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Introduction

The Exam Success series has been designed to help you reach your highest
potential and achieve the best possible grade. Each book fully covers the
syllabus and is written in syllabus order to help you prepare effectively for
the exam. In contrast to traditional revision guides, these new books contain
advice and guidance on how to improve answers, giving you a clear insight
into what examiners are expecting of candidates, and include a unique
section on how students can repair an answer that is incorrect or inadequate.
Each of the Exam Success titles consists of two parts: the first part covers
the content of the subject, with clear syllabus references, while the second
part contains exam-style questions and advice on how to improve your
performance in the exam. All of the titles are written by authors who have a
great deal of experience in knowing what is required of candidates in exams.

Exam Success in Cambridge International AS and A Level Economics has been
written specifically to meet the requirements of the AS Level and A Level
Cambridge 9708 Economics syllabus. The first part of the guide consists of

10 units. The first five of these cover the content that is required for the AS
exam, while the last five cover the additional content that is required for the
A Level exam. Each unit closely follows the syllabus and includes diagrams to
help you fully understand the content, with exam tips and worked examples
throughout. There is a revision checklist at the end of each unit, which you
can use to ensure you have covered all of the topics. There are also examples
of exam-style questions at the end of each unit, covering both multiple choice
questions (featured in Papers 1 and 3) and structured questions (featured in
Papers 2 and 4). In the second part of the guide, in Units 11 and 12, there

are further examples of exam-style questions and useful advice on how you
can best prepare for the Economics exam. There is also an appendix on
maths skills for Economics, which includes worked examples to show how
mathematics can be used by economists, and a list of the more important
formulae that you may need to use in the exam.

Each of the titles in the Exam Success series contains common features to
help you do your best in the exam. These include the following:

Key terms

These give you easy-to-understand definitions of important terms and
concepts of the subject.

These give you a clear indication of some of the errors that students have
made in exams in the past, helping you to avoid making the same kinds
of mistakes.

These give you guidance and advice to help you understand exactly
what the examiners are looking for from you in the exam.

\

¥ What you need to know

These provide you with useful summaries of the main features of topics
you would need to demonstrate an understanding of in the exam.

L.




These include key information that you will need to remember in the
exam if you are to achieve your highest possible grade.
L

— a

' Raise your grade

In these sections, you will be able to read answers by candidates who do not achieve maximum
marks. This feature provides advice on how to improve the grade for these answers.

Revision checklist

Each unit has a revision checklist, which gives you the opportunity to check whether you have fully
understood all of the material that is covered in the unit.

) | Exam-style questions

Each unit contains examples of exam-style questions so you
understand the sort of questions you can expect to see on each
topic when you take your exam. There is also a complete unit

of exam-style questions towards the end of the book in Unit 12,
which are arranged by paper. These questions provide ample
opportunities to practise the skills and techniques required of you
in the exam.

The answers to all of the exam-style questions included in
the book can be found on the QUP support website.

Repairing an answer

Unit 11, ‘Raising your achievement’, contains advice and guidance on
how an incorrect or inadequate answer can be improved or ‘repaired’,
through making appropriate revisions or additions to the answer.

Tables

Unit 11 also includes tables to show how to analyse knowledge and ideas
on particular topics.

The Exam Success series is clearly focused on giving you practical advice that
will help you to do your best in the exam. The ‘sample’ candidate answers,
in particular, are extremely useful as they include examiner commentary and
feedback. The expectations of examiners are made very clear throughout the
books, so you can fully understand what is expected of you in the exam. This
will also help to boost your confidence as you approach the exam.

Access your support website for additional content here:

www.oxfordsecondary.com/9780198412717



Basic economic ideas
and resource allocation

scarcity, choice and opportunity cost
positive and normative statements

factors of production

production possibility curves

money
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classification of goods and services.

resource allocation in different economic systems and issues of transition

1.1 Scarcity, choice and opportunity cost

This topic is concerned with:
» the fundamental economic problem

» the meaning of scarcity and the inevitability of choice at all levels
(individuals, firms, governments)

the basic questions of what will be produced, how and for whom
the meaning of the term, ‘ceteris paribus’

the margin and decision making at the margin

Y ¥y vy

short run, long run and very long run.

The fundamental economic problem

The fundamental economic problem refers to a situation where there is a
relative scarcity of resources in relation to the unlimited wants and needs
of people.

¥ What you need to know

You need to understand that the fundamental economic problem occurs
in all economies, including both developed and developing economies.

J

It may appear that certain resources are not scarce in some countries.
For example, there may be a high level of unemployment, suggesting an
abundant supply of labour, and yet there may be an insufficient supply of
labour with the right skills and/or in the right places.

It is important that the fundamental economic problem, which applies to

all economies, is not confused with particular economic problems that

can occur in specific countries, such as a relatively high rate of inflation
| or level of unemployment.

Economic problem: the
situation of the relative
scarcity of resources in
relation to the unlimited
wants and needs of

people.

Do not confuse the
existence of the
fundamental economic
problem, which is a
universal problem,
with particular
economic problems
in specific countries,
such as a high level of
¢ unemployment.

Resources are limited,

whereas the needs and
wants of people
are unlimited.




The meaning of scarcity and the inevitability of choice at
all levels

refers to a condition where there are insufficient resources to satisfy
all the needs and s of people. This makes » inevitable, because
there will be a requirement to make decisions about the possible alternative
uses of scarce economic resources. These decisions will be taken in terms
of opportunity cost; this is the next best alternative that is foregone, as a
result of taking a decision. Choice will involve all levels of economic decision
making, i.e. at the level of individuals, firms and governments.

: a condition where there are insufficient resources to satisfy all
1he wants and needs of people.

;- the demand for something that is essential, such as food
or shelter.

1is: the demand for something that is less important than the
demand for a need (such as a new television) and which is not
necessarily achieved by a consumer.

e: the need to make decisions about the possible alternative
uses of scarce resources, given the existence of limited resources and
unlimited wants and needs.

: the cost of something in relation to a foregone
opporlunlty i.e. it mdlcaTes the benefits that could have been obtained
by choosing the next best alternative.

Make sure you don’t refer to opportunity cost in terms of any choice that
is made. The foregone opportunity needs to be seen in terms of the next
best alternative that is foregone, not just any possible alternative.

The inevitability of choice applies at all levels in an economy, i.e. at the
level of individuals, firms and governments.

The concept of
opportunity cost does
not only apply to
production decisions;
it can be applied to
consumption decisions

as well.
\ J

Economic resources
have alternative possible
uses and so a choice
will need to be made

about the use of each

L particular resource.

What you need to know

You need to understand
that the existence of
scarcity makes

choice inevitable.

The basic questions of what will be produced, how and
for whom

There are three basic questions that need to be asked in every economy:

> What will be produced?: decisions will need to be taken about what is
going to be produced with the economic resources and how much will be
produced. For example, a decision will need to be made in terms of how
many agricultural products will be produced in an economy and how
many industrial products.

» How will it be produced?: production involves the combination of the
four factors of production - land, labour, capital and enterprise - and
decisions will need to be taken in terms of exactly how these factors will
be combined to produce the required output.

> For whom will it be produced?: if it is not possible to satisfy the needs
and wants of people in an economy, decisions will need to be taken as
to which needs and wants will be satisfied, i.e. how is the output to
be distributed?

These three basic
guestions will be asked
in every economy;,
however developed it is.




Basic economic ideas and resource allocation

You need to understand that answers to the three questions on the

previous page will provide a very good indication of the nature of
different economies.
L

You need to recognise that a decision to produce more of one product,
such as agricultural products, may lead to a lower production of another
product, such as industrial products. This will be considered later in
terms of the production possibility curve.

Candidates often focus on production, but it is also necessary to
consider how the output that has been produced is to be distributed to
L different people in an economy.

There are different ways of producing a given output. For example, to
what extent production is capital-intensive, i.e. where there is a relatively
high proportion of capital used relative to labour, or labour-intensive,

i.e. where there is a relatively high proportion of labour used relative to
capital.

The meaning of the term 'Cetevris paribus'

The term ‘ceteris paribus’ literally means ‘all other things being equal’. This
is important in Economics because it emphasises that the other factors which
could influence a relationship between two variables are assumed to remain
constant.

Economics is regarded as one of the social sciences and yet it would be very
difficult to regard it as a science, in the same way that chemistry, biology or
physics can be regarded as sciences, given that it is concerned with human
behaviour. The very nature of the subject matter of Economics can therefore
cause difficulties.

The use of ‘ceteris paribus’ means that for the purposes of establishing
a theory or a model in Economics, it can be assumed that other possible
influences on behaviour, apart from what is the focus of the theory or
model, are held constant.

Ceteris | us: literally
‘all other things being
equal’, i.e. the other
factors which could
influence a relationship
between two variables
are assumed to be
constant.

Make sure that you

fully understand what

is meant by the term
‘ceteris paribus’ and can
explain its importance

in relation to the claim
of Economics to be a

social science.
L




Decision making at the margin

Economists, when analysing decision making, will often concentrate on
decisions that are taken at the margin. This is the point at which the last unit
of a product is consumed or produced.

In answering a question on the satisfaction of people when consuming
a good, it is important to distinguish between marginal utility and
total utility.

Make sure you can clearly distinguish between average, total and
marginal data. For example, there can be confusion between average
cost, total cost and marginal cost. You need to understand that average
cost is the total cost divided by the output produced, total cost is all
the costs of production added together and marginal cost is the cost

Margin: the point at
which the last unit of a
product is consumed or
produced.

What you need to know

You need to be able to

distinguish between
marginal and average
data.

involved in producing just one more product.
|-

Short run, long run and very long run

Economists distinguish between three different time periods:

» The short run refers to a time period in which only some variables
may change, i.e. some factors of production will be fixed and some will
be variable. Technical progress is held to be constant.

» The long run refers to a time period in which all of the factors of
production will be variable. Technical progress is held to be constant,

» The very long run refers to a time period in which it is possible for
supply to change as a result of technical progress. This distinguishes the
very long run from both the short run and the long run.

Don’t be confused into thinking that the short run and the long run refer
to a specific period of time, this is not the case. The period of time
involved before the short run becomes the long run will vary from one
industry to another. It could be a matter of weeks or months in one
industry and a matter of years in another.

short run: a period of
time in which at least
one factor of production
is fixed in supply and
output can only be
increased by using more
of the variable factors.

ng run: a period of
time when all factors of
production are variable
and output can be
increased by using more
of all factors.

:atime
period when technical
progress is taking
place, affecting the
ability of firms to supply
products.
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| Raise your grade

Explain why the fundamental economic problem makes choice inevitable at all levels of
an economy. [8]

The fundamental economic problem refers to the fact that the needs of people are unlimited’

and that there are not enough economic resources fo satisy those needs. There is therefore a
situation of 5carcﬁ1 “and, 25 2 result, choices will have 1o be made and decisions taken in relation

........................................................................................................................................................

consurmers and mdmdua\ flrms

How to improve this answer

The candidate has referred to the fact that the needs of people were unlimited, but not to the
fact that this also applies to wants as well as needs.

The candidate could have explained the term ‘scarcity’ more clearly, making it clear that this
situation arises where there are insufficient economic resources to satisfy all the people.

The candidate could have referred to the concept of ‘opportunity cost’, as this concept
focuses on the different possible uses that can be made of the scarce resources in terms of
the next best alternative that is foregone as a result of taking one decision rather than another.

The candidate recognises that choice is inevitable for individual consumers and for individual
firms, but makes no reference to the third level, i.e. government. Governments also have

to take decisions in relation to the different possible outcomes of resource allocation. For
example, whether to build a new road or a new school.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




1.2 Positive and normative statements AS 1(b) |

This topic is concerned with:

> the distinction between facts and value judgements.

The distinction between facts and value judgements

Candidates need to be able to clearly distinguish between a positive
statement and a normative statement, A positive statement is one that is
based on factual evidence, i.e. it will be objective rather than subjective.
A normative statement is one that involves making a value judgement or
expressing an opinion, i.e. it will be subjective rather than objective.

Don’t confuse positive and normative statements and objective and
subjective statements. Understand how they are different.

A positive statement usually uses the word ‘is’, e.g. ‘value added tax is an
example of an indirect tax’. Whereas a normative statement usually uses
the words ‘ought’ or ‘should’, e.g. ‘the government should spend moare
money on defence than on transport’.

1.Z Factors of production (AS 1(c) |

This topic is concerned with:

» the rewards to the factors of production: land, labour, capital
and enterprise

» the role of the factor enterprise in a modem economy

» specialisation and division of labour.

The rewards to the factors of production

It has already been pointed out that there are four factors of production, and
each one is paid its own reward:

» rent is paid to land

> wages or salaries are paid to labour
» interest is paid to capital

» profit is paid to enterprise,

Land: the factor of production that is concerned with the natural
resources of an economy, such as farmland or mineral deposits.

Labour: the factor of production that is concerned with the workforce of
an economy in terms of both the physical and mental effort involved in
production.

Capital: the factor of production that relates to the human-made aids to
production, such as tools and equipment.

Enterprise: the factor of production that takes a risk in organising the
other three factors of production. The individual who takes this risk is
known as an entrepreneur.

Positive statement: a
statement that is based
on facts and factual
evidence.

Normative statement:
a statement that is
based on beliefs
rather than on factual
evidence.

Value judgement: a
judgement that is a
reflection of particular
values or beliefs.

o .

Make sure that you can
distinguish between
labour, in the form
of human capital,
and capital, in the
form of machinery or

L equipment.
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Common error

Make sure you don’t get confused by the term ‘land’. It doesn’t just meanﬁ
land in the sense of a space that can be used for agricultural production,
e.g. a farm, or industrial production, e.g. a factory. It has a wider meaning
in the sense of referring to the natural resources of an economy, including
forests, lakes and rivers.

The term ‘labour’ can also be confusing. It refers to all aspects of labour,
including both physical and mental work. The term can also be used

to apply to the skills, knowledge, experience and abilities of the labour
force, which is why labour is also frequently referred to by economists as
human or intellectual capital.

Capital, in the sense of being an economic resource or factor of
production, can also be a misleading term. In this sense, it refers to
the human-made aids to production, such as tools, machinery and
equipment. It can also refer to factories. It should not be confused with
the word ‘capital’ when it is used to mean money.

The term ‘enterprise’ can also cause difficulties. It refers to the role of the
entrepreneur in combining, organising and coordinating the other three
factors of production to enable production to take place and this involves

taking a risk.

The role of the factor enterprise in a modern economy

The factor enterprise has already been referred to above and it is important
to understand its role in a modern economy, both in terms of organising the
other factors of production and, in doing so, taking a risk.

In many countries, there has developed what can be called an ‘enterprise
culture’ which encourages the emergence of entrepreneurs, although in some
of these countries the encouragement has come from a variety of government
initiatives.

Specialisation and division of labour

. 1 refers to concentration on the provision of particular goods
and services rather than other products. Specialisation allows for, and
encourages, a concentration on what producers are best at doing and so
enables production to increase. When there is specialisation of economic
activity by product or process, this is known as the

: the process by which individuals, firms, regions and
whole economies concentrate on producing those products in which
they have an advantage.

: the process whereby workers specialise in, or
concentraie on, par‘llcular tasks.

What you need to know

You need to understand that specialisation does not only refer to the
situation where individual workers concentrate on performing particular
tasks. Specialisation can also refer to the process by which firms, regions
and whole economies concentrate on producing those products in which
they have an advantage.

The element of risk-
taking is fundamental to
the factor enterprise and
it is that characteristic
that distinguishes the
entrepreneur from

other workers. The risk
involved in what they do
arises from the situation
of uncertainty that is
associated with any

| initiative that they take.

Make sure you can
write about both

the advantages and
disadvantages of
specialisation and
division of labour.
These advantages and
disadvantages can be
seen from the viewpoint
of the worker, the firm

L and the whole economy. )




Some people think that there are only advantages to the division of
labour, such as the fact that there can be a saving of time or that the
application of technology is easier. However, you need to remember that
there are also potential disadvantages, such as the fact that it can lead to
boredom and alienation and that this could contribute to making workers
less motivated and less productive.

Resource allocation in different
economic systems and issues of transition

This topic is concerned with:
» decision making in market, planned and mixed economies

» issues of transition.

Decision making in market, planned and mixed economies

There are three types of economic system:
» market economies

» planned economies

» mixed economies,

A market economy, or market systemn, is one that is characterised by a

relatlvely low level of state or government intervention in the economy where

decisions about the allocation of resources are taken in the private sector
by producers and consumers. The price mechanism is the means through
which these decisions are taken, bringing about changes in the allocation of
resources in such an economy.

Division of labour is just

one particular form of
specialisation where the
principle is applied to
the work of particular
individuals in the
carrying out of various

tasks.
L

A market economy can also be known as a free economy, however,

this description can sometimes cause confusion; it does not mean that
goods and services are ‘free’, but that they are provided through a ‘free
market’, i.e. one that relies on the private, rather than the public, sector.

It is sometimes thought that there is no state or government intervention
in a market economy, but there is no economy in the world with no state
or government intervention; the term market economy simply means that
the role of the state or government is relatively small.

A market economy, operating through the price mechanism and stressing
the importance of profit maximisation, is often regarded as a better
system than the alternatives. However, it also has to be understood that
there are a number of disadvantages, as well as advantages, of such an
economic system, giving rise to what is called market failure.

A planned economy, 0T ct 1and e my, is one that is characterised by
a relatlvely high level of state or government intervention in the economy
where decisions about the allocation of resources are taken by a central
planning agency on behalf of the government. These decisions are usually
taken within the context of a five year plan.

or ma ste

a type of economic
system where decisions
about the allocation

of resources are taken
in the private sector

by producers and
consumers.

the process by

which changes in
price, resulting from
changes in demand
and/or supply, bring
about changes in the
allocation of resources
in a free market
economy.

1ed or commanc
my: a type of
economic system
in which decisions
about the allocation
of resources are taken
by the state or by
government agencies.
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The disadvantages of a planned economy, operating through government
commands or instructions, are often stressed, but it also has to be
understood that such a system can have some advantages, such as the
fact that unemployment could be lower than in a market economy and
the distribution of income and wealth more equal.

It should be clear that both market and planned economies have a variety of
advantages and disadvantages and so most economic systems in the world
today can be regarded as ;, combining elements of both a
market economy and a planned economy.

The balance of the mixed economy can change over a period of time.

For example, in 2008-2009, a number of financial institutions in different
countries experienced difficulties and many of these had to be supported by
government. In the UK, two of the major banks, Royal Bank of Scotland and
Lloyds Banking Group, had to be supported by the government to prevent
them from going out of existence.

Don’t be confused into thinking that there is one ‘type’ of mixed
economy that will be the same all over the world, but in actual fact this
type of economic system can vary enormously between countries. For
example, in one economy, the mixture might be 25% public sector and
75% private sector, while in another economy the mixture might be 75%

Viixed ¢ y: atype
of economic system

in which decisions
about the allocation of
resources are taken in
both the private sector
and the public sector.

A planned economy

can also be known as

a command economy,
because the government
‘commands’ or
‘controls’ the allocation
of resources to a large

public sector and 25% private sector.

Issues of transition

Economies are not ‘static’. They can be regarded as ‘dynamic’ entities and
many economies are going through a process of transition from one type of
economic system to another. In most cases, this process of transition will be
from a planned economy to a market or mixed economy.

This development has given rise to what has been called a ira ;
iy, i.e. an economy that is in the process of changing from a planned
economy to more of a mixed economy.

¥ What you need to know
3

You need to understand that this process of transition is one that will
take a number of years and will not happen ‘overnight’.

During this process, the economy is likely to experience difficulties,
such as when government commands are increasingly replaced by
price signals as the main determinant of a change in the allocation
of resources.

You should also be aware that encouragement of economic reforms that
involve a change from government control to competitive markets has
come from the World Bank.

extent.

an economy that is in
the process of changing
from a planned or
command economy

to more of a mixed
economy where market
forces have greater
importance.

Nationalisation and
privatisation will

change the nature of

a mixed economy.
Nationalisation increases
the size of the public
sector relative to that of
the private sector and
with privatisation having
L the opposite effect.

Show that you
understand that a mixed
economy is not ‘static’,
and give an example of
how the balance of the

| economy can change.

-




., Raise your grade
Discuss to what extent a transition from a planned economy to a market economy will always be a

smooth process. [12]

Many economies have in the past been planned economies. These are economies where major

.........................................................................................................................................................

be in a market economy, with pmws generally da’rermmbd by the governmbn’r
These economies, known as transitional economies,” are now going ’fhmugh the process of changf,

reduced in imporfance, the private sector has increased in imporfance.

In mmc of these countries, the process: has bwn ra\ahva‘w smooth, if slow. Howwer m Oﬂ’lbl“%
’fhr, procrfaa haﬁ bccn accompamcd b1 mcr&a-ac-a m uncmp\@imcn’i and/or mﬂa’non

How to improve this answer

The candidate's analysis could have been developed more fully, such as in relation
to exactly how prices are determined by the government, although there is a useful
contrast with what happens in a market economy.

There is a reference to the fact that these economies are in the process of changing
from one type of system to another are known as transitional economies, but there
is no definition of exactly what is meant by a transitional economy.

The candidate has again referred to a market economy, but has not really gone very
far in their analysis of this type of economic system.

The candidate has included some appropriate examples of countries that are going
through this process of change.

There are some passing references to ‘market forces’, the ‘price mechanism’ and
the ‘private and public sectors’, but this needed to be developed more fully.

There is some attempt at evaluation in the final paragraph, but this is rather limited
and really needed to be developed more fully.

Analysis: 4/8
Evaluation: 1/4

Total: 512
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1.5 Production possibility curves (AS 1(e) |

This topic is concerned with:
» the shape and shifts of the curve

» constant and increasing opportunity costs.

The shape and shifts of the curve

A production possibilitv curve (PPC) can be used to show the maximum
possible output that can be achieved in an economy given the use of a
particular combination of resources and technology in a given time period.

If an economy is operating on its PPC, in order to increase the output of one
type of product, it will be necessary to reduce the output of the other. This
can be seen in Figure 1.1, where a movement from X to Y along the PPC
leads to an increase of BD industrial output and a decrease of AC agricultural
output. It can be seen that the shape of the PPC is a curve.
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A Figure 1.1 A production possibility curve

Figure 1.1 shows a movement from one point on a PPC to another, but it is
also possible for there to be a shift of the whole PPC. This is shown in
Figure 1.2, where there is a movement of the PPC to the right from PPC, to
PPC,. When this happens, an economy can produce more of both types of
good, i.e. there can be an increased output of both agricultural products and
industrial products.

a A
SB
8
= A
|
2
5
o
2
PPC4 PPC»
0 »

A B
Industrial products

A Figure 1.2 A shift to the right of a PPC
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Production possibility
curve (PPC): a curve
that joins together the
different combinations
of products that

can be produced in
an economy over a
particular period of
time given the existing
resources and level of
technology available.




¥ What you need to know

You need to understand that a production possibility curve can also
be called a ‘production possibility frontier’ or a ‘production possibility
boundary’.

You need to understand that a PPC illustrates the total output of two
products given the availability of resources in an economy in a given time
period. This output of two products is within the constraint of a given
level of technology in a given time period.

There will be an element of opportunity cost involved with a movement

from one position to another on a PPC, i.e. it is not possible to have an

increase of output of both products. However, if it is possible to shift a

PPC to the right, then it becomes possible to produce a greater output of
L both products.

Constant and increasing opportunity costs
It has already been pointed out that a PPC is drawn as a curve rather than as
a straight line. If there was a situation of constant opportunity costs, then it Increasing opportunity
would be possible to draw a PPC as a straight line. However, it is usually the costs: this occurs when
. : . SOl RS : the extra production of

case that there will be a situation of increasing opportunity costs, i.e. there /

ill notb ual sacrifice of reso as there is a mo t al ok i
will not be an eq crifice of resources ere is a movement along ever-increasing

a PPC. sacrifices of another.

0 What you need to know

You need to understand that a PPC can only be drawn as a straight

line, rather than as a curve, when there are constant opportunity costs,
i.e. when there is a movement along a PPC, the amount of production
sacrificed by agricultural products and gained by industrial products are
the same.

However, this is unlikely to happen because of the existence of the law
of diminishing returns. This stresses that as extra units of a resource
are used in production, they will lead to successively smaller increases
in output. This is because not all factor inputs are equally suited to the
production of different products.

As a position is reached that is closer to either end of a PPC, ever

increasing amounts of one type of product will need to be sacrificed

to produce more of the other, because of the fact that different factors

of production have different qualities, and that is why a PPC is usually
| drawn as a curve rather than as a straight line.
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.\ Raise your grade

Describe a production possibility curve and explain why it is usually drawn as a curve rather than
as a straight line. [8]

A production possibility curve shows the maximum output that it is possible to produce given the

........................................................................................................................................................

one- on e vertical axis, such as agricultural output, and one on the horizontal axis, such as
industrial ou‘fpu’f

........................................................................................................................................................
.................................................................................................................................................

........................................................................................................................................................

How to improve this answer

The candidate has demonstrated some knowledge and understanding of a
production possibility curve, but this could have been developed more fully, e.g.
by pointing out that the output is also constrained by the technology of a given
time period.

The candidate could have emphasised how a PPC is a simplified version of what
can be produced in an economy with its resources, contrasting this with the reality
of production of many different types of products.

The candidate refers to the idea of ‘constant opportunity costs’, but there is no
attempt to explain what this actually means.

The candidate refers to the idea of ‘increasing opportunity costs’, but again there
is no attempt to explain what this actually means. For example, it would have been
helpful if the candidate had brought in the law of diminishing returns to help explain
why a PPC is drawn as a curve rather than as a straight line.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




Money
This topic is concerned with:
» the functions and characteristics of money in a modern economy
» barter, cash and bank deposits, cheques, near money and liquidity.

The functions and characteristics of money in a
modern economy

Money performs four functions in a modern economy:
> a medium of exchange

» a measure of value or a unit of account

» astandard for deferred payment

> astore of value or a store of wealth.

Money has a number of distinctive characteristics and these include

the following;:
> acceptability » durability » recognisability
» divisibility »  scarcity » uniformity

> portability » stability of supply > stability of value.

Money as a medium of exchange essentially depends on its general
acceptability in an economy as a way of financing transactions.

Money as a measure of value or as a unit of account makes it relatively
easy to compare the value of different goods and services, something
that was very difficult to do with barter.

Money as a standard for deferred payment enables people to borrow
money and pay it back at a later date; this encourages the provision of
credit and so is vital to the development of trade.

Money as a store of value or wealth could be adversely affected if a
erode the purchasing power of a given sum of money over a period of

time, so even though money enables saving to take place, the real value
L of those savings will fall if an economy experiences inflation.

In a ‘modern economy’
money in the form of
cash is becoming less
important and should be
seen not just as cash,
but in terms of balances
held in different financial

country experiences a relatively high rate of inflation because inflation will

Barter, cash and bank deposits, cheques, hear money
and liquidity

refers to the situation that occurs where, instead of using
transactions involve the direct exchange of goods and services without the
use of any monetary mechanism. The main reason that barter was replaced

: the direct exchange of one good or service for another.

v: anything which is universally acceptable as a means of payment
for goods and services and a settlement of debt.

L institutions.

A common error of
candidates is to confuse
the functions of money
with the characteristics
or attributes of money.
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by money is that it relies on a « e , 1.e. one person
offering a good or service needs to be able to ﬁnd someone whn wants

the particular good or service and that person also needs to be offering
something in exchange that the seller wants.

Money is often regarded as cash, but in many economies there is a move
towards a cashless society. It is therefore important, in a modern economy,
that money is seen as ha s in a variety of financial institutions,
including banks, building societies, friendly societies and credit unions.

A cheque is simply a means of transferring money; it is not money.

; refers to financial assets that could settle some, but not all,
debts. Liquidity refers to how easy or quick it is to turn a financial asset
into money.

ble coincic : the situation where, in a barter system
of exchange a seller needs 10 fmd a buyer who not only wants what the
seller is selling, but also has something that the buyer wants.

;h: the notes and coins in existence in an economy; this is the most
liquid form of asset.

lank dej > money that is held in accounts with a financial
msmutlon such as a bank, a building society, a credit union or a
friendly society.

:: a written instruction to a financial institution to pay an amount
of money from an account; although a method of payment, a cheque is
not a form of money.

! : an asset that can be transferred into money relatively
easﬂy and qumkly, but is not actually money; it is therefore sometimes
known as ‘quasi money’.

juidity: a term used to indicate when a financial asset is turned
into cash.

Money should not be
viewed in terms of just
cash. As economies
move towards a
cashless society, most
money is held in the
form of bank deposits,
frequently accessed
through a variety of
cards and electronic
transactions.

Make sure you recognise that barter refers to the direct exchange of
goods and services without the use of money, as well as understanding
that the main limitation of barter is that it relies on the existence of a
double coincidence of wants, with two people each wanting what the
other has to sell.

A number of candidates regard a cheque as a form of money, but this
is incorrect; a cheque is simply a means of transferring money from one
account to another.

You should also understand that near money refers to financial assets
that can settle some, but not all, debts and so it is unable to perform all
of the functions of money. In particular, it cannot be used as a medium of
exchange because it will not be generally acceptable.

Make sure you can explain the concept of liquidity. The term simply
refers to the ease with which it is possible to turn a financial asset into
| money. For example, cash is the most liquid type of financial asset.




<} Raise your grade
Explain how money, in performing its various functions, can facilitate a country’s economic progress. [8]

Monvf is said fo have four functions or roles that it psrforms in 2 modern economy.

........................................................................................................................................................
..................................................................................................................................................
--------------------------------------------------------------------------------------------------------------------------------------------------------

Thirdly, it has the function of operating 26 a standard for deferred payment. This is very
important in a modern economy 2s it enables pwp\b 10 borrow monw and 1o pay it back at 2

.................................................................................................................................................
........................................................................................................................................................

Finally, the fourth function of money is as a store of value or wealth. This is where wealth can be
stored in the form of money and savings are therefore encouraged.

How to improve this answer

The candidate has referred to money as a medium of exchange, but it would have been
helpful if the candidate had pointed out that this role could only be performed effectively if
money was generally accepted as a means of payment for goods and services in an economy.
For example, there could have been a reference to the idea of ‘legal tender’.

The candidate correctly refers to this second function of money, but it would have been helpful
if the candidate had also pointed out that this function helps consumers to make economic
decisions in terms of buying one product rather than another.

The candidate has stressed the importance of money operating as a standard for deferred
payment, especially in terms of encouraging the provision of credit, but this point could have
been developed more fully, especially in relation to the purchase of products through the use
of credit cards, a major factor in the increase in consumption.

The candidate has referred to the function of money as a store of value or wealth and has
linked this to the encouragement of savings. However, this point could have been developed
more fully, such as through pointing out that the savings that are deposited in financial
institutions enable these firms to lend to others. The candidate could also have pointed out a
limitation of this function in countries with relatively high rates of inflation where saving may be
discouraged due to the erosion of the real value of those savings.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8
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The classification of goods and services
This topic is concerned with:
> free goods, private goods (economic goods) and public goods

» merit goods and demerit goods as the outcome of imperfect information
by consumers.

Free goods, private goods (economic goods) and
public goods

A lree good is one which does not involve the basic condition of scarcity,
i.e. there is a sufficient quantity of it to satisfy demand and so there is no
necessity for there to be an . Examples of free goods
include sunshine, air and sea water.

A private or eco , on the other hand, is one which does involve

the basic cnndltlun af scan:1ty As a result of such scarcity, there needs to be
an allocative mechanism to decide which people are able to consume it and
which are not. This will be through the existence of the price mechanism. A
private good, such as a bicycle, a car or an item of clothing, will have three

essential characteristics: it is rival, excludable and rejectable.

Another type of good is that of a | «d, such as street lighting or a
flood control system. Public goods have three essential characteristics and
these are the opposite of those of a private good: they are 1 val,

and non-rejectable. A particular feature of non-excludability

is that it would be impossible to exclude anybody who had not paid for a
product, e.g. street lighting; this gives rise to the existence of the

problem, i.e. a person who has no incentive to pay for the use of a public
good because there can be consumption without any payment being made.

! 1: a good which is not scarce and so therefore does not need
a mechanism to allocate it; the demand for a free good is equal to the
supply of it at zero price.

\llocative : a method whereby scarce resources are
dlstrlbuted inan economy

’rivate or econom ood: a private good that is relatively scarce and
SO WI|| need 10 be allocated to a particular use in some way through an
allocative mechanism.

*ublic : a good which has the three characteristics of being
‘non- rwal' ‘non excludable’ and ‘non-rejectable’.

- : if one person consumes a product, it does not reduce the
extent of its availability to other people.

) : a situation where it is not possible to exclude any
person from its use.

lo : the idea that certain public goods cannot be rejected
by people.

. : a person who has no incentive to pay for the use of a
publlc good because there can be consumption without any payment
being made.

Do not confuse a free
good, such as air,

with a product that is
provided for free by a
government. A product
such as healthcare may
be free, in that a fee
may not be paid directly
to a doctor, but it is

still an economic good
because the resources
involved in the provision
of the healthcare have

LElherneni\afr;\ uses.




i What you need to know

You need to know that as free goods are not scarce, there is no cost
involved in the consumption of them, unlike the consumption of a
private good, so no price is charged. There is no need for there to be
a mechanism to allocate a free good because the demand for, and the
supply of, the free good are equal at zero price.

Although air may be regarded as an example of a free good, fresh air
may be a less helpful example.

When one person consumes a private good, it reduces the quantity
that is available to others. It is excludable in that potential consumers
can be excluded from consuming a product because of the producer
charging a price for it. It is rejectable in that if a person wishes to reject
the opportunity to purchase a private good, they can do this simply by
not buying it.

The characteristics of a public good are the opposite of those of a
private good. It is non-rival in that if one person consumes a product, it
does not reduce its availability to others. It is non-excludable in that it is
not possible to exclude people from benefiting from the consumption of
the good, giving rise to the free rider problem where it is impossible to
charge consumers for the use of a public good. It is also non-rejectable
in that people cannot reject the security they are afforded by the
existence of a police force or a country’s armed forces.

It is therefore possible to distinguish between private goods and public
goods, but candidates should understand that in some cases it may not
be easy to clearly differentiate between private and public goods and

so in this situation, these products are referred to as quasi-public goods
(‘quasi’ meaning ‘near’ or ‘almost’).

Merit goods and demerit goods as the outcome of imperfect
information by consumers

A merit good is a private good and so has the characteristics of being rival,
excludable and rejectable. However, it is likely to be under-produced and
under-consumed in a market because of imperfect information on the part
of consumers. They may not be fully aware of the potential benefit of the
product, not only to themselves but to the whole society, i.e. they fail to
take into account the possible external benefits, or positive externalities, of
the consumption of such goods. Examples of merit goods include education,
health care, public libraries and museums.

Figure 1.3 shows how a merit good can be under-produced and under-
consumed in a market. The demand curve D, represents the marginal private
benefit of consuming a good such as education. However, the demand curve
D, represents the marginal social benefit of the consumption of education,
i.e. it comprises not only marginal private benefit, but also marginal external
benefit. The equilibrium position of MSB and MSC (marginal social cost)
would therefore be at quantity Q, and price P,.

it : a product which has positive externalities, but which would
be under—produced and under-consumed in a market economy as a
result of the imperfect information held by consumers.
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A Figure 1.3 The under-production and under-consumption of a
merit good in a market

A demerit good, like a merit good, is an example of a private good, but it

is likely to be over-produced and over-consumed in a market because of
imperfect information on the part of consumers. They may not be fully
aware of the potential damage to themselves of consuming the product, nor
of the potential damage to the whole society, i.e. they fail to take into account
the possible external costs, or negative externalities, of the consumption of
such goods. Examples of demerit goods include cigarettes and alcohol.

Demerit good: a product which has negative externalities and which
would be over-produced and over-consumed in a market economy as a
result of the imperfect information held by consumers.

Imperfect information: a situation in which people, including both
consumers and producers, do not have the full information needed to
make rational decisions, reducing the extent of efficiency.

Figure 1.4 shows how a demerit good can be over-produced and over-
consumed in a market. The demand curve D, represents the marginal private
benefit of consuming a good such as tobacco. However, the demand curve D,
represents the marginal social benefit of the consumption of tobacco, i.e.

it comprises not only marginal private benefit, but also marginal external
benefit. The equilibrium position of MSB and MSC (marginal social cost)
would therefore be at quantity Q, and price P,.
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A Figure 1.4 The over-production and over-consumption of a
demerit good in a market




¥ What you need to know

You need to know that both merit goods and demerit goods are
private goods.

The under-consumption of merit goods and the over-consumption of
demerit goods by consumers is the outcome of the imperfect information
held by consumers, i.e. consumers underestimate the potential benefits
of merit goods, both for themselves and for society as a whole,

and underestimate the potential dangers of demerit goods, both for
themselves and/or society as a whole.

You need to be able to understand these wider implications of the
consumption of merit and demerit goods. For example, in the case of a
merit good such as education, a more educated workforce in a country
is not only likely to gain higher wages or salaries for themselves, but is
also likely to benefit the whole society in the form of higher productivity.
In the case of a demerit good such as tobacco, smokers are not only
likely to damage their own health, but also the health of those in close
contact with them (‘passive smokers’) and they are also likely to take up
a significant proportion of a country’s health expenditure.

Make sure you don’t confuse a merit good with a free good because
some merit goods, such as education, are free at the point of
consumption. However, a free good does not require an allocative
mechanism whereas a merit good does.
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| Raise your grade

Ouﬂlne what is meant by imperfect information and explain how this can apply to the consumption of
merit goods and demerit goods. [8]

Imperfect information refers to the fact that consumers do not always have sufficient information

both fo themselves and fo the wider society, and underestimate the potential dangers of oi‘nbr
products, both to themselves and 1o the wider society.

........................................................................................................................................................
...................................................................................................................................................
--------------------------------------------------------------------------------------------------------------------------------------------------------

the wages or salaries ﬂ’lt’»{ receive for their work. Not on‘rf do ‘ﬂ’lt’»{ benefit, but "l‘hb 5051511 also
baneﬁ’r% in the form of 2 better cduca‘md workforce, bmng more pmduc’nve and more mnova’nve,

...................................................................................................................................................
......................................................................................................................................................

--------------------------------------------------------------------------------------------------------------------------------------------------------

How to improve this answer

The candidate has outlined what is meant by imperfect information, but could have
developed this maore fully, such as in relation to the idea of ‘information failure’.

Although some examples are provided later in the answer, it would have been useful if the
candidate had supplied some examples at this point.

The candidate could have referred to other appropriate examples, such as health care,
museums or libraries.

This section could have been developed more fully, both in terms of bringing in other
examples, such as the consumption of alcohol, and in relation to the fact that other people
may not be able to receive hospital treatment of their problems.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




Revision checklist

I can:

» understand what is meant by the fundamental economic problem

» understand the meaning of scarcity and why this makes choices inevitable, leading to
decision making by individuals, firms and governments; and I understand how
decision making is linked to the concept of opportunity cost

» fully appreciate the three basic questions of what will be produced, how will it be
produced and for whom will it be produced

» understand the meaning of the term, ‘ceteris paribus’, and how this relates to the idea of
Economics as a social science

» understand what is meant by the margin and why much decision-making in Economics
is at the margin

» distinguish between the short run, the long run and the very long run

» understand what is meant by positive statements and normative statements

» understand the distinction between facts and value judgements

» understand the four factors of production and the rewards that are paid to these factors

» appreciate the role of the factor enterprise in a modern economy

» understand the concepts of specialisation and division of labour

» understand how resources are allocated in different economic systems, including decision
making in market, planned and mixed economies

» understand that there are likely to be issues of transition as a country moves from one
economic system to another

» understand the shape and shifts of production possibility curves

» distinguish between constant and increasing opportunity costs

» understand how opportunity costs can affect the shape of production possibility curves

» understand the functions and characteristics of money in a modern economy

» understand what is meant by barter, cash, bank deposits, cheques, near money and liquidity

» understand how goods and services provided in an economy can be classified

» distinguish between free goods, private or economic goods and public goods

» understand that the consumption of merit goods and demerit goods is the outcome of
imperfect information held by consumers.

 —
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9 Exam-style questions

1 Which is the best definition of opportunity cost?

A An alternative that is foregone.
B The best alternative foregone by firms.
C The next best alternative foregone.
D The next best alternative foregone by
CONSLITIETS. [1]
2 The term, ‘ceteris paribus’, means:

A all other things being equal

B at the margin

C choice is inevitable

D opportunity cost. [1]
3 Which of the following statements about the short

run is correct?

A All variables are fixed.

B All variables can change.

C Some variables can change and some
are fixed.

D The short run is never more than three
months. (1]
4 Which of the following is a positive statement?
A Economic growth is measured through
changes in Gross Domestic Product.

B Governments should spend more on
education.

C The pay of nurses should be doubled.
D Trade unions ought to avoid taking
industrial action. [1]
5 The reward to capital is:

A interest

B profit

C rent

D salary. [1]
6 A transitional economy is one which is:

A in the process of reducing its rate of inflation

B increasing the length of the plan from five to
ten years

@]

introducing more nationalisation

D moving from one type of economic system to
another. [1]

7

10

11

12

Which of the following will shift a production

possibility curve to the left?

A An increase in unemployment.

B Improved technology.

C Improved training of workers.

D New mineral deposits. [1]

A production possibility curve is likely to be

curved rather than straight because of:

A ceteris paribus

B constant opportunity costs

C inflation

D the law of diminishing returns. [1]

Which of the functions of money has encouraged

people to buy on credit?

A Medium of exchange.

B Standard for deferred payment.

C Store of value,

D Unit of account. [1]

The free rider problem refers to the fact that:

A ademerit good is likely to be over-produced
and over-consumed

B a free good requires some form of allocative
mechanism

C a merit good is likely to be under-produced
and under-consumed

D it would be impossible to exclude those who
had not paid for a public good. [1]

(a) Explain why opportunity cost is crucial to the
decisions of individuals. [8]

(b) Discuss why some goods and services are
provided through the private sector and some
through the public sector in a
mixed economy. [12]

(a) Explain why enterprise is so important in the
development of a modern economy. [8]

(b) Discuss whether lighthouses should be
provided as a private good or a public
good. (12]

&



The price system and

the micro economy

demand and supply curves

price elasticity, income elasticity and cross-elasticities of demand
price elasticity of supply

interaction of demand and supply

market equilibrium and disequilibrium

Y Yy vyyvy

consumer and producer surplus.

2.1 Demand and supply curves
This topic is concerned with:

» effective demand

» individual and market demand and supply

» factors influencing demand and supply.

Effective demand

It is important to stress the distinction between demand and effective
demand, Demand refers to the quantity of a good or service that an
individual would like to buy, but effective demand refers to the quantity of
a good or service that an individual is willing and able to purchase over a
range of prices over a given period of time.

¥ What you need to know

You need to be precise in referring to effective demand and not simply to
demand, i.e. there is a clear difference between the desire for a good or
service and the demand for a product that is backed by the ability and
willingness of consumers to pay for it.

It is important to be able to distinguish between the notional demand for
a product, i.e. where consumers want a product, and effective demand,
i.e. where that want is backed by actual purchasing power.

The definition of effective demand is often supported by a reference to
ceteris paribus, i.e. all other things being equal.

Key term

Effective demand:

the quantity of a good
or service that an
individual is able and
willing to purchase over
arange of prices over a
given period of time.

Make sure you clearly
understand the difference
between the desire for a
product and the effective
demand for it.

In a market, effective demand means that consumers are able to afford
to pay for particular products.

Effective demand focuses on a situation where consumers enter into
a market with the clear intention of being able to buy a product in
that market.




The price system and the micro economy

Individual and market demand and supply
Individual demand

An individual demand curve shows the quantity of a product that a
particular consumer is willing and able to buy at each and every price in
a given period of time, other things being equal. The individual demand
curve, indicating individual demand, will slope downwards from left to
right, demonstrating that a consumer is more likely to buy a particular
product at a lower price than at a higher price. This is known as the

law of demand.

Demand curve: a curve showing the relationship between changes in
the guantity demanded and changes in prices, other things being equal.

Individual demand: the quantity demanded of a good or service that a
particular consumer is willing and able to buy at each and every price
over a given period of time, other things being equal.

Law of demand: for most goods and services, the quantity demanded
varies inversely with the price.
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A Figure 2.1 An individual consumer’s demand curve for a product
Although there is an
inverse relationship
¥ What you need to know br-,\ltween demand and
~ price for most products,
You need to appreciate that the law of demand indicates that there is an this is not the case with
inverse relationship between the quantity demanded of a product and all products. A Giffen
the price of the product and this is why the demand curve is downward good is one where the
sloping. guantity demanded
The ceteris paribus situation needs to be stressed, i.e. the demand curve FI?ES wh de” ihe P
shows how demand is determined by changes in price, other things e A
: Another type of product
being equal. :
where there is not an
An individual’s demand curve is derived from a demand schedule, which inverse relationship is an
shows the quantity of a product demanded by an individual over a range ostentatious or Veblen
of prices in a given period of time. good.
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Market demand

It is possible to derive a market demand curve for a product from a number
of individual demand curves. This involves bringing together, or aggregating,
all the individual consumers of a product to produce market demand, i.e. the
total quantity of a product that all consumers would be able and willing to
buy at a given price in a given period of time.

Price (dollars)
- MM W
ot i

10
Market
demand

10 20 30 40 50 60 70 80 90 100 110 120 130 140 150 160 170 180
Quantity

A Figure 2.2 A market demand curve for a product

¥ What you need to know

You need to understand that the market demand curve is derived from a
demand schedule which shows the quantity of a product demanded by
all consumers over a range of prices in a given period of time.

The market demand curve is the horizontal summation of a number of
individual demand curves for a product.

Individual supply

Whereas an individual demand curve shows the quantity of a product that

a particular consumer is willing and able to buy at each and every price in a
given period of time, other things being equal, an individual supply curve
shows the quantity of a product that a particular producer is willing and able
to supply at each and every price in a given period of time, other things being
equal. The individual supply curve will slope upwards from left to right,
demonstrating that a producer is more likely to sell a particular product at a
higher price than at a lower price. This is known as the law of supply.

Price (dollars)

0 T T T T T —>
10 20 30 40 50 60
Quantity

A Figure 2.3 An individual producer’s supply curve of a product

&

Market demand: the
total demand for a
particular product in a
market, indicating what
all consumers would

be able and willing to
buy at a given price in a
given period of time.

==m

Make sure you stress
that the ceteris paribus
assumption still applies,
i.e. other things being
equal. It is only changes
in price that are affecting
demand. Other possible
influences on demand,
e.g. changes in income,
_are ignored.

Supply curve: a curve
showing the relationship
between changes in the
quantity supplied and
changes in prices, other
things being equal.

Individual supply: the
quantity of a product
that a particular
producer is willing and
able to supply at each
and every pricein a
given period of time,
other things being
equal.

Law of supply: for most
goods and services, the
quantity supplied will
rise with an increase

in price and fall with a
decrease in price.



The price system and the micro economy

You need to appreciate that the law of supply indicates that there is a
direct relationship between the quantity supplied of a product and the
price of the product and this is why the supply curve is upward sloping.

¥ What you need to know

A
Make sure you understand that in many cases, as the price of a product
rises, a producer will be more likely to supply more than at a lower price
because it is likely to be more profitable to do so.

Itis also very likely that the costs of production will increase and so it
will become necessary to increase the price of a product to maintain
profit margins.

The ceteris paribus situation needs to be stressed, i.e. the supply curve
shows how supply is determined by changes in price, other things
being equal.

An individual producer’s supply curve is derived from a supply schedule
which shows the guantity of a product supplied by an individual producer
over a range of prices in a given period of time.

Market supply

It has already been stated that it is possible to derive a market demand
curve for a product from a number of individual demand curves and it is
also possible to derive a market supply curve for a product from a number
of supply curves of individual producers. This involves bringing together,
or aggregating, all the individual producers of a product to produce market
supply, i.e. the total quantity of a product that all producers would be able
and willing to sell at a given price in a given period of time.
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Market supply: the total
quantity of a product
that all producers in a
market would be able
and willing to sell at a
given price in a given
period of time.

L
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A Figure 2.4 A market supply curve for a product

¥ What you need to know

You need to understand that the market supply curve is derived from a
supply schedule, which shows the quantity of a product supplied by all
producers over a range of prices in a given period of time.
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Factors influencing demand and supply
Factors influencing demand

It has already been stated that price is a significant influence on the demand
for a product and that there is an inverse relationship between a change in
the price of a product and the quantity demanded of a product, all other
things being equal.

However, price is not the only factor that can influence the demand for a
product. If the assumption of ceteris paribus is removed, it is possible to
consider a range of other factors that could influence demand. These include
the following:

> achange in the incomes of consumers

a change in the distribution of income in an economy

a change in the price of a substitute product

a change in the price of a complementary product

a change in the tastes and preferences of consumers

an advertising campaign

a change in the size of the population

a change in the age or gender distribution of the population
a change of interest rates

a change in the weather

Y Y Y Y Y Y Y Y YVYY

expectations of future prices.

Key terms
Substitute product: a product that is an alternative to another.
Complementary product: products that are consumed together.

Make sure you can distinguish between a change in quantity demanded,
i.e. when demand for a product is influenced by a change in the price

of a product, and a change in the conditions of demand, i.e. when
something other than a change in the price of a product causes its
demand to change.




The price system and the micro economy

an increase in the demand for products; these are called n C

However, it is also possible that an increase in the incomes o‘f consumers

WI|| bring about a decrease in the demand for products; these are called
.. It is important you understand that the demand for

normal and mferlor goods shows the relationship between a change in
the quantity demanded of a product and a change in income, not price.

It is not only changes in income that are important, but also changes in
the distribution of income in an economy; if the distribution of income
becomes more even, the demand for normal goods is likely to increase
and the demand for inferior goods is likely to decrease.

The demand for a product can be influenced by changes in the prices

of other products, e.g. the demand for two substitutes, such as coffee
and tea, will be affected by a change in the price of the other. If the price
of tea increases and the price of coffee remains constant, there is likely
to be an increase in the demand for coffee. The extent of the change in
demand as a result of changes in the prices of substitutes will depend on
the degree of substitutability of the two products.

The demand for a product can also be influenced by a change in the
price of a complement, e.g. petrol is a complement to a car and if the
price of cars rises considerably, not only may there be a decrease in the
demand for cars but also a decrease in the demand for fuel.

A change in the tastes and preferences of consumers could affect
demand, e.g. over a period of time, the demand for some products could
rise while the demand for other products could fall.

The tastes and preferences of consumers could be influenced by an
advertising campaign. This could influence the demand for a product,
e.g. it would be expected that an increase in advertising would be likely
to influence the demand for the product being advertised.

A change in the size of the population of an economy could influence
the demand for products in that economy, although the increase in a
population would need to be relatively large to have any significant effect
on demand.

It is not only the size of a country’s population that could be significant.
There could be changes in the age and gender distribution of a
population that influence demand, e.g. if a country has an ageing
population, this is likely to increase the demand for those products
needed by the elderly.

In many countries, a number of purchases are financed by credit, i.e.
consumers buy products over a period of time. The demand for credit will
be influenced by the cost of that credit, i.e. the rate of interest that needs
to be paid. A fall in interest rates will make the cost of borrowing cheaper
and this is likely to increase the level of demand for many products.

The demand for certain products could be influenced by changes in the
weather, especially where demand is seasonal.

The demand for some products could be influenced by expectations of
future prices, e.g. if consumers believe that the prices of certain products
are likely to rise significantly in the future, this may encourage them to
buy the products now rather than to leave it until some time in the future.

%
In many cases, an increase in the incomes of consumers will brlng about

o

\ : agood
whdse demand rises as
income rises and falls as
income falls.

1fe : agood
whose demand falls as
income rises and rises
as income falls.



Factors influencing supply

It has already been stated that price is a significant influence on the supply
of a product and that there is a direct relationship between a change in the
price of a product and the quantity supplied of a product, all other things
being equal.

However, price is not the only factor that can influence the supply of a
product. If the assumption of ceteris paribus is removed, it is possible to
consider a range of other factors that could influence supply. These include
the following:

» costs of production

the availability of resources

climate and weather

technology

improved management of resources

changes in the prices of other goods that the producer could supply

the size of the industry

Y ¥Y Y Y Y VYY

taxes and subsidies (these will be looked at more closely in Unit 3).

If there is an increase in the costs of production of a product, supply will
fall and firms will produce less at each and every price. However, if there
is a fall in the costs of factors of production, e.qg. if the cost of labour
becomes cheaper, more can be supplied at each and every price.

¥ What you need to know

You need to understand that supply is likely to be influenced by the
availability, as well as the cost, of resources. If resources become more
readily available, this is likely to lead to an increase in the supply of

a product.

Supply, especially of agricultural products, could be influenced by
changes in the climate and the weather.

Supply is also likely to be influenced by the level of technological
knowledge, e.g. an increase in technological knowledge is likely to lead
to an increase in supply.

A change in the management of resources could influence supply, e.g.
a better management structure could improve the productivity of a
workforce leading to more being supplied at each and every price.

If it is possible for a producer to switch from the production of certain
goods to other goods, then this decision will be influenced by changes in
the prices of other goods that the producer could supply.

The supply of a product in a market is likely to be influenced by the
size of the industry, e.g. if the barriers to entry into an industry are
low or non-existent, new firms may be attracted into an industry,
increasing supply.

L
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' Raise your grade
Describe what is meant by effective demand and explain why the demand for a product is influenced

not only by its own price but by the prices of other products. [8]

Consumers will desire various products, but this will not be of economic significance in a market

........................................................................................................................................................

........................................................................................................................................................

How to improve this answer

The candidate has referred to the importance of the consumers’ willingness to pay, but they
could also have referred to their ability to pay.

There needed to be a clearer distinction between the idea of notional demand and effective
demand, especially in relation to the actual purchasing power of consumers.

This could have been made clearer, especially in terms of pointing out that the relationship was
usually an inverse one.

The candidate could also have referred to the idea of ceteris paribus, i.e. assuming that other
things are equal and are held constant.

The candidate has given an example of two substitute goods, but there was no reference to
the extent of the substitutability of the two products.

The answer is very limited in being restricted to a consideration of substitute goods. The
answer would have been improved by a reference to complementary goods and by the
inclusion of two appropriate examples.

Knowledge and understanding: 1/4
Application: 2/4
Total: 3/8

Price elasticity, income elasticity
and cross-elasticities of demand

This topic is concerned with:

> the meaning and calculation of elasticity of demand
» the range of elasticities of demand

> the factors affecting elasticity of demand

>

the implications for revenue and business decisions of price, income and
cross-elasticities of demand.



The meaning and calculation of elasticity of demand

The concept of | refers to the responsiveness of demand
to a change in one of its determinants, such as price, income or the price of
another product.

It is calculated by dividing the percentage change in the quantity demanded
of a product by the percentage change in the determinant, such as the
percentage change in the price of a product (in the case of price elasticity of
demand), the percentage change in income (in the case of income elasticity
of demand) or the percentage change in the price of another product (in the
case of cross-elasticity of demand).

The range of elasticities of demand

Elasticity of demand can range from perfectly to perfectly elastic,
i.e. from zero to infinity. If demand is elastic, the figure for the elasticity will
be greater than 1. If demand is unitary elastic, the figure for the elasticity will
be equal to 1. If demand is inelastic, the figure for the elasticity will be less
than 1.

I: the percentage (or proportionate) change in demand is
greener 1han 1he percemage (or proportionate) change in the determinant
bringing about the change in demand.

stic ¢ I: the percentage (or proportionate) change in demand
is Iess than the percentage (or proportionate) change in the determinant
bringing about the change in demand.

It is often thought that an inelastic figure, i.e. one less than 1, is negative;
it is, in fact, positive.

Make sure you refer to a particular good as being elastic; it is important
to realise, however, that it is not a good or service that is being described
as elastic, but the demand for that good or service.

The factors affecting elasticity of demand

The various factors affecting elasticity of demand can be understood in
relation to the three different types of elasticity, i.e. price elasticity of
demand, income elasticity of demand and cross-elasticity of demand.

Price elasticity of demand

city ; measures the responsiveness of the
demand fer a product to a change in its price. It is calculated by the
following formula:

Percentage change in the quantity demanded of a product

Percentage change in the price of a product

Price elasticity of demand can range from perfectly inelastic to perfectly elastic.

Flgure 2.5 illustrates perf as I, Figure 2.6 illustrates
and Figure 2 7 111ustrates umtary elasticity of demand.

the responsiveness of
demand to a change in
one of its determinants.

Elasticity involves

the examination of
percentage changes,
not absolute changes.
Price changes are not
usually presented as
percentage changes
and you will therefore
need to be able to

calculate these.
L. _J

mm

Remember that the
percentage change in
the quantity demanded
of a product goes on
top of the formula and
what is causing that

L change on the bottom.

| :the
responsweness of
demand for a product to
a change in its price.

d: demand is
totally responsive to
changes in price; PED is
equal to infinity.

demand is
1o1ally unresponsive to
changes in price; PED
is zero.
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8 4 8 4 PED =0
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A Figure 2.5 Perfectly A Figure 2.6 Perfectly
elastic demand inelastic demand
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Unitary elasticity of demand

A Figure 2.7 Unitary elasticity demand

Price elasticity of demand will vary along the length of a straight line
demand curve, as can be seen in Figure 2.8. At the midway point, the PED
will be equal to 1. When there is a movement up the curve, the PED will
become increasingly elastic until it eventually reaches the vertical axis when
it becomes perfectly elastic. When there is a movement down the curve,

the PED will become increasingly inelastic until it eventually reaches the
horizontal axis when it becomes perfectly inelastic.

A PED=x
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Price ($)

PED > 1 — Elastic

5.5 fmmmm oo X
: PED < 1 — Inelastic
; PED=10
8 ;
11 z
Quantity

A Figure 2.8 Changes in PED along the length of a straight line demand curve




There is usually an inverse relationship between the change in price and the
change in demand, so there should really be a minus sign before the PED
number as it is a negative number, but the minus sign is usually omitted.

¥ What you need to know

In the case of periecily elastic PE

D, shown by a horizontal siraight line,
periectly '

), shown by a vertical straight line, and t
sti shown by a rectangular hyperbola, the PED value is consiam
along the emlre length.

In other situations, however, there will be different values of PED along
the length of a straight line.

L

The factors affecting price elasticity of demand

There are a number of factors affecting price elasticity of demand, including
the following:

» the number and availability of substitutes

the width of the definition of a product

the amount of money spent on a product

the proportion of income that is spent on a product
the period of time

the degree of necessity

Y Y Y Y Y Y

the durability and perishability of products.

You need to understand that the more substitutes that are available for
a particular product, such as different brands of tea or coffee, the more
price elastic will be the demand.

It is important to understand that the wider the definition of a product,
the more price inelastic will be the demand, e.g. the demand for tea or
coffee will be more inelastic than the demand for particular brands or
types of tea or coffee.

You need to realise that if the amount of money spent on a product is
relatively small, the demand is likely to be inelastic, e.g. the amount of
money spent on newspapers is likely to be a relatively small proportion
of total expenditure and so the demand for such a product is likely to be
relatively inelastic.

If the proportion of income taken by a product is relatively high, the price
elasticity of demand will be more elastic compared to a situation where
the proportion of income spent on a product is relatively low.

The price elasticity of demand for a product is likely to be more inelastic
in the short run than in the long run, when it might be possible to think
about possible alternatives to a product.

You should understand that the more necessary and essential a product
is, the more inelastic the demand for it is likely to be, whereas the demand
for luxuries is likely to be more elastic.

The more durable a product is, the more price elastic the demand is likely
to be, whereas the demand for more perishable goods is likely to be
more price inelastic.

t :demand is
relatwely responswe to
changes in price; PED
is more than 1 and less
than infinity.

nelas : demand
is relatwely unresponswe
to changes in price; PED
is more than 0 and less
than 1.

Unitary elastic PED: the
proportionate change in
demand is exactly equal
to the proportionate
change in price; PED is
equal to 1.

It is important not

to confuse arc price
elasticity of demand,
which is a measurement
of price elasticity of
demand over a range of
prices, with point price
elasticity of demand,
which is a measurement
of price elasticity of
demand at a particular

rice.
LP
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Income elastumty of demand

e ela ( I measures the responsiveness of the demand
for a pmduct to a change in income. It is calculated by the following formula:

Percentage change in the quantity demanded of a product

Percentage change in income

The income elasticity of demand for most products will be positive, i.e. as
incomes rise, the demand for products will rise, These are known as normal
goods. However, the income elasticity of demand for some products will be
negative, i.e. as incomes rise, the demand for products will fall. These are
known as inferior goods.

An Engels curve shows the relationship between changes in income and
changes in the quantity demanded. This is shown in Figure 2.9.

A
Income

The good has become inferior.
An increase in income leads
to a fall in quantity demanded.

The income elasticity is negative.

—— Income elasticity = 0
when income increases
there is no change in
the quantity demanded

—i— Income elasticity is

- positive but < 1

i The % change in quantity
: demanded is less than the
i % change in income

A i »
Quantity

Income elasticity is positive and = 1
The % change in quantity demanded is
more than the % change in income

A Figure 2.9 The relationship between changes in income
and changes in the quantity demanded

What you need to know

It is important that you are able to clearly distinguish between normal
goods, the demand for which will rise as incomes increase, and inferior
goods, the demand for which will fall as incomes increase.

With a normal good, the income elasticity of demand will be positive, i.e.
as incomes rise, the quantity demanded rises. If the value is greater than 1,
demand is income elastic, as in the case of luxuries. If the value is less
than 1 (but therefore still positive), demand is income inelastic, as in the
case of necessities.

With an inferior good, the income elasticity of demand will be negative,
i.e. as incomes rise, the quantity demanded falls.

You should understand that normal and inferior goods will not always
be the same in all economies, i.e. it will depend on the economic
development of particular economies.

You also need to realise that the size of the YED coefficient, either
positive or negative, indicates the strength of the relationship between
changes in income and changes in demand; the higher the figure, the
greater the relationship between demand and income.

1he
responsweness of
demand for a product to
a change in the incomes
of consumers.



The factors affecting income elasticity of demand

There are a number of factors affecting income elasticity of demand,
including the following:

> the proportion of income that is spent on a product
» the width of the definition of a product

» the economic development of a particular economy.

You need to understand that the proportion of income that is spent on a
particular good or service will be likely to affect the income elasticity of
demand for the product. For example, with products that are inexpensive,
the income elasticity of demand will be very low, i.e. very inelastic.

The width of the definition of a product is likely to influence the income
elasticity of demand. For example, the income elasticity of demand for
cars is likely to be positive, but it may be negative for cheaper models of
car, the demand for which may fall as incomes in an economy rise.

You also need to appreciate that the economic development of a
particular economy may influence the income elasticity of demand for a
product. For example, in some economies a bicycle may be considered
as a normal good, but as the economy develops and incomes rise, more
people will be able to afford to buy a car and so the demand for bicycles
may fall as incomes rise.

Cross-elasticity of demand
Cross elasticity of der , OT cross-price elasticity of demand,
measures the responsiveness of the demand for a product to a change in the
price of another product. It is calculated by the following formula:

Percentage change in the quantity demanded of good A

Percentage change in the price of good B

If the two products are substitutes, such as tea and coffee, the cross-elasticity
of demand will be positive, i.e. if there is an increase in the price of good

B, many people are likely to switch to the substitute, good A, and so the
demand for good A rises.

If the two products are complements, such as DVDs and DVD players, the
cross-elasticity of demand will be negative, i.e. if there is an increase in price
of good B, fewer people are likely to buy it and so fewer people will buy good A
as well.

¥ What you need to know

The greater the magnitude of the value of XED for two products, the
closer is their relationship as substitutes or complements.

It is important that you realise that cross-elasticity of demand shows
the relationship between changes in the quantity of one product and
changes in the price of another product, not changes in the price of the
same product.

responsweness of the
quantity demanded for
one product to a change
in the price of another
product.

You need to appreciate

that it is important to
distinguish between

the cross-elasticity of
demand of substitutes
and complements;

XED will be positive for
substitutes and negative
for complements.
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The implications for revenue and business decisions of price,
income and cross-elasticities of demand

Price elasticity of demand

Price elasticity of demand is extremely important to an understanding of
business decisions, especially in relation to revenue. If the demand for a good
or service is price elastic, a business should lower the price because more
products will be bought and this will lead to a higher total revenue. If the
demand for a good or service is price inelastic, a business should raise the
price because although fewer items of the product will be sold, the increased
revenue from each product will more than compensate for this.

2 What you need to know
“

It is important to understand that if PED for a product is inelastic,
total revenue will rise if there is a price increase and fall if there is a
price decrease.

If PED for a product is elastic, total revenue will fall if there is a price
increase and rise if there is a price decrease.

If the demand for a product is unitary elastic, total revenue will remain
constant whether there is a price increase or a price decrease.

Businesses can use PED not only to help determine policies on price,
but also policies on the number of goods to produce or stock and the
number of people to employ.

Businesses can also use PED to anticipate the likely impact on

their cashflow.
L

Income elasticity of demand

Income elasticity of demand is also important to an understanding of business
decisions. Economic development, especially changes in incomes, can affect
the decision making of businesses. For example, if the general level of incomes
is rising in an economy, it would be expected that there would be an increase
in the demand for normal goods and a decrease in the demand for inferior
goods and businesses would need to take account of this in their planning.

¥ What you need to know
.

You need to understand that if an economy is experiencing an increase
in the general level of incomes, the demand for normal goods is likely to
rise and the demand for inferior goods is likely to fall.

If an economy is experiencing a recession, businesses should focus
on the production of products with a relatively low income elasticity of
demand, e.g. people will still buy food in a recession, but they are less
likely to buy expensive cars.

Income elasticity of demand can therefore help to inform decisions on

L production or stocking and on the number of people to employ.

Cross-elasticity of demand

Cross-elasticity of demand is also important to an understanding of business
decisions. In the case of substitutes, a firm needs to appreciate that if there is
an increase in the price of tea, the demand for coffee is likely to rise and so a
retailer would need to take this situation into account when deciding on the
quantity of each product to order. In the case of complements, if there is an
increase in the price of DVD players, this is likely to lead to a decrease in the
demand not only of DVD players, but also DVDs.

8 What you need to know

A business would be
able to use the concept
of XED to estimate the
effect on the demand
for their products of a
competitor changing the
L prices of its products.

When considering the
implications of XED for
a business, you should
ensure that they clearly
distinguish between
the effects in relation
to substitutes and
complements and not
kget these confused.




Raise your grade

Discuss the usefulness of price elasticity of demand, income elasticity of demand and cross-elasticity
of demand to a car manufacturer. [12]

There are three different types of elasticity of demand. Price elasticity of demand is defined as

demand for a product and the change in incomes in an economy . Cross-elasticity of demand
is defined as the rb\a‘non-"ahlp between the pcrcsn‘fagb changf, in demand for a product and the

........................................................................................................................................................

...................................................................................................................................................

In ’rhr, case of a car manufac’furbr 1f '\‘hb damand for a car is price c\aﬁ’nc ’fhb buambsﬁ 5h0u‘.d
mcrca&b ‘fhb pmcc of '\‘hb carﬁ ’ro raise ’ro’ra\ rwenuc If mcomca in an econorrw arb me;mg this

8 \LK&H "fO Tead to an increase m ’ro’fa\ revenue If ’fhc pmcc of fur,‘. 5 mcrbaﬁmg ’fhts i thH ’m i
lead fo 2 reduction in sales of cars and therefore a decrease in tofal revenue”.

How to improve this answer

The candidate needs to make it clear that PED is defined as the percentage change in the
guantity demanded of a product divided by the percentage change in its price; there is no
reference in this first sentence to percentage or proportionate changes. Also, the candidate
has written very little on the concept of PED; the answer could have been developed more
fully, such as in relation to analysing the difference between elastic and inelastic demand.

The candidate has referred to the percentage change in the quantity demanded of a product,
but has not referred to the fact that it is the percentage change in incomes that needs to be
considered, not simply the change in incomes. The treatment of YED is very limited, e.g.
there is no reference to the contrast between normal goods and inferior goads.

The candidate has referred to both changes in terms of percentage changes, but has not made
it clear that the change in price is not in terms of the same good, but that of another good. The
analysis of XED is again limited, with no distinction between substitutes and complements.

The candidate has made a significant error here. If the demand for a car is price elastic, the
manufacturer should reduce the price of the cars to increase total revenue, not increase it.

The candidate could have developed this evaluation more fully, e.g. by commenting on
the significance of the extent of the increases in income, perhaps in terms of whether the
business is producing cheaper car models or more expensive types.

It needs to be made clear that fuel and cars are complements.

Analysis: 3/8
Evaluation: 1/4
Total: 4/12
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2.% Price elasticity of supply (AS 2(c) ]

This topic is concerned with:
» the meaning and calculation of elasticity of supply
» the range of elasticities of supply
» the factors affecting elasticity of supply
» the implications for speed and ease with which businesses react to
changed market conditions.
The meaning and calculation of elasticity of supply
Price elasticity of supply measures the responsiveness of the supply of a

roduct to a change in its price. It is calculated by the following formula:
¥ 8 B ¥ 8 Price elasticity

Percentage change in the quantity supplied of a product of supply: the
Percentage change in the price of a product responsiveness of the
quantity supplied of a
If the percentage change in supply is greater than the percentage change in product to a change in
price, then supply is price elastic. If the percentage change in supply is less its price.

than the percentage change in price, then supply is inelastic.

You need to understand that elasticity involves the examination of
percentage changes, not absolute changes. Price changes are not
usually presented as percentage changes and you will therefore need to
be able to calculate these.

It is important to remember that the percentage change in the quantity
supplied of a product goes on top of the formula and what is causing
that change on the bottom.

The range of elasticities of supply
The price elasticity of supply can range from perfectly elastic to perfectly
inelastic, i.e. from infinity to zero. If supply is price elastic, the figure for PES

will be greater than 1. If supply is price inelastic, the figure for PES will be
less than 1.

A perfectly elastic supply curve is drawn as a horizontal straight line, as
shown in Figure 2.10.

A

Price

PES = =

0 =S
Quantity
Perfectly elastic supply

A Figure 2.10 Perfectly elastic supply




A perfectly inelastic supply curve is drawn as a vertical line, as shown
in Figure 2.11.

A PES =10

Price

0 >
Quantity
Perfectly inelastic supply

A Figure 2.11 Perfectly inelastic supply

It is also important to see where a supply curve would intersect with the axes
in a price/quantity diagram. Any straight line supply curve, drawn from the
origin, has unitary price elasticity of supply, as shown in Figure 2.12. Any
straight line supply curve which intersects with the price axis is price elastic,
as shown in Figure 2.13. Any straight line supply curve which intersects

with the quantity axis is price inelastic, as shown in Figure 2.14 on the

next page.
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0/;

Quantity
Unitary elasticity of supply

A Figure 2,12 Unitary elasticity of supply
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E\asﬁc of supply > 1)
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A Figure 2.13 Price elastic supply
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. A
Price Supply
(price elasticity
of supply < 1)
g
-
0

Quantity’
A Figure 2.14 Price inelastic supply

¥ What you need to know

You need to understand that any straight line supply curve drawn from
the origin has unitary elasticity of supply.

Any straight line supply curve that intersects with the price axis indicates
elastic supply.

Any straight line supply curve that intersects with the quantity axis
l indicates inelastic supply.

The factors affecting elasticity of supply

There are a number of factors than can affect the elasticity of supply,
including the following:

» the number of producers in an industry
the amount of stock available

the time period

the existence of spare capacity

the length of the production period

Y Y ¥y vy

the degree of factor mobility.

The implications for speed and ease with which businesses
react to changed market conditions

It should be clear that that it is easier for businesses to react to changed
market conditions over a relatively long period of time. Figure 2.15 shows
how supply tends to be more inelastic in the short run and more elastic in the

long run.
.
Price Momentary Short-run
{or immediate) supply
supply ™
Long-run
supply
0 »
Quantity

A Figure 2.15 Differences in the speed of reaction of businesses to
changed market conditions




¥ What you need to know

You need to understand that the greater the number of suppliers in an
industry, the easier it will be to increase output in response to a price
increase, i.e. supply is likely to be relatively elastic. If there are no, or few,
barriers of entry of firms into an industry, this will enable production to be
increased relatively easily.

If there is an abundance of stocks, this will make supply relatively more
elastic, whereas where products are perishable or difficult to stock, this
will make supply relatively less elastic.

Supply is likely to be more elastic over a longer period of time as this will
enable firms to invest in more factors of production and it will also allow
more time for new firms to enter into an industry.

If there is a great deal of spare capacity in an industry, this is likely to
make supply more elastic.

Supply will usually be more elastic when there is a shorter production
period, e.g. the supply of manufactured products is likely to be more
elastic than the supply of agricultural products.

If it is relatively easy to switch factors of production from one use to
L another, the more elastic supply is likely to be.

¥ What you need to know

You need to understand that price elasticity of supply will vary over
different periods of time.

Momentary supply refers to the situation of immediate supply when
supply is perfectly inelastic.

Short-run supply refers to the situation when there are many constraints
on the ability of businesses to substantially increase output, so supply is
relatively inelastic.

Long-run supply refers to the situation when all factors of production are
variable and so supply is relatively elastic.

You also need to understand that these time periods will vary from one
industry to another. For example, the supply of agricultural products
tends to be much more inelastic than the supply of manufactured goods
because it can take a number of years to bring certain products to the
market, depending on the length of the growing season.

In addition to the long run, it is also possible to refer to a period of time,
known as the very long run, when there is a change of technological
knowledge.
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4, Raise your grade

Explain why price elasticity of supply is more elastic in the long run and why this makes the supply of
manufactured products more elastic than the supply of agricultural products. [8]

Price elasticity of supply measures the responsiveness of the supply of a product to a change in

its price. f the percentage change in supply is greater fhan the change in price, then supply is
pmcc elastic . 'ﬂne e\as’nmﬂ of -"auppH is more elastic in the iong run bccausb it gives more ’nmc
for produccrea ’m mcrcae;t’, om‘pm For wamp\c ﬁr wl\‘. a\\ow more ‘nmc for nw fn*ms ’ro bn’fer

an industry”.

.........................................................................................................................................................
.........................................................................................................................................................
---------------------------------------------------------------------------------------------------------------------------------------------------------

and capital, whereas agmcu‘.’rura\ pmduc’non can take much longer to rc-*apond fo changbd mar\ce’f
condmons becau-"ac ﬁ can fake many years: for agmcui‘fura‘. produc’f% ‘m grow” .

How to improve this answer

The formula for PES is not entirely accurate, as it makes no reference to the fact
that it is the percentage or proportionate change in price that is significant, not just
simply the change in price.

The candidate has given one example of why price elasticity of supply is likely to be
more elastic in the long run than in the short run, but there are other examples that
could have been given, such as giving more time to increase the capacity of the
industry to respond to increased demand.

It would have been helpful if the candidate had included some appropriate
examples to support the point being made. For example, it is easier to increase the
production of cars than it is to increase the production of coffee.

The candidate could also have referred to the fact that the production of agricultural
products can be affected more easily by adverse conditions than the production of
manufactured goods. For example, it can be severely disrupted by adverse weather
conditions and by disease.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




2.4 Interaction of demand and supply (A 2(d) ]

This topic is concerned with:

» the effects of changes in supply and demand on equilibrium price and
equilibrium quantity

applications of demand and supply analysis
movements along and shifts of the demand and supply curves
joint demand (complements) and alternative demand (substitutes)

joint supply

Y Y Y VY Y

the workings of the price mechanism; rationing, signalling and the
transmission of preferences.

The effects of changes in supply and demand on equilibrium
price and equilibrium quantity

An increase in demand

The effect of an increase in demand for a product can be seen in Figure 2.16.
The original equilibrium was at price 0P, and quantity 0Q,. If there is a
change in the conditions of demand, e.g. there is a rise in incomes, the
demand curve will shift to the right from D, to D,. There has been an increase
in demand and an extension of supply, leading to a new equilibrium position
being established at a price of 0P, and a quantity of 0Q,.
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A Figure 2.16 The effect of an increase in the demand for a product

A decrease in demand

The effect of a decrease in demand for a product can be seen in Figure 2.17. g 1

The original equilibrium was at price OP, and quantity 0Q,. If there is a Sy
change in the conditions of demand, e.g. there is a decrease in the

advertising of the product, the demand curve will shift to the left from D, 5 R

to D,. There has been a decrease in demand and a contraction of supply,
leading to a new equilibrium position being established at a price of 0P, [ R
and a quantity of 0Q,.
D4

D>

QO Quanﬂt}

A Figure 2.17 The effect of a
decrease in the demand for a
product
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An increase in supply

The effect of an increase in supply of a product can be seen in Figure 2.18.
The original equilibrium was at price OP, and quantity 0Q,. If there is a change
in the conditions of supply, e.g. there is an improvement in the technology

of production, the supply curve will shift to the right from S, to S,. There has
been an increase in supply and an extension of demand, leading to a new
equilibrium position being established at a price of 0P, and a quantity of 0Q,.
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A Figure 2.18 The effect of an increase in the supply of a product
A decrease in supply

The effect of a decrease in supply of a product can be seen in Figure 2.19. The
original equilibrium was at price OP, and quantity 0Q,. If there is a change in
the conditions of supply, e.g. there is an increase in the costs of production,
the supply curve will shift to the left from § to S,. There has been a decrease
in supply and a contraction of demand, leading to a new equilibrium position
being established at a price of OP, and a quantity of 0Q,.

¥ What you need to know

-

It is important to be able to distinguish between an increase or decrease in
demand or supply and an extension or contraction of demand or supply.

If there is a change in the conditions of demand or supply, there will be a
shift of the demand or supply curve to the right or to the left.

If there is no change in the conditions of demand or supply, there will
simply be a movement along a demand or supply curve, but not a shift;

this is known as an extension or a contraction of demand or supply.
LS
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A Figure 2.19 The effect of a decrease in the supply of a product
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Make sure you don’t

confuse a movement

along a demand or a

supply curve with a

shift of a demand or a
Lsupply curve.




Applications of demand and supply analysis

There are many different possible applications of demand and supply
analysis in a modern economy. For example, if an economy is experiencing
an increase in the general level of incomes, there is likely to be an increase in
the demand for televisions, shifting the demand curve for televisions to the
right. This can be seen in Figure 2.20, where the demand curve has shifted to
the right from D to D,. At the same time, an improvement in the technology
of production may have reduced the cost of producing televisions, shifting the
supply curve to the right from §_ to §,. The effect of these two shifts is that
quantity has increased from 0Q, to 0Q,. The effect of the shifts of the curves
on price will depend on the extent of the two shifts. In Figure 2.20, price has
returned to the original price of OP,.
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A Figure 2.20 An application of demand and supply analysis to televisions

¥ What you need to know

%
You need to understand that in many situations, it is not simply a case of
either the demand curve or the supply curve shifting, but both shifting at
the same time.

It is also important to understand that the demand and supply curves
may not shift in the same direction. For example, there could be a
situation in a market where there is a shift to the right of the demand
curve, but a shift to the left of the supply curve.

It is important to appreciate how a new equilibrium price and a new
equilibrium quantity will be established in a market as a result of these
shifts in demand and supply.

Movements along and shifts of the demand
and supply curves

It has already been stressed that it is important to distinguish between a
movement along a demand or supply curve and a shift of a demand or
supply curve.

Movements along demand and supply curves

A movement along a demand or supply curve occurs when there is a change
in the price of a product, but nothing else changes. This means that there

&




The price system and the micro economy

is an assumption of ceteris paribus, i.e. all other influences on demand or
supply are assumed to be constant and unchanged.

Shifts of demand and supply curves

If the situation of ceteris paribus does not apply, i.e. there has been a change

in the conditions of demand or supply, then there will be a shift of the demand

or supply curve. If the change in the conditions of demand or supply has been
favourable, the curve will shift to the right. If the change in the conditions of
demand or supply has been unfavourable, the curve will shift to the left.

Make sure you don’t confuse a change in demand or supply with a
change in the conditions of demand or supply. It is important to be able
to distinguish between a change in the price of a product and a change
in other possible influences on demand or supply, other than a change
in price.

Joint demand (complements) and alternative
demand (substitutes)

It is important to distinguish between joint demand, in the case of
complements, and alternative demand, in the case of substitutes.

Joint demand

Some products are jointly demanded, i.e. they are consumed together.
Products that are jointly demanded are known as complements. Examples of
complementary goods are CDs and CD players, or DVDs and DVD players.

Figure 2.21 shows what happens in the case of DVDs and DVD players. The
demand for DVD players is shown on the left hand side. There is an increase
in the demand for DVD players shown by a shift of the demand curve to the
right from D to D,. As DVDs and DVD players are complementary goods,
there is also a shift of the demand curve to the right for DVDs, shown on the
right hand side.
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A Figure 2.21 Joint demand for DVD players and DVDs

Alternative demand

Joint demand: a
situation in which two
complementary goods
are normally demanded
together.

Alternative demand:

a situation, also known
as competitive demand,
in which two goods are
regarded as substitutes.

Some products, however, are examples of alternative demand, i.e. they are in

competition with each other. Products that are in competition with each other
are known as substitutes. Examples of substitute goods are tea and coffee, or

CDs and vinyl records.




Figure 2.22 shows what happens in the case of tea and coffee. The demand
for tea is shown on the left hand side. There is an increase in the demand for
tea shown by a shift of the demand curve to the right from D to D,. As tea
and coffee are substitute goods, there is a shift of the demand curve to the
left for coffee, shown on the right hand side.
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A Figure 2.22 Alternative demand for tea and coffee

It is important that you are able to clearly distinguish between a
complement and a substitute.

You need to be able to provide appropriate examples of complements
and substitutes.

You should understand that products will not necessarily be perfect
substitutes for each other. For example, in the case of tea and coffee,
some people may consume both products.

Joint supply

v occurs when the production of one product involves the
production of another. This can sometimes happen in the chemical industry
where one product may be produced as a by-product of another.

The workings of the price mechanism; rationing,
signalling and the transmission of preferences

The workings of the price mechanism

The price mechanism plays a key role in the allocation of resources in a
market. The Scottish economist Adam Smith (1723-1790) stressed the
importance of the workings of the price mechanism to a successful economy,
describing prices as an ‘invisible hand’ in allocating scarce resources.

Rationing

Prices also perform a key function as a 1z mechanism, e.g. if the
supply of a product can’t match the demand for it, the price of the product is
likely to rise and this will ration the product because only those who are able
to pay the higher price will be able to afford it.

Signalling and the transmission of preferences

Changes in the prices of different products, in response to changes in the
demand and supply of them, can act as signals, indicating which resources
will be needed to produce some products rather than others. In this way, the
price mechanism provides a means by which consumers can transmit their
preferences for certain products. This is termed «

L. -

Joint supply: a situation
where the production of
one good automatically

brings about an increase
in the supply of another.

Products in joint supply
are produced together,
e.g. the production of
beef will also lead to
the supply of hides for

L making leather.

na: a limit on the
amount of a product that
can be consumed.

] J: the way
in which the price
mechanism operates
by allowing consumers
to transmit their
preferences for certain
products.
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You need to understand how the price mechanism operates as a
rationing and signalling device through the operation of market forces in
a free market, in contrast to a system where the government takes the
major decisions in relation to the prices of products, as is the case in a
planned or command economy.

Adam Smith perhaps expressed this role of prices in an economy best
\hwhen he referred to them as an ‘invisible hand’.

<, Raise your grade
Distinguish between a movement along a demand curve and a shift of a demand curve in relation

to the demand for a television. [8]

A movement along a demand curve occurs whf,n the pmcc of a product changes and all other

.........................................................................................................................................................

a change in other possible influences on dbmand, other than price”.

In the. case of 2 ’rbibwston more are hkeH 10 be demanded whbn ’fhe,m’, is 2 fa‘.i in pmcc of ‘\‘hbm
i.e. there \m‘.‘. be a movement a\ong the demand curve”. If ‘fhcrb is 2 changb in other posslbie
mﬂuenwa on the demand for ’micwalons other than the pmcr, of the produc’f ‘.r,admg o an

.........................................................................................................................................................

How to improve this answer

The candidate could have referred to this situation of other possible influences on
demand remaining unchanged as ceteris paribus.

The candidate simply refers to a movement along a demand curve, but the answer
would have been improved if there had been a clear distinction between an
extension of demand and a contraction of demand.

The candidate could have included some examples of other possible influences on
demand, such as changes in incomes or the prices of substitutes and complements.

The candidate could have pointed out that if there was a fall in the price of
televisions, this could be shown by an extension of demand.

The candidate could have made it clear that in this particular situation, there would
be a shift of the demand curve to the right.

In terms of application to the context of the question, the candidate could have
given some examples that would be appropriate for televisions, such as increase in
incomes or an increase in the advertising of the product.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




2.5 Market equilibrium and disequilibrium [

This topic is concerned with:

» the meaning of equilibrium and disequilibrium.

The meaning of equilibrium and disequilibrium

Demand and supply have each been considered and it is now necessary to
bring them together to establish market equilibrium. This position is where
the quantity demanded and the quantity supplied in a market are equal and
there is neither excess demand or excess supply. This position of equilibrium

is where there is no tendency to change. If there was a change in the demand
and/or supply of a product, the market would be said to be in a state of market
disequilibrium, although a state of equilibrium will eventually be restored.

A situation of excess supply can be seen in Figure 2.23. If the price is above
the equilibrium price of P, e.g. it is at P, there will be a situation of excess
supply, i.e. the quantity that producers are willing to supply at that price is
greater than the quantity that consumers are willing to demand at that price.
This can be seen in the diagram by the horizontal distance between Q, and
Q.. As a result of the excess supply, the price will fall until equilibrium is
reached at a price of P, and a quantity of Q.
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A Figure 2.23 Excess supply bringing about a state of equilibrium in
a market

A state of excess demand can be seen in Figure 2.24. If the price is below
the equilibrium price of P, e.g. it is at P,, there will be a situation of excess
demand, i.e. the quantity that producers are willing to supply at that price
is less than the quantity that consumers are willing to demand at that price.
This can be seen in the diagram by the horizontal distance between Q, and
Q,. As a result of the excess demand, the price will rise until equilibrium is
reached at a price of P, and a quantity of Q.
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A Figure 2.24 Excess demand bringing about a state of equilibrium in a market

@

Market equilibrium:

a situation where
demand equals

supply, establishing an
equilibrium price and an
equilibrium quantity.

Market disequilibrium:
a situation where
demand does not equal
supply, leading to a
change in price and
quantity in a market.

Excess supply: the
quantity that producers
are willing to supply at a
particular price is greater
than the quantity that
consumers are willing to
demand at that price.

Excess demand: the
quantity that producers
are willing to supply at
a particular price is less
than the quantity that
consumers are willing to
demand at that price.
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You need to understand that a state of equilibrium in a market is where
there is no tendency to change, i.e. the market is said to be in a state of
rest or balance.

£ What you need to know

A situation of excess supply, where producers are willing to supply more at a )
given price than consumers are willing to demand, will create disequilibrium

in a market. However, a state of equilibrium will be restored in the market by
price falling until a point where supply and demand are equal.

A situation of excess demand, where producers are willing to supply

less at a given price than consumers are willing to demand, will create
disequilibrium in a market. However, a state of equilibrium will be restored in
L the market by price rising until a point where supply and demand are equal.

1) Raise your grade

Describe what is meant by a situation of market equilibrium and explain how market disequilibrium
can arise. [8]
A situation of market equilibrium is said to exist when there is no tendency to change. This means
that the quantity demanded in a market is exactly equal 1o the quantity supplied in a market and

.........................................................................................................................................................

.........................................................................................................................................................

.........................................................................................................................................................

How to improve this answer

The candidate has described what is meant by a situation of market equilibrium,
but could have made the answer clearer by stating that this equilibrium position will
be a particular price and a particular quantity.

The candidate really needed to develop this much more fully. In the case of excess
demand, price will eventually rise to restore a state of equilibrium in the market.

In the case of excess supply, price will eventually fall to restore a state of
equilibrium in the market.

The candidate could have developed the answer more fully by referring to the fact
that the new equilibrium will be at a market clearing position where demand is
equal to supply and there is no excess demand or excess supply.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8




.& Consumer surplus and producer surplus

This topic is concerned with:
» the meaning and significance of : us and pro

» how these are affected by changes in equilibrium price and
equilibrium quantity.

The meaning and significance of consumer
and producer surplus

Consumer surplus

This refers to a situation where consumers are able to obtain a value from
consuming a good or service that is above the price that is actually paid
for the product. In Figure 2.25, OP is the equilibrium price and 0Q the
equilibrium quantity. At any price above 0P, consumers would have been

willing to pay a higher price than OP and so the size of the consumer surplus
is shown by the triangle PAB.

Producer surplus

This refers to a situation where producers would have been willing to accept
a lower price for a product, but actually received a higher price than this.

In Figure 2.25, OP is the equilibrium price and 0Q the equilibrium quantity.
Producers would have been willing to accept a price below 0P up to point B
and so the size of the producer surplus is shown by the triangle PCB.

A

L
B

Quantity

A Figure 2.25 Consumer surplus and producer surplus

What you need to know

You need to understand that consumer surplus refers to a situation where
there is a difference between the maximum price that consumers are willing
to pay for a product and the price prevailing in a market that they actually pay.
This is shown by the triangle between the price line and the demand curve.

Producer surplus, on the other hand, is the difference that producers are
willing to accept for what is sold and the price that is actually received.

.

How consumer surplus and producer surplus are affected by
changes in equilibrium price and equilibrium quantity
Consumer surplus and producer surplus are affected by changes in equilibrium

price and equilibrium quantity. For example, if equilibrium price were to increase
above 0P in Figure 2.25, the size of the consumer surplus would be reduced.

This is shown by the triangle between the price line and the supply curve. )

the difference between
the maximum price an
individual is prepared to
pay for a product and the
price that is actually paid.

I er surplus: the
difference between

the minimum price a
producer is prepared to
accept for a product and
the price that is actually
received.
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understand the difference between demand and effective demand
appreciate the difference between an individual demand curve and a market demand curve

understand the relationships between the changes in the prices of products and the
changes in the demand for them

be clear about the meaning and significance of ceteris paribus
distinguish between an individual supply curve and a market supply curve

understand the relationship between the changes in the prices of products and the
changes in the supply of them

be clear about the various factors that can influence the demand for a product
understand the various factors that can influence the supply of a product

fully understand the meaning and calculation of price elasticity of demand
clearly understand the meaning and calculation of income elasticity of demand
be clear about the meaning and calculation of cross-elasticity of demand
understand the factors that affect the different elasticities of demand

be clear about the implications for revenue and business decisions of the different
elasticities of demand

fully understand the meaning and calculation of price elasticity of supply
be clear about the factors affecting the price elasticity of supply

fully understand the implications for speed and ease with which businesses react to
changed market conditions

understand the meaning of equilibrium and disequilibrium in a market
understand the significance of the interaction of demand and supply

appreciate the effects of changes in supply and demand on equilibrium price and
equilibrium quantity in a market

understand the variety of applications of demand and supply analysis in a modern economy

distinguish between movements along demand and supply curves and shifts of demand
and supply curves

be clear about the distinction between joint demand and alternative demand
understand how there can be joint supply of some products

understand significance of the price mechanism as a rationing and signalling device
in a market

distinguish between consumer surplus and producer surplus

understand how consumer surplus and producer surplus can be affected by changes
in equilibrium price and equilibrium quantity.
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9 Exam-style questions

1

Effective demand is defined as demand that is:
A adjusted to take account of the rate of
inflation in an economy

B backed by the ability and willingness of
consumers to pay

C the outcome of the dreams of all consumers
in a market

D what consumers would like to purchase. [1]
Which of the following will cause the shift of the
demand curve for a product to the right?

A A decrease in the price of a substitute.

B A decrease in the price of the product.

C An increase in the price of a complement.

D An increase in the price of a substitute. [1]
Which of the following will cause the shift of the
supply curve of a product to the left?

A A decrease in the costs of production.

B An improvement in the technology of
production.

C An increase in the costs of production.

D An increase in the productivity of factors of
production. [1]

Which of the following is drawn as a rectangular
hyperbola?

A Elastic price elasticity of demand.

B Perfectly elastic price elasticity of demand.

C Perfectly inelastic price elasticity of demand.
D Unitary price elasticity of demand. [1]

The income elasticity of demand is negative for:

A a luxury

B a necessity

C a normal good

D an inferior good. [1]
Any straight line supply curve, drawn through the
origin, will have:

A elastic price elasticity of supply

B inelastic price elasticity of supply

C perfectly inelastic price elasticity of supply

D unitary price elasticity of supply. [1]

&
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Which of the following will cause a movement
along a demand curve for a product?

A A change in incomes.

B A change in the price of a complement.

C A change in the price of a substitute,

D A change in the price of the product. [1]
Which of the following are examples of
alternative demand?

A Beef and hides.

B CDs and CD players.

C DVDs and DVD players.

D Tea and coffee, [1]

Adam Smith described the price mechanism as:

A aninvisible hand

B ceteris paribus

C normal

D ostentatious. (1]

Consumer surplus is shown in a diagram by:

A half of the area between the demand curve
and the supply curve

B the triangle between the demand curve and
the supply curve

C the triangle between the price line and the
demand curve

D the triangle between the price line and the
supply curve. [1]

(a) Explain why it is important to distinguish
between changes in the prices of cars and
changes in the conditions of demand
for cars. [8]

(b) Discuss why income elasticity of demand is
elastic for some models of cars and inelastic
for others. [12]

(a) Explain what is meant by market equilibrium
and why a market may be in a state of
disequilibrium for only a short period
of time. [8]

(b) Discuss how effective the price mechanism is
likely to be in the transmission of consumer
preferences. [12]



Government microeconomic

intervention

maximum and minimum prices
taxes (direct and indirect)
subsidies

transfer payments

direct provision of goods and services
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nationalisation and privatisation.

2.1 Maximum and minimum prices (AS 3(a) |
This topic is concerned with:

» the meaning of maximum and minimum prices and their effect on
the market.

Maximum price control

The price and quantity in a market are usually determined by market forces,
i.e. by demand and supply. However, a government could decide to intervene
in a market by establishing a maximum price that acts as a ceiling, ensuring
that price cannot go any higher than this maximum price. The effect of
imposing a maximum price in a market can be seen in Figure 3.1.

Free market

a1 equilibrium , SUPPly

- 1

Bif-nsassamad

P max Price ceiling
lr"—"':
1 Excess |
\demand;
i i
i : Demand
0 ' - >

Q, Q Quantity

A Figure 3.1 Maximum price control in a market

Remember that the maximum price has to be established at a price
below equilibrium price if the price control is going to be effective.

Make sure you don’t draw the maximum price above, rather than below,
the equilibrium price in a market. Such a situation would have no effect.

Maximum price:

a situation where a
maximum price, or price
ceiling, is established

in a market below

what would have been
the equilibrium price
without government
intervention.

‘e

Make sure you can
demonstrate you
understand that a
maximum price has

to be established in

a market below the
equilibrium price if the
imposition of the price
ceiling is going to have
_any effect.




Minimum price control

A government could also decide to intervene in a market by establishing a Minimum brice: a

] e that acts as a floor, ensuring that price cannot go any lower situation where a
than this minimum price. The effect of imposing a maximum price in a minimum price, or price
market can be seen in Figure 3.2. floor, is established

2 A Excess Supply

in a market above
what would have been

2 e the equilibrium pri
Pirin Price floor (guaranteed) .e RN Rss
without government
P intervention.
Demand Be sure you can
Bl oot demonstrate you
understand that a
A Figure 3.2 Minimum price control in a market minimum price has

Remember that the minimum price has to be established at a price
above equilibrium price if the price control is going to be effective.

to be established in
a market above the
] equilibrium price if the

imposition of the price
floor is going to have

L any effect.

Make sure you don’t draw the maximum price below, rather than above,
kthe equilibrium price in a market. Such a situation would have no effect.

» Raise your grade
Discuss to what extent the establishment of a maximum price in a market is likely to be effective.  [12]

Instead of a\\owmg an equilibrium prlce o be established in a market b1 the infersection of

........................................................................................................................................................
...................................................................................................................................................
--------------------------------------------------------------------------------------------------------------------------------------------------------

of queue or wamng list". Duch a situation could PO%%le lead ’m an element of corrup’non and
bribery. It is also possible that the meom’non ‘of a price ceiling in the offqma\ market for the

........................................................................................................................................................
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How to improve this answer

The candidate has implied that the price would be different as a result of government
intervention, but has not made it clear that the imposition of a maximum price control would
establish a price below the equilibrium price. The candidate could have included a diagram to
show this and to support the answer.

The candidate has referred to keeping down the prices of certain products, but it would have
been helpful if some appropriate examples had been included, such as important food items,
the amount of rent paid for housing or in the transport market e.g. the cost of rail transport.

The candidate has referred to the situation of excess demand, but has not really made it
clear how this would come about as a result of the price being lower than it would have been
without government intervention.

The candidate has referred to the possible existence of a queue or a waiting list, but this
point could have been developed further by reference to the need for an alternative allocative
mechanism, such as through the use of rationing.

The candidate has referred to the existence of an informal, in contrast to a formal, market, but
there could also have been a reference to such markets also being known as black markets.

The candidate has stated that the price in the informal market would be different from that in
the formal market, but has not made it clear that this price would be likely to be higher.

Analysis: 2/8
Evaluation: 2/4
Total: 4/12

Taxes (direct and indirect)
This topic is concerned with: pact of a tax: the

person, company or

» the impact and incidence of taxes b .
transaction on which a

» specific and ad valorem taxes tax is levied.
» average and marginal rates of taxation ncidence of a tax: how
» proportional, progressive and regressive taxes ?he burdehy o taxation
: is shared between
» the canons of taxation. the producer and the
consumer.

The impact and incidence of taxes - a tax levied

It is important to distinguish between the impact of a tax and the P11C on income or wealth.
. The impact of a tax refers to the person, company or transaction

on which a tax is levied, i.e. it is essentially the legal responsibility for the

payment of tax. The incidence of a tax, however, refers to the burden of a tax,

i.e. who actually pays a tax.

di : atax levied
on expendlture

It is also important to distinguish between direct and indirect taxes. A d

is one that is imposed on money that is received, e.g. income tax on the You need to be able
earnings of individuals or corporation tax on the profits of companies. An to clearly distinguish
< is one that is imposed on money that is spent, e.g. an excise between a direct and an

indirect tax and you may
be required to provide
appropriate examples of
each type of tax.

duty on a particular product or a sales tax such as VAT (value added tax) or
GST (goods and services tax).




¥ What you need to know

The incidence of a tax will depend on the elasticity of the demand and
supply curves. The more inelastic is the demand, and the more elastic is
the supply, the greater the burden of a tax will be on the consumer rather
than the producer.

Specific and ad valorem taxes

It is important to be able to distinguish between specific and ad valorem
indirect taxes.

A specific Lax, such as an excise duty, is where a fixed amount has to be
paid. This is shown by a parallel shift to the left of the supply curve so that
the vertical distance between the two supply curves remains constant, as
in Figure 3.3.

A

L.
>

Quantity
A Figure 3.3 The imposition of a specific tax

An ad valorem tax, such as VAT (value added tax], is where a particular
percentage has to be paid, e.g. 20% on the price of a product. This is shown
by a shift to the left of the supply curve, but as the tax is in the form of a
percentage, rather than a specific amount, the gap between the two supply
curves will widen.

sS4 S,
a

54

D
0 »
Q @ Quantity

]
i
1
"
i
1

-
i
i
1
1
i
i
i
1
I

A Figure 3.4 The imposition of an ad valorem tax

&

Specific tax: this is
where a specific amount
of money has to be paid
in taxation.

Ad valorem tax: this

is where the tax on

the consumption of a
product is a percentage
of the value of the
product rather than a
fixed amount.

P -rmem-cr EE

When a specific tax is
imposed, the supply
curve shifts to the left
parallel to the original
supply curve. When

an ad valorem tax is
imposed, the supply
curve shifts to the left,
but the vertical distance
between the two supply

curve widens.
-
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Producers will try to pass the increased cost, in the form of the tax, on
to the consumer. The ability of producers to do this depends on the
relative elasticities of demand and supply. If demand is more inelastic
than supply, the consumers will pay the greater proportion of the tax, i.e.
the greater incidence of the tax will be placed on them. If supply is more
inelastic than demand, the producers will pay the greater proportion of
the tax, i.e. the greater incidence of the tax will be placed on them. If
demand and supply are equally inelastic, the incidence of the tax will be
kequally shared by the producers and the consumers.

Average and marginal rates of taxation

It is important to be able to distinguish between average and marginal rates
of taxation.

The average rat 1xation refers to the average percentage of total income
which is paid in taxes. The refers to the proportion
of any increase in income that is paid in tax.

Proportional, progressive and regressive taxes

It is important to be able to distinguish between proportional, progressive
and regressive taxes.

A proportional tax, also known as a flat tax, has a constant marginal
rate of tax (MRT) irrespective of any changes in the income level. With a
proportional tax, the marginal rate of tax and the average rate of tax are
the same.

A progressive tax is one where not only the amount of tax paid rises when
there is an increase in income, but the rate of tax increases. For example,
rates of tax could start at 10% and then increase to 20%, 30%, 40%, 50%
and even higher as income rises. In this situation, the MRT increases with a
rise in income and the marginal rate of tax will be higher than the average
rate of tax,

A regressive tax is the opposite of a progressive tax. This occurs where a
fixed percentage of tax is imposed on expenditure, as with VAT (value added
tax). In this case, the MRT falls as income increases.

. i : a situation where the proportion of income paid in tax
remains constam regardless of the level of income.

rogres : a situation where the proportion of income paid in tax
increases as income increases.

: a situation where the proportion of income paid in tax
falls as income increases.

the average percentage
of total income that is
paid in taxes.

n: the proportion
of additional income
that is taken in tax.

Make sure that you
are able to clearly
distinguish between a
person’s average rate of
tax and their marginal

L rate of tax.

In Unit 1, the importance
of decisions taken at the
margin was stressed.
The distinction between
average and marginal
rates of taxation is

an example of the
importance of being able
to distinguish between
average and marginal
data.




The distinction between these three types of tax can be seen in Figure 3.5. m

i Make sure you
understand that with a
progressive tax, it is not
only that a person pays
more in tax as incomes
Progressive rise, but that they pay
an increasing proportion
of income in tax as
i - - Proportional their incomes rises
above certain income
thresholds at which a
Regressive higher rate of tax has to
be paid.

-

Marginal rate of tax

0 >

Income

Figure 3.5 Proportional, progressive and regressive taxation

It is important to distinguish between average rates of taxation and
marginal rates of taxation.

¥ What you need to know

With a proportional tax, the MRT is constant when there is a rise in income.
With a progressive tax, the MRT increases when there is a rise in income.
With a regressive tax, the MRT decreases when there is a rise in income.

The canons of taxation

The canons of taxation refer to a number of principles that should apply to
taxation. They include the following: .
Canons of taxation: the

principles of taxation by

» certainty or transparency WhhiC'Ildaprllﬂ'ijCU;adr tax
should be judged.

» equity or fairness

> convenience
» cost
» efficiency.
.
o Raise your grade
Explain, with the use of examples, the differences between progressive and regressive taxes. [8]
A progressive tax is one where not only the amount of income paid in fax rises a5 incomes rise,
but also the rate of tax on income increases’. An example of such a tax is income tax”,
A regressive fax is one where the rate of fax remains the same for all people irrespective of their
income". In this situation, a person’s income is not taken into account”.
v
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How to improve this answer

and average rates of tax as incomes rise.

The answer could have been developed more fully by referring to the fact that there will be an
increase in both marginal and average rates of tax as incomes rise.

The candidate has given an appropriate example of a progressive tax, i.e. income tax, but could
have written more about what happens in many countries in relation to income tax, i.e. that the
marginal rate of tax will rise as incomes rise above a particular threshold, e.g. 10%, 30%, 50%.

The candidate correctly states what happens in relation to a regressive tax, but the answer could
have been developed further by referring to the fact that there will be a decrease in both marginal

The candidate has not actually given an example of a regressive tax, despite the fact that the
question explicitly requires the candidates to do so. Examples could include VAT or GST.

Knowledge and understanding: 2/4
Application: 1/4
Total: 3/8
"
Subsidies

This topic is concerned with:
» the impact and incidence of subsidies.

ies are where a government gives money to a producer, shifting
the supply curve to the right. This can be seen in Figure 3.6. The vertical
distance between S, and S, indicates the extent of the subsidy.

A

Dy

-

Quantity

Figure 3.6 The effect of a subsidy

The impact and incidence of subsidies in a market will depend on differences

in the elasticity of demand for, and the elasticity of supply of, a product.

What you need to know

would lead to a relatively small reduction in price, but a relatively large
increase in consumption.

If the demand for a product is relatively inelastic, the provision of a

small increase in consumption.

If the demand for a product is relatively elastic, the provision of a subsidy

subsidy would lead to a relatively large reduction in price, but a relatively

~\

sidies: the amount
of money paid by
a government to a
producer so that the
price to the consumer
will be lower than it
otherwise would have
been.

The impact and
incidence of a subsidy
will depend on the
elasticity of demand
for, and the elasticity of

L supply of, a product.




1 Transfer payments

This topic is concerned with:
> the meaning of transfer payments and their effect on the market.

A government could intervene in a market through the provision of

ts. This is where revenue received by a government, such as through
the proceeds from taxation, is used to provide financial support for people,
particularly those who are less well off. Examples of transfer payments
include pensions and social security payments.

The provision of transfer payments could have an effect on the market. For
example, unemployment benefit is paid in many countries to those people
who are unemployed. This can be seen as advantageous to those who have
been unable to find employment, but it could also be argued that it has a
distorting effect on the labour market. For example, if the unemployment
benefit is relatively high, it may make some people unwilling to seek
employment.

Make sure you don’t confuse transfer payments with transfer earnings in
relation to wage determination.

Direct provision of goods and services

This topic is concerned with:

> the meaning of direct provision of goods and services and the effect of
this provision on the market.

Another way in which a government could intervene in a market is through
the direct provision of - Ser? Although a government could
intervene in a market tD dlscaurage the productmn of goods and services,
such as through the use of taxation, or to encourage the production of goods
and services, such as through the use of subsidies, it could also intervene in
a market by directly providing goods and services itself, often alongside the
provision of such goods and services by the private sector.

Such direct provision in a market would increase the size of the public sector
and reduce the size of the private sector in an economy. It could have a
number of advantages, such as saving an industry from collapse, but it could
also have a number of disadvantages, such as being less efficient,

Nationalisation and privatisation

This topic is concerned with:

> the meaning of nationalisation and privatisation and their effect on
the market.

Nationalisation

Nati 1 refers to the process of transferring firms and/or industries
fmm the private sector to the public sector. Therefore, ownership becomes
public ownership and these nationalised firms and/or industries will be
controlled in some way by the government.

The effect on the market can be positive, such as avoiding a wasteful
duplication of resources, or negative, such as when decisions are taken for
political, rather than for economic, reasons.

nts: a
situation where revenue
is received from one
part of society, such as
taxpayers, and paid to
another part of society,
such as pensioners.

Although transfer
payments can be

seen as worthwhile,
transferring money from
one group of people to
another, they can also
be seen as potentially
having a distorting effect

L on a market.

a situation where a
government decides to
provide particular goods
and services itself.

Make sure you

understand that the

direct provision of

goods and services

in a market can have

both advantages and
L disadvantages.

ationalisation: the
process whereby private
sector firms and/or
industries become part
of the public sector of
an economy, with the
government or state
owning and controlling
these resources.
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Privatisation

Whereas nationalisation refers to the process of transferring the ownership
of assets from the private sector to the public sector, privatisation refers to

the process of transferring ownership in the opposite direction, i.e. from the
public sector to the private sector. It is also known as denationalisation.

Privatisation: the
process whereby public
sector firms and/or

The effect on the market can be positive, such as bringing about an industries become part
improvement in efficiency, or negative, such as an increase in of the private sector of

negative externalities. an economy, with the
government no longer

owning or controlling
N these resources.

¥ What you need to know

You need to understand that the process of privatisation can take
different forms, including the creation of a public limited company in the
private sector, deregulation in the form of removing legal restrictions
and controls, and contracting out or outsourcing where the responsibility
of providing particular services is transferred from the public to the
private sector.

Deregulation: the removal of legal restrictions and controls on economic
activity, usually to allow a greater degree of competition in a market.

Contracting out: the transfer of responsibility for providing a particular
service from the public to the private sector. This can also be known as
outsourcing.

Make sure you don’t confuse the creation of a public limited company,
as aresult of privatisation, with the public sector or public enterprise. A
public limited company is in the private sector, not the public sector.




Revision checklist

I can:

» understand what is meant by a maximum price and how it can affect a market

» understand the meaning of a minimum price and how it has a different effect on a
market compared to a maximum price

» be clear about where a maximum price and a minimum price shown be shown in
a diagram

Y

understand the factors affecting the likely effectiveness of maximum and
minimum prices in a market

understand the distinction between the impact and the incidence of a tax

be clear about the distinction between a direct and an indirect tax
be able to give appropriate examples of direct and indirect taxes
understand the difference between a specific tax and an ad valorem tax

be clear about the distinction between average and marginal rates of taxation

Y Yy ¥y Yy ¥Y¥YYy

understand the differences between proportional, progressive and regressive
taxes and are able to give appropriate examples of each type of tax

Y

understand the principles or canons of taxation

understand what is meant by a subsidy and that the impact of a subsidy
depends on the price elasticity of demand and supply

» understand what is meant by a transfer payment and that you understand
the effect a transfer payment could have on a market

» Dbe clear about what is meant by the direct provision of goods and services
in a market and about the effect this could have on a market

» understand what is meant by nationalisation

be clear about the possible advantages and disadvantages of nationalisation
in an economy

understand what is meant by privatisation

be clear about the possible advantages and disadvantages of privatisation
in an economy

» be sure you understand that privatisation can take different forms.

Od OO oo o o oo do dgoo o o g
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9 Exam-style questions

1

A maximum price control in a market will
establish a price:

A above the equilibrium price

B at the equilibrium price

C below the equilibrium price

D that creates a price floor. [1]
A minimum price control in a market will
establish a price:

A above the equilibrium price

B at the equilibrium price

C Dbelow the equilibrium price

D that creates a price ceiling. [1]

The incidence of a tax refers to the:

A eventual burden of a tax
B person on which a tax is levied
C rate at which the average rate of tax increases
D rate at which the marginal rate of
tax increases. [1]

A tax which involves a particular amount of
money to be paid on a product is known as:

A a marginal tax

B a specific tax

C an ad valorem tax

D an average tax. [1]
A sales tax of a fixed percentage is an example

of a:

A progressive tax

B proportional tax

C regressive tax

D transfer tax. [1]
The average rate of tax and the marginal rate of
tax ate the same in the case of a:

A progressive tax

B proportional tax

C regressive tax

D transport tax. [1]

10

11

12

Which of the following is not a canon of taxation?

A Certainty.

B Convenience.

C Disincentive,

D Equity. [1]
A subsidy will:

A lead to a higher price in a market

B lead to a lower quantity in a market

C shift the supply curve to the left

D shift the supply curve to the right. [1]
The transfer of ownership of assets from the
private sector to the public sector is known as:

A deregulation

B nationalisation

C outsourcing

D privatisation. [1]

Which of the following is an advantage of
privatisation?

A A reduction in the number of people
employed in an industry.

B The creation of a private sector monopoly.

C The establishment of greater efficiency
in a market.

D The duplication of resources. [1]

(a) Explain why the average rate of tax and the
marginal rate of tax are different in the case
of income tax. [8]

(b) Discuss whether the provision of a subsidy
is likely to be effective in substantially
reducing the price of a product charged

to consumers. [12]

(a) Explain what is meant by a transfer payment
and why some such payments can have a
distorting effect on a market. [8]

(b) Discuss whether the privatisation of an

industry is always in the public interest. [12]



The macro economy

aggregate demand (AD) and aggregate supply (AS) analysis
inflation

the balance of payments

exchange rates

the terms of trade

the principles of absolute and comparative advantage

Y Y Y VY Y YY

protectionism.

4.1 Aggregate demand (AD) and AS 4(a) ]

aggregate supply (AS) analysis

This topic is concerned with:

» the shape and determinants of AD and AS curves;
AD=C+I+G+ (X-M)

> the distinction between a movement along and a shift in AD and AS

» the interaction of AD and AS and the determination of the level of output,

prices and employment.
The shape and determinants of AD and AS curves;
AD=C+1+G+(X-M)
Aggregate demand (AD)

Aggregate demand (AD) refers to the total demand for all the goods and
services in an economy. It is made up of four elements:

» C: consumer spending

» [: investment by firms, such as expenditure on machinery and equipment
> G: government expenditure

» X - M: the net effect of trade, i.e. exports minus imports.

The AD curve therefore reflects these four determinants. It slopes downwards
from left to right. This is shown in Figure 4.1. If the price level rises from 0P,
to OP,, real output falls from 0Y, to 0Y,.

-

h

Price level

o o o i o

Y, Real Oulp;l
A Figure 4.1 The AD curve

©

o

Aggregate demand
(AD): the total value
of demand in an
economy, consisting
of consumption (C),
investment (|), government
expenditure (G) and net

. exports (X-M).
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Aggregate supply (AS)

Aggregate supply (AS) refers to the total output that the firms in an economy Ky ta7in
are able and willing to supply at different price levels in a given period of _
time. The AS curve slopes upwards from left to right. This is shown in Figure Aggregate supply (AS):

4.2. If the price level rises from OP, to OP,, real output rises from 0Y, to 0Y,. the total value of goods
and services produced

g A in an economy.
£
o
) I — SRAS
P1 ----------- i E
| |
0 i " ;
Y, Y5 Real output

A Figure 4.2 The AS curve in the short run

However, this is essentially the situation in the short run and it is important
to distinguish between aggregate supply in the short run and in the long run.
In the long run it is possible that the AS curve becomes vertical, i.e. supply is
perfectly inelastic. This is shown in Figure 4.3 where at the full employment
level of real output, the AS curve is vertical.

T A
B AS
g
o
0 - »>
Full Real output
Employment

A Figure 4.3 The AS curve in the long run

¥ What you need to know

It is important that you are able to distinguish between AS in the short
run and AS in the long run. At relatively low levels of real output, supply
is likely to be relatively elastic. It could even be perfectly elastic, in which
case it would be shown as a horizontal line. However, as real output
increases, and gets closer to the full employment level of real output,
aggregate supply will become increasingly inelastic, i.e. the AS curve will
become closer to vertical. When the full employment level of real output
is reached, the AS curve will be perfectly inelastic and vertical.

. >

m -

In the determination of aggregate demand in an economy, it is the net
effect of international trade that needs to be taken into account, i.e.
exports minus imports.




The distinction between a movement along and a shift
in AD and AS

In the diagrams above, in relation to both AD and AS, a movement along the
curve will be determined by a change in the price level. However, if there is a
change in AD or AS other than as a result of a change in the price level, then
there will be a shift of the AD or AS curve.

A shift of the AD curve, from AD, to AD,, is shown in Figure 4.4, causing an
increase in the price level from 0P, to OP, and an increase in real output from
0Y, to 0Y,. There is a movement along, but not a shift of, the AS curve.

L
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Price level

o
)

Yy Yo Real output

A Figure 4.4 A shift of the AD curve to the right

A shift of the AS curve, from AS to g A AS
AS,, is shown in Figure 4.5, causing é AD 2
an increase in price from 0P, to OP, b AS,
and a decrease in real output from /
0Y, to 0Y,. There is a movement f"
along, but not a shift of, the oy SRR /
AD curve. ;
T SO = s /
P
e
Vo
oo
0 i >
Yo, Yy Real output
A Figure 4.5 A shift of the AS curve
to the left

¥ What you need to know

It is important to be able to distinguish between a movement along an
AD or an AS curve, and a shift of an AD or an AS curve. The important
difference is that movements along an AD or an AS curve can only be
caused by a change in the price level, whereas shifts of an AD or an AS
curve can be caused by any other factor affecting AD or AS apart from
price. For example, in Figure 4.5, the shift of the AS curve to the left could
have been caused by an increase in the price of imported materials, a
decline in technology, less incentives to work, higher money wages, less
| capital, higher rates of interest or a smaller population of working age.

@

i common orcs R

Be careful not to
confuse a change in the
price level, which only
causes a movement
along an AD or an AS
curve, with changes in
other possible influences
on AD or AS, which
causes a shift of the AD
or AS curve. Favourable
changes in these other
influences will cause

a shift to the right of

an AD or AS curve,
whereas unfavourable
changes will cause a
shift to the left of an AD
or AS curve.
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The interaction of AD and AS and the determination of the
level of output, prices and employment

Levels of output, prices and employment in an economy are determined by
the interaction of AD and AS. For example, in Figure 4.6, there has been a
shift of the AD curve to the right.

A

-

Price level

o
)

\ AD
\AD,

0

Real output

A Figure 4.6 Changes in the level of output, prices and employment in
an economy

The effect on the level of output, prices and employment in this economy is
as follows:

Common errors

Be careful not to label

Effect on the level of output

There is a rise in the level of output

from OY, to OY,

Effect on the level of employment | There is a rise in the level of
employment as more workers will be

required to produce this increased
level of output

Effect on the level of prices There is a rise in the level of prices from

OP, to OP,

Inflation

This topic is concerned with:

> the definition of inflation; degrees of inflation and the measurement of
inflation; deflation and disinflation

» the distinction between money values and real data
» the causes of inflation (cost-push and demand-pull inflation)
> the consequences of inflation.

The definition of inflation; degrees of inflation and the
measurement of inflation; deflation and disinflation

The definition of inflation

can be defined as a sustained increase in the general or average
level of prices in an economy over a given period of time.

the axes on an AD/AS
diagram the same as on
a demand and supply
diagram, i.e. P and Q. In
an AD/AS diagram, the
vertical axis should be
labelled ‘price level’ and
the horizontal axis ‘real

L0u1pu1 .

: a persistent
rise in the general price
level of an economy
leading to a fall in the
value of money.




Degrees of inflation

There are varying degrees of inflation, both in one economy at different times
and in various economies at the same time. It is possible to distinguish between:

> creeping infla , where the rate of inflation is relatively low and relatively
stable over a period of time and so is not a major problem in an economy

» accele ; ition, where the rate of inflation is getting significantly
hlgher and is becumlng a major problem in an economy

» hyp F i, where the rate of inflation has reached such a high
level that it affects confidence in an economy and may even lead to the
collapse of the country’s currency. This happened in Germany in 1923
and in Zimbabwe in 2008.

The measurement of inflation

The level of inflation in an economy is measured through the use of a prices
index, such as the retail prices index or the consumer prices index. Different
goods and services are included in a basket that would be bought by people
in an economy and each of these products is given a weight in relation to
the proportion of total expenditure spent on particular products. A base year
is chosen, which is given a value of 100, and the general level of prices is
compared with that base year.

Deflation

j can be defined as a general decrease in the average level of prices
in an economy over a period of time.

Disinflation

. can be defined as a general increase in the level of prices in an
economy over a period of time, but where the rate of increase of these prices
is slowing down.

8 What you need to know
~

To calculate a price index, it is necessary to compare the price of a
representative basket of goods and services today compared to the
base year using the following equation:

Present cost of a basket of goods and services

Cost of the basket of goods and services in the base year x 100

You need to remember that the various goods and services in the
representative basket are given w to reflect their relative
\_imporiance in relation to total expenditure.

There are a number of potential problems in the use of price indices.

The base year (=100) needs to be one in which there are not particularly
wide fluctuations in prices.

Any particular basket of goods and services may not be representative of
the spending patterns of all people in an economy.

The basket of goods and services will need to be updated on a regular
basis, leaving out some products and bringing in others so as to reflect
changes in spending patterns.

The relative importance of different goods and services may change
and so the weights will need to change to reflect these changes in
spending patterns.

There are dlﬁerem examples of price indices that could be used, such as
the Consumer Prices 2% (CPl) and the R : ;

Creeping tion: a
situation where the rate
of inflation is relatively
low, say 3-4%.

a situation where the
rate of inflation is rising
and is beginning to
become a serious
problem in an economy.

ypel tion: a
situation where the
rate of inflation in an
economy is becoming
so high, e.g. over
100% or 1000%, that
confidence in the
currency is decreasing.

:a general
decrease in the average
level of prices in an
economy over a period
of time.

: a situation
where there is a fall in
the rate of inflation in
an economy.

et: a selection of
goods and services that
would be purchased
by a representative
sample of people in an
economy.

2 values that
is given to products
in a basket to reflect
the proportion of
income spent on such
products by people in an
economy.

: amethod
of measuring changes in
the prices of a number
of productsin an
economy over a given
period of time.

): another form of
prices index used in an
economy, different from
the consumer prices
index in that it includes
the costs of housing.
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il common errors | .
It is sometimes thought that hyperinflation is determined when inflation

reaches a certain level in an economy, but this is not so. There is no
precise point at which inflation becomes hyperinflation.

The distinction between the consumer prices index and the retail prices
index can be confusing. The main difference between them is that the
retail prices index includes the cost of housing, whereas the consumer
prices index excludes such costs.

Deflation is a term that can be confusing because it actually has two
meanings. It can refer to a general decrease in the average level of prices
in an economy over a period of time, but it can also refer to a reduction
in the level of aggregate demand in an economy.

Make sure you don’t think that disinflation refers to a situation of a
decrease in the general level of prices in an economy, as this is not
the case. When an economy is experiencing disinflation, there is
still inflation, i.e. the general level of prices is still increasing, but it is
kincrr—;asing at a lower rate of increase than was previously the case.

The distinction between money values and real data
Money values
It is important to be able to distinguish between money values and real data.

A monev value is one that does not take into account the effects of inflation.
It can also be known as the nominal value of a given amount of money.

Real data

refers to the value of something that has taken the effects of inflation
into account. The real value of a given sum of money is one where it is
assumed that the prices of goods and services in an economy have remained
constant over a period of time, i.e. the effect of inflation has been eliminated.

Remember to make the distinction between a money value, which has not
taken the effects of inflation into account, and a real value, which has taken
the effects of inflation into account.

et you need to know | .
The contrast between a nominal or money value and a real value can be
seen in terms of a person obtaining a wage increase. If a person receives
a nominal increase in their wage of 10%, and the rate of inflation in the

country is 6%, then the real increase in the wage, i.e. what it can actually
buy in terms of its purchasing power after taking into account the effects

Make sure you
understand that if there
is a fall in the rate of
inflation in an economy,
it does not mean that the
general level of prices is
falling. It simply means
that prices are still rising,
but at a slower rate than

previously.
LS

\Of inflation, is 10% - 6% =4%.

The causes of inflation (cost-push and demand-pull inflation)
Cost-push inflation

in an economy arises as a result of an increase in the
costs of pmductlnn such as the cost of labour, and these increased costs are
passed on to consumers in the form of higher prices. Where the increase in
costs is largely due to the increase in the cost of imported raw materials or
component parts, it is called flat

:: this refers
to the value of a given
sum of money that has
not taken into account
the effects of inflation.

a: this refers to
the value of a given sum
of money after taking
into account the effects
of inflation, i.e. the
effects of inflation have
been removed.

I ion: a
rise in the general level
of prices in an economy
that is primarily caused
by a significant rise in
the costs of production.

rise in the general level
of prices in an economy
that is primarily caused
by a significant rise in
the cost of imported
raw materials and
component parts and/or
in the price of imported
finished goods.




Cost-push inflation can be seen in Figure 4.7 where the price level has
increased from OP to OP, as a result of changes in the costs of production.

Price level | AS

A Figure 4.7 Cost-push inflation
Demand-pull inflation

Another possible cause of inflation in an economy is where there is too much
demand in an economy, i.e. aggregate demand is greater than aggregate
supply. This is termed demand-pull inflation This is likely to be the case
when an economy is at a situation of full employment, and in this case prices
are pulled upwards as a result of the excess demand. This emphasis on the
demand side of an economy is often linked with monetary explanations, i.e. it
is the increase in the money supply, making the increase in demand possible,
which is important. This situation is known as monetary inflation.

Demand-pull inflation can be seen in Figure 4.8 where the price level has
increased from OP_ to OP, as a result of changes in demand.

Demand-pull inflation: a rise in the general level of prices in an
economy that is primarily caused by too much demand for goods and
services, i.e. aggregate demand is greater than aggregate supply causing
excess demand.

Monetary inflation: arise in the general level of prices in an economy
that is primarily caused by too much money chasing too few goods.

Price level 1

A

Y
Real output
A Figure 4.8 Demand-pull inflation

¥ What you need to know

It is often useful to
distinguish between
anticipated inflation
and unanticipated
inflation. Anticipated
inflation is where a
certain rate of price
increases is expected
in an economy and

so workers may build
such expectations into
their wage demands.
The result of this is that
the anticipation can
actually contribute to
the inflation, leading

to inflation becoming
self-perpetuating. In
this sense, inflation
can, to some extent, be
seen as a self-fulfilling
prophecy. Unanticipated
inflation, on the other
hand, refers to the
difference between the
actual rate of inflation
in an economy and the
anticipated or expected
rate of inflation.

L -

Be careful not to
confuse the ‘pull’ factors
with the ‘push’ factors,
when you’re writing
about ‘cost-push’ and
‘demand-pull’ inflation.
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The consequences of inflation

Inflation is regarded as potentially a serious economic problem as there are a
number of negative consequences, including the following:

» the purchasing power of a nominal sum of money will fall in real terms
> a country’s exports could become uncompetitive

» there will be a redistribution of income in an economy, with some people
adversely affected, such as those on fixed incomes and savers

> menu cosls, e the need to keep changing the advertised products, can
be expensive

» shoe leather costs, i.e. the need to continually search for the best
returns, involving time and effort

> a greater degree of uncertainty in an economy, making planning more of
a problem

> asituation of fisca 1¢ could occur, with more people caught in the “tax

net’ if tax allowances do not rise in line with inflation.

However, inflation can have a number of positive consequences in an
economy, including the following:

» the profits of firms could increase if prices rise by more than costs, and in
this situation they could be encouraged to expand, reducing the level of
unemployment in an economy

> the redistribution of income in an economy could be advantageous to
some people, such as borrowers, as their debt will be less in real terms.

¥ What you need to know

You need to understand that the effects of inflation will depend on a
number of possible factors, including whether the inflation is anticipated
or not, what the extent of the increase in prices is, whether the inflation
rate is accelerating, stable or falling and the extent to which other
kcoumries are experiencing inflation.

U : the costs
of contmually having
to change the prices
of products.

the costs of continually
having to search for the
best returns, involving
time and effort.

: a situation
where more people
are dragged into the
‘tax net’ as a result
of tax allowances not
increasing in line with
inflation.

If an exam question
requires you to discuss
the consequences of

a relatively high rate of
inflation, remember to
include both the positive
consequences and the
negative consequences

in your answer.
.

., Raise your grade

as a f*al’fua’non whbrc ’mo much monf»{ I.% c.ha-amg "fOO fw pmduc’fa

Explain the differences between demand-pull and cost-push inflation in an economy. [8]

It is important fo dva’nngmsh bf,’rwcbn demand- puH and cost- pu'*ah mﬂa’non Demand - pui\
mﬂa’non oceurs where ’rhere s '\‘00 much demand in an bcanom I’f Ls somc’nm&s desmbbd
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How to improve this answer

The candidate has referred to a situation of too much demand in an economy, but this could
have been developed more fully. For example, the candidate could have referred to the fact
that this situation comes about when aggregate demand is greater than aggregate supply.
causing a situation of excess demand. The candidate could have added that this would be
more likely as an economy approached full employment. An appropriate diagram would have
helped the explanation.

There is a reference here to a situation of too much money chasing too few products, but this
could have been taken further by a reference to the idea of monetary inflation.

The candidate has referred to the existence of a wage-price spiral, but has not really explained
what is meant by this term. It would have been helpful if the candidate had also explored the

idea of a price-wage spiral.

causes of inflation.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8

The candidate has made an attempt to explain how the differences in the two types of
inflation could be applied to an economy, but this really needed to be developed mare fully.
For example, the candidate could have included an AD/AS diagram to contrast the two

The balance of payments

This topic is concerned with:

» the components of the balance of payments accounts (using the IMF/
OECD definition): current account; capital and financial account;
balancing item

> the meaning of balance of payments equilibrium and disequilibrium

» the causes of balance of payments disequilibrium in each component of
the accounts

» the consequences of balance of payments disequilibrium on a domestic

and external economy.

The components of the balance of payments accounts

The ba e of payr i is a record of the transactions that one country
has with the rest uf the wurld It shows all the various payments and receipts
arising from a country’s involvement in international trade. It consists of the
following four components:

W A e
> the capital account

» the financial account
>

the balancing item.

a set of accounts that
shows the payments
and receipts arising from
the transactions of one
country with the rest of
the world. It consists

of the current account,
the capital account, the
financial account and a
balancing item.

this account is made
up of four parts: the
trade in goods, the
trade in services, net
primary income and net
secondary income.
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Current account

The current account of the balance of payments consists of the following
four parts:

» the trad : goods, i.e. the balance of trade in relation to the exports and
imports of goods

» the trade i rvices, i.e. the balance of trade in relation to the exp«
and imp of services

> net primary income, i.e. incomes from interest, profits, dividends
resulting from investment and migrant remittances

» net secondary income, i.e. contributions to international organisations
and overseas development aid.

Capital account

The capital account is the part of the balance of payments accounts that
records capltal movements, in terms of various assets and liabilities, into and
out of a particular country, such as money brought into and taken out of a
country by migrants.

Financial account

A financial account records the movement of funds into and out of a
country, such as direct investment in the form of building a factory or

portfolio investment in the form of the buying or selling of government
bonds.

Balancing item

The balance of payments should eventually balance when all of the various
accounts are included. However, it is possible that statistical discrepancies
may prevent this from happening and so a b ' is used to ensure
that the accounts, when added together, equal zero.

The meaning of balance of payments equilibrium
and disequilibrium

Balance of payments equilibrium
A balance of payments equilibrium refers to a situation where the account as

a whole is balanced, either in a given year or over a period of time, and there
is neither a deficit nor a surph

Balance of payments disequilibrium

A balance of payments disequilibrium refers to a situation where the account
as a whole is not balanced, either in a given year or over a period of time,
where there is either a deficit or a surplus. It usually means that a country is
experiencing a persistent deficit or surplus over a period of time.

Be careful not to confuse a deficit or a surplus in the balance of
payments, with a deficit or a surplus in the budgetary position of a
country, e.g. when a deficit occurs as a result of public expenditure
exceeding government revenue. To avoid this confusion, it is better to
refer to the balance of payments as an external balance to distinguish it

L from a government’s fiscal situation.

ade in goods: the
balance of trade in

relation to the export
and import of goods.

ra Ser\ s: the
balance of trade in
relation to the export
and import of services.

ts: goods and/or
services that are sold to
other countries.

is: goods and/or
services that are brought
into a country.

this account records
capital movements, in
the form of assets and
liabilities, when these
are transferred from one
country to another.

: this
account records 1he
inflows and outflows
that result from different
forms of investment.

- thisis a
way of ensurlng that the
balance of payments,
when all of the different
component accounts are
added together, does
actually balance, i.e. it
equals zero.

- a negative
balance in the balance
of payments of a country
when outflows exceed
inflows.

: a positive
balance in the balance
of payments of a country
when inflows exceed
outflows.



The causes of balance of payments disequilibrium
in each component of the accounts

The current account of the balance of payments could be negative, i.e. there
is a deficit, as a result of the value of imports exceeding the value of imports.
This could apply to the balance of trade in goods account and/or the balance
of trade in services account.

The capital account of the balance of payments could be positive, i.e. there is
a surplus, as a result of the money brought into a country by an increase in
the number of immigrants.

The financial account of the balance of payments could be negative, i.e. there
is a deficit, as a result of a greater value of outflows of portfolio investment
than inflows.

The consequences of balance of payments disequilibrium
on the domestic and external economy

It is important to be able to distinguish between the consequences of a
balance of payments disequilibrium on the domestic economy and on the
external economy.

Domestic economy

A balance of payments disequilibrium could have various consequences for a
domestic economy. For example, if a deficit in the balance of trade in goods
account has come about as a result of a decrease in the demand for exports
and an increase in the demand for imports, this could lead to an increase in
the level of unemployment in an economy. Such a situation could also lead
to a fall in business confidence, possibly leading to a reduction in the level of
investment in an economy.

External economy

In addition to the possible effects of a balance of payments disequilibrium on
a domestic economy, there are also possible consequences for the external
economy. For instance, if a country is experiencing a deficit in the balance of
trade in goods account, it may be tempted to consider protectionism as a way
of reducing imports into a country, but if it decided to take such a policy, it is
likely that there would be a reduction in world trade negatively affecting all
economies in the world.

Be sure that you understand that a balance of payments disequilibrium
can have consequences for both a domestic economy and an
external economy.

Exchange rates

This topic is concerned with:

» definitions and measurement of exchange rates - nominal, real,
trade-weighted exchange rates

» the determination of exchange rates-floating, fixed, managed float

A\

the factors underlying changes in exchange rates

» the effects of changing exchange rates on the domestic and external
economy using AD, Marshall-Lerner and J-curve analysis

> depreciation/appreciation

» devaluation/revaluation.

Make sure you
appreciate the various
components that go to
make up the balance

of payments and how
they are different. The
composition of the
current account of the
balance of payments has
changed in recent years
and now comprises

the balance of trade in
goods, the balance of
trade in services, net
primary income and net
secondary income.

Make sure you
understand that a
persistent disequilibrium
in a country’s balance
of payments can arise
from either a deficit
or a surplus. It is easy
to think that a state
of disequilibrium only
applies to deficits, but it
can refer to either deficits
_orsu rpluses.
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Definitions and measurement of exchange rates - nominal,
real and trade-weighted exchange rates

Definitions of exchange rate

An exchange rate refers to the value of one currency in relation to the value
of another, i.e. it is the price of one currency expressed in terms of another.

Measurement of exchange rates

It is possible to measure exchange rates in three different ways:
>

>

»

Nominal exchange rate

This is usually the most common way of measuring an exchange rate. It
is expressed in money terms, but does not take the effects of inflation
into account.

Real exchange rate

This way of measuring an exchange rate does take the effects of inflation into
account. In this sense, it will give an indication of the purchasing power of
one currency compared to another. When real exchange rates are used, they
are expressed in terms of iv by taking into account
price levels in different countries.

Trade-weighted exchange rate

This is where the exchange rates of currencies are considered by weighting
the different currencies being compared according to their importance in
international trade. This method of measurement is sometimes called the
effective exchange rate.

When writing about exchange rates in an examination, make sure you make
it clear what method of measurement of the value of a currency is being
used, i.e. nominal, real or trade-weighted.

Be careful not to confuse the internal value of money with the external
value of a currency. Exchange rates are concerned with the external
value of a currency, i.e. what it is worth when compared with other
currencies.

The determination of exchange rates - floating, fixed
and managed float exchange rates

It is important to distinguish between the different ways in which an
exchange rate is determined.

Floating exchange rates

A flo: X g is a type of exchange rate system where the
external value Df a currency is determined through a market, the foreign
exchange market. The value of a currency is determined, like any other price
in a market, through the forces of demand and supply.

XC ge rate: the
value of one currency in
relation to another.

. an exchange rate
that is expressed in
money terms, without
taking into account
the possible effects of
inflation.

an exchange rate that
does take into account
the effects of inflation in
different countries.

e X ( e: an
exchange rate that

takes into account the
importance of a currency
in international trade by
giving it a weighting to
reflect this importance.

: the value of a
currency in terms of
what it is able to buy in
other countries.

te: an exchange
rate system where the
value of a currency is
allowed to float up or
down, determined by
the market forces of the
demand for, and the
supply of, the currency.



Figure 4.9 shows an increase in the value of a currency as a result of a shift in the
demand curve to the right. The value of the currency has gone up from 0P to OP,.
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A Figure 4.9 A floating exchange rate

Fixed exchange rates

A fixed exchange rate is a type of exchange rate system where the external
value of a currency is determined by the government of the country, i.e. the
government decides to fix the exchange rate at a particular level, rather than
leaving the rate to be decided by market forces.

Managed float

A managed floal is an exchange rate system which involves a combination

of floating and fixed exchange rates. A government may decide to allow the
exchange rate of a currency to be determined by market forces, but only to an
extent. The government will decide the minimum and maximum rates between
which the value will range. If market forces determine the rate above or below
those maximum or minimum values, the government will intervene to buy or
sell the currency to ensure that its value stays within the predetermined limits.

A managed float can also be referred to as a dirty float because of
the fact that a government will only allow the exchange rate to move
between predetermined limits. If the value goes above or below those
limits, the government will intervene by buying or selling the currency.

The factors underlying changes in exchange rates

There are a number of possible factors that can cause changes in exchange
rates. These include the following:

» the demand for a country’s exports from other countries
» the demand for imports into a country from other countries

> relative inflation rates in different countries, affecting the international
competitiveness of goods and services that are traded between different
countries

» the quality and reliability of products that are traded internationally

» relative interest rates in different countries, which can be a major factor
in the movement of hot money from one country to another

Fixed exchange rate:
an exchange rate system
where the value of a
currency is determined
by a government, i.e. the
exchange rate is fixed at
a particular value.

Managed float: an
exchange rate system
where the value of a
currency is allowed

to float up or down,
determined by market
forces, but only within
certain limits. If the
value of the currency
moves outside those
limits, the government
will intervene by buying
or selling the currency
to bring it back to a
rate that is within the
predetermined limits
allowed for the currency.

Hot money: inflows
and outflows of money
between countries,
largely as a result of the
different interest rates in
various countries.
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» changes in the costs of production in different countries
» changes in the levels of productivity in different countries
» differences in the state of technology in different countries.

The effects of changing exchange rates on the domestic
and external economy using AD, Marshall-Lerner and
J-curve analysis

AD analysis

It has already been stated that AD=C + [ + G + (X - M). Exports and imports
are therefore a part of AD and so any change in exports and/or imports is
likely to have an effect on AD. If a country’s currency rises so that exports
are more expensive and imports are less expensive, and demand for both is
elastic, the value of net exports, i.e. the value of exports after allowing for the
value of imports, is likely to fall in an economy, and this will shift AD to the
left. This can be seen in Figure 4.10 where real output will fall from 0Y, to
0Y,, causing a fall in employment.
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Y1 Yz  Real output
A Figure 4.10 The effect of a changing
exchange rate on an economy

Marshall-Lerner analysis

In the example above, it was assumed that the demand for both exports and
imports was elastic, with the result that a rise in the exchange rate caused a
fall in net exports. The Marshall-Lerner condition, in relation to the price
elasticity of demand for a country’s exports and imports, is useful here in
terms of judging whether a reduction in the value of a country’s exchange
rate is likely to be successful in improving a country’s balance of payments
situation. The Marshall-Lerner condition states for a reduction in the external
value of a currency to be successful, the sum of the price elasticity of demand
for exports and the price elasticity of demand for imports needs to be greater
than one.

J-curve analysis

A country’s exchange rate could be lowered to encourage an increase in
exports and a decrease in imports. This aim, however, might not happen
immediately and it is possible that there may be a period of time when the
situation becomes worse before it gets better. This situation is known as the

Marshall-Lerner
condition: this states
that the sum of the price
elasticities of demand
for both exports and
imports must be
greater thanone if a
reduction in the value
of a currency is to lead
to an improvement in
the current account of a
country.




J-curve effect, It can be seen in Figure 4.11. [nitially the current account situation

worsens as a result of the reduction in the external value of the currency, and the
situation only improves after a certain period of time has elapsed.
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A Figure 4.11 The J-curve effect

x Common errors

~

Make sure you don’t think that the Marshall-Lerner condition applies to
only the price elasticity of demand for exports or the price elasticity of
demand for imports, but not both. This is incorrect. The Marshall-Lerner
condition states that for a reduction in the external value of a currency to
be effective, the sum of the price elasticity of demand for exports and the
price elasticity of demand for imports needs to be greater than one.

Also, don't believe that with the J-curve effect, there is a precise period
of time before the effect of a reduction in the external value of a currency
becomes positive. This is not the case. The period of time that is likely
to elapse before the situation improves will vary from one country to

Lanoiher depending on a range of different factors.

Depreciation/appreciation

There are different terms that need to be used when the external value of
a currency changes, depending on whether there is a floating or a fixed
exchange rate system.

If an exchange rate falls in a floating exchange rate system, it is called a
depreciation. If the rate rises in a floating exchange rate system, it is called
an appreciation.

Devaluation/revaluation

If an exchange rate is lowered in a fixed exchange rate system, it is called
a devaluation, If the rate is increased in a fixed exchange rate system, it is
called a revaluation.

Make sure that you clearly understand the difference between a
depreciation and a devaluation and between an appreciation and a
revaluation.

J-curve effect: the
short-term response

of the current account
to a reduction in the
value of a country’s
exchange rate. There
will be a certain period
of time when the current
account gets worse
before it eventually gets
better.

Depreciation: a
situation where

an exchange rate
decreases in value in a
floating exchange rate
system.

Appreciation: a
situation where an
exchange rate increases
in value in a floating
exchange rate system.

Devaluation: a situation
where an exchange rate
decreases in value in

a fixed exchange rate
system.

Revaluation: a situation
where an exchange rate
increases in value in

a fixed exchange rate
system.
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.\ Raise your grade

Discuss to what extent the depreciation of a currency is likely to be effective in reducing a balance of
trade deficit. [12]

The depreciation of a currency refers to the fact that its value has been reduced’. This is

........................................................................................................................................................

mpor’rﬁ is hkc‘.T "fO decrcasc the demand for them”. However a‘.’fhough the dcprwa’non i5 ‘.mc‘q
to be effective over a pmod of time, it could lead 1o a worsmmg of the situation immediately

....................................................................................................................................................
--------------------------------------------------------------------------------------------------------------------------------------------------------

In conclusion, the dbprwa’non of a currency 15 > very hKcH ’ro bf, effec’nve, un mducmg a
balance of trade deficit .

How to improve this answer

The candidate has referred to the fact that a depreciation means a reduction in
the value of an exchange rate, but this could have been developed more fully
by making it clear that a depreciation has to be seen in the context of a floating
exchange rate system, in contrast to a devaluation which would only occur in a
fixed exchange rate system.

The concept of a balance of trade deficit could have been explained more fully in
terms of the value of the outflows being greater than the value of the inflows, with
the result that the net effect is negative.

The candidate has referred to the fact that the depreciation will only be effective

if the price elasticity of demand is elastic, but this point needed to be developed
more fully in relation to the need for both the price elasticity of demand for exports
and the price elasticity of demand for imports to be elastic.

The candidate should have referred to the Marshall-Lerner condition which states
that a depreciation will only be effective in reducing a balance of trade deficit if the
sum of the price elasticity of demand for exports and the price elasticity of demand
for imports is greater than one.

The candidate recognises that although a depreciation may be effective in

time, there may be a worsening of the balance of trade immediately after the
depreciation, but it would have been helpful if there had been an explicit reference
to the J-curve effect. It would also have been useful if the candidate had included a
diagram to show the J-curve effect over time.




balance of trade deficit.

J-curve effect.

Analysis: 3/8
Evaluation: 2/4
Total: 5/12

The candidate has made an attempt to address the ‘to what extent’ aspect of the
guestion by stating that the depreciation is ‘very likely’ to be effective in reducing a

The candidate’s conclusion would have been improved if the likely effectiveness
of the depreciation had been linked to the Marshall-Lerner condition and the

4.5 The terms of trade

This topic is concerned with:
» the measurement of the terms of trade
» the causes of changes in the terms of trade

» the impact of changes in the terms of trade.

The measurement of the terms of trade

The terms of trade refer to the relative changes of export prices and import
prices. They are calculated by:

Index of export prices

- : » 100
Index of import prices

What you need to know

An increase in the terms of trade index indicates that more imports can
be purchased with a given quantity of exports. In this situation, the terms
of trade are said to have improved or to have become more favourable.
On the other hand, a decrease in the terms of trade indicates that fewer
imports can be purchased with a given quantity of exports. In this

L situation, the terms of trade are said to have deteriorated or worsened.

Be careful not to confuse the terms of trade with the balance of trade.
The terms of trade simply show the relationship between changes in
the prices of exports and changes in the price of imports. They do not
indicate changes in the quantity or value of exports and imports traded
between different countries.

rms of trade: the
ratio of export prices to
import prices.

The terms of trade and
the balance of trade
are not the same. The
terms of trade show
changes in the relative
prices of exports and
imports. The balance of
trade shows a country’s
trading position with
other countries in the

world.

The causes of changes in the terms of trade

Changes in the terms of trade can be caused by a number of different factors,

including the following:

> afall in the price of manufactured goods will cause the terms of trade of

those countries producing such goods to worsen

» the increased demand for natural resources has pushed up their prices,
benefiting those countries exporting such products
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> if the prices of a country’s exports rise significantly more than the price of
imports into the country, then the terms of trade will increase

> if a country’s exchange rate depreciates or is devalued, its terms of trade
will have worsened because export prices will have fallen and import
prices will have risen

» if a country has a monopoly in the production of a good, it will be better
able to raise the prices of such goods, causing an improvement in its
terms of trade.

The impact of changes in the terms of trade

When there is a worsening in a country’s terms of trade, this is regarded as

an unfavourable change because more exports will need to be sold to buy the
same number of imports. However, if exports have become relatively cheaper
than imports, this will help to improve a country’s balance of trade situation as
long as the price elasticity of demand for both exports and imports is elastic.

When there is an improvement in a country’s terms of trade, this is regarded
as a favourable change because fewer exports will need to be sold to buy the
same number of imports. However, if exports have become relatively more
expensive than imports, this is likely to worsen a country’s balance of trade
situation, assuming that the price elasticity of demand for both exports and
imports is elastic.

Be careful not to regard a fall in the terms of trade index as being
unhelpful in terms of a country’s trading position, whereas a fall in the
terms of trade means that export prices have become relatively cheaper,
and if the price elasticity of demand for both exports and imports is
elastic, this will help to improve, not worsen, a country’s balance of
k1r:ade position.

Principles of absolute and
comparative advantage
This topic is concerned with:
» the distinction between absolute and comparative advantage
» free trade area, customs union, monetary union, full economic union
> trade creation and trade diversion
>

the benefits of free trade, including the trading possibility curve.

The distinction between absolute and
comparative advantage

International trade between countries is based on the concept of
specialisation, where one country is more efficient at producing a product
than another country. This gives rise to two different types of advantage:
absolute and comparative advantage.

Absolute advantage

An ab: ¢ advantage is a situation of absolute advantage occurs where
one cnuntry is able to produce a particular good with fewer resources than
another country. As a result of this absolute efficiency, the country will enjoy
a cost advantage.

the ability to produce
more of a product
than another country
can produce that has
the same amount of
resources.



Comparative advantage

Whereas absolute advantage is based on the idea that one country has an
absolute efficiency in the production of a good, comparative advantage is
based on the relative efficiency of one country compared to anﬂther In this
way, a country could produce a good in which it does not have an absolute
advantage, but it could be relatively more efficient in producing this good
than another good.

You need to understand that the concept of comparative or relative
advantage can best be explained by stating that this occurs where a
product is produced at a lower opportunity cost. This means that a
country will concentrate on producing a good where it has to give up less
production of another good. This is another example of the importance
of opportunity cost in economic analysis. Two countries will trade at a
ratio somewhere between their two opportunity costs. It is important

you understand that specialisation and trade will only take place if the
opportunity cost ratios are different. If this was not the case, there would
be no advantage in specialising and trading.

There are a number of assumptions that have to be made in relation
to the principle of comparative advantage. It is assumed that there
are only two goods involved, that there is perfect competition in both
factor and product markets, that there are no transport costs, that no
capital movements take place which could affect the exchange rate, that
production is subject to constant returns to scale and that there are no

L restrictions on trade.

Free trade area, customs union, monetary union,
full economic union

It is important to be able to distinguish between different forms of
economic integration.

Free trade area

A lree trade area is where countries come together to trade freely with each
other, but each of these member countries will retain their own trade barriers
with other countries outside the free trade area, i.e. there is no common
external tariff in existence.

Examples include:

» the European Free Trade Area (Iceland, Liechtenstein, Norway
and Switzerland)

» the North American Free Trade Area (USA, Canada and Mexico).

Customs union

A customs union is where countries come together to trade freely with each
other and they also have a « { with other countries
outside the customs union.

Examples include:

» the Caribbean Community (CARICOM) (15 full member countries
including Jamaica, Barbados and Trinidad and Tobago).

je: the ability
of a country to produce
a product at a lower
opportunity cost than
another country.

Make sure that you
understand the
difference between the
absolute advantage of a
country in producing a
particular good and the
comparative or relative
advantage of a country
in producing a certain

| good.

e trade area: a
situation where a group
of countries come
together to promote
free trade between
themselves, while
retaining their own
separate trade barriers
with other countries.

Customs L - a
situation where a group
of countries come
together to promote
free trade between
themselves and to
impose a common
external tariff on imports
from countries outside
the customs union.

if: a situation where
a group of countries
impose the same
common tariff on trade
with all non-member
countries.
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Monetary union

A monetary union is where countries come together and adopt a single
currency. Certain policies may also be adopted to support the operation of the
currency and there is usually one single central bank.

Examples include:

» the eurozone (19 member countries of the European Union have adopted
the euro as their currency, including France, Italy and Germany).

Full economic union

Af . nmic union is where countries come together and adopt a
number of common economic policies that apply to all member countries.
Full economic union usually involves the countries adopting a single
currency, but this is not absolutely essential.

Examples include:

» the European Union (19 of the member countries have adopted the
single currency)

» the Eurasian Economic Union (Russia, Belarus, Armenia and Kazakhstan,
but each of the four countries have retained their own currency).

Make sure you don’t assume that all countries in an economic union will
adopt a single currency. This is not always the case. For example, in the
European Union, only 19 of the member countries have adopted the euro
as their currency.

Trade creation and trade diversion

It is important to distinguish between trade creation and trade diversion.

Trade creation

If there is some form of economic integration between a group of countries,
there will be fewer trade barriers between them. This is likely to lead to trad

1 as new markets are opened up within the member countries and
busmesses take advantage of new opportunities. There is therefore likely to
be increased specialisation and more trade between the countries.

However, it is also possible that economic integration may lead to a degree of
T i . For example, the member countries are likely to focus more
on trade between themselves and less on trade with non-member countries.

Remember that in a ‘discuss’ question on economic integration, there
are potential benefits in the form of trade creation as well as potential
drawbacks in the form of trade diversion.

It is important that you

can distinguish between
the different forms of
economic integration
that can exist between
countries in different

L parts of the world.

Aonetary union: a
situation where a group
of countries come
together and adopt a
single currency. The
member countries are
likely to have a number
of common monetary
policies to support the
operation of the single
currency.

a situation where a
group of countries
come together and
agree to integrate their
economies as much

as possible through

a variety of laws,
regulations and policies.
They may or may not
have a single currency.

: the
creahon of new trade
resulting from the
reduction or elimination
of trade barriers
between member
countries of a trading
bloc.

: the
Ioss of some existing
trade between a trading
bloc and non-member
countries as a result of
the imposition of trade
barriers.




The benefits of free trade, including the trading i m

possibility curve 5 .
There are varying

The benefits of free trade degrees of economic

There are a number of potential benefits of free trade, including union between

the following: countries. In a full

. . economic union, it is
> anincrease in world output likely that all of the

the more efficient allocation of resources member countries will

) have adopted a single
a wider range of products for consumers to choose from | currency.

an increase in a country’s economic growth

an improvement in the standard of living and quality of life of people

Y Y Y Y Y

the possibility of economies of scale resulting from increased output
through specialisation

> lower prices resulting from increased efficiency and economies of scale.

The trading possibility curve

A trading possibility curve can be used to show the gains from trade. A
trading possibility curve shows the maximum possible quantities of each
good that each country could produce, given the terms of trade between

the two countries following specialisation. If two countries specialise in the
production of goods in which they have a comparative advantage, i.e. a lower
opportunity cost, it is possible for both countries to produce outside of their
production possibility curve.

In Figure 4.12, Country A has a comparative advantage in the production of
cars and Country B has a comparative advantage in the production of toys.
The opportunity cost ratio is one car for five toys in Country B, and one car
for one toy in Country A. Trade takes place at one car for three toys. If each
country specialised in what it what was most efficient at producing, both
countries would produce on their trading possibility curve (tpc) rather than
on their production possibility curve(ppc). This can be seen in the diagram
where the tpc is to the right of the ppc for both countries.

Cars A Country A Cars A Country B
48

33.3

: trade
between countries
that is not restricted or
limited by various types
of import control.

20
16 -

16

10

8 16 Toys 0 100 Toys ‘urve: a curve that
shows the advantages
of two countries frading
with each other, taking
advantage of the fact

A Figure 4.12 The trading possibility curve showing the gains from trade

What you need to know

You need to understand that the beneﬂts of rade can lead to that the opportunity
countries producing on their 11 1g possibility curve rather than on costs of production in
their production possibility curve, Ieadlng to galns from trade in the form the two countries are

of increased output. different.
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., Raise your grade
Explain how economic integration can lead to both trade creation and trade diversion. [8]

Economic infegration, whether in the form of a free trade area or a customs union’, can

...................................................................................................................................................

rcducmg the ‘rrade bam&rﬁ bc’rwwn fnc member countries. Frce trade will be cncouraged
and there will be more oppor’fum’nbs o conduct business between the countries .

........................................................................................................................................................

cncouragcd frade with non-member couniries may be dtscouragcd 'ﬂ'lc member couniries
will fend to look inwards towards the ’n‘admg bloc, possibly mducmg or cu’f‘nng off trade with

countries that they previously traded with.

How to improve this answer

The candidate has referred to two types of economic integration, but could also have referred
to the two other types of economic integration, a monetary union and a full economic union.

It is not simply that the trade barriers have been reduced; it is also possible that such barriers
have been eliminated entirely, increasing the scope for trade creation.

The candidate could perhaps have included an example to support the point being made.
This could have included an example of a free trade area, such as the North American Free
Trade Area, or of an economic union, such as the European Union.

The candidate has referred to the discouragement of trade with non-member countries,
but this point needed to be developed more fully, such as in relation to the existence of a
Common External Tariff which the European Union has with all non-member countries.

Knowledge and understanding: 2/4

Application: 2/4

Total: 4/8
" Protectionism

This topic is concerned with:

>
>

the meaning of protectionism in the context of international trade

the different methods of protection and their impact, e.g. tariffs, import
duties, quotas, export subsidies, embargoes, voluntary export restraints
(VERs) and excessive administrative burdens (‘red tape’)

the arguments in favour of protectionism.




The meaning of protectionism in the context
of international trade

Protectionism refers to those policies taken by countries to protect domestic
producers from international competition, or to give support to them. It is the
opposite of free trade and comes about because countries are worried that
without trade barriers, domestic firms will not be able to compete effectively
with firms in other countries.

The different methods of protectionism and

their impact

Tariffs

A tariif is a tax that is imposed on products that are imported into a country.
They are designed to make the imported products more expensive, leading
to a reduction in the demand for them. The impact of a tariff, however, will
depend on the price elasticity of demand for the imported goods.
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A Figure 4.13 The impact of a tariff

The impact of the imposition of a tariff on an imported good can be seen in
Figure 4.13. §_ shows the world supply of a product before the imposition

of a tariff and S + tariff shows the world supply of a product after the
imposition of a tariff. The vertical distance between P, and P, shows the size
of the specific tariff. Sh shows the home or domestic supply of the product.
The quantity of imports coming into the country has been reduced from Q,Q,
to Q,Q,.

Import duties

Import duties operate in the same way as a tariff, raising the price of the
imported goods on which a duty has been imposed. This is likely to reduce the
demand for them compared with alternative products produced in the domestic
economy. The impact of an import dutv will depend on the price elasticity of
demand for the imported product and the extent to which there are alternative
products available within the domestic economy of a comparable quality.

Quotas

Whereas tariffs and import duties involve trying to reduce the demand for
imported goods by making them more expensive, a quota is a restriction

&

Protectionism:
actions taken by a
country to protect
domestic producers
from international
competition.

Tariff: a tax that is
imposed on imported
goods to make them
more expensive and
so reduce the demand
for them.

Import duty: a duty that
is imposed on imported
goods to discourage
demand for them by
making them more
expensive.

Quota: a limit on the
imported products

that are allowed into

a country. A quota

can take the form of

a limited quantity, a
limited value or a limited
market share.
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on imports into a country. A quota can be expressed in one of three ways:
a limit on the quantity of goods that can be imported into a country, a limit
on the value of goods that can be imported into a country or a limit on the
proportion of market share that they represent.

84
o

Quota

D
Quantity

A Figure 4.14 The imposition of a quota

Figure 4.14 shows the impact of a quota in a market. The original quantity
demanded and supplied in the market was 0Q , but once a quota has been
established, the quantity available is only 0Q,. This amount is priced at 0P, .

Export subsidies

As already indicated in Unit 3, a subsidy is a payment by a government to firms
to keep down the costs of production, enabling a lower price to be charged

to consumers. If such subsidies are given to firms that are intending to export
their goods, these are export subsidies. These should increase the demand for
such products, assuming that demand is price elastic.

Embargoes

Embargoes are a complete ban on the imports of certain products from
particular countries. An embargo is usually imposed largely for political,
rather than economic, reasons.

Voluntary Export Restraints (VERs)

If a country imposes trade barriers on another country, there is always the
possibility that this could lead to retaliation. Therefore, in an attempt to avoid
this happening, a country could decide on export restraints that are entirely
voluntary, i.e. it limits the amount of goods that it will export. These are
voluntary export restraints (VERs).

Excessive Administrative Burdens

Excessive Administrative Burdens are often described as ‘red tape’. The
paperwork that is involved in the importation of goods into a country is made
particularly difficult. The aim of such a measure is to discourage imports by
making the process of importation much more time consuming and complex.

Make sure that you understand the various benefits and drawbacks of the
different methods of protectionism. For example, a tariff or import duty will
provide government revenue, but this will not be the case with a quota.

Export subsidies:

a payment by a
government to domestic
firms to keep down the
costs of production

and therefore the

prices of the products,
making their exports
more competitive in
international markets.

Embargoes: a ban on
imports from particular
countries, either in
relation to certain
products imported
from those countries or,
in some cases, on all
products.

Voluntary export
restraints (VERs):

a decision taken
voluntarily by an
exporting country to
limit its exports as a way
of avoiding importing
countries imposing
import barriers on such
exports.

Excessive
administrative burdens:
this is often referred

to as ‘red tape’ and it
occurs when paperwork
is made excessive in

an attempt to make

the importing process
so complex and time-
consuming that imports

will be discouraged.




Make sure you understand that the imposition of a tariff has an effect on
the size of the consumer surplus and producer surplus. In Figure 4.13 (on
page 88), the original consumer surplus, before the tariff was introduced,
was represented by the area PAB. After the imposition of the tariff, this
has fallen to P,AC. Some of this has been lost to producers in the form of
an increased producer surplus and some to the government as revenue
from the tariff. There has therefore been a redistribution of welfare from
consumers to producers. Similarly, the imposition of a quota will involve a

i <orerto I

The impact of a tariff, an
import duty or an export
subsidy will depend on
the price elasticity of
demand for the products

welfare loss to consumers.
. /

The arguments in favour of protectionism

Although the benefits of free trade have already been considered, it is
also the case that a number of arguments can be put forward in favour of
protectionism. These include the following:

> specific protection for infant or sunris s to enable such firms

to compete with more established firms from other countries

» specific protection for s iries to give sufficient
time for factors of production to be transferred to other uses

> a strategic industry may need to be protected, such as military
equipment, to provide a country with an appropriate defence

> to provide protection against firms that are « products in another
country, i.e. they are selling below the cost of production

» protectionism may be necessary to help a country reduce a deficit on the
current account of the balance of payments

» certain protectionist methods, such as tariffs and duties, are a form of
raising government revenue.

Make sure you understand that although a case can be made for the
protection of infant/sunrise industries and/or declining/sunset industries,
these should only be temporary, otherwise it is possible that protectionist
methods are used to support inefficient industries, especially in the case
of declining/sunset industries. You also need to realise that protectionism
to reduce a deficit in a country’s current account will not overcome the

underlying reasons for that deficit.

L being traded.

J

. :a newly
established industry that
will need protection, at
least temporarily.

:an industry
that is declining
and which will need
protection, at least
temporarily, to enable
factors of production to
be reallocated.

: the practice
of selling a product that
is below the cost of
producing it.

Make sure you

appreciate that although

there are certain

arguments in favour of

protectionism, these do

go against the principle
k of free trade.

Revision checklist

1 can:

» understand the shape and determinants of AD and AS curves

» list the four components of aggregate demand

level of real output, employment and the price level in an economy

» be clear about what is meant by inflation

» Dbe clear about the distinction between a movement along, and a shift of, AD and AS curves

» understand the link between the interaction of AD and AS and the determination of the

OO dod
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appreciate the different degrees of inflation in an economy

understand how the rate of inflation in an economy is measured
be clear about the distinction between deflation and disinflation
understand the distinction between money values and real data

distinguish between different possible causes of inflation, such as cost-push inflation
and demand-pull inflation

be clear about the possible consequences of inflation, both positive and negative

understand the components of the balance of payments accounts, including the
current account, the capital account, the financial account and the balancing item

understand the meaning of a balance of payments equilibrium and a balance of
payments disequilibrium

understand the possible causes of balance of payments disequilibrium in each
component of the accounts

understand the consequences of balance of payments disequilibrium on both the
domestic and the external economy

be clear about the definitions and measurement of exchange rates, including
nominal, real and trade-weighted exchange rates

understand the determination of exchange rates, including floating, fixed and
managed float exchange rate systems

be clear about the factors underlying changes in exchange rates

understand the effects of changing exchange rates on the domestic and external
economy using AD, Marshall-Lerner and J-curve analysis

distinguish between depreciation and appreciation

distinguish between devaluation and revaluation

understand the measurement of the terms of trade

understand the causes of changes in the terms of trade

be clear about the impact of changes in the terms of trade

understand the distinction between absolute and comparative advantage

understand the differences between a free trade area, a customs union, a monetary
union and a full economic union

distinguish between trade creation and trade diversion
understand the benefits of free trade, including the trading possibility curve
understand the meaning of protectionism in the context of international trade

understand the different methods of protection and their impact, e.g. tariffs, import
duties, quotas, export subsidies, embargoes, voluntary export restraints (VERs) and
excessive administrative burdens (‘red tape’)

understand the arguments in favour of protectionism.
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9 Exam-style questions

1

Aggregate demand consists of:

A consumption, government and net exports

B consumption, investment, government
and exports

C consumption, investment, government and
net exports

D investment, government and imports.
Disinflation refers to a situation of:

A afall in the general level of prices

B an annual inflation rate of over 10%

C the price level neither rising or falling

D the price level rising at a decreasing rate.

A wage increase that has been adjusted to take
into account the effects of inflation is known as a:
A fair wage

B money wage

C nominal wage

D real wage.

When the money inflows into a country are
greater than the money outflows out of a country,
as shown in the balance of payments accounts,
this is known as:

A abalancing item

B a deficit

C an equilibrium

D a surplus.

When an exchange rate is determined by the
forces of demand and supply, it is known as a:

A fixed exchange rate system

B floating exchange rate system

C managed float exchange rate system

D weighted exchange rate system.

When the value of an exchange rate is lowered in
a fixed exchange rate system, it is known as:

A a depreciation

B a devaluation

C arevaluation

D an appreciation.

@

11

12

The terms of trade shows the relationship
between changes in the:

A prices of exports and imports

B quality of exports and imports

C quantity of exports and imports

D value of exports and imports.

The increase in trade between member countries
of a trading bloc is known as trade:

A creation

B diversion

C establishment

D tariff.

A ban on imports from a particular country is
known as:

A aduty

B aquota

C a tariff

D an embargo.

Which of the following methods is a country
likely to use to avoid having import controls
imposed against it?

A A tariff.

B A voluntary export restraint.

C An export subsidy.

D Animport duty.

(a) Explain the distinction between a movement
along and a shift of an AD curve. [8]

(b) Discuss whether the consequences of inflation
will always be negative. [12]

(a) Explain the difference between a tariff and
a quota as a method of protection. [8]

(b) Discuss whether the arguments in favour of
protectionism are always stronger than the
arguments against. [12]



Government macro
intervention AS 5(a)-(C)

» types of policy: fiscal, monetary and supply side policy
» policies to correct a balance of payments equilibrium

» policies to correct inflation and deflation.

5.1 Types of policy: fiscal policy, monetary [
policy and supply side policy

This topic is concerned with:

» instruments of fiscal policy

» instruments of monetary policy
> instruments of supply side policy.

Instruments of fiscal policy

Fiscal policy refers to the use of revenue and expenditure decisions by

a government to influence economic activity in a country. In particular,
these decisions are taken to influence the level of aggregate demand in an
economy. Slight changes in policy in relation to revenue and/or expenditure
can have significant economic effects and so the term fine-tuning has

been used to describe what is happening when a government takes policy
decisions on revenue and/or expenditure,

It might be thought that a government would deliberately aim to achieve

a balanced budgetl by ensuring that revenue was equal to expenditure.

This can happen, but governments frequently decide to aim for a budget
deficit or a budgel surplus, If an economy is facing a relatively high level of
unemployment and a relatively low rate of economic growth, a government
may decide to stimulate the economy by deliberately aiming to achieve a
budget deficit, i.e. more money will go into the economy than goes out.
Examples of instruments to bring such a situation about include reductions in
taxation and increases in public expenditure.

On the other hand, if an economy is facing a relatively high rate of inflation,
a government may decide to deflate the economy by deliberately aiming to
achieve a budget surplus, i.e. more money will go out of an economy than
goes in. Examples of instruments to bring such a situation about include
increases in taxation and decreases in public expenditure.

Key terms

| Fiscal policy: the use of public revenue and/or public expenditure to
influence the level of economic activity in a country.

Fine-tuning: the use of relatively small adjustments in taxation and
expenditure to influence the level of economic activity in a country.

Balanced budget: a budget where revenue is equal to expenditure.
Budget deficit: a budget where expenditure is greater than revenue.
Budget surplus: a budget where revenue is greater than expenditure.




Instruments of monetary policy

Monetary policy refers to use of decisions by a government to influence
economic activity in a country in relation to the price of money and

the quantity of money. If an economy is facing a relatively high rate of
unemployment and a relatively low rate of economic growth, a government
may decide to stimulate the economy by reducing the interest rate and/or
increasing the money supply. Slight changes in policy in relation to the price
or the supply of money can have significant economic effects and so the term
‘fine-tuning’ has been used to describe what is happening when a government
takes policy decisions on interest rates and/or the money supply.

On the other hand, if an economy is facing a relatively high rate of inflation,
a government may decide to deflate the economy by increasing the rate of
interest and/or decreasing the money supply.

Instruments of supply side policy

Supply side policy is a general term that refers to a number of different
policies that a government could take to influence economic activity in a
country. In particular, such policies are often taken in an attempt to improve
the efficiency of markets.

Examples of supply side policies include the following:

» increasing incentives to work through the lowering of income tax and
unemployment benefits, the idea being that this will encourage more
people to seek employment

» increasing expenditure on education and training to improve the quality
of the labour force, the idea being that this will improve the productivity
and flexibility of the labour force

» reforming trade unions so that their power is reduced, the idea being that
fewer working days will be lost as a result of industrial action, such as strikes

> encouraging privatisation so that the size of the private sector in an economy
increases and the size of the public sector decreases, the idea being that firms
in the private sector are likely to be more efficient than those in the public
sector, especially when there is intense competition in an industry

» encouraging deregulation which will allow greater competition, the idea
being that a reduction of barriers into an industry will enable more firms
to enter

» providing more information about job vacancies, the idea being that
greater knowledge of what is available in the labour market could
encourage a greater degree of occupational and geographical mobility of
labour in an economy.

Monetary policy: the use of interest rates and/or the money supply to
influence the level of economic activity in a country.

Interest rate: the cost of borrowing money or the reward for parting
with liquidity.

Money supply: the amount of money that is available to the banking
system and the public in an economy.

Supply side policy: policies that are designed to allow markets to work
more efficiently and flexibly.

&
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¥ What you need to know

-
In terms of fiscal policy, it is important to distinguish between discretionary

fiscal policy and automatic stabilisers. When a government deliberately
decides to change taxation and/or public expenditure to bring about a
particular change in an economy, this is known as discretionary fiscal
policy. However, with automatic stabilisers, this is where changes in an
economy take place without deliberate government action.

In terms of supply side policy, it is important to distinguish between

market-orientated supply side policies and interventionist supply side

policies. Examples of market-orientated supply side policies include

privatisation and deregulation. Examples of interventionist supply side

policies include the direct provision of infrastructure and funding for
k1raining schemes.

Make sure you understand that a government will deliberately aim for

a budget deficit or a budget surplus due to the prevailing economic
conditions in a country at any one time. It is not the case that a budget
deficit or a budget surplus accidentally happens and that all governments
ought to aim for a balanced budget all of the time.

Similarly, it is incorrect to think that monetary policy only works through

changes in the price of money, i.e. through changes in interest rates.

Monetary policy can also operate through the changes in the quantity, as
kwell as the price, of money.

Policies to correct a balance of
payments disequilibrium
This topic is concerned with:

> the assessment of the effectiveness of fiscal, monetary and supply side
policies to correct a balance of payments disequilibrium

» expenditure-reducing and expenditure-switching.

The assessment of the effectiveness of fiscal, monetary
and supply side policies to correct a balance of
payments disequilibrium

Fiscal policy

If a country is experiencing a deficit on the current account of its balance of
payments, it may use fiscal policy instruments to try to reduce this deficit.
For example, to reduce the demand for imports, a government could increase
income tax and/or reduce government spending. This will reduce aggregate
demand in an economy, reducing expenditure on imports. A government
could also use fiscal policy to discourage the consumption of imported goods
by imposing a tariff on the imports, making them more expensive.

The effectiveness of fiscal policy to correct a balance of payments
disequilibrium will depend on a number of factors. For instance, the effect
of imposing a tariff on imported goods will depend on the price elasticity of
demand for imports. If demand is price elastic, consumers will be likely to
reduce the demand for the imports and buy domestically produced goods
instead, but if demand is price inelastic, it will not have a very significant
effect in reducing the demand for imports. There is also the danger that the



imposition of tariffs on imports into a country could lead to retaliation by
the country producing those goods and this could lead to a decrease in a
country’s exports to that country. Also, an increase in income tax and/or a
decrease in government spending may have negative effects on other parts of
an economy, e.g. it may lead to an increase in the level of unemployment.

Monetary policy

If a country is experiencing a deficit on the current account of its balance

of payments, it may use monetary policy instruments to try to reduce this
deficit. For example, to reduce the demand for imports, a government could
increase interest rates and/or reduce the money supply. Either of these
policies is likely to reduce aggregate demand in an economy and make it less
likely that consumers will buy imported goods.

The effectiveness of monetary policy to correct a balance of payments
disequilibrium will depend on a number of factors. For instance, the effect

of an increase in interest rates on demand in an economy will depend on the
extent to which the demand is interest-elastic. If demand is relatively
interest-inelastic, an increase in interest rates will be unlikely to have much of
an impact on the demand for imports. Also, the effect of a change in interest
rates in an economy can take a while because of a time lag between a change
in interest rates and the full consequences of such an action being seen.

Supply side policies

If a country is experiencing a deficit on the current account of its balance

of payments, it may use supply side policy instruments to try to reduce this
deficit. For example, if a domestic market was made more efficient and more
flexible, such as through a policy of privatisation or deregulation, this would
be likely to make a country’s exports more competitive in international
markets, encouraging the demand for them to increase. This would be as a
result of increased quality and/or a more competitive price.

The effectiveness of supply side policy to correct a balance of payments
disequilibrium will depend on a number of factors. For instance, increased
spending on education and training is only likely to have a significant effect
over a relatively long period of time. Privatisation may not necessarily lead to
greater efficiency if a public sector monopoly is replaced by a private sector
monopoly that does not take into account external costs.

Expenditure-reducing and expenditure-switching

It is important to be able to distinguish between expenditure-reducing and
expenditure-switching.

Expenditure-reducing

xpendit o policies are those which are designed to reduce the
dernand fnr all pruducts in an economy, i.e. they are intended to reduce the
demand for imported goods, but the effect is that the demand for all goods,
including domestically produced goods, will be reduced.

Deflationary fiscal policy, to reduce expenditure, can include an increase
in taxation and/or a reduction in government expenditure. Deflationary
monetary policy, to reduce expenditure, can include an increase in interest
rates and/or a reduction in the money supply.

Expenditure-switching

Whereas expendlture-reducmg pﬂhtles are demgned to reduce the demand for
all products in an economy, expenditure-swil > policies are designed to

policies that are
intended to bring about
a reduction in the level
of aggregate demand in
an economy.

policies that are intended
to bring about a change
in the demand for
different products in an
economy, especially a
reduction in the demand
for imports and an
increase in the demand
for exports.
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switch demand away from some products and towards others. For example,
they could intend to decrease the demand for imports and increase the
demand for exports.

There are a number of protectionist methods that can be used to decrease
the demand for imports and increase the demand for exports, including
the following:

> tariffs

> quotas
subsidies
exchange controls

embargoes

Y Y ¥y Y

administrative restrictions. A balance of payments

disequilibrium can refer

to a persistent surplus
) as well as a persistent
deficit.

Make sure that you are able to explain the distinction between
expenditure-reducing policies, which are designed to bring about a fall
in demand for all products in an economy, and expenditure-switching
policies, which are designed to bring about a change in the pattern of
demand for different products in an economy, e.g. reducing the demand
L for imported products and increasing the demand for exported products. )

Be careful not to get confused between the idea of deflation, i.e. a period
of falling prices in an economy, and deflationary policies which are
designed to reduce the level of aggregate demand in an economy.

Raise your grade

Explain the difference between expenditure-reducing and expenditure-switching policies in
an economy. [8]

It is lmpor’fan’f to be able to dls’nngulah between expenditure-reducing policies and

........................................................................................................................................................

Expenditure-reducing policies refer to those policies which are intended to reduce the demand -
for certain produc’rﬁ in an bwnom Efxamp‘.r,s of such pohcw% include dbﬂa‘nonam fn-"aca‘.
pohq such 28 an increase in taxation’, and deflationary monetary policy, such as an increase

........................................................................................................................................................
......................................................................................................................................................
........................................................................................................................................................




How to improve this answer

The candidate appears somewhat confused at this point. Expenditure-reducing
policies are intended to reduce the demand for all products in an economy, not just
certain products, i.e. there is a deliberate attempt to reduce the level of aggregate
demand in an economy.

The candidate has given the example of an increase in taxation, but fiscal policy
includes expenditure as well as revenue, and so the candidate could also have
given as an example a reduction in government expenditure.

The candidate has given the example of an increase in interest rates, but monetary
policy includes the quantity, as well as the price, of money. So, the candidate could
also have given as an example a reduction in the money supply.

The candidate has referred to the reduced demand for imports as an example
of the change in the pattern of demand, but they could also have referred to an
increased demand for exports.

The candidate has referred to three possible policies designed to switch
expenditure from some products to others, but more could have been written about
each of these policies. For example, it would have been useful if the candidate

had distinguished between tariffs and quotas as methods to reduce the demand
for imports and subsidies as a method to increase the demand for domestically
produced goods.

Knowledge and understanding: 2/4
Application: 2/4
Total: 4/8

> Policies to correct inflation and deflation

This topic is concerned with:

> the assessment of the effectiveness of fiscal, monetary and supply side
policies to correct inflation and deflation.

Fiscal policy to correct inflation

Inflation can be corrected by fiscal policy. For example, if the inflation is
caused by demand-pull factors, a government may decide to reduce the level
of aggregate demand in an economy by reducing the level of government
expenditure and/or increasing the level of taxation.

The effectiveness of fiscal policy to correct inflation will depend on a number
of factors. Higher rates of income tax could reduce aggregate demand,

but this could create a disincentive effect, with workers only prepared to
work fewer hours. Also, higher rates of income tax may lead trade unions

to demand significant wage increases to at least maintain the disposable
incomes of their members, and increased wages will lead to increased costs
for firms, generating cost-push inflation.
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Monetary policy to correct inflation

Inflation can be corrected by monetary policy. For example, if the inflation is
caused by demand-pull factors, a government may decide to reduce the level
of aggregate demand in an economy by reducing the money supply and/or
increasing the interest rate.

The effectiveness of monetary policy to correct inflation will depend on a
number of factors. The impact of a rise in the rate of interest will depend
on how interest-elastic the demand is for products, but if demand is
interest-elastic, borrowing will be discouraged as it is now more expensive.
Saving will be encouraged by a higher rate of interest, if demand for savings
accounts is interest-elastic.

Supply side policy to correct inflation

Inflation can be corrected by supply side policies. For example, if such
policies are used to reduce the power of trade unions and make the labour
market more competitive, this is likely to increase aggregate supply. If
inflation was caused by an excess of aggregate demand over aggregate
supply, this will have the effect of reducing the imbalance and so reducing
inflationary pressures. Privatisation might also help to increase aggregate
supply in an economy if the privatised firms are more efficient.

The effectiveness of supply side policy to correct inflation will depend on a
number of factors. The main factor is that supply side measures usually take
quite a while to have any significant effect. For instance, making markets
more competitive and flexible is something that can take quite a lot of time
and so the impact on inflation may not be immediate.

Fiscal policy to correct deflation

Whereas inflation refers to a persistent and sustained increase in the general
level of prices in an economy over a period of time, deflation refers to a
persistent and sustained decrease in the general level of prices in an economy
over a period of time, Deflation can be corrected by reflationary fiscal policy. For
example, if the deflation is caused by demand-pull factors, a government may
decide to increase the level of aggregate demand in an economy by increasing
the level of government expenditure and/or decreasing the level of taxation.

The effectiveness of fiscal policy to correct deflation will depend on a number
of factors. One of these is taking decisions on the basis of correct information,
e.g. if the information on which decisions are taken is inaccurate, a
government may cure the deflation, but replace it with a relatively high rate
of inflation which, if above the inflation target rate, will not be helpful.

Monetary policy to correct deflation

Deflation can be corrected by reflationary monetary policy. For example, if
the deflation is caused by demand-pull factors, a government may decide
to increase the level of aggregate demand in an economy by increasing the
money supply and/or decreasing the interest rate.

The effectiveness of monetary policy to correct deflation will depend on

a number of factors. For example, the interest rate may already be so low
that when there are further reductions, they have very little, if any, effect in
stimulating increased borrowing and spending.

Supply side policy to correct deflation

Deflation can be corrected by supply side policies, especially where the
deflation has been caused by a high level of supply relative to aggregate



demand. For instance, a government could reduce the financial support it
gives to training and education schemes,

The effectiveness of supply side policy to correct deflation will depend on

a number of factors. For example, it has already been stressed that it often
takes supply side policies quite a long time to have any effect, and the same
point would apply if any of the policies were reversed in an attempt to reduce
the level of aggregate supply in an economy.

It is important to differentiate between inflation, i.e. a persistent and
sustained rise in the general level of prices in an economy over a period
of time, and deflation, i.e. a persistent and sustained fall in the general
level of prices in an economy over a period of time.

Revision checklist

1 can:

understand fiscal policy and the instruments that can be used as part of this policy
understand monetary policy and the instruments that can be used as part of this policy
understand supply side policy and the instruments that can be used as part of this policy

understand the difference between a balanced budget, a budget deficit and a budget surplus

) o

>

»

>

» understand, and can explain, what is meant by the ‘fine-tuning’ of an economy

» appreciate the difference between the price of money and the quantity or supply of money
» rtefer to examples of supply side policies

» be clear about the distinction between discretionary fiscal policy and automatic stabilisers
>

understand the difference between market-orientated supply side measures and
interventionist supply side measures

A\

understand the different policies that could be taken to correct a balance of
payments disequilibrium

» assess the effectiveness of different policies that could be taken to correct a balance
of payments disequilibrium

» understand that a balance of payments disequilibrium can either refer to a deficit
or a surplus

Y

understand the difference between expenditure-reducing policies and expenditure-
switching policies

understand the different policies that could be taken to correct inflation

assess the effectiveness of different policies that could be taken to correct inflation
understand the difference between inflation and deflation

understand the different policies that could be taken to correct deflation

assess the effectiveness of different policies that could be taken to correct deflation

understand the difference between deflationary and reflationary policies

Y Y Y Y Y Y'Y

understand that a time lag can apply to the period between the implementation of a
policy and the impact that such a policy can have in an economy.

O Opoooood o O 0o 0o dodododd
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9 Exam-style questions

1

Which of the following would stimulate demand

in an economy?

A Decrease in the money supply.

B Increase in government expenditure.

C Increase in taxation.

D Increase in the interest rate, [1]

Slight changes in fiscal or monetary policies to

affect the level of economic activity in a country

are known as:

A balanced

B deregulation

C fine-tuning

D targeting. (1]

When a government deliberately decides to

change public revenue and/or public expenditure

to achieve an objective, it is known as:

A automatic fiscal policy

B automatic monetary policy

C discretionary fiscal policy

D discretionary monetary policy. [1]

Which of the following is an example of a

market-orientated supply side policy?

A Direct provision of infrastructure.

B Funding for training.

C Grants for research and development.

D Privatisation. [1]

The effectiveness of a tariff to correct a balance of

payments deficit will depend on:

A the money supply in an economy

B the price elasticity of demand for the
exported products

C the price elasticity of demand for the
imported products

D the rate of interest in an economy. [1]

6

10

Which of the following is an example of
deflationary monetary policy?
A Reduction in public expenditure.
B Increase in the interest rate.
C Increase in the money supply.
D Increase in taxation. [1]
A policy to encourage spending in an economy
is called:
A deflationary
B disinflationary
C reflationary
D regulatory. (1]
Providing more information about job vacancies
is likely to:
A contribute to a lower rate of inflation in
an economy
B encourage greater occupational and
geographical mobility of labour
C increase the amount of money paid out
through unemployment benefits
D lead to the privatisation of industries in
an economy. [1]

(a) Explain the distinction between fiscal policy
and monetary policy. [8]

(b) Discuss whether fiscal policy or monetary
policy is more likely to correct a balance of
payments deficit. [12]

(a) Explain the difference between market-
orientated and interventionist supply side
policies. [8]

(b) Discuss whether supply sides policies are
guaranteed to correct inflation. [12]



A Level

Basic economic ideas

and resource allocation

» efficient resource allocation
» externalities and market failure

» social costs and benefits; cost-benefit analysis.

©.1 Efficient resource allocation
This topic is concerned with:

» productive and allocative efficiency
» Pareto optimality

» dynamic efficiency.

Productive and allocative efficiency

Economic efficiency can be divided into two types - productive efficiency and
allocative efficiency.

Productive efficiency

One way of measuring productive efficiency is at the micro level in terms of
the minimum average cost at which a given output can be produced. In this
sense, productive efficiency involves two elements. Technical efficiency is
where the best possible combination of factors of production is used in the
production process, i.e. the greatest amount of output is produced that is
possible from a given set of inputs. Cost eificiency is where the production
is influenced by the relative costs of different inputs. Figure 6.1 shows
productive efficiency in a firm.
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A Figure 6.1 Productive efficiency in a firm

Another way of measuring productive efficiency is at the macro level in
terms of the production possibility curve of an economy. The PPC in

Figure 6.2 shows the possible combinations of production of two products.
Point X, inside the PPC, indicates productive inefficiency because there are
unused resources that could be used to produce more of both products. Any
point on the PPC, however, such as point Y, shows that all of the available

@

Productive efficiency: a
situation where there is
both technical efficiency
and cost efficiency

in a firm, or where an
economy is operating on
its production possibility
curve.

Technical efficiency:
a situation where a

firm is able to produce
the maximum output
possible from the given
inputs.

Cost efficiency: a
situation where a

firm uses the most
appropriate combination
of inputs, given the
relative costs of those

| inputs.
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resources in an economy are being fully used in the production of the two
products, i.e. productive efficiency is being maximised.
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A Figure 6.2 Productive efficiency in an economy

Allocative efficiency

Another element in economic efficiency is allocative efficiency. This
allocation of resources is the one which fits the wishes of the consumers and
producers most closely. It occurs where price is equal to marginal cost. This
is because the value that is put on a product by a consumer, i.e. the price, is
equal to the value put on a product by a producer, i.e. the marginal cost of
producing one more unit of the product.

Productive efficiency can occur at the lowest point on any average cost
curve and not only at the lowest point on the average total cost curve.

Pareto optimality

An optimal resource allocation refers to a situation where there is the best
possible allocation of scarce resources. The [talian economist, Vilfredo Pareto
(1848-1923), stated that such a situation existed when it was impossible to
make one person better off without making another person worse off. This
situation is therefore known as Pareto op . In this situation, there
needs to be both productive efficiency and allocative efficiency.

Dynamic efficiency

Whereas productive and allocative efficiency are examples of static efficiency,
i.e. they are concerned with the allocation of resources at a given moment

in time, dynamic efficiency is concerned with changes in the allocation of
resources over time. For example, new products may appear as a result of
invention and innovation. There may be new methods of production that can
be used as a result of technological progress. There could also be changes in
the management of resources.

Productive and allocative efficiency are both examples of static efficiency,
i.e. they refer to the most efficient allocation of resources in a given
period of time. Dynamic efficiency, however, is the result of changes over
time, such as in relation to the products that are produced or the way that
they are produced.

an allocation of
resources where price is
equal to marginal cost.

Make sure you
understand the
distinction between
productive and
allocative efficiency.

Fareto optimailny: an
allocation of resources
where it is not possible
to make one person
better off without
making another person
worse off.

Dynamic efficiency: the
greater efficiency that
can occur as a result of
improvements over a
period of time.



Efficient resource allocation refers to both productive and allocative
efficiency, but each of these is a static concept, i.e. that level of efficiency
is the best that can be achieved at a given moment in time. Over a period
of time, however, dynamic efficiency can occur, leading to changes in the
allocation of resources.

., Raise your grade
Explain why dynamic efficiency is important in an economy. [12]

Productive and allocative efficiency are examples of static efficiency’, but dynamic efficiency is

........................................................................................................................................................
........................................................................................................................................................

----------------------------------------------------------------------------------------------------------------------------------------------------

The existence of dynamic efficiency in an economy will enable it to compete etfectively with ofher
countries in international trade. This would be hkb‘r{ 10 enhance the rate of economic grow‘fh in

How to improve this answer

The candidate could have explained more fully what is meant by a static concept in
relation to efficiency, such as the fact that they are concerned with the allocation of
resources at a given moment in time.

It is good that the candidate has referred to invention and innovation, which are
crucial in dynamic efficiency, but examples of new products could have been
included to develop the answer, such as in relation to mobile phones and televisions.

Again, the candidate has usefully referred to new methods of production that could
be used as a result of technological progress, but the answer could have been
developed more fully by reference to appropriate examples, such as the use of robots
in the mass production of cars.

Changes in the management of resources are relevant to dynamic efficiency and
again it would have been useful to have included some examples, such as the use of
a more effective stock control system.

This is a useful point to have made, stressing the link between dynamic efficiency and
economic growth, but this final sentence could have been taken further, such as by a
reference to the shifting outwards of a country’s production possibility curve.

Level 2 - 5/12
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Externalities and market failure
This topic is concerned with:
> reasons for market failure
> positive and negative externalities for both consumers and firms

» inefficient resource allocation.

Reasons for market failure

refers to a market imperfection which gives rise to an
llocatmn of resources which is not as efficient as might otherwise have been
the case.

There are many possible reasons for market failure, including the following:
» the under-production and under-consumption of merit goods
» the over-production and over-consumption of demerit goods
» the non-provision of public goods
>

Lhe existence of externalities which are costs or beneflts which affect
' , sometimes referred to as spi I

Y

information failure leading to a sub-optimal allocation of resources

A\

government failure where a government intervenes to try to overcome a
failure in a market, only to create further distortions

> imperfect competition, such as the existence of a monopoly

> an inequality in the distribution of income and wealth in an economy,
giving some individuals more influence in a market than others

> the existence of geographical and/or occupational immobility of factors of
production, making it difficult to reallocate them to alternative uses

» price instability in markets, especially in agricultural markets.

Make sure you understand what is meant by a third party and a spillover
effect. This is where someone who is not directly involved in the
consumption and/or production of a product can still be affected in
some way.

Don't get confused by what is meant by a third party. Make sure you
understand that although a third party can be affected by a decision in
some way, the third party is not directly involved in the taking of

the decision.

Positive and negative externalities for both
consumers and firms

An externality refers to an action that results in either external costs or
in relation to either production or consumption.

Positive externalities

Figure 6.3 on the next page shows a situation where there is a positive
externality, i.e. social benefits are greater than private benefits. The
original equilibrium position is where the supply curve, S, representing

ure: a
market imperfection
which gives rise to an
allocation of resources
which is not as efficient
as might otherwise have
been the case.

individuals or groups
that are in some way
affected by a decision,
even though they are
not the main parties in
such a decision.

5 el ct:a
situation where a certain
decision has an impact
on third parties, i.e.
those who are nether
the producers or the
consumers of a certain
product.

- : an action
1hat resuhs in either
external benefits or
external costs in relation
to either production or
consumption.

rn > acost
whlch arises from any
activity which is not paid
for by the firm or the
consumer carrying out
the activity.

xternal benefit: a
benefit to a third party
which arises from an
activity carried out by a
firm or a consumer.



narginal social cost (MSC), intersects with the demand curve, D,
representmg margmal private benefit (MPB). However, if all of the benefits
are taken into account, this wﬂl be shnwn by the demand curve D,,
representing n al social benefi iB) which is made up of buth
marginal prwate beneht (MPB} and marginal external benefit (MEB). The
effect of taking all benefits and costs into account is that the equilibrium
price rises from 0P, to OP, and the equilibrium quantity rises from 0Q, to 0Q,.
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A Figure 6.3 A positive externality

Negative externalities

Figure 6.4 shows a situation where there is a negative externality, i.e. social
costs are greater than private costs. The original equilibrium position is where
the supply curve, S, representing marginal private cost (MPC), intersects
with the demand curve, D, representing marginal social benefit (MSB).
However, if all of the costs are taken into account, this will be shown by the
supply curve S,, representing marginal social cost (MSC) which is made up

of both marginal private cost (MPC) and marginal external cost (MEC).
The effect of taking all costs and benefits into account is that the equilibrium
price rises from OP, to 0P, and the equilibrium quantity falls from 0Q, to 0Q,.
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A Figure 6.4 A negative externality

You need to remember that an externality can be either positive or
negative and can refer to either consumption or production benefits or
L costs or to both.

Marginal social benefit includes both marginal private benefit and
marginal external benefit. Marginal social cost includes both marginal
kprivaie cost and marginal external cost.

MSE 1he addltlon 0'f |
marglnal private benefit

and marginal external
benefit.

) the addmon 01’
mar’gmal private cost and
marginal external cost.
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Inefficient resource allocation

The existence of market failure gives rise to inefficient resource allocation
in an economy. For example, information failure on the part of consumers
means that they do not fully appreciate the potential advantages of the
consumption of merit goods such as education and health care, not only
to themselves but to the wider society. As a result, merit goods are
under-consumed and under-produced.

On the other hand, information failure on the part of consumers means that
they do not fully appreciate the potential disadvantages of the consumption
of demerit goods such as alcohol and tobacco, not only to themselves but
to the wider society. As a result, demerit goods are over-consumed and
over-produced.

The existence of positive and negative externalities also gives rise to an

%neffu:len't resource allocation. In a market economy, without any government Thaexiclones of matket
intervention, too much may be produced and/or consumed of one product il suchac

and too little produced and/or consumed of another, giving rise to inefficient relation to positive and
resource allocation, negative externalities

for both consumers

= - and firms, gives rise
Social costs and benefits; to ineﬁicier?t resource

cost-benefit analysis allocation in an
L economy.

This topic is concerned with;

» social costs as the sum of private costs and external costs
> social benefits as the sum of private benefits and external benefits

> use of cost-benefit analysis in decision-making.

Social costs as the sum of private costs and external costs

It is important to understand that social costs represent the true cost of
something to society, i.e. they include not only private costs, but also the

external costs imposed on a society as the result of an economic action. sts: the sum

of private costs and
external costs.

It is easy to confuse social costs and external costs. An external cost

is a cost that arises from any activity which is not paid for by the firm or
the consumer carrying out the activity, but a social cost includes both
external costs and private costs.

Social benefits as the sum of private benefits and
external benefits

Just as social costs represent the true cost of something to society,

fits represent the true benefit of something to society, i.e. they include —

sum of private benefits
and external benefits.

not only private benefits, but also the external benefits that are of benefit to
the whole society as the result of an economic action.

It is easy to frequently confuse social benefits and external benefits. An
external benefit is a benefit to a third party which arises from an activity
carried out by a firm or a consumer, but a social benefit includes both
external benefits and private benefits.




The use of cost-benefit analysis in decision-making

Cost-benefit analysis refers to a process that includes all the costs and
benefits that relate to an investment project and which need to be
considered before a decision is taken whether or not to go ahead with
the project.

There are a number of advantages associated with cost-benefit analysis,
including the following:

> it takes into account all of the various costs and benefits resulting from a
proposed investment project

> many of the various costs and benefits will have market prices attached
to them, making it relatively easy to calculate monetary values

» it can analyse not only costs and benefits today, but also future costs and
benefits, enabling the long-term consequences of an investment project to
be considered and not only the short-term ones

> it helps to make it more likely that the correct decision will be taken.

However, cost-benefil analysis does have a number of potential drawbacks
and limitations, including the following:

» it may be difficult to identify all of the relevant external costs and benefits a method used to

to include in the analysis evaluate large-scale
investment projects
which take into account

all relevant costs and
» shadow prices can be used where market prices do not apply, but these benefits, including both

can be very difficult to estimate private and external
costs and benefits.

> not all of the costs and benefits will have market prices and this will
make it more difficult to calculate their monetary value

» the estimation of costs and benefits in the future can be a problem and
this gives rise to the issue of time value of money

» future values can be discounted to give present values, but this may not
always be easy to calculate accurately

> cost-benefit analysis usually relates to investment projects in the public
sector, but even if the analysis suggests that there will be a net benefit to
a community, there may be political reasons why the project does not
go ahead.

Make sure that you are able to support answers on cost-benefit analysis
with appropriate examples of investment projects, such as the building
of an airport, a motorway or a railway line.

Remember that although cost-benefit analysis has many potential
advantages, there are also a number of limitations in the use of such
an analysis.

Cost-benefit analysis can be extremely useful in decision-making, but
you need to understand that there are some important limitations to
its use.




Basic economic ideas and resource allocation

Revision checklist

1 can:

understand the distinction between productive efficiency and allocative efficiency

understand that Pareto optimality refers to a situation where it is impossible to
make one person better off without making another person worse off

understand that Pareto optimality requires both productive efficiency and allocative
efficiency to be in existence

understand how dynamic efficiency is different from productive and allocative efficiency
in relating to changes over a period of time

understand the various reasons for market failure in an economy
understand what is meant by a third party
be clear about what is meant by a spillover effect

understand what is meant by positive and negative externalities for both
consumers and firms

appreciate what is meant by inefficient resource allocation in an economy
understand that social costs are the sum of private costs and external costs
understand that social benefits are the sum of private benefits and external benefits
understand what is meant by cost-benefit analysis

understand the potential benefits of cost-benefit analysis as an aid to decision-making in
relation to public sector investment projects

understand the potential limitations of cost-benefit analysis as an aid to decision-making
in relation to public sector investment projects.
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Exam-style questions

Productive efficiency occurs where:

A average cost is at its lowest
B average cost is equal to marginal cost
C average variable cost is at its lowest
D production is inside a production
possibility curve. [1]
Pareto optimality includes:
A allocative efficiency only
B neither productive or allocative efficiency
C productive efficiency and allocative efficiency
D productive efficiency only. [1]
A third party interrupted by loud music from a
neighbour is an example of a:
A negative externality in relation to
consumption
B negative externality in relation to production

C positive externality in relation to
consumption

D positive externality in relation to
production. [1]

An example of a market failure is the:

A non-provision of a public good

B optimal allocation of resources

C over-production of a merit good

D under-production of a demit good. [1]
Marginal social benefit is the addition of:

A marginal external benefit and marginal cost
B marginal private benefit and marginal cost

C marginal private benefit and marginal
external benefit.

D marginal private benefit and marginal
social benefit. [1]

6 What does cost-benefit analysis use when
it is not possible to use market prices?
A Discounted prices.
B Shadow prices.
C Transitional prices.
D Underground prices.
7 (a) Explain the distinction between

productive and allocative efficiency.

(b) Discuss to what extent market failure
can undermine the efficiency of an
economy.

8 Discuss whether cost-benefit analysis will
guarantee that a decision about whether to
build a new airport is the correct one.

(1]

[12]

[13]

[25]



7 The price system and

the micro economy

AL 2(a)-(f)

» the law of diminishing marginal utility

» indifference curves and budget lines

» types of cost, revenue and profit, short-run and long-run production
»  different market structures

» the growth and survival of firms

) 2

differing objectives of a firm.

7.1 The law of diminishing marginal utility
This topic is concerned with;

> the relationship of the law of diminishing marginal utility to the
derivation of an individual demand schedule

» the equi-marginal principle

» the limitations of marginal utility theory; rational behaviour versus
behavioural economic models.

The relationship of the law of diminishing marginal utility
to the derivation of an individual demand schedule

Utility refers to the benefit or satisfaction that is derived from the
consumption of a product. Marginal utilitv is the extra satisfaction that
can be gained from consuming one additional unit of a product. This is in
contrast to total utility, which refers to the total satisfaction obtained from
consuming a particular number of units of a product.

The law of diminishing marginal utility refers to the situation where the
consumption of successive units of a product will eventually lead to a fall
in marginal utility, i.e. as someone consumes more units of a product, the
satisfaction provided by each unit will be progressively less.

There is an important relationship between the law of diminishing marginal
utility and the derivation of an individual demand schedule. If the marginal
utility of consuming extra units of a product continually diminishes,

a consumer will be unwilling to pay as much for each successive unit
consumed, i.e. as the utility falls, so will the price that a consumer is
willing to pay. This can be shown in an individual demand schedule and
explains why a demand curve for a product is downward sloping from

left to right.

Be careful not to confuse the concepts of marginal utility and total utility.
Total utility refers to the satisfaction gained from the consumption of

all of the units of a product whereas marginal utility refers to the
satisfaction gained from the consumption of just one more additional
unit of a product.

Utility: the satisfacti
gained from the
consumption of a
product.

on

Marginal utility: the

satisfaction gained
from the last unit of

a

product consumed over
a particular time period.

Total utility: the

satisfaction gained from

the consumption of

all

units of a product over a

particular time perio

Law of diminishing
marginal utility: a

d.

situation where as the
quantity consumed of a
product by an individual

increases, the additi
or extra satisfaction

onal

gained from each unit
(the marginal utility) will

eventually decline.

A Level



The fact that marginal utility diminishes with the consumption of
additional units of a product means that consumers are only willing to
pay a lower price for these additional units. This explains why a demand
curve is downward sloping from left to right, i.e. as quantity increases,
price falls. It is assumed that the marginal utility of a product can be
measured by the price an individual is prepared to pay for it. This is why
an individual’s demand curve for a product will be the same as their
marginal utility curve and an individual will purchase a product up to the
L point where P = MU.

Make sure that you

are able to clearly
differentiate between
the concepts of
marginal utility and total

What you need to know

Total utility increases up to a certain quantity of units of a product

consumed, but at a decreasing rate. This is because the marginal utility

of consuming additional units of a product is decreasing. At the point

where total utility is at the maximum, marginal utility is equal to zero.

When total utility begins to decline, marginal utility becomes negative.
kThis can be seen in Figure 7.1 below.

Utility

TU

A Figure 7.1 Total utility and marginal utility

The equi-marginal principle

The equi-marginal principle shows the relationship between the marginal

utility Dbtamed from the consumption of different products and the prices paid

for those products. It can be represented as follows: MUa = MUb = MUc
Pa Pb Pc

To maximise their utility or satisfaction, a consumer will be at the situation
shown above for the three products a, b and c. The extra satisfaction
produced by the last unit of a consumed, in relation to the money spent to
buy this last unit, will be equal to the extra satisfaction produced by the
last unit of b consumed, in relation to the money spent to buy this last unit
and this will be equal to the extra satisfaction produced by the last unit of c
consumed, in relation to the money spent to buy this last unit.

Make sure you understand the principle and the static principle. The
consumption of the different products will change if there is a change in
the price of any of them.

L utility.

e: the principle
that a rational
individual, wishing to
maximise total utility,
will allocate their
expenditure amongst
different products so
as to ensure that the
satisfaction or utility
gained from the last unit
of money spent on each
product is the same.
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If the price of a product falls, the extra satisfaction gained from the last
unit of money spent on the product will give greater satisfaction than that
spent on another product that hasn’t fallen in price.

| What you need to know

If the price of a product falls, and the prices of other products remain
unchanged, the quantity of that product will increase until the equality
shown by the equi-marginal principle is restored.

The limitations of marginal utility theory

The law of diminishing marginal utility is based on a number of assumptions,

but if these assumptions do not actually apply, there will be limitations to the
theory. These assumptions include the following:

> the idea that the utility or satisfaction that an individual gains from the
consumption of a product can be easily measured, but this may not
necessarily be so

» the idea that consumers behave in a rational way, but this may not
always be the case

» the idea that consumers have limited incomes, but it is possible that
incomes may rise over a period of time

> the idea that consumers can be expected to maximise their total utility,
but this may not always be so

> the idea that prices are constant, but the prices of products are likely to
be continually changing

> the idea that consumer tastes and preferences remain constant, but these
may change over time, perhaps as a result of advertising campaigns

» the idea that the consideration of marginal utility is vitally important, but
this may not always be the case, especially where consumption is habit
forming or made on impulse

» the idea that all units of a product available for consumption are
identical, but if quality control in the production process is not very
efficient, this may not always be so.

Rational behaviour versus behavioural economic models

The 1al behaviour of consumers is based on the idea that they will
maximise theu utility, given the following constraints: limited income, a
given set of prices and constant tastes and preferences.

Rational behaviour essentially means the following:

» individual consumers will take decisions to maximise their utility
and satisfaction

» individual consumers will have access to all the information that they
require to make a decision at zero cost

» individuals take decisions that are based on a very careful comparison of
the benefits and costs to achieve the optimal outcome

» these decisions will be taken by individuals based on changes at
the margin, stressing the importance of the margin as a key
economic concept

> the tastes and preferences of individuals and their attitude to risk are
assumed to be fixed.

Em

Make sure that you

are able to show not
only the equi-marginal
principle, but also how
that equality can be
affected by a change in
the price of a product
and how the situation
of equality shown by
the principle can be

restored.
L

Make sure that you are
able to demonstrate an
understanding of the
limitations of marginal
utility theory.

the assumption that
individuals take into
account the marginal
costs and marginal
benefits in making
decisions in order to
achieve an optimal
outcome, i.e. the
maximisation of utility.



However, behavioural economic models have been developed to offer a
contrast to the 1|:lea Df ratmnal behavmur Behavioural economics attempts to
explain the decisions taken by individuals in practice, particularly when they
are opposed to those predicted by traditional economic theory, i.e. it attempts
to explain what might appear apparently ‘irrational’ behaviour.

The key elements of behavioural economic models include the following:

> instead of attempting to achieve optimal outcomes as a result of taking
decisions, individuals take decisions based on the potential gains and
losses that might arise

» individuals may not always possess all the relevant information that they
require, possibly because of reasons of time and/or cost, giving rise to the
existence of an opportunity cost in terms of possible alternative uses of
this time and/or money

» there may be just too much information available, making decision
taking more difficult; an individual’s ability to act rationally is therefore
restricted or ‘bounded’, and so they may Engage in satlsﬁcmg rather than
optimising behaviour (this is known as ! ded rationality)

> mdlwduals may take decisions based on rules of thumb (known as
1e1 s), simplifying what is involved in the decision-making process,
or on the first piece of information received (known as anchoring)

» decisions can be based on assumptions, even though this could lead to
irrational decisions

» the way that information is presented can influence behaviour (this is
known as {raming)

» individuals can be ‘nudged’ to take particular decisions, such as through
government advertising.

ehavioural economic models: the branch of Economics that attempts
10 explam the demsmns and chmces that individuals make in practice,
particularly when they are opposed to those predicted by traditional
economic 1heory.

ounded | - the idea that individuals’ ability to make rational
demsmns is Ilmned by the quantity of information available and their
ability to absorb and interpret it within the timescale available.

e ics: rules of thumb or mental shortcuts made by individuals to
speed up the decision-making process.

19: the tendency to rely on the first piece of information
obtained (the anchor) when making a decision.

iing: the way in which an issue or choice is presented (framed)
which may affect the decision made by an individual.

Although the idea of rational behaviour has played a key role in traditional
economic theory, it is now being increasingly challenged by behavioural
economic models.
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: Raise your grade

Explain why the idea of rational behaviour is being increasingly challenged by behavioural
economic models. [12]

'[‘m’, rational bf,haviour of consumers is baﬁbd on the idba that they will marimise fnbir u‘n\iw

.......................................................................................................................................................
.........................................................................................................................................................
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behaviour.

Behavioural economics explains the decisions taken by individuals in practice, particularly when fhey
are opposed fo those predicted by traditional economic theory. There are a number of key elements
of behavioural economic models. if is argued, for example, that individuals may not always possess all -
the relevant information that they require to take decisions.” Alternatively, it could be thaf there is
foo much information available, making decision making more dificult” it is possible that individuals
may fake decisions based on rules of thumb (known 2s heuristics), simplifying what is involved in the
decision-making process. "ﬁé'&éﬁ"{hé% i%if'b?ﬁfi'a"r'{éh' is presented can '{hﬂijéﬁéé'ﬁéhéiéibiji? "individuals

......................................................................................................................................................

How to improve this answer

There is no mention here of the constraints that are assumed to exist, such as a limited
income and constant tastes and preferences.

There could have been reference to the assumption that this information can be obtained at
zero cost.

The candidate could have stressed that these decisions are taken at the margin.

The concept of opportunity cost could have been brought in, e.g. alternative uses of the time
taken to obtain the information.

The candidate could have brought in the idea of ‘bounded rationality’ here.

There could have been reference here to ‘anchoring’, where the first information obtained is
regarded as the most important.




in certain ways.

Level 2 - 6/12

This point could have been developed more fully in relation to the idea of ‘framing’.

This point could have been developed more fully, in terms of ‘nudging’ people to behave

Indifference curves and budget lines

This topic is concerned with;

> income, substitution and price effects for various types of goods.

Indifference curves

An indifference curve shows the possible combinations of two products
between thch a consumer is indifferent. It slopes downwards from left to
rlght and is convex to the Drlgln The slope of an indifference curve shows
the marginal rate of substit 1 between two products, i.e. the number
of units Df one pmduct that an ml:lwldual is prepared to give up in order to
obtain additional units of the other product.

An indifference curve is shown in Figure 7.2. This indicates the possible

combinations of apples and pears between which a consumer is indifferent.

~

Apples

I
0 >

Pears

A Figure 7.2 Indifference curve

A series of indifference curves can be shown in an indifference map, as in
Figure 7.3. These indifference curves indicate higher levels of total utility
as there is movement away from the origin, i.e. I, permits an individual to
increase consumption of at least one of the two products.

N

Pears

~

Apples

A Figure 7.3 Indifference map

a curve showing all
possible combinations
of two products
between which an
individual consumer is
indifferent.

substitution: the
quantity of one product
that an individual is
prepared to give up

in order to obtain

an additional unit of
another product while
leaving the individual at
the same level of utility.
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It is important that you understand the properties of indifference curves:

» they identify different combinations of two products between which
an individual has no preference, i.e. the individual is indifferent as to
which combination of products they consume

» all points on an indifference curve represent combinations of two
products which give an individual equal satisfaction

» there is an infinite number of indifference curves for each consumer,
each one associated with a particular level of total utility

> they slope downwards from left to right
» they are convex to the origin

» the slope of an indifference curve indicates the marginal rate of
substitution between two products

» an indifference curve becomes shallower as there is movement
down the curve, reflecting an individual consumer’s diminishing
marginal rate of substitution of one product for another, i.e. as an
individual obtains more and more of one product, they are prepared
to sacrifice fewer and fewer units of the other product

» indifference curves can never intersect each other.

- _.J

Budget lines

A budget line shows the possible combinations of two products that an
individual consumer is able to purchase with a given income and fixed
prices. Each of the combinations of two products along a budget line would
cost the consumer the same total amount of money. Any point along a budget
line will indicate the maximisation of consumption at a given level of income.

$ A
o
o
<
25\B
0 E >
50 Pears

A Figure 7.4 Budget line

A budget line is shown in Figure 7.4. This shows an individual’s budget line for
two products, apples and pears. If all income is spent on apples, it is possible
to buy 0B apples and no pears. If all income is pent on pears, it is possible to
buy 0A pears and no apples. The budget line is AB. Any combination of apples
or pears inside the budget line, or on the budget line, can be consumed by the
individual. However, the individual cannot consume beyond the budget line.

If there is a change in an individual’s income, they will be able to consume
more apples and more pears. This can be seen in Figure 7.5 on the next page.
The effect of an increase in an individual’s income will be to shift the budget
line upwards to the right, parallel to the original budget line. This can be seen
in the diagram where the new budget line is CD. If an individual’s income

Make sure you are

able to demonstrate
you understand that

an indifference curve is
downward sloping from
left to right because

of the marginal rate of
substitution between

L two products.

Budget line: a line
that shows all possible
combinations of two
products that an
individual is able to
purchase at particular
prices and with a given
level of income.



was reduced, this would have the effect of shifting the budget line inwards
towards the origin, parallel to the original budget line.

25

T

0

50 100

Pears

A Figure 7.5 The effect of a change in income on a budget line

A budget line will be affected not only by a change in an individual’s income,
but also by changes in the prices of the different products. If the price of one of
the two products changes, then the slope of the budget line will also change.
Figure 7.6 shows the effect of a fall in the prices of apples with the price of pears
remaining the same. The budget line will now pivot outwards and is now AC.

A
50LC

Apples

25(B

0 >
A Pears

A Figure 7.6 The effect of a change in price on a budget line

The optimum consumption point for a rational consumer can be shown by
cnmbmmg mdeference curves and a budget line in one diagram. A rational
consumer will wish to maximise their total utility by achieving the highest
indifference curve that their income permits. This is shown by X in Highesi indifferaica
Figure 7.7. At this point, an individual consumer’s budget line, VZ, is curve that an individual’s
tangential to the highest attainable indifference curve, I,. At this point, the income will permit.
individual will consume 0A, apples and 0P, pears.

3

vint: a point on the

Apples

Pears

A Figure 7.7 The optimum consumption point for an individual
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| What you need to know

It is important that you understand the properties of budget lines:

» they show the combinations of two products that an individual is
able to consume

» these combinations are limited by an individual consumer’s level
of income

» these combinations are limited by fixed prices for the two products

Y

a budget line can also be known as a consumption possibility line

» any combination of two products inside a budget line, or on a budget
line, can be consumed

» an individual cannot consume beyond a budget line

» if there is a change in the income of an individual, there will be a
parallel shift of a budget line; if income rises, there will be a parallel
shift to the right and if income falls, there will be a parallel shift to
the left

» if the price of one of the products changes, the slope of the budget
line will change, pivoting outwards if there is a fall in price of one of
the products and pivoting inwards if there is a rise in price of one of

indifference curve.
L

Make sure you
remember that the
optimum consumption
point for a rational
consumer is at the point
where their budget

line is tangential to

the highest attainable

the products.

Income, substitution and price effects for various
types of goods

A price effect includes both an income and a substitution effect.

If the price of a product falls, it means that it is now cheaper relative to
other products. This means that a consumer is likely to purchase more of the
product. The consumer is therefore likely to substitute purchases of products
whose price has fallen for other more expensive products. This is known as
the substitution effect.

The fall in the price of a product will also mean that a consumer’s real
income has effectively risen so that more of all products, including the
one whose price has fallen, can now be purchased. This is known as the

iCe : the sum of the substitution effect and the income effect of the
change in the price of a product on the quantity demanded of that product.

: i: the change in the quantity demanded of a product as a
result of 1he fact that a change in its price has brought about a change in
a consumer’s real income.

If the product is a normal good, the income effect will operate so that
consumption of the product whose price has fallen will increase. If

the product is an inferior good, the income effect will operate so that
consumption of the product whose price has fallen will decrease, but with
an inferior good the substitution effect will be greater than the income effect
and so overall there will be an increase in the quantity consumed of the good
whose price has fallen.



If the product is a Giffen good, the income effect will be greater than the
substitution effect and so a fall in the price of a good will lead to a decrease
in the quantity consumed.

Indifference curves and budget lines can be used to show the effects of a
fall in the price of a product. Figure 7.8 shows the income and substitution
effects of a fall in the price of a normal good.
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A Figure 7.8 The income and substitution effects of a fall in the price of a
normal good

When there is a fall in the price of good B, the movement from X to Z,

along the original indifference curve I, shows the substitution effect and

the movement from Z to Y, on a new indifference curve 1,, shows the
income effect. On the horizontal axis, the substitution effect is shown by the
movement from 0B, to 0B, and the income effect is shown by the movement
from 0B, to 0B,. It is clear that with a normal good, the substitution and the
income effects of the price fall have worked in the same direction causing an
increase in the quantity of B demanded.

Figure 7.9 shows the income and substitution effects of a fall in the price of
an inferior good.

LA

Apples
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o [ BT

.
Pears

A Figure 7.9 The income and substitution effects of a fall in the price of an
inferior good
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When there is fall in the price of good B, the movement from X to Z, along
the original indifference curve I, shows the substitution effect and the
movement from Z to Y, on a new indifference curve I,, shows the income
effect. On the horizontal axis, the substitution effect is shown by the
movement from 0B, to 0B, and the income effect is shown by the movement
from 0B, to 0B,. It is clear that with an inferior good, the substitution and
income effects of the price fall have worked in opposite directions, but the
positive substitution effect is greater than the negative income effect so that
there is still an increase in the quantity of B demanded.

bstitut t: the change in the quantity demanded of a product
asa resuh ofa change in its relative price.

Figure 7.10 shows the income and substitution effects of a fall in the price of
a Giffen good. When there is fall in the price of good B, the movement from
X to Z, along the original indifference curve I, shows the substitution effect
and the movement from Z to Y, on a new indifference curve I,, shows the
income effect. On the horizontal axis, the substitution effect is shown by the
movement from 0B, to 0B, and the income effect is shown by the movement
from 0B, to 0B,. It is clear that with a Giffen good, the substitution and
income effects Df the price fall have worked in opposite directions, but the
negative income effect is greater than the positive substitution effect so that
there is now a decrease in the quantity of B demanded.

Good A

-
r
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B, B, B, J v

Good B

A Figure 7.10 The income and substitution effects of a fall in the price
of a Giffen good




It is important that you understand the key features of using indifference
curves and budget lines to show the effects in the price of various types
of good:

» aprice effect includes both an income effect and a substitution effect

» asubstitution effect always leads to an increase in the consumption
of the good whose relative price has fallen, i.e. the substitution effect
will always be positive

» the income effect will depend on the type of good: if it is a normal
good, the income effect will be positive, but if it is an inferior good or
a Giffen good, the income effect will be negative

» with a normal good, both the substitution effect and the income effect
are positive and so both effects move in the same direction, meaning
that a fall in the price of a good will lead to an increase in its demand

» with an inferior good, the positive substitution effect and the negative
income effect move in opposite directions, but the substitution effect
will be greater than the income effect, meaning that a fall in the price
of a good will lead to an increase in its demand

» with a Giffen good, the positive substitution effect and negative
income effect move in opposite directions, but the income effect will
be greater than the substitution effect, meaning that a fall in the price

The substitution effect
of a fall in the price of

a good will always be
positive, but the income
effect can be either
positive or negative
depending on what type

Lr_mf goad it is.

L of a good will lead to a decrease in its demand. )

price of a product, depending on what type of product it is. With a normal
good, both the income and substitution effects are positive and so there
will be an increase in the demand for such a product. With an inferior
good, the positive substitution effect will be greater than the negative
income effect and so there will be an increase in the demand for such a
product. With a Giffen good, the negative income effect will be greater
than the positive substitution effect and so there will be a decrease in the
demand for such a product.

Types of cost, revenue and profit,
short-run and long-run production
This topic is concerned with:

» the long-run production function
> revenue: total, average and marginal

» profit: normal and abnormal (supernormal).

The short-run production function

Production function

The production function indicates the relationship between inputs and
Dutput over a particular time period. It shows how a given output is produced
as a result of using the different factors of production involved in the
production process.

Make sure that you clearly understand the different effects of a fall in the )

Commeon error

Make sure you don’t
confuse the income
and substitution effects
of a price change. If
there is a fall in the
price of a product, the
substitution effect will
always be positive, but
the income effect can
either be positive, in the
case of a normal good,
or negative, in the case
of an inferior good or a

L Giffen good.

the relationship between
quantity of inputs of
factors of production
and the resulting output.
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Fixed and variable factors of production

In the short run, there will be at least one | ! f prog , 8.2,
machmery However, it will be possible to change the quantlty of
n in the short , €.g. Taw materials.

] r of prodt : a resource input that exists in the short run
when the quantlty of factors used in the production process cannot be
changed, e.g. capital equipment.

iria actor of p 1: aresource input that can be varied in the
shorl run, e. g raw maierlals

( : a period of time in the production process when at least one
fac1or of production is fixed.

Total product, average product and marginal product

It is important to be able to distinguish between these three different
concepts. Total product is the total output that is produced from using

the factors of production. Average product is the output per unit of the
variable factor, e.g. the output per worker per period of time (also known as
productivity)., Margi product is the additional output that is produced as
a result of employing one more variable factor, e.g. an extra worker.

: the total output produced from a combination of factors
of productlon (also known as total physical product).

: : total product divided by the quantity of the variable
fac10r of producilon e.g. labour (also known as average physical
product).

: - the addition to total product resulting from the
employmem of an additional unit of the variable factor of production
(also known as marginal physical product).

The law of diminishing returns (or law of variable proportions)

In the short run, the process of production involves a combination of fixed
and variable factors of production. Extra units of a variable factor, such as
labour, can be combined with a fixed factor, such as capital equipment. As
more and more units of the variable factor are employed, total output or total
physical product (TPP) will continue to increase, but at a diminishing rate.
This is because the marginal output or marginal physical product (MPP) and
the average output or average physical product (APP), resulting from the
employment of one more worker, will eventually diminish. This is known

as the law of dim et or the law of variable proportions. The
relationship between APP and MPP can be seen in Figure 7.11 on the
next page.

aw of dim 1 : a situation where as increasing quantities
of a varlable factor of productlon are added to fixed quantities of other
factors of production, the return to the variable factor will eventually
diminish (also known as the law of variable proportions).
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Quantity of variable factor

A Figure 7.11 Average and marginal physical product

Marginal cost and average cost

i [ refers to the increase in total cost when output is increased by
one addltlnnal unit. Average cost refers to the cost per unit of production.

Marg st: the additional cost of producing an extra unit of
a product.

t: the total cost of employing all the factor inputs divided by
1he number of units produced (also known as average total cost).

Short-run cost function: fixed costs versus variable costs

It has already been pointed out that it is important to be able to distinguish
between fixed and variable factors of production. It is also important to
distinguish between fixed and variable costs of production. Variable costs
are costs that vary with changes in output. If output is zero, there will be
no need to pay for any variable costs, such as raw materials, but as output
is expanded, the variable costs of production will increase. However, even if
output is zero, there are still likely to be some costs of production, such as
rent or interest, and these are known as fixed costs of production. They will
stay constant at all levels of output.

Figure 7.12 shows the relationship between marginal cost, average total cost,
average variable cost and average fixed cost.

Marginal cost

Cost

Average total cost

Average
variable costs

Average
fixed costs
0 >

Qutput

A Figure 7.12 A firm’s cost curves
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Explanation of the shape of the short-run average cost
(SRAC) curve

In thure 7.12 on prevmus page, you can see that the shape of a firm'’s «

iverage cost (SRA is U- shaped At lower levels of output, thh
average vartable costs and average |
cost falls. However, althnugh

; are falling and so average total
s are continually falling,
Verage v , beyond a certain level of output, will stop falling
and start rising. This will cause average total cost to also rise as output
is increased.

» inthe short run, at least one factor of production is fixed

» the production function shows the relationship between the factor
inputs required to produce a product and the final output

» the law of diminishing returns shows that as increasing quantities of
a variable factor are added to fixed guantities of other factors, the
return to the variable factor will eventually diminish

» the average total cost curve, the average variable cost curve and the
marginal cost curve all fall to begin with and then rise

» the average fixed cost curve continually falls.

L. vy

R Cormon oror | .
It is important to be able to draw the diagrams accurately, avoiding
Common errors:

» when drawing APP and MPP curves, make sure that the two curves
intersect at the maximum point of the APP curve

» when drawing the marginal cost curve, make sure that it crosses the
average total cost curve at the minimum point; this is because when
marginal cost is less than average cost, average cost will be falling,
whereas when marginal cost is more than average cost, average
cost will be rising

» the marginal cost curve will also cross the average variable cost
curve at its minimum point.

L v

The long-run production function

Returns to scale

The short-run production function, and the corresponding short-run costs
of production, is based on the fact that there is at least one fixed factor of
production. In the long , however, all factors of production are variable.
This means that it is possible for a firm to increase output by increasing the
factors of produced used in the production process.

' refer to the relationship between a firm'’s level of output and

the quantity of inputs needed to produce that output. el to

are where output is increased by a greater increase than the increase in
the factors of pmductmn €. g factor mputs are increased by 10% and output
is increased by 20%. 1 - are where the output is
increased by the same percentage as the increase in the factors of production,
e.g. factor mputs are increased by 10% and output is increased by 10%.
De sing returns 1le are where the output is increased by a smaller
increase than the increase in the factors of production, e.g. factor inputs are
increased by 10% and output is increased by 5%.

SR/ - a curve
that shows how average
costs change as output
changes in the period
when at least one factor
of production is fixed in
supply.

- : : costs that
do not vary wnh output.

:costs
that do vary with output

the fixed costs of
production divided by
the output produced.

1He v.at"i-able coe,te of-
production divided by
the output produced.

: : a period of
1|me in 1he productlon
process when all factors
of production are
variable.

et s to scale: the
relationship between a
firm’s level of output and
the quantity of inputs
needed to produce that
output.

e: a situation in
which a given increase
in the guantity of factor
inputs leads to a greater
proportionate increase
in output.

e: a situation in
which a given increase
in the quantity of factor
inputs leads to an equal
proportionate increase
in output.

: a situation in
which a given increase
in the quantity of factor
inputs leads to a smaller
proportionate increase
in output.



Long-run cost function

In the long run, all factors of production are variable and so as a firm
expands, it is able to increase the quantity of factors that were previously
fixed in supply. This means that as it expands its output in the long run, it
will move to a new SRAC curve, In the long run, there are potentially an
infinite number of SRAC curves.

Explanation of the shape of the long-run average

cost (LRAC) curve

The i average cost (LR curve will actually be a combination of a
series of short -run average cost curves, as can be seen in Figure 7.13 below.
The LRAC curve joins all the points where the cost of producing a given
output is at its lowest and so it is drawn as a smooth envelope curve.

0 - : ) RA : a curve that shows how average
cosis change as ouipm changes in the perlod when the supply of all
factors of production can be increased.

127 §
w
o
O
SRAC,
/ SRAC,
/ SRAC,
/ LRAC
0 >
Qutput

A Figure 7.13 The LBAC envelope curve

The relationship between economies of scale and decreasing costs
Declining long-run average costs are the result of economies of scale, i.e.

as the level of output increases, the long-run average cost of production
decreases. This can be seen in Figure 7.14 below.

Costs

LRAC

0 >
Qutput

A Figure 7.14 The relationship between economies of scale and
decreasing costs

reductions in long-run
average cost (LRAC) as
the scale of production
increases. There can
be both internal and
external economies of
scale.
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Internal and external economies of scale

It is possible to distinguish between internal and external economies of scale.

Internal economies of scale include the following:
» financial
purchasing/bulk buying

managerial

Y Yy

large capital equipment
research and development
marketing

risk-bearing/diversification

Y Y Y Y

economies of scope.

Whereas internal economies of scale refer to the potential advantages of
a firm growing in size, « . : e refer to the potential
advantages to all firms in an 1ndustry, including the following:

» concentration/development of support or ancillary firms in a
particular area

> transport and infrastructure

Y

specialised labour/specialist skills

» knowledge/specialist research and marketing agencies/specific courses
in colleges and universities.

Diseconomies of scale

Figure 7.14 on the previous page shows the relationship between economies
of scale and decreasing costs of production. However, if a firm increases
output beyond a certain level, costs may stop decreasing and may even to
start to rise. Such a situation is known as diseconomies of s and can
be seen in Figure 7.15, where the U-shaped LRAC curve can be seen as first
decreasing and then, beyond a certain level of output, increasing.

9 A
w
o]
(&)
LRAC
0 »>
Qutput

A Figure 7.15 The U-shaped LRAC curve showing decreasing and
increasing costs

As with economies of scale, it is possible to distinguish between internal
and external diseconomies of scale. Internal diseconomies of scale include
the following;:

> poor communication/slower communication

> lower levels of efficiency/productivity

technical /economies of increased or large dimensions/division of labour/

f scale: reductions in
LRAC as a result of a
firm itself increasing the
scale of production.

scale: reductions in
LRAC as a result of the
industry increasing in
size.

scale: increases in
LRAC as the scale of
production increases.
There can be both
internal and external
diseconomies of scale.

e:increases in
LRAC as a result of a
firm itself increasing the
scale of production.



> lower levels of motivation/alienation/boredom /workers distanced from
management

Y

greater frequency of industrial disputes

> poor management/greater complexity of organisation/difficulties of
co-ordination and monitoring of performance

> less flexibility/slow response to changing market conditions.

: 1l d Nomi 1le refer to situations where all firms in an
mclustry may be negatlvely affected, including the following:

» greater competition for limited inputs/higher cost of inputs

» greater congestion/increase in costs/reduced efficiency.

Make sure you don’t think that only large firms are able to gain
economies of scale; all firms, whatever their size, are able to benefit from
economies of scale.

It is important to understand that in the short run, the way in which
average costs vary with output is determined by the law of diminishing
returns, but in the long run it is determined by the existence of
economies of scale and diseconomies of scale.

Both economies of scale and diseconomies of scale can be separated
into internal and external economies and diseconomies.

|

Revenue: total, average and marginal

It is important to be able to distinguish between the three different forms of
revenue. 10l ue refers to all the money received from the sales of a
product. Averag: e refers to the total revenue obtained from selling a
product divided by the number of units sold. Margina ue refers to the
extra or additional revenue received when one more unit of a product is sold.

Profit: normal and abnormal (supernormal)

It is p0551b1e to dlstmgmsh between normal profit and abnormal | i (also
known as supernormal profit). Profit is dehned as the dlfference between
the total revenue (TR) received by a firm and the total costs (TC) involved in
producing what is sold, i.e. it is equal to total revenue minus total costs.

Normal profit refers to the amount of profit that needs to be made by a firm
to stay in a particular market and to carry on doing what it is already doing.
It represents the opportunity cost of a particular line of business, i.e. the
profit that can be earned in the next most profitable enterprise. It is included
in the average cost curve of a firm.

Abnormal, or supernormal, profit is where a firm makes a profit that is over
and above normal profit. Whereas normal profit is included in the average
cost curve of a firm, abnormal or supernormal profit can be explicitly shown
in diagrams as a particular area.

f scale: increases in
LRAC as a result of the
industry increasing in
size.

otal revenue: the
total amount of income
received from the sales
of a product.

Average revenue: the
revenue per unit of a
product sold.

Marginal revenue: the
addition to total revenue
when sales of a product

are increased by one
additional unit.

Norm : the
amount of profn that can
be made by a firm in

the next most profitable
enterprise.

t.he amounf of brofit
made by a firm in
excess of normal profit.

ifit: the difference
between total revenue
(TR) and total cost (TC).
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Normal profit is included in the average cost of a firm and so cannot be
shown in a diagram. Abnormal or supernormal profit, on the other hand,
can be explicitly shown in a diagram.

Make sure you can show you understand that the normal profit earned by

a firm in a particular line of business is actually the opportunity cost, i.e. it
is the profit that can be earned in the next most profitable enterprise.

b

Raise your grade

Discuss whether firms always benefit from an increase in the level of output that they produce [13]

It is likely 1o be the case that firms will always benefit from an increase in the level of output that
they produce because as output increases, the long-run average cost curve falls, giving rise fo
economies of scale.

There are a number of internal economies of scale that a firm can benefit from. For example,
ﬂnanaai economies could lead 10 a reduction in the rate of interest paLd on a loan b1 a firm.

Managerial economies may be in the form of a larger fiem employing specialist managers who

can opcra’m more cfﬁcmn’fﬂ The,m are. a number of po’mn’na\ technical economies of scale,
such 25 ‘fhmugh the use of \argc capl’fa\ eqmpmen’f ECOnomm-& of %a\b cou‘.d be in the form of
bbnbﬁ’rﬁ gamcd from research and dwe,\opmcn’f Illak bf,amng economies could exist ’rhmugh |

........................................................................................................................................................

The existence of economies of scale ’fhcrefore 5'(10% ‘fha’r ﬁrmﬂa a\waqs benbﬁ‘f from an mcmaﬁe m
the level of output that they produce.”

How to improve this answer
The candidate points out that the long-run average cost curve falls as output
increases, but doesn’t state that beyond a certain level of output, the long-run

average cost curve can begin to rise.

The candidate refers to economies of scale, but there is no reference to diseconomies
of scale.

This point could have been linked to a reduction in the average cost of production.

An example could have been included here to support this point.




The candidate has included a number of internal economies of scale in the answer,
but there is no reference at all to possible external economies of scale that could
affect all firms in an industry, such as the availability of support or ancillary firms

in a particular area, various potential benefits of transport and infrastructure, the
availability of specialised labour possessing specialist skills or the availability of
specific courses in colleges and universities.

The answer is very unbalanced, taking no account of the possibility of diseconomies
of scale as a firm produces beyond a certain level of output. The candidate could
have referred to a range of internal diseconomies of scale, including slower
communication, lower levels of efficiency and productivity, lower levels of motivation
leading to employees becoming alienated, bored and distanced from management,
the possibility of a greater frequency of industrial disputes, poor management and
difficulties of co-ordination and a slow response to changing market conditions.

The candidate could also have referred to possible external diseconomies of scale,
including greater competition for limited inputs leading to a higher cost of inputs and
the possibility of greater congestion leading to reduced efficiency and an increase

in costs.

Level 2 - 6/13

Different market structures
This topic is concerned with:

» perfect competition, imperfect competition (monopoly, monopolist
competition, oligopoly, natural monopoly)

» the structure of markets as explained by the number of buyers and
sellers, the nature of the product, the degree of freedom of entry and the
nature of information

» contestable markets and their implications

» concentration ratio. Neap ey ROy T,
a market or industry
that consists of many

Perfect competition virtually identical firms
which all accept the

Perfect competition and imperfect competition

The characteristics of perfect competition include the following: market price in the

» there are many buyers and sellers industry.

» the buyers and sellers are price takers, i.e. they have to accept the price Product differentiation
prevailing in a market (the price is determined through the interaction the process of creating
of demand for, and supply of, the product) and cannot influence it in real or perceived
any way differences between

products.

» there is perfect knowledge among the producers and consumers, so that
they know what is for sale and at what price riers to entry

or exit: the various

obstacles and

» the product is homogeneous, i.e. all products are identical and there is no
el restrictions that can

» there are no barriers to entry 'wit, so that firms can enter or leave the make it very difficult,
industry in the long run or even impossible, for
firms to enter or exit an

» there is perfect mobility of factors of production in the long run, i.e. there

is a perfectly elastic supply of all factors of production ingusty.
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Y

there are no transport costs

Y

all producers have access to the same technology

» each firm in the industry faces a perfectly elastic demand curve for
its product, although the demand curve for the industry is downward
sloping from left to right

Y

it is assumed that firms in the industry aim to maximise their profits

> only normal profit can be earned in the long run, although abnormal or
supernormal profit can be earned in the short run

» consumers are indifferent as to which firm they buy a product from, i.e.
there is no brand loyalty

» both consumer surplus and producer surplus are at a maximum
» the industry is allocatively efficient.

Although a firm can make normal profit in a perfectly competitive industry in
the short run, it is also possible that it could make abnormal or supernormal

profit, or less than normal profit (sometimes known as sub-normal profit}, in
the short run.

Figure 7.16 below shows a firm in perfect competition that has made
abnormal or supernormal profit in the short run.

L

Cost and
revenue
=
0

P 1

o] ____---.\&.: AR, = MR,

P i

0 : >
Q Quantity

A Figure 7.16 A firm making abnormal or supernarmal profit in the short run

The abnormal or supernormal profit is shown by the area CPAB. This will
attract new firms into the industry, reducing the market price from 0P to
0P, and the abnormal or supernormal profit will be eliminated so that only
normal profit will exist.

Figure 7.17 shows a firm in perfect competition that has made less than
normal profit in the short run.

Cost and
revenue

F& AR, = MR,

|; ' AR = MR
C

0 - >
Q Quantity

A Figure 7.17 A firm making less than normal profit in the short run




The less than normal profit is shown by the area PABC. This will cause firms
to exit the industry, increasing the price from OP to OP,, and the less than
normal profit will be eliminated so that only normal profit will exist.

Figure 7.18 shows a firm in perfect competition that is making normal profit.

A

£

g2

ot MC AC
5 A D= AR = MR
0 - >

Q Quantity

A Figure 7.18 A firm making normal profit in a perfectly
competitive industry

Figure 7.18 also shows the long-run equilibrium for the firm and the
industry in perfect competition where all firms in the industry are making
normal profit.

A What you need to know

» the long-run equilibrium for the firm in perfect competition is
MC = MR = AC = AR.
The firms in the industry are both productively efficient (P = minimum
AC) and allocatively efficient (P = MC).

> the long-run equilibrium for the industry in perfect competition is
that there is no tendency for the number of firms in the industry
to change.

L A

Although perfect competition does not exist in the real world, it provides
a very useful ‘ideal type’ model which can be used to compare firms and
industries that do exist in the real world.

Imperfect competition

iperfect ce n includes a number of different types of market
structure: monopoly, monopolistic competition, oligopoly and natural
monopoly.

a type of market that
lacks some, or all, of

Monopoly the features of perfect

The characteristics of monopoly include the following: competition.

» there is one firm in an industry, i.e. one single seller Monopoly: the sole

> legally, a monopoly can also be defined in terms of a particular supplier of a product in
a market.

percentage of market share, e.g. 25%
> a monopoly is a price maker, not a price taker
> there are no substitutes for the product being sold by the monopolist

> strong barriers to entry make it very difficult, if not impossible, for new
firms to enter the industry
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» abnormal or supernormal profits can be made in both the short run and
long run

» the demand for the firm’s product is also the market or industry demand,
so the demand curve for both the firm and the industry is downward
sloping from left to right

> marginal revenue is always less than average revenue

> it is assumed that the firm aims to maximise its profits.

Figure 7.19 shows the equilibrium price and equilibrium guantity for a

profit maximising monopoly firm. The monopolist is a price maker and so
faces downward sloping demand (AR) and marginal revenue (MR) curves.
The profit maximising output is at 0Q where marginal cost (MC) is equal to
marginal revenue (MR). The price is 0P, but the cost is 0C, so the firm is able
to make abnormal or supernormal profits of CPAB. These can exist in the
long run as well as the short run due to the very strong barriers that make it
difficult for new firms to enter the industry.

e

ATC

Cost and
revenue

o

N What you need to know

Barriers to entry into a
D= AR market can include the
MR

following:

9]

0 » » high start-up costs

Q Quantity g P
» control of sources of
A Figure 7.19 Equilibrium price and equilibrium quantity for a profit supply

maximising monopoly firm

» copyrights and
patents
' 5 - : p > legal protection
The monopoly diagram is often drawn incorrectly. Make sure that you ‘
realise that the equilibrium price and equilibrium quantity positions » economies of scale
are determined by where MC and MR intersect. This is the profit > brand loyalty
maximisation position. The MC curve crosses the ATC curve at its
minimum point. The cost of production is determined where the » mergers and
ATC curve is directly below where the horizontal price line meets the takeovers
| AR curve. ) | > location.
Monopolistic competition
The characteristics of monopolisti ipetition include the following:
> there are a large number of firms in the industry olistic
competition: a market
» there are a large number of consumers ; 2
with many firms
» products are differentiated and not homogeneous or identical producing similar, but
» each firm in the industry faces a downward sloping demand curve difierentiated, products.
» demand for a product is relatively, but not perfectly, price elastic (much
more elastic than is the case in monopoly)
» there is a great deal of advertising of products in the industry to develop

brand loyalty

» there are no barriers to entry or exit, so firms can enter or leave the
industry in the long run



» only normal profits can be earned in the industry in the long run

> it is assumed that firms in the industry aim to maximise their profits.

In the short run, a firm in monopolistic competition can make abnormal or
supernormal profit, but as there are no barriers to entry, this will attract new
firms into the industry so the abnormal or supernormal profits are competed
away. In the long-run, only normal profits will be earned as can be seen in
Figure 7.20.

L

Cost and
revenue

Q Q uantitry

A Figure 7.20 Long-run equilibrium for a firm in monopolistic competition

The demand or AR curves in monopoly and in monopolistic competition
are often drawn the same, but the D or AR curve in monopolistic
competition should show that the demand curve is significantly more
elastic in monopolistic competition than in monopoly.

Make sure you don’t use
the term ‘monopolistic’
in a confusing way

that makes it difficult

to understand whether
a firm in monopoly or

a firm in monopolistic
competition is being
referred to. Make sure
that you make it very
clear which firm you are

Oligopoly
The characteristics of oligopoly include the following:

> there are only a small number of firms in the market (sometimes there
might be only two firms, in which case it is called a duopoly)

there are differentiated, not homogeneous, products
great use is made of advertising to create and maintain brand loyalty

barriers to entry make it very difficult for new firms to enter the industry

Y yyvyy

firms can make abnormal or supernormal profits in both the short run
and the long run

there could be a mixture of price makers and price takers
the firms are mutually interdependent
there could be a degree of collusion between firms operating in a cartel

there is a kinked demand curve

Y Y Y YY

there is a great deal of price stability/rigidity.

One characteristic of a firm in oligopoly is that it faces a kinked demand

curve. This occurs because in oligopoly, firms try to anticipate the reactions of
rival firms to their actions. It is assumed that if an oligopolistic firm increases

its price, other firms in the market will not follow and so demand above the
kink is elastic. However, it can also be assumed that if an oligopelistic firm
reduces its price, other firms in the market will follow and so demand below
the kink is inelastic.

referring to in the exam.
- v

Jligopoly: a market that
is dominated by a few
firms which are mutually
interdependent.
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The kinked demand curve can be seen in Figure 7.21. It is a characteristic of
a non-collusive oligoj One key feature of the diagram is that there is a
discontinuity in the margmal revenue (MR) curve. Changes in marginal cost
(MC) between MC, and MC, do not change the profit maximising price and
output, i.e. prices are likely to be relatively fixed despite changes in cost.

Price
Sl
=

. Efasrfb & MG,
3 MC,
MC,

h:‘IR Quantity
A Figure 7.21 The kinked demand curve

In addition to the non-collusive model of monopoly, there is also a collusive
model of oligopoly. Collusion between such oligopolistic firms can be formal
or informal, and if it is formal, it can involve the creation of a cartel which
is an agreement between firms to fix price and output in a market. This

situation can be seen in Figure 7.22 where the profit maximising position is
where MC = MR.

MC

\

SN

0 >
Q Quantity

Revenue and cost

A Figure 7.22 Collusive oligopoly

There are a number of conditions necessary for a cartel to operate
successfully as a collusi v and these include the following:

> a limited number of firms in the industry, all of whom are members of

the cartel, making it easier to share information and to keep a check on
each other

a similar cost structure for all firms
relatively high barriers to entry to prevent new firms entering the industry
all firms are expected to obey the rules of the cartel

a relatively stable market

Y Y Y YYy

the firms in the cartel produce identical, or very similar, products which
will make price agreements easier to establish.

e: a feature of a
non-collusive oligopoly
where an individual firm
believes that other firms
will not follow a price
increase, but will follow
a price decrease so that
the demand curve will
be elastic for any price
increase and inelastic
for any price decrease
so that it will therefore
be kinked at the current
price.

1 one model of
monopoly in which firms
do not collude.

one model of oligopoly
in which firms do
collude, often through
the existence of a cartel.



Be careful not to confuse a non-collusive and a collusive monopoly,
stating incorrectly that the kinked demand curve is a feature of a
collusive oligopoly, rather than a feature of a non-collusive cligopoly.
Another common error is to describe the demand curve in a
non-collusive oligopoly as kinky, rather than kinked.

Natural monopoly

A natural monopoly exists when a single supplier has a very significant

cost advantage as a result of being in a monopoly situation. If competition
existed, there would be an increase in the costs of production. It is therefore
advantageous for a natural monopoly to continue in existence because it will
avoid the extra costs that will come about as the result of a duplication of
resources. In a natural monopoly, it may well be that one firm will be able to
benefit from sufficient economies of scale to satisfy the level of demand more
efficiently than two or more firms. A natural monopoly will usually have
relatively high start-up costs and because they Expenence economies of scale
over most of their production, the minimum efficient scale of production is
only achieved at an extremely hlgh level of output

Natural monopoly: an industry or service that is most efficient when run
asa monopoly because the average costs would be higher if the market
was shared by more than one supplier.

Minimum efficient scale of | 1: the level of output at which the
lowest LRATC begins.

A situation of natural monopoly is where the advantages of a monopoly
outweigh the disadvantages.

Figure 7.23 shows the situation for a natural monopoly. The long-run average
total cost (LRATC) curve is downward sloping throughout its length and

the long-run marginal cost (LRMC) curve is always below it. The profit
maximising output is at 0Q, but this output will not enable the full benefits of
the economies of scale to be achieved. It would therefore be better if output
was 0Q,, which is allocatively efficient, but this would mean that the firm
operated at a loss and so either the government would need to take the natural
monopoly into state ownership or it would need to provide it with a subsidy.

A

Revenue
and cost

d Q Q Quantity

A Figure 7.23 Natural monopoly

» Make sure you
understand that with
a kinked demand
curve, demand is
price elastic above
the kink and price
inelastic below
the kink.

» Also, ensure you
understand that the
marginal revenue
curve in a non-
collusive oligopoly
is discontinuous,
i.e. there can be
a change in cost
but this will not
necessarily bring
about a change in
price or output.
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The structure of markets as explained by the number of
sellers, the nature of the product, the degree of freedom
of entry and the nature of information

It is possible to distinguish between the structure of markets according to:
> the number of sellers

> the nature of the product

» the degree of freedom of entry

>

the nature of information.

Perfect Monopolistic

competition [Monopoly |competition |Oligopoly
Number of |Many One Varied, but not | Few
sellers too many
Nature of Homogenous |No close Differentiated |Varied
the product substitutes
Freedom of |Not restricted |High Not restricted |Some barriers
entry barriers to to entry

entry

Nature of Perfect Incomplete |Incomplete Incomplete
information |knowledge

Contestable markets and their implications

The characteristics and implications of contest. 1arkets include:

> there are no barriers to entry or exit; entry into a contestable market is
relatively easy (in a perfectly contestable market, the costs of entry and
exit are zero)

» the product being produced in the market is relatively standardised
and any new firms entering the market will have access to the same
technology as firms already established in the market

> the low entry and exit barriers means that the market may suffer from
where firms enter the market when profits are
rEIatlvely hlgh and leave when profits are relatively low.

tes - : markets in which there is the threat of potential
compemlon in the future, in which case even though an existing firm
may currently have a monopoly position, it may decide to act more like a
perfectly competitive firm in order to deter such competition.

: a situation where firms enter a contestable
market when profns are relatlvely high and leave it when profits are
relatively low.

» firms already in a contestable market continually face the threat of
competition, making them behave as if these potential firms were already
operating in the market; this means that although there may only be
a few firms in a contestable market, they act in a competitive way
(therefore, it is not the number of firms in the market that is important,
but the threat of potential competition from new firms possibly entering
the market)
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this puts pressure on the firms to be efficient

» abnormal profits can be made in the short run, but only normal profits in
the long run, as new firms are attracted by the abnormal profits to enter
the market

» there will be no, or relatively low, sun! is, i.e. costs that are already
invested in a market and cannot be recovered

» there is no collusion between existing firms in the market.

will be.

The lower the entry and exit costs, the more contestable the market }

| What you need to know

The key feature of a contestable market is not the number of firms that
are operating in the market, but the threat of competition from new
firms entering the market. This makes the firms behave in a competitive
manner, even if there is very little competition in the market.

Concentration ratio

The concentration ratio in a market shows the percentage in a particular
industry that is accounted for by a certain number of firms. For example,
six firms in a particular market might have a 90% share of the market
between them. The concentration ratio can be used in any market, but it is
particularly associated with an oligopoly market structure.

A concentration ratio does not have to relate to a specific number of firms
in a market. It can apply, for example, to four, five or six firms in a market.
What it shows is that if it is related to a four firm concentration ratio, it
measures the proportion of the output produced by the four largest firms
in the market.

7.5 The growth and survival of firms

This topic is concerned with:
> reasons for small firms

> integration, diversification, mergers, cartels.

The reasons for small firms

Despite the potential advantages of large firms, a number of sn
continue to exist in many economies. The reasons for the continued
existence of small firms include the following:

» the size of the market served by the firms is small
» the market may be highly localised

» the firm may operate in a very specific niche market, e.g. producing
customised products

> the firm is providing customers with a service that requires
personal attention

- : costs
whlch were pald when

a firm entered a market
and are non-recoverable
when it leaves, e.g. the
costs of research and
development.

the proportion of the
output of a market that
is dominated by a given
number of firms in the
market.

1S: d
designation for firms

of a certain size which
fall below certain
criteria such as annual
turnover, the number of
employees or the total
value of assets.
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> the firm may only have recently started and so is relatively small at the
moment, e.g. many large firms today started off relatively small before
expanding

> the owners of the firm may have made a deliberate decision to keep it
small, e.g. an individual’s desire to be their own boss

> small firms may receive specific financial support from governments in
some countries

> small firms may be relatively more flexible in responding to changes in
demand and in changes in consumer tastes and preferences

» small firms may be more innovative and pioneering

> asmall firm may be unable to grow because of the difficulties involved in
raising the necessary funds to finance any expansion

> in some industries, the process of ‘contracting out” may lead to an
increase in the demand for small firms

» small ancillary firms may have a key role to play in some industries in
supplying specialised component parts to larger firms

» asmall firm may be more efficient than a large firm, e.g. labour relations
may be better and so there is less likelihood of industrial disputes in a
small firm

> the start-up costs for a small firm are likely to be significantly less than
for a large firm, making them easier to start economic activity.

Integration, diversification, mergers, cartels

Integration

It is important to be able to distinguish between the internal growth and

xte h of firms. The internal, or organic, growth Df a hrm comes
abDut as a result of a firm increasing in size through producing and selling
more products.

The extent of the growth of a firm can be measured through a number of
ways, including the following:

the volume of sales
sales revenue (also known as sales turnover)
the number of employees

market share

Y Y YVYY

the amount of profit.

The external growth of a firm comes about as a result of a merger, takeover
or acquisition where two or more firms combine together. This process is
known as

There are a number of possible reasons for the growth of firms, including the
following:

> to benefit from possible economies of scale, leading to a decrease in the
average costs of production of a firm

> to be a stronger economic entity and therefore safer from a hostile
takeover proposal

> to take advantage of opportunities to benefit from a larger market share,
such as increased profitability

» the possible desire of the owners and/or managers to expand.

The criteria that
determines whether a
particular firm should
be described as small
or not will vary from

country to country.

Internal growth: an
increase in the size of a
particular firm without
involving any other firm;
this process is also
referred to as organic
growth.

External growth: an
increase in the size of a
particular firm through
a process of integration
with other firms.

. : the joining
1oge1her of two or
more firms through
a merger, a takeover
or an acquisition; the
integration can take
a number of different
forms.




One form of integration is | ital i 1. This is when two or more
firms at the same stage of the pmductmn process join together. An example
would be where two or more financial services providers integrate.

Another form of integration is v in. This is when two or more
firms at different stages of the production process join together, There are two
types of vertical integration.

The first type is known as ba rd vertica 1. This is where the
integration involves going back to an earller stage in the pruductmn process,
such as when it is necessary to secure sufficient supplies of raw materials. An
example would be a tyre manufacturer taking over a rubber plantation.

The second type is known as | vertical i . This is where the
integration involves going fDrwarcl to a later stage in the pmductmn process,
such as when it is necessary to secure sufficient distribution of the finished
product. An example would be a car manufacturer taking over a garage that
sells cars.

rizontal i ] 1: the integration of two or more firms at the same
stage of produchon
1: the integration of two or more firms at different

stages of producﬂon It can involve either backward vertical integration
or forward vertical m1egrah0n.

Backward vertical int 12 this is where a firm joins with another
flrm a1 an earller stage of 1he productlon process.

orward vertical int 12 this is where a firm joins with another firm
at a Iaier stage of 1he productlon process.
» integr: 1: the integration of two or more firms which

are operailng in completely different markets rather than at different
stages of the same market.

Another form of integration is mera 1. Whereas horizontal
and vertical integration involve firms joining tugether that are operating in
the same industry, conglomerate integration is where two or more firms that
are operating in entirely different industries join together. The reason for this
form of integration is to spread risk by operating in more than one industry, a
process known as diversification.

Diversification

It has already been pointed out that conglomerate integration is different
from horizontal and vertical integration in that it brings together firms that
are operating in different industries and not simply at different stages of the
production process in the same industry.

This form of integration gives rise to diver: ., This has the advantage
of allowing a firm to spread risk rather than focusing on just one industry. A
strategy of diversification by a firm is designed to reduce risk by becoming
involved in a number of industries which are unlikely to all change in the
same direction. The aim of diversification is to reduce the risk that a firm is
exposed to and this should produce a more consistent performance under a
wide range of different economic conditions.

If there is a question

in the exam about
integration, make
sure that you write
about all three types
of integration, i.e.
horizontal integration,
vertical integration
(including both
backward vertical
integration and forward
vertical integration)
and conglomerate
integration. It is also
helpful to be able

to include relevant
examples of each
type of integration

to show that you
clearly understand the
differences between
the various types of

integration.
¥

situation where a firm
decides to operate in
a number of different
markets to spread risk.
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Make sure you don’t describe conglomerate integration as a form of
integration that is very similar to horizontal or vertical integration. It is
very different. Conglomerate integration brings together firms that are
operating in different industries and not firms that are operating in the
same industry, as is the case with horizontal and vertical integration.

Mergers
A merger is where two or more firms combine as a result of mutual
agreement, This is in contrast to a takeover or ac tion which usually

involves some form of hostile bid by one firm for another. A merger can give
rise to horizontal, vertical or conglomerate integration.

Cartels

Cartels have already been referred to in the context of a collusive oligopoly
market structure when it was pointed out that there could be a degree of
collusion between firms in an oligopoly market, operating together through
a cartel.

v cr: a process whereby two or more firms come together under one
management.

. =r: a process whereby a firm makes a bid to assume control
of another firm, often by purchasing a majority stake in the firm. It is
possible to distinguish between a welcome takeover and a hostile
takeover.

cqui 12 a process whereby a firm buys most, if not all, of another
firm to assume control of it. It occurs when a firm buys more than 50%
ownership in another firm.

:: formal agreements between firms to collude to fix prices and
output in a market.

. The differing objectives of a firm
This topic is concerned with:
» the traditional profit maximising objective of a firm
» other objectives of a firm
> pricing policy
>

comparisons of the performance of firms.

The traditional profit maximising objective of a firm

) has traditionally been regarded as the main objective
Df a firm. This will be at the output where marginal cost (MC) = marginal R R
revenue (MR). the situation where
marginal cost (MC)

is equal to marginal
The distinction between normal and abnormal, or supernormal, profit has revenue (MR).

already been referred to in this unit,

Normal and abnormal profit



Although profit maximisation has traditionally been assumed to be the
main objective of a firm, this assumption has been increasingly called
into question for a number of reasons:

» the growth of modern public limited companies, particularly

to maximise profits, even if they wanted to

» these companies have a large number of stakeholders who may
pursue other goals instead of, or in addition to, profit maximisation

» the traditional aim of profit maximisation assumes that a firm can
actually calculate its MC and MR, but this is not without difficulties

» in terms of MR, a firm needs to be able to accurately estimate
the position and elasticity of its demand (AR) curve, which can be
extremely difficult

is also the issue of whether a firm should use short-run or long-run
marginal costs

» there is evidence to suggest that instead of using MC and MR to

such as applying a percentage mark up to average costs; this is
known as cost plus pricing.

multinational companies, has shown that it may be difficult for them

In the exam, be willing
to be critical of the idea
that the objective of all
firms is to maximise
profits.

» in terms of MC, this may also be difficult to calculate accurately; there

determine the price and output, a firm may adopt a different strategy,

The relation between elasticity and revenue

The relationship between elasticity and revenue has already been referred to

in Unit 2.

Other objectives of a firm

It is now increasingly recognised that a firm may have other possible
objectives, apart from profit maximisation, and these could include the
following:

» survival: one objective of a firm, especially in the first years of its
existence, might be to survive; this would be particularly the case
in markets where firms do not tend to survive for a long period
of time

> strategic: a firm may decide to establish its aims and objectives within

a broad strategic approach, such as in relation to ‘corporate social

responsibility’ and the strategic objective of not causing any significant

environmental problems. Cam , which is covered later, offers
scope for firms to behave in a strategic way

» satisficing: where there is a divorce of ownership from control, the
managers of a firm may wish to deal with all the stakeholders of a

firm in such a way that all stakeholders are satisfied; in this situation,

satisfactory, rather than maximum, profits may be the objective of
a firm

> sales revenue maximisation: in some firms, the objective may be to
maximise the sales revenue of a firm rather than the profits; in this

situation, the output would be higher and the price lower than the profit

maximising position.

2 the
analysus of stra1eg|es
and decision-making
by rational players in
any activity or situation
in which those involved
know that their decision
will have an impact on
other players and the
way that these other
players are expected
to react will affect the
original decision made.

Sati : a situation
in whlch a flrm aims
for a minimum level of
attainment of a number
of objectives.

e Iviscabion=: i
alternative theory of
the objectives of a

firm which assumes
that managers aim to
maximise sales revenue
as opposed to profit;
this is also sometimes
known as sales
maximisation.
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The principal agent problem, such as the divorce of ownership
from control

It is important to understand that there may be a « D
n from . For example, the shareholders own a firm, but they w111
not be able to exercise full day-to-day control of it.

This gives rise to the | | a; 1. The principal is the owner of
a firm and the owners will employ an agent, or manager, to run the firm and
take the everyday decisions affecting the firm. The problem that arises from

this divorce is that the agent may not run the firm in exactly the way that the

principal would like.

» divorce o ership froi : the situation that arises when
a flrm is ownecl by one group of people (the shareholders) and controlled
and run by another group of people (the managers).

) ¢ : the problem that can arise from the divorce of
ownershlp from comrol in a firm, so that the principals (the shareholders)
may have different aims and objectives from the agents (the managers).

Although profit
maximisation is
traditionally assumed
to be the main
objective of a firm, it
is now increasingly
recognised that firms
may have other

L possible objectives.

The divorce of ownership from control in a firm, giving rise to the principal
agent problem, means that the principals of a firm (the shareholders) are
not able to guarantee that their agents (the managers) will operate the
firm in the principals’ best interests.

The existence of the principal agent problem means that the principal
and the agent may have different objectives and it would be helpful if
you could gives possible examples of such a problem. For example, the
principal may have the objective of profit maximisation, but the agent
may have the objective of salary maximisation.

The behavioural analysis approach to the decision-making

of a firm

The behavioural analysis approach to the decision-making of a firm has
introduced game theory to economic analysis, such as in relation to the
prisoner’s dilemma and the two-player pay-off matrix.

The Prisoner’s Dilemma

The prisoner’s dile 1 is an example of game theory where there is a
cumpetltlve situation in whu:h attempts by two or more individuals or firms
to find the best strategy for themselves by acting independently results

in a final outcome that is worse than if they had colluded or worked co-
operatively. The dilemma is that the best outcome would be to co-operate
or collude, but if it is not possible to communicate, collusion becomes
impossible. Even if collusion had been possible, two individuals would need
to trust the other person to stick to any deal that had been agreed.

The two-player pay-off matrix
In game theory, the possible strategies for each individual, or player in
the game, can be shown in a matrix that show the possible outcomes (or

in game theory, a
competitive situation in
which attempts by two
or more individuals or
firms to find the best
strategy for themselves
by acting independently
results in a final outcome
that is worse than if they
had colluded or worked
co-operatively.




pay-offs) for the two players of thElr respectwe strategies or decisions. This is
known as the i er { matri

The kinked demand curve matrix: in game theory,
The kinked demand curve has already been referred to in this unit in :;23::::6”;32};::;
relation to the non-collusive oligopoly model. It can be used as an example (pay-offs) for the players
of a behavioural analysis approach because it is based on assumptions about of their respective

the behaviour of other firms in the market in response to decisions taken by strategies or decisions.
a firm. If a firm reduces price, it is assumed that the behaviour of other firms

will be to follow this decision and reduce their prices. However, if a firm

increases price, it is assumed that the behaviour of other firms will be to not

follow this decision and so their prices will remain constant. This behavioural

analysis approach explains why the demand curve is kinked and it also helps

to explain why there is a great deal of price stability in oligopoly.

Game theory is an interesting aspect of the increasing importance given
to the behavioural analysis approach to the decision-making of a firm
and you should be prepared to include examples of it in any answers to
guestions on a firm’s decision-making.

Pricing policy

Price discrimination

Price discriz 1 occurs when different prices are charged to different
customers and when the different prices are not a reflection of differences in
the costs of production. The differences in price occur because of differences
in the price elasticity of demand for different products. Price discrimination
occurs in monopoly where the firm is able to keep different markets separate.
This separation of markets could involve different geographical regions,
different times of the day or different ages.

Certain conditions must apply for price discrimination to exist and these
include the following:

> the firm practising price discrimination must be able to exercise some
monopoly power in the market

> it must be possible to separate the market

> it must not be possible to buy in one market and sell in another (this is
known as arbiirage)

> the price elasticities of demand for a product must be different in the
separate markets.

discrimi 1: the practice of selling the same product in
dlﬁerent markets at dlﬁerent prices for reasons that have nothing to do
with the costs of production.

ge: the ability to buy in one market and sell in another.
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It is pDSSlblE to dlsnngulsh between three degrees of price discrimination.
First-degree price discrim occurs when the monopoly firm is able
to charge Each mdwldual consumer the maximum amount that they are
prepared to pay for a product. Second-degree p iscrimination occurs
where different prices are charged for successive blucks uf consumption.
degree price dis n refers to the selling of the same product
in dlfferent markets to cllfferent consumers at different prices.

Limit pricing

ng refers to a situation where price is below the profit-maximising
price. For example, a firm may decide to limit price in an attempt to
discourage new firms from entering an industry and so protecting the
position of the firm that adopts this pricing policy.

Price leadership

. » is most likely to exist in an oligopoly market structure
where there is some degree of collusion between the firms in the market. In
this situation, firms in the market will follow the price leadership of one firm.
The objective is to maximise the profits of all the firms by behaving as if they
were one monopolistic firm. This agreement on price could be informal and
there are three models of such price leadership: the dominant firm model,
barometric price leadership and parallel pricing.

However, price leadership, although usually part of an informal agreement,
could be part of a formal cartel arrangement.

Mutual interdependence

In the case of Dligapoly, a pricing policy could be based on the idea of
interdepen . Firms in oligopoly take into account expectations about the
behavmur of m_her firms in the market and it is this which gives rise to the
existence of a kinked demand curve, as has already been explained. This helps
to explain the existence of price rigidity in oligopolistic market structures. The
consideration of the behaviour of other firms in the market is a useful example
of how game theory can be applied to pricing policy in oligopoly.

: the practice of charging each

e Yi d to be abl
consumerthe maximum 1hey are prepared to pay for a product. ou need o be abie

to demonstrate an

Second-degree price dist : the practice of charging consumers understanding of each
dlﬂerem prlces for successive blocks 01 consumption of a product. of these different pricing
I i i 1: the practice of charging different policies in the exam.

consumers dlﬁerem prices for the same product.

i : a policy adopted by a firm in monopoly or oligopoly of
senlng prlce below that which would maximise profits in order to deter
new entrants from entering the market.

Pric : the practice in an oligopoly where one firm sets or
changes prlce and other firms in the market follow this lead.

tual inter : a pricing policy in oligopoly where some or all
of 1he flrms in 1he market 'formulate their decisions on price in the light of
anticipated reactions and countermoves of rival firms.



Comparisons of the performance of firms

The performance of firms can be compared in the following ways:

> revenue: firms in perfect competition face a perfectly elastic horizontal
average revenue (AR} and marginal revenue (MR) curve, whereas other

firms face downward sloping AR and MR curves; in this situation, AR and

MR are not the same, with MR sloping down more steeply than AR

> output: assuming that all firms are profit maximising, output will be
determined where MC = MR

» profits: firms can make abnormal (or supernormal) profit, normal profit
and less than normal profit, but in perfect competition, monopolistic
competition and contestable markets only normal profit can be made
in the long run, whereas in oligopoly and monopoly abnormal (or
supernormal) profit can continue to be made in the long run

» clliciency: this will exist where P = MC (allocative efficiency) and where

the ATC curve is at its minimum point (productive efficiency) and this
situation applies to firms in perfect competition

» X-inefficie : this can occur in a monopoly firm when production is
not at the lawest point on the average total cost curve because of a lack
of competition in an industry and a situation of organisational slack in
a firm

» barriers to entry and exit: there are no barriers to entry or exit for firms in
perfect competition, monopolistic competition or contestable markets, but
there are some barriers to entry and exit and oligopoly and many barriers

to entry and exit in monopoly

» price competition: there is price competition in perfect competition where

buyers and sellers are price takers, but there is a greater degree of price

rigidity in oligopoly and monopoly firms are price makers, subject to the

demand curve, i.e. a monopoly firm can determine price, but not how
much will be demanded at that price

» non-price competition: firms in monopolistic competition and oligopoly

cumpete thmugh various forms of non-price competition a great deal,
such as through the use of advertising and product promotion, the
creation and maintenance of brand loyalty, sales promotions, such
as BOGOF (‘buy one, get one free’), the control of the distribution of

products to particular retail outlets, distinctive packaging and differences

in quality or design

> collusion: collusion between firms is a particular characteristic of an
oligopoly market structure and it can either be of a formal or an
informal nature.

: the use of resources in the most economical or optimal
way possible.

iz the inefficiency that can occur in a monopoly when
productlon is not at the lowest point on the average total cost curve; it
is where production takes place at a cost above the average cost curve
and the marginal cost curve due to a lack of strong competition in an
industry and because of organisational slack in a firm.

- alternatives to price reductions as methods
used by flrms 10 increase sales and market share, e.g. advertising,
after-sales service.

You need to be able to
make comparisons of
the performance of
firms using a number
of criteria.
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Revision checklist

1 can:

understand what is meant by the law of diminishing marginal utility

understand the relationship between the law of diminishing marginal utility and the
derivation of an individual demand schedule

understand and explain the equi-marginal principle
understand the limitations of marginal utility theory

be clear about the distinction between traditional ideas of rational behaviour and
behavioural economic models

understand the essential features of indifference curves
understand the essential features of budget lines

be clear about the meaning of the marginal rate of substitution and of the
diminishing marginal rate of substitution

understand that a price effect consists of both an income effect and a substitution effect

understand how these effects are different for normal goods, inferior goods and
Giffen goods

understand what is involved in the short-run production function

distinguish between fixed and variable factors of production

explain the difference between total product, average product and marginal product
understand the law of diminishing returns (the law of variable proportions)
distinguish between marginal cost and average cost

understand the short-run cost function and the difference between fixed and variable costs
explain the shape of the short-run average cost (SRAC) curve

understand what is involved in the long-run production function

explain what is meant by returns to scale

be clear about the long-run cost function

explain the shape of the long-run average cost (LRAC) curve

understand the relationship between economies of scale and decreasing costs
understand the relationship between diseconomies of scale and increasing costs

be clear about the meaning of internal and external economies of scale

be clear about the meaning of internal and external diseconomies of scale
understand the difference between total revenue, average revenue and marginal revenue
distinguish between normal profit and abnormal (or supernormal) profit

be sure about the features and characteristics of perfect competition

be sure about the features and characteristics of monopolistic competition

be sure about the features and characteristics of oligopoly

be sure about the features and characteristics of monopoly

be sure about the features and characteristics of natural monopoly

N N I |




be sure about the features and characteristics of contestable markets and about the
implications of these features and characteristics

understand the meaning of the concentration ratio in an industry
understand the reasons for the continued existence of small firms
understand the possible reasons for the growth of firms

appreciate the different possible types of integration of firms

be clear about what is meant by diversification

be able to distinguish between mergers, takeovers and acquisitions
be clear about what is meant by cartels

understand the traditional profit maximisation objective of a firm
understand the relationship between elasticity and revenue

understand that a firm can have other objectives apart from profit maximisation,
such as survival, strategic, satisficing and sales revenue maximisation

be clear about the meaning of the principal agent problem in terms of the divorce of
ownership of a firm from its control

be sure about the behavioural analysis approach to the decision-making of a firm,
such as through game theory, the prisoner’s dilemma, the two player pay-off matrix
and the kinked demand curve

understand the different types of pricing policy that can be used by a firm, including
price discrimination, limit pricing, price leadership and mutual interdependence
in the case of firms in oligopoly

compare the performance of different firms according to certain criteria
be clear about the distinction between efficiency and X-inefficiency
be clear about the distinction between price competition and non-price competition

understand when and how collusion between firms can take place.
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__ ") Exam-style questions

1
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Marginal utility refers to the satisfaction gained:

A from all of the units of a product consumed
B from the first unit of a product consumed

C from the last unit of a product consumed

D on average from all of the units of a

product consumed.

The tendency to rely on the first piece of
information obtained when making a decision is
known as:

A anchoring

B bounded rationality

C framing

D heuristics.
The substitution effect will:

A always be negative

B always be positive

C depend on whether the good is a Giffen good
D depend on whether the good is an

inferior good.

Which of the following is an example of a fixed
cost of production?
A Component parts.
B Interest payments.
C Manual labour.
D Raw materials.
Which of the following is an example of an
external economy of scale?
A Bulk buying to obtain a discount.
B Managerial specialisation.
C Research and development by a firm.
D The provision of specific courses at colleges.
Profit is defined as the difference between:
A average revenue and average cost
marginal revenue and marginal cost

B
C total revenue and average cost
D

total revenue and total cost.

8

10

11

12

Which of the following is a feature of perfect

competition?

A Supernormal profit can be made in both the
short run and the long run.

B The buyers and sellers are price takers.

C The product is differentiated.

D There are only a few producers in the market.

A kinked demand curve occurs in oligopoly
because:

A demand is elastic above the kink and inelastic
below it

B demand is inelastic above the kink and elastic
below it

C the marginal revenue curve is below the
average revernue curve

D the marginal revenue curve is discontinuous.
A manufacturer taking over a supplier of
raw materials needed in the production of
a product is an example of:

A backward vertical integration

B conglomerate integration

C forward vertical integration

D horizontal integration.

Which of the following is an example of a
principal of a firm?

A A consumer.

B A manager.

C A shareholder.

D An employee.

(a) Explain the main features of perfect

competition. [12]

(b) Discuss to what extent monopolistic
competition is a more realistic and
useful model of a market structure

than perfect competition. [13]

Discuss whether a monopoly will always

operate against the interests of consumers. [25]




Government microeconomic
intervention

policies to achieve efficient resource allocation and correct market failure

equity and policies towards income and wealth redistribution

labour market forces and government intervention
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government failure in microeconomic intervention.

2.1 Policies to achieve efficient resource

allocation and correct market failure
This topic is concerned with:

A Level

the application of indirect taxes and subsidies

price and output decisions under nationalisation and privatisation

»
>
» prohibitions and licences
> property rights

» information

>

regulatory bodies, deregulation and the direct provision of goods
and services

» pollution permits
» behavioural insights and ‘nudge’ theory.

The application of indirect taxes and subsidies

Indirect taxes and subsidies can be used to achieve the efficient allocation of
resources and to correct market failure. The impact and incidence of indirect
taxes and subsidies were covered in Unit 3.

An indirect tax can be used to discourage the consumption of demerit goods, Ky foros
such as alcohol and tobacco, by making them more expensive and as long as _

the demand for such products is relatively elastic, the consumption of them Indirect tax: a tax levied

will fall in response to the higher price being charged. on expenditure.

A subsidy can be used to encourage the consumption of merit goods, such as Subsidy: an .amouni

education and health care, by making them less expensive and as long as the of money paid by

demand for such products is relatively elastic, the consumption of them will 4 gavemment1o &
producer so that the

rise in response to the lower price being charged. price to the consumer

will be lower than it
\ otherwise would
It is easy to confuse the application of indirect taxes and subsidiesin a have been.
market. An indirect tax will be shown by a shift of the supply curve to
the left, leading to an increase in price, and a subsidy will be shown by a
§ shift of the supply curve to the right, leading to a decrease in price.

m ~

Make sure that you are able to both explain the effect of the introduction
of indirect taxes and subsidies in a market and to illustrate the effect
through the use of appropriate diagrams.

&
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Price and output decisions under nationalisation
and privatisation

Natio and privatisation have already been referred to in Unit 3.
Natlnnahsatlun involves the creation of a monopoly where there is just one
firm in an industry and this firm can control the supply of a product in

a market.

Monopoly can be regarded as an example of market failure. This is because
the equilibrium price is likely to be higher and the equilibrium quantity is
likely to be lower than would be the case in perfect competition. Unlike the
situation in perfect competition, the abnormal or supernormal profits are
not competed away in the long-run because there are barriers to entry which
make it very difficult for new firms to enter the market.

ATC

Cost and
revenue

Quantity

A Figure 8.1 Price and output decisions under monopoly

Figure 8.1 above shows the price and output decisions that would be
taken by a monopoly firm. The profit maximisation position is determined
by where MC = MR and this will give an equilibrium price of 0P and an
equilibrium quantity of 0Q. This is an example of market failure because
there is a lack of both productive and allocative efficiency. The lack of
competition in the industry also gives rise to *

In such a situation, a government could decide to nationalise this monopoly
firm, i.e. take it under state ownership. A price could be charged that would
be lower than in a private sector monopoly and a quantity could be produced
that would be higher than in a private sector monopoly, but the government
would need to be able and willing to support the nationalised firm with
public funds.

An alternative policy to correct market failure, instead of through nationalising
the firm, would be through a process of privatisation. This would involve the
transfer of ownership of an economic activity from the public sector to the
private sector. With greater competition in the market, price is likely to be
lower and output higher than would otherwise be the case.

Make sure you don’t confuse the terms nationalisation and privatisation.
Nationalisation involves the transfer of ownership from the private sector
to the public sector and privatisation involves the transfer of ownership
from the public sector to the private sector.

Nationalisation: the
process whereby private
sector firms and/or
industries become part
of the public sector of
an economy, with the
government or state
owning and controlling
these resources.

Privatisation: the
process whereby public
sector firms and/or
industries become part
of the private sector of
an economy, with the
government no longer
owning or controlling
these resources.

(-inefficiency: the
inefficiency that can
occur in a monopoly
when production is

not at the lowest point
on the average total
cost curve; it is where
production takes place
at a cost above the
average cost curve

and the marginal cost
curve due to a lack of
strong competition in an
industry and because of
organisational slack in

a firm.



Prohibitions and licences

Another policy to achieve efficient resource allocation and to correct market
failure in an economy is through the use of prohibitions and licences.

A prohibition refers to a ban on certain products being supplied in an
economy. For example, a government could decide to make a product illegal
and this would have the effect of prohibiting its consumption.

An alternative to a prohibition is the use of a licence to correct market
failure. A licence involves a government giving permission to producers to
sell a product. The impact of using licences is usually not as effective as
prohibition, but it does give a government some control in a market, and
it can decide to make the policy more effective by reducing the number of
licences issued.

It is easy to confuse the impact of a prohibition and a licence. A
prohibition is more effective in that it involves a complete ban on the
production and/or consumption of certain products. A licence, on the
other hand, is a way of giving a government greater power to influence
production and/or consumption in a market by limiting the extent of such

L production and/or consumption.

Property rlghts

: s refers to the rights of the owner of an economic good to
decu:le how such a good should be used. Market failure can occur because
of the absence of clear property rights, so one way to correct market failure
is to bring about greater clarity in relation to property rights. A government
could decide to extend property rights, such as through the establishment of
voluntary agreements. An example might be in relation to the dumping of
rubbish, creating an environmental problem. If such a voluntary agreement
was unsuccessful, a government could decide to introduce a system of
pollution permits.

In most situations, property rights are private and so it is relatively easy
to establish the rights of a person in relation to their property, i.e. the
assets that they own. If there is a dispute about these private property
rights, redress can be obtained through legal action. However, in some
cases, property rights are not private, but relate to open spaces and to
air and water. In these situations, there are common, rather than private,
property rights. The existence of common property rights can give rise
to market failure, such as in relation to pollution, and so a government
might decide to extend property rights so that they cover open spaces,
air and water.

Information

Market failure can be caused by inadequate or inaccurate information. It

is assumed that consumers will always aim to maximise their utility or
satisfaction, but this aim can only be achieved if they are in possession of the
required information. If this information is not readily available, they will be
less likely to make rational decisions. This is why information failure can be
a major cause of market failure.

o { : a situation
where a cenam product
is banned in a country.

:e: a situation
where permission
is given, often by a
government, but where
the permission is limited
or restricted in some
way.

It would be useful, in

answering a question on
the correction of market
failure in an economy, if
you were able to include
relevant examples

of prohibitions and
licences to support

your answer.
L&

roperty rights: a
situation where owners
of economic goods
have a right to decide
how such assets are
used.

a situation where
people lack the full and
accurate information
that would enable
them to make the

best decisions about
consumption.
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To correct this type of market failure, a government needs to try to increase
the availability, accuracy and reliability of appropriate information to
consumers in an attempt to influence their economic behaviour. This will
help them to make rational decisions in relation to the consumption of merit
goods and demerit goods and ensure that scarce resources are allocated as
efficiently as possible. Nudge theory is an example of where a government
could try to discourage consumers from consuming demerit goods.

":_ What you need to know

A government could try to overcome the problem of information failure
by improving the information that is made available to consumers. In
the case of merit goods, a government would try to ensure that pecople
were as well informed as possible about the potential advantages of
consuming merit goods, such as education and health care. In the
case of demerit goods, a government would try to ensure that people
were as well informed as possible about the potential disadvantages of

| consuming demerit goods, such as alcohol and tobacco.

Regulatory bodies

A government could try to correct the existence of market failure in an
economy through the use of . A regulation refers to a rule or
law that can be used to reduce the extent of market failure. There are many
examples of such regulations in different countries, such as in relation to
the following:

> the control of monopolies

» proposed mergers and acquisitions
» consumer protection

> protection of the environment

» control of the transportation system.

In each of these situations, there will usually be a 1
enforce the regulations.

set up to

8 What you need to know

Regulatory bodies perform the function of ensuring that regulations are
adhered to. For example, regulations may exist to control monopolies
and to ensure that any proposed merger is not against the public interest.
If it is thought that a proposed merger would be against the public
interest, it can be referred to a regulatory body.

Deregulation

Although regulations can be used as part of a policy to correct market failure,
it is also possible that there are too many regulations in existence in an
economy and that these regulations are making it impossible for efficient
resource allocation to be achieved. In such situations, a government could
decide to reduce the number of regulations that exist in an economy so that

a greater degree of competition is allowed to exist in a market than would
otherwise be the case. This process is known as i, If greater
competition did take place in a market, it is likely to lead to an increase in the
level of efficiency of resource allocation and to a reduction in the extent of
market failure.

tegulations: a variety
of laws and rules

which apply to firms in
different circumstances.

an organisation that
imposes requirements,
restrictions and
conditions, sets
standards and
secures compliance or
enforcement.

Deregulation: a
reduction in the number
of regulations, laws and
rules that operate in an

industry or an economy.



The direct provision of goods and services

Another policy that can be used to correct market failure in an economy

is through the direct provision of certain goods and services, This was
covered in Unit 3.

In many countries, the government has decided to directly provide particular

goods and services through the public sector which can exist alongside the
private sector.

A government may decide to directly provide certain goods and services
if it was thought that the consumption of such products would be
relatively low if only provided through the private sector. For example, a
government could decide to directly provide certain merit goods, such as
education and health care.

Pollution permits

A pollution permit, or tradable permit as it is also called, is a particular
example of a licence that can be issued by a government. The permit allows
a firm to pollute the environment in some way, but only up to a certain
extent. This level of pollution will be less than when the permit was first
issued. Each successive permit will allow a lower and lower level of pollution
to exist.

Try not to argue that pollution permits will entirely eradicate pollution in
an economy. Instead, focus on the fact that a policy of using pollution
permits is designed to reduce the extent of pollution that exists in an
economy over a period of time.

Behavioural insights and ‘nudge’ theory

ehavio ( ; was referred to in Unit 7. Behavioural economic
mndels are demgned to pmwde an insight into why consumers do not always
act in a rational way. These insights stress the importance of understanding
the actual behaviour of people in an economy rather than the traditional
approach which stresses the idea that people are assumed to behave
rationally.

The behavioural approach emphasises that it is possible to ‘nudge’ people

to act in a particular way, different from how they would act if there was no
government intervention, This is why it is also known as nudge theorv, An
example of this would be in relation to a government policy to dlsccurage the
consumption of certain demerit goods.

IViour: : the branch of economics that attempts to
explaln 1he demsmns and choices that individuals make in practice,

particularly when they are opposed to those predicted by traditional
economic theory.

- : an attempt by a government to alter the economic
behawour 01’ people in some particular way.

- ta 5|tua1|on
where a government
decides to provide
particular goods and
services itself.

Pollution permit: a
particular type of licence
that is given to a firm to
bring about a reduction
in the level of pollution
over a period of time;

it is also known as a
tradable permit.

It may not be possible
to eliminate pollution
completely, but the use
of pollution permits
should bring down the
level of pollution that
exists in an economy

 overa period of time.
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A government can try to nudge consumers to change their economic
behaviour in some way. For example, medical evidence is very clear
about the damage that can be caused by the consumption of tobacco
and yet millions of people still smoke. It is clear that the medical evidence
has had no, or a very limited, effect on the consumption pattern of many
people. A government could therefore adopt a policy of nudging people
away from smoking, stressing how harmful such a product is to the
health of people. For example, a government could insist that all packets
L of cigarettes sold in a country should carry a health warning.

It would be helpful if you were able to give examples to support an
answer on nudge theory. For example, a government could start with

a moderate nudge, such as when a packet of cigarettes contains the
warning: ‘smoking can damage your health’. If this nudge was not
sufficient to substantially change the demand for cigarettes, packets of
L cigarettes could contain a stronger warning, such as: ‘smoking can kill’.

S

| Raise your grade

Explain how ‘nudge’ theory can be used to inform government policies to correct market failure. [12]

Behavioural economics can offer insights into the economic behaviour of people.” For example, a

govsrnmen’f mlgh‘f decide to adop‘i 2 pohq of nudgmg pbop\b un a pamcuiar dlt‘bd‘tﬂn 5uch as m
re‘.a‘non fo ’rhc consump’non of demm’r goods '

........................................................................................................................................................

successiul. Medical evidence. is  very clear about the potential dangers to 2 person’s health of
bnbsswb “alcohol con-sump‘non A govammbn’f mlgh’r fnerbforf, dcade "fO m’rervcne, m a mar\cb’r "fO
’m{ ’fo mduce ‘fhe, extent of a\coho‘. consumption.”

The effectiveness of such a policy 1o change consumer behaviour will depend on a number of

How to improve this answer

The candidate refers to the fact that behavioural economics is able to offer insights into the
economic behaviour of people, but this point could have been developed more fully. For
example, the candidate could have stressed how behavioural economic models are designed to
provide an insight into why consumers do not always act in a rational way. These insights stress
the importance of understanding the actual behaviour of people in an economy rather than the
traditional approach which stresses the idea that people are assumed to behave rationally.




The behavioural approach emphasises that it is possible to ‘nudge’ people to act in a particular
way, different from how they would act if there was no government intervention. It is appropriate
that the candidate has referred to a government policy to discourage the consumption of
demerit goods, but it would have been useful if they had explained the meaning of the term
‘demerit goods’ at this point.

The candidate has referred to the possibility of a government intervening in a market to try
to reduce the extent of alcohol consumption, but has not given any indication of how this
could actually be done. It would have been helpful if the candidate had referred to the idea of
advertisements for alcohol containing certain warnings, such as ‘drink sensibly’.

The candidate has referred to the fact that the effectiveness of such a policy to change
consumer behaviour will depend on a number of factors, but has not indicated what any of these
factors might be. For instance, it might depend on the strength of the wording of any health
warnings, the extent to which consumers are aware of such warnings or the extent o which the
warnings are part of a much wider information campaign, such as the decision of a government
to launch a ‘Drink Awareness’ campaign to make as many people as possible aware of the
possible health dangers of excessive alcohol consumption.
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2.2 Equity and policies towards income
and wealth redistribution

This topic is concerned with:

Y YY Y VY Y Y YY

equity versus efficiency

price stabilisation

means-tested benefits

transfer payments

progressive income taxes, inheritance and capital taxes
negative income tax

poverty trap analysis

Gini coefficient and the Lorenz curve

inter-generational equity.

Equity versus efficiency

One objective of government microeconomic intervention is the achievement

of ef
efficiency. The attainment of this objective would ensure that the scarce
resources in an economy were allocated in the best possible way.

Another objective of government microeconomic intervention is the
achievement of equity. This is concerned with the ideas of fairness and
justice, such as a government policy to bring about a more equitable

icv. This involves the achievement of both productive and allocative Efficiency: the use of
resources in the most

economical or optimal
way possible.

ity: the idea of
fairness or justice,
such as in relation

distribution of income and wealth. to the distribution of

income and wealth in
an economy.

It is important to be able to distinguish clearly between equity and
efficiency. A certain allocation of resources in an economy may be
efficient, but this does not necessarily mean that it will be equitable.
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Price stabilisation

Without any government intervention, it is possible that prices in a particular
market may fluctuate widely. This is likely to be particularly the case where
supply can vary a great deal, such as in agricultural markets.

A government may decide to intervene in a market to stabilise prices. This

is known as a buffer l: system. Figure 8.2 shows what happens with
such a system. When supply is high, as with §,, the government purchases
some of the stock and prevents it from entering the market. The effect of

this intervention is to prevent the price falling too low, i.e. it is kept at OP
rather than being allowed to fall to OP,. When supply is low, as with §,, the
government releases some of the stock and allows it to enter the market. The
effect of this intervention is to prevent the price rising too high, i.e. it is kept at
OP rather than being allowed to rise to OP,. Government intervention through
a buffer stock scheme brings about pri ition in a market, with price
maintained at or close to 0P and quantity maintained at or close to 0Q.
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Demand and supply of agricultural products

A Figure 8.2 Price stabilisation through a buffer stock scheme

What you need to know

A buffer stock scheme can have a number of possible advantages:

» it can overcome the problem of wide fluctuations in the prices in a
market from one year to another

» if price stabilisation can be brought about in a market, it will also
help to bring about greater stability in the incomes received by the
producers

» this greater stability of prices and incomes will make medium-term
and long-term planning easier.

However, a buffer stock scheme can also have a number of possible
disadvantages:

» it might not be easy for a government to decide what the stable price
in a market should be and this will affect the amount of stock that is
stored or released

» there will be a cost involved in running a buffer stock scheme, such
as the cost of storage, and if a government pays for this, there will be
an opportunity cost involved, i.e. the other goods or services that the
money could have been spent on

» the scheme may become very difficult to operate if there is either a

r SIOCK: an
amount of a commodity
that is held to limit

the range of price
fluctuations in a market.

‘rice staplisation: an
arrangement whereby
a government prevents
excessive volatility of
prices by intervening
to purchase stocks of
a commodity when the
supply is high and to sell
stocks of a commaodity
when the supply is low.

There are both
advantages and
disadvantages of a
buffer stock scheme.

succession of good harvests or a succession of bad harvests.




Means-tested benefits

There are two types of benefit. A universal benefit is paid to every person
who is entitled to such a benefit, irrespective of their income or wealth. A

I s-tes | is paid to a person depending on their income and
wealth Such a beneht has the advantage of targeting those people who are
most in need of the money and so is more effective in bringing about income
and wealth redistribution.

ivers: i: benefits that are paid to everybody who is entitled to
1hem wrespectwe of their income or wealth.

ins-testes - benefits that are paid to those people who are
emnled 10 1hem 1ak|ng into account their income and wealth.

Make sure you don’t
confuse universal and
means-tested benefits.
Universal benefits do
not take into account

a person’s income or
wealth whereas means-
tested benefits do take

| this into account.

government is to redistribute income and wealth in an economy.

Means-tested benefits are better than universal benefits if the aim of a ]

Transfer payments

Another example of government microeconomic intervention to bring about a
redistribution of income and wealth is through the use of | 'er payment:
These were covered in Unit 3. Revenue that is received frum taxation can be
used to give financial support to those in need.

Progressive income taxes, inheritance and capital taxes

The concept of a progressive tax was covered in Unit 3. This means that a
higher proportion of income can be taken in tax as the incomes of people rise
above a certain level.

It is not only income tax that can be progressive. It can also apply to
' v and capital ia

ogress : a situation where the proportion of income paid in tax
increases as income increases.

ax: this is a tax on earned incomes.

herit: ¢ this is a tax on income in the form of property, money
and possessmns also known as the ‘estate’, of someone who has died.

ax: this is a tax, also called a capital gains tax, on income in the
form of an increase in the value of possessions, such as a second home,
antiques or shares, during the time that a person has owned them.

Negative income tax

Whereas an income tax involves people paymg tax to a government,
according to their earned income, a negati ome tax involves people
receiving money from a government. It is alsa a progressive system where
people earning below a certain amount receive money from the government.
In this way, people will be able to receive a minimum income. The key
feature of a negative income tax is that it combines the payment of income
tax and the receipt of benefits in one system. All people earning above a
certain income level would pay income tax and receive no benefits, while all
people earning below that income level would not pay any income tax, but
would receive benefits.

situation where revenue
is received from one
part of society, such as
taxpayers, and paid to
another part of society,
such as pensioners.

a system which brings
together the payment
of tax and the receipt
of benefits.
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Make sure you don’t confuse income tax and a negative income tax.
An income tax involves taking money from people, whereas a negative
income tax involves both taking money from people in the form of
taxation and giving money to people in the form of benefits, depending
on the level of income received.

Poverty trap analysis

A problem with an increase in earned income is that it is possible that as
some people receive more money, they may no longer be entitled to as many
benefits as before. The effect of this is that they can actually be worse off as
a result of an increase in income. This situation is known as a

and creates a disincentive effect. For example, a person may not wish to work
longer hours because the extra income received from this work may mean
that they are no longer entitled to some benefits that they were originally
entitled to before working the extra hours. The existence of the poverty

trap means that a person may become worse off as a result of earning more
money because they are no longer entitled to certain benefits.

The poverty trap comes about as a result of the combined effect of
the marginal rate of taxation paid on any additional income earned by
a person and the rate at which benefits are no longer payable to that
person by the state.

If a government is in favour of a more equitable distribution of income
and wealth, the existence of a poverty trap may prevent this from being
achieved. This is why many economists favour the introduction of a

A negative income tax

involves the combination

of the payment of

income tax and the

receipt of benefits in
_one system.

> Ove ap: a situation
in which an increase in
income results in a loss
of benefits so that a
person is no better off
or possibly worse off.

A person may be worse
off as a result of working
more hours and gaining
a higher wage if, as a
result, they are no longer
entitled to receive as
much money as before

L negative income tax which would prevent the poverty trap from occurring.
o

The Lorenz curve and the Gini coefficient

The Lorenz curve is a graphical representation which shows the extent of
inequality in the distribution of income in an economy. The more unequal
the distribution of income, the more divergent the Lorenz curve will be from
the diagonal line of total equality. This can be seen in Figure 8.3.

Country X Country Y

L
(=)
o
-
(=]
(=

45 degrees
Lorenz curve

45 degrees
Lorenz curve

% of income
% of income

100 100

% of population % of population

A Figure 8.3 A comparison of income equality in two countries

In country Y, the Lorenz curve is quite close to the 45 degree line of absolute
equality and so income is distributed relatively evenly. In country X, however,
the Lorenz curve is further away from the 45 degree diagonal line and this

shows that income is more unevenly distributed in country X than in country.

X in benefits.

oren: e: a method
of showing the degree
of inequality in the
distribution of income in
an economy.



A Gini coefficient is a way of measuring the extent of inequality in the
distribution of income in an economy. It is measured as the ratio of the
area between the 45 degree diagonal line of total equality and the Lorenz
curve to the total area under the diagonal. In Figure 8.3 on the previous
page, it is area ‘a’ divided by area ‘a’ and ‘b’. The lower the value of the
Gini coefficient, the more even is the distribution of income, e.g. in many
developed countries, the coefficient is about 0.3. The higher the value of
the Gini coefficient, the less even is the distribution of income, e.g. in many
developing countries, the coefficient is about 0.5.

A Gini coefficient figure of 0.5 or above is considered relatively high, e.g.
Brazil. A Gini coefficient of between 0.3 and 0.5 is considered medium,
e.g. Vietnam. A Gini coefficient of less than 0.3 is considered relatively
low, e.g. Austria.

Make sure you don’t mix up these two terms, referring to a Lorenz
coefficient and a Gini curve. The correct terms are Gini coefficient and
Lorenz curve.

Inter-generational equity

- ity refers to the fairness or justice in the distribution
Df income uf dlfferent generations over a period of time. It is concerned with
the extent to which income distribution today can affect future generations.

| What you need to know

3ini coefficient: a
statistical measure of
the degree of inequality
of income in an
economy.

The lower the figure

of the Gini coefficient,
the more equal is the
distribution of income
in a particular economy.
The higher the figure

of the Gini coefficient,
the less equal is the

distribution of income.

Increasing inequality in the distribution of income of relatively high-income
countries, such as the USA, could have the effect of limiting economic
mobility for the next generation of young adults. In some countries,
young people are experiencing, for the first time, a lower income than
their parents.

Labour market forces and government
intervention
This topic is concerned with:
» factors affecting the demand for labour

» the derivation of an individual firm’s demand for labour, using marginal
revenue product theory

> factors affecting the supply of labour

Y

net advantages and the long-run supply of labour

> competitive product and factor market forces determining wage
differentials, transfer earnings and economic rent

» the influence of trades unions on wage determination

Y

the influence of government on wage determination

> Monopsony.

ity: the degree to
which differences in
income in an economy
can affect the incomes
of people in the future.
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The demand for, and the supply of, labour

Factors affecting the demand for labour Derived demand: the
situation where the

demand by employers
for labour is related to,
or derived from, the
The demand for labour is closely linked to the margin 1y ydu demand for the product

| of labour. This refers to the additional output pmduced 1f a hrrn that the labour is
helping to produce.

The factor of production, labour, is not demanded for its own sake, but for
what it is able to contribute to the production process. This is known as

increases the labour input by one unit.

Firms are interested not only in the extra output that is produced by

employing one more unit of labour, but also in the revenue obtained from

sellmg the additional output that has been produced. The ma (
of labour is obtained by multiplying the marginal physwal

yrodi 1he
amoum of extra output
that is produced if a firm
increases its input of

pruduct of labour by the marginal revenue (MR) received by a firm. labour by one unit.
product 1he
Labour is not demanded for its own sake, but for what it can contribute ex1ra output produced

to the production process. by an additional
worker (the marginal
physical product or

- MPP) multiplied by
Make sure you don’t confuse marginal physical product (MPP) and the additional revenue

marginal revenue product (MRP). MPP refers to the extra output resulting earned by a firm from
from employing one more worker. MRP refers to the extra revenue this output (the marginal
received by a firm from selling the additional output that results from revenue or MR), i.e
employing one more worker. MRP = MPP x MR.

The derivation of an individual firm’s demand for labour using
marginal revenue product theory

It has already been pointed out in Unit 7 that a profit maximising firm will
produce where marginal cost (MC) is equal to marginal revenue (MR).

This situation also applies to a profit maximising employer of labour.

This employer will employ labour up to the point where the extra cost of
employing an additional worker is equal to the extra revenue earned by the
firm from this output. If it is assumed that the product produced is sold in
a perfectly competitive market and that all units of a product are sold at the
same price, then the employer will employ workers up to the point where
the wage rate equals the marginal revenue product of labour. The MRP curve
shows the quantity of labour that is employed at each wage. Therefore the
firm’s demand curve for labour is the MRP curve.

Figure 8.4 shows the individual firm’s demand curve for labour, which is also
the MRP curve. Any change in the wage rate will bring about a movement
along the firm’s demand curve. A rise in the wage rate will lead to a fall in
the quantity of labour demanded by a firm and a fall in the wage rate will
lead to a rise in the quantity of labour demanded by a firm. However, there
can also be a shift of the demand curve for labour as a result of a change in
the MPP of labour and/or a change in the price of the product. Figure 8.4
shows a shift of the demand curve for labour to the right, from D(MRP),

to D(MRP),. This could be the result of an increase in labour productivity,
increasing MPP, and/or an increase in the price of the product. Although the
diagram shows an individual firm’s demand curve for labour, the industry’s
demand curve for labour will be the sum of each of the individual firms’ A Figure 8.4 An individual
demand for labour at each wage. firm’s demand for labour

D (MRP),
D (MRP),

MRP and wage rate

=

Quantity of labour employed

(=]




The slope of the individual firm’s demand curve for labour will depend

on the elasticity of demand for labour, i.e. the degree of responsiveness of
the demand for labour in response to a change in the wage rate. Figure 8.5
shows differences in the elasticity of demand for labour. If the demand for
labour is elastic, then a change in the wage rate will bring about a greater
percentage change in the quantity of labour demanded. If the demand for
labour is inelastic, then a change in the wage rate will bring about a smaller
percentage change in the quantity of labour demanded.

Elastic Inelastic
E A 2 A
L s
<) &
@ @
= =
D = MRP
D= MRP
0 > 0 >
Quantity of labour Quantity of labour

A Figure 8.5 Differences in the elasticity of demand for labour

The elasticity of demand for labour can be influenced by a number of
possible factors:

» the proportion of labour costs to the total costs of production: if the
proportion is relatively high, the elasticity of demand for labour is
likely to be high and if the proportion is relatively low, the elasticity of
demand for labour is likely to be low

» the ease of factor substitution: if labour can be easily replaced by
another factor, e.g. capital, the demand for labour is likely to be
relatively elastic and if labour cannot be easily replaced by another
factor, the demand for labour is likely to be relatively inelastic

» the price elasticity of demand for the final product: if the price
elasticity of demand for the final product is relatively high, then
the elasticity of demand for labour is likely to be high and if the price
elasticity of demand for the final product is relatively low, then the
elasticity of demand for labour is likely to be inelastic

» time: the elasticity of demand for labour is likely to increase over time,
as firms have longer to find appropriate substitutes for labour.

Factors affecting the supply of labour

If it is assumed that a firm is in a perfectly competitive market for labour and
s0 cannot influence the price of labour, then the firm is a price taker and so
the supply of labour is perfectly elastic, shown by a horizontal MC curve.

However, although this is the case for an individual firm, for the industry as
a whole the supply curve of labour will be upward sloping from left to right
because more people will make themselves available for work when there is
an increase in the wage rate paid to labour. This can be seen in Figure 8.6.
When the wage rate in an industry increases from OW to OW , the quantity of
labour supplied increases from 0Q to 0Q,. If there is a further increase in the
wage rate to OW,, the quantity of labour supplied increases to 0Q,.

for labour: a measure
of the responsiveness of
the demand for labour
to a change in the wage
rate.

Remember to also label
the demand curve for
labour as the MRP
curve.

Wage rate

Q Q Q
MNumber of hours worked

A Figure 8.6 An industry
supply curve for labour
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It is possible that for an individual worker, an increase in the wage rate may
persuade that worker to work fewer hours so as to be able to enjoy more
leisure time. This shows the opportunity cost of working more hours in
terms of the reduced leisure time. This situation gives rise to a backward-
bending supply curve for a particular worker. This can be seen in Figure 8.7.
When the wage rate is OW , the amount of hours worked is 0Q,. When the
wage rate is increased to OW, or OW,, the number of hours worked by the
individual worker increases to 0Q, or 0Q,. However, if there is an increase in
the wage rate above ow,, there is a decrease in the number of hours worked
by the individual worker.

SL

Wage rate

Q QQa
Quantity of labour employed

A Figure 8.7 Backward sloping supply curve for labour

The slope of the labour supply curve will depend on the .

' labour, i.e. the degree of responsiveness of the supply of labour in
response to a change in the wage rate. Figure 8.8 shows differences in the
elasticity of supply of labour. If the supply of labour is elastic, then a change
in the wage rate will bring about a greater percentage change in the quantity
of labour supplied. If the supply of labour is inelastic, then a change in the
wage rate will bring about a smaller percentage change in the quantity of
labour supplied.

Elastic Inelastic

b
e

Sp

Wage rate
Wage rate

/’/’/‘SL

0 > 0 >
Quantity of labour Quantity of labour

A Figure 8.8 Differences in the elasticity of supply of labour

The supply curve of labour will be influenced by the occupationa
of ¥ Ell'ldthE..'-.-'_'-"-" ical mohilitv

our: a measure of
the responsiveness of

the supply of labour to a
change in the wage rate.

f labour: the ease or
otherwise with which
individuals can move
between occupations.

ibour: the ease or
otherwise with which
individuals can move
between geographical
areas.



Net advantages and the long-run supply of labour
Net advantages

There are various advantages of being in work. One of these is the reward to

workers in the form of wages, salaries and any other kind of financial benefit.

These financial advantages are known as pecuniarn

However, there may be other advantages of being in work that are
non-financial, such as the job satisfaction that a person gains from
employment. These non-financial advantages are known as non-pecuniary
advantages.

The balance between the financial, or pecumary, advantages and the
non-financial advantages, or non-pecuniary advantages, of any employment
gives rise to what are termed the »

Pec 1dval :: monetary rewards obtained in a
partlcular occupatlon

Non-pecuniary advar :5: non-monetary rewards obtained in a
particular occupation.
- the overall advantages to a worker of choosing

one ]Ob ra1her 1han another; these can consist of both pecuniary and
non-pecuniary advantages.

Make sure you don’t assume that the only reason why workers stay in
one form of employment rather than move to another is because of the
wage or salary received, i.e. they stress the importance of the financial
or pecuniary advantages. However, there are a number of possible
non-pecuniary advantages that can influence employment decisions,
such as job satisfaction, a sense of vocation, status, working conditions,

The long-run supply of labour

There are a number of possible factors that could influence the long-run
supply of labour and these include the following:

the size of the population of a country

the extent of immigration into, and emigration out of, a country
the labour participation rate

the tax rates that are applied to income earned

the level of benefits paid by the state

improvements in the occupational mobility of labour

Y Y Y Y Y XYY

improvements in the geographical mobility of labour.

Wage determination in perfect markets
Competitive product and factor market forces determining
wage differentials

Equilibrium in a labour market is just like equilibrium in any other market
and is achieved where demand is equal to supply. This can be seen in

Net advantages of a
particular employment
can consist of both
pecuniary and non-
pecuniary benefits.

kflexibility, such as in relation to hours worked and the length of holidays. )
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Figure 8.9 where the equilibrium wage is OW and the equilibrium quantity is 0Q.

Figure 8.9 shows the situation for both the market and an individual firm; the

wage rate is determined in the market where D, is equal to 5 and all firms in the

industry have to accept this wage, i.e. the firms are price, or wage, takers.
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Wage rate
o
Wage rate

=
e
&

Do Dy (MRP)
0 > 0 >
_Q Q
Quantity of labour employed Quantity of labour employed
(Market) (Firm)

A Figure 8.9 Wage determination in perfect markets

The characteristics of a perfect factor, e.g. labour, market are very similar to
those of a perfect product market:

> alarge number of firms employing labour

> alarge number of homogeneous workers who are perfectly mobile within
the industry

» perfect knowledge in the market for both employers and employees.

Transfer earnings and economic rent

1 s refer to those earnings that are the minimum that would
be necessary to keep a factor production in a particular use.

11 refers to the additional payment that a worker receives above
transfer earmngs

Figure 8.10 shows the distinction between transfer earnings and economic

rent. The area under the supply curve, 0BAQ, represents the transfer earnings,

and the area between the supply curve and the horizontal line across from W,
BWA, represents the economic rent.
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A Figure 8.10 Transfer earnings and economic rent

insfer earnings: the
earnings an individual
can obtain in the next
best-paid occupation.

earnings in excess of
transfer earnings.

It is possible to divide

an individual’s earnings
into transfer earnings
and economic rent.
Transfer earnings are
the opportunity cost
of a certain job. If at
least this amount had
not been earned, the
individual will have
moved out of the

job and into the next
best-paid alternative
job. This assumes
that the individual is
only concerned with
the pecuniary, i.e. the
monetary, rewards of
the job. Economic rent
refers to the earnings
that are above the

L transfer earnings.




It is common to include a diagram in their answers to illustrate transfer
earnings and economic rent, but they often label it the wrong way round.
Make sure that you label the area below the supply curve as transfer

earnings and the area above the supply curve as economic rent.

Another common error is to confuse transfer earnings with transfer
payments, but they are completely different. Transfer earnings refer to
the minimum payment required to keep a factor of production, such
as labour, in its present use, whereas transfer payments are a form of
payment to those in society who are less well off, paid for out of the

revenue received from taxation.

Wage determination in imperfect markets

The influence of trades unions on wage determination

Wage determination in perfect markets has already been covered, but it is
not necessarily the case that a labour market operates as a perfect market.
For example, the workers may be members of a trades 1 1 and these
organisations may be able to influence the process of wage determination in
what would therefore be seen as an imperfect market.

Trades unions represent the interests of their members in wage negotiations
with the employers through what is called collecti ing., Sometimes a
trades union will operate a closed shop to increase its bargaining power where
the entire workforce employed in an industry belong to the trades union.

One way of doing this is by a reduction in the supply of labour, e.g. by forcing
the employers to make it more difficult for workers to enter into an industry.
The effect of this will be to bring about an increase in the level of wages. This
can be seen in Figure 8.11. The trades union brings about a restriction on the
entry of labour into a particular industry, such as through raising the minimum
level of qualifications or period of training required to work in the industry.
This will have the effect of shifting the supply curve of labour to the left,

from S to S ,. As a result of this, the wage rate will increase from OW to 0OW ,
although the number of workers employed will fall from 0Q to 0Q,.

St

Y

Q
Quantity of labour employed

A Figure 8.11 The effect of restricting the supply of labour in an industry

Make sure you
understand that the
proportion of any given
wage that represents
transfer earnings and
economic rent depends
upon the elasticity of
supply of labour. The
more inelastic the
supply of labour, the
greater is the proportion
of any earnings that
represent economic
rent relative to transfer
earnings. The more
elastic the supply of
labour, the smaller is
the proportion of any
earnings that represent
economic rent relative

to transfer earnings.
¥

rades union: an
organisation of workers
which is active on behalf
of its members, such

as in relation to the
improvement of wages
and salaries.

a process of negotiation
over pay and working
conditions between

a trades union,
representing employees,
and the employers.

situation where workers
are only able to work in
a particular industry if
they are members of a
trades union.
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An alternative approach would be for the trades unions to negotiate wage
increases for their members as a result of the increased productivity of the
workers. For example, the trades unions could agree to the workers adopting
more flexible working practices or to using new technology. This can be seen
in Figure 8.12 where there is a shift of the demand curve to the right from D,
to D,. This has the effect of increasing the wage rate from 0W, to 0W, and
increasing the quantity of labour from 0Q, to 0Q,.
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Quantity of website
designers employed
A Figure 8.12 The effect of increasing the demand for labour in an industry

The influence of government on wage determination

The existence of an imperfect market has already been seen in the context of
trades unions intervening in labour markets to try to increase the wage rates
of their members. Another example of intervention is where a government
intervenes to influence wage rates in a market, such as through the
establishment of a national minimu '

Figure 8.13 shows the effect of a government intervening to establish a national
minimum wage. The equilibrium wage rate in the market, without any
government intervention, would be OW, where demand and supply intersect,
and the equilibrium quantity would be 0Q. However, a government may decide
that the wage rate of OW is too low and so decides to intervene in the market by
passing a law to establish the wage rate at 0W1. This has the advantage that all
those in employment now receive a wage rate of OW , rather than OW, but the
drawback of this government intervention is that although 0Q, workers are willing
to work at this rate of pay, only 0Q, will be demanded at the higher rate of pay.

A

A

Wage rate
w

= >

Qz
Employment

A Figure 8.13 A national minimum wage

Trades unions can try to
increase the wages of
its members either by
decreasing the supply of
labour or by increasing
the demand for labour,
but the advantage of
increasing the demand
for labour is that there

is an increase in both
the wage rate and

the quantity of labour
employed, whereas with
a decrease in the supply
of labour, although

there is an increase in
the wage rate, there

is also a decrease in

the quantity of labour

employed.

wage: a wage rate
that is setby a
government and

which is made legally
binding on employers,
although there may be
exemptions in terms of
particular occupations
and the wage rate may
differ for people of
various ages.



Monopsony

Another example of how wage determination can occur in an imperfect
market is through the existence of a monopsony. It has been assumed, up
to now, that there are likely to be a number of firms operating in an industry
and so the demand for labour curve will be made up of a number of firms in
an industry.

However, in the case of a monopsony, or single buyer, there is only one firm
in the market that wishes to employ labour. Unlike the situation in a market
where there are many firms in an industry, where each firm is a price, or
wage, taker, accepting the prevailing wage rate in the market, if a firm is a
monopsonist it would be able to pay a lower wage.

Labour is employed by a monopsonist, but supplied competitively

Figure 8.14 shows the situation of a single buyer of labour, the monopsonist,
and labour supplied competitively. The average cost of labour is shown by
AC, and this is also the supply curve of labour (S ). The marginal cost of
labour curve (MC,) is above the AC, curve. The monopsonist will employ
workers by equating the marginal cost paid to employ a worker with the
marginal revenue product gained from this employment, i.e. where MRP = MC,,
with 0Q quantity of labour employed. This is the profit maximising position.
The wage that the monopsonist pays to employ labour is OW. However,
because the marginal cost of labour is above and diverging from the average
cost of labour, to employ more workers the monopsonist must increase the
wage rate for the last worker and all the workers before.

©
=
S, =AC,
Wh-rrmmmm e e m e m e e
! MRP
0 : "

Q Quantity of Iabour’
A Figure 8.14 A monopsony labour market

As well as a single buyer of labour, the monopsonist, it is also possible that
instead of being supplied competitively, labour is supplied by a monopoly, i.e.
a trades union. This situation is known as a bilateral monopoly. The trades
union will want to have a higher wage rate and a higher employment level,
However, as already pointed out, the monopsonist will want to have a wage
rate of OW and an employment level of 0Q. The monopsony buyer and the
monopoly seller will negotiate these wage and employment positions and

the eventual wage and quantity established in the market will depend on the
relative bargaining strengths of the monopsony buyer and the monopoly seller.

Be careful not to confuse the terms ‘monopsonist’ and ‘monopaolist’. A
monopsony is a single buyer of labour in a market and a monopoly is a
single seller of labour in a market.

Monopsony: a single
buyer of a product or
a factor of production,
e.g. labour.

ilateral monopoly: a
situation where labour is
being bought by a single
buyer, the monopsonist,
and being sold by a
single seller, the trades
union or monopolist.
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' Raise your grade

Discuss to what extent a country can increase the supply of labour in the long-run. [13]

It is po&slb‘.c that the 5upp‘-~f of labour could be increased in the ‘.ong run. 'ﬂ’m size of the

......................................................................................................................................................

.........................................................................................................................................................

increase in the labour participation rate, e.g. if more people could be allowed and encouraged to

work. The level of ’ra%a‘non on earned mcome, could also mﬂu&na’, 5upp\1 bspwam if tax levels
increased 5ubs’ran’na‘.‘.1 2s this could have a dlsmcm’nvc effect in an economy. Impmvamcn’rﬁ mm
the occupa’nona\ mobl‘nﬂ of \abour could increase the 5uppi1 of \abour in par‘ncu\ar mdus’mes
5uch a5 ’fhmugh lmprovcmen’fs m ’fhc cduca’non and ’rralmng provvalon m a country.”

......................................................................................................................................................

How to improve this answer

The candidate has referred to the potential impact of net migration into a country,
but it would have been helpful if they had also stated that an increase in the size
of a population could come about from a natural increase, i.e. when the birth rate
exceeded the death rate.

The candidate has referred to net migration, but has not actually explained that this
is the difference between immigration into, and emigration out of, a country.

The candidate refers to a possible increase in the labour participation rate, but
has not included any examples of how this might be brought about, such as an
increase in the retirement age in a country.

The candidate has referred to the level of taxation as a possible factor, but there
could also have been a reference to the level of state benefits. This could have
included a comment on the potential significance of the poverty trap.

The candidate has referred to the potential impact of improvements in the
occupational mobility of labour, but they could also have referred to the potential
impact of improvements in the geographical mobility of labour, such as through
an improvement in the provision of information about job vacancies in other
geographical areas.

The candidate has not considered any possible reasons to challenge the question
and to assert that it may not necessarily be that easy to increase the supply of
labour in the long-run. For example, there may be net migration out of a country,
reducing the size of its population, and the level of benefits may be so high that
people are discouraged from working.

Level 2 -6/13




Government failure in microeconomic
intervention

This topic is concerned with;

> the effectiveness of government policies.

Unit 3 and this unit have indicated a number of different ways in which

a government can intervene to reduce the extent of market failure in an
economy. The effectiveness of government policies to achieve this aim will
depend on a number of factors, including the following:

» information: government policies of microeconomic intervention will only
be effective if a government has all the necessary information on which
to base policy decisions, but this may not always be the case and so any
inaccurate information is likely to undermine the effectiveness of any
intervention

> incentives: a government may take one policy decision, such as a
decision to make income tax more progressive so as to achieve a
more equitable distribution of income, but as a result there may be a
disincentive effect, causing some people to work less hours or even to
leave the country and seek employment elsewhere,

Governm: ‘e can therefore occur where a government intervenes in
Drder to correct market failure, but in doing so, creates other distortions or
imperfections in the market.

Make sure that you are able to support any comments in the exam on
government failure with appropriate examples.

the failure of a
government to achieve
desired objectives as a
result of intervention in a
market.



Government microeconomic intervention

Revision checklist

I can:

understand how indirect taxes can be used to correct market failure
understand how subsidies can be used to correct market failure

be clear about what is meant by the term nationalisation

be clear about what is meant by the term privatisation

understand how price and output decisions will be taken under nationalisation
and privatisation

appreciate how prohibitions can be used to correct market failure
understand how licences can be used to correct market failure

be clear about what is meant by property rights and why a government might decide
to extend property rights

understand why a government might wish to intervene in a market to improve the
information that is available

be clear about the regulations, rules and laws that may be introduced by a government
and how these are supervised and enforced by regulatory bodies

be clear about the distinction between regulation and deregulation and understand
why deregulation might take place in a market

be clear about why a government might decide to bring about the direct provision of
goods and services in a market

understand what is meant by pollution permits and why they might be used in a market

be clear about how behavioural economics can provide insights into certain
aspects of market failure

understand what is meant by ‘nudge’ theory and how governments can try to ‘nudge’
people to behave in certain ways

be clear about what is meant by the term efficiency
be clear about what is meant by the term equity

be clear about how a buffer stock scheme can be used to bring about a greater degree
of price stabilisation in a market

be clear about what is meant by means-tested benefits and how they differ from
universal benefits

understand what is meant by transfer payments and why a government may decide
to make transfer payments to certain people in a society

be clear about what is meant by a progressive tax

understand what is meant by a progressive income tax, a progressive inheritance
tax and a progressive capital tax

be clear about what is meant by a negative income tax and how this is different
from an income tax

understand what is meant by a poverty trap and how it can come about in an economy

be clear about what is meant by a Gini coefficient
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be clear about what is meant by a Lorenz curve
understand what is meant by inter-generational equity
be clear about the factors that can affect the demand for labour

understand how an individual firm’s demand for labour can be derived using
marginal revenue product theory

understand the significance of the elasticity of demand for labour

distinguish between marginal revenue product (MRP) and marginal physical product (MPP)
be clear about the factors that can affect the supply of labour

understand the significance of the elasticity of supply for labour

be clear about the significance of the geographical mobility of labour

be clear about the significance of the occupational mobility of labour

understand the distinction between pecuniary and non-pecuniary advantages of employment
be clear about what is meant by the net advantages of employment

be clear about the factors that can affect the long-run supply of labour

understand how wages are determined in perfect markets

be clear about what is meant by the term transfer earnings

be clear about what is meant by the term economic rent

understand the relationship between transfer earnings, economic rent and the elasticity
of supply of labour

understand how wages are determined in imperfect markets
be clear about the distinction between perfect and imperfect labour markets

understand the potential influence of trades unions on wage determination in
imperfect markets

understand the potential influence of a government on wage determination in
imperfect markets

be clear about the meaning of monopsony

understand the potential influence of a monopsony on wage determination in
imperfect markets

be able to comment on the effectiveness of government policies of
microeconomic intervention

understand what is meant by government failure in microeconomic intervention and
how such failure can come about.
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. Exam-style questions
An indirect tax will shift:

A the demand curve to the left

B the demand curve to the right

C the supply curve to the left

D the supply curve to the right. [1]
X-inefficiency in monopoly comes about

as a result of:

A external economies of scale in an industry

B organisational slack in a firm

C strong competition in an industry

D technical efficiency in a firm. [1]
A pollution permit is also known as a:

A capital tax
B property right
C tradable permit

D transfer payment. [1]
A means-tested benefit is one which:

A does not give rise to a poverty trap

B does not target those people most in need
of additional funds

C is paid to a person depending on their
income and wealth

D is paid to a person irrespective of their
income and wealth. [1]

A relatively high Gini coefficient indicates that:

A prices are relatively stable in an economy
B taxes in an economy are extremely progressive
C the distribution of income in a country is
relatively less even
D the distribution of income in a country
is relatively more even. [1]

If the demand for labour is elastic, then a
change in the wage rate will bring about:

A a greater percentage change in the quantity of
labour demanded.

B a larger proportion of workers in
trades unions

C a smaller percentage change in the
quantity of labour demanded

D no change in the quantity of labour
demanded. [1]

7

10

1

12

A financial advantage of employment is known

as a:

A fringe advantage

B net advantage

C non-pecuniary advantage

D pecuniary advantage. [1]

Transfer earnings refer to those earnings that are:

A in excess of the opportunity cost of
employment

B paid by a government to those people not in
employment

C shown in a wage diagram by the area above
the supply curve

D the minimum that would be necessary
to keep labour in a particular use. [1]
A closed shop is where:
A a firm is unable to employ any additional
workers

B all workers in a particular industry are
members of a trades union

C all workers in a trades union are ordered
to go on strike

D it is impossible to calculate the marginal
revenue product of the workers. [1]

A monopsony refers to:

A a government establishing a national
minimum wage

B a monopoly buyer of labour

C a monopoly seller of labour

D an industry where 100% of workers

are in a trades union. [1]

(a) Explain what is meant by a national

minimum wage. [12]
(b) Discuss whether the introduction of a

national minimum wage will always

be beneficial. [13]

Discuss to what extent a trades union will always
be able to determine the wage rates

that are paid to its members. [25]



9 The macro economy

AL 9(a)-(i)

» economic growth, economic development and sustainability

» national income statistics

» classification of countries
employment/unemployment

the circular flow of income
money supply (theory)

Keynesian and Monetarist schools

the demand for money and interest rate determination
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policies towards developing economies: policies of trade and aid.

9.1 Economic growth, economic
development and sustainability

This topic is concerned with:

A Level

> the definition of economic growth, economic development
and sustainability

» actual versus potential growth in national output; output gap;
business (trade) cycle

» factors contributing to economic growth It is important to be able

> the costs and benefits of growth, including using and to clearly distinguish
COnserving resources. between two types of

growth: actual growth

Definition of economic growth, economic development and potential growth in

and sustainability _national output.

Economic growth

Eeonomic growth is defined as the increase in the national output of a

country over a period of time. It is usually measured in terms of a change in Economic growth: an

gross domestic product. increase in the national

output of an economy
over a period of time,
usually measured
through changes in real
gross domestic product.

It is important to understand that the increase in output needs to be an
increase in real output, i.e. the increase in output needs to needs to have
taken inflation into account.

Whereas economic growth is concerned with increases in the national
output of a country, as measured by changes in gross national product,
economic development is a wider concept that includes the improvement
of education, literacy, health care and life expectancy and the reduction
of poverty and inequality.

@




The macro economy

Economic development

co { is a broader concept than economic growth. It puts
the E‘l‘l’lphaSLS on the quality of life of people rather than just the material
aspects of their standard of living.

Sustainability

Sust ity refers to the ability to use existing resources to satisfy the
needs of the present generation without compromising the ability of future
generations to satisfy their needs.

Actual versus potential growth in national output;
output gap; business (trade) cycle

Actual versus potential growth in national output

It has already been pointed out that it is important to be able to distinguish
between actual and potential economic growth.

Actual economic growth occurs when the existing factors of production in an
economy are used more efficiently so as to achieve a higher level of output. For
example, a higher level of output could be obtained through a reduction in the
number of people unemployed in an economy. This can be seen in Figure 9.1.
A movement from X, within the production possibility curve AB, to a position
of Y, on the production possibility curve, shows actual economic growth.

Potential economic growth occurs when there is a shift outwards of a production
possibility curve. In Figure 9.1, this is where the production possibility curve
shifts out from AB to CD. This could come about as the result of an increase

in the quantity of the factors of production available in an economy and/or an
increase in the quality of those factors of production. The position Z was not
possible to be reached on the AB production possibility curve, but it can now

be reached on the CD production possibility curve. Potential growth therefore
comes about as the result of an increase in the potential capacity of an economy,
shown by an outward shift of the production possibility curve.
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A Figure 9.1 Actual and potential growth

: | involves a movement from a position inside
a produmlon poss',lbllny curve to a position on a production possibility
curve, but this will involve an opportunity cost, i.e. if there is an increase
in the quantity of goods produced, there will be a decrease in the
guantity of goods produced. However, | tial economic gro
involves a shift outwards of a productlon p055|b|I|1y curve and 1h|s WI||
not involve an opportunity cost, i.e. it will be possible to increase both

L the quantity of goods and the quantity of services produced.

development: an
increase in the
economic wealth of a
country so as to benefit
all of its people.

sustai ility: a
situation where the
needs of the present
generation can be met
without imposing costs
on future generations.

] i the rate of
growth in the national
output when all
the resources in an
economy are fully
employed, indicated
by a movement from
inside to a position on
a production possibility
curve.

] : the rate at
which an economy can
grow, resulting from a
greater quantity and/
or quality of factors of
production used in the
production process,
indicated by a shift
outwards of a production
possibility curve.



Be careful not to confuse actual and potential economic growth. It is
important to understand that actual economic growth does not involve
a shifting outwards of a production possibility curve, but potential
economic growth does involve such a shift.

Output gap

The equilibrium level of income in an economy may not necessarily be at the
full employment level of income. If there is a situation where the equilibrium
income is greater than the full employment equilibrium, i.e. aggregate
demand is greater than aggregate supply, this output gap will be called an

If there is a situation where the equilibrium is less than the full employment
equilibrium, i.e. aggregate demand is less than aggregate supply, this output
gap will be called a def! ry ga

The business (trade) cycle

A business cyele or trade cycle refers to fluctuations in output and
employment that can occur in an economy over a period of time. The cycle
involves four stages:

> slump

> Tecovery
» boom

> recession.

Figure 9.2 shows the business cycle. The wavy line shows the four stages of
the cycle and the straight line shows the growth of real GDP over time.

.
>

Growth
over time

Real GDP

messio n

Recovery

Slump

0 g

A Figure 9.2 The business (trade) cycle

TEER

An output gap is a
general term and can be
either in the form of an
inflationary gap, when
AD is more than AS, or
a deflationary gap, when

Although the four stages of the business, or trade, cycle are shown by a

wavy line in the diagram, the straight line that indicates the change in real

GDP over time is upward sloping. This shows that although GDP may rise

and fall in cycles, over a period of time the overall trend is upwards. It is

important that the upward trend in real GDP is recognised and not just
kthre ups and downs of the trade cycle.

AS is more than AD.

: the
dlﬁerence beiween the
actual output and the
potential output of an
economy.

situation where the
level of aggregate
demand in an economy
is greater than the
aggregate supply at full
employment, causing a
rise in the general level
of prices.

Jeflationary gap: a
situation where the level
of aggregate demand in
an economy is less than
the aggregate supply

at full employment,
causing unemployment.

fluctuations in the real
output of an economy,
involving a succession
of stages or phases:
slump, recovery, boom
and recession. It can
also be known as a
trade cycle.
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Make sure you understand how the two axes of a business cycle
diagram are labelled. The vertical axis should be labelled ‘Real GDP’
and the horizontal axis should be labelled *Time’.

Factors contributing to economic growth
Economic growth can be brought about in an economy by a number of
factors, including the following:

» an increase in the number of workers

> an improvement in the quality of labour, e.g. the acquisition of new or
improved skills, as a result of improved education and training, leading to
a higher level of productivity

> a greater commitment to research and development, in terms of both
invention and i i
> an improvement in the state of technology

> anincrease in investment in capital stock, e.g. machinery and equipment;
this can also be called an increase in gross fixed capital formation

» areduction in taxes on the profits of businesses to allow firms to keep
more funds that can be used to finance investment

> encouragement given to saving, i.e. to bring about an increase in the
savings ratio, because a high level of savings will provide the necessary
funds to finance investment

Y

a move towards more capital-intensive, and away from labour-intensive,
production

increased mobility and flexibility of factors of production
a more efficient allocation of resources

the development of new markets, e.g. for exports

Y Y VYYy

an upturn or recovery in the business, or trade, cycle.

Be careful not to confuse inventions and innovations. An invention
simply refers to the discovery of a new product or a new method of
production, but without any application to an economy. An innovation
refers to the bringing of these new products and methods of production
into economic use.

Economic growth comes about in an economy not only from an increase
in the quantity of factors of production used in the production process,
but also from an increase in the quality of those economic resources.

‘ion: the discovery
of new products
and new methods of
production.

wovation: the bringing
of inventions to the
market place.




The costs and benefits of growth, including using and
conserving resources

Economic growth clearly has benefits for a country, but it is also important to
recognise that there can also be costs of growth.

This contrast between the potential benefits and costs of economic growth
can be seen in relation to the use or conservation of resources. The use of
resources can contribute significantly to economic growth, but it should not
be forgotten that many natural resources are finite in supply, i.e. they will
eventually run out some time in the future. This is why there is a strong
argument in favour of the conservation of resources, stressing that this is a
more sustainable approach that takes into account not only the needs of the
present generation, but also the needs of future generations,

What you need to know

The benefits of economic growth include the following:

» an increase in the number of goods and services produced in
a country, leading to an increase in the standard of living and a
reduction in poverty

» economic growth is an indication that an economy is doing well and
this could lead to greater confidence and optimism in the long-term
prospects of an economy, encouraging investment decisions

» it could lead to a decrease in the level of unemployment in
an economy

» the increase in output, if exported, could lead to a reduction of a
deficit in the current account of a country’s balance of payments

» increased tax revenue could lead to an improvement in an economy’s
infrastructure, e.g. in relation to education and health care.

The costs of economic growth include the following:

» it can sometimes involve a shift away from consumer goods to capital
goods which will be good in the long run, but not necessarily in the
short run

> it may lead to a depletion of natural resources and possible damage
to the environment, e_g. in relation to pollution, and so a certain rate of
economic growth could be regarded as unsustainable

» the benefits of economic growth may not always be shared evenly in
an economy

» there could be a reduction in the quality of life of people, e.g. if

working hours are longer, this will reduce leisure time.

Conservation: the
use of resources in a
wise manner, ensuring
the highest possible
benefits on a continuing
and long-term basis.
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National income statistics

This topic is concerned with:

» Gross Domestic Product(GDP)/Gross National Product (GNP)/Gross
National Income (GNI)

> National debt (government or public sector debt)

> the use of National Income statistics as measures of economic growth and
living standards.

Gross Domestic Product (GDP)/Gross National Product
(GNP)/Gross National Income (GNI)

' is a generic term that can involve a number of
dlfferent statistics.

Gross Domestic Product (GDP)

refers to all that is produced within the
geograph1cal bnundanes of a country over a particular period of time, usually
a year. It does not matter whether the productive assets are owned within the
country or are foreign owned.

There are three different ways of measuring the value of a country’s GDP:
» the

> the inc

» the

However, all three methods will produce the same value because they all
measure the flow of income in an economy over a particular period of time.

e 18 is obtained by deducting depreciation, or
capital cnnsumptmn from GDP.

i : a general term for the total income of an economy
over a pamcular perlod of time.

- mestic Prodt : the total value of all that has been
produced wnhln the geographlcal boundaries of a country over a given
period of time, irrespective of the ownership of the productive assets.

: a way of measuring GDP through the total value of
what has been produced in a country over a given period of time.

> OIMe : a way of measuring GDP through the total income that
has been recewed as a result of producing an output over a given period
of time.

- : a way of measuring GDP through the total
expendlture that has been spent over a given period of time on the
output produced.

Net Domestic Pro *): the GDP of a country minus depreciation
or capital consumption.

Gross National Product (GNP)

This is calculated by adding net property income from abroad to the ¢

Nat rod ) value, Net Propert from Abroad takes into
account the total interest payments, pmhts and d1v1dends both entering and
leaving a country.

If a question requires a
discussion of the effects
of economic growth,
remember to refer to
both the costs and

L benefits of growth.

There are good

arguments for both the
use of resources and
the conservation of
resources. Sustainable
economic growth
requires that resources
are both used and
conserved for future
use.

It is fine to argue that

a country should aim
for as high a rate of
economic growth as
possible, but you need
to recognise that it is
possible for a country
to have too high a rate
of economic growth,
e.g. if this leads to
significant pollution and
to the rapid depletion of
scarce resources. It is
important that reference
is made to the concept
of sustainable economic

Lgn:)\r."lh.

Product (GNP): the
GDP of a country plus
the net property income
from abroad over a
given period of time.

: the net
inflow and outflow of
interest, profits and
dividends.




N itional Pro is obtained by deducting iation, or
capltal ccnsumptmn from GNP.

Gross National Income (GNI)

G atior I refers to the sum of value added by all resident
pruducers plus any product taxes (minus subsidies) not included in the
valuation of output plus net receipts of primary income (compensation of
employees and property income) from abroad.

The figure for net property income from abroad tens to be positive for
developed countries and negative for developing countries. This means
that in developed countries, the GNP is likely to be greater than the GDP,
whereas in developing countries, the GDP is likely to be greater than

the GNP,

! What you need to know

It is important to distinguish between nominal and real Natlonal Income
statistics. If the statistics are nominal, i.e. they are at ¢ price!

no adjustment would have been made to take into accoum 1he eﬁects
of inflation. If the statistics are real, i.e. they are at constant p 5, an
adjustment would have been made to take into account the eﬁec1s of
inflation. A GDP deflator is used to convert nominal National Income

L statistics in1c real GDP.

ur , ;: data at current prices have not been corrected to take
account of |n1'Iat|cn

1stant pi ;- data at constant prices have been corrected to take
acccunt of mflatlon

3DP « : a price index that is used to remove the effect of
prlce changes so that statistics can show changes in real output in
an economy.

Gross National Income (GNI) is now being used more extensively than in
the past. For example, the World Bank now uses GNI rather than GNP.
The Human Development Index (HDI) now uses GNI rather than GDP.

)2 the GNP of
a country minus
depreciation or capital
consumption.

epl : the fall
in value cf 1he capnal
stock of a country as
a result of equipment
and machinery that has
become worn out in the
production process; it
is also known as capital
consumption.

>ome the sum
c'f value added by all
resident producers,

plus any product taxes
(minus subsidies) not
included in the valuation
of output plus net
receipts of primary
income (compensation
of employees and
property income) from
abroad.

It is important that you
are able to demonstrate
an understanding of
the difference between
nominal National
Income statistics, which
do not take inflation

into account, and

real National Income
statistics, which do take
inflation into account.
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National debt (government or public sector debt)

The national debt refers to the total of all debt that has been accumulated
over a period of time by the government or the public sector of a country.

Make sure you understand that a budget deficit only applies to a
particular period of time and is brought about by the excess expenditure
over revenue within a financial year, whereas the national debt refers to
debt that has accumulated over centuries.

The use of National Income statistics as measures of
economic growth and living standards

National Income statistics can be used as measures of economic growth and
living standards. In terms of economic growth, GDP has tended to be used
and, in particular, changes in real GDP over a period of time. In terms of
living standards, GDP per capita has tended to be used and, in particular,
changes in real GDP per capita or per head over time.

However, although real GDP per capita has generally been used to compare
living standards in different countries, there are limitations in using such
data. These include the following:

» the hidden, informal or underground economy in a country will not be
included in GDP data because the income from such economic activity is
not declared

> GDP data will only include goods and services that involve transactions
through a market, but in many economies there will be examples of
non-marketed products where there is no price attached, e.g. DIY (do it
yourself) activities

> it may be that in some countries, a great deal of the increase in output
involves weapons and military equipment, but this will not directly lead
to an increase in living standards

» there may be an increase in short-run living standards resulting from
economic growth, but this will not necessarily lead to a long-term
increase in living standards if the economic growth is not sustainable

> real GDP can be divided by a country’s population to give an average
per head or per capita figure, but this average may be very misleading in
countries with a very unequal distribution of income and wealth

> GDP statistics take into account the quantity of a country’s output, but
not the quality of the goods and services produced

» changes in the exchange rates between different currencies will make it
difficult to compare the living standards of people in different countries,
s0 to overcome this problem the comparisons of real GDP per capita are
usually expressed in terms of purchasing power parities

» GDP data measures the output produced in a country, but it does not
measure how that output is produced, e.g. there could be a substantial
increase in working hours and a deterioration in working conditions, such
as in relation to health and safety

» GDP will not include information about political freedom and civil and
human rights in different countries and yet these can be regarded as
important elements of the quality of life

> the level of literacy may vary between countries, making data collection
and interpretation inaccurate.

amount of money that

a government, or public
sector, owes both
domestically and abroad
which has accumulated
over a number of years.

Don’t think that if there
is a reduction in the size
of a country’s budget
deficit in one year, then
the size of the national
debt will decrease. This
is not the case. If a
country’s budget deficit
falls, money will still
need to be borrowed

to pay for this debt, so
the size of the country’s
national debt will
continue to rise, even if
it increases at a slower

rate than before.
L

Remember that when
living standards are
being measured in
different countries, it will
involve comparisons of
real GDP per capita at
_pu rchasing power parity.




Be careful not to confuse how GDP can be used to measure economic
growth and living standards. If economic growth is being measured,
changes in real GDP over a period of time should be used. If living
standards are being measured, changes in real GDP per capita at
purchasing power parity over a period of time should be used.

The classification of countries

This topic is concerned with:

» indicators of living standards and economic development, monetary,
non-monetary, Human Development Index (HDI), Measure of Economic
Welfare (MEW), Human Poverty Index (HPI), later supplanted by the
Multidimensional Poverty Index (MPI), and the Kuznets curve

» characteristics of developed, developing and emerging (BRICS)
economies: by population growth and structure, income distribution,
economic structure, employment composition, external trade and
urbanisation in developing economies - comparison of economic
growth rates and living standards over time and between countries.

Indicators of living standards and economic development

Traditionally, real GDP per capita at purchasing power parity has been
used to compare standards of living in different countries, but the possible
limitations of using such statistics have already been referred to. Other
indicators are now used, many of which combine both monetary and
non-monetary elements.

The Human Development Index (HDI)

The Human Development Index (HDI) is a composite measure that takes
into account three elements of living standards:

> average income in terms of real gross national income (GNI) per capita or
per head at purchasing power parities in US dollars

> life expectancy
» years of schooling.

There is also an Ineq ljusted Human Development In
This was introduced in ZD]D to take into account the extent uf 1nequahty in
different countries.

Measure of Economic Welfare (MEW)

The Measure of Economic Welfare (MEW) is a broader measure of living
standards and economic development than real GDP per capita and takes into
account such elements of living standards as:

» leisure hours
crime rates
the value of childcare and looking after the sick and the elderly

depletion of natural resources and changes in the natural environment

Y Y VYY

levels of pollution.

Index (HDI): a
measure of economic
development that uses
average income in the
form of real GNI per
capita at PPP, years

of schooling and life
expectancy.

)z the HDI
after taking into account
the extent of inequality
in a country.

measure of economic
development that
adds the value of
leisure time and the
amount of unpaid work
in an economy and
subtracts the value
of the environmental
damage caused by
industrial production
and consumption.
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The Multidimensional Poverty Index (MPI)

The Human Poverty Index (HPI) was used as an indicator of living
standards and economic develapment for rnany years but in 2010 it was
replaced by the | ¢ nal Poy . This uses ten indicators in
three categories or d1mensmns (health educatmn and living standards):

» child mortality

nutrition

years of schooling

child school attendance
provision of electricity
sanitation

quality of drinking water
type of floor

type of cooking fuel

Y Y Y Y Y Y Y XYY

ownership of assets.

Other indicators

A number of other indicators of living standards and economic development
have been produced.

One of these is | , which includes the

following seven forms af wellness
> economic

environmental

physical

mental

workplace

social

Y Y Y Y YY

political.

There is also a . < that focuses on measuring how well
countries are doing in terms of the achievement of sustainable wellbeing
for all.

The Kuznets curve

The Kuznets curve shows that as an economy develops over time, economic
inequality first increases and then decreases. This is shown in Figure 9.3

on the next page. The vertical axis shows the level of income and wealth
inequality, or Gini coefficient, in a country and the horizontal axis shows the
economic development, or income per capita, in the country. The curve is an
inverted U-shape and shows that as an economy develops initially, the level
of inequality increases, but after a certain level of economic development,
and per capita income, has been reached, the level of inequality decreases

as the benefits of economic growth and economic development extend to a
greater number of people in the country.

Pl): a measure of the
extent of poverty and
deprivation in different
countries, replaced by
the Multidimensional
Poverty Index in 2010.

Foverty Index: a
measure of the poverty
and deprivation in
different countries,
based on three
dimensions and ten
indicators.

Happiness (GNR): a
measure of the level of
happiness in different
countries, based on
seven forms of wellness.

Index: a measure of
the achievement of
sustainable wellbeing in
different countries.

{uznets racurve
whlch show51h31 as

an economy develops,
economic inequality
first increases and then
decreases.



Inequality

=

>

Income per capita

A Figure 9.3 The Kuznets curve

8 Common error

You will need to
remember that
although the Human
Development Index
used to use real GDP
per capita as a way of
measuring the average
level of income in
economies, since 2010
it has used real GNI per
kcapita.

Be sure not to be confused by what is included in the HDI. For example,
many candidates seem to think that the quality of drinking water is

included in the HDI. The guality of drinking water is NOT included in the
HDI, although it is included in the MPI.

The characteristics of developed, developing and emerging

(BRICS) economies

be distinguished by a number of key characteristics:

and

1

cdan

Characteristic

Developed economies

Developing and emerging economies

primary and secondary sectors declining

Population Relatively low ! , de = and |Relatively high birth rates, death rates and
growth t mo , leading to slow rate |infant mortality rates, leading to high rate of
of population growth population growth
Population Relatively large ageing population Relatively large young population
structure
Income Income relatively more evenly distributed Income relatively less evenly distributed
distribution
Economic Relatively high proportion of output from Developing countries have a relatively high
structure tertiary sector; proportion of output from proportion of output from primary sector
primary and secondary sectors declining (although this will vary enormously); in
emerging economies, the tertiary sector will be
more significant than in developing economies
Employment Relatively high proportion of employment in | Developing economies have a relatively
composition tertiary sector; proportion of employment in | high proportion of employment in primary

sector (although this will vary enormously); in
emerging economies, the tertiary sector will be
more significant than in developing economies

External trade

In the past, developed economies relied
heavily on the exports of manufactured
products, but now there is more reliance on
the exports of services

Developing economies have relied heavily on
the exports of primary products; in emerging
economies, there has been an increase in
the exports of manufactured products

Urbanisation

A relatively high proportion of the population
live and work in urban areas

In developing economies, a relatively high
proportion of the population have lived

and worked in rural areas, but the extent of
urbanisation is now increasing; in emerging
economies, the extent of urbanisation is also
increasing
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eveloped eco : economies characterised by a relatively low
blrth ra1e a relaiwely hlgh life expectancy, a relatively high level of
literacy and a relatively high gross domestic product.

)evelopin 0 : economies characterised by a relatively high
blrlh ra1e a rela1we|y Iow life expectancy, a relatively low level of literacy
and a relatively low gross domestic product.

2rging ec : economies that are rapidly growing and going
1hr0ugh a relatwely fasi rate of economic development, mainly located in
parts of Asia, Africa and South America.

te: the number of live births per thousand of population in a year.

ate: the number of deaths per thousand of population in a year.

: the number of deaths of infants under one year old

per thousand Il\}e blrlhs in a year.

~S: an acronym referring to the emerging economies of Brazil,
Russia, India and China; sometimes South Africa is added as a
fifth country.

I'T: an acronym referring to the emerging economies of Mexico,
Indonesia, Nigeria and Turkey.

- : an acronym referring to the emerging economies of Colombia,
Indonesm Vietnam, Egypt, Turkey and South Africa.

A: an acronym referring to Vietnam, Indonesia, South Africa, Turkey
and Argentina.

Emerging economies
are sometimes
collectively referred to
by an acronym, such as
or VISTA. It will be
useful in the exam if
you could refer to at
least a few of these and
the countries that are

Although the rate of population growth in a developing economy is likely )

to be higher than in a developed economy, don’t assume that this means
that all developing economies have relatively large populations and that
all developed economies have relatively small populations. This is clearly
not the case.

Also, don’t assume that all people in a developed economy are rich

and that all people in a developing economy are poor. This is not the
case. Some people in developed economies will be very poor and some
| people in developing or emerging economies will be very rich.

L included within them.

| Raise your grade

Explain the main characteristics of a developing economy.

(2]

A developing economy will have a number of key characteristics.

........................................................................................................................................................

-------------------------------------------------------------------------------------------------------------------------------------------------

--------------------------------------------------------------------------------------------------------------------------------------------------------




Income levels will tend to be lower than in a developed economy” and it is likely that a majority

.................................................................................................................................................
;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;;

In terms of eﬁbma\ frade, many dwr,iopmg economies wM rcH on the t’;ﬁpor‘f of primary
pmdud-a such 26 agmcu\’mrai producb There is MKEH to be 2 hlgh dcgrbb of urbanisation ’fakmg

place in developing economies.” Many developing economies have accumulated a great deal of
external debt

...................................................................................................................................................

........................................................................................................................................................

How to improve this answer

Although the candidate has referred to the difference between the birth rate and the
death rate, they could have pointed out that this refers to the natural increase in the
country’s population. They could also have pointed out that the actual increase in a
country’s population will also be affected by the rate of net migration.

The candidate could also have pointed out that there is likely to be a relatively high
level of inequality in the distribution of that income.

The candidate could have indicated some possible reasons for this, such as a
variety of social, cultural and religious reasons.

The candidate could have pointed out that there is often a high level of price
instability associated with such products.

The candidate could have pointed out that this rural-urban migration can put a
great deal of pressure on resources in the urban areas.

This point could have been developed more fully, e.g. by pointing out that in
some developing economies, the level of debt can be over 100% of gross

national product.

It is good that the candidate has referred to the Human Development Index, but
they could have developed this point more fully, e.g. by stating the three elements
that are included in the HDI and by giving an indication of the difference between
the HDI values for developing economies and developed economies, such as
stating that whereas a developed economy is likely to have an HDI value of 0.8 or
0.9, a developing economy is likely to have an HDI value of 0.3, 0.4 or 0.5.

Level 2 -6/13
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9.4 Employment/unemployment

This topic is concerned with:

the size and components of a labour force

labour productivity

full employment and the natural rate of unemployment

the causes of unemployment

the types of unemployment

the consequences of unemployment

the unemployment rate; patterns and trends in (un)employment

the difficulties involved in measuring unemployment

Y Y Y Y VY VY VY YVYY

policies to correct unemployment,

The size and components of a labour force

The labour force of a country refers to all the people who are employed or
who are actively looking for work. It therefore consists of both the employed
and the unemployed in an economy, i.e. it is the number of people in an
economy who are available for work.

Another way of expressing the number of people in a country who are
available to work is to refer to the working population. The participati

11e refers to the proportion of the population that is employed or officially
registered as unemployed.

The size of a country’s labour force depends on a number of factors,
including the following:

> the total size of a country’s population
the birth rate
the death rate

the school leaving age

the retirement age

Y YY Y VYY

the availability and value of transfer payments to those who do not have
a job

» the availability and cost of childcare
> the attitudes in a country to women working
» the economic state of a country.

The components of the labour force refer to the sector of employment, e.g.

the primary, secondary or tertiary sectors, and the classification of workers by

age and gender.

the number of people who stay in full-time education after leaving school

Make sure you understand that ‘labour force’ or ‘working population’
don’t only refer to those people in employment. In fact, the two terms
include both the employed and the unemployed, i.e. all the people in a
country who are in work or who are available for work.

Lal :the
number of people in
a country who are
available for work.

the number of people

in a country who are
currently working or
who are actively seeking
work.

the proportion of a
country’s population
that is either employed
or officially registered as
unemployed.



Labour productivity

Lal refers to the efficiency of labour in terms of the output
per wurker per period of time. Levels of productivity can vary for a number
of reasons, including the following:

education

training

skills

experience

technical knowledge
level of capital available

working methods and practices

Y YY Y Y Y XYY

motivation and engagement.

Be sure not to confuse ‘production’ and ‘productivity’. Production
refers to the total output from a given number of resources, whereas
productivity refers to the efficiency of an input, such as labour, into the
production process.

Full employment and the natural rate of unemployment

¢ | refers to a situation where people are able and willing to
work, but are unable to find employment.

{ generally refers to a situation where everyone in an
economy who wants a job has a job, with the exception of those who are
frictionally unemployed. This is usually about 4%-5% of the working
population.

I'he natu ( [ stresses the link between the level of
unempluyrnent ancl the level of inflation in an economy. It is that level of
unemployment associated with a non-accelerating level of inflation, often
referred as NAIRU: the non-accelerating inflation rate of unemployment.

e What you need to know

~
The natural rate of unemployment, or NAIRL, is an equilibrium position

where the aggregate demand for labour is equal to the aggregate supply
of labour at the current real wage rate. As a result of this situation of
equilibrium, there is no upward pressure on the level of prices in an
economy, i.e. it is non-accelerating.

It is often associated with monetarist economists, such as Milton
Friedman, who argued that the natural rate of unemployment could not
be reduced as any increase in aggregate demand would lead to higher
inflation and higher unemployment.

Full employment does not mean that the unemployment rate in an
economy is 0.0% because there will always be an element of frictional
unemployment where people are in the process of leaving one job and
searching for another.

the level of efficiency of
a unit of labour in terms
of the output that can
be produced per person
per period of time.

situation where people
in an economy are able
and willing to work,

but are unable to gain
employment.

Full employment: the
level of employment

in an economy where
everyone who is able
and willing to work has
a job, with the exception
of those who are
frictionally employed.

Ievel of unemploymem
in an economy that is
associated with a non-
accelerating level of
inflation.

1U: the non-
accelerating inflation
rate of unemployment.
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The causes of unemployment

It is possible to distinguish between two distinct explanations of the cause of
unemployment in an economy.

The Monetarist school states that the cause of unemployment is external
interference in the labour market which leads to a situation where the
supply of labour does not equal the demand for labour in the labour market.
For example, minimum wage laws, restrictive trades union practices, taxes
on companies, transfer payments in the form of unemployment benefits,
occupational immobility, geographical immobility and various rules and
regulations all prevent the labour market from clearing.

The Keynesian school states the unemployment in an economy is largely
caused by the trade, or business, cycle. The lack of aggregate demand for
goods and services reduces the demand for workers to produce those goods
and services.

It is important to be able to distinguish between these two
explanations of the causes of unemployment, with the Monetarists
explaining unemployment as the result of excessive interference in
the labour market and Keynesians emphasising the cyclical nature of
unemployment.

The types of unemployment

Just as it is possible to distinguish between different causes of
unemployment, it is also possible to distinguish between different types of
unemployment. These include the following:

» structural unemploviment: changes in the conditions of demand in an
economy can lead to some industries declining and so unemployment
occurs as a result of such changes in the structure of an economy

> regional unemployn : this occurs as the result of structural changes
in an economy takmg place in particular areas or regions of a country

> cyclical unemployment: this is where unemployment is more
wu:lespreacl in an economy, resulting from a downturn or recession in an
economy; it is therefore called cyclical as it is related to changes in the
tracle or business, cycle, although it is also known as

nemp : a situation where unemployment occurs as
a result of changes in the structure of an economy.

Regional unemploy : a situation where unemployment is much
hlgher in partlcular reglons of a country.

- ner ) : a situation where unemployment occurs as a
resuH of adverse changes in the trade, or business, cycle.

eficient unemp : another name for cyclical
unemployment stressmg the lack of aggregate demand in an economy.



» irictional unemployment: a situation where at any one moment in time,
some people w111 be between jobs, i.e. they are only unemployed for a
relatively short period of time. It is possible to dlstlngmsh between three
different types of frictional unemploymem arch employment, casua

L and = mal emj

> | nolog unemploviment: a situation where some people lose
the1r ]obs as a result of a move away from labour-intensive methods of
production towards capital-intensive methods of production

> real wage une ywment: a situation where some people are
unemployed in an economy because real wages are too high, e.g. as a
result of the negotiating strength of trades unions; this is also known as

> imtary unemployn : a situation where some people are not willing
to work at the current wage level.

rictio Inemp : a situation where unemployment occurs for a
relaiwely short perlod of tlme when people are between jobs.

earch unemp : a situation where people are prepared to spend
1|me searohlng for 1he best possible job available rather than taking the
first one offered.

as : _ : a situation where employment in certain Although it is possible to
oooupatlons is |rregular causing unemployment at certain times. consider unemployment
Seasonal unen : a situation where people are unemployed in a generic sense, it
because of a Iack of demand for them in certain seasons of the year, is also important to
such as in the agriculture or tourism industries. be able to distinguish

between different types
» mj : a situation where some people lose their of unemployment
|obs asa result of a grea1er use of technology compared with labour. that could occur in an
Re 1ge unemp : a situation where some people are economy and to give
unemployed inan economy beoause real wages are too high. appropriate examples
_ to indicate that these
Classical une i this is another term for real wage differences have been
unemployment. understood.
L

C t: eI : a situation where some people are not willing
1o work at 1he current reaI wage level.

It is important to understand that frictional unemployment can actually be
regard as a positive sign in an economy, indicating dynamic change, with
some sectors expanding while others are declining.

The consequences of unemployment

Unemployment can have a number of consequences in an economy,
including the following:

> economic resources are scarce and so any unemployment will involve a
waste of scarce resources

> an economy with a relatively high level of unemployment will be
underperforming because the level of national output produced will be
lower than would otherwise have been the case

> this will mean that the standard of living and quality of life will be
lower than would have been the case if there had been a lower level of
unemployment
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» tax revenue will be less that it would otherwise have been, both in terms
of direct taxes, such as income tax, and indirect taxes, such as a goods
and services tax

> government expenditure is likely to be more, e.g. as a result of spending
on transfer payments in the form of unemployment benefits and on the
provision of training schemes to give the unemployed the necessary skills
to enable them to gain employment

> the budget deficit is likely to increase as a result of the fall in revenue and
the rise in expenditure

» if the unemployment is persistent, the unemployed could find that
their skills become outdated, leading to a low level of confidence and
motivation as Employment becomes increasingly difficult to find (known
as the | resis effect)

> arelatively high level of unemployment can be associated with an
increase in social problems in a country, such as an increase in the
divorce and crime rates.

Make sure that you read any gquestion in the exam on the topic of
unemployment very carefully, especially in terms of distinguishing
between the ‘causes’ and the ‘consequences’ of unemployment. It is
easy to confuse the two words.

The unemployment rate; patterns and trends in
(un)employment

It is important to be able to distinguish between the number of people

who are unemployed in a country and the unemplovment rate. The
unemployment rate refers to the total number of people who are unemployed
in a country divided by the labour force.

Although economists will be interested in the unemployment rate in an
economy at any one moment in time, they will also be interested to discover
patterns and trends in employment and unemployment over a longer period
of time. They will be particularly interested in finding out whether the trend
in the unemployment rate is upward or downward.

It is important to be able to distinguish between the number of people
who are unemployed in an economy and the unemployment rate, which
will be expressed as a percentage of the unemployed as a proportion of
the labour force.

Difficulties involved in measuring unemployment

There are various difficulties involved in measuring unemployment and

this is why there are two different ways of measuring it. One method is the
claima . This is where the number of people who officially register
as unempluyed is cuunted One difficulty of this method is that not everybody
who is able and willing to work actually register as officially unemployed.
Another difficulty is that some people who register do so in order to receive
certain transfer payments, e.g. unemployment benefits, and yet have no
intention to work.

Another method is the lab . This is where a survey is
conducted to find out the people who are able and willing to work, but who

the tendency for
unemployment to
lead to longer-term
unemployment as
workers find that their
skills and knowledge
become increasingly
outdated.

te: the number of
unemployed people in
an economy divided by
the labour force.

If you are asked to
comment in the exam
on a pattern or a trend,
make sure that you do
focus on the overall
pattern or trend over
time and not simply
describe every figure
that is included in the
data.

Claimant count: the
number of people in an
economy who officially
register as unemployed.

this includes not

only those who are
officially registered

as unemployed in the
claimant count, but
those who have not
registered, including
those who do not qualify
for any transfer payment
given by the state.




have not officially registered themselves as unemployed, and this number is
then added to the claimant count. The difficulty of this method is that not
all of those who are able and willing to work, and who have not officially
registered as unemployed, will necessarily be identified in the labour

force survey. Another difficulty, like any survey, is that it uses a sample

of households and there is no guarantee that this ample will be entirely
representative.

Make sure you indicate that there are a number of potential difficulties
involved in measuring unemployment and that there are two different

methods involved in the process of measurement: the claimant count
and the labour force survey.

Policies to correct unemployment

There are a number of different policies that can be used to correct

unemployment and they are of three types: fiscal policy, monetary policy and

supply side policy.

Fiscal policy, when used to correct unemployment in an economy, will
involve the reduction of taxation, both direct and indirect, to increase

the level of consumption. Taxes on the profits of companies can also be
reduced to encourage greater investment. Government expenditure can also
be increased. A reduction in taxation and/or an increase in government
expenditure will increase the level of aggregate demand in an economy and
this is likely to correct unemployment.

Another possible approach to the correction of unemployment is through the

use of monetary policy. Interest rates could be lowered and/or the money
supply increased to encourage the level of spending in an economy. If the
cost of borrowing is reduced, this will encourage people to spend more and
save less. Also, if interest rates in an economy are lowered, this is likely

to lead to a fall in the exchange rate. If this did happen, it would make a
country’s exports more price competitive in international markets and this
could lead to an increase in the demand for them and therefore an increase
in the demand for labour to produce them, correcting unemployment. This
assumes that the demand for the exports is price elastic.

Whereas fiscal policy and monetary policy operate to influence the level of
aggregate demand in an economy, another way to correct unemployment is
through the use of supply side policy measures. Policies could be adopted
with the aim of allowing markets to work more efficiently and this would
be likely to reduce the level of unemployment. For example, policies to
make the labour market more flexible, such as fewer regulations and more
restrictions on trades unions, would be likely to bring about a greater level
of employment. Government initiatives, such as training and retraining
schemes, would also help to make workers more employable.

9.5 The circular flow of income
This topic is concerned with:
» closed and open economies

» the circular flow of income between households, firms, government
and the international economy; the multiplier, average and marginal
propensities to save and consume

The labour force survey
will give a higher figure
of the unemployed
people in an economy
than the claimant count.

Policies to correct
unemployment are
broadly of three types:
fiscal policy, monetary
policy and supply

side policy.
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> the Aggregate Expenditure (AE) function: meaning, components of AE
and their determinants; income determination using AE and income
approach; and withdrawal (leakage) and injection approach; inflationary
and deflationary gaps; full employment level of income and equilibrium
level of income; autonomous and induced investment; the accelerator.

Closed and open economies

A closed economy is one where it is assumed that a country does not engage
in trade with any other countries in the world. If there is a movement of
incomes between households and firms, then this form of closed economy is
known as a two sector economy. If a government is then added, in addition
to households and firms, then this form of closed economy is known as a
three sector economy.

However, a more realistic approach would be to assume that a country does
engage in trade with other countries in the world. In this case, it would be
described as an 1y, If the trade in goods and services that are
exported from, and imported to, a country is added to the households and
firms and to the government, then it is described as a four sector economy.

What you need to know

and firms. A three sector economy involves the flow of incomes between
households, firms and the government. Both the two sector economy
and the three sector economy are examples of a closed economy. A
four sector economy involves the flow of incomes between households
and firms, the government and the international economy. A four sector
L economy is an example of an open economy.

The circular flow of income between households, firms,
government and the international economy

The circular flow of income refers to movements of income around an
economy. At any one time, there will be a number of in 15 into the
economy and a number of withdrawals or es out of the economy.

There are three types of injection into the circular flow of income:
> investment spending by private sector firms (I}
» government spending (G)

> income received from exports sold abroad (X).

There are three types of withdrawal or leakage out of the circular flow
of income:

> savings (S)
» taxation (T)

> income spent on imports bought from abroad (M).

. 1: spending which adds to the circular flow of income in an
economy; this can come from investment (I), government expenditure (G)
and expenditure on exports (X).

an o : income which leaks out of the circular flow of
income in an economy 1h|s can be as a result of savings (S), taxation (T)
and expenditure on imports (M).

%
A two sector economy involves the flow of incomes between households

Closed economy: an
economy that does not
trade with any other
countries in the world.

Daaie - an
economy that trades
with other countries in
the world.

2 the flow or
movement of incomes
around an economy,
involving a mixture
of injections into the
economy and leakages
or withdrawals out of
the economy.



The multiplier

The multiplier measures the extent to which an increase in an injection into
the |:1r|:ular fluw of income of an economy brings about a multiplied effect

on the level of income. However, it is also important to understand that an
increase in an injection into the circular flow of income is also likely to have
an effect on the withdrawals or leakages out of the circular flow of income.
Each successive increase in aggregate demand, as a result of the injection into
the circular flow of income, will therefore become progressively less.

In order to calculate the size of the multiplier, it is necessary to understand
what is meant by the marginal propensity to withdraw. It is also necessary

to understand the difference between an average propensity and a marginal
propensity.

An average propensity measures the total of, say, cunsumptmn or savmg as
a proportion of total income. The a ropensity to consui .
will therefore show the proportion of total income that is spent The Iverag
propensit ; 5) will show the proportion of total income that
is saved.
However, economists are also interested in marginal propensities. A marginal
propensity measures the proportion of any change in income that is, say,
spent on consumption or saved. The margi TOPENS 0 consum

will therefore show the prupurtmn of any change in income that is
spent on consumption. The 1 ropensity ti 5 ) will show
the proportion of any change in income that is saved

The size of the multiplier is calculated through marginal propensities. In a
two sector economy, involving only households and firms, it is calculated by

1 divided by the marginal propensity to save, i.e.

MPS
In a three sector economy, involving households, firms and the government,

it is calculated by 1 divided by the mlarginal propensity to save + the

"€ MPS + MRT
In a four sector economy, involving households, firms, government and
the international economy, it is calculated by 1 divided by the marginal
propensity to save + the marginal rate of taxation + the margina
e ————
MPS + MRT
The size of the multiplier is usually simpliﬁedlby expressing it as 1 divided by

the mar

v, ie.

MPW

Even if an exam question does not explicitly refer to the multiplier,
this does not mean that it should not be included in an answer. In any
guestion on the determination of the level of income in an economy,
you should assume that you will need to include an explanation of the
multiplier and the multiplier process in your answer.

Make sure, when

you are writing about
injections into, and
leakages or withdrawals
from, the circular flow
of income, that you are
able to give examples
of the injections and

L leakages.

Viulti : the amount
by whlch an increase
in an injection into the
circular flow of income
will bring about an
increase in the total
income in an economy.

the proportion of total
income that is spent.
1he

propomon of 101a|
income that is saved.

the proportion of aﬁy
change in income that is
spent.

to save (MPS): the
proportion of any
change in income that is
saved.

tax: 1he proponlon
of any change in income
that is paid in direct tax.

ol th.e pfoportibn
of any change in income
that is pent on imports.

. 3] the 101a| 01‘
MPS MRT and MPM.
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The Aggregate Expenditure (AE) function

The meaning of AE; the components of AE and their determinants

Aggregate expenditure (AE), or aggregate demand (AD), means the total

expenditure on, and the total demand for, all that is produced in an economy.
It can be represented as follows: AEor AD=C+ 1+ G+ (X - M).

The first component of AE is consumption. Consumption refers to the
expenditure by households in an economy over a period of time, The main
influences on consumption include the following;:

> the level of disposable income in an economy; the consumption function
indicates the relationship between income and consumption

the distribution of income and wealth
the rate of interest on borrowing money to finance consumption

the availability of credit

Y Y vy

expectations about the future prospects of the economy.

What you need to know

iy
It is possible that consumption actually exceeds income. In this situation,

the difference between consumption and income would need to be
financed by the use of past savings. This is known as dissaving.

Saving is generally regarded as good for an individual, enabling a person
to be able to buy something in the future. However, it can be viewed as
potentially bad for an economy as a whole because it is a leakage or
withdrawal from the circular flow of income and so could lead to a faII in

L national income. This contradiction is known as the ¢

The second component of AE is investment. Investment refers to the
expenditure by firms in an economy over a period of time, such as
expenditure on factories, machinery and equipment. The main influences on
investment include the following:

> the rate of interest on funds to finance investment expenditure
changes in technology
the cost of capital goods

>

>

» changes in consumer demand

> government policies, such as in relation to taxes and subsidies
>

expectations about the future prospects of the economy.

The third component of AE is government expenditure. Government
expenditure refers to the money spent by a government, such as the

wages and salaries of those who are employed in the public sector and the
money spent on public sector investment projects, such as the building of a
new road. The main influences on government spending include the
following:

> government policies on expenditure decisions
> tax revenue
» demographic changes.

The fourth component of AE is net exports. Net exports refer to the difference
between the value of the exports that leave a country and the value of the

What you need to know

It is important that you
understand what is
involved in the multiplier
process. If there is
an injection into the
circular flow of income,
the increase in national
income will be greater
than the size of the
injection. The extra
income creates extra
expenditure and this
creates extra income, as
the multiplier process is
based on the idea that
one person’s spending
is another person’s
income. There will be
successive rounds of
spending, but in each
successive round the
multiplier effect will be
reduced because of the
impact of leakages or
withdrawals from the

L circular flow of income.

: a situation
when consumpﬂon
exceeds income and
so this shortfall has to
be financed by using
savings that have
accumulated in the past.

Paradox of thrift: the
contradiction between
the potential advantages
and the potential
disadvantages for an
economy of people
deciding to save.



imports that enter a country. The main influences on net exports include
the following:

> acountry’s GDP

» the GDP of other countries

> the relative prices of a country’s exports

> the quality, reliability and reputation of a country’s exports
>

E‘XChEl]'lgE rate movements.

)2 the total expenditure on, or demand
for goods and services in an economy; it comprises consumption,
investment by private sector firms, government expenditure and net
exports. It is also known as aggregate demand.

Income determination using AE and income approach; and
withdrawal (leakage) and injection approach

There are two ways to determine the level of income in an economy: one way
is by using the AE and income approach and the other way is by using the
withdrawal (leakage) and injection approach.

The AE and income approach

The level of equilibrium income in an economy is determined where
aggregate expenditure is equal to output. This is shown in Figure 9.4. Real
GDP is shown on the horizontal axis and aggregate expenditure is shown on
the vertical axis. The 45 degree line shows where planned expenditure equals
real national income. The economy is in equilibrium at E where AE crosses
the 45 degree line at Y.

C+l+6

0 . >

o

Y National income/real GDP

A Figure 9.4 The AE and income approach to income determination

The withdrawal (leakage) and injection approach

The level of income in an economy is also determined where the injections
into the circular flow of income of an economy are equal to the withdrawals
or leakages. This is shown in Figure 9.5 on the next page. Real GDP is shown
on the horizontal axis and the injections and withdrawals are shown on the
vertical axis. The economy is in equilibrium at E where injections (J) are
equal to withdrawals (W].

The aggregate

function includes net
exports,i.e. X - M. Itis
important to remember
that AE includes the
value of the exports
minus the value of
k1h|r-.\ imports.
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JEW

a
r

Y National income/real GDP

A Figure 9.5 The withdrawal and injection approach to income
determination

Inflationary and deflationary gaps; the full employment level
of income and the equilibrium level of income

It is important to understand that an equilibrium level of income in an
economy may not necessarily be at the full employment level of income.,

Inflationary gap and the level of income

An inflationary gap shows a situation where the equilibrium level of income
in an economy is greater than the full employment level of income, i.e.
aggregate demand is greater than aggregate supply.

This can be seen in Figure 9.6. At the equilibrium level of income of 0Y,
where the 45 degree line (AD =Y) intersects with AD,, the level of aggregate
demand in the economy is actually AD,, i.e. the level of aggregate demand
exceeds the level of output at full employment, causing upward pressure on
prices. The inflationary gap is shown by the vertical distance between AD,
and AD,.

L
G LAD=Y

AD

. AD,
Inflationary I/

s

A Figure 9.6 Inflationary gap

R

qull employment

What you need to know

The two different
methods will produce
the same level of
equilibrium income.




Deflationary gap and the level of income

A deflationary gap shows a situation where the equilibrium level of income

in an economy is less than the full employment level of income, i.e. aggregate

supply is greater than aggregate demand.

This can be seen in Figure 9.7. The full employment level of income is at

0Y, determined by where the 45-degree line intersects with AD,. However,
the level of aggregate demand in the economy is shown by AD and this is
less than AD,. The equilibrium level of income is at 0Y , less than the full
employment level of income. A deflationary gap therefore occurs when the
level of aggregate demand in an economy is below the level of output at full
employment. The deflationary gap is shown by the vertical distance between
AD, and AD,.

AD A
AD =Y

AD,

/ Deflationary AD,
:M

45‘\
0

A Figure 9.7 Deflationary gap

<
<
< ¥

full employment

Don'1 assume 1ha1 1he equilibr = : and the f

: , ne in an economy wnl be the same. This will
not neoessarlly be the case. It is possible that an output gap in the form
of either an inflationary gap or a deflationary gap could occur.

Autonomous and induced investment; the accelerator

It is 1mportant to be able to distinguish between two different types of
investment: autonomous investment and in | investmes

Autonomous investment

This refers to investment that is not the result of any changes in the level of
national income in an economy, i.e. it is independent of any such changes.

Induced investment

This refers to investment that is the result of any changes in the level of
national income in an economy, i.e. it is dependent on any such changes.

ationary : a situation where the level of aggregate demand
in an economy is greater than the level of aggregate supply at full
employment, causing a rise in the general level of prices in the economy.

flation : a situation where the level of aggregate demand in an
economy is Iess 1han the level of aggregate supply at full employment,
causing unemployment in the economy.

occurs when aggregate
demand is greater than
aggregate supply and a

) occurs
when aggrega1e demand
is less than aggregate

supply.

- | snuaﬂon
where the aggregate
demand for goods and
services is equal to the
aggregate supply of
goods and services in
an economy.

ra sﬂuahon
where the aggregate
demand for goods and
services is equal to the
aggregate supply of
goods and services in
an economy where there
is full employment of
resources, i.e. real GDP
= potential GDP.

inve oapnal
mvestment 1hat is not
related to changes in
the level of national
income in an economy.

capital investment that
is related to changes
in the level of national
income in an economy.
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The accelerator

The concept of the a is based on the relationship between changes
in the level of national income in an econumy and changes in induced
investment. It assumes that there is a fixed capit: and states
that investment is a function of a change in natmnal income,

% What you need to know

It is important to understand that the accelerator is concerned with the
relationship between investment and the rate of change of output. It is
not the level of output that is important, but the rate of change of

that output.

Be careful not to confuse the multiplier and the accelerator. The
multiplier shows the effect of an injection on the level of national income
in an economy, whereas the accelerator shows the effect of the rate of
growth of demand on the level of investment.

Money supply (theory)
This topic is concerned with:
» the quantity theory of money (MV =PT)
» broad and narrow money supply

> sources of money supply in an open economy (commercial banks and
credit creation, the role of a central bank, deficit financing, quantitative
easing, total currency flow)

» the transmission mechanism of monetary policy.

The quantuty theory of money

The qua ory of money shows the relationship between the money
supply, the general level of prices and the level of output in an economy. It is
usually expressed in terms of MV = PT, where:

> M is the quantity of money or the money supply

» V is the velocity of circulation, i.e. the number of times money
changes hands

> P is the general price level

» T is the number of transactions or output.

It is assumed that V (the velocity of circulation of money) and T (the
number of transactions) are constant over a period of time. In this
situation, M (the quantity of money or money supply) and P (the general
level of prices) are directly linked, although there is likely to be a time lag
before this is seen of perhaps 12, 18 or 24 months.

However, the theory has been challenged, especially as to whether it is
correct to assume that V and T will be constant over a period of time.
It has also been challenged for being less of a theory and more of an
identity that is necessarily true, i.e. MV represents total spending in an
economy and PT represents the total money received for the goods
and services. In essence, it is the same situation looked at from

\hdifferem perspectives.

ccel : a way of
calculaﬂng the effect
of a change in national
income on investment
in an economy, i.e. the
extent to which the
level of investment
depends on the rate of
growth of aggregate
demand.

the amount of capital
required to produce
a particular level of
output.

=y: the MV = PT
equation shows that
changes in the general
price level (P) are
directly proportional to
changes in the money

supply (M).



M and P are directly linked, meaning that if the money supply rises,
people will have access to more funds, giving them greater purchasing
power, and consequently the general price level in the economy rises, i.e.
it will lead to inflation.

Broad and narrow money supply

The money supplv refers to the total amount of money in an ecunnrny at any
one time. It includes both broad money supply and 1 noney

A broad money supply reflects the total purchasing power in an economy

at a particular time. It is sometimes called M3 or M4 and includes not only
notes and coins but also a wide range of deposits held with different financial
services providers.

A narrow money supply is mainly the cash in an economy at a particular
time. It is sometimes called MO or M1 and mainly includes the notes and
coins held by people and in balances with financial institutions. It is also
sometimes known as the moneta

2 the amount of money available to the general public and

1he banklng system in an economy at any one time. The monstary base

acts as the basis for
road money st : ameasure of the stock of money which reflects any expansion of bank
1he 101a| purchasmg power in an economy. lending in an economy.

arrow mone : a measure of the stock of money in an economy
WhICh is malnly cash i.e. notes and coins.

: the cash held by the general public and by the banking
system mcludmg the balances of the financial institutions with the
central bank of a country.

There are no agreed definitions of broad and narrow money supply and
the situation will vary from one country to another in terms of how these
are expressed in particular financial systems.

The sources of money supply in an open economy

Commercial banks and credit creation CHAEWL TSRO S 4
financial institution in

Financial institutions, such as commercial banks, are able to create ‘new’ which individuals and

money as a result of additional cash deposits. This is termed credit creation, firms can save money

It is understood that only a small proportion of such deposits need to be and obtain loans.

available to give out to people, allowing the institutions to, perhaps, have o it

s h 0, 0 e

a cash o of 10%, Enablmg them to lend out the remaining 90%. This process by whlch

process is known as fractional res yanking and the ratio of new money financial institutions are

created to the initial money depusned is known as the credit multiplier. able to use some of the

money deposited to
expand their lending.
:tional rese ;- the idea that financial institutions only need
to keep a fractlon of their reserves in cash, enabling them to lend the
remainder.

a: the ratio of
the total liabilities of a
financial institution that
] : the ratio of the new money created to the size of the is held in the form of
|n|t|al deposﬂ cash reserves.
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The role of a central bank

A central bank might want to control the ability of commercial banks to
lend money, such as through open market operations. This is the process of
buying and selling government securities, i.e. bonds or shares that are issued
by a government.

If a central bank wants to encourage bank lending, it will buy government
securities. If a central bank wants to discourage bank lending, it will sell
government securities.

P Commen error
\

Be careful not to confuse a commercial bank and a central bank. A
commercial bank has direct dealings with individuals and firms, whereas
a central bank has a broad oversight of the entire banking system of a
country and can come to the rescue of commercial banks by providing
funds in its capacity as a lender of last resort. A central bank is also
likely to have responsibility for the issuing of notes and coins and for the

setting of key interest rates in an economy. )

Deficit financing

A government can plan for a budget surplus, a balanced budget or a budget
deficit. If there is a ', this can be financed by the government
borrowing money from the central bank and/or the commercial banks. This
will lead to an increase in the money supply in the economy. The method is
termed dlef ing

Quantitative easing

. refers to a process whereby a government, through the
central bank buys securities, such as bills and bonds, creating more liquidity
in the financial system, leading to an increase in bank deposits.

It would be useful if you understood how quantitative easing has been
used by a number of countries since the financial crisis of 2007-2008 to
stimulate economic activity, increasing the level of aggregate demand in
such countries and so helping the countries to get out of a situation of
recession.

Total currency flow

refers to the total inflow and outflow of money as a
result of a range of international monetary transactions which are shown in
the balance of payments.

The transmission mechanism of monetary policy

This refers to the process connecting changes in the stock or supply of money
in an Ecunnmy to changes in the level of income and output. This monetary
' siol 1 shows how increased lending by financial

;entral bank: the
main bank in a country
that is responsible for
the monitoring and
oversight of the banking
system.

a situation where
projected revenue
is less than planned
expenditure.

£inig s
dlfferem ways in whlch
a government could
finance a budget deficit
where there is a gap
between public revenue
and public expenditure.

the process whereby the
government of a country
deliberately buys bonds
and bills in order to
increase the money
supply in an economy.

the total inflow and
outflow of money as a
result of international
transactions with other
countries, which are
shown in the balance of
payments.

theoretical process
which connects changes
in the stock of money in
an economy to changes
in the level of income
and output.



institutions leads to an increase in both investment and consumption. This
then leads to an increase in the level of aggregate demand and then finally to

an increase in the general level of prices in an economy Maks surs you
' understand that a net
Figure 9.8 shows the transmission mechanism of monetary policy. inflow of money in the

total currency flow will
lead to an increase in the

Makatratbe money supply, whereas
| Domeatic demand a net outflow of money
\ el will lead to a decrease in
/ ABSOEPEGes Total demand [ inflationary _the money supply.
Official / pressure
rate | Net external demand
\ Expectations/ | | Inflation |
confidence Monetarists believe
e that the link between
prices changes in the money
Exchange rate i supply and changes in

aggregate demand is

A Figure 9.8 Transmission mechanism of monetary policy very strong, leading to
increases in the rate

\ of inflation.

., Raise your grade

Discuss how useful is the quantity theory of money in explaining the existence of inflation in
an economy. [13]

The quantity theory of men'u’ql MV = 7T, is vm useful in explaining the existence of inflation in an

.........................................................................................................................................................

Howwbr ai’fhough ‘fhf, fneom L"'a uscfu\ m wpiammg 'now lnﬂa’non can come about m an cconomi )
it has bwn C[‘lhél%t’/d I‘r a&sumbﬁ ’rha’r T is constant over a pcmod of ’nme bU'\‘ ’ths ma1 no’r aiwzwa
bf, ‘rhr, ca‘"ae,
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........................................................................................................................................................
---------------------------------------------------------------------------------------------------------------------------------------------------------
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Therefore, it can be seen that while the quantity theory of money is quite useful in explaining the
existence of inflation in an ccanom and 5 an lmpoﬁan’r b\bmen’i in the Mnna’rams’r approach )
5’frb%mg ’fht: hnk bc’rwben c.hangr/a m an t’,conom~]l 5 monf»i 5upp\1 and changc-a m ’rhr, gbncra\

{evel of pmes in ‘i'na‘f econorrw it is not wﬁhou‘f its crifics. This is bﬁpwa\‘q the case. with regard
to the asﬁump’nons on which the ’rhbom is based and the fact that some economists have argucd
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How to improve this answer

explain what M, V, P and T represent.

assumed that V is constant over a period of time.

This is a good point that the candidate has made.

Level 3 - 7/12

The candidate has given the quantity theory of money, MV = PT, but has not attempted to

The candidate has pointed out that there is a direct link between the money supply in an
economy and the general level of prices in that economy, but has not emphasised that there
is likely to be a time lag involved of 12, 18 or 24 months before the effect can be noticed.

The candidate has pointed out that one of the assumptions on which the theory is based

is that VT is constant over a period of time, which may not necessarily be the case, but
they could also have made the point that another assumption of the theory is that it is

This is quite a good conclusion that does address the ‘how useful’ aspect of the question.

Keynesian and monetarist schools

This topic is concerned with:

» different theoretical approaches to how the macro economy functions.

The Keynesian school

The Keynesiar to Economics is associated with the economist
John Maynard Keynes (1883-1946). He believed that an economy, if left to
market forces, would not necessarily achieve a full employment level of GDP
and so it would sometimes be necessary for a government to intervene in an
economy to influence the level of economic activity, especially in relation

to a reduction in the level of unemployment. The concept of the multiplier
was very important in this support for government intervention. If aggregate
demand in an economy was too low, it was the role of the government to
intervene in order to stimulate the level of demand. Keynesians tend to favour
the use of fiscal policy as an instrument to influence the level of demand in
an economy.

The Monetarist school

The Monetarist approach to Economics is associated with the economist
Milton Friedman (1912-2006). He believed that it was generally better

if an economy was left to market forces rather than relying on extensive
government intervention. Whereas Keynes was primarily concerned with
reducing the level of unemployment in an economy, Friedman was mainly
concerned with reducing the level of inflation. Friedman stated that “inflation
is always and everywhere a monetary phenomenon”. Friedman believed that

an approach to the
macro economy

based on the views of
the economist John
Maynard Keynes (1883-
1946) who believed that
unemployment was the
main economic problem
that needed to be
overcome.

an approach to the
macro economy based
on the views of a
number of economists,
of which the best known
are Milton Friedman
(1912-2006) and
Friedrich Hayek (1899-
1992), who believed that
inflation was the main
economic problem that
needed to be overcome.




if a government attempted to reduce unemployment through an increase in
spending, it would be most likely to bring about a higher rate of inflation.
Monetarists tend to favour the use of monetary policy as a macroeconomic
policy instrument, especially through reductions in the growth of the money
supply in an economy.

The Keynesian approach stresses the importance of bringing down the
level of unemployment in an economy, whereas the Monetarist approach
stresses the importance of bringing down the level of inflation.

Also, remember that whereas Keynesians generally favour government
intervention to solve economic problems, monetarists are generally more
inclined to believe that economic problems are better solved through the

Make sure that you

are able to compare
and contrast these two
different theoretical
approaches to how
the macro economy
functions.

operation of market forces.
~

The demand for money and interest
rate determination

This topic is concerned with:
» Liquidity preference theory.

The demand for money in an economy, and the determination of interest
rates, can be analysed through the liguidity prefere ‘e theory.

This Keynesian approach to the demand for money and the determination
of interest rates is based on the fact that there are three possible motives for
holding money.

Firstly, there is the transactions demand for money. This is where money
is used to pay for everyday purchases. This is an active balance and is
interest inelastic.

Secondly, there is the precautionary demand for money. This is where money
is used to pay for unexpected expenses. It is also an active balance that is
interest inelastic.

Thirdly, there is the speculative demand for money. This is where money is
used to buy government bonds. Unlike the transactions and the precautionary
demand for money, it is regarded as an il e and it is interest elastic.
An important influence on the demand for a bond is the vield; this is the
annual income obtained from the bond as a proportion of its current market
price. The price of government bonds and the rate of interest will move in
opposite directions. Whereas the transactions demai and the
recautionary demand f v is prlce inelastic, shnwn by a straight
vertical line, the spec: ai ) " is interest elastic, shown
by a downward sloping demand curve, i.e. as the rate of interest falls there
will be a rise in the demand for money. It is even possible, at a relatively low
rate of interest, the liquidity preference (or demand) curve could become
horizontal. At this point, the demand for money is perfectly elastic and this is
known as the liquidity trap.

’recautionary demand f ; : money that is demanded to pay for
unexpected expenses |1 isan actlve balance that is interest inelastic.

peculative demanc - - money that is demanded to pay for
bonds n is an |dIe balance 1hat is interest elastic.

the relationship between
the quantity of money
that people wish to hold
and the rate of interest.

\ctive balance: the
demand for money
that is not responsive
to changes in the rate
of interest; it applies to
both the transactions
and the precautionary
demand for money.

demand for money that
is responsive to changes
in the rate of interest; it
applies to the speculative
demand for money.

o: the annual
income that is obtained
from a bond as a
proportion of its market
price.

money 1ha1
is demanded to pay for
everyday purchases; it is
an active balance that is
interest inelastic.
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This can be seen in Figure 9.9 below. The transactions and precautionary
demand for money can be shown by the vertical straight line at M. The
speculative demand for money curve is downward sloping. The demand,
ot liquidity preference, curve D is the combination of the three motives for
holding money. Eventually, at a low rate of interest, the demand curve will
become perfectly elastic and horizontal and at this point it is known as the

L
r

MS

Interest rate

Liguidity trap

0 o
M Quantity of money

A Figure 9.9 The liquidity preference curve

transactions demand and the precautionary demand for money are both
active balances and in both cases will not respond to changes in interest
rates. The speculative demand for money, on the other hand, is an idle,
rather than an active, balance and is interest elastic, i.e. it will respond to
changes in interest rates.

It is important you understand that the price of bonds and the rate

of interest will move in opposite directions, i.e. there is an inverse
relationship between them. If the interest rate rises, this will reduce the
desire to hold money and the price of the bonds will fall. If the interest
rate falls, there will be less of an incentive to switch out of money into
other assets and the price of bonds will rise.

Whereas the transactions and the precautionary demand for money
are interest inelastic, the speculative demand for money is elastic and
so the demand curve for money is downward sloping, until at low rates
of interest it becomes perfectly elastic, shown by a horizontal demand
curve. This is known as the liquidity trap.

-
The demand for money is based on three motives for holding money. The

Make sure you fully understand the speculative demand for money.
There are three aspects that need to be stressed:

» whereas the transactions and the precautionary demand for money are
active balances, the speculative demand for money is an idle balance

» whereas the transactions and the precautionary demand for money are
interest inelastic, the speculative demand for money is interest elastic

» the price of bonds and the rate of interest are inversely related, i.e.
when one rises, the other falls.

foey [erm

Liguidity trap: a situation
at relatively low rates of
interest when changes

in the money supply will
have no effect on the
rate of interest and where
the demand for money

is perfectly elastic, i.e.
totally unresponsive to
any changes in the rate
of interest.



You need to be able to demonstrate an understanding of how a liquidity
preference curve is derived. It comprises three demand curves for money:
two of these will be vertical straight lines (representing the transactions
demand and the precautionary demand for money) and one will be a
downward sloping curve (representing the speculative demand for money).

Although the liquidity preference, or demand, curve for money is
downward sloping, at a relatively low rate of interest it will become a
horizontal straight line. This indicates that the demand for money is
perfectly elastic. This is known as the liquidity trap.

2 Policies towards developing
economies: policies of trade and aid
This topic is concerned with;
> types of aid, the nature of dependency

» trade and investment, the role of multinationals and Foreign Direct
Investment (FDI)

» external debt, the role of the IMF and the World Bank

» the impact of corruption and the importance of the legal framework in
an economy.

Types of aid and the nature of dependency

One policy approach towards developing economies is the provision of a
There are various types of aid from developed to developing economies,
including different types of financial grants and loans. Sometimes the aid
is bilateral aic mvolvmg just two countries, and sometimes the aid is

' , involving a number of different countries and/or agencies.

It is possible to distinguish between the following types of aid:
» humanitarian emergency assistance

> food

> investment projects

» military assistance.

There have, however, been a number of problems in relation to aid and it
has been criticised as contributing towards a situation of dependency where
developing countries have become, to some extent, dependent on the help of
the governments of other countries and/or international agencies.

icl: the process of developed economies and/or international agencies
providing different types of financial support to developing economies.

iid: aid that involves just two countries.

tilat I» aid that involves a number of countries and/or
miernaﬂonal agencles

) : a situation in which one country depends on the help of
anmher country and/or an international agency, or a number of countries
and/or international agencies.
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There are a number of potential problems of the aid given to developing
economies, including the following:

» some aid has been in the form of financial support for investment
projects that have been relatively unsuccessful once they have
started operation

» some of the aid has been ‘tied’, i.e. there have been conditions
attached to the grants and loans given to the developing economies

» there is some evidence of an element of corruption in a few countries
where the aid has been concentrated in the hands of a few

» some aid has been counterproductive and has made a situation
worse, e.g. the provision of food has reduced prices, making it more
difficult for the farmers to survive

» some of the financial aid has involved the payment of interest, putting
many countries in a state of debt.

Although there are a number of potential advantages of aid to developing
economies, there is a chance that it will create a situation of dependency.

Trade and investment, the role of multinationals and
Foreign Direct Investment (FDI)

Trade and investment

The theory of comparative advantage shows that all countries can benefit
from free trade as long as there are differences in the opportunity cost ratios
of production in the different countries. International trade will therefore
lead to an increase in world output and this will lead to an improvement in
the standard of hvmg and quality of life, including developing economies.
The World Trade Organisation, consisting of 164 member countries, exists
to promote trade between countries. It deals with the global rules of trade
between countries and its main function is to ensure that trade flows as
smoothly, predictably and feely as possible.

It will also be useful if investment is encouraged in developing economies.
Investment is often relatively low in developing economies because of

the lack of savings (the savings ratio tends to be lower in developing
economies compared with developed economies) and/or the lack of financial
institutions with the funds to substantially support investment. However, if
investment can be encouraged, with the help of developed economies and,/or
international agencies, it may be possible to create a virtuo

: an international organisation, established
in 1995 replacmg the General Agreement on Tariffs and Trade (GATT)
which had been set up in 1948, to promote free trade in the world
through the reduction of trade barriers; it establishes, monitors,
reinforces and regulates the rules of trade between countries.

riv : the links between an increase in investment, an increase
in producuvny, an increase in income and an increase in savings.

Make sure that you are
aware of the different
types and forms of aid
that can exist and that
you are able to consider
both the potential
advantages and the
potential disadvantages
of aid.




Although the encouragement of trade between developing economies
and developed economies should be encouraged, there are potential
problems with such trade, including the following:

» many developing economies rely on the production of primary
products and the prices of these tend to be generally lower than those
of manufactured products

» the prices of primary products also tend to be less stable than those
of manufactured products

» the demand for primary products tends to be more income inelastic
than the demand for manufactured products.

The role of multinationals and foreign direct investment (FDI)

Investment in develapmg economies can come about through the decisions of
it s to lucate in such countries, such as by building a factory, and
th.lSlS knawn as foreign direct in tment (FD

The potential advantages of a multinational locating in a developing economy
include the following:

» there can be an increase in employment, creating more income and
through the multiplier effect, this can lead to an increase in the standard
of living and quality of life

» they can provide more choice for consumers

» they can lead to an increase in the revenue received from taxation, such
as from taxes on the profits of the multinationals

» the multinationals can bring technical knowledge which could lead to an
increase in levels of productivity in the developing economy

» they can contribute to an increase in economic growth

» if some of the output produced is exported to other countries, this could
lead to an improvement in the current account of the balance of payments.

However, there are also potential disadvantages of a multinational locating in
a developing economy, including the following:

» they may use capital-intensive, rather than labour-intensive, methods
of production, with the result that any increase in employment will be
relatively small

» the jobs that are created may be relatively unskilled (such jobs are
sometimes called ‘screwdriver’ jobs)

» although some of the profit made may be taxed by the developing
economy, much of it will be repatriated to the home country and not re-
invested in the local economy

» the operation of the multinationals may lead to damage to the
environment, in the form of additional pollution, and they may contribute
to the further depletion of natural resources

» the multinationals may attempt to influence the government of the
country, giving rise to the possibility of corruption.

Make sure you don’t think that a multinational is simply a firm that sells
its products in another country. A multinational is one that does more
than simply sell its products in another country; it actually operates in
another country, such as by building a factory to produce products.

; ;: firms
whlch operate in
different countries.

investment by a
multinational company,
with a head office in
one country, in another
country.

Make sure that you

are able to compare
and contrast both the
potential advantages
and the potential
disadvantages of a
multinational setting up
in another country.
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External debt and the role of the IMF and the World Bank
External debt

The existence of external debt can be a major obstacle to the economic
growth and economic development of a country. The repayment of the debt,
including any interest payments, can become a major burden for a country,
despite the efforts of such organisations as Jubilee 2000 and Make Poverty
History to cancel or reschedule the debt.

There is also an opportunity cost involved with external debt, as there is with
any form of expenditure. The funds that are being used to pay the debt could
have been used in other ways that would have been more productive in terms
of the economic development of a country, such as spending on health care
and education.

The role of the International Monetary Fund (IMF)

The International Moneta 1d [IMF) was established in 1944 to promote
1nternat10nal trade through such measures as providing financial support in
the form of a loan to help a country overcome, or at least reduce, a deficit in
the current account of the balance of payments. It has 189 member countries.

The role of the World Bank

The Wor sanlk was established in 1944 to provide finance to countries,
particularly developing economies, to help with various kinds of capital
investment projects. It actually consists of five agencies, the most well known
of which is the International Bank for Reconstruction and Development
(IBRD). It has 180 member countries.

The impact of corruption and the importance of the
legal framework in an economy

It has already been pointed out, in relation to the potential disadvantages of
multinationals, that they may try to influence the decisions of a government,
giving rise to the possibility of corruption. Corruption would appear to have
occurred in a number of countries, although its impact will vary a great

deal from one country to another. It can undermine the process of economic
development in a country, leading to a lower rate of economic growth than
would otherwise be the case.

One way to reduce the impact of corruption is to ensure that there is a
respected and well established legal framework in an economy which will
help to minimise the opportunities for corruption to take place. An economy
will be better able to function effectively if legal rights, especially property
and contractual rights, are legally enforced and protected. The International
Monetary Fund has stated that those countries with strong and established
legal frameworks have performed better, in terms of economic growth and
development, than those countries without such legal frameworks.

nd (IMF): an
international organisation
that offers advice to
governments and central
banks and provides loans
to countries in severe
economic difficulties.

rid Bank: an
international
organisation that
provides loans to
developing economies
to facilitate capital
investment.



Revision checklist

1 can:

understand what is meant by economic growth

be clear about the meaning of economic development and of how it differs from
economic growth

understand what is meant by sustainability
distinguish between the actual and the potential growth in national output
understand what is meant by an output gap

understand what is meant by a business (trade) cycle and the different stages that the
cycle passes through

understand the different possible factors contributing to economic growth
distinguish clearly between the costs and benefits of economic growth
contrast the use and the conservation of resources

understand the differences between GDP, GNP and GNI

be clear about the meaning of national (government or public sector) debt

appreciate the use of National Income statistics as measures of economic growth and
living standards

be clear about the distinction between monetary and non-monetary indicators of living
standards

be clear about the different indicators of living standards and economic development:
the HDI, the MEW, the HPI and the MPI

understand what is shown by the Kuznets curve

distinguish between the characteristics of developed, developing and emerging (BRICS)
economies by: population growth and structure, income distribution, economic structure,
employment composition, external trade and urbanisation in developing economies

make comparisons of economic growth rates and living standards over time and
between countries

understand the size and the components of a labour force

explain what is meant by productivity

understand the meaning of full employment

understand the meaning of the natural rate of unemployment

be clear about the different possible causes of unemployment in an economy
differentiate between the different types of unemployment in an economy

be clear about the possible consequences of unemployment in an economy
be clear about what is meant by the unemployment rate in an economy
discern patterns and trends in unemployment data

appreciate the possible difficulties involved in measuring unemployment in a country
understand the different policies that can be used to correct unemployment

distinguish between closed and open economies

HiEN.
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be clear about the circular flow of income between households, firms, government and the
international economy

understand the meaning and significance of the multiplier

distinguish between average and marginal propensities to save and consume
understand what is meant by the aggregate expenditure (AE) function

be clear about the meaning of the components of AE and their determinants
understand the theory of income determination using the AE and income approach

understand the theory of income determination using the withdrawal (leakage)
and injection approach

be clear about what is meant by an inflationary gap

be clear about what is meant by a deflationary gap

distinguish between the full employment level of income and the equilibrium level of income
be clear about the difference between autonomous and induced investment

understand the meaning and significance of the accelerator

understand what is meant by the quantity theory of money (MV = PT)

distinguish between broad money and narrow money

understand the different sources of money in an open economy: commercial banks and
credit creation, the role of a central bank, deficit financing, quantitative easing, total
currency flow

be clear about the meaning of the transmission mechanism of monetary policy

understand the different theoretical approaches of the Keynesian and Monetarist
schools to how the macro economy functions

be clear about the demand for money and interest rate determination though the liquidity
preference theory

appreciate the different types of aid
understand the nature of dependency
be clear about the potential importance of trade and investment

understand the role of multinationals in economies and of the potential importance of
foreign direct investment (FDI)

be clear about the significance of a country’s external debt
be clear about the role of the IMF

be clear about the role of the World Bank

understand the potential impact of corruption in an economy

appreciate the importance of the legal framework in an economy.
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' Exam-style questions
Sustainability can be defined as a situation where:
A actual growth is always greater than

potential growth

B the economic growth of a country is never
more than 2% per annum

C the needs of the present generation are
met without affecting the needs of future
generations.

D the standard of living is guaranteed to
be higher in the future than it is today. [1]

The four stages of the business (trade) cycle are:

A boom, output, recession, slump

B recovery, boom, recession, depression

C slump, inflation, boom, recession

D slump, recovery, boom, recession. [1]

Net Domestic Product is obtained by:

A adding depreciation, or capital consumption,
to GDP

B adding net property income to GDP

C deducting depreciation, or capital
consumption, from GDP.

D deducting the rate of inflation
from GDP. 1]
The MPI is the:

A measure of poverty index
B monetary poverty index
C multidimensional poverty index

D multinational production index. 1]
When people are between jobs, it is known as:

A cyclical unemployment
B demand-deficient unemployment
C frictional unemployment

D structural unemployment. [1]
The aggregate expenditure function is:

A C+1+G+ X+ M

B C+I1+G+ (X-M)

C C+I+T+38§

D C+I+X+M [1]

7

10

n

12

The multiplier is calculated by 1 divided by:

A APS + ART + APM

B MPS + MPC + MPM

C MPS + MRT + MPM

D MPS + MRT + MPX [1]

The quantity theory of money is:

A MP = VT
B MT = VP
C MV =PT
D TV = PM [1]

The speculative demand for money is:

A an active balance with interest elastic demand

B an active balance with interest inelastic
demand

C an idle balance with interest elastic demand

D an idle balance with interest inelastic
demand. [1]

A liquidity trap shows the situation when the
demand for money is:

A perfectly elastic
B perfectly inelastic
C relatively elastic

D relatively inelastic. [1]

(a) Explain what is meant by structural

unemployment, [12]

(b) Discuss whether frictional unemployment
is likely to have a more damaging effect
on an economy than cyclical

unemployment. [13]

Discuss whether a decision by a multinational
to produce in a country will always be of

benefit to that country. [25]



Government macro

intervention

AL 5(a)~(c)

» government macro policy aims
» inter-connectedness of problems

» effectiveness of policy options to meet all macroeconomic objectives.

10.1 Government macro policy aims
This topic is concerned with:

inflation
balance of payments

>

>

» exchange rates
> unemployment
>

economic growth and development.

Governments usually have a wide range of aims in relation to macroeconomic
policy, but in most cases they tend to concentrate on a combination of these
five aims.

Inflation

One aim is in relation to changes in the general level of prices in an economy
over a period of time. Governments generally aim for a relatively low and
stable rate of inflation, although what might be considered a relatively low
and stable rate of inflation is likely to vary from one country to another.

Balance of payments

A government would aim for the balance of payments to be in equilibrium
over a period of time. This means that the inflows of money equal the
outflows of money taking into account all aspects of the balance of payments.

Exchange rates

Governments generally aim to avoid large fluctuations in the external value of
the currency. This will be easier to achieve with a fixed exchange rate where
the government intervenes in the foreign exchange markets on a regular basis
in order to maintain a particular rate of exchange with other currencies. If
there is a floating exchange rate, this will be more difficult to achieve because
the rate of exchange with other currencies will be determined by changes

in the demand for, and the supply of, the currency on foreign exchange
markets. However, some governments aim to reduce any large fluctuations in
a floating exchange rate system through a degree of intervention and this is
known as a managed float.

A Level



Unemployment

Governments aim to achieve full employment, although this may vary from
one country to another. Full employment is defined as the situation which
exists when all those willing and able to work at the given real wage rate
are either in employment or about to take up employment, i.e. they are
frictionally unemployed.

Economic growth and development

Governments aim for a high economic growth rate, although there is
increasing recognition that the growth rate needs to be sustainable. This
means that there should be conservation as well as use of non-renewable

resources so that the interests of future generations, and not just those of the

present generation, are taken into account.

Economic development is a broader aim, focusing not just on growth in terms

of real national output, but also on other factors that influence the standard

of living and the quality of life of people, such as in relation to the provision

of education and health care.

0.2 Inter-connectedness of problems

This topic is concerned with:
» the relationship between the internal and external value of money
» the relationship between the balance of payments and inflation

» the trade-off between inflation and unemployment; the Phillips curve.

The relationship between the internal and external
value of money

It is important to distinguish between the internal and ex{

ev, but it also needs to be stressed that the two values of money are
interrelated. For example, if a country is experiencing a relatively high rate
of inflation, this will reduce the internal value of a currency. Exports will
become more expensive and if demand for those exports is price elastic,
the demand for them will fall, as will the demand for the currency to pay
for them. This will lead to a fall, or depreciation, in the external value of
the currency.

The relationship between the balance of payments
and inflation

If there is a relatively high rate of inflation in a country, this will make
exports more expensive. This is likely to reduce the demand for them,
assuming that the price elasticity of demand for the exports is elastic. The
demand for imports, however, may remain unchanged. In such a situation,

the money received from exports will fall but the money paid for imports will

remain the same. This will lead to a deterioration in the current account of
the balance of payments.

The trade-off between inflation and unemployment;
the Phillips curve

If a country is experiencing a relatively high rate of inflation, its government

may decide to deliberately bring down the rate of aggregate demand to

reduce the inflation rate, especially if the country is experiencing demand-pull

inflation. For example, monetary policy could be used to reduce aggregate

demand through an increase in the interest rate or fiscal policy could be used

e 8 What you need to know

You need to understand
that governments in all
countries have a number
of macro policy aims
and that these relate to
inflation, the balance of
payments, exchange
rates, unemployment
and economic growth
and development.

ney: the value of
a currency in terms of
how many units of other
currencies it can buy on
the foreign exchange
markets.



Government macro intervention

through an increase in taxation. If there is a reduction of aggregate demand in
an economy, it is likely to lead to an increase in the level of unemployment.

This trade-off between inflation and unemployment can be seen through the
Phillips curve, as shown in Figure 10.1.
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A Figure 10.1 The Phillips curve

The diagram shows that if there is a fall in the level of unemployment from
0U, to OU,, this will have the effect of increasing the general level of prices
in the economy from OP, to OP,. However, some countries experienced

ag ,i.ea 51tuat1cm of buth relatively high inflation and relatively high
unempluyment suggesting that the trade-off did not always apply.

This absence of a trade-off between inflation and unemployment was
particularly noticeable in the long run. This was because of the expectations
of consumers in terms of future prices and the expectations of producers
in terms of future costs. This has given rise to the expectations-augmented

| ¢ in the long run. This is a vertical line that shows what is

called UJ: the non-accelerating inflation rate of unemployment. This is
shuwn in Flgure 10.2.
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Unemployment %

A Figure 10.2 The expectations-augmented Phillips curve

This diagram shows three Phillips curves in the short run: SRPC, SRPC, and
SRPC,. However, although the trade-off relationship can be seen in the short
run, in the long run LRPC is a vertical straight line to indicate NAIRU.

fle : a situation
charac1er|sed by both
a high rate of inflation
and a high level of
unemployment.

Phillips c taway
of showmg 1he trade-
off between the rate of
inflation and the level

of unemployment in an
economy. It is shown

as a curve in the short
run, but in the long run it
becomes a vertical line.

{U: the non-
accelerating inflation
rate of unemployment




' ¥ What you need to know

It is important to be able to show the distinction between the short-

run Phillips curve and the long-run Phillips curve. In the short run, it

is a curve because as the price level in an economy rises, the level of
unemployment falls and as the level of unemployment rises, the level

of inflation falls. However, in the long run, the Phillips curve is not a
curve but a vertical straight line. Any attempt to reduce unemployment
by increasing demand will just lead to inflation. This long-run curve is
known as the expectations-augmented Phillips curve, i.e. it takes into
account the expectations that consumers and producers have in relation
to prices, wages and costs. This vertical line will show NAIRU, which is
the level of unemployment in an economy that does not cause the rate of

inflation to increase.
L. >y

Make sure that you

are able to clearly
distinguish between the
short-run and the
long-run Phillips curve.

10.2 Effectiveness of policy options to
meet all macroeconomic objectives

This topic is concerned with:

» problems arising from conflicts between policy objectives on inflation,
unemployment, economic growth, balance of payments, exchange rates
and the redistribution of income and wealth

» the existence of government failure in macroeconomic policies

» Laffer curve analysis.

Problems arising from conflicts between policy objectives
on inflation, unemployment, economic growth, balance of
payments, exchange rates and the redistribution of
income and wealth

It is not always easy for governments to achieve success in all policy
objectives and it is often the case that there are conflicts between different
policy objectives. For example, a depreciation or a devaluation in the value
of an exchange rate could increase the demand for exports and decrease the
demand for imports, assuming that the price elasticity of demand for both
is elastic (for a devaluation to be successful, the Marshall-Lerner condition
states the sum of the two elasticities must be greater than one). However, if
the price elasticity of demand for imports is relatively inelastic, the demand
for them will not change significantly and the effect of this is that it will
contribute to a relatively high rate of inflation in an economy, both in terms
of the price of imported raw materials/component parts and imported
finished goods.

The Phillips curve shows the possible conflict when a government tries
to reduce both the rate of inflation and the level of unemployment in an
economy. Policies to reduce the level of unemployment will not usually
conflict with a policy of achieving economic growth, but there may be a
conflict between the policy objective of high economic growth and the need
to protect the environment, especially if the rate of growth is unsustainable,
i.e. it does not sufficiently take into account the needs of future generations.

A policy objective of redistributing income and wealth, such as through
progressive taxation, may have a disincentive to work effect on those
workers paying high rates of taxation on their earnings and this could have a
dampening effect on the rate of economic growth in an economy.
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The existence of government failure in
macroeconomic policies

It is possible that a government may fail in its macroeconomic policies. For
example, policies to bring about a more equitable distribution of income and
wealth in an economy through the use of progressive tax could not only create
a disincentive to work effect, as already indicated, but could also lead to people
deciding to leave a country in protest at the high rate of tax being paid. Such
people are likely to be the most educated and the most skilled in an economy,
and this is why such a situation has been referred to as a ‘brain drain’,

Information failure could have an impact on the success or otherwise of a
government’s macroeconomic policies. For example, there may be a time lag
between when a policy is introduced and when it begins to have an effect,
but during this time lag the economic situation has changed. It has been
estimated by economists that a change in interest rates can take up to 18 or
24 months to be fully effective.

A country may be experiencing a relatively high rate of inflation and so

the government decides to take appropriate measures to reduce the level of
demand in the economy. However, the level of inflation then falls for reasons
that have nothing to do with the measures taken, leading to a rise in the
level of unemployment as a result of the measures taken, an unintended
consequence of the measures taken,

Laffer curve analysis

A Laffer curve shows the relationship between the percentage tax rates in
an economy and the revenue received by government from the taxation.
Figure 10.3 shows the Laffer curve.
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A Figure 10.3 The Laffer curve
The Laffer « > shows that as the tax rate is increased along the horizontal

axis, the revenue received from this taxation at first increases and then falls.
At relatively high rates of tax, the tax is not worthwhile as it actually brings
in less revenue than at lower rates of tax.

Make sure that you

are able to refer to
different examples of
problems arising from
conflicts between policy
objectives on a wide
range of macro policy
aims.

Make sure that you
are able to refer to
different examples
of government
failure in relation

to macroeconomic

olicies.
L P

A Laffer curve shows
the relationship between
changes in the rate of
tax and changes in the
revenue that is received
from that taxation. As
the tax rate is increased,
the tax revenue first
begins to rise until a
certain percentage of
tax is reached and then
falls. This shows the
disincentive effect of high
rates of taxation on both
workers and firms. The
name of the curve that
shows this relationship
comes from the name
of an economist, Arthur

Laffer.
.

affer curve: a curve that
shows the relationship
between tax rates and
the revenue received
from those taxes.




Revision checklist

I can:

understand the macro policy aims of governments
understand the relationship between the internal and the external value of money

understand the relationship between the balance of payments and the rate of inflation

in an economy

understand the relationship between the rate of inflation and the level of unemployment

in an economy

distinguish between the short-run and the long-run Phillips curve

be clear about what is meant by NAIRU

appreciate that problems can arise from possible conflicts between the different policy

objectives of a government

understand the implications of government failure in macroeconomic policies

understand what is involved in a Laffer curve analysis in relation to the tax rates in
an economy and the revenue generated by those taxes.

O OO Oodo O do

“+ Exam-style questions
Governments generally aim for a:

A relatively high and stable rate of inflation
B relatively high and unstable rate of inflation
C relatively low and stable rate of inflation
D relatively low and unstable rate of
inflation, [1]

When a government intervenes in a floating
exchange rate system, it is known as:

A a managed float

B a special float

C a stable float

D an interventionist float. [1]
Stagflation refers to a situation where there
is a combination of:

A high inflation and high unemployment
B high inflation and low unemployment

C low inflation and high unemployment

D low inflation and low unemployment. [1]
The long-run Phillips curve is a:

A downward sloping straight line
B horizontal straight line

C upward sloping straight line

D

vertical straight line. [1]

For a devaluation to be successful, the Marshall-
Lerner condition states that the price elasticities
of demand for exports and imports should be:

A equal to one

B equal to zero

C greater than one

D less than one but more than zero. [1]
The Laffer curve shows that as the tax

rate increases:

A the tax revenue at first falls and then rises

B the tax revenue at first rises and then falls

C the tax revenue continually falls

D the tax revenue continually rises. [1]

(a) Explain the main macroeconomic policy
aims of a government. [12]

(b) Discuss to what extent these macroeconomic
policy aims are likely to give rise to a
conflict between them. [13]

Discuss whether the Phillips curve adequately
shows the trade-off between the levels of inflation
and unemployment in an economy. [25]



Raising your achievement

Sharing some ideas about how to achieve the best you can
in your Economics examinations.

During your course of study

Let’s start with some ideas about how to make good use of your study time.

Recent research shows that there are some important things you can do from
the very start to make sure you achieve your best.

The first thing is to set yourself some definite goals. Here are some important
questions for you to answer:

Question 1

What grade do you want to achieve in Economics to ensure that you are
pleased with your result and to ensure that you can gain acceptance for the
next stage in your education or employment? Setting a specific goal will
motivate you and give you something to focus on.

Question 2

How much time do you spend out of class working on developing your skills
in Economics? You may already spend many hours in private study, but if you
feel this is not the case, it is a good idea to set yourself some definite plans to
increase your study time. This can be done gradually; for example you could
plan to add an extra hour to your normal study time for the next few weeks.
Then you could add an extra hour to this increased time, and so on.

Question 3

What is your reaction when you have received some work back in Economics
and you have not done quite as well as you had hoped, despite having

made a real effort to get a good mark? Many students will, understandably,
answer by saying they are a bit deflated and hope they can get over the
disappointment quickly. However, maybe if this is your typical response,

you could think a little differently. Research shows that students who say to
themselves something along the lines of: “Okay, this did not go so well; let me
have a look at what I did wrong and learn from my mistakes” turn a negative
experience into something far more positive which then leads to real progress.

Question 4

What do you do with all the work you do during your course of study? Maybe
your answer is: “Well, | have it all here somewhere, it just needs sorting out™.
Many students would find it extremely helpful to keep a carefully organised
collection of the work they do. Have a separate section for each topic with
your notes, all the answers you have produced together with the questions or
at least a reference to where these questions can be found. When it comes to
preparing for the examination, having a well-organised file will mean you can
get on with revision without wasting time trying to find the relevant materials.

So, at this stage you could be working towards the following position:

> you have a definite goal (the examination grade that you would like
to achieve)

» you have a plan to increase the time spent on private study

» vyou view each result you achieve for the work you do as an opportunity
to learn from your mistakes

Setting a specific goal
will motivate you and
give you something to
focus on.

Make definite plans to
increase your study
time.

Try to learn from your
mistakes.

Organising your work
will make it easier to
revise.




» you are building up a well-organised file of work which will be invaluable
for revision.

Some practical ideas to help you learn more effectively
during your course of study

Self-assessment: this means that you mark your own work making use of
a model answer or mark scheme provided with past examination papers.
Research has shown that there are many benefits to doing this if you carry
out the process on a regular and frequent basis, for example:

> you find out for yourself how well you have done as quickly as you wish
after completing a task

> you can get immediate information about any errors or omissions in your
answer, so you can start to learn from your mistakes right away

» if you use mark schemes (for example examination paper mark schemes)

you can learn a great deal about how marks are allocated to answers
so that you are better prepared to produce the answers expected in an
examination situation.

Peer-assessment: an alternative to marking your own work is to get a friend
to mark your work, while you mark your friend’s work - the same benefits
will arise in this situation.

‘Repairing’ your answers: the more substantial benefits of checking your
own work arise when you then go on to look more closely at any aspect of
your answer which was not correct or where something was missing. It is a
good idea to spend a little time trying to understand why the model answer
is showing a particular outcome which is different to the answer you have
provided. Try and work out for yourself how the right answer was achieved,
or maybe ask your teacher or a friend to explain the right answer to you if
you really cannot see how it was done. It is as this point you will find you are
making real progress by focusing on any shortcomings in your own work. Do
make a point of adding some notes about the correct answer to your work;
these notes will be useful when you look back at the question and the answer,

Here are some straightforward situations to illustrate what is meant by
‘repairing’ answers.

=
Example 1: repairing an answer where a calculation is incorrect

Calculate the price elasticity of demand for a product from the
information provided.

Original price per unit: $6

New price per unit: $8
Original demand: 200 units
New demand: 300 units

Student’s answer Model answer

The price elasticity of demand for a product is
percentage change in price divided by percentage
change in quantity demanded.

This is 33.3%/50.0% = 0.66

The price elasticity of demand for a product is
percentage change in quantity demanded divided
by percentage change in price.

This is 50.0%/33.3% = 1.5




Action taken to repair the answer:

Raising your achievement

Student’s answer

Repair

The price elasticity of demand for a product is
percentage change in price divided by percentage
change in quantity demanded.

This is 33.3%/50.0% = 0.66

| should have learned the formula for the
calculation of price elasticity of demand better. |
must remember in the examination that it is the
percentage change in the quantity demanded of a
product divided by the percentage change in the
price of the product, not the other way round as |
had mistakenly thought.

is incorrect

a product to the right.

Example 2: repairing an answer where a written response

Describe the factors that could bring about a shift of the demand curve for

Extract from the student’s answer

Extract from the model answer

A shift of the demand curve for a product to the
right is caused by a fall in the price of a product.

The fall in price of the product will make more
consumers want to buy the product and this can
be seen in the shift of the demand curve to

the right.

The factors that could bring about the shift of the
demand curve for a product to the right:

» anincrease in the incomes of consumers
» anincrease in the price of a substitute product

» adecrease in the price of a complementary
product

» an advertising campaign stressing the positive
features of the product

» anincrease in population

» achange in the tastes and preferences of
consumers in favour of the product

» adecrease in the rate of interest, making
borrowing more affordable.

\

Action taken to repair the answer:

Extract from the student’s answer

Repair

A shift of the demand curve for a product to the
right is caused by a fall in the price of a product.

The fall in price of the product will make more
consumers want to buy the product and this can
be seen in the shift of the demand curve to

the right.

I should have remembered that a change in the
price of a product only causes a movement along
a demand curve, not a shift of a demand curve.

| must remember the difference between a change
in demand and a change in the conditions of
demand in the examination. | need to make sure

| am able to distinguish between a movement along
a demand curve and a shift of a demand curve, so
that | do not make this mistake in the examination.

So why is assessing my own work and then ‘repairing’ answers

such a good idea?

Well, the answer is that much international research has shown that this
approach carried out systematically will make a big difference to what an
individual can gain from all the practical work which is carried out and over
a course of study can boost an individual’s performance by as much as two

examination grades!




In the first illustration the student has focused attention on how the price
elasticity of demand for a product should be calculated. If this process is
repeated whenever this type of error is made, then very soon it is likely that
the student will have learned the correct formula for the calculation of this
important concept.

In the second illustration, the student has focused attention on how they
have completely misunderstood the question, confusing a movement along a
demand curve and a shift of a demand curve. As a result, they now have their
own personal record of what is needed to avoid repeating the error, and if
they repeat this process for similar questions it is much more likely they will
remember this distinction between a movement along a curve and a shift of a
curve. Remember each correction you make represents a step - maybe just a
small step - towards improving your examination performance.

Making progress with written answers

In order to make progress on demonstrating knowledge and understanding of
key Economics ideas and concepts, you could try the following process in a
situation where you are reading through a passage in a textbook or handout
about a particular topic.

The process helps you organise information and consists of several steps:
Step 1: highlight key points in the text.

Step 2: prepare a table in which you make some notes which summarise key
points about a particular aspect of the topic.

Step 3: prepare a second table this time making some notes which
summarise key points about a different aspect of the topic, and so on. More
tables can be added if necessary.

,
Example 3: using tables to analyse knowledge and ideas in an
AS level topic: factors of production

Having highlighted key points in a textbook about the factors of production,
you could produce tables along the following lines:

Table 1: The definitions of the factors of production

Land The factor of production that is concerned with the natural resources of an economy,
such as farmland or mineral deposits.

Labour The factor of production that is concerned with the workforce of an economy in terms of
both the physical and mental effort involved in production.

Capital The factor of production that relates to the human-made aids to production, such as
tools and equipment.

Enterprise | The factor of production that takes a risk in organising the other three factors of
production. The individual who takes this risk is known as an entrepreneur.

Table 2: The rewards to the factors of production

Land Rent

Labour Wages or salaries
Capital Interest
Enterprise Profit
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'
You can keep creating tables, looking at other aspects of factors of
production or looking at certain factors of production in particular, such as
the role of the factor enterprise in a modern economy.

The benefit of using this type of approach is that it makes information
more accessible because the focus is on one particular aspect of the topic
at a time. As a result, the ideas become more understandable and more

memorable because they are separated out and carefully organised.
_

-
Example 4: using tables to analyse knowledge and ideas in an
A level topic: cost benefit analysis

You have just been reading some passages in a textbook about cost
benefit analysis.

Step 1: highlight each key point

Step 2: set up a table to organise some key information about the topic
focusing on just one aspect

Step 3: set up a second table to organise some key information about the
topic focusing on a different aspect, and so on. More tables can be added
if necessary.

Table 1: The advantages and disadvantages of cost benefit analysis

Advantages Disadvantages

Not all of the costs and benefits will have a
market price, such as the price of pollution.

All the costs and benefits of an investment
project can be analysed, not only the private
costs and benefits.

It can take a wide view of an investment project,
considering its full impact on an economy
and society.

It will be difficult to compare the interest of
present and future generations.

It can consider the impact of an investment
project not just at one moment in time, but over
a period of time.

or spillover, effects, but it may be difficult to

An investment project is likely to have third party,

establish what these are and how far they extend.

Table 2: Possible solutions to the limitations of cost benefit analysis

Problem

Solution

Drawbacks

Not all of the costs and benefits
will have a market price, such as
the price of pollution.

In the absence of market prices,
values will need to be estimated
through the use of shadow prices.

Shadow prices will not always
be accurate, such as the
valuation of time or an accident.

It will be difficult to compare the
interest of present and future
generations.

Future costs and benefits can
be converted into present
values through the process of
discounting.

It is difficult to establish the
future values of costs and
benefits and discounting is
quite a complex process.

An investment project is likely
to have third party, or spillover,
effects, but it may be difficult
to establish what these are and
how far they extend.

The cost benefit analysis can
attempt to include all of the
possible third party, or spillover,
effects.

It can be very difficult to
establish how far such effects
extend, such as the advantages
of constructing a new road

and the disadvantages of the
pollution that may be caused.

Again, the process of analysing text and organising the key points into tables
which have a clear focus can act as a powerful aid to learning.

LN




Avoiding the most common weaknesses in exam answers

When you look at the ‘Raise your grade’ feature in the units in this book,
you will soon become aware of a number of common errors to be avoided.
It is important that you know how to avoid some of the most common
weaknesses in examination answers.

Weakness 1: not reading the question carefully

You may think that you have read an examination question, but have

you read it carefully? Have you looked at every word in a question and
established exactly what the examiner requires you to do? There are many
examples where candidates will have thought that they were answering

an examination correctly, when in fact the reality was very different. For
example, the case where an examination required candidates to write about
the consequences of inflation, and one candidate misread the question and
wrote about the causes of inflation instead, an entirely different question
requiring an entirely different answer.

Weakness 2: not reading the ‘hint’ words

This follows on very closely from the first weakness and arises from a failure
to read an examination question carefully enough. Examination questions in
Economics often contain strong hints to guide you in terms of what you need
to write. This can be the case in ‘discuss’ questions where the questions may
contain words such as ‘to what extent’, “whether’ or ‘always’. These can be
extremely helpful in terms of giving candidates a steer as to how they need to
answer the question.

Weakness 3: not looking closely at the ‘command’ or ‘directive’
word used in an examination question

Many candidates, when they read and answer an examination question,

tend to focus on the content covered by the question in terms of a particular
topic on the syllabus, such as inflation or unemployment. However, it is also
important to look carefully at the command or directive word being used in

a question as this indicates what the examiners are actually asking you to

do. For example, there is a great deal of difference between an examination
question that asks you to state or identify something and one that asks you to
discuss or evaluate something.

Weakness 4: not including both points of view and a conclusion in
a ‘discuss’ question

This follows on very closely from the previous weakness and arises from a
failure to look closely at the command or directive word used in a question.
In Economics, a ‘discuss’ question will usually ask you to contrast two
alternative viewpoints or perspectives and then come to a conclusion in

the form of a judgement or recommendation. However, many candidates in
a ‘discuss’ question only look at one point of view and/or do not include

a conclusion. This will limit the number of marks that can be awarded for
such an answer. It is also important to stress that the conclusion must be
logical, i.e. it must follow on sensibly from what the candidate has written.
For example, there was one answer to a question on whether monetary policy
or fiscal policy was the best solution to the problem of inflation where the
candidate, having written throughout the answer that monetary policy was
likely to be more effective, concluded that fiscal policy was the best solution,
completely contradicting what had gone before.
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Weakness 5: not structuring and presenting the answer clearly

One other problem which can frequently arise is that answers are not

well presented. To some extent this is understandable under examination
conditions and, of course, it is accepted that corrections and alterations may
need to be made to answers. However, there is no real reason why answers
should not be set out properly. For example, it is very helpful if candidates
can structure their longer answers into coherent and logical paragraphs. This
makes it easier for the examiner to follow the argument or line of thought
that is being presented.

So the important ideas arising from this review of the most common
weaknesses in examination answers are to:

» read questions very carefully
look for possible “hint’ or ‘steer’ words in a question
look closely at the ‘command’ or ‘directive’ word used in a question

include both points of view and a conclusion in a ‘discuss’ question

Y Y vyy

present and structure answers as clearly as possible from the very start
of your course.

Understanding what is expected by different types
of question

Each question in an examination will start with a particular command
or directive word which asks you to do something, as has already been
explained. It is important to understand why particular words are used
and what they mean, otherwise it is possible you will waste time by
misunderstanding what is required and lose marks for not doing what is
expected of you.

Examination papers will be designed:

To test By asking you to
Knowledge Identify
State
Define
Outline
Understanding Describe
lllustrate
Application of knowledge and Explain/how
understanding in particular Compare
situations Calculate
Consider
Investigate a situation or a Analyse
problem Comment upon
Ability to look at a situation or Discuss
a problem from different points | Justify
of view, consider a range of Assess
factors, make a judgement and | Evaluate
provide a conclusion




Words used

What is expected

Examples of questions

Identify A brief response, enough AS Level Identify two functions of money.
State to show you can remember State two canons of taxation.
Define some facts or ideas. Define cross elasticity of demand.
Outline Identify: name the key Outline the differences between a tariff and a
knowledge point guota.
State: give a concise answer | A | oyl Identify two pricing policies.
with little or no supporting State the quantity theory of money.
argymen? required Define labour productivity.
Define: give the exact
meaning of
Qutline: describe the key
points without detail
Describe A fuller written statement AS Level Describe the causes of inflation.
lllustrate giving facts and (especially lllustrate with a diagram the meaning of the
where explain is used) J curve.
requiring some development; | A | gyl Describe the equi-marginal principle.
that is a further statement lllustrate with examples the meaning of
designed to show economies of scale.
understanding. Sometimes
the development can take the
form of examples.
Describe: give a description
of, explain the main
features of
lllustrate: give examples, use
a diagram
Explain/how | Answers are required about a | AS Level Explain what is meant by consumer surplus.
Compare particular situation. Compare a depreciation and an appreciation
Calculate Explain/how: give clear of a currency.
Consider reasons or make clear the Calculate the price elasticity of demand for
meaning of, use examples this product.
and explain the theory behind Consider who might benefit from a trade war
the question despite the advantages of free trade.
90',“Pf"!’9= explalln the A Level Explain what is meant by Pareto optimality.
similarities and differences Compare internal and external diseconomies
between of scale.
.Galculaile: worklout using the Calculate the value of the multiplier.
mforn'_laﬂon prowded Consider why small firms continue to exist
Consider: give your thoughts despite the advantages of large firms.
about, with some justification
Analyse Where you study some AS Level Analyse the effect of providing a subsidy
Comment information in some depth, in a market.
upon separating out different Comment upon the view that all important
aspects of the information. decisions in Economics are taken at the
Analyse: explain the main margin.
points in detail, examine A Level Analyse the effect of increasing interest rates

closely, separate into parts
and show how all the parts
connect and link
Comment upon: give your
reasoned opinion on, with
explanations

in an economy.

Comment upon the view that a relatively high
rate of economic growth is always of benefit
to an economy.
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Discuss
Justify
Evaluate
Assess

Where you look at both sides
of a particular proposal or
idea, pointing out the benefits
but also the drawbacks. You
may be asked to make a
judgement and give reasons
to support it.

Discuss: give the important
arguments for and against,
often requires a conclusion;
this command word requires
‘analysis’ and ‘evaluation’.
Justify: explain why the
arguments for an opinion are
stronger than the arguments
against

Evaluate: discuss the
importance of, judge the
overall worth of, make an
attempt to weigh up your
opinions

Assess: show how important
something is, give your
judgement on

AS Level

Discuss whether monetary policy or fiscal
policy is likely to be more effective in reducing
the rate of inflation in an economy. Justify
your answer.

Evaluate the decision of a government to
devalue its currency to reduce the deficit

in the current account of the balance of
payments.

Assess the arguments in favour of
protectionism.

A Level

Discuss whether the consequences of
unemployment are always negative. Justify
your answer.

Evaluate the decision of a country to
concentrate on using, rather than conserving,
its natural resources.

Assess the arguments in favour of a
multinational deciding to build a factory in a
developing economy.

Preparing for the exam

Before the exam

You need to approach the examination in a professional way. The key to
success is preparation!

Here are eight top tips to help you prepare for the examination:

1
2

Read and appreciate the aims and objectives of the syllabus.

Look through the details of the five topic areas of the syllabus; check that
you have covered everything.

Make sure that you have your file of notes organised: complete and in the
right order. The importance of this has already been stressed.

Malke sure that you are familiar with at least one good, up-to-date,
textbook and one dictionary of Economics (very useful for definitions
of key terms and concepts and for mastering the underlying ideas of
the subject).

Keep up-to-date with recent developments by reading appropriate
newspaper and magazines, such as changes in interest, exchange and
growth rates, levels of inflation and unemployment and significant
economic events around the world.

Go through each part of the syllabus and make sure that you have
revision cards, spider diagrams or bullet points on each of the main areas
and topics.

Look at specimen and past papers and at any examples of model or
worked answers, but remember that they are answers to previous
questions - the questions on your examination paper will be different.



8 Make sure that you allocate sufficient time to revision, in sensible blocks
of time, and in an appropriate working environment. Draw up a realistic
revision timetable and aim to use your revision time effectively. Some
further advice on revision is given below.

Revision

As the examinations draw nearer, you will be thinking about the best way to
revise. Just how much revision is done and how frequently it is done will,
of course, vary from one student to another. In Economics it is important
that a substantial portion of your revision time is spent actually answering
questions. This will ensure that you remember the key points to be made in
yOur answers.

You will find it useful to make a checklist of all the main topics in the AS/A
Level specification and work your way through the list finding questions to
try on each topic. This is where that well-organised course file will prove
invaluable because you should easily be able to find suitable questions
with your answers, including your own notes on points you learned when
you did the question originally, plus a model answer. If you feel confident
about a topic just try the trickier parts of the question again. Avoid looking
at the model answer unless you really get stuck. If you are less sure about a
topic, be prepared to spend more time on it. Try working through the entire

question rather than just a few selected elements. Again, have a model
answer available to help you if you get stuck. In the end you will find that
actually answering questions will restore your confidence far more effectively
than just reading through notes and looking at answers to past questions.

The key concepts

In addition to the five topic areas of the Economics syllabus, there are also
five key concepts. These refer to essential ideas, theories, principles or mental
tools that will help you to understand the subject better. They will also help
you in your revision for the examination, making you better able to make
links between the different topics in the syllabus. These key concepts are
listed and explained in the table below.

Key concept

Description

Scarcity and choice

The fundamental problem in economics is that resources are scarce
and wants are unlimited, so there is always a choice required between
competing uses for the resources.

The margin and change

Decision-making by individuals, firms and governments is based on
choices at the margin; that is, once behaviour has been optimised, any
change will be detrimental as long as conditions remain the same.

Equilibrium and efficiency

Prices are set by markets, are always moving in to, and out of, equilibrium,
and can be both efficient and inefficient in different ways and over different
time periods.

Regulation and equity

There is a trade-off between, on the one hand, freedom for firms and
individuals in unregulated markets and, on the other hand, greater social
equality and equity through the government regulation of individuals and
markets.

Progress and development

Economics studies how societies can progress in measurable money terms
and develop in a wider, and more normative, sense.




Raising your achievement :

The exam

Here are seven top tips to help you do as well as you possibly can in
the examination:

1 Don‘t panic. Stay calm. The examiners want to give you the chance to
show what you know, not what you don’t know.

2 Read the examination questions carefully; it is so easy to overlook some
detail or some particular wording which can drastically affect the quality
of your answer. This is a point that has already been stressed.

3 Answer all parts of the question and use the marks allocated to each part
as a guide to how long you should spend on each section. Some parts
will only gain you two marks while other parts may be worth as many as
12 or 13 marks.

4 Look carefully at the command or directive words in the questions, such
as explain, consider, analyse, compare, discuss, distinguish, identify, how
far or to what extent. These words indicate what the examiners want you
to do; the more you discuss, analyse or evaluate, rather than just describe,
the higher the mark you will get. This point has already been stressed.

5 Wherever possible, use diagrams to aid your explanations, but make sure
that they are accurately drawn, fully labelled and that you refer to them
in your answer.

6 You should also try and bring in appropriate examples of current
economic issues and problems to support the points you are making.

7 Time management is crucial, Ensure that you manage your time in the
examination as effectively as possible. There is a lot that will need to
be done in the time but you should try and leave time to read through
your answers and correct any mistakes and/or add anything you feel
is missing. An indication of how much time should be allocated to
answering questions in the different examination papers is given below.

Time management
AS Level exam

In Paper 1, you will have 1 hour to answer 30 multiple choice questions. The
time allocation for each question is therefore two minutes.

In Paper 2, you will have 1 hour 30 minutes to answer 2 questions (one will
be Question 1 and the other will be Question 2, Question 3 or Question 4).
The time allocation for each question is therefore 45 minutes.

A Level exam

In Paper 3, you will have 1 hour 15 minutes to answer 30 multiple choice
questions. The time allocation for each question is therefore two and a
half minutes.

In Paper 4, you will have 2 hours 15 minutes to answer 3 questions (one will
be Question 1 and the other two will be chosen from Questions 2, 3, 4, 5,

6 or 7). Question 1 carries 20 marks, whereas the other questions carry 25
marks each. The time allocation is therefore approximately 39 minutes for
Question 1 and 48 minutes for each of the other two questions.

These timings per question are a guide only. You may need to spend a little
more time on a particular question and a little less on another. However,
don’t forget that every minute over the target time will be a minute less
available on another question.



Exam-style questions

Assessment for A Level Economics
The assessment structure for A Level Economics is shown in the table below.

. e . . . AS Level A Level
Component | Type of Paper Marks Time Weighting Weighting
Paper 1 Multiple Choice 30 1 hour 40% 20%

30 multiple choice questions based
on the AS Level syllabus content

Paper 2 Data Response and Essay 40 1 hour 30% 15%
Section A: one data response 30
question (20 marks) minutes
30% 15%

Section B: one structured essay from
a choice of three (20 marks)

Based on the AS Level syllabus

content

Paper 3 Multiple Choice 30 1 hour 15%
30 multiple choice questions based 15
on the Additional A Level syllabus minutes
content

Paper 4 Data Response and Essays 70 2 hours 10%
Section A: one data response 15
question (20 marks) minutes 25%
Section B: two essays from a choice
of six (50 marks)

Based on the additional A Level
syllabus content

Note: Papers 3 and 4 test the additional syllabus content for A Level, but also require a knowledge and
understanding of the AS Level syllabus content.

The following questions, covering each of the four papers, are an indication
of what you will be required to answer in the examination.




Exam-style questions @
Paper1

In Paper 1, all of the multiple choice questions have only one correct answer.
1 When it is said that economic goods are scarce, it means that:

A production has not kept pace with other goods

B the goods have opportunity costs

C the supply of the goods has decreased

D very few items of the goods exist [1]

2 Which of the following is closest to being a ‘pure’ public good?

A defence

B education

C electricity supply

D health care [1]
3 Which of the following would cause a market demand curve to shift

to the right?

A afall in the real disposable incomes of consumers

B arise in the price of a complementary product

C arise in the price of a substitute product

D an increase in interest rates (1]
4  Which of the following would cause the market supply curve for a

good to shift to the left?

A afall in the price of the good

B asubsidy on the production of the good

C an increase in the number of producers

D an increase in the price of factors producing the good [1]
5 A benefit given by a government to those in financial need is called:

A a specific tax

B a transfer earning

C a transfer payment

D an ad valorem tax [1]
6 A maximum price, to have any effect, needs to be introduced

in a market:

A above the equilibrium price

B below the equilibrium price

C equal to the equilibrium price

D where there is a guaranteed price floor [1]
7  Which of the following will definitely occur if the inflation rate in an

economy is 10%?

A Real personal disposable income will fall

B The level of investment will fall

C The value of money will fall

D The volume of exports will fall [1]




8 Which of the following is not a valid argument in favour of a tariff?

A It may give protection against the arrival of cheap foreign labour

B It may give protection to an infant industry

C It may prevent a rise of unemployment in declining industries

D [t may protect industries that are essential to national defence [1]
9 Which of the following is an example of a supply side policy to

reduce inflation?

A Areduction in money supply

B Anincrease in interest rates

C Anincrease in money supply

D Anincrease in spending on training [1]
10 Deflation occurs in an economy when:

A the general level of prices is falling

B the general level of prices is increasing at a more rapid rate

C the general level of prices is increasing at a less rapid rate

D the general level of prices is neither increasing nor decreasing [1]




Exam-style questions

Paper 2

In Paper 2, you are required to answer the question in Section A and one
question from Section B. Each of the two questions carries 20 marks.

Section A

1 The Economics Minister of a country is concerned about the relatively
high rate of inflation her country has been experiencing in recent years.
For example, last year the inflation rate reached 10.6%. She realises that
this could have a significant effect on the standard of living of workers,
especially in terms of their real wages, because the average increase in
wages last year was only 3.8%. The minister is aware that inflation can
be caused by a range of different factors in an economy.

She is determined to try to reduce the level of inflation in the country as
she understands that a relatively high rate of inflation can have a number
of negative consequences, especially in terms of international trade. The
minister appreciates that monetary, fiscal and supply side policies are

all methods that can be used to bring down the rate of inflation and that
they each have various advantages and disadvantages.

(a) What is meant by a ‘real wage’? [2]
(b) Calculate the change in the real wage rate of workers in the

country over the last year. Show your workings. [2]
(c) Explain what is meant by ‘supply side policies’. [2]
(d) Compare demand-pull and cost-push causes of inflation. [4]

(e) Describe the main negative consequences of a relatively high rate
of inflation in an economy on its international trading position. [4]

(f) Discuss whether monetary or fiscal policy is likely to be
more effective in reducing a relatively high rate of inflation in
an economy. (6]

TOTAL: [20]

Section B

1 (a) Explain why a government might decide to provide a public good,
such as national defence, rather than leaving it to be provided by
the private sector. [8]

(b) Discuss whether a government should substantially increase the
indirect tax on a demerit good, such as cigarettes, in an attempt to
reduce the level of consumption of such a good. [12]

TOTAL: [20]




A Level

Paper 3

As in Paper 1, all of the multiple choice questions in Paper 3 have only one
correct answer.

1

A reduction in unemployment in an economy can be shown on a
production possibility curve (PPC) by a:

A movement along the PPC

B movement from within the PPC to a point on the PPC

C movement from within the PPC towards the origin

D shift of the PPC to the right

A social cost is defined as:

A external cost minus private cost
B private cost plus external cost
C social benefit minus private cost

D social benefit plus external cost
Which of the following is not a feature of perfect competition?

A Advertising by firms
B Free entry and exit of firms
C Normal profits in the long-run

D Perfectly elastic supply of factors of production
Which of the following is a condition for price discrimination to exist?

A [tis possible to buy in one market and resell in another
B It is possible to separate the markets
C The firms are in a perfectly competitive market

D The price elasticity of demand must be the same in the markets
A tax is defined as progressive if:

A a high-income earner pays more tax than a low-income earner
B the average rate of tax increases as income increases
C the marginal rate of tax is constant as income increases

D the same amount of tax is paid at all income levels
A trades union will be less likely to raise the wages of its members if;

A the larger the proportion of workers who belong to the union
B the lower the price elasticity of demand for the product produced

C the more easily labour may be substituted for other factors
of production

D the more effectively it can control the supply of labour

Which type of unemployment is directly caused by a deficiency in the
level of aggregate demand in an economy?

A Cyclical

B Frictional
C Seasonal
D

Structural

(1]

(1]

(1]

(1]

(1]

(1]

(1]
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8 Liquidity is defined as the:

A degree of solvency of an individual or firm
B ease with which an asset can be changed into money
C number of transactions that take place in an economy

D velocity of circulation of circulation of money in an economy [1]
9 The Phillips curve shows the trade-off between inflation and:

A deflation
B economic growth
C the equality of income distribution

D unemployment. [1]
10 A Laffer curve shows that:

A an increase in tax rates always leads to an increase in tax revenue
B higher tax rates act as an incentive to people to work

C higher tax rates will lead to a fall in tax revenue
D

higher tax rates will lead to an increase in tax revenue. [1]




Paper 4

In Paper 4, you are required to answer the question in Section A and two
questions from Section B. The question in Section A carries 20 marks and

each of the questions in Section B carries 25 marks.

Section A

1

The Employment Minister of a country is concerned that the rate of
unemployment in his country is substantially higher than that of nearby
countries. He understands that some of this unemployment is due to
structural factors and some of it to cyclical factors.

He believes that one approach to the problem of unemployment would be
to take measures to increase the rate of economic growth and he is aware
that a number of different measures could be taken to increase the rate of
economic growth in the country.

However, the Environment Minister has reminded him that it is important
to understand that a relatively high rate of economic growth may not
be sustainable.

(a) Explain what is meant by the term ‘rate of unemployment’. [2]

(b) Explain what the Employment Minister means when he states
‘that some of this unemployment is due to structural factors and
some of it to cyclical factors” [4]

(c) Consider what is meant by a sustainable rate of economic growth. [6]

(d) Discuss what are likely to be the most significant measures that
could be taken to increase the rate of economic growth in

this country. [8]
TOTAL: [20]

Section B
1 (a) Explain how an economist would compare different market

structures. [12]

(b) Discuss whether a natural monopoly is always in the interests

of consumers. [13]

2 Discuss whether cost-benefit analysis will always lead to the correct

decision being made in relation to an expensive investment project. [25]

TOTAL:  [50]




Appendix: Maths skills for AS

and A Level Economics

Price elasticity of demand

It is important to remember that when calculating price elasticity of demand,
it is necessary to compare percentage or proportionate changes in price and
quantity demanded and not absolute changes.

-

Worked example
To convert % into a percentage, the numerator (30) is divided by the
denominator (80), and the answer multiplied by 100.

30 divided by 80 = 0.375
0.375 x 100 = 37.5%

Worked example

To calculate the price elasticity of demand for a product, it is necessary to
divide the percentage change in quantity demanded of a product by the
percentage change in the price of a product.

If the price of a product increases by 25% and the quantity demanded

10%
decreases by 10%, price elasticity of demand = ﬁ =04

.

If the PED figure is less
than 1, PED is inelastic.
If the PED figure is equal
to 1, PED is unitary
elastic.

If the PED figure is
greater than 1, PED is

L'éla'.s*cic-

Income elasticity of demand

It is important to remember that when calculating income elasticity of
demand, it is necessary to compare percentage or proportionate changes in
income and quantity demanded and not absolute changes.

-

Worked example

To calculate the income elasticity of demand for a product, it is necessary
to divide the percentage change in quantity demanded of a product by the
percentage change in income.

If income increases by 10% and the quantity demanded increases by 20%,
. .. 20%

income elasticity of demand = T =2z

It is also important to remember it is possible that a change in income will
make no difference at all to the quantity demanded of a product. In this
case, YED is zero.

It is also possible that a situation of negative income elasticity of demand
occurs in the case of an inferior good, as the following example shows:

If income decreases by 5% and the quantity demanded increases by 10%,

+10%
income elasticity of demand = -— =-2

' Remember

If the YED figure is less
than 1, YED is inelastic.
If the YED figure is equal
to 1, YED is unitary
elastic.

If the YED figure is
greater than 1, YED is

elastic.
L U




Cross elasticity of demand

It is important to remember that when calculating the cross elasticity of
demand for a product, it is necessary to divide the percentage change in
quantity demanded of a product by the percentage change in price of
another product.

Worked example

To calculate the cross elasticity of demand for a product, it is necessary to
divide the percentage change in quantity demanded of product A by the
percentage change in price of product B.

If the price of tea increases by 20% and the quantity of coffee demanded

30
increases by 30%, cross elasticity of demand e 1.5

20%
In this case, when XED is a positive number, it is clear that tea and coffee
are substitutes.

However, if the price of tea increases by 20% and the quantity of milk
-10%
+20%
In this case, when XED is a negative number, it is clear that tea and milk

are complements.
_

demanded decreases by 10%, cross elasticity of demand = =-0.5

Price elasticity of supply

It is important to remember that when calculating the price elasticity of
supply of a product, it is necessary to divide the percentage change in
quantity supplied of a product by the percentage change in the price.

-~

Worked example

To calculate the price elasticity of supply for a product, it is necessary to
divide the percentage change in quantity supplied by the percentage
change in price.

If the price of a product increases by 30% and the quantity supplied

0

40
increases by 40%, price elasticity of supply = 300::

=1.33

In the case of many products, PES is likely to be relatively inelastic in the
short run and relatively elastic in the long run, although the actual extent of
elasticity of supply will depend on the particular product. For example, the
supply of manufactured products generally tends to be more elastic than the
supply of agricultural products.

If the PES figure is less
than 1, PES is inelastic.

If the PES figure is equal
to 1, PES is unitary
elastic.

If the PES figure is
greater than 1, PES is
elastic.

Nominal and real GDP

It is important to remember than when calculating the Gross Domestic
Product (GDP) of a country it is necessary to take into account the possible
effect of inflation. For example, if the GDP of a country increased by 5% in a
year and the rate of inflation in that country over the year was 5%, it would
be clear that once the effect of inflation was taken into account, the GDP had
not really increased at all. It is therefore necessary to adjust any increase in a
country’s GDP by the rate of inflation. In order to convert a country’s nominal
GDP to real GDP, a price index is used as a price deflator or GDP deflator.
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Worked example

To convert nominal GDP to real GDP, the following formula is used:

nominal GDP
Real GDP =—— x 100
price index

If the nominal GDP of a country has increased from US$100 billion (bn) in
one year to US$106 bn the next year and the price index of the country has

100
increased from 103 to 105, then in Year 1 real GDP was E x 100 = US$97.08
106
bn and in Year 2 real GDP was E x 100 = US$100.95 bn.

Current account of balance of payments

It is important to remember that when calculating the current account of a
country’s balance of payments, it consists of the following four parts:

* the trade in goods, i.e. the balance of trade in relation to the exports and
imports of goods

* the trade in services, i.e. the balance of trade in relation to the exports
and imports of services

* net primary income, i.e. incomes from interest, profits, dividends
resulting from investment and migrant remittances

¢ net secondary income, i.e. contributions to international organisations
and overseas development aid.

( Worked example |
To calculate the current account of a country’s balance of payments, it is
necessary to add together the following four parts:
Part of current account Value in USS$ bn
Trade in goods -188.6
Trade in services 241.2
Net primary income 17.9
Net secondary income -21.4
Total 491
\ J

Balance of payments

It is important to remember that the components of the balance of
payments include the following four parts:

e the current account * the financial account

e the capital account * the balancing item.




'a ™

Worked example
To calculate a country’s balance of payments, it is necessary to add together
the following four parts:
Part of balance of payments Value in US$ bn
Current account 491
Capital account 3.7
Financial account -8.6
Balancing item 1.3
Total 73.5
L J

Exchange rates

It is important to remember that it is possible to distinguish between three
different forms of measurement of exchange rates:

* pnominal exchange rates ¢ trade-weighted exchange rates.

* real exchange rates

Worked example

The nominal exchange rate is simply the rate at which currency can be
exchanged in the foreign exchange market, i.e. it is the amount of foreign
currency that can be purchased for one unit of domestic currency. Therefore,
if the nominal exchange rate between the Great British Pound and the

US Dollar is $1.30, it simply means that £1 can buy $1.30 dollars and no
calculation is required.

However, the real exchange rate takes into account the prices in different
countries. It refers to exchange rates that have been adjusted to take

into account the inflation differential between two countries. While two
currencies may have a certain nominal exchange rate on the foreign
exchange market, this does not mean that goods and services purchased
with one currency cost the equivalent amount in another currency; this is
due to different inflation rates in the two countries. Real exchange rates are
thus calculated as a nominal exchange rate adjusted for the different rates of
inflation. It is calculated by using the following formula:

nominal exchange rate x domestic price index

foreign price index

If the nominal exchange rate between the GBP and the US Dollar is $1.30,
the price index in the UK is 110 and the price index in the US is 107, the real

exchange rate = 3.0 110 =$1.34

107

The trade-weighted exchange rate is an average of a country’s bilateral
exchange rates with other countries, weighted by the amount of trade with
each of these countries. The UK has:
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-

e 50% of its trade with the Eurozone
e 30% of its trade with the USA

e 20% of its trade with Japan.

Using these figures, it is possible to calculate the trade weighted exchange rate.

Currency Value of £, Base year Weighted Value of £, | Price index, | Price index,
Year 1 price index, index Year 2 Year 2 Year 2 x
Year 1 weight
Euro 1=3 100 500 1.20 92.4 46200
Dollar 2.0 100 300 1.75 875 26250
Yen 170.0 100 200 180.00 106.0 21200
93650
, 95360
The trade-weighted exchange rate: = =03.65
1

Depreciation, appreciation, devaluation
and revaluation

It is important to remember that changes in exchange rates are easier to
compare when they are expressed in percentage or proportionate, rather than
absolute, terms.

These four terms need to be clearly distinguished:

* depreciation refers to the fall in the external value of a currency in a
floating exchange rate system

* appreciation refers to a rise in the external value of a currency in a
floating exchange rate system

* devaluation refers to a fall in the external value of a currency in a fixed
exchange rate system

* revaluation refers to a rise in the external value of a currency in a fixed
exchange rate system.

Worked example

If the exchange rate between the Great British Pound and the US Dollar has
depreciated from £1 = US$1.50 to £1 = US$1.20, it has fallen in value by

0.
30 cents. In percentage terms, this is calculated by ? =20%.
1

If the exchange rate between the Great British Pound and the US Dollar has
appreciated from £1 = US$1.50 to £1 = US$2.01, it has increased in value by

0.51
51 cents. [n percentage terms, this is calculated by R =34%.
1.

~

The terms of trade

The terms of trade measures the change in export prices and the change in
import prices and the ratio between these changes.




Worked example

index of average export prices
BF SXPOT! PTCES - 100

The formula to calculate the terms of trade is - - -
index of average import prices

If Year 1 is the base year, the index of average export prices and the index
of average import prices will both equal 100. In Year 2, the index of average
export prices increases to 103 and the index of average import prices

103
increases to 106. The terms of trade = R x 100 = 97.17

LS

Comparative advantage

This is the idea that countries can benefit from specialisation and trade even
if one country had an absolute advantage in all products. The theory was
put forward by David Ricardo in the early 19th century and stressed that
international trade is beneficial if there is a difference in the opportunity cost
ratios between two countries. Through such trade, world output is increased
and consumers can have a wider range of products at a cheaper price than
would otherwise be the case if trade did not take place.

Worked example

There is a situation where resources are allocated between two goods, X and
Y, in two countries, A and B. The output is shown in the table below.

Good X Good Y
Country A 1 4
Country B 2 3

table below.

A key part of the theory of comparative advantage is the importance of
differences in the opportunity costs of production. These are shown in the

Opportunity cost of 1X Opportunity cost of 1Y
Country A 4y 0.25X
Country B 1.5Y 0.66X

If each of the two countries specialises in the production of the good in
which it has a comparative advantage, country A will make good Y because
the opportunity cost is 0.25X rather than 0.66X. Country B will make good X
because the opportunity cost is 1.5Y rather than 4Y. If all of the resources are
diverted into the production of these goods, then assuming constant returns
to scale and no transport costs, the output will double in each country
because there are twice as many resources in the production of the goods.
This is shown in the table below.

Good X Good Y
Country A 0 8
Country B 4 0

Without the existence of international trade, the two countries produced
3X and 7Y. With trade, they make 4X and 8Y. There is therefore a greater
production of both goods.
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Gross Domestic Product and Gross
National Product

It is important to be able to clearly distinguish between Gross Domestic
Product and Gross National Product. GDP refers to the value of everything
that is produced within the geographical boundaries of a country over a
particular period of time, e.g. one year. GNP also includes the value of
everything produced by the nationals of a country abroad.

4 A
Worked example

GNP is calculated by adding net property income from abroad to GDP, as the
following example shows,

GDP $2456 bn
Net property income from abroad $216 bn
GNP $2672 bn

In this case, the GNP is greater than GDP. However, it is possible that a
country’s net property income from abroad is negative. In this case, GDP will
be greater than GNP, as the following example shows.

GDP $1856 bn
Net property in come from abroad -$189 bn
GNP $1667 bn
L S

The multiplier

The multiplier (k) refers to the amount by which an increase in injections
into the circular flow of income in an economy will increase total income in
that economy. The injections into an economy can come from investment

(I), government expenditure (G) or exports (X). However, the effect of any
increase in injections will be affected by the level of leakages or withdrawals
from the circular flow of income and these will comprise savings (5), taxation
(T) or imports (M).

In order to calculate the multiplier, it is necessary to distinguish between

a two-sector economy, a three-sector economy and a four-sector economy.
A two-sector economy consists of one injection (investment) and one
withdrawal (saving). A three-sector economy consists of two injections
(investment and government expenditure) and two withdrawals (saving and
taxation). A four-sector economy consists of three injections (investment,
government expenditure and exports) and three withdrawals (saving,
taxation and imports).



Worked example

In a two-sector economy, the level of national income is in equilibrium and a
business invests $10 m in new equipment. The level of national income will
start to increase and will continue to increase until investment and saving

- 1 . .
are equal. If it is assumed that people save — of their extra income, the
5

marginal propensity to save (MPS) will be 0.2. This means that the marginal
propensity to consume (MPC) will be 1 - 0.2 = 0.8. When national income
has risen by $50 m, then 0.2 will be saved and 0.2 of $50 m is equal to $10
m which equals the original injection.

The formula for k is ﬂ =5

Another way of looking at the multiplier in a two-sector economy is that

11
MPS 1-MPC
1 1
Therefore, k = =—=
1-0.8 0.2

In a three-sector economy, there is an additional injection (government) and
an additional withdrawal or leakage (taxation). In this case, the multiplier is
1

now; ———————
MPS + MRT

If it is assumed that — of the extra income is taxed, the multiplier will now

1 1
be E +0.2= a = 2.5. This is much less than the multiplier in the two-

sector economy and so the initial investment of $10 m, assuming that the
government does not inject any money into the economy, will bring about a
national income of $10 m x 2.5 = $25 m.

In a four-sector economy, there is an additional injection (exports) and an
additional leakage or withdrawal (imports). In this case, the multiplier is
1

" MPS + MRT + MPM

now

1
If it is assumed that — of the extra income is spent on imports,

1 1
the multiplier will now be E +0.2+0.2= E = 1.67. This is again much

less than the multiplier in the two-sector or the three-sector economy and
so the initial investment of $10 m, assuming no further injections into the
economy, will bring about a national income of $10 m x 1.67 = $16.7 m.

The accelerator

The concept of the accelerator stresses the relationship between investment
and the rate of change of output. It is important to understand that
investment will be determined not by the level of output, but by the rate at
which output changes. If output grows faster than before, the rate at which
new productive capacity is created will need to increase. However, if output
stabilises, no additional investment will be needed, other than that needed to
replace worn-out machines, so investment will actually fall. It can therefore
be seen that the concept of the accelerator causes investment to fluctuate
much more than output.




Appendix: Maths skills for AS and A Level Economics

-
Worked example |
Year Demand Number of Machines | Replacement Induced Total
machines needed investment | investment | investment

1 1000 10 10 1 0 1

2 1100 10 11 1 1 2

3 1400 11 14 1 4 5

4 1400 14 14 1 0 1

5 1300 14 13 0 0 0

demand in Year 5 leads to no

.

At the start, the firm has 10 machines. One of these needs to be replaced
each year to be able to produce 100 units each year. The table shows how
investment will respond to a change in demand. In Year 4, constant demand
means that there is no induced investment (induced investment refers to
investment that responds to changes in national income), while the fall in

An important feature of the accelerator is that it assumes a constant capital-
output ratio, i.e, the ratio of capital used to produce a unit of output in

a given time period. However, this ratio is likely to change over a period

of time as new technology can make capital more productive as newer
machines are likely to be able to produce a greater output.

investment.

Useful formulae for the exam

Concept

Formula

Price elasticity of demand

percentage change in quantity demanded

percentage change in price

Income elasticity of demand

percentage change in quantity demanded

percentage change in income

Cross elasticity of demand

percentage change in quantity demanded of good A

percentage change in price of good B

Price elasticity of supply

percentage change in quantity supplied

percentage change in price

Real GDP

nominal GDP

————— % 100
price index

Current account of balance of
payments

trade in goods + trade in services + net primary income + net
secondary income

Balance of payments

current account + capital account + financial account + balancing item

Real exchange rate

nominal exchange rate x domestic price index

foreign price index

Terms of trade

index of average export prices

X
index of average import prices




Gross National Product

Gross Domestic Product + Net Property Income from Abroad

Injections into the circular flow of
income of an economy

government expenditure (G), investment (l) and exports (X)

Leakages or withdrawals from the
circular flow of income

savings (S), taxation (T) and imports (M)

Aggregate demand

consumption (C) + investment (I) + government expenditure (G) + net
exports (X — M)

Multiplier in a two-sector economy

Multiplier in a three-sector
economy

MPS + MRT

Multiplier in a four-sector economy

1 1

or
MPS + MRT + MPM  marginal propensity to withdraw

Value of multiplier

change in income

change in injection

Accelerator coefficient

net investment

rate of change of national output
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