;merrkergl; '

W lI |, A N
| | 11 W

FEP Y

Economlcs

sE0 sy " For A-level Year 1and AS

Ray Powell
James Powell

{» HODDER

DYNAMIL

ni
IN i

| EFEARN MORE



Economics

Ray Powell
James Powell

.

Approval message from AQA A
The core content of this digital textbook has been approved by AQA for use with our qualification.
This means that we have checked that it broadly covers the specification and that we are satisfied
with the overall quality. We have also approved the printed version of this book. We do not

however check or approve any links or any functionality. Full details of our approval process can
be found on our website.

We approve print and digital textbooks because we know how important it is for teachers
and students to have the right resources to support their teaching and learning. However, the

publisher is ultimately responsible for the editorial control and quality of this digital book.

Please note that when teaching the AQA A-level Economics course, you must refer to AQA's
specification as your definitive source of information. While this digital book has been written to
match the specification, it does not provide complete coverage of every aspect of the course.

A wide range of other useful resources can be found on the relevant subject pages of our website:
www.aga.org.uk. '

" /- HODDER
DYNAMIC ‘7 EDUCATION
AN HACHETTE UK COMPANY

LEARNING



Hodder Education, an Hachette UK company, 338 Euston Road, London NW1 3BH
Orders

Bookpoint Ltd, 130 Milton Park, Abingdon, Oxfordshire OX14 4SB

tel: 01235 827827

fax: 01235 400401

e-mail: education@bookpoint.co.uk

Lines are open 9.00 am.-5.00 p.m., Monday to Saturday, with a 24-hour message answering service.
You can also order through the Hodder Education website: www hoddereducation.co.uk

© Ray Powell and James Powell 2015

ISBN 978-14718-2978-9
Impression number 5 4 3 2 1
Year 2019 2018 2017 2016 2015

All rights reserved; no part of this publication may be reproduced, stored in a retrieval system, or
transmitted, in any form or by any means, electronic, mechanical, photocopying, recording or otherwise
without either the prior written permission of Hodder Education or a licence permitting restricted
copying in the United Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House, 6-10
Kirby Street, London EC1N 8TS.

This textbook has been approved by AQA for use with our qualification. This means that we have
checked that it broadly covers the specification and we are satished with the overall quality. Full details

of our approval process can be found on our website.

We approve textbooks because we know how important it is for teachers and students to have the right
resources to support their teaching and learning, However, the publisher is ultimately responsible for the
editorial control and quality of this book.

Please note that when teaching the AQA A-level Economics course, you must refer to AQAs specihication
as your defnitive source of information. While this book has been written to match the specification, it
does not provide complete coverage of every aspect of the course.

A wide range of other useful resources can be found on the relevant subject pages of our website:
www.aqga.org.uk.

The publishers would like to thank the following for permission to reproduce photographs:

pp.1-2 Fotolia; p.B Fotolia; p.24 Advertising Archives; p.31 Fotolia; p.59 Fotolia; p.68 Fotolia; p.80
Jerome Eldorado/Alamy, p.84 TopFoto, p.85 Fotolia; p.101 Fotolia; p.103 Fotolia; p.112 Advertising
Archives; p.137-38 Fotolia; p.141 Neil Fozzard; p.142 TopFoto; p.146 Richard Levine/Alamy; p.150
Fotolia; p.156 Imagestate Media; p.168 Fotolia; p.172 Fotolia; p.195 Fotolia; p.201 Ingram Real Office;
p-214 Fotolia; p.228 Fotolia; p.236 Fotolia; p.242 Stephen Bardens/Alamy; p.245 Nathan King/Alamy.

All website addresses included in this book are correct at the time of going to press but may
subsequently change.

The front cover is reproduced by permission of Fotolia.

Typeset by 11/13 pt ITC Berkeley Oldstyle Std Book by Integra Software Services Pvt. Ltd.,
Pondicherry, India
Printed in Italy

Hachette UKS policy is to use papers that are natural, renewable and recyclable products and made from
wood grown in sustainable forests. The logging and manufacturing processes are expected to conform to
the environmental regulations of the country of origin.



Get the most from this book

Key terms

Clear, concise definitions of
essential key terms where
they first appear and a list
at the end of each part.

Study tips.

Short pieces of advice

to help you present your
ideas effectively and avoid
potential pitfalls.

Learning objectives

A statement of the intended
learning objectives for each
chapter.

M

Case studies

Case studies to show economic |

concepts applied to real-world |
situations.

|

Quantitative skills

Worked examples of quantitative

skills that you will need to !
develop.

A-level-only content —l_.o FW ey

|

Sections of the book that apply
only to A-level students are
highlighted using a purple line,

—*"Ojﬂ!-ﬁ-:i- T
e s S T TR

This textbook provides an introduction to economics. It has been
tailored explicitly to cover the content of the AQA specification for the
AS qualification and for the first year of the A-level course. The book is

divided into two parts, each covering the sections that make up the AQA
programme of study.

The text provides the foundation for studying AQA economics, but you will
no doubt wish to keep up to date by referring to additional topical sources of
information about economic events. This can be done by reading the serious

newspapers, visiting key sites on the internet and reading such magazines as
Economic Review.

"
Q Special features

Var drnam ean’

The measurement of oo S — Extens;on mgternal
macroe conomic | e S | Extension points to stretch your
performance ?g_;-z';;-'{:m_-;"_;:.-.‘,;g}_;gﬂm i understanding.
o eme e e e e e |
[‘m.-“aiggﬁ "":'::h i m&‘:ﬂ:ﬁﬁ"}-ﬁmﬁihz s, S
e e e I o T N Testyourself
i || SR T R e | ' ' '
e : Exercises to provide active
- ‘--:‘:‘“tunuum-im:n |

engagement with economic
analysis.

Synoptic links
Connections between different
areas of economics are

| e i et | . s o i o | S
g o i i s T e I

B e T MR highlighted to help improve

your overall understanding of
the subject.

=Y

. ;mn-d_"-ﬂ"_'
:'-" = ] =,
e e o
-

g
I —
i

L i AT Y |
o B e | e

o e gt

i e . i i S b 4 8
_-'-.'“-'#-.:-::dh

. -

Summaries

Bulleted summaries of
each topic that can be
used as a revision tool.

i

-
u-—biﬂ-ﬁ-.fl::lm
nll-d-at.- =g

b nl--h---?g—p:l.l-
T e s o pd o e — -l-‘ Jrir]
e s g s s el i 7 P, A S
::h--—---i'—nﬂ-—i-_-h
- el s e
lg.‘-l.u-ll-ﬂ“b

bt i S g S b
# e A ket S S B e s iy b P J
—

-y
i 8 il B,
'Flu—.lilr:::-:'.‘z."-".“ "I_.:'.

o e s

p T —

m:‘.”"-‘:‘::l:-ﬂlw- -

s
L —

Practice questions
Practice questions are
provided at the end of
each section to help you
check your knowledge
and understanding of
the topics you have
covered within each
chapter.

s g . A £ e ¥
T |
Bl ='—i-mn-"'-l-'b_'-"w-"_|
_-—--u—lll',
-1
e p—- il -

Sy
e | —t——

Guesions %
0 o b e of g e .
1 gl o, o B s e o 8
0 W e b el o ] o s
A D w0 0 -du—-*ﬂ-—l--n_-_
W e o e
L} h:ﬂn- ---—hd-uﬂbn--ﬂlu‘-h

3 T o it 0 0 b i 10
-

S S e T R

3 O R b
e LR =R
"'-‘ = a::‘-,.""'_“d' P

P




Contents

b e - 0r b 1o 1 AT — vi

Breakdown of the examinations ..................ooccomiiiiii ix
Part 1 Microeconomics

1 Economic methodology and the economic problem

1L [ECDIENEE TR N e s namamonins s o s S RS HRES 2
1.2 The nature and purpose of economic activity ...........c..oooiiiiniin, b
L EEPNTNG TRERRIIEEE. | oo oo sinis i sl s K e s 7
1.4 Scarcity, choice and the allocation of resources ......................... 8
1.5 Production possibility diagrams ..........cc.ccciiiiiiiiiiiiiiiiee, 11

Price determination in a competitive market

2.1 The determinants of demand for goods and services .................. 21
2.2 Price, income and cross-elasticities of demand ......................... 20
2.3 The determinants of the supply of goods and services................ 30
L4 Priceslasticiby of SUPPBI i iiuivimmsbimm iyt rabii 33
2.5 The determination of equilibrium market prices ........... SR 38
2.6 The interrelationship between markets ...................coooiiiiiiiins 43
2.7 Applications of demand and supply analysis to particular

PRIATMEED .. cusomnnsios oninivs s e G s oo SR R ARSIV F VS (A VT AT L5 45

Production, costs and revenue

31 Production and progdictVity ...« cunsuausmairiss sy 5o
3.2 Specialisation, division of labour and exchange .......................... 59
e CHBIE SRR AUEIIEN i e e S s R A 61
3.4 Economies and diseconomiesofscale...................ocooiiiiiii 65
3.5 Average revenue, total revenue and profit ...............cooccoiii 70

Competitive and concentrated markets

B DARRE SRR ... ik issss s R e s R I ol 74
G2 The oBIBetVRE OF TITRIB i civeniismmsisorm s aaespiiss 79
B R N TR L i 76
4.4 Monopoly and monopoly POWEr ...........ccooeeviiviiiiiiiiiiireereiieie e 81
4.5 The competitive market process ..............cooovvviiiiiiiiiiiiiiiiinnn, 91

The market mechanism, market failure and
government intervention in markets

5.1 How markets and prices allocate resources .............c.coooeeeviiiinnn. 97
3.2 1R mERNINg O MArKEE TAHUME .o cmampimmmamnomimaraseisassds 98
5.3 Public goods, private goods and quasi-public goods .................. 99

5.4 Positive and negative externalities in production and
O SEITIEIORY s i e B B s R R R S R TR Ay 104



Part 2

5.5 Merit and demerit goods ...... R A et DR A 108

T T R s L R N SO S 114
5.7 Aninequitable distribution of income and wealth ..................... 116
5.8 Government intervention in mMarkets ......ccocooiiiimiinierssssnsssessns 116
B i TG o saimsraibritas o i s s e ey 121
MUCTDECOMBITIIE WO RIS . oo onimins mioi ik s i s e s ISR 63 127
Microeconomic practice questions ..............ccoooeeiiiviiiiiiiiiiieriiii 131
Macroeconomics

The measurement of macroeconomic performance

6.1 The objectives of government economic policy ...............oooeven, 139
6.7 MacroeconoMICINAICEEDIS i it iinsonteassesbas kosadssinviss 149
6.3 The uses of index numbers .................... T ——— 151

How the macroeconomy works

Tedt TR U tabm b TN BT VOGN .y scaisi aotins i ok i e bbb 160
7.2 Aggregate demand and aggregate supply analysis ................... 166
7.3 The determinants of aggregate demand ....................coooiiiin, 169
7.4 Aggregate demand and the level of economic activity ............... 177
7.5 The determinants of short-run aggregate supply ..................... 181
7.6 The determinants of long-run aggregate supply ....................... 183

Economic performance

8.1 Economic growth and the economiccycle .........ocoooeiiiiiiniiinninnn. 188
8.2 Employment and unemployment ... 199
S IAUSUEBRENE BRI o0 i s s 208
8.4 The balance of payments on currentaccount .......................... 217
8.5 Possible conflicts between macroeconomic objectives ............. 228

Macroeconomic policy

i T D SR L & AR 235
il FISEaLYMUBY ...onaimmsiitm s sibiiss T AT ST SOP S 244
03 SR -altie POUCIRE i imsin i s s 259
Macroeconomic Key terms ..., 268
Macroeconomic practice questions . .........coooiiiiiiiiiiiii 273



P
o
b—
O
d
(-
o
o
-
<=

INntroduction

For most of you, welcome to a new subject. Unless you have studied
economics at GCSE, it is probably only in the last week or so that you have
given thought to the nature of the economy in which you live, and to what
you must learn about the economy in the next few months or years. This
introduction aims to ease you into the subject so that you quickly build up a
broad idea of what you are going to study in your economics course.

Starting from a position of ignorance

At the beginning of an economics course, you are not expected to know very
much about the economy. For the last 2 years all your mental energy has been
directed at the GCSE subjects you have been studying, and economics will
probably not have been one of them.

It usually takes at least a term to settle into a new subject. This is certainly the
case with economics, which is different in many important respects from other
subjects you may have previously studied. We hope that by next February

or March you will have settled, but if not, don't in the first instance blame
yourself, blame the subject.

Economics is a current-affairs-related subject, so it will help if you can become
interested in what is going on in the country you live in, and also in the

wider world. However, you are not expected to possess this knowledge at the
beginning of the course. Any relevant current affairs knowledge you already
possess is a bonus, not a requirement.

Nevertheless, if you are not prepared to read about current affairs in
newspapers or on web pages such as BBC News (www.bbc.co.uk/news), you are
unlikely to enjoy economics or to do very well in the course. So start reading
newspapers (getting advice on what to read from your teachers as you go),
and don't switch off the television whenever the news or the BBC2 programme
Newsnight starts.

Introducing microeconomics and macroeconomics

Economics divides into two parts: microeconomics and macroeconomics.
Microeconomics, which is the part of economics concerned with economic
behaviour in the individual markets that make up the economy, is the subject
matter of Chapters 1-5. Essentially, microeconomics investigates the ‘little bits’
of the economy, namely individual consumers, firms, markets and industries.



By contrast, macroeconomics is the part of economics that attempts to explain
how the whole economy works. Macroeconomics examines the aggregates
rather than the little bits of the economy: the aggregate (total) levels of output,
income, prices, employment and unemployment, and the trade flows that

make up the balance of payments.
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Economic problems and economic policies

One of the most interesting areas of economics lies in studying the
economic problems facing governments and the economic policies that
governments use to try to get rid of or reduce the problems. Economic
problems can be microeconomic or macroeconomic, though some have
both micro and macro elements.

At the micro level, the main problems lie in the field of market failure. As
we shall see in Chapter 5, market failure occurs whenever markets do not
perform very well — and in extreme cases fail to perform at all. Perhaps the
best-known recent and current market failure stems from environmental
pollution and subsequent global warming. We shall be examining a number
of different government policies aimed at correcting market failures. These
include taxation, subsidies and the use of regulations. We shall also explain
how government failure results when government policies are ineffective or
even downright damaging,

At the macro level, the main economic problems are unemployment,

a failure to achieve and sustain a satisfactory rate of economic growth,
inflation and an unsatisfactory trading and balance of payments position.
Chapters 6-8 investigate these macroeconomic problems. Chapter 9 explains
how fiscal policy, monetary policy and supply-side policy are used to try to
tackle these problems.

How much maths do | need to know?

At the beginning of an economics course, students often seek advice about
the amount of mathematics they need to know or must learn to help them
with their studies. For AS and A-level economics, you don't need to learn any
more maths skills over and above those that you learnt at GCSE, but you do
need to develop analytical and quantitative skills in economics when ‘selecting,
interpreting and using appropriate data from a range of sources’.

The quantitative skills you must possess are listed below, first for AS, then the
additional A-level skills.

Quantitative skills requirements
At AS

In order to develop your skills, knowledge and understanding in economics,
you need to have acquired competence in the quantitative skills that are
relevant to the subject content and which are applied when answering an
economics question at AS. These skills include:

® calculating, using and understanding ratios and fractions

calculating, using and understanding percentages and percentage changes
understanding and using the terms mean, and median

constructing and interpreting a range of standard graphical forms
calculating and interpreting index numbers



P
o
b—
O
d
(-
o
o
-
<=

calculating cost, revenue and profit (average and total)

making calculations to convert from money to real terms

making calculations of elasticity and interpreting the results

interpreting, applying and analysing information in written, graphical and
numerical forms

The assessment of quantitative skills will include at least Level 2 mathematical
skills as a minimum of 15% of the overall AS marks. These skills may be
assessed across the assessment objectives.

At A-level

The additional A-level skills, over and above the AS skills listed above,
include:

® understanding and using the term quantiles
® calculating marginal cost, revenue and profit

The assessment of quantitative skills at the full A-level will include at least
Level 2 mathematical skills as a minimum of 20% of the overall A-level marks.
Again, these skills may be assessed across the assessment objectives.

You will be introduced to economics graphs and to the different ways of
presenting and calculating statistics as you proceed through this book.

Although you don't need to learn any more mathematics, economics contains
a large number of abstract ideas and concepts, similar to those employed in
mathematics, summed up in the saying ‘to an economist, real life is a special
case’. A logical mind, capable of handling abstractions, will be of great help if
you are to become a good economist.

Applying other skills from GCSE

For the most part, examination questions at both AS and A-level require
written answers which vary in length from short definitions to long extended
answers. This means that the writing skills you learnt when studying subjects
such as English, history and geography at GCSE are essential for achieving
high grades in economics. Particularly important are the skills of focusing an
answer to address a set question, taking note of the total marks available for
a question, and the ability to obey command words such as ‘define’, ‘explain’,
‘analyse’ and ‘evaluate’,



Breakdown of the
examinations

Scheme of assessment

The AS and A-level specifications are respectively designed to be studied over
1 year and 2 years, with all assessments taken at the end of the course. (Some
schools may teach AS over 2 years.) Both qualifications are linear. In order to
achieve the award, students must complete all exams in May/June in a single

year. All assessments must be taken in the same series.

The assessment objectives and aims

The assessment objectives (AOs) are set by the GCE regulator, Ofqual, and are
the same across all AS and A-level economics specifications and all exam boards.

The exams will measure how students have achieved the following assessment
objectives:

@ AOI: Demonstrate knowledge of terms/concepts and theories/models to
show an understanding of the behaviour of economic agents and how they
are affected by and respond to economic issues

® AO2: Apply knowledge and understanding to various economic contexts to
show how economic agents are affected by and respond to economic issues

® AO3: Analyse issues within economics, showing an understanding of their
impact on economic agents

® AO4: Evaluate economic arguments and use qualitative and quantitative
evidence to support informed judgements relating to economic issues

The assessment aims are set by the GCE examining board, AQA. For both the
AS and A-level courses, the assessment aims are to encourage students to:

@ develop an interest in and enthusiasm for economics

® appreciate the contribution of economics to the understanding of the wider
economic and social environment

® develop an understanding of a range of concepts and an ability to use those
concepts in a variety of different contexts

® use an enquiring, critical and thoughtful approach to the study of
economics and develop an ability to think as an economist

@ understand that economic behaviour can be studied from a range of perspectives

@ develop analytical and quantitative skills, together with qualities and
attitudes which will equip economics students for the challenges,
opportunities and responsibilities of adult and working life
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During your course of study, you should develop a critical approach to
economic models and methods of enquiry. You should build up a good
knowledge of developments in the UK economy and government policies
over the 15 years before you sit the exams. You should also have an awareness
of earlier events where this helps to give recent developments a longer-term
perspective.

The examination structure

The AS examination
If you are an AS student, you will be assessed through two examination papers.

Paper 1: The operation of markets and market failure will examine mainly
microeconomic topics.

Paper 2: The national economy in a global context will examine mainly
macroeconomic T.Opi.CS.

Both papers have to be answered in 1 hour and 30 minutes. In both Paper
1 and Paper 2, the question structure is the same. Section A of each exam
contains 20 compulsory objective test questions, and Section B contains two

data response questions, which are officially called Context questions. You
should answer either Context 1 or Context 2, but not both.

Mark allocation
The mark allocation for the AS examination, Papers 1 and 2, is as follows.

® Section A: | mark per objective test question, with a maximum mark of 20
for the section

® Section B: 3, 4, 4, 4, 10 and 25 are the maximum marks for each of the six
parts of the Context question, for which the maximum mark is 50

The maximum mark for each paper is 70.

The A-level examination

If you are an A-level student, you will be assessed through three examination
papers, each of which is 2 hours long,

Paper 1: Markets and market failure will examine mainly microeconomic
topics.

Paper 2: National and international economy will examine mainly
macroeconomic topics.

However, the A-level specification states that ‘students should appreciate that
microeconomics and macroeconomics are not entirely distinct areas of study.

For example, microeconomic principles often provide fundamental insights into
understanding aspects of the macroeconomy. Similarly, economic issues and problems
often contain both a microeconomic and macroeconomic dimension.’

In both Paper 1 and Paper 2, the question structure is the same. Section A of
each exam contains two data response questions, which are officially called
Context questions. You should answer either Context 1 or Context 2, but not
both. Section B contains three two-part essay questions, of which you should
dISWET one tWO-pﬂ.l'[ ESSEI‘.Y.



Paper 3: Economic principles and issues is different in coverage and
structure from Papers 1 and 2. It includes topics from both microeconomic
and the macroeconomic sections of the specification. Particularly when
answering questions linked to the case study in the question, you will be
expected to recognise when it is appropriate to use microeconomic and/or
macroeconomic models.

Section A of Paper 3 contains 30 compulsory objective test questions,
which are both microeconomic and macroeconomic. Section B contains

a single compulsory case study question, which may overarch the whole
A-level specification. The details of the case study are provided in a separate
source booklet, which you read at the beginning of the exam. Typically, the
source booklet will contain four extracts covering the theme of the case
study. The extracts will be in both numerical and textual form. Candidates
will be required to use the numerical data and be expected to demonstrate
quantitative skills in their responses to questions. The exam paper itself will
contain three questions, which you will answer in the style of an economist
giving advice to a client. The client to whom you are providing economic
advice could be a company, a government minister or a labour organisation,
though there are other possibilities as well.

3
QL
a
>
=
=
o
-
>
®
D
o
=
b L]
QL
al.
S
>
wn

Mark allocation
The mark allocation for the A-level examination is as follows.

Papers 1 and 2:

® Section A: 2, 4, 9 and 25 are the maximum marks for each of the four parts
of the Context question, for which the maximum mark is 40

@ Section B: 15 and 25 are the maximum marks for each of the two parts of
the Essay question, for which the maximum mark is 40

The maximum mark for Papers 1 and 2 is 80.
Paper 3:

® Section A: 1 mark per objective test question, with a maximum mark of 30
for the section

® Section B: 10, 15 and 25 are the maximum marks for each of the three parts
of the investigation in the case study, for which the maximum mark is 50

The maximum mark for Paper 3 is 80.
For both the AS and A-level the papers are equally weighted:

® AS50% + 50%
® A-level 331% + 333% + 331%
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—conomic
methodology and the
economic problem

- Economics is the study of choice and decision making in a world with

- limited resources, It tries to explain the economic behaviour of both

. individuals and groups of people, and the economic relationships between
- individuals and groups. Related to the noun ‘economics’, is the verb to

- economise’. In large part, economics is the study of economising — the

¢ study of how people make choices about what to produce, how to produce
* and for whom to produce, in a world in which most resources are limited

' or scarce. How best can people make decisions on how scarce resources

: should be allocated among competing uses, so as to improve and maximise

human happiness and welfare? This is the economic problem, which is the
. main focus of this introductory chapter.
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LEARNING OBJECTIVES

This chapter will explain:

TEeSePISFARD AN

= important aspects of economic methodology

: *» the difference between positive and normative statements
i « the nature and purpose of economic activity

* how resources are used to produce goods and services

* the role of factors of production in the economy

» the fundamental economic problem

* how the economic problem relates to scarcity and choice
¢ the concept of opportunity cost

* how production possibility diagrams illustrate key economic concepts
including scarcity and choice
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1.1 Economic methodology

When answering the question "What is economics?’, a good point to start

is the fact that economics is a social science. Social science is the branch

of science that studies society and the relationships of individuals within a
society. Besides economics, psychology, sociology and political science are also
social sciences, as are important elements of history and geography.

Psychology studies the behaviour and mental processes of an individual.
Sociology studies the social relationships between people in the context of
society. B}r contrast, economics, as the name suggests, studies the economic
behaviour of both individuals and groups of people, and the economic
relationships between individuals and groups.
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Let us give you two examples of what we mean. Our first example (about
individual behaviour) is from an important part of economics known as
demand theory, which is covered in Chapter 2. The theory addresses
consumer behaviour, or how we behave when we go shopping. Why,

for example, do people generally buy more strawberries as the price of
strawberries falls?

Our second example introduces an important economic relationship. Having
explained demand, we must go a stage further and look at how consumers
interact with firms or producers. Firms supply and sell the goods that
consumers buy, and economists call the ‘place’ in which goods are bought

and sold a market. Indeed, before you started this economics course, you

may well have heard the words ‘supply and demand’ and thought that is what
economics is about. Well, in large measure that is true, particularly in the early
chapters of this book, which cover Unit 1 of the specification.

L ) . P
" Economics and scientific methodology
The essentials of scientific methodology, in the context of the demand theory
we will look at in Chapter 2, are shown in the flowchart in Figure 1.1.
Scientists start off by observing some aspect of the universe (in the natural
sciences), or some aspect of human behaviour, in the case of the social
sciences. In the case of demand theory, the starting-off
Bhselhaiconimet point -—‘show'n in th_:—: uppermost box of Figure 1.1 — is |
behaviour observations of how individual consumers react to changes in
irt the market place the prices of the goods and services they buy. Demand theory
l then develops from the making of a tentative description,
'_ _— known as a hypothesis, of what has been observed. Hypothesis
mﬂfh:zmg construction is deplctec:l in the secon.d 1!sz from the top in
spend their money the flowchart. In the third box, predictions about human
behaviour are deduced from the hypothesis, such as that an
l, individual will always respond to a lower price by demanding
| 7 more of the good in question.
Developing predictions from gim . P . '
the hypothesis hypothesis L his prediction is then tested against collected evidence about

how individuals behave in the market place (the fourth box
from the top). At this stage, the hypothesis becomes a theory.
(The difference between the two is that whereas a hypothesis
is a proposed explanation for something, a theory is when a
hypothesis is tested and survives the test.)

At this stage, we are in the bottom left-hand box of Figure 1.1.
However, this does not mean that the theory is true in all
circumstances. All it says is that the hypothesis has survived
the test or tests to which it has been exposed. It might not
survive stronger tests, which may not yet have been devised.

Figure 1.1 Scientific method

Scientific method is based on the possibility of falsification or
refutation of a hypothesis.

If a hypothesis fails to survive the tests to which it is exposed, one of two
things can happen. The bottom right-hand box of Figure 1.1 shows the first
possibility: outright rejection of the hypothesis. For example, a hypothesis that
consumers always respond to price cuts by demanding less would surely be
rejected (as would the hypothesis that consumers always respond to a price
cut by demanding more of a good). The other possibility, which often occurs
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in economics, is that the hypothesis is changed, usually by watering it down,
so as to make it less deterministic. In the case of demand theory, as the section
on ‘Exceptions to the “law” of demand’ in Chapter 2 explains, watering down
means that demand theory predicts that in most but not all cases, consumers
respond to price cuts by demanding more of a good. Watered down in this
way, the demand hypothesis survives the tests to which it is exposed, and
becomes ‘the first “law” of demand’.

” Social sciences and natural sciences

In 1905, the world-famous physicist, Albert Einstein, developed a theory of
gravitation which predicted, among other things, that as it approaches Earth,
light from a distant star is ‘bent’ by the gravitational pull of the sun. However,
Einstein’s theory could not be tested until 1919 when there was a general
eclipse of the sun. The theory survived the 1919 test, although much more
recent tests have thrown doubt on parts of it. As is the case with Einstein’s
theory, natural science theories are usually much *harder’ than the theories
associated with ‘softer’ social sciences such as economics. As we have noted,
economic theories often survive only through allowing a significant number of
exceptions to their central predictions, which, according to critics, turns the
theories into little more than generalisations.

Very often economists respond to the criticism that their subject is ‘soft’ by
arguing that they are only concerned with ‘positive economics’, which they
claim is based on quite strict use of scientific methodology: Positive economics
is concerned with ‘what is’ and ‘what will happen’ if a course of action is taken
or not taken. In contrast, ‘normative economics’ is concerned with ‘what
should or ought to be’.

“~ The difference between positive and
normative statements

A lot of economics is concerned with what people ought to do. This is
particularly true of the government. Ought the government try to reduce
unemployment, control inflation and achieve a ‘fair’ distribution of income
and wealth? Most people probably think that all these objectives are desirable.
However, they all fall within the remit of normative economics. Normative
economics is about value judgements and views, but because people have
different views about what is right and wrong, normative statements cannot
be scientifically tested.

_,,m,,,_,,,,,,,,_,...,,,,,,, By contrast, a positive statement can be tested to see if it is incorrect. If a
KEY TERMS positive statement does not pass the test, it is falsified. A positive statement

positive statement a does not have to be true, however. For example, the statement that the Earth
statement of fact that can be is flat is a positive statement. Although once believed to be true, the statement
scientifically tested to see ifit : was falsified with the growth of scientific evidence. The key point is that

is correct or incorrect. positive statements can in principle be tested and possibly falsified, while
normative statement a normative statements cannot. Normative statements include ethical, or moral,
statement that includes a judgements. Words such as ought, should, better and worse often provide clues

value judgement and cannot be } that a statement is normative.
refuted just by looking at the
evidence.
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1 ECONOMIC METHODOLOGY AND THE ECONOMIC PROBLEM
L

To take an economic example, consider the statement ‘If the state pension
were to be abolished, a million older people would die of hypothermia.’
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This is a positive statement which could be tested, though few if any
people would want to do this. By contrast, the statement ‘The state
pension ought to be abolished because it is a waste of scarce resources’ is
normative, containing an implicit value judgement about the meaning of
the word ‘waste’.

ACTIVITY

Get your fellow students to decide which of the following statements are
positive and which are normative.

@ Statement 1: More of a good is demanded at a higher price.

@ Statement 2: The opportunity cost of spending an extra hour sleeping is
always the same.

@ Statement 3: Unemployment benefits should be cut to prevent idleness
in society.

® Statement 4: If pensions are cut, more old people will die of
hypothermia.

@ Statement 5: The government must devote more resources to
healthcare.
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STUDYTIP

Make sure you understand
fully the difference between
a positive and a normative
statement.
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EXTENSION MATERIAL

How value jJudgements influence economic decision making
and policy

Economists emphasise the distinction between normative and positive economics, but they often forget
that the decision to study one over the other is itself a value judgement, and therefore a normative
decision. A value judgement is about whether something is desirable or not — if we believe it is more
desirable to study what /s happening in the economy rather than what ought to happen, we have made

a value judgement. Economics necessarily requires that government ministers make value-based
judgements when deciding on economic policies. Despite this, economists often wrongly insist that the
subject is value-judgement free.

Several years ago, the then Chancellor of the Exchequer, the UK government minister in overall charge of
economic policy, said: 'Rising unemployment and the recession have been the price that we have had to pay

to get inflation down. That price is well worth paying.” Government ministers are seldom as frank as this,
knowing that their political opponents and the media will immediately seize on the argument that those in
power are uncaring and cynical people. However, the quote does serve to illustrate how decision makers make
value judgements when making economic policy decisions.

On occasion, government ministers make decisions on issues such as where a new airport should be

located or whether high-speed trains are worthwhile. Before making decisions on issues such as these, the
policy-makers know in advance that large swathes of the population will strongly oppose whatever decision
is eventually made. To ward off public hostility, government ministers usually create the illusion that the
decision-making process is completely scientific and objective. To do this, they hire independent ‘experts’

to provide advice. But the choice of expert in itself involves a value judgement. Do you choose someone you
know in advance is sympathetic to the government’s cause, or are you more willing to go for an independent
maverick? Whichever way you go, the so-called scientific processes used by the ‘experts’ to reach their
conclusions may be riddled with value judgements. A classic case involved weighing up the costs and benefits
of the location of a third London airport, which ultimately depended on putting money values on an hour of a
business person’s time, and an hour of a holidaymaker’s time. It was quickly found that when different values
were put on these, the airport location recommended by the experts would have "lost out’ under different
costing criteria.

Compare your results.
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EXTENSION MATERIAL
The impact of moral and political judgements

Whatever decision is eventually made in the course of framing government economic policy, there will always
be winners and losers who gain or suffer as a result of the decision. Governments often claim they have a

moral right to make such decisions. They argue that their political manifesto published before the previous
general election gives them the mandate, supported by the voters, to carry out their policies, regardless of the
fact that among the electorate there would inevitably be some losers.

Consider, however, the position of the Liberal Democrats before and after the 2010 general election. Their
party election manifesto contained a cast-iron commitment that, if elected to form the next government,
the party would abolish university tuition fees. The Liberal Democrats did indeed form part of the next
government, but the party’s leader immediately abandoned his commitment to abolish tuition fees. He
completely reversed his policy and the party immediately lost its moral authority over policy-making.

1.2 The nature and purpose of
economic activity

“~ Needs and wants

The central purpose of economic activity is the production of goods and

FTERM'S """""""""" services to satisfy peoples needs and wants. A need is something people have
e to have, something that they cannot do without. Food provides an example.
necessary for human survival If people starve, they will eventually die. By contrast, a want is something
such as food, clothing, warmth i People would like to have, but which is not essential for survival. It is not
orshalter absolutely necessary, but it is a good thing to have. Books provide an example.
want something that is Some people might argue that books are a need because they think they can't
desirable, such as fashionable ; do without them. But they don't need literature to survive. They do need to
clothing, but is not necessary § ¢at. (Itis worth noting that food can be both a need and a want, depending
for human survival. on the type of food. Protein, vitamins and minerals are needs, but bars of

chocolate are wants. People don't need to eat chocolate to survive.)
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Needs, wants and improving economic
welfare

Satistying people’s needs and wants means improving economic welfare.
Welfare is a concept bandied about a lot by economists, but often without

a clear indication of what the concept means. Welfare basically means

human happiness — anything which makes a person happier improves their
economic welfare, though obviously we must ignore activities such as theft
where one person becomes better off through stealing from other people.
Short-term happiness may be at the expense of long-term happiness. The
consumption of more material goods and services usually improves economic
welfare, though consuming more and more food, and the wrong type of food,

”i'#!lll.Q'ii#.!ll.llitbbd!llli i_'[l the lﬂng term can lead Lo health problems.

: STU
i STUDY TIP : There are also important elements of human happiness and welfare that have
Make sure you can explain the : : _ : . :
nothing to do with the consumption of material goods. These include quality

meaning of the term economic .
welfare. of life factors, such as the pleasure gained from family and friends or from

:
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KEY TERM

economic welfare the
economic well-being of an
individual, a group within
society, or an economy.
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KEY TERMS

production a process, or set
of processes, that converts
inputs into output of goods.

capital good a good which is
used in the production of other
goods or services. Also known
as a producer good.

consumer good a good which
is consumed by individuals

or households to satisfy their
: needs or wants.
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1.3 Economic resources

Nevertheless, for most people, most of the time, increased consumption of
material goods is an important part of improving economic welfare. Most

of the goods we consume must first be produced. This requires the use of
economic resources. These goods are scarce in relation to demand, which gives
rise to the need for economising in their use.

The basic nature of production is shown in Figure 1.2. Production is a
process, or set of processes, that converts inputs into outputs. The eventual
outputs are the consumer goods and services that go to make up our standard
of living, though inputs are of course also used to produce the capital goods
that are necessary for the eventual production of consumer goods.

Land
—

Labour
e

Inputs or factors Output of goods or
of production Capital _) services for sale in markets

A firm, business

~ orenterprise
Enterprise

——p
Figure 1.2 The basic nature of production
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factors of production inputs
into the production process,
: such as land, labour, capital
: and enterprise.
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STUDY TIP

It is important to understand

how factors of production are
inputs used to produce output
of goods and services.
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The factors of ;ﬁmduct_ioﬁ

Economists call the inputs into the production process, which are listed in
Figure 1.2, the factors ol production. Four factors of production are usually
identified. These are land, labour, capital and enterprise, the last often being
called the entrepreneurial input.

Entrepreneurs are different from the other factors of production. They are the
people who address the issues introduced earlier, deciding what to produce,
how to produce it and for whom to produce it. An entrepreneur decides how
much of the other factors of production, including labour, to employ. The
costs of employing land, labour and capital, together with the cost of the
entrepreneurs own services, become the firm’s costs of production. In essence,
the entrepreneur is a financial risk taker and decision maker. Profit, which is
the entrepreneur’s financial reward, results from successful decision making.
Entrepreneurial profit is the profit left over after the cost of employing the
other factors of production is deducted from the sales revenue gained from the
sale of the goods and services the entrepreneur decides to produce.
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The environment as a scarce resource

Environmental resources comprise all the natural resources that are used or
can be used in the economic system. These are:

® physical resources, such as soil, water, forests, fisheries and minerals

® gases, such as hydrogen and oxygen

@ abstract resources, such as solar energy, wind energy, the beauty of the
landscape, good air and clear water
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Wind energy is an abstract natural
resource
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"KEY TERMS
finite resource aresource,
such as oil, which is scarce
and runs out as it is used. Also
known as a non-renewable
resource.

renewable resource a
resource, such as timber, that
with careful management can
be renewed as it is used.

FaERsssnssarFEEdiTweae

I T PN PR R PR L]

seredeaEBD

(R R s L Y TSR LY 2
XTI S RN N

I

=
i
=
S
(2
o
&
=
o
=
o
I.?.l
i
= =
—
(-
=
<
>
o
o
-l
o
Q
o
= =
et
(1%
=
O
=
o
Z
o
O
(I}

Environmental resources can be split into renewable and non-renewable
resources, with the latter further divided into recyclable and non-recyclable
resources. Renewable resources, which are reproducible and perpetually
maintainable, include forests, animals and water. The availability of

these resources depends, however, on their management by humans. By
contrast, non-renewable resources, such as oil, gas and minerals, cannot
be regenerated or regeneration is so slow that the stock of resources cannot
meaningfully be increased. These are finite resources. Recyclable non-
renewable resources such as minerals, paper and glass can be reused in the
economic system. In theory, all of these resources can be recycled but it is not
always possible and economic to recycle more than a small fraction. Non-
recyclable resources such as coal, gas and oil are finite in the sense that once
used, their stock is no more available for future use.

Environmental resources are part of the factor of production, land. Some
environmental resources, such as the air we breathe and the water we drink,
are often described as the ‘free gifts of nature’. However, this view can be
questioned. In most countries and regions where large numbers of people
live, clean air and drinkable water are scarce commodities and not the ‘free
gifts of nature’. Resources which could be put to other uses are used instead
to produce clean air and water. The need to get rid of the effects of pollution
created by humankind means that clean air and water are scarce and not free.
Production and consumption activities taking place in the economy affect and
often damage the natural environment.

1.4 Scarcity, choice and the
allocation of resources

The fundamental economic problem

The fundamental economic problem exists because both goods and the
resources needed to produce goods are scarce. Scarcity also means that people
(even the very rich) have limited incomes and face a budget constraint. If
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fundamental economic
problem how best to make
decisions about the allocation
of scarce resources among
competing uses so as to
improve and maximise human
happiness and welfare.

scarcity results from the fact
that people have unlimited
wants but resources to meet
these wants are limited. In
essence, people would like

to consume more goods and
services than the economy is
able to produce with its limited
resources.
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goods are scarce and incomes are limited, choices have to be made. Consider,
for example, a family with a weekly income of £1,200. The family currently
spends £350 on housing, £350 on food, £300 on other goods and services,
including heating and lighting, and £100 on entertainment. The family’s total
weekly spending on goods and services is thus £1,100, meaning the family
manages to save £100. Suddenly, the cost of housing rises to £400. To avoid
getting into debt, and assuming that family income can't increase, one or more
probably unpleasant choices will have to be made. An obvious possibility is

to cut down on entertainment, such as visits to the cinema. Other possibilities
could be spending less on home heating, buying cheaper food, cutting down
on alcoholic drink and stopping saving. Something will have to be given

up. Unless the family gets into debt or its income increases, it will have to
economise even more on its spending and saving decisions.

# 44 EFEENARF SN ERDSFFSSSREN

You must also appreciate the fact that, even without an increase in house
prices, scarcity means that individuals and households are constantly making
choices on how to spend their limited incomes and how to make the best use
of their time. A decision to spend more on a holiday, for example, means that a
family chooses to spend less on other goods, or to save less.
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A need for choice arises whenever an economic agent (for example, an
individual, a household or a firm) has to choose between two or more
alternatives which are mutually exclusive, in the sense that it is impossible or
impractical to achieve both at the same time. In the jargon of economics, an
opportunity cost is involved.
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N Opportunity cost

om”"""“"h“'“" If you ask friends who haven't studied economics the meaning of the word

KEY TEBM aif ‘cost’, typically they will answer that cost is the money cost either of producing
OPPArTinY.com L% c0ol a good or of buying a good. Economists, by contrast, focus on opportunity
of giving up the next best ) ; £ Ry

cost. The opportunity cost of any choice, decision or course of action is

alternative. : _ _
L ;i measured in terms of the alternatives that have to be given up.
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Economists generally assume that people behave rationally. Rational behaviour
means people try to make decisions in their self-interest or to maximise their
private benefit. When a choice has to be made, people always choose what
they think at the time is the best alternative, which means that the second

best or next best alternative is rejected. Providing people are rational, the
opportunity cost of any decision or choice is the next best alternative sacrificed
or foregone. For example, if you choose to spend half an hour watching
EastEnders on TV, the opportunity cost is the lost opportunity to spend this
time reading a magazine or book.

TEST YOURSELF 1.1

Can you think of one factor that in real life may prevent a person from
making a rational decision?
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STUDY TIP

Make sure you can link together the three concepts of scarcity, choice and
opportunity cost.
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EXTENSION MATERIAL
Rational behaviour and opportunity cost

Look carefully at the sentence in the previous paragraph about opportunity cost: When a choice has to be
made, people always choose what they think at the time is the best alternative, which means that the second best
or next best alternative is rejected. The words ‘think at the time’ are quite important. Suppose you decide to
see a film, believing at the time you are going to enjoy the film. Two hours later, coming out of the cinema,
you say 'that was a load of rubbish, | wish | hadn’t bothered’. Nevertheless, at the time the decision was
made, deciding to watch the film was a rational decision because you believed you would enjoy watching it.
Having left the cinema, irrational behaviour would be going back to the box office and paying good money to
see the film again.

Even if the film can be watched freely on television, there is still an opportunity cost, though in this case
involving solely time. Time is scarce, and the two hours spent watching the film cannot be spent on some other
activity such as reading a book. A choice has to be made between the two activities. Of course the way the
choice is exercised will differ for different people, even if everyone enjoys both watching films and reading.
People with plenty of time to spare, for example retired or unemployed people, value time less highly than a
City trader working in a dealing room from 7.00 a.m. until 9.00 p.m.

Going to a cinema to watch a film is, of course, a consumer activity. People have to think carefully about how
they spend their limited incomes. In economics this is known as a budget constraint. Money spent on one good
cannot be spent on another good. There is always an opportunity cost when deciding to consume a good,
involving time if not money.

Firms also have to make choices on what and how to produce. Consider a
textile manufacturer who can produce either shirts or dresses from the same
production line, but not both goods at the same time. In this situation, the
opportunity cost of producing more shirts is the number of dresses sacrificed
or foregone. Suppose also that both shirts and dresses can be produced using
one of two different technologies. These are a labour-intensive technology
involving lots of workers but very little capital equipment, and a capital-
intensive technology in which there are very few workers but expensive
automated capital equipment. Given the budget constraint facing the firm,
the opportunity cost of choosing one method of production is the sacrificed
opportunity to use the other method.

A further example of opportunity cost arises when a teenager makes a decision
on whether to leave school and get a job, or whether to go to university. Very
often this involves the choice between income now and income in the future.
Economists call this inter-temporal choice, or choice over time.

O

ACTIVITY

Construct a questionnaire which lists five activities that you know
interest most of the students in your class. These could be playing a
video game, watching a popular TV show, visiting a coffee bar, reading

a magazine on their favourite hobby, and going window shopping. Ask
each of your fellow students to rank the activities in order from 1 to 5,
with 1 being the most preferred, 2 the second preferred, and so on. Tell
your classmates that all the activities are completely free, but that they
can only take part in one activity. Compare the results with your fellow
students, asking them to discuss how the results can be analysed using
the concept of opportunity cost.
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Worked example: calculating an opportunity cost =

: A small electrical goods manufacturer can produce either TV sets or radio sets using all its available
resources. Table 1.1 shows the different combinations of the two goods the firm can produce.

%S4+ ¢+S+PRUBARE &

to seven sets?

Table 1.1
0 30
1 29
é 2 . 27 :
3 24
4 20
5 15
6 9 :
7 0
What happens to the opportunity cost of TV sets in terms of radios, as TV set production increases from zero

TesRosFTreVee

If the firm chooses to produce only one TV set, its opportunity cost is one radio set foregone (30 minus 29 radio
sets). Performing a similar calculation when TV set production is increased by an extra unit, the opportunity cost
of the second TV set is two radio sets. All the opportunity costs are set out in Table 1.2:

Table 1.2 Opportunity costs of producing an extra TV set
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: | 1st TV set 1 radio set (30 minus 29)
t12nd TV set | 2radio sets (29 minus 27)
t |3rd TV set 3 radio sets (27 minus 24]
: [4th TVset |4 radio sets (24 minus 20)
: | 5th TV set 5 radio sets [20 minus 15
i 6th TV set 6 radio sets (15 minus 9]

: | 7th TV set 9 radio sets [ minus 0]
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Increases.
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The data shows an increasing opportunity cost in terms of radio sets foregone as production of TV sets
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STUDY TIP

Make sure you understand and can distinguish between the words

micro and macro. ‘Micro’ means small, whereas ‘macro’ means large.
Microeconomics, which is covered in the first five chapters of this book,
looks at the ‘little bits’ of the economy, for example individual markets,
firms and consumers. By contrast, macroeconomics, covered in Chapters

6-9, looks at the ‘aggregate economy’ or the economy ‘as a whole'. :
Olitiﬁltiiltio-iititlf.l-iilt#tlPltli‘iti#....t'##it.iiitt#tlOiii#tlil#ii.tit##'!iii!tiit—

1.5 Production possibility
diagrams

So far, we have focused mainly on how scarcity and choice may affect firms,
families and individuals at the microeconomic level. In much the same way,
but on a far grander scale, the economy of the nation as a whole faces a similar
need for choice. To explain how the economic problem affects the whole
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economy, we will use a diagram which you will come across again and again in
your economics course — a production possibility diagram.

_"' The key feature of a production possibility diagram is a production

KE: TERM ity § - possibility frontier (PPF) or production possibility curve. A PPF curve

gr:url;:g ::Inen :: ::_ls' thgza:;nut;er : illustrates the different combinations of two goods, or two sets of goods, that
e can be produced with a fixed quantity of resource, providing we assume that

combinations of two products
(or types of produ cts?th i all available resources are being utilised to the full. The PPF curve in Figure

can be produced when all the i 13 illustrates the different combinations of capital goods and consumer goods
available resources are fully that the whole economy can produce when all the economy’s resources are
and efficiently employed. employed, with no spare capacity. To put it another way, the PPF curve shows
sernsessraennnntressss o— What the economy can produce, assuming that all the labour, capital and land
B
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at the country’s disposal are employed to the full, and assuming a given state
of technical progress.

Given that resources and capacity are limited, a choice has to be made about
the type of good to produce. Look closely at points X and Y on the diagram.
Point X shows the maximum possible output of consumer goods, assuming

that the economy only produces consumer goods (i.e. no capital goods are

produced). Likewise, point Y shows the maximum possible output of capital

K
1 The economy’s  goods, assuming that the economy only produces capital goods. In fact,
production  hoints X and Y show the two extreme production possibilities, since all goods

rontier (PPF)  are either consumer goods or capital goods. Finally, the line drawn between
G- C, X Consumer points X and Y in Figure 1.3 is the economy’s production possibility frontier.
90085 The PPF curve shows all the different combinations of consumer goods
and capital goods that can be produced, given the assumptions mentioned
earlier about full employment of available resources and the state of technical
progress. Point A, for example, shows Kj capital goods and C; consumer
goods being produced. An increase in capital good production to K3, shown
at point B, means that consumer good production falls to C;. C; minus G
is the opportunity cost of producing K; minus K, additional capital goods.
Whichever combination of capital and consumer goods is actually chosen
reflects decisions made in society about allocating scarce resources between
competing uses.
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STUDYTIP

You must learn to draw and interpret production possibility diagrams,

which are important in both microeconomics and macroeconomics. At the
: micro level they can be used to illustrate scarcity, choice, opportunity cost
1 and productive efficiency. At the macro level, they can be used to illustrate
i economic growth, and full employment and unemployment. :
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: SYNOPTIC LINK

i As explained on the next page, production possibility diagrams can also
be used to illustrate economic growth. This is revisited in Chapters 7 and
8. However, those chapters focus on another way of illustrating economic

i growth, in terms of aggregate demand and supply or AD/AS analysis.
301-!#.011-.#00-..-.1!0-t-ottoqtotitottctttcoo.ﬁottt-u#.ot-luiornsoioontotoovnotr-oooitini—

o

Figure 1.3 Using a production
possibility frontier diagram to
illustrate the economic problem
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KEY TERM

economic growth the increase
in the potential level of real
output the economy can
produce over a period of time.

desssEEEREdeeRRREEEES

BEAPPFSERURRRF IS S PR A0S

I

”i!lti"'...iil0“!"0“.‘.0!.##!

KEY TERMS

full employment when all
who are able and willing to
work are employed.

unemployment when not

all of those who are able and
willing to work are employed.
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EXTENSION MATERIAL

Macroeconomic PPF diagrams

Capital A

The production possibility frontier
goods

in Figure 1.3 shows the economy
as a whole, which means that

the PPF curve depicts the macro
economy. Before we look at
some microeconomic production
possibility frontiers, we shall
explain two important ways

in which macroeconomic PPF

diagrams can be used.

Using a PPF diagram to show 0
economic growth

Figure 1.4 shows how a PPF
diagram can be used to illustrate
economic growth. There are two
forms of economic growth, which A
are explained in detail in Chapter 8.
These are long-run economic
growth and short-run economic

Figure 1.4 Long-run and short-run
economic growth

All points on the
frontier such as

Aand B show
full employment

growth.

Economic growth is defined as X A

the increase in the potential level Unemployment The economy’s
of real output the economy can occurs at all points pmd[laciﬁlton
produce over a period of time: for ';Lﬁi:'}“m““e’ Contiar (AP

frontier (

Consumer

goods
Figure 1.5 Using a production possibility
curve diagram to show full employment
and unemployment in the economy

example, a year. Strictly, this is 0
long-run economic growth, which
is not the same as short-run
economic growth. If the economy’s
production possibility frontier is
PPF; initially, short-run economic
growth is shown by the movement from point C inside the frontier to a
point, such as point A, on the frontier. Long-run economic growth is shown
by the outward movement of the frontier to PPF,. The movement from point
A to point B depicts long-run economic growth. Short-run growth makes
use of spare capacity and takes up the slack in the economy, whereas
long-run growth increases total productive capacity.

Using a PPF diagram to show full employment and
unemployment

As mentioned earlier, all points on a production possibility frontier show
full employment of available resources. For a macroeconomic production
possibility frontier, this means full employment of labour as well as other
resources that can be used in the course of production. Thus, points A and
B in Figure 1.5 show full employment when the economy’s production
possibility frontier is in the position indicated. By contrast, a point inside
the PPF curve, such as point X, shows that some resources, including
labour, are not being employed. There is unused capacity in the economy.
(Note that if long-run economic growth were to move the PPF curve
outward to a new position, points A and B on the ‘old’ production possibility
frontier would now be points of unemployment, as they would be located
inside the new ‘further out’ frontier.)
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EXTENSION MATERIAL
Microeconomic PPF diagrams
3 A
Look carefully at the microeconomic production possibility frontier in m
Figure 1.6. We can tell this is a microeconomic diagram because of the v
labels on the two axes of the graph. The diagram depicts a situation in MP C
which a firm can produce both mobile phones and laptop computers S B
from the resources it has available. As in the first macroeconomic ok, A
diagram [Figure 1.3], points X and ¥ show the extreme possibilities M
facing the firm. Point X on the horizontal axis shows the maximum
possible output of laptop computers — providing no mobile phones are PPF
produced. This means that all available resources are devoted to the 0 >
production of laptop computers. Conversely, point Y on the vertical axis G LG LG X ‘-'P“"PI

_ -----------------------------------------------------------------------------------------------
-
L]

: SYNOPTIC LINK

i Full employment and unemployment feature in all the chapters in Part 2,
: The national economy, particularly in Chapter 8.

T 22 2 L2221

shows the opposite situation: the maximum possible output of mobile
phones when zero laptop computers are produced. As was the case
in the macroeconomic production possibility diagrams, all points on
the PPF curve between X and Y show different combinations of the two
goods being produced between the two extreme possibilities.

We can use Figure 1.6 to explain a number of important economic relationships.

Figure 1.6 The production possibility
frontier facing a firm producing mobile
phones and laptop computers

Scarcity, resource allocation and choice

A PPF diagram such as Figure 1.6 shows different possible ways in which scarce resources can be allocated
between competing uses. This involves choice. Compared to the resource allocation at point A, point B shows
the effect of shifting more resources into the production of mobile phones, with fewer resources being
allocated to laptop computer production.

Opportunity cost revisited

Production possibility diagrams provide a very good way of illustrating opportunity cost. Suppose, for example,
that the firm in Figure 1.6 initially produces MP; mobile phones and LC, laptop computers. This combination

of the two goods is shown at point A in the diagram. A decision by the manufacturer to increase production of
mobile phones from MP; to MP, means that computer production falls by LCy minus LC,. Moving from point A to
point B on the curve, the fall in computer production is the opportunity cost of the increase in phone production.

Look now at the shape of the PPF curve in Figure 1.6. You can see that the slope of the curve falls, moving up
the curve from point A to point B, and indeed to all other points further up the curve. There is a reason for this.
The slope shows the opportunity cost of producing more mobile phones, in terms of the laptop computers that
have to be sacrificed. When mobile phone production increases from MP, to MP, laptop computer production
falls by LC; minus LC,. This is the opportunity cost involved. But suppose mobile phone production increases
again by the same amount as before (which means that MP; minus MP; is the same as MP; minus MP;). In

this situation, shown at point C on the curve, more laptop computers than before have to be given up. LC4
minus LC; is larger than LC; minus LCy. The slope of the curve of the production possibility frontier shows that
the opportunity cost of producing mobile phones increases as more mobile phones are produced. A greater
number of laptop computers have to be sacrificed whenever an extra mobile phone is produced.
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KEY TERMS

choice choosing between alternatives when making a decision on how to use scarce resources.

resource allocation the process through which the available factors of production are assigned to produce
different goods and services, e.g. how many of the society’s economic resources are devoted to supplying
different products such as food, cars, healthcare and defence.
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Productive efficiency and production
possibility diagrams

You will come across the concept of economic efficiency on numerous
Capital occasions as you proceed through the course. There are a number of
goods All points on the PPF, different measures of economic efficiency; one of which is productive
L mm;:gﬁig efficiency. Chapter 3 explains productive efficiency in terms of a firm
minimising the average cost of producing a good. In this chapter, we
focus on two other ways of explaining the concept, both of which are
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¢ illustrated by the production possibility curve in Figure 1.7.
All points insidethe \ Theeconomy’s  Productive efficiency occurs when output is maximised from available
frontier, including Z, production inputs. But we know already that a PPF curve shows maximisation of
e peodUCvel poesiin) output from available inputs at every point on the curve, though the
inefficient frontier (PPF) F’b‘ o s P Ja ;}' P o o M &
G C X > combination of the two goods (in this case capital goods and consumer

goods B800ds) varies at different points on the curve. This means that all points
on the economy’s production possibility frontier shown in Figure 1.7,
including points A and B, are productively efficient. By contrast, all
points inside the PPF curve are productively inefficient, including point
Z. Productive inefficiency occurs when output is not maximised from available
_ """"""""""""""" inputs. At point Z, the economy is not employing all the available resources,

Kri:u[tEi\llh:fﬁcienc - including, of course, labour. Productive inefficiency is often associated with
’ v unemployment.

the economy as a whole
occurs when it is impossible
to produce more of one good
without producing less of
another. For a firm it occurs
when the average total cost of
: production is minimised.

L]
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Figure 1.7 Productive efficiency and the
economy’s PPF curve
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Consider now a movement along the PPF curve from point A to point B. The
diagram is telling us that, when on the PPF curve, more capital goods can be
produced only by giving up the production of some consumer goods. This is
another way of explaining productive efficiency. Productive efficiency occurs
when producing more of one good involves reducing production of other
goods. By contrast, when the economy is productively inefficient at point Z,
more capital goods and consumer goods can be produced by taking up the
slack in the economy and making use of idle resources.

.

EXTENSION MATERIAL

Allocative efficiency

_ Another measure of economic efficiency is allocative efficiency. As is
KEY TFRM B the case with productive efficiency, allocative efficiency can be explained
allocative efficiency occurs in more than one way. In this chapter we define allocative efficiency as
when the available economic occurring when economic activity results in the best combination of goods
resources are used to and services being produced, and available to be consumed, taking into

: produce the combination of account consumers’ preferences.
: goods and services that best

l matches people’s tastes and
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Production possibility curves show production possibilities, or the
different goods people can choose to purchase when spending their
limited incomes. The economy’s production possibility frontier shows

all productively efficient outcomes, but it does not identify an optimal
allocation of resources. The allocatively efficient output is the point on the
PPF curve that best meets people’s tastes and preferences. However, this
output does not necessarily optimise society’s welfare because that also
depends on the distribution of income and wealth and value judgements
relating to fairness and justice.

preferences.
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J 1 ECONOMIC METHODOLOGY AND THE ECONOMIC PROBLEM
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: QUANTITATIVE SKILLS 1.2

Worked example: drawing a production possibility curve
from given data
Draw a production possibility frontier using the data below.
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Table 1.3 Production possibility schedule for producing tanks and military aircraft

LELLE Military aircraft
: 100 0
90 10
80 20
70 30
0 | 4w
50 50
i 40 60
30 70
20 80
10 90
0 | 100

The production possibility curve drawn from this data is:
Tanks 1
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Production
possibility curve

(FET PSS LTSS N )
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40_
A
H 1 :
: 0 | | | | | | T 1 | = §
H 0 20 40 60 80 100 :

Military aircraft
Figure 1.8 Production possibility curve or frontier for tanks and military aircraft
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Unlike all the production possibility curves shown earlier in this chapter,
this one shows a constant opportunity cost of ten military aircraft whenever
10 extra tanks are produced. This means that the production possibility
curve is a straight line, positioned between the two production possibility
extremes of zero tanks and 100 military aircraft, and 100 tanks and zero
military aircraft. :
Occl-rtttq-q...a...ooot!i..ooh&tb.oitit#nqt-i-bi--rioaotttiodttmftil!lbooosooiapiolobqooooilltt—
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TESTYOURSELF 1.2

Suppose the opportunity cost of producing one extra unit of a good in
terms of another good sacrificed fell as more of the good is produced. In
what way would the shape of the production possibility curve differ from

those shown in this chapter?
——--—-"::::_————
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CASE STUDY 1.1

Allocating resources through the price mechanism and the planning mechanism

There are a number of ways in which scarce resources can be allocated between competing uses. These
include inheritance and other types of gift, theft and chance (such as winning a fortune on the National
Lottery). However, the two main allocative mechanisms are the price mechanism [or market mechanism]
and the planning mechanism [or command mechanism]. An economic system in which goods and services
are purchased through the price mechanism in a system of markets is called a market economy, whereas
one in which government officials or planners allocate economic resources to firms and other productive
enterprises is called a planned economy (or command economy].

In a pure market economy, the price mechanism performs the central economic task of allocating scarce
resources among competing uses through the markets which make up the economy. Transport costs and
lack of information may create barriers that separate or break up markets. In past centuries, such barriers
often prevented markets from operating outside the relatively small geographical area of a single country or
even a small region within a country.

However, while some markets exist in a particular geographical location — for example, a street market

or until quite recently the London Stock Exchange — many markets do not. In recent years, modern
developments have allowed goods to be transported more easily and at lower cost, and have helped in

the transmission of market information via telephone and the internet. This has enabled many markets,
especially commodity and raw material markets and markets in financial services, to become truly global or
international markets functioning on a worldwide basis.

A complete command economy is an economy in which all decisions about what, how, how much, when,
where and for whom to produce are taken by a central planning authority, issuing commands or directives
to all the households and producers in the society. Such a system could only exist within a very rigid and
probably totalitarian political framework because of the restrictions on individual decision making that
are implied.

In much the same way as a pure market economy, in which the price mechanism alone allocates
resources, is a theoretical abstraction, so no economy in the real world can properly be described as a
complete or pure planned economy. Before the collapse of the communist political system around 1990,
the countries of eastern Europe were centrally planned economies. However, they were not pure planned
economies. Production but not consumption was planned. Consumers often had to queue to get consumer
goods, whose prices were fixed by the planners. Shortages resulted, which, together with the generally
inferior quality of consumer goods, contributed to the breakdown of the command economies. Some
communist countries still exist, namely the People’s Republic of China, North Korea, Vietnam and Cuba.
However, all these countries, with the exception until recently of North Korea, have encouraged the growth
of markets to a greater or lesser extent. They have communist political systems, but they have moved away
from being pure command economies.

Follow-up questions

1 Distinguish between a pure market economy and the market sector of a mixed economy.
2 What is the other name of a planned economy?
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CASE STUDY 1.2

The UK as a mixed economy

Many economies, particularly those of the developed countries of Western Europe such as the UK, are called
mixed economies. A mixed economy contains both a large market sector and a large non-market sector in
which the planning mechanism operates. Figure 1.9 illustrates mixed economies in relation to planned and
market economies.

Planned Mixed Market

economies economies economies

In which the planning contain In which the price

mechanism allocates mechanism allocates

scarce resources to |/ \l scarce resources in

their final uses Large Larae the system of markets
non-market mﬁet which makes up the

sector sector econoimy

Figure 1.9 Planned economies, mixed economies and market economies

The UK economy developed into a mixed economy after the Second World War, when a number of important
industries such as coal, rail and steel were nationalised and taken into public ownership. Previously, the 1944
Education Act had extended state provision of education, and the creation of the National Health Service in
1948 did the same for healthcare.

For about 30 years after the end of the Second World War, from the 1940s to the 1970s, the majority of UK
citizens (and the major political parties) agreed that the mixed economy was working well. Most people
believed that certain types of economic activity, particularly the production and distribution of consumer
goods and services, were best suited to private enterprise and the market economy. But people also
accepted that utility industries such as gas and electricity should be nationalised, and that important
services such as education, healthcare and roads should be provided by government, outside the market, and
financed through the tax system. In short, a consensus existed around the belief that the mixed economy was
right for the UK,

However, from about 1980 onwards, many economists and politicians began to blame the mixed economy

for the UK's deteriorating economic performance, relative to that of its main competitors in Western Europe
and Japan. Critics argued that the public and non-market sectors of the economy were inefficient and wealth
consuming rather than wealth creating. They had become too big and needed cutting down to size. Critics of
the mixed economy argued that a concerted effort should be made to change fundamentally the nature of the
UK economy by increasing private ownership and market production.

Successive governments implemented policies that changed the nature of the mix in favour of private
ownership and market forces, at the expense of public ownership and state planning. The UK economy

is now much closer to being a pure market and private enterprise economy than it was 40 years ago. The
three main policies used to change the nature of the UK economy have been privatisation, marketisation and
deregulation, polices which collectively can be called economic liberalisation.
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Privatisation involved the sale of state-owned assets such as nationalised industries to private owners.
This was often accompanied by marketisation (or commercialisation), whereby prices are charged for goods
and services the state previously provided free of charge. Deregulation, the third aspect of liberalisation,
attempts to remove barriers to entry and government red tape and bureaucracy from the operation of
markets.

Follow-up questions

1 What is meant by private enterprise?

2 Distinguish between privatisation and marketisation.
_-—— =}




Questions
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SUMMARY

Economic methodology involves the application of tested economic
theories to explain real-world economic behaviour.

It is important to understand the difference between positive and
normative statements. A positive statement can be tested to see if it
is correct or false; a normative statement is a statement that includes
a value judgement which cannot be refuted purely by looking at the
evidence.

* The economic problem is how limited resources are used in relation to

&

L

people’s desires and wants.
The economic problem results from scarcity.
Scarcity results in the need for choice.

* Whenever a choice has to be made there is an opportunity cost.

<]

The opportunity cost of any decision is the next best alternative forgone.
Economists generally assume that people are rational, choosing the best
alternative available.

Production is a process, or set of processes, that converts input into
outputs.

The inputs into the production process are called factors of production.
The entrepreneur is the factor of production that decides what to
produce, how to produce and for whom to produce.

Environmental resources comprise all the natural resources that are
used or can be used in the economic system.

Key economic concepts such as scarcity, choice, opportunity cost,
economic growth, and full employment and unemployment, can be
illustrated on a production possibility diagram.

+ A production possibility frontier illustrates the different combinations of

goods that can be produced with a fixed quantity of resource.

* Different economic systems allocate resources between different uses

&

in different ways.

In @ market economy, the price mechanism performs the allocative task.
The UK economy is a mixed economy, containing a mix of market and
non-market sectors, and private and public sectors.

The nature of the UK mixed economy has changed during the last

40 years.

1 With an example of each, explain the difference between a positive and a normative statement.

2 With an example of each, explain the difference between a need and a want.

3 What is the fundamental or central economic problem?

4 Relate scarcity to the need to make economic choices and to opportunity cost.

5 Briefly describe the four factors of production.

6 Distinguish between a non-renewable and a renewable environmental resource.

7 Draw a production possibility frontier to illustrate the choice between producing capital goods and

consumer goods.

—~
oy
ﬁ
2
<
0
o
S
S
©
)
0
L
N
q‘
o
m Ll
Q
1
3
»




Price determination In
a competitive market
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i Chapter 1 introduced you to one of the fundamental economic problems:

{ how to allocate scarce resources between competing uses in conditions :
in which there are limited resources and unlimited wants. In a market
i economy, resource allocation is undertaken by the price mechanism
i operating in the system of markets that make up the economy. This is

: true also in the ‘'market sector’ of a ‘mixed economy’. However, in a mixed :
i economy there is also a 'non-market sector’ in which goods and services i
i such as roads and police are produced and delivered to final users ‘outside ?
: the market’. The UK is often said to be a ‘mixed economy’ though in recent
! decades the nature of the ‘mix’ has been shifting towards a pure market
economy and away from non-market provision.

dFSEsESbEANS

This chapter focuses on markets and the price mechanism, and looks
i only at competitive markets. Many of the markets in the UK economy are
: uncompetitive markets, but these are investigated in Chapter 4.
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{ competitive market a market in which the large number of buyers and
: sellers possess good market information and can easily enter or leave the
i market.
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¥LEARNING OBJECTIVES ;
This chapter will:

. * explain the nature of demand and supply in a competitive market ‘
: » differentiate between a movement along a demand or a supply curve and :
t  a shift of ademand or a supply curve g

e introduce the concept of elasticity and explain the different elasticities :
you need to know

bring demand and supply curves together in a supply and demand diagram
distinguish between market equilibrium and disequilibrium in a supply
and demand diagram

investigate different ways in which markets are interrelated

examine a number of real-world markets
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What is a market?

A market is a voluntary meeting of buyers and sellers. Both buyer and seller
have to be willing partners to the exchange. If, for example, a buyer uses

violence or the threat of violence to ‘persuade’ a seller to supply goods at a
price unfavourable to the seller, this is a forced transaction and not a market
transaction.




Markets do not have to exist in a particular geographical location. Whenever

a good or service is voluntarily bought and sold, a market transaction takes
place. Over history, market transactions shifted away from open-air street
markets to take place in shops. Shops have higher overhead costs, but they
offer a permanent site of exchange and a continuing relationship between
sellers and buyers. In recent years, the growth of the internet has allowed 24/7
e-commerce. As a result many markets, especially those in commodities, raw
materials and financial services, have become truly global.

O Competitive markets

_‘“""“““““"“"““""E A market is highly competitive when there are a large number of buyers and

KEYI,TEiRMS e 5 sellers all passively accepting the ruling market price that is set, not by individual
:?_.lilét:bpri:rﬂ;;:::n:a s del‘c:ieaat decisions, but by the interaction of all those taking part in the market. The ruling
good or service exactly equals market price (or equilibrium price) is set by supply and demand in the market
planned supply. as a whole. Highly competitive markets lack entry and exit barriers. This means
supply the quantity of a good that new buyers and sellers can easily enter the market without incurring costs. In
S ruicathat e are the same way buyers and sellers can leave the market if they wish to. Competitive
markets also exhibit a high degree of transparency — buyers and sellers can

willing and able to sell at given ; ; e
prices in a given period of ¢ quickly find out what everyone else in the market is doing,
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time. :
demand the quantiyofagood | 2.1 The determinants of demand
or service that consumers are ,
willing and able to buy at given { O [ goo ds and services
prices in a given period of
it;n;i;;; ; 2?1‘2?:?5 elsc';:;.:::;?nd Households and firms operate simultaneously in two sets of markets. The
rerrersssseersanesssseom—— 1175t Of these contains the goods markets in which households demand and
buy consumer goods and services produced and supplied by firms. But for
household demand in the goods market to be an effective demand — that
” eeeesesssesessssssssssn, 15, demand backed up by an ability to pay — households must first sell
KEY TERM. ST their labour, or possibly the services of any capital or land they own, in the
effective demand the desire markets for factors of production. These were briefly mentioned in Chapter 1.
for a good or service backed by : Households’ roles are therefore reversed in goods markets and factor markets.
an ability to pay. In this chapter, we ignore factor markets and focus solely on the determinants
srnrsssssesnnnnnsesss —— — — —= — O demand for consumer goods and services.
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”mb Market demand and individual demand
KEY TERM

market demand the quantity
of a good or service that all the
consumers in a market are
willing and able to buy at
different market prices.
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Normally when economists refer to demand, they mean market demand. This
is the quantity of a good or service that all the consumers in the market wish
to, and are able to, buy at different prices. By contrast, individual demand is
the quantity that a particular individual, such as yourself, would like to buy
The relationship between market and individual demand is simple. Market
demand is just the sum of the demand of all the consumers in the market.
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The ‘law’ of demand

The ‘law’ of demand states that as a good’s price falls, more is demanded.
There is thus an inverse relationship between price and quantity demanded.
Note that the word ‘law’ is in inverted commas. This is because a law in
economics is not as strong or watertight as a law in a natural science subject
such as physics. Whereas a law in physics will always hold, a social science



law always has ‘ifs’ and ‘buts’ attached. More of a good is usually demanded as
its price falls, but there are exceptions, which are explained on page 24.

O The market demand curve

Price 4 The market demand curve in Figure 2.1 illustrates the ‘law’ of demand. If the
Py price starts off high, for example at P,, household demand is Q,. But if the
l \ price falls to P,, demand increases to Q5.
’ Demand for a good varies according to the time period being considered.
S For example, weekly demand is different from daily, monthly and annual
demand. For this reason, the horizontal axis in Figure 2.1 is labelled ‘Quantity
0 ) oR demanded per period of time’. It is normal practice to use the label ‘Quantity’

cmﬂtlt;
Msln:‘dpl‘ on the horizontal axis of a demand curve diagram, as we do in the rest of this
: book, but this is an abbreviation. It always refers to a period of time.

Figure 2.1 A market demand curve
”0...'.0.0#0!Olfi#‘.'.'.iii‘l‘l.lii‘l"..l##t‘.lltii"l..i..ﬁbt.t.-.ln.'l'l‘###fllr!-i....i.'.!.‘#..#l

: SYNOPTIC LINK

i Microeconomic demand curves look very similar to aggregate demand

! curves, which are explained in Chapter 7. It is vital that you don’t confuse

: the two. Likewise, don't confuse demand with consumption, which is a
component of aggregate demand, also explained in Chapter 7.

==
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ACTIVITY

Construct a questionnaire containing the following question: 'How many
litre bottles of cola would you buy each week if the price was £2, £1.50,
£1.00, 50 pence, 25 pence?’ Ask a sample of your friends to answer the
question and analyse their answers. What are the problems with
estimating demand curves in this way?
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O Movement along a demand curve and
shifts of a demand curve

Students often confuse a movement along a demand curve and a shift of a
STUDY TIP demand curve. A movement along a demand curve takes place only when the
;Ofl; st ul: d::stand the goods price changes. Provided the demand curve slopes downwards, a fall in
n:a:;ﬁ'ln::t aTon ezn daeman dar price results in more of the good being demanded. This is sometimes called an
supply curve an% 4 shiftefihe extension of demand. Likewise, a contraction of demand occurs when a rise in
curve. price leads to less being demanded.
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When we draw a market demand curve to show how much of the good or
_ service households plan to demand at various possible prices, we assume that
s s all the other variables that may also influence demand are held unchanged or
KEY TERM ™ (B Ao o s .

e constant. This is the ceteris paribus assumption, which means ‘other things

condition of demand a ; , .
: being equal’. Among the variables whose values are held constant or unchanged

determinant of demand, other , ; :
than the good's own price, that when we draw a demand curve are disposable income and tastes or fashion.
fixes the position of the ; Collectively, the variables (other than the goods own price) whose values
demand curve. determine planned demand are often called the conditions of demand. A
RSSO change in a condition of demand shifts the demand curve to a new position.
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The conditions of demand

The main conditions of demand are:
OKEY TER M..S........................... ® the prices of substitute goods or goods in competing demand (see
increase in demand a
rightward shift of the demand

curve.
decrease indemand a

section 2.6)
® the prices of goods in joint demand or complementary goods (see
section 2.6)
: ® personal income (or more strictly personal disposable income, after tax and

AEFEE* P+ AALITEAS S F4T
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} leftward shift of the demand §  Teceipt of benefits)

i curve i @ tastes and preferences

PR TREIT A —— ® population size, which influences total market size

Price 4 If any of the conditions of demand change, the position of the

demand curve changes, shifting either rightward or leftward.

Figure 2.2 illustrates a rightward shift of the demand curve, which

Py is also called an increase in demand, and means more of the good
is demanded at any given price. For example, at a price of P, the
quantity demanded increases from @, to @,. Conversely, a leftward

— shift of demand (known as a decrease in demand) causes the
quantity demanded to fall at any given price.
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D, D,
0 Q, Q, Quantity Events that might cause a rightward shift of a demand curve include:
Figure 2.2 The effect of a rightward shift of ® an increase in the price of a substitute good or good in
demand competing demand (see the section on the interrelationship

between markets)
® a fall in the price of a complementary good or good in joint demand
® an increase in personal disposable income (but see the following section on
normal goods and inferior goods)
® a successful advertising campaign making people think more favourably
about the good
® an increase in population size

Normal goods and inferior goods

When disposable income increases, a demand curve shifts rightward, but
only if the good is a normal good, for which demand increases as income
increases. However, some goods are inlerior goods, for which demand
decreases as income increases, and an increase in income shifts the demand
curve leftward.

_.--dl----boodnnqlilq-....b.--

KEY TERMS

normal good a good for which
demand increases as income
rises and demand decreases
as income falls,

inferior good a good for which
demand decreases as income
rises and demand increases as
income falls.

FEFFFALERRRB IR HF LSS

To take an example, private car transport and bus travel are not just substitutes
for each other. As people’s incomes rise, demand for cars generally increases,
while, at the same time, demand for bus travel usually falls. If people respond
in this way to changes in income then private transport is a normal good, but
certain forms of public transport are inferior goods. For an individual, whether
a good is normal or inferior depends on personal income, tastes and, possibly,
age. For young children, junk food such as sweets is usually a normal good.
When parents increase small children’s pocket money, they generally buy more
sweets. But as children get older, tastes change, and sweets may very well
become an inferior good.
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By contrast, a change in a condition of demand shifts the demand curve to a
new position. As already explained, a rightward shift of demand is often called
an increase of demand while a decrease of demand occurs when the demand
curve shifts leftward.
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EXTENSION MATERIAL
Are there any exceptions to the law of demand?

Demand curves don’t have to slope downwards, though they usually do. However, there are circumstances in
which a demand curve may be horizontal or vertical, or indeed slope upward, showing that more is demanded
as the good’s price increases.

There are a number of possible explanations for upward-sloping demand curves. Some of these are as follows:

| Speculative demand If the price of a good such as housing, shares or a foreign currency starts to rise,
people may speculate that in the near future the price will rise even further. In this situation, demand is
likely to increase. In the case of rising house prices, young people who wish to become first-time buyers may
scramble to buy houses, fearing that if they wait, they may never be able to afford to buy a house.

. Good for which consumers use price as an indicator of quality Consumers may lack accurate information
about the quality of some goods they want to buy, such as second-hand cars and computers. In this situation, a
potential buyer may demand more as a good’s price rises, believing that a high price means high quality.

2 Veblen goods Some companies try to sell their goods based on the fact that they cost more than those of their
competitors. Veblen goods, named after the Norwegian economist Thornstein Veblen, are goods of exclusive or
ostentatious consumption, or ‘'snob’ goods. They are sometimes called positional goods, though strictly a positional
good is so scarce that few people can ever acquire it. Some people wish to consume Veblen goods, such as Ferrari
cars, as a signal of their wealth. The ‘reassuringly expensive’ advertising campaign for Stella Artois beer is a good
example. A few years ago, Interbrew, the Belgian company (now called Inbev] that then owned the Stella brand,
decided to sell its beer as a premium brand. Interbrew hoped that high prices would attract more customers. Ifyou
look at the prices of Stella beer, you will find that Inber has now changed tack, selling its beer on a ‘'stack 'em high,

sell 'em fast’ principle, at discounted prices.
Perhaps more could

be done to justify Stellas
ridicul(])us price.

Aaah the exquisite Stella taste.

Aargh the excruciating Stella price. Sadly
there’s very little we can do about it.

Even offering small incentives like the one
on the left is beyond our means.

Making Stella properly just costs [ar too
much money.

We could, you might suppose, adulterate
our premium barley with a few bags of a more
questionable grain.

Substitute ordinary hops for the rare Czech
Saaz variety

Or hoist Stella out of the vat before the
customary six weeks maturation.

While these expedients might produce a
price that’s not ridiculons, we're afraid the same

could not be said of the beex:
Stella Artois. Reassuringly expensive. @
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Veblen goods are those that have high price as a selling point




2.2 Price, Income and cross-
elasticities of demand

C/ The meaning of elasticity

oK“E“YI"lTIIE“R"IMIL Trmmmmmmmmmmmmmnsnestt Whenever a change in one variable (such as a good’s price) causes a change to
A ‘ occur in a second variable (such as the quantity of the good that households
elasticity the proportionate oy o
. are prepared to demand), an elasticity can be calculated. The elasticity
responsiveness of a second . : ;
. e . measures the proportionate responsiveness of the second variable to the
variable to an initial change in ; : : _ , :
tha fiveh varisble. change in the first variable. For example, if a 5% increase in price were to
T cause households to reduce their demand by more than 5%, demand would be
elastic. In this example, a change in price induces a more than proportionate
response by consumers. But if the response were less than a reduction of 5%,
demand would be inelastic. And if the change in price were to induce exactly
the same proportionate change in demand, demand would be neither elastic
nor inelastic — this is called unit elasticity of demand.
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Elasticity is a useful descriptive statistic of the relationship between two
variables because it is independent of the units, such as price and quantity
units, in which the variables are measured.
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Although, in principle, economists could calculate a great many elasticities for
all the economic relationships in which they are interested, the three demand
elasticities you must know are:

® price elasticity of demand
® income elasticity of demand
® cross-elasticity of demand

The following formulae are used for calculating these elasticities:

percentage change in quantity demanded

price elasticity of demand = o
percentage change in price

ntage change in quantity demanded

income elasticity of demand = PE*€ o
percentage change in income

cross-elasticity of demand = percentage change in quantity of A demanded
& percentage change in price of B

A
(/ Price elasticity of demand

”"“"”““""”'““"""E Price elasticity of demand measures consumers’ responsiveness to a change

KFY TERM_ in a good’s price. (It is sometimes called an ‘own price’ elasticity of demand to

Enr:;;: rl.::tt';:i: tfeif':;av'::ich distinguish it from cross-elasticity of demand for good A with respect to the
price of B, which measures the responsiveness of demand for a particular good

the demand for a good
9 to a change in the price of a different good.)

changes in response to a
”'I-O-IQO!1Q#!-P-P'IOO'U9!!O!Ol'!l!t!it...#Dti!'tfi##"l!f#tf!tli'l!f.’!i!!0'0.00!"!0'0..0'!!!Ol‘f.iilii
STUDYTIP

change in the price of that

good.

Brrsasesnensnsisresss om— You should apply elasticity analysis when assessing the effects of a shift of
a demand or supply curve. The extent to which the good’s price or ;
equilibrium level of output changes depends on the price elasticity of the

curve that has not shifted. For example, when the supply curve shifts

leftward, the price elasticity of the demand curve determines the extent to
which the good’s price and quantity changes.
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TEST YOURSELF 2.1

When the price of a small car is £15,000, there are 100,000 people in the
UK who wish to buy it. When the price falls to £10,000, the number wanting
to buy the car rises to 200,000. What does this information tell you about
the market for small cars in the UK?
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STUDY TIP

Remember that elasticities are calculated by dividing the percentage change
in quantity demanded [or supplied) by the percentage change in the variable
that caused the change. :
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EXTENSION MATERIAL
Infinite and zero price elasticity of demand
Horizontal and vertical demand curves have constant elasticities at all points on the curve. A horizontal demand
curve, such as the demand curve in Figure 2.3(a), is infinitely elastic or perfectly elastic. At the other extreme,
= the vertical demand curve in Figure 2.3[b] is completely inelastic, displaying a zero price elasticity of demand at
X all points on the curve. When the price falls, for example from P, to P, the quantity demanded is unchanged.
<
= (a) Infinitely elastic demand (b) Zero elasticity of demand
A A
E P e Demand | PEy =0
7 &
% Demand
P, P
8 PEy =0 1
<
P f2
z
=
<
- >
E o Quantity 0 Q, Quantity
E Figure 2.3 Horizontal and vertical demand curves
|— —l
Lt
=)
L
E Figure 2.4 summarises the five demand curves you need to know
o
o~
(@ I'arfu.znhsﬂc (b) Elastic demand (€) Unit elastic (d) inelastic demand (e) Completely
dema demand inelastic
pPA P4 Pt P4 PA
D
*
D \ P£D=1 :
D PEq <1
D
D .
0 Q © Q Q © Q@ O Q
* Hasticity falls moving T Elasticity rises moving
down the curve in pane (b) up the curve in panel (d)

Figure 2.4 Five demand curves you need to know



O Factors determining price elasticity
of demand

Substitutability

Substitutability, which is explained in section 2.6, is the most important
determinant of price elasticity of demand. When a substitute exists for a
product, consumers respond to a price rise by switching expenditure away
from the good and buying a substitute whose price has not risen. When

very close substitutes are available, demand for the product is highly elastic.
Conversely, demand is likely to be inelastic when no substitutes or only poor
substitutes are available.

Percentage of income

The demand curves for goods or services on which households spend a large
proportion of their income tend to be more elastic than those of small items
that account for only a small fraction of income. This is because for items

on which only a very small fraction of income is spent, particularly for those
which are rarely purchased, people hardly notice the effect of a change in price
on their income. The same is not true for ‘big-ticket’ items such as a new car of
a foreign holiday:
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Necessities or luxuries

It is sometimes said that the demand for necessities is price inelastic, whereas
demand for luxuries is elastic. This statement should be treated with caution.
When no obvious substitute exists, demand for a luxury good may be
inelastic, while at the other extreme, demand for particular types of basic
foodstulff is likely to be elastic if other staple foods are available as substitutes.
It is the existence of substitutes that really determines price elasticity of
demand, not the issue of whether the good is a luxury or a necessity.

The ‘width’ of the market definition

The wider the definition of the market under consideration, the lower the
price elasticity of demand. Thus the demand for the bread produced by

a particular bakery is likely to be more elastic than the demand for bread
produced by all bakeries. This is because the bread baked in other bakeries
provides a number of close substitutes for the bread produced in just one
bakery. And if we widen the possible market still further, the elasticity of
demand for bread produced by all the bakeries will be greater than that for

food as a whole.

Time

The time period in question will also affect the price elasticity of demand.
For many goods and services, demand is more elastic in the long run than

in the short run because it takes time to respond to a price change. For
example, if the price of petrol rises relative to the price of diesel, it will take
time for motorists to respond because they will be ‘locked in’ to their existing
investment in petrol-engine cars.

In other circumstances, the response might be greater in the short run than
in the long run. A sudden rise in the price of petrol might cause motorists
to economise in its use for a few weeks before getting used to the price and
drifting back to their old motoring habits.



CASE STUDY 2.1

Elasticity and tobacco taxation

Various studies have calculated the price elasticity of demand for cigarettes of different groups in society
such as the young and the old, and men and women.

AWorld Bank review concluded that price rises of about 10% would on average reduce tobacco
consumption by about 4% in richer countries. Smokers in poorer nations also tend to be more sensitive

to price changes.

Reviewing 86 studies, Gallet and List found a mean price elasticity of -0.48, meaning that, on average,

a 10% increase in price will be followed by a decrease in consumption of 4.8%. They also found greater
responsiveness among younger people, with an average price elasticity of -1.43 for teenagers, -0.76 for
young adults, and -0.32 for adults. They found an average price sensitivity of -0.50 for men and -0.34 for
women. Studies have also tended to show greater price sensitivity among low-income groups.

Follow-up questions

1 Most of the elasticity statistics quoted above lie between zero and -1. Discuss the significance of this for
governments.

2 Suggest two reasons why adult smokers may be less responsive to a rise in the price of cigarettes than
teenage smokers.

Q A simple rule for detecting whether
demand is price elastic or inelastic

As an alternative to using the formula to calculate price elasticity of demand
between two points on a demand curve, a simple rule can be used to
determine the general nature of the elasticity between the two points:

@ if total consumer expenditure increases in response to a price fall, demand
is elastic

® if total consumer expenditure decreases in response to a price fall, demand
is inelastic

@ if total consumer expenditure remains constant in response to a price fall,
demand is neither elastic nor inelastic, i.e. elasticity = unity (or since the
demand curve slopes downward, the elasticity is minus unity or —1)

Consider, for example, Figure 2.5, which shows an elastic demand curve D.

3 a At price Py, total consumer expenditure is shown by the rectangle bounded by

b, b Py,a, @1 and 0. When the price falls to P, the consumer expenditure rectangle
Elastic changes to the area bounded by P, b, @; and 0. Clearly, the second of these

demand  rectangles is larger than the first rectangle, so total consumer expenditure
increases, following a fall in price, when the demand curve is elastic.

'—.
L
x
o
<t
=
W
=
=
L
o
=
o
O
<
=
=
o
<
<
=
o
]
—
L
=)
L
Q
o
o
o~

TEST YOURSELF 2.2
Draw a diagram to illustrate what happens to total consumer expenditure
in the event of a price fall when the demand curve is inelastic.

Figure 2.5 The effect of a price fall

on total consumer expenditure when
demand is elastic

Q Income elasticity of demand

The nature of income elasticity of demand — which measures how demand
responds to a change in income — depends on whether the good is a normal
good or an inferior good. Income elasticity of demand is always negative for



” an inferior good and positive for a normal good. This is because the quantity

: demanded of an inferior good falls as income rises, whereas the quantity

KEY TERM | s in
income elasticity of demand | demanded of a normal good rises with income.

measures the extent to which § Normal goods can be further divided into superior goods or luxuries, for which
the dema.nd for a good the income elasticity of demand is greater than +1, and basic goods, with an
CHRAESS | FRSPODES 1o Q income elasticity lying between 0 and +1. Although the quantity demanded of a
ENBNge I Ingamie; i normal good always rises with income, it rises more than proportionately for a

calculated by dividing the
Dot superior good (such as a luxury car). Conversely, demand for a basic good such

ercentage change in quantit
geman degd by thegpercgntagey as shoe polish rises at a slower rate than income.

change in income.
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The size and sign (positive or negative) of income elasticity of demand affect
how a good’s demand curve shifts following a change in income.
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TEST YOURSELF 2.3

The income elasticity of demand for foreign holidays in the UK is +1.6. What
does this tell you about UK demand for foreign holidays?
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: QUANTITATIVE SKILLS 2.1

: Worked example: performing an elasticity calculation

People’s average incomes fall from £1,000 a week to £600 a week. As a result, demand for potatoes increases
from 1 million tonnes to 1.2 million tonnes a week. Calculate the income elasticity of demand for potatoes.
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The formula for calculating income elasticity of demand is:
ntage change in quantity demanded
percentage change in income

The percentage change in quantity demanded is +20%. The percentage change in income is -40%. Placing these
figures into the formula:;

rewseFIEFFAREN
Lo 2 2 L2 b J

income elasticity of demand = FELEE

‘ o +20%
income elasticity of demand = —40%

=-0.5

The minus sign indicates that the good is an inferior good. The number 0.5 indicates that demand is income inelastic.
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O Cross-elasticity of demand

Cross-elasticity ol demand measures how the demand for one good responds
to changes in the price of another good. The cross-elasticity of demand

_ ------------------------------ between two goods or services indicates the nature of the demand relationship

KEY TERM between the goods. There are three possibilities:

cross-elasticity of demand s
measures the extent towhich : ® complementary goods (or joint demand)

the demand for a good ® substitutes (or competing demand)
changes in response to a : ® an absence of any discernible demand relationship

change in the price of another
good; it is calculated by

dividing the percentage change ;
in quantity demanded of one £
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Cars and petrol or diesel fuel, for example, are complementary goods: they are
in joint demand. A significant increase in fuel prices will have some effect on
the demand for cars, though the effect may not be great. By contrast, private
good by the percentage change i 2T travel and bus travel are substitute goods. A significant increase in the cost
in the price of the other good. of running a car will cause some motorists to switch to public transport —
PSS DI, ——  PTOVided its price does not rise by a similar amount as well.
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: STUDYTIP

Elasticity basically means
responsiveness. Demand
elasticities measure how
consumers respond to a change
in a good’s price, income, or
the price of another good. You
should learn the formulae
for each type of elasticity, for
example income elasticity of
demand, and avoid making
three basic mistakes when
using them. These are:

* missing out the word 'per-
centage’ [or the % sign) from
the formula

e writing the formula ‘upside
down’ :

» confusing the different
elasticities
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As with the case with income elasticity of demand, the size and sign (positive
or negative) of cross-elasticity of demand affect how a good’s demand curve
shifts following, in this case, a change in the price of another good. For
example, a cross-elasticity of demand of +0.3 for bus travel with respect to
the price of running a car indicates that a 10% increase in the cost of private
motoring would cause the demand for bus travel to increase by just 3%. For
most demand relationships between two goods, cross-elasticities of demand
are inelastic rather than elastic, both when the goods are in joint demand and

when they are substitutes.

TEST YOURSELF 2.4

The price of a gaming console for a particular games provider rises by
30%. In subsequent years the demand for games cartridges for this
system falls by 10%. What does this tell you about the cross-elasticity of
demand between the two products?

2.3 The determinants of the
supply of goods and services

O

W ...

KEY TERM

market supply the quantity of
a good or service that all firms
plan to sell at given pricesin a
given period of time.
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Market supply

Normally when economists refer to supply, they mean market supply Market
supply is the quantity of a good or service that all the firms or producers in
the market plan to sell at different prices. By contrast, supply by a single firm
is the quantity that a particular firm within the market would like to sell.

As with demand, the relationship between the two is simple. Market supply

is just the sum of the supply of all the firms or producers in the market at
different market prices.

O I

_ ..............................

KEY TERMS

profit the difference between
total sales revenue and total
costs of production.

total revenue the money a firm
receives from selling its output,
calculated by multiplying the
price by the quantity sold.
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Price
P,
P
. 2
O Q, > Qy Quantity
supplied per
period of time

Figure 2.6 A market supply curve

The market supply curve

The market supply curve in Figure 2.6 illustrates the ‘law’ of supply, which

states that as a good’s price rises, more is supplied. If the price starts off low,
for example at Py, firms are willing to supply Q,. But if the price rises to P,
planned supply increases to 9,.

The main reason for upward-sloping supply curves stems from the
profit-maximising objective which economists assume firms have. If
we assume that a firm always aims to make the biggest possible profit,
it follows that a firm will only want to supply more of a good if it is
profitable so to do.

For a firm, profit is the difference between the sales revenue the firm
receives when selling the goods or services it produces and the costs of
producing the goods. Assuming firms do not change their size or scale,
the cost of producing extra units of a good generally increases as firms
produce more of the good. As a result, it is unprofitable to produce and
sell extra units of a good unless the price rises to compensate for the extra
cost of production. The result is the upward-sloping market supply curve
shown in Figure 2.6.



Firms only want to supply more of a
good if it is profitable to do so

As with demand, the supply of a good varies according to the time period
being considered. Hence the words ‘Quantity supplied per period of time’
on the horizontal axis in Figure 2.6. In later diagrams, this is shortened to
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”m.................um....: ‘Quantity’. But again, as with demand, remember that this is an abbreviation. o

: SYNOPTIC LINK

Microeconomic supply curves
look very similar to aggregate
: supply curves which are

i explained in Chapter 7. Don't

; confuse the two.
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TEST YOURSELF 2.5
Having set the price of bread at £3 a loaf, bread shops bake 10 million
loaves which they then try to sell. However, 8 million of these loaves

remain unsold. What is likely to happen next in the bread market?

Y
C/ Shifts of the supply curve

Earlier in the chapter, we saw that a market demand curve shows how much
all the consumers in the market plan to buy at different prices of the good,
assuming all the other factors that influence demand remain constant. These
_.............‘................ ‘other factors’ were called the conditions of demand and we explained how; if
KEY TERM any of them change, the demand curve shifts to a new position.
conditions of supply
determinants of supply, other
than the good’s own price, that

BESHFeeF

In exactly the same way, a market supply curve shows the quantities of the
good that all the firms in the market plan to supply at different possible prices,
fix the position of the supply assuming the conditions of supply remain unchanged. Again, if the ceteris
curve. paribus assumption no longer holds, one or more of the conditions of supply
ersrsrrsssesssissrerr e Change, and the supply curve shifts to a new position.
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The conditions of supply

The main conditions of supply are:

@ costs of production, including
O wage costs
© raw material costs
O energy costs
o costs of borrowing



c ® technical progress

KEY TERMS

increase in supply a rightward
shift of the supply curve.

decrease in supply a leftward As we have noted, if any of the conditions of supply change, the

shift of the supply curve. : supply curve shifts to a new position. As with demand, a rightward

B oaa shift of supply is known as an increase in supply, whereas a leftward
shift is known as a decrease in supply. An increase in wage costs,

. which for many firms are the most important cost of production, shifts

— : the supply curve leftward (or upward). Firms reduce the quantity of

the good they are prepared to supply because production costs have

P, risen. For example, when the price is P) in Figure 2.7, a leftward

shift of supply from 5, to S; causes the quantity firms are prepared to

supply to fall from 9, to Q,.

@ taxes imposed on firms, such as VAT, excise duties and the business rate
@ subsidies granted by the government to firms

TR RS T Y]
LT rrers

Price 1 s,

Supply curves also tend to shift rightward when technical progress
occurs, reducing production costs, or when firms enter the market.

0 Q, Q, Qunut; Conversely, the supply curve shifts leftward when costs rise or firms
leave the market.

Figure 2.7 A leftward shift of the supply curve

EXTENSION MATERIAL
How expenditure taxes and subsidies shift supply curves

A supply curve shifts leftward (or upward) when the government imposes an expenditure tax such as customs
and excise duties or VAT on firms. From a firm’s point of view, the tax is similar to a rise in production costs.
Firms try to pass the tax on to consumers by increasing the price of the good. For this reason, expenditure
taxes provide examples of indirect taxes. The higher price charged means consumers indirectly pay the tax,
even though the firms and not the consumers pay the tax to the government.

How the supply curve shifts depends on whether the tax firms are forced to pay is an ad valorem tax or a
specific tax. In the case of an ad valorem tax such as VAT, which is levied at the same percentage rate (e.qg.
20%) on the price, the new supply curve is steeper than the old supply curve. This is shown in Figure 2.8(a).If a
good is priced at £1.00, 20% of the price without the tax is 20 pence. However, if the price of a good is £2.00, the
government collects 40 pence of tax revenue for each unit of the good sold.

But in the case of a specific tax or unit tax, such as the excise duty levied on tobacco, alcohol or petrol, the tax
levied does not depend on the good’s price. Because of this, the new and old supply curves are parallel to each
other, separated, as Figure 2.8(b] illustrates by the size of the tax levied on each unit of the good. When an
indirect tax is imposed on a good, the supply curve shifts vertically upwards by the amount of the tax.

A subsidy given by the government to producers has the opposite effect to an expenditure tax; it shifts the
supply curve to the right. In the case of a specific subsidy, which is illustrated in Figure 2.9, the sum of money
paid to firms for each unit of the good produced is the same whatever the price of the good and hence the
vertical distance between the two supply curves equals the subsidy per unit. By contrast, the size of the
subsidy would vary if the subsidy were dependent on the price of the good.
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(a) Ad valoremn or percentage tax (b) Specific or unit tax Price
b A
r : r
tax tax
Supply ; Supply
before before
tax e tax
0 ;¢ 0 ; «
Quantity Quantity Figure 2.9 A specific or unit
Figure 2.8 An expenditure tax shifting a supply curve subsidy shifting a supply curve
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EXTENSION MATERIAL

How the effect of an expenditure tax depends on elasticity of
demand

In Figure 2.8 an expenditure tax imposed by the government on firms shifts the good’s supply curve leftward.
From the point of view of the firms that produce and sell the good, the tax has the same effect as a rise in costs
of production such as a rise in wage costs. As is the case with cost increases, by raising the price of the good
to cover the tax, firms try to increase the price charged to customers by the full amount of the tax. However,
their ability to do this depends on price elasticity of demand.

Figure 2.10 shows that when demand is relatively elastic, consumer resistance means that some but not all of
a tax [in this case a specific tax] is passed on to consumers as a price rise. The tax per unit (labelled T in Figure
2.10) is measured by the vertical distance between S, [the supply curve before the tax was imposed] and S; [the
supply curve after the tax was imposed]. Immediately after the tax is imposed, firms may try to raise the price
to Py + T, passing all the tax on to consumers. However, there is excess supply at this price. Via the market
mechanism, the price falls to P, thereby eliminating the excess supply. In the new equilibrium, part, but not
all, of the tax has been passed on to consumers as a price rise.

The part of the tax passed on to consumers is called the shifted incidence of the tax. The rest of the tax (the
unshifted incidence] is borne by firms or producers. In Figure 2.10, the total tax revenue paid by firms to the
government is shown by the rectangle bounded by heavy black lines. The part of the tax rectangle above what
was the equilibrium price [P;) before the tax was imposed, shows the shifted incidence of the tax. The part of
the tax rectangle below P, shows the unshifted incidence.

You should now draw diagrams similar to Figure 2.10, but with perfectly elastic, relatively inelastic and

completely inelastic demand curves. The diagrams will show that firms’ ability to pass the incidence of a tax
on to consumers as a price rise is greatest when demand is completely

inelastic, and non-existent when demand is perfectly elastic.
5 Students often confuse the effect of an increase in an indirect tax

Excess supply
e

Pi+T 5 imposed on firms with the effect of a direct tax such as income tax
gz imposed on individuals. Whereas a tax imposed on firms shifts the supply
1

curve of a good, by reducing consumers’ incomes, income tax shifts the
demand curve for a good. An increase in income tax shifts the demand
curve for normal goods leftward, but if the good is an inferior good, the

demand curve shifts rightward.
Finally, note that subsidies granted to firms have the opposite effect to

0 Q @ Quantity  taxes imposed them. Subsidies shift the supply curve rightward or
Figure 2.10 Shifting the incidence of a downward, showing that firms are prepared to supply more of the good
tax when demand is price elastic at all prices.
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OFEm........... 2.4 Price elasticity of supply

KEY TERM

price elasticity of supply
measures the extent to which
the supply of a good changes in
response to a change in the

price of that good.
SHEH 0404444400000 s

In contrast to demand elasticities explained earlier in the chapter, there is only
one supply elasticity you need to know. This is price elasticity of supply,
which measures how the supply of a good responds to an initial change in a
goods price.
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The formula for price elasticity of supply is:

ntage change in quantity supplied
percentage change in price

price elasticity of supply = il

Just as with demand curves, you must not confuse the slope of a supply curve
with its elasticity. Upward-sloping straight-line (linear) supply curves display
the following price elasticities:

® if the supply curve intersects the price axis, the curve is elastic at all points,
though elasticity falls towards unity moving from point to point up the curve

® if the supply curve intersects the quantity axis, the curve is inelastic at all
points, though elasticity rises towards unity moving from point to point up
the curve

® if the supply curve passes through the origin, elasticity equals unity (+1) at
all points on the curve

(a) Elastic supply (b) Inelastic supply (c) Unit elasticity of supply
h A
- 7 | supply Price Supply
P P
Py : P2

|_.
L
= Pl PI
o
<{
=
L
=
— » > -
E O 01 02 m 0 Q1 Qz w 0 01 Q; Qﬂﬂﬁt}'
% Figure 2.11 Price elasticity of supply and linear supply curves
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& Figure 2.12 The five linear supply curves you should know

TEST YOURSELF 2.6

If the price of a good with a price elasticity of supply of 2.5 increases by
10%, the quantity supplied will:

A fall by 25%
B rise by 25%
C fall by 40%
D rise by 0.4%
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: STUDY TIP

You should understand why
price elasticity of supply is
usually positive and why price
elasticity of demand is usually
negative,
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Which is the correct answer, and why?
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O The factors determining price elasticity

0 Q Q; Q3 Quantity

Figure 2.13 The effect of the time
period upon price elasticity of supply

of supply
The length of the production period

If firms can convert raw materials into finished goods very quickly (e.g. in
just a few hours or days), supply will tend be more elastic than when several
months are involved in production, as with many agricultural goods.

The availability of spare capacity

When a firm possesses spare capacity, and if labour and raw materials are readily
available, production can generally be increased quickly in the short run.

The ease of accumulating stocks

When stocks of unsold finished goods are stored at low cost, firms can respond
quickly to a sudden increase in demand. Alternatively, firms can respond to

a price fall by diverting current production away from sales and into stock
accumulation. The ease with which stocks of raw materials or components can be
bought from outside suppliers and then stored has a similar effect.

The ease of switching between alternative methods of
production

When firms can quickly alter the way they produce goods — for example, by
switching between the use of capital and labour — supply tends to be more
elastic than when there is little or no choice. In a similar way, if firms produce a
range of products and can switch raw materials, labour or machines from one
type of production to another, the supply of any one product tends to be elastic.

The number of firms in the market and the ease of
entering the market

Generally, the more firms there are in the market, and the greater the ease with
which a firm can enter or leave, the greater the elasticity of supply.

Time
We have already noted that demand is more elastic in the long run than in the short
run because it takes time to respond to a price change. The same is true for supply.

Figure 2.13 shows three supply curves of increasing elasticity, S,, 5; and S5, which
illustrate respectively market period supply, short-run supply and long-run supply.

® Market period supply The market period supply curve S, is shown by a
vertical line. §; depicts the situation facing firms following a sudden and
unexpected rightward shift of demand from D) to D;. When surprised by a
sudden increase in demand, firms cannot immediately increase output. In
the market period, supply is completely inelastic, and the price rises from
P} to P; to eliminate the excess demand brought about by the rightward
shift of the demand curve.

® Short-run supply The higher price means that higher profits can be
made, creating the incentive for firms to increase output. In the short run,
firms increase output by hiring more variable factors of production such as
labour. The short-run increase in output is shown by the movement up the
short-run supply curve, S;. The short-run supply curve is more elastic than
the market period supply curve, S;. In the short run, supply increases to
Q,, and the price falls from P; to Ps.
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® Long-run supply If firms believe the increase in demand will be long-
lasting, and not just a temporary phenomenon, they may increase the scale

”mm.........,............... of production by employing more capital and other factors of production
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STUDY TIP : that are fixed in the short run, but variable in the long run. When this
You should understand why, happens, firms move along the long-run supply curve S,. Output rises to
for most goods, both the Q,, and the price falls once again, in this case to Py.

demand curve and the supply 1 i ith 1 : o Vactiis
curve are more price elastic in na competltwe 11 ustr}r with oW Or non-existent barriers Lo entry, € Sthlt}F

the long run than in the short of supply is greater in the long run than in the short run, because in the
run. long run firms can enter or leave the market. Short-run supply is less elastic
reesesrssesrsrreess a— DCCAUSE SUPPLy is restricted to the firms already in the industry.
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CASE STUDY 2.2

Housing market elasticities in the UK

UK households have an income elasticity of demand for housing that exceeds +1. However, demand for
housing is price inelastic. These demand elasticities, combined with a low price elasticity of supply for
housing, push the UK's housing market towards long-term rising prices.

New housing would need to have a price elasticity of supply of +10 for supply to equal demand in the long
term. But if the price elasticity of supply for new housing remains low, as Table 2.1 shows, house prices will
never be stable in the UK when the demand for housing is increasing.

Table 2.1 Price elasticity of supply in the housing market for different countries

Price elasticity
Country | of supply

Canada +1.2
UK +0.4
USA +2.0
France +0.3
USA +1.4
Ireland +0.6

Follow-up questions

1 Suggest why the price elasticity of supply of new houses is lower in the UK than in the USA.
2 'New housing would need to have a price elasticity of supply of +10 for supply to equal demand in the long
term.” Explain this statement.

O

EXTENSION MATERIAL
A closer look at perfectly elastic demand and supply

Figure 2.14 shows a perfectly elastic demand curve and a perfectly elastic supply curve. [These can also be
labelled infinitely elastic demand and infinitely elastic supply.] Although the two parts of Figure 2.14 appear

to be identical [apart from the labels], this is misleading. The apparent similarity disguises a significant
difference between perfectly elastic demand and perfectly elastic supply. In Figure 2.14(a), demand is infinitely
elastic at all prices on or below the demand curve, though if the price rises above the demand curve (for
example from P, to P,), the amount demanded immediately falls to zero. This is because perfect substitutes
are available when demand is perfectly price elastic. Customers cease to buy the good as soon as the price
rises above the demand curve, switching spending to the perfect substitutes whose prices have not changed.

By contrast, in Figure 2.14(b), supply is infinitely elastic at all prices on or above the supply curve, though if the
price falls below the supply curve [for example from Py to P,), the amount supplied immediately drops to zero.
P; is the minimum price acceptable to firms. If they are paid this price [or any higher price], firms stay in the




market. The incentive to stay in the market disappears at any lower price and firms leave the market, unable

to make sufficient profit. N
(a) Perfectly elastic demand (b) Perfectly elastic supply %
Price 4 Price 4 2 i
0
®
P, | 14
Q
p Demand p Supply gi:_
1 PEp=o0 ! PEg =00 Q.
2
Py S
2
3
. g : '~<

o Quantity  C Quantity

Figure 2.14 Perfectly price elastic demand and supply curves

O Shifts of, and adjustments along, demand
and supply curves

The extent to which price or the quantity bought and sold changes following
a shift of demand or supply depends upon the slope and elasticity of the curve
that has not shifted. Figure 2.15 shows a demand curve shifting rightward —
along a gently sloping supply curve in (a) and along a much more steeply
sloping supply curve in (b). Prior to the shift of demand, equilibrium occurs
at point X in both (a) and (b). In each case, the rightward shift of demand
induces an adjustment along the supply curve to a new equilibrium at point Z.
With the elastic supply curve shown in (a), the quantity adjustment is greater
than the price adjustment. The reverse is true in (b), where the supply curve is
inelastic.

D,
0 0,0, m';

Figure 2.15 The adjustment to a new equilibrium following a shift of demand
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You should apply elasticity analysis when answering questions on the
effects of a shift of a demand or supply curve. The extent to which the
good’s price or equilibrium level of output changes depends on the price
elasticity of the curve that has not shifted. For example, when the supply
curve shifts leftward, the price elasticity of the demand curve determines
the extent to which the good’s price and quantity change.
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2.0 The determination of
equilibrium market prices

\
C/ Demand and supply curvesin a
competitive market

Price 4 T We now bring together the market demand and market supply curves
explained earlier in the chapter to see how the equilibrium price is achieved
in a competitive market within the economy. The market we will look at is the
tomato market. Its essential features are shown in Figure 2.16.

The market demand curve in Figure 2.16 shows how many tomatoes all the
consumers in the market plan to purchase at different prices in a particular
Market démand period of time. The market supply curve shows how many tomatoes all the
0 Q' Quantty  farmers and firms in the market wish to supply at different prices in the same
time period.

Figure 2.16 Market equilibrium in the
tomato market

The equilibrium price

The concepts of equilibrium and its opposite, disequilibrium, are important
in economic theory and analysis. You should think of equilibrium as a state

of rest or a state of balance between opposing forces. In a market, the opposing
forces are supply and demand. Market equilibrium, which is shown in Figure
2.16, occurs where the demand curve and the supply curve cross each other.
At price P*, households plan to demand exactly the same quantity of tomatoes
that firms plan to supply. P* therefore is the equilibrium price, with @* being
the equilibrium quantity:

In summary:
A market is in disequilibrium when:

® planned demand < planned supply, in which case the price falls, or when
® planned demand > planned supply, in which case the price rises.

A market is in equilibrium when:

@ planned demand = planned supply, in which case the price does not change.
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KEY TERMS

equilibrium a state of rest or balance between opposing forces.

disequilibrium a situation in a market when there is excess supply or
excess demand.

market equilibrium a market is in equilibrium when planned demand equals
planned supply and the demand curve crosses the supply curve. In this
situation there is no excess demand or excess supply in the market. Unless
some event disturbs the equilibrium, there is no reason for the price to change.

market disequilibrium exists at any price other than the equilibrium
: price. When the market is in disequilibrium, either excess demand or
’ excess supply exists in the market. Excess demand causes the price to
: rise until a new equilibrium is established. Conversely, excess supply

causes the market price to fall until equilibrium is achieved.
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: STUDY TIP

It is important to understand the concepts of equilibrium and

: disequilibrium in economics. You will come across many other examples

: besides market equilibrium and disequilibrium explained in this chapter. In
your later studies, look out for equilibrium national income (or
macroeconomic equilibrium| and balance of payments equilibrium.
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O Disequilibrium in a market

Price # 5 It is impossible at most prices for both households and firms to simultaneously
fulfil their market plans. In Figure 2.17, P, is a disequilibrium price for
tomatoes because the tomato growers and sellers cannot fulfil their plans at
this price. When price is P in Figure 2.17, firms would like to supply Q3, but

households are only willing to purchase 9.
Excess demand D

To explain this further, it is useful to divide the market into two ‘sides’ — the short
¢ q Q Q; Quantity  side and the long side. When the price is Py, households, or the people wishing to
Figure 2.17 Disequilibrium and buy tomatoes, are on the short side of the market, while tomato producers are on
equilibrium in the tomato market the long side. The economic agents on the short side can always fulfil their market
plans, but those on the long side cannot. Thus, when the price is Py, households
_ ..... i i can purchase exactly the quantity of tomatoes they wish to, namely Q,. Farmers
KEY TERMS and other tomato producers, however, are in a different situation. They would like
excess supply when firms to sell Q,, but can only sell 9y, as long as the price remains at Py. The difference

wish to sell more than : between Q; and 9, is excess supply or unsold stock.

consumers wish to buy, with
the price above the e q\Jl(Jilibrium The market is also in disequilibrium at price P;, because households are unable

price. : to buy as much as they wish to at this price. Households would like to buy Q, of
tomatoes, but they can't, because at this price tomato producers are only willing
to supply Q;. The situation is now reversed compared to P;. Tomato buyers
are on the long side of the market and farmers and tomato sellers are on the
the price below the equilibrium§ short side. In this case, the difference between Q; and Q, is excess demand or
price. unfulfilled demand. Households end up buying 9, of tomatoes because this is
s o— (1€ Maximum quantity tomato producers are prepared to sell at this price.
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excess demand when
consumers wish to buy more
than firms wish to sell, with
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TEST YOURSELF 2.7

The equilibrium price for centre court tickets at Wimbledon to watch the
men’s tennis final is £5,000. The Lawn Tennis Association sells these
tickets for £100. What do think will happen in the second-hand market for
tickets to watch the tennis match?

ACTIVITY

Look for a major sports event or a rock concert due to take place in the
near future. Research the media to find out whether a ‘black market’ has
emerged for tickets for the event. Analyse your findings.
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SYNOPTIC LINK

Two examples of equilibrium and disequilibrium in macroeconomics are
equilibrium national income and balance of payments equilibrium. Look

out for these in Chapters 7 and 8.
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: QUANTITATIVE SKILLS 2.2

Worked example: calculating the equilibrium price of a good
Table 2.2 shows the demand and supply schedules for chocolate bars.

TE Lt hdd POOatn
aFFEEEE

ddddaabhEdd

: Table 2.2 :
; Price per | Quantity of bars Quantity of bars 5
bar (£) demanded per week |supplied per week
i 075 180 240
i 0.70 200 200
i 0.65 220 160 :
i 0.60 240 120 =

Sd e bh A

As a result of a fall in the price of cocoa beans, the supply of chocolate
bars rises by 60 bars at all prices. What is the new equilibrium price of
chocolate bars?

-
(R SRS 19
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According to the table the initial equilibrium price of chocolate bars is 70
pence, at which demand and supply are equal at 200 chocolate bars. If 60
more chocolate bars are supplied at each price, following the fall in the cost
of manufacturing the bars, 300 bars are supplied at a price of 75 pence, 260
bars at a price of 70 pence, and 220 bars at a price of 65 pence. This is the
new equilibrium price. Demand equals supply at 220 bars at this price. The
supply curve has shifted rightward by 60 at each price.
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EXTENSION MATERIAL
Incentives to change

We will now introduce an important assumption about economic behaviour
which recurs throughout economic theory and analysis. This is the
assumption that whenever an economic agent, such as a household or
firm, fails to fulfil its market plans, it has an incentive to change its market
behaviour. When excess supply exists in the market [as at Py in the tomato
market, Figure 2.17], the market mechanism or price mechanism swings
into action to get rid of unsold stocks. This moves the market toward
equilibrium. Economists assume that firms react to stocks of unsold goods
by accepting a lower price. Eventually the price falls until the amount that
households wish to buy equals exactly the quantity that firms are prepared
to supply. In the tomato market, equilibrium is reached at price P*,

In the case of excess demand, it is useful to divide households into two
groups of customers. In the tomato market, the first group, depicted by

the distance from O to @, in Figure 2.17, are lucky customers who buy the
good at price P, before the available quantity runs out. By contrast, unlucky
households, shown by the distance from @, to @,, cannot buy the good at
P, possibly because they turned up too late. However, in order to be able
to purchase the good, unlucky consumers bid up the price until, once
again, equilibrium is reached at P*,

The equilibrium price, P*, is the only price which satisfies both households
and firms. Consequently, once this price is reached, neither group has
reason to change their market plans. At P* planned demand equals
planned supply and the market clears.
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: STUDY TIP

Many students never really get to grips with microeconomic analysis
because they fail to understand the difference between market plans and
market action. Your market plans are what you want to dowhen you go
shopping. Your market action is what you end up doing.
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How a shift of supply disturbs market equilibrium

Once supply equals demand in a market, for example at point X in

Figure 2.18, the market remains in equilibrium until an external event hits
the market and causes either the market supply curve or the market demand
curve to shift to a new position.

Figure 2.18 illustrates what happens in the tomato market when an event such
as a bumper harvest causes the supply curve of tomatoes to shift rightward,
from S, to S;. Before the shift of the supply curve, P; was the equilibrium
price of tomatoes. However, once the supply curve shifts, P; becomes a
disequilibrium price. Too many tomatoes are offered for sale at this price,
which means there is excess supply in the market. The excess supply is shown
by the distance @, minus Q,, or between X and V.
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2 & @ O Qumy To get rid of this unsold stock, tomato producers reduce the price they are
Figure 2.18 The effect of a rightward prepared to accept. The market price falls from P, to P,, which eliminates
shift of the market supply curve of the excess supply. In the new equilibrium, planned supply once again equals
tomatoes planned demand, but at the lower equilibrium price of P,.
STUDYTIP :

LEL LIS |

Make sure you can distinguish between a shift of a supply or demand curve,

and the adjustment to a new equilibrium along both the S and D curves. :
uwoto*utocMhi-duyltuoo-l-.onclroiqtootc#oo.ﬂnotiocoooi-ilullor-uuunoq!ttoﬁoitcoottooqtto—

How a shift of demand disturbs market equilibrium

Figure 2.19 shows what happens in the market for tomatoes following
an increase in consumers’ incomes. Tomatoes are usually considered

a normal good: that is, a good for which demand increases as income
increases. Before the increase in consumers’ incomes, the equilibrium
price of tomatoes was P}, determined at the intersection of curves D,
and S. At this price, planned demand equals planned supply. However,
increased incomes shift the market demand curve rightward from D; to
D;. Immediately, disequilibrium replaces equilibrium in the market. The
rightward shift of demand creates excess demand in the market, as long as
the price remains at P;. Excess demand is shown by @, minus Q,, or the
distance between H and K.

The market adjustment mechanism now swings into action to get rid of the
excess demand. The price increases to P; to eliminate the excess demand,

" 3 G > T;mcl the tf[uantity of tomatoes bought arfcl sold rises to Q3. In response to the
Figure 2.19 The effect of a rightward  Ncrease in demand from H to K, there is a movement along the supply curve
chift of the market demand curve for between H and | (an extension of supply) to establish the new equilibrium
tomatoes (Note that there is also a movement along D; from K to J.)
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TEST YOURSELF 2.8

There are 30 million customers and 1 million firms producing the good in a
particular market in the UK. Explain why you would classify this market as
being competitive or uncompetitive.

o

CASE STUDY 2.3

Auctions

In theory, an auction provides a quick and efficient method of establishing
equilibrium in a market. Auctions have been brought into many

people’s everyday lives through sites such as eBay. But they also have

a long history spanning many different domains. For example, the US
government uses auctions to sell Treasury bills and timber and oil
leases, Christie’'s and Sotheby’s use them to sell art, and Morrell & Co.
and the Chicago Wine Company use them to sell wine.

Each bidder has an intrinsic value for the item being auctioned — he or

she is willing to purchase the item for a price up to this value, but not for
any higher price.

Three types of auction at which a single item is sold are:

1 Ascending-bid auctions, also called English auctions. The seller
gradually raises the price, bidders drop out until only one bidder
remains, and that bidder wins the object at this final price.

2 Descending-bid auctions, also called Dutch auctions. The seller
gradually lowers the price from a high initial value until the first moment
when a bidder accepts and pays the current price. These auctions
are called Dutch auctions because flowers have long been sold in the
Netherlands using this procedure.

2 First-price sealed-bid auctions. In this kind of auction, bidders submit
simultaneous ‘sealed bids’ to the seller. The terminology comes from
the original format for such auctions, in which bids were written down
and provided in sealed envelopes to the seller, who would open them all
together. The highest bidder wins the object and pays the value of her bid.

Follow-up questions

1 eBay is the best-known and the largest internet-based auction. Give your
views on the advantages and disadvantages of trading goods on eBay.

2 Explain how the use of the internet has affected the costs consumers
incur when searching for goods they want to buy.
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ACTIVITY

Watch an auction taking place
on television, for example a
house-price or antiques
auction. Write a short report
on the events taking place.
[You may have to record the
programme or do the activity
inyour holidays, as this type
of programme tends to be
broadcast during school
hours.]

TEST YOURSELF 2.9

Describe how auctions on eBay take place.




2.6 The interrelationship
between markets

So far in this chapter we have looked at how the price mechanism operates in
a competitive market. We have seen how shifts of either the demand or supply
curve for the good disturb market equilibrium and trigger an adjustment
process to establish a new equilibrium.

Shifts of curves are often caused by events taking place in other markets in the
economy. They can be caused by a change of price of a good in joint supply,
or on the demand side, by a change in price of a good in joint demand, a
substitute good, a good in composite demand, or a good in derived demand.
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: KEY TERMS :
joint supply when one good is
produced, another good is also
produced from the same raw
materials.

competing supply when raw
materials are used to produce
one good they cannot be used
to produce another good. i
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i STUDY TIP

Think how you could use a
production possibility curve
: diagram to illustrate how

i competing supply involves

: switching productive
resources between different
forms of production.
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Joint supply and competing supply

Joint supply occurs when production of one good leads to the supply of a by-
product. Suppose, for example, that the demand for beef increases, possibly
because of rising incomes in developing countries. The slaughter of more cows
to meet this demand leads to production of more cow hides, which increases
the supply of leather. The interrelationship between the beef and leather
markets is shown in Figure 2.20. Note that the price of beef rises following
the rightward shift of the demand curve for beef, but the price of leather falls
following the rightward shift of the supply curve of leather. A rise in the price
of the first good leads to a shift of the supply curve of the other good in

joint supply. In this example, beef is the main product and leather is the by-
product, though the relationship could be reversed.

The market for beef The market for leather
Price } 3 Price } s, s,
/7]
S \
P, B
P2
7 Ny
D, D2 D
0 ] 0 P
Q, Q Quantity Q, Q Quantity

Figure 2.20 The interrelationship between two goods in joint supply

Now consider what happens if two goods are in competing supply rather
than in joint supply. The relationship between food and biofuel provides a
topical example. Increased demand for biofuels such as ethanol has diverted
crop growing away from food supply to the supply of fuel for motor vehicles.
Because farmers producing crops such as wheat, maize and sugar can earn a
higher price by selling their produce to energy companies, the supply curve of
crops for food is shifting leftward. We will leave it to you to draw appropriate
diagrams to illustrate competing supply, and the four demand relationships
between markets explained on the next page.
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CASE STUDY 2.4

Competing supply: biofuels and food

Record-breaking food prices in 2011 led experts to warn of the danger of a global food crisis. Many factors
contributed to the price rise, but the growth in production of biofuels was one of the most important. About 40%
of US maize production goes into biofuels. In 2011, 18% of biofuels used in the UK were made from wheat and
maize that are staple foods in the developing world. Yet just a year earlier, the UK hardly used either of these.

Increased demand for biofuels inevitably drives food prices higher. And biofuel use is set to grow. Less food
is grown as biofuel production increases,

Follow-up questions

1 Explain how diverting crop production to meet the demand for biofuel is affecting world poverty.
2 Explain two causes, other than increased biofuel production, of recent changes in food prices.

\
”....C/ Complementary and substitute goods
KEY TERMS |
complementary good a good
in joint demand, or a good
which is demanded at the
same time as the other good.

substitute good a good in
competing demand, namely a
good which can be used in

place of the other good.
iinuucﬂ--nnun-mn—’
@,

COF........ooemiieey. COMposite demand and derived demand
KEY TERMS E

composite demand demand
for a good which has more
than one use.

derived demand demand for a

An increase in the price of a good in joint demand (or a complementary good)
has the opposite effect to an increase in the price of a substitute good (or a good
in competing demand). For example, Sony games consoles and Sony games
cartridges are in joint demand, but Sony and Xbox consoles are in competing
demand, so are substitute goods. Following a significant rise in the price of Sony
consoles, demand for them falls, which in turn reduces the demand for Sony
games cartridges. The demand curve for Sony cartridges shifts leftward. But the
demand curve for Xbox consoles shifts rightward, assuming that consumers
consider an Xbox console to be a good substitute for a Sony console.

TR CFSRTARRANDE

[ L e R R e L S N SR s
BBt FERD

LIS RN Y]

Students often confuse competing demand, which occurs in the case of substitutes,
with composite demand and derived demand. Composite demand is demand
for a good which has more than one use. An increase in demand for one use of the
good reduces the supply of the good for an alternative use; for example, if more
ol ! : wheat is used lor biofuel, less is available for food, unless wheat growing increases.
g?:guvzg:;? ; : :_? c:?hpe‘:'t ':L%the By contrast, derived demand for a good occurs when a good is necessary for the
_ﬂ? _________________ i : production of other goods. The demand for capital goods such as machinery and
raw materials is derived from the demand for consumer goods or finished goods. 1f
the demand for cars falls, so does the demand for engines and gear boxes.

CASE STUDY 2.5

Digital downloads replace CDs and DVDs

In 2000, when the first MP3 players were hitting the market, no one anticipated that sales of music
downloads would overtake CD and DVD sales. Even when the iTunes store opened in 2003, Apple was only
vying for a small market share.
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In 2012 sales of downloaded music overtook CD sales, reaching 55.9% of sales. Download sales went up
9.1% in 2012 while CD sales decreased by 10%, though music sales in general increased 3% after a decade of
consistent decline.

What are we giving up by adopting the new technology? Booklets, posters and CDs we can hold in our
hands, plus music quality (a CD holds far more information than an MP3 file). What are we gaining? Instant




satisfaction, convenience, and mobile purchasing power. The debate is similar to that which accompanied the
move from vinyl records to CDs a few decades ago.

As sales have moved online, music retail giants like HMV have closed. Now it seems that CDs could be
phased out. How will our ways of consuming music evolve as time goes on?

Follow-up questions

1 Over the last 50 years, demand for recorded music has switched from vinyl records to CDs and then to
downloads. Explain two reasons for these changes in demand.
2 How would you describe the demand relationship between CDs and MP3 files?

TEST YOURSELF 2.10

A farmer sells 100 sheep at a price of £20 per sheep. What is the farmer’s
total revenue and why is this not the same as the farmer’s profit?

o

EXTENSION MATERIAL
Interrelated markets and cross-elasticity of demand

Complementary goods, such as computer games consoles and cartridges, have negative cross-elasticities of
demand. A rise in the price of one good leads to a fall in demand for the other good.

By contrast, the cross-elasticity of demand between two goods which are substitutes for each other is positive.
A rise in the price of one good causes demand to switch to the substitute good whose price has not risen.
Demand for the substitute good increases.

If we select two minor items at random — for example, pencils and dustbins — the cross-elasticity of demand
between the two goods is likely to be zero. When there is no discernible demand relationship between two
goods, arise in the price of one good will have no measurable effect upon the demand for the other.
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2.7 Applications of demand and
supply analysis to particular
markets

This chapter has explained how a market for a good or service operates and
how markets interrelate with each other. We now apply this analysis to a
number of real-world markets, such as agricultural markets, commodity
markets for raw materials and energy, the market for second-hand cars,
housing markets and markets for healthcare.

O Why prices are often unstable in
agricultural markets

Over the years, agricultural markets for foodstuffs and primary products such
as rubber have experienced two closely related problems:

@ Until recently, there was a long-run trend for agricultural prices to fall
relative to those of manufactured goods.
® Prices have fluctuated considerably from year to year.
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Price . . P - Agricultural markets are prone to disequilibrium and random shifts
listorical Historical /Current : :
prTRRS e supply supply of the supply curve from year to year, caused by climatic factors.
ol i i This leads to unacceptable fluctuations in agricultural prices that, as
P, Chapter 5 explains, require government intervention to stabilise the
l \ price.
P, The long-run fall in agricultural prices
Current The long-run downward trend can be explained by shifts of the
guen":“d demand and supply curves for agricultural products over extended
' » periods of time. This is shown in Figure 2.21, where the equilibrium
- iy iy Quantity  price for an agricultural product in an early historical period is P;.

Figure 2.21 The long-run fall in the prices  Over time, both the demand and supply curves have shifted rightward.

of agricultural products

‘Bad harvest’
supply curve

53

- » /5,
Range \2;"“‘-"';"
of price { BB

volatility

The shift in the demand curve was caused for example by rising
incomes and population growth, while improved methods of farming
increased supply. But for many farm products this shift of supply has greatly
exceeded the shift of demand, resulting in a fall to the lower equilibrium
price P,.

Short-run fluctuations in agricultural

'Good harvest prices
supply curve

Figure 2.22 provides another explanation of fluctuating
farm prices. In the diagram, price volatility is caused by
random shifts of the short-run supply curve in response to
fluctuations in the harvest. Figure 2.22 shows two short-
run supply curves: a ‘good harvest’ supply curve, 5y, and a

Demand ‘bad harvest’ supply curve, S;. Weather conditions and other

Figure 2.22 Fluctuating agricultural prices caused by

shifts of supply

>

Quantry  tactors outside farmers’ control shift the position of the supply
curve from year to year between the limits set by 5; and 5;. As
a result, market prices fluctuate from year to year within the
range of P; to P;.

0O

Make sure you understand the
: different ways in which

i governments can intervene in
agricultural and commodity

i markets to try to stabilise
prices.

debbded iR bbb bbaBiorid

L
a4 pbdeny

PR 00RR RN

L2 2 L]

I

Commodity markets

The importance of speculative demand

Farm products are not the only goods whose prices fluctuate from year to year.
The same is true for many primary products, especially metals such as copper
and nickel. Part of the reason for this stems from the fact that it takes years

to open new mines, with the result that sudden increases in demand cannot

easily be met from supply.

Another reason is speculation. Many of the organisations that buy and sell
commodities such as copper never intend to use the metal, or indeed to
take delivery of the product. When speculators think the price of copper
is going to rise, probably in conditions of increasing global demand and
limited supply, they step into the market and buy copper. If speculative
demand is large enough, the speculators themselves force the price up. In
these circumstances, higher future prices become self-fulfilling. In a
similar way, when speculators start to sell in the belief that copper prices
are going to fall, the act of speculative selling forces down the price of
copper.
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CASE STUDY 2.6

Speculative demand and metal prices

Speculative demand has become increasingly important in driving up or down the prices of commodities
such as copper and nickel. Mass buying or selling by international speculators is one of the factors causing
commodity prices to be extremely volatile.

In 2011, the House of Commons Select Committee on Science and Technology became concerned by reports

of financial institutions entering commodity markets and buying up significant quantities of strategic metals.
The committee recommended that the UK government investigate

* whether there are increasing levels of speculation in the metals markets

» the contribution of these to price volatility

» whether markets that allow high levels of speculation, with associated price volatility, are an acceptable way
to deliver strategic commodities to end users

Follow-up questions

1 What is meant by speculation?
2 Draw a supply and demand diagram to illustrate the effect of speculative demand on the price of a
commodity such as copper.

The commodity price cycle

Global commodity prices move in long cycles or super cycles that last typically
for 20-30 years. Between 1980 and 2000, there was a declining price trend over
the whole period, which reversed at the turn of the millennium (Figure 2.23).
After 2008, there was a significant fall in commodity prices, which partially
corrected the earlier price increases.
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The boom in commodity prices between 2004 and 2008 was caused by two
factors: declining supply and increasing demand. The declining supply was
caused by the earlier fall in commuodity prices. Mining companies stopped
investing on a large scale, and this put production under heavy pressure. The
supply decline became evident when demand for commodities started picking
up after 2000, with a huge spike in demand from emerging markets, especially
China. At the time, China’s economy was growing by more than 12% annually,
much faster than growth in the developed world.

Index

24 | |

1990 1995 2000 2005 2010
Figure 2.23 The index of world commodity prices, 1985-2013
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Although China’s growth slowed down immediately after the 2008 global
financial crisis, the growth rate remained above 7% at all times — still a
multiple of European and North American growth rates. Commodity prices fell
in the aftermath of global recession, but, even at their lowest, prices were still
far above the levels recorded at the turn of the century. At the time of writing in
2015, it is uncertain what will happen to commodity prices in the near future.
The price of crude oil has begun to fall dramatically, but this may reflect a ‘price
war’ in which Saudi Arabia tries to bankrupt American shale oil producers.

In the boom years of the early 2000s, China’s investment in building
infrastructure increased the demand for raw materials and energy, and hence
their prices. If a second commodity price boom starts, the Chinese consumer
will be a main contributor. In 2013, a Chinese employee earned close to 25,000
yuan per year, or about US$ 4,200, compared to 8,500 yuan per year, or about
US$1,400, in 2004. This is still negligible compared to Western wages, but

is a fourfold increase of disposable income in less than 10 years. It translates
directly into Chinese consumer behaviour. The Chinese are spending like never
before on goods which have to be produced using scarce commodities.

(@

CASE STUDY 2.7

OPEC and the price of crude oil

Until recently the price of crude oil was rising rapidly. However, in 2014 and 2015 there was a dramatic fall
in oil prices. Part of the reason for changing oil prices lies in the activities of OPEC, the Organization of
Petroleum Exporting Countries.

OPEC was created in 1960 to protect the interests of oil-producing countries, in response to the efforts of

Western oil companies to drive oil prices down. It allows oil-producing countries to guarantee their income
by coordinating policies and prices.

Before recent discoveries of new oil resources, two-thirds of world oil reserves were believed to be located
in OPEC countries and OPEC members were responsible for half of the world’s oil exports.

OPEC’s aim has been to keep crude oil prices within a particular range. OPEC countries attempt to control
the amount of crude oil they export and avoid flooding or squeezing the international marketplace. But the
oil market is notoriously difficult to balance, as demonstrated by sharp price swings in the years since OPEC
was set up. OPEC members do not necessarily have identical interests, and often find it difficult to agree on

their price and output strategies:

* Countries such as Saudi Arabia are completely reliant on income from oil. Their long-term interest is to prevent
oil prices rising too high, as this would speed up research in industrialised countries for alternative fuels.

* Producers such as Dubai realise that they must diversify their economies before oil runs out. They are using
oil revenues to finance the growth of other industries, particularly financial services and tourism,

* Other OPEC members, such as Nigeria, have a short-term interest in keeping oil prices as high as possible
to finance the lifestyle of ruling elites.

In the early 2000s, the price range of crude oil was between about $25 and $30 a barrel. It then rose to over
$100 a barrel, before rapidly falling.

OPEC’s method of controlling the price of crude oil by altering the rate at which its members release or

supply oil on to the market is an example of a retention scheme. It operates through shifting the supply curve
of a product rather than through purchasing a stockpile of the good.

Follow-up questions

1 With the help of a supply and demand diagram, explain why in a free market the price of oil might be highly
volatile.
2 Why can’'t OPEC completely control the world price of oil?




O Markets for second-hand cars

A car is a consumer durable good, delivering a constant stream of consumer
services throughout its life. Provided it is properly looked after and escapes

a serious crash, a new car typically lasts about 15 years. However, unlike a
house, which is the ultimate consumer durable good (with a much longer life
than that of a person living in it), almost all new cars lose value or depreciate
as soon as they have been driven off the showroom forecourt. This means that
the prices of most second-hand cars fall throughout their lives.

At any time, the prices of second-hand cars depend on whether there has
been excess supply or excess demand in the market for used cars. When

the economy booms, demand for new cars is high, and a constant supply of
second-hand cars is released onto the market as new-car owners replace their
cars. In these conditions, excess supply may mean that second-hand car prices
fall, relative to the prices of new cars. However, this is not inevitable, as a
strong economy may also boost the demand for second-hand cars.

Likewise, in a recessionary period, new-car owners may hang on to their cars
for longer before they sell them — which decreases the supply of second-hand
cars — and/or the demand for second-hand cars may fall because people cannot
afford them. There are all sorts of possibilities. Other factors to consider are: is

a new car a ‘superior good’ and a second-hand car an ‘inferior good'?; and are
some second-hand cars ‘superior goods’ whereas others are ‘inferior goods”

Akerlof's ‘lemons’

Another factor affecting the price of second-hand cars was first identified

by George Akerlof, who was awarded the Nobel prize in economics for his
research. Akerlof assumed that some second-hand cars have significant defects
(he called these cars ‘lemons’), whereas others are of high quality: If buyers
could tell which cars are lemons and which are not, there would be two
separate markets: a market for lemons and a market for high-quality cars.

But there is often asymmetric information: buyers cannot tell which cars are
lemons, but, of course, sellers know.
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Fearing they will be buying lemons, car buyers in general offer lower prices
than they would if they were certain they were buying high-quality cars. This
lower price for all used cars discourages sellers of high-quality cars. Although
some would be willing to sell their cars at the price that buyers of high-quality
used cars would be willing to pay, they are not willing to sell at the lower price
that reflects the risk that the buyer may end up with a lemon. Thus, exchanges
that could benefit both buyer and seller fail to take place and market failure
results. (See Chapter 5.)

Omm

CASESTUDY 2.8

Second-hand car prices in the recession

In 2009, in the depth of the recession which hit the UK economy, a Rolls-Royce limousine was auctioned

in London. The car was only 2 years old, but it looked as good as a new model costing £270,000. Within a
minute, it was sold for £140,000. All the cars that followed, including Mercedes and BMWs, also suffered the
indignity of a collapse in used-car prices.

In 2009, sales of new luxury cars were significantly lower than in the boom years before the recession. Car
manufacturers responded by closing factories, at least for short periods. The lack of readily available finance
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reduced the demand for luxury cars. Many car buyers traded down to purchase less expensive cars, or kept
the cars they already owned. Some manufacturers offered discounts and incentives averaging more than
£15,000 a car to attract buyers. With such big discounts available on new models, people expect to pay even
less for second-hand ones. Second-hand prices did not improve until the surplus of new and used cars had
been eliminated.

Follow-up questions

1 How might recovery from recession affect new car prices?
2 ‘A new Rolls-Royce car is a superior good, but a 15-year-old Ford car is an inferior good.” Explain this statement.

\
C/ The housing market

The long-run rise in prices

There has been a long-run trend for house prices to rise in the UK, ignoring
short-run booms and busts. Both the demand for and the supply of housing
have increased (or shifted rightward), but unlike the case of agricultural goods
described earlier, demand has increased faster.

Supply has increased because the quantity of new houses
added to the housing stock each year exceeds the number
demolished or converted to other uses. The supply of
housing for owner-occupancy increases fastest when
landlords withdraw from the rental market and sell their
properties. If, as in recent years, housing-market conditions
are more favourable for private letting, the reverse happens.
The main causes of the long-run rightward shift of demand
have been: population growth, growth in the number of
households, and real income growth. Also, until quite
recently, people were switching to owner-occupancy,

which they treat as a superior good (income elasticity

of demand > +1) and away from the perceived inferior
substitute, rented accommodation. This has now reversed
and, as Figure 2.24 shows, rented accommodation has
grown and owner-occupancy has fallen.

There has beena
long-run trend for
house prices to rise
in the UK

The level of activity in the national economy also affects the construction
industry. Since the 1970s, the house-building industry has become dominated
by a small number of ‘volume’ builders. They buy land and hold it in a land
bank’. Houses are only built when the company expects to sell them during
or shortly after construction. The process tends to be speculative — very few
houses are built to meet customers’ specific requirements. The construction
process itself is sometimes contracted out to smaller builders, who depend

on hired equipment and employ casual labour. In recessions or economic
slow-downs, there is often a high level of bankruptcy among smaller
subcontractors, and many building workers become unemployed.

Short-run fluctuations in prices

Short-run price fluctuations are explained primarily by the short-run demand
curve shifting rightward or leftward along the near-vertical short-run supply
curve. Figure 2.25 shows the demand curve increasing, shifting rightwards
from Dy to D,, causing house prices to rise from P to P;, with a smaller
resulting expansion of supply.
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Figure 2.25 Short-run changes in
the demand for housing
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Figure 2.24 Changes in the proportion of UK homes owned or rented by their
occupiers, 1918-2011

In the short run, as Figure 2.25 shows, the supply of housing is price
inelastic or unresponsive to price changes. The factors that explain this
include: the general shortage of land, the effect of planning controls that
make it difficult to convert land from other uses, and the length of time
taken to build a new house.

The demand for housing

As with all consumer goods, people demand housing for the utility or welfare
derived from the consumer services that it provides. All houses provide

basic shelter, but they each have a particular combination of other consumer
attributes, such as location, view, garden, car parking and rooms suitable for
work, leisure and hospitality.

The demand for housing is also affected by a number of special factors.
Housing is a consumer durable good, delivering a stream of consumer
services over a long period, often a century or more. Unlike most durable
goods, such as cars and television sets, which lose value during their

lives, most houses — or certainly the land on which they are built — gain
value. This means that the demand for housing is determined not only by
people’s need for shelter, but by the fact it is a form of investment. Housing
is an attractive wealth asset — indeed, the main wealth asset owned by
many UK residents.

As a result, far from reducing demand, a rise in house prices can trigger a
speculative bubble in the housing market. Rising prices drive up demand,
causing a further rise in prices, with the process continuing until the bubble
bursts. Owner-occupiers already on the ‘housing ladder’ have a vested interest
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in further price rises. They become wealthier because the value of their
property rises but the value of their mortgages stays the same. They benefit
from capital gains — the difference between the price paid for the house and
its current higher market value.

In this situation, there is an increase in the number of first-time buyers, as
young people, desperate to get on the housing ladder, try to buy houses
before they become unaffordable. Existing owner-occupiers put their houses
on the market and ‘trade up’ to buy larger properties or houses in more
desirable locations. Both these events shift the demand curve for housing
rightward and fuel a further rise in house prices. During housing-market
booms activity soars, with increases in both the number of people trying to
sell and the number trying to buy property. However, demand rises faster
than supply.

O

CASE STUDY 2.9

Britain’s housing crisis
According to the housing pressure-group Shelter, Britain is suffering a massive housing crisis. There aren’t

enough decent, affordable homes. More than 2 million people find their rent or mortgage a constant struggle
or are falling behind with payments.

Against a background of mounting debt across the country, huge numbers of people are having their homes
repossessed because they cannot keep up with their mortgage repayments. Second-home ownership is
pricing local people out of rural areas. Over 1.7 million households are waiting for social housing.

Some homeless households — many with dependent children — wait for years in temporary
accommeodation. Families renting privately on low incomes have to put up with poor living conditions and
little security.

The number of new households is increasing faster than the number of house builds. And at the sharpest
end, many hundreds of people sleep rough on the streets every night. Shelter believes this situation is

unacceptable.

Around 7.4 million homes in England fail to meet the government’'s Decent Homes Standard. Bad housing is
closely linked to many wider social problems, such as crime and antisocial behaviour,

Shelter believes that the only solution to the current housing crisis is to build more homes. It claims that
the government’s proposal to build 150,000 affordable homes over 4 years is less than a third of what is
needed.

Follow-up questions

1 Describe three causes of homelessness in the UK.
2 Evaluate three policies the government could use to reduce or eliminate the problem of homelessness in
the UK.
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@ Healthcare markets

Civitas, which is a pro-free market ‘think-tank’ with an interest in

how healthcare should be provided, has looked at the advantages and
disadvantages of markets for delivering healthcare services. Civitass arguments
start from the proposition that healthcare, due to its ‘high upfront costs

and centrality to humankind’, is ‘different’ from most goods and services



provided by markets. As a result, a popular view, particularly in the UK, is that
healthcare is best provided outside the market.

COE,..............ueseeeeg TWO @arguments for providing healthcare through
KEY TERMS the market

allocative efficiency occurs K . 1 d e f f

When the available ECDI"IOmiC In a market environment pﬁ'Op € can demonstrate their pI'E Erences 101

i e different goods and services by exercising choice. This generates precise

produce the combination of information about their preferences, so providers are motivated to supply the

goods and services that best services people want, improving allocative efficiency. Markets also create
the incentive for providers to be as efficient as possible in order to undercut

matches people’s tastes and
preferences. competitors. This improves productive efliciency.

productive efficiency for the
economy as a whole occurs
when it is impossible to
produce more of one good
without producing less of
another. For a firm it occurs

In markets there is always the opportunity for people to come forward with
new ideas to meet a need: a powerful incentive to experiment, innovate and
focus squarely on service users.

Two arguments against providing healthcare through
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LR RS S L S R R R R R S L PR A LR R R L L L T R R RS S A R R S Ll 2 R R L

when the average total cost of the market
production is minimised. Many economists argue that healthcare is a merit good (although, as Chapter
"""""""""""" —— 5 explains, not all economists agree). Assuming healthcare is a merit good,

” one person’s ‘consumption’ of healthcare may well have beneficial effects
" ¥ 1 ! r 1 ¥ i 1 ; : 1
* KEY TERM for others — particularly where infectious diseases are concerned. Yet if, as

merit good a good which when markets typically assume, individuals and providers only have regard for
consumed leads to benefits themselves, there is likely to be both under-consumption and under-provision
which other people enjoy, ora i of services such as vaccinations.

good for which the long-term
benefit of consumption
exceeds the short-term benefit
enjoyed by the person
consuming the merit good.
Whether a good should be
regarded as a merit good,
depends on the value
judgements being made.
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STUDYTIP

Make sure you understand
fully the meaning of a merit
good and are aware of
examples of products that are
generally agreed to be merit
goods, e.g. healthcare and
education.
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Because healthcare costs are often high, most choose not to pay, or cannot afford
to pay, for expensive services such as operations. Instead, they rely on third-party
insurers to pay for operations. If people know more about their need for expensive
healthcare services than insurers, insurers will want to raise premiums to all in
order to guard against the costs of having unhealthy people on their books. High
premiums mean that healthy people may choose not to buy insurance. And if
people do choose to buy health insurance, they may choose to live less-healthy
lifestyles because they no longer bear the full consequences of their decisions.
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TEST YOURSELF 2.11

Suppose that vaccination against measles is only available at a market
price of £50. Why may this lead to an undesirable economic outcome?

.« Demand means effective demand, based on ability as well as willingness

to pay.

* For most goods, demand curves slope downward.

« A market supply curve shows how much of a good all the firms in the
market intend to supply at different prices.

‘ « Supply curves usually slope upward because higher prices lead to higher
profits, encouraging existing firms to produce more and attracting new
firms into the market.

|+ The conditions of demand fix the position of the demand curve and the
conditions of supply fix the position of the supply curve.

e ad AR R TR L R L L e e R L

e s A LI TR RS Sl AR R 2 it A LA LY ]

I




~ « If any of the conditions of demand [or supply) change, the demand curve
lor the supply curve] shifts to a new position.
* Movements along a demand curve or a supply curve must not be
confused with a shift in the position of the curve.
* There are four important elasticities: price, income and cross-elasticity
.~ of demand, and also price elasticity of supply.
* The slope of a demand or supply curve is not the same as price elasticity
of demand or supply.
« Itis important to understand the determinants of all the elasticities you
~ need to know.
* Market equilibrium occurs at the price at which the demand curve
~ crosses the supply curve, i.e. where demand equals supply.
* Disequilibrium occurs when there is either excess demand or excess
supply in the market.
~ + In a competitive market, changes in the market price eliminate excess
demand or excess supply; this is how the price mechanism helps to
allocate scare resources.
* You must practise applying market theory to different real-world markets.

— —x 2 |

Questions

1 Explain the significance of the ceteris paribus assumption in microeconomic theory.

2 Evaluate the view that a fall in a good’s price will inevitably lead to more demand for the good.

3 Explain how price elasticity of demand affects total consumer spending when a good’s price changes.

4 Explain three reasons why a supply curve may shift rightward or downward.

5 Explain how the price elasticity of supply of new housing has affected UK house prices in recent decades.

6 With the help of an appropriate diagram, explain the effect of a government subsidy granted to producers
of the good on the goods price.
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~ Production, costs and
revenue

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

Production was first mentioned in Chapter 1 — in the context of the
role of production in trying to solve the fundamental economic problem :
of scarcity. This chapter begins by reminding you of the meaning of
production, before introducing and explaining a number of production-
related concepts. These are productivity, productive efficiency, the division
of labour and specialisation. For specialisation and the division of labour
to be worthwhile, the exchange of goods and services must be possible.
Exchange can take place through barter, but in modern economies money
Is almost always used as the medium which allows exchange to take place.
We complete the chapter by explaining the main features of a firm's average ;
cost curve and then use average cost curves to illustrate economies and i
diseconomies of scale. :
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This chapter will:
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* remind you of the meaning of production

» distinquish between production and productivity

« explain the various forms of productivity, including labour productivity

* introduce the concepts of specialisation and the division of labour :

» explain why successful specialisation and division of labour require
exchange to take place

* introduce average cost curves

» apply the concept of productive efficiency to average cost curves

* with the use of cost curves, explain economies and diseconomies
of scale

: » introduce and briefly explain the revenue curves facing a firm -
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3.1 Production and productivity

O The meaning of production

Section 1.2 of Chapter 1 briefly explained the meaning of production and
illustrated the basic nature of production in Figure 1.2. The chapter also
mentioned the roles of factors of production such as labour and capital in the
production process. Before proceeding any further with this chapter, refer back
to Chapter 1 and read again what the chapter has to say on production. The
key point to remember is that production converts inputs, or the services of
factors of production such as capital and labour, into final outputs of goods
and services.
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: KEY TERMS
: production converts inputs or factor services into outputs of goods and
| services.

1 short-run production occurs when a firm adds variable factors of

{ production to fixed factors of production.

long-run production occurs when a firm changes the scale of all the
factors of production.
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O Productivity

o """"""""""""""" : Students often confuse productivity with production. While closely related,

} KEY TE_R_MS . i they do not have the same meaning. For most purposes, productivity usually
: productivity output per unit of ; i ek i g : :

b i i means labour productivity, which is output per worker per period of time,

: Fa)] iy : e.g. per week. However, capital productivity and land productivity can also
: labour productivity output : ‘ A i

! : be measured, as can entrepreneurial productivity. In reality, of course, all the

: per worker. $ ; ; ; .

: : o : employed factors of production contribute to both a firm’s current level of

: capital preductivity output output and any increase in the level of output.

i per unit of capital. :

.
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KEY TERM Productivity is a key concept in A-level economics. You must know the meaning
productivity gap the of labour productivity, and also be aware of the meanings of other types of

difference between labour : i productivity. Be aware also of the UK's productivity gap, which is the difference :
productivity in the UK and in in productivity levels between the UK and competitor countries.
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< Labour productivity or output per worker is extremely significant in
o5 manufacturing industries, such as the car industry. In the 1990s and early
- 2000s, the Rover Car Group (which has since been bankrupted) struggled to
% survive in the UK car industry Rover was unable to compete with Japanese
g car makers such as Nissan and Toyota. Nissan had invested in a state-of-the-
0 art factory near Sunderland. Labour productivity in the ramshackle Rover
= factories amounted to only 33 cars per worker per year. By contrast, Nissan
"g produced 98 cars per worker in its brand new factory. Given these figures, it is
E not surprising that the Rover Group was forced to stop production.
=
= 105 -
G 104 - s Qutput per worker Index, 2010 = 100
2 103 -
102
101 -
100 4
gg...
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STUDY TIP P 951
Don’t confuse productivity i o4 r ; . . . >
i 2008 2009 2010 2011 2012 2013 2014

gaps with output gaps, which
are explained in Chapter 8. Figure 3.1 Output per worker index, UK, 2008-14
itunooootouuutct-— Source: ONS
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: QUANTITATIVE SKILLS 3.1 :
Worked example: interpreting data presented in index number form
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: 95 multiplied by 100).
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Figure 3.2 Changes in labour productivity per head across countries, 2008-13

Students often confuse data presented in index number form (as in Figure 3.2) with data presented in
percentages. The confusion may arise because percentages add up to 100, and the number 100 is the number
generally used for the base year in an economic index. [Note: the plural of index is the word indices.] Between
early 2008 and late 2013, US labour productivity changes by approximately 7.5 index points from the base index
in Quarter 1 2008 of 100 to approximately 107.5. This is the one situation (when comparing with an index number
of 100] that a percentage change is the same as the change in index points. The data changes by 7.5 index points

2008 and the end of the data period in 2013. Because the starting point for your calculation is approximately 98
index points (and not the Quarter 1 index of 100], you will find that the percentage change is not the same as the
change in index points. If we calculate the percentage change in US labour productivity between the end of the

: last quarter of 2008 and the end of the last quarter of 2013, the starting point for the calculation is approximately
: 95 index points [and not the Quarter 1 index of 100). The change in index points over this period is approximately
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nge in labour productivity in the USA over the period shown in the data.
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that the percentage change is an increase of approximately 13.2% (12.5 divided by
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SYNOPTIC LINK

Chapter 7 explains how index numbers are used as macroeconomic
indicators, explaining how index numbers are calculated and interpreted,
and the significance of the base year in an economic index.
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TEST YOURSELF 3.1

Table 3.1

Number of workers By Tl 13t Al B 61 1 9% 9
Total output of cars D1 | 4|9 [16]|25(32|35|36(34
Average output of cars

The data in Table 3.1 shows the number of hand-built cars produced by a
small specialist car manufacturer in a month. Calculate the average
output of cars per worker at each size of labour force and use your figures
to complete the bottom row of the table. Then plot the figures for the total
and average output of cars on a graph.
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CASE STUDY 3.1

The UK's productivity puzzle

In a recession, labour productivity falls, but it then rises significantly when the economy recovers. When
the UK entered recession in 2008, labour productivity fell significantly. However, as Figure 3.2 shows, and in
contrast to the experience of many developed economies, by 2014 UK labour productivity had not recovered
to its pre-recessionary 2008 level, with British workers producing about a fifth less for every hour worked
than other leading nations. In some years, there was weak recovery, but in other years productivity
continued to fall. The failure of productivity to recover from its recessionary low has been called the UK's
‘productivity puzzle'. Among the factors contributing to the productivity puzzle are:

* The UK's ‘flexible’ labour markets have been very effective in delivering part-time and temporary work, at
low cost to employers. In 2014, up to 5.5 million people may have been working on ‘zero hours’ contracts. At
the same time, underemployment (those who would like to work more hours, but cannot) has been at record
levels. When faced with collapsing markets in the recession, employers — rather than reducing the number
of people in work — cut the wages and hours of those working.

* This then led to labour "hoarding” — keeping workers in employment even though they are in effect
producing little or no output. Employers have been reluctant to fire skilled workers, believing that they will
be difficult to re-recruit at a later point in the economic upturn. A 2012 survey of private-sector employers
by the Chartered Institute of Personnel Development reported that close to a third of businesses had more
staff than they needed to fulfil current orders. Most said they were anxious to retain their skills base. From
an employer’s point of view, it makes sense to let some workers stand idle if this cuts hiring and firing costs
and avoids delays in training new workers when demand recovers,

* Following a recession, it takes time for firms facing declining demand to shed labour. It also takes time
for new, fast-growing sectors to mop up the labour. During this period of flux, too many workers are
concentrated in declining industries, with the result that economic output is less than it could be.

* Related to this, low labour productivity has been blamed on so-called ‘zombie’ firms. A 'zombie’ firm is an
under-performing company, with low labour productivity, which survives because it generates just enough
sales revenue to enable interest to be paid on its debts. After previous recessions, banks and other creditors
refused to rescue such poorly performing companies, which were allowed to go to the wall. However, this
did not happen when the 2008 recession ended in 2009. Very low interest rates or easy credit, accompanied
by government exhortations to banks to rescue struggling companies, meant that zombie firms survived. [In
2014, however, the Bank of England dismissed the view that zombie firms provided a significant explanation
of low labour productivity.]

What are the consequences of the productivity puzzle? One possibility is that even greater sacrifices may

be demanded from those in work, and from those looking for work. If productivity is not improving, reduced
labour costs per hour could be achieved by cutting hourly pay. In a ‘race to the bottom’, UK workers would be
pushed to match the lowest competing wages elsewhere in the world. Although the National Minimum Wage
Is meant to prevent this happening, there is plenty of evidence that rogue employers flout the law. A better
possibility would be to boost productivity. This would require increased investment in newer, more efficient
equipment and improved infrastructure. Investment spending on research and development (R&D) might
lead to gains over time. However, none of this may happen. In 2014, investment in the UK economy was much
lower than it had been in 2008.
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Follow-up questions

1 What is a recession?
2 What is meant by a ‘flexible’ labour market?
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: SYNOPTIC LINK
You will learn about recessions when reading the section of Chapter 7 on
measuring economic performance, in the context of the economic cycle

: and cyclical unemployment. :
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3.2 Specialisation, division of
labour and exchange

”"“"* Over 200 years ago, the great classical economist, Adam Smith, first explained

KEY. TlE RtMS " l how, within a single production unit or firm (he took the example of a pin
FPRAPEIREIBN. § RCIRT ORY factory), output could be increased if workers specialise at different tasks in

performing one task or a A 5
narrow range of tasks. AlSO, € manuiac U.I'H'l.g pTDCESS,

different firms specialising in
producing different goods or
services.

division of labour this concept
goes hand in hand with
specialisation. Different
workers perform different
tasks in the course of
producing a good or service.
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Smith had established one of the most fundamental of all economic principles:
the benefits of specialisation or the division of labour. According to

Adam Smith, there are three main reasons why a factory’s total output can

be increased if workers perform specialist tasks rather than if each worker
attempts all the tasks himself or herself. These are as follows:
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® A worker will not need to switch between tasks, so time will be saved.

® More and better machinery or capital can be employed. (Employing ‘more
of the same’ capital is called capital widening, while investing in ‘state-of-
the-art’ new technology is called capital deepening).

® The ‘practice makes perfect’ argument that workers become more efficient
or productive at the task they are doing, the greater the time spent on the
specialist task, although this advantage can easily become a disadvantage if
it involves ‘de-skilling’ and the creation of boredom and alienation among
workers.
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Trade and exchange

For specialisation to be economically worthwhile for those taking part in

the division of labour, a system of trade and exchange is necessary. This is
because workers who completely specialise can't enjoy a reasonable standard
of living if forced to consume only what they produce. The obvious solution
is to produce more than what the worker actually needs, and then to trade the
surplus for that produced by others.

Blacksmiths might exchange
services with farmers




Until quite recently, people living in rural communities within the UK could
specialise and then trade whatever they produced through barter. Thus a
farmer might harvest wheat, part of which was then exchanged for services
provided by local grain millers and village blacksmiths.

But successful barter requires a ‘double coincidence of wants’. Not only must
the farmer require the services of the blacksmith; the blacksmith must want
the wheat produced by the farmer, and a rate of exchange must be agreed for
the two products. As this example suggests, it is reasonably easy to achieve
the double coincidence of wants in a small community where people live
close to each other and where only a few goods and services are produced and
”"""'""""”""""""3 exchanged. However, in modern economies in which a vast number of goods
STUDY TIP are produced, reliance on barter holds back the growth of the economy. In

Make s:ure yOL{ understand_ such economies, barter is an extremely inefficient method of exchange.
money'’s function as a medium

of exchange or means of
payment.
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These days, when we buy or sell a good or a service, we almost always use
money. For example, we finance the transaction either with cash or with a
debit card or cheque drawn on a bank or building society deposit. Using
money is much more efficient than bartering, as there is no need for a double
_m........m.........m.... coincidence of wants. Suppose 1 want to buy a television set and that I also
KEY TERMS i have a second-hand car 1 wish to sell. Assuming you wish to buy a second-
hand car and have an old TV set you want to get rid of, if we barter the goods,
you must want my car and I must want your TV set. We must also agree
that the two goods have the same value. But if we use money rather than
barter, you pay for my car with money, which I can then use to buy a TV set
or whatever [ want from somebody else. I could also save the money rather
than spend it. Used in this way, money enables the economy to achieve much
greater specialisation and division of labour than is possible with barter.
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trade the buying and selling of
goods and services.

exchange to give somethingin
return for something else
received. Money is a medium
of exchange.

AR AR L L L Ll L AR ARl Ll Ll L)

(@

L TR
Frrxs

ERS s seFeeTEAN
AaENETETdFSaEEFAGGINEE

mEEEP

I

CASE STUDY 3.2

Adam Smith’s pin factory

Adam Smith was an eighteenth-century Scottish philosophy professor, and later customs commissioner,
who is often said to be the founder of modern economics. In his book An Inquiry into the Nature and Causes

of the Wealth of Nations, which was published in 1776, Adam Smith used the example of a local pin factory to
explain how the division of labour among workers greatly increases their ability to produce. Here is a slightly
abridged version of what Adam Smith wrote:

A workman not educated in the business of pin making could scarce, perhaps, with his utmost industry, make one pin
in a day, and certainly could not make twenty. But in the way in which this business is now carried on, one man draws
out the wire, another straights it, a third cuts it, a fourth points it, a fifth grinds it at the top for receiving the pin head.
The business of making a pin is divided into about eighteen distinct operations. Ten persons could make among them
upwards of forty-eight thousand pins in a day. Each person, therefore, making a tenth part of forty-eight thousand
pins, might be considered as making four thousand eight hundred pins in a day. But if they had all worked separately
and independently, and without any of them having been educated to this peculiar business, they certainly could not
each of them have made twenty, perhaps not one pinin a day.
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This great increase in the quantity of work is a consequence of the division of labour. There are three different
aspects of this: first, the increase of dexterity in every particular workman; secondly, the saving of the time which
iIs commonly lost in passing from one species of work to another; and lastly, the invention of a great number of
machines which enable one man to do the work of many.

Follow-up questions

1 What is meant by the division of labour?
2 What effects does the division of labour have on production and costs?
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KEY TERM

The short run the time period
in which at least one factor of
production is fixed and cannot
be varied.

3.3 Costs of production

Economics students often confuse production and costs. Production,

as previously explained, simply converts inputs into outputs, without
considering either the money cost of using inputs such as capital and labour,
or the money or revenue received from selling the outputs produced. This
section and the next section focus on costs; section 3.5 looks at certain aspects
of the sales revenue that firms earn.
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The difference between the short run and
the long run

b Labsour Cost curves, which measure the costs that firms have to pay to
5 capital i s a8 hire the inputs or factors of production needed to produce output,
§ ! BRAR reflect the period of time being considered. Short-run cost curves
!;_: s differ from long-run cost curves.
A
E G 1 Short-run production In microeconomic theory, the short run is defined as the time period
Sl capital b o e ml o in which at least one of the factors of production is fixed and cannot be
- AR R R R varied. This means that the only way in which a firm can produce more
N il ' 3 in the short run is by adding more variable factors to the fixed factors
X B of production.
Figure 3.3 Short-run and long-run In Figure 3.3, the horizontal arrows labelled A and B show short-run
production production taking place.

By contrast, the movement along the vertical arrow X depicts the long run,

_m----mm................. defined as the time period in which the scale of all the factors of production
KEY TERM : can be changed.

The long run the time period in
which no factors of production
are fixed and in which all the
factors of production can be
varied.

lllllllllllllllllllllll

lllllllllllllllllllllll LE LTS L8 2 2 e 2§ E R | BERENASEFASAARAFSFNFARNERAAARAGERENSETREAREND

STUDYTIP

Make sure you know the differences between the short run and the long
run and between fixed and variable costs.
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O The difference between fixed and variable
costs

In the short run, when the inputs divide into fixed and variable factors of
production, the costs of production can likewise be divided into fixed and
variable costs. Fixed costs are the costs a firm incurs when hiring or paying
for the fixed factors of production. In the short run, capital is usually
mg*"""m"""mm"" assumed to be a fixed factor of production, giving rise to costs which are
fixed cost cost of production unchanged in the short run. These include the cost of maintaining a firm’s
wihich: i the SboPtrtss: doss buildings, as well as the initial cost of acquiring buildings such as factory
not change with output. space and offices. By contrast, as the name implies, variable costs change
AR et ooy as the level of output changes. The costs of hiring labour and bu}'ing raw
production which changes with materials are usually regarded as variable costs of production. It is worth
the amount that is produced, remembering that in the long run, all costs are variable because the long
even in the short run. run is defined as the time period in which all the factors of production can
be changed.
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KEY TERMS

total cost the whole cost
(fixed cost plus variable cost)
of producing a particular level
of output.

average cost total cost of
production divided by output.
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The difference between average and
total costs

When a firm increases its output, the variable and hence the total cost of
production increases. At any level of output, the average cost (or unit cost) is
calculated by dividing the firm’s total cost of production by the size of output
produced. Average costs for each level of output can be shown on an average
total cost curve, such as the curve in Figure 3.4.

In Figure 3.4, the firm’s average costs of production initially fall as the size of

output increases. For example, when the firm produces output Q,, average

cost per unit of output is quite high at C;; but when the firm increases output
to 9,, average cost per unit falls to C,. However, for higher levels of

Costs (£) } i
@ . output, average costs usually rise, for example to C; when output
c::tmge increases to Q3.
é In the short-run, average total cost curves, such as the curve in
c; Figure 3.4, are assumed to be U-shaped, showing unit costs falling
c, [ fliing Rising and then rising as the level of output increases. Point X, located
2| average average . S
costs costs above level of output Q,, is the average cost minimising level of output
and also the productively efficient level of output.
0 & Q @  Output  Average costs of production can be divided into average fixed costs
Figure 3.4 A firm’s average total cost curve (AFC) and average variable costs (AVC):

ATC = AFC + AVC

I,

EXTENSION MATERIAL

The productively efficient level of output

In Chapter 1, we defined productive efficiency for the whole economy in terms of output being maximised from
available inputs, and as a situation in which it is impossible to produce more of one good without giving up
production of at least one other good. However, at the micro level, the productively efficient level of output for
a single firm is the average cost minimising level of output.

Costs (£)}
The spreading
1 million— of overheads
5 AFC
Output

Figure 3.5 A downward-sloping AFC
curve

The average fixed cost curve

Fixed costs of production are overheads, such as the rent on land and the
maintenance costs of buildings, which a firm must pay in the short run.
Suppose, for example, that a car manufacturing company incurs overheads
of £1 million a year from an assembly plant it operates. If the plant only
managed to produce one automobile a year, AFC per car would be £1
million — the single car would bear all the overheads. But if the company
were to increase production, average fixed costs would fall to £500,000
when two cars are produced, £333,333 when three cars are produced and so
on. The firm’s average fixed costs per unit of output fall as output increases,
since overheads are spread over a larger output. AFC curves always slope
downwards to the right, as shown in Figure 3.5, with average fixed costs
approaching zero at very high levels of output, but never quite equalling
zero.



Costs () 1 The average variable cost curve
Variable costs are the costs that the firm incurs when it hires variable
AVC factors of production such as labour and raw materials. Assuming that
/ labour is the only variable factor of production, variable costs are
simply wage costs. Figure 3.6 has been drawn under the assumption

that when a firm first employs workers, labour becomes more
productive as more workers are employed. However, labour eventually
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¥ Output  becomes less productive as employment increases. Given these
Figure 3.6 A firm's average variable cost assumptions, the AVC curve is U-shaped, showing average variable
curve costs of production first falling, and then rising, as output increases.
Costs (£) A The average total cost curve
ATC The average total cost (ATC) curve shown in Figure 3.7 is obtained

by adding together at each level of output the AFC and AVC curves,
respectively shown in Figures 3.5 and 3.6.

AVC
In summary:

average total cost = average fixed cost + average variable cost
AFC or:

0 Output ATC = AFC + AVC
Figure 3.7 Adding the AVC curve to the AFC and:

curve to form the ATC curve total cost T
average total cost = or: ATC = —
output 9

} STUDY TIP

: Itisimportant to know that a firm’s short-run average cost curve is ’

: assumed to be U-shaped. :
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QUANTITATIVE SKILLS 3.2

P

Objective test question: calculating average and total -‘m st :
: costs from given data 20 - : :
: You should be able to calculate average and total costs from given 16 - AVarage varecie
: data. This example takes the form of an objective test question in 12 e
which the data is presented on a graph showing a firm’s average 8 fixed cg;
: variable costs [(AVC)] and average fixed costs [AFC) of production. 4 :
: 0 :
i The total cost of producing four units is: I S S TR T
: Output (units) @
+ A £12 B £24 Figure 3.8 :
i C £48 D £72

(LIS

A ST

: To arrive at the correct answer, which is D, two calculations are required. The first calculation involves adding
: AVC [£12) to AFC [£6) at an output of four units to arrive at average total cost [ATC), which is £18. The second
calculation is multiplying ATC (£18) by output (4] to arrive at total cost, which is £72.
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: STUDY TIP :
: Make sure you practise calculating and plotting average and total costs
from given data.
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QUANTITATIVE SKILLS 3.3

Objective test question: calculating average variable cost from
given information on total cost

This is a similar objective test question, but the calculation works in the
opposite direction, asking you to calculate average variable cost from

given information on total cost.

AddrsraatndD
dFbSAGREREN

A P R T S S S e Y R
SREAdSP S REERMRDS

Table 3.2 shows total cost at various outputs.

AP rAad b
FEr T =t Ay

: Table 3.2 :
il Output | Total cost (€]
0 100
P10 115
i 20 140
i| 30 175
P40 220 :

From the information in the table, we can conclude that the average
variable cost at an output of 20 is:

aEdASssStreadnbDDn
FldddssFradanbaing

A €2 :
i BE7 :
STUDY TIP D £120

You should know that a firm’'s
long-run average cost curve
may be U-shaped, but other
shapes are possible. This
differs from a firm's short-run
average cost curve, which is
always assumed to be
U-shaped.

A L R R L LRI LT AL

Only the third and first rows of data are used in the calculation — the data
in the other rows is irrelevant or ‘background noise’. In row 3, we divide
total cost (£140]) by the output of 20, arriving at an average total cost of £7.
The information in Row 1 tells us that total fixed cost is £100. This means
average fixed cost is £5 when 20 units of output are produced. Finally, since
: AVC = ATC - AFC, average variable cost is £7 - £5, which is £2. A is therefore

i the correct answer,
:l."‘l-tt""'.i!ﬂi"".‘.!.'I.'..O!'!#.-0.0-!4!!‘t‘.".lti#i‘."‘###it'-‘...r"..."..'.-'-_ I
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Long-run average cost curves
_‘*"'"""m"""""m": In the long run, as already explained, a firm can change the scale of all its

KEY TERM : factors of production, moving from one size of plant to another. Figure

long-run average cost long- 3.9 illustrates a U-shaped long-run average cost (LRAC) curve, showing a

run total cost divided by firm’s average costs first falling and then rising as the firm moves to a larger

e e : scale of operation. On first sight, the LRAC curve

';;:;:""mm_ appears identical to the short-run ATC curve in Figures
Long-run 3.4 and 3.7. However, the reasons for the U shape of

“ﬁfgﬁé‘”‘“ each curve are different. The shape of the short-run

ATC curve is explained by the assumption that

labour becomes more productive as it is added to

fixed capital, before eventually becoming less

productive. By contrast, the shape of the long-run

average cost curve is explained by two long-run

,  concepts which don't operate in the short run. These

o Q Output are economies and diseconomies of scale, which are

Figure 3.9 A firm's long-run average cost curve explained in section 3.4,
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Economies Diseconomies

of scale
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KEY TERMS
economy of scale as output
increases, long-run average

cost falls.

diseconomy of scale as output
increases, long-run average
cost rises.
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3.4 Economies and diseconomies
of scale

As a firm grows in size by investing in new plant or buildings, it can benefit
from economies of scale. However, beyond a certain size, the firm may
eventually suffer from diseconomies of scale. Economies of scale are defined
as falling long-run average costs of production that result from an increase in
the size or scale of the firm. Likewise, diseconomies of scale occur when an
increase in output leads to rising long-run average costs of production.

EXTENSION MATERIAL

scale production.

The L-shaped LRAC curve

Figure 3.9, which shows a 'symmetrical’ U-shaped LRAC curve, has been drawn assuming that economies of scale
are followed symmetrically by diseconomies of scale. However, the shape of the LRAC curve may differ. Some
industries, including many personal services such as hairdressing,
exhibit economies of small-scale production. In such industries,
diseconomies of scale may set in at a relatively small size of
production plant or fixed capacity, resulting in a LRAC curve which,
while U-shaped is skewed to the left.

Another possibility is the L-shaped LRAC curve illustrated in
Figure 3.10. This curve results from the assumption that there C,
are substantial economies of scale, which eventually give way,
not to diseconomies of scale, but to a ‘flattening out’ of long-run
average costs. The size of firm at which this occurs is known as
minimum efficient scale [MES). There is evidence of this type of
LRAC curve in many manufacturing industries involving large-

Costs (£) 4
Economies
of scale Long-run
average costs
(LRAC)
Minimum efficient
scale (MES) 4
0 Q Output

Figure 3.10 An L-shaped LRAC curve, and
minimum efficient scale [MES]
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KEY TERM

technical economy of scale a
cost saving generated through
changes to the ‘productive
process’ as the scale of
production and the level of
output increase.
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Reasons for economies of scale

Firms can benefit from various types or forms of economy of scale as

they grow in size. These include technical economies of scale, managerial
economies of scale, marketing economies of scale, financial or capital-raising
economies of scale, risk-bearing economies of scale, and economies of scope.

Technical economies of scale

Technical economies of scale are generated through changes to the ‘productive
process’ as the scale of production and the level of output increase.

The main types of technical economy of scale are listed below.

® Indivisibilities Many types of plant or machinery are indivisible in the
sense that there is a certain minimum size below which they cannot
efficiently operate.

® The spreading of research and development costs With large plants,
research and development (R&D) costs can be spread over a much longer
production run, reducing unit costs in the long run.

® Volume economies With many types of capital equipment, costs increase
less rapidly than capacity. When a storage tank or boiler is doubled in
dimension, its storage capacity increases eightfold. Volume economies are
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important in industries such as transport, storage and warehousing, as well
as in metal and chemical industries where an increase in the scale of plant
provides scope for the conservation of heat and energy.

® Economies of massed resources The operation of a number of identical
machines in a large plant means that proportionately fewer spare parts need
to be kept than when fewer machines are involved.

® Economies of vertically linked processes Much manufacturing activity
involves a large number of vertically related tasks and processes, from the
initial purchase of raw materials, components and energy through to the
completion and sale of the finished product. The linking of processes in a
single plant can lead to a saving in time, transport costs and energy.

Managerial economies of scale

The larger the scale of a firm, the greater is its ability to benefit from
specialisation and the division of labour within management as well as within
the ordinary labour force. A large firm can benefit from a functional division
of labour, namely the employment of specialist managers: for example, in the
fields of production, personnel and sales. Detail can be delegated to junior
managers and supervisors.

Marketing economies of scale

Marketing economies of scale are of two types: bulk-buying and bulk-
marketing economies. Large firms may be able to use their market power both
to buy supplies at lower prices and also to market their products on better
terms negotiated with wholesalers and retailers.

Financial or capital-raising economies of scale

Financial or capital-raising economies of scale are similar to the bulk-buying
economies just described, except that they relate to the ‘bulk-buying’ or bulk-
borrowing of funds required to finance the businesss expansion. Large firms
can often borrow from banks and other financial institutions at a lower rate of
interest and on better terms than those available to small firms.

Risk-bearing economies of scale

Large firms are usually less exposed to risk than small firms, because risks
can be grouped and spread. Large firms can spread risks by diversifying their
output, their markets, their sources of supply and finance and the processes
by which they manufacture their output. Such economies of diversification
or risk bearing can make the firm less vulnerable to sudden changes in
demand or conditions of supply that might severely harm a smaller less-
diversified business.

Economies of scope

Economies of scope are factors that make it cheaper to produce a range of
products together than to produce each one of them on its own. An example is
businesses sharing centralised functions, such as finance or marketing,

Reasons for diseconomies of scale

Firms can also suffer from various types or forms of diseconomy of scale
as they grow in size. These include managerial diseconomies of scale,
communication failure, and motivational diseconomies of scale.



Managerial diseconomies of scale

As a firm grows in size, administration of the firm becomes more difficult.
Delegation of some of the managerial functions to people lower in the
organisation may mean that personnel who lack appropriate experience make
bad decisions. This may increase average costs of production.

Communication failure

Communication failure also contributes to managerial diseconomies of scale.
In a large organisation there may be too many layers of management between
the top managers and ordinary production workers, and staff can feel remote
and unappreciated. When staff productivity begins to fall, unit costs begin

to rise. As a result, the problems facing the business are not effectively
addressed.

Motivational diseconomies of scale

With large firms, it is often difficult to satisty and motivate workers. Over-
specialisation may lead to de-skilling and to a situation in which workers
perform repetitive boring tasks and have little incentive to use personal
initiative in ways which help their employer.
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Internal and external economies and
diseconomies of scale

All the economies and diseconomies of scale so far described are examples of
internal economies and diseconomies of scale. These occur when a firm
grows and changes its scale and size.

mg

internal economy of scale
cost saving resulting from the

growth of the firm itself. By contrast, external economies of scale occur when a firm’s average or
external economy of scale i unit costs of production fall, not because of the growth of the firm itself,
cost saving resulting from the i but because of the growth of the industry or market of which the firm is a
growth of the industry or part. Very often, external economies of scale are produced by cluster effects,
market of which the firmis i which occur when a lot of firms in the same industry are located close to

a part. t each other, providing markets, sources of supply and a pool of trained
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External diseconomies of scale occur in a similar way, with the growth of
the whole market raising the average costs of all the firms in the industry.
As with external economies of scale, external diseconomies can arise
from cluster effects. When a large number of similar firms locate close

to each other, not only do they create benefits which aid all the firms in
the cluster; they may also get in each other’s way. Competition for labour
among the firms may raise local wages, which while being good for
workers, increases the unit wage costs of their employers. There may also
be an increase in local and regional traffic congestion, which lengthens
delivery times and raises delivery costs both for firms and for their
customers.
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: STUDYTIP

; You should understand the difference between internal and external
: economies and diseconomies of scale.
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CASE STUDY 3.3

Are economies of scale now less important in the car industry?

In the twentieth century, car manufacturing grew to become perhaps the most important industry in
modern industrialised economies. Though car manufacture began in Germany and France, the main
growth of car manufacturing in its early years took place in the USA. Henry Ford's adaptation of the moving
assembly line, which allowed car factories to benefit from economies of scale, marked the beginning of

mass production.
Garel Rhys, director of the Centre for Automotive Industry Research at Cardiff University, has calculated that

economies of scale reach their peak at 250,000 cars a year in an assembly plant, although for the body panels
the figure could be as high as 2 million.

However, economies of scale in car production are now not as important as they used to be. Reasons for this
include: market fragmentation, leading to lower production runs; building cars to order rather than in large-
scale batches of identical cars; and new ways of assembling finished cars in which manufacturers such as
Toyota are outsourcing more and more of the car to outside suppliers. With car buyers demanding a wider
choice of vehicles, production runs have to get smaller.

As car companies produce an ever-wider range of vehicles, so the way cars are made is changing. There is
less need for huge, capital-intensive factories, and barriers to entry into the car industry are falling.
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A modern car assembly line

Follow-up questions

1 Explain the meaning of each of the concepts underlined in the passage.
2 Describe some of the economies of scale that have contributed to lower average costs in the UK car
industry.




O How internal economies and diseconomies
of scale affect particular industries

The following two case studies focus on two industries or markets that are

_ affected by economies and diseconomies of scale.

CASE STUDY 3.4

The rise and fall of London’s bendy buses

The end of London’s bendy experiment has brought shouts of joy from some people. Motorists didn’t like the

long, low monsters getting stuck round narrow crossroads. Cyclists hated the crushing menace they seemed
to present. Transport for London found too many fare-dodgers hopping on and off.

‘Bendy buses’ were used on 12 routes over the decade from 2002 to 2011 but Mayor Boris Johnson called
them cumbersome machines’ which were too big for narrow streets and encouraged fare-dodgers. Johnson
has introduced nearly 500 new double-decker buses to replace the ‘bendies’. But the ‘bendies’ could fit 120
on board, while their replacements take only 85. Even if there are plenty of seats available, well over half of
them are usually upstairs. Many old people and young mothers with infants don't do stairs and can't reach
the upper deck. They have to be downstairs. The ‘bendies’ were all downstairs, so with their replacement,
there's been a massive loss of accessible seats. 'The most accessible bus in London’ is now being missed by
the old, wheelchair users and mothers with young children.
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Follow-up question

1 Using the concepts of economies and diseconomies of scale, discuss the advantages and disadvantages of

bendy buses (a] for Transport for London, the organisation that provided the buses, and (b] for members of
the general public.

o @ @ @ @ @ @ @ @ @ @@ @ @O

CASE STUDY 3.5

Super-tankers and volume economies of scale

The large super-tankers that are used to transport crude oil across seas and oceans from oil fields to
industrial markets benefit significantly from volume economies of scale. However, super-tankers can also
suffer from a diseconomy of scale. This is because large super-tankers cannot enter shallow ports. A wider
tanker with a shallow draught does not yield as many economies of scale as a conventional super-tanker, but
is more flexible and can enter more ports.

A

Transport Conventional tanker:
costs (%) ‘ 10-metre draft Transport costs as
e \ g 28,000 dwt % of conventional
28,000-tonne tankers

Restricted draft vessel:
Sk ‘ 10-metre draft
X TS 42,000 dwt Ultra-shallow
2 ‘ draft vessel:
N 10-metre draft
> — S 105,000 dwt
Conventional ™« _ /
30+ tanker Ss

Se

Sas Conventional tanker:
N e 16-metre draft
, =0~ TR0 105,000 dwt
7T | | T T | | S T >
20 30 40 50 60 70 80 90 100 110
Deadweight tonnes (dwt, thousands)

Figure 3.11 Economies of scale and oil tankers

Follow-up question
1 How could the oil tanker industry be organised to reduce the disadvantages of large super-tankers?




3.0 Average revenue, total
revenue and profit

Q The difference between average revenue
C— R R A

KEY TERMS

total revenue all the money Revenue is the money that a firm earns when selling its output. It is important

received by a firm from selling : (, ayoid confusing total revenue and average revenue. Total revenue is all the

its total output. money a firm earns from selling the total output of a product. It is cumulative.

average revenue total Selling one more unit of a product or good usually causes total revenue to rise.
By contrast, at any level of output, average revenue is calculated by dividing

revenue divided by output;in a
total revenue by the size of output:

ERsEeT

single-product firm, average
revenue equals the price of the
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i product. total revenue TR
: average revenue = or; AR = —
- output Q
@,
Average revenue and demand for a
2 F
firm’s output
Price of Figure 3.12 shows the demand conditions facing a high-street
""""“'t'.!"h retailer of electrical goods in a particular week. If the firm sets
500 the price of microwave ovens at £500, 20 customers want to
buy an oven. Total sales revenue is £10,000 and average revenue
g per oven sold is £500. However, by reducing the price to £300,
> the retailer can sell 60 ovens. Total revenue is now £18,000 and
= 300 Demand = AR
> average revenue is £300. The point to note is that at each level
o of sales, the average revenue the retailer earns is the same as the
g 0 20 60 Demand,perweek price charged. This is always the case when the price charged is
g formicowave ovens  the same for all the units of output being sold. Hence, in these
'S  Figure 3.12 The demand curve facing a firm conditions, the demand curve facing the firm is also its average
S  when itdecides how much output to sell revenue (AR) curve.
s O
E ”‘OiiF“#lﬁ.'."‘i!*it.‘.‘###‘.: PrOflt' reve n u e a n d costs
B KE‘{ TERH i Students often confuse profit and revenue, mistakenly believing that the two
© i profit the difference between . ;s ; .
& i : terms have the same meaning. As we mentioned in Chapter 2, profit and
| totalsalesrevenueandtotal § ... have different meanings. Profit is the difference between the sales
') : cost of production. : '

R ety :  revenue the firm receives when se:lling the goods or services it produces and

_ the costs of producing the goods.
70 :

Y STUDY TIP total profit = total revenue - total costs

Make sure you practise

calculating and plotting : sales revenue, in which case there is a loss. Think of a loss as being negative
average and total revenue and { profit,

also profit from given data.

ey

In some circumstances, total costs of production may exceed total
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: QUANTITATIVE SKILLS 3.4

Objective test question: price elasticity of demand

This is an example of an objective test question synoptically testing your understanding of price elasticity of
demand [see Chapter 2) and sales revenue [explained in this chapter).
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: Table 3.3 shows the demand schedule and total revenue for good X.

PSS FARENEN
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: Table 3.3

Quantity Total revenue ,
4§l £ | demanded (000s] | (£000s)
: [7.50 5 37.5
i 6.00 10 60.0
i [4.50 [ 15 675
t 3.00 20 60.0
i 2.50 25 62.5 :
: [0 30 0.0

Between which prices is the price elasticity of demand unitary?

A £0and £2.50

B £4.50 and £6.00
C £3.00 and £4.50
D £6.00 and £7.50

To answer this question, you should apply the rule set out in Chapter 2:
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« if total consumer expenditure increases in response to a price fall, demand is elastic

« if total consumer expenditure decreases in response to a price fall, demand is inelastic
« if total consumer expenditure remains constant in response to a price fall, demand is neither elastic nor

inelastic: i.e. elasticity = unity (or is unitary]
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When the price falls from £7.50 to £6.00, and from £6.00 to £4.50, total sales revenue increases, so demand is

: elastic between these prices. Conversely, when the price falls from £3.00 to £2.50, and from £2.50 to zero, total
revenue also falls, so demand is inelastic between these prices. This leaves C as the correct answer - total

: revenue remains constant at £67,500 when the price changes between £3.00 and £4.50.

O

TEST YOURSELF 3.2

Table 3.4 shows the number of ice creams a small shop sells each day at the different prices it may decide to
charge. Calculate the total revenue and the average revenue the shop receives at each of the prices it may charge.

Table 3.4

Price charged |Quantity of ice creams | Total sales Average sales
for an icecream | sold per day revenue per day |revenue per ice cream

desrsESuEIRER S

£2.00 5
£1.80 10
£1.60 15
£1.40 20
£1.20 23
£1.00 30
£0.80 35
£0.60 40
£0.40 45

On a piece of graph paper, use the data to plot the shop's daily average revenue curve.
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* Production is a process, or set of processes, that converts inputs into

outputs.

* Productivity is measured by output per unit of input per period of time.
+ Labour productivity, or output per worker, is the most commonly used

measure of productivity.

- The division of labour means that different workers do different jobs.
* The division of labour and specialisation occur together, although

specialisation can occur without division of labour.

 Specialisation and the division of labour require trade and exchange.
* Money is the main medium of exchange in modern economies, though

barter still sometimes takes place.

* Average cost is cost per unit of output.
+ Afirm’s short-run average cost curve is typically U-shaped, showing

average costs first falling and then rising as output increases.

~ Afirm is productively efficient when producing the output that minimises

its average cost of production.

* For the whole economy, all points on the economy’s production

possibility frontier are productively efficient.

+ Economies of scale mean that a firm’s average costs fall as the scale or

size of the firm increases.

* There are a number of different types of economy of scale, such as

technical economies.

* Diseconomies of scale mean that a firm’s average costs rise as the scale

or size of the firm increases.

* Economies and diseconomies of scale can be shown on a U-shaped long-

run average cost curve, drawn to show average costs changing as the
size of the firm increases.

» External economies and diseconomies of scale result from the growth of

the industry rather than from the growth of a firm within the industry.

 Revenue is the money a firm receives from selling its output.
- Revenue must not be confused with profit; profit equals total revenue

minus total cost.

* Providing all output is sold at the same price, average revenue is the

same as price,

1 Using examples other than those mentioned in the chapter, explain three types of economy of scale.

2 Explain how economies and diseconomies of scale may affect the size of a firm.

3 Do you agree that large firms are always more productively efficient than small firms? Justify your answer.

4 ‘International competitiveness requires increased labour productivity and the closing of the economy’s
productivity gap.’ Evaluate this statement.

5 Carefully distinguish between a firm’s sales revenue and the profit it makes.



. Competitive and
concentrated markets

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

Markets, and how they operate, are central to a microeconomics course.

In @ pure market economy, resource allocation would take place solely in
the markets which make up the economy [except in the case of events such
as inheriting wealth, winning the lottery, and being the victim of theft]. In
the UK, which falls short of being a complete market economy, markets
allocate scarce resources between competing uses in the market sector  :
of the economy but not throughout the whole economy. The market sector
dominates the UK economy, though the production and consumption of :
some goods and services, such as police and defence, lie largely outside
the market’.

tehdsddied e

Markets vary considerably in the extent to which they are competitive,
falling into one of two groups of market structure: competitive or
concentrated. When economists talk of competition, they might be referring
to forms of competition that are a part of the competitive market process in
a modern economy, such as quality completion, competition in design and
fashion, and after-sales service competition. However, in this chapter we
focus on price competition, or the setting of prices in order to offer the best
value for money.
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Price competition involves a firm cutting the price or prices] it charges
for its goods, in order to sell more. Sometimes, however, cutting prices
has an ‘anti-competitive’ motive. Prices are cut in order to drive rival firms
out of the market. The end result is the creation of a concentrated market
structure containing just a few surviving firms, or perhaps only one firm.
The latter is a pure monopoly, the most extreme form of a concentrated
market. In this chapter, we compare monopoly and other concentrated
markets, with the polar opposite, perfect competition, which is the most
extreme form of competitive market. We explain that while perfect
competition does not actually exist in the real economy, it acts as a useful
yardstick’ for judging the desirable features of the competitive markets
that do exist.
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: LEARNING OBJECTIVES

This chapter will explain:
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* the meaning of a market structure

» different types of market structure

» the nature of competitive markets and perfect competition
* the nature of concentrated markets and monopoly

» profit maximisation and other objectives of firms

* price determination in competitive markets and monopoly :
* monopoly and monopoly power -
* how entry barriers affect market structure
* concentration ratios and market structure
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STUDY TIP

Make sure you appreciate that the term "the competitive market process’
refers not just to price competition. You should also appreciate that competition
is a dynamic process, taking place over time, including, for example, innovation
and the weakening of competitors through the development of products and
services that meet consumers’ wants more effectively than rival firms.
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OB, 4.1 Market structures

KEY TERM

market structure the
organisation of a market in
terms of the number of firms
in the market and the ways in
which they behave.
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Market structures are usually defined by the number of firms in the market.
However, this leads to other important aspects of market structure. These
include competitiveness within the market (which involves the ways in
which firms behave and conduct themselves), the extent to which the goods
or services being produced are identical or different, and the ways in which
barriers to entering the market affect the way the market operates.
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The range of market structures

Perfect competition and monopoly are at the opposite extremes of the
spectrum of market structure, as shown in Figure 4.1.

Various forms of imperfect competition
F0-tttt-.ototttttottttttooooto: P.rf‘ct ‘ompﬂt]tlon Mnncm'y

: KEY TERMS Price takers Price maker
: price taker a firm which
passively accepts the ruling
market price set by market
conditions outside its control.

price maker afirm
possessing the power to set
the price within the market.

AL LIl L LR AR Ll Ll

Figure 4.1 Perfect competition and monopoly as extreme forms of market structure
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Figure 4.1 also introduces the distinction between a price taker and a price
maker. A price taker lacks the market power to influence by its own action
the ruling market price. By contrast, a price maker actively sets the price in the
market. Sections 4.3 and 4.4 will explain the reasons for this in the context of
competitive markets and monopoly.
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A first look at perfect competition

Perfect competition is a form of market structure that requires six conditions

to hold:
_‘..‘.ii..“..“‘lf‘ e dd i

KEY TERM @ There is a large number of both buyers and sellers in the market, namely

perfect competition a market : consumers and producers or firms.

that displays the six conditions { ® Each buyer and seller possesses perfect information of what is happening in

of: a large number of buyers the market.

and sellers; perfect market ® Each consumer is able to buy, and each producer is able to sell, as much as

information; the ability to buy they wish at the ruling market price.

or sell as much as is desired at: @ The market price is determined by the interaction of all the buyers and

Fhe r.u.llng ma'?kEt_ ‘?nce: the sellers in the market, but a single buyer or seller is unable to influence the

:)nra::liltgrc:)a! 2 f'l?;:':liu:#ebuyer ruling price by its own decisions.

i pric’e- S ® Only one good or service is being traded in the market and each item of the

homogeneou's product; and no good is uniform or identical, i.e. firms produce uniform products.

barriers to entry or exit in the ® There are no barriers which might prevent new firms from entering the

long run. market in the long run, or prevent firms already in the market from leaving
or exiting it.
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4 COMPETITIVE AND CONCENTRATED MARKETS
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KEY TERM

competitive market a perfectly
competitive market is of course
a competitive market, but other
markets are competitive too. A
competitive market is one in
which firms strive to outdo their
rivals, but it does not necessarily
meet all the conditions of
perfect competition.
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STUDYTIP

Make sure you know and
understand the six conditions of
perfect competition. You should
learn the skills of applying one
or more of the conditions of
perfect competition to explain,
analyse or evaluate the
characteristics of a perfectly
competitive market, or to
compare perfect competition
with monopoly or an
imperfectly competitive market.

Perfect competition is actually non-existent in the real world. It is best to
regard perfect competition as an unreal or abstract economic model defined
by the six conditions listed on the previous page. Real-world markets cannot
display simultaneously all the conditions necessary for perfect competition.
Since any violation of the conditions of perfect competition immediately
renders a market imperfectly competitive, even the most competitive markets
in the real economy are examples of imperfect competition rather than perfect
competition.

A first look at concentrated markets

As the name implies, a concentrated market is a market containing very
few firms. Pure monopoly, in which a single firm produces the whole

of the output of a market or industry, is the most extreme example of a
concentrated market. A pure monopolist supplies the whole market; there
are no other firms to compete against. Usually, however, monopoly is a
relative rather than an absolute concept. Until quite recently, the British
Gas Corporation was the single producer of piped gas to households and
most industrial customers in the UK, but it experienced competition from
other sources of energy such as electricity and oil. Its monopoly power
was further reduced in 1998 when other companies, including electricity
companies, were allowed to sell gas to customers via the pipelines previously
owned by British Gas.
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In real life, dominant firms producing a large share of market output are
more common than pure monopolies, the latter being quite rare. Firms with
significant market power, or monopoly power, face competitive pressures from

_m---mm-------mm----: other firms which are also in the market. Competitive pressures also arise from

KEY TERMS substitute products and sometimes also from outside firms trying to enter the
concentrated market a market{ market to destroy the monopoly position enjoyed by the firm or firms already
containing very few firms, in in the market.

the extreme only one firm.

pure monopoly when there is
only one firm in the market.

monopoly power the power of
a firm to act as a price maker
rather than as a price taker.

imperfect competition any
market structure lying
between the extremes of
perfect competition and pure
monopoly.
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Imperfect competition

Economists use the term imperfect competition to cover all the market
structures lying between the two extremes of perfect competition and pure
monopoly. Imperfect competition is a competitive market situation where
there are many sellers, but they are selling heterogeneous (dissimilar) goods
as opposed to the homogeneous or uniform goods produced in perfectly
competitive markets. The term covers market structures ranging from those in
which there are a large number of highly competitive firms approximating to
perfect competition, to those which are highly concentrated, approximating
to pure monopoly Almost all real-world markets, certainly in developed
economies such as the UK, are imperfectly competitive.
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4.2 The objectives of firms

Profit maximisation

Economists generally assume that profit maximisation is a firm’s ultimate
business objective. If this is the case, then firms grow because their owners
believe that growth leads to higher profits. Conversely, if the owners believe
that growth reduces profits or indeed leads to losses, they will resist the
temptation to pursue growth.
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KEY TERM

profit maximisation occurs
when a firm’s total sales
revenue is furthest above total
cost of production,
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EXTENSION MATERIAL
Short-run vs long-run profit maximisation

A complication that should be introduced at this point is the possible conflict between short-run and long-run
profit maximisation. Long-run profits may require substantial investment in research and new capital. If a firm
has a short time horizon, if it is worried about finance or about future risk and uncertainty, or if it fears that a
lack of immediate profit will lower its share price and render it vulnerable to a hostile takeover raid, the firm
may decide not to grow, even though it thinks that large profits could be made in the long run.

fIlIll.l.ll.l.ll.l.ll.ll.l.‘

O Sales maximisation

_iitiiiifilil'.i#1-01-0-1.00#01'!l : i " . " : :
i Sales maximisation is also known as revenue maximisation. Sales or revenue

*KEY TERM R | .
e maximisation occurs at the level of output at which the sale of an extra unit
when sales revenue is of output would yield no extra revenue. Firms that attempt to maximise sales
maximised. usually do so subject to a requirement or constraint that they must make a

Eannssssssssnnnnesssess oum———  [T1iNIMUm or acceptable level of profit,
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_Q Other possible business objectives
STUDY TIP

Make sure you don't confuse
sales or revenue maximisation
with profit maximisation.

LL L FhhdddH +eé

These include growth maximisation, market share maximisation and survival.

@ Growth maximisation occurs when the decision makers within a firm try
to make the firm grow as fast as possible, even though this may conflict
with profit maximisation. In an already large firm, these decisions tend to
be made by the firm’s managers, rather than by the shareholders who own

_ _____________________ the firm. This can lead to a conflict of interest: managers often favour fast

KEY TERM growth because this increases their spheres of influence and salaries; the
market share maximisation firm’s owners, by contrast, may be more interested in maximising profit.
occurs when a firm maximises ¢ ® Market share maximisation, which tends to accompany growth

its percentage share of the maximisation, involves increasing the percentage of market output which

market in which it sells its the firm produces. It often involves a firm trying to increase its market

: product. power and monopoly power.

Ssarmaeae) Finally, in a highly competitive market, firms may aim simply to survive.

In such markets, firms are always threatened by the entry of new firms

which may steal away their customers. ‘Adapt or perish’ is the choice

facing such firms.
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: STUDY TIP
: Make sure you appreciate that economic models often, but not always,

i assume that profit maximisation is the main business objective in all
i market structures, whether they are competitive or concentrated.
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4.3 Competitive markets
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O The main characteristics of a perfectly
competitive market

We listed the six main conditions or characteristics of a perfectly competitive
market in section 4.1. Before reading further, go back and read through these
conditions again.



Despite the lack of perfect markets in the real world, the theory of perfect
competition is probably one of the most important and fundamental of

all conventional economic theories. Critics attack this view and argue that
economists pay undue attention to perfect competition as a market structure,

and that this encourages a false belief that a perfect market is an attainable
ideal.

Nevertheless, perfect competition performs a very useful function. It serves

as a standard or benchmark against which we may judge the desirable or
undesirable properties of the imperfectly competitive and monopolistic market
structures of the world we live in.

b
W
S
©
®
=,
=
)
3
>
o
@

Section 4.1 also mentioned that firms in perfectly competitive markets
function as passive price takers.

Price determination in a competitive
market

Figure 4.2 shows how the price facing each firm in a competitive market is
determined by the interaction of demand and supply.

(a) One firm in the market (b) The whole market

Price:4 Price 4 Market

supply
No sales

D=AR Ruling
market price

No sense
Market

demand

> >
0 Output Q,

Output
(hundreds) (millions)
Figure 4.2 The determination of price in a competitive market

Figure 4.2(b) is very similar to the diagram we used in Chapter 2, Figure 2.16,
to explain how the ruling market price is determined in a market. To recap, in
a competitive market, the ruling market price is determined in the market as
a whole by the interaction of demand and supply. The price is located where
the market demand curve intersects or crosses over the market supply curve.
However, Figure 4.2(a) shows how this affects each of the firms operating

in the market. Look closely at the labels on the horizontal axes of the two
diagrams. The axis in Figure 4.2(b) is labelled output in millions, whereas the
label in Figure 4.2(a) is output in hundreds. This results from the assumption
of there being a very large number of firms in a competitive market. This
would certainly be the case in a perfectly competitive market.

The assumption that a perfectly competitive firm can sell whatever quantity
it wishes at the ruling market price Py, but that it cannot influence the ruling
market price by its own action, means that the firm is a passive price taker.

The labels ‘No sales’ and ‘No sense’ that we have placed on Figure 4.2(a),
respectively above and below the price line Py, help to explain why each firm
is a price taker. ‘No sales’ indicates that if the firm raises its selling price above
the ruling market price, customers desert the firm to buy the identical products
(perfect substitutes) available from other firms at the ruling market price. No



sense’ refers to the fact that although a perfectly competitive firm can sell its
output below the price P;, doing so is irrational. No extra sales can result, so
selling below the ruling market price inevitably reduces both total sales revenue
and profit. Such a pricing policy therefore conflicts with the profit-maximising
objective that we have assumed firms to have.

Beaming the horizontal ruling market price line leftward into Figure 4.2(a),

the price line is in fact the perfectly elastic demand curve for each firm’s

output. (Page 26 in Chapter 2 explains why a perfectly elastic demand curve is
”,,mm.,m,,.....,,,m,.,, horizontal.) The horizontal price line and demand curve facing a competitive
STUDY TIP firm is also the firm’s average revenue (AR) curve. (Go back to Chapter 3, where

To properly understand the page 70 explains why the demand curve facing a firm is its AR curve.)

2::::;?‘ :J:ali::wﬁqeat;z\::;“;gu Suppose, for example, that the firm sells 100 units of a good, with each unit

need knowledge of price of the good priced at £1.00. The firm’ total sales revenue (TR) is obviously
elasticity of demand. ; £100.00. The firm’s average revenue (TR/Q) is £1. If the firm increases sales to

110 units, the price does not change, so average revenue is still £1.
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TEST YOURSELF 4.1
The market demand and supply schedules in a highly competitive market
are shown in Table 4.1. Using the data provided, plot the demand and
supply curves on graph paper and calculate the average revenue of each of
the competitive firms in the market.

%] Table 4.1

L

X

E 1 3000 0

= 2 2800 400

= 3 2600 600

- 4 2400 1000

- 5 2200 1400

= 6 2000 2000

= 7 1800 2400

= 8 1600 2800

E 9 1400 3200

L 10 1200 3600

2

=
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5 Why profits are likely to be lower in a

< competitive market than in a market

dominated by a few large firms

In Chapter 3, we defined the short run as the time period in which at least one

of a firm’ factors of production, for example its buildings, is fixed and cannot be
_ ----------------------------- ;: changed. This means that in the short run a firm cannot move into a new market.
i KEY TERMS i In the long run, by contrast, all the factors of production can be varied and firms

: entry barrier makes it i can move between markets — but only when barriers to entry or exit are not too high.

{ difficult or impossible for new
firmes toenter a market. Provided markets are competitive, there are few if any entry and exit

exit barrier makes it difficult barriers. (In perfect competition, there would be no barriers at all.) If, in the
or impossible for firms to : short run, firms in a competitive market are highly profitable, large profits
leave a market. ; act as a ‘magnet’ and attract new firms into the market. What happens next is
revveseenmminisss e u— SNOWN in Figure 4.3, which has been developed from Figure 4.2.
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Figure 4.3 In a competitive market, the ruling market price falls when new firms enter

the market

Initially the price is Py, determined in Figure 4.3(b), where the market supply,
curve intersects the market demand curve. In Figure 4.3(a), P; is the price
facing each of the firms in the market. At this price, each firm makes large
profits, which attract new firms into the market. The entry of new firms leads
to a rightward shift of the market supply curve, to market supply;. As a result,
the ruling market price falls to P;. In the new situation, the profits made by all
the firms in the competitive market must be lower than they were at price P,.

By contrast, the firms in markets containing just a few firms (including the
extreme case of monopoly) are protected by substantial entry barriers. Under
the assumption that, initially, the firms are highly profitable, the inability of new
firms to enter the market means that both prices and profits are likely to remain
high. However, in the long run and as a part of the competitive process, high
profits provide an incentive for other firms to overcome any barriers to entry.

In summary, in highly competitive markets, the ‘invisible hand’ of the market
acts as a mechanism for eliminating high profits — providing that there are
few or no barriers to entry and exit. In markets dominated by a handful of
firms, high entry and exit barriers may prevent the ‘invisible hand’ mechanism
from operating in this way.

O

CASE STUDY 4.1

The ‘invisible hand’ of the market

In 1776, in his famous book An Inquiry into the Nature and Causes of the Wealth of Nations, the economist Adam
Smith wrote:

An individual neither intends to promote the public interest, nor know how much he is promoting it. ...He intends only
his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part
of his intention. ...1t is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but
from their regard to their own interest. We address ourselves, not to their humanity but to their self-love.

Smith was making the argument, repeated ever since by economists of a free-market persuasion, that the
pursuit of individual self-interest in the market economy leads to outcomes which are in the common good or
public interest — providing that the markets are free and competitive. Consumers benefit from individualistic
behaviour in competitive markets because prices and profits end up being lower than would be the case if the
markets were dominated by a few large firms.

Follow-up questions

1 Outline one way in which consumers can benefit from a lack of competition in a market.
2 Describe one circumstance, apart from when there is little or no competition in a market, in which the
pursuit of self-interest may be undesirable in the economy.
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EXTENSION MATERIAL
The importance of self-interest

Economists generally regard competitive markets as desirable. However, the desirable properties of
competitive markets [namely economic efficiency, welfare maximisation and consumer sovereignty) do not
result from any assumption that business people or entrepreneurs in competitive industries are more highly
motivated or public spirited than monopolists. Traditional economic theory assumes that everyone is motivated
by self-interest and by self-interest alone. This applies just as much to firms in competitive markets as it does
to monopolies. Entrepreneurs in competitive industries would very much like to become monopolists, both to
gain an easier life and also to make bigger profits. Indeed, from a firm’s point of view, successful competition
means eliminating competition and becoming a monopoly. But in perfect markets, market forces [Adam Smith’s
invisible hand of the market] and the absence of barriers to entry and exit prevent this happening.

Imagine, for example, a situation in which a firm in a perfectly competitive industry makes a technical
breakthrough which reduces production costs. For a short time the firm can make significant profits. But
because, in highly competitive markets, market information is available to all firms, other firms within the
market and new entrants attracted to the market can also enjoy the lower production costs.

Ultimately, of course, consumers benefit from lower prices brought about by technical progress and the forces
of competition, but it is market forces, and not some socially benign motive or public spirit assumed on the
part of entrepreneurs, that accounts for the optimality of a highly competitive market as a market structure.

P

CASE STUDY 4.2

To do with the price of fish

For a market to be competitive, buyers and sellers need accurate information
about supply and demand. Before the use of mobile phones, fishermen in
southern India lacked information about prices being charged for newly caught
fish in other fishing villages along the coast. This lack of adequate information
about conditions of supply and prices being charged led to small, separated and
relatively uncompetitive fish markets.

If a fisherman made a good catch, other fishermen operating out of his home
port and fishing in the same area would also catch a lot of fish. But when

all the fishing vessels sailed back home, fish prices in the localvillage fish
market would slump because of excess supply.

Another possibility was to sail down the coast after the catch was made, in the
hope that in other villages fish catches were less bountiful and prices were
therefore better. But, because of high fuel prices and uncertainty about what
might be happening elsewhere, fishermen generally chose to return to their own
village. This was wasteful because oversupply led to fish being thrown away, even Mgobile phones allow the
though they might have been sold in slightly more distant fish markets. Another  fishermen to exchange
result was there were wide variations in fish prices in different fishing villages. information on fish prices

However, after mobile phones had been introduced in southern India, while they were still at sea fishermen
began to call markets all along the coast to find out where prices were highest. Having obtained this
information, fishermen were now prepared to market their fish further afield, despite the fuel costs involved.
The number of unsold fish that previously had been thrown back into the sea fell dramatically. Fish prices also
fell. The "law of one price’ was operating — there now being a single price along the coast for more or less
identical fish. By improving the exchange of information between fishermen, mobile phone technology has

therefore contributed to the growth of a larger and much more competitive market.

Follow-up questions

1 Explain how the case study illustrates how better information on the part of buyers or sellers improves the
way a market functions.
2 Name two UK markets that have been made more competitive as a result of the growing use of mobile phones.




O Consumer sovereignty and producer

sovereignty

Arguably, competition has the advantage of promoting consumer sovereignty,
i in the sense that the goods and services produced are those that consumers

consumer SOVQI’EIQI’“‘Y . . :

through exercising their have voted for when spending the pounds in their pockets. When consumer

spending power, consumers sovereignty exists, ‘the consumer is king'. Firms and industries that produce

collectively determine what gooci!s ofheri than those fc:r' which consumers are prepared to pay, do not

is produced in a market. survive in highly competitive markets.

Consumer sovereignty is

strongest in a perfectly
competitive market.

producer sovereignty
producers or firms in a market
determine what is produced
and what prices are charged.
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By contrast, monopolies and firms producing in highly concentrated markets
may enjoy and exploit their producer sovereignty. The goods and services
available for consumers to buy are determined by the firms rather than

by consumer preferences expressed in the market place. Even if producer
sovereignty is not exercised on a ‘take-it-or-leave-it’ basis by a monopoly, the
monopolist may still possess sufficient market power to manipulate consumer
wants through such marketing devices as persuasive advertising,. In these
situations, ‘the producer is king'.
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4.4 Monopoly and monopoly
power

O The difference between pure monopoly
and monopoly power

Economics students often confuse monopoly power with monopoly. In
economics, the word monopoly is used in two rather different ways: in
terms of a strict definition and in terms of a rather looser definition. The
strict definition refers to pure monopoly, which, as noted earlier, occurs
when a single firm produces the whole of the output of a market. A pure
monopolist faces no competition at all, since there are no other firms to
compete against. The looser definition refers to a market in which there
is a dominant firm, but there are also some other firms in the market.
According to this second meaning, monopoly is a relative rather than an
absolute concept.

We mentioned monopoly power in section 4.1, under the heading ‘A first
look at concentrated markets’. Virtually all firms in the real economy possess a
degree of monopoly power, which is the power to act as a price maker rather
than as a price taker.

Monopoly power is of course strongest when there is only one firm in the
market, though, as we also mentioned earlier, the existence of substitute
goods produced in other industries reduces monopoly power even in a pure
monopoly. The Kodak and Microsoft/Apple case studies below show how
technical progress can also erode monopoly power.



CASE STUDY 4.3

Kodak's decline and fall

For most of the twentieth century, Kodak was the dominant firm in the global photography industry. From the
1960s onwards, Kodak faced growing competition from Japanese firms in the film-using camera market, but
the company still enjoyed significant market power in the markets for film and film chemicals.

More recently, however, Kodak has become a classic example of a company with significant monopoly
power and market share declining as a result of changes in technology. From the 1990s onwards,
digital cameras replaced film-using cameras and revolutionised the photography market. For a number
of years Kodak still made a profit from manufacturing photographic films and paper used for printing
photographs, but made no profit from manufacturing film-using cameras. But then the manufacture

of photographic films and paper also went into sharp decline. This was because digital cameras do not
require film, and digital camera users often do not transfer onto photographic paper the images they
create. They prefer instead to keep the photographic images stored on their computers, or to print the
images on non-photographic paper.

At the time, entry barriers were much lower in the digital camera market than in markets for film-using
cameras and photographic film. Sony first made the successful transition from video technology to digital
photography, quickly followed by computer makers and mobile phone manufacturers. Mobile phone

handsets capable of taking digital pictures began to outsell both film-using cameras and ordinary digital
cameras.

Despite attempts to diversify and to switch to digital photography, Kodak declared voluntary bankruptcy early
in 2012. The bankruptcy ended in 2013 when, under new ownership, a slimmed-down Kodak re-emerged,
specialising mostly in industrial photography.

Follow-up questions

1 Why did Kodak's market power decline, despite the fact that its traditional business was strongly protected
by high entry barriers?
2 Name three other previously dominant firms which have suffered much the same fate as Kodak.

o=

ACTIVITY

Construct a questionnaire to use with your friends on the ways in which
they use their mobile phones. When taking photographs, do they prefer
their phones to cameras, do they text messages to friends or do they
make phone calls, do they gather most of the news they read from social
media such as Facebook rather than from TV or printed newspapers?
Analyse your results.
L
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The US company Microsoft provides a good example of a monopoly in the
second, looser, meaning of the word. Microsoft is the dominant producer

in both the US and world markets of personal computer operating systems.
Microsoft is also the largest producer of computer software applications. Its
products, Word and Excel, dominate the word processor and spreadsheet
markets. However, although Microsoft controls over 90% of the PC
operating system market, it faces some competition: for example, from Linux

and Apple.
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CASE STUDY 4.4

Microsoft versus Apple: Nothing lasts forever

There was a time in the 1990s and early 2000s when Microsoft was at least as dominant as Apple now is
in ICT markets. These days, Microsoft is still around, but it's an ailing giant — profitable but no longer
innovative, trying (and so far failing] to get a foothold in the post-PC, mobile, cloud-based world.

Apple’s current strength is that it makes iPods, iPhones and iPads that people are desperate to buy and on

which the company makes huge profits. But the logic of the ICT hardware business is that those profits will
decline as the competition increases, so Apple will become less profitable over the longer term. What will
determine Apple's future is whether it can come up with new, market-creating products. If the company fails
to do this, Apple may become a footnote in history. Just like Microsoft, in fact.

Follow-up questions

1 Explain how the passage illustrates how developments in technology erode monopoly power.
2 Doyou agree that Microsoft is an “ailing giant’, and that Apple may eventually become one?

O Sources of monopoly and monopoly
power

There are various sources of monopoly and monopoly power which affect the
behaviour and performance of firms. These include the following.

Natural monopoly

o et This occurs when there is only room in the market for one firm benefiting
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KEY TERM

natural monopoly the term
has two meanings, first when
a country or firm has complete
control of a natural resource,
and second when there is only
room in a market for one firm
benefiting from economies of
scale to the full.

to the full from economies of scale. In the past, utility industries such as
water, gas, electricity and the telephone industries were regarded as natural
monopolies. Because of the nature of their product, utility industries
experience a particular marketing problem. The industries produce a service
that is delivered through a distribution network or grid of pipes and cables
into millions of separate businesses and homes. Competition in the provision
of distribution grids is extremely wasteful, since it requires the duplication
of fixed capacity, therefore causing each supplier to incur unnecessarily high
fixed costs.
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Geographical causes of monopoly

A pure natural monopoly can occur when, for climatic or geological reasons, a
panicular country or location is the cnnly source of suppiy of a raw material or
foodstuff.

Geographical or spatial factors also give rise to another type of monopoly,
for example a single grocery store in an isolated village. Entry to the market
by a second store is restricted by the fact that the local market is too small.
Monopoly does not exist in an absolute sense, since the villagers can travel
to the nearest town to buy their groceries. Nevertheless, the grocery store
can still exercise considerable market power, stemming from the fact that
for many villagers it is both costly and inconvenient to shop elsewhere.
Prices charged are likely to be higher than they would be if competition
existed nearby:.
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Village shops exercise considerable
market power
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KEY TERM

patent a strategic or man-
made barrier to market entry
caused by government
legislation protecting the right
of a firm to be the sole
producer of a patented good,
unless the firm grants
royalties for other firms to
produce the good.
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Government-created monopoly

Governments sometimes create monopoly, other than in utility industries

or natural monopolies, in markets they believe are too important to leave

to competition. In the UK, industries such as coal, rail and steel were
nationalised in the 1940s by a Labour government and turned into state-
owned monopolies. At the time, the government believed that these industries
were the commanding heights of the economy, and were essential for the
well-being and planning of the whole economy: It also believed that state
ownership was required for the industries to operate in the public interest,
rather than in the narrower interest of their previous private owners.

In other instances, governments may deliberately create a private monopoly.
Examples include the granting of a broadcasting franchise to a commercial
television company or a gambling franchise to a casino. Both these are
examples of the state using monopoly to regulate the consumption of a good
or service. In theory, at least, state monopolies can ensure standards of supply
of goods such as public service broadcasting, or prevent the worst excesses of
consumption of a good such as gambling.

Patent law provides another example of government-created monopoly:.
Patents and other forms of intellectual copyright give businesses, writers and
musicians exclusive right to innovations or creative work (such as a novel or a
piece of music) for several years and sometimes decades, though the right may
be difficult or impossible to enforce.

Factors which influence monopoly power

Besides acting as a price maker or exercising the power to set prices, a firm’s
monopoly power is affected by a number of other factors. These include: the
existence of barriers to entry, the number of competitors, advertising, and the
degree of product differentiation.

Barriers to market entry

Barriers to market entry prevent new firms entering the market to share in
the monopolist’s profit both in the long run and in the short run. There are



c T two main types of entry barrier: natural barriers and artificial or man-
KEY TERMS ey i
made barriers:

natural barrier to entry a
barrier to market entry which

SHFEFSERERN

® Natural barriers, which are also known as innocent barriers, include

is not man-made. . economies of scale and indivisibilities. Economies of scale mean that
artificial barrier to entry a established large firms produce at a lower long-run average cost, and
barrier to market entry which are more productively efficient, than smaller new entrants, who become
Is man-made. i  stranded on higher average cost curves. Indivisibilities prevent certain
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seraetesenristieees goods and services being produced in plants below a certain size.
_ .............................. Indivisibilities occur in metal smelting and o1l refining industries.

STUDYTIP ® Artificial barriers or man-made entry barriers, which are also known as
Make sure you understand strategic barriers, are the result of deliberate action by firms already in the
how entry barriers protect market to prevent new firms from entering the market. Patents are used

monopolists and firms in by firms as a strategic barrier to entry. Limit pricing and predatory pricing,

concentrated markets, and which are explained on page 93, provide other examples of artificial barriers
influence their behaviour. to market entry.
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CASESTUDY 4.5

Patents and drug companies

Pharmaceutical drug companies spend huge
amounts of money on research and development
[R&D) to give themselves a competitive
advantage by marketing new drugs. They recoup
much of this expenditure through the patent
system, which allows them to charge high prices
for drugs until their monopoly expires.
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Without patents, drugs companies would be
dead. When rivals try to breach those patents,
multinational drug companies react ferociously.
They bring in lobbyists. They bring in lawyers.
Often — by their own admission — they bring in
private detectives.

Patents allow drug companies to recoup their high expenditure
‘Intellectual property protection is criticaltoan ~ ©n R&D

industry like ours,” said the chairman of Britain's largest drug company, GlaxoSmithKline. 'If someone can
come along the next day and copy [your invention], then no one would ever put any money into R&D.

He added: 'If we believe people are undermining our intellectual property we have to deal with it by getting
the information. Of course we — and I'm sure all other companies — use professional people who work,
within the law, to get that information.” Private detective agencies are often used. Pfizer admits to using
private detectives: ‘'They know the loops in the law.” The ‘loops’ are many. Private detectives raid rubbish
bins, track down former employees and prepare ‘sting operations’ by luring adversaries into doing business
with fake companies.

In developed countries, the multinational drug companies are protected by strong patent laws. But in India,
China and South America, where respect for intellectual property has never been engrained, the task facing
drug companies in protecting their patents is far harder.

Follow-up questions

1 Governments in poor developing countries often claim that their citizens cannot afford the prices charged
for medicines by companies such as GlaxoSmithKline and Pfizer. Do you agree that drug prices should be
lower in poor countries? Justify your answer,

2 Describe how technical progress has been eroding the power of music industry companies to protect their
intellectual property.




The number of competitors in a market

Generally; the larger the number of competitors in a market, the less scope
is there for exercising monopoly power. However, there can be exceptions,
for example when one very large dominant firm and a large number of small
firms, possibly occupying niche positions, survive in the market.

O

CASE STUDY 4.6

The French book market

French law has long fixed book prices in France at levels set by book publishers. Readers pay the same price
whether they buy online, from a big high-street chain or from a small bookseller. Extensive discounting is
banned though 5% discounts are allowed. Result: there are between 2,500 and 3,000 independent bookshops
in France, compared with less than 1,000 in the UK. Most small French towns have at least two bookshops
and there is a wide choice of books on display.

The French government says that the banning of discounts of more than 5% has saved its independent bookstores
from the ravages of free-market capitalism that hit the UK when it abandoned fixed prices. Nevertheless, the
owners of French bookshops still argue they cannot compete with Amazon, even with Amazon’s discounts limited
to 5%, because the online retailer provides free postage and free fast delivery deals on top of the discount.
Consumers can also bypass French law by ordering books online in countries such as Belgium.,

The French culture minister recently said: 'Everyone has had enough of Amazon, which, by dumping
practices, slashes prices to get a foothold in markets only to raise them as soon as they have established a
virtual monopoly...the book and reading sector is facing competition from certain sites using every possible
means to enter the French and European book market...it is destroying bookshops.’

Follow-up questions

1 UK bookshops are not protected from competition exercised by companies such as Amazon. State one
advantage and one disadvantage for book buyers of competition in the book market.
2 Book authors claim that they are suffering from Amazon's marketing strategy. Why might this be the case?

Advertising and monopoly power

Advertising can be divided into informative advertising and persuasive
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: KEY TERMS i advertising, As the name suggests, informative advertising increases

: informative advertising : competition because it provides consumers and producers with useful

§ provides consumers and i information about goods and services which are available to buy, and about
: producers with useful : the different goods that different firms are producing,

: information about goods or

ESRES . By making the demand curve for a product less price elastic, persuasive

advertising, by contrast, often reduces competition. In effect, customers
attempts to persuade potential become ‘captive customers’ who are unwilling to buy a cheaper substitute
customers that a good or good. Persuasive advertising tries to make people believe that a product is a
service possesses desirable ‘must-have’ product. Little information about the good itself is provided, for
characteristics that make it : example its price. Instead, advertisements focus on how ownership or use
worth buying. of the product will improve the consumers feelings of self-worth and/or the

saturation advertising : imags: portra}red to other people.
through flooding the market
with information and
persuasion about a firm'’s

persuasive advertising
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Persuasive advertising often goes hand in hand with saturation advertising.
Monopolies and other large firms use saturation advertising to prevent small
product, this functions as a firms entering the market. The smal] firms are unable to enter the industry
man-made barrier to market because they cannot afford the minimum level of advertising and other forms
entry by making it difficult for i of promotion for their goods which are necessary to persuade retailers to stock
: smaller firms to compete. : their products. The mass-advertising, brand imaging and other marketing

: i : ; :
froressssnsiiiirsnssess enm—1  Strategies of large established firms effectwely crowd out newcomers from the
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: from other products through
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product differentiation
making a product different

product design, the method of
producing the product, or
through its functionality.
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KEY TERM

quantity setter a firm chooses
the quantity of a good to sell,
rather than its price. In
monopoly, the market demand
curve then dictates the
maximum price that can be
charged if the firmis to
successfully sell its chosen
quantity.
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market place. Supermarkets are often unwilling to stock goods produced by
new entrants to the market because their products are insufficiently advertised.

Product differentiation

Monopoly power is also influenced by product differentiation, which can
have much the same effect on monopoly power as persuasive advertising,

Product differentiation means making a particular product different from other
products, whether those produced by the firm itself or those produced by rival
firms. The differentiation may result from the design of the product, from the
method of producing the product, or from other characteristics of the product
such as its ability to function properly. Along with persuasive advertising

and other elements of a firm’s marketing strategy, product differentiation can
increase a firm's monopoly power.

Consider, for example, the market for cola drinks. Coca-Cola is the global brand
leader. For many cola drinkers, successful product differentiation, resulting in
part from persuasive advertising and brand imaging conducted over decades,
means that Coca-Cola has become a ‘must-have’ drink, superior to its inferior
substitutes. All these elements of Coca-Colas marketing strategy have successfully
shifted the demand curve for Coca-Cola’s products to the right, while at the same
time making the demand curve highly inelastic. This means that many consumers
are prepared to pay more for Coca-Cola than for own-band supermarket colas.

|

Monopoly and market demand

Price (£) } We noted earlier that the demand curve for the output of the most

250 extreme form of a competitive market, namely perfect competition, is
perfectly elastic and lies along the ruling market price set by market

150 Demandfora  demand and supply in the market as a whole. By contrast, in pure

mgff__"ﬂ‘ monopoly, the demand curve for the monopolists output is the market
demand curve, which slopes downwards to the right. If there is only
one firm in the market, demand for the monopolist’s output and market
0 10 30 wgul; demand are the same!

Figure 4.4 The demand curve fora
monopolist’'s output

STUDY TIP

Make sure you understand that
a monopoly can be a price
maker or a quantity setter, but
generally not both at the same
time, unless it can shift the
demand curve, e.g. through
effective marketing of its
products.
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This is illustrated in Figure 4.4, which is basically the same diagram as
Figure 3.12 in Chapter 3.

The downward-sloping demand curve affects the monopolist in one of two
different ways. If the monopolist is a price maker, choosing to set the price at
which the product is sold, the demand curve dictates the maximum output
that can be sold at this price. For example, if the price is set at £150 in Figure
4.4, the maximum quantity that can be sold at this price is 30 units of the
good. But if the monopolist raises the price to £250, sales fall to 10 units.
Alternatively, if the monopolist is a quantity setter rather than a price maker,
the demand curve dictates the maximum price at which the chosen quantity
can be sold. The fact that the demand curve is downward-sloping means that
the monopolist faces a trade-off. A monopoly cannot set price and quantity
independently of each other.

In real life, monopolists and other imperfectly competitive firms try to escape
from the choice of being either a price maker or a quantity setter by using
advertising and other forms of marketing to shift the demand curve for their
products to the right. However, the effectiveness of such a strategy may be
limited by retaliatory advertising by rival firms.

b
B
S
3
S
=
<
m
=
a
3
o
S
©
S
<
g
S
D
=y




%)
'—..
L
x
o
<{
=
(-]
=
<
o
l—
=
L
O
=
o
o
Qo
"
<
L
=
=
P—-
L
=
B3
o
o
-~

_..“l.0"....00.000.'....#00.

: KEY TERM

concentration ratio a ratio
which indicates the total market
. share of a number of leading

i firms in a market, or the output
- of these firms as a percentage

: of total market output.

{ oligopoly a market dominated
i by a few firms.
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Concentration ratios and market structure

Concentration ratios provide a good indicator of the degree of monopoly
power in a market structure. For example, a five-firm concentration ratio
shows the percentage of output in an industry produced by the five largest
firms in the industry In March 2013, the five-firm concentration ratio in the
UK supermarket industry can be calculated from the market share data shown
in Figure 4.5. The five-firm concentration ratio of 82.1% indicates that the
supermarket industry is an oligopoly.

Of course, if the one-firm concentration ratio in an industry is 100%, the
market is a pure monopoly. Concentration ratios are calculated by first ranking
in descending order the market shares of the leading firms in the

Co-op 6.2% I"jﬁ"“ Others industry or market. The market shares are then added up, one by one,
15:5% again in descending order. The five-firm concentration ratio is then the
Morrisons cumulative percentage market share of the five leading firms. Likewise
TR the eight-firm concentration ratio is the cumulative market share of the
eight leading firms.
Tesco " . .
Salndbuns 29.4% Alternatively, concentratmn.ratms can be calculated from the total output
16.9% figures of the leading firms in the market. To calculate the five-firm

ASDA 17.9%

Figure 4.5 Market shares in the UK
supermarket industry, 2013

concentration ratio in this way, first add together the total outputs of the
five leading firms and then place the cumulative output of these firms
as a ratio of the total output of all the firms that make up the market.
Similar calculations can then be made, if required, to find the two-firm
concentration ratio, the three-firm concentration ratio, and so on.
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i QUANTITATIVE SKILLS 4.1

Worked example: calculating concentration ratios

Calculate the three-firm concentration ratio in the US market for
smartphones in January 2014, from the market share data shown in
Table 4.2.

Table 4.2

rEE 22
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Smartphone | Market

manufacturer | share (%)

ddsdtahhhbD
(o T TSt Ran Er

Apple 41.6
i | Nokia 0.2
i |Samsung 51.7 :
§ Microsoft &:d .
i BlackBerry 3.2 :

In this example, the data in the table has not been ranked in descending
order of market share, so the first thing to do is to pick out the three
leading firms. These are Samsung (51.7%], Apple (41.6%) and Microsoft

i (3.3%). These add to 96.6%. The three-firm concentration ratio in the US

1 market for smartphones in January 2014 was thus 96.6 or 96.6%. [Note: in
i April 2014 Microsoft took over Nokia, which reduced the number of firms in
i the US market for smartphones, but the Nokia brandname is still used by

i Microsoft.)
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. Monopoly price
b and quantity

g Competitive price

Py and quantity
G Market demand
0 q Q Quantity

Figure 4.6 The case against
monopoly: a monopoly may restrict
output so as to raise the price
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STUDYTIP

Productive efficiency is a key
concept that can be used in the
analysis of a wide range of
economic topics, for example
taxation and market failures
studied later in the course.
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KEY TERM

resource misallocation when
resources are allocated ina
way which does not maximise
economic welfare,

collusion co-operation
between firms, for example to
fix prices. Some forms of
collusion may be in the public
interest, for example joint
research and labour training
schemes.
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Members of the cartel

Firm
D

Firm
&

Firm
B

Firm
A

Least productively
efficient or highest
cost firm

The case against monopoly

Exploiting consumers by restricting output and raising
the price

Figure 4.6 illustrates how a monopoly can increase its profit by reducing
market output compared to the output that would be produced in a
competitive market, which enables the monopoly to increase the price it
charges. If the market is competitive, the combined output of all the firms in
the market is output @, which they sell at price P,.

Suppose a monopoly now replaces the competitive firms. The monopoly

uses its market power to restrict output to 9, and to hike the price up to

P;. Market failure and resource misallocation occur because, compared to
the competitive market, output falls and the price rises. Higher prices mean
that consumers buy less of the good than they would have, had the price
remained lower. This is an example of resource misallocation: too little of the
good is produced and consumed, at too high a price. Economic welfare is less
than it could be. A recent example in the UK has been high gas and electricity
prices charged by oligopoly energy companies. The firms benefit from higher
profits, but many of their customers, particularly old people living on their
own, reduce their consumption and end up in cold winters living in freezing
houses.

A monopolist’s ability to exercise producer sovereignty and exploit consumers
by raising its price is greatest when demand for the product is inelastic.
Persuasive advertising, brand imaging and other marketing strategies aim to
reduce elasticity of demand and shift the demand curve to the right.

Productive inefficiency and monopoly

Monopoly may also be productively inefficient in comparison to firms in a
competitive market. We saw earlier in the chapter how the entry of new firms
reduces the price in a competitive market. This means that to remain
profitable, competitive firms must reduce their costs of production by as much
as they can. The pressure to do this is less powerful in monopoly — provided
it is fully protected by barriers to market entry The threat of entry by new
firms can also exert pressure on monopolies to reduce costs. However, in the
absenice of economies of scale (see the section on the reasons for economies of
scale on page 66), a monopolist’s average costs may be higher than those of
competitive firms, which would mean that the monopoly ends up being
productively less efficient.

Sometimes firms competing against each other in concentrated markets
decide to reduce competition and give themselves an easier life by
undertaking joint agreements and colluding together. A common form
of collusion is the formation of a price ring or cartel agreement, though
the fact that these are generally illegal means that they are generally
undercover agreements,

In Figure 4.7, five firms jointly agree to charge a price to keep Firm

E, which is the least productively efficient firm, in the market. In a
competitive market, Firm E would have to reduce costs or go out of
business. Cartel agreements enable inefficient firms to stay in business,

Figure 4.7 A price ring resulting from a cartel while other more efficient members of the price ring enjoy high profits.

agreement

By protecting inefficient firms and enabling firms to enjoy an easy life
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protected from competition, cartels display the disadvantages of monopoly
but generally without the benefits that monopoly can sometimes bring. (These
benefits are explained in the next section.)

TEST YOURSELF 4.2
Calculating price elasticity of demand

Figure 4.8 shows the market demand curve for a product:
Price (£) }

3.20
3.00

1.20
1.00 Demand

O 100 200 600 700 Quantity
Figure 4.8 The market demand curve for a product

Calculate the price elasticity of demand for the product when

[a) the good's price falls from £3.20 to £3.00
(b) the good's price falls from £1.20 to £1.00

What do these figures tell you about the way price elasticity of demand changes, moving along a straight-
line demand curve shown in Figure 4.87

O The potential benefits of monopoly

The benefits resulting from economies of scale

Costs (£) } Consider now Figure 4.9. As we noted earlier, many markets are too
small to allow more than one firm to benefit from internal economies
of scale, which means that the firm is a natural monopoly:.

_ A monopo ; .
'«-r benefiting from In Figure 4.9, economies of scale are shown by the downward-
:an':nmlesof sloping average cost curve. A monopoly, enjoying the benefits of
Long-run economies of scale can produce output Q, at an average cost (or
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?Lv;,q . oRe unit cost) of C,. However, if there are a large number of competitive
firms in the market, there is unlikely to be sufficient room in the
market for each firm to reduce average costs by gaining the benefits
0 Q, mg;' of economies of scale. Achieving economies of scale would reduce

the number of firms in the market, which would be likely to reduce

Figure 4.9 Economies of scale can mean that i
long-run average costs fall in monopoly competition.
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: STUDY TIP

§ Make sure you can link economies of scale to the growth of monopolies.
: Recap on how a U-shaped long-run average cost curve is used to illustrate :
economies and diseconomies of scale. ;
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TEST YOURSELF 4.3

Table 4.3 shows a firm'’s long-run average cost schedule. From the data
provided, draw a LRAC curve on graph paper.

ha
(S 5
3
Table 4.3 3
Output(thousands | Average costs per =
of units) unit (€] E
5 500 =
10 400 T
15 300 3
20 200 5
25 100 ©
30 200 =
35 300 §
40 400 @
50 500

1 Comment on the economies and diseconomies of scale the firm
experiences at different levels of output.

2 Suppose that consumers only want 25,000 units of the good, however
low the good’s price. Comment on how this might affect the structure of

the market in which the firm is selling the good.
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KEY TERMS
invention creates new ideas
for products or processes.

innovation converts the
results of invention into

marketable products or
services.

-
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The benefits of invention and innovation

A monopoly may also benefit from another advantage possibly denied to firms
in a competitive market. For example, protected by a patent that prevents
competitors from free-riding on its success, a monopoly can use its high
profits to finance product innovation. Monopoly profit can fund research and
development (R&D), which leads to better ways of making existing products
and to the development of completely new products.

_ﬂﬂ"&if.‘t‘#.#.‘#!#‘*ii"'0¢i= i % ™ 3 "
: Invention is about creating new ideas for products or processes. Innovation,

STUDY TIP : ‘ R

Learn how to relate monopoly | by contrast, converts the results of invention into marketable products or

to market failure (see i services. Many inventions fail to see the light of day because they have no

Chapter 5). : practical use. It is innovation, rather than invention, that is really important
for the success of a firm.
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ACTIVITY

Visit a local town centre shopping district. Calculate the number of coffee
bars operated by companies such as Costa, Starbucks etc., and also local
independent coffee bars and cafés. Then calculate the three-firm
concentration ratio for neighbourhood coffee bars and cafés. What do
your results tell you about this industry’s market structure? How do the
coffee bars and cafés you have observed compete with each other?
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4.5 The competitive market process

Competition is a dynamic process which takes place over a period of time
and is about much more than just price competition. Indeed, competition of
various types is often extremely vigorous in highly concentrated markets.



(@ e

EXTENSION MATERIAL
What forms of competition would exist in perfect
competition?

We mentioned earlier that the form of competition known as perfect competition does not actually
exist. This is because no real-world market, however competitive, possesses the six characteristics
or conditions necessary for perfect competition. The best that can be said about real-world markets
is that some of them approximate to perfect competition, possessing some, but not all, of the required
characteristics.

Although perfect competition is an abstract and unreal market structure, it is interesting to consider the
forms competition might take in a perfectly competitive market economy. The first point to note is that price
competition, in the form of price wars or price cutting by individual firms, would not take place. In perfect
competition, all firms are passive price takers, able to sell all the output they produce at the ruling market
price determined in the market as a whole. In this situation, firms cannot gain sales or market share by

price cutting. Other forms of competition — involving the use of advertising, packaging, brand imaging or the
provision of after-sales service to differentiate a firm’s product from those of its competitors — simply destroy
the conditions of perfect competition. These are the forms of competition which are prevalent, together with
price competition, in the real economy in which we live.

So the only form of competition, both available to firms and also compatible with maintaining the
conditions of perfect competition, is cost-cutting competition. Cost-cutting competition is likely in perfect
competition because each firm has an incentive to reduce costs in order to make more profit. But even
the existence of cost-cutting competition in a perfect market can be questioned. Why should firms finance
research into cost-cutting technical progress when they know that other firms have instant access to

all market information and that any extra profits resulting from successful cost-cutting can only be
temporary?

Think also of the nature of competition in a perfect market from the perspective of a typical consumer. The
choice is simultaneously very broad and very narrow. The consumer has the doubtful luxury of maximum
choice in terms of the number of firms or suppliers from whom to purchase a product. Yet each firm is
supplying an identical good or service at exactly the same price. In this sense, there would be no choice at all
in perfect competition.

O Real-world forms of competition

Various forms of competition take place in real-world markets. These include
price competition, the use of persuasive advertising, product differentiation,
marketing competition, brand imaging, packaging competition, the use of
fashion, style and design, and quality competition, including the provision of
point-of-sale service and after-sales service. By enabling firms to tell consumers
that their products are superior to those offered by rival firms, innovation

is also a significant part of the competitive process. Although some of these
forms of competition may enhance a firm’s monopoly power, many of them
increase the degree of competition in the market by alerting consumers to the

_ available choices and their features and creating products and services that
KEY TERM best meet the needs of consumers.

price competition reducing

the price of a good or service : B . '
to gain sales by making it more We now take a closer look at price competition. This takes place when a firm

t attractive for consumers. reduces prices in order to sell more of a good or service. Increased sales can
:....................-._i occur in two different but interrelated ways. In the first, consumers switch
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from other markets where prices are higher and buy this good instead. In the
second, consumers switch from buying similar goods from rival firms within
the same market to buy the good from the firm that has cut its price.

It is sometimes argued, though without much evidence, that competitive firms
do not like to use price competition because it leads to self-defeating price
wars, which ultimately only benefit consumers. However, there are a number
of ways in which firms undertake price competition, particularly in markets
dominated by just a few firms. These include:

® ‘Special offer’ pricing Firms introduce temporary ‘special offer’ prices
on some of the goods they are selling. Supermarket pricing provides
many examples of this, for example by offering certain goods for sale at

discounted prices for a limited period of time.
_......m.."......m........ @ Limit pricing This is often linked to relatively short-lived price wars, which
KEY TERMS result from firms already in the market attempting to gain or to defend market
limit pricing reducing the share, or to ’kill off’ new market entrants. With limit pricing, firms already
price of a good to just above in the market sacrifice short-run profit maximisation in order to maximise
HyGhege oo dEt?r His long-run profits, achieved through deterring the entry of new firms. They
s B el e el do this because they fear increased competition and loss of market power.
Sl kb pababohasiing For example, a large trol hich dominates the UK market
levels which are likely to make ple, ge pest control company which dominates the UK marke
it unprofitable for potential lf.suall)r clllarges the same prices throughoul‘the country:. How?ve?, when new
entrants who might consider firms begin to enter local markets, the dominant firm (which is likely to have
coming into the market. lower costs than potential entrants) responds by reducing its prices in these
predatory pricing temporarily markets,'m’an alttt_ampt to deter market entry. N N
reducing the price of a good to Should limit pricing be regarded as an example of a competitive pricing
below average cost to drive strategy, which reduces prices and the profits enjoyed by the established
smaller firms or new market firms in the market? Or is limit pricing basically anti-competitive and
entrants out of the market. unjustifiable? The answer probably depends on circumstances, but when
nesssssssrannisessases limit pricing extends into predatory pricing, there is a much clearer case
that such a pricing strategy is anti-competitive and against the consumers’
interest.
® Predatory pricing Whereas limit pricing deters market entry, successful
predatory pricing removes recent entrants to the market. Predatory pricing
occurs when an established or incumbent firm deliberately sets prices below
costs to force new market entrants out of business. Once the new entrants
have left the market, the established firm may decide to restore prices to
their previous levels. Both limit pricing and predatory pricing form barriers
to market entry.
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Though superficially they provide examples of large firms competing
vigorously with each other, some forms of ‘competition’ such as the setting
of predatory prices, are in fact anti-competitive, bolstering monopoly power,
which in turn gives rise to consumer exploitation.
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STUDY TIP
Make sure you understand various forms of both price and non-price

competition, and are able describe and explain some of these practices,
such as the use of persuasive advertising.
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CASE STUDY 4.7

Newspapers and predatory pricing

Over 20 years ago, in 1993, Rupert Murdoch, owner of one Britain's most
upmarket newspapers, The Times, and one of its most downmarket,

the Sun, slashed the price of The Times from 45 pence to 30 pence,
undercutting the prices charged by the UK's other ‘quality’ newspapers.

Journalists, media analysts, and especially the rival Daily Telegraph, the
largest-selling upmarket newspaper in England, waited anxiously to

see what would happen next. They soon found out. Murdoch’s plan was
simple: lower the price and people will buy. Sure enough, The Times’
circulation began climbing and that of others began falling. The Daily
Telegraph, panicking at seeing its circulation dip below 1 million for the
first time since the 1950s, quickly cut its price from 48 pence to 30 pence.

The Times immediately responded by putting a 20 pence price tag on
its paper, a move the Daily Telegraph could not afford to follow. In fact,
The Times couldn’t have afforded its price cut if it weren't subsidised by
Murdoch’s vast media empire.

What exactly was Murdoch trying to do? To some, it was simple: he hoped
to kill off his rivals. In an editorial headlined, ‘A Price War with Murder

in its Sights’, the Daily Mirror launched a full-page attack on Murdoch,
asserting that Murdoch was practising nothing less than ‘predatory
pricing — selling his newspaper at a loss, at a figure that his rivals could
not match’.

‘Originally he wanted to prove that the newspaper market was price-
sensitive,” said a spokesperson for Murdoch’s UK publishing company.

‘People were saying it wasn't true that people bought newspapers based
on price.

But the Independent, another quality newspaper, which initially resisted
cutting its price, did not believe Murdoch’s aims were so benign. The
Independent filed two complaints with the government’s competition
authorities, arguing that The Times’ price cuts were anti-competitive
and amounted to predatory pricing. However, the authorities rejected
both claims. Proof that even Murdoch couldn’'t maintain lower prices
indefinitely was his decision a few months later to raise again the prices
of both the Sun and The Times.

Follow-up questions

1 Explain the difference between predatory pricing and limit pricing.
2 Doyou believe that Rupert Murdoch’s price cuts were anti-competitive
and against the public interest? Justify your answer.
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* Market structures are defined by the number of firms in the market and by other factors such as market
concentration, entry barriers and the degree of product differentiation.

+ Perfect competition is the extreme example of a competitive market structure, while pure monopoly is the
most extreme example of a concentrated market structure.

 Economists usually assume that firms aim to maximise profits, but in the real world firms may have other
objectives,

« The more competitive the market, the greater the likelihood that firms are price takers.

* The less competitive and the more concentrated the market, the greater the likelihood that firms are price
makers.

* In the extreme, a price taker faces a perfectly elastic demand curve for its product, which is the ruling
market price in the market as a whole. The curve is also the average revenue curve.

* By contrast, for a pure monopoly, the downward-sloping market demand curve is the demand curve for the
monopolist’s output, and also its average revenue curve,

* A monopolist may choose to be a quantity setter rather than a price maker.

* Monopoly must not be confused with monopoly power. Firms in every market except perfect competition can
exercise a degree of monopoly power, which increases with market concentration.

* The existence of barriers to market entry is one of the main factors that increase monopoly power or market
power.

+ Barriers to market entry divide into natural or ‘innocent’ entry barriers and man-made or strategic entry
barriers.

» Persuasive and saturation advertising are used as strategic entry barriers.

« Market concentration can be measured by concentration ratios.

* Monopolies and firms in concentrated markets can benefit from economies of scale and high levels of
investment and product innovation financed by high profits.

* Monopolies use entry barriers to promote an ‘easy life" and they are often productively inefficient.

* Forms of collusion such as cartels or price rings may lead to some of the worst forms of monopoly,
restricting output, hiking up prices and promoting inefficiency.

* Firms with monopoly power, operating in concentrated markets, may try to use limit pricing to deter the
entry of new firms into the market.

» If they are able to, they may also use predatory pricing to 'kill off” firms which have already entered the
market.
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Questions

1 Explain why the market for tomatoes is competitive whereas the market for tap water is uncompetitive.
2 Assess the role of markets in a mixed economy such as the UK economy.
3 Describe four different circumstances in which monopoly may occur.

4 State the circumstances in which monopoly may be (a) productively inefficient and (b) productively
efficient.

5 Outline three different forms of competition that take place in markets.

6 ‘Since perfect competition does not exist in real-world markets, there are no lessons to learn from this
market structure.’ Critically evaluate this statement.



The market

mechanism, market
fallure and government
intervention in markets
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Earlier chapters have explained how markets work. This chapter starts by
adding another dimension by introducing and explaining the four functions
that prices perform in a market economy, or in the market sector of a
mixed economy. It then explains how, when one or more of these four
functions breaks down, market failure occurs.
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The next sections look in some detail at the main forms of market failure:
public goods, merit and demerit goods, and externalities. This is followed
by an explanation of how monopoly and imperfect markets — topics
covered in Chapter 4 — are sources of market failure. We then go on to
explain how income and wealth inequalities are a form of market failure.
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In developed countries such as the UK, the existence of market failure
: leads to government intervention in the economy to make markets function
better, and in some cases to replace the market with state provision of
goods and services. In the final sections of the chapter, we explain and
: evaluate the methods of government intervention, and the government
failure which arises when the intervention creates new problems.

I P ITIT TN LR YA TR D AR AR R PSR RS TSR RS YRR P TR T YRR ERY”"”T 1

”!!.".1‘.!'-'FQQQ.!!!"’O?!!0!4"#"#1041"“*11l‘O?OQ‘!.9!"F.OO.D!‘4"."!!0!0"#‘##@9#'*"“'".:

: LEARNING OBJECTIVES

i This chapter will explain:
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* the four functions that prices perform

» how markets and prices affect resource allocation

* the meaning of market failure, distinguishing between complete and
partial market failure :

* market failure in terms of the breakdown of the four functions of prices

* market failure in terms of the important economic concepts of efficiency
and equity

* the difference between a private good and a public good

* the difference between a pure public good and a quasi-public good

» the difference between a merit good and a demerit good :

* how externalities lead to market failure in the case of merit and demerit goods

* how under-consumption of merit goods and over-consumption of :
demerit goods may result from information problems

¢ » how monopoly may lead to market failure and resource misallocation

* how income and wealth inequalities lead to market failure :

i * how government intervention in the economy tries to correct market failure :

* how government intervention in markets may itself result in government
failure :
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2.1 How markets and prices
allocate resources

O The functions of prices

Earlier chapters have provided lots of information about the role of prices in a
market economy or in the market sector of a mixed economy:. So far, however,
we have not drawn attention to the precise functions that prices perform.
These are:

® the signalling function
@® the incentive function
® the rationing function
@ the allocative function

”i#i...#!‘#.iltti".!."iit#.’: Prices signal information

KEY TERM

signalling function of prices
prices provide information to
buyers and sellers.
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Prices provide information that allows buyers and sellers in a market to plan
and coordinate their economic activities. This is the signalling function of
prices. Here is an example. Most Friday afternoons, a woman visits a local
street market to buy fruit and vegetables for her family. She wants to buy both
strawberries and raspberries. On reaching the market, she looks at the prices
displayed by the market vendors on white plastic tabs stuck into each tray

of produce. The prices charged, which may not be the same at all the market
stalls, provide vital information about what to buy.
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Prices create incentives

Price $ s The information signalled by relative prices, such as the
price of strawberries relative to the price of raspberries,
creates incentives for people to alter their economic
Price rise behaviour. A higher price in a market creates incentives
rations demand :
\ for producers to supply more of a good or service because
they believe that larger profits can be made. As Figure 5.1
, shows, the incentive function of a price rise is shown by
v Q Q; Quantity an extension of supply along the market supply curve,
Figure 5.1 The incentive and rationing functions of prices S, depicted by a movement up the left-hand arrow in
the diagram. Likewise, falling prices reduce profits and
thence the incentive to supply the product. Either way, this is the incentive
function of prices in operation. Similarly, in labour markets, rising wages

_.,,......_..........._......_= create the incentive for people to acquire new skills and supply their labour
KEY TERMS ¢ services, while falling wages reduce these incentives.

incentive function of prices
prices create incentivesfor  { The rationing function of prices
people to alter their economic
behaviour; for example,

a higher price creates an
incentive for firms to supply

Price rise creates

Incentive for more
to be supplled P,

Excess demand D

Figure 5.1 also illustrates the rationing function ol prices. At price Py, the
price rises to get rid of the excess demand shown in the diagram. The rising
price, reflecting the strength of consumer preferences and consumers’ ability to
more of a good or service. pay, rations demand for the good. The rationing function of prices is depicted
rationing function of prices by the movement up the right-hand arrow in the diagram, which shows a
rising prices ration demand for i contraction of demand along the demand curve D. Demand contracts until
excess demand is eliminated. In a similar way, rising wages in a labour market
ration firms’ demand for labour.
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COWE............... Pricesand resource allocation
KEY TERMS

allocative function of prices
changing relative prices
allocate scarce resources
away from markets exhibiting
excess supply and into
markets in which there is
excess demand.

market failure when the
market mechanism leads to a
misallocation of resources in
the economy, either completely
failing to provide a good or
service or providing the wrong
quantity.

The rationing function of prices is related to, but not quite the same as, the
allocative function of prices. The rationing function distributes scarce goods
to those consumers who value them most highly. By contrast, the allocative
function directs resources between markets, away from the markets in which
prices are too high and in which there is excess supply, towards the markets
where there is excess demand and price is too low.

5.2 The meaning of market
farlure

Market failure occurs whenever the market mechanism or price mechanism
performs badly or unsatisfactorily, or fails to perform at all. It is useful to
distinguish between complete market failure, when the market simply does
not exist, and partial market failure, when the market functions, but produces
the ‘wrong’ quantity of a good or service. In the former case, there is a
‘missing market’. In the latter case, the good or service may be provided too
cheaply, in which case it is over-produced and over-consumed. Alternatively, as
in monopoly, the good may be too expensive, in which case under-production
and under-consumption results.

missing market a situation in
which there is no market
because the functions of
prices have broken down.
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Market failure and the four functions
prices perform in markets

In section 5.1, when explaining how the price mechanism distributes scarce
resources between alternative uses in a market or mixed economy, we
introduced the four functions that prices perform in such economies. To recap,
these are: signalling information; creating incentives to influence people’s
behaviour; allocating scarce resources between competing uses; and rationing
the demand for goods and services.

Ignoring the possibility that market failure can be associated with
inequalities in the distribution of income, we can say that when all four of
these functions perform well, markets also work well and market failure

is either non-existent or trivial. However, when one or more of the four
functions of prices significantly breaks down, market failure occurs. You
will see in sections 5.3 and 5.4 how, in the case of pure public goods and
externalities, the price mechanism breaks down completely. If an alternative
method of provision does not exist, complete market breakdown means
that markets fail completely and none of the public good is produced. A
useful service is not provided — hence there is market failure. In the case
of an externality such as poellution, firms (and indeed consumers) that
generate pollution simply dump it on other people (whom we call third
parties). There is no market in which the unwilling consumers of pollution
can charge producers for the discomfort they suffer. The lack of a market
means there is no incentive for the polluter to pollute less. Hence, again,
there is market failure.
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0.3 Public goods, private goods
and quasi-public goods

O Private goods

_ """""""""""""""" Most goods are private goods which possess two defining characteristics.
KEY TERM . B e = .

private good a good, such as
an orange, that is excludable
and rival.

(L L P R R RS L LY L)

® The owners can exercise private property rights, preventing other people
from using the good or consuming its benefits. This property is called
excludability — for example, a shopkeeper can prevent people from
consuming the goods on display in her shop, unless they are prepared to
pay for them. (Shoplifters, of course, try to get round this exercise of private
property rights!)

® The second property is called rivalry, which can be illustrated in the context
of a good such as chocolate. If you eat a bar of chocolate, other people
cannot eat it and gain its benefits. In this sense, people are rivals. (Rivalry is
sometimes called diminishability. When one person consumes a private good,
such as a sweet or a banana, the quantity available to others diminishes.)

yo— O Public goods
———

public good a good, suchasa
radio programme, that is

non-excludable and non-rival.
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A public good exhibits the opposite characteristics of non-excludability
and non-rivalry or non-diminishability: It is these characteristics that lead to
market failure.

ERRdbEEFERT

(RSP RN AN R LR S A T
-
EEZZ R L]

|

A lighthouse, or rather the beam of light provided by a lighthouse, is an
example of a public good. Suppose an entrepreneur builds the lighthouse
shown in Figure 5.2, and then tries to charge each ship that passes in the night
and benefits from the beam of light. Providing ships pay up, the service can be
provided commercially through the market.

Ships may be tempted
to free-ride to avoid
paying the lighthouse
for its services

The beam of light
is a public good

Stormy ocean
y Dangerous rocks

Figure 5.2 The beam of light provided by a lighthouse is a public good

However, the market is likely to fail. The appearance of one more ship near
the lighthouse does not prevent other ships from sailing in the area. Non-
rivalry thus occurs. It is also impossible to exclude free-riders (in this case,
ships that benefit without paying). Because of non-excludability, it may

be impossible to collect enough revenue to cover costs. If too many ships



o_ i decide to ‘free-ride’, profits cannot be made and the incentive to provide
: STUDY TIP : : . . . :
: the service through the market disappears. The market thus fails to provide
Make sure you understand the § , .. i e for which there is an obvious need. There is then a need for
difference between a private : ° : & AR : :
alternative provision by the government in its public spending programme,

good and a public good, and > X p .
can give examples of both. or possibly by a charity (such as Trinity House in the UK).
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Other examples of public goods

Other examples of public goods include national defence, police, street
lighting, roads, and television and radio programmes. To take one of these,
national defence is non-rival in the sense that receiving the benefits of national
defence (for example, greater peace of mind) does not reduce the benefits
available to other people. National defence is also non-excludable because
providing the benefits for one means providing the benefits for all.

To explain this further, consider a situation in which the state does not
provide national defence. Instead, the government lets individual citizens
purchase in the market the defence or protection they want. But markets
only provide defence when entrepreneurs can successfully charge prices for
the services they supply. Suppose an aspiring citizen, who believes a fortune
can be made in the defence industry, sets up a company, Nuclear Defence
Services Ltd, with the aim of persuading the countrys residents to purchase
the services of nuclear missiles strategically located around the country.
After estimating the money value of the defence received by each individual,
Nuclear Defence Services bills each household accordingly and waits for the
payments to flow in...

But the payments may never arrive. As long as the service is provided, every
household can benefit without paying. Nuclear Defence Services Ltd cannot
provide nuclear defence only to the countrys inhabitants who are prepared

to pay, while excluding the benefit from those who are not prepared to pay.
Withdrawing the benefit from one means withdrawing it from all. But all
individuals face the temptation to consume without paying, or to free-ride.

If enough people choose to free-ride, Nuclear Defence Services Ltd makes a
loss. The incentive to provide the service through the market thus disappears.
Assuming, of course, that the majority of the country’s inhabitants believe
nuclear defence to be necessary (i.e. a good rather than a ‘bad’), the market
fails because it fails to provide a service for which there is a need. The result is
a missing market.
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TEST YOURSELF 5.1

Explain why D is the correct answer to the following objective test
question, and why A, B and C are incorrect.

When applied to a public good, ‘'non-rival’ means that:
A there is a single monopoly supplier of the good

B the resources used in the good’s production could not have been used to
produce other goods

C if the good is provided for one person, it must be provided for everybody
else
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D consumption of the good by one person does not reduce the amount of
the good available to others
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EXTENSION MATERIAL
'Goods’ and bads’

A good such as a loaf of bread provides benefits to the person or persons
who consume it. Consumer goods yield usefulness or utility, and
sometimes pleasure and satisfaction. ([Using economic jargon, we say that
the consumption of consumer goods increases economic welfare.)

In everyday language, we generally use the word ‘bad’ as an adjective: for
example, a bad film or a bad football match. However, economists also
use the word as a noun. In this usage, an economic ‘bad’ is the opposite of
a good, yielding disutility, dissatisfaction or displeasure. For most people,
consumption of a bad such as rotten meat reduces rather than increases
economic welfare.

Likewise, a ‘public bad’ is the opposite of a public good. An example of

a public bad is rubbish or garbage. The production of public bads such

as garbage leads to a free-rider problem, though the problem is subtly
different from the one that occurs in the case of public goods. People

are generally prepared to pay for the removal of garbage, to avoid the
unpleasantness otherwise experienced. However, payment can be avoided
by dumping the bad in a public place or on someone else’s property.

In the UK, local authorities generally empty household dustbins without
charging for each bin emptied. Suppose this service is not provided, and
private contractors remove rubbish and charge households £1 for each
dustbin emptied. To avoid paying £1, some households may decide to dump
their waste in the road or in neighbours’ dustbins. (Builders’ skips provide
a good example of this practice. A household hiring a skip is well advised
to fill the skip as quickly as possible, before the rest of the street takes
advantage of the facility.] If too many households free-ride, it is impossible
for the private contractor to make a profit, and a service for which there is
a need is no longer provided. Hence the case for free local authority
provision, financed through taxation.
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Free-riding can be a problem with
public bads such as rubbish dumped
in the street
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CASE STUDY 5.1

The Seattle stomp

For several years some US local authorities have been charging households for emptying their dustbins, arguing that
if rubbish disposal is free, people produce too much garbage. The obvious economic solution is to make households
pay the cost of disposing of their waste. That will give them an incentive to throw out less and recycle more
[assuming that local governments provide collection points for suitable materials). Several US cities have started
charging households for generating rubbish. The common system is to sell tags which householders attach to
rubbish bags or bins. In effect, the price of a tag is the price the household pays for creating another bag of rubbish.

In Charlottesville, Virginia, households were charged 80 cents for each tag they bought. Following the
introduction of pricing, the number of garbage bags collected fell sharply, by 37% over the first 5 months.
However, this was largely due to a practice nicknamed the ‘Seattle stomp” — a frantic dance first noticed
when Seattle introduced rubbish pricing. Rather than buy more tags, households simply crammed 40% more
garbage into each bag. But this is inefficient as compacting or crushing is better done by machines at landfill
sites than by households. The weight of rubbish collected at Charlottesville (a better indicator of disposal
costs than volume] fell by a modest 14%, while in nearby cities with no pricing scheme, it fell by 3.5%.

More significantly, people resorted to illegal dumping rather than paying to have their rubbish removed.
Illegal dumping may have accounted for 30-40% of the reduction in collected rubbish. There was a 15%
increase in the weight of materials recycled, suggesting that people chose to recycle free rather than pay to
have their refuse carted away. But cities with garbage-pricing policies are likely to have ‘greener’ citizens
who recycle more in any case. Once this effect is removed, it appears that pricing rubbish collection has no
significant effect on recycling. Also, in richer towns, people throw out more rubbish than in poorer ones. The
rich not only have more trash to remove, but their time is too valuable to be spent recycling or dumping.

Follow-up questions

1 Why do most local councils in the UK empty household dustbins without charging a price for the service?
2 Evaluate the case for charging a price for emptying dustbins.

O Quasi-public goods

_ Public goods can be divided into pure public goods and quasi-public goods.
KEY TERM' rrmmmm————— National defence and police are examples of pure public goods — defined as

public goods for which it is impossible to exclude free-riders. However, most
public goods (street lighting, roads, television and radio programmes, and also
lighthouses) are really quasi-public goods (also known as non-pure public goods).

quasi-public good a good
which is not fully non-rival
and/or where it is possible to
exclude people from
consuming the product.

SrEERETRedb A aEEED

Methods can be devised for converting the goods into private goods by excluding
free-riders (e.g, electronic pricing of road use). Quasi-public goods can be provided
by markets, but the second property of non-rivalry or non-diminishability means
there is a case for providing all public goods free in order to encourage as much
consumption as possible. Provided we assume the lack of a capacity restraint, for
public goods and quasi-public goods, the optimal level of consumption occurs
when they are available free of charge. (However, capacity constraints, resulting
from factors such as the limited ability of roads to carry cars and the limited
bandwidth of airwaves, means that there is also a case for charging for public goods
such as roads and airwaves to deal with the problem of congestion. )
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The significance of technological change

Roads provide one of the best examples of a good which has changed over the
years from being regarded as a pure public good to now being thought of as a

quasi-public good. Until quite recently, except in the case of motorways where
limited points of access meant that toll gates could be installed, it was deemed
impractical to charge motorists for the use of ordinary roads.



This has now changed. Technical change makes it feasible for the government
or local authorities to use electronic pricing to charge all motorists for road use.
The charges can also be varied at different times of day to create incentives for
car drivers to shift their travel patterns from rush hour to non-rush hour. There
is a case for not charging a price when roads are uncongested and thus largely
non-rival, but for charging for road use as soon as the problem of congestion
and road rivalry occurs. So why are there so few road pricing schemes? After
all, we are happy to pay for most goods and to pay different prices at different
times of day, for example for watching a movie at a cinema. The answer to this
question probably lies in the political power of the motoring lobby: Politicians
fear they will not get re-elected if they try to bring in road pricing schemes.

e Transport
for London
Congestion
charging

(O

CASE STUDY 5.2

Twelve years of the London congestion charge

In February 2015, the London congestion charge was 12 years old. At the time of
its introduction, many economists believed that the congestion charge marked
the triumph of economic common sense over narrow self-interest, Economists
confidently believed that many other cities, both in the UK and abroad, would rush
to adopt London-style road pricing. In the event, this did not happen. In November
2008, Manchester voters were asked to approve the introduction of a city-centre
congestion charge and they voted against it.
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What have been the possible benefits and costs of the London congestion charge? In
2003 the idea of charging car users to drive around the capital was met with near-
apocalyptic warnings from motoring groups and newspapers such as the Daily Mail.
The charge would ‘destroy’ the city’'s commercial heart and cause "total gridlock’,
warned some. It would ‘cause misery to thousands of commuters across the capital’,
said Conservative Greater London Authority’s transport spokesman. ‘Londoners
will suffer conditions worse than cattle trucks on their morning commute intowork,’
she added. Motoring groups, such as the AA, say the cost to drivers has actually
adversely affected the London economy by around £2.6 billion. For every £2 taken
from drivers, more than £1 was spent on running the scheme. The AA also pointed
out that traffic has been getting steadily slower. AA president Edmund King said: The congestion charge was
‘London drivers have paid a heavy price for slower journeys over the last decade’. introduced to London in 2003

Central
ZONE

Mon - Fri
7am-6 pm

Since it was introduced in 2003, however, the charge, which has risen from £5 through £8 to its present level of
£11.50, has not caused gridlock. Rather, it has resulted in a gradual reduction in traffic levels. The congestion
charge has generated a net revenue of over £1 billion since 2003. The charge had an immediate environmental
impact. Nitrous oxide fell 13.4% between 2002 and 2003, and there were similar falls for carbon dioxide and
particulate matter. In terms of the effect the charge had on local businesses, despite the scaremongering
which accompanied its introduction, certainly before 2009, business activity within the charge zone has been
higher in both productivity and profitability since the charge was introduced. Transport for London claims that
the charge had a ‘broadly neutral impact’ on the wider London economy. The charge is broadly supported by a
majority of Londoners, with 45% for and 41% against. Boris Johnson, the Conservative mayor of London until
at least 2016, has described the congestion charge a success which has benefited London.

Elliot Jacobs, managing director of office supplies firm UOE, says: ‘Getting deliveries on time is really
important and the congestion charge means we have a consistency of traffic flow and a reliability that we

know where the traffic’'s going to be, and that's important. It means we can get there on time and that's worth
£10 every day.” However, although the congestion charge — which was seen as a radical step a decade ago —
has won over many of the original doubters, there are still those who claim it has not been a success.

Follow-up questions

1 Why have other cities, in Britain and the rest of the world, not rushed to follow London’s example and
introduce a congestion charge?
2 Doyou agree that road use should be priced? Justify your answer.
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KEY TERMS

externality a public good,

in the case of an external
benefit, or a public bad, in the
case of an external cost, that
is ‘dumped’ on third parties
outside the market.
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positive externality, which
is the same as an external
benefit, occurs when the
consumption or production of
a good causes a benefit to a
third party, where the social
benefit is greater than the
private benefit.

negative externality, which is
the same as an external cost,
occurs when the consumption
or production of a good causes
costs to a third party, where
the social cost is greater than
the private cost.

production externality an
externality (which may be
positive or negative) generated
in the course of producing a
good or service.
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0.4 Positive and negative
externalities In production and
consumption

An externality is a special type of public good or public ‘bad’ which is
‘dumped’ by those who produce it onto other people (third parties) who
receive or consume it, whether or not they choose to. The key feature of an
externality is that there is no market in which it can be bought or sold —
externalities are produced and received outside the market, providing another
example of a missing market.

As with the public goods, externalities provide examples of the free-rider
problem. The provider of an external benefit (or positive externality),
such as a beautiful view, cannot charge a market price to any willing
free-riders who enjoy it, while conversely, the unwilling free-riders who
receive or consume external costs (or negative externalities), such as
pollution and noise, cannot charge a price to the polluter for the bad they
reluctantly consume.

Externalities can be generated by firms in the course of producing the goods
they eventually sell in a market, or they can be generated by households and
individuals when they consume goods. The former are known as production
externalities, with the latter being consumption externalities. We shall look
at these in turn.

STUDY TIP

Make sure you understand the difference between negative and positive
externalities, and between production and consumption externalities, and
can give examples of all of these.
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Figure 5.3 The discharge of negative
production externalities by a power
station

Production externalities
Negative production externalities

Consider the power station illustrated in Figure 5.3, which discharges pollution
into the atmosphere in the course of producing electricity. We can view a
negative production externality (or external cost) such as pollution as being
that part of the true or real costs of production which the power station evades
by dumping the bad on others: for example, the people living in the houses and
the businesses in the commercial forestry industry. The price that the consumer
pays for the good (electricity) reflects only the money costs of production, and
not all the real costs, which include the external costs (including the eyesore or
visual pollution also shown in the diagram). In a market situation, the power
stations output of electricity is thus under-priced. The allocative function of
prices has once again broken down — under-pricing encourages too much
consumption of electricity, and therefore over-production of both electricity and
the spin-off, pollution.



Positive production externalities

Figure 5.4 shows again the power station illustrated in Figure 5.3, but in this
case the production of electricity yields positive production externalities (or
external benefits) rather than negative externalities. We have assumed that

the power station discharges warm (but clean) water into the lake adjacent to
the power station. Warmer temperatures increase fish stocks, and commercial
fishing boats and private anglers then benefit. Unless it owns the lake, the power
station company cannot charge the fishermen for the benefits they are receiving,
(You might, of course, query our assumption that the water discharge creates
positive rather than negative externalities. In all likelihood, disruption of a local
ecosystem might cause negative externalities, such as algae pollution.)

An angler Hot water J
enjoyin Commercial discharge
catching fish fishing boats l
1 o '_. e
Lake Coal-burning
ot

Figure 5.4 The discharge of positive production externalities by a power station
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: KEY TERM :

: good or service.

consumption externality an
externality [which may be :
positive or negative) generated
in the course of consuming a

L] [ ]
™ &
Rad e serarta sy srrosst s

o
g
>
28
E‘.
D
W
=]
Q.
>
ta]
o
=
@
2
3
o
—
=
-
5 "
©
3
Q.
c
o
g-.
S
m
=
Q.
a
S
0
[
3
O
g.
=

Consumption externalities

Negative consumption externalities

We are all probably familiar with the annoying experience of going to the
cinema and having our pleasure disrupted by the ringing of mobile phones
or the noisy eating of popcorn by the person sitting a few seats away. These
are examples of negative consumption externalities, unwillingly received
by a cinema goer as a result of consumption activities undertaken by other
members of the audience. There are many examples of similarly annoying

i externalities — walking through litter and chewing gum dropped by

pedestrians, being splashed by inconsiderate motorists, and reluctantly

: listening to ‘head-banger’ music discharged through open windows by ‘boy

racers’ as they drive their souped-up BMWs too close to us on the pavement.

Positive consumption externalities

A good example of a positive consumption externality is the pleasure
gained by a passer-by walking past beautiful buildings and household
gardens in a residential area. At this point, it is also worth noting that a
negative consumption externality suffered by one person may be a positive
consumption externality for somebody else. For example, a few people,
especially other ‘head-bangers’, enjoy the loud music and the throaty raw of
the exhaust generated by our ‘boy racer’ in his souped-up BMW.

Consider also a situation when a person pays to watch a Premier League
football match. If the stadium were empty, the football fan would gain



less pleasure from watching the match than if soaking up the ‘atmosphere’
generated by other chanting fans in a packed stadium. Much the same
happens in restaurants. Prospective diners walk past empty or nearly
empty restaurants, preferring instead to queue for a table at an already
full eatery. Maybe they think the food is better, but despite having to wait
longer for their food, what they also enjoy is the ‘atmosphere’ generated
by other diners.

O Summary: different types of externalities

As we have explained, externalities divide into negative externalities
and positive externalities (which are also known as external costs and
benefits). Table 5.1 lists the possible types of externality and gives
examples of negative externalities (costs) and positive externalities
(benefits) for each.

Table 5.1 Examples of the different types of externality

Type of externality Negative externalities Positive externalities

Pure production externalities generated | Acid rain pollution discharged by a A farmer benefiting from drainage

and received in production) power station which harms a nearby undertaken by a neighbouring farmer
commercially run forest

Pure consumption externalities Noisy music at a party disturbing Households benefiting from the beauty

(generated and received in consumption] neighbouring households of neighbouring gardens

O How externalities lead to the ‘wrong’
quantity of a good being produced and
consumed

We mentioned earlier that when negative externalities are generated in the
course of production, part of the true or real costs of production are not borne
by the producer, instead being dumped on others. This means that, even in
competitive markets, if negative production externalities are generated, goods
end up being too cheap or under-priced. The market has created the wrong
incentives. Because prices under-reflect the true costs of production, which
include the cost of the negative externalities, too much of the good ends up
being produced and consumed.

_............................... The opposite happens when firms generate positive production externalities.
STUDY TIP Prices end up being too high, leading to the ‘wrong’ quantity of the good

Students often fail to being produced and consumed. Once again, the market has created the wrong
understand that externalities incentives, which discourages consumption. In this case, prices over-reflect the
are generated and received true costs of production. Not enough of the good ends up being produced and
outside the market. consumed.

Remember that both public
goods and externalities

provide examples of missing
markets.
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In much the same way, when negative and positive consumption externalities
are generated, markets are distorted and the wrong quantity of a good is
produced and consumed. This is explained in section 5.5 on merit and
demerit goods.

|

LA R T e R R R L A R R T L L]

stk LENE

I



” .....................................................................................................................................................
-
-

: QUANTITATIVE SKILLS 5.1

Worked example: calculating social costs and benefits
Table 5.2 shows the costs and benefits of building a new shopping mall.

s eEee
serny
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Table 5.2 :
| Private costs £10 million
¢ | External costs £20 million :
: | Private benefits £8 million
i | External benefits £25 million

Calculate the social costs and the social benefits and then decide whether building the shopping mallis
worthwhile, first for society, and second for the property developer.

TevRsEEEN
TeeFETFRENR

social cost = private cost + external cost

-
seFENNEE

and likewise:

TesTPEFEN

social benefit = private benefit + external benefit.

Social cost is therefore £30 million, while social benefit is £33 million. Since the social benefit exceeds the social
: cost by £3 million, the shopping mall is worthwhile for society at large. However, it is not worthwhile for the

EETRSFESETETEDE

¢ property developer, whose private costs exceed private benefits by £2 million.
:iiiitbitito##t#-ﬁtit#t-l--l-tdil-i#ti#it..iittri-ttit#i.o-‘.i-d-*iibtotl-i-d-iiltttbtill-‘oitt#tibbb.ti&tittttiit’.itiiiiitttbl-l-l--iiiititiiti#d&tt*iti##i#if—
KEY TERM TEST YOURSELF 5.2

Explain why B is the correct answer to the following objective test
question, and why A, C, and D are incorrect.

Which one of the following creates an incentive for firms to reduce
pollution?

social benefit the total benefit
of an activity, including the
external benefit as well as the
private benefit. Expressed as
an equation: social benefit =
private benefit + external
benefit.
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A Anincrease in negative externalities when firms increase their output
B A tax levied on poelluting firms
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C Subsidies paid to firms that increase their levels of production
D The removal of regulations imposed on polluting firms

O Using supply and demand diagrams to
Illustrate externalities

Figure 5.5 illustrates a negative production externality, such as
pollution, in the context of a supply and demand diagram for

Price of } 5, (social electricity generated by burning fossil fuels. The supply curve 5;
s "’“pf'{;xv’:fé shows how much electricity power stations plan to supply, assuming
supplycurve)  that all the negative externalities they produce are dumped on
b, Egt;rnal third parties. Given this assumption, the “private’ equilibrium price
of electricity is Py, with Q, being the quantity bought and sold.
A However, the second supply curve, S,, includes the external costs
of generating electricity, which are shown by the vertical distance
D, between the two supply curves for each unit of electricity. The ‘social
o ) T eqquilibrium price is P;, with ©, being the quantity of electricity

electridty  bought and sold. The difference between these two equilibria
Figure 5.5 Negative external production comes from the upward shift of the supply curve when the negative
externalities or external costs illustrated on 3 external costs are added to the power station companies’ private
supply and demand diagram costs. By forcing the power companies to pay a pollution tax, equal



to the estimated value of the negative externalities they are discharging, the price
of electricity could increase to P,, which would cause electricity output to fall to
the ‘social’ equilibrium quantity, Q,. The diagram illustrates how market failure
occurs through free markets producing too much of a good when negative
external production externalities are generated.

The next diagram, Figure 5.6, illustrates a positive production externality, such
as the improved quality of neighbouring land which can result when a farmer
installs a drainage system on his own land. If the farmer invests £200,000 in
the new drainage system, he gains most of the benefits, but not his neighbours.
But if he invests an additional £100,000, most of the extra benefit goes to his
neighbours, whose land also becomes better drained. However, the farmer may

Price/cost S e not spend the extra money because he gains ]iFtle benefit fn?rn the
m supply curve) investment. As a result, the farmer chooses to install Q, drainage,
iﬁggﬁ'ﬂm; shown where the demand curve Dy intersects supply curve 5.
Soterd The position of the second supply curve, S,, reflects the external
P benefit benefits enjoyed by others as a result of improved drainage on the
P farmers land. The external benefits, per unit, are shown by the
vertical distance between the two supply curves. Note that 5; lies
D, to the right of S;. If governments were to give subsidies to farmers,
»  with the subsidies equal to the estimated value of the positive
o Qy Q; Quantity of

uad e pro_du::tic:-n.extf:malities, the -'social’ .equilibrium quantity 9, -c:rf
drainage might result. The diagram illustrates how market failure
occurs through free markets producing too little of a good when
positive external production externalities are generated.

0.0 Merit and demerit goods

Figure 5.6 Positive external production
externalities or external benefits illustrated on a

supply and demand diagram

O Merit goods

_m. Merit goods are not the same as public goods. As we have seen, public
KEY TERM goods are defined by two characteristics: they are non-excludable and non-

merit good a good, such as diminishable. Because of these characteristics, a market may fail to provide a
healthcare, for which the pure public good such as national defence. By contrast, markets can and do
social benefits of consumption § Provide merit goods such as healthcare and education but, arguably, they under-
exceed the private benefits. provide. While public goods can result in a missing market or complete market
Value judgements are involved : failure, merit goods (and also their opposite, demerit goods) lead to partial

in deciding that a good is a market failure. As goods such as private healthcare and private education clearly
merit good. show, markets provide merit goods, but they provide the ‘wrong’ quantity.
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Education and healthcare are the best-known examples of merit goods.
However, many goods can be classified as merit goods, though you must
avoid the temptation that many students succumb to, to define any good that
is ‘good for you’ as a merit good. Most consumer goods are good for you,

but economists don't classify them as merit goods. Besides education and
healthcare, other examples of merit goods, most people would argue, are car
seatbelts, crash helmets, public parks and museums.

_ ................................... TR FFIANE F AT AN AR ST F AN RSP F NAEA N FF P AR

STUDY TIP

You should understand that merit goods are private goods, they are
excludable and rival, even though they are often provided by the public sector.
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TEST YOURSELF 5.3

Explain why C provides the correct answer to the following objective test
question, and why A, B and D are incorrect.

A difference between a merit good and a public good is that:

A a merit good is always provided by the private sector whereas a public
good is always provided by the government

B a merit good has a cost attached to it, whereas a public good is provided
without cost to anybody

C consumption of a merit good reduces the amount available for others

whereas an individual's consumption of a public good leaves unaffected
the amount available for others
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D a merit good is limited in supply whereas the supply of public goods is
infinite

Positive consumption externalities and merit goods

A merit good, such as education or healthcare, is a good or service for
which the social benefits of consumption enjoyed by the whole community
exceed the private benefits received by the consumer. Consumption by an

individual produces positive externalities that benefit the wider community.
_""“"“"'“""““"“' The community benefits from an educated (and civilised) population, and a
STUDYTIP

Make sure you practise
drawing graphs such as the
one in Figure 5.7.

»
¥
-
]

healthy population means there are fewer people to catch diseases from.

If educational services were to be provided solely through the market, and at
market prices, too few people would benefit from education. Figure 5.7 helps

el s AR L2 2222
(I TR PR S P L

s ettt tatsressss st to explain Wh}’
Price 1 In Figure 5.7, the market supply curve of education is 5. The curve
5 shows the quantity of school places private schools are prepared to
subsidyperunit  supply at different possible annual prices for education. The market
P, : demand curve D;, which does not reflect the positive externalities
P, D, enjoyed by society as a whole when children are educated, shows how
D, much education parents are prepared to buy for their children at the
& g T different possible prices. In this situation, the market price of education

W is P, determined where the D and S; curves intersect. At this price, 9;
educational children are educated.

Figure 5.7 Under-consumption of 2 merit e , ;
go?:nd B e e et ot T;he aHlsitiota However, demand curve D;, positioned to the right of D;, includes the

subsidy external benefits of education as well as the private benefits enjoyed by
the children being educated. (D; is the social benefit curve, whereas
D, is the private benefit curve.) Whereas 9, is the privately optimal level of
education, Q,, located immediately below the intersection of curves D; and 5,
is the socially optimal level of education.

The price of education would have to fall to P, to bring about equilibrium
at 9Q,. However, in a free market, schools would be unlikely to reduce the
price they charge for education, largely because this would wipe out their
profits. Free-market provision of merit goods therefore leads to under-
consumption, and hence to their under-production. In a free market, too
few scarce resources are allocated to the production and consumption of
merit goods.




OKEY TERM’ """"""""""""""" i The solution could be a government subsidy granted to schools, which
i shifts the market supply curve to S,. In Figure 5.7, the size of the subsidy

;z:es::}r'n:rﬂaszzzgauﬁ:;ty : per unit is shown by the vertical distance between the two supply curves,
' S] and 52.

usually to producers, for each
unit of the subsidised good that
E they prOduce. Consumers can E”.QQ!!*'!'0.11!!1"‘"“#1!!.il’f.“lﬁ'!1'!IPP"Q‘F!ll1l!f'.!’!!#(0?'.‘.'..!"?'."!O!""lﬂﬂl"!lﬁ"""ﬁh!"

. also be subsidised: for example, { 1 STUDY TIP

i bus passes given to children to Students often assert that any good that is ‘good for you' is a merit good.
enable them to travel on buses Make sure you can explain why this assertion is wrong.
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CASE STUDY 5.3

Museums as merit goods

Museums perform the important cultural function of conserving, interpreting, researching and displaying
heritage. Museums have a mix of ownership patterns. For example, over 40% of UK museums are governed
by public authorities, with the rest privately owned, mostly on a non-profit basis. Museums cover a wide
range of institutions of varying size and reputation, ranging from internationally renowned institutions such
as the British Museum to a large number of relatively small, often locally focused museums.

FERNIRTREESS
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The funding of museums remains a source of considerable debate. Government subsidy or provision may be
justified on the basis that museums generate external benefits: for example, knowledge acquired by a visitor
may be passed on to others. Museums may also be regarded as merit goods, generating a better educated
and informed public and collective pride.

Government subsidy of museums may also be justified on the grounds that the subsidy would encourage
consumption. The case against government subsidy is that it may encourage inefficiency, lead to government

failure through favouring well-off visitors who can afford to pay. It is also a cost to the taxpayer.

Follow-up questions

1 Doyou agree that a museum is a merit good? Justify your answer.
2 Some argue that if entry to museums is free, people will not value what museums have to offer. Explain why
you agree or disagree.

”’"'"""""""'"""’""3 Finally, remember that value judgements are being made when describing
!i(eEnIe:i.tEgz:‘:I _ly particular goadg as me rit goF:ds (or demerit goods)b. }t is also wor.t.h noting
tobacco: farwhich thé ) that under-provision of merit goods and over-provision of demerit goods
costs of consumption exceed the § ™2V also result from the imperfect information that consumers possess,
private costs. Value judgements which can lead, for example in the case of demerit goods, to failure to give
adequate weight to the long-term consequences of consuming a good such

are involved in deciding that a
good is a demerit good. as tobacco. The effects of imperfect information are explored further later
in this chapter.
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Demerit goods
_ """"""""""""""" i As their name suggests, demerit goods are the opposite of merit goods. The

KEY lTERch : ; social costs to the whole community which result from the consumption of
PORAE e ; » WAL ERSLA ol a demerit good, such as tobacco or alcohol, exceed the private costs incurred
activity, including the external L . R

cost as well as the private by the consumer. This is because consumption by an individual produces
cost. Expressed as an negative externalities that harm the wider community. The private cost can be
equation: social cost = private measured by the money cost of purchasing the good, together with any health
cost + external cost. ;i damage suffered by the person consuming the good. But the social costs of

rreesssssssiriatteses E—  CONSUITIPLiON also include the cost of the negative externalities. These include,
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for example, costs imposed on other people from passive smoking and road
accidents caused by drunken drivers, together with the cost of taxes raised to
pay for the care of victims of tobacco- and alcohol-related diseases.

Negative consumption externalities and
demerit goods

In the same way as the consumption of merit goods generates positive
externalities which benefit the wider community, the consumption of demerit
goods leads to the dumping of negative externalities on others. An example is
smoke breathed in by passive smokers, who don’t enjoy the tobacco fumes

they inhale.
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Figure 5.8 shows too much tobacco being consumed when bought
at market prices. At least in the short run, the privately optimal
level of tobacco consumption is Q;, located where demand curve D,
intersects supply curve 5;. At this level of consumption, the price
of a packet of cigarettes is P;. However, because smokers generate
negative consumption externalities, Q, is higher than the socially

o o Gunttyc optimal level of consumption, wh?ch is Q;. Free-market provi§ion

tobacco  LDerefore leads to over-consumption, and hence over-production of
tobacco products. In a free market, too many scarce resources are

allocated to their production.

Figure 5.8 Over-consumption of a demerit

good in a free market
To explain this further, consider the demand curve D; in Figure 5.8. D; is
positioned below curve D because the social benefits to the whole community
of smoking are less than the private benefits enjoyed by the smokers
themselves. (D, is the social benefit curve, whereas D, is the private benefit
curve.) Q,, the socially optimal level of tobacco consumption, is located
immediately below the intersection of curves D, and §,.

One way of reducing tobacco consumption from the privately optimal level
9 to the socially optimal level, Q,, is for the government to tax the sale of
tobacco products. A tax per unit, set equal to the vertical distance between
supply curves 5; and S,, shifts the supply curve up to S,. This raises the price,
to Py, and consumption falls to the socially optimal level, Q,.

Note that if the government were to deem the socially optimal level of
tobacco consumption to be zero, a very large tax would be needed to
achieve this end. Alternatively, the government might decide to ban the
production, sale and consumption of tobacco products. However, as we
shall shortly explain, both taxation and an outright ban are likely to lead to
government failure.

_lll‘......‘..l.ll AENassdstebAaGAnERERAdAadAeddddiianinddbseodhdaiainindbaddodAanabnEnnndsbdoeraadnmaN

SYNOPTIC LINK

Taxes and government spending are used in the government’s fiscal policy.
Along with monetary policy, fiscal policy is usually considered to be a
macroeconomic topic. As such, fiscal policy is explained in some depth in
Chapter 9, Macroeconomic policy. Nevertheless, taxes imposed on firms
and subsidies, which are part of government spending, also have
microeconomic dimensions.
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CASE STUDY 5.4

Smoking yourself ‘fit’

Strange as it seems, early cigarette ads, such as the Kensitas ad from 1929, often boasted the "health
benefits’ of smoking, claiming relief’ from asthma, wheezing, hay fever and obesity. In 1946 the American
tobacco company Camel ran a series of adverts claiming that Camel were the ‘doctor’s choice’.

By the 1950s, research began to link smoking to cancer. Worldwide, tobacco use causes more than 5 million
deaths per year, and current trends show that tobacco use will cause more than 8 million deaths annually by
2030, largely through the growth of smoking in developing countries.
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1929 Kensitas magazine advert [left] and 1946 Camels magazine advert [right]

Follow-up questions

1 Most economists agree that tobacco is a demerit good. Why is this so?
2 Why do governments in countries such as the UK and USA now ban advertisements like these?

Cigarettes, and other tobacco products, and alcoholic drink are the two best-
known examples of demerit goods. These days, governments in countries such
as the UK either ban tobacco and drinks advertising, or severely regulate what
the adverts can show. This has not always been the case, as the examples of
advertisements for Kensitas and Camel cigarettes show.

Tobacco and drinks companies want to make their products appealing to young
people, possibly in the hope that if teenagers develop the habit, they will be
hooked on cigarettes and alcohol for the rest of their lives. To combat claims that
the industry has been acting in an irresponsible way, the UK firms that produce
alcoholic drinks have set up a public relations organisation, the Portman Group,
to monitor adverts that might bring the drinks industry into disrepute. On the
next page is an example of a recent drinks advert that was banned, not directly
by the Portman Group, but by a local Trading Standards office.
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CASE STUDY 5.5

Scratch-off label "too sexy’ for UK

Bottles of a Belgian lager whose labels showed a young lady wearing a swimsuit that could be scratched
off have been banned in the UK. The 'Rubbel Sexy Lager’ product breached the Portman Group's Code of
Practice on the Naming, Packaging and Promotion of Alcoholic Drinks.

The Chief Executive of the Portman Group said: ‘Some people might think this is harmless fun but there is
a serious issue involved. Drinking excessively can affect people’s judgement and behaviour, leading to them
engaging in activity which they later regret. Our Code disallows drinks marketing being linked to sexual success.’

Follow-up question

1 Is self-regulation, by organisations such as the Portman Group, the best way of limiting consumption of a
demerit good? Justify your answer.

O

Merit and demerit goods and value

judgements

The left-hand and right-hand columns of Table 5.3 list a number of goods that
are accepted by most people as clear-cut examples of merit goods or demerit
goods. However, for the goods listed in the middle column — for example,
contraception — the position is less clear. Because people have different values
and ethics (often related to their religions), contraception is viewed by some
people as a merit good, but by others as a demerit good. Whether a good is
classified as a merit good or a demerit good, or indeed as neither, thus depends
on the value judgements of the person making the classification. This provides an
important example of the distinction between positive statements and normative
statements, a distinction first explained in Chapter 1. A positive statement is a
statement of fact or a statement that can be tested to see if it is right or wrong,
For example, statements that the Earth is round and that the Earth is flat are both
positive statements, though scientific evidence shows that the second statement is
wrong. By contrast, a normative statement is a statement of opinion, involving a
value judgement. Thus, a statement that the Earth ought to be flat is normative.

Table 5.3 Merit and demerit goods, and less clear-cut cases

Merit goods Merit or demerit goods? l Demerit goods

Education Contraception Tobacco

Healthcare [e.g. vaccination, preventative Abortion Alcohol

dental care, AIDS testing]

Crash helmets Sterilisation Narcotic drugs, such as heroin and crack cocaine
Car seatbelts Pornography

Museums and public parks Prostitution
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KEY TERM

information problem occurs
when people make wrong
decisions because they don't
possess or they ignore
relevant information. Very
often they are myopic [short-

sighted] about the future.
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Merit and demerit goods and the
iInformation problem

Some economists argue that under-consumption of merit goods and over-
consumption of demerit goods stem not so much from the externalities that
consumption generates, but from an information problem. Many people
become addicted to demerit goods in their teenage years. Because of peer-
group pressure and related factors, teenagers are heavily influenced by factors
relating to lifestyle and personal circumstances, while at the same time
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ignoring, downplaying or being myopic about how their addictions may affect
them many years ahead. Individuals take account of short-term costs and
benefits, but ignore or undervalue the long-term private costs and benefits.

For most merit goods, the long-term private benefit of consumption exceeds
the short-term private benefit. But, as is the case with demerit goods, when
deciding how much to consume, individuals often take account only of short-
term costs and benefits. Preventative dentistry provides a good example. Many
people ignore the long-term benefit of dental check-ups, and decide not to
consume the service. Their decisions are influenced by factors such as the
price charged by the dentist and the unpleasantness of the dental experience.
Unfortunately, they may end up later in life with rotten teeth or gum disease,
saying: ‘If only I had visited the dentist more often when I was younger.’

{—

ACTIVITY

Ask your classmates, friends or members of your family to answer
a questionnaire about their consumption of demerit goods. Having
ascertained whether your respondents smoke or drink, ask questions

such as these:

@ Doyou know when you are consuming a good that economists call a
demerit good?

® How may your consumption of the good affect other people?

@ How may your consumption affect you in 20 years’ time?

@ Should the government tax your consumption of the good, and if so how
high should the tax be?

® Should the government regulate your consumption of the good, and if
so how?

@ Should people be free to make their own decisions about whether or
not to consume a good?

Analyse and report on your findings.

0.6 Market imperfections

Q Why the existence of monopoly may lead
O .................. 10 market failure

STU DY TIP _ We saw in Chapter 4 how, compared to competitive markets and in pursuit of
Make s_ure you can hr:'k thF:* excess profit, monopolies are likely to restrict market output and raise prices.
F ?:T_;l:f; zzr&rek:;;:ﬁ;e\n::y The result is consumer exploitation. Prices end up being too high, vfrith too
! monopoly and market few of socie?.t}f’s scarce resources being éfll:ijcated to the n*'tarket in which the
: imperfections provide monopoly is producing. The outcome is illustrated in Figure 4.6. However, as
examples of market failure. Chapter 4 also explains, sometimes the benefits of monopoly can exceed the
costs, in which case there is no market failure.
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Why the immobility of factors of
production can lead to market failure

An important cause of market failure is the immobility of factors of
production, which can involve either geographical or occupational immobility.
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*KEY TERMS |

i immobility of labour the i Geographical immobility of labour occurs when barriers between markets prevent
inability of labour to move factors of production moving from one area to another to find employment. Land
from one job to another, either ; is obviously completely immobile and certain types of capital, for example factory
for occupational reasons (e.g. buildings, can sometimes only be moved with extreme difficulty and cost. Usually,
the need for training] or for however, geographical mobility (and immobility) refers to the ease or difficulty of

geographicai reasons le.g. the & )b our moving between different areas of the country, or between countries.
cost of moving to another part

of the country).

geographical immobility of
labour occurs whenworkers
find it difficult or impossible
to move to jobs in other parts
of the country or in other
countries for reasons such

as higher housing costs in
locations where the jobs exist.

occupational immobility of
labour occurs when workers
find it difficult or impossible to
move between jobs because
they lack or cannot develop the

: skills required for the new jobs. _ i e _ i ; ;
v rressnssnsesssssnsss cummm— 1C€ded in growing industries such as the provision of financial services. The need

to gain recognised professional qualifications acts as an important cause of labour
immobility, especially when workers want to move between different countries.
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Reasons for this geographical immobility include: the financial costs involved
in moving home, including the costs of selling a house and removal expenses;
large regional variations in house prices which lead to a shortage of affordable
housing in many areas; family and social ties, and differences in the general cost
of living between regions and also between countries. Immigration controls and
language differences also reduce the international mobility of labour.
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Occupational immobility

Occupational immobility of labour arises when workers lack the skills to

move between different types of employment, and because expensive and
time-consuming training may be necessary if workers are to switch successfully
between jobs. Sometimes the training is not available and some workers may lack
the aptitudes to take on different types of employment. For example, workers
made redundant in the coal-mining industry lack the specific skills that are
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All these causes of immobility of labour lead to unemployment and a waste
of scarce resources, and contribute to market failure in factor markets.

o,

CASE STUDY 5.6

Taxi wars

Until quite recently, the London taxi market, in which cabs could be hailed or flagged down in the street, was
dominated by black cabs. Entry into the black cab driving profession was strictly limited by the needs, first to
spend several years gaining the "knowledge’ of all the streets in the centre ot the country’s capital city, and
second to be granted a cab-driver’s licence, which were deliberately kept in short supply.

Competition first emerged from mini-cabs, but they had to be pre-booked by phoning or visiting a mini-
cab company’s office, and then hoping that the car would show up. But a new form of competition has
now emerged which threatens to destroy the black cab market. Passengers are no longer subject to the
availability of a black cab or a pre-booked mini-cab. They can now make use of a smartphone app that
essentially puts a taxi in their pocket whenever they need one, in any major city in the world.

By reducing barriers to labour market entry, smartphone technology is destroying the monopoly power of black cab
drivers. Since the launch of the Uber app in 2009, there has been a massive power shift in the cab market. Uber is a
web-based cab booking service accessed via smartphones. The service connects passengers with vetted, private
drivers who pick up their customers within minutes and take them to where they want to go. When the booking is
made, the passenger’s location is pinpointed with the GPS on their phone. The passenger chooses the kind of car
they need, checks the estimated price of the journey, and is then told how long they will need to wait for their car to
arrive. They see a photo of the driver, their name, and a contact phone number. When arriving at their destination,
passengers don't need to hand over cash as payment automatically takes place via a credit card. Next day an e-mail
is sent to the passenger with a breakdown of the costs, and passengers are not expected to tip their driver.

Follow-up questions

1 Explain the effect of the Uber app on labour mobility in the cab trade.
2 Describe one other example of smartphone technology improving labour market mobility.




0.7 An Inequitable distribution of
Income and wealth
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KEY TERMS

equity fairness or justness.

inequity unfairness or
unjustness.

distribution of income and
wealth the way in which
income and wealth are divided

among the population.

(R T TR0

Equity means fairness or justness (though in other contexts, such as the
housing market, equity has a very different meaning, namely wealth). Inequity
means unfairness or unjustness. As soon as equitable considerations are
introduced into economic analysis, normative or value judgements are made,
which relate to what is a ‘socially fair’ distribution of income and wealth.

As the experience of many poor countries shows, unregulated market forces
tend to produce highly unequal distributions of income and wealth. Some
economists, usually of a free-market persuasion, dispute whether this is a
market failure. They argue that the people who end up being rich deserve

to be rich and that the people who end up being poor deserve to be poor.
According to this view, the market has not failed — it merely creates incentives
which, if followed, cause people to generate more income and wealth.
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However, most economists reject as too extreme the view that the market contains
its own morality with regard to the distribution of income and wealth. They argue
that markets are ‘value-neutral’ with regard to the social and ethical desirability or
undesirability of the distribution of income and wealth resulting from the way the
market functions. It is also worth noting that if the initial distribution of income
and wealth is deemed to be unfair, the allocation of resources, based on consumer
preferences and effective demand, will also be suboptimal.

” Few economists now believe that markets should be replaced by the planning

or command mechanism. There is, however, much more agreement that,
STUDY TIP _ instead of replacing the market, governments should modify the market so
Make sure you don't confuse . , : :

e sed madi CE st that it operates in a more equitable way than would be the case without
SRUaLY ahe equily, EqUo Y government intervention. Taxing the better-off and redistributing tax revenues
is a positive term that can be \ j :
measured. ‘Equity’ is a as transfers to the less well-off is the obvious way of correcting the market
N rnativa Yerm baced an what failure to ensure an equitable distribution of income and wealth. (However,
is considered to be fair or just. { as section 5.9 explains, redistributive policies can promote new types of

SRR e inefficiency and distortion within the economy.)

H.8 Government intervention In
markets
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The reasons against and for government
intervention in markets

To understand why governments intervene in markets in economies such as the
UK, it is useful to divide economists (and politicians) into two different groups:
those who believe that unregulated markets generally work well, and those

who argue that markets are prone to market failure. The former group are non-
interventionists who want to leave as much as possible to market forces, while the
latter group believe that government intervention can make markets work better.

® Pro-free market economists see a market economy as a calm and orderly
place in which the market mechanism, working through incentives



transmitted by price signals in competitive markets, achieves a better
or more optimal outcome than can be attained through government
intervention. In essence, risk-taking business men and women, who will
gain or lose through the correctness of their decisions in the market place,
know better what to produce than civil servants and planners cocooned
by risk-free salaries and secured pensions. And providing that markets
are sufficiently competitive, what is produced is ultimately decided by the
wishes of consumers, who know better than governments what is good
for them. According to this philosophy, the correct economic function of
government is to act as ‘night-watchman’ by maintaining law and order,
providing public goods and possibly merit goods when the market fails, and
generally ensuring a suitable environment in which ‘wealth-creating’ firms
can function in competitive markets, subject to minimum interference and
regulation.

® Interventionist economists, by contrast, believe that all too often markets
are uncompetitive, characterised by monopoly power and producer
sovereignty, and prone to other forms of market failure. Additionally,
uncertainty about the future and lack of correct market information are
destabilising forces. By intervening in the economy, especially to correct
market failures, the government ‘knows better’ than unregulated market
forces. It can anticipate and counter the destabilising forces existent in
markets, achieving a better outcome than is likely in an economy subject to
market forces alone.

o
Co
3
3
2
>
—
2
3
1)
=
=,
o
=
‘s "
3
=
)
wn

O Correcting market failures

There are various methods open to a government for correcting, or at least
reducing, market failures. At one extreme, the government can abolish the
market, using instead the command or planning mechanism, financed from
general taxation, for providing goods and services. At the other extreme, the
government can try to influence market behaviour by providing information,
and by exhorting and ‘nudging’ firms and consumers to behave in certain
ways (e.g. not to use plastic bags). Between these extremes, governments can
impose regulations to limit people’s freedom of action in the market place, and
use taxes and subsidies, price ceilings and price floors to alter prices in the
market in order to change incentives and economic behaviour.

Government provision of public goods and
merit goods

Because of the free-rider problem, markets may fail to provide pure public
goods such as national defence and police services. When free-riding occurs,
the incentive function of prices breaks down. If goods are provided by a
market, people can free-ride rather than pay a price, so the firms that are
trying to sell the goods can't make a profit. Given that there is a need for
public goods, as we have seen, governments often step into the gap and
provide the goods, financing the provision out of general taxation.

Just as governments discourage the production and consumption of negative
externalities and demerit goods, in much the same way they try to encourage
the production and consumption of positive externalities and merit goods.

The government may choose to regulate or to try to change the prices of merit
goods and other goods and activities which yield external benefits. In the latter
case, subsidies are often used to encourage production and consumption.



o et Regulation, on the other hand, can force consumers to consume merit goods.
KEY TERM . ; : :
The government may require people to be vaccinated against disease and to

regulation involves the wear seatbelts in cars and crash helmets on motorbikes
imposition of rules, controls ;

and constraints, which restrict
freedom of economic action in
the market place.
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In the UK, education is both compulsory and completely subsidised, from
2015 at least for children between the ages of 5 and 18. Low-income families
would be in an impossible situation if required to pay for education as well as
to send their children to school. Subsidies can, of course, be paid to private
providers of education and healthcare: namely, to private schools and private
hospitals. However, in the UK, education and healthcare are also provided by
the state, forming an important part of public spending. Nevertheless, private
sector provision is growing. One reason for growing private sector provision
of merit goods lies in the fact that state provision does not necessarily mean
good-quality provision.
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Forcing firms and consumers to generate positive
externalities

The state can impose regulations that force firms and consumers to generate
positive externalities. Local authority bylaws can require households to maintain
the appearance of properties, and the state may order landowners to plant trees.
In this situation, it is illegal not to provide external benefits for others.

Government intervention, negative externalities and
demerit goods

There are two main ways in which governments can intervene to try to correct
the market failures caused by negative externalities and demerit goods. As
with positive externalities and merit goods, the government can use quantity
controls or regulation. Alternatively or in addition, it can use taxation.

® Regulation directly influences the quantity of the externality that a firm or
household can generate, and the level of consumption of a demerit good
such as tobacco.

® Taxation, by contrast, adjusts the market price at which a good that
generates the externality is sold, or the price of the demerit good. For
example, taxing pollution discharged by power stations creates an incentive
for less pollution to be generated and taxing tobacco and creates an
incentive for less tobacco to be consumed.

In its most extreme form, regulation can be used to ban completely, or
criminalise, the generation of negative externalities such as pollution or the
sale and consumption of a demerit good such as heroin. However, it may be
impossible to produce a good or service such as electricity in a coal-burning
power station without generating at least some of a negative externality. In
this situation, banning the externality has the perverse effect of preventing
production of a good (e.g. electricity) as well as the bad (pollution).
Because of this, quantity controls that fall short of a complete ban may be
more appropriate. These include maximum emission limits and restrictions
on the time of day or year during which the negative externality can legally
be emitted. In the case of ‘milder’ demerit goods, smoking can be banned
in public places, while shops would break the law by selling alcohol to
younger teenagers.
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Completely banning negative externalities and demerit goods is a form of
market replacement rather than market adjustment. By contrast, because



taxes placed on goods affect incentives which consumers and firms face,
they provide a market-orientated solution to the problems posed by negative
externalities and demerit goods. Taxation compensates for the fact that there
is a missing market in the externality. In the case of pollution, the government
calculates the money value of the negative externality, and imposes this on
the firm as a pollution tax. This is known as the ‘polluter must pay’ principle.
The pollution tax creates an incentive, which was previously lacking, for

less of the bad to be dumped on others. By so doing, the tax internalises the
externality. The polluting firm must now cover all the costs of production,
including the cost of negative externalities, and include these in the price
charged to customers. By setting the tax so that the price the consumer

pays equals the social cost of producing another unit of the good generating
the negative externality, resource allocation in the economy is improved.
However, a pollution tax, like any tax, itself introduces new inefficiencies and
distortions into the market, associated with the costs of collecting the tax and
with creating incentives to evade the tax illegally: for example, by dumping
pollution at night to escape detection. This is an example of government
failure (see section 5.9).

sy TERM“

tax a compulsory levy
imposed by the government to
pay for its activities. Taxes can
also be used to achieve other
objectives, such as reduced
consumption of demerit goods.
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Until recently, governments have been more likely to use regulation rather
than taxation to reduce negative externalities such as pollution and congestion.
Indeed, in the past, it was difficult to find examples of pollution taxes outside
the pages of economics textbooks, possibly because politicians feared that
_ pollution taxes would be too unpopular. But in recent years governments have
STUDY TIP'""""'"""""""'""*" become more prepared to use congestion and pollution taxes. This reflects
growing concern, among governments and the public alike, of environmental
Make sure you can analyse the § : ; g
; issues such as global warming and the problems posed by fossil fuel emissions
effects of taxes imposed on o€ 5k 1 [ 1 Mot bk i s sy [
goods and subsidies by and other pollutants. It may also reflect both the growing influence of green
or environment pressure groups, such as Friends of the Earth, and a growing

applying the concept of price _ , i
elasticity of demand. preference to tackle environmental problems with market solutions rather than
through regulation.

LR AREESS
_ ................................................................................................

SYNOPTIC LINK

To analyse how the imposition of a tax on a demerit good such as tobacco
affects consumption of the good, we must make use of the concept of price
elasticity of demand. Figure 5.9 shows that imposing an expenditure tax on
a good in fairly elastic demand is
effective in reducing demand for  Price } 5,
the product. However, because of
their addictive properties, the 5‘35‘5‘

: emand
demand for demerit goods such
as alcohol, tobacco and hard
drugs can be inelastic. Taxing
demerit goods can raise lots of
revenue for the government, but
does not do much to reduce
consumption. And if the tax is set 0 Q, Q,  Quantity
at a very high rate, it may lead to of tobacco
smuggling and to black market Figure 5.9 The effect of imposing a tax on
activity. tobacco when demand is elastic
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EXTENSION MATERIAL
Pollution permits

Until quite recently, the main choice of policy for dealing with the problem of pollution was between regulation
and taxation. As we have explained, the former is an interventionist solution whereas taxation, based on the
principle that the polluter must pay, has been seen as a more market-orientated solution, but nevertheless one
which required the government to levy and collect the pollution tax. In the 1990s, another market-orientated
solution started in the USA, based on a trading market in permits or licences to pollute. More locally to the UK,
the EU Emissions Trading Scheme is now the centrepiece of European efforts to cut emissions.

A permits to pollute scheme [for electricity] still involves regulation: for example, the imposition of maximum
limits on the amount of pollution that coal-burning power stations are allowed to emit, followed by a steady
reduction in these ceilings in each subsequent year [say, by 5%]. But once this regulatory framework has been
established, a market in traded pollution permits takes over, creating market-orientated incentives for the
power station companies to reduce pollution because they can make money out of it.

A tradable market in permits to pollute works in the following way. Energy companies able to reduce pollution by
more than the law requires sell their spare permits to other power stations that, for technical or other reasons,
decide not to, or cannot, reduce pollution below the maximum limit. The latter still comply with the law, even when
exceeding the maximum emission limit, because they buy the spare permits sold by the first group of power
stations. But, in the long run, even power stations that find it difficult to comply with the law have an incentive to
reduce pollution, so as to avoid the extra cost of production created by the need to buy pollution permits.
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KEY TERM

price ceiling a price above
which it is illegal to trade.
Price ceilings, or maximum
legal prices, can distort
markets by creating excess
: demand.
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Price ceilings or maximum price laws

Perhaps the simplest ways in which a government can impose a price control
is through the use of a price ceiling or a price floor. Suppose, for example,
that in a particular market — say, the market for bread — the government
imposes a price ceiling or maximum legal price, shown as Py in Figure 5.10.
Because the price ceiling has been imposed below the free-market equilibrium
price of P*, it creates excess demand, shown by the distance between @, and
9,. In a free market, market forces would raise the price and eliminate the
excess demand. But, because the price ceiling prevents this happening, there is
no mechanism in the market for getting rid of excess demand. Rather

Supply than rationing by price, households are rationed by quantity. Queues
and waiting lists occur, and possibly bribery and corruption, through
which favoured customers buy the good but others do not. It is also

Free-market price - : e _ | * i _
P worth noting that price ceilings interfere with the incentive function
Price ceiling : : 14 : i
: ormoanid  of prices, in fhe sense that the ceilings prevent prices from rising to
l Eraas ket legalprice  attract new firms into the market.
The emergence of an informal or shadow market (sometimes called a
Demand , < ;
0 a o 3 > black market) is also likely. Secondary markets emerge when primary
1 2 . ; :
iy Unluchy ofgood markets (or free mérkets) are prevented from working properly. A
customers  customers secondary market is a meeting place for lucky and unlucky customers.

Figure 5.10 The effect of a maximum price

control or price ceiling
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KEY TERM

price floor aprice below
which it is illegal to trade.
Price floors, or minimum legal :
prices, can distort markets by :
creating excess supply.
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In the secondary market, some lucky customers, who bought the
good at price Py, resell at a higher price to unlucky customers unable
to purchase the good in the primary market. In the next section,

we discuss the issue of whether a black market provides an example of
government failure.

Price floors or minimum legal prices

Sometimes governments impose minimum price laws or price floors. For a
minimum price law to affect a market, the price floor must be set above the
free-market price. Figure 5.11 illustrates the possible effect of the national



Wage rate 4 minimum wage imposed in UK labour markets. A national
Supply of labour (g v
_ minimum wage rate set at W (which is above the free-market
W, D~ iy wage rate of W*) creates an excess supply of labour, thereby
of labour minimum wage ; ;
causing unemployment equal to the distance between L; and L,.
w' Lo It may also cause rogue employers to break the law: for example,
ez paying ‘poverty wages' to vulnerable workers such as illegal
immigrants. Note also that whereas a price ceiling imposed above
Demandforlabour  the free-market price in Figure 5.10 would have no effect on the
0 i g [,  Quantty Price at which bread is traded in the market, a national minimum
oflabour  wage set below the free-market wage rate in Figure 5.11 would

Figure 5.11 The possible effect of the UK national

minimum wage
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QUANTITATIVE SKILLS 5.2

the good at this price.

Figure 5.12 shows how the imposition of a price ceiling Price ()
: distorts a market. Calculate the total amount spent on the Supply :
good, first at market equilibrium price, and then when the
i price ceiling is in place.
: At any price, the money value of the good bought and sold is 10
calculated by multiplying price by quantity (P x Q). At the good’s
: equilibrium or market-clearing price of £10, 100 units of the good 6 Price
: are bought and sold, so the amount spent on the good is £1,000. = ;El'mg
: However, when a price ceiling of £6 is imposed, only 50 units of " i >
! the good are bought and sold. The money spent on the good falls i L 150 Quentity ;
to £300, even though consumers would like to buy 150 units of Figure 5.12 :

STUDY TIP

Make sure you can describe
and explain at least three
ways in which government
intervention can affect the
price of a good or service.
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KEY TERM

government failure occurs
when government intervention
reduces economic welfare,
leading to an allocation of
resources that is worse than
the free-market outcome.
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Worked example: calculating the effects of a price ceiling

have no effect on unemployment. This is the situation in many UK
labour markets.

As with price ceilings, price floors interfere with the incentive function of
prices. This is because falling prices cause inefficient or high-cost firms to
leave the market. A price floor prevents this from happening,

fesrPun
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H.9 Government failure

When explaining market failure, we assumed that market failure can be
reduced or completely eliminated, once identified, through appropriate
government intervention: for example, by imposing taxes, controls or
regulation. But there is another possibility. When the government intervenes in
the economy to reduce or correct market failure, its intervention may lead to
the appearance of other forms of resource misallocation. When this happens,
government failure occurs.

We saw earlier that governments often provide free state education because
they wish to increase consumption of what they perceive to be a merit
good. If you refer back to Figure 5.7, you will see that the socially optimal
level of provision of education, Q,, is higher than Q, the amount of
education which markets would probably provide. However, government
intervention does not in itself ensure that Q; is eventually provided. Since
it makes decisions on the basis of imperfect information, the government
may not know what is the socially optimal level of education. Some people
argue that free state education leads to over-provision, for example at Q5 in
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Figure 5.7. If this is the case, governments may create, rather than remove,
market distortions. Some people also believe that the quality of state
education is poorer than that of private market-based education. If this is
the case, it is a further example of government failure.

The pursuit of conflicting policy objectives can also lead to government
failure. A good example is provided by government investment decisions.
When governments wish to expand the economy, they may give the go-ahead
to long-term investment projects such as the building of new roads, which
they then cancel because of the perceived need to contract the economy. Very
often government decisions can be criticised for favouring short-termism at
the expense of long-termism.

There are also administrative costs to consider. Government intervention in the
economy to correct market failure may create unnecessary layers of bureaucracy,
which create costs which taxpayers have to pay: If so, this is a government failure.

A recent example is the high costs the UK government incurred when deciding
whether or not to permit the construction of a third runway at Heathrow airport, or
to expand Gatwick or Stansted, or to build a completely new airport in the Thames
estuary. Many free-market economists believe this is unnecessary government
expenditure, but more interventionist economists believe the expenditure is fully
justified because it leads to better eventual government decisions.

At this point, it is appropriate to introduce the ‘law of unintended
consequences’. This law’, which has become very fashionable in recent
years, predicts that, whenever the government intervenes in the market
economy, effects will be unleashed which the policy-makers had not foreseen
or intended. Sometimes the unintended effects may be advantageous to

the economy, while in other instances they may be harmful but relatively

_ innocuous. In either of these circumstances, government intervention can
T be justified on the grounds that the social benefits of intervention exceed
STUDY TIP ] &

It is important to avoid the social costs and therefore contribute to a net gain in economic welfare.

confusing government failure i But if government activity — however well intentioned — triggers harmful
with market failure. consequences which are greater than the benefits that the government

intervention is supposed to promote, then government failure results.

ACTIVITY

UK local authorities provide facilities for waste and rubbish disposal. Here are a few research activities to
undertake, possibly with your classmates and an organised division of labour.
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1 Research details of your local authority's web page for waste collection and removal.
2 Summarise the authority’'s rules and policy for collection and disposal of waste.
® How often are dustbins emptied?
@ Does waste have to be separated into categories such as general waste, recyclable waste and garden
waste?
3 Visit your local authority’s waste collection depot.
® Is the centre open to all or only to local residents?
@ Does the authority charge a price for accepting waste for disposal?
@ |s the waste separated into different categories?
@ How does the authority deal with dangerous waste, such as batteries and refrigerators?
4 Research what happens to the waste. How much waste is recycled or composted? How much waste ends
up in landfill or incineration?
5 Think of any other useful research questions you can investigate, e.g. is there any evidence of fly-tipping in
your local area?
& Write a group report summarising your findings.
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O Examples of possible government failure
Government price controls create black markets

In section 5.8, we explained how a price ceiling or maximum price law can
create excess demand in a market, which is then relieved through trading in
an informal or shadow market, in other words a black market. Price ceilings
are normally put in place to protect consumers from high prices. However,
the rising price of a product may simply reflect market forces and the
changing nature of supply or demand in the market. A higher price might
be needed to create incentives for consumers to economise and for firms

to divert more scarce resources into producing the good. The price ceiling
may prevent this happening. The controlled price can send out the wrong
signals and create the wrong incentives, thus contributing to resource
misallocation. And since it may be a criminal activity to break the price law,
black markets are sometimes characterised by corruption and the threat of
the use of illegal force.
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However, economists of a free-market persuasion often justify black markets
on the ground that they do the job that the primary market should do: that is,
equate demand with supply. A price ceiling prevents the primary market from
working properly. Arguably, the touts, spivs and dealers who act as middlemen
in the black market or underground economy contribute to better resource
allocation, although their contribution would not be needed if there were no
price controls. A black market or secondary market only comes into existence
because price controls distort the primary market.

Further side effects of government provision of merit
and demerit goods

Various examples of government failure may occur when the state provides
merit goods such as education at zero price for the consumer, or taxes or bans
production and consumption of demerit goods. When education is provided
free by the state, shortages emerge for places in so-called ‘good’ schools.
Parents who are unable to get their children into these schools sometimes lie
about where they live, in the hope of winning places in the ‘post code lottery’
through which the local education authority offers places to the children living
nearest to the school.

In the case of demerit goods, the imposition of high taxes on goods such
as alcohol and tobacco has encouraged ‘booze cruise’ trips to France to
buy beer, wine, spirits and cigarettes at lower French prices. Not only
does this erode the UK government’s tax base, it also unnecessarily diverts
productive resources into car and van journeys that would not otherwise
take place, which in turn leads to unnecessary carbon pollution. And,
however worthy it is, banning the production and consumption of demerit
goods such as cocaine and heroin creates black markets characterised by
crime and racketeering,.
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CASE STUDY 5.7

The landfill tax and government failure

Government policies that aim to reduce the discharge of negative externalities can also lead to government
failure. Almost every economic activity produces waste: for example, household rubbish and the waste
created by building and construction. A large fraction of UK waste is either incinerated (which discharges
pollutants into the atmosphere] or collected by local government and placed in landfill sites. Landfill also
causes pollution, and a further problem arises as all the available landfill sites fill up.

In 1996, the UK government imposed a landfill tax which it hoped would create jobs and reduce waste. But

to evade the tax, rogue building contractors and some households began to fly-tip and to dump rubbish in
public places and on other people’s land. This was an unintended and adverse consequence of a tax that was
intended to improve the environment.

Many blame the controversial landfill tax for the rise in organised unauthorised dumping. The tax increased
the costs of taking waste to licensed sites by up to a third. The cost of getting rid of one truckload of rubble
could be as high as £400. Finding alternative dumping grounds, where off-loading a lorry costs little or
nothing, allows the unscrupulous to make a fortune. But the cost to the environment is immense.

Research published in 2011 by the Countryside Alliance uncovered the enormous scale of illegal fly-tipping in
England and Wales. Figures obtained under the Freedom of Information Act reveal that illegal fly-tipping cost
taxpayers over £40 million in 2010. At least 656,000 incidents of unlawful rubbish dumping were recorded in
England and Wales between April 2010 and March 2011, which works out at 75 incidents of fly-tipping every
hour — more than one per minute!

At the time, the cost of clearing the waste alone was just under £25 million, yet only one in 50 cases led to
a prosecution. In cash-strapped rural local authorities, the rate of prosecutions dropped to just 3 in every
1,000. If waste is dumped on private land, the owners, irrespective of having no part in the fly-tip, have a duty

of care and are bound by law to clear it up in their own time and at their expense.
The Chief Executive of the Countryside Alliance said, ‘With the Coalition Government raising the landfill tax
and with more cuts coming to council budgets, this problem is only going to get worse.’

Follow-up questions

1 Relate fly-tipping to the concept of negative externalities.
2 Doyou agree that landfill illustrates both market failure and government failure? Justify your answer.
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i QUANTITATIVE SKILLS 5.3
: Worked example: calculating price elasticity of demand
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+40%

which is -0.25. According to the data, since the elasticity statistic lignoring the minus sign) was less than 1 or :
unity, the demand for landfill space was inelastic with respect to the change in price.
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: Between 2011 and 2015 a government increased its tax on waste disposal. Table 5.4 M Vs
: shows the changing price of waste disposal at a landfill site.
$ f t

i If the quantity of landfill space demanded fell by 10% between 2011 and 2015, calculate = w s §
: from the data the price elasticity of demand for landfill space. T v
If the quantity demanded fell by 10% and the price per tonne rose by 40%, the price 2013 12
: elasticity of demand for landfill space was: 2014 13
; :
P -10% 2015 14 i
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- Prices perform four functions in markets: signalling information; creating economic incentives; and
rationing scarce resources between competing uses, and allocation.

+ Market failure, which occurs whenever markets don’'t perform very well, divides into complete market
failure and partial market failure.

+ Goods divide into private goods, such as a car, defined by the characteristics of excludability and rivalry, and
public goods, such as national defence, defined by the characteristics of non-excludability and non-rivalry.

* In the case of a pure public good, people free-ride by benefiting without paying for the good.

+ Governments often provide public goods directly, arguably because markets fail to supply them.

* Markets can provide quasi-public goods, such as roads, which are potentially excludable but non-rival,
though governments also provide them.

« Externalities divide into production externalities and consumption externalities.

* A negative externality (external cost], such as pollution, is a public ‘bad’ dumped on others.

* A positive externality [external benefit), such as a beautiful view, is a public good that benefits others.

+ Governments use regulations, including prohibition, and taxation to prevent or reduce production of negative
externalities and to reduce consumption of demerit goods.

» Governments use regulations, including compulsory consumption, and subsidies to enforce or encourage
production of positive externalities and the consumption of merit goods.

* Along with public goods, merit goods such as education are often provided by governments.

+ Although both are often provided by the government, a merit good should not be confused with a public good.
« Merit goods are under-consumed in a free market because consumers ignore the positive externalities that
consumption generates and/or downplay the long-term private benefits they will eventually enjoy.

« Demerit goods are over-consumed in a free market because consumers ignore the negative externalities
that consumption generates and/or downplay the long-term private costs they will eventually suffer.

+ Unlike public goods, merit goods are excludable and rival.

* Governments encourage consumption of merit goods through state provision and subsidy.

- Governments discourage consumption of demerit goods through regulation and taxation.

+ Governments impose price ceilings or maximum legal prices to prevent prices rising above desired levels.

« A price ceiling imposed below the free-market price distorts the market and creates excess demand.

* In this situation, a secondary market or black market is likely to emerge.

» Black or informal markets can perform the useful economic function of dealing with shortages and equating
demand with supply.

* Governments impose price floors or minimum legal prices, such as the national minimum wage, to prevent
prices falling below desired levels.

» Government failure occurs when government intervention in markets fails to correct market failure and/

or leads to outcomes worse than the intervention was meant to correct. Like market failure, government
failure is associated with a misallocation of resources.

« Governments may create, rather than remove, market distortions.

+ Government failure can result from government decisions made on the basis of inadequate information; as a
result of conflicting objectives; and from the administrative costs of government intervention. It is also
associated with the unintended consequences of government intervention in markets.
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Questions

1 Do you agree that government policies which aim to correct market failure are always successful? Justify
your answer.

2 Do you agree that governments should in all circumstances provide public goods? Justify your answer.

3 Evaluate different forms of government intervention to deal with the problems caused by negative
externalities.

4 Evaluate the view that if merit goods are provided free by the state, the socially optimal level of
consumption is always achieved.

5 Explain how monopoly may lead to market failure.
6 Do you agree that a highly unequal distribution of income is a market failure? Justify your answer.

7 Using the concept of elasticity, explain why taxing demerit goods may be relatively ineffective in reducing
their consumption.

8 With the help of an appropriate diagram, explain how a maximum legal price may distort a market.

5
X
<
=
-
=z
=
',_
=
L
=
o
L
p—
=
-
=
L
-
Z
o
L
=
o
(42}
(]
=
<
L
o
o
i
x
o
<
=
=
L
-~
<L
L
O
L
=
e
L
x
(0
<t
=
i
5 &
-
T




Microeconomic key terms

allocative efficiency occurs
when the available economic
resources are used to produce the
combination of goods and services
that best matches people’s tastes
and preferences.

allocative function of prices
changing relative prices allocate
scarce resources away from
markets exhibiting excess supply
and into markets in which there is
excess demand.

artificial barrier to entry a

barrier to market entry which is
man-made.

average cost total cost of
production divided by output.

average revenue total revenue
divided by output; in a single-
product firm, average revenue
equals the price of the product.

capital good a good which is used
in the production of other goods
or services. Also known as a
producer good.

capital productivity output per
unit of capital.

choice choosing between
alternatives when making a decision
on how to use scarce resources.

collusion co-operation between
firms, for example to fix prices.
Some forms of collusion may be
in the public interest, for example
joint research and labour training
schemes.

competing supply when raw
materials are used to produce
one good they cannot be used to
produce another good.

competitive market a market in
which the large number of buyers
and sellers possess good market
information and can easily enter
or leave the market. A competitive
market is one in which firms
strive to outdo their rivals, but it
does not necessarily meet all the
conditions of perfect competition.

complementary good a good in
joint demand, or a good which is
demanded at the same time as the
other good.

composite demand demand for
a good which has more than one
use.

concentrated market a market
containing very few firms, in the
extreme only one firm.

concentration ratio a ratiowhich
indicates the total market share
of a number of leading firms in

a market, or the output of these
firms as a percentage of total
market output.

condition of demand a
determinant of demand, other than
the good's own price, that fixes the
position of the demand curve.

conditions of supply
determinants of supply, other than
the good’s own price, that fix the
position of the supply curve.

consumer good a good which

is consumed by individuals or
households to satisfy their needs
or wants.

consumer sovereignty through
exercising their spending power,
consumers collectively determine
what is produced in a market.
Consumer sovereignty is strongest
in a perfectly competitive market.

consumption externality an
externality (which may be positive
or negative) generated in the course
of consuming a good or service.

cross-elasticity of demand
measures the extent to which the
demand for a good changes in
response to a change in the price
of another good; it is calculated
by dividing the percentage change
in quantity demanded by the
percentage change in the price of
another good.

decrease in demand a leftward
shift of the demand curve.

decrease in supply a leftward
shift of the supply curve.

demand the quantity of a good

or service that consumers are
willing and able to buy at given
prices in a given period of time.
For economists, demand is always
effective demand.

demerit good a good, such as
tobacco, for which the social costs
of consumption exceed the private
costs. Value judgements are
involved in deciding that a good is
a demerit good.

derived demand demand for a
good which is an input into the
production of another good.

diseconomy of scale as output
increases, long-run average cost
rises.

disequilibrium a situation in
a market when there is excess
supply or excess demand.

distribution of income and wealth
the way in which income and wealth
are divided among the population.

division of labour this concept
goes hand in hand with
specialisation. Different workers
perform different tasks in the
course of producing a good or
service.

economic growth the increase in
the potential level of real output

the economy can produce over a
period of time.

economic welfare the economic
well-being of an individual,

a group within society, or an
economy.

economy of scale as output
increases, long-run average cost

falls.

effective demand the desire for
a good or service backed by an
ability to pay.

elasticity the proportionate
responsiveness of a second
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variable to an initial proportionate
change in the first variable.

entry barrier makes it difficult or
impossible for new firms to enter
a market,

equilibrium a state of rest or
balance between opposing forces.

equilibrium price the price at
which planned demand for a good
or service exactly equals planned
supply.

equity fairness or justness.
excess demand when consumers
wish to buy more than firms wish
to sell, with the price below the
equilibrium price.

excess supply when firms wish
to sell more than consumers wish
to buy, with the price above the
equilibrium price.

exchange to give somethingin

return for something else received.

Money is a medium of exchange.

exit barrier makes it difficult or
impossible for firms to leave a
market.

external economy of scale cost
saving resulting from the growth

of the industry or market of which
the firm is a part.

externality a public good, in the
case of an external benefit, or

a public bad, in the case of an
external cost, that is ‘'dumped’ on
third parties outside the market.

factors of production inputs
into the production process,
such as land, labour, capital and
enterprise.

finite resource a resource, such
as oil, which is scarce and runs
out as it is used. Also known as a
non-renewable resource.

fixed cost cost of production
which, in the short run, does not
change with output.

full employment when allwho
are able and willing to work are
employed.

fundamental economic problem
how best to make decisions about
the allocation of scarce resources
among competing uses so as to

improve and maximise human
happiness and welfare.

geographical immobility of
labour occurs when workers find
it difficult or impossible to move to
jobs in other parts of the country
or in other countries for reasons
such as higher housing costs in
locations where the jobs exist.

government failure occurs when
government intervention reduces
economic welfare, leading to an

allocation of resources that is worse
than the free-market outcome.

immobility of labour the inability
of labour to move from one job to
another, either for occupational
reasons (e.g. the need for training)
or for geographical reasons (e.q.
the cost of moving to another part
of the country).

imperfect competition any
market structure lying between
the extremes of perfect
competition and pure monopoly.

incentive function of prices

prices create incentives for people
to alter their economic behaviour;
for example, a higher price
creates an incentive for firms to
supply more of a good or service.

income elasticity of demand
measures the extent to which the
demand for a good changes in
response to a change in income;
it is calculated by dividing the
percentage change in quantity
demanded by the percentage
change in income.

increase indemand a rightward
shift of the demand curve.

increase in supply a rightward
shift of the supply curve.

inequity unfairness or unjustness.

inferior good a good for which
demand decreases as income
rises and demand increases as
income falls.

information problem occurs when
people make wrong decisions
because they don’t possess or

they ignore relevant information.
Very often they are myopic [short-
sighted| about the future.

informative advertising provides
consumers and producers with
useful information about goods or
services.

innovation converts the results
of invention into marketable
products or services,

internal economy of scale cost
saving resulting from the growth
of the firm itself.

invention creates new ideas for
products or processes.

joint supply when one good is
produced, another good is also
produced from the same raw
materials.

labour productivity output per
worker.

limit pricing reducing the price of
a good to just above average cost
to deter the entry of new firms
into the market. Prices are set at
levels which are likely to make it
unprofitable for potential entrants
who might consider coming into
the market.

long run the time period in which
no factors of production are fixed
and in which all the factors of
production can be varied.

long-run average cost long-run
total cost divided by output.

long-run production occurs when
a firm changes the scale of all the
factors of production.

market demand the quantity

of a good or service that all the
consumers in a market are willing
and able to buy at different market
prices.

market disequilibrium exists

at any price other than the
equilibrium price. When the
market is in disequilibrium, either
excess demand or excess supply
exists in the market.

market equilibrium when
planned demand equals planned
supply in the market.

market failure when the

market mechanism leads to a
misallocation of resources in the
economy, either completely failing



to provide a good or service or
providing the wrong quantity.

market share maximisation
occurs when a firm maximises its
percentage share of the market in
which it sells its product.

market structure the organisation
of a market in terms of the number
of firms in the market and the ways
in which they behave.

market supply the quantity of a
good or service that all firms plan
to sell at given prices in a given
period of time.

merit good a good, such as
healthcare, which when consumed
leads to benefits which other
people enjoy, or a good for

which the long-term benefit of
consumption exceeds the short-
term benefit enjoyed by the person
consuming the merit good. Value
judgements are involved in deciding
that a good is a merit good.

missing market a situation in
which there is no market because
the functions of prices have
broken down.

monopoly power the power of a
firm to act as a price maker rather
than as a price taker.

natural barrier to entry a barrier
to market entry which is not man-

made.

natural monopoly the term has
two meanings, first when a country
or firm has complete control of a
natural resource, and second when
there is only room in a market

for one firm benefiting from
economies of scale to the full.

need something that is necessary
for human survival, such as food,
clothing, warmth or shelter.

negative externality, which is

the same as an external cost,
occurs when the consumption or
production of a good causes costs
to a third party, where the social
cost is greater than the private cost.

normal good a good for which
demand increases as income
rises and demand decreases as
income falls.

normative statement a statement
that includes a value judgement
and cannot be refuted just by
looking at the evidence.

occupational immobility of
labour occurs when workers find
it difficult or impossible to move
between jobs because they lack or
cannot develop the skills required
for the new jobs.

oligopoly a market dominated by
a few firms.

opportunity cost the cost of
giving up the next best alternative.

patent a strategic or man-made
barrier to market entry caused by
government legislation protecting
the right of a firm to be the sole
producer of a patented good,
unless the firm grants royalties for
other firms to produce the good.

perfect competition a market
which displays the six conditions
of: a large number of buyers

and sellers; perfect market
information; the ability to buy or
sell as much as is desired at the
ruling market price; the inability
of an individual buyer or seller

to influence the market price; a
uniform or homogeneous product;
and no barriers to entry or exitin
the long run.

persuasive advertising attempts
to persuade potential customers
that a good or service possesses
desirable characteristics that
make it worth buying.

positive externality, which is
the same as an external benefit,
occurs when the consumption

or production of a good causes a
benefit to a third party, where the
social benefit is greater than the
private benefit,

positive statement a statement
of fact that can be scientifically
tested to see if it is correct or
incorrect,

predatory pricing temporarily
reducing the price of a good

to below average cost to drive
smaller firms or new market
entrants out of the market.

price ceiling a price above which
it is illegal to trade. Price ceilings,
or maximum legal prices, can
distort markets by creating excess
demand.

price competition reducing the
price of a good or service to gain
sales by making it more attractive
for consumers.

price elasticity of demand
measures the extent to which the
demand for a good changes in

response to a change in the price
of that good.

price elasticity of supply
measures the extent to which
the supply of a good changes in
response to a change in the price
of that good.

price floor a price below which

it is illegal to trade. Price floors,
or minimum legal prices, can
distort markets by creating excess
supply.

price maker a firm possessing
the power to set the price within
the market.

price taker a firm which passively
accepts the ruling market price
set by market conditions outside
its control.

private good a good, such as an
orange, that is excludable and
rival.

producer sovereignty producers
or firms in a market determine
what is produced and what prices
are charged.

product differentiation making

a product different from other
products through product

design, the method of producing
the product, or through its
functionality.

production a process, or set of
processes, that converts inputs
into output of goods.

production externality an
externality which may be positive
or negative] generated in the course
of producing a good or service,

production possibility frontier

a curve depicting the various
combinations of two products (or
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types of products| that can be
produced when all the available
resources are fully and efficiently
employed.

productive efficiency for the
economy as a whole occurs when
it is impossible to produce more of
one good without producing less
of another. For a firm this occurs
when the average total cost of
production is minimised.

productivity gap the difference
between labour productivity in
the UK and in other developed
economies.

productivity output per unit of
input.

profit the difference between
total sales revenue and total costs
of production.

profit maximisation occurs
when a firm’s total sales revenue
is furthest above total cost of
production.

public good a good, suchasa
radio programme, that is non-
excludable and non-rival.

pure monopely when there is only
one firm in the market.

quantity setter a firm chooses
the quantity of a good to sell,
rather than its price. In monopoly,
the market demand curve then
dictates the maximum price

that can be charged if the firm

is to successfully sell its chosen
quantity.

quasi-public good a good which is
not fully non-rival and/or where it
is possible to exclude people from
consuming the product.

rationing function of prices
rising prices ration demand for a
product.

regulation involves the imposition
of rules, controls and constraints,
which restrict freedom of economic
action in the market place.

renewable resource a resource,
such as timber, that with careful
management can be renewed as it
is used.

resource allocation the process
through which the available

factors of production are assigned
to produce different goods and
services, e.g. how many of the
society’s economic resources are
devoted to supplying different
products such as food, cars,
healthcare and defence.

resource misallocation when
resources are allocated in a
way which does not maximise
economic welfare.

sales maximisation occurs when
sales revenue is maximised.

saturation advertising through
flooding the market with
information and persuasion about
a firm’s product, this functions as
a man-made barrier to market
entry by making it difficult for
smaller firms to compete.

scarcity results from the fact that
people have unlimited wants but
resources to meet these wants
are limited. In essence, people
would like to consume more goods
and services than the economy

is able to produce with its limited
resources.

short run the time period in which
at least one factor of production is
fixed and cannot be varied.

short-run production occurs
when a firm adds variable factors

of production to fixed factors of
production.

signalling function of prices
prices provide information to
buyers and sellers.

social benefit the total benefit of
an activity, including the external
benefit as well as the private
benefit. Expressed as an equation:
social benefit = private benefit +
external benefit.

social cost the total cost of an
activity, including the external
cost as well as the private cost.
Expressed as an equation: social
cost = private cost + external cost.

specialisation a worker only
performing one task or a narrow
range of tasks. Also, different
firms specialising in producing
different goods or services.

subsidy a payment made by
government or another authority,
usually to producers, for each unit
of the subsidised good that they
produce. Consumers can also

be subsidised: for example, bus
passes given to children to enable
them to travel on buses free or at
a reduced price.

substitute good a good in
competing demand, namely a

good which can be used in place of
the other good.

supply the quantity of a good or
service that firms are willing and
able to sell at given prices and in a
given period of time.

tax a compulsory levy imposed
by the government to pay for

its activities. Taxes can also be
used to achieve other objectives,
such as reduced consumption of
demerit goods.

technical economy of scale a cost
saving generated through changes
to the ‘productive process’ as the

scale of production and the level
of output increase.

total cost the whole cost [fixed
cost plus variable cost] of
producing a particular level of
output.

total revenue the money a firm
receives from selling its output,
calculated by multiplying the price
by the quantity sold.

trade the buying and selling of
goods and services.

unemployment when not all of
those who are able and willing to
work are employed.

variable cost cost of production
which changes with the amount
that is produced, even in the short
run.

want something that is desirable,
such as fashionable clothing,

but is not necessary for human
survival.



Microeconomic
practice guestions

In this section you will find a set of objective test questions, followed by a
context question for AS,

Objective test questions

1 Which of the following represents a positive economic statement?

A The recent increase in interest rates will help to reduce inflation.

B Unemployment is a more serious economic problem than inflation.

C Government expenditure on health and education should be raised.

D The proportion of tax revenues raised from indirect as opposed to direct taxes is too high.
2 Which of the following is considered to be an essential characteristic of the price mechanism?

A Resources are allocated in response to price changes.

B Buyers and sellers set prices according to their preferences.

C A socially optimum pattern of resource allocation is achieved.

D Goods and services produced always reflect consumer sovereignty.

3 The diagram below represents the market for rail travel in country X.

Price (£) 1
wmi D, s

Py

P




The shift of the demand curve from D to D, could be explained by the governments decision to:
A expand its road-building programme
B abolish motorway tolls
C reduce rail subsidies
D impose a tax on car parking at work places
4 Cross-elasticity of demand measures the extent to which the:
A price of good X is affected by a change in the supply of good Y
B price of good X is affected by a change in the price of good Y
C demand for good X is affected by a change in the price of good Y
D demand for good X is affected by a change in the price of good X

5 The data below refer to the costs of a firm at various levels of output.

Output [units) | Total costs [£]

4 40
3 32
2 26
1 22
0 20

The average fixed cost of producing four units of output is:
A L5
B £10
G £20
D £40

6 The diagram below shows a supply curve.
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According to the diagram, as the price and the quantity increase, the price elasticity of supply:

A becomes elastic
B becomes inelastic
C remains unitary

D increases and then falls



7 Market failure occurs when:
A firms in a particular market are forced out of business
B market demand exceeds market supply
C a good with a negative externality is overproduced
D firms are unable to make adequate profits

8 The table below shows the weekly demand and supply schedules for a particular product.
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Price [£) | demanded | supplied
20 100 200
18 120 170
16 140 140
14 160 110
12 180 80
10 200 50

A government decision to impose a minimum price of £12 would result in:
A excess demand of 100

B excess supply of 100

C afall in the equilibrium price to £12

D no change in the equilibrium price or quantity

9 The table below shows price and total revenue (TR) for a given good.

Price [E) | TRIE)

1 12,000
2 18,000
3 18,000
4 12,000
5 0

From the information given, it may be concluded that the price elasticity of demand is inelastic over the
price range:

A £1.00t0 £2.00
B £2.00 to £3.00
C £3.00 to £4.00
D £4.00 to £5.00




10 Study the following diagram.

Total cost }
per day

£3,000 Total cost
£2,200

£1,000

o
0 100 Output
per day

At 100 units of output per day, average variable cost is:
A £10

B £12

C £22

D £1,200

AS context question

Context 1
Total for this context: 50 marks

The provision of blood to health services
Study Extracts A, B and C and then answer all parts of Context 1 which follow.

Extract A: Stocks of blood units held by the NHS, 21 March to 19 August 2014
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A blood unit is measured as 470ml
(or just under a pint)

Source contains public sector information licensed under the Open Government Licence v, 1.0
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Extract B: The demand for and the supply of blood for hospital operations

The main purpose of economic activity is to
improve people’s welfare. Most of the goods
that people consume are provided through
markets, but others are not. At least in some
countries, one such good is the blood used to
treat hospital patients.

In recent years, the demand for blood has
increased dramatically, due to, among other
causes, an ageing population and new medical
and surgical procedures. Even though many
individuals are eligible to donate blood and
there are numerous awareness campaigns
promoting its importance, only 4% of such
individuals donate blood in the UK, and even
fewer do so in developing countries. As a

Extract C: Donation versus market provision

In 1970, the British social scientist Professor

Richard M. Titmuss contrasted the then 20
American practice, in which recipients paid a

market price for blood purchased from donors,

with British practice, in which blood is freely

given to patients.

Titmuss believed that the quality of life of the
whole community is better when people are
encouraged to give blood to strangers. In his
view, when blood becomes a commodity, the
quality of the product becomes corrupted.

He argued that altruistic or charitable donors, »

who gave blood only to benefit others, had

no incentive to give infected blood; whereas
commercial donors who were in it mainly for
the money, had an obvious financial incentive
to give blood, even if the blood might harm the
people receiving the blood.

01 Define the term ‘welfare’ (Extract B, line 2).

consequence, blood supply shortages are quite
common throughout the world.

However, in the UK the donation system
means that blood shortages are rare. On 19th
Augost 2014, the blood stocks held in the UK
by NHS Blood and Transplant [NHSBT] could
meet medical demand for blood for periods
ranging from four and a half days to eleven
days for different blood types, assuming

that no further blood donations were made.
However, except in very special circumstances,
the flow of new blood donations is generally
sufficient to maintain an adequate stock of
blood to meet medical demands.

Source: News reports, August 2014

Titmuss said that the cost to American
patients and their families of buying blood was
sometimes so high that people who required
very frequent blood transfusions could be
bankrupted by the bills,

Professor Titmuss's opposition to a market for
blood was part of his wider argument about
the danger of using the market mechanism
to provide merit goods such as health care. In
the market for clothing, it is acceptable that
cashmere wool is available for the rich and
cheap nylon for the poor. However, Titmuss
believed that it was not acceptable to have a
blood market in which safe blood is available
for the rich, with potentially lethal blood only
available for the poor.

Source: Academic research

(3 marks)

02 Using the data in Extract A, calculate, to one decimal place, the percentage change

in the stock of blood units held by the NHS between 21 March and 19 August 2014.

(4 marks)

03 Using Extract A, identify two significant features of the changes in the stocks of blood

held by the NHS over the period shown,

(4 marks)
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04 Extract C (lines 3—4) mentions that in the USA in 1970, the market mechanism was
used for providing blood to hospital patients.

Draw a supply and demand diagram to illustrate how, in a country which relies
on market provision rather than donation, the price of blood may be affected
by an unexpected increase in the demand for blood. (4 marks)

05 Lines 26-27 of Extract C mention that health care is usually considered
to be a merit good. Explain why health care is generally regarded as a merit good. (10 marks)

06 Professor Titmuss’s opposition to a market for blood was part of his wider argument
about the danger of using the market mechanism to provide services such as health care,
(Extract C, lines 24-27).

Using the data and your economic knowledge, evaluate the case for and against
using markets to provide health care. (25 marks)






Ihe measurement of
macroeconomic
performance
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This is the first of the four remaining chapters in the book covering
macroeconomics. The subject area of the first five chapters,
microeconomics, describes, explains and analyses the little bits’ of the
economy, for example individual markets, firms and industries. By contrast,
macroeconomics looks at the economy as a whole or in aggregate.
Consider the question what determines the price of bread? Thisis a
microeconomic question, focusing on supply and demand in a single market
within the economy. By contrast, ‘what determines the average price level
of all goods and services? is a macroeconomic question. Similarly, ‘'what
determines the annual rate of change of the overall price level, i.e. the rate
of inflation?" is @ macroeconomic rather than a microeconomic question.
This and similar questions relating to the levels and rates of change of
economic variables such as output, consumption, investment and exports
and imports, lie at the heart of macroeconomics.
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macroeconomics involves the study of the whole economy at the
aggregate level.
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STUDY TIP
Make sure you understand the difference between macroeconomics and

microeconomics, and also appreciate how many macroeconomic theories
have microeconomic foundations.
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LEARNING OBJECTIVES
This chapter will:
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* outline and briefly explain the four main objectives of macroeconomic
policy

* explain how the ranking of the policy objectives has changed over time

» discuss policy trade-offs and conflicts

* survey some of the data used to measure the performance of an
economy

* explain how index numbers are used to show changes in key economic
variables
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6.1 The objectives of government
economic policy

O The four main objectives of a
government’s macroeconomic policy

A policy objective is a target or goal that a government wishes to achieve or
‘hit’. Since the Second World War, governments in mixed economies such as
the UK have generally had the same broad range of objectives. These are to:
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policy objective atargetor
goal that policy-makers aim
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to hit’. @ achieve economic growth and improve living standards and levels of
.otiiton-utofooquu-t_ .
economic welfare
® create and maintain full employment or low unemployment
Capital } ® limit or control inflation, or to achieve some measure of
Long-run economic : 15
goud;z el caft B shon price stability
I;fy;:l:cumrd shift ® attain a satisfactory balance of payments, usually defined as
ﬁﬂll‘ﬂ“l}‘f N v . p
K production possibility the avoidance of an external deficit which might create an
Feontes exchange rate crisis
S T ST We shall now take a brief introductory look at each of the four
growth (or economic 3 Gl 3 S 3
netiph b policy objectives in turn, before examining them in greater
ppﬂw;';,sf:: ,‘I‘;,i‘ detail in the final two chapters of the book.
> -
0 G G Consumer Economic growth
goods

You first came across economic growth in Chapter 1 when
Figure 6.1 Short-run and long-run economic growth  learning about production possibility curves. As a recap, Figure

6.1, which is much the same as Figure 1.4 in Chapter 1, will
”.’*"".***i‘***‘.'t4l."ff‘...“f‘.i.i""""""".." remind }rou O[ tl.l‘E di-stinctiun be{ween Short'mn and lﬂng-
KEY TERMS

run economic growth. Short-run growth, which occurs when
short-run economic growth growth of real there are unemployed resources (including labour) or ‘slack’
output resulting from using idle resources, in the economy, is when there is a movement from a point
including labour, thereby taking up the slack in inside the economy’s production possibility frontier to a point
the economy. on the frontier. Short-run growth is also called economic
long-run economic growth anincreaseinthei recovery. Long-run growth, by contrast, results from an
economy’s potential level of real output, and outward movement of the production possibility frontier,
an outward shift of the economy’s production from PPF, to PPF, in Figure 6.1.
possibility frontier.

gross domestic product (GDP) the sum of
all goods and services, or level of output,

produced in the economy over a period of
time, e.g. one year.

real GDP A measure of all the goods and
services produced in an economy, adjusted
for price changes or inflation. The adjustment
transforms changes in nominal GDP, which

is measured in money terms, into a measure
that reflects changes in the total output of the
economy.

nominal GDP GDP measured at the current
market prices, without removing the effects
of inflation.
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Figure 6.2 shows what happened to UK growth between
the first quarter of 2003 and the end of the first quarter
of 2014. Note that the graph shows ‘quarter-on-quarter’
percentage growth rates of real gross domestic product
(GDP) and not annual growth rates. The black bars show
positive economic growth or increasing real GDP. By
contrast, the red bars show negative economic growth

or decreasing real GDP. In Figure 6.1, short-run negative
economic growth could be depicted by a movement from
a point on frontier PPF; to a point inside the frontier, or
from an initial point inside the frontier to another point
closer to the origin in the diagram. An inward movement of
the production possibility frontier, for example from PPF;
to PPF|, would show long-run negative growth. A variety
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”‘ of events could be responsible for this. These include pollution degrading
STUDY TIP i agricultural land within the economy and the destruction of buildings and

other infrastructure in time of war.
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Make sure you appreciate that
economic growth is always & ;
measured in real rather than
in nominal terms. You must
understand the difference
between real GDP and
nominal GDP.

h

Quarter on quarter % growth
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2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Figure 6.2 Quarter-on-quarter economic growth
to Quarter 1 2014
Source: ONS

in the UK, Quarter 1 2003
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: QUANTITATIVE SKILLS 6.1
| Worked example: calculating mean and median values

e

shown below.

BES*EEEERRN

Gross value added [GVA) is a term used in the UK's national accounts to measure
the contribution to the economy of each individual producer, industry or sector

FreeEFSIRERD

in the United Kingdom. It is used in the estimation of GDP. Table 6.1 shows the 2009-12 :
: percentage changes that occurred in nominal GVA for the 11 planning regions Lardon 11.1% | &
: into which the UK is divided during recovery from recession in the years from _ —114
: : . ; South East 10.5% | @
i 2009 to 2012. On first sight the percentage changes in the table may seem okl Enddand 700 | §
: high. However, the table shows nominal rather than real changes in GVA. Both o1 =Ny 221 ¢
: inflation and economic growth were occurring between 2009 and 2012 and these East Midlands 8.2%
i factors explain the percentage changes. South West 5.3% | &
b : _ North West 4.8% | i
: With a set of data such as this, the mean and the median are two measures :
f ‘ : S North East 7.7% | 3
i of average values. The mean is the value obtained by dividing the sum of the E cottand 2% | |
: percentage changes by the number of regions. Thus: g0 e : :
: Wales 8.2% | =
i (11.1% + 10.5% + 7.2% +8.5% + 5.3% + 4.8% + 7.7% +3.6% + 8.2% + 4.5% + Yorkshire & Humber | 4.5% | &
i 3.4%) =74.8% =
: Northern Ireland 3.4% | i

74.8% + 11 = 6.8%.

Table 6.1 Percentage changes
in regional GVA in UK regions,

Calculate the mean and median values of nominal gross value added (GVA) in the UK regions over the period
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Source: Regions and Countries of the
UK Recovering from the Economic
Downturn, ONS [July 2014]

S0 6.8 is the mean value.
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By contrast, the median value is the ‘middle number’ in the sorted list of
numbers. The sorted list, ranging from highest to lowest, is:

11.1% 10.5% 8.5% 8.2% 7.7% 1.2% 5.3% 4.8% 4.5% 3.6% 3.4%

As the sorted list contains 11 numbers (one for each of the UK's 11 planning regions), the middle number is the
sixth number in the list, with five above and five below its value. Here 7.2% (East of England] is the median value.
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CASE STUDY 6.1

Real and nominal GDP

It is important to avoid confusing real and nominal gross domestic product or GDP. (Nominal GDP is also
called money GDP.] The difference between the two is that nominal GDP is real GDP multiplied by the average
current price level for the year in question.

According to ONS data published in February 2014, while neminal GDP rose by 3.4% in the UK in 2013, real
GDP rose by only 1.8%, the difference between the two reflecting the impact of the rate of inflation in 2013.
It is the change in real GDP which measures the economy’s rate of growth — the change in nominal GDP
overstates the growth rate.

The approximate change in the real GDP can be calculated by subtracting the rate of inflation from the rate of
change of nominal GDP.

The photograph shows some cheeses on display in a delicatessen in Oxfordshire at the end of 2014. The
cheeses contributed in a small way to the UK's real national output in 2014 — a contribution made even
smaller because all the cheeses on display were imported.
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Two of the cheeses on display in the Oxfordshire delicatessen were priced at £1.80 and £1.99 per 100 grams.
Estimates for the level of UK nominal national output in 2014 were based on information about the prices
charged for all goods produced in the UK, including cheeses sold by market stalls, delis and supermarkets.
However, with imports, only the contribution to output added in the UK is included in the real and nominal
values of UK GDP.

Follow-up questions

1 Why do domestically produced cheeses such as British cheddar contribute more to UK national output than
imported cheeses such as French brie?
2 Find out what has happened to real GDP in the UK in the years since 2014.
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CASE STUDY 6.2

The Great Depression in the 1930s

These days, a recession is defined in the UK [though not in the USA] as a fall in real GDP which lasts for at
least 6 months. However, a depression (or slump] is a vaguer term, best thought of as a very deep and long
recession. [According to an old joke, a downturn is when your neighbour loses his job, a recession is when
you lose your own job, and a depression is when economists lose their jobs!)

The 1920s was a period of growing national prosperity in the USA. Nevertheless, the Great Depression,
when it arrived in 1929-30, was steeper and more protracted in the USA than in other industrial countries.
The US unemployment rate rose higher and remained higher longer than in any other Western country. US
real GDP fell by 9.4% in 1930 and the US unemployment rate climbed from 3.2% to 8.7%. In 1931, real GDP
fell by another 8.5% and unemployment rose to 15.9%. But 1932 and 1933 were the worst years of the Great
Depression. By 1932, real GDP had fallen in the USA by 31% since 1929 and over 13 million Americans had
lost their jobs. The US economy began the first stage of a long recovery in 1934: real GDP rose by 7.7% and
unemployment fell to 21.7%.

.

e ~- T A soup kitchen in
2 S ? | - Chicago during the

{ : - Great Depression

l

I

Follow-up questions

1 Find out how a recession is defined in the USA. See the article 'Economists who make the recession call’ by
Stephen Foley, 8 January 2008, www.independent.co.uk.

2 Research the details of the recession the UK experienced in 2008/09. When did recovery from recession
start, and what is the state of the economy at the time you are reading this book?
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recession afallin real GDP
for 6 months or more. :
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SYNOPTIC LINK

Economic growth is explained in further detail in section 8.1 in Chapter 8.
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full employment according to
Beveridge's definition, full
employment means 3% or less
of the labour force
unemployed. According to the
free-market definition, it is the
level of employment occurring
at the market-clearing real-
wage rate, where the number
of workers whom employers
wish to hire equals the number
of workers wanting to work.

L2122 TR T
s SsSesunn

O~
—
S
]
o
A=
1)
(]
5:!'.
0]
W
o
b
o
=
g
=
o
D
=
—
S
o
-
3
a- 0
o
o
=
0
~

Full employment and unemployment

There are different definitions of full employment, two of which we briefly
explain in this chapter. First is the so-called Beveridge definition. In 1944,
a famous White Paper on employment policy, written by William Beveridge
(an economist at the London School of Economics, who later became Lord
Beveridge), effectively committed modern governments to achieving full
employment. In the White Paper, Beveridge defined full employment as
occurring when unemployment falls to 3% of the labour force.
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"""""""""""" e —— Partly because they regard Beveridges 3% definition as too arbitrary and
lacking any theoretical underpinning, free-market economists favour a
second definition of full employment. For them, full employment
Real 1 Aggregate occurs in the economy’s aggregate labour market at the market-
== ;‘;‘E"a’ﬂzm clearing real-wage rate, where the number of workers willing to

work equals the number of workers whom employers wish to hire.
In Figure 6.3, this is shown where the aggregate supply curve of
labour intersects the aggregate demand curve for labour. The full
Emmr?;m employment wage rate is wgg and the full employment level of
forlabour =~ employment is Egg.

0
Fre Em;[rlmm Figure 6.3 could be interpreted as showing that when full

employment occurs, there is absolutely no unemployment. However,
as Figure 8.13 in Chapter 8 illustrates, in the real economy in

which we live, this is not the case. Beveridge’s definition of full employment

”m.mmmu---mmmn accepts this fact. There will always be some unemployment, simply because
KEY TERMS the economy is constantly changing, with some jobs disappearing while new
claimant count the method  : jobs are created. Chapter 8 describes and explains some of the main types of

of measuring unemployment unemployment that economists recognise.
according to those people who

are claiming unemployment- i  Number,
related benefits (Jobseeker’s miNons
Allowance). 35+
Labour Force Survey a
quarterly sample survey of
households in the UK. Its
purpose is to provide

information on the UK labour
market. The survey seeks L
I | | I |
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Lhenir AR .’"‘:"'ﬁ‘ s;‘:catusk : Figure 6.4 Changes in LFS unemployment and claimant count unemployment in the
uring a period or 1=4 WaeKS. £ UK, 1992 to end of Quarter1 2014
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Two methods are used to measure unemployment in the UK. These
_ooo.nlnlllefio-ﬁill-ll--i-oo-i-l.tl: are the Clainlﬂllt Ct—)unl measure and the Labour Force Sur‘_.e)'. (LFS)
STUDY TIP

_ measure, which the UK government currently favours. The changes in UK
Make sure you appreciate the : ;nemployment, over a period starting in 1992 and ending at the beginning
difference between the LFS .
; of the second quarter of 2014, using both measures of unemployment are
and the claimant count

shown in Figure 6.4.
measures of unemployment.

Full employment
real-wage rate

Figure 6.3 Full employment in the economy
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: SYNOPTIC LINK

Employment and unemployment are explained in further detail in section 8.2
in Chapter 8.
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KEY TERMS

inflation a persistent or
continuing rise in the average
price level.

PESEFFFOBARNNES

Inflation is a general rise in average prices (a rise in the price level) across the
economy. This must not be confused with a change in the price of a particular
good or service within the economy. Goods' prices rise and fall all the time in
deflation a persistent or a market economy, reflecting consumer choices and preferences, and changing
continuing fall in the average costs. If the price of one item — say, a particular model of car — increases

i price level. : because demand for it is high, this is not inflation. Inflation occurs when
bR atias whah tha rate most prices are rising by some degree across the whole economy. A change in

: of inflation is falling, but still the price of one good may of course lead to a change in the measured rate of

{ positive. inflation, particularly if spending on the item makes up a significant fraction of

price index an index number otal Gonstanet Spencin;

showing the extent to which a
price, or a ‘basket’ of prices,

. has changed over a month,

: quarter or year, in comparison
{ with the price(s) in a base year.

. consumer prices index (CPI)

i the official measure used to

i calculate the rate of consumer
price inflation in the UK. The
CPI calculates the average
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Achieving absolutely stable prices is not necessarily the same as controlling
the rate of inflation. Absolute price stability requires a zero annual rate of
inflation, with the average price level neither rising nor falling from year to
year. Although a zero rate of inflation has occasionally been achieved, it is
extremely rare. Much more usually, in the UK at least, controlling inflation
means achieving a low inflation rate rather than absolute price stability.

For most of the last two decades, successive UK governments have aimed

to achieve a 2% inflation rate. Usually, however, the inflation rate has been
either a little above or a little below the 2% official target. On occasion,
price increase of a basket of notably in the economic downturn in 2009, there were fears that the

700 different consumer goods inflation rate would become negative. Negative inflation, which involves a
and services. : falling average price level, is called deflation. Make sure you do not confuse
deflation with disinflation, which occurs when the rate of inflation is falling
but is still positive.
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retail prices index [RPI] the
RPI is an older measure used to
calculate the rate of consumer

price inflation in the UK The changes that have taken place in the UK inflation rate between the start

Currently, the UK government of 2000 and the end of the second quarter of 2014 are shown in Figure 6.5.
isesthe Rl for the ilaxatioe : The diagram introduces you to the fact that in the UK two different price

of state pensions and welfare | indices are used to measure the rate of consumer price inflation. These are
benefits and for setting a the consumer prices index (CPI) and the retail prices index (RP1). The
monetary policy target, and the § way in which the CPI and RPI are used to measure the rate of consumer price
RPI for uprating each year the inflation are explained in section 6.3 of this chapter. (Note: indices is the
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cost of TV and motor vehicle plural of index.)
: licences, together sometimes :
: with taxes on goods suchas -
¢ alcoholic drinks. ¢
indexation the automatic 6_
i adjustment ofitems suchas i i:
i pensions and welfare benefits { | RPI
i to changes in the price level, )
§ through the use of a price index. : . cPl
:t‘nttmt.to##potiotoﬁio_ 0
\/
-2 . , | | | >
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Figure 6.5 Changes in the RPI and the CP! inflation rates in the UK, 2000 to 2014
Source: ONS
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: QUANTITATIVE SKILLS 6.2

of the CPI and the RPI, but you should appreciate the underlying features

i further detail in section 8.3 in
: of the two price indices [see section 6.3].

: Chapter 8.
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: Worked example: calculating real values from nominal values -

: In Ruritania between 2014 and 2015, the rate of price inflation was 6% and the rate of increase of nominal B

i GDP was 4%. What was the rate of increase of real GDP? E..
To answer this question, we use the equation: a
rate of increase of real GDP = rate of increase of nominal GDP - rate of price inflation ﬁ
Plugging the numbers given in the question into the equation, the rate of increase of real GDP = 4% - 6%, which S

: equals -2%. : E
=u¢¢¢9muooo tttttt 00000¢oiouowlooooqu-u-u-uﬂ-oo-booui-t-n-uu-toouoou-oum-luutcio#tﬂ-awﬂ¢t-lurnfcroouo‘oioooﬁonoout--o-a-aooutu-boo-u-u‘on— E
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} SYNOPTIC LINK i T STUDY TIP -
: Inflation is explained in : & You don't need to possess detailed technical knowledge of the construction : @
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: KEY TERMS
: balance of payments a record
of all the currency flows

into and out of a country in a

TEST YOURSELF 6.1

Table 6.2 shows both the unemployment rate and inflation rate for an
economy between 2013 and 2015.

Table 6.2

dEsddrhdah
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i .

particular time period. : Unemployment | Inflation

i currentaccount of the balance § rate (%] rate (%]
i of payments measures all the § || 2013 5.4 3.3
' currency flows into and out of 2014 4.8 4.0
: a country in a particular time & | [ 2015 4.0 4.5

period in payment for exports
and imports, together with
income and transfer flows.
exports domestically produced

goods or services sold to
residents of other countries.

imports goods or services
produced in other countries and :
sold to residents of this country. { The current account of the balance of payments contains two main sections:
balance of trade the the money value of exports, and the money value of imports (of both goods and
difference between the money : services). Changes in these over a period extending from 1992 to 2012 are shown
value of a country’s imports in Figure 6.6. Taken together, the money value of exports and imports make up
and its exports. Balance of the balance of trade. If the money value of imports exceeds the money value of
trade is the largest component exports, there is a balance of trade deficit; if the money value of imports is less

of:a.country's balance of than the money value of exports, there is a balance of trade surplus.
payments on current account.

balance of trade deficit the There are some other sections of the current account of the balance of payments,
money value of a country’s : namely income flows and current transfers. These will be explained in Chapter 8.
imports exceeds the money
value of its exports.

balance of trade surplus the
money value of a country’s

What can you conclude from the data?

EwwessserARR
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A satisfactory balance of payments

The balance of payments measures all the currency flows into and out of
an economy in a particular time period, usually a month, quarter or year. An
important part of the balance of payments is called the current account.
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The word ‘satisfactory’ can be interpreted in different ways. People sometimes
assume that a satisfactory balance of payments only occurs when the government
achieves the biggest possible current account surplus (i.e. the value of exports
exceeding the value of imports by the greatest amount). However, a country can
exports exceeds the money . y i ; 4
7 only enjoy a trading surplus if at least one other country suffers a trading deficit.
value of its imports g : , ; ,
MRS i It is mathematically impossible for all countries to have a current account surplus
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STUDY TIP
You need to possess basic
knowledge of the four sections

at the same time. Therefore, most economists take the view that a ‘satisfactory’
balance of payments is a situation in which the current account is in equilibrium,
or when there is a small surplus or a small but sustainable deficit.

(AR PR L P RSN XN A R R g ]

: of the current account of the £ hilljfn
§ _balance c_'f payments lex ports, i mmm Trade in goods Trade in services = Total
: imports, income flows or 70 -
¢ primary income and transfers or 50
: secondary income). 30-
RS S — 10 -
_u}:

..'itﬁ‘I.'llﬁ‘*.‘ilh"..""h.: _50_

SYNOPTIC LINK

: : ~70 -
: The current account of the : 60
: balance of payments is : o |
i explained in further detailin A e Vot et GEl Tt Tl Yk Pl WV g
- ; = * N N
: section 8.4 in Chapter 8. : & w&b & *P@ S *pr‘ w@b S P
B e — Figure 6.6 Changes in the UK's balances of trade in goods and services, 1992-2012
- %
h:f:_:h#}#c___—_ll
| EXTENSION MATERIAL
| Né current account and capital Tlows
There are two main parts to the balance of _ g L YL
payments: the current account and capital flows. JuwaioH ERERER" AL Ba

The current account, which includes exports and B 4 ~ —— —

imports, is so called because it measures income
generated in the current time period flowing

into and out of the economy. The second main
section, capital flows, occur when residents of
one country acquire capital assets located in
other countries. Capital flows are of two types:
direct capital flows and portfolio capital flows.

Direct capital flows and their links with the current
account of the balance of payments are illustrated o -
as follows. A few years ago, Sir Philip Greene's ,-——7—5

Arcadia Group (a British company] invested in S —— 9|
Topman shops in the USA. The payments made — - =
when purchasing the US stores were a capital
outflow. However, once Arcadia’s investment was
complete and the company’s American shops were up and running, they began to generate profits which flowed
back to Arcadia in the UK. The profits repatriated to Arcadia in the UK were an inward investment income flow (a
current account item), generated by the outward capital flow that had taken place in previous years.

The Topshop store in New York, part of the Arcadia Group
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By contrast, the payments made several years ago by Toyota when building car plants in Derbyshire were a
capital inflow from Japan to the UK. Toyota's investment is an example of inward investment or foreign direct
investment [FDI) into the UK. In this case, subsequent to Toyota's investment, profits made by the company’s
UK factories flowed out of the UK to the Japanese owners of the company. To sum up, outward capital flows
generate inward income flows, while inward capital flows usually lead eventually to outward income flows.

Portfolio overseas investment involves the purchase of financial assets [that is, pieces of paper laying claim to
the ownership of real assets] rather than physical or directly productive assets. Typically, portfolio investment
occurs when fund managers employed by financial institutions, such as insurance companies and pension
funds, purchase shares issued by overseas companies or securities issued by foreign governments. The
globalisation of world security markets or capital markets and the abolition of exchange controls between
virtually all developed countries have made it easy for fund managers and other UK residents to purchase
shares or bonds that are listed on overseas capital markets.




”..O Other macroeconomic objectives
KEY TERMS

balanced budget when
government spending equals
government revenue, which is
mostly tax revenue.

budget deficit when
government spending is greater
than government revenue.

LI AR EAT R LI LI AN Y 2

Governments may also have other objectives of macroeconomic policy, such

as balancing the budget and achieving a more equitable or fairer distribution
of income. Since the 2008/09 recession, the objective of balancing or at least
reducing the governments budget deficit has become a very important
macroeconomic objective. This will be explained in section 9.2 on fiscal policy
in the final chapter of this book.

FPPPEVIRSERP s PP b ANt GRB PSRRI TRASEEE

The opposite has been true in recent years in relation to achieving a more
equitable distribution of income. During the recession and its aftermath,

_.mm..,.......,.......,..,,. income inequalities have widened, which most people regard as inequitable.

STUDY TIP
P

Make sure you are aware that
SYNOPTIC LINK

governments have policy

objectives other than achieving Section 1.1 of Chapter 1 introduced you to the difference between positive

economic growth, low and normative statements in economics. Section 5.7 of Chapter 5 explained

unemployment, a low inflation how unequal and inequitable distributions of income illustrate the
difference between positive and normative statements. At this stage, it will

rate and a satisfactory balance
of payments. be useful to reread the two chapter sections.
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A first look at policy conflicts

Economists often argue that it is difficult, if not impossible, for a government to
‘hit’ all its desired macroeconomic objectives at the same time. Believing they can't
achieve the impossible, policy-makers often settle for the lesser goal of ‘trading
off’ between policy objectives. A trade-off exists when two or more desirable
objectives are mutually exclusive. Because the government thinks it cannot
achieve, for example, full employment and zero inflation, it aims for less than full
employment combined with an acceptably low and sustainable rate of inflation.

”i".l""i.'#lllI‘.Q‘Q'#"F..l

KEY TERMS

policy conflict occurs when two
policy objectives cannot both

be achieved at the same time:
the better the performance in
achieving one objective, the
worse the performance in
achieving the other.

trade-off between policy
objectives although it may be
impossible to achieve two
desirable objectives at the
same time, e.g. zero inflation
and full employment, policy-
makers may be able to choose
an acceptable combination
lying between the extremes,
e.g. 2% inflation and 4%
unemployment.
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Over the years UK macroeconomic policy has been influenced and constrained
by four significant conflicts between policy objectives. The main policy
conflicts and their associated policy trade-offs are:

@ between internal policy objectives of full employment and growth and
the external objective of achieving a satisfactory balance of payments (or
possibly supporting a particular exchange rate)

full employment and _‘POECY Cﬂ"ﬂictL satisfactory balance of

economic growth s Wade:atl © payments or exchange rate
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® between achieving full employment and controlling inflation
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full employmentand Policy conflict

4 - » control of inflation
economic growth and trade-off

® between increasing the rate of economic growth and achieving a more equal
distribution of income and wealth
policy conflict

economic growth - - reater income equalit
9 and trade-off g - ¥

@ between higher living standards now and higher living standards in the future

- policy conflict -
current living standards - » future living standards
and trade-off




1]

Not all objectives conflict, however. Some economists believe that, with the ‘right
policies, policy conflicts do not occur in the long run — i.e. they are compatible.

Most economists agree that these policy conflicts and trade-offs pose
considerable problems for governments in the economic short run, defined

as a period in macroeconomics extending just a few years into the future.
However, there is much less agreement about whether they need be significant
in the long run — a period extending many years into the future. Pro-free
market economists often argue that if appropriate (and successful) supply-side
policies are implemented, the main objectives of macroeconomic policy are
compatible with each other and not in conflict in the long run. (Supply-side
policies are explained in depth in Chapter 9.)
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STUDY TIP

In microeconomics in Part 1 of this book, you learnt that the short run is the
time period in which at least one factor of production is held fixed and the
long run is the time period in which all factors of production are variable.
However, in macroeconomics, economists tend generally to use the terms
in a looser way. For example, the macroeconomic ‘short run” may extend to
about 3 years into the future, with the ‘long run’ being any period longer
than that. To complicate things still further, a period known as the ‘medium
term’ is sometimes identified. This could be a period of about 18 months to
3 years into the future, separating the short run and the long run.
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How the importance attached to the
different macroeconomic policy objectives

has changed over time

The order in which the four main objectives of macroeconomic policy were
listed at the beginning of this chapter shows a broadly Keynesian ranking of
” priorities. In the Keynesian era, which extended roughly from 1945 to 1979, UK
*KEY TER M.g """"""" A governments implemented Keynesian macroeconomic policies. They believed
; Keynesian sconomists : that economic policy should be used to achieve full employment, economic
§ cllsiare cbthe soarnmmilat growth and a generally acceptable or fair distribution of income and wealth.
John Maynard Keynes, : These were the prime policy objectives, which had to be achieved in order to
who generally believe that increase human happiness and economic welfare — the ultimate policy objective.
governments should manage Controlling inflation and achieving a satisfactory balance of payments were
the economy, particularly regarded as intermediate objectives, or possibly as constraints, in the sense that
through the use of fiscal an unsatisfactory performance in controlling inflation or the balance of payments
policy. could prevent the attainment of full employment and economic growth.
pro-free market economists
opponents of Keynesian

6 THE MEASUREMENT OF MACROECONOMIC PERFORMANCE
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In the early 1980s, things changed. A new government in 1979, with Mrs
Stonpinlsts wh dislike Margaret Thatcher becoming prime mini;ter, meant that U?( gm-’e.mmems were
government intervention in the ; DOW pro-free market rather than Keynesian. In the 1970s inflation had threatened
economy and who much prefer § 1© escalate out of control, and in response UK governments placed control of

the operation of free markets, { inflation in pole position as a policy objective, relegating full employment to a
srsssssessnnnnssssess oEE——————  OWeT position in the ranking of macroeconomic policy objectives.
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KEY TERMS

monetary policy the use

by the government and its
agent, the Bank of England,
of interest rates and other
monetary instruments to try
to achieve the government’s
policy objectives.

fiscal policy the use by the
government of government
spending and taxation to try to
achieve the government’s
policy objectives.
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STUDYTIP

During your course of study,
you should try to build a good
knowledge of developments in
the UK economy and
government policies over the
15 years or so before you
started studying economics.
Knowledge of earlier economic
history may also be useful.
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Since then, UK governments have continued to give much more attention to the
need to control inflation. Indeed, in 1993, the Conservative chancellor Norman
Lamont stated that high unemployment was a ‘price well worth paying’ for
keeping inflation under control. This view was echoed in 1998 when, under a
Labour government, the Governor of the Bank of England argued that ‘job losses
in the north were an acceptable price to pay for curbing inflation in the south’.
These statements reflect the pro-free market view that, in order to maintain a high
and sustainable level of employment, inflation must first be brought under control.

The long and deep recession, which hit the UK (and many other countries) in
2008, has led to a partial revision of this view. For various reasons, which are
explained in section 8.3 of Chapter 8, inflation has generally been successfully
controlled in the UK in recent years. Since 2009, UK governments have been more
concerned with bringing about recovery from recession than with bringing the
inflation rate down below 2%. Achieving faster economic growth and reducing
unemployment have been reasserted as prime policy objectives. Chapter 9
explains how a combination of loose’ monetary policy, i.e. very low interest rates,
and ‘tight’ fiscal policy, i.e. cutting government spending in an effort to reduce the
size of the budget deficit, have dominated recent UK macroeconomic policy.

It is also worth noting that, despite a rapid increase in the UK’ balance of

payments deficit on current account, achieving a satisfactory current account
has not been viewed b}r recent governments as an important policy objective.

All this may of course change.
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: SYNOPTIC LINK

The different types of macroeconomic policy are explained and compared
in Chapter 9.
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6.2 Macroeconomic indicators
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KEY TERM

performance indicator
provides information for
judging the success or failure
of a particular type of
government policy such as
fiscal policy or monetary policy.
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Performance indicators

A performance indicator provides policy-makers with information about the
recent success or lack of success in achieving the target set for a particular type
of economic policy such as monetary policy or fiscal policy The size and rate
of change of the money supply is a commonly used monetary performance
indicator. Likewise the size and rate of change of the budget deficit is an
indicator of fiscal policy performance. Performance indicators also provide
information about whether current policy is on course to hit the future target
set for the stated policy. Performance indicators, such as information about
labour productivity and productivity gaps, can also be used to compare the
performance of the UK economy with that of competitor countries.

Performance indicators can be divided into lead and lag indicators:

® Lead indicators provide information about the future state of the economy
(stemming from the way people are currently forming their expectations).
Surveys of consumer and business confidence and investment intentions
indicate the existence of a feel-good or feel-bad factor and provide
information about the likely state of aggregate demand a few months ahead.
Statistics for house-building starts and the number of people who have
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booked expensive summer or skiing holidays several months in advance
also provide information about future spending, while data on commodity
and input prices can signal future changes in retail price inflation.

® Lag indicators provide information about past and possibly current
economic performance and the extent to which policy objectives such as
economic growth and control of inflation have been achieved. Data on
the level of GDP, and current and recent employment and unemployment
figures, provide examples of lag indicators giving information about current
and recent economic performance.

The usefulness of a performance indicator depends on whether it provides
accurate information about the state of the economy. Performance indicators
are almost always presented in the form of statistical data, for example
unemployment and growth figures in the case of lagged indicators, and
projections about the number of house-building starts in the case of lead
indicators. The accuracy of the information provided by performance
indicators is thus highly dependent on the accuracy of the statistics available
from the government and other sources.

CASE STUDY 6.3

David Smith’s skip index and other confidence indicators

Every week David Smith, the economics editor of the Sunday Times, writes an Economic Outlook column.

(You don’t have to buy the Sunday Times; highlights of the Economic Outlook column can be accessed on
David Smith’'s ECONOMICS UK.COM website on the internet.]

A few years ago, David Smith came up with the idea of a ‘skip index’, as an informal lead indicator of what
might happen to the economy in the future. However, the accuracy of a skip index can be questioned. While
an increase in the number of builder’s
skips might mean people are more
affluent and spending the money on
their houses, it might also mean that
people cannot afford to move but their
family is still growing and therefore
they have to upgrade their house. A
‘scaffolding index’ might suffer from the
same problem as a skip index. ‘ D

Another possibility is a ‘crane index’.

This is a way to gauge prosperity by -

— 1
counting the cranes on the urban

T

skyline. However, it is also possible ~
to turn a crane index on its head. An V)
increase in the number of tower cranes § = e e
may indicate over-expansion or over- o -, ._%}L e

- : R TN h
confidence — not necessarily economic SR =g . - -
growth. Another confidence indicator A ’crane index’ is a way to gauge prosperity by counting the cranes on the
is frequency of receipt of unsolicited urban skyline
letters from estate agents, claiming for
example that a ‘Mr Jones’ is desperate to buy a house in your road if you'll just give the agent a call.
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Follow-up questions

1 Canyou think of any other things that could be used to gauge the state of consumer or business confidence
in the economy?

2 Questionnaires and surveys are sometimes used for finding out what people think will happen to the
economy in the future. Why should the information provided by such surveys be treated with caution?




6.3 The uses of Index numbers

O Introduction to index numbers
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KEY TERM

index number a number used
in an index, such as the
consumer prices index, to
enable accurate comparisons
over time to be made. The base
year index number is typically
100. In subsequent years,
percentage increases cause
the index number to rise above
the index number recorded for
the previous year, and
percentage decreases cause
the index number to fall below
the index number recorded for
the previous year.

et rasttdiiorirrdbid

Earlier in this chapter, we mentioned the difference between nominal GDP (or
money GDP) and real GDP. To recap, real GDP, or real gross domestic product,
is a measure of the total quantity of goods and services produced by the
economy over a period of time, having got rid of the distortive effects of price
changes or inflation.

Changes in real GDP, along with other economic variables, are usually
expressed using index numbers. Because index numbers frequently appear
in the quantitative data you are expected to interpret in the course of your
studies, it is especially important that you build up an understanding of how
economic indices are constructed.
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Economists frequently use index numbers when making comparisons over
periods of time. An index starts in a given year, called the base year, which is
given an index number of 100. In later years or months, an increase in the size
of the variable causes the index number to rise above 100, while a fall in the
size of the variable, compared to the base year, results in the index number
falling to below 100. For example, an index number of 105 means a 5% rise
from the base year, whereas an index number of 95 means a 5% fall.
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: QUANTITATIVE SKILLS 6.3

Objective test question: understanding data presented in index numbers, GDP per head
Table 6.3 shows index numbers for GDP per head for two countries, L and M, in 2010 and 2015.

Table 6.3
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Country L
Country M
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From the data, it can be concluded that:

A GDP per head was the same in both countries in 2010

B GDP rose faster in country L than in country M

C the rate of increase in GDP per head was greater in country L than in country M
D GDP per head was higher in country L than in country Min 2015
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To answer the question correctly, it is important to appreciate that the data shows GDP per head of population,
and not the overall GDP figures for both countries. This means that although statement B could well be true, it
cannot be concluded from the data, as the rate of population growth could be slower in country M than in
country L. Statements A and D are wrong for a different reason, namely that there is insufficient information in
the data to allow us to compare across the two data series. For statement A, the index number is the same in
both countries, namely 100. The base year for both data series is probably 2010. The fact that both index
numbers are 100 tells us nothing about whether GDP per head was the same in both countries in this year. For
the same reason, we cannot conclude that GDP per head was higher in country L in 2015, simply because 115 s
a larger number than 108. This means statement D is wrong. However, while we cannot compare across the two
data series, we can compare along each series taken in isolation. The data allows us to conclude that GDP per
head increased by 15% in country L between 2010 and 2015, but only by 8% in country M. This means that

: statement C is the correct answer. :
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: QUANTITATIVE SKILLS 6.4

Objective test question: interpreting macroeconomic data

Table 6.4 shows figures for population and index numbers for inflation (CPI) and money national income (GDP
at current prices) in the years 2014 and 2015.

FEFPEPHRLRNBIBR ISR
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: Table 6.4

GDP at current | Inflation

il Year | prices index Population size
P 2014 100 75 40 million
2015 106 125 42 million |

: In 2015, compared to 2014, which one of the following statements can be inferred from the data?

A Population grew by a slower rate than prices
B The inflation price index increased by 25%

C Money GDP per head rose by 6%

D Real GDP increased

; Statement A provides the correct answer. The price level increased by nearly 67% [50/75 x 100) but population
: grew by only 5%. Statement B is wrong because the starting-off price index was 75 and not 100. Statement C is

t++SEANATAR
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S : wrong: money GDP did indeed increase by 6%, but the population grew in size by 5%, so the increase in money
,,73 : GDP per head is less than 6%. Finally, statement D is also wrong: if money GDP increased by 6% but the price
E : levelincreased by nearly 67%, real GDP must have fallen.
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O TEST YOURSELF 6.2
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Figure 6.7 Changes in labour productivity in selected high-income countries, 2007-12
1 Identify two significant points of comparison in the labour productivity of
the countries shown in Figure 6.7.
2 Find out what has happened to labour productivity in the UK since 2012.

O An example of economic indices

To illustrate how index numbers are used (and also how data presented in
index number form can be misused), we shall examine the changes that took



place in labour productivity in the USA, the Euro Area and Japan between
1985 and 2011. These changes are shown in Figure 6.8.
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Figure 6.8 Changes in labour productivity [GDP per capita), 1985-201

The blue, green and red lines in Figure 6.8 show the changes in labour productivity
that occurred in the different countries over the 26-year period covered by the
graph — though the Euro Area, or eurozone, is the group of countries that have
replaced their national currencies with the euro, rather than a single country:

There are a number of points to be aware of when interpreting the graph.
These are as follows:

® Providing you are comparing the index number for one of the years
between 1992 and 2011 with the base year index number of 100 in 1991,
the increase in the index number is the same as the percentage increase over
the data period you are looking at. In 2011, for example, the index number
for US labour productivity was approximately 135, compared to the base
year index of 100. This represents a 35% increase in US labour productivity.

® However, a change in the index numbers is not the same as a percentage change
when a comparison is made with a year other than the base year. Consider, for
example, the change in US labour productivity between the end of 2009 and
2011. The index increased from approximately 133 to approximately 135, i.e. a
2-point increase. However, this does not mean that there was a 2% increase in
labour productivity over the 2-year period. To calculate the percentage change
over the 2-year period, we use the following formula:

change in index points

PeTCCHIRgE INCTEase:» index number for 2000 e
or: 5
133 x 100 = 1.48%

Likewise, the percentage change in US labour productivity between the
beginning of the data series in 1985 and 1991 is not the same as the change in
index points of approximately 9.5:

chan&e in index points
index number for 1985

percentage increase = x 100

or.

9.5
905 % 100 = 10.49%
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TEST YOURSELF 6.3

Using Figure 6.8, calculate the percentage change in labour productivity in:
(a) the Euro Area over the whole period extending from 1985 to 2011

(b) Japan between 2007 and 2009

® When interpreting a graph such as Figure 6.8, students often wrongly
believe that the data shows levels of labour productivity in the different
countries, Based solely on the information in the graph, it is wrong to
conclude, for example, that labour productivity was higher in the USA
than in the Euro Area and in Japan in every year between 1992 and 2011.
Of course, if information is available on levels of labour productivity in
each country in one of the years in the data series, it would be possible to
decide whether or not labour productivity was higher in the USA than in
the other countries. (Note that the blue line showing the US index of labour
productivity lies above the green and red lines showing the indices for the
Euro Area and Japan, for all years except the base year index number of 100
in all the countries. This means that if we can establish that the level of US
labour productivity was higher in one year in the data series, it must also
have been higher in all the years from 1985 to 2011.)

® An even sillier mistake would be to conclude that labour productivity was
the same in all the countries shown in the graph in 1991, simply because the
index number for all the countries was 100 in that year. 1991 is the chosen
base year for all the countries, so the index number for each country is 100.

® Although, for the reason stated, index number data, taken on its own, does not
permit a comparison of absolute levels of labour productivity, it does allow us
to compare relative changes in labour productivity in the different countries.
Figure 6.8 tells us, for example, that as labour productivity increased by
just under 26% in the Euro Area between 1991 and 2011, but only by
approximately 13% in Japan, the rate of growth of labour productivity was
higher over the whole period in the Euro Area compared to Japan.

TEST YOURSELF 6.4

Using Figure 6.8, compare the relative changes in labour productivity:
(a) in the USA and Japan over the period 1985-91
(b) in the USA and the Euro Area over the period 1999-2007
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O The consumer prices index (CPI) and the
retail prices index (RPI)

Although economic indices are used to show changes taking place over a
number of years of real economic variables such as real GDP and labour
productivity, they are best known for showing changes in prices. The two price
indices that you need to understand in some detail are the consumer prices
index (CPI) and the retail prices index (RPI). For many years, the RPI was

the measure of the average price level of consumer goods and services, and
was used in the UK for calculating the rate of consumer price or retail price
inflation. In recent years, the CPI has replaced the RPI, not only for measuring
the average price level and the rate of consumer price inflation, but also when
setting the government’s target rate of inflation, and for purposes such as
uprating pensions and other welfare benefits, and sometimes public sector pay.
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CASE STUDY 6.4

The construction of the consumer prices index (CPI)

The following passages have been extracted from A Brief Guide to Consumer Price Indices published by the
Office for National Statistics (ONS] in 2013 and accessible on the ONS website www.ons.gov.uk.

Consumer price inflation is the speed atwhich the prices of the goods and services bought by households rise or fall.
Consumer price inflation is estimated by using price indices. The CPl measures price changes, not price levels. Itis
therefore expressed in terms of the comparison of prices relative to 2005, when the index is given a value of 100.

The national shopping basket’

A convenient way of thinking about the CPI is to imagine a very large 'shopping basket” full of goods and services on
which people typically spend their money: from bread to ready-made meals, from the cost of a cinema seat to the

price of a pint at the local pub, from a holiday in Spain to the cost of a bicycle. The content of the basket is fixed for a
period of 12 months, however, as the prices of individual products vary, so does the total cost of the basket. The CPI,

as a measure of that total cost, only measures price changes. If people spend more because they buy more goods
this is not reflected in the index.

Considerable care is taken to ensure that the shopping basket is kept up-to-date and is representative of people’s
spending patterns: the places and shops we go to, the goods and services that we buy and the amounts we spend on them.

‘Representative items’

Itis impractical and unnecessary to monitor the price of every product sold in every single shop. The prices of similar
items can reasonably be assumed to move in line with one another in response to market forces. It is therefore
sufficient to compile the index using prices of a large and varied sample of products in selected locations. The goods
and services for which prices are recorded are called ‘representative items’.

The CPl is compiled using around 700 separate representative items. Their movements are taken to represent the
price changes for all goods and services covered by the index, including those for which prices are not specifically
monitored. There are, for example, several items in the basket covering purchases of bread — such as a large white
sliced loaf and large wholemeal loaf — that are combined together to estimate the overall change in bread prices.

Collection of data and comparing ‘like with like’

Itis important that the index calculations are based on ‘like for like’ comparisons of prices each month for each of
the items in the basket. Around the middle of each month, price collectors record about 100,000 prices for around
520 items consisting of specified types of goods and services. The price collectors visit a variety of shops in around
150 locations throughout the UK. Most local shops are visited in person to collect prices at first hand, although some
work is done by telephone. The price collectors go to the same shops each moenth, noting the prices of the same
products, so that over time they compare "like with like'. For many goods and services it is more efficient to collect
prices centrally at the ONS. Information on charges such as those for football admissions, water supply, newspapers
and rail fares — about 80,000 prices for 190 items in all — are obtained from central sources and used in the CPI.
Prices for some large chain stores that have national pricing policies are also collected centrally at ONS.

However, some brands or varieties of particular products priced at the start of the year may not be available in

later months. This is commen in markets where the rate of technological progress is high, as is the case with many
electronic goods, or where consumer tastes change rapidly, for example in clothing. When particular products do
disappear from the market, care is taken to ensure that replacements are of broadly comparable quality so that price
comparisons are not distorted.

Explicit adjustments are made, for example, in the case of personal computers, where most replacement models
are of higher quality than their predecessors. A rise in price might be accompanied by improvements in processing
speed for example. In this case, an index which did not take account of improved quality would show higher inflation
than an index that does adjust for quality change.

The system of ‘weighting’

We spend more on some things than others, so we would expect, for example, a ten per cent increase in the price of
petrol to have a much bigger impact on the CPIl than a similar rise in the price of tea. For this reason, the components
of the index are ‘weighted’ to ensure that it reflects the importance of the various items in the average shopping
basket, and the amounts we spend in different regions of the country and in different types of shops.
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It is important that the index is representative and kept up-to-date. The basket of goods and services is therefore reviewed
every year, helping to ensure that the CPI calculations more accurately reflect UK shopping and purchasing patterns.

Follow-up questions

1 What is meant by ‘weighting’ in the construction of a price index such as the CPI?
2 Why may changes in a price index such as the CP| or the RPI not provide an accurate measure of the rate of
inflation for an individual, for example a pensioner?

(@ e

CASE STUDY 6.5

Recent changes to the CPl shopping basket

Currently, around 180,000 separate price quotations are used every month in compiling the consumer prices
index, covering around 700 representative consumer goods and services. The 700 representative goods and
services fall into the 12 commodity divisions shown in Table 4.5.

Table 6.5 Allocation of items to CPIl divisions in 2014

Representative

CPlweight [%) | items [% of total)

1. Food & non-alcoholic beverages 112 23
2. Alcohol & tobacco 4.5 4
3. Clothing & footwear 7.2 "
4. Housing & household services 12.9 5
5. Furniture & household goods 6.0 10
6. Health 2.4 3
7. Transport 15.2 b
8. Communication 3. 1
9. Recreation & culture 14.4 17
10. Education 2.2 1
11. Restaurants & hotels 12.0 8
12. Miscellaneous goods & services 8.8 1

The selection of the 700 representative items
in the shopping basket is based on a number
of factors, which include ease of finding and
pricing the product; availability throughout
the year; and the amount spent on a particular
item or group of items.

The most notable entrant into the CPI shopping
basket in 2014 was 'DVD rental/video on demand
subscription services’, reflecting the growth

of products such as Amazon Instant Video or
Netflix. Other notable additions included fruit
snack pots, flavoured milk, mixer drinks and
canvas shoes, while hardwood flooring and
takeaway coffees have been removed (although
takeaway lattes remain in the basket).

-

Follow-up questions The ONS collects information on a 'shopping basket’

1 Why is it impractical to measure each month price changes for all the goods and services bought in the
UK economy?
2 In 2014, manual car washes have replaced automatic car washes in the CPI shopping basket. Suggest

reasons why manual car washes have grown at the expense of automatic car washes.




ACTIVITY

Construct a questionnaire on
family spending for members
of your family to answer. The
questions should ask for
details of total family income
in a ‘typical week’, i.e. nota
week just before Christmas,
and on spending on all the
items in Table 6.5. Compare
your results with the data in
Figure 6.9. Suggest and
explain reasons for any
significant difference
between the spending
pattern of your own family
and the spending pattern of
the average family shown in
Figure 6.9.

OEn

ACTIVITY

Research updates on the items in the CPl representative sample and the
weights attached to each item in the year you are studying economics.
Refer to websites such as the ONS and The Guardian websites. Revisions

to the CPI shopping basket are published usually in late March each year.

The average family

The goods and services in the CPl and RPI shopping baskets and the weights
attached to them are meant to reflect the spending patterns of the ‘average
British family’. In so far that there is such a thing, the ONS calculated in 2013
that in 2012 the average British household spent £489 each week (see Figure
6.9). This was £7.70 less than it spent in 2011, reflecting the fact that with
most peoples wages and salaries rising at a slower rate than inflation, most
families and households were poorer in real terms. The data, taken from a
survey of over 5,000 households, also showed how an average family’s money
was spent. The largest single item of spending was on housing, fuel and power
(L68 per week), followed by spending on transport (£64.10). 2012 was the
first year since 2001 in which housing, fuel and power headed the list of
family spending. Previously, transport topped the list. However, the fact that
interest spending on mortgages was not included in the figures means that the
data should be interpreted in a rather guarded way:

Housing, fuel and power

Transport
Recreation and culture

£61.5

Food and non-alcoholic drinks

Restaurants and hotels

Miscellaneous goods and
services

Household goods and services
Clothing and footwear

£56.8

£40.5
£38.4

£28.5

£23.4

£13.8

. £126

. £6.8
. 64

Communication

Alcoholic drinks, tobacco
and narcotics

Education
Health

Other £68.3

Figure 6.9 How the "average family’ spent £48% aweek in 2012
Source: ONS

TEST YOURSELF 6.5

Using Figure 6.9, calculate family spending on (al housing, fuel and power,
and [b) education as ratios of the average weekly family spend on
consumer goods and services in 2012. Why do you think family spending on
education was so low?
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EXTENSION MATERIAL

Other economic indices

The ONS publishes other economic indices besides the CPl and the RPI. The CPIl and the RPI both look at the
prices of hundreds of items people spend money on, such as food and cinema tickets, but they exclude housing
costs and mortgage interest payments. In 2012, the ONS introduced a new price index to counteract criticisms
that the main weakness of the CPI is that it does not reflect many of the costs of being a house owner, which

make up about 10% of a typical family’s average spending. The new index is called the CPIH where the letter
'H’ stands for housing.

In recentyears, as Figure 6.5 shows, the rate of inflation measured by changes in the RPI| has been greater
than the rate of inflation measured by the CPI.

The ONS also publishes a number of price indices which are not directly related to changes in consumer
prices. These include producer price indices (PPI], which measure changes in input and output prices of goods
bought and sold by UK manufacturers. Input prices are prices of materials and fuels bought; output prices,

also known as ‘factory gate prices’, are prices at which goods are sold.

Other indices constructed by the ONS measure changes in a range of economic variables including output per
worker or labour productivity mentioned earlier in this chapter. The ONS also publishes the Index of Production,
which measures the volume of production at base year prices for the manufacturing, mining and quarrying
and energy supply industries,

The ‘Footsie’ index

Economic and financial indices are also published by non-government organisations. Perhaps the best known
in the UK is the FTSE 100index, often called the Footsie"index. The FTSE 100 is an index composed of the 100
largest companies listed on the London Stock Exchange [LSE]. The index is seen as a good indicator of the
performance of major public companies (PLCs). The FTSE Group which produces the index is 50/50 owned

by the Financial Times and the London Stock Exchange (hence FTSE — FT and SE). Although the FTSE 100 is
the most famous index the company produces, the FTSE Group also calculates over 100,000 other indices,
covering markets around the world, every day. In the UK, the other FTSE indices include the FTSE 250 (the
next 250 largest companies after the FTSE 100) and the FTSE All-Share index.

One point to note about the FTSE 100 index is that it was launched in 1984 with a base year value of 1,000,
Usually, as we have seen, the base year index number in an economic index is 100. However, as the FTSE 100
index shows, this does not have to be the case. Also, unlike most other indices, including those published by
the ONS, the FTSE 100 index has never been rebased. [Rebasing means that the base year used in an index
is changed every few years, with the index number 100 being assigned to the new base year.] On Monday 14
July 2014, the FTSE 100 index stood at 6746.1, or just below its then all-time peak of 6950.6 on 30 December
1999. The fact that the FTSE index has never been rebased allows us to see the index as a barometer of UK
economic performance over the last three decades.

Figure 6.10 shows how the FTSE 100 index has risen (and at times fallen] over the years between 1985 and
2014. However, the graph does not show how the composition of the UK’s 100 leading companies has changed
over that period. Companies are promoted into and relegated from the FTSE index every 3 months. Back in
1984, the index was dominated by the UK's
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leading manufacturing companies. This is no 7000 - 7000
longer the case. Leading manufacturers have 6000 - | 6000
either disappeared or have been taken over by
foreign companies. To figure in the FTSE index, 29001 R
a company’s shares have to be quoted on the 4000 - L 4000
London Stock Exchange. When a UK company is
taken over and becomes a subsidiary of an AN T
overseas-based company, it disappears from 2000 - L 2000
the FTSE index. These days, the FTSE 100

1000 | | I | | | 1000

companies are largely energy companies, retail
companies and other service industry
companies. Figure 6.10 Changes in the FTSE 100 index between 1985 and 2014

1985 1990 1995 2000 2005 2010 2013
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‘ « A policy objective is a target or goal which a government aims to achieve
or "hit’.

* The main macroeconomic policy objectives are full employment,
economic growth, a fair distribution of income and wealth, control of
inflation and a satisfactory balance of payments on current account.

. » Fullemployment and economic growth are the prime policy
objectives, but many pro-free market economists place control of
inflation in pole position.

« Whatever the ranking of policy objectives, improving economic welfare
or human happiness is the ultimate policy objective.

|« Sometimes governments have other policy objectives such as balancing
the budget and achieving a more equitable distribution of income and
wealth.

* As the name indicates, a performance indicator, such as changes in the
level of unemployment, provides information on how the economy is
performing.

« Economic indices are often used by economists to measure changes in
economic variables occurring over time.

* Price indices are especially important in economics, particularly the
consumer prices index [CPI) and the retail prices index [RPI).

|« Inflation indices are used when measuring changes in real GDP.

+ A representative sample of goods [sometimes call the national ‘'shopping
basket’] and a system of weights are used in the construction of the CPI

and the RPI.
Questions
1 With the help of a PPF diagram, explain the difference between short-term and long-term economic
growth.

2 Distinguish between an objective and an instrument of macroeconomic policy. Explain two
macroeconomic policy objectives.

3 Explain two of the main conflicts affecting macroeconomic policy, and how a government might trade
off between achieving these ijectives.

4 Explain the differences between inflation, deflation and disinflation. When did deflation last occur in the
UK economy?

5 What is the difference between a deficit and a surplus on the current account of the balance of
payments? Which does the UK have today, and how large is it?

6 Briefly explain how a price index is constructed.
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How the macroeconomy
WOrkKS
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This chapter is about macroeconomic theory. The two main bodies of
macroeconomic theory, or macroeconomic models, are explained in some
detail. These are the circular flow and the aggregate demand/aggregate
supply [AD/AS] models of the economy. The chapter then goes on to look at
related macroeconomic concepts, such as the components of aggregate
demand [consumption, investment etc.] and the multiplier concept. The final
two chapters of the book will continue the task introduced in this chapter

of applying macroeconomic theory to the analysis of current economic
problems and the evaluation of government economic policies. :
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LEARNING OBJECTIVES
This chapter will:

FissseswsssFFraas
AEsE+RABE R

YRS PSP FAITFISROSTT
Frr T rTIII 1LY

BdddddhaibE

TesTFFER

e
d & & &3

* explain the meaning of national income and what it measures

* introduce and explain the circular flow macroeconomic model of how the
economy works

» analyse the effect of changes in injections and withdrawals of demand
on national income

* introduce and explain the aggregate demand/aggregate supply (AD/AS)
macroeconomic model

e investigate aggregate demand and aggregate supply in greater detail

= explain the multiplier process
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7.1 The circular flow of Income
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National income

Chapter 6 mentioned that gross domestic product (GDP) is perhaps the best
known measure of national income or national output. This chapter starts by
exploring the concept of national income in rather more detail.

National income, national output and national product

Economists use the terms national income and national output (also called
national product) interchangeably. To produce the flow of national output, the
economy must possess a stock of physical capital goods (the national capital
stock) and a stock of human capital, together with stocks of the other factors
of production: land and entrepreneurship.
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STUDYTIP

Make sure you don’'t confuse wealth, which is a stock at a point in time, with
income, which is a flow generated over a period of time. Wealth is the stock
of assets, or things that have value, which people own.
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mg'""""""'""""""‘ The national capital stock is part of the stock of national wealth, which

satisnal supitatisback the comprises all physical assets owned by the nation’s residents that have value. The

stock of capital goods, such as national capital stock includes capital goods, together with social capital such as the
: roads, hospitals and schools which are owned by the state. However, the national

buildings and machinery, in the : ; : ;
capital stock excludes consumer goods, which are a part of national wealth but not

economy that has accumulated :

point in time,

wealth the stock of assets
which have value at a point in
time, as distinct from income
which is a flow generated over
a period of time.

national wealth the stock of
all goods that exist at a point in
time that have value in the

(TR 2t 2 Y]

Figure 7.1 shows how we can relate a country’s national income or output
(e.g. in 2016) to the national capital stock and the human capital stock. In the
figure, national income in 2016 is shown as the area contained by the three
rectangles A, B and C. We will now assume that at the beginning of 2016, the
economy operates on its production possibility frontier. This means there is no
unemployed labour, and the economy is working at full capacity to produce
the flow of national income shown by A + B + C.
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: Make sure you understand the difference between stocks and flows. :
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The national capital stock is the stock of capital goods that has accumulated
over time in the economy. By contrast, national income is the flow of new
output produced by the stocks of physical and human capital and other
factors of production.
Net investment that Income available for
enlarges the capital stock consumption and current
living standards
Replacement investment
to replace worn-out capital
National income is
the flow of new
A B C output produced
by the stocks of
physical capital
capital stock capital
(part of
national wealth)

Figure 7.1 National income and the stocks of physical and human capital

However, part of the national capital stock wears out in the course of producing
QK"EI“Y"IT"E"IR"MIL g‘““““"""""""'“5 20165 national income. Worn-out capital (or the depreciation of the national
: _ capital stock) reflects capital consumption. To maintain the size of the capital
national income the flow of : . ;
stock, so that (in the absence of population growth and technical progress) the
new output produced by the . ; ' : . ‘ !
> : . stock is capable of producing exactly the same size of national income in 2016
economy in a particular period , . : _
le.g. a year] as in 2015, part of 20165 national output must be replacement capital goods.
. The spending on replacement investment is shown by area A. If this investment
national output the same as , ; : : W . :
: : doesn't take place, the national capital stock shrinks in size. Negative economic
national income, namely the , . o . R
flow of new output produced growth occurs and the economy’s production possibility frontier shifts inward.

by the economy in a particular
period (e.g. a year).

national product another
name for national income and
national output.
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Positive economic growth generally requires that investment takes place, over
and above the replacement investment shown by rectangle A in Figure 7.1. The
extra investment needed to enlarge the capital stock is shown by rectangle B.
This is called net investment. Gross investment (shown by A + B) is the sum of
replacement investment and net investment. Only net investment increases the
size of the capital stock, thereby facilitating long-run (positive) economic growth.
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_’"""""""""""""": Rectangle C shows the fraction of national income available for consumption
: KEY TERM ; o s i’ :
: in 2016. A decision to sacrifice current consumption in favour of a higher
consumption total planned : .

. level of future consumption means that more of society’s scarce resources
spending by households on Sl : h ot P g ot 41 el
consumer goods and services ; 80 into investment or the production of capital goods, enabling the nationa

capital stock to increase in size. However, in the short term, the easiest way

produced within the economy. i ,
iravsssnerranssassers o—— O INCTEAsE living standards is to boost current consumption. This ‘live now,

pay later’ approach sacrifices saving and investment, which ultimately reduces

long-term economic growth.
EXTENSION MATERIAL
The difference between national income and GDP

Students often confuse gross national income [GNI] with GDP, though GDP is now the most commonly used
measure of national income. Both reflect the national output and income of the economy. The word ‘"domestic’
in gross domestic product indicates that GDP is the flow of output produced domestically within the economy.
However, some British residents and companies receive income from assets they own in other countries.
Likewise, some of the income produced within the UK flows out of the country to overseas owners of assets
located within the UK. Gross national income takes account of these income flows; GDP does not.
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ACTIVITY

Each year comprehensive details on national income for a recent year are
published by the Office for National Statistics [ONS]. To get a flavour of

the details, access on the internet ‘Chapter 01: National Accounts at a
Glance” and then download and save the PDF document with the same
title. At your leisure, scan-read the PDF document and paste and save
any interesting tables or graphs.

_ ................................................................................................

SYNOPTIC LINK

Chapter 6 explained the difference between nominal GDP and real GDP.
The same difference separates the concepts of nominal national income

: and real national income. Nominal national income measures national

: output at the current prices, but these usually rise each year in line with
inflation. To get rid of the effects of rising prices, nominal national income
must be converted into real national income. Real national income grows
when more goods and services are produced, i.e. if economic growth is
taking place, or when technical progress improves the quality of goods.
Because the distortive effect of inflation has been removed, growth of real
national income is a better measure of national economic performance
than growth of nominal national income.
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7 HOWTHE MACROECONOMY WORKS
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National income = national output = national
expenditure

National income, national output and national expenditure measure the flow of
new output produced in the economy in three different ways. National output
measures the actual goods and services produced by the economy; national
income measures the incomes received by labour and other factors of production
when producing the goods and services; and national expenditure shows the
spending of these incomes on the goods and services. Since they are three different
ways of measuring the same things (the flow of new output), it follows that:

national income = national output = national expenditure



O A simple circular flow model of the
macroeconomy

The simple circular flow model, illustrated in Figure 7.2, assumes that
there are just two sets of economic agents in the economy: households and

Households

1

' "
Labour and i

Income other factor Goods Consumption

services :

i i

: '

Firms

Figure 7.2 A simplified circular flow diagram of a two-
sector economy

Withdrawal

ds Consumption

i/ Investment

Injection

Households

?

~

]
Labour and
Income other factor Go

services
\ ;
w
Firms

Figure 7.3 Introducing saving and investment into the
circular flow of income

firms. The model pretends that the government and foreign
trade don't exist. This is a model of a two-sector economy,
or a closed economy with no government sector. The
dashed flow lines in the figure show the real flows occurring
in the economy between households and firms. Households
supply labour and other factor services in exchange for
goods and services produced by the firms. These real flows
generate money flows of income and expenditure, shown by
the solid flow lines.

All the income received by households (shown by the left-hand
flow curve of the diagram) is spent on consumption (shown by
the right-hand flow curve).

Figure 7.3 is a more realistic version of Figure 7.2, because
it shows households saving as well as consuming, and firms
investing in capital goods. When households save part of
their incomes, people are spending less than their incomes.
Saving, which is an example of a leakage or withdrawal
from the circular flow of income, is depicted by the upper
of the two horizontal arrows in Figure 7.3. The lower of the
two horizontal arrows shows investment, or spending on
machinery and other capital goods, which is an injection of
demand into the economy:
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KEY TERM

closed economy an economy
with no international trade.

saving income which is not spent.

withdrawal a leakage of
spending power out of the
circular flow of income into

savings, taxation or imports.

investment total planned
spending by firms on capital
goods produced within the
economy.

injection spending entering
the circular flow of income as
a result of investment,

government spending and
exports.
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O A first look at the concept of equilibrium

national income

If planned saving (or the planned withdrawal of spending) equals planned
investment (or the planned injection of spending into the flow), national
income is in equilibrium, tending neither to rise nor to fall. However, if the
withdrawal exceeds the injection, the resulting net leakage of spending from
the circular flow causes output and income to fall. Likewise, if the withdrawal
is less than the injection, the resulting net injection of spending into the
economy causes output and income to rise.

Savings can be hoarded, or the funds being saved can be lent for others to
spend. Hoarding — for example, keeping money under the mattress — means
that a fraction of income is not spent. This can lead to deficient aggregate
demand in the economy, which means there is too little demand to buy the
output the economy is capable of producing. Because they cannot sell some
of the goods and services they have produced, firms reduce their output and
national income falls.

However, if all savings are lent, via financial intermediaries such as banks, for

firms and other consumers to spend, planned saving may end up equalling
planned investment. With this outcome, national income remains in
equilibrium and there is no reason why the level of income should fall.
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In the two-sector circular flow model, national income is in equilibrium when:

planned saving = planned investment

Or:

S=1]

However, because households and firms have different motives for making
their respective saving and investment decisions, there is no reason why,
initially, household saving should exactly equal the amount firms plan to
spend on capital goods (i.e. investment). Consider, for example, a situation
in which planned saving is greater than planned investment (S > I). In this
situation, the national income or output circulating round the economy is in
disequilibrium, with withdrawals out of the system exceeding injections of
spending into the flow of income, and national income will fall.

EXTENSION MATERIAL
Keynes and deficient aggregate demand

If planned saving by households exceeds planned investment by firms, there is a danger that deficient
aggregate demand may cause the economy to sink into a recession. In the 1930s, during the Great Depression,
John Maynard Keynes argued that if household savings are not lent to finance spending by others, particularly
investment by firms, the level of income or output circulating round the economy falls. This reduces saving,
until planned saving equals planned investment and equilibrium is restored, albeit at a significantly lower
level of national income. The economy ends up in recession. Keynesian economists used the same analysis as
part of their explanation of the 2008/09 recession, arguing that a liquidity crisis and an associated collapse of
consumer and business confidence were responsible for the collapse in aggregate demand.

Pro-free market economists, who generally reject Keynesian theory, believe that deficient aggregate demand
only exists as a temporary and self-correcting phenomenon. They argue that when deficient aggregate demand
occurs, the rate of interest, rather than the level of income or output, falls, quickly restoring equality between
saving and investment intentions. When interest rates fall, people save less because saving becomes less
attractive. At the same time, firms invest more in new capital goods because the cost of borrowing has fallen.

Back in the 1930s, Keynes agreed that a fall in interest rates can bring about equality between saving and
investment but he believed the process to be slow. In the very long run it may work, but, in Keynes's memorable
phrase, ‘in the long run we are all dead’. Keynes argued that when planned leakages of demand from the
circular flow of income exceed planned injections of demand into the flow, the level of income or output falls to

restore equilibrium. According to Keynes, deficient aggregate demand is the cause of recessions.

O Bringing the government sector and the
overseas sector into the circular flow model

The simple circular flow model we have looked at is unrealistic because it
ignores how the domestic government and the rest of the world are sources
of both injections of demand into, and withdrawals of demand from, the
circular flow of income. Government spending is an injection of spending into
the economy. Taxation, which takes spending power away from the people
being taxed, is a withdrawal or leakage of spending. Exports and imports
result from the fact that we live in an open economy, i.e. an economy open to
_............................. international trade. Exports, which result from people living in other countries
' KEY TERM buying goods produced in Britain, are an injection into the circular flow. By
Open economy an economy contrast, imports, or spending by UK residents on goods produced overseas,
open to international trade. are a withdrawal from the circular flow. Spending on imports stimulates the
economies of other countries rather than the UK economy.
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Figure 7.4 shows the effect of bringing the activities of the government and
overseas sectors into the circular flow model

Withdrawals

Households % Saving
" A Taxation
H : Imports
- (S+T+M)
Labour and -
Income other factor Goods Consumption
snrv!ons -
|
i ]
v : (1+G+X)
Elrins Investment

- Government spending
Injections  Exports

Figure 7.4 The circular flow of income in an economy with a government sector and an
overseas sector
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In this extended circular flow model, national income is in equilibrium,
tending neither to rise nor to fall, when:

saving + taxation + imports = investment + government spending + exports
or:
S+T+M=1+G+X

However, whenever:

S+T+M>1+G+X

a net withdrawal or leakage of demand out of the circular flow occurs, which
in Keynesian analysis causes the equilibrium level of national income to fall.

And when:
S+T+M<I+G+ X

a net injection of demand into the circular flow occurs, which causes the
equilibrium level of national income to rise.
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STUDY TIP

Economists use the letters ¥, C, S, [, G, T, X and M as shorthand, respectively
for the macroeconomic variables income, consumption, saving, investment,
government spending, taxation, exports and imports. Make sure you don't
confuse S, used in the circular flow model as the shorthand for saving, with
its microeconomic use as the shorthand for ‘'supply’. Section 7.2 below also
introduces the concept of aggregate supply, for which the shorthand is AS.
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ACTIVITY

Draw a circular flow diagram for a closed economy comprising
households, firms and the government.

TEST YOURSELF 7.1

In an economy, savings are £10 billion, investment is £12 billion, taxes are
£8 billion, imports are £13 billion, government spending is £6 billion, and
exports are £11 billion. What is the net injection of demand into the circular
flow of income, or the net withdrawal of demand from the circular flow?
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EXTENSION MATERIAL
Building and using economic models

Much of this chapter is about macroeconomic models: the circular flow model we have just explained, and
the AD/AS macroeconomic model we are about to investigate. Model building is one of the most fundamental
analytical techniques used by economists. Economic theory is based on developing economic models which
describe particular aspects of the economic behaviour of individuals, groups of individuals and, in a macro
context, the whole economy.

A model is a small-scale replica of real-world phenomena, often incorporating a number of simplifications. An
economic model simplifies the real world in such a way that the essential features of an economic relationship or
set of relationships are explained using diagrams, words and often algebra. Models are used by economists first
to understand and explain the working of the economy, and second to predict what might happen in the future.

A good economic model simplifies reality sufficiently to allow important and often otherwise obscure
economic relationships to be studied, away from irrelevant detail or ‘background noise’. The danger is that
reality can be oversimplified, with the resulting model failing to reflect in a useful way the world it seeks to
explain. Economic modelling involves the art of making strong assumptions about human behaviour so as to
concentrate attention and analysis on key economic relationships in a clear and tractable way, while avoiding
an excessive oversimplification of the problem or relationship to be explained.

The ultimate purpose of model building is to derive predictions about economic behaviour, such as the
prediction of demand theory that demand will increase when price falls. Economic controversy often exists
when models generate conflicting predictions about what will happen in a given set of circumstances. For
example, a model of the labour market which predicts that the supply of labour increases as wages rise
carries the policy-making implication that a cut in income tax, being equivalent to a wage rise, creates an
incentive to effort and hard work. Under alternative assumptions, the model could predict the opposite: that,
as wages rise, workers begin to prefer leisure to work and react to the tax cut by working less.

It may often be possible to accept or dismiss a model of economic behaviour on the basis of common sense or
casual observation of the world around us. Economists now usually go further, using sophisticated statistical
tests to evaluate empirically the model’s predictions. Good economic models or theories survive the process
of empirical testing (which is part of a branch of the subject called ‘econometrics’], whereas models or
theories shown to be at odds with observed behaviour must be revised or discarded.
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STUDY TIP

Many macroeconomic
guestions can be addressed by
using the circular flow model,
the AD/AS model, or both.
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SYNOPTIC LINK
: Measures of economic performance in Chapter 8 and different economic

' policies in Chapter 9 are explained and analysed using one or both of the
i macroeconomic models [circular flow and AD/AS) explained in this chapter.
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Introducing the AD/AS macroeconomic

CEER.......... model of the eco nomy
KEY TERMS

reflationary policies policies
that increase aggregate demand
with the intention of increasing
real output and employment.

In recent years, the AD/AS model has become the preferred theoretical
framework for the investigation of macroeconomic issues. The model is
particularly useful for analysing the effect of an increase in aggregate demand
on the economy: It does this by addressing the following question: will
inflation a continuing rise in expansionary fiscal policy and expansionary monetary policy be reflationary
the price level. policies, increasing real output and jobs, or will the price level increase
rrerrrrasarrersrane e s 1115t€2d (1.€. Will the policy result in price inflation)? Before returning to
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this question in later sections of the chapter and in Chapter 9, we shall re-
introduce the concept of equilibrium national income and take a close look
at aggregate demand.

O A second look at the concept of
o equilibrium national income
KEY TERMS

equilibrium national income
the level of real output at
which aggregate demand
equals aggregate supply

[AD = AS). Alternatively, it is
the level of income at which
withdrawals from the circular
flow of income equal injections
into the flow. Also known as
macroeconomic equilibrium.

aggregate demand the total
planned spending on real
output produced within the

: economy.
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There are two ways of approaching the concept of equilibrium national income
(or macroeconomic equilibrium). We have already seen how national income
is in equilibrium when planned injections into the circular flow of income
equal planned withdrawals of demand from the flow of income circulating
round the economy The second approach defines equilibrium national income
in the aggregate demand/aggregate supply (AD/AS) model of the economy.
Equilibrium national income occurs when the aggregate demand for real
output equals the aggregate supply of real output, i.e. where AD = AS. This is
illustrated in Figure 7.5 at point X, where the AD curve intersects the AS curve.
The equilibrium level of real output is y,, and the equilibrium price level is P,.
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: KEY TERM

aggregate supply the level of real national output that producers are
prepared to supply at different average price levels.
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EXTENSION MATERIAL

The link between the two ways of defining equilibrium
national income

Equilibrium national income is a state of rest, or a situation in which, unless something changes to disturb the level
of income circulating round the economy, once reached, the level of income remains at its equilibrium level. This
can be expressed in two ways. First, as a situation in which injections into the circular flow of income match
withdrawals or leakages out of the flow; or, second, as a situation in which total planned spending of all the

economic agents in the economy (AD] exactly equals the level of real output that producers plan to supply (AS).

If either the AD curve or the AS curve shifts to a new position, the point of
equilibrium national income will change. Figure 7.6(a) shows the effect of a
rightward shift of the AD curve, with equilibrium national income moving
from point X to point Z. By contrast, the Figure 7.6(b) shows the effect of a
leftward movement of the AS curve, with equilibrium national income moving
from point X to point V.

Price 1 (a) Price } (b) Price 4
level AS lovel AS, level AS2 sq
1
P, Z v
X Pz X
) & Py Py
AD,
AD 3 AD; ADF
> > o
e 4 Real 0 Y1 ¥z Real o Ya n Real
national national national
output output output
Figure 7.5 Equilibrium national Figure 7.6 Shifts of, and adjustments along, AD and AS curves, showing movements to

income occurringwhen AD =AS new points of equilibrium national income



O Demand-side and supply-side economic
shocks

An economic shock is a sudden unexpected event hitting the economy,
disturbing either aggregate demand (a demand shock) or aggregate supply

(a supply shock). In some cases, an outside shock may affect both aggregate
demand and aggregate supply. Thus, looking at the UK economy, the outbreak

”m..mm................... of a war in the Middle East, for example, may affect demand by causing a
KEY TERM sudden collapse in consumer and business confidence, and aggregate supply

economic shock an unexpected via itS EEEECI on thﬂ supply and pI'iCEl Of crude Dil.
event hitting the economy.
Economic shocks can be
demand-side or supply-side
shocks (and sometimes both)]
and unfavourable or favourable,

@

CASE STUDY 7.1

Storms battering the UK could cost £15 billion and plunge the country back into recession

In February 2014 the Bank of England Governor Mark Carney declared that flooding would affect the UK's
economic outlook. The storms could cost Britain £15 billion — and more bad weather could even plunge the
UK back into recession. Mr Carney warned: ‘There’'s a big human cost. There’s the disruption to economic
activity that we see just through transport, but farming clearly will be affected for some time.’
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STUDY TIP
You should build up knowledge of four or five economic shocks which have
affected the UK economy in recent years.
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Flooding can
cause economic

cshocks
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Richard Holt, of Capital Economics, who calculated the potential £13.8 billion storm damage, warned that
more heavy weather could tip the UK back into recession. Heavy snow caused a 0.5% dip in national output in
2010, he pointed out. Holt went on to say, ‘It's too soon to estimate the economic cost of the flooding but the
fact that the geographic area currently at risk accounts for perhaps 13% of our economy means there has to
be an impact — especially since the UK's economic recovery is not completely secure.’

Follow-up questions

1 The winter storms that hit the UK in 2014 provide an example of a supply-side economic shock. Name two
similar shocks originating from natural disasters.

2 Usually when we think of shocks hitting an economy, we think only of harmful adverse shocks. However,
some shocks are favourable and have a good effect on the economy. Briefly describe one example.




/.3 The determinants of
aggregate demana

O The components of aggregate demand

Consumption, investment, government spending and net export demand
(spending on UK exports by residents of other countries minus spending
on imports by UK residents) form the components of aggregate demand.

If any of the components change, aggregate demand increases or decreases.
The four components of aggregate demand are often shown in the
following equation:

aggregate demand = consumption + investment + government spending +
exports (net of imports)

_IQQ’&'###I'ili‘lti#'#"ll“‘##

KEY TERMS

consumption total planned
spending by households on
consumer goods and services
produced within the economy.

rate of interest the reward for
lending savings to somebody
else (e.g. a bank] and the cost
of borrowing.

or:

AD=C+I+G+(X-M)
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where C, I, G, X and M are the symbols used respectively for planned
consumption, investment, government spending, exports and imports.

We shall now look at the first two of the components of aggregate demand —
consumption and investment. We shall explain government spendings role as
a component of aggregate demand in the section on fiscal policy in Chapter 9
and the role of exports and imports in the section on the balance of payments
on current account in Chapter 8.
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Consumption

Aggregate consumption is spending by all the households in the economy
” on consumer goods and services. Whenever members of households
jrrmmmmm———"t - make decisions about whether or not to spend on consumer goods, they
STUDYTIP ; L4 :
: are simultaneously deciding whether or not to save. A determinant of

Make sure you don't confuse &y : ,

consumption, a consumption is also a determinant of household saving. If we assume a closed

macmeconm'“i ¢ concept, with economy — pretending that there are no exports or imports — and that there

the microeconomic demand is no taxation, then at any level of income, households can only do two things

curves explained in Chapter 2. i With their income: spend it or not spend it. Spending income is consumption,
sertecesserravasereses whereas not spending income is saving,
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In the next paragraphs, we explain a number of factors influencing
consumption and saving. These include interest rates (the reward for saving),
the level of income, expected future income, wealth, consumer confidence and
the availability of credit.

Interest rates

The rate of interest rewards savers for sacrificing current consumption, and
the higher the rate of interest, the greater the reward. Thus, at any particular
level of income, the amount saved will increase as the real rate of interest rises
and the amount consumed will fall.

Level of income

An important, and perhaps the main, determinant of both consumption and
saving is the level of income. This is often called the Keynesian theory of



consumption and saving. In 1936, in his explanation of the causes of the Great
Depression, John Maynard Keynes wrote:

The fundamental psychological law, upon which we are entitled to depend

with great confidence. . .is that men are disposed, as a rule and on average, to
increase their consumption as their income increases, but not by as much as the
increase in their income.

In Keynes’s view, as income rises, although absolute consumption rises,
consumption falls as a fraction of total income, while the fraction saved
increases. Therein lies the cause of recessions, according to Keynes: too much
saving and too little spending,

Expected future income

The Keynesian consumption theory just explained is sometimes also called
the ‘absolute income’ consumption theory because it assumes that the most
important influence on consumption is the current level of income. However,
the current level of income in a particular year may have less influence on a

_............................... person’s planned consumption than some notion of expectﬁd income over a
KEY TERM much longer time period, perhaps extending over the individuals remaining

life-cycle theory of lifetime or life cycle.
consumption a theory that
explains consumption and
saving in terms of how people
expect their incomes to
change over the whole of their
life cycles.

dhbdideddddbididd i b

People plan a large part of their savings on the basis of a long-term view of
their expected lifetime or permanent income, and of likely spending plans
over the remaining length of an expected life cycle — this is the life-cycle
theory of consumption. Temporary fluctuations in yearly income generally
have little effect on forms of saving such as contributions to pension schemes
and to the purchase of life insurance policies.
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Wealth

The stock of personal wealth, as well as the flow of income, influences
consumption and saving decisions. In countries such as the UK and the USA,
houses and shares are the two main forms of wealth asset that people own. An
increase in house prices usually causes homeowners to consume more and to
save less from their current flow of income, partly because the wealth increase
‘does their saving for them’. Rising house prices generally increase the amount
of borrowing taking place in an economy, partly through house buyers taking
out large mortgages to secure a house purchase. The additional borrowing
finances extra consumption, not only on the houses themselves but on items
such as furniture and new bathrooms and kitchens. Additionally, some owner-
occupiers who do not wish to move house may take out a larger mortgage on
the house they live in, and then spend what they borrow, for example on new
cars and holidays. This is called equity withdrawal. In this context, the word
‘equity’ means ‘wealth’. Borrowing against the value of a house reduces the
amount of equity Tocked up’ in peoples houses.
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Also, rising house prices induce a ‘feel-good’ factor among property owners,
which leads to a consumer spending spree in the shops. Conversely, falling
house prices have the opposite effect, increasing uncertainty and precautionary
saving via a ‘feel-bad’ factor.

When share prices rise, share owners also become wealthier and may finance
extra consumption by using borrowed funds. However, this effect is less
noticeable in the UK, where houses rather than shares are the main household
wealth asset. Stock market crashes have the opposite effect to booming share
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KEY TERMS

availability of credit funds
available for households and
firms to borrow.

credit crunch occurs when
there is a lack of funds
available in the credit

market, making it difficult for
borrowers to obtain financing,
and leads to a rise in the cost
of borrowing.

distribution of income the
spread of different incomes
among individuals and
different income groups in the

economy. :
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prices, reducing the wealth of shareholders, and thence their consumption.
In the summer of 2007, a dramatic fall in share prices occurred in the USA,
and then in other countries, including the UK. A year later, in 2008, falling
house and share prices, accompanied by a collapse in consumer and business
confidence, ushered in recession in the USA and then in other countries such
as the UK.

Consumer confidence

The state of consumer confidence is closely linked to people’s views on
expected income and to changes in personal wealth. When consumer
optimism increases, households generally spend more and save less, whereas a
fall in optimism (or a growth in pessimism) has the opposite effect.

Governments try to boost consumer (and business) optimism to ward off
the fear of a collapse in confidence by ‘talking the economy up’ and by
trying to enhance the credibility of government economic policy. If the
government is optimistic about the future, and people believe there are
good grounds for this optimism, then the general public will be optimistic
and confident about the future. However, if people believe the government
is pursuing the wrong policies, or if an adverse economic shock hits the
economy in a way that the government can't control, confidence can
quickly dissipate.

The availability of credit

Besides the rate of interest, other aspects of monetary policy, such as controls
on bank lending, affect consumption. If credit is available easily and cheaply,
consumption increases as people supplement current income by borrowing
on credit created by the banking system. Conversely, a tight monetary policy
reduces consumption. The financial crisis that occurred in 2007 and 2008,
which arose from bad debts in the US sub-prime market, had this effect in the
UK and the USA. In the so-called credit crunch, interest rates rose and the
supply of credit dried up, with banks refusing to supply applicants with new
credit cards or mortgages.

Distribution of income

Consumption and saving are also influenced by the distribution of income
within an economy: Rich people save a greater proportion of their income than
poor people; redistribution of income from rich to poor therefore increases
consumption and reduces saving,

Expectations of future inflation

It is not easy to predict the impact of inflation on consumption. However,
uncertainty caused by fears of rising inflation increases precautionary saving
and reduces consumption, It may also, however, have the opposite effect.
Households may decide to bring forward consumption decisions by spending
now on consumer durables such as cars or television sets, thereby avoiding
expected future price increases. People may also decide to borrow to finance
the purchase of houses if they expect property prices to appreciate at a rate
faster than general inflation. In this situation, and particularly if the real rate of
interest is low or negative, people often decide to buy land, property and other
physical assets such as fine art and antiques as a ‘hedge’ against inflation, in
preference to saving through the purchase of financial assets.
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Speculative demand for housing
occurs because house prices rise
faster than general inflation
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STUDYTIP

Make sure you appreciate how
consumer confidence and
business confidence affect
economic activity.
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ACTIVITY

Survey the other members of your economics class to find the
proportions of their incomes they spend on consumption and save (a] in a

typical week and [b) in the week before Christmas. Ask them how they
save.
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CASE 5TUDY 7.2

The ‘credit crunch’ and recession

The financial crisis which hit the world economy in 2007 started in the US
housing market where banks had lent money to sub-prime borrowers.
When these borrowers couldn’t repay their loans, or even the interest

on them, the banks were left with bad debts, as were other financial
institutions that had bought ‘packages’ of bad debt from the banks.
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This infected the entire financial system and meant that banks stopped
lending to each other — creating the credit crunch. The first UK bank to
be affected by the seizing up of financial markets was Northern Rock,
which had to be rescued by the British government. (A few years later, the
government sold the bank to Virgin Money.] A lack of mortgages meant
the market began to stagnate and the properties that did change hands
went for less than they would have done a few months previously. This
increased the amount of negative equity in the economy.
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Follow-up questions

1 Explain the underlined terms: sub-prime borrowers; credit crunch;
negative equity.

2 Find out about how the UK housing market has fared since 2012.




The personal savings ratio and the household
savings ratio
The personal savings ratio measures the actual or realised saving of the

personal sector as a ratio of total personal sector disposal income:

realised or actual personal saving
personal disposable income

personal savings ratio =

The household savings ratio is used in a similar way. It measures
households’ realised saving as a ratio of their disposable income. However,
the personal savings ratio and the household savings ratio are not the same.
The personal sector is more than just households, including unincorporated
businesses such as partnerships and charitable organisations such as
independent schools.

Economists and the government are interested in how much of their incomes
people plan to save and to consume in the near future, as this provides
important information about what lies ahead for the state of aggregate
demand. Because it is difficult to measure people’s plans accurately, the
personal savings ratio calculated for the most recent past period is generally
used as an indicator of what people wish to do in the future.
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CASESTUDY 7.3

Changes in the UK household savings ratio

Figure 7.7 shows that the UK household savings ratio
fell, though with some volatility, between 2010 and
2014, bottoming out at under 6% early in 2013 and
again early in 2014. Annually for 2013, the household
savings ratio was 6.4%, compared with 8.0% in 2012.
As part of a general revision of official national income
statistics published in September 2014, the household
savings ratio was revised up across all periods as a
result of changes being made in line with international
standards adopted by all European Union countries.
On average, the annual and quarterly savings ratio
between 1997 and 2013 is 3.7% higher than previously
published levels. The official statistics published
before the 2014 revision had shown a negative savings
ratio early in 2008, just before recession kicked in. Quarter 1 1987 to Quarter 2 2014

Negative saving occurs if people borrow more than Source: ONS
they save. This is called dissaving.

One of the factors affecting household savings is people’s uncertainty about the future. People who fear job
losses, or who expect to suffer a fall in future income, are likely to save more for precautionary reasons.
They want a ‘'nest egq’ to protect themselves from the loss of future income. This means that savings ratios
generally rise in recessions, unless overridden by other factors such as the need to borrow more so as to
maintain spending levels and current standards of living and lifestyles.

Follow-up questions

1 How have very low interest rates affected the savings ratio?
2 Research what has happened to UK savings ratios since 2014.
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TEST YOURSELF 7.2
Figure 7.8 shows the personal savings ratio in the USA between 1970
and 2012.
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Figure 7.8
Which of the following can be concluded from the data?
A Total personal savings were lower in the USA in 2012 than in 1970.
B Personal savings and income both fell in the USA over the whole
data period.
C The US personal sector saved a smaller percentage of its income in
2005 than in 2010.
Explain your answer.,

Investment

In everyday speech, investment is often used to describe a situation in which a
person ‘invests' in stocks or shares, paintings or antiques. In economic theor}f,
the term has a narrower and more specific meaning. In the aggregate demand
equation, investment is planned demand for capital goods, which must not be
confused with demand for financial assets such as shares and bonds, which is
a form of saving. The latter is called financial investment, but is not the same
as demand for physical capital needed for the production of other goods and
services. Finally, by providing or improving education and training, firms and
the government can invest in human capital.

It is important to remember that capital is a stock concept, but investment is a
flow. We can measure the national capital stock at any particular point of time.
It represents the total of all the nation’s capital goods, of all types, which are
still in existence and capable of production. By contrast, we measure the flow
of investment over a period, usually a year.

” A country’s gross investment includes two parts: replacement investment (to make
STUDY TIP i good depreciation or capital consumption), which simply maintains the size of the

Make sure you don't confuse existing capital stock by replacing worn-out capital, and net investment, which

investment with savings. adds to the capital stock, thereby increasing productive potential. Along with
..m.............m._i technical progress, net investment is one of the engines of economic growth.

The difference between saving and investment

Economists make a clear separation between saving and investment, even
though in everyday language the two terms are often used interchangeably.
Whereas saving is simply income that is not spent on consumption, investment
is spending by firms on capital goods such as machines and office equipment.
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As a simplification, economists often assume that households make saving
decisions, while firms make investment decisions. Firms invest when they buy
capital goods such as machinery However, firms also save, for example when
they store profits in a bank account without spending them.

Factors influencing investment decisions
Investment in physical capital goods is of two types:

@ investment in fixed capital, such as new factories or plant, and social capital
such as roads and socially owned hospitals
® inventory investment in stocks of raw materials, semi-finished goods and

finished goods

The new capital goods created by new fixed investment often have an
economic life extending many years into the future. The future is always
uncertain and the further we go into the future the greater the uncertainty.
When deciding whether or not to go ahead with a fixed investment project in,
for example, new machinery, firms need to form views on:
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® cxpected future sales revenue attributable to the investment project

® expected future costs of production resulting both from the rate of interest
paid for borrowing the funds to finance the initial investment, and from the
future maintenance costs

® the future profit the investment is expected to yield, which is the expected
future sales revenue stream minus the investment'’s expected future costs.
Estimating expected future profit is complicated by the fact that a value has
to be placed now on profits expected perhaps many years into the future.

Other factors that influence investment decisions, besides factors such as the
rate of interest, include the following:

@ The relative prices of capital and labour. When the price of capital rises (for
example, when the prices of capital goods or rates of interest rise), in the long
run firms adopt more labour-intensive methods of production, substituting
labour for capital. A decrease in the relative prices of capital goods has the
opposite effect. If the price of capital goods or interest rates falls, firms switch
to capital-intensive methods of production, so investment increases.

® The nature of technical progress. Technical progress can make machinery
obsolete or out of date. When this happens, a machine’ business life becomes
shorter than its technical life: that is, the number of years before the machine
wears out. A sudden burst of technical progress may cause firms to replace
capital goods early, long before the end of the equipment’s technical life.

® The adequacy of financial institutions in the supply of investment funds.

As mentioned, many investments in fixed capital goods are long-term
investments that yield most of their expected income several years into
the future. These investments may be difficult to finance because of the
inadequacy of the financial institutions that provide investment funds. Banks
have been criticised for favouring short-term investments and being reluctant
to provide the finance for long-term investments. Likewise, the stock market
may favour short-termism over long-termism, although in recent years the
growth of new methods of lending to firms has provided an important source
of medium- to longer-term finance. In recent years, private equity finance has
emerged to provide an important source of medium- to longer-term finance.
® The impact of government policies and activities on investment by the
private sector. Governments also provide funds for firms to borrow to
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finance investment projects, though at the same time they tax firms, for
example by levying corporation tax. Arguably, however, when choosing
whether to invest in or support investment projects, governments may

be better at ‘picking losers’ than ‘picking winners'. In the past, UK
governments have sometimes provided investment funds to rescue jobs
in loss-making and uncompetitive industries that ought to be allowed to
continue their decline. Government ministers and their civil servants may
make bad investment decisions because, unlike entrepreneurs, they don't
face the risk of being bankrupted as a result of poor decision making.

CASE STUDY 7.4

The emergence of private equity finance

Until quite recently, it was not usually possible for a private company to finance expansion by extending significantly
its share capital or equity, while still remaining a private company. When an ambitious private company wanted to
raise a large capital sum, there were normally only two options. The company could either borrow and increase

its debt or extend its share capital by going public with a flotation on the stock exchange. However, this has now
changed and a new financial services industry made up of private equity finance firms has come into existence.

Typically, a private equity finance firm invests a significant sum of money in a private company, in return

for shares which are highly illiquid as long as the company receiving the funds remains private. Part of the
deal might be that the company — having successfully grown as a result of the capital injection — eventually
becomes a public company or PLC. The private equity finance provider could then sell its stake in the client
company and take its profit. The funds released may be used by the private equity finance firm to invest in
another start-up private company needing long-term funding.

The late 1990s and the early 2000s witnessed a massive growth of private equity finance in the USA and the
UK. Most of this growth was fuelled by an activity very different from that just described of promoting the
growth of small start-up private companies. Instead, the private equity companies borrowed money from
institutional investors and used the borrowed funds to finance leveraged [and often hostile) takeovers of
established public companies. Once ownership had been transferred to the private equity company, the
victim company might be broken up. Its assets would be sold and its workers sacked, to release the funds
needed to pay back the borrowed funds that had financed the takeover.

For some, this represented asset stripping, short-termism and the pursuit of private greed. But for others,
private equity finance was simply a new and more efficient vehicle for engineering the restructuring of
capitalism, that is: shifting productive assets from a less efficient to a more efficient use. Private equity
finance suffered a decline 2008, as a result of the credit crunch, which decimated financial businesses
that had relied for their success on borrowed funds. However, in the period of recovery following the 2008
recession, private equity finance began once again to experience rapid growth.

Follow-up questions

1 Find out the meaning of a leveraged hostile takeover bid.
2 What is ‘asset stripping’?

O The accelerator theory of investment

The accelerator theory stems from the assumption that firms wish to keep a

” relatively fixed ratio, known as the capital-output ratio, between the output they

: KEY TERM

AR FERTNARA#FEEERN

-
-
*
-
*
-
*
*
+*
-
-
-
E
-
-
-
*
-
*
E ]
-
-
-

are currently producing and their existing stock of fixed capital assets. For example,
if 4 units of capital are needed to produce 1 new unit of output, the capital-output

accelerator a change in the gy y .
g ratio is 4 to 1. The capital-output ratio is the accelerator coefficient.

level of investment in new
capital goods is induced by a
change in the rate of growth of
national income or aggregate
demand.

To understand why the theory is called the accelerator theory, consider the
following;

@ If national output grows by a constant amount each year, firms invest in
exactly the same amount of new capital each year to enlarge their capital
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_ stock so as to maintain the desired capital-output ratio. From year to year,
STUDY TIP the level of investment is therefore constant.

You can use the acceleratorto : ® If the rate of growth of output accelerates, investment also increases as firms
explain why investment in : take action to enlarge the stock of capital to a level sufficient to maintain the
capital goods is a more volatile desired capital-output ratio.

or unstable component of @ Conversely, when the rate of growth of national output decelerates,

aggregate demand than investment declines.
consumption.
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Aggregate demand affects the rate of growth of national income. As aggregate
demand and national income change, firms adjust their stock of capital to maintain
the capital-output ratio at 4 to 1. Relatively slight changes in the rate of growth of
national income or output cause large absolute rises and falls in investment.
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: STUDY TIP

Don’t confuse the accelerator with the investment multiplier. Whereas the
accelerator theory helps to explain how a change in national income or
national output causes investment to change, with the multiplier there is a
reverse relationship, i.e. a change in the level of investment leads to a

larger change in national income.
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/.4 Aggregate demand and the
level of economic activity
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O What is economic activity?

Economic activity can mean many things, but we shall think of it as centring
on the production and consumption of goods and services in the economy,
together with the employment of the labour, capital and other inputs that
produce output.

O Aggregate demand and economic activity

AD/AS diagrams can be used to illustrate how changes in aggregate demand affect
the level of real output, but they don't directly show the employment levels at

each level of real output. However, the main link between aggregate demand and
employment is simple. When real output increases, firms generally have to employ
more workers to produce the additional goods and services that the output
increase involves. Convers