagram of two economies with injections a:

Government
Spending Taxes

Investment

Savings

Factors of
Production

Income

Income

Factors of
Production

Households

Spending Taxes

Government
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Now you have an understanding of the economy and interaction within, you can
demand. Just as you learnt in micro, when looking at the economy there is dema
demand and supply represents an aggregate (a total) of the demand and supply i
individual person’s demand curve and each demand curve for every market and g:
create the aggregate demand curve:

AD =C+1+G+ X-M)
60% 15% 25% 1%

B

The components of AD are consumption (C), investment (I), government spendi
imports (M), also known as net exports (NX). These are explained further in each
demand curve, there is a difference between movements along and shifts in th
occurs when you move to a different point on the curve, whereas a shift occurs
another position. Shifts occur when the components of AD change.

Each component has a relative importance to aggregate demand. Consumption
aggregate demand, whereas investment only makes up 15%. An equal change i
have a disproportionate change in aggregate demand; for example, a 10% chan
have a far bigger effect on aggregate demand than a 10% change in net exports

The Aggregate Demand Curve (AD)

A movement along the AD curve occurs because of a change in the price level a
to another point on the same curve. A shift in the curve occurs when there is a ch;
aggregate demand and the whole curve moves either inwards or outwards.

There are two reasons why the aggregate demand curve slopes
downwards.

¢  Real-balance Effect N
As the price level increases, the purchasing power Price
of people’s incomes falls. If people cannot buy as Level

many items with their money, then they will purchase (£)
fewer items and aggregate demand in the economy will

be lower. Hence, as price level rises, aggregate

demand falls.

¢ International Competitiveness
As UK prices rise, UK goods will appear more expensive
in relation to other countries’ goods. Therefore, fewer
people will demand UK exports, and more domestic
consumers will demand UK imports from abroad. If
demand for exports increases and demand for imports
decreases, then aggregate demand will be lower.
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Consumption (C)

When people buy goods/services, they are demanding goods/services just as witkég

Consumption is the total amount of spending by households, individuals and co
go out and consume more goods, this means consumption has increased, which

and push the AD curve outwards. On the other hand, if consumption falls, aggregs
curve shifts inwards. Consumption makes up the biggest proportion of aggregate.

most influential component.

Relationship of Savings and Consumption

that influence consumption can also influence savings. For example, if consume;
will save their money because savings provide a ‘safety net’ during rough times.
return on saving rises and so the opportunity cost of spending (rather than savir
interest rates rise.

The savings ratio is the amount the average household saves in the UK. It is ca
save from their disposable income. The UK has a savings ratio of around 5%; t
China, which has a savings ratio of 30-40%.

Investment (1)

Investment is like consumption for firms. Firms invest money either to increase
they produce or to replace their old machines. If investment increases then this
Aggregate demand increases if investment increases and this will push the AD ¢

Distinction between Gross and Net Investment
Investment is made either to buy more capital and increase production, or to r
(production stays the same). Gross investment is the total amount spent on i
capital or buy additional capital. Net investment is the additional gains of cap
any replacement investment. Imagine a company had 50 machines originally a
15 of which were to replace broken machines. They would now have 60 machi
be 25 but their net investment would be 10 (25 - 15). If net investment is grea
then this shows an expansion and is, therefore, linked with economic growth.

Government Expenditure (G)
Government spending is mostly autonomous, i.e. it is

. . If taxes decrease and
unaffected by other variables such as interest rates or increases, then the g
confidence. Government expenditure is determined by deficit. Bl;t this depen
the government.

and taxes, how big th
the increase in spend
Net Trade (X - M)

Net trade is the sum total of income flowing out of the
economy from imports and all the money flowing into
the economy from exports. If exports increase and/or
imports fall, net trade increases, which increases
aggregate demand. If there is more money coming into
the economy than leaving (if exports are greater than

Instead it is better to
decrease in the budg

If net trade increases,
necessarily create a t

There are only two things that a person can do with their income: they can eithe:

imports) then there is a trade surplus. This was
discussed in Topic 2.4 and Topic 2.1.4. If imports are
greater than exports then there is a trade deficit. The

economy was in a tra
net trade has increas

It is better to say ‘an i
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depends on their price, but also the price of foreign

goods relative to UK goods. If UK goods are cheaper relative to foreign goods the
more competitive’. Then, the foreign demand for UK exports would increase (as fi
buying UK goods) and UK demand for imports would fall (as domestic consumers::
to domestic goods). Exports would increase, imports would decrease, net trade w;
a trade surplus (X>M), aggregate demand would increase and the AD curve woul¢

any trade deficit and
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Changes in AS

Aggregate supply is the total supply in the economy. Just like any curve there is

along and shifts in the AS curve. A reduction in demand causes a retraction (mové
businesses cut back on production - this does not change the capacity of the ecoi:
in demand. A movement along occurs when you move to a different point on the

when the whole curve moves to another position and the price level changes for

Aggregate supply is the sum total of all the supply curves for every firm, in every

would switch to producing the goods with the greatest price. However, because
firms switching from one industry to another makes no difference to the overall
Aggregate supply links with the output that is produced at full
capacity; this is discussed in the next topic.

Short Run and Long Run

Firstly, in this topic you need to understand the difference
between short-run and long-run aggregate supply. Let's consider
an example:

A fisherman has a fishing rod (capital), a river running through his garden (land)

capital, land and labour are still constant; this is the short run.

He buys a better fishing rod that allows him to catch bigger fish: another factor o
and land are still constant; this is the short run.

He buys more fishing rods and asks his children to help him catch more fish: two

The people in his village have recently heard that fish is good for you. The price o}

The fisherman decides to increase his supply of fish. He buys more bait: one facto

changed (labour has changed and capital has changed again), land s still constarf :

increase the amount of river that he can fish from. Now, all the factors of produc
long run.

Short-run aggregate supply is the total amount of goods and services supplied |r

The river also runs through his neighbour’s garden. He decides to buy some of hi .

Firms are able to change most of their factors of production to react to price cha
is the total amount of goods and services supplied in the economy in the long r:

factors of production to react to price change. If all factors of production can be
to increase aggregate supply to meet its maximum productive potential. A point
supply (LRAS) curve means the economy is producing at its maximum productive
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Factors that Influence the Short-run Aggregate Supply (SRAS)
These influences will affect firms in the short run where they can change some of
Short-run aggregate supply can easily be increased or decreased to react to change:

The short-run aggregate supply (SRAS) curve is upward sloping Price /\
because all the supply curves for all the firms in the economy are Le‘(’:)'

upward sloping and when they all come together to create the
aggregate supply curve, it creates an overall upward-sloping curve.
In the short run, as output increases, firms' costs increase. This is
because firms will have to pay extra (premium prices) to get
workers to work overtime and increase their order of raw materials.
These increased costs are passed on to consumers in the form of
higher prices.

The SRAS curve can be shifted up or down as shown in the diagram
to the right. Shifts in the SRAS curve can be caused by various
factors:

0

Raw Materials and Energy -
If the price of the raw materials used in the production of a good/service mcr\
will increase. Firms will reduce supply at each and every price level. The shok:
inwards if the costs of the raw materials increased.

Energy is an influential cost within the economy because all firms need energ
Factories and offices need electricity to light and heat rooms, and for capita
or computers, for example. If energy prices increase, firms may cut back on &
would see the aggregate supply curve shift inwards.

Exchange Rates
The exchange rate will affect the prices of exported goods and goods that a
A table-making company may import the timber. If the exchange rate chang:
expensive then aggregate supply will fall as firms will not be able to produceit
each and every price level.

Tax Rates
The government may change the tax rate on certain goods or add taxes / tak:
increasing a tax will increase the costs of production and reduce aggregate si;
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Factors that Influence the Long-run Aggregate Supply (LRAS)
In the long run all factors of production will be changed. Therefore, only factors t
of the economy affect long-run aggregate supply. -

Full Capacity Output

Technological Advances

Technological advances tend to mean there is an improvement in technolog)i
More productive capital means output per unit is greater, and, therefore, the::

an economy is greater and long-run aggregate supply will increase.
Relative Productivity

Productivity refers to the amount of output a single unit of a resource could
produce five units of a good in one working day, but through either trainin

the worker could now produce eight units of a good in one working day, the
increased. If the resources in an economy become more productive, i.e. they::

the economy’s long-run aggregate supply will increase.

Education and Skills (Human Capital)

The ability of the workforce is a constant variable and can only really be im
wider economy, such as school-leaving age. If the workforce is more educa
will be more productive. A more productive workforce will be able to produg
the long-run aggregate supply curve will increase.

Government Regulation

The government can add or remove regulations that will affect the efficiency:

increases the level of health and safety in order to protect workers, then thi
processes, making them less efficient, or stop potentially quick but unsafe p
number of goods produced.

Demographic and Migration

The labour supply available to an economy is often fixed. If all workers are et
goods an economy can produce. Migration allows the supply of labour to ing:
increase or decrease long-run aggregate supply respectively. The age of the::
Working age is 18 to 65 by UK standards, and so if migration or simply time ¢

with people above working age, then this will cause little increase to the max;

influx of younger people, either from a previous baby boom or immigration, {1

aggregate supply because this has increased the supply of workers.

Competition Policy
If there is greater competition within markets then firms will have to attract
goods that are cheaper and/or better than their rivals. This will drive firms
productive means of producing in order to cut costs to obtain lower prices.
therefore, will encourage productivity gains and thereby increase long-run

The full capacity output is the maximum amount of goods and service the econo
resources are employed. This includes labour resources and so at full capacity o
employment (i.e. every person who is able and willing to work at the current wage |

Equally, at full capacity output, economists would expect to have healthy econom
have jobs and income, there will be an increase in aggregate demand which will f¢
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Impact of Changes to AS/AD on...

Inflation
Classical economists believe that i b
fixed. If all resources are being use; \\\\\\\\
C.LRAS on the PPF curve and it is not pos: 3
oL/ . o = -
.L. At this point aggregate supply is \%\ \\\\\
(£) cannot produce any more goods/ \\\\\ o
will not change with change in pr B
|\ but aggregate supply cannot incr \\‘x
a shortage of goods. Imports can S
nortage ot g ports ¢ §\
satisfy excess demand but this is #
AD; more expensive. Some consumer @\»\\\\\\\\Q
prices to ensure they get the goo § §
AD1 knowledge, will increase prices bu \\\\\\\§
5 > economy is at full capacity, then g .
Real GDP This is referred to as the demand-g: R
23 \,‘\\‘R\\“\\\
. -
Th'e diagram above shows that any:: \\\\@
price-level changes and not output s
C. LRAS at full employment (where all res G
p.L and the market will always revert \\\\\
(E) AS,
/ The diagram below shows that an \\§\\\\\\\\\\
AS1 prices) will shift the SRAS to the | % i
. b
______ gffected by ch'an'ges in the'costs', \\\\\\\\\
! in the SRAS will induce an inflatio \i\; | |
""" 'i'“ cost-push inflation. \\\\\\\%
1 \\“\:\\\“\\&-\\
i AD There is the idea that in the long (v
L > because the increased profits fro i
0 - : _ s
Real GDP improve the economy and shift t \\\\\\\\\\

output). However, during times o
can be used to limit aggregate de
pressure effect on prices from inv

Unemployment

During periods of low aggregate demand, firms will find they have an excess of
production (supply) in order to meet this fall in demand. As firms begin to cutb
employing resources, i.e. workers will lose their jobs. This means unemployment ¥
begin to shrink. In times of falling aggregate demand, expansionary policy will beéz
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Multiplier Effect

Let's start with an example to illustrate the idea of the multiplier:

The government decides to build more colleges and sixth forms to encourage

education. They have £20 million that they give to various building contracto
£20 million into the economy. The economy grows by £20 million. The contr
builders in return for their labour. The income flows from firms to households

households will then spend their incomes on bills to buy electricity for their ho

households to firms.

As the money goes round and round, it generates more and more income. The ec
injection and grows. The income then flows around the economy and the econori:

The money may be saved instead of spent, or it may be spent on imports instead
households receive the income, it will be taxed. This means the economy will keei:

the additional income has been withdrawn.

The size of the multiplier depends on two things: the amount of income that is in
withdrawn each time. If injections are large, then the economy will grow by a lar
large then the economy won't grow by much each time. This creates the multipl
between leakages and withdrawals and the proportions of each.

A formula for the multiplier can be derived to give policymakers an idea of how

with an injection. Something multiplied by one equals the same amount. The m
but by a little less than the original amount because some income has been leak
one divided by the amount of income that is likely to be withdrawn. This is show

7

Multiplier =

Marginal propensity to withdraw (MPW) is the proportion of income that will be

income withdrawn from the economy will be spent differently on each withdrawal:

marginal propensity. The higher these marginal propensities, the more income w
multiplier will be smaller and the economy won't grow by as much.

marginal propensity to withdraw

Above are the marginal propensities for withdrawals. Adding these marginal
propensities together equates to the marginal propensity to withdraw (MPW =

MPS + MPT + MPM). The marginal propensity to consume (MPC) is somewhat the

opposite of the marginal propensity to withdraw. MPC is the proportion of

income that will be spent on consumption of goods and services — the proportion§§
of income that will go around the economy. If you take away the MPC, then what.

is left will be the proportion of income that is withdrawn from the economy
through either taxing, saving or importing.
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Below are the two formulas you need to know for your exam to work out the mulf
economy will grow by from an injection. -

N
W

G
1 __ 1 F .
MPW (1 - MPC) 3 i \\\\
& N

"
e

MPW = 1-MPC = MPS + MPT + MPM

Multiplier =

27

Households

.
K

w
-

.
S

&\\\\\\\\\\\\\“

S

-
o

o'
o

L ¥

af
&\\\\\Q\i\\%

2]

+ £20m

i

i

Ut

S

F

i

5

If, in the example given at the beginning, MPT was 0.05, MPS was 0.15 and MPM
0.3 and the multiplier would be about 3. The economy would increase output b
injection. £20 million would go round the economy and for every £1, 5p would
saved and 10p would be spent on imports. So 30% of the £20 million would be
£14 million to be circulated round the next time. Then 30% of the £14 million wo
leaving only about £10 million to circulate round the next time. This goes on an
leaked and the economy would have grown by £60 million.

2
i

So how does this link with aggregate demand? Every time the income flows arou .
demand curve is shifted out. Using the same example, the Keynesian AS/AD dia

N LRAS
Price
Level
(£)
COPYRIGHT
S N U PROTECTED
P e N N D ’ E ;
P, ! P AD;
Po frmemrmzmmsosmsmoeoeonooeooaes . : ,: i E 19
N ag |
Aol AP Education
o Yo Yi Y2 Y Yeweom Real GDP.
(+£20m)  (+£14m)(+£10m) 5
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AS/AD and the Economy

The economy functions as components that are all interdependent. As was desc
demand will cause output to fall, incomes to fall and unemployment to rise. Sim
mean aggregate supply will increase. This can lead to economic growth without
increase production without increasing costs. The reduction in costs means firm
lower prices for competing) to spend on investment.

The AS/AD model can be criticised because it has assumptions that ignore impo
For example, consumers and producers will have expectations of the economy’s
their behaviour. Policies that are built from the AS/AD model and are design to
encouraging investment can be undermined if businesses choose to save rather
expectations are lower. The AS/AD model also doesn’'t consider the effects of a
Those who have high levels of income are less likely to change their consumption:;:
those who have lower levels of income.

= Questions: The aggregate demand (AD) and aggregate sup

1. Suppose that £5m is injected into the economy by the government. For e
income, households spend 40p and save 60p. Calculate:
a) The value of the multiplier
b) The total increase in income in the economy

2. Show the effect of an increase in aggregate demand on the equilibrium g
Keynesian LRAS curve.

3. Decide whether each of the following scenarios in the UK would lead to a s
both (also state the direction of the shift): -
a) Anincrease in immigration
b) A cut in education spending
¢) Avrise in the world price of oil (Note: the UK is a net importer of oil)
d) A cutin VAT

S
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Demand-side Policies

Fiscal and Monetary Policy

Fiscal Policy
Government spending is an injection into the economy and taxation is a withdra
the economy. These two instruments work in a similar but opposing fashion an
together to create an expenditure ratio. The government can directly change th
by choosing to tax at a different level or choosing to spend a different amount.

Indirect Taxation is where taxes are imposed on an economic agent but are no
be imposed on a producer but are passed on to a consumer. The tax is indirectl
party does not have to pay the tax, i.e. they can choose not to buy the product t

taxes on fuel, or other goods and services, are indirect taxes; VAT is an indirect ta>§;
because there are very few goods/services the tax doesn’t apply to. -

Direct Taxation is where taxes are paid directly by the economic agent that the
income tax, inheritance tax, student loans or poll tax are imposed on an agent a
the government. These taxes cannot be avoided through consumption choice.

Monetary
Monetary policy is set in a different way to fiscal policy and this is mainly because::
the monetary instruments are not directly controlled by the government. Interest§§
rates affect consumption and investment because consumers and firms may .
increase their consumption and investment if the cost of borrowing is lowered.
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Bank of England and the Monetary Policy Committee
Firstly, you need to understand the role of a ‘central bank’. There are many tasks &
controlling stock of foreign reserves, maintaining the exchange rate, issuing notes:;
The Bank of England is the UK's central bank and it is used to maintain the exchari
floating exchange-rate market. -

The responsibility for setting interest rates was passed from the government to t
the leadership of Gordon Brown as Chancellor and Tony Blair as Prime Minister.
that governments had been manipulating the interest rate for political purposes
elections, aggregate demand would rise and the economy would boom. This w
election for the incumbent government - but also increase the peaks and troughs
to more volatility, uncertainty and deeper recessions. -

Now the Monetary Policy Committee (MPC) of the Bank of England sets interest ré

political pressures and looks to set the optimal rate to maximise long-term grow
stock of foreign reserves and issues notes and coins (via the Royal Mint). Its main
prices (inflation control), which is done by manipulating interest rates and by usi

Quantitative Easing
The Bank of England may also use ‘quantitative easing’ to encourage banks to len

of borrowing. The Bank of England does this by effectively printing more mone
physical money, it assumes it has more money and with these new funds, the Ba
corporate and government bonds from commercial banks. This means banks wi
transaction rather than exchange of physical coins and notes. The money they g
they are, therefore, more able to lend money to economic agents. Quantitative
of money supply in the economy, and as a means to boost growth through greaté
spending. Monetary policy is seen as a blunter policy than fiscal policy because it
whereas fiscal policy could be targeted to selected markets. However, interest rats
easily and quickly than tax rates. -

Demand-side Policy on an AS/AD Diagram and the Impact g\

iy

If governments reduce taxes then consumers and
businesses will have more money to buy goods which
will increase aggregate demand. Fiscal policy also
dictates that governments could increase spending. This AN
will also increase aggregate demand in the economy but
due to the multiplier, it is likely to have a bigger effect on
the economy than the initial injection. Both of these will
push the aggregate demand curve outwards from ADqto
ADz. As can be seen on the diagram, this will increase
output, but unfortunately also increase the price level.
The increase in aggregate demand, however, will mean
firms will increase production in order to meet it
(movement along the AS) and will, therefore, employ
more resources. If the government does increase taxes
and reduce government spending, then the opposite will
happen: output would decrease, prices fall and
unemployment rise. P,

Price Level (£)

If the MPC decided to increase interest rates, then the cost 1:
of borrowing will fall and households and firms will be less P1
inclined to consume and invest. This will decrease
aggregate demand, which can be seen on the diagram as a
movement from AD; to ADs. A fall in price level from P; to
P+ shows the downward pressure the MPC can have on
inflation. If the MPC was to reduce interest rates and use
guantitative easing, then borrowing would be cheaper and
easier. This will push out aggregate and increase output;
however, prices will also rise.

T
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The Encouragement of Investment, Job Creation and Econ

Jobs will be created when firms expand production or enter into new markets. T
demand because firms will want to make more goods to sell to willing buyers. E
interest rates are low because it will be cheaper to invest. This means the gover
by using demand-side policies to increase economic growth.

The government could also increase economic growth and job creation by supply§§
the amount of money it spends on it. Spending on research and development of
the economy. New technology will lower prices and become more productive, so:
goods with each resource and use the saved money to invest.

Because job creation, investment and economic growth can be encouraged usin
government should use all policies available to them effectively.

Controlling Unemployment and Inflation

Inflation can be limited by restricting inflation or by improving the full capacity o
controlled using demand-side policy, as explained above with the creation of jo
using supply-side policies. Supply-side policies, however, often only affect the ec¢
large time lags, so unemployment is often controlled using demand-side policies.:

Strengths, Weaknesses and Time Lags

Below is a summary table of the two demand-side policies and their time lags, i.e.
implementing the policy until the point where changes in the economy can be o
within economics. Unemployment usually persists for a further 12-18 months a
a policy can take up to two years to take effect, then unemployment may not imp

economists have detected a recession. "

Monetary

Policymaker Bank of England’s Monetary Policy Committee | Governm

Instruments Interest Rates and Quantitative Easing Governm

. 6—12 months due to adjustment in habits and Upto 18

Time lags . -
expectations frictions
Trade cycle Better in boom, worse in recession Betterinre:
Strengths

e  Although demand-side policies have a time lag of about a year, they are mu¢
policies and are, therefore, used to respond to changes in the economy.

Weaknesses :
e C(lassical economists believe any increase in aggregate demand will only caus
¢  Although the government can manipulate the economy, the global market
government has no control over. The government policy is weak to externa
e Data collection is slow and long-winded. The information provided to gove
inaccurate but also out of date, causing the government to react slowly and |;
e Some demand-side policies, especially austerity measures, are unpopular wit$
won't use them because voters may oppose them.
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Potential Policy Conflicts and Trade-offs

Trade-offs of macroeconomic objectives will be discussed at the end of the supply:
conflicts of demand-side policies are described. See the box at the end of this sec:
government’s macroeconomic objectives.

Fiscal Policy Conflicts
Increased government spending may help to boost an economy out of a recessi
will likely result in increased taxes in the future. This tax increase not only confli
but will reduce incentives to work and could worsen income distribution depend

Reducing government spending may mean cutting benefits or reducing investm
can have a negative impact on the living standards within an economy. After th
shifted focus to reduce government debt by cutting spending; however, this was
who feared losing the NHS and the adverse effect on education quality. Cutting
worsen income distribution and disadvantage those who may need the benefits

Monetary Policy Conflicts
The Bank of England has independent control over the interest rates in order to lig
interest rates can be damaging to some people; for example, new homeowners wiy
mortgage. This could worsen wealth distribution. Monetary policy can also confl
interest rates are high then this will discourage new start-up businesses and red

R0 R

Possible Macroeconomic Objectives .
The government is tasked with steering the economy with the aim of making thg
and raising living standards. Higher growth and stability are the keys to this bu
for other factors too. The main objectives of government economic policy can
1. Economic growth
Economic growth indicates more jobs, increased income and greater opp
a sustainable level of economic growth.

2. Low unemployment (less than 5%)

The government aims to have full employment because this indicates the
maximum productive potential. In the UK, 5% is considered the natural rate
therefore, the level the government aims for. -

3. Low and stable rate of inflation (less than 2%)

Price stability is important for economic agents to function properly. As d
create a stagnant and potentially diminishing market; therefore, the gove
levels of inflation at around 2%.

4. Balance of payments current account equilibrium o
A balanced current account means there is a balance of injections and withg
more than the other it can cause the economy to boom above or deflate

5. Balanced government budget (tax revenue = spending)

The government budget refers to the levels of government spending comps
High debt levels are unsustainable for a government and can lead to fina
recession has highlighted. In order to have sustainable government finance:
need to equal spending.

6. Protect the environment
In order to meet growing demand from infinite wants and population gro
resources are used up, leading us to a bottleneck. Without a healthy enviroi
cease to function, whereas a healthy environment is beneficial for well-bein
Therefore, it is imperative to protect and maintain it.

7. Greater income equality :
A more equal distribution of income creates a fairer economy and allows th
more efficiently to increase living standards; however, a gap is still needed
Reducing relative poverty will create greater income equality.

— Questions: Demand-side policies (4.4.2)
1. Assess two macroeconomic effects of the government changing the tax r

2. Analyse the policies that a government could adopt to...
a) reduce poverty and inequality b) increase international co
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Supply-side Policies
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Supply-side Methods: Market-based and Interventionist P

There is a wide range of things that affect the aggregate supply, none of which thi
of control over as it does with demand-side policy instruments. The main way the:
aggregate supply is through spending on supply-affecting investments or by ch

\“\‘\‘\‘\\“\‘\‘\\

¢ Increase Incentives
The government might reduce taxes in order to make wages more appealing
The government could also incentivise people to work by lowering Job Seeke
minimum wage. Often policies that increase the incentive to work are contro

\

\‘.\\\

= -

'
v

v

¥
e

e  Promote Competition
If there are lots of producers in a market, then there is more competition b
producers an incentive to find ways to cut production costs because then t
price, thereby gaining more customers. To do this the government could g
companies, reduce barriers to entry (obstacles that may prevent a firm from
that prevent monopolies (large firms that others cannot compete against).
subsidies for domestic firms, there will be an influx of foreign firms which w
market. By reducing taxes on imports, allowing foreign firms to enter a ma
domestic firms, an economy can increase competition while still allowing d
boost LRAS because domestic production has not been replaced with forei
drives the firms to become more productive, thereby pushing out the LRAS
competition. Governments are not worried about increasing revenues or c
therefore, they aren’t very competitive. By giving the business to the privat
as the new owners will compete against other market players.

i
i

o

%
///7///////’?////

¢  Reform Labour Market

Reforming the labour market refers to the quantity and quality of labour, a
forces acting freely within this market. Structural unemployment is a result
labour. Trade unions are another barrier to the free market system. Trade
individual workers by uniting them together as one large body. This gives
when it comes to wage and working conditions negotiations. By opening u
gain workers and thereby increase its ability to produce goods. Because th
around migration are supply-side policies. By increasing minimum wage, m
work. Equally, by reducing unemployment benefits, this would disincentivis
benefit and encourage them to work. However, unemployment benefits are
incomes and so there is a trade-off between protection and incentive.

COPYRIGHT
PROTECTED

¢ Improve Skills and Quality of the Labour Force 19
If the government invested in schools by, for example, buying new learning
a better education system, creating a more productive workforce. Equally,
financial assistance for pupils to continue into further education. For exampl;
Maintenance Allowance (EMA) was granted to students from poorer families =
scrapped in England. Investing in training courses for workers will also help
an economy. This is particularly useful if there are structural changes to an e

mobility of workers between markets.

og

Education
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e Improve the Infrastructure
Spending on infrastructure means investing to improve the physical conditi
— for example, investing in transport systems such as railways and roads, or
offices or houses. By improving these factors, society will be happier and th
smoothly. If there were adequate housing, then the workforce would be ha
and straighter, then the lorries could move between factories more easily.

Supply-side Policy on an AS/AD Diagram

Let's remind ourselves of AS/AD analysis. If aggregate supply shifts outward then"gg
being equal: .

/P AS1
Price Level

(£)

ADy

0 Yi Y ReaE%

Supply-side policies can increase an economy’s productive capacity as it often i
efficiency of resources. This can be shown by a rightward shift of the aggregate
can be seen by the diagram, national output will increase, suggesting economic
pressure. Although supply-side policies create a long-term growth increase, the
a long time to show an effect.

Strength and Weaknesses

Strengths

e Shifting the aggregate supply curve outwards will not cause inflation as it c
prices through competition and improvements to production.

¢ Increasing aggregate supply is an increase in production, as long as it is me
demand (movement along the AD curve). This indicates a rate of economic
resources are generally improved or increased in the long term.

e Increasing production and economic growth will mean there is job creation
of unemployment.

e By improving the productive capacity of an economy and reducing the cost
will become more competitive in the global market. This will mean exports
trade deficit.
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Weaknesses
e Supply-side policies have long time lags. Improving the quality of the work
can take 13 years, as children start aged 4-5 and finish aged 17-18. There i
e  These policies can be very costly, which would have a negative impact on th
¢  Although the government can manipulate the economy, the global market
government has no control over. Government policy is weak to external sh
e  Data collection is slow and long-winded. The information provided to gove
inaccurate but also out of date, causing the government to react slowly and
e Supply-side policies are rarely adopted due to the long time lags. Governme
policies because, despite their non-inflationary benefits to growth, the effecté.
after elections. -
e  Some supply-side policies are unpopular with people and so governments
oppose them.

Potential Policy Conflicts and Trade-offs

Supply-side Policy Conflicts
Supply-side policies that improve infrastructure will improve the efficiency of the
the environment. Areas of forests, for example, may be cut down in order to bu
investments will come out of the government’s budget, which may contradict a
flexible labour markets can result in increased redundancies and fewer employm
supply-side policies could conflict with politicians’ decisions for austerity measur

Trade-offs in Macroeconomic Objectives
There may also be conflicts between macroeconomic objectives, i.e. in the process
objective is impaired. The most famous trade-off is the one that is shown by the P
trade-off to be explained because it is, perhaps, the most complicated to understa

Economic Growth versus Inflation

Economic growth usually results from an increase in aggregate demand. Aninc
only increases growth but also increases the price level. Therefore, as an econo
growing rates of inflation too. One way to increase growth without increasing p
supply; classical economists believe this is the only way to create economic grow
LRAS curve, any increase in aggregate demand will only result in price increases

Economic Growth versus the Current Account
As the economy grows and people’s incomes rise, people will spend more on im
worsen a trade deficit (or improve a surplus). Equally, as the economy grows an
will appear more expensive in relation to foreign goods. This means exports will
imports could create a negative current account (deficit).

Economic Growth versus Environment

Pollution and environmental degradation are social costs. Remember negative
the environment is not accounted for in the market system. Economies generall
which will use up more of the finite resources. With more production comes the
with the expansion of new factories, offices, hospitals, etc. comes the consumpti
inhabited by nature. China is a clear example of the trade-off between their high |
their low rates of clean air and healthy environment. Countries are particularly dai:
during their industrialisation stage, where environmental concerns are quickly forg
growth rates, and countries switch to more capital-intensive forms of production.
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Inflation versus Unemployment (Phillips Curve)

In 1958, Bill Phillips hypothesised a relationship between unemployment
and inflation. He believed that if there was high unemployment in an Infla
economy (spare resources), then firms could offer relatively low wages as
most people would be without an income. Another way to look at this is
in terms of competition; there was very little competition within the
labour market as the supply of jobs was low relative to the supply of
available workers. On the other hand, when the economy was near full
employment, attempting to expand would be more costly because firms
would have to offer wages that were much higher than the market
equilibrium in order to tempt already employed workers away from their
current jobs. So, as unemployment fell, expanding production would
become more costly and prices would increase to compensate.

Long-run and Short-run Phillips Curve

The economy went through a period of stagflation in the 1970s that
seemed to disprove the Phillips curve trade-off. Stagflation is when the
economy has low growth and high levels of both inflation and
unemployment, rather than a compromise between the two. It was
instead theorised that expectations had adjusted to the high levels of
inflation and these new expectations of inflation were incorporated into
wage negotiations. Equally, the strong union power in the UK at the time
meant the market was restricted from adjusting to the market
equilibrium, resulting in high unemployment (remember the Keynesian
idea of sticky wages).

Infla :

With this idea the theory of the short-run Phillips curve was created. The
relationship in the short run remains true to Phillips’ relationship; the curve
may simply shift in the short run so that decreasing unemployment still
results in increasing inflation but at high or low levels. In the long run,
however, it appears there is no such relationship and therefore the Phillips

curve is a straight line in the long run. It is believed the long-run Phillips
curve lies at the natural rate of unemployment.

Policy Objectives

i

[ Supply-side ] [ Demand-side ]

==

-
Monetary Policy ] Fiscal Policy
i
\ I_l I_I
Quantitative Interest Government -
Easing ) Rates Spending Taxl

— Questions: Supply-side policies (4.4.3)

Using an AD/AS diagram, discuss the effectiveness of deregulation as a su

1. Give an example of one free-market supply-side policy and one interventio;

2. One of the key features of Ireland’s economic boom (and subsequent bust}§5
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The Impact of Macroeconomic Policies

Possible Impact of Macroeconomic Policies

The impact of policies on the economy can have a variety of effects depending o
the economy. If the economy is in a recession, then monetary policy will not be
expectations fall and they lose their confidence in the economy when they are in
increase their spending and investments regardless of the interest rate. In this c
consider using fiscal policy in addition to monetary policy. This also links to the
economy is operating at the inelastic part of the AS curve (i.e. it is near full capa
movement in aggregate demand can cause a big change in price, but little chan
operating at the elastic part of the economy (i.e. it has lots of unemployed resou
capacity, it is in recession), then the economy would require a large change in agg
change prices, but output can be changed with little change to the price level. Fus:
determine whereabouts the economy is on the business cycle and where the AD &:
complex and hard to measure. Therefore, the policymaker may work on incorrect::
much they need to change policy instruments. Overshooting or undershooting coe;§

The size of the multiplier will determine how effective the injections from fiscal ani}
multiplier will ‘'amplify’ any changes made by the government or from changing i
means the government needs only make small changes in order to have large ef
not bolster changes to tax or spending and therefore larger changes will be nee

The principal problem of policy implementation is that there are time lags betwe
implementation of a policy. It takes time to pass regulation and there are long-
However, once implemented, the effects of fiscal policy are felt within a year and
due to the time it takes economic agents to adjust their consumption and invest
can take many more years. Time lags are problematic because the government
fluctuating market regardless of its severity. Equally, even if the government ha
their instruments in accordance with the economy, there is no telling what will h
shocks that occur after policy implementation can cause the economy to react d
the remnants of the policy and the new state of the economy could result in furth;

government's attempts are slow to correct. :

Comparing Alternative Approaches

Macroeconomic problems, such as high inflation or low economic growth, rarely
multiple policy measures are needed to remedy macroeconomic problems. This
need to be compared and assessed.

Ultimately, the right’ solution depends on the situation. Suppose the economy isis
growth. What should policymakers do in response? Some might argue for increa:
lower taxes. This might work. However, if the economy is already heavily indebt
debt to an unsustainable level and create more problems in the future. Another
loosen monetary policy, but this may be less effective if monetary policy is alrea
are already near zero and if the money supply has already been increased via qua;
perhaps a complementary strategy would be to look at the factors underlying the
because unemployment is high, the government should try to adopt policies tha
is because consumers have too much debt and are restricting their spending, the ;
cuts to increase people’s disposable incomes. There is never a ‘one-size-fits-all’ s¢
problems: it always depends on the situation.

It is often easier to see in hindsight why macroeconomic policies might have fail
programme (and the continuous bailouts) imposed by the EU on Greece seems
An economy can't hope to pay its debts if the economy is not growing at all. Th
for Greece not to get into such a precarious position in the first place, but since
to be a long-term solution that tackles Greece's underlying economic problems
eurozone), rather than short-term bailout packages that have no real effect on t
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Identifying Criteria for Success and Evaluating Effectivene

The choice of policy instruments links back to the government’s economic and p
governments aim to achieve the following objectives:

e  Sustainable economic growth

e Low and stable inflation

e Low unemployment

e Low national debt

. Equilibrium in the current account of the balance of payments (or at least not
e  Greater income/wealth equality :
e  Protecting the environment

Any policy changes are likely to have one or more of these objectives as a goal. &
Sometimes the government might have political objectives that depart slightly frc::
these objectives: for example, a government might be tempted to use fiscal poli
boost economic growth in the short term to increase their chances of being re-e
even if this hurts the economy’s long-term growth potential. Other government
have ideological preferences about the government’s role in the economy that
influence the government’s tax and spending policies.

The success of a policy can only really be evaluated in retrospect, since there are
lags involved with any policy. A government might intend to boost economic g
by lowering tax rates today, but it won't find out if that policy was effective or not
further on. Even then, it can be difficult to distinguish between the effects of diffe;
policies/shocks (economic growth might have picked up for a different reason, e
surge in exports).

Nevertheless, we can make informed guesses about the success of a policy based:
how well it addresses the underlying economic problems, and whether it is
implemented successfully.

Course Companion for A Level Edexcel Economics B: Theme 4 Page 56 of 743

SR
s

\\‘.\

\\\\\
g g
\\

T
sy

G
.

\\\\\\\\%
i

N

\\\\\\\\\\

-

\‘.\\\

= -

'
v

v

¥
e

W

7l

//////”%

5
//’j////

S

i

%
///7/////

COPYRIGHT
PROTECTED

I3

og

Education




Discussion Point

Using the data provided below, describe what is happening in the economy

growth and inflation. Explain what policies you would use as an economic a R

help it achieve its macroeconomic objectives of low unemployment and infl \\\\\\g\\
: v -
Year Quarter: Unemployment rates Yiar Qualrter Changze ;n GoF % %
............ T T : i \K\\\K\%
................................... 2 i 880% 2 1 13 \\\
3 4.70% 3 0.5 §\ .
................................... 4 ....580% 3 1 0.4 @\\\\\\\\\
2 1 6.70% 3 -1.2 § §
................................... 2 850% L8 1 10 M
3 5.90% 3 -0.8 \\\\\\\\§
4 7.20% 5 1 -0.2 SR
............ T e e : o @\\\\
................................... 2 o.8s0% | 6 1 05 \
3 O
: ek N B BT =
4 1 8.80% 3 2.5 \\\\
2 5, 20% 8 1 3.0 p—
3 9,50% 3 3.9 %ﬁ‘ \g
4 8.80% 9 1 4,5 WO
5 1 8.60% 3 52 \\\:\\\\\\\\\\\\
2 8.30% 10 1 5.4 \\\\@
3 7,.80% 3 5.2 \\\\\\\\\Q
: 2 izgzj: ; nflation idn Gas, E\\\\\
5 B, Year E ectn: raicnes'Water \\\\\\\
: o !
7 i 7. 20% 2 0.9
p) ?:39;4 3 0.8
3 7.00% 2 08
4 5:&}‘;6 > 0.9
8 i 6.60% ° 0.9
p) 5’0&5 ! L8
ek 8 2.5
3 5, 80% 9 30
4 5.00% " 3o COPYRIGHT
£ i 6,00% PROTECTED
p) 5.70%
3 5, 50%
4 5.30%
10 k3 5,00%
2 5.00% /iQ
3 4,90%
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Risk and the Financial Sect¢

Risk and Uncertainty

In economics, risk in not the same thing as uncertainty. Risks are things that can £
them. For example, a firm lending to a business might estimate that there is a 1
repaid. Similarly, an exporting firm might estimate that there is a 20% chance th
appreciated in a month'’s time. Since the chance of different risks occurring can
plans with these risks in mind.

On the other hand, uncertainty cannot be quantified; it is are inherently unpredi
that businesses, governments and individuals can't reasonably account for when
makes it more difficult to make good economic policy decisions, and often leads
and cautious. For example, in 2014 the Bank of England predicted that favourab
would allow them to increase the interest rate, which had been stuck at 0.5% sin
emerged, such as the economic slowdown in China, that would have been almo
any potential interest rate rise. Then in 2016, the ‘Brexit’ vote for the UK to leave £
a 300-year low of 0.25%.

The difference between risk and uncertainty is important for economics as a disci
variables such as GDP growth or inflation cannot include uncertainty in their mo
turn out to be wrong.

Economic shocks
Economic shocks are events that have an important impact on the economy: the
unpredictable (uncertainty rather than risk). If they were predictable, then the ec
before the event occurred, reducing the impact. Shocks can be positive or nega

The most recent example of a large economic shock was the 2008 financial crisis
event caused a recession in the UK and many other large economies.

Other examples of economic shocks include;

e The oil price shocks in the 1970s (when a large increase in the price of oil h
economy)

e The Great Depression, beginning in 1929 (the deepest recession in the histors

e  China's move to capitalism (communism ended in 1978) :

. Introduction of the euro (1999)

e The invention of new technology (e.g. electricity, the Internet: these are usuat

e  The 'Brexit’ vote for the UK to leave the EU (2016)

Exchange rate risk and forward markets
An important risk for businesses that use foreign currencies is exchange rate risk. .}
rate between currencies will change in a way that puts them at a disadvantage. F¢
had agreed to pay one of its suppliers in euros at a fixed date in the future. If th
and then, this payment will become more expensive for the British firm.

Exchange rate risk has led to the emergence of ‘forward markets’ in currencies. A
firm to agree to a fixed exchange rate between two currencies in the future. This
(although they might have to pay slightly above the current market rate to allow
exchange rate is currently £1 = €1.50, and a firm reckons that there is a high cha
to £1 = €1.80 by the time they have to make a payment in euros, they might agre:

€1.60 on a forward market. -

Forward markets don't just exist for exchange rates between currencies; they also i
commodities, for example. A variation of a forward market is the options market.::
case, a firm would have the option to pay the agreed exchange rate of £1 = €1.60.
by this contract (so if it turned out that the exchange rate was more favourable,
fixed earlier).

Course Companion for A Level Edexcel Economics B: Theme 4 Page 58 of 743

SR
s

\\‘.\

\\\\\
g g
\\

T
sy

G
.

\\\\\\\\%
i

\\\\\\\

\\\*\\\
o

\\\@

-

\‘.\\\

= -

'
v

v

¥
e

W

7l

//////”%

5
//’j////

S

i

%
///7/////

COPYRIGHT
PROTECTED

I3

og

Education




The role of insurance in business
The forward market for currencies is an example of an insurance market; busines

rate risk. Insurance markets exist for many different types of risk, e.g. car insuran N——

. . . . _ s
Businesses also buy insurance against a range of risks, some examples include: S
¢ Insurance against employee injury/illness \\\\\
*  Professional indemnity insurance (this applies for businesses that give paid i\\\\\\s
argues that the advice was wrong, businesses can be financially exposed.) \\\%\\\%
*  Property insurance (e.g. in case of any damage to a shop, or theft) \\\\%
e  Cyberinsurance (in case of losses due to a cyberattack) x\\&%\\%
Ll
Businesses have to pay an insurance premium to be covered against these types \\\*%\}\\\\\\\\\\\
premiums is counted as a cost of production, and may be included in their prod § §
B3
. . . \\\\\\\\%
Questions: Risk and uncertainty (4.5.1) _— \Q
1. What is a forward market and what is its purpose? \%\\\\\
\\\\\\\\\
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The Role of the Financial Sector

The financial sector consists of a variety of business types, from commercial and i .
exchanges. All of these play an important role in the modern economy.

To mobilise savings
for lending to firms
and individuals

One of the primary functions of the financial sector is t
Commercial banks accept deposits from people to keep:
interest in return (as opposed to investment banks, whic
much safer for people than storing their money under
97% of the money in the economy is kept in the form of:}
the form of cash.

Traditionally, banks use their deposits to lend out to indi
higher interest rate, generating profit. Recently, thoughf:
outdated: in the run-up to the financial crisis, banks be
loans regardless of their level of deposits. When banks
deposit for the person they lend to. If someone borro
bank, they aren't given £10,000 in cash; instead they ar
account. So the bank doesn’t need to have that mone
effectively they create new money.

Of course, this system is only sustainable so long as ev
their deposits all at once (a 'bank run’). In the financial
provide emergency support to banks that suffered fro
which collapsed in 2008).

To lend to business
for investment in
working capital

Businesses tend to incur costs of production before th
a car manufacturer has to invest heavily in material and
products are sold. To deal with this, businesses need '
to bridge this gap. Banks are one of the main sources
short- and long-term lending to businesses (this is one
businesses are financed, the other being issuing shares

To lend to
individuals

As well as businesses, individuals (or households) migh
money — for example, to buy a house, or some other h
important function of the financial sector is to lend to i

The ease with which individuals can borrow from banks
financial crisis, the ‘credit crunch’ made it very difficult fc::
they had to be able to prove beyond any doubt that th
loan. Before the financial crisis, however, optimism in t
banks were much more relaxed with their credit requirer;;
in the US, where many ‘sub-prime’ loans were extended,::
repaid). -

To facilitate the
exchange of goods
and services

Nowadays, goods and services are often exchanged usirt
financial sector is an important provider of these payme
convenience and security. For example, now it is very sir
a different currency (e.g. US dollars) using a debit or cr
that our methods for conducting transactions will beco
streamlined.
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As mentioned earlier, when banks lend to individ
their creditworthiness. If individuals are unlikely
be profitable for a bank to lend to them.

Banks do face problems when it comes to assess
incentive to lie on their applications, and it is cos
checks.

s
&X\\\\\\\\\\\\\X\W

G

\1\\

& o

To assess creditor

isk Prior to the financial crisis, underestimation of cre
ris

Financial markets were booming, and banks had

i

possible, since these loans could be packaged up .
on to other parties. Unfortunately, these financia \\\\@
traders weren’t aware of how risky they actually v; T
exposed to the risks of customers defaulting). S¢ il
their loans, the financial crisis was particularly dat \\3%‘\\ \
Short explains this i I o
ort explains this issue very well!) L
#
To provide forward \\\\\\\\\\\\%
markets in The importance of forward markets in currencies R
currencies and discussed in Section 4.5.1. Financial markets proy \\}\\\\\\\\\\
commodities o ;§\
AW

The equity market is the market for shares in firm
and the buyers of the shares hope that the firm v
To provide a will go up, and they can be sold for a profit.

§ o

S
s

)
S

s
\\@*

G
i

market for equities | Banks have an important role in providing a mar
the general public. Before 1987, normal investor:
via an intermediary (a stockbroker).

Ay,
S

iy

2

i
W |

i

7
i

2

[ Further your economic knowledge... Talking about D:
There's plenty of additional reading you could do on the financial sector
Phillip Coggan, Paper Promises — Money, Debt and the New World
Phillip Coggan, The Money Machine — How the City Works

An excellent (and not too long) book on the financial crisis (written in 2C
Everyone Owes Everyone and No One Can Pay.

If you're considering studying economics at university, it's definitely wor
subject to show that you're interested!

COPYRIGHT
PROTECTED

- Questions: The role of the financial sector (4.5.2)

1. Which of the following is not a function of an investment bank?
a) advising on mergers and acquisitions between companies
b) receiving deposits from the general public
¢) trading on the foreign exchange market
d) buying and selling mortgage-backed securities ¥9

2. Explain any two roles of the financial sector.

g
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The Role of the Central Bank

The Monetary Policy Committee and setting the official interest |

The central bank is a highly important institution in the financial system. Some ¢
of include the Bank of England, the European Central Bank and the Federal Reser

has been independent from government since 1997, to prevent the government i

system for short-term political gain.

The role of the central bank is to:

(1) Help the government maintain macroeconomic stability (particularly by targe:

keeping the money supply at an appropriate level).

(2) Help maintain confidence and stability in the financial system. The central b ;

and banks to help achieve this objective.

The central banks’ tool for achieving its goals is monetary policy. Traditionally,
following tools:

e Changing the base interest rate — the interest rate set by the central bank’s
other interest rates in the economy, e.g. the rate of interest that commer
central bank can use the interest rate to control economic activity; high int
and low interest rates heat it up (see monetary policy transmission mechani

¢ Adjusting the money supply — the central bank has the power to issue notes
influence the amount of money circulating in the economy.

More recently, central banks have been using quantitative

easing (QE) as an additional way of stimulating the economy.
QE involves the purchasing of various assets, which expands
the money supply (since those who sold the assets now have
money in the form of a deposit). The intention is to
encouraging more lending and activity in the economy (a
common misconception is that QE is physically printing
money — but this is not the case). Since the financial crisis,
the Bank of England has used several rounds of QE to try to
boost the economy, totalling around £375bn.

On a separate note, the central bank can also influence the exchange rate of a co
currencies on the foreign exchange market. China has been accused of keeping
in this manner.

Course Companion for A Level Edexcel Economics B: Theme 4 Page 62 of 743

SR
s

\\%

\\\\\
g g
\\

Tt
sy
\\\

\\

W’

\“\‘\‘\‘\\“\‘\‘\\

\\\\

"
\\\\\\\

s
\\%

i

\\\\\\

i
i

o

i

F
///////

]

COPYRIGHT
PROTECTED

I3

og

Education




The monetary policy transmission mechanism
The main tool that the central bank has at its disposal is changing the bank rate.
of the Bank of England (consisting of nine senior members) meets once a month
change the bank rate. The bank rate affects the economy through various ‘chan
following diagram shows a simple version of transmission mechanism of monet

Market rates e

$ gt Dlomestic demand S —

- Total demand £

Assel pices
Official / t /
t e INet extemal demand

rate
Expeclations/ | |
‘ confidence

:

Exchange rate

The financial crisis, and historically low interest rates, have changed this model so¢
explaining how it should work normally.

Suppose that the bank rate starts at 5%. The central bank notices that economic ¢

inflation is very low (nearing deflation). So it decides to reduce the rate to 3%.

the economy?

*  Market interest rates also fall — since banks and other financial institutions ¢
central bank, they can offer more competitive rates on their loans

*  When the interest rate falls, the price of assets (such as government bonds)
assets were priced based on the higher interest rate of 5%, so they are likel

* Afall in the interest rate is likely to lead to a fall in the exchange rate. A lowe
investors are interested in saving in pounds, so the demand for pounds falls. &
depreciates. -

These factors all act to boost aggregate demand in the economy. Low market in
households are more likely to take out loans, increasing consumption and invest
AD). High asset prices lead to a fall in demand for these assets, which leaves mo
Finally, a low exchange rate makes exports relatively cheap and imports relatively :
component of AD. This could also help to reduce a current account deficit, if the &

As you know from Year 1 macro, a shift to the right in AD should increase econo
economy (using a Keynesian LRAS). Of course, the eventual change in the econor
to LRAS - this is something that is beyond the control of the central bank, but th
before taking important decisions such as whether or not to change the bank ra

Note that the monetary policy transmission mechanism diagram also points out tk
an effect on expectations and confidence. However, whether a fall in the bank r
confidence is hard to say. On the one hand, it might indicate to markets that an
confidence. Alternatively, it could indicate to markets that the central bank is ha
confidence. The net effect is ambiguous.

This analysis can be repeated for an increase in the interest rate, although at the
rate has been at an all-time low of 0.25%, and some countries (including Japan a
negative interest rates to try to boost aggregate demand in their economies. N
people’s savings are guaranteed to be losing value, encouraging them to spend
deflation).
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Regulation of the banking industry
The financial crisis highlighted the importance of effective regulation of the bank
economists prefer the market to operate freely, in order to maximise efficiency. |
however, more effective regulation might have prevented (or at least mitigated)
run up to the financial crisis, regulators were ‘asleep at the wheel'.

In the UK, various bodies are responsible for regulating finance. This section disc
regulators in turn:

The Bank of England’s Financial Policy Committee (FPC)

Different divisions within the Bank, including the FPC and the PRA, have specific
sector. For your exams, you need to know about the FPC. Set up fairly recently,
financial crisis, the FPC's role is to look at long-term systemic risks in the banking
risks in individual firms (which is the PRA’s role). An important feature of the fina
interconnectedness of banks, and the fact that if one failed, others would likely fa
monitoring system-wide risks such as these, with a view to making the system sa

Further your economic knowledge... The Prudential Regulc:
The PRA works to ensure that banks operate sensibly and do not take excessive%j
individual firms must adhere to, such as how much capital they must set aside i
where a firm is likely to fail, the PRA is responsible for making sure that this ta
with minimal disruption to the wider financial system. The PRA was set up in 2
old regulatory regime. It was hoped that the new system, where individual au
would be more effective than the old system where the FCA had a very broad

Financial Conduct Authority (FCA)
The FCA works to protect consumers and promote competition with the finan
to consumers, handles complaints, and sets rules for financial firms to follow.

Banker to the banks - lender of last resort

In order to maintain stability in the financial system, the central bank is also resp
banks in the event of a crisis. If there is a bank run, instead of letting people lose
can temporarily support commercial banks via loans. This is why the central ban
of last resort’. The central bank also acts as the lender of last resort to the gover
exceeds tax revenues, the government tries to finance this excess spending by se
government is unable to sell enough bonds, the central bank can step in and ma
liquidity crisis and restores confidence in investors.

— Questions: The role of the central bank (4.5.3)

1. Which of the following statements about the monetary policy transmission::
a) the official bank rate affects confidence and expectations
b) aggregate demand affects inflation
c¢) market interest rates affect the official bank rate
d) the official bank rate affects the exchange rate

2. Examine the role of the central bank in the UK financial sector.
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The Global Financial Crisis

The Global Financial Crisis had multiple causes. The popular perception is of bank
destabilising the system, and although this is true, it is also important to understas
that encouraged risk-taking behaviour.

Since around 2000, there had been steady economic growth and low and stable ir;
economies (including the UK). This unusually long period of economic stability (
Moderation’) gave the illusion that it would last forever and that economic prob
complacency applied to both banks and economists, most of whom did not ident;
economy.

Furthermore, during this period the level of savings in Asian economies was excepfi
interest rates around the globe. Low interest rates stimulate economic activity, a
borrowing (and, therefore, the level of debt) by individuals and governments rea
risks of this were assumed to be low since economies were performing so well, b
much more fragile.

Sub-prime mortgages and market bubbles ,
The optimism of the ‘Great Moderation’ period manifested itself in banks agreein¢
who would normally be considered very risky prospects. Because the housing m
‘bubble’), and because new financial innovations gave banks the option of transf
parties (known as ‘credit default swaps’), few realised how risky this ‘sub-prime’
When the economic boom finally began to run out of steam and unemploymen
were defaulted on. Now banks held huge numbers of "toxic assets’ (the loans th
all financial institutions were exposed to these losses (since during the boom, ba
types of assets).

A market bubble is when a particular asset increases in value very rapidly, as peo
Before the financial crisis, one of the biggest market bubbles was the ‘dot com b
the new opportunities offered by the Internet, invested heavily in online firms, s
for their actual chance of success. Market bubbles tend to end in crashes (when
realise that the market isn't actually as profitable as it seems. Prices fall as inves
overpriced assets, and some people end up losing lots of money. Before the fin
bubble was in housing (in the US and UK, but also very clearly in Ireland).

Moral hazard

When the scale of the financial crisis became clear, governments had a dilemma
shut down (as they would in the free market) or should they be bailed out to pro
system? Since almost all the banks were heavily interdependent, if one big bank
that others would have fallen as well (a kind of domino effect). Therefore, govern::
banks (hence the term ‘too big to fail’).

This creates a problem known as moral hazard: this is when someone’s behaviour;
insured against a risk (as a non-financial example, if someone is insured against
precautions, since they know they won't have to pay the cost of any damage).

In the context of the financial sector, if banks were aware that they would be bai
they would be more likely to take dangerous risks, since they wouldn’t incur the

Collapse of lending to businesses - the credit crunch
One reason that the crisis was so prolonged is that lending dried up after the crisi
previously lent recklessly swung the other way and cut off lending to all but the s&
that firms who need access to lending (and would normally be able to qualify fo
the ability of firms to grow, and further reduced economic growth. It also becam
individuals to qualify for mortgages as banks toughened up their lending requir
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The role of organisational culture
Before the financial crisis, regulation of the financial sector had been relaxed som
banks’ activities. This, combined with the optimism of the long economic boom,
profit-driven culture at some financial institutions. Since many employees were
good performance, it encouraged risky behaviour that was profitable in the short i
booming) but turned out to be completely unsustainable. Essentially, it was a cu
when the fundamental features of the market changed, with some bankers actua
profits (e.g. the LIBOR rigging scandal, or the mis-selling of financial products to it

The Role of Banking Regulation

The role of UK authorities set up after the financial crisis to provide better regula
FCA) was discussed in 4.5.3. They represent a ramping up of the degree to which
before the financial crisis, although it is too early to tell whether they have got the |
the banking system and allowing banks to flourish.

The extent to which banks are regulated has fluctuated considerably over time. F
regulation is still an unresolved problem, and we can expect to see it debated moy;

The Impact of the Financial Sector on Economic Agents an
The experience of the financial crisis tells us that turmoil in the financial sector ca
and economic agents. However, we should remember that the financial sector d
modern economies when working well.

A healthy financial sector allows people to safely save money, facilitates exchange. .
permits higher economic growth through sensible lending and borrowing. The U
reliant on financial services as a source of economic growth. One of the key reasc:
struggle to advance is because their financial institutions are weak or absent.

- Questions: The global financial crisis (4.5.3)
1. How did sub-prime mortgages lead to the Global Financial Crisis of 2008?

2. Briefly analyse the issue of moral hazard in the banking sector.

3. What, in your opinion, is the main impact of the Global Financial Crisis and
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Competition and Market Power (4.1)

Answers

Spectrum of Competition
1.

Barriers to Entry
1.
2.

e  Firms aim to maximise profits

e There is an infinite number of producers, which means the concentrati

There is perfect knowledge

Homogeneous product differentiation, which makes the firm a price-taks

There are no barriers to entry and exit

Firms aim to maximise profits

There are high numbers of producers, which means the concentration ray

There is almost perfect knowledge

e Products are similar but there is still room for product differentiation,
makers

e  There are low barriers to entry and exit

The UK supermarket industry is not perfectly competitive due to the market

make use of economies of scale to keep their costs lower than rivals and pr

Learners should show that USPs play an important role in the success of the ¢

initiatives. Specific USPs include design of the cube, its unique features, high

a) Price discrimination: Virgin Trains might use this pricing strategy in orde::
most-used routes, e.g. rush-hour trips to London. This way, people who
breaks) get a cheaper deal and develop a loyalty to the brand.

b) Price skimming: Like many telecommunications companies, Samsung cas:
development costs as it innovates on its products; therefore, it may ch
way to offset these costs in the beginning.

¢) Competitive pricing: Orange squash is commonplace in most UK homes:
other way than by offering a decent price would be a waste of money fc

d) Penetration pricing: It is common for consumers to receive direct mark
Virgin Media, TalkTalk and any other broadband firm that is constantly &
could try more penetration-style pricing; however, every company mus
by BT, the firm that owns the majority of UK telephone lines.

e) Predatory penetration: Amazon has won over the UK and much of the
services and rock-bottom pricing. The lower Amazon keeps its prices,
stay loyal.

According to the article, the regulatory process is a barrier to entry.
Possible features include: no barriers to entry and exit, no sunk costs, no co
firms, all firms have access to the same technology.

For this question, you should go through the characteristics of a contestabl

which the automobile market has these characteristics:

e  There are certainly barriers to entry in the automobile market. Incumb
so breaking into this market would be costly. Furthermore, incumbent
of scale in production, something that would be hard for new firms to

e There would be large sunk costs in the automobile industry, as there w
setting up a production facility, for example.

e There may be some competitive disadvantages for new firms, perhaps
automobile manufacturers are transnational).

¢ New firms may not have access to the latest technology available to ot

These considerations suggest that the automobile industry is mostly uncon
entrants. However, you could argue that the industry is contestable in the s
compete in certain areas of the market if one firm raised their prices too muc
also argue that since there is so much variation between automobiles (produ
opportunities for new firms to be innovative and capture some of the market;
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Oligopoly
1.
2.

Business Objectives and Pricing Decisions
1.

Productive and Allocative Efficiency
1.

Market Power and Market Failure (4.2)

83% = 30+27+26
Consumers: Some groups of consumers can benefit from lower prices; these
only afford the good at the lower prices and so are subsidised by those who ;
Producers: Producers can maximise their revenues and increase their prod
Consumers: Consumer surplus has been minimised and some groups of co
prices. This is allocatively inefficient as average revenues are higher than m
Producers: There are administration and enforcement costs of identifying a
discrimination.

A business needs to understand marginal costs because it shows how much ¢
to produce an extra unit. Similarly with marginal revenue, a business needs
could receive as a result of selling one more unit. Both of these figures hel
rewards for taking on a particular venture. The figures should be used in co
measures, such as sales forecasts, rather than stand-alone.
Students should consider how business objectives affect pricing strategies a
Apple may have had at different stages of the iPhone’s product life cycle.

2007: iPhone is new on the market and Apple needs to ensure that it makes
may have been profit maximisation. The pricing strategy at this point, ther
skimming, used as a way to claw back any high research and development

2008: Apple is known around the world as a top-quality brand and so it is c
more on market share (by working on improving its brand reputation) follo
This is backed up by the fact that the firm reduced the price of its iPhone fr
launch. The pricing strategy at this point, therefore, may have been cost-pl
researched the price that its customers would be willing to pay and conside
like to generate.

2009-2015: Sales of the iPhone increased year on year, making huge leaps
2015. This may indicate that Apple was most interested in sales maximisati
these years. The mobile phone industry is an extremely dynamic one and s
response to this. The pricing at this point, therefore, may have been compe
leadership), used as a way to ensure brand loyalty from consumers who view:
quality. This strategy could also ensure that the company receives repeat pus:

Productivity looks at the number of goods a resource can produce whereas €:
resource has been used. -
A farmer cannot produce both as resources (including land) are in limited s
make a trade-off between wheat and tomatoes. If they choose to produce
5,000 tonnes of tomatoes. This idea is known as the opportunity cost of ta

Market Failure
1.

Monopsony power refers to the buying power of a firm that is a sole buyer
NHS is the main buyer of doctors, it is able to decide what wages it gives.

than under the free market. As a result, this will lead to an excess demand
Trade unions advocate workers' rights and demand higher wages and better:
increases a firm’s costs, it is likely to lower demand for labour. And as supply
unemployment is created. So in effect, a strong trade union obtains monopc
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Business Regulation
1.

Arguments for and against Regulation
1.

Firms with large market power are able to manipulate the market for their o

restrict supply and raise the price of their goods. This is bad for consumers

need to control monopolies or prevent mergers and takeovers that may res
protect consumers.

a) prices :
The policies are designed to increase competition and as such this will h:
prices.

b) profit -
The policies try to restrict profit levels as this can restrict a firm’'s power $;
market.

o efficiency .
Because competition policies restrict prices, firms will want to lower theit:
profits. This means competition policies can inadvertently increase effici

d) quality
Firms may be restricted on prices and profits, and so may instead choo
other ways, such as on the quality of their products.

e) choice
Competition policies increase competition in the market by increasing
consumers have a greater choice of whom they can purchase from. :

Your answer should first explain some of the basic characteristics of a monog:

is characterised by a single firm that has significant market power in setting

entry are high in this market, otherwise other firms would be tempted to en

Assuming that the monopoly is aiming to maximise profit, at a lower outpu

competitive market, it is also likely that the firm will not be productively effi

minimum).

BRI,

If this is the case, then clearly it is a bad situation for consumers: the firm is
expense of consumers, and the government would be justified in trying to i
This could be achieved by, for example, imposing a maximum price, taxing
could end up being passed on to consumers), or lowering barriers to entry
although this strategy has some drawbacks).

However, it is not always the case that a monopoly is bad for consumers. T
corporate social responsibility, and be using its profits to reinvest in the bus
quality of the flying experience for consumers, the convenience of flight tim
aircraft, for example.

In the case of a natural monopoly, it may also be too expensive to encoura
since fixed costs are so high (this is unlikely to be the case in this type of m

In summary, your answer should identify the main advantages and disadva
this market when possible) and explain some situations in which it might be
government to intervene.

Regulating businesses allows competition to flourish, as businesses cannot
the prices of goods for consumers. Increased competition from regulated
compete on quality. This means the whole economy can benefit from impr
The bureaucratic procedures that are involved to ensure regulation is met c
cost to the firm. This means firms’ costs of production will increase. Firms
falling or increase their prices to compensate. Some firms may even go out ¢
margins means the government will gain less tax revenue and the firm will hay
wages. Increasing prices can cause inflation as well as reducing purchasing p\
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Market Failure across the Economy (4.3)

Market Failure in Society

1

Externalities
1.

Policies to Deal with Market Failure
1.
2.

a) The inability to move. In an economic sense, this may mean workers ca
between sectors or industries.
b) Occupational and geographical immobility
¢) Because they represent the inability of workers to adapt their skills to n
where work may be; then they can create structural and geographical u
One possible example of a demerit good could be cigarettes.
Cigarettes are harmful to human health, and so if individuals overconsume CI
limited to the price charged to individuals for buying the cigarettes. Harmfuk:
increased costs to the health-care service. This means the government needs
compared to other important things, e.g. education, thereby inducing an op
increased spending on health care may well have to be financed through in
reduce people’s disposable income and these people are forced to reduce t
This has further negative effects on the economy - i.e. falling profits, increase:

a) Price of a car - private cost

b) Ripple effects of education — social benefit

¢) Pollution from factories — external cost

Goods that produce high pollution levels or create congestion negatively im
additional costs of pollution and congestion will not be paid by the consum
price of the good will be undervalued and this will lead to an overconsumptic:
externalities. -

A good that provides additional benefit to a third party, such as flu vaccines
vaccinated but also reduce the risk of a third party catching flu, will be unde
extra benefit is not felt by the producer or consumer and so they are less wi
of that good.

C
d. It would be expected that prices would be low in a monopolistically com
need for a maximum price on goods.

Your answer should first explain how both of the policies work.

Tradeable pollution permits are distributed to firms by the government, sett
allowed as a whole. Firms then trade the permits (leading to a market and a
means that there is an incentive for firms to avoid polluting in the first place

pay for permits).

A pollution tax has the effect of shifting (or pivoting) supply by firms to the
optimum level: St
Price
S5
Pe
D
> Q.
0
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Both policies aim to reduce the level of pollution to the socially optimum leve:

differences (and similarities) in the outcomes for each policy.

A tradeable pollution permit scheme makes it much less difficult (but still by
government to target a set level of pollution. Tradeable pollution permits fix:

economy, whereas with a tax scheme, the government cannot easily predict
pollution levels.

However, a tax scheme should generate more revenue for the government (
from a permit scheme if it auctions the permits to firms, rather than handing
It can be argued that a permit scheme is more efficient, since market forces

them. With a tax scheme, it may be that certain firms end up paying too mu
on their energy efficiency. This is a problem that should be avoided with a

Finally, both policies may have problems with enforcement: in both cases fir
policies or move to a less strict country (these policies are unlikely to be glo

result in higher prices for consumers, if demand for products is inelastic enou

higher costs.

Macroeconomic Policies and Impact on Firms a

The Aggregate Demand (AD) and Aggregate Supply Model

1. a) If households spend 40p from every extra £1, then the marginal propens§§

multiplier is equal to 1 / (1 — MPC), so in this case the multiplier is 2.5.

b) If the initial injection is £5m, then the eventual increase in income in the

Price A LRAS
Level

(£)

Real GDP

3. a) Thisis likely to shift both AS and AD to the right. More immigrants me

increases aggregate supply. Immigrants also demand goods and servic

demand.

b) This is likely to lead to a shift to the left in AS, since it could lead to a fal

determines productivity. There would probably be a long time lag for t
¢) This should shift both AS and AD to the left. AD would fall since the (X
demand would worsen (since the UK imports more oil than it exports).
that their real incomes are being squeezed by higher fuel or energy cos
since oil is a raw material used in production for many industries, and a
more expensive for firms to produce goods.

d) This should shift aggregate demand to the right, since it will encourage .
on consumption). You could argue that it would reduce government tax.
government spending, shifting AD to the left; but government spending

than consumption, so it likely that the consumption effect would be lar
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Demand-side Policies
1.

Supply-side Policies
1.

Incentive to Work: People can become discouraged if their disposable inc
are spent on taxes.
Income Distribution: Taxing high-income earners can reduce the higher-le
income distribution.
Real Output and Employment: If taxes decrease the incentive to work, the
people may choose to leave the labour market, and/or unemployment will
be seen as a better option. This fall in labour resources can decrease an ec
potential. Equally, taxes are a withdrawal from the circular flow, as they pre
and investing their income.
Price Level (Inflation): Increased taxes mean a decrease in disposable inco
wages to compensate. This will increase the costs of production, and on to
the increasing tax costs. As a response, firms will increase their prices and i
Trade Balance: An increase in the tax rate could increase the costs of prod
their prices as a response. This means their goods will appear less competi
exports will fall (potentially worsening a trade deficit). A rise in direct taxes
This will mean people reduce their spending on imports, and potentially wil
a) reduce poverty and inequality
Making the tax system more progressive can help to even out inequali
those in need can help to support people out of poverty. Similarly, su
occupational and geographical mobility can help assist people to acqu
wages.
b) increase international competitiveness
Supply-side policies can be used to improve efficiency and productivit
improve competitiveness. Reducing taxes can also reduce the cost of g¢
international market. The government could also adopt an exchange rat:
its currency to make exports appear cheaper.

Free-market policies could include: tax cuts, deregulation (e.g. of the financ
Mail), labour market reforms (e.g. reducing the power of trade unions).
Interventionist policies could include: spending on education/training, spen
nationalisation, regulation (e.g. of the financial sector), industrial policy (e.g
Your answer should note that deregulation of markets is traditionally seen
productive capacity of an economy, shifting LRAS to the right. This should
(marks given for correct labelling, and shift in AS shown correctly). You cou
from unnecessary rules / red tape is generally seen as positive (it often increa
enhance international competitiveness and encourage foreign investment int
case). It also has little or no opportunity cost, unlike many other supply-sid

On the negative side, clearly in Ireland’s case too much deregulation was a
risk-taking behaviour to emerge. If financial institutions cannot effectively
must set standards or oversee the industry to some degree. On an AD/AS
this by an initial increase in AS (during the boom) following by a fall in AS (
required for full marks, though. A good conclusion should mention that th
depends on the degree of regulation/deregulation in the industry to start w
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Risk and the Financial Sector (4.5)

Risk and Uncertainty S

1. A forward currency market allows a firm to agree to a fixed exchange rate b \\\\\\\
future. This eliminates exchange rate risk (although they might have to pay
rate to allow for the risk). For example, if the exchange rate is currently £1 \%\ \\\\\
there is a high chance of the exchange rate changing to £1 = €1.80 by the ti \\\\\ §
in euros, they might agree to an exchange rate of £1 = €1.60 on a forward m s
\\\
. . %\ \
The Role of the Financial Sector -
1 b @\\\\\\\\
: §oE
2. (Any two of the following) § &
B3
e The financial market is a market where people buy and sell commoditie ol
market for money. In other words, money is what is being bought and R

s

'
\\\\\\

supply).
e  Financial markets come in a number of forms, such as the money mark
exchange market.
*  The main role of financial markets is to provide funds to those who wan:.

f/

i

/Jf/

does so by taking money from those who have excess money. This exces \\\\\\
left over following consumer spending. Banks facilitate in this channell \\\\
e Therefore, the financial markets help people to save. This money is ther::
firms that want additional funds. - \\®\\
¢  Financial markets also assist in the buying and selling of currency. In fa % §
bought in the future at a rate decided today for that future sale. This prs: \\\\\\ %\
exchange rate instability. This is known as the forward market. - \%\\\ \\\
e  Financial markets also provide a market for equities (i.e. shares and bon \\§
on the stock market to raise capital for firms. Government bonds can a s

]

financing debts. \\\

i

el
The Role of the Central Bank \\

1. ¢
2. The central bank (the Bank of England in the UK) has many different roles to &
including:

e  Setting monetary policy — the base interest rate set by the central bank
financial sector. Furthermore, the central bank can provide liquidity tc
easing (one way of lending to banks to increase the money supply). Thig!
banks to firms and households.

e Regulating the financial sector — the Bank of England plays an impo
example, requiring banks to hold certain amounts of capital in case of
consumers and promote competition in the financial sector, as well as
financial system.

e Lender of last resort — the central bank can provide emergency funding
of a crisis, to prevent a bank run (which is when people with deposits at
try to withdraw their money at the same time - this happened to North

e  Promoting financial stability — the central bank is charged with maintai
financial system as a whole. It achieves this through the functions me i
‘forward guidance’ strategy, where the bank announces future policy: 9
markets that there won't be any sudden surprises. QQ
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The Global Financial Crisis
1.

One of the key causes of the financial crisis was that banks were making ris
higher returns, often without appreciating how risky they actually were, and
liquid reserves. Clever financial innovations such as ‘collateralised debt obli
made it seem as if risk was being eliminated from the system, but in reality
that were never likely to be paid back (‘toxic’ assets).

When the crisis finally hit, it was difficult to tell who was going to incur the
trading arrangements were so complex and interlinked. Also, since most of
the same kind of assets, they were all exposed to the eventual losses, and e
bailouts.
In the context of the financial sector, it is argued that there is a moral hazar
big to fail' know that they will be bailed out by the government. This encou
cost of a banking crisis falls disproportionately on the economy at large, rat

Some argue that this isn't a completely accurate explanation of the financia
aware that they were putting the whole system at risk, and there was still a
in banks during the crisis (so they did bear some of the cost).

However, going forward, the problem of moral hazard should be taken seri
allow banks to think that they are guaranteed to be bailed out in the event
encourage more irresponsible behaviour today.

One of the key consequences of a financial crisis is a fall in lending (a credit
ordinary households and businesses, reducing aggregate demand in the ec
important role here too: less confident consumers are likely to save (often in:
instead of spend, which causes an economic slowdown.
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