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Economics can help to explain real-world events, issues and problems, such as why:

® the most expensive can of Coca-Cola, made for astronauts, is $1250 per can!

@ the world’s fastest car, the Bugatti Veyron, is priced at a cool €1.95 million ($2.57m)

@ the price of a bus fare is relatively low

® the average doctor, lawyer, pilot or dentist has high earnings

@ private-sector firms do not supply street lighting and public roads

® Zimbabwe has no official currency

@ diamonds (a non-essential product) are expensive whereas water (a vital good) is not

® farm workers (who harvest products essential for life) are paid low wages whereas bankers (who produce
nothing of real substance) are paid high salaries.

Economics helps to explain everyday issues that occur in a constantly changing global environment. Tt is a
dive’ subject and you are encouraged to watch the news and read newspapers to refresh the case studies you
learn in class. Up-to-date, real-life examples greatly enhance your answers in examinations.

How this book can help you
This book has been written with the international student in mind.

@ It explains economic theory using real-life examples and case studies from around the world.

® The activities you to i igate real-life ications of ics as a dynamic
subject in your local environment as well as globally. They enable you to extend your learning of the
subject, both within and beyond the classroom environment.

® The ‘Study tips’ encourage critical thinking and emphasise the need to be able to present and justify an
opinion, underpinned by economic principles and theories.

® The ‘Exam practice’ questions are designed for you to experience the types of question you are likely to
get in an examination.

® The end-of-chapter review questions, which correspond with the chronological order of the text, are
intended to encourage you to read, reflect and write your own answers. Therefore, there are no suggested
answers for these comprehension-type questions.

@ Definitions of key terms feature throughout the book and are collated at the end of each chapter as a
glossary.

What's on the CD-ROM?
The CD-ROM contains:

® suggested answers to all the exam practice questions*

® weblinks for you to explore the topics and companies mentioned further
® a glossary of all key terms contained in the book, as a useful revision tool
® interactive activities to test the key terms of the syllabus

® exam techniques and further tips and advice for success.

Enjoy studying this course and using this coursebook!

Paul Hoang and Margaret Ducie

*The questions, example answers, marks awarded and/or comments that appear in this book and CD were written by the authors. In examination,
the way marks would be awarded to answers like these may be different.
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Basic economic problem:

choice and the allocation of
resources

Chapter

1 The basic economic problem




The basic economic problem

By the end of this chapter, you should be able to:

define the nature of the economic problem (finite resources and unlimited
wants)

define the factors of production (land, labour, capital, enterprise)

define opportunity cost and analyse particular circumstances to illustrate the
concept

demonstrate how production possibility curves can be used to illustrate choice
and resource allocation

evaluate the implications of particular courses of action in terms of
opportunity cost.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The nature of the economic problem

In every country, resources are limited in supply and decisions have to be made

by gove firms (busi and individuals about how to allocate scarce
resources to satisfy unlimited needs and wants. This is the basic economic problem
that exists in every economy: how to allocate scarce resources to satisfy unlimited
needs and wants (see Figure 1.1).

unimied Imied _ sarel
+ SO - 2

Figure 11 The real cause of the economic problem

An economic good is one that is limited in supply, such as oil, wheat, cotton, housing
and cars. Free goods are unlimited in supply, such as the air, sea, rain water, sunlight
and public domain web pages.

Activity

Make a list of ten goods which are limited in supply (economic goods) and a second list of
goods which are unlimited in supply (free goods). How many goods can you think of that
are unlimited in supply?

Economics s the study of how resources are allocated to satisfy the unlimited needs
and wants of individuals, governments and firms in an economy.
The three main economic agents or decision-makers in an economy are:

® individuals or households
® firms (businesses that operate in the private sector of the economy)
@ the government.



The basic economic problem

The three basic economic questions addressed by economic agents are:
1 What to produce.
2 How to produce it.
3 For whom to produce it.
Firms and individuals produce goods and services in the private sector of the
economy and the government produces goods and services in the public sector.
Governments, firms and individuals both produce and consume goods and services.
For example, the government might provide education and health care services for
the general public.

Goods are physical items such as tables, clothing, toothpaste and pencils. Services
are non-physical items such as haircuts, bus journeys, telephone calls and internet
access.

Activity

Make a list of the goods and services provided by the public sector of your economy.
Identify the goods and services that are free to individuals and those for which you have
1o pay.

List which goods/services could be provided by a private firm as well as by the public
(government) sector.

Compare and contrast the aims and objectives of a government-funded swimming pool
and a private health and leisure club.

o =

IS

Needs are the essential goods and services required for human survival. These include
nutritional food, clean water, shelter, protection, clothing and access to health care
and education. All individuals have a right to have these needs met and this is stated
in Articles 25 and 26 of the United Nations Universal Declaration of Human Rights,
which was drafted in December 1948.

Article 25

Everyone has the right to a standard of living adequate for the health and
well-being of himself and of his family, including food, clothing, housing and
medical care and necessary social services, and the right to security in the event
of unemployment, sickness, disability, widowhood, old age or other lack of
livelihood in circumstances beyond his control.

Article 26

Everyone has the right to education. Education shall be free, at least in the
elementary and fundamental stages. Elementary education shall be compulsory.
Technical and professional education shall be made generally available and higher
education shall be equally accessible to all on the basis of merit.

‘Wants are goods and services that are not necessary for survival. An individual’s
‘wants, or desires, tend to be unlimited as most people are rarely satisfied with what
they have and are always striving for more. Wants are a matter of personal choice and
human nature.

‘World Bank figures (2012) suggest that 3 billion of the world’s inhabitants live on
less than $2.50 per day and that their basic needs are not being met. In contrast, the
richest 20 per cent of individuals receive 75 per cent of world income. The study of
economics can help to explain why this happens and offer possible solutions to the
basic economic problem.



Basic economic problem: choice and the allocation of resources

Study tips

The first letters of
the four factors
of production
spell the word
CELL. Thisis a

these four factors.

Activity

1 Make a list of your wants and needs.

2 Are there any needs that you could actually survive without?

3 Are there any wants that might be considered as needs?

4 Identify a shortage of any good or service in your economy. Explain why the shortage
has occurred.

Factors of production

Production of any good or service requires resources. These are divided into four

categories, known as the factors of production:

1 Land refers to the natural resources required in the production process (such as
oil, coal, water, wood, metal ores and agricultural products).

2 Labour refers to the human resources required in the production process (such as
skilled and unskilled labour).

3 Capital refers to the manufactured resources required in the production process
(such as machinery, tools, equipment and vehicles).

4 Enterprise refers to the skills a business person requires to combine and manage
successfully the other three factors of production and the ability to undertake risk.

Factors of production: land, labour, enterprise and capital

The factors of production required in the production of a can of Coca-Cola are as
follows:

® Capital: machinery, tools, a factory building and trucks to transport the
drinks.

® Enterprise: the skills necessary to organise the production process successfully and
to motivate workers so that they work to the best of their ability.

® Labour: people to work on the production line, perform administrative tasks and
manage the company.

@ Land: the natural resources required to make Coca-Cola (such as sugar, water and
caffeine).



The basic economic problem

Production of all goods and services requires the four factors of production in varying
proportions. For example, in a school, capital resources and labour are required in
greater quantities than land (natural resources). By contrast, production of soft drinks,
such as Coca-Cola, requires a large amount of machinery and therefore this process
is capital intensive (see Chapter 11) as it requires more machinery (a capital resource)
than labour.

An architectural practice designs buildings. It requires qualified architects
to design the buildings and technicians, skilled in using computer-aided design
software, to produce drawings. Computers, software, office space and enterprise
are required to design high-quality creative buildings and to attract customers. Tt
is labour intensive (see Chapter 11) because it requires a larger amount of human
resources compared with ical resources and equi

Primary, secondary and terfiary sectors of industry
An economy is divided into three sectors of industry (see Figure 1.2):

® Primary sector — this contains firms that extract raw materials from the Earth
(e.g. farming, fishing and mining).

® Secondary sector — this contains firms that:
0 manufacture goods and change raw materials into finished products
0 construct buildings, roads and bridges.

® Tertiary sector — this contains firms that provide services to the general public and
other firms (such as retail shops, doctors, dentists, schools, hairdressers, advertising
agencies, lawyers, financial advisers, insurance companies and banks).

health cote:
Figure 1.2 The three sectors of industry

The primary, secondary and tertiary sectors of an economy are interdependent (they
are dependent upon each other), as a firm cannot operate without using goods and
services from all three sectors of industry to make its goods or services and to sell
them to the final customer. The three sectors of industry are linked together in what
is known as a chain of production.



Basic economic problem: choice and the allocation of resources

Consider the textbook that you are
currently using, What is the chain of
production of a book and which of the
sectors does each stage of the process
use? The raw material for the book comes
from forests and trees. The growing and
cutting down of the trees is a primary
industry. The wood is formed into pulp
and turned into paper in a paper mill,
which is a secondary sector industry.

The paper is then used when the book is
printed, which is another secondary sector
industry. The book is transported to shops
where it is sold, both processes being
tertiary sector industries (see Figure 1.3).

Felling trees
Paper mill
Printing works
Books transported
bylorry

Books being
sold in a shop

Figure 1.3 The chain of production of a book

(Case Study: Yellow Moon )

Yellow Moon is an independent jewellery shop that is located in Pondicherry, India.
The business owners design and make the jewellery in their workshop and it s sold to
customers from its store and via the internet through the firm’s website.

The following table shows examples of goods and services from the primary, secondary
and tertiary sectors that are necessary for Yellow Moon to operate successfully. The firms in
each sector represent links in the chain of production.

Activity/Sector Examples of goods/services required

Primary. Silver, gold and semi-precious stones

Secondary, Designers and jewellery makers to create the jewellery products
Tertiary

‘Advertising, insurance, banking and finance, transport of finished
goods, website designers and a shop to sell the jewellery

-

(Activity B
Refer to the case study above.

Identify the factors of production required by Yellow Moon to operate its business.
Produce a table like the one above for:

2) a mobile phone manufacturer

b) a fast food restaurant chain

\__ 9 a shop selling kitchen equipment.

[




The basic economic problem

Opportunity cost

Opportunity cost is a very important concept in economics. Opportunity cost is
the cost measured in terms of the next best choice given up when making a decision.
Every choice made has an opportunity cost because in most cases there is an
alternative. Some examples of opportunity cost are as follows:

@ The opportunity cost of taking IGCSE Economics is the other subject you could
be studying instead.

@ The opportunity cost of visiting the cinema on Saturday night is the sum of money
you could have earned from babysitting for your neighbour instead of going to the
cinema.

@ The opportunity cost of building an additional airport terminal is the public
housing for low-income families that the same government funds could have been
used for.

@ The opportunity cost of a school purchasing 100 laptops for use in the classroom
might be the science equipment that cannot be bought as a result.

Case Study: Government spending in Hong Kong

In the 2013 Hong Kong Budget, the government announced the following:

« 17 per cent of the budget would be spent on infrastructure

17 per cent on education

« 14 per cent on social welfare

« 12 per cent on health care.

The government raises a finite amount of taxation revenue and must decide how much
of the budget to allocate to each area of public spending. There is an opportunity cost
attached to the decisions made, as increased spending in one area may lead to decreased
spending in another.

Opportunity cost can be represented on a diagram known as a production

possibility curve (PPC). The PPC represents the maximum amount of goods

and services which can be produced in an economy, if all resources are used

efficiently. It ive capacity i output) of an economy.
Assume a country called Tullassa can only produce two types of good: wooden

furniture and olive oil. Tullassa has a limited amount of land, labour and capital.

In Figure 1.4, if producers wish to increase production of olive oil from O, to O,

then the amount of wooden furniture manufactured will have to decrease from

Wy to W. The opportunity cost of producing an extra O; — O, litres of olive ol is

therefore W — W; tonnes of wooden furniture. The production possibility curve is

usually drawn concave as, in order to produce more litres of olive ol it is necessary

to give up an increasing amount of wooden furniture, thus reflecting the increasing

opportunity cost.
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A~ Al resources ddiccted fo the production of wooden funitre

B — Al resources dedicated fo the production of olve o

€~ W, tonnes of wooden furniture are produced alongside O ltes of olve oi

D ~ W fonnes of woodsn fumiure and O are lies of olive ol are produoed

E — This point i beyond the production possibilfy curve and lies ouiside te productive capacilyof the
economy, 5o it i unatfainable

F — This poin s withn the productive capacily ofthe economy and production of baih olive of and wocden
furiure can increase wihout any opporunity cost as some factors of producion are ot being used

Figure 1.4 The production possibility curve (PPC) of Tullassa

Increases in the productive capacity of a country

There has been advancement in technology in Tullassa, which means that yields

of olive oil and the productivity of furniture makers have increased. In Figure 1.5,
the PPC shifts outwards, from PPC, and PPC,, and represents an increase in the
productive capacity of Tullassa. With the same amount of factors of production, more
can be produced.

(1onnes]

Wooden lumiture

e Olie ol fires)
Figure 1.5 An outward shift of the PPC

Decrease in productive capacity of a country

A powerful storm hits Tullassa and destroys a large percentage of the factories and
buildings. Much of the olive crop is destroyed and transport links are interrupted.
In Figure 1.6, the PPC shifts inwards from PPC, to PPC, and represents a decrease
in the productive capacity of Tullassa.
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(Iprnes)

Olive ol {lfres)

Figure 1.6 An inward shift of the PPC

Exam practice

Low-lying areas of Bangladesh are prone to flooding each year. Crops are lost and
thousands of people lose their homes. During times of severe flooding, roads and

railways are damaged and farmers find it impossible to get their dwindled crops to
market.

1 Draw a PPC diagram to show the impact of flooding on the productive capacity

of Bangladesh. [4]
2 On the diagram, draw a point where some of the factors of production will

be idle. m
3 On the diagram, draw and label a point that is unattainable. M
Figure 1.7 summarises the basic economic problem.
land labour capitl enterprise

\\

BASIC ECONOMIC PROBLEM

limited resources.

unlimited wants
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¥
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Figure 1.7 Summary: the basic economic problem



Basic economic problem: choice and the allocation of resources

Chapter review questions

1 What is the difference between a need and a want?

2 What is meant by the basic economic problem?

3 How is the term ‘opportunity cost’ defined?

4 What factors of production are required to construct a road?

5 How would a firm producing running shoes answer the three basic economic
questions?

6 What are the three sectors of industry?

7 What is meant by productive capacity?

8 What is a production possibility curve used to show?

Key terms

The basic economic problem is how to allocate scarce resources to satisfy unlimited needs

and wants.

The chain of production describes how businesses from the primary, secondary and tertiary
sectors work interdependently to make a product and sell it to the final customer.
Economic agents are households (private individuals in society), firms that operate in the
private sector of an economy and the government (the public sector of an economy).
Economic goods are those which are limited in supply.

Free goods are goods which are unlimited in supply, such as air or sea water.

Goods are physical items such as tables, cars, toothpaste and pencils.

Interdependence means that the three sectors of industry are dependent upon each other
and cannot operate independently to produce goods and services.

Needs are goods that are essential for survival.

Opportunity cost is the cost of the next best opportunity foregone when making a
decision.

The production possibility curve (PPC) represents the maximum amount of goods

and services which can be produced in an economy, i.e. the productive capacity of the
economy.

Services are non-physical items such as haircuts, bus journeys, telephone calls, and internet
access.

Wants are goods and services that are not necessary for survival but are demanded by
economic agents.
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@ Economic systems

By the end of this chapter, you should be able to:
® describe the allocation of resources in market and mixed economic systems
® evaluate the merits of the market system.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Economic systems
An cconomic system describes the way in which an economy is organised and run,
including alternative views of how resources are best allocated. A key question in
economics is the extent to which a government should intervene in the economy or
leave cconomic agents (households and firms) to operate freely.

There are three main categories of economic system (see Figure 2.1).

Market Mixed Planned
Figure 2.1 Economic systems

1 Market economy — This economic system relies on the market forces of demand
and supply to allocate resources, with minimal government intervention.

Hong Kong is widely accepted as the world’s freest market economy

2 Planned economy — This economic system relies on the government allocating
resources. It is often associated with a communist political system that strives for
social equality. Examples include North Korea, Laos and Cuba.

Mixed economy — As its name suggests, this economic system is a combination of
the planned and market economic system, with some resources being owned and
controlled by private individuals and firms whilst others are owned and controlled
by the government in the public sector. Examples include the UK, Germany

and Canada.

o
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(Sadvtos )
Study
Countries rarely
fall into the
categories of
planned or market
economies - these
are theoretical
extremes. In
reality, most
countries tend

with a stronger

element of either
command or free-
market policie:

‘Whichever economic system is used, all countries must address three fundamental

economic questions:

1 What production should take place? This question is about deciding which goods
and services should be provided in the economy.

For example, is it better for the economy to have more roads and airports or to
have more schools and hospitals? As resources are limited in supply, decision-makers
realise there is an opportunity cost (see Chapter 1) in answering this question.

2 How should production take place? This question is about the methods and pro-
cesses used to produce the desired goods and services.

For example, decision-makers have to decide which combination of factors of
production should be used in the production process.

3 For whom should production take place? This question is about which economic
agents receive goods and services.

For example, should any goods and services be provided free to everyone in the
economy, irrespective of their willingness and ability to pay for these? Or should
goods and services only be produced for those who can pay?

Planned economic system
The planned economic system is sometimes referred to as the socialist or command
system. In the past, China and the former USSR were often used as the best examples
of planned economies, with over 95 per cent of economic activities state controlled.
The main features of such an economic system are

@ Production decisions (what, how and for whom production should take place) are
decided by the government.

® Hence, resources are controlled by the government on behalf of its citizens.

® Production schedules are devised on a long-term basis, such as 5-year plans.

® Wage differentials are minimal (i.e. labour is paid almost equally due to the belief
in equality).

® There is minimal engagement in international trade (i.e. the government prefers
the economy to be self-sufficient).

Advantages of the planned system
The planned system has a number of advantages:

® Economies of scale - Large state monopolies can achieve huge cost savings known
as economies of scale (sce Chapter 14). This is achieved by operating on a very
large scale, such as a national supplier of electricity or postal services.

@ Prevent wastage — Economists believe that competition can be wasteful in some
instances and so should be eliminated (for example, that national defence should
be placed under government control). The state will only provide the goods and
services deemed necessary, so there is less wastage of scarce resources.

For example, some economists argue that excessive advertising is wasteful;
ultimately it is the customer who pays for the marketing costs of a business (see
the Super Bowl case study below). A lack of competition also avoids the drawbacks
of bankruptcies (the collapse of businesses).

® Social equality — A planned economic system enables basic needs to be met for
everyone in society. For example, everyone in society has access to education, health
care and employment. By contrast, in capitalist (free-market) economies, production is
geared disproportionately towards those with high incomes and wealth.
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Prices do not need to be excessively high either, as private firms do not exist to
maximise profits (see Chapter 12). Hence, in command economies, there s far less
inequality in income and wealth distribution.

® Social protection — In a planned economic system, government rules and
regulations are used to protect consumers and producers. For example, there
may be strict laws that constrain economic growth in order to protect the
environment by conserving non-renewable resources, or to minimise the
impact of negative externalities such as pollution (see Chapter 5) caused by
economic activity.

® Employment of resources — Careful state control and planning can ensure that
factors of production (see Chapter 1) are fully utilised. Thus, full employment of
resources can be maintained and economic growth can be planned.

For example, the People’s Bank of China controls the country’s money supply
(see Chapter 6) by limiting the amount of money that individuals can transfer each
day (currently capped at 20000 yuan — or approximately $3180) per individual
customer per day.

Case Study: The Super Bowl

The saying that ‘time is money’ really does apply in the world of advertising. The 2013
Super Bowl - America’s biggest sporting bonanza - demanded a record $4 million for
companies to air their 30-second commercial!

Activity
Refer to the case study above. Discuss how decision-makers could possibly justify spending
$4 million on a 30-second advertising commercial.

Disadvantages of the planned system
The planned system suffers from a number of disadvantages:

® Lack of economic freedom — As the state plans all production decisions,
individuals do not have economic freedom to choose from competing goods and
services. They also lack career choices, as the government allocates jobs based on
production schedules and long-term plans for the economy. As the government
prefers to be self-sufficient by having strict controls on imports, this causes
retaliation from other countries, which restrict exports from the command
economy.

@ Lack of incentives — As resources, jobs, goods and services are determined
(planned) by the government, there is a lack of incentive to be innovative. For
example, the lack of competition or the absence of a profit motive for firms means
there is less of an incentive to produce more goods and services or to produce
these at a higher quality. Much of economics assumes that economic agents react
to incentives. The lack of incentives can therefore limit the standard of living (see
Chapter 21) for people in command economies.

© Bureaucracy — For a planned economy to work effectively, many officials are
needed to administer and operate the system. Bureaucrats (official government
administrators) are responsible for decisions, but they do not take entrepreneurial
risks — unlike private owners of businesses in market economies. Hence, production
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decisions can be very inefficient when price does not determine the allocation of
resources (see Chapter 3), leading to shortages in some industries and surpluses
in others.

Case Study: Top-paid jobs )

Some jobs are paid more than others - see Table 2.1 for data from the USA. Due to the vast
complexities of the job, the world's highest-paid profession in 2013 was surgeons, with the
average surgeon at the top end of the pay scale in the USA earning $181850.

Table 2.1 Top five highest-paid jobs in the USA, 2013

Rank | Profession Annual salary (top end) | Training time (years)
1 |surgeon $181850 10-15
2| Chief executive officer $140890 Variable
3| Engineering manager $140210 67
4| Airline pilot $134090 5-10
5 [ Dentist $132702 8

Source: wwwtop10facts.com

Activity
Refer to the case study above. Discuss the incentives for people wanting to become
dentists, pilots and surgeons.

Market system

This economic system relies on the market forces of demand and supply to allocate
resources. The private sector decides on the fundamental questions of what, how and
for whom production should take place. The market economic system is also known
as the free market system or the capitalist economy. Features of the market system
include the following:

® No government interference in economic activities — resources are owned by
private economic agents who are free to allocate them without interference from
the government.

@ Resources are allocated on the basis of price — a high price encourages more supply
whereas a low price encourages consumer spending, Resources are sold to those
who have the willingness and ability to pay.

@ Financial incentives allocate scarce resources — for example, agricultural land is
used for harvesting crops with the greatest financial return, whilst unprofitable
products are no longer produced.

® Competition creates choice and opportunities for firms and private individuals.
Consumers can thus benefit from a variety of innovative products, at competitive
prices and of high quality.

The market economy is central to supply-side economics (see Chapter 16) and the

associated gains from free international trade (see Chapter 26).

The Heritage Foundation compiles an annual economic freedom index for all
countries. Hong Kong has topped the league table as the world’s freest economy
since records began in 1995, with Singapore being ranked second during the same
time period (sce Figures 2.2a and 2.2b).
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Figure 2.2a The five ‘freest’ economies, 2013
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Figure 2.2b Regional leaders, 2013

According to the Heritage Foundation, there is a high correlation between a
country’s level of economic freedom and its standard of living (see Chapter 20).
Tts research data suggest that market economies substantially outperform others in
terms of economic growth, health care, education, protection of the environment
and the reduction of poverty.

Advantages of the market system
The market system has the following benefits:

© Efficiency — Competition helps to ensure that private individuals and firms pay
attention to what customers want. This helps to stimulate innovation, thereby
making market economies more responsive and dynamic.

® Freedom of choice — Individuals can choose which goods and services to purchase
and which career to pursue, without being restricted by government regulations.

® Incentives — The profit motive for firms and the possibility for individuals to earn
unlimited wealth creates incentives to work hard. This helps to boost economic
growth and living standards in the country.

Disadvantages of the market system
The market system also has a number of disadvantages:

© Environmental issues — There are negative consequences of economic prosperity
under the market system, such as resource depletion, pollution and climate change.

@ Income and wealth inequalities — In a market system, the rich have far more
choice and economic freedom. Production is geared to meet the needs and wants
of those with plenty of money, thus basic services for the poorer members of
society may be neglected.

® Social hardship — The absence of government control means the provision of
public goods (see Chapter 15) such as streetlighting, public roads and national
defence may not be provided. Relief of poverty in society might only be done
through voluntary charities.
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® Wasteful competition — Competitive pressures can mean that firms use up
unnecessary resources to gain competitive advantages over their rivals, such
as excess packaging and advertising clutter. Consumers might be exploited
by marketing tactics such as pester power (see the activity below). The lack of
government involvement could also mean that products are less safe for consumers.

(Activity i

Pester power is the marketing term used to describe the ability that children have to
persuade their parents to make certain purchasing decisions, perhaps by constant nagging
or annoyance.

Use the internet to find examples of pester power and be prepared to share your
| findings with the class.

J

Mixed system

The USA is often given as an example of a modern capitalist society. However, the
State and Federal governments do get involved in providing some basic services.
In reality, the USA is a mixed economy but with a much larger private sector
proportionally than most nations.

The mixed economic system is a combination of both the planned economy
and the market economy. The degree of public and private sector involvement in
economic activity is determined by the government. Essential services are provided
by the public sector, such as state education, health care and postal services. The
government exists to redistribute income by providing unemployment benefits and
state pensions, for example. In the private sector, profit acts as the motive for firms to
provide the goods and services demanded by consumers.

In the UK, the public sector accounts for around 45 per cent of gross domestic
product (GDP) whereas in France this figure is around 43 per cent, so both are good
examples of mixed economies. Other examples are Australia, Japan, Iceland, Sweden
and Traly.

The mixed economic system obtains the best of both the planned and market
systems. For example, necessary services are provided for everyone whilst most other

@
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goods are competitively marketed. Producers and workers have incentives to work
hard, to invest and to save. There is large degree of economic freedom with plenty of
choice for private individuals and firms.

The disadvantages of the extreme economic systems also apply to the mixed
economy. For example, consumers still pay higher prices due to the profit motive of
private sector businesses. Public sector activities must also be funded by taxes and
other government fees and charges.

(Activity R
Use the internet to find relevant economic data for two different countries (such as North
Korea and Hong Kong) to distinguish between the two main types of economic system.

You might also find it useful to look at newspaper articles on current topics related to
economic systems.

|

(Case Study: Education systems )

The Economist Intelligence Unit rankings of the world's top education systems, which
combine international test results and data such as graduation rates, showed that two
contrasting economies topped the league table for 2006-10: Finland and South Korea. The
report concluded that, while the amount of spending on education is important, it is less
influential than an economy having a culture that is supportive of learning.

Education in Finland is 100 per cent state funded and is rather unorthodox given that
students do ot start schooling until the age of seven and rarely have tests or homework
until their teenage years. In South Korea, education is crucial for success so huge pressures
are placed on students, who start school aged three. Testing is regular and rigorous,
making after-school private tuition classes extremely popular.

According to the report, the top ten countries were ranked as follows:

Finland
South Korea
Hong Kong
Japan
Singapore

UK

Netherlands

New Zealand
Switzerland

0Canada

ource: from bb

CeNOMAWN -

Exam practice

1 Describe how scarce resources are allocated in a mixed economy. 3]
2 Discuss whether education should be funded by the government. 71
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Chapter review questions

1 What is meant by an economic system?

2 What are the three fundamental economic questions that any economic
system seeks to answer?

3 How are resources allocated in a market economic system?

4 How are resources allocated in a planned economic system?

5 What are the merits of the market system?

Key terms

An economic system is the way in which an economy is organised and run, including how
best to allocate society’s scarce resources.

The fundamental economic questions are the key questions that all economic systems strive
to answer: what, how and for whom production should take place.

A market aconomy is a type of economic system that relies on the market forces of demand
and supply to allocate resources with minimal government intervention.

A mixed economy is a type of economic system that combines elements of both the

planned and market economic systems, with some resources being owned and controlled by
private individuals and firms while others are owned and controlled by the government.

A planned economy is a type of economic system that relies on the government allocating
scarce resources. It is often associated with a communist political system that strives for
social equality.




@ Demand and supply

By the end of this chapter, you should be able to:

® demonstrate the principle of equilibrium price and analyse simple market
situations with changes in demand and supply

® describe the causes of changes in demand and supply conditions and analyse
such changes to show effects in the market.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The meaning of demand
Demand refers to both the willingness and the abiliry of customers to pay a given
price to buy a good or service. This is sometimes referred to as effective demand to
distinguish genuine demand from a want or a desire to buy something, The amount
of a good or service demanded at each price level is called the quantity demanded.
In general, the quantity demanded falls as price rises, whilst the quantity
demanded rises at lower prices. Therefore, there is an inverse relationship between the
price of a good or service and the demand. This rule is known as the law of demand.
There are two reasons for this relationship:

® As the price of a good or service falls, the customer’s ‘real’ income rises (i.e. with
the same amount of income, the customer is able to buy more products at lower
prices).

® As the price of a good or service falls, more customers are able to pay, so they are
more likely to buy the product.

Demand curves

Diagrammatically, the demand curve is shown as a downward-sloping curve to show
the inverse relationship between price and quantity demanded (see Figure 3.1).
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Figure 3.1 The demand curve
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Study tips
Some of the
non-price
determinants

of demand can
be remembered
by the acronym
MISC: marketing,

income,
substitutes and
complements.

The market demand curve refers to the sum of all individual demand for a product.
T is found by adding up all individual demand at each price level (see Figure 3.2).
For instance, suppose that a cinema charges $10 for its movie tickets and the demand
from male customers totals 500 per week while 400 females purchase tickets at that
price per week. The market demand for cinema tickets at $10 per ticket is therefore

900 ickets per week.

AS) it A8}
310
Dn Dw Drsw
o 500 & o 400 [ o 900 &
Male customers Female customers Totol cusemers

Figure 3.2 The market demand curve

Activity

Choose an item that you can buy in your country.
1 What are the factors that affect the demand for this product?
2 Which factor is the most important? Why?
Produce your findings in an A3 poster format for displaying in the classroom.

Determinants of demand
Although, price is regarded as the
key determinant of the level of
demand for a good or service, it
is not the only factor that affects
the quantity demanded. Other
factors that affect a person’s level
of demand for goods and services
are listed below:

@ Habits, fashion and tastes —
Changes in habits, fashion and
taste can affect the demand for
all types of goods and services.

Fashionable products lead to an increase in demand

Products that become fashionable (such as smartphones) enjoy an increase in
demand, whereas those that become unfashionable (such as last season’s clothes)
experience a fall in the level of demand. Luxury fashion brands from France are
highly popular amongst women in China (see Table 3.1).

@
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Table 3.1 Top ten fashion brands for Chinese females

Rank Brand

1 Chanel (France)

2 Louis Vuitton (France)
3 Cartier (France)

4 Tiffany & Co. (USA)

5 Apple (USA)

6 Montblanc (Germany)
7 Gucci (italy)

8 Prada (italy)

9 Dior (France)

10 Burberry (UK)

Source: Hurun Chinese Luxury Consumer Survey, 2013

® Income — Higher levels of income mean that customers are able and willing to buy
more goods and services. For example, the average person in America has a higher level
of demand for goods and services than the average person in Vietnam or Turkey.
® Substitutes and complements — Substitutes are goods or services that can be
used instead of each other, such as Coca-Cola or Pepsi and tea or coffee. If the
price of a product falls, then it is likely the demand for the substitute will also fall.
Complements are products that are jointly demanded, such as tennis balls and
tennis racquets or cinema movies and popcorn. If the price of a product increases,
then the demand for its complement is likely to fall.
® Advertising — Marketing messages are used to inform, remind and persuade
customers to buy a firm’s products. Companies such as Coca-Cola, McDonald’s,
Apple and Samsung spend hundreds of millions of dollars each year on their
advertising budgets to increase the demand for their products.
© Government policies — Rules and regulations such as the imposition of taxes on
tobacco and alcohol will affect the demand for certain products. Sales taxes cause
prices to increase, thereby reducing the level of demand. By contrast, government
subsidies for educational establishments and energy-efficient car-makers encourage
more demand for education and environmentally friendly cars due to the relatively
lower prices.
® Economy — The state of the economy (whether it is in an economic boom or a
recession) also has a huge impact on the spending patterns of the population.
© The global financial crisis of 2008, for example, caused the demand for most
goods and services around the world to decline because households and
businesses lacked confidence in the economy.
© By 2013, the financial crisis had caused unemployment to exceed 26 per cent in
both Greece and Spain — the highest unemployment figures ever experienced in
the European Union. This undoubtedly reduced the level of demand for goods
and services in these countries.
There are many other factors that can influence the level of demand for a particular
good or service.

® For example, the weather can affect the demand for ice cream, beach resort
holidays, winter jackets and umbrellas.
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® The size and the demographics (such as age, gender, ethnicity or religious beliefs)
of the population can also have an effect on the level of demand for goods and
services. For example, males and females can have very different buying habits.

Activity
Visit your nearest shopping mall.

1 Investigate the number of stores which cater specifically (or primarily) for women and
compare this with the number of stores which cater only (or mainly) for men.

2 Using demand theory, explain why there is such a difference.

The demographics of a population can have an effect on the level of demand for goods
and services

Movements and shifts in demand

A change in price

A change in the price of a good or service causes a movement along the demand
curve. A price rise will cause a decrease (contraction) in the quantity demanded of

the product, whereas a reduction in price will cause an increase (expansion) in the
quantity demanded, as shown in Figure 3.3.
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Figure 3.3 Movements along the demand curve
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Study tips

Remember

the difference

between changes

in demand

and changes

in the quantity

demanded.

® Ashiftin
demand is

non-price
factors that
affect demand.

.
>
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changes in the
price of the
product.

An increase in demand
A movement along the demand curve is caused by price changes only. A change in all
other (non-price) factors that affect demand, such as income levels, will cause a shift
in demand.

An increase in demand (rather than an increase in the quantity demanded) is
represented by a rightward shift of the demand curve from D, to D; in Figure 3.4.
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Figure 3.4 Shifts in the demand curve

For example, BMW experienced record profits in 2012 when an increase in demand
from China and other emerging markets boosted its car sales. Hence demand for
BMW cars became higher at all price levels. At P, the quantity of cars demanded was
previously Q, but has now increased to Q 5.

By contrast, a decrease in demand (racher than a fall in the quantity demanded)
is shown by shifting the demand curve o the left, from D; to D, resuling in
less quantity being demanded at all price levels. For example, at a price of Py,
demand was previously Q., but has now fallen to Q.. Financial problems and rising
unemployment across Europe led to a 16.5 per cent decline in the demand for
Peugeor Cicrogn cars in 2012.

BMW saw record profits when increasing demand in China and other emerging markets
boosted its car sales
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Activity

France is the most visited tourist country in the world, with over 80 million visitors each
year; the USA is second with 63 million visitors.

1 Investigate the most popular tourist cities in Europe.

2 Using demand theory, explain the factors that make these cities so popular.

Exam practice
Using an appropriate demand diagram, explain the impact on the demand for Apple
smartphones in the following cases:

1 An increase in the price of Apple smartphones. 41
2 Anincrease in the price of Samsung smartphones. 41
3 An increase in consumer incomes. 4]
4 A successful advertising campaign promoting Samsung’s latest smartphones.  [4]

The meaning of supply

Supply is the ability and willingness of firms to provide goods and services at given
price levels. Firms will have more incentives to supply their products at higher prices —
the higher the price, the greater supply tends to be (sce Figure 3.5). There are two
reasons for this relationship:

® Existing firms can earn higher profits if they supply more.
@ New firms are able to join the market if the higher price allows them to cover their
production costs.
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Figure 3.5 The supply curve
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The market supply curve is the sum of all supply at each price level, as shown in
Figure 3.6. Suppose that at a price of $300000 Airbus is willing and able to supply
300 aircraft per time period while its rival Boeing supplies 320 aircraft. At this price,
the total market supply is 620 aircraft per time period.

PI§) AS) AS)
Sa S Sase
$300000
o 3 a o 320 & o £20 a
Aitbus Boeing Toiol supply

Figure 3.6 The market supply curve

Activity
1 Investigate the factors that affect the supply of one of the following products:
a) coffee
b) chocolate
) tea
d) sugar
e) oil
2 Organise your findings as a PowerPoint document and be prepared to present it to
the class.

Determinants of supply

Although price is regarded as the key determinant of the level of supply of a good or
service, it is not the only factor that affects the quantity supplied. Non-price factors
that affect the level of supply of a product include the following:

® Costs of production — If the price of raw materials and the cost of other factors
of production fall, then the supply curve will shift to the right, assuming all other
things remain unchanged. There is an increase in supply at each price level as the
costs of production fall and vice versa.

© Taxes — Taxes imposed on the supplier of a product add to the costs of production.
Therefore the imposition of taxes on a product reduces its supply, shifting the
supply curve to the left.

@ Subsidies — Subsidies are a form of financial assistance from the government to
help encourage output by reducing the costs of production. Subsidies are usually
given to reduce the costs of supplying goods and services that are beneficial to
society as a whole, such as education, training and health care.
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Study tips
Some of the
non-price
determinants of
supply can be

remembered by
using the acronym
WITS: weather,
ICT (technology),
taxes and
subsidies.

@ Technological progress — Technological advances such as automation,
computers and wireless internet mean that there can be greater levels of output at
every price level. Hence, technological progress will tend to shift the supply curve
to the right.

® Price and profitability of other products — Price acts as a signal to producers
to move their resources to the provision of goods and services with greater levels
of profit. For example, if the market price of corn falls while the price of rapeseed
increases, then farmers are likely to reduce their supply of corn and raise their
supply of rapeseed.

@ Time — The shorter the time period in question, the less time suppliers have to
increase their output, so the lower the supply tends to be. Over time, output can
be increased. For example, it is not possible for a farmer to increase the supply of
agricultural products in a short time period.

@ Weather — The supply of certain goods and services can also depend on the
weather. Agricultural output will clearly depend on whecher suppliers have

or weather Similarly, some service providers
‘may also limit or close their operations during adverse weather conditions, thereby
shifting the supply curve to the left.

Movements and shifts in supply
Movements in supply

A change in the price of a good or service causes a movement along the supply
curve. A price rise will cause an increase (expansion) in the quantity supplied of a
product, while a price fall will cause a decrease (contraction) in the quantity supplied
(sce Figure 3.7).
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Figure 3.7 Movements along the supply curve
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(Study tips

® Ashiftin

changes in
non-price
factors that
affect supply,
such as taxes

® A movement
in supply is
caused only
by changes in

prices.

Shifts in supply
By contrast, a change in all non-price factors that affect the supply of a good or
service will lead to a shift in the supply curve. In Figure 3.8, a rightward shift of
the supply curve from S, o S, is described as an increase in supply (rather than an
increase in the quantity supplied) whereas a leftward shift of the supply curve from §,
t0 8, results in a decrease in supply (rather than a fall in the quantity supplied).

For example, Japan’s tsunami in March 2011, the country’s worst natural disaster,
reduced the supply of major manufacturers such as Sony, Panasonic, Toyota and
Honda (see the case study below).

An increase in supply is
shown by a rightward shi
of the supply curce from

5110 S,. Simibty, a fall in
supply is represented by o
lefward shi of he supply
curve from S to S

Price ($)

o

Guanity supplied

Figure 3.8 Shifts in the supply curve

Case Study: Effect of Japanese earthquake and tsunami, 2011
In March 2011, a 9.03 magnitude undersea earthquake hit Tohoku, Japan - the most
powerful on record. This triggered a tsunami with waves reaching 40.5 metres (133 feet).
Manufacturers such as Toyota, Honda, Panasonic and Sony had factories completely
wiped out, halting production.
Toyota loss the top spot in global car sales in 2011, but reclaimed the title from General
Motors in 2012 when it met global demand for its cars by getting its supply back on track.
The World Bank estimated the economic damage at $235 billion, making this the world's
most costly natural disaster.

Activity
Discuss as a class how supply theory can be used to explain the way natural disasters, such
as the tsunami in Japan, affect the output of manufactured goods such as Toyota cars.
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Exam practice

1 Using an appropriate supply diagram, explain the impact on the supply of
educational computer games in the following cases:
a) The government provides subsidies for the purchase of educational

computer games. 4]
b) There is an increase in the rate of commission paid to creators and the
fee paid to distributors of educational computer games. [4]

©) The government introduces a 15 per cent sales tax on all computer games. [4]
d) There are technological advances in the production of educational

computer games. 4]
Using an appropriate diagram, explain how the following changes affect the
supply or the quantity supplied in each scenario:

N}

a) Beijing raises the minimum wage for factory workers by 20 per cent. 4]
b) Drought causes vegetable prices to soar in France. [4]
©) New technology boosts productivity at Tata Motors, India’s largest

car-maker. [4]
d) The US government subsidises the output of hybrid cars. 4]
e) South Korea’s Samsung launches new tablet computers to rival

Apple’s iPad. [4]

Market equilibrium

The equilibrium price (also known as the market-clearing price) is determined
where the demand for a product is equal to the supply of the product. This means
that there is neither excess quantity demanded nor excess quantity supplied at the
equilibrium price (see Figure 3.9).

Supply
8 Equilbrium
E 7 prce
Demand
o Equibrium quarity fraded

Quaniiy raded
Figure 3.9 Equilibrium price
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Changes in a non-price factor that affects demand or supply will tend to cause a
change in the equilibrium price and therefore quantity traded. For example, in Figure
3.10, 2 government sales tax imposed on tobacco will shift the supply curve for
cigarettes to the left. This raises the market-clearing price from P, to P, and reduces
the equilibrium quantity traded from Q, t© Q5.
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Figure 310 Imposition of a sales tax

In contrast, favourable weather conditions will shift the supply of agricultural
output outwards to the right (see Figure 3.11). The increase in supply reduces the
equilibrium price of agricultural output from P; to P, but increases the quantity
traded from Q, t0 Q.

P
L

Price ($)

o il
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Figure 3.11 Favourable weather conditions

Activity

Investigate house prices in a city of your choice.

1 Do you think that the phrase ‘what goes up must come down’ applies to house prices?
2 Use demand and supply diagrams to justify your answer.
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Tf price is set t0o high (above the market-clearing price), then supply will exceed
demand, as shown in Figure 3.12. This results in surplus production known as excess
supply. In order for firms to get rid of their excess supply (shown by the distance
berween Q, and Q.), they will need to reduce price (from P, to P.). This is a key
reason why lefrover stocks of Christmas cards are reduced in price after 25 December
and why unsold summer clothes go on sale during the autumn.
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Figure 312 Excess supply (surplus)

By contrast, if the selling price of a product is set too low (i.e. below the equilibrium
price), the demand will exceed the supply. This creates a shortage in the market,
caused by the excess demand (see Figure 3.13). Ata price of P, the demand is Q 4
while supply is only Q, so demand exceeds supply. The excess demand causes prices
to rise back to the equilibrium price of P..

When Apple launched its iPhone 5 in Hong Kong in late 2012, demand
outstripped supply so much that the price of the smartphone increased from
HK$5588 to almost HK$8000 — an increase of 43 per cent!
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Figure 313 Excess demand (shortage)
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Exam practice

1 Using an appropriate demand and supply diagram, explain the impact on the
market price and quantity traded in each of the following cases:

a) The market for air travel following the imposition of higher fuel taxes. 51
b) The market for Pepsi Cola following a fall in the price of Coca-Cola. 5]
) The market for sushi following a successful marketing campaign
promoting the health benefits from eating rice and raw fish. 5]
d) The market for Samsung digital cameras following new technologies that
improve productivity in its factories. 5]

N

In 2012, Danish toymaker LEGO launched LEGO Friends to appeal primarily to girls.
The products include mini-doll figures, pink and purple toy sets and pets.
Founded in 1949, LEGO's popular toy construction bricks were targeted mainly at
boys with popular LEGO theme sets such as LEGO Racers, LEGO Star Wars, LEGO
Batman and LEGO Ninjago.

In early 2013, the San Francisco Chronicle reported that LEGO had sold twice as
many of the LEGO Friends toys as was expected. The company said that demand
from children and their families was overwhelmingly positive. Business Week
reported that LEGO had spent $40 million in its global marketing of LEGO Friends.

a) Define the term ‘demand". 21
b) Explain two possible reasons for the higher than expected demand
for the LEGO Friends toy construction bricks. 6]
3 Below is a demand and supply schedule for carrots in a country.
Price per kg | Quantity demanded Quantity supplied per
$) per month (kg) month (kg)
9 10000 40000
8 15000 35000
7 20000 30000
6 25000 25000
5 30000 20000
4 35000 14000
3 40000 8000

a) Plot and label the demand and supply curves on a suitable graph.

Establish the equilibrium price and quantity traded. 6]
b) Using your graph, determine the excess demand at a price of $5 per kilo.  [2]
¢) Using your graph, determine the excess supply at a price of $8 per kilo. vi]
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Chapter review questions

1 What is meant by ‘demand?

2 What is meant by ‘supply’?

3 Outline the factors that affect the level of demand for a product.

4 Outline the factors that affect the level of supply for a product.

5 How is equilibrium price and quantity traded determined?

6 What is the difference between excess demand and excess supply?

7 What is the difference between a shift and a movement in demand and supply
analysis?

Key terms
Complements are products that are demanded (for their use) together with other products.
For example, tea and milk or the cinema and popcorn are jointly demanded.

Demand refers to the willingness and the ability of customers to pay a given price to buy a
good or service. The higher the price of a product, the lower its demand tends to be.
Equilibrium occurs when the quantity demanded for a product is equal to the quantity
supplied of the product (i.e. there are no shortages or surpluses).

Excess demand occurs when the demand for a product exceeds the supply of the product at
certain price levels. This happens when the price is set below the equilibrium price, resulting
in shortages.

Excess supply occurs when the supply of a product exceeds the demand at certain

price levels. This results in a surplus because the price is too high (i.e. above the market
equilibrium price).

Substitutes are products that are in competitive demand as they can be used in place

of each other. For example, tea and coffee or McDonald’s and Burger King meals are
substitute products.

Supply is the willingness and the ability of firms to provide a good or service at given prices.
The higher the price of a product, the higher its supply tends to be.



@ Price elasticity

By the end of this chapter, you should be able to:

@ define price elasticity of demand and supply and perform simple calculations

@ demonstrate the usefulness of price elasticity in particular situations such as
revenue changes and consumer expenditure.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Price elasticity of demand

The law of demand (see Chapter 3) states that as the price of a product increases, the
quantity demanded of that product will tend to fall. However, the responsiveness of
change in the quantity demanded may vary depending on the customer’s degree of
ability and willingness to pay. For example, a rise in the price of a product with plenty
of substitutes (such as bananas, greetings cards or chocolate bars) will have a larger
impact on its level of demand than a rise in the price of a product that has fewer
substitutes (such as petrol, toothpaste or haircuts).

Price elasticity of demand (PED) measures the degree of responsiveness of
quantity demanded for a product following a change in its price. If a price change
causes a relatively small change in the quantity demanded, then demand is said to
be price inelastic: that is, buyers are not highly responsive to changes in price. For
example, if the price of rice increases slightly, it is unlikely seriously to affect the
demand for rice in countries like China, Vietnam and Thailand.

By contrast, demand is said to be price clastic if there is a relatively large change
in the quantity demanded of a product following a change in its price: that is, buyers
are very responsive to changes in price. For example, a small rise in the price of Pepsi
Cola is likely to reduce its demand quite drastically as customers switch to buying
rival brands such as Coca-Cola.
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Demand for soft drinks is price elastic because there are s a staple food for billions of people, rice is highly price
many substitute products inelastic in Asia and the West Indies

2
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Exam practice

Explain whether the price elasticity of demand for the following products is likely to
be price elastic or price inelastic. Justify your answers.

1 Pineapples 4
2 Tobacco (4
3 Overseas holidays 4
4 Textbooks (4

The uses of price elasticity of demand

Knowledge of PED can give firms valuable information about how demand for their
products is likely to change if prices are adjusted. This information can be used in
several ways:

® Helping firms to decide on
their pricing strategy — for
example, a business with price
inelastic demand for its
products is likely to increase
its prices, knowing that
quantity demanded will be
hardly affected. Therefore, the
firm will benefit from higher
revenue from selling its
products at a higher price.

® Predicting the impact on
firms following changes in the
exchange rate — for instance,
firms that rely on exports Will - theme parks charge different prices for essentially the
generally benefit from lower  same service. The difference is explained by PED
exchange rates (as the price
of exports become cheaper) and thus will become more price competitive. This
assumes that the PED for exports is elastic, of course.

@ Price discrimination — this occurs when firms charge different customers different
prices for essentially the same product because of differences in their PED. For
example, theme parks charge adults different prices from children and they also
offer discounts for families and annual pass holders.

@ Deciding how much of a sales tax can be passed on to customers — for example,
products such as alcohol, tobacco and petrol are price inelastic in demand, so
government taxes on these products can quite easily be passed on to customers
without much impact on the quantity demanded.

@ Helping governments to determine taxation policies — for example, the
government can impose heavy taxes on demerit goods (see Chapter 5) such
as petrol and cigarettes, knowing that the demand for these products is price
inelastic. While demerit goods are harmful to society as a whole, the high level
of taxes on such products does not significantly affect the level of demand (with
‘minimal impact on sales revenues and jobs), but the government can collect large
sums of tax revenues.
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Ac

Discuss in pairs some examples of the ways in which multinational companies such as
McDonald's, Microsoft, IKEA and Audi use PED in their businesses.

Calculating price elasticity of demand
Price elasticity of demand is calculated using the formula:
percentage change in quantity demanded

PED= - -
percentage change in price

which can be abbreviated as:
%AQD

%AP
For example, if a cinema increases its ticket price from $10 to $11 and this leads to
demand falling from 3500 to 3325 customers per week, then the PED for cinema
tickets is calculated as:

PED=

® percentage change in quantity demanded :332:5’% %100 = -5%
© percentage change in price = =12 x 100 = +10%
o PED==2 =05

10

Worked example: Calculating PED
Assume the demand for football
match tickets at $50 is 50000
per week. If the football club
raises its price to $60 per ticket
and demand subsequently

falls to 45000 per week, what

is the value of price elasticity

of demand?

« First, calculate the
percentage change in
the quantity demanded ~
demand fell by 10 per cent
from 50000 to 45000 match
tickets per week.

* Next, calculate the
percentage change in the
price of match tickets —
prices increased by 20 per
cent from $50 to $60 per
match ticket.

« Then, substitute these figures into the PED formula:

A5

As the PED for match tickets is less than 1 (ignoring the minus sign), the demand for match
tickets is price inelastic: in other words, football fans are not very responsive to the increase
in match ticket prices. Consequently, there is a relatively small fall in the quantity demanded
compared with the price rise.




Interpreting PED calculations

So what does a PED value of ~0.5 actually mean? The cinema ticket example suggests
that the demand for cinema tickets is price inelastic (i.e. relatively unresponsive to
changes in price). This is because a 10 per cent increase in the price (from $10 to $11)
only caused quantity demanded to drop by 5 per cent (from 3500 tickets per week

10 3325).

The value of PED is negative due to the law of demand — an increase in the
price of a product will tend to reduce its quantity demanded (see Chapter 3). The
inverse relationship between price and quantity demanded also applies in the case
of a price reduction — that is, a price fall tends to lead to an increase in the quantity
demanded.

The calculation of PED generally has two possible outcomes:

® If the PED for a product is less than 1 (ignoring the minus sign), then demand
is price inelastic (i.e. demand is relatively unresponsive to changes in price).
This is because the percentage change in quantity demanded is smaller than the
percentage change in the price (sce Figure 4.1).

® If the PED for a product is greater than 1 (ignoring the minus sign), then demand
is price elastic (i.e. demand is relatively responsive to changes in price). This is
because the percentage change in quantity demanded is larger than the percentage
change in the price of the product (see Figure 4.2).
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However, there are three special cases which are theoretical possibilities:

® If the PED for a product is equal to 0, then demand is perfectly price inelastic:
that is, a change in price has no impact on the quantity demanded. This suggests
that there is absolutely no substitute for such a product, so suppliers can charge
whatever price they like (see Figure 4.3).

@ If the PED for a product is equal to infinity (<) then demand is perfectly price
elastic: that is, a change in price leads to zero quantity demanded. This suggests
that customers switch to buying other substitute products if suppliers raise their
price (see Figure 4.4).

® If the PED for a product is equal to 1 (ignoring the minus sign), then demand has
unitary price elasticity: that is, the percentage change in the quantity demanded
is proportional to the change in the price (see Figure 4.5).
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Figure 4.3 The perfectly price inelastic demand curve
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Demand for fresh
flowers on special
days like Valentine’s
Day and Mother's
Day is relatively price
inelastic compared
with other days

Activity

Many governments around the world raise taxes on tobacco, alcohol and petrol, on a
regular basis.

1 Asa dlass, discuss the economic reasons for doing so.

2 Use the concept of price elasticity of demand in your arguments.

Exam practice

1 Assume the price of a sack of rice falls from $25 to $24, resulting in an increase in
quantity demanded from 850 sacks to 875 sacks per month. Calculate the value
of price elasticity of demand for the product and comment on your finding. 4]
2 Explain two reasons why the demand for rice is price inelastic in countries like

India, Vietnam and China. (4

Deferminants of price elasticity of demand
There are many interlinked determinants of the PED for a product:

® Substitution — This is the key determinant of the PED for a good or service. In
general, the greater the number and availability of close substitutes there are for
a good or service, the higher the value of its PED will tend to be. This is because
such products are easily replaced if the price increases, due to the large number
of close substitutes that are readily available. By contrast, products with few
substitutes, such as toothpicks, private education and prescribed medicines, have
relatively price inelastic demand.

® Income — The proportion of a consumer’s income that is spent on a product also
affects the value of its PED. If the price of a box of toothpicks or a packet of salt
were to double, the percentage change in price is so insignificant to the consumer’s
overall income that quantity demanded would be hardly affected, if at all.

By contrast, if the price of an overseas cruise holiday were to rise by 25 per cent
from $10000 to $12500 per person, this would discourage many more customers
because the extra §2500 per ticket has a larger impact on a person’s disposable
income (even though the percentage increase in the price of a cruise holiday is
‘much lower than that of the box of toothpicks or packet of salt).

Therefore, the larger the proportion of income that the price of a product
represents, the greater the value of its PED tends to be. Of course, those on
extremely high levels of income (such as Carlos Slim, Bill Gates and Warren
Buffet — the three richest men on the planet) are probably not responsive to any
change in the market price of goods and services!

® Necessity — The degree of necessity of a good or service will affect the value of its
PED. Products that are regarded as essential (such as food, fuel, medicines, housing
and transporation) tend to be relatively price inelastic because households need these
goods and services, and so will continue to purchase them even if their prices rise.

By contrast, the demand for luxury products (such as Gueci suits, Chanel handbags
and Omega watches) is price elastic, as these are not necessities for most households.

The degree of necessity also depends on the timeframe in question. For example,
demand for fresh flowers on Valentine’s Day and on Mother’s Day is relatively price
inelastic compared with other days. It also applies to peak and off-peak times. For
example, many countries operate public transport systems that charge more for

@
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Study tips
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travelling during peak time. This is partly due to overcrowding problems during
such times, but also because the transport operators know that peak-time travel is
more of a necessity than off-peak travel.

® Habits, addictions, fashion and tastes — Ifa product is habit forming (such as
tobacco) or highly fashionable (such as smartphones in many countries), its PED
tends to be relatively price inelastic. Similarly, people who are extremely devoted to
a particular hobby, such as sports or music, are more willing to pay, even at higher
prices. Hence, the demand from these people is less sensitive to changes in price.

© Advertising and brand loyalty — Marketing can have a huge impact on the buying
habits of customers. Effective advertising campaigns for certain products not only
help to shift the demand curve outwards to the right, but can also reduce the
price elasticity of demand for the product. Customers who are loyal to particular
brands are less sensitive to a change in their prices, partly because these brands are
demanded out of habit and personal preference — that is, they are the default choice
over rival brands. Examples of brands with a loyal customer following include
Coca-Cola, Apple, Samsung, Chanel, Toyota and Mercedes-Benz.

@ Time — The period of time under consideration can affect the value of PED
because people need time to change their habits and behavioural norms. Over
time, they can adjust their demand in response to more permanent price changes
by seeking out alternative products. For example, parents with children in private
fee-paying schools are unlikely to withdraw their children from school if these
establishments raise school fees because this would be very disruptive to their
children’s learning, Similarly, owners of private motor vehicles are not likely to
get rid of their vehicles simply because of higher fuel prices. However, if there is
a continual hike in prices over time, both parents and vehicle owners may seek
alternatives. Hence, demand tends to be more price elastic in the long run.

® Durability — Some products, such as fresh milk, are perishable (do not last very
long) and need to be replaced, so will continue to be bought even if prices rise.

By contrast, if the price of consumer durable products (such as household furniture,
LCD televisions or motor vehicles) increases, then households may decide to postpone
replacing these items due to the high prices involved in such purchases. Therefore, the
more durable a product is, the more price elastic its demand tends to be.

® The costs of switching — There may be costs involved for customers who wish
to switch between brands or products. In the case of high switching costs, the
demand for the product is less sensitive to changes in price — that is, it tends to be
price inelastic.

For example, manufacturers of smartphones, laptops and digital cameras
make it more difficult for their customers to switch between rival brands by
supplying different power chargers, memory cards and software. Similarly,
mobile phone users and satellite television subscribers are bound by lengthy
contracts, which makes switching between rival brands or services less easy.
Such barriers to switching therefore make customers less responsive to higher
product prices.

® The breadth of definition of the product — If a good or service is very broadly
defined (such as “food” rather than fruit, meat, apples or salmon), then demand
will be more price inelastic. For example, there is clearly no real substitute for
food or housing, so demand for these products will be very price inelastic.
However, it is perhaps more useful to measure the price elasticity of demand for
specific brands or products, such as carbonated soft drinks, Australian beef and
IGCSE textbooks.
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(Case Study: Toyota Motor Corporation )

Japanese car-maker Toyota has seen its
fair share of troubles in recent times. It
has had to deal with several cases of
global product recalls for its cars due to
safety concerns. The global financial crisis
of 2008 also harmed global sales for
several years. On top of that, much of the
world’s largest car-maker’s stocks of new
cars were destroyed in the tsunami of
March 2011

Nevertheless, customer loyalty remains
strong in the USA, China and many other
parts of the world. Toyota's closest rival,
General Motors (GM), estimated the value of customer loyalty at $700 million for every
percentage point of improvement in customer retention rates.

Market research from Experian Automotive revealed that 47.3 per cent of Toyota’s
current customers from the USA would purchase a Toyota, Scion or Lexus model as their
next car. Globally, this figure stands at 58 per cent for Toyota and 52 per cent for GM.

Toyota’s use of marketing slogans such as ‘The best built cars in the world can certainly
go a long way to reassure Toyota's loyal customers about their cars.

Sources: adapted from Wall Street Journal and TIME Business

Activity
Discuss how the concept of price elasticity of demand and its determinants can help to
explain why Toyota Motor Corporation is the world’s largest car-maker.

PED, consumer expenditure and revenue changes

Knowledge of the price elasticity of demand for a product can be used to assess the
impact on consumer expenditure and therefore sales revenue following changes in
price. Sales revenue is the amount of money received by a supplier from the sale of a
good or service. It is calculated by multiplying the price charged for each product by
the quantity sold, i.e.

Revenue = price x quantity demanded

Note that this is not the same as profit, which is the numerical difference between a
firm’s sales revenues and its total costs of production.

For example, if Lenovo sells 5000 laptops at $700 each in the first quarter of the
month, its sales revenue is $3.5 million. Suppose that the computer maker reduces its
price to $650 and quantity demanded rises to 5200 units in the following quarter.
‘Was this a good business decision?
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A quick calculation of PED reveals that the demand for Lenovo laptops is price clastic:

5500—5000
® percentage change in quantity demanded = 5()7:’)( 100=+10%
® percentage change in price = ““g;% %100 =-7.14%

® thus, PED = 1.4

This means the PED for Lenovo laptops is price elastic. Hence a fall in price causes a
relatively larger increase in the quantity demanded, so sales revenues should increase.
This can be checked as follows:

original sales revenue = $700 x 5000 = $3500000

new sales revenue = $650 x 5500 = $3575 000

difference in sales revenue = $3.575m — $3.5m = +75000
Given that demand for Lenovo laptops in the above example is price elastic, a reduction
in price was a sensible business decision. Therefore, it can be seen that knowledge of PED
for a product can inform firms about their pricing strategy in order to maximise sales
revenues. These relationships are summarised in Table 4.1 and and Figures 4.6 and 4.7.

Table 4.1 The relationship between PED and sales revenue

Price change | Inelastic Unitary Elastic

Increase price | Revenuesrise | No change in revenues | Revenues fall

Reduce price | Revenuesfall | No change in revenues | Revenuesrise
Demand
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relatively price inelastc (rather
unresponsive o changes in price].
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Figure 4.6 Price inelastic demand and sales revenue
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Figure 4.7 Price elastic demand and sales revenue
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Activity

In small groups, discuss why firms use peak and off-peak pricing strategies, such as airline

tickets being far more expensive during school holidays.

1 How many examples of price discrimination based on time (peak and off-peak) can your
group come up with?

2 Does your group believe that price discrimination is beneficial? Justify your argument.

Exam practice

Suppose Sharma Fabrics sells 1350 units of wool per month at $4.00 each. Following
an increase in price to $4.60 per unit, the firm discovers that the quantity demanded
falls to 1215 units per month.

1 Calculate the price elasticity of demand for wool sold at Sharma Fabrics. 3]
2 Calculate the change in the total revenue following the increase in price of
wool. 3]
3 Explain how knowledge of price elasticity of demand can be of use to Sharma
Fabrics. [4]
Price elasticity of supply

Price elasticity of supply (PES) measures the responsiveness of the quantity supplied
of a product following a change in its price. Supply is said to be price elastic if
producers can quite easily increase supply without a time delay if there is an increase
in the price of the product. This can help to give such firms a competitive advantage,
as they are able to respond to changes in price.

By contrast, supply is price inelastic if firms find it difficult to change production
in a given time period when the market price changes.

Calculating price elasticity of supply
Price elasticity of supply is calculated using the formula:

percentage change in quantity supplied
percentage change in price

PES=

which can be abbreviated as:

For example, if the market price of beans increased from $2 per kilo to $2.20 per
kilo, causing quantity supplied to rise from 10000 units to 10500 units, then the
PES is calculated as:

10500 —10000

. tage change i tity supplied = —— 100 = +5%
percentage change in quantity supplie T +5
© percentage change in price = %{)Mox 100=+10%

o pEs=% g5
0%
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What this means is that the supply of beans is hardly affected by the change in price -
supply is relatively price inelastic. Note that the value of PES is positive due o the law of
supply — that is, an increase in price tends to increase the quantity supplied (and vice versa).
The value of PES reveals the degree to which the quantity supplied of a product
responds to changes in price. The calculation of PES generally has two possible outcomes:
= If PES > 1.0 supply is price elastic, i.e. supply is responsive to changes in price
(the percentage change in quantity supplied is greater than the percentage change
in price - see Figure 4.8).
 If PES < 1.0 supply is price inelastic, i.e. quantity supplied is relatively
unresponsive to changes in price (percentage change in quantity supplied is less
than the percentage change in price — see Figure 4.9).
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gredter proporion from @ fo Gy,
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Examples of product with price:
ol ey oo s precicd
s carbonal

s sud
At pasie

Guanty supplied

Figure 4.8 The price elastic supply curve

5 In this case, when prce fises from
oppy Pyto Py, there s very ltle spare
capaciy for the fim, so he

3,F quantly supplied can only rse by
3 a smaller proportion from G fo G
= Examples are fresh fuif and
A vegefables that fake fime fo grow
(s0 supply Is relivel
unresponsive fo changes in price)
(¢} v

Guanty supplied

Figure 4.9 The price inelastic supply curve

However, there are three special cases which are theoretical possibilities for PES:

® If the PES of a product is equal to 0, then supply is perfectly price inelastic: that
is, a change in price has no impact on the quantity supplied. This suggests that
there is absolutely no spare capacity for suppliers to raise output, irrespective of
increases in price (see Figure 4.10).

® If the PES of a product is equal to infinity (=) then supply is perfectly price
elastic: that is, the quantity supplied can change without any corresponding
change in price. For example, a software developer selling products online can very
easily increase supply to match higher levels of demand, without any impact on the
price level. Due to the spare capacity that exists, suppliers are able to raise output at
the current price level (see Figure 4.11).
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Study ti

In reality, supply
curves are likely
to be non-linear,
sowill have a
different PES

value at different

points. Supply is
more elastic at
lower prices and
more inelastic at
higher prices.

® If the PES for a product is equal to 1 then supply has unitary price elasticity: that
is, the percentage change in the quantity supplied matches the proportional change
in price (see Figure 4.12). Any upwards sloping supply curve that starts at the

origin will have unitary price clasticity.

Here, supply is perfecty price
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Figure 410 The perfectly price inelastic supply curve
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Figure 411 The perfectly price elastic supply curve
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Figure 412 The unitary price elastic supply curve

Activity

Discuss in pairs why the price elasticity of supply of the following products will differ:

1 Smartphones

2 Organic vegetables
3 Fresh flowers

4 Hotels

5 Ferrari cars.
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Exam practice

Angry Birds is a highly popular video game created by Finnish company Rovio in
December 2009 for the iPhone. Since then, over 12 million customers have paid $0.99
each to download the game from Apple’s App Store. The game has become available
for other platforms such as the Android and Windows operating systems and available
for both video games consoles and personal computers.

Rovio has since launched variations of the video game, such as Angry Birds Seasons,
Angry Birds Rio, Angry Birds Space and Angry Birds Star Wars. According to its
website, the Angry Birds games have been downloaded over 1 billion times across all
platforms, making it the most downloaded app of all time.

1 With the use of an appropriate diagram, explain why the high level of demand

for Angry Birds games has no effect on the selling price. [61
2 Explain how knowledge of price elasticity of supply can help businesses such
as Rovio. 14

Determinants of price elasticity of supply
There are several interlinked determinants of the PES for a product:

© The degree of spare productive capacity — If a firm has plenty of spare capacity
then it can increase supply with relative ease: that is, without increasing its costs
of production. This means that supply is relatively price elastic. For example,
Coca-Cola’s bottling plants can produce 10 000 cans of soft drink in just 60
seconds, 5o it is very easy for the world’s largest beverage company with plenty of
spare productive capacity to respond to changes in price. In general, the supply
of goods and services is highly price elastic during an economic recession (see
Chapter 20) when there are spare (unused) resources such as land, capital and
labour.
The level of stocks — Ifa firm has unused raw materials, components and finished
products (collectively known as stocks or inventories) that are available for use,
then the firm is more able to respond quickly to a change in price, as it can supply
these stocks on to the market. Not all inventories are sold to consumers — raw
materials and components (parts used in the production process, such as gearboxes
and motors for cars) are used in the production process. In addition, some types of
stock (such as pencils or ball bearings) are easier to store than others (such as fresh
milk or organic vegetables), so it will be easier to increase supply if prices increase.
This means that the higher the level of stocks of finished goods (such as cars) that
are ready for sale, the more price elastic supply tends to be.
® The number of producers in the industry — The more suppliers of a product
there are in the industry, the easier it tends to be for firms to increase their
output in response to a price increase. For example, there is plenty of competition
in the restaurant trade, so suppliers will be highly responsive to increases in price.
Hence, the greater the number of firms in an industry, the more price elastic
supply tends to be. By contrast, high barriers to entry in the pharmaceutical
industry mean that there are very few suppliers in the industry, so supply tends to
be price inelastic.
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® The time period — In the short run, most firms are not able to change their factor
inputs, such as the size of their workforce or the fixed amount of capital equipment
they employ. For example, in agricultural farming, the supply of fresh fruit and
vegetables is dependent on the time it takes to harvest the products and climatic
conditions beyond the control of the suppliers. Hence, supply is less responsive to
changes in price in the short run. Supply is more likely to be price elastic in the
long run because firms can adjust their levels of production according to price
changes in the market.

® The ease and cost of factor substitution — This refers to the extent to which it is
possible to introduce factor resources (such as labour and capital) to the production
process. If capital and labour resources are occupationally mobile, this means
they can be substituted into the production process easily. An example of capital
being occupationally mobile is a publishing company that can switch production
quite easily between printing textbooks, magazines, trade journals, calendars or
greetings cards. This means the ease of factor substitution in the publishing firm
makes supply highly price elastic. By contrast, the PES for a product where capital
equipment and labour cannot easily be switched, as the production process is
inflexible, will be very low: that is, supply is price inelastic.

The value of PES to firms

In general, it is preferable for firms to have a high PES — to be highly responsive
to changes in price (and other market conditions). This can help to make the firm
more competitive and therefore to generate more sales revenue and profits. Firms can
become more responsive to changes in market price in several ways, including:
® creating spare capacity
® keeping large volumes of stocks (inventories)
improving storage systems to prolong the shelf-life of products
@ adopting or upgrading to the latest technology
@ improving distribution systems (how the products get to the customers)

® developing and training employees to improve labour occupational mobility (to
perform a range of jobs).

Exam practice

Explain whether the price elasticity of supply (PES) of the following products is
relatively elastic or inelastic.

1 Bananas 4]
2 Fresh flowers 4]
3 Computers [4]
4 Coal 4]
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Chapter review questions
What is meant by price elasticity of demand (PED) and how is it calculated?
How might knowledge of PED be of value to firms?
How might knowledge of PED be of value to the government?
Why should firms raise prices for products with price inelastic demand?
Use a diagram to show the difference between perfectly price elastic demand,
unitary PED and price inelastic demand.
What are the key determinants of PED?
What is meant by price elasticity of supply (PES) and how is it calculated?
Use a diagram to distinguish between price elastic PES and price inelastic PES.
If a product has a PES value of 0, what does this actually mean?
0 What are the key determinants of PES?

A wN
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Key terms

Price discrimination occurs when firms charge different customers different prices for
essentially the same product because of their differences in PED.

Price elastic demand describes demand for a product that is relatively responsive to changes
in price, usually due to substitutes being available.

Price elasticity of demand (PED) measures the extent to which demand for a product
changes due to a change in its price.

Price elasticity of supply (PES) measures the responsiveness of quantity supplied of a
product following a change in its price.

Price inelastic demand describes demand for a product that is relatively unresponsive to
changes in price, mainly because of the lack of substitutes for the product.

Stocks (or inventories) are the raw materials, components and finished goods (ready for
sale) used in the production process.

Unitary price elasticity occurs when the percentage change in the quantity demanded
(or supplied) is proportional to the change in the price, so there is no change in the sales
revenue.



@ Market failure

By the end of this chapter, you should be able to:
® describe the concept of market failure and explain the reasons for its occurrence
@ define private and social costs and benefits and discuss conflicts of interest in
relation to these costs and benefits in the short term and long term through
studies of the following issues:
O conserving resources versus using resources
O public expenditure versus private expenditure

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Market failure

Market failure occurs when the production or consumption of a good or service
causes additional positive or negative externalities (spillover effects) on a third party
not involved in the economic activity. In other words, the market forces of demand
and supply fail to allocate resources efficiencly.

Market failure may be caused by the following:

® Production of goods or services which cause negative side-effects on a third party.
For example, the production of oil or the construction of offices may cause damage
o the environment and a loss of green space.

@ Production of goods or services which cause a positive spillover effect on a third
party. An example is training programmes, such as first-aid or coaching skills for
employees, which create benefits that can be enjoyed by others.

@ Consumption of goods or services which cause a negative spillover effect on a third
party. Such goods are known as demerit goods and include cigarettes, alcohol,
gambling and driving a car.

@ Consumption of goods or services which cause a positive spillover effect on a third
party. Such goods are known as merit goods and include education, health care
and vaccinations.

@ Failure of the private sector to provide goods and services such as street lighting,
road signs and national defence due to a lack of a profit motive. Such goods and
services are known as public goods (sce Chapter 15).

® The existence of a firm in a monopoly market (see Chapter 13) that charges prices
which are too high and exploits customers.

Private and social costs

The private costs of production and consumption are the actual costs of a firm,
individual or government. For example, the driver of a car pays for the insurance,
road tax, petrol and cost of purchasing the car. The external costs are the negative
side-effects of production or consumption incurred by third parties, for which no
compensation is paid. For example, a car driver does not pay for the cost of the
congestion and air pollution created when driving the car. This is an example of
market failure because the private costs (of driving) do not represent the true costs
(of driving) to society. The true cost of a car journey is called the social cost.

Social costs = private costs + external costs

@
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(Study tips )

Remember
that the level

of taxation is
measured by the
vertical distance
between the two
supply curves. The
consumer pays
the increase in
price (P,~ Py) and
the producer pays
the remainder.
The more price
inelastic the
demand for

proportion of the
tax paid by the
consumer.

—

Other examples of external costs are:

® air pollution caused by fumes from a factory
® noise pollution from a night club
L]

@ too much advertising, which causes visual blight.

Government intervention

Governments try to solve market failure in a number of ways, such as by placing a tax
on the price of a demerit good with the aim of reducing demand for the good.

Sex

a r S
3 &
2P
5
B 5 Aax
3
= b

° » &

Quanily of cigoretes

Figure 5.1 The impact of an indirect tax on cigarettes

In Figure 5.1, the tax (see Chapter 3) imposed on a packet of cigarettes causes the
supply curve o shift from S, t0 S,,.. The tax is the vertical distance between the two
supply curves. As a result, price increases from P to P, and the quantity of cigarettes
demanded decreases from Q, to Q,. The demand for cigarettes tends to be price
inelastic (see Chapter 4) and therefore the percentage change in quantity demanded is
less than the percentage increase in price.

The advantages and disadvantages of imposing a tax on a good or service are
shown in Table 5.1.

Table 5.1 Advantages and disadvantages of taxing a good or service

o Itincreasestheprice |+ The demand for cigarettes, alcohol and petrol (gas for
and therefore should a car) tends to be price inelastic (see Chapter 4), which
decrease the quantity means that the increase in price may have little impact on

The nicotine in cigarettes makes smoking

o It creates tax revenue highly addictive and therefore smokers will pay the higher
for the government price and consumption will change only slightly.
which can be used « The indirect tax will be regressive (see Chapter 17) and have
on other goods and a greater impact on low-income earners than high-income
services. earners.

Exam practice

Traffic congestion in central London has decreased since the introduction of

a congestion charge for driving into the central business district. It costs £10
(approximately $15.20) each day to drive into the restricted area during peak hours
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(between 7a.m. and 6p.m. on weekdays). There is a penalty of between £60 (around
$90) and £187 ($285) for late payment of the charge.

1 Explain, using an example, an external cost of driving a car. 2

2 Assess the and of the ion charge for two
different groups in society. 6]

3 Discuss whether you think the congestion charge is a long-term or short-term
solution to the problem of traffic congestion in London. 71

Governments can also impose rules and regulations in an attempt to solve market
failure. For example, imposing a minimum age that a person must be before they are
legally allowed to purchase cigarettes or alcohol may reduce the consumption of such
demerit goods (see Figure 5.2). Laws can also restrict where a person can smoke. In
‘many countries, smoking is banned in public places such as shopping centres, bars,
restaurants, airports, railways stations and even the beach!
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Figure 5.2 Impact of rules and regulations on the demand for cigarettes

Figure 5.2 illustrates the impact of a ban on smoking in public places on the demand
curve for cigarettes. The demand curve shifts from D, to D, resulting in the
quantity of cigarettes demanded falling from Q ; to

Other examples of laws and regulations imposed to correct market failures include:

® laws regulating where people can drive, cycle and gamble

® regulations imposed to make sure children are vaccinated against certain diseases

® laws making it illegal for people to smoke, eat or talk on a mobile phone while
driving

@ motorcyclists being made to wear a helmet and car passengers having to wear seat
belts at all times

@ airport authorities regulating the number of night flights

@ banning of alcohol sales in Iran, Bangladesh, Brunei and Saudi Arabia.

Case Study: Compulsory education

Parents in the UK are fined if they do not send their children to school. This rule is designed
to improve the uptake of education. From 2015, full-time education in the UK will be
compulsory for children up to 18 years of age.

Activity
Investigate the laws and regulations in your country which are used to correct market
failures. How effective have these laws and regulations been?

@



The allocation of resources: how the market works; market failure

The advantages of imposing rules and regulations to correct market failures are as
follows:

® Consumption of the good or service may be reduced.

@ Awareness of the negative impacts of demerit goods (such as drinking and driving)
may change the behaviour of people in the long term.

® Awareness of the positive impacts of consumption of merit goods (such as
education) is raised.

The disadvantages of imposing rules and regulations to correct market failures are as
follows:

® Restrictions cause underground (illegal) markets to develop where the good or
service can be purchased, often at a very high price.

® The government has no control over the quality of the goods produced in
underground markets, which in some cases can be dangerous for consumption, as
wich illegally distilled vodka and tainted baby milk powder.

® Deople break the rules: for example, under-age smokers and drinkers of alcohol
can bypass the law by obtaining false identification cards. In the case of smoking,
people may choose to smoke outside buildings and therefore inflict second-hand
smoke on people entering and leaving the building.

® The fine or punishment for ignoring the ban must be enforced and set sufficiently
high to discourage consumption of the good or service.

A third approach to correcting
market failures is to use
education and advertising.
Many schools educate students
about the negative side-effects
of smoking and passive
smoking, In many countries,
cigarette packets must carry a
government health warning
that clearly explains the
dangers of smoking. The
Australian government has
made it a legal requirement for
cigarettes to be sold in packets  Cigarettes in Australia are sold in identical olive-brown
covered in negative images packets with the same typeface and covered with
about smoking, The images graphic images and health warnings. In the UK, a ban

ek ”  ontobacco products being displayed in shops came
are graphic, aiming to educate 40 effect in 2012

and shock people in order to

discourage them from smoking. If such methods are successful, the raised awareness
of the dangers of smoking should reduce the demand for cigarettes (or any other
demerit good), as shown in Figure 5.2.

Another example is the government using informative advertising and education
to explain to people the benefits of eating at least five portions of fruit and
vegetables each day. In Figure 5.3, the demand for fresh fruit and vegetables
increases from D to D, and the quantity demanded increases from Q; to Q,.
Healthier people in an economy should mean less absence from work and school,
with fewer people using health services. Therefore healthy eating produces an
external benefit for society.

— -



Market failure

Dy

Prce f frut and vegetables ($)

)

2. Quantty of uttand vegetables

Figure 5.3 The impact of advertising on demand for fruit and vegetables

Schools around the world educate students about issues such as healthy eating, the
negative impacts of driving gas/petrol-fuelled cars and the importance of conserving
energy and recycling, Successful educational programmes should change the pattern
of demand, thus helping to correct market failures.

Advantages of education and advertising to combat the problems of market failure
include the following:

® Behaviour and consumption patterns of individuals and firms change — there is a
rise in the consumption of merit goods and a fall in the demand for demerit goods.
For example, people learn about the dangers of smoking, so fewer people smoke.

® Successful advertising may lead to a culeural change in the long term, such as
healthier diets, an increase in use of electric cars, recycling, waste reduction and
use of renewable energy.

Disadvantages of education and advertising to combat the problems of market failure
include the following:

@ Education and advertising have an opportunity cost — in other words, the money
could have been spent on something else deemed more beneficial to the economy.

@ Not all advertising and education is effective. For example, shock advertising tactics
‘may not necessarily work on smokers and may be ignored.

® It can take a long time to educate people and for the advertised message to be
accepted and acted upon.

Activity

Consider whether smoking is a problem in your country. Assess the degree of effectiveness
of the measures taken by the government to reduce the number of smokers. What possible
improvements could be made to the current situation? Take action by writing a letter to a
local politician or a newspaper explaining your suggestions.

Conserving resources versus using resources

All economic activities involve social costs and benefits, at least to some extent, and
every decision has an opportunity cost (see Chapter 1). For example, the decision to
allow a firm to build a factory on a green field has a cost to the environment through
the loss of green space, increased road traffic and potential pollution, but it also
brings jobs to the area and creates business for related firms.

]
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Production and consumption of goods and services uses the Earth’s resources
and can cause damage to the environment. It is therefore important that economic
development is sustainable, which means that development today does not
compromise the lives of future generations so that they cannot meet their own needs.
Therefore, there is a potential conflict between the production of goods in the short
term and the conservation of resources in the long term.

(Case Study: The Deepwater Horizon disaster )

0n 20 April 2010 an explosion on
an oil rig called Deepwater
Horizon, owned by the company
BP, caused approximately 4 million
barrels of oil to spill into the Gulf
of Mexico. Eleven oil rig workers
died in the accident. The rig

sank and the impact on the
environment, people and
businesses in the region was
immense.

Many people, including
fishermen, dock workers,
restaurant owners and their
employees, lost their livelihoods
and jobs.

The damage to the surrounding coastline and wildlife was dramatic. There were
endangered species of turtle and a rare species of sea horse living in the area, so measures
had to be taken to ensure their survival.

Around 100000 people have attempted to claim compensation from BP and many claims
are still unresolved today. BP estimated that total damages would cost the firm $42 billion,
and it was already committed to pay $32 billion.

Source: adapted from the Guardian, July 2010

Activity

Read the Deepwater Horizon disaster case study and identify as many examples of market
failure and economic concepts as possible.

Exam practice

In Sri Lanka, economic growth has seen the increased use of pesticides and chemical
fertilisers to increase the amount of crops produced. The growth of the tourism
industry has brought about an increase in the construction of roads, hotels and guest
houses. This has created jobs but at a cost to natural wildlife habitats.

1 Identify the social costs and benefits of economic growth in Sri Lanka. 4]
2 Discuss the potential long-term impacts of economic growth in Sri Lanka and
whether the benefits outweigh the costs. 71




(Case Study: The Brazilian rainforests

According to Greenpeace,
Brazilian supermarkets have
banned the sale of meat
produced from animals raised
in rainforests. This is a move to
reduce the amount of
rainforest destroyed to make
pasture for animals and soy
plantations.

| & J

Private and social benefits

Drivate benefits are the benefits of production and consumption incurred by a firm,
individual or government. For example, a car owner gains the benefits of driving the
car and owning a means of private transport. Similarly, a person who owns a garden
enjoys the personal benefits of having green space and plants, flowers and possibly
vegetables to enjoy.

Txternal benefits are the positive side-effects of production or consumption
incurred by third parties, for which no money is paid by the beneficiary. For example,
the sight and smell of a well-kept garden gives pleasure to a neighbour or a person
walking past. The plants and trees also absorb carbon dioxide and therefore are good
for the environment. Other examples of external benefits are education, training,
health care and law enforcement.

When a person has a vaccination against tuberculosis, they receive the private
benefit of being immune to the disease, but other people are also protected from this
highly contagious disease. To eradicate diseases, many governments make it a legal
requirement for children to be vaccinated against certain diseases before they can
start school. Many governments provide such vaccinations free of charge to children.

This is an example of market failure because there are external benefits to society
of vaccination programmes. If vaccinations were left to the choice of individuals, they
would be under-consumed, mainly due to the price that would be charged for them.
The true benefit of the vaccination is called the social benefit.

Social benefit = private benefit + external benefit

Activity
Discuss with a partner which of the following are examples of negative externalities and
which are examples of positive externalities:

« dental health check-ups

* art museums

consumption of soda/fizzy drinks

overuse of antibiotics

a person driving while smoking or eating

family planning clinics
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(Study tips

Remember
that the level

of a subsidy is
measured by the
vertical distance
between the two
supply curves. The
producer receives
payment from
the government
and passes some
of this income to
consumers in the
form of lower
prices (shown

by the distance

P, — P, in Figure
5.4) and keeps the
remainder.

Pt

Governments often subsidise goods and services to encourage consumption. For
example, public transport might be subsidised to encourage people to use buses

and trains rather than private cars. Figure 5.4 shows the impact of a subsidy on the
demand for public transport. The bus and railway firms receive a sum of money
from the government which lowers their production costs and causes the supply
curve to shift from S (pre-subsidy) to S, (post-subsidy). Price falls from P; to P, and
the quantity demanded increases from Q, to Q. An increase in the use of public
transport should lower congestion and reduce the amount of pollution caused by
driving cars. Therefore the subsidy reduces external costs created by driving,

= §
3 S
£n
3
By
H Subsidy
< D
o

]
Guanty of public fransport
Figure 5.4 The effects of a producer subsidy

Case Study: Vaccinations in Hong Kong

The Hong Kong government subsidises the cost of annual flu vaccines for the very young
and the elderly to encourage people in high-risk age groups to get vaccinated. The aim

is to reduce the amount of flu in the wider community by targeting these age groups, so
that fewer people need to be hospitalised for the treatment of flu. Vaccinations immunise
people against certain diseases and therefore create positive spillover effects for the rest of
the economy, resulting in less pressure on health care services.

Public expenditure versus private expenditure

Tn many countries, governments provide certain goods and services free of charge

to their citizens (see Chapter 2), who may have paid for them indirectly through
personal taxation. Examples include education, health care, public libraries, parks,
museums, public roads and motorways (highways), garbage o refuse collection, street
lighting, street signs and national defence.

Battleships are funded by the public sector from its national defence budget. HMS Belfast
was used during the Second World War but has been decommissioned now and is used as a
museum



Market failure

There is a conflict between the provision of goods and services directly to people
and asking them to pay for the goods and services. The law of demand (see Chapter
3) dicrates that, as the price of a good or service rises, less of it will be consumed.
Health care and education are under-consumed in some countries because people
cannot afford to pay. In the short term this has a negative effect directly on the
quality of their lives, and in the long term it causes a potential decrease in life
expectancy and earnings potential (see Chapter 7). This impacts upon the whole
of society because it means that human resources are not being used to their full
capacity.
The advantages of government provision of goods and services are that:
® the goods and services are accessible to all people, regardless of their income or
social status
® consumption of the goods and services has private benefits to the individual and
external benefits enjoyed by third parties in society.

The disadvantages of government provision of goods and services are that:

@ there is an opportunity cost, as the money could have been spent on something
else, such as paying off government debt or possibly lowering the rate of
taxation

® goods and services that are free of charge may be over-consumed, so long queues
or shortages may arise (for example, the waiting list for a hip replacement operation
in a government hospital may be very long)

® in the case of a shortage of supply due to excess demand, it can be difficult to
decide who should be able to take advantage of the free government service

® some people (known as free riders) are able to take advantage of free goods and
services without contributing to government revenue through paying taxes.

Exam practice

Scientific research has demonstrated the widespread social benefits of investment
in health education and health care programmes to economies across the world,
particularly in less economically developed countries such as Bangladesh.

1 Define the term ‘social benefits’. 21
2 Discuss the short-term private costs and long-term social benefits of investing in
health care in countries such as Bangladesh. 71
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(Chapter review questions
1 When and why does market failure occur?
2 What are the differences between merit and demerit goods?
3 How does traffic congestion cause a negative externality?
4 How can consumption of demerit goods be decreased?
5 What are the advantages and disadvantages of using taxation to deal with
market failure?
6 How can a subsidy increase the demand for public transport?
7 What are the social benefits of the public provision of education?
8 What is the debate concerning the conservation of resources and the use of
resources?
9 How do social benefits differ from private benefits of consumption or
production?
10 What is the debate concerning public and private sector provision of goods
and services?
\ J
Key terms

Demerit goods are goods or services which, when consumed, cause negative spillover
effects in an economy (e.g. cigarette smoking, alcohol and gambling). Demerit goods are
over-consumed due to imperfect consumer information about such goods.
External benefits are the positive side-effects of or ion incurred by
third parties, for which no money is paid by the beneficiary.
External costs are the negative side-effects of production or consumption incurred by third
parties, for which no compensation is paid.
Externalities (or spillover effects) occur where the actions of firms and individuals have
either a positive or negative effect on third parties.
Free riders are people who take advamage of the goods or services provided by the

but have not revenue through taxation.
Market failure occurs when the market o S Ucbund st supply fail to allocate
resources efficiently and cause external costs or external benefits.
Merit goods are goods or services which, when consumed, create positive spillover effects
in an economy (e.g. education, training and health care). Merit goods are under-consumed
50 government intervention is often needed
Private benefits are the benefits of production and consumption enjoyed by a firm,
individual or government.
Private costs of production and consumption are the actual costs of a firm, individual or
government.
Social benefits are the true (or full) benefits of consumption or production: that is, the sum
of private benefits and external benefits.
Social costs are the true (or full) costs of consumption or production: that is, the sum of
private costs and exteral costs.
A subsidy is a sum of money given by the government to a producer to reduce the costs of
production o to a consumer to reduce the price of consumption.
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@ Money

Study tips
Money is not
simply cash (notes
and coins) in
circulation. In

fact, most of an
economy’s money
does not exist

in the form of

cash, but as bank
deposits.

By the end of this chapter, you should be able to:

® describe the functions of money and the need for exchange

@ describe the functions of central banks, stock exchanges and commercial
banks.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The meaning of money

Money is any commodity which can be used as a medium of exchange that is
accepted for the purchase of goods and services. In today’s modern society, money
includes officially issued banknotes and coins (collectively called legal tender), gold
and bank account deposits. Money has the following characteristics:

© Durability - Money, such as banknotes and
coins, should be fairly long lasting yet easily
replaced if it becomes worn. Coins are highly
durable and modern-day banknotes are made
from polymer rather than paper. Polymer
banknotes, first introduced in Australia in
1988, are significantly more durable and so are
used extensively in countries such as Bermuda,
New Zealand, Romania and Vietnam. Even
50, a US dollar bill can be.folded forw.zrd .znd Palyiner barkniotes ara widely used
back up to around 4000 times before it Will iy Singapore, Brunei, Hong Kong
tear. According to the USA’s Federal Reserve,  and Australia
the typical $50 bill and $100 bill lasts 9 years
before it needs replacing and its coins survive in circulation for about 30 years.

® Acceptability — Money is widely recognised and accepted as a medium of payment
for goods and services. Legal tender is the official money of a country (such as
Canada’s dollar or the UK’s pound sterling).

Other forms of money might also be accepted,

such as tourists using US dollars. Gold is universally
accepted as a form of money. By contrast, the
Zimbabwean dollar ceased to be accepted as a
medium of exchange in 2009 when the country, which
had been suffering from civil unrest, experienced
hyperinflation (see Chapter 18). In October 2008,
Zimbabweans needed Z$2 621984228 to purchase
USS1 worth of goods. Hyperinflation peaked a
month later in November 2008 when average prices
in Zimbabwe rose by 79600000 per cent within
a month!

® Divisibility — As money is a measure of the value
of goods and services, it must be divisible. Many
economists and historians believe that cattle are the

Gold is universally accepted
as a form of money
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oldest form of money, with cows being used for trade as far back as 9000 sc.
Cattle were still used as money in some African nations during the latter half of
the twentieth century. However, cattle and livestock do not make ‘useful’ money as
they are not truly divisible (a third of a cow is not really useful for any trader!).

® Uniformity — For money to be easily recognisable there must be uniformity
within a country. This means all $50 banknotes will look virtually identical
in terms of shape, size and design. The same applies to all legal tender
denominations of banknotes and coins. Cows come in many sizes and shapes
and each has a different value; cows are not a very uniform form of money.
The first consistent form of money, cowry shells, was used in China over
3200 years ago. These seashells were used for mainly trading food, livestock
and textiles.

® Scarcity — Money must be limited in
supply in order for it to keep its value.
Both seashells and salt have been used
as money in the past, although the
high level of supply meant that they
soon lost much of their value as a
medium of exchange. By contrast, silver
and gold are better forms of money due
to their scarcity. The supply of money,
including banknotes and coins, is
regulated by the country’s central
bank so that the money retains its value  Cowry shells were used as money in
over time sixteenth-century China

® Portability — Money must be
conveniently portable. For example, the approximate weight of a banknote,
regardless of its denomination, is just one gram. Whilst almost every country
uses government-issued banknotes and coins as their official currency, there are
other forms of money. For example, money in bank accounts and the use of credit
cards enable payment to be made electronically, without the customer having
to use cash. The first coins used as money appeared around 2000 sc. In those
days, the value of coins was determined by their weight, which hindered their
effectiveness as money due to the difficulties of portability.

Activity

1 Use the internet to find out about the hyperinflation experienced in Zimbabwe, which

lasted around 5 years.

2) Why did the Zimbabwean dollar cease to be used as money?

b) Why do Zimbabweans today prefer to use currencies from other nations, such as the
Us dollar?

Discuss with a partner or as a class why the following products would not make ‘good"

money. Try to rank these in order of how many functions of money these products meet.

Remember to justify your answers,

~

d) Cigarettes
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The functions of money
Economists suggest that there are four key functions of money:

@ Money acts as a medium of exchange — For something to be considered as
money it must function as a way to conduct trade. Money is widely recognised and
accepted as a means of payment for goods and services.

@ Money is a measure of value - Money is a unit of account, as it measures the
market value of different goods and services. It is far more efficient for trading
purposes to express the price of goods and services in dollars (or another monetary
value) rather than using products such as cloth, shells, salt or livestock — all of
which have been unsuccessful forms of money in history.

® Money is a store of value as it can be stored and used at a later date in the
future. This means that money must be able to hold its purchasing power
over time. Money therefore gives firms and households flexibility in the
timing of their sales and their purchases, thus removing the urgency to trade
straightaway.

® Money is a standard of deferred payment — This means that money is used as
the standard for future (deferred) payments of debt. For example, loans taken
out today are repaid in money at some time in the foreseeable future. Both
the US dollar and the euro have been widely accepted standards for settling
international debts.

Activity
To appreciate the need for money, try to explain why many economists argue that the
invention of money is certainly one of the greatest inventions of all time.

Bartering and the need for exchange

In the absence of money, people have to use a barter system in order to trade goods

and services. Bartering is the act of swapping items in exchange for other items

through a process of bargaining and negotiation. For example, someone might trade

five sacks of rice for one cow, or four chickens for a sheep.

® The key problem with a barter system is the need for a double coincidence of
‘wants — the person with chickens must find a trader who wants chickens in
exchange for their sheep. As two people engaged in a trade must both want what
the other person is offering, bartering is highly inefficient.

® A second problem with bartering is that of divisibility — half a sheep or two-thirds
of a chicken is not very useful for traders.

® A third problem is that of portability — compare the portability of a sheep or fish
with that of paper money (banknotes).

The problems associated with bartering meant that countries around the world

the use of money, such as cowry shells, grain and
cloth. For much of history, precious metals such s gold and silver have served a
monetary role.

Activity
Bartering still takes place in some parts of the world today. Discuss with a partner the
problems associated with bartering as a means of trade and exchange in modern societies.
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This print shows Scandinavian and Russian traders bartering their wares

Exam practice

1 Define the term ‘bartering’. 2
2 With reference to the functions of money, explain why bartering is an
ineffective method of trading. 6]

The functions of central banks

The central bank of a country is the monetary authority that oversees and
manages the nation’s money supply and banking system. Examples of central
banks are the European Central Bank (for the Eurozone countries), the USA’s
Federal Reserve, the Bank of England, the People’s Bank of China and the
Reserve Bank of India. These banks are responsible for overseeing the monetary
policies (see Chapter 16) of their respective countries, including being responsible
for the nation’s entire money supply and the manipulation of interest rates to affect
the economy.

(Case Study: The Federal Reserve )
The Federal Reserve (also known informally as the ‘Fed") s the central bank of the USA.

It was formed in December 1913, mainly in response to financial crises around that time.
The main shareholders of the Federal Reserve are the major banks in the USA, although the
exact shareholdings are not made public. According to the Federal Reserve’s educational
website:

+ The dollar was officially used as the USA's unit of currency in 1785, although the first
dollar coin was issued in 1782.

The Federal Reserve produces approximately 26 million banknotes each day, with a face
value of around $907 million.

Over 90 per cent of currency used in the USA consists of Federal Reserve banknotes.

The Secret Service was created during the USA's Civil War to fight against counterfeit
money.

It costs the US government only about 6.4 cents to produce each banknote.

The average lifespan of a Federal Reserve $1 banknote is just 21 months whereas the
lifespan of a $100 banknote averages 7.5 years.

Source: adapted from www.federalreserveeducation.org

J
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Activity
What interesting facts and figures can you find out about the central bank in your
country?

Central banks tend to have the following four key functions:

@ The sole issuer of banknotes and coins — In almost every country, the central
bank has the sole right to issue legal tender in its own country: in other words, it
is the only authority that can print banknotes and mint coins. This helps to bring
uniformity to, and improves public confidence in, the country’s monetary system.

One rare exception to this function is in Hong Kong where three commercial
banks (Standard Chartered, HSBC and Bank of China) have note-issuing rights,
although the Hong Kong Monetary Authority maintains overall control of the
country’s banking system, including the circulation of banknotes and coins.

® The government’s bank — The central bank operates as a banker to the
government, performing the same functions as a commercial bank does for its
customers. Hence, as the government’s bank, it maintains the bank accounts of
the central government, such as receiving deposits from government, making
short-term loans to the government and making payments for items of government
expenditure (sce Chapter 16). The central bank also manages public-sector debt
and represents the government in the international financial markets, such as
foreign exchange. This has become an important function of central banks because
such intervention can help to stabilise the external value of a nation’s currency (see
Chapter 24).

@ The bankers’ bank — The central bank acts as the bank for other banks in the
country. This function includes overseeing the cash reserves of commercial banks.
This means that all banks in the country must have their accounts with the central
bank, enabling the central bank easily to manage the claims made by banks against
each other. For example, payment made by a Citibank customer writing a cheque
to another customer with an HSBC account goes through the central bank’s
clearing system — the central bank debits the account of the Citibank customer
and credits the account of the HSBC customer. This cheque clearing function of
the central bank reduces the need for cash withdrawals, thus enabling commercial
banks to function more efficiently. In addition, it also allows the central bank to
have a better overview of the liquidity position (the ability to convert assets into
cash) of the country’s commercial banks.

® The lender of last resort — Given that the authorities require all commercial
banks to keep a certain percentage of their cash balances as deposits with the
central bank, these cash reserves can be used by the country’s banking system
during financial emergencies. This function helps to build public confidence in
the country’s banking system. For example, if a certain commercial bank faces
temporary financial difficulties, it can, as a last resort, seek financial assistance
from the central bank. This helps to ensure the bank does not collapse, protects
jobs and thus safeguards the nation’s banking system and economic welfare.
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(Case Study: Bank bailouts )
A bailout refers to a loan or financial assistance provided to a company (or country) which
faces major financial difficulties or the threat of bankruptcy. The global financial crises of
1997 and 2008 caused the collapse of hundreds of banks all over the world, over a number
of years. The financial bailout of many banks by central banks was seen as a necessity to
prevent huge job losses and socioeconomic failures on a mass scale.

Central banks can bail out banks through various means, such as providing subsidies

or low-interest loans to commercial banks in need of liquidity (cash assets). Bailouts in
Indonesia (1997) and Cyprus (2012) proved to be the most expensive in economic history,
with the latter country spending $10 billion bailing out its banks  this represents a huge
56 per cent of Cyprus’s $18 billion GDP (see Figure 6.1).
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Figure 6.1 The biggest bank bailouts

J
(Activity )
1 Discuss as a group the reasons for and against central banks bailing out commercial
banks facing a financial emergency.
2 Produce A3 coloured posters of the arguments (for and against) and use these as
\_ classroom displays. )

The functions of stock exchanges
A stock exchange (also known as a bourse) is an institutional marketplace for
trading the shares of public limited companies (see Chapter 10). It provides a
platform for individuals, organisations and governments to buy and sell shares.
Examples of stock exchanges are the New York Stock Exchange (NYSE), London
Stock Exchange, Frankfurt Stock Exchange, Shanghai Stock Exchange and Bombay
Stock Exchange. The efficient functioning of a stock exchange helps to create
business and consumer confidence, thereby boosting investment opportunities in
the economy.

€]
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The Bombay Stock Exchange

Functions of a stock exchange include the following:

® Raising share capital for businesses — As a marketplace for buying shares, the
stock exchange provides public limited companies (see Chapter 10) with the
facility to raise huge amounts of finance for business growth and expansion (sce
Figure 6.2). This is done by selling shares in the company to the general public.
Share capital (the money raised from selling shares in the company) is the main
source of finance for public limited companies.

Many businesses decide to ‘go public’ by selling their shares on a stock exchange
for the first time — a practice known as an initial public offering (IPO). Popular
IPOs are heavily oversubscribed (the quantity demanded outstrips the quantity
supplied) and this forces up the share price. Existing companies that are listed on
a stock exchange can raise more share capital by selling additional sales in a share
issue (or a share placement). However, by issuing more shares, ownership and
control of the company become weakened.

Table 6.1 The world's largest initial public offerings

Company Year | Share capital
raised (USSbn)

Agriculture Bank of China 2010 2210

Industrial and Commercial Bank of China_| 2006 2197

American Assurance 2010 2051

Visanc. 2008 19.65

NTT Mobile C; i Network | 1998 18.05

Source: adapted from Reuters.com and Forbes

® Facilitating company growth — In addition to making an IPO, existing
companies can choose to sell additional shares to raise funds to finance their
growth. This process is known as a share issue. For example, Petrobras - Brazil’s
largest oil company — managed to raise $70 billion from selling additional shares to
the general public in September 2010.
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The stock exchange also functions to facilitate the growth of companies through

‘mergers and acquisitions (see Chapeer 14). For instance, Walt Disney Company
acquired Lucasfilm (creators of the best-selling Star Wars franchise) via the New
York Stock Exchange in 2012 for $4.05 billion.

Darth Vader and other Star Wars characters ring the opening bell at the New York Stock
Exchange

@ Facilitating the sale of government bonds — Governments can raise capital to
fund their development projects via the stock exchange, which sells securities
known as bonds (a type of loan). Bondholders do not have ownership rights, but
earn interest based on the number of bonds bought and the prevailing interest
rate. Government bonds can be bought and sold through the stock exchange by
the general public, such as i panies and other The
finance raised is often used to fund mfrastmcture projects such as the construction
of motorways (highways), sewage and water treatment systems, and public housing
projects.

@ Price mechanism for trading shares — Share prices are generally determined by
the relative forces of demand and supply (see Chapter 3). Price fluctuations and the
valuation of share prices are handled by the stock exchange. This function of the
stock exchange provides important and up-to-date information to both buyers and
sellers in the stock market.

® Safety of transaction — All companies that trade on a stock exchange are
regulated. The share dealings of public limited companies are defined in
accordance with the country’s legal framework. This helps to boost the level of
confidence in buying and selling shares. Thus, this function of a stock exchange
can have a large impact on the economic growth prospects of a country as it
facilitates capital formation (investment).

Activity

Use the internet to find out the world’s five largest stock exchanges. What are the
benefits to businesses that are listed (trade their shares) on large, well-known stock
exchanges?
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Exam practice

In May 2012, social media giant Facebook’s initial public offering (IPO) on the

New York NASDAQ Stock Exchange raised $16 billion (the third largest amount in

US history) from investors buying shares at $38 apiece. This led to the company’s
valuation standing at $104 billion, the largest valuation of a newly listed public limited
company to date.

1 Define the term “initial public offering’. 21

2 Explain two functions of a stock exchange such as the NASDAQ Stock
Exchange. 4]

3 Comment on why Facebook might have decided to float its shares on the New
YYork Stock Exchange. 4]

The functions of commercial banks

A commercial bank is a retail bank that provides financial services to its customers,
such as accepting savings deposits and approving bank loans. Examples of commercial
banks are listed in Table 6.2.

All ial banks are responsible for maintaining the deposits of their account
holders. Their transactions are socially and legally governed by the central bank.
Commercial banking started over 200 years ago when goldsmiths (metal workers
specialising in precious metals such as gold) operated as banks. Banking itself can be
traced as far back as 2000 5c when merchants in Assyria and Babylonia used grain
loans to farmers and other traders. Modern commercial banking using the internet
(e-banking) did not start until 1995.

Table 6.2 The world’s largest commercial banks, 2012

Rank | Bank Country
1| Industrial and Commercial Bank of China (ICBC) China
2| China Construction Bank China
3| Wells Fargo & Co. USA
4| Hong Kong and Shanghai Banking Corporation (HSBC) | UK
5| Agricultural Bank of China China
6 | JP Morgan Chase USA
7| Bank of China China
8 [ itau Unibanco Brazil
9| citigroup USA
10_|c Australia

Source: www.relbanks.com

The functions of commercial banks can be split into two categories: primary and
secondary (or general ulity) functions.
The primary functions of commercial banks include the following:

® Accepting deposits — Commercial banks accept deposits from their customers,
including private individuals, businesses and governments. Examples include
sight deposits (which are payable on demand) and time deposits (which
are deposits that are payable after a fixed time period such as 6 months or a
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year). Time deposits tend to attract higher rates of interest for deposit holders
than sight deposits. Businesses deposit their cash in commercial banks for the
convenience of their own financial operations, such as paying their suppliers and
employees.

@ Making advances — Commercial banks provide advances (loans) to their
customers. These advances include overdrafts (a banking service that allows
registered customers to withdraw more money than they actually have in their
account) and mortgages (long-term secured loans for the purchase of assets such as
commercial and residential property).

® Credit creation — This describes the process by which banks increase the supply
of money in an economy by making money available to borrowers. Credit allows
the borrower (or debtor) to gain purchasing power (money) now with the promise
to pay the lender (or creditor) at a future time. Credit creation enables commercial
banks to generate considerable additional purchasing power from their cash
deposits. While central banks can print money, they do not create credit; this is a
key function that distinguishes commercial banks from other financial institutions,
such as insurance companies and investment banks.

The secondary functions (or general utility functions) of commercial banks include:

@ collecting and clearing cheques on behalf of their clients

® offering additional financial services, such as tax advice, foreign exchange dealings
and the buying and selling of shares

® providing safety deposit boxes for customers to safeguard highly valued
possessions, including items of jewellery and important documents such as wills

® providing money transfer facilities, such as transferring money to an overseas
bank account or paying various bills, such as telephone, electricity, gas and
water bills

@ providing credit card facilicies for the convenience of customers — both private
individuals and commercial clients

@ providing internet banking facilities, such as online bill payments, online bank
transfers between bank accounts and the online purchase of shares and foreign
currencies.

Credit cards allow customers to buy now and pay later,
50 are widely used as a medium of exchange
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Exam practice

According to The Economist, China’s economy is expected to overtake the USA's by as
early as 2018. Multinational companies hoping to make the most of this opportunity
have been investing in China via the Shanghai Stock Exchange. Commercial banks
such as the Industrial and Commercial Bank of China (ICBC) and the Hong Kong and
Shanghai Banking Corporation (HSBC) also have an increasingly important role in the
development of the Chinese economy. Nevertheless, the trading of the renminbi,
China’s official currency, is still closely monitored by the People’s Bank of China — the
central bank.
1 Describe the functions of a commercial bank such as ICBC or HSBC. 4]
2 Explain the key functions of central banks such as the People’s Bank of China.  [4]
3 Explain how the Shanghai Stock Exchange can play a key role in the economic
development of the Chinese economy.

Chapter review questions

What is meant by money and what are its main characteristics?
What are the key functions of money?

What is a central bank and what are its key functions?

What is a stock exchange and what are its main functions?
What are commercial banks and what are their main functions?
How does a central bank differ from commercial banks?

PV A WN

Key terms

Bartering is the act of swapping items in exchange for other items through a process of
bargaining and negotiation.

A central bank is the monetary authority that oversees and manages the supply of money
and the banking system of the nation.

Commercial banks are retail banks that provide financial services to their customers, such as
accepting savings account deposits and approving bank loans.

Functions of money describes the role that money plays in the economy: money isa
medium of exchange, a store of value and a measure of value (or unit of account).

Money is anything that is widely accepted as a means of exchange (and acts as a measure
and store of value).

Money supply refers to the amount of money in the economy at a particular point in time.
Asstock exchange is an institutional marketplace for trading the shares of public limited
companies.
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By the end of this chapter, you should be able to:

i pri

®
and non-wage factors)
®
®
; skilled
services)
L]

identify the factors affecting an individual’s choice of occupation (wage factors
describe likely changes in earnings over time for an individual

describe the differences in earnings between different groups of workers
te/public; agricultural/manufacturing/

describe the benefits and disadvantages of specialisation for the individual.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
® Cambridge International Examinations

Influences on an individual's choice of occupation

Most people work at some point in their lives. An individual’s choice of occupation
depends on many factors, which can be categorised as wage and non-wage factors.

Wage factors affecting choice of occupation

The level of salary or wage that a person receives in return for their labour is a major
influence on their choice of occupation. Table 7.1 outlines the different methods of
payment by which a worker may be paid in return for their labour.

Table 7.1 Different methods of payment for labour

Methods of payment Examples
Wages Wages are paid hourly or weekly, so | Part-time workers in a shop or
are a variable cost to firms restaurant (e.g. $7 per hour)
Salary. Salaries are paid monthly at a fixed | Full-time job (e.g. teachers, shop
value, 5o are fixed costs managers and nurses)
Piece rate Afixed amount paid per item Workers producing individual items
produced or sold in a factory (e.g. $2 per garment
completed)
‘Commission ‘A percentage of the value of Real estate agents eaming 1% of
products or services sold the value of each property that
they sell
Bonus "An additional lump sum of money | Royal Bank of Scotland and

paid during year, usually dependent
upon performance

Barclays paid 523 staff members
more than £1m (§1.56m) in
bonuses in 2013

Profit-related pay

Payment related to the profits
eamed by a firm

‘A partner in a law fitm may receive
20% of the annual profits

Share options

Workers receive shares in the firm,
50 they have an incentive to work
hard so that the firm is profitable

Public fimited companies

Fringe benefits (or perks)

‘Additional benefits, which have a
monetary value

Pansions, health insurance,

company car, laptop, mobile

phone, education for children, or
of a health club
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Non-wage factors

Non-wage factors are also a major influence on an individual’s choice of occupation,
as a person may be motivated by money in the short term but in the long term they
will also want to feel happy and motivated at work. Non-wage factors that influence
an individual’s choice of occupation include the following:

® Level of challenge — does the job require thinking skills or is it repetitive and boring?

® Career prospects — will there be progression within the firm or will a person have
to change jobs to be promoted?

® Level of danger involved — is the job dangerous? For example, some people face
a high degree of risk at work, such as lifeboat rescue teams, firefighters, window
cleaners and scaffold erectors.

Worker erecting bamboo scaffolding in Hong Kong

® The length of training required — Some jobs require few skills, such as cleaners
and shop assistants. By contrast, other jobs require years of training, such as
electrical engineers, plastic surgeons, pilots, accountants, lawyers and dentists.

® The level of education required — Some jobs require no or minimal education
whereas other jobs require post-graduate levels of education (such as university
professors).

@ Recognition in the job — does the worker get praise and recognition for their
performance at work? If a worker feels respected at work, they may be motivated to
‘work harder.

® Personal satisfaction gained from the job — This is important because if a worker
feels satisfied and happy in their work, they may work harder and stay in the job
longer. Voluntary work might be carried out by people who are happy to work for
no pay, as the reward they get is the personal satisfaction of working for a charity,
such as taking care of the elderly or sick.

® The level of experience required — Some jobs require no or minimal experience
whereas other jobs require a minimum amount of experience (such as judges and
law-makers).
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Activity
Interview several adults and ask them the financial and non-financial reasons why they
chose their occupation. Share your findings with the rest of the class.

Changes in earnings over a lifefime
Earnings change over a person’s lifetime (see Table 7.2) for the following reasons:

® The level of education a person has tends to affect, in most cases, their earnings
and earning potential (see Table 7.3).

® Inexperienced workers, such as graduates in their first year of work, earn less than
experienced workers.

® Salaries and wages usually increase with experience and time spent working at a firm.

® After workers reach the peak of their career, their salaries and wages tend to remain
fairly constant.

® After retirement, earnings fall and people are dependent on their pensions and
savings to cover their living expenses.

Table 7.2 Earnings by age, full-time workers (UK, 2010-2012)

Age category 2010 () 2011 (£) 2012 (6)
Al employees 25882 26170 26462
16-17 - - 7703
18-21 13623 13189 13532
22-29 20884 20657 20901
3039 28203 28315 28568
40-49 28892 29367 29791
50-50. 27152 27634 27744
60+ 23585 24000 24715

Source: adapted from Office for National Statistics

Table 7.3 After-tax earnings by educational attainment (USA, 2011-2012)

Less than college graduate College graduate

Less than high hony | Bachelors prTfaess‘:i::'al

school graduate | ;o ate | degree doctoral degree
Mean income after 32564 45903 89354 108532
taxes ($)

Source: adapted from US Department for Labor

Exam practice

1 With reference to Table 7.2, explain why the potential earnings of an
individual fall after the age of 60. 21
2 With reference to Table 7.3, explain how education impacts upon earnings

of an individual.

@
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Study tips

When you are
answering
questions about
the demand for,
and supply of,

labour, remember
that workers
supply labour to

and services.

Wage determination

Wages are determined by the interaction of demand for labour and the supply of
workers in an industry. For example, the combination of the high demand (ability
and willingness to pay) for, and the low supply of, neurosurgeons means their pay is
very high.

The demand for labour

The demand for labour is a derived demand. This means that labour is demanded
for the goods and services it produces and not for itself. For example, bakers are
demanded for the bread they bake, not for the sake of hiring bakers.

hour ($)

Wage rak per

by

o

N Ny
Number of workers
employed

Figure 71 The demand for labour curve

Figure 7.1 shows a downward-sloping demand for labour (Dy) curve. When the wage
rate falls from W, to Wy, the number of workers employed increases from N to Np.
This is because firms (employers) can afford to hire more workers when the wage rate
is lower.

The factors that influence the demand for labour include the following:

@ The level of total demand in the economy (known as aggregate demand) —
During a boom or period of economic growth, the demand for goods and services,
and therefore the demand for labour to produce them, is higher than during a
recession or period of declining growth.

® An increase in the productivity of labour (output per worker over a period of
time) — The demand for workers increases as their productivity increases through
training and changes to production methods (see Chapter 11). For example,
allowing workers to make suggestions about how their working practices can be
improved and putting the suggestions into practice can motivate workers, as they
feel empowered to make changes. Recognition of workers’ achievements can also
be motivational and increase productivity. Consider how praise from your teachers
or parents can impact upon your own attitude to learning!

® The cost of labour as compared with the cost of machinery and technology that
could replace the labour — Although technology and machinery are expensive to
purchase in the short run, they can save money for the business in the long run.
For example, many firms have replaced security guards with security cameras.
Cameras are cheaper in the long run and they do not need toilet breaks, alchough
they do break down ! Car use robotic and
machinery that can operate 24 hours a day.
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Security cameras can be more cost-effective than security guards in the long run

National minimum wage legislation

A national minimum wage (NMW) is the lowest amount a firm can pay its workers,
as set by the government. Any firm that pays workers less than the legal minimum
wage is breaking the law.

Since May 2013, the NMW in Hong Kong has been HK$30 (around $3.85) per
hour for all workers. In Australia, the NMW is AUD15.96 (around $16.21) per hour
or AUD606.4 (around $625.35) per week. For those aged below 21, the NMW is
slightly lower (see Table 7.4).

Table 7.4 Minimum wage rates per hour in Australia, 2013 (US$)

Age of worker NMW (USS)
Under 16, 6.10
16 785
17 959
18 1134
19 13.70
20 16.21

Source: Fair Work Ombudsman, Australia

In Figure 7.2 the equilibrium wage rate before the national minimum wage is W;
and N; workers are demanded and supplied. If the government introduces a NMW
which is above the equilibrium wage at W, then the quantity of kibour supplied to
the market increases from N to N, as more workers are prepared to work for a higher
wage rate.
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However, the quantity of labour demanded falls from N, to N; because firms
(employers) are less able or willing to pay as many workers at a higher wage rate. As
the quantity supplied of labour is greater than the quantity demanded, there is a
surplus of labour at a wage rate of Wj. Thus, if the NMW is set too high, this may
lead to unemployment in the economy.

St
22 W, NAY
B3 W
=
Dy
o No N N
Nomber of workers
employed
Figure 7.2 National minimum wage
(Activity )

1 Suggest reasons why the minimum wage in Australia may be less for younger workers
than for workers aged 21 and over. Discuss possible reasons why the NMW is lower in
Hong Kong than in Australia.

2 Find out the minimum wage in your country or a country of your choice and consider

| whether a job paying the NMIW i sufficient to live on. )

The and of a national

wage are listed in Table 7.5.

Table 7.5 The advantages and disadvantages of a national minimum wage

 Workers receive a fair wage for an hour's
work and are not exploited by employers.

* Unemployed people may have an
incentive to work, as the wage may be
more atiractive than relying on welfare
payments.

* Low-income earners may have more
money to spend and this may increase
consumption in the economy, thus easing
any fears that higher wages (costs of
production) might cause unemployment.

 Workers who earn more than the minimum wage
(perhaps due to their seniority) may request a higher
wage rate to maintain the wage differential between
them and workers who earn less than they do. For
example, when cleaners in an office receive a pay
tise as a result of an increase in the NMW, other
office staff may ask for a wage increase to maintain
the difference between their wages and that of the
dleaners. This causes an even larger increase in the
cost of labour for firms.

» Unemployment might increase because firms could
face higher wage bills as a result of increased wage
rates. Therefore, their demand for labour (ability and
willingness to employ workers) willfall. Alternatively,
firms might purchase machinery and equipment to
reduce the number of workers required. This might
cause technological unemployment in the economy
(see Chapter 19).
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Government interference in labour market

® Employment rights — Governments impose laws to protect the rights of workers
and employers, and these laws vary between countries. Laws are designed to prevent
discrimination against workers due to gender, race, religion and disability, and also
to protect the rights of employers and their ability to hire and fire workers.

@ Trade union legislation — Governments can reduce the powers of trade unions
in order to make labour markets more flexible and efficient (see Chapter 8).
This happened in the UK during the 1980s when Margaret Thatcher was prime
minister, and many countries have followed her lead. Trade unions now have less
bzrgammg power and are less powerful generally.

1 May is still celebrated around the world as International Workers' Day. Indonesian workers
hold a peaceful rally in Jakarta during the annual May Day march, demanding better pay and
conditions of employment

Activity

the rights and of empl d employers in your country.
Share your findings with the rest of the class.

Factors affecﬁng the supp|y of labour

The labour supply in an economy consists of people who are of working age and

who are willing and able to work. This does not include those who are in full-time

education or those who do not work by choice, such as housewives or househusbands.
Figure 7.3 shows an upward-sloping supply of labour (S,) curve. If the wage rate

in an industry increases from W; to W, the number of workers willing to work will

increase from N to N, because workers are attracted by higher wages.

St

Wage e per
hour
=

o NN
Number of workers
employed

Figure 7.3 The supply of labour curve
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Tt is possible, at least in theory, that the S, curve can be backward bending, Figure
7.4 shows that high wage rates will cause workers to work longer hours to increase
their carnings up to a certain point. As wage rates increase from Wi to W, the
number of hours worked increases from H, to H,. However, as wages increase from
W, to W; the number of hours worked falls from H, to H, because there is a trade-
off between work and leisure time. At Ws a person can work fewer hours yet have a
higher income than at W;. The backward-bending supply of labour curve thercfore
occurs when wage rates rise to a high enough point to allow people to work less and
enjoy more leisure hours.

St
s W
&
25 W
g8
= W f
o H HaH;
Number of hours
worked

Figure 7.4 The backward-bending supply of labour curve

The structure of the labour supply varies between countries and depends on the
following factors.

Labour force participation rate

The labour force participation rate is the percentage of the working population that
is working, rather than unemployed. It is influenced by:

@ the number of full-time and part-time workers in the labour force

® the number of women in the workforce

® the age distribution of the workforce (also see Chapter 22)

® the official retirement age of the country.

Table 7.6 shows examples of the labour participation rate, female labour participation
rate (percentage of females working) and male labour participation rate in various
countries.

Table 7.6 Labour participation rates, selected countries:

Country Labour participation Malf I.ahc.ur F:m.al.e Iai.Jour

rate (%) participation rate (%) | participation rate (%)
Vietnam 77 Gl 7
Bangladesh 7 81 =
Mauritius. 60 76 24
Nigeria 56 3 T
Hong Kong 60 68 =

Source: adapted from the World Bank
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Availability and level of welfare benefits

Welfare benefits are paid to the unemployed. However, if welfare benefits are

high and readily available, this can discourage people from seeking work because

the opportunity cost of not working and receiving welfare payments is too high.
Governments try to regulate who can receive benefits to prevent disincentives to
work. For example, in the UK a person must prove that they are actively seeking work
if they are to continue to receive welfare payments.

Changing social climate

In many countries, more women are entering the workforce and delaying having
families while more men are looking after the home and children. As a result of
falling birth rates, some countries have ageing populations (see Chapter 22). These
factors affect the composition of the workforce. Such countries may have to rely on
immigration to ensure that they have workers with the required skills in the future.

Geographical mobility

Geographical mobility refers to the willingness and ability of a person to
relocate from one part of a country to another for work. Some people may not be
geographically mobile for the following reasons:

® Family commitments — People may not want to relocate as they want to be near
their family and friends. There may be other commitments such as schooling
arrangements for children (it can be highly disruptive to the education of children
who have to move to a school in a different town or country).

@ Costs of living may vary between regions — If costs of living are too high in
a another location, it may be uneconomical for a person to relocate there. For
example, a bus driver may find it impossible to relocate from the countryside to
the city because house prices are much higher in the city and therefore they would
not be able to purchase a home. By contrast, a banker may be offered a relocation
allowance to move to another city and his or her potential earnings are much
higher, so the banker has greater geographical mobility than the bus driver.

Exam practice

In some countries around the world there are shortages of people with particular
skills. For example:

® There is a global shortage of doctors and nurses.

© Belgium and the UK have a shortage of chefs.

* Nordic countries have a shortage of psychologists.

In 2013 there were 200 million international migrants, including nurses trained in
the Philippines, who were prepared to relocate to take advantage of employment
opportunities.

Source: BBC News

1 Suggest two reasons why there is a global shortage of doctors and nurses. 41
2 Analyse the reasons why nurses trained in the Philippines may relocate

to take advantage of employment opportunities. 6]
3 Examine how countries can attract individuals to professions in which they

have a shortage of workers. 6]
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Occupational mobility

Occupational mobility refers to the ease with which a person is able to change
between jobs. The degree of occupational mobility depends on the cost and length of
training required to change profession (see the case study below).

Activity
Use the BBC Interactive Guide (www.bbc.co.
Bl e e PR e e

Case Study: Occupational mobility

These cases how varied people’ ional mobility can be:

« A banker decides to retrain as an economics teacher. He takes a 12-month postgraduate
teacher training course, which typically involves two 7-week blocks of teaching in a
school. The banker is able to fund his training through savings earned while working in
the banking industry.

« An 18-year-old student decides to apply to university to become a doctor. She s willing

to take out a student loan to pay for the 7-year course and cover her living expenses

while she is at university because of her career prospects and high potential earnings in
the future.

A coal miner loses his job in Chile when the mine closes. Having worked in the mine

for over 30 years, he needs to consider retraining. He may find it difficult to be

occupationally mobile as he lacks other skills and there are few jobs in the local area.

Wage determination
For the vast majority of jobs, wages are determined by the interaction of the demand
for, and supply of, labour (see Figure 7.5).

S

=

hour ($)

Wage rats per

N,
Number of workers
employed
Figure 7.5 Equilibrium wage rate in an industry

The equilibrium wage rate is determined when the wage rate workers are willing
to work for equals the wage rate that firms (employers) are prepared to pay: that is,
the demand for labour is equal to the supply of labour. In Figure 7.5 the equilibrium
wage rate is W, and N, workers are employed. Changes in the demand for, or supply
of, labour in an industry will therefore change the equilibrium wage rate.
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Differences in earnings

Activity

In small groups, investigate the differences in earnings between different occupations in
your country, or a country of your choice. Each group could research the differences in
earnings based on one of the following:

« skilled versus unskilled workers

* male versus female workers

« private sector versus public sector workers

« primary versus secondary versus tertiary sectors of production.

Compare your findings with those of the other groups in your class.

Differences in earnings between skilled and unskilled workers

In general, skilled workers earn more than unskilled workers due to their relatively
higher demand and relatively lower supply. Table 7.7 shows some of the highest- and
lowest-paid occupations in the UK (all figures expressed as pre-tax weekly earnings
for the median full-time worker).

Table 7.7 Earnings for selected occupations in the UK, April 2012

Highest-paid professions Lowest paid professions
Weekly Weekly
Rank Occupation wage (£) Rank Occupation wage (£)
1 [Airaraft pilots and fiight | 1558.8 1 [Leisure and theme park | 245.0
engineers attendants
2| Chief executives and 1546.8 2 | Hairdressers and barbers | 246.1
senior officials
3 | Marketing and sales 1264.6 3 |[Barstaff 2520
directors
4 [ Information technology | 12001 4 | Waiting staff, launderers | 252.3
and telecommunications and dry cleaners
directors
5 | Air traffic controllers and | 1169.7 5 | Kitchen and catering 2523
legal professionals assistants

Source: adapted from Office for National Statistics

The data in Table 7.7 show that unskilled occupations (such as bar staff and waiters)
carn less on average than skilled workers (such as medical practitioners and air traffic
controllers). This is because there is a large supply of people able to work as waiters
due to few skills being required, but to be a doctor requires a university degree and
professional training, Therefore, the supply of doctors is lower than that of waiters.
This s illustrated in Figure 7.6.
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Figure 7.6 The difference in the equilibrium wage rates of waiters and doctors

Figure 7.6 shows the demand for, and supply of, waiters and doctors in an economy.
Waiters are elastic in SUppIY (Suieas) because if the demand for waiters increases from
Dy, to Dy, the percentage change in quantity supplied (w; to w,) will be greater than
the increase in wages (Wa to W), as indicated by the red arrows. This is because the
job requires few skills and therefore it will be relatively easy to increase the supply of
waiters in the short term.

By contrast, doctors are inelastic in supply (Syoues)- If demand for doctors
increases from Dy, to Dy, the percentage change in quantity supplied (d; to d,) of
doctors in the short term will be less than the increase in wages (Wy, to Wy,). This
is because the level of qualifications and length of training required make it difficult
to increase the supply of doctors in the short term. A relatively large increase in
‘wages is required to attract people to study and train as doctors, as illustrated by the
blue arrows.

Differences in earmnings between male and female workers

In licerally all countries, the average carnings of males differ from the average
carnings of females. Table 7.8 shows the differences in mean gross annual earnings
(average pre-tax income) between male and female workers in the UK. The figures
are for full-time workers.

Table 7.8 Differences in male and female working hours and earnings (UK, 2011-2012)

Gender Males Females

Year 2011 2012 201 2012
Median gross annual earnings (£) 28393 28713 22765 23074
Median gross weekly eamings (£) 5384 545.80 4426 448.60
Mean hourly earnings (£) 16.44. 16.50 1391 14.05
Median total weekly paid hours 40.20 40.10 371 3730

Source: adapted from Office for National Statistics
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Table 7.8 shows that there is a noticeable difference between the average wage of male
and female workers. This pattern occurs throughout the world. Possible reasons for
the difference in male and female earnings include the following:

® There are more women in part-time work than men, so their earnings are lower on
average.

® Women take career breaks to have children and therefore miss out on promotional
opportunities.

® Women may accept low-paid and part-time jobs, as hours are flexible and can fit in
with childcare arrangements.

® Women may face discrimination at work.

However, times are changing for females, especially those in more economically

developed countries such as the UK:

@ In the UK’s Financial Time Stock Exchange (FTSE) 100 firms, 17.3 per cent had
female directors in April 2013 — an increase from 12.5 per cent in 2011.

® There are more females than males in the UK enrolled on veterinary science
courses and in subjects associated with medicine at university.

® More than half of the headteachers (principals) in the UK are now females.

Female participation rates are increasing in many parts of the world

Differences in earnings between private and public sector workers

‘Workers in the private and public sectors tend to earn different wages. Table 7.9
shows the differences in earnings between full-time workers in the public and private
sectors of the UK in 2012.
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(Study tips

As Table 7.9

those in the
private sector
get paid more
than those in
the public sector.
This depends on
many variables,
such as the level
of qualifications,
skills and
experience of the

Table 7.9 Differences in private- and public-sector earnings (UK, 2012)

Sector Private sector Public sector
Year 2011 2012 201 2012
Median gross annual eamings (£) 24895 25240 28774 28930
Median gross weekly earnings (£) 474.10 479.10 555.80 564.60
Median hourly eamings (£) 11.55 11.75 14.86 15.07

Source: adapted from Office for National Statistics

In theory, people in the private sector can earn more than workers in the public
sector. In many countries, salaries in the public sector are typically less than those
which can be earned in the private sector, but public-sector jobs are more secure
and are accompanied by a pension in retirement. Examples of public-sector jobs are
teachers, nurses, police officers, fire service officers and civil servants.

Private-sector jobs typically have higher earning potential as private individuals and
firms strive for profit maximisation (see Chapter 10). For example, Lloyd Blankfein,
the chief executive of the Goldman Sachs Group, received a 75 per cent pay rise in
2012 and earned $21 million, which included pay ($2 million), bonus ($5.7 million)
and shares ($13.3 million).

However, this comes with more risk as jobs are less secure in the private sector and
workers often have to save up for their own pensions in retirement. For example, the
global financial crisis which started in late 2008 had caused over 11 000 job losses
at Citibank Group by the end of 2013. US investment bank JP Morgan Chase cut
19000 jobs during the same period.

Differences in earnings between industrial sectors

Table 7.10 shows the differences in per-hour carnings between full-time workers in
the three industrial sectors (primary, secondary and tertiary) of the UK in 2012.

Table 7.10  Hourly earnings in selected industries (UK, 2012)

Primary sector (£) Secondary sector (£) Tertiary sector (£)
Agriculture, forestry | 8.41 Construction 12.60 Wholesale and retail | 9.66
and fishing trade
Mining and 17.06 Manufacturing 1219 Accommodation and | 7.43
quarrying food services

Electricity, gas, 16.38 Information and 17.88

steam and air communication

supply
Water supply; 1194 Financial and 17.60
sewerage, waste insurance activities

Source: adapted from Office for National Statistics

Table 7.10 shows that workers in the agricultural, fishery and forestry industries

in 2012 earned the lowest wages in the UK with the exception of occupations in
accommodation and food services, which generally offer unskilled work. The main
reason for the low earnings in these industries is that the products produced, such as
fish and food products, have a low sales value. In general, as the value of a good or
service increases, so does the wage of the person who produces it.
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Table 7.10 also shows that occupations in the finance, insurance, information and
communication industries typically earn the highest wages. These tertiary sector
occupations produce services of a higher value than those in the primary sector.
Arise in the price of minerals and metals in recent years may help to explain the
high earnings of people working in mining and quarrying. Skilled trades such as
electricians and gas technicians have been in short supply in recent years in the UK,
partly due to the lengthy training period required, and this may have led to increased
earnings for workers in these occupations.

People in tertiary sector professions tend to have high earnings because to
become a fully qualified accountant, doctor or lawyer requires postgraduate level
study, professional examinations and many years of experience. The reward for this
time and effort is higher wages, which attract people to those professions. In many
economies, students have to take out loans for university and postgraduate training
and they would only be prepared to do this because of the potential reward of high
future earnings.

Activity

Discuss in small groups the possible reasons why people who produce food, which is
essential for life, get paid the lowest wages on Earth, while bankers, who produce nothing
of substance, get paid the highest.

Earnings of people with special talents or celebrity status

There are some people with special talents or qualities who earn exceptionally high
wages. Examples are supermodels, top footballers and tennis players, and famous
celebrities and actors. This is because their skills are exceptional and are in short
supply, thus their labour supply curve is price inelastic, as shown in Figure 7.7.
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Figure 7.7 Price inelastic supply of Hollywood movie stars

There are only a finite number of top Hollywood movie stars (N.), so the equilibrium
wage rate will be relatively high (W,). Such special tlents allowed Johnny Depp to be
paid $35 million for the movie Pirates of the Caribbean in 2011, and J. K. Rowling,
the author of the Harry Potter books, to earn £45.4 million ($71m) in 2012.
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J. K. Rowling earned £45.4 million ($71m) in 2012. She earns money from box-office takings,
Harry Potter book rights and merchandising spin-offs

Activity
1 Investigate the highest-earning male and female:
a) film stars
b) tennis players
<) pop singers
d) individuals in another category of your choice.
2 Discuss the possible reasons for any differences in their earnings.

Specidlisation of labour
Specialisation of labour occurs when a worker becomes an expert in a particular
profession, such as a landscape architect, a psychiatric nurse, an electrical engineer or
an economics professor.
Specialisation of labour can also occur when a worker becomes an expert in a
part of a production process. Examples are supermarket checkout operators, waiters
serving people in a restaurant, and factory workers who operate machinery.
Advantages of specialisation for the individual (worker) include the following:

@ Workers become experts in their field, so their productivity increases.
® The quality of the product or service increases.
® Workers can become very skilful, so their earning potential may increase.

Disadvantages of specialisation for the individual include the following:

® The work may become repetitive and boring.

® Workers may become alienated, especially those specialising in low-skilled work.

® The production process may become overspecialised — that is, too dependent on an
individual worker or group of workers.

® The workers may become deskilled in other areas — in other words, there is a lack
of flexibility.

The advantages and disadvantages of specialisation for regions and countries are

outlined in Chapter 23.
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Chapter review questions
What are the wage and non-wage factors that affect people’s choice of
occupation?

2 Why do an individual’s earnings change over their lifetime?

3 What are the factors that affect the demand for labour?

4 What are the factors that affect the supply of labour in an economy?

5 What are the advantages and disadvantages of a national minimum wage?
6 How might the government intervene in labour markets?

7 What is meant by geographical and occupational mobility?
8
9
1

Why do male workers in general earn more than female workers?
Why might a public-sector worker eam less than a worker in the private sector?
0 What are the advantages and disadvantages of specialisation of labour?

Key terms

Demand for labour is the number of workers firms are willing and able to employ at a given
wage rate.

Derived demand means the demand for labour is not demanded for itself but for the goods
and services labour is used to produce.

The equilibrium wage rate is determined when the wage rate workers are willing to work
for equals the wage rate that firms are prepared to pay.

Geographical mobility occurs when a person is prepared to relocate to another area for a
job.

job.
The labour force participation rate is the of the working on that is
working.

Labour supply consists of people who are of working age and are willing and able to work
at prevailing wage rates.

Anational minimum wage s the lowest amount a firm can pay its workers and s set by the
government.

Occupational mobility is when a person can easily move from one type of job to another.
Asalary is a fixed monthly payment in return for labour services.

Specialisation of labour occurs when a worker becomes an expert in a particular profession
orin a part of a production process.

A wage s the return for labour services, paid hourly or weekly. Payment depends on the
amount of time worked.
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By the end of this chapter, you should be able to:
® describe trade unions
@ analyse the role of trade unions in an economy.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The role of trade unions

A trade union (or labour union) is an organisation that exists to protect the
rights of workers. Trade unions originated in the nineteenth century in the UK
and the USA. Workers often worked in very poor conditions, so trade unions were
created to bargain for better terms and working environments for their members. A
worker becomes a member of a trade union by paying a weekly, monthly or yearly
subscription fee. The membership fees help to pay for the administrative and legal
expenses of the union.

Employees (workers) and employers often have different aims and objectives. For
example, in addition to maintaining a happy and well-motivated workforce, employers
may want to:
® maximise profits
® minimise costs
® maximise sales.

On the other hand, employees may want to:

® maximise wages/salaries
® work in a safe and healthy environment
® have good terms and conditions at work
® maximise their non-wage benefits

@ enjoy job security.

There is often a conflict between the aims of employees and employers. For example,
an increase in wages along with a decrease in working hours will increase costs to
employers but improve the terms of employment for workers.

mproved commurications

adice if dismissed between employees any
{unfoirly or made redundar) management
srengh in rumbers
improved pay
improved working BENEFITS OF JOINING ——
conditions /A TRADE UNION
T advice furfaily
rected
senvices such as posible influence on improved conditons of
insurance, social govemment decisions employment

facilies
Figure 8.1 The benefits of joining a trade union
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Article 23 of the United Nations Universal Declaration of Human Rights supports
trade unions and decrees that all people should work in a safe environment for a fair
amount of pay. It states the following:

Everyone has the right to work, to free choice of employment, to just (fair) and
favourable conditions of work and to protection against unemployment.
Everyone, without any discrimination, has the right to equal pay for equal work.
Everyone who works has the right to just and favourable remuneration (pay
and benefits), ensuring for himself and his family an existence worthy of human
dignity.

Everyone has the right to form and to join trade unions for the protection of his
interests.

W

IS

According to the declaration, membership of trade unions is therefore a basic

human right and individuals should have freedom of association — they cannot

be discriminated against for being a member of a trade union. However, firms
(employers) are not obliged to recognise and negotiate with trade unions. Instead,
they can set their own terms and conditions and rates of pay. In some countries, such
as the United Arab Emirates, the law does not allow trade unions to exist.

Types of trade union
Trade unions can be classified as follows:

® Craft unions — These are the oldest type of labour unions, which were originally
formed to organise workers according to their particular skill. For example,
engineers and printers formed their own unions, as did carpenters, plsterers
and electricians. Craft unions try to restrict membership to only those with the
particular skills.

® Industrial unions — These trade unions represent all workers in their industry,
irrespective of their skills or the type of work done. An oil workers” labour union
would include workers involved in exploration, extraction, storage, refining and
any other jobs associated with the oil industry. The United Auto Workers Union of
the United States (UAW) is an example of an industrial union.

© General unions — These trade unions are usually prepared to accept anyone into

‘membership regardless of the place they work, the nature of their work or their

industrial qualifications. These labour unions have a very large membership of

unskilled workers. The Transport and General Workers’ Union (TGWU) is a

very large general union in the United Kingdom. Tts members include drivers,

warehouse workers, hotel employees and shop workers. In Australia the largest

general union is called the Australian Workers” Union.

“White collar’ unions — These labour unions recruit professional, administrative

and clerical staff (salaried workers) and other non-manual workers. They are

common in teaching, banking, the civil service and local government.

Some professions, such as law, accountancy, engineering and medicine, do not have
trade unions because their work is governed by a professional body which sets entry
requirements in terms of examinations, training and level of experience. The entry
requirements are high and therefore the number of workers in each profession is
controlled.

@
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The role of trade unions

The primary role of a trade union is to protect the interests of its members. Examples
of labour union roles and responsibilities include:

® bargaining with employers for pay rises and better terms and conditions

® ensuring that equipment at work is safe to use (supported by health and safety
legislation) and that workers are given sufficient training to enable them to perform
their role at work safely

® ensuring members are given legal advice when necessary

® giving support to members when they are made redundant

® providing financial and legal support to workers who may have been unfairly
dismissed or disciplined

@ persuading the government to pass legislation in fvour of workers, such as laws
covering minimum wages, maximum working hours, pension rights and the
retirement age.

Trade unions act as a means of communication and negotiation between employers
and employees through a process called collective bargaining. This occurs when a
trade union representative, who is voted into the position by colleagues, negotiates
on behalf of the union’s members (the workers) with the employer for better pay and
working conditions. A collective voice is more powerful than each worker negotiating
individually with the employer. Trade unions can therefore be an effective means of
communication between the employer and employees.

Trade unions with high membership tend to be more powerful than unions
with a small number of members. If trade unions make full use of their bargaining
strength, they could succeed in getting larger and for more frequent wage increases
than the weaker unions. This highlights the importance of ‘unionisation’ to trade
unions: the larger and more united the union, the better its bargaining position
tends to be.

Unions may be affiliated to a larger organisation which negotiates with the
government: for example, the Trade Union Congress (TUC) in the United
Kingdom and the American Federation of Labor and Congress of Industrial
Organisations in the USA. These organisations push for legal protection of rights
for workers, such as the imposition of a national minimum wage or an increase in
its level (see Chapter 7).

The basis for wage claims

Trade unions normally base claims for higher wages on one or more of the
following:

® Arise in the cost of living due to inflation (see Chapter 18) has reduced the real
income of trade union members.

@ Workers in comparable occupations have received a wage increase.

® The increased profits in the industry justify a higher return to labour.

® The productivity of labour has increased, again possibly justifying an increase
in wages.
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Types of industrial action

As part of the collective bargaining process, trade unions can call upon their
members to take industrial action. Table 8.1 outlines some of the actions in
which trade union members can engage, in order to get what they want from their
employers.

Table 8.1 Types of industrial action

Type of industrial Definition Impact on employers | Impact on workers

ction

Strike Trade union members | Production of goods | Workers do not get
refuse towork, ie. | and services ceases | paid when they do
they stop working. | temporarily and this has | not work, so they lose

an immediate impact | wages/eamnings.
on the firm.

Work-to-rule Trade union members | Bus drivers drive Workers are meeting
literally work to extremely slowlyand | their contractual
fulfil the minimum | stop at every bus responsiilities and
requirements of their | stop regardess of therefore cannot be
jobandwillnotdo | whether there are any | disciplined.
anything outside passengers who wish
what is written in o get on or off. A
their contract of school teacher does not
employment. take part in any extra-

curricular activities or
refuses to meet with
students outside of

lesson time.

Go-slow Trade union members | Productivity and Morale may drop as a
complete their work | efficiency fall. result of low targets
very slowly. an

Sit-in Trade union members | Production of goods | There is a loss in wages
turnuptoworkand | and services ceases | and, as a consequence,

occupy the premises | temporarily and this has | iving standards fal.
but do not undertake | an immediate impact
their normal work. | on the firm.

Exam practice

In February 2013 the region of Kerala in India came to a standstill due to a nationwide
strike called by a central trade union. The members of the trade union belonged to

all sectors of the workforce, from banking to transport. Workers demanded price
controls to bring a halt to the increasing price of necessities, enforcement of labour
laws in all places of work and an increase in the minimum wage.

Source: adapted from NDTV.

1 Identify the factors that have caused the trade union members in Kerala to
strike. 31

2 Discuss how effective you think the strike will be in successfully getting the
demands of the trade unions met.
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Trade unions and the economy

Trade unions can have both positive and negative impacts on the economy, as
outlined in Table 8.2.

Table 8.2 Positive and negative effects of trade unions

Positive impacts Negative impacts
« Actas a channel of communication between | = Trade unions are often portrayed in the media
employers and employees. Through as having a negative role in an economy when
negotiations and collective bargaining, they they take industrial action which results in
help to solve disputes and settle pay dlaims Jost productivity. Strikes are the most extreme
efficiently. form of industrial action and can cause serious
o Offerlegal support and advice to employees, | 9iSTUPtion to the wider economy.
« Negotiate on behalf of their members O e b I e
union’s demands for better pay and working
with employers for better pay and working s i
conditions and can therefore help to raise @ndiisbaionis orels mayntlesss Ue
living standards. costs to the firm and therefore reduce profits.
However, others might argue that increases in
* Negotiate with the government for pay and improvements in working conditions
an increase in the minimum wage, which lead to a better motivated workforce and thus
can also help to increase standards of living. an increase in productivity and profits.
(Case Study: Hong Kong dock workers’ strike )

On 28 March 2013 a group of workers belonging to the Union of Hong Kong Dockers
went on strike because their demands for a pay increase of 20 per cent had been rejected
by Hong Kong International Terminals (HIT). The workers had demanded the pay rise to
maintain a reasonable standard of living at a time of rising prices. HIT, their employer,
offered a pay rise of between 3 and 5 per cent.

HIT is part of the Hutchinson Whampoa Group of companies, which belongs to Li
Ka-shing, Asia’s richest man. On 18 April the dock workers protested outside the office
building of Li Ka-shing.

The International Transport Workers' Federation, which represents the interests of 4.5
million transport workers worldwide, became involved in discussions to see how it could
support the strike. A small group of Australian dock workers flew to Hong Kong to support
the workers and to show solidarity with the strikers.

| J
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Activity
Investigate the number and types of unions that exist in your country. Find a recent
example of industrial action that has taken place and determine whether the action was
successful or not in achieving its aim.

Exam practice

In September 2012, the Australian Education Union (AEU) in the state of Victoria
called upon teachers working in the public sector to take part in two 1-day strikes.
The teachers had asked the government for a 30 per cent pay increase over a
3-year period. The union, without consulting its members, decreased the teachers’
demands and asked the government to increase wages by 12 per cent over 3 years.
The government did not agree to the demands and instead introduced a maximum
pay increase of 2.5 per cent per year for public-sector workers and called for the
introduction of performance-related pay and further increases in productivity. The
wage ceiling was part of a government strategy to decrease public-sector spending in
the Victoria region.

Source: adapted from the World Socialist Web Site

Suggest two reasons why the trade union decreased the demands for a pay
increase without consulting with its members. 4]
Explain the impact of a strike on the teachers, school children and the wider
economy.

Discuss reasons why the government did not agree to the 30 per cent pay
increase. 71

~
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Trade union membership

Trade union membership is growing in some countries, such as China. In others,
such as the United Kingdom, membership is declining (see Figure 8.2). Possible
reasons for increasing trade union membership in some countries include:

® growth in manufacturing jobs, as manufacturing industry is typically unionised

® an increasing number of workers experiencing low pay and poor working
conditions in manufacturing

® an increasing wealth gap and higher costs of living, which have caused workers to
petition for higher wages and better working conditions.

Possible reasons for declining trade union membership in some countries include:

® changing government legislation, which seeks to reduce union influence

® a decline in manufacturing, which is traditionally unionised

@ growth in part-time employment, as part-time workers are less likely to join a trade
union

@ firms independently agreeing fair terms and conditions with their employees
without negotiating with trade unions

© an increase in unemployment (see Chapter 19)

® an increase in employment in small firms, as it is more difficult to organise unions
within such firms
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® an increase in the number of self-employed people (people who work for
themselves and not for a firm), who are therefore not trade union members.

In response to falling membership in some countries, unions have tried o improve
their image by making their services more appealing and relevant to today’s world.
For example, the Association of Teachers and Lecturers (ATL) in the United
Kingdom has a ‘no strike’ policy to which all members agree. Many unions now offer
their members financial services such as loans, mortgages, insurance, credic cards,
discount holiday vouchers and discount car hire as incentives to join. Some trade
unions also provide grants for college courses or arrange retraining programmes (o
develop new skills) for their members who have been made redundant.

China
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Source: International Labour Organisation

Figure 8.2 Trade union membership in China and the UK, 2000-10

Exam practice
1 With reference to Figure 8.2, suggest two possible reasons for the changes in the
number of female members of trade unions in the UK and China.

2 With reference to Figure 8.2, describe and account for the trends in trade union
membership in the UK and China.
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Chapter review questions
What are the reasons why a worker might join a trade union?

Why might the aims of employees and employers conflict?

What are the main types of trade union?

What are the main roles of trade unions?

What are the key reasons why trade unions demand higher wages?
What are the different types of industrial action?

How do trade unions affect the economy?

‘Why has trade union membership decreased in many countries?

VNV A WN S

Key terms

Collective bargaining occurs when a trade union representative negotiates on behalf of the
union’s members with the employer to reach an agreement that both sides find acceptable.
A go-slow occurs when workers decide to complete their work in a leisurely way and
therefore productivity falls.

Industrial action is any deliberate act to disrupt the operations of a firm in order to force
the management to negotiate better terms and conditions of employment, e.g. strike
action.

Asit-in is when union members go to their place of work, occupy the premises but do not
undertake their normal work.

A strike occurs when union members withdraw their labour services by refusing to work.

A trade union is an organisation that aims to protect the interests of its members: namely,
the terms of pay and conditions of employ

Work-to-rule means that workers literally e it e i requirements of their
job and do nothing outside what is written in their contract of employment.



@ Income and expenditure

By the end of this chapter, you should be able to:

@ analyse the different motives for spending, saving and borrowing

@ discuss how and why different income groups have different expenditure
patterns (spending, saving and borrowing).

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Consumer spending

Consumer spending and income

Consumer spending — the amount that individuals spend on goods and services —
largely depends upon their level of income. Most people exchange their labour
services for wages or salaries (see Chapter 7), but people may also earn income from
the other factors of production, for example:

@ interest on savings (return on capital)

® rent carned from leasing property (return on land)

@ dividends (a share of a company’s profits) from shares owned in a company (return
on enterprise)

® profits earned from running a business (return on enterprise).

Disposable income refers to the income earned by an individual after income tax and
other charges such as pension contributions and trade union fees (see Chapter 8) have
been deducted. It s therefore the amount of income a person has available to spend
on goods and services. There is a positive relationship between the level of spending
and the income carned — higher levels of disposable income usually lead o higher
spending.

There is a positive relationship between the level of spending and the income earned
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Direct taxation (see Chapter 17) reduces the amount of income a person receives.
So higher income tax rates can lower the level of disposable income and therefore
consumption. Table 9.1 shows the reasons why different income groups have different
expenditure patterns (spending, saving and borrowing).

Table 9.1 Reasons for different expenditure patterns

Income " i 5
peh Spending Saving Borrowing
« Spend most of « Tendstobelow |+ Borrow to fund their
their income on as there is not expenditure on capital items
necessities (e.g. much income (e.g. furniture, cars and
food, dlothing and left over after computers)
housing) spending on + In extreme circumstances,
Low necessities people may borrow to fund
current expenditure on
necessities
o Banks less likely to lend
money to low-income
earners as they represent
higher risk
« Spend on necessities | = _Able to save « Borrow money to fund
and some luxuries some money expenditure on capital items
« Spend a lower from their wages | (e.g. furniture, cars and
proportion of their | or salaries computers)
) income on food and * Use credit cards to pay for
Middle - :
other necessities both capital and current
expenditure
* Take outa mortgage
(long-term secured loan) to
purchase a home
« Spend the smallest | = High level of « Borrowing occurs but there
proportion savings possible is only a small risk of not
of income on « Saveagreater being able to repay loans
necessities. proportion of and mortgages
. (compared with their income than |« Banks lend money rather
other income other income easily to high-income earners
earners) groups « Generally, there is less of
« Purchase luxury aneed to borrow money
goods and services to fund items of capital
expenditure

Low-income earners spend a greater proportion of their income on food and
necessities, whereas high-income earners will spend a lower proportion of their
income on food and necessities.

Activity
Identify all your sources of income and list the factors that influence how much of your
income you spend.

@
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Source: Daily Mail
Figure 9.1 What Americans spend their money on (2012)

Figure 9.1 shows the proportion of income spent by low- and high-income
households on food eaten at home in the USA (10.2 per cent and 5.4 per cent
respectively). A low-income household spends 54.1 per cent of its income on
necessities (food, housing, utilities, clothing and shoes) and only 2.6 per cent on
savings for retirement. By contrast, a high-income earner is able to save 15.9 per cent
of their salary and spend 4.4 per cent on education. Remember that 15.9 per cent of a
$150000 income is much greater than 2.6 per cent of a $19000 income!

Figures 9.2-9.5 show the recent trends in real household disposable income and
consumer spending in the United States, Japan and the United Kingdom.
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Source: adapted from OECD Factbook 2013

Figure 9.2 Real household disposable income in the USA, UK, Japan and the Eurozone,
2008-11 (% annual growth rates)
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Figure 9.5 Consumer spending in Japan (¥bn), 200813
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(Studytips )
When revising for
the examination,
try to make sure
you can:
® describe the

overall trend

from the
beginning of
the period to
the end of the
period
describe any
variations in
the trend

@ describe the

Activity

1 With reference to Figures 9.2-9.5, compare the trends in real household disposable
income in the United States, Japan and the United Kingdom from 2008 to 2012 with
consumer spending in these countries.

2 Determine whether there s a positive relationship between the two variables.

The wealth of an individual is measured by the amount of assets they own minus
their liabilities (the amount they owe). When the value of assets, such as property and
other investments, increases there is said to be a positive wealth effect. This causes
people to spend more and, in some cases, causes owners of assets to borrow against
the value of their assets such as residential or commercial property. Alternatively, if
the value of an asset decreases, the wealth effect can become negative. For example,
a severe recession can cause some people to experience negative equity — when the
value of their secured loan or mortgage exceeds the value of the property.

Conspic ion occurs when people purchase goods and services

(size) of any
variations in

the trend

~—————

that they feel increase their status or image. For example, a person may buy a very
expensive car, yacht, diamond ring or designer handbag as a status symbol. Wealthy
people tend to engage in conspicuous consumption.

8 \\\V/ N \“ ‘ ‘ 1 g 'xw ‘A

The Chinese are known for their love of luxury brands like Louis Vuitton, Gucci and Burberry.
Conspicuous consumption in China shows no sign of a slowdown

Case Study: Negative equity
Louis Chow bought an apartment in Los Angeles for §900000 in the year 2000. He
borrowed $850000 from the bank and paid a deposit of $50000. In December 2008 the
property market crashed due to the global financial tsunami, causing Louis's apartment to
fall in value to $700000. Louis still owes the bank $800000. He is in negative equity as the
value of the mortgage is greater than the value of the property.

Activity
With reference to the case study above, in pairs:

1 Discuss the impact of negative equity on Louis's consumer spending, saving and borrowing.
2 Investigate the options available to Louis to repay his mortgage.
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Other determinants of consumer spending

Apart from levels of income, there are several other determinants of consumer
spending, saving and borrowing,

Inflation

The general level of prices in the economy influences consumer spending because an
increase in inflation (see Chapter 18) reduces the purchasing power of individuals.
Therefore, inflation tends to cause reduced spending, less savings and more
borrowing, and vice versa (see Figures 9.6 and 9.7).
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Source: Trading Economics

Figure 96 Consumer spending in Mauritius, 2008-13
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Figure 9.7 _ Inflation rates in Mauritius, 2008-13

Activity
With reference to Figures 9.6 and 9.7, compare and contrast the trends in consumer
spending in Mauritius with inflation rates between 2008 and 2013.
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Interest rates

The interest rate refers to the cost of borrowing or lending money. An increase
in interest rates (see Chapter 16) may lead to decreased consumer spending, less
borrowing and more saving because:

® borrowing has become more expensive and therefore the demand for loans falls,
which leads to less consumer spending

@ saving may become more attractive due to the higher return, so individuals may
save more and spend less

@ ifan individual has a loan or mortgage, the increase in interest repayments may
lead to a decrease in demand for other goods and services, so spending falls.

| Denad
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borowing Repaymerts on
> cxsting loans

Figure 9.8 The effects of a change in interest rates on consumer spending

Confidence levels

The level of personal spending in an economy is heavily influenced by the level of
consumer and business confidence. During a recession or a period of low economic
growth (see Chapter 20), people may prefer to save rather than spend as they lack
confidence about the future of the economy — for example, fearing that they may
lose their job. By contrast, during an economic boom or a period of high economic
growth, people and firms feel confident about the future and therefore purchase
more goods and services. The sale of luxury items such as restaurant meals, spa
treatments and foreign holidays increases. Firms may invest more in new equipment
and technology because they feel confident about the future. This creates jobs and
fuels spending, borrowing and savings.

The sale of luxury items such as bespoke jewellery increases during an economic boom or
period of high economic growth
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Age

A person’s age impacts upon their level of consumer spending. A young single person
may earn a relatively low income and may spend most of it on goods and services to
support their lifestyle. As a person gets older, their earnings will typically rise and
they may start to save a greater proportion of their income to buy a property or in
anticipation of marriage and children. During the family stage of a person’s life they
will spend more of their income on their children but will also have to save to build
up a pension to support them when they retire. They may also be saving for their
children’s university education. After retirement, people dissave as they have no
earned income and so must spend from their savings.

Activity

Copy and complete the following table using the words: high, low or moderate.
Age Spending Saving Borrowing Dissaving
1625 High Low, Low -
2635 Moderate
35-45 Moderate
45-65 Moderate
65 onwards Yes

The size of households

The average size of households has changed over time. In economically developed
countries, birth rates are falling (see Chapter 22) as people choose to marry and
have children later in life. There has also been an increase in single households. This
influences expenditure patterns as a family with three children will usually consume
‘more goods and services than a single-person household.

Exam practice

Transport -]
Recreation & culture {

Housing, fuel & power

Food & nonlocholic drrks -
Restaurants & hotels -

goods & services |

Housshold goods & services -
Cloting & footwear -

Communication —{

Acoholic dinks, tobacco & narcolics -
Education |

Health -

£ per wesk

Source: Living Costs and Food Survey, December 2012 (Office for National Statistics)

Figure 9.9 The amount spent on goods and services in a week in the UK, 2011
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With reference to Figure 9.9, discuss how spending patterns might be different

in a less economically developed country such as Haiti or Bangladesh. 41
Spending on education and health is a small proportion of overall spending in

the UK. Explain two reasons why this might be the case.

N

Savings
Saving occurs when a person puts away part of their current income for future
spending. Reasons for saving include the following:

® A person may decide to sacrifice current spending so that they have funds to spend
in the future. For example, people may save for a holiday or for their retirement.
Parents may save money for their children’s education.

® A person may choose to save a portion of their income in a bank or other
financial institution in order to earn interest. Banks also provide a secure place for
depositing savings.

® A person may save for precautionary reasons so that they have money put aside
in case of an emergency, such as an accident, job loss or unforeseen event in the
future.

The level of savings is affected by the following factors:

® Age — In many modern economies, people from about the age of 25 start to save
for their future. They will be likely to have secured permanent employment and
paid off any student loans. The amount a person will save is influenced by the
amount of support a government gives its citizens in terms of old-age pensions and
health care provision. If people have to fund their own health care and pensions,
they will have to save more during their working lives.

® Attitude to saving — As every person is different, they each have a different
attitude to saving. For example, in the USA and the UK many consumers borrow
to fund expenditure by using credit cards to make purchases or by getting loans to
buy large item such as cars. In other countries, such as
Japan, the use of credit cards is low. The Chinese also
tend to be cautious and conservative with money, so
like to save for a ‘rainy day® (unforeseen emergencies).

® Consumer and business confidence — If people
and firms have confidence in the performance of the
economy, the level of savings will usually fall as people
will be more willing to spend money. Savings tend to
rise during recessions when consumers are feeling less
optimistic about the future.

® Interest rates — A rise in interest rates means that
people with existing debts have higher repayments to
make to the lender. This will therefore reduce their
level of spending in other areas. At the same time,
people may save more in a bank to take advantage of
the higher rate of return. When interest rates are low,
people have a disincentive to save and may choose
to spend their money instead or find an alternative
means of increasing the value of their savings — by
purchasing shares in a firm, for example.
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Case Study: Saving in China

In China the level of personal savings as a percentage of total household income was
approximately 20 per cent in 2013. Possible reasons for China’s high level of savings are:
« Household incomes have risen due to China's phenomenal economic growth over recent
decades. Many people have a surplus of income over their expenditure so are able to
ave

« The one-child policy has been in place since 1979 and this has reduced family size and
therefore the level of household spending (and hence encouraged higher levels of
saving).

« People are accustomed to saving up to buy large items they wish to own instead of
borrowing money from banks in order to do so. Culturally, Chinese people buy what
they can afford and do not wish to get into debt to make purchases.

Exam practice

Figure 9.10 shows the net savings rates of households in Canada, France, Germany,
Japan and the United States.
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Source: National Accounts at a Glance, 2013 (OECD)

Figure 910 Household net savings rates, 1999-2010 (% of household disposable income)

1 Study Figure 9.10 and analyse the similarities and differences in the net savings
rate between the countries. 6]

2 Explain possible reasons for the changes in the net savings rate in Japan. 4]

@
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Borrowing

Borrowing occurs when an individual, firm or the government takes out a loan
from a bank or financial institution, paying it back over a period of time with
interest. Borrowing leads to debr, which is manageable if monthly repayments are
affordable and interest rates are relatively low. An increase in interest rates causes
repayments to rise and this can affect the purchasing power of individuals, firms
and governments.

(Case Study: The cost of borrowing )

Laura Brown borrows $500000
to buy a property when current
mortgage interest rates are

6 per cent. In the first year,
interest repayments are $30000
(or $2500 per month). In the
second year of the loan, interest
rates increase to 7 per cent

and interest repayments rise

10 $35000, which increases
Laura Brown’s monthly loan
repayments to around $291). The
higher cost of borrowing will
therefore reduce her disposable
income.

& J

Individuals and firms may borrow for different reasons, including:

® to fund expensive items, such as a car, a motorcycle or an overseas holiday
® to purchase property or land, such as a factory, office or home

® to start up a new business

® to fund large projects such as a business expansion in foreign countries

® to fund private and tertiary education

@ to fund current expenditure in the event of job losses or economic decline.

Factors that affect the level of borrowing in an economy include the following:

® Availability of funds — Banks and other financial institutions lend money to
individuals and firms in the form of loans. The central bank (see Chapter 6) of a
country controls the amount of funds which are available for borrowing by setting
the cash reserve ratio (the percentage of a bank’s assets which must be kept in
cash in bank vaults or with the central bank). A decrease in the cash reserve rate
ratio means that more funds are available for lending and an increase in the money
supply can therefore lead to an increase in borrowing,

® Credit cards — Credit allows people to purchase goods and services with deferred
payment. People or firms take ownership of the goods and services immediately
and must repay the amount to the credit card company several weeks later — in
other words, they buy now and pay later’. If the full amount owed to the credit
card company is repaid in full each month then no interest is charged, but if only
a portion is repaid then interest is charged on the remainder. Interest rates on
credit card borrowing are extremely high: for example, the annual percentage rate
charged on Citibank credit cards in 2013 was 35.81 per cent.




Income and expenditure

® Store cards — These are issued to regular customers of large retail stores in many
countries to encourage spending. Store cards act as a credit card that can be used
only in the individual retail outlet. Firms offer discounts and free gifts as an
incentive for people to sign up for a store card. Customers can also accumulate
loyalty points on the card, which can be used in the future to purchase goods and
services in the store. Store cards can give people an incentive to overspend and can
raise their level of debr. If debts are cleared when payment is requested, no interest
is charged — but just as in the case of credit cards, if repayments are not made then
interest is charged on the outstanding debt.

® Wealth — The wealth of a person may affect their level of borrowing, as a bank
will be more willing to lend money to wealthier individuals or highly profitable
firms. This is because they have valuable assets and so are more likely to repay the
loan, whereas less wealthy customers have a higher risk of defaulting on the loan
(being unable to repay their borrowing). To avoid bad debts (debts that cannot
be repaid), banks often make sure that they have some guarantee of getting their
‘money back. A large business may own several stores or have valuable assets that
can be taken as collateral (security) for a loan. In the case of a mortgage, the
property purchased provides security for the loan and if the borrower defaults on
the loan, the bank will take ownership of the property.

Exam practice

The household debt-to-disposable income ratio in South Korea is one of the highest
in the world. In 2012, disposable income rose by 5.8 per cent and debt rose by an
average of 1.7 per cent. This lowered the debt-to-disposable income ratio to 152.3 per
cent from 158.5 per cent.

The reasons for the high levels of debt are, firstly, that in the early 2000s the

South Korean government lent money to small firms to encourage their growth

and development and, secondly, because there was a housing boom in 2011. The
acceleration in house prices provided an incentive for people to increase borrowing to
buy property, as they believed that prices would continue to rise.

There is a low savings ratio in South Korea, which means that banks have a limited
amount of funds to lend to borrowers. As a result they have borrowed from overseas.
Households are worried about their level of debt, despite the recent growth in real
disposable income.

Source: Reuters

1 Identify two reasons why borrowing might have increased in South Korea in the
early 2000s.

2 Analyse the effect on the economy of a high borrowing-to-disposable income
ratio.

3 Explain two problems which may arise because of a low savings ratio in South
Korea. 4]

4 Discuss reasons why some people spend more of their income and others save

more of their income.

&
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[ ‘Chaptenreyiew questions A

1 What are the main factors that affect the level of consumer spending in an
economy?

2 How might the spending, borrowing and saving patterns of a young family
with two children under the age of 5 compare with those of an old-aged
pensioner?

3 How do spending and savings patterns of low-income earners differ from
those of high-income earners?

4 How does wealth affect a person’s level of spending, saving and borrowing?

5 How do changes in interest rates influence consumer spending, saving and
borrowing?

6 What are the main determinants of the level of savings in an economy?

7 What factors affect the level of borrowing in an economy?

\8 Why might one person save more of their income than another?

Key terms

Bad debts occur when people and businesses cannot repay a loan.
Borrowing occurs when an individual, firm or the government takes out a loan from a
financial institution, paying back the debt with interest over a period of time.

Collateral means security for a loan, e.g. property in the case of a mortgage, or the car
purchased in the case of a car loan.

Conspicuous consumption occurs when people purchase highly expensive goods and
services due to status or a desired image.

Consumer spending refers to the amount of household expenditure per time period.
Disposable income refers to the earnings of an individual after income tax and other
charges have been deducted.

Dissaving occurs when people spend their savings.

Income is the total amount of earnings an individual receives in a period of time. It may
consist of wages, interest, dividends, profits and rental income.

Mortgage is a secured loan for the purchase of property.

Saving occurs when a person puts aside some of their current income for future spending.
Savings ratio refers to the proportion of household income which is saved instead of
consumed in an economy.

Wealth is measured by the value of assets a person owns minus their liabilities (the amount
they owe to others).
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‘ Business organisation

By the end of this chapter, you should be able to:

® describe the types of business organisation in the public and private sectors:
sole proprietors, partnerships, private limited companies, public limited
companies, multinationals, co-operatives and public corporations

@ describe and evaluate the effects of changes in the structure of business
organisations.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Types of business organisations
The main types of business organisation in the private sector are classified as:

® sole traders

@ partnerships

@ private limited companies

@ public limited companies

® multinationals

@ co-operatives.

Public corporations exist in the public sector. Each type of organisation has its merits
and drawbacks, which help the owners to determine the best type of legal form for
their business organisation.

Sole traders

A sole trader is a business owned by a single person, also known as a sole proprietorship.
This person can employ as many people as needed, but remains the only owner of the
business. Examples of sole proprietors are market traders, hairdressers, physiotherapists,
and owners of small shops such as a bakery, café or stationery shop.

A food stall in China is an example of a sole trader
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The advantages of being a sole trader are detailed in Table 10.1.
Table 101 Advantages of being a sole trader

Advantage

Can setup the | Sole proprietorships are the cheapest and easiest type of business o set up. There
business easily | are very few legal procedures needed to start the business.

Has autonomy in | The owner s the boss and does not need to consult anyone about their decisions.
decision making _| This makes the business relatively easy to run.

Keepsall the | This gives an incentive for the sole trader to work hard as they are rewarded with
profits made by | more profits as the business becomes more successful.

the business

Enjoys tax In many couniries small businesses pay a lower rate of tax on profits than large
advantages companies.
Enjoys privacy | The business does not need to publish its accounts to the general public. Only the

tax authorities need to see the financial information of the sole trader.

Can be flexible | For example, the owner has some flexibility in the choice of working hours. Also,
in what the if one business idea does not work out, the sole trader can quite easly introduce
business does | new trading activities or close down the business and start another one.

Has a sense of | Sole traders are motivated by running their own business. There is a real sense of
personal if the business is successful.

The disadvantages of being a sole trader are listed in Table 10.2.

Table 102 Disadvantages of being a sole trader

Bears all the risks There is no one else to share the burden, problems, decision making or

Has added workload and | As the only person in the business, the sole trader often has to work long
pressures from having to | hours, especially during the early stages after the business has been set
run the business as a sole | up.

proprietor

Limited specialisation | Unlike large companies, sole traders cannot rely on the marketing,
finance, production and human resource management expertise of
others. This limits the extent to which sole proprietors can benefit from
large-scale and the division of labour (see Chapter 7).

Limited access to sources | Being a small business, the sole proprietorship represents high risk. This
of finance limits the extent to which the sole trader can raise finance from banks
and other sources.

Lack of continuity If the owner i sick or wishes to go on holiday, the business will struggle
1o continue. If the owner dies, the business will cease to operate in its
current legal form.

Has restricted ability to | Large businesses are usually able to enjoy economies of scale (see
exploit economies of Chapter 14), ie. lower unit costs of production resulting from large-scale
scale operations. This means that sole traders struggle to gain cost advantages.
and therefore have to charge higher prices for their products.

Has unlimited liability | This means that if the business goes into debt and makes a loss, the
sole trader is personally liable for repaying the debts, even if this means
personal belongings have to be sold to do so. This is because there is no
legal difference between the owner (the sole trader) and the business
itself (the sole i
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Partnerships

A partnership is a business organisation owned by more than one person. In an
ordinary partnership, there are between 2 and 20 owners, known as partners (the
co-owners of the partnership). At least one of these partners will have unlimited
liability, although it is usual practice for all the partners to share responsibility for any
losses made by the business. The government does allow some businesses, such as law’
and accountancy firms and health clinics, to operate with more than 20 partners.

A

-

Examples of businesses that are run as partnerships

Tt is possible for a partnership to have a sleeping partner (o silent partner) who
invests money in the partnership but does not take part in the daily management of the
business. It may also be possible for a partnership to be a limited liability partnership
(LLP) where the partners have limited liability and the partnership has a legal identity
separate from its owners. An example is KPMG, an accountancy firm that operates
globally. The rules governing this type of partnership vary between countries.

To prevent potential misunderstandings and conflict, most partnerships draw
up a legal contract between the partners, known as a deed of partnership. The
contents of this agreement include the names of all partners, the amount of capital
invested by each partner, their resp ities, voting rights, for
dismissing a partner or approving a new partner, and how profits are to be shared
between the owners.

The advantages of partnerships are as follows:

® As there are up to 20 owners, a partnership is usually able to raise far more capital
than a sole trader.

@ Similarly, as there are more owners, the business can benefit from having more
ideas and expertise. Most partnerships can therefore benefit from specialisation and
division of labour.

@ Like sole traders, the business affairs of partnerships are kept confidential. Again,
only the tax authorities need to know about the financial position of the business.
This makes the partnership an appropriate form of organisation for businesses such
as private health care providers, accountancy firms and law firms, as they need to
keep their business affairs confidential.

® As partnerships tend to be small businesses, there tend to be good working
relationships with both colleagues and customers. One of the potential drawbacks
of being a large organisation is the lack of clear communication between staff,
because there are simply too many of them (see Chapter 14 — diseconomies of scale).
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® There is more continuity than for the sole trader, as the partnership can remain in
business if a partner is ill or goes on holiday.

® In some cases, additional finance can be raised from silent partners. These partners
simply invest in the business without raking an active role in the running of it.

The disadvantages of partnerships include the following:

® As there is more than one owner, there might be disagreements and conflict
between the owners. This can undoubtedly harm the running of the
partnership.

@ Although the business can operate on a larger scale than a sole trader, any profits
made must be shared between all the owners.

® In most cases, the partners have unlimited liability. Although it is possible to
have limited liability partnerships, limited liability usually applies only to sleeping
partners, as they are not directly involved in the daily running of the partnership
and so are not personally liable for any debts incurred.

Limited liability companies

Limited liability companies are owned by shareholders. The owners have the benefit
of limited liability, which means that in the event of the company going bankrupt
they would not lose more than the amount they had invested in the company — they
cannot be forced to sell their personal belongings to repay the debts of the company.
In legal terms, there is a divorce of ownership and control, since the owners
(shareholders) are treated as separate legal entities from those who conzrol and run the
business (the directors and managers).

Limited liability companies can raise finance by selling shares. However, a private
limited company cannot sell shares to the general public whereas a public limited
company can raise finance in this way. When a firm becomes a public limited
company it offers shares to the general public in an Initial Public Offering (IPO) on
a stock exchange. To attract investors the firm will publicise the IPO in newspapers
and on media websites.

Table 10.3 outlines the key differences between public and private limited
companies. Examples of private limited companies are IKEA, Mars, Ernst &
Young, LEGO, Rolex, Toys R Us and the Virgin Group. Examples of public
limited companies are Walmart, Toyota, Samsung, Apple and the Walt Disney
Company.

Examples of private limited companies



The private firm as producer and employer

Examples of public limited companies

e (Case Study: Google floats on the NASDAQ )
Study tips

Do not use the
term ‘company’
when referring
10 a sole trader
or partnership.
These are
businesses
whereas

shareholders.
There are two
types of company
— private limited
companies and
public limited
companies.

On 19 August 2004 Google Inc. became a public limited company through an IPO. Prior to
the firm’s flotation on the NASDAQ stock market, its shares were valued at $85 each. In
\2013 the shares traded for over $800.

All limited liability companies must be registered with a government agency that
keeps records of all public limited and private limited companies in the country. In
the UK, for example, the agency is called the Registrar of Companies, and to set up a
limited liability company, the owners must submit two important documents:

® The of Association — a that records the name,
registered business address, amount of share capital and outline of the company’s
operations (what it does).

® The Articles of Association —a lengthier document that contains information about:
O the details and duties of the directors of the company
0O shareholders’ voting rights
O the transferability of shares
O details and procedures for the company’s Annual General Meeting
© how profits are to be distributed (dividend policy)
O procedures for winding up (closing) the company.
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Once the Registrar of Companies (or equivalent) is satisfied with the paperwork, a
Certificate of Incorporation is issued to the limited liability company so that it can
start trading.

The shareholders elect a Board of Directors (BOD) to represent their interests.
The BOD is in charge of the strategic management of the company on behalf of its
shareholders. The top director on the BOD is known as the Managing Director (MD) or
Chief Executive Officer (CEO), who oversees the operations of the company. It is at the
Annual General Meeting that shareholders vote in the BOD to represent their interests.

A . i - -

A private limited company selling beads in Hong Kong

Table 10.3 Differences between private and public limited companies in the UK

Private limited company Public limited company

Legal status

Carries the initials ‘Ltd" after its name
in official business

Carries the initials ‘PLC" after its name
in official business communication*

Buying shares

Shares are not available on an open
stock exchange, thereby limiting the
amount of funds

Shares are tradable on a stock
exchange, so the general public can
buy shares in the company

Selling shares

Shares can only be sold to family,
friends and employees with the
prior approval of the majority of the

Shares can be sold instantaneously.
to anyone via a stock exchange such
as the London Stock Exchange or the

No upper limit, but likely to have far
fewer

than a public
limited company

shareholders; hence it can be difficult | New York Stock Exchange
1o sell shares in the company.
Minimum start-up | $3.04 (£2) $76219 (£50000)
share capital
Number of No upper limit, but likely to have far

more shareholders than a private
limited company

Raising further
finance

The sale of more shares in the
company must first be approved by
the directors

A subsequent share issue’ can be
used to sell more shares and raise
more funds

*Public limited companies in other countries have different initials after the company name. Examples include:

® USA- Inc.or Corp. (short for ‘incorporated or ‘corporation’)
® Germany — AG (short for ‘AktienGesellschaft, meaning 'shareholder corporation’)
® Sweden - AB (short for ‘Aktie Bolag’, meaning fimited liability company’)

® Australia ~ Pty Ltd (short for ‘proprietary limited company’)

@
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Activity
Produce a tabl like Table 10.3 for public and privat limited companies n your country.
The following website: y

Identifiers.aspx will help you complete the task.

The advantages of limited liability companies are as follows:

@ Since shareholders have limited liability, it is usually easier to raise a large amount
of finance from selling shares. For example, the Agricultural Bank of China raised
a record $22 billion its inicial public offering in the summer of 2010.

® The vast sum of money that can be raised from selling shares allows limited
liability companies to enjoy the benefits of being large, such as economies of scale
(see Chapter 14), market power and market presence,/dominance.

® Additional finance can be raised through a share issue, which is the process of
selling more shares in the company. In 2010, Brazil’s state oil company Petrobras
raised $70 billion in the world’s largest share issue.

The disadvantages of limited liability companies include these:

® Companies have to file their financial accounts and have these audited (checked) by
an external accountant. This is both time consuming and potentially expensive.

® These completed documents can be accessed and examined by all shareholders and
the general public — the affairs of the business cannot be kept private.

® Companies are more administratively difficult, time consuming and expensive to
set up compared with sole proprietorships and partnerships.

® The preparation, publication and distribution of company annual reports to
shareholders can be highly expensive. The internet has gone some way to reducing
this cost to companies that offer online annual reports (although shareholders can
demand a printed version of the report).

For public limited companies, there are further potential drawbacks. These include
the following:

® There are high costs in complying with the rules and regulations of the stock
exchange.

® There is a potential threat of takeover by a rival company that purchases a majority
stake in the business (as shares are openly available for purchase on the stock
exchange).

® As they tend to be the largest form of business organisation, there is the
possibility that they will become too large to manage efficiently and therefore
will suffer from diseconomies of scale — that is, higher average costs of
production (see Chapter 14).

® The firm is subject to fluctuations in value caused by investor speculation (buying
and selling of shares to make a profit) on the stock market.

Multinationals

A multinational corporation (MNC) is an organisation that operates in two or
more countries. For example, Levis Strauss & Co. sells its products in over 55000
locations in 110 countries. It also has 1500 of its own retail stores across the
globe.
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Various factors have made it easier for businesses to operate on a global scale. These
include lower transportation costs, advances in technology such as e-commerce, more
efficient communication systems, and trade liberalisation (the removal of barriers to
international trade — see Chapter

The advantages of being a multinational company include the following:

@ MNCs operate on a very large scale, so they are able to exploit economies of scale.
This means that the MNC can pass on cost savings to customers in the form of
lower prices, thereby enhancing its international competitiveness.

@ Through job creation, MNCs are able to help improve standards of living in the
countries where they operate. For example, Walmart, the world’s largest retailer,
employs over 2.1 million people worldwide.

@ By operating in overseas markets, MNCs are able to generate more profit by selling
to a larger customer base.

@ MNCs are able to spread risks by operating in overseas markets. For example,
adverse trading conditions in one part of the world can be offset by more
favourable circumstances in other parts of the world.

@ By producing in a foreign country, a MNC is often able to avoid any trade restrictions.
For example, Japan’s Honda is able to avoid import taxes in the European Union
because it has manufacturing plants in the UK, Belgium, Italy and France.

® The MNC can set up factories in new markets and benefit from lower transport
costs. For example, the Japanese car manufacturers Honda, Nissan and Toyota all
have factories in China — the world’s largest market for private cars.

® Multinationals might choose to move or expand operations in foreign countries to
Dbenefit from lower rates of corporation tax. For example, corporation tax rates in
Japan, Australia and the UK are far higher than those in Hong Kong, Singapore
and Bahrain.

ALevi's store at AlphaOne shopping mall in Amritsar, India
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Multinational corporations suffer from the following disadvantages:

@ MNCs face an array of issues to deal with, such as different legal systems, tax
i and i ideli The lack of local can also
cause major problems for an MNC.

@ The sheer size and geographic spread of an MNC makes it harder to manage the
overall business. It becomes more difficult for managers to ensure everyone works
well together and to the same standard. Effective communication can also be an
issue if workers are located in countries with different languages, national cultures
and time zones.

® Fluctuating exchange rates (see Chapter 25) can make it difficult to measure and
compare the value of an MNC’s sales and profits in overseas markets.

® Multinational corporations have often been criticised for their cost-cutting
practices, resulting in poor working conditions and low wages paid to workers in
some countries.

® Since many MNCs earn far more revenue than the gross domestic product
(see Chapter 15) of the host country, they are often in a powerful negotiating
position with foreign governments over location decisions and access to finance
(government subsidies, grants and loans).

® While jobs might be created, MNCs can force local firms that are less competitive
to close down. Their huge market power and ability to exploit economies of scale
(see Chapter 14) mean that local firms might struggle to compete.

® The overreliance on MNCs in low-income countries means that there are major
consequences should an MNC choose to relocate its operations to another country.
For example, in 2010 French supermarket chain Carrefour pulled out of Thailand,
Malaysia and Singapore, creating unemployment in these countries.

® MNCs may be unsuccessful in a country as the goods and services offered may not
appeal o local tastes and customs. For example, British retailer Tesco closed all of
its US ‘Fresh & Easy’ supermarkets in April 2013.

i

Activity

Research the global operations of an MNC that operates in your country and assess the
advantages and disadvantages to the firm and the host country. Make a judgement about
whether the benefits to the host country outweigh the costs.

Exam practice

MNCs are attracted to the United Arab Emirates (UAE) because of low taxes, political
stability and high GDP per capita. Examples of MNCs in the UAE are Microsoft,
Marriott Group, DHL and Ericsson, along with a number of international engineering,
law and accountancy firms. An influx of MNCs to the area brings workers from many
countries and this creates a demand for international goods, services and schools.
There are many shopping malls filled with international brands and Dubai (one of

the seven Emirates that make up the UAE) has gained a reputation as a destination
for shopping. This has attracted many tourists who visit Dubai for a shopping and

leisure trip.
1 Describe the characteristics of a multinational corporation. 31
2 Discuss the benefits and costs of MNCs locating in the UAE. [6]
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Co-operatives

Co-operatives are business organisations that are owned and run by their members
(who may be employees or customers) and have a common aim of creating value

for their members in a socially responsible way. The empl work
together towards a shared goal and each has a vote, so they can contribute to decision
making. Co-operatives share profits between their members and they are distributed
according to how much each person contributes to the co-operative.

Co-operatives operate in many areas of business, such as retail shops, financial
services, credit unions, child care services, housing and agriculture. For example,
Canada has approximately 8500 co-operatives and credit unions, and more than
17 million co-operative members.

Co-operatives around the world follow the values and principles set out by the
International Co-operative Alliance. These are:

@ voluntary and open membership

® democratic member control

@ member economic participation

@ autonomy and independence

® education, training and information

® co-operation among co-operatives

@ concern for community.

Source: International Co-operative Alliance

Examples of co-operatives include:

@ Crédit Agricole Group — France’s largest bank and credit union

@ Xinjiang Quanliang — a dairy farmers’ co-operative in China

@ Aurora Wine Cooperative — a producer co-operative in Brazil

® Sunkist Growers — farmer-based co-operative in the USA that produce the famous
Sunkist brand of fruit juice

@ Ocean Spray — a leading producer of cranberry and grapefruit juice drinks, owned
by a grower-owned cooperative.

At the Ocean Spray Plant in Middleboro, Massachusetts, USA
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Types of co-operative

Consumer co-operatives are co-operatives that are owned by the customers who
purchase the goods or services. Examples are child care, housing, health care services,
telecommunications and utilities. The members of these co-operatives can get access
to goods and services at prices usually less than those charged by a for-profit firm.
Worker co-operatives are co-operatives set up, owned and organised

democratically by the employees. Examples include small shops, cafés, printers and
other business enterprises. Mondragon Corporation is a Spanish co-operative that
produces food and industrial products. It is one of the largest business organisations

in Spain with approximately 50000 members.

Producer co-operatives exist when firms co-operate and support each other in
several ways. For example, farmers might create a co-operative to buy equipment,
fertiliser and seeds, and to market and sell their produce collectively.

(Activity

Create a table of the differences and si

Investigate whether there are any co-operatives in your country or in a country of your
choice. Choose one co-operative and research its aims and objectives and how it operates.

and a simil.

profit-seeking firm.

between a co-op

The and

Table 10.4

are listed in Table 10.4.

and di of

ntages

« Employees have a share in the business and
therefore are interested in how it performs. This
may lead to high levels of staff motivation and
engagement in thair work.

« The employees also have a say in how the
business is run (voting rights are equal between
members) and how the capital in the business
s used. This, too, may lead to higher levels of
commitment and motivation.

« Productivity may be high as workers are
motivated by the values of the co-operative and
the desire to add value to their members and
the wider community.

* Co-operatives tend to be run on sodially
responsible principles and therefore may create
positive externalities that are enjoyed by the
wider society.

« Decision making may be slow s all members
of the co-operative can contribute to the
decision-making process and this may be time
consuming.

« It can be difficult to settle disputes because
of the number of people involved in decision
making.

« Co-operatives may suffer from a lack of
capital as they cannot raise funds through
selling shares and so are limited to the amount
contributed by their members.

« Productivity and profitability may be low as
people are not motivated by self-interest.

« There may be inefficient managers because
the co-operative is unable to use high salaries
to provide incentives to work harder.

» Only a small amount of the profits is shared
between members as the rest is re-invested in
the co-operative.

Public corporations

Public corporations (or public-sector organisations) are wholly owned by the
government and are therefore funded through tax revenues. They are organisations
that provide goods and services for the general public. Examples of public-sector
organisations are: water suppliers, sewerage providers, utilities (electricity and gas
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boards), the post office and state-owned news and broadeasting organisations (such
as ABC in Australia).

Te should be noted that in the USA “public corporation” is another term for a public
limited company that can trade shares on the stock exchange. In the USA, public
corporations are referred to as public-sector organisations.

(Case Study: The Bank of England )
The Bank of England became an independent public organisation in 1998. This means
it is wholly owned by the Treasury Solicitor on behalf of the UK government, with
independence in setting monetary policy (see Chapter 16).
J

In some countries, some goods and services are supplied by private-sector firms. For
example, water, electricity and gas are all supplied by the private sector in the UK. In
other countries they are supplied by the government, as in the case of Amtrak, the
state-owned railway in the USA. Education and health care in many countries are
provided by both the private and public sectors (see Chapter 2).

@
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The advantages of public-sector corporations include the following:

@ Essential goods and services, such as housing and education, are under the control
of the state, ensuring adequate provision for the general public.

® Prices can be regulated by the government and therefore essential goods and
services, such as health care, are made affordable to all.

® Government can fund unprofitable services so that everybody has access to essential
services such as postal services or bus services to remote areas of the country.

® Public corporations can generate revenue for the government. For example,
Petroleos de Venezuela (PDVSA) is the state-owned oil company of Venezuela. All
profits made by PDVSA form part of the Venezuelan government’s revenue.

Activity
Find some examples of public corporations in your country or a country of your choice.

The disadvantages of public sector corporations include the following:

® Public corporations are funded using taxpayers’ money, so there is an opportunity
cost (see Chapter 1) — in other words, the money could have been used for other
purposes, such as welfare benefits, government debt repayment or to improve the
economy’s infrastructure.

® A public-sector corporation could be inefficient, as there is little incentive to
maximise profits because the aim of the organisation is to provide a service to the
general public.

@ A public corporation may be a monopoly (sce Chapter 13), so it could charge high
prices and provide a poor service as it is not subject to any competition.

Activity

Investigate the number of public corporations in your country or a country of your choice.
Consider whether there are any goods and services which are provided by both the private
and public sectors of the economy.

Nationalisation

Nationalisation is the process of taking assets into state ownership — it is when the
government takes over private-sector corporations. For example, this occurred during
the global financial crisis of 2008-09 when several banks were partially or entirely
nationalised and taken into government ownership in the UK (see Table 10.5).

These have since been privatised — that is, sold back to private investors. For example,
Northern Rock was nationalised on 22 February 2008 but sold to the Virgin Group
on 1 January 2012.

Table 10.5 Nationalised banks in the UK

Bank Government ownership (%)
Northern Rock 100
Royal Bank of Scotland 83
Lloyds. 4
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Factors affecting the choice of business organisation

People setting up a business have o decide which legal form of business organisation
they wish to establish. This will depend on numerous factors, as outlined below and
in Table 10.6:

® Ownership — Does the owner want to be in complete control of the business?
Can the owner(s) afford to risk having unlimited liability? Do they want to be held
accountable to the shareholders of the company?

@ Control - How many people will own the business? Do they want complete
privacy of their financial accounts? Do the owners prefer to work alone or with
others, perhaps to share the workload?

® Sources of finance - How much money is needed to set up the business? Do
the owners have the necessary money to start the business or are additional funds
required? Are the owners prepared to share the profits in return for greater sources
of finance to fund the organisation’s business operations?

@ Use of profits — Does the owner want to keep all the profits of the business? Are
the profits going to be reinvested in the business or distributed to shareholders?

Table 10.6 Choice of business organisation

Type of Access to finance | Liability | Privacy Control

Sole trader Owner's capital Unlimited | Yes Owner has full
control

Partnership Partners’ capital Unlimited | Yes Partners share
control

Private limited Shares sold to Limited | Financial accounts are [ Divorce of control

company (Ltd) private individuals prepared and audited | and ownership,

but do not have to be | run by directors of
made available to the [ company
general public

Public imited Shares sold to Limited | Financial accounts | Divorce of control
company (PLC) | general public are prepared, audited [ and ownership,
and made available to | run by directors of
the general public | company
Co-operative Capital invested by | Limited | Financial accounts | Controlled by the
members are prepared, audited | members, who have
and made available to [ one vote each
members
Public corporation | Government funded | Unlimited | Financial accounts | Controlled

are prepared, audited | by directors
and made available to [ (individuals)
the general public | appointed by the
government

(Activity 1)
Conduct a survey of a local business area and reoord the number of sole traders,
partnerships, private and public limitet i
Analyse your findings. What is the dominant type of business organlsallon’ Why do you
think that this is the case? Be prepared to share your findings. )

®
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Exam practice

Water supplies in the USA are provided by both private firms and public corporations.
Housing is provided in the public sector and the private sector, and by housing co-

operatives.

1 Distinguish between the aims of a public limited company and a public
corporation. 3]

2 Discuss how housing provided by a housing co-operative might differ from that
provided by a private-sector firm. [61

( A

\10 Why are some goods and services provided by a public-sector organisation?

Chapter review questions

What are the benefits of being a sole trader?

Why might a sole trader decide to become a partnership?

What are the disadvantages of being an ordinary partnership?

What are the differences between a public limited company and a private
limited corporation?

What are the benefits of limited liability?

How does a business change from being a private limited company to a public
limited company?

7 What are the two documents that limited liability companies must register
with the government before trading?

What are the characteristics of a co-operative?

Why might a firm wish to operate in more than one country?

AwWN o
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Key terms

Co-operatives are business organisations set up, owned and run by their members, who
may be employees and/or customers.

Limited liability means that in the event of a company going bankrupt the owners would
not lose more than the amount they had invested in the company.

Multinational corporations are businesses that operate in two or more countries. Examples
are Apple, BMW, HSBC, Marks & Spencer, Nike and Sony.

Nationalisation is the process of taking assets into state ownership. A nationalised
organisation is also known as a public-sector organisation.

Partnerships are businesses owned by between 2 and 20 owners, who pool funds and take
risks together, but have to share profits between themselves.

A private limited company has limited liability and can sell shares to raise finance, but not
to the general public.

Public bli isati isations that are wholly owned
i fardad by the dfimenment et ax e oastal ctHrs

‘A public limited company has limited liability and can sell shares to the general public to
raise finance.

Asole trader is a person who owns and runs a business as a single proprietor. Sole traders
take all the risks but keep any profit made by the business.

Unlimited liability means that if a business goes bankrupt, the owner(s) is (are) personally
liable for the debts, even if it means that personal belongings have to be sold.




@ Production

By the end of this chapter, students should be able to:

@ describe what determines the demand for factors of production

@ distinguish between labour-intensive and capital-intensive production

@ define productivity and recognise the difference between productivity and
production.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The demand for factors of production

Factors of production (see Chapter 1) are the resources used to produce goods and
to provide services. The four factors of production, or factor inputs, are:

® Land - natural resources used in the production process, such as raw materials,
fish and physical land.

@ Labour — the physical and mental human input into the production process. This
includes the level of skills, qualities and qualifications of the workforce, and not
only the number of workers.

® Capital - manufactured goods used to produce other goods and to provide
services, such as tools, machinery, vehicles, computers, factories, roads and money.

® Enterprise — risk-takers who provide the ideas and resources to organise the other
three factors of production in the pursuit of profit.

In general, the demand for any factor of production is a derived demand. This means
that the demand for factors of production depends on the demand for the goods
and services that they will be used to produce. For example, economics lecturers at
university are hired only if there is demand for ec ics courses from
‘On a macroeconomic scale, the demand for the factors of production in a country
results from the total level of demand for goods and services in an economy. For
instance, during an economic recession (see Chapter 20), firms will demand less labour.
In addition to the derived demand for factors of production, the demand for land,
labour and capital also depends on their cost, availability and quality.

® The cost of factors of production — The higher the cost of land, labour and capital,
the lower their demand tends to be. For example, Apple outsources the production
of its iPhones and iPads to Foxconn, a Taiwanese manufacturer based in China,
due to the relatively lower costs of land and labour.

Similarly, if labour costs are relatively high compared with the cost of capital
then workers might be replaced by machinery and technology. Also, the demand
for capital depends on the cost of borrowing money — that is, interest rates.

@ The quantity (or availability) of land, labour and capital — The greater the
availability of factors of production, the lower their cost tends to be, and hence
the higher their demand. For example, the relatively large size and availability
of the workforce in India and China has boosted the demand for labour from
multinationals seeking to expand their operations. In general, the greater the
quantity of a factor of production, the lower its cost tends to be.

® The quality of land, labour and capital — Higher-quality resources tend to demand
a higher price. For example, surgeons, pilots and barristers are in high demand
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due o their highly valued skills and qualifications. China, India, Vietnam and
Thailand have good-quality land to grow rice, whereas Scandinavian countries do
not have the natural climate to do so.

Workers on an assembly line ata Foxconn plant in Shenzhen, China

Activity
s that makes electronics products such as the iPhone,
. Kindle the world, including in China,
Braci, Indis, Malaysia b
Investigate the various reasons why companies such as Apple, Sony, Amazon and Nintendo
might choose to use manufacturers such as Foxconn to make products on their behalf.

Labour-intensive and capital-intensive production
The production or provision of different goods and services requires varying amounts
of factors of production. In labour-intensive industries, the use and cost of labour
is proportionately higher than the cost of other factors of production. Examples are
teaching, psychiatry, sports coaching and management consultancy.

By contrast, in capital-intensive industries the use and cost of capital is more than
that of any other factor of production. Examples are car manufacturing, soft drinks
production and oil extraction.

Labour-intensive production

A labour-intensive firm is one that spends proportionately more on labour as a
percentage of its total costs of production. Traditional forms of agricultural farming
and fishing are examples of labour-intensive production. Itis also commonplace

in economically developed nations that specialise in the output of services, such as
accountancy, physiotherapy, real estate services and tourism.

Labour-intensive production can be very expensive. For example, in private fee-
paying schools and health clinics, labour costs account for the largest proportion of
production costs, so the price charged to customers is relatively high.

Labour-intensive production processes tend to be used to produce individual or
personalised products (such as a Hollywood movie or a custom-made wedding dress)
on a relatively small scale.
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Study tips

The term ‘labour
costs’ does not
referonlytoa
person’s wage
or salary, but to
the overall pay
package. This
could include
other financial
benefits such as

allowance and
company cars. It
also includes the
costs of hiring

and training
workers,

Fishing for scallops is labour intensive in China

(Case Study: Professiona

Table 1.1 Highest-paid footl

| football

ballers, 2012-13

Professional football (soccer) is highly labour
intensive. The top-earning players in the world enjoy
celebrity status and are rewarded generously for their
services. The ten highest-paid footballers during the
2012-13 season are listed in Table 11.1.

Cristiano Ronaldo and Lionel Messi consistently feature in the highest-paid footballers list

Rank | Player Club Total earnings
1 |DavidBeckham | LA Galaxy $46m
2| Cristiano Ronaldo | Real Madrid $42m
3 | Lionel Messi Barcelona $39m
4| Wayne Rooney | Manchester United $24m
5 |Kaka Real Madrid $21m
6 | John Terry Chelsea $18m
7| Yaya Toure Manchester City $18m
8 |FemandoTorres | Chelsea $17m
9 |[Frank Lampard Chelsea $16m
10 | Steven Gerrard Liverpool $16m

Source: Forbes

~
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Exam practice

Study the hypothetical data below for two firms and answer the questions that
follow. The figures show the amount of money spent by each industry on factors of
production.

Firm | Labour costs ($) | Capital costs ($) | Other costs ($)

A 20000 10000 10000

B 40000 40000 20000
1 What is meant by labour-intensive production? 21
2 Use the data in the table to explain why Firm A might be considered to be more

labour intensive than Firm B, despite the latter spending twice as much on
labour costs. 4]

Capital-infensive production

Capital-intensive production takes place if a firm spends more on capital costs than
on any other factor of production. This will include the expenditure on capital
equipment such as tools, equipment, machinery and vehicles. Capital-intensive firms,
such as aircraft and motor vehicle manufacturers, therefore need a lot of money to
fund their operations. This can act as a barrier to entry into the industry, since it is
difficult for new firms to enter such industries.

There are significant entry barriers into the car and aircraft manufacturing industries

Despite the initially high costs of capital-intensive production, there are potentially
huge cost savings in the form of technological economies of scale in the long
run (see Chapter 14). Firms that become more capital intensive usually do so to
increase the levels of output and productivity by mass producing their products. In
this situation, unit costs of production are relatively low. As countries such as India
and China industrialise, their production is also tending to become more capital

intensive.
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Exam practice

Educational services are exploiting the use of technology in the twenty-first century.
For example, long-distance learning technology (such as e-learning and video
conferencing) allows students to study courses from the comfort of their own homes
without physically attending a university campus, replacing the traditional lecture-style
experience.

Outline two benefits of capital-intensive technologies in the provision of
educational services. 4]
Discuss whether technology could ever replace the traditional labour-intensive
nature of teaching and learning.

~N

Whether firms choose more capital- or labour-intensive production methods depends
on several related factors:

® The cost of labour compared with the cost of capital — Firms will tend to
choose more capital-intensive methods of p fon if labour costs are relatively
high (assuming that it is possible to substitute factors inputs in the production
process), and vice versa.

® The size of the market — Capital-intensive production tends to take place for
mass-market products such as soft drinks, passenger vehicles and consumer
electronics. Labour-intensive methods are often used for personalised services, such
as a private tutor, counsellor, adviser, instructor or coach.

@ The firm’s objectives — Profit-maximisers operating in mass markets tend to opt
for capital-intensive production methods in order to minimise their unit costs of
production. Other firms might choose to use labour-intensive methods as they
operate on a smaller scale o to safeguard jobs. Black & Decker, operating in
Shenzhen, China, uses labour-intensive production methods to create jobs in the
special economic zone (see Chapter 16), benefiting from tax incentives from the
government.

Productivity

Productivity is a measure of how well resources are used in the production process:
that is, the economic efficiency of land, labour, capital and enterprise. For example,
labour productivity measures the efficiency of the workforce in terms of output per
worker. It can be improved by having a better-skilled workforce (through education
and training) or by allowing workers to use better, more efficient technologies to
increase their output.

By contrast, the use of automation, such as the robotics and specialised computer
equipment used in car manufacturing, can help to raise capital productivity without
the need to hire more workers.

Faclors of production
{land, labour and
copial

deuo'v"v = Production

efctencyl

Figure 1.1 The input-output process
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(Study tips

Higher
productivity
increases the
output of goods
and services.
However,
increasing the
number of
workers or any
other factor
input does not
necessarily

Firms that operate
on a larger scale
can suffer from
diseconomies

of scale (see

Chapter 14).

Higher productivity is important for an economy for several reasons:

@ Economies of scale — Higher levels of output, whether through capital-intensive
or labour-intensive methods of production, help to reduce unit costs of production
(see Chapter 14). These cost-saving benefits can be passed on to consumers in the
form of lower prices. For example, the mass production of flat-screen televisions
and digital cameras has made these products much more affordable to many
customers around the world. In addition, cost savings from higher productivity
levels can help firms to earn more profit on each item sold.

@ Higher profits — Productivity gains are a source of higher profits for firms. These
efficiency gains can be reinvested in the business to fund research and development
or used to expand the operations of the business. Either way, higher profits help to
fund the long-term survival of the firm.

@ Higher wages — Highly productive firms that enjoy cost savings and higher
profiability can afford to pay higher wages to their workers, especially if they
become more efficient. Such firms also tend to attract the best workers, as people
prefer to work for firms with better prospects and profitability.

@ Improved competitiveness — Productive firms can gain advantages beyond
economies of scale. For example, they are more efficient, so they can compete
more effectively on a global scale. Samsung’s efficiency gains during the late 20005
ensured that the South Korean company took market share from Nokia and Apple
to become the market leader in the smartphones industry.

® Economic growth — Productivity is a source of economic growth because it
increases the productive capacity of an economy, thus shifting its production
possibility curve outwards (see Chapter 1). This helps to raise employment and
standards of living in the economy. Higher wages, from improved efficiency of
firms and higher labour productivity, also mean that the government collects more
tax revenues to fund its expenditure on the economy (see Chapter 16).

The difference between productivity and production
Productivity is a measure of the degree of efficiency in the use of factor inputs in
the production process. It takes an average measure of this efficiency, such as output
per worker, revenue per sales person or output per machine hour. Alternatively,
productivity can be measured as a ratio, such as the value of output compared with
the cost of the inputs (factors of production).

By contrast, production refers to the total output of goods and services in the
production process. Production can be increased either by using more factor inputs or
by raising the productivity of existing factors of production.
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Exam practice

Study the data below for two real estate firms selling residential property over a
typical weekend. The number of units sold and the number of sales staff involved are

also shown.

Firm Total sales ($) Units sold Sales staff

Charnley Realty | 3950000 10 8

Tsang Realty 3800000 14 10

1 Calculate the labour productivity as measured by sales per worker for both

Charnley Realty and Tsang Realty. 31
Use the information in the table to comment on why it might be difficult to
decide whether Charnley Realty or Tsang Realty is the more productive firm.  [4]

N

Determinants of productivity
The five main determinants of productivity growth are as follows:

@ Tnvestment — This is the expenditure on physical capital such as machinery, vehicles
and buildings. For example, investment in the latest technologies generally helps
‘workers to do their jobs better — that is, to produce more output and of better
quality. The degree of investment in turn is determined by the level of interest rates
(see Chapter 16). In general, the higher the interest rate, the more expensive capital

will be, thus dit in tl\e economy.

° Innovanon — This refers to the LOlnmE[uallSatlDll of new ideas and products.
The invention of tablet computers and smartphones has transformed the way
many people work, as they are able to conduct their business while mobile rather
than at the office. Such innovations have increased the speed of work, improved
c ications and enhanced isation at work. Thus, innovation helps to
boost productivity

Innovation has helped business people boost productivity by working while on the move
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@ Skills and experience — The productivity of labour is determined by its quantity
and quality. The latter can be increased by improving the skills and experience
of the labour force. Education and training, for example, enhance the human
capital (skills and experience of the workforce) in the economy, thus boosting
productivity.

@ Entrepreneurial spirit — Entrepreneurs take risks in the production process in
the pursuit of profit. They plan and organise the various factors of production
in the production process. Productivity is dependent on the drive (motivation)
of such as their and ability to exploit new business
opportunities.

® Competition — This creates an incentive for firms to be more productive. Without
competition, firms might lack the incentive to be efficient or innovative (see the
Exam Practice below). By contrast, competition forces firms to be more efficient,
thus helping to boost the economy’s overall productivity.

Exam practice

Kodak, once the largest firm supplying photographic camera film, became complacent
as rival firms switched to the production of digital camera technology from the late
1990s.

Founded in 1888, the American firm had dominated throughout most of the
twentieth century, with its market share reaching 90 per cent in 1976. Having failed to
make any profit for five consecutive years, however, Kodak ceased its output of digital
cameras and filed for bankruptcy in early 2012.

1 What is meant by ‘market share’? 21
2 Explain why productivity is important for the survival of firms such as Kodak.  [4]

Activity

Investigate the ways in which the level of productivity in your school might be improved.
Try to make your recommendations realistic and be prepared to share your suggestions
with the rest of the class.
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Chapter review questions
What is meant by the ‘derived demand’ for factors of production?

What are the main factors that determine the demand for factors of production?
Distinguish between capital-intensive production and labour-intensive production.
What are the factors that determine whether firms choose more capital- or
labour-intensive production methods?

What is meant by ‘productivity’ and how does it differ from ‘production’?
Why is productivity important for the economy?

What are the main determinants of productivity in an economy?

AwN o

Now

Key terms
Capital-intensive production happens when a firm spends proportionately more money on
capital costs than on any other factor of production.

Derived demand means that factors of production are not demanded for their own sake,
but for the goods and services that they are used to produce.

Innovation is the commercialisation of new ideas and products. It is a vital source of
productivity.

Labour-intensive production occurs when labour costs account for proportionately more of
a firm's costs than any other cost of production.

Production refers to the total output of goods and services in the production process.
Productivity is a measure of efficiency that involves calculating the amount of output per
unit of a factor input (such as output per worker or output per machine hour).



@ Costs, revenues and profits

By the end of this chapter, you should be able to:

define total and average cost, fixed and variable cost, and perform simple
calculations

analyse particular situations to show changes in total and average cost as
output changes

define total and average revenue and perform simple calculations
describe the principle of profit maximisation as a goal and recognise that
business organisations may have different goals.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
® Cambridge International Examinations

Costs of production

Costs are the payments made by firms in the production process. Examples of costs
of production include:

@ wages and salaries paid to employees

® rent paid to landowners for hiring of business premises

® advertising expenses

@ purchases of raw materials and components from suppliers

@ utility bills for telephone, gas and electricity services

@ dividend payments to shareholders (see Chapter 10)

@ taxes paid to the government based on the value of company profits made.

Costs of production can be categorised in four different ways.

Fixed costs

Fixed costs are the costs of production that have to be paid regardless of how much a
firm produces or sells, For example, salaries for senior managers, insurance payments
and rent all have to be paid regardless of the firm’s output level. This relationship is
illustrated in Figure 12.1.

Fixed costs

o Gutput level
Figure 12.1 Fixed costs for a firm (with $4000 of fixed costs)
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Variable costs

Variable costs are costs of production that change when the level of output changes.
Examples are the costs of raw materials or components needed to build houses — the
more houses that are built, the higher these variable costs become. The total variable
cost line (see Figure 12.2) starts at the origin because when there is no output, no
variable costs are incurred.

Cost

Toal variable costs.

o

Outputlevel

Figure 12.2 Variable costs of a firm

Total costs

As the name suggests, the total costs of production are the sum of all fixed and
variable costs. The total cost line, shown in Figure 12.3, starts at the same value as
fixed costs because even when nothing is produced, fixed costs still have to be paid
by the firm.

Total costs = fixed costs + variable costs

Total costs

Cost ($)

4000 Fixed costs

2 Ouiput level

Figure 12.3 Total costs for a firm

Average costs
Average costs refer to the total cost of making one product — it is the unit cost of
production.

Average costs = total costs + output level
Firms that operate on a large scale are able to reduce their average costs of production
(see Chapter 14). For example, Coca-Cola’s bottling plants can produce 10000 cans
of soft drinks per minute. This enables Coca-Cola to benefit from lower unit costs of
production, as shown in Figure 12.4. Here, the firm is able to enjoy economies of
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scale (lower average costs as it expands output from Oa to Ob). If the firm becomes
t00 large, by operating beyond O, it will suffer from inefficiencies, thus leading to
diseconomies of scale (see Chapter 14).

Cost ($)

Average costs

Output level

Figure 12.4 Average costs of a firm

needed fo calculate help managers fo
profitand loss make decisions

BUSINESS COSTS

F il o,

can be etther fived or i
variable wih oufput fixed + variable costs

Figure 12.5 Summary of business costs

Exam practice

1 The table below shows a firm’s fixed and variable costs of production at different
levels of output. Calculate the level of output where average costs are at their

lowest. 21
Output (units) | Fixed costs (§) | Variable costs ($)
20 300 40
30 300 75
40 300 120
50 300 250

~

Johnson’s Candles has fixed costs of $4000 each month. Its average variable costs
are $3 per candle. The firm’s current level of demand is 2500 candles per month.
The average price of its candles is $6.

a) Using an example, explain what is meant by a fixed cost of production. 2
b) Calculate the firm’s current average costs. 2
€) Calculate the firm’s current total costs of production each month. 2
d) Calculate the profit if demand increases to 3000 candles per month. 31
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3 Juke Engineering produces batteries for a major car-maker. Juke’s monthly cost
structure is shown in the table below. Assume that the firm’s average variable
costs of production remain constant at all levels of output shown.

Output level (batteries) | Total costs ($)
1000 50000
2000 80000
3000 110000
a) Calculate the average variable costs of production for Juke Engineering. 2]
b) Calculate the value of its monthly total fixed costs. 21

¢) Calculate the change in average costs of production if Juke Engineering
increases its production from 1000 batteries per month to 3000 batteries
per month. 21

Revenues

Revenue refers to the money payable to a business from the sale of its products.
For example, Nike and Adidas receive most of their revenues from the sale of sports
apparel and sports equipment. According to its website, McDonald’s — the world’s
largest restaurant chain, with over 34000 restaurants worldwide — earned around
$28 billion of revenue in 2013 from the sale of fast food.

[
1l

McDonald's has over 34 000 restaurants worldwide and earned around $28 billion of revenue
in 2013. This is a branch in Tokyo, Japan

Revenue is often referred to as sales revenue or sales turnover. It is calculated by
using the formula:

Revenue = price X quantity sold
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(Ca)
Study tips
Students
often use the
terms ‘cost’
and ‘revenue’
interchangeably,
although the
terms have
different
meanings.

Firms always

pay the ‘cost”

(of production)
whereas
customers always
pay the ‘price’. To
make a profit, a
product’s price
must exceed its
cost.

—

For example, if a cinema charges an average price of $10 for a movie and manages to
sell 5500 tickets in a week, its toral revenue will be §55 000 (chat is, $10 x 5500).

Average revenue refers to the typical price received from the sale of a good or
service. It is calculated using the formula:

Average revenue = total revenue + quantity sold
So, if instead the cinema earns $60 000 from the sale of 7500 tickets, the average
revenue (or average price) would be $60 000 + 7500 = $8 per ticket.
Profit and profit maximisation

A firm earns profit if its total revenues exceed its total costs of production. Profit is
calculated by using the formula:

Profit = total revenue — total costs

Profit provides an incentive for entrepreneurs to take risks. Without profit, firms will
struggle to survive in the long run.

Cl) G

ExxonMobil, the world’s largest oil company, earns annual profits in excess of $41 billion

Profit maximisation and business obj

Profit maximisation is the goal of most private-sector firms. Profits are maximised
when the positive difference between a firm’s sales revenues and its costs of
production is at its greatest.

Exam practice

1 Copy and complete the information below for a firm that sells pizzas. [51
Uniits sold (pizzas | Sales Total fixed | Total variable |Total | Profit/
per week) revenue ($) | costs (§) | costs ($) costs ($) | loss ($)
0 0 —4000
400 4000 8000
800 4000
1200 18000
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2 The following data refer to the monthly costs and revenues of Mintjens Curtains
Ltd when operating at 300 units of output per month.

Item Cost/revenue ($)
Price 50
Raw materials per unit 15
Advertising costs 200
Rent 3500
Salaries 3000

a) Explain why advertising costs are an example of fixed costs of production
for Mintjens Curtains Ltd. 21
b) Calculate Mintjens Curtains Ltd’s monthly total fixed costs of production.  [2]
¢) Calculate Mintjens Curtains Ltd’s total cost of producing 300 units per
month. [21
d) Calculate the profit made by Mintjens Curtains Ltd if it sells all its output. ~ [2]
The table below shows the total costs of a firm.

w

[output (units) T 20T 30T a0 [ 50 |
[Total costs () [ 120 | 150 | 190 [ 230 |

a) Calculate the total revenues at each level of output if the selling price is $5. [4]
b) From the above calculations, identify the number of units that the firm

should produce in order to maximise profits. m
On Valentine’s Day 2013, US Airways and American Airlines merged in a deal
worth $11 billion to create the largest airline on the planet, with 6700 daily flights
and annual revenues of around $40 billion. Critics of the merger were concerned
that with less competition, the US airline industry would have fewer incentives to
keep prices at a competitive level. Others believed that the intensity of competition
between Delta Air Lines and United Airlines would simply force American Airlines
to offer better customer service for passengers.

IS

a) Define the term 'sales revenue’. 21
b) Discuss whether the merger between American Airlines and US Airways
would lead to lower costs and higher profits for the firm. 8]

Alternative business objectives
Businesses have a variety of objectives and do not necessarily strive to maximise
profit. Other business objectives include:

® Survival — While business survival is a vital objective for new businesses, even
well-established firms will need to focus on this, especially during unfavourable
trading times. To survive in the long run, firms need to earn a profit.

® Market share — This refers to a firm’s sales revenues as a proportion of the
industry’s total sales revenue. An increase in sales revenues will, other things being
constant, lead to greater market share for the firm. Higher market share has several
advantages, such as economies of scale (see Chapter 14) and customer loyalty.
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® Image and reputation — Businesses might aim to improve how the general
public perceives them. A bad image can turn suppliers and customers against
the firm’s products and services. For example, German car-maker BMW recalled
720000 cars worldwide in 2013 due to potential electrical problems. Resolving
such problems, although costly to BMW, prevents problems for the firm in the
long run.

@ Ethical objectives — This refers to the moral principles (values and beliefs)
that guide business activity. These objectives focus on what is considered to
be socially responsible. Ethical businesses strive to improve the treatment of
‘workers, and the natural envi . Not-for-profit
organisations such as charities aim to provide services to enhance the welfare of
people in society.

Activity
Investigate the objectives of any two organisations of your choice. Compare and contrast
your findings and be prepared to share these with the rest of the class.

Chapter review questions

1 Using examples, distinguish between total, average, fixed and variable costs of
production.

2 How might total and average costs change when the level of output changes?

3 What is the difference between total and average revenue?

4 What is profit maximisation?

5 Explain the alternative objectives that businesses might have.

Key terms

Average cost is the total cost of making one unit of product - that is, the unit cost of

production.

Costs refers to a firm’s expenditure on, for example, wages, salaries, rent, loan repayments,
fuel bills, marketing expenses, taxes, accountancy fees and legal costs.

Fixed costs are costs that a firm has to pay irrespective of how much it produces or sells,
such as management salaries, administrative costs, bank loan repayments and rent.
Obijectives are the goals or targets of an organisation, such as business survival, growth,
higher market share and profit maximisation.

Profit is the positive difference between a firm’s total revenues and its total costs of
production: that is, profit = total revenue - total costs.

Sales revenue is the payment received by a firm from the sale of its goods and/or services.
Total costs are the sum of all fixed costs of production and all variable costs of production.
Variable costs are those that change as the level of output changes, such as raw material
costs, payment for components used in production and the payment of wages.



@ Perfect competition and monopoly

By the end of this chapter, you should be able to:

@ describe the characteristics of perfect competition and monopoly

@ describe pricing and output policies in perfect competition and monopoly
@ discuss the advantages and disadvantages of monopoly.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Perfect competition

In economics, the term market structure refers to the key characteristics of a
particular market. These features include the number and size of firms in the
market, the degree and intensity of price and non-price competition, and the nature
of barriers to entry. The two extreme market structures in economics are perfect
competition and monopoly.

The model of perfect competition describes a market where there is immense
competition. A real world example is the wet markets (fresh food markets)
commonly found in Asian countries such as Hong Kong, Singapore, South Korea,
Taiwan and Macau.

A wet market in Hong Kong - an example of perfect competition

The main characteristics of firms in perfect competition are as follows:

@ There are many buyers and sellers in the industry, none of which has any
significant market power to influence the market supply or demand (see
Chapter 3).
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@ Hence, firms are said to be price takers — the price they charge is determined by
the market forces of demand and supply rather than firms setting their own prices.

@ As there are literally no barriers to entry in perfect competition, there is freedom
of entry to, and exit from, the market.

@ Firms produce a homogeneous product. This means that the products being sold
are identical, such as bananas or strawberries being sold in fresh fruit markets.

@ Both buyers and sellers have perfect knowledge. This means that customers and
firms have ease of access to information about the product and the prices being
charged by competitors.

However, perfect competition is a theoretical possibility only and in reality the vast
majority of markets are imperfect. For example:

@ In most industries, there are market leaders (those with a high market share)
who have significant power to influence the market supply and hence prices. An
example is Apple and Samsung, which dominate the tablet computer industry.
Hence, these firms are price makers (or price setters) rather than price takers.

® In reality, barriers to entry exist in virtually all markets. For example, there may
be legal entry barriers to some industries, such as the professional qualifications
needed to practise law and medicine, or the high set-up costs to enter other
markets, such as the airline or pharmaceutical industries.

@ Consumers and suppliers are likely to have imperfect knowledge rather than
perfect knowledge. This means that customers and rival firms do not have
easy access to information about the products and the prices being charged by
competitors. For example, mobile phone network providers use very confusing
pricing packages for their services. Similarly, banks offer a variety of interest rate
charges for their various types of loan.

@ Firms are likely to produce differentiated products, rather than homogeneous
ones. For example, sports apparel firms such as Adidas and Nike use branding,
different product designs, colours and slogans to differentiate their products. Many
successful and large busi develop slogans as a form
of product differentiation (see Table 13.1).

Table 131 Some examples of business slogans

Slogan Business
Impossible is nothing Adidas

The ultimate driving machine BMW.

The world's online Bay

The world on time FedEx

The world's local bank HSBC
Because I'm worth it L'Oréal

I'm lovin’ It McDonald's

Where do you want to go today? _ [ Microsoft

Justdoit Nike
Ideas for life Panasonic
| don't wanna grow up Toys R Us

It's everywhere you want tobe | VISA

Always low prices Walmart
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Pricing and output policies in perfect competition

A high degree of competition in a market can benefit consumers. This is because
they get good-quality products and good customer service, all at the right prices.
In addition, competition brings about greater choice, higher output and more
competitive prices (see Figure 13.1).

B Sz Increased compefiton shits

A the market supply cue

A cutwerds o B nght This
causes the makel price o fal

P from Py fo Py, thereby causing

the quanily demanded to

increase flom @ fo Q.

Price ($)

o il
Guantly fraded

Figure 13.1 Impact of competition on market price and output

Exam practice

Supermarket chains such as Walmart, Carrefour and Tesco use an extensive range of
pricing and non-pricing strategies to compete. Market research published by Which?
(a consumer campaigning organisation in the UK) showed that most shoppers
believe supermarkets deliberately try to mislead them by using confusing pricing
strategies.

The Which? findings showed that supermarkets often use poor labelling and puzzling
prices for their products. For instance, a 600 jar of mayonnaise might be priced at
£3.49 while a 4004 jar of the same brand is priced at £2.35 - so which one offers
better value? Similarly, pre-packed fruits and vegetables are found to have very
different prices compared with loose varieties of the same produce.

1 Price is one way in which supermarkets compete. Explain three non-pricing

strategies that supermarkets use to compete with each other. [61
2 To what extent do supermarkets operate in a competitive market? [61
3 Do consumers benefit from the competitive strategies used by supermarkets?

Give reasons for your answer. 8]

Monopoly
There are different interpretations of what is meant by a monopoly. In general, a
monopoly is a market structure where one supplier dominates the market. Examples
are Coca-Cola (carbonated soft drinks), YKK (zip fasteners) and Mabuchi (which
makes around 90 per cent of the micro-motors used to adjust rear-view mirrors
in cars).

A pure monopoly exists if only one firm supplies the whole market. In the USA,
this would include the United States Postal Service (the only service provider of first
class postage) and the Federal Reserve (the sole supplier of banknotes and coins).
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Study tips

Itis incorrect

to claim that
monopolists can
charge ‘whatever’
price they want
because they

are the single
supplier of a good
or service. While
monopolists have
the ability to
control market
supply, they
cannot control
the level of
market demand.
Customers will
switch to, or seek,
alternatives if
prices rise too
high. Hence,
monopolists must
lower prices if
they want to sell
more.

The word ‘monopoly” comes from the Greek language, with moros meaning one
and polein meaning to sell. Hence, monopoly can be defined as a market structure
where there is only one supplier of a good or service.

Microsoft enjoyed a monopoly position in the software industry during the 1990s
Features of monopoly include:

® Single supplier — As its name suggests, a monopolist is the sole supplier of a
product in a given market. This is due to high barriers to entry (see below), which
result in a lack of substitutes.

@ Price maker (or price setter) — The monopolist has significant market power,
controlling enough of the market supply (see Chapter 3) that it can charge higher
prices yet produce lower output than would be the case if it faced real competition.

@ Imperfect knowledge — A monopolist is able to protect its prestigious position
because customers and rivals have imperfect knowledge, partly as a result of the
monopolist’s ability to protect its trade secrets.

@ High barriers to entry — A monopolist can remain so only if in the long run there
are very high barriers to entry. These obstacles effectively prevent other firms from
entering the market. Examples include: economies of scale of existing firms, ownership
of essential resources, the existence of intellectual property rights (namely, patents,
trademarks and copyrights), advertising expenditure and legal barriers to entry.

Exam practice

The advertising budgets of large firms can act as a barrier to entry. America’s most
watched sporting event, the annual Super Bowl, is a magnet for firms with huge
advertising budgets. The average cost of a 30-second advert during the Super Bow!
was $4 million in 2013. Marketers believe that the best Super Bowl adverts earn a
permanent place in history, being broadcast on television and internet websites such
as YouTube for years to come.

1 Define the term ‘barriers to entry". 2
2 Explain why advertising expenditure can act as a barrier to entry. 4]

Pricing and output policies in monopoly

Due to the lack of competition, the monopolist is able to restrict market supply.
This is shown in Figure 13.2 by the shift in supply from S, to S,, which reduces
output from Q, to Q,. Alternatively, we can say that supply would be higher at §, in
the absence of monopoly power. As the monopolist limits the supply of its good o
service, the price is higher (at P, rather than Py).
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Figure 13.2  Impact of monopoly power on market price and quantity traded

Monopolists are also able to use price discrimination. This is the practice of
charging different prices to different customers for essentially the same product.

For example, public transport operators, theme parks and cinemas charge students
different prices compared with other adults. Another example, often used by
supermarkets, is price discrimination based on the quantity sold. For example,
supermarket customers who buy ‘multipacks’ of a product usually get to enjoy a
lower price for each unit bought. This discriminates against those who buy in smaller
quantities.

Exam practice

Theme parks such as Disneyland, Universal Studios and SeaWorld are experts at using
price discrimination. An example of such pricing policies is shown below.

Admission price (5)
‘Adult (aged 12 and above) 28

Child (aged 3-11) 14

Family (2 adults, 2 children) 75

Family (1 adult, 2 children) 50
Annual pass (adult) 75
Annual pass (child) 35

Free admission s granted to children under 3 years old and local senior
residents aged 65 years old or above with proof of identity and age.

1 Define the term ‘price discrimination’. 21
2 Using examples of the above data, explain how organisations such as theme
parks use price discrimination. 6]

Other pricing policies that might be used by firms include:

® Cost-plus pricing — This involves working out the average cost of each unit
of output and then adding a certain amount or certain percentage on top to
earn profit.

For example, if the cost of producing a commercial aeroplane is $120000 and
the firm wants a 100 per cent profit margin, the selling price will be $240000.
‘Whilst cost-plus pricing is easy to calculate, the price setter must ensure that the
chosen price is still competitive.
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@ Competition-based pricing — This occurs when a firm sets its price according
to the prices being charged by its rivals. This allows the firm to be competitive in
terms of price, but also means it may need to rely on non-price factors to maintain
its market share.

For example, many airline companies will set similar prices for their flights but
choose to compete on other aspects of their service, such as baggage allowance,
amount of leg room (space), flight times and connection times, the quality of the
food, the variety of their in-flight entertainment, and the overall level of customer
service.

@ Penetration pricing — This involves setting a low price in order to enter a new
‘market. This pricing policy is often used by firms when launching new products in
untested markets in order to gain market recognition and market share. Tt can help
to give a product a competitive edge.

® Loss leader pricing — This happens when the price is set below the costs of
production, thus making a loss in the short run.

Supermarkets often use loss leader pricing for some of their products (such as
toilet tissue or carbonated soft drinks) in order to attract more customers to buy
other products sold at the supermarket.

@ Price skimming — This pricing policy involves a firm setting an initially high price
in order to maximise profits and to recover its pre-launch costs, such as marketing
and R&D (research and development). Price skimming is often used when selling
new innovative products with few, if any, substitutes. The price is continually
reduced (or ‘skimmed”) as competitors enter the market to launch rival products
and compete for market share.

While novelty for a new product can cause high demand and hence a high price,
customers eventually look for newer versions or better alternatives. For example,
when Apple launched the iPhone 4S it was priced at $399 in the USA, although
the launch of the iPhone 5 in 2012 led to the price of the iPhone 48 falling to
just §99.

@ Promotional pricing — This commonly used pricing policy involves firms
temporarily reducing their prices to attract more customers. Promotional pricing
can be used to clear excess stock when a product is being withdrawn from the
market or to boost demand for products in a new market.

This pricing policy is often used to encourage brand loyalty (when customers
stick to a certain brand due to their personal preference) and can thus increase the
firm’s market share in the long run.

Note that if monopolies exploit their market power and act against the public
interest, perhaps by deliberately charging unreasonably high prices, then the
government can intervene to break up their monopoly powers. For example, a merger
between the two largest firms in a market can be prohibited by the government if
there is reason to believe that the monopolist’s resulting gain in market share (or
market dominance) will act against the interest of the general public. In 2013, Visa
and Mastercard were fined a record $7.25 billion for colluding to fix the credit card
fees that they charged rerailers.
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(Case Study: Prices through the roof )

With a large degree of monopoly power, firms are able to charge astronomical prices for

some of their products. For example:

« The most expensive can of Coca-Cola, made for astronauts, is priced at $1250 per can.

« The world's fastest car, Bugatti's Veyron World, costs a cool €1.95 million, before taxes
are applied.

* The most expensive Barbie doll, which comes with a one-carat pink diamond, sold in

2010 for a record price of $302500.

The world’s most expensive barbecue is the 24-karat gold-plated BeefEater Barbecue,

and for that privilege you have to pay $165000.

At $25000 the world’s most expensive dessert is a chocolate sundae, containing gold

flakes, sold with a golden spoon! Customers can keep the spoon, which is made by

luxury jeweller Euphoria New York.

- J

Disadvantages of monopoly
have a number of

® Private-sector monopolies can be inefficient in terms of resource allocation. In
pursuit of profit maximisation, the monopolist can restrict the output of a product
and /or charge a higher price for it. This creates a loss in the welfare of consumers
(see Figure 13.2).

® High barriers to entry prevent new firms from entering the market. This limits the
degree of competition and ensures monopolists can continue to charge relatively
high prices.

® As there are no substitutes for the products supplied by monopolists, demand is price
inelastic (see Chapter 4). However, as monopolists are price makers, they can charge
higher prices to maximise profit from the relatively low PED (see Figure 4.6).

® Imperfect knowledge about prices and products means that consumers may not
necessarily make rational choices. For example, the confusing pricing policies used
by utilities companies (gas, telephone, water and electricity) mean that customers
find it troublesome to switch between suppliers, especially as they might not know
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if they would be better off. Thus, imperfect knowledge enables monopolists to
maintain market power.

® Monopolists may have less incentive to innovate than firms in competitive markets.
Innovation is the commercial exploitation of an invention. The lack of competitive
pressures means that monopolists can become complacent (as there is no need to
be worried about competition), rather than focus on innovations to ensure their
survival.

Advantages of monopoly

® As monopolists control market supply, they operate on a very large scale, thus
benefiting from huge economies of scale (see Chapter 14) — that is, lower average
costs of production. This means that monopolists can actually supply larger
quantities of output and at lower prices. This market power can be a source of
international competitiveness against foreign competitors.

® Monopolists have the financial resources to invest in innovation. Research and
development expenditure can help to generate new ideas, products and production
processes. Innovation can therefore act as a source of profit and improve the
productive capacity of the economy. For example, Apple’s innovative products, such
as the iPhone and iPad, have made the company the most valuable business on
the planet. Only Boeing and Airbus have the financial resources to commercialise
passenger aircraft such as the 787 Dreamliner and A380.

@ Some monopolies can eliminate wasteful competition. For example, it makes more
economic sense to have one monopoly supplier of postal services in a town, state
or country rather than allowing private-sector firms to compete to provide such
services. This is because profit-seeking firms may not have much of a financial
incentive to provide services to remote areas of the country and a single provider
can gain huge economies of scale. The same applies to suppliers of water pipes,
railway tracks, telephone lines and electricity grids.

Activity

According to Wikipedia, the top five suppliers in the sugar and tobacco industries account

for 99 per cent of the market in the UK.

1 Use the internet to research the industries which are most dominated by monopolists in
your own country.

2 In small groups, discuss whether monopolies offer more or less choice for customers.
Think of real-world examples to aid your discussions. Is choice a good thing?

3 Discuss the information you would need in order to assess whether a particular
monopolist benefits consumers.
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Chapter review questions
What is meant by ‘perfect competition’?

What are the main characteristics of a perfectly competitive market?

What is meant by a ‘monopoly’?

What are the main characteristics of a monopoly?

How do barriers to entry to an industry limit the degree of competition in a
market?

What are the advantages and disadvantages of a monopoly?

VAWN =
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Key terms

Barriers to entry are the obstacles that prevent other firms from effectively entering

the market. Examples are the existence of intellectual property rights, large advertising
budgets of existing firms, and legal constraints to prevent wasteful competition.

Market structure refers to the key characteristics of a particular market, such as the
number and size of firms in the market, the degree and intensity of price and non-price
competition, and the nature of barriers to entry.

Monopoly is a market structure where there is only one supplier of a good or service, with
the power to affect market supply or prices.

Perfect competition describes a market where there is immense competition due to the
absence of barriers to entry. This means there are many small firms competing in the
market, none of which has any power to influence market supply or price.

Price discrimination is the practice of charging different prices to different customers for
essentially the same product.

A price maker is a firm with significant market power, which means that it can control
enough of the market supply to affect the price level.

Price takers are firms that set their price according to the market forces of demand and
supply, rather than determining their own prices.



‘ Business growth

By the end of this chapter, you should be able to:

® describe the main reasons for the different sizes of firms (size of market,
capital, organisation)

@ describe and evaluate integration, economies and diseconomies of scale.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
® Cambridge International Examinations

Size of firms

In every economy there are firms of different sizes. Small firms, such as local grocery
stores or sole proprietors (see Chapter 10), co-exist alongside large multinational
companies such as Walmart and Apple. It may be the objective of a firm to increase
its market share or to operate in several countries, and it will therefore put strategies
in place to achieve these aims. A business may start as one store and grow over time.
For example, Starbucks opened its first coffee shop in Seattle, USA, in 1971 and now
has around 20890 stores in 62 countries. Alternatively a business may choose to stay
small, such as a wedding dress designer, a hairdresser or an owner of a small gift shop.
The size of a firm can be measured in the following ways:

@ The number of emp ~1n2013,G ithKline, a large pharmaceutical
company, had over 100000 employees. A small local grocery shop may have only
five employees.

® The size of the market (market share) — For example, Hertz, Enterprise and
Budget car hire companies collectively had 95 per cent of the car hire market in the
USA in 2013. Nestlé dominates the food and beverages market in Pakistan, as it
i the leading company in milk production and related products including yogurt,
milk powder and butter. It also dominates the bottled water market in Pakistan.

® The capital employed in a firm — This is the difference between the assets of a
firm (what it owns) and its liabilities (what it owes). For example, in January 2013
Walmart’s capital employed was $203.1 billion, making it the world’s largest
retailer.

® The sales turnover (sales revenue) of the firm. This is measured by multiplying
the unit price of a product by the quantity sold (see Chapter 12). For example, in
2012 ExxonMobil had sales turnover of $433.5 billion and was the world’s largest
firm by this measure.

Firms of all sizes exist in local, national and international markets, and industries are
often dominated by large firms. For example:

@ The sports clothing industry is dominated by Nike, Adidas and Puma.

@ The tennis racket industry is dominated by Wilson, Prince and Head.

@ The chocolate industry is dominated by Kraft, Mars, Nestlé and Ferrero Rocher.
The structure of a firm influences its size. Small businesses tend to be sole traders
or partnerships, while large firms tend to be public limited companies that can sell
shares on stock markets to obrtain finance (see Chapter 10).

=]
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Exam practice
Study Table 14.1.

Table 141 The world's largest companiies

Profits | Assets | Market value
Rank [ Company Country Sales ($bn) [($bn) | ($bn) [ (billion)
1 i USA 4335 411 | 3311 4407.4
2 |JPMorgan Chase  [uUsA 110.8 19.0 [ 2265.0 170.1
3 [ General Electric USA 147.3 142 [ 717.2 213.7
4| Royal Dutch Shell 4702 25.1 | 3405 227.6
5 [icBC China 826 162 [ 2039.1 2374
6 | HSBC Holdings UK. 102.0 162 [ 2550.0 164.3
7__ | Petrochina China 310.1 206 | 3047 204.7

Source: Forbes

1 With reference to the data in the table, identify the industries within
which the world’s largest firms operate. 31
2 Explain why you think these industries can support very large firms. [6]

How do firms grow?
Internal growth (organic growth)

® Firms can grow by increasing the number of branches (stores) within a particular
country or by opening branches in different countries. They can also expand
by selling their products in a greater number of countries and can finance this
expansion using profits earned within the business. Coca-Cola now sells its cola
drink in all but two countries in the world: North Korea and Cuba.

® Firms can grow by franchising. This means that an individual or a firm purchases
a licence from another firm to trade using the name of the parent company. The
Subway sandwich chain, ished in the USA, has approxi 141 stores in
the United Arab Emirates (UAE) and this expansion is due o franchising.

® Firms may attract investment from larger businesses. For example, the sandwich
chain Pret a Manger funded its expansion through investment in the company by
the fast-food giant McDonald’s. Innocent, originally a small UK-based fresh fruic
juice and smoothie manufacturer, is now large enough to supply supermarkets in
the UK and some overseas shops through investment funding from Coca-Cola,
which owns 90 per cent of the drinks company.
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External growth (inorganic growth)

® Takeovers — A firm can instantly increase its size by buying a majority stake (share)
in another business. For example, the Indian car-maker Tata Motors took over the
UK-owned Jaguar and Land Rover in 2008. Tata Motors is part of the much larger
Tata Group of companies. Kraft Foods took over Cadbury in 2011 and now has
Cadbury’s share of the global chocolate market in addition o its existing share.
Microsoft bought Skype in 2011 and the purchase enabled the software giant to
gain a larger share of the internet communications industry. Takeovers can be
hostile, which means that the firm being taken over does not agree to the buyout.
Takeovers can also be agreeable to both firms.

® Mergers — Two firms can merge together to form one new company. For example,
the MTRC and KCRC railway companies in Hong Kong merged in 2007 to
become one company, which now is the only provider of railway and underground
railways services in Hong Kong. They have formed a natural monopoly (see
Chapter 13) and any fare increases must be approved by the government. Another
example of a merger is pharmaceutical giants Glaxo Wellcome and SmithKline
Beecham (forming GlaxoSmichKline) in a deal worth $75.96 billion back in 2000.

Microsoft's purchase of Skype enabled the software giant to gain a larger share of the
internet communications industry

Types of infegration

Tntegration refers to the combining of two or more firms, either through a merger or
a takeover.

]
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Horizontal integration

Horizontal integration occurs when two firms in the same sector of industry
integrate together, by either a merger or a takeover. For example, AG Barr is a
Scottish manufacturer of the soft drinks Irn Bru, Tizer and Rubicon, and wishes to
merge with Britvic, another soft drinks manufacturer that makes Robinsons Barley
‘Water, J20 and Fruit Shoots.

The proposed merger of Barr and Britvic would create one of Europe’s largest soft
drinks companies

The two combined businesses can benefit from:

® getting an increased market share

@ gaining skilled employees from one another

® operating with fewer employees (as there is no need to hire two finance
departments, for example), so this may reduce costs

® taking advantage of economies of scale.

However, the potential costs or drawbacks include the following:

@ There may be duplication of resources and therefore some workers may be made
redundant — that is, lose their jobs. Redundancies can cause anxiety, lead to
demotivated staff and cause a decrease in productivity.

@ The newly formed larger firm may face increasing costs arising from diseconomies
of scale (see below).

® The combined firm may suffer from a culture clash if the two businesses are very
different. This may initially cause communication and organisational problems.

Vertical integration

‘Vertical integration occurs when a firm from one sector of industry merges with,
or is taken over by, a firm from another sector of industry. There are two types of
vertical integration: backward and forward.
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Backward vertical integration

Backward vertical integration occurs when a firm from the secondary sector of
industry merges with a firm from the primary sector, or a firm from the tertiary
sector merges with a firm from the secondary sector. For example, a factory in China
that makes chicken nuggets for McDonald’s might buy a chicken farm. The chicken
farm supplies the factory directly with live chickens and the eggs produced are sold to
McDonald’s outlets for their breakfast products.

The benefits of backward vertical integration in the previous example include the
following:

® The firm in the secondary sector has control over the quality of raw materials with
which it is supplied.

@ There is no wastage as all produce from the primary sector can be used.

@ The price of raw materials falls as the manufacturer does not have to pay another
(external) firm for the raw materials.

However, there are also costs of backward vertical integration in the example:

® Costs of running the farm in the primary sector increase total costs as more land,
labour and capital resources are required.

® Transport costs increase for the integrated firm as raw materials were previously
delivered by external suppliers.

Forward vertical integration occurs when a firm from the primary sector of
industry integrates with a firm from the secondary sector, or a firm from the
secondary sector integrates with a firm from the tertiary sector. For example, Apple,
Levi’s and Replay all own shops in which to sell their manufactured products. Shell,
the global oil company, owns its entire chain of production: oil mines, oil processing
plants and the petrol stations where consumers purchase fuel for their cars.
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Apple has shops all over the world dedicated to selling its own goods. Here is s flagship
store in London'’s Regent's Street

Activity

In groups, think of examples of how firms grow globally. What about in your home country
or a country of your choice? Can you identify examples of internal growth, external growth
and types of integration?

Exam practice

Tyrrells is a UK manufacturer of hand-cooked crisps (chips) which are made from
potatoes and other root vegetables. The owner of the business, Will Chase, was
originally a potato farmer, who sold his crop to supermarkets. The price of potatoes
started to fall and he decided to add value to his potatoes by making them into
packaged snacks in 2002. He invested in capital equipment and employed more staff
to make the product, and his decision led to an increase in revenue and growth of the
business, which is now worth over $28.4 million.

1 Identify the method of growth used by Tyrrells. [
2 Explain two advantages of Tyrrells expanding into manufacturing industry. 41
3 Explain two reasons why production costs may have fallen after the expansion. [4]

Conglomerate integration

Conglomerate integration (also known as lateral integration or diversification)
occurs when firms from different sectors of industry, which operate in unrelated
areas of business, merge or are taken over by another firm. They may form a single
company or be part of a large group of companies. For example, if a clothing
manufacturer merges with a chocolate producer, the two firms are in the secondary
sector of industry but operate in different areas of manufacturing. They can

take advantage of risk-bearing economies of scale (see below), as diversification
spreads risk.
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An example of a conglomerate is the Tata Group, which has over 100 different
companies in its portfolio, ranging from hotels and hospitality enterprises to mining
and air conditioning. Another example is the Swire Group, which owns businesses
that operate in many different markets, including retailing, beverages, aeronautical
operations, property development, mining and car trading.

Diversification spreads risks because the firm has a number of businesses in different
sectors of industry and therefore a failing business, which is part of a larger group, may
be protected by the successful businesses within the group’s larger portfolio.

However, the conglomerate may become too diverse and this may cause problems
with the management of capital and human resources. Ifa segment of the diversified
firm is under-performing, it may drain resources from other areas of the business.

Pacific Place, a shopping mall complex in Hong Kong, is one of the core holdings
of the Swire Group’s property portfolio

interal forganic] growth

HOW BUSINESSES
GROW

extemal growh

mergers or takeovers

horizontal nfegration  conglomerate infegration vertical Inegration

forward  backward

Figure 141 How businesses grow
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Study tips

Although it is
the aim of many
firms to expand
and increase their
market share, it
is not always the
case that 'big is
best”. A firm that
becomes too
large may lose
its appeal and

its products may
become mass
produced and
therefore lack
character. Large
hotel chains can

is of high quality
and matches
their 4- or 5-star
rating, but the
experience for

e
regardless of
country location.
There will always
be a place in

the market for
small or boutique
hotels offering

a high-quality
and unique
experience.

Why do small firms co-exist beside large firms2

Large firms are able to take advantage of economies of scale (see below) and
therefore their average costs of production are lower than those of a small firm.
In many economies there are small grocery stores alongside large supermarkets.
Supermarkets provide customers with:

@ awide choice of particular products, such as various types of yogurt, cheese or
wine

® awide product range, as in one store you can buy fresh milk, a pair of shoes, a tea
pot and a hairdryer.

Modern supermarkets often have other facilities for customers, such as a café, a petrol
(gas) station and a cash point (ATM). Supermarkets also have free parking facilities
and therefore provide one-stop shopping.

Small grocery stores have to find a way to compete with supermarkets and they do
50 by providing a range of goods which cannot be bought in a supermarket, such as
specialty cheeses and wines.

The small grocery store may be located in a remote area and be the only local seller
of provisions. Tt may provide a personal shopping experience, as compared with the
self-service style of a supermarket. Smaller shops can also adapt quickly to changing
consumer tastes: for example, a small bakery may make more brown bread to cater
for an increase in demand, and a small, independently run, magazine shop will order
titles for individual customers.

Examples of products and services provided by small shops are made-to-measure
clothing and custom-made furniture. They tend to focus on smaller markets and may
cater for specific tastes and for people with higher incomes.

Economies of scale

One meaning of the word ‘economy” is reduced expenditure or saving, while the
word ‘scale” refers to size. Therefore the phrase ‘economies of scale” means that
average costs of production fall as a firm grows or increases output.

Internal economies of scale
Internal economies of scale are cost savings that arise from within the business.

® Purchasing or bulk-buying economies of scale occur when the cost of raw materials.
falls as they are bought in large quantities.

® Technical economies of scale oceur as large firms can afford to purchase expensive
pieces of machinery and automated equipment for the manufacturing process.
Large firms also produce in large quantities and therefore the high initial cost of
the equipment can be spread across the high quantity of goods produced.

@ Financial economies of scale occur as large firms are able to borrow money from
banks more easily than small firms because they are perceived to be less risky to
financial institutions. A large firm will also have a greater number of assets that
can act as security for a loan.
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@ Managerial economies of scale occur as large firms have the resources to employ
specialists to undertake functions within the firm: for example, accountants, engineers
and human resources specialists. High salaries paid by large firms will attract experts.

@ Risk-bearing economies of scale occur as large firms tend to produce a range of
products and operate in many locations. This diversity spreads risks as weak sales in
one country can be supported by strong sales in another. Samsung makes a range
of products and if one product is experiencing decreasing sales then this loss can be
balanced by increased sales of another product.

@ Research and development economies of scale occur as large firms may be able
to fund research and development, and therefore can be innovative and create
products that enable them to be leaders in their area of business. For example,
GlaxoSmithKline is a large pharmaceutical company that invests heavily in research
and development (R&D), spending around 15 per cent of its sales revenue (or
around $6.26 billion) on it.

@ Marketing economies of scale occur as big firms tend to have a large advertising
budget and therefore can spend large amounts of money on promoting their
products. For example, a Nike or IKEA advert exposes all products under the Nike
brand and all products sold in IKEA in a cost-effective way.

Activity
1 2) Look for examples of bulk buying jies of scale in your local
[ enit the cost per gram of a large bag of rice with that of a smaller bag

of ri
i e o e e e G
purchasing economies of scale. Be prepared to share your findings.
2 ) Make a list of the names of businesses that advertise using billboards and on
television.
b) Consider what the firms have in common. Are they large or small firms?
©) Do the firms tend to be public limited companies (see Chapter 10) or smaller, privately
owned firms?

bulk buying specialscion and  lower specialiss nall  diversiy inovave ransport
discaunts lofest equipment inerest rafes depariments of range products advartsing
purchasing technical financial  managerial risk-bearing D marketing

e

average costs

ECONOMIES OF SCALE

Figure 14.2  Economies of scale
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External economies of scale

External economies of scale are economies of scale that arise due to the location of
the firm and are therefore external to the business. Examples of external economies
of scale are:

® Proximity to related firms — Tirupur in India is renowned for textile and
garment manufacturing, A garment manufacturer will benefit from having firms
that produce zippers, buttons, thread and fabrics located nearby, as this will give it
easy access to its suppliers and reduce transport costs.

® Availability of skilled labour — In Tirupur there is a pool of skilled machinists
and pattern cutters. This should make recruitment of textile workers with the
necessary skills relatively easy.

® The reputation of the geographical area — This provides a firm with free
publicity and exposure. For example, Silicon Valley in California, an area with a
worldwide reputation for software creation and the development of information
technology systems, has a large number of suitable skilled workers.

® Access to transport — Manufacturing firms benefit from being located near to
major road networks, ports and cargo facilities. A café or restaurant will benefit
from being close to other shops, public transport links and parking facilities.
China has invested heavily in developing its infrastructure to facilitate efficient
transportation of finished goods to ports and airports. This gives it a competitive
advantage over India, where road and rail networks are less developed.

Diseconomies of scale Digc
Diseconomies of scale arise
when a firm gets too large and
average costs of production
start to rise. Therefore, the
disadvantages of growth start to
outweigh the advantages.

Reasons for increased average poorer communication  slower decision making  lack of motivation
costs of production include the
following:

Figure 14.3 Diseconomies of scale

® Communication issues may arise when a firm becomes too large. There may be too
many branches to control and communicate with effectively, and decision making
may be slow due to the number of people in the communication chain. This may
lead to increased costs of production.

® A merger between two firms may be unsuccessful due to a clash of cultures, so it
may be beneficial to demerge. In 2010 the Fosters Group, which produces beer,
sold offits less profitable wine business as the merger had not brought about
benefits of economies of scale. The demerger allowed Fosters to focus on beer
production again.

® It may be necessary to employ more employees for all the branches of the firm,
or a new factory may need to be built to accommodate the increased level of
production. This will add to total costs of production and average costs of
production may rise.
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(i)
Study tips
In the real world

it can be difficult
for firms to
determine when
they have reached
their lowest
average cost

and therefore
their ideal level

and firms operate
in a constantly
changing
environment. A
firm's decision

to downsize or
demerge from
another firm may
be based on non-
cost reasons, such
as difficulties in
control and co-
ordination, high
staff turnover or

a loss of focus.

@ Workers within a large organisation may find it difficult to feel part of a large firm,
5o this may lead to a lack of motivation and reduced productivity. Thus average
costs will tend to rise.

® The business may become too diverse and start to operate in areas in which it has
less expertise. Reduced control and co-ordination may cause costs to increase.
Again, this can lead firms to demerge.

Economies of scale: Diseconomies of scale

e Average costs Communication problems
4 Clash of culures
S Managerial Need fo Increase plant size:
Financial loss of siaff moral
Rik bearing Reduoed confrol and coordination
Technical
D
Output

Figure 14.4 Economies and diseconomies of scale and average costs

Exam practice

In 2010 two telecommunications companies, T-Mobile and Orange, merged and
became one firm. After the merger, customers of Orange and T-Mobile could switch
between networks and the combined firm was able to reduce the number of aerial
masts required and have an increased share of the market.

The two brands are owned by a company called Everything Everywhere, which in
September 2012 changed its name to EE. EE will provide 4G services to its customers and
T-Mobile and Orange will continue to serve their own segments of the market. T-Mobile
is considered to be a value-for-money brand and Orange a more premium brand.

1 Identify and explain three types of economies of scale which could be
achieved by the merger. 6]
2 Explain two diseconomies of scale which may arise in the future. 4]
3 Discuss the advantages and disadvantages of the merger between the two
telecommunication firms. 71

Chapter review questions
What are the two ways in which a firm can grow?

How can the size of a firm be determined?

Why do small firms co-exist beside large firms in all economies?

What are the six main types of internal economies of scale?

What is meant by the term ‘diseconomies of scale’?

Which types of external economies of scale could be experienced by several
car manufacturers located in a region of a country?

What are the and iges of two sup: chains merging?
What are the advantages and disadvantages of a film production company
merging with a chain of cinemas?
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Key terms

Average costs are calculated by dividing total costs by the number of units produced.
Backward vertical integration occurs when a firm from the secondary sector of industry
merges with a firm from the primary sector, or a firm from the tertiary sector merges with a
firm from the secondary sector.

Conglomerate integration occurs when a merger or takeover occurs between two firms
from unrelated areas of business.

A demerger occurs when two previously merged firms decide to break up and become two
separate firms.

Diseconomies of scale occur when average costs of production start to increase as the size
of a firm increases.

Economies of scale occur when average costs of production fall as the size of a firm increases.
External economies of scale are economies of scale that arise from factors outside of the firm,
such as the location of the firm, proximity to transport and availability of skilled workers.
Financial economies of scale occur as large firms are able to borrow money from banks more
easily than small firms because they are perceived to be less risky to the finandial institutions.
Forward vertical integration occurs when a firm from the primary sector of industry merges
ISy € 5o ey S, Tt ey secior atdas i
firm from the tertiary sector

Horizontal mtegrauon occurs when two firms in the same sector of industry and the same
industry me

Internal economies of scale are economies of scale that arise from the internal organisation
of the business — for example, financial, bulk-buying and technological economies of scale.
Managerial economies of scale occur as large firms have the resources to employ specialists
to undertake functions within the firm, such as accountants, engineers and human
resources specialists.

Marketing economies of scale occur as big firms tend to have a large advertising budget
and therefore can spend large amounts of money on promoting their products.

A merger occurs when two firms join together to make one firm.

Purchasing or bulk-buying economies of scale occur when the cost of raw materials falls as
they are bought in large quantities thus reducing the average costs.

Research and development economies of scale occur as large firms may be able to fund
research and development, and therefore can be innovative and create products that
enable them to be leaders in their area of business.

Risk-bearing economies of scale occur as large firms tend to produce a range of products
and operate in many locations.

A takeover occurs when a firm is taken over by another firm. A takeover may be hostile or
the two firms may have agreed to the takeover.

Technical economies of scale occur as large firms can afford to purchase expensive pieces of
machinery and for the "

e eal s hgation LS ety & Tadatover B et 2KEs is o b EER KA AER
different sectors of industry.
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@ Government aims and influences

By the end of this chapter, you should be able to:

describe the government as a producer of goods and services and as an employer
discuss the government’s influence (regulation, subsidies, taxes) on private
producers

describe the aims of government policies, such as full employment, price
stability, economic growth, redistribution of income, balance of payments
stability

discuss the possible conflicts between government aims.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

The role of government in an economy

The government plays a key role as a producer of goods and services and as an

employer.
As a producer, the government supplies goods and services to the general public.

For example, it will provide:

® Public goods — These products are non-excludable and non-rivalrous in
consumption. Examples are nacional defence, law and order, street lighting, flood
control systems, public fireworks displays, lighthouses, online search engines and
public roads.

® Merit goods — These products are deemed to have social benefits yet are
under-consumed without government intervention or provision (sce Chapter 5).
Examples are education, health care services, work-related training schemes and
public libraries.

Services provided by the government

Exam practice

1 Distinguish between public goods and merit goods. 31
2 Analyse the reasons why a government might choose to provide public goods
and merit goods.
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© Public services — In many countries, the government also directly provides other
essential public services, such as postal services, public transport systems, the
emergency services (fire, police and ambulance) and immigration services. In some
countries, the government goes further to provide public utilities services (such
as gas, electricity and telecommunications) and terrestrial television broadcasting
services. These services are not run in the same way as they would be if private-
sector firms were seeking to maximise profits.

® Welfare services — In mixed economic systems (sce Chapter 2), the government
provides social and welfare services to people in need. These include transfer
payments such as unemployment benefits and state pension schemes for the elderly.

The New Zealand government, for example, spends about NZ$12 billion

(89.88bn) each year on transfer payments.

In order to provide these goods and services, the government must employ factors
of production (see Chapter 1), including labour. Thus, the government can have a
significant role as an employer — especially those governments that operate a mixed
or a planned economic system (see Chapter 2). For example, in countries such as
Australia, France, the USA and the UK, the government s a large employer of
teachers, health care workers (such as surgeons, doctors and nurses) and urban
planners.

Government influence on private producers
Governments influence private producers through the use of regulation, subsidies
and taxation policies.

Regulation

Government regulations determine the boundaries within which private producers
can operate. Examples are the use of employment legislation, consumer protection
laws, environmental protection, competition laws and intellectual property rights.

@ Employment legislation — These regulations protect the interests and safety
of employees. For example, private-sector producers should comply with anti-
discrimination laws which help to ensure that firms treat their workers fairly,
regardless of their age, gender, race o religion.

Activity
Research the employment laws that exist in your country or a country of your choice. How
do these laws impact on private-sector producers?

® Consumer protection laws — These regulations require private-sector firms to
provide truchful descriptions of their goods and services, which must also meet
‘minimal quality standards. Firms that provide demerit goods and services such as
gambling, tobacco and alcohol are also heavily regulated to protect consumers. For
example, cigarette advertising is banned in countries such as South Africa, Pakistan
and Australia. Tobacco advertising has been banned throughout Singapore since
1971. Tn most countries, cigarette packaging must also carry highly noticeable
health risk warnings.

i



Role of government in an economy

® Environmental protection — Laws exist to prevent or reduce the damage to the
environment caused by private-sector firms, such as pollution and the depletion
of scarce resources. For example, Japan’s government has imposed several types of
fishing ban to preserve the world’s supply of fish and whales. Regulation of carbon
emissions also limits the potential damage to the environment caused by private
producers.

The European Parliament voted to back fishing policy reform in February 2013, banning the
wasteful practice of throwing away healthy fish at sea. Here, Green Party members hold up
banners showing fish saying “thank you'

® Competition law — Government regulation is used to prevent anti-competitive
practices of private-sector monopolists (see Chapter 13). This helps to protect
consumers and smaller firms that are less competitive. For example, in most
countries, it is illegal for firms to engage in price fixing to raise prices and thus
charge consumers unjustifiably high prices.

® Intellectual property rights — To encourage innovation and to safeguard the
interest of producers, the government can use copyright, trademark and patent laws
to protect the intellectual property of firms. These give private-sector firms legal
protection against rival firms copying or imitating their products or inventions.

Recent high-profile cases include Apple versus Samsung smartphone battles

(see the Activity below) and Cadbury versus Nestlé on whether you can copyright
a colour.

Activity

Use the internet to investigate the legal battle between Apple and Samsung in the
smartphone industry, following accusations that they were copying each other's
technologies. Why do firms such as Apple and Samsung seek to protect their intellectual
property?

Subsidies

A subsidy is financial assistance provided by a government to reduce the costs of
production for firms. Subsidies are used to encourage output and consumption of
certain goods and services. Governments often provide subsidies for educational
services, employment purposes, public transport, tourism and agricultural output.
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Subsidies are often used for the provision of education

Exam practice

The Mass Transport Railway (MTR) is Hong Kong's railway system and runs both
underground and overground services. Founded in 1979, the MTR offers an efficient
and affordable public transport system, serving over 4 million passengers on an average
weekday. The government provides subsidies for travellers, including young children and
the elderly. All retailers that operate at MTR stations pay rent to the MTR Corporation,
thus allowing the organisation to keep fares at a low rate for all MTR travellers.

1 What is a subsidy? 21
2 Explain why the Hong Kong government might want to subsidise public

transport systems such as the MTR. 4]
Taxes

A tax is a levy or charge imposed by a government to raise costs of production and
to reduce consumption of certain goods or services. Governments can use direct
taxes (imposed on income, wealth or profits) to reduce income inequalities in the
economy. They can also use indirect taxation (imposed on spending) to affect
consumer expenditure. Indirect taxes include sales taxes and excise duties on items
such as petroleum, alcohol, tobacco and air passenger travel. The government can
also impose tariffs (import taxes) to discourage the purchase of foreign goods and
services in order to protect domestic businesses and jobs.

The government can then spend its tax revenues to fund items of public-sector
expenditure including: social security, national defence, law-and-order systems,
transport, infrastructure, health care and education (see Chapter 16). Taxes are
covered in more detail in Chapter 17.

Aims of government policies

Government policies tend to be aimed at achieving the five key macroeconomic
(economy-wide) objectives: full emp (or reduced ), controlled
inflation (price stability), sustainable economic growth, the redlsmb\mon of income
(lower income inequality) and balance of payments stability.
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Full empl (or low pl 1)

Unemployment refers to people who are out of work, but who are of working age, are
physically and mentally able to work, and are actively looking for work. Governments
strive to reduce the unemployment rate — the proportion of a country’s workforce
who are unemployed. Chapter 19 covers employment in more detail.

Price stability (control of inflation)

Inflation refers to a persistent rise in the general level of prices in the economy.
Low and sustainable rates of inflation are vital to achieving economic stability and
social wellbeing. For example, inflation reduces the international competitiveness of
a country as its prices will be relatively higher. This will lead to lower export sales,
thus causing potential job losses. Inflation can be caused by excessive aggregate
demand (total demand) in the economy. This is known as demand-pull inflation.
By contrast, cost-push inflation is caused by higher costs of production, Chapter
18 covers price stability in more detail.

Economic growth

Economic growth is the increase in a country’s gross domestic product (GDP)

over time. Achieving economic growth brings greater prosperity to an economy and
therefore tends to raise the standard of living for most people. Economic growth can
be achieved by increasing the quantity and /or quality of factors of production, such
as through education and training. Discovering resources such as oil will increase the
potential output of an economy. Chapter 20 covers economic growth in more detail.

Exam practice

Most countries face the ongoing problem of striving to achieve economic growth and
reducing unemployment. For example, Spain and Greece experienced unemployment
rates of around 27 per cent in 2013 due to the continuing global financial crisis. In
2008, Zimbabwe's inflation soared to an astronomical 231 million per cent!

1 Define the terms ‘economic growth’ and ‘unemployment’. 41
2 Explain why the control of inflation is a key macroeconomic objective. 41

Begging has been outlawed in Greece since 2003, but the recent unemployment hike has
increased levels of occurrences
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Study tips

The five main
government
objectives can be
remembered by
using the acronym

GETUP - growth,
environment,
trade (balanced),
unemployment
(low) and price
stability.

Redistribution of income

As an economy grows, the gap between top and bottom income earners tends to
widen. For example, huge bonuses are often awarded to executives in the finance
industry. This causes greater income inequalities in the economy. The government
might therefore intervene by using progressive taxes (see Chapter 17) to redistribute
income to low-income households. In some cases, the government could even cut
taxes for low-income groups to improve their standard of living.

Exam practice

In 2013, two British banks, Barclays and the Royal Bank of Scotland, awarded a total
of 521 employees more than £1 million ($1.5m) each, despite the world still recovering
from the global financial crisis. By contrast, US investment bank JP Morgan Chase
announced 19000 job cuts between 2013 and 2014.

1 Explain what is meant by ‘income equality’. 2
2 Suggest why a government might want to redistribute income within its country.  [4]

Balance of payments stability

The balance of payments is a record of a country’s financial transactions with other
nations. This includes the money flows into and out of a country from the sale of
exports and the purchase of imports. If the money inflows exceed the outflows,

then a balance of payments surplus exists. If the outflows exceed the inflows, the
country has spent more than it has earned, so a balance of payments deficit occurs.
While a deficit drains money from the country, a balance of payments surplus can be
inflationary in the long run due to the excess amount of money entering the country.
Governments therefore tend to aim to achieve a balance of payments equilibrium.
Chapter 24 covers the balance of payments in greater detail.

Conflicts between government aims

As it is not possible simultaneously to achieve all five macroeconomic objectives,
there is said to be a trade-off or conflict between these targets. Examples of possible
conflicts between a government’s macroeconomic goals are considered below.

® Economic growth versus low inflation — If an economy grows due to excessive
consumer demand, this will force prices to increase, thus creating inflation in
the economy. Similarly, the government might choose to deflate the economy to
control inflation, but this limits the ability to achieve economic growth. Therefore,
it is rather difficult to achieve both macroeconomic objectives at the same time.

® Low (or full ) versus inflation — In theory,
there is an inverse relationship between the level of unemployment and the rate
of inflation. For example, an attempt to reduce unemployment via the use of
expansionary fiscal policy (see Chapter 16), such as lowering taxes or increasing
government spending, can cause demand-pull inflation (see Chapter 18). Similarly,
when the government tries to control inflation by using deflationary policies such
as higher taxes or higher interest rates (sce Chapter 16), the resulting fall in both
consumer spending and investment will result in job losses.

@
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® Economic growth versus a balance of payments equilibrium — Consumer
spending and business investments tend to be high during an economic boom.
However, if this is fuelled by a significant rise in spending on imports relative
to exports, this leads to a worsening trade deficit on the country’s balance of

payments.
° ic growth versus p of the growth
often leads to environmental problems such as land degmdanon climate change,

pollution and the depletion of non-renewable resources.

(Case Study: Jakarta’s traffic congestion

Jakarta, Indonesia’s capital city, is renowned for having one of the world's worst traffic
problems. The government tried to build a mass rail transit system in the city in 2004 to
deal with the congestion problems, but the lack of funds put the project on hold. The
problems of congestion and poor air quality do not seem to be slowing down as Indonesia
saw a 27 per cent increase in the demand for new cars between 2012 and 2013.

J

| &

@ Economic growth versus the redistribution of income and wealth — As an
economy grows, there tends to be a widening income and wealth gap between the

rich and the poor (see the Case Study on page 171).
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(Study tips )

It is possible for

without conflicts
oceurring. For
example, it

is possible to
achieve low
inflation along
with economic
growth through
the use of supply-
side policies (see
Chapter 16).
similarly,
economic growth
is export-ed (as
in the case of
China’s growth
over the past
three decades),

it will not lead to
a deficit on the
current account
of the balance of
payment:

|

(Case Study: The world's richest people )

The Forbes Rich List is an annual list of the world’s wealthiest billionaires. The top ten
wealthiest people on the planet in 2013 had a combined wealth of $451.5 billion - that is
more than the combined GDP of the United Arab Emirates, Sri Lanka and Mauritius, and
only slightly less than the combined GDP of Nigeria and Pakistan!

ican telecoms tycoon, Carlos Slim, is the richest man in the world with a total wealth
of §73 billion - or the equivalent of the average annual salary of over 6.94 million people in
the country!

Table 151 The ten wealthiest people in the world, 2013

Rank | Person Wealth ($bn) | C
1| carlos slim 73 Telecoms
2 |Bill Gates 67 Microsoft
3 [Amancio Ortega 57 Zara
4| Warren Buffett 535 | Berkshire Hathaway
5 | LamyElison 43 Oradle
6 | Charles Koch 34 Diversified
7 | David Koch 34 Diversified
8 | LiKa-shing 31 Diversified
9 |Liliane Bettencourt 30 L'Oreal
10| Bernard Amault 29 LWVMH
Source: Forbes
J
(Chapter review questions h
1 What does it mean by the government being a producer and an employer?
2 How do regulations, subsidies and taxation affect private-sector firms?
3 What are the five major macroeconomic aims?
4 Explain how there might be possible conflicts between the macroeconomic
aims.
5 Why might it be possible for a government to achieve its macroeconomic
objectives without conflicts occurring?
o J/
Key terms

An employer is a person or a firm that hires other workers to an organisation.

A producer is any firm that deals in the production and/or provision of goods and services.
Regulation refers to the rules and laws that govern business behaviour in the economy,
such as employment laws, consumer protection legislation and environmental protection
laws.

Subsidies are financial support from the government to reduce the costs of private-sector
firms. They are used to encourage output and consumption of certain goods or services,
such as public transport.

Taxes are levies or charges imposed by a government to raise the costs of production

and reduce the consumption of certain goods or services, such as tobacco, alcohol and
petroleum.



‘ Government policies

By the end of this chapter, you should be able to:
® explain fiscal, monetary and supply-side policies.
@ analyse the use of fiscal, monetary and supply-side policies.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Fiscal policy

Fiscal policy is the use of taxation and government expenditure strategies to
influence the level of economic activity and macroeconomic objectives such as
employment, economic growth and the control of inflation. For example, taxation
(see Chapter 17) can be used to redistribute income and wealth to benefit less
wealthy members of society. Government spending can be used to improve standards
of living, such as building schools, hospitals and transportation networks.

Tax revenues

Income tax
Corporation tax =
Inheritance tax # 59\ #

Import taxes

Figure 16.1 Tax revenues and government spending

Government
spending

Health care
Education
Defence
Roads

State benefits

There are other sources of government revenue (such as government borrowing and
the proceeds from privatisation, the selling of state assets) but tax revenues are by far
the most significant source. If the government manages to balance its revenues and

is spending, then a balanced budget is said to exist.

However, if the government spends more than it collects from its revenues then
a budget deficit exists. And if there is more government revenue than is spent, the

government has a budget surplus.

In the long run, governments strive to balance their budgets. This is partly
because increasing government revenues by raising taxes is highly unpopular, while
government borrowing to fund a budget deficit is hugely expensive due to the

amount of interest owed on such loans.

Activity

fixed-income earners
the elderly

families

+ businesses

+ home-owners.

Investigate the latest government budget in your country or a country of your choice.
Evaluate its strengths and weaknesses and the impact on various economic agents, such as:
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Inthe UK, a red case is used to represent the budget box and is
held up for a photo shoot outside 11 Downing Street, when the
Chancellor of the Exchequer announces his annual budget plans

Use of fiscal policy

Fiscal policy can be used either to expand or to contract economic activity in order to
achieve macroeconomic objectives and to promote economic stability.

Expansionary fiscal policy is used to stimulate the economy, by increasing
government spending and /or lowering taxes. For example, by increasing social
security payments (such as unemployment benefits or state pensions), domestic
consumption should increase. This type of fiscal policy is used to reduce the effects
of an economic recession (see Chapter 20), by boosting gross domestic product and
reducing unemployment.

By contrast, contractionary fiscal policy is used to reduce the level of economic
activity by decreasing government spending and /or raising taxes. For example,
countries such as China and the USA have used property taxes to slow down
escalating house prices. Contractionary fiscal policies are used to reduce inflationary
pressures during an economic boom (see Chapter 20).

(Case Study: China’s housing bubble )
China's phenomenal economic
growth rate fuelled the demand
for housing, making house prices
skyrocket. Low interest rates and
increased bank lending were
further causes of the so-called
*housing bubble’ in China. The
government stepped in to slow
down the housing market. In 2013,
government measures included
higher stamp duties (property sales
taxes) and the requirement to have
a minimum 60 per cent deposit for
existing homebuyers wishing to -
purchase a second property. Contractionary fiscal policies have been used in
Mainland Chinese homebuyers China to slow down the housing market
wishing to purchase property in
neighbouring Hong Kong also faced higher barriers, including an additional

CS per cent sales tax for non-permanent residents.

S
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Fiscal policy is also used to redistribute income and wealth in the economy. Some
countries have quite high rates of income tax to reallocate resources from wealthier
individuals to the poorer members of society. Examples include Austria, Belgium,
Cuba and Senegal, which all have a top tax rate of 50 per cent. High income tax rates
can, however, cause severe distortions to the labour market.

Fiscal policy can also be used in conjunction with supply-side policies (see below)
to affect the productive capacity of the economy, thus contributing to long-term
economic growth. Examples of how fiscal policy can impact the supply side of the
economy include:

® Incentives to work — Cuts in income tax can be used to create incentives for
people to seek employment and to work harder. Some economists argue that
reducing social welfare assistance such as unemployment benefits can also create
incentives for people to seek employment. Government support for business start-
ups can also create incentives for entrepreneurs and business creation.

® Investment expenditure — Government capital expenditure on infrastructure
(such as railroads, motorways, schools and hospitals) helps to boost invesement in
the economy. Lower rates of corporation tax can also help to attract foreign direct
investment in the country, thereby boosting the economy’s potential output.

® Human capital expenditure — This refers to government expenditure on the
workforce by investing in education and training. Such fiscal policies are designed
to boost the productivity of labour (or the human capital of the workforce).
Human capital expenditure is often accompanied by government spending on
health care and transportation networks, as these help to raise labour productivity
(see Chapter 11).

Limitations of fiscal policy
There are three main limitations of using fiscal policy to control the level of
economic activity: problems with the timing (time lags), conflicting macroeconomic
objectives and political considerations.

There are three problems with the timing of fiscal policy:

® Recognition lags — There is a time lag in recognising that government
intervention is needed to affect the level of economic activity. This is because
governments do not necessarily know if the economy is growing too fast (or
declining too quickly).

© Administrative lags — There is a time delay between recognising the need for
fiscal policy intervention and actually implementings appropriate action, such as
approving tax changes or alterations to the government budget.

® Impact lags — There is a time lag between implementing fiscal policy and seeing
the actual effects on the economy. A cut in income tax, for example, will take time
to have a significant impact on the spending habits of households.

A second limitation of fiscal policy is that of conflicting macroeconomic objectives
(see Chapter 15). For example, the use of expansionary fiscal policy can certainly help
to achieve economic growth, but a combination of tax cuts and increased government
spending can fuel domestic inflation. By contrast, contractionary fiscal policy can
help to control inflationary pressures but might cause unemployment in the economy.
A final limitation of fiscal policy is its associated political problems. The political
cycle (of re-electing political leaders and political parties) can cause artificial shocks
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to the business cycle (see Chapter 20). For example, expansionary fiscal policy might
be used prior to a general election to boost the votes of the governing party, rather
than to tackle fundamental economic problems. Such practices can lead to higher
government debts due to tax cuts and increased government spending.

Exam practice

1 Explain why expansionary fiscal policy can cause a budget deficit for the

government. 4]
2 Examine how fiscal policy can be used to promote long-term economic
growth. 6]

Monetary policy
Monetary policy is the manipulation of interest rates, exchange rates and the money
supply to control the amount of spending and investment in an economy. Interest
rates can refer to the price of borrowing money or the yield from saving money at
a financial institution. The money supply refers to the entire quantity of money
circulating an economy, including notes and coins, bank loans and bank deposits
(see Chapter 6).

Direct control of the money supply is relatively difficult, as the definition
of money is quite loose and banks can create credit quite easily (see Chapter 6).
Manipulation of exchange rates (see Chapter 25) is also rather difficult for
many countries due to the reliance on international trade and compliance with
the regulations of the World Trade Organization (see Chapter 26). Hence, most
governments rely on interest rate policy to achieve economic stability. In most
countries, the central bank or monetary authority (see Chapter 6) is responsible for
overseeing exchange rate changes.

o
i

Monetary policy is used to control spending and investment in an economy

Use of monetary policy
Like fiscal policy, monetary policy can be used either to expand or to contract
economic activity in the economy.

Expansionary monetary policy, also known as loose monetary policy, aims
to boost economic activity by expanding the money supply. This is done mainly by
lowering interest rates. This makes borrowing more attractive to households and

@
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(Study tips )

There is no single
interest ‘rate’ in
an economy but
astructure of
different interest
rates. This is
because there is
no single market
for loans, such as
bank overdrafts,
credit cards
and mortgages
— financial
institutions
charge different
rates of interest
forall of these.
Borrowers also
have different
levels of risk: for

firms because they are charged lower interest repayments on their loans. Those with
existing loans and mortgages have more disposable income, so they have more money
available to spend.

‘With contractionary monetary policy, also known as tight monetary policy, an
increase in interest rates tends to reduce spending and investment in the economy.
Thus, this slows down economic activity. Tight monetary policy is used to control
the threat of inflation, although it can harm economic growth and therefore cause
job losses in the long run.

(Case Study: Quantitative easing )
Following the global financial crisis of 2008, the UK and US central banks made significant
cuts to interest rates to encourage people to spend money, rather than to save it. However,
with interest rates at their lowest levels in history — near 0 per cent - they could not go
any lower.

The Bank of England and the Federal Reserve had only one other option - quantitative
easing (QE). This form of monetary policy directly injects money into the economy. This is
done by the central bank buying bonds (a debt security or a promise to pay a lender at a
later date). The institutions selling these bonds, such as commercial banks and insurance
companies, then have ‘new’ money in their accounts, thus helping to boost the money

supply and to promote lending (and hence spending).
\

example, lending =)
o governments
and large
inati (o
tends to be Activity A
less risky than Japan's interest rates averaged just 3.26 per cent between 1972 and 2013, and have rarely
allowing private gone beyond 0 per cent since 1999.
sole traders or Use the internet to investigate the reasons behind Japan’s policy of extremely low
partnerships to interest rates. Here's a starting point: i i japanii X
borrow money. - J
Exam practice
1 Explain how monetary policy can be used to influence the level of economic
activity. [41
2 Explain how the use of interest rate policy can help a country to control its
inflation rate. 4]

Limitations of monetary policy

As with fiscal policy, there are time lags to the reaction to interest rate changes in
the economy. This can make the effectiveness of monetary policy less certain or even
destabilising for the economy.

Furthermore, economic activity is not totally and only dependent on interest rates.
Other factors, such as consumer and business confidence levels, have an impact on
gross domestic product. The global financial crisis of 2008 proved that, despite
interest rates being close to, or equal to, 0 per cent in countries such as Japan,
the USA and Hong Kong, the lack of business and consumer confidence led to a
prolonged economic recession.



Government policies

R ROSRAT

wasosms [ 2 %

“arnmamnatme
r2fg1e
anarn-sannmn e

r2fpte

Japan has used a zero interest rate policy. Its interest rates averaged just 3.26 per cent
between 1972 and 2013.

Some economists argue that the use of monetary policy can be counterproductive
because it restricts economic activity and discourages foreign direct investment in the
country. For example, higher interest rates raise the costs of production for firms, as
existing and new loans become more expensive. This has negative impacts on profis,
job creation, research and development expenditure, and innovation. Hence, higher
interest rates (used to combat inflation) can conflict with other macroeconomic
objectives, especially with economic growth and employment.

Supply-side policies

Supply-side policies are long-term strategies aimed at increasing the productive
capacity of the economy by using policies to improve the quality and /or quantity

of factors of production (see Chapter 1). This means that the economy can produce
more goods and services at all price levels. This can be shown as an outward shift of
the country’s production possibility curve (sce Chapter 1). Examples of supply-side
policies are given below.

Privatisation

Privatisation is the policy of selling off state-owned assets (such as property or
public-sector businesses) to the private sector, if they can be run more efficiently. This
is because private-sector firms are motivated by profit and can, in theory, develop
better products and deliver better services. Competition, productivity and efficiency
are essential components of the private sector, which help to boost the productive
potential of the economy.

For example, during the 1980s and 1990s, the UK government privatised British
Steel, British Petroleum, Rolls-Royce and British Airways. In Hong Kong, the
government privatised its rail services in October 2000.

Deregulation
Deregulation refers to the removal of barriers to entry, thereby making markets
more competitive. For example, labour market reforms can make the labour force
more competitive and more productive. Such reforms involve the removal of labour
market imperfections, such as decreasing the power of trade unions (see Chapter 8)
and reducing the national minimum wage (see Chapter 7).

In the Republic of Ireland, the taxi industry was deregulated to allow for more

@
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competition, leading to a dramatic increase in the number of taxis. In New Zealand,
postal services and the banking industry have been deregulated, allowing for both
domestic and foreign competition.

Capital investment

Some supply-side policies focus on the importance of investment in new technologies,
infrastructure and research and development (R&D), thus contributing to the
economic development of an economy. In the long run, capital investment helps to
increase the productive capacity and productivity of the economy.

Expenditure on new technologies and R&D can help to generate new products for
consumption, such as smartphones, tablet computers and environmentally friendly
cars. On an international scale, innovation can also be a good source of competitive
advantage for a country.

According to the IMF’s World Economic Outlook, China’s capital investment as a
proportion ofits annual GDP is expected to average 47.25 per cent between 2013
and 2016, whereas the rate for the USA is around 15 per cent. This should, in theory,
help China’s quest for continual and sustainable economic growth.

Human capital investment

Human capital is the collective knowledge, skills and experiences of a country’s
workforce. Supply-side policies are used to improve the quantity and /or quality of the
workforce in the economy. These policies can be used to create incentives to work.
For example, government-funded retraining schemes can help the unemployed to
improve their chances of finding paid employment. Increased government spending
on education and training are further examples.

Some countries spend a relatively large amount of their GDP on education, such
as Finland (6.4 per cent), Sweden (7.7 per cent), Denmark (8.5 per cent) and Brunei
Darussalam (9.1 per cent), whereas others, such as Botswana (2.2 per cent) and
Bangladesh (2.4 per cent), spend rather less.

Tax reforms

Lower taxes can create incentives for work (see Chapter 17), especially for people on
low wage rates. Over time, this can provide a boost to consumption. Tax cuts can also
encourage firms to invest in the economy, as they strive to maximise profits.

Enterprise zones P —— =
These are areas with relatively E
high rates of unemployment where

the government creates financial o »\,] \A“r\m

incentives for firms to relocate. T T A
These incentives include tax 2 - .,,_V‘, 1 “’1
rebates and reduced regulations ! o,

in order to attract private-sector
investments. Enterprise zones are
common in the UK, USA, China
and India.

A newly established enterprise zone in Shenzhen
City, China
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The main criticism of supply-side policies is the time that it takes to reap the benefits.
For example, it might take decades for a nation to enjoy the benefits of an improved
education system or better infrastructure in the country.

costof loansto  exchange  business
Borowing  consumers  rates invesiment
fox revenve government sperding mﬂlq rotes
fiscdl policy monetary policy
‘GOVERNMENT
ECONOMIC POLICIES

|
supplyside policy

capital invedmen; pivatisation  deregulation; fox reforms;  aining and education

nfrosiucire, new enterprie zones programmes for workers
technologes, RD

Figure 16.2  Government economic policies

Activity
1 Investigate the supply-side policies in your home country, or a country of your choice.
2 How have these policies helped or hindered the productive capacity of the economy?

The merits of supply-side policies
The advantages of using supply-side policies to achieve economic stability include:

@ Improved economic growth — Supply-side policies can be used to achieve
sustainable economic growth by increasing the productive capacity of the economy.

® Lower inflation — As supply-side policies increase the productive potential of the
economy, they help to prevent the general price level from rising beyond control.

@ Lower unemployment — An increase in the economy’s productive capacity will
tend to increase national output, thereby creating jobs in the economy in the long
term. Also, supply-side policies can help to reduce both frictional and structural
unemployment (sce Chapter 19).

@ Improved balance of payments — Since supply-side policies can improve
productivity and national output without increasing the general price level, the
international competitiveness of the country should improve. For example, firms
should become more productive and competitive, which will help to boost the
economy’s export earnings. Therefore, supply-side policies tend to improve a
country’s balance of payments (see Chapter 24).

Exam practice

1 Define the term ‘supply-side policies’. 2
2 Examine how supply-side policies can help to achieve any two macroeconomic
objectives. 6]

@
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[ Craptervaviswquestions
1 What is fiscal policy?
2 What is the difference between a budget deficit and a budget surplus?
3 What are the differences between expansionary and contractionary fiscal
policy?
4 Why might a government choose to use fiscal policy?
5 What is monetary policy?
6 Explain the differences between expansionary and contractionary monetary
policy.
7 Why might a government choose to use monetary policy?
8 What are supply-side policies?
9 Why might a government choose to use supply-side policies?
10 What are the limitations of using fiscal, monetary and supply-side policies to
control economic activity?
- J
Key terms

Deregulation is a supply-side policy of making markets more competitive by removing
barriers to entry and other market imperfections.

Fiscal policy s the use of taxes and pending to affect

objectives such as economic growth and employment.

Monetary policy refers to the use of interest rates, exchange rates and the money supply to
control macroeconomic objectives and to affect the level of economic activity.

Privatisation is a supply-side policy of selling off state-owned assets to the private sector.
Supply-side policies are the long-term strategies aimed at increasing the productive
capacity of the economy by improving the quality and/or quantity of factors of production.




@ Taxation

By the end of this chapter, you should be able to:

® describe the types of taxation (direct, indirect, progressive, regressive and
proportional)

® describe the impact of taxation.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Taxation

A tax is a government levy on income or expenditure. There are various reasons why
the government imposes taxes. For example:

® Taxes on salaries and profits raise government revenue and can be used to
redistribute income and wealth in the economy.

® Taxes on goods and services raise the costs of production and therefore can
limit the output of certain demerit products (see Chapter 5), such as alcohol and
tobacco.

® Tariffs imposed on foreign goods and services help to protect domestic firms from
overseas rivals (sce Chapter 26).

Before the government can spend money on the economy, it must first take the
money from taxpayers (both individuals and firms). In addition to other sources of
government finance, tax revenues are spent on several key areas, including social
security, education, health care, transport, infrastructure and national defence.

Taxes are used by governments to pay for infrastructure, health care and national defence

The tax burden is the amount of tax that households and firms have to pay. This can
be measured in three ways. For a country, the tax burden is measured by calculating
total tax revenues as a proportion of gross domestic product (GDP). For individuals
and firms, the tax burden can be measured by the absolute value of tax paid or by the
amount of tax paid as a proportion of their income or profits.

Activity
At the end of 2012, economists described the situation faced by the US government as a

“fiscal cliff". Investigate what this means and its potential impact on the economy in the
short run and the long run. Be prepared to show the results of your investigation to others

in the class.
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(Study tips )

Study tips
Itis incorrect
to define a
progressive tax
system as one in
which the rich pay
more tax than the
poor. This would
be the case even
if there were a
flat-rate income
tax, under which
everyone paid the
same rate. The
amount paid by
a higher-income
earner would still
be greater than
the amount paid
by a low-income
earner. What is
important is the
rate (percentage)
of tax paid rather
than the amoun

Types of taxation
There are various classifications of taxes, including the following:

@ Direct taxes — This type of tax is paid from the income, wealth or profit of
individuals and firms. Examples are taxes on salaries, inheritance and company
profits.

® Indirect taxes — These are taxes imposed on expenditure on goods and services.
For example, countries such as Australia and Singapore use a goods and services
tax (GST), whereas the European Union uses value added tax (VAT). Other
examples are taxes on petrol, alcohol and cigarettes.

® Progressive taxation — Under this tax system, those with a higher ability to
pay are charged a higher rate of tax. This means that as the income, wealth
or profit of the taxpayer rises, a higher rate of tax is imposed (see Figure
17.1). Examples of progressive taxation are income tax, capital gains tax and
stamp duty.

B As the level of income
2 increases from ¥/ fo Y7,
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Figure 17.1 Progressive taxes

Exam practice

Suppose in a country the progressive tax rates are 10 per cent (for those earning
between $10001 and $40000 per year) and 15 per cent (for those earning over
$40000 per year).

1 By copying and completing the table below, calculate the total amount
of tax paid by an individual who earns $75000 per year. 4
Income level (§) | Tax rate (%) | Amount of tax paid ($)
10000 [
10001-40000 10
40001+ 15
Total tax:

2 Show how the average rate of income tax paid by the individual is 11 per cent. [2]
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® Regressive taxation — Under this tax system, those with a higher ability to pay are
actually charged a lower rate of tax: that is, the wealthier the individual, the lower
the tax paid as a percentage of income (see Figure 17.2). For example, although
a high-income earner pays the same amount of airport tax o television licence
fee as a less wealthy person, the amount of tax paid is a smaller proportion of the
wealthier person’s income.

With o specific amount
o o pos, highincome
eamers those af Y;) pay
a smaller proportion of fax
(7,) than low-income
eamers (hose on ) who
pay )

Tox rake (%)

o 2 A
Income level

Figure 17.2 Regressive taxes

@ Proportional taxation — Under this tax system, the percentage of tax paid stays
the same, irrespective of the taxpayer’s level of income, wealth or profits (see
Figure 17.3). An example would be a flat rate sales tax, such as VAT or GST. Sales
taxes vary considerably from country to country: for example, Denmark has a
25 per cent GST, whereas sales taxes in India and Japan are as low as 5 per cent.
Another example is an income tax which is 20 per cent for all individuals regardless
of level of income.

Irespeciive of e
income level (Y or Yy),
the same rate of fx is
charged, such as the
20% VAT in Austria,
Morocco, Senegal and
the UK.

o % Y,
Income level

Figure 17.3 Proportional taxes



Role of government in an economy

Activity

Copy the table below. Place ticks in the correct boxes to identify whether the tax s direct

or indirect. The first one has been completed as an example.

Tax

Direct

Indirect

Airport tax

Z

Capital gains tax

Carbon tax

Corporation tax

Customs duties

Excise duties

Income tax

Inheritance tax

Stamp duty

Tariffs

VAT or GST

Windfall tax

E
1

N

Xam practice

Study the data below and answer the questions that follow.

Income ($ | Tax paid per year ($)
per year) TaxA TaxB TaxC
10000 1000 1000 1000
15000 1000 1800 1500
20000 1000 3000 2000
25000 1000 4500 2500
a) Identify the tax (A, B or C) that is progressive. n
b) Identify the tax (A, B or C) that is proportional. m
) Distinguish between a regressive and a proportional tax. 2]
Study the tax system for the three countries below. Calculate the
percentage of tax paid on each level of income and identify whether
the tax systems are progressive, regressive or proportional. [6]
Tax system A Tax system B Tax system C
Annual Amount of Annual Amount of Annual Amount of
income ($) | tax paid ($) [ income($) | tax paid (§) | income (§) | tax paid ($)
4500 900 10000 1500 8000 800
10000 1800 20000 3000 20000 3000
20000 2800 30000 4500 45000 11250
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Table 17.1 Examples of taxes

Taxes Definition

Income tax Levied on personal incomes (wages, interest, rent and dividends). In most
countries, this is the main source of tax revenues.

Corporation tax__| A direct tax on the profits of businesses.

Sales tax ‘An indirect tax, such as VAT, charged on an individual's spending.

Excise duties Indirect inland taxes imposed on certain goods and services, such as alcohol,
tobacco, petrol, soft drinks and gambling.

Custom duties Indirect cross-border taxes on foreign imports.

Capital gains tax | A tax on the earnings made from investments such as buying shares and
private property.

Inheritance tax | A tax on the transfer of income and wealth such as property when passed on
to another person.

Stamp duty A progressive tax paid on the sale of commercial or residential property.

Carbon tax ‘A tax imposed on vehicle manufacturers o firms that produce excessive

carbon emissions.

Windfal tax A tax charged on individuals and firms that gain an unexpected one-off
amount of money, such as a person winning the lottery or a firm gaining
from a takeover bid.

DUTY & TAX FREE SHOP

Passengers shop in the Duty and Tax Free Shop at Cointrin airport in Geneva, Switzerland

Exam practice

Countries such as Saudi Arabia, Gibraltar and Hong Kong do not have a sales tax
(a type of indirect tax).

1 What is an indirect tax? 21
2 Examine the advantages and disadvantages for countries that do not
impose sales taxes. [6]
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The impact of taxation

Taxation has varying impacts depending on the type of tax in question. The impact
of taxation on economic agents and the economy are considered below.

® Impact on price and quantity — The imposition of a sales tax will shift the supply
curve of a product to the left (see Chapter 3) due to the higher costs of production.
This will increase the price charged to customers and reduce the quantity produced
and sold.

® Impact on economic growth — Taxation tends to reduce incentives to work and
to produce. By contrast, tax cuts can boost domestic spending, thus benefiting
businesses and helping to create jobs. Nevertheless, tax revenues are essential to
fund government spending (for the construction of schools, hospitals, railways,
airports, roads and so on), which fuels economic growth.

® Impact on inflation — As raxation tends to reduce the spending ability of
individuals and the profits of firms, it helps to lessen the impact of inflation (sce
Chapter 18). By contrast, a cut in taxes boosts the disposable income of households
and firms, thus fuelling inflationary pressures on the economy.

® Impact on business location — The rate of corporation tax and income tax

ill affect where multinational businesses choose to locate. For example, high
corporation tax rates in Argentina (35 per cent), Pakistan (35 per cent) and
Cameroon (38.5 per cent) can put off some companies thinking of locating in
these countries. As a result, foreign direct investment in these countries might
be lower than otherwise. By contrast, it might be easier to attract workers in low
income tax countries such as Bulgaria (10 per cent), Macedonia (10 per cent),
Belarus (12 per cent) and Hong Kong (15 per cent).

@ Impact on social behaviour — Taxation can be used to alter social behaviour with
the intention of reducing the consumption of demerit goods (see Chapter 5). For
example, taxing tobacco and alcohol should, in theory, reduce the demand for such
products. Taxes are also used to protect the natural environment by charging those
who pollute or damage it. For example, countries such as the UK and China tax
cars based on the engine size because vehicles with larger engines tend to cause
more pollution.

Exam practice
In March 2013, inflation in the Czech Republic slowed to 1.7 per cent, partly due to
the reduced spending caused by an increase in the national sales tax.

1 Explain how taxes can be used to reduce the rate of inflation in the Czech
Republic. [4]
2 Analyse how an increase in taxation can conflict with any two macroeconomic

objectives of the Czech Republic government.
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(Case Study: Plastic bag levy )

Prior to July 2009, Hong Kong used an average of 30 million plastic carrier bags every day!
For a relatively small population of 7 million people, this meant the average person in
Hong Kong was using more than four plastic carrier bags every day, often on a single-use
basis. This staggering figure meant that the country’s landfills would be unable to cope
with the bags when they were thrown away.

Hong Kong's introducton of a HK$0.5 tax (6.5 US cents) on the use of carrier bags has
encouraged people to use recycled shopping bags. In fact, demand for plastic carrier bags
fell by 85 per cent within the first 2 days of the tax being introduced.

This follows similar moves made by other countries such as China (in 2009) and Ireland
(in 2002).

Source: adapted from South China Morning Post

J

® Impact on incentives to work — If taxes are too high, this can create disincentives
to work. For example, France tried to introduce a 75 per cent income tax rate in
2012 for individuals earning incomes in excess of €1 million ($1.28 million per
year). However, the proposals were overturned, with some economists arguing that
the government would actually receive more tax revenues by cutting tax rates. This
is because lower rates of tax can create incentives to work and also help to reduce
tax avoidance and tax evasion (see below).

® Impact on tax avoidance and tax evasion — Some taxes are preventable. Tax
avoidance is the legal act of not paying taxes: for example, non-smokers do not pay
tobacco tax and non-overseas travellers do not pay air passenger departure taxes.

However, tax evasion is illegal as it refers to non-payment of taxes due, perhaps
by a business under-declaring its level of profits. High levels of taxation will tend
to encourage both tax avoidance and tax evasion. By contrast, low rates of taxation
create far fewer incentives for households and firms to defraud the government.

@ Impact on the distribution of wealth — The use of taxes can help to redistribute
income and wealth from the relatively rich to the poorer members of society. For
example, wealthier individuals will pay more income tax, sales taxes and stamp duty
on their private properties. These funds can be used by the government to support
education, health care and social benefits for less affluent individuals in the economy.

]
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Exam practice

In November 2008, following the recession caused by the global financial crisis, the
UK government reduced the rate of value added tax (VAT) from 17.5 per cent to 15
per cent. However, by January 2011 the government's escalating debt problems forced
VAT to increase to 20 per cent.

1 Explain how the reduction in VAT from 17.5 per cent to 15 per cent might

help to reduce the effects of a recession. [4]
2 Examine three impacts of the increase in VAT to 20 per cent. [6]
(Activity .

Some countries, such as Andorra, Brunei Darussalam, Oman and Qatar, have a zero rate of
income tax. Other countries, such as Bahamas and Estonia, have a zero rate of corporation
tax.

1 Which other countries have a zero rate of income tax?

2 Investigate the reasons behind such government decisions. Be prepared to share your

\_ findings with the rest of the class. Y,

(Chapter review questions

What is the difference between direct and indirect taxes?

State two examples of direct taxes and two examples of indirect taxes.

What is the difference between progressive, regressive and proportional taxes?
How do taxes affect: economic growth, inflation and incentives to work?

TRWN =

§ What is the difference between tax avoidance and tax evasion? g

Key terms

Direct taxes are government charges imposed on income and wealth, such as income tax
and inheritance tax.

Indirect taxes are taxes imposed on expenditure - for example, sales taxes such as value
added tax (VAT).

Progressive taxation is a tax system that deducts a greater proportion of tax as a person's
income level increases. Progressive taxes include income tax and capital gains tax.
Proportional taxation is a tax system that deducts the same proportion of tax at all income
levels.

Regressive taxation is a tax system that deducts a smaller proportion of tax as a person’s
income increases. Regressive taxes include sales taxes and stamp duties.

Tax avoidance is the legal act of minimising payment of taxes, such as by avoiding spending
on items with a large sales tax.

The tax burden is the amount of tax that households and firms have to pay.

Taxes are government levies on income and expenditure, used to fund government
expenditure and to affect economic activity.

Tax evasion is the illegal act of not paying the correct amount of tax, perhaps due to a firm
under-declaring its profits.
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‘ Inflation

By the end of this chapter, you should be able to:

® describe how a consumer prices index/retail prices index is calculated
@ discuss the causes and consequences of inflation

@ discuss the causes and consequences of deflation.

Taken from Cambridge International Examinations Syllabus (IGCSE 0455/0 Level 2281)
© Cambridge International Examinations

Inflation

Inflation is a sustained rise in the general price level in an economy over time. This
docs not mean that the price of every good and service increases, but that on average
the prices are rising.

Governments aim to control inflation because it reduces the value of money
and the spending power of houscholds, governments and firms. For example, the
inflation rate in the western Asian country of Syria (see Figure 18.1) was around 48
per cent in 2013, meaning that the general price level in Syria increased by an average
of 48 per cent in a year. This means that a product priced at 100 Syrian pounds
would increase to 148 Syrian pounds by the end of the year. This makes conditions
far less economically stable in Syria than in other countries with low and stable rates
of inflation, such as Canada, the UK and the USA (sce Figure 18.2).

Syria-] 1
Sudan-| 1
Iran -} 1
Malawi 1
Venezuela

United Kingdom |
USA-{
Canada-]

—
Singapore ]

|

=

|

a

T T T T 1
10 20 30 40 50

Inflation rate (%)
Source: Trading Economics

Figure 18.1 Inflation rates around the world: selected countries, 2013
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(Study tips

Low rates of
inflation, of 1

or2 per cent,

are not usually
harmful to the
economy because
higher prices can
encourage firms
to supply more
output. It is when
inflation rises too.
quickly that it can
disrupt decision
making for
households, firms

g & 6
E

g 4 4
22 2
8o 0
-] 2
£

44 -4

T T T T T T
Jan/02 Jan/04  Jan/06 Jan/08 Jan/10 Jan/12
Source: Trading Economics

Figure 18.2 US inflation rates, 2000-13
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(Case Study: Hyperinflation in Zimbabwe

S Major economic problems in Zimbabwe caused
— J_ the country to suffer from extremely high rates

—— of inflation ~ known as hyperinflation — between

2003 and 2009. In June 2006, the Central Bank
introduced a new 100000 Zimbabwean dollar
banknote (less than Us$1 back then). However,
by July 2008, inflation had reached a whopping
231000000 per cent! People carried large bundles
of cash to buy their groceries (pictured).

Several months later, in January 2009,
the Zimbabwean government launched the
100 trillion Zimbabwean dollar banknote
(ZWD100000000000000)! This meant the
currency became worthless, and it was eventually
abandoned.

Today, Zimbabuwe still does not have its own
official currency, with many preferring to use the
US dollar. With GDP per capita at $487 (about $1.33
per day), around 80 per cent of the country’s 12.6
million people live in extreme poverty.

- J

Exam practice
The hypothetical data below show the inflation rates for a country over three years.

[ Year T 7 | 2 | 3 |
[ nflation rate (%) [ 25 | 1.7 | 23 |
1 Define the meaning of ‘inflation rate’. 21
2 Explain why inflation was at its highest in the third year. 31
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The consumer price index

The consumer price index (CPI) is a common method used to calculate the
inflation rate. It measures price changes of a representative basket of goods and
services (those consumed by an average household) in the country. For example,
items such as staple food products, clothing, petrol and transportation are likely
to be included. However, different weights are applied to reflect the relative
importance of each item in the average household’s expenditure. For example, a
10 per cent increase in the price of petrol will affect people far more than a 50 per
cent increase in the price of light bulbs, batteries or tomatoes. Changes in the CPT
therefore represent changes in the cost of living for the average household in the
economy.

The statistical weights in the CPI are
based on the proportion of the average
household’s income spent on the items.
in the representative basket of goods
and services. For example, if the typical
household in a country spent 15 per
cent of its income on food, then 15 per
cent of the weights in the index would
be assigned to food. Therefore, items
of expenditure that take a greater

proportion of the typical household’s e UK ———
H 5 15 In the UK in 2013, ebooks an lueberries were
spendingate assigned a lirper amongst the goods included in the CPI basket

weighting, Changing fashions and
trends, such as a hike in household expenditure on smartphones, online apps and
tablet computers, require a review (or update) of the weights in the CPL

The CPI versus the RPI

Both the consumer price index and the retail price index (RPI) can be used to
caleulate the rate of inflation. Both indices follow a similar pattern (sce Figure 18.3).
However, there are three key differences to these price indices:

® The items included in the calculations — The main difference is that the RPT
includes the cost of housing, such as mortgage interest payments and other
housing costs. The RPT also includes overseas expenditure by domestic households.
The CPI includes costs paid for financial services.

® The population base — Both price indices try to measure changes in the cost of
living for the average household. However, the RPI excludes low-income pensioner
households and very high-income households, as it is argued that these do not
represent the ‘average’ household or the expenditure of the average family.

® The method of calculation — The RPT is calculated using the arithmetic mean
whereas the CPT uses the geometric mean. What this means is that the RPT
tends to be lower than the CPI (unless interest rates for mortgage repayments are
extremely low). For example, suppose the price changes for a product in the last
three months were 1 per cent, 2 per cent and 3 per cent. The arithmetic mean

14243 _ ) However,

(RPT) would average these changes to 2 per cent, i.e.
the geometric mean (CPI) would average these changes to just 1.8 per cent, i.c.

3J1x2x3,
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MW b oo

% change over 12 months
°

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Source: ONS

Figure 18.3 The CPland RPI for the UK economy, 2000-12

A key political and economic reason for calculating both price indices is that inflation
affects the whole economy and can have major impacts on certain stakeholders.

For example, payments for state-funded pensions and welfare benefits are linked to
inflation, so the use of the CPT will usually save the government money compared
with using the RPL By contrast, the taxes imposed on fuel, alcohol and tobacco are
linked to the RPI, thus generating the government more revenue than if it used the
CPL The RPI is also used by trade unions and firms as a starting point for wage
negotiations (see Chapter 8).

The CPI is the preferred method for international comparisons of inflation. This
is partly because it uses a wider sample of the population when calculating and
assigning statistical weights to the index. The CPI, as the key measure of inflation for
most countries, is also important as a benchmark when the government sets interest
rates (see Chapter 16).

Calculating the CPI or RPI

A price index is used to indicate the average percentage change in prices compared
with a starting period called the base year. The CPI and RPI compare the price
index of buying a representative basket of goods and services with the base year,
which is assigned a value of 100. Hence, a price index of 115.2 means that prices
have in general increased by 15.2 per cent since the starting period. If prices were
to rise by another 5 per cent in the subsequent year, the price index number would
become 120.96 (that is, 115.2 x 1.05), or 20.96 per cent higher since the base year.
Price changes in the CPI and RPI are measured on a monchly basis but reported for a
12-month period.

Calculating changes in the CPT or RPI gives the rate of inflation. To do so, two
steps are involved:

® collection of the price data on a monthly basis

® assigning the statistical weights, representing different patterns of spending over time.
The simplified example in Table 18.1, with three products in the representative basket
of goods and services, shows how the total basket price is calculated. Assume 2012 is
the base year, when the total basket price was $20.

©
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Table 181 Calculating the total basket price

Product Price in 2013 (§) | Price in 2014 ($)
Pizza 9 10
Cinema ticket 10 1
Petrol 3 35
Total basket price 220 245

To calculate inflation between 2013 and 2014, first calculate the price indices for the
two years in question:
©2013: % %100 = 110 (prices in 2013 were 10 per cent higher on average than
in 2012).
$245
® 2014:
$20
than in 2012).
The inflation rate between 2013 and 2014 is the percentage change in the price
indices during these two periods:

12! 110
110

x 100 = 122.5 (prices in 2014 were 22.5 per cent higher on average

x 100 = 11.36%

However, the products measured in the CPI are of different degrees of importance t©
the typical household, so weights are applied to reflect this. Suppose, for example, ina
particular country food consumption accounts for 40 per cent of average household
spending whereas entertainment represents 20 per cent, transport represents 25 per
cent and all other items represent the remaining 15 per cent. To create a weighted price
index, economists multiply the price index for each item (in the representative basket
of goods and services) by the statistical weight for each item of expenditure. Applying
these weights gives the results shown in Table 18.2.

Table 18.2 Creating a weighted price index

hide the fact that
the prices of some
products increase
more rapidly than
others, while the
price of other
products might
have actually

fallen.

——

®

Product Price index | Weight | Weighted index
(Study tips ) [Food 1100 040 | 110x04=44.0
Although the Entertainment 115.0 020 | 115x02=23.0
CPland RPI are Transport 116.4 025 |116.4%0.25=29.1
the most widely
used price indices | | Others 1233 015 [1233x015=185
for measuring Weighted index 114.6
inflation, they - —— - .
eRhakaan While the price of food has increased the least (only 10 per cent) since the base year,
average measure. | spending on food accounts for 40 per cent of the typical household’s spending. This
They therefore has a much larger impact on the cost of living than the 15 per cent increase in the

price of entertainment, which accounts for only 20 per cent of the average household
expenditure, Without using weights, the average pice index would be 116.18; that
is, w. However, the statistical weights reduce the price index
to 114.6 because the relatively higher prices of non-food items account for a smaller
proportion of spending by the typical household. This shows that prices have, on
average, increased by 14.6 per cent since the base year. Therefore, a weighted price
index is more accurate in measuring changes in the cost of living, and hence inflation.
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Exam practice

1 a) Calculate the inflation rate if the consumer price index changes from 123.0
10 129.15.
b) Calculate the price index if there is 3.0 per cent inflation during the year
and if the index was previously at 130.
) Calculate how much a basket of goods and services which is currently
priced at $1200 would cost if the CPI increased from 125 to 135. 31
2 The data below are for a hypothetical country, Jukeland.
Item Retail prices index | Weight
Clothing 110 10
Food 120 20
Housing 130 30
Others 140 40
a) Define what is meant by a ‘retail price index’ (RPI). 2

b) 'The typical household in Jukeland spends more money on housing than on
food or clothing.’ Explain this statement.

Use the data above to calculate the weighted retail price index (RPI) in
Jukeland. [4]

o

The causes of inflation
There are two main causes of inflation. These relate to demand-pull inflation and
cost-push inflation.

Cost-push inflation is caused by higher costs of production, which makes firms
raise their prices in order to maintain their profit margins. For example, in Figure 18.4,
higher raw material costs, increased wages and soaring rents shift the aggregate supply
(toral supply) curve for the economy to the left from AS, to AS,, forcing up the general
price level from P, to P; and reducing national income from T; to T5.

AS, AS
8 —
5$TP2
83 n
8
AD
o Y, %
National income
Higher rents in popular locations can cause cost-push inflation Figure 18.4 Cost-push inflation
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Demand-pull inflation is caused by higher levels of aggregate demand (tofal demand in
the economy) driving up the general price level of goods and services. For example, during
an economic boom (see Chapter 20), household consumption of goods and services
increases due to higher GDP per capita and higher levels of employment. In Figure 18.5,
this is shown by a rightward shift of the aggregate demand curve from AD, t AD,,
raising national income from 7; to Y;and forcing up the general price level from P, to Py,

ASy
85 —
3
i
AD,
ADy
o Yo,

National income:

Figure 18.5 Demand-pull inflation

In general, inflation can be controlled by limiting the factors that cause demand-pull

inflation and cost-push inflation. For example, the government can raise taxes and

interest rates to limit consumption and investment expenditure in the economy. Some

countries, such as Iran and France, have used subsidies for food and fuel to reduce prices

in the economy. Chapter 16 covers in more detail the various government policies that

can be used to control the level of economic activity and hence the rate of inflation.
Other possible causes of inflation are:

® Monetary causes of inflation are related to increases in the money supply (see
Case Study on Zimbabwe) and easier access to credit, e.g. loans and credit cards.

@ Imported inflation occurs due to higher import prices, forcing up costs of
production and therefore causing domestic inflation.

Exam practice

Study Figure 18.6, which shows the inflation rates in India between 2003 and 2013,
and answer the questions that follow.

512 12
20 10
£ 8
Ee 6
§ 4 4
3 2 2
20 0
*

T T T T T
Jan/04 Jan/06 Jan/08 Jan/10 Jan/12
Source: Trading Economics

Figure 18.6 _ Inflation rates in India, 2003-13
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1 Identify when the rate of inflation was at its highest and lowest in India. 2
2 Distinguish between cost-push inflation and demand-pull inflation. 4]
3 Explain why the global financial crisis of late 2008 would have caused a fall in
India’s rate of inflation.
Activity

Discuss in small groups of two or three the economic strategies you would use to control
demand-pull inflation and cost-push inflation. You may want to refer to Chapter 16 to help
with this activity.

The consequences of inflation

Inflation can complicate planning and decision making for households, firms and
governments, with many consequences as outlined below.

@ Menu costs — Inflation impacts on the prices charged by firms. Catalogues, price lists
and menus have to be updated regularly and this is costly to businesses. Of course,
workers also have to be paid for the time they take to reprice goods and services.

ecC —The p ing power of goes down when there is
inflation — there is a fall in their real income because money is worth less than
before. Therefore, as the cost of living increases, consumers need more money to
buy the same amount of goods and services.

® Shoe leather costs — Inflation causes fluctuations in price levels, so customers
spend more time searching for the best deals. This might be done by physically
visiting different firms to find the cheapest supplier or searching online. Shoe
leather costs represent an opportunity cost for customers.

@ Savers — Savers, be they individuals, firms or governments, lose out from inflation,
assuming there is no change in interest rates for savings. This is because the money
they have saved is worth less than before. For example, if interest rates average 2
per cent for savings accounts in a country but its inflation rate is 3 per cent, then
the real interest rate on savings is actually -1 per cent. Hence, inflation can act as
a disincentive to save. In turn, this leads to fewer funds being made available for
investment in the economy.

@ Lenders — Lenders, be they individuals, firms or governments, also lose from
inflation. This is because the money lent out to borrowers becomes worth less than
before due to inflation.

® Borrowers — By contrast, borrowers tend to gain from inflation as the money they
need to repay is worth less than when they initially borrowed it — in other words,
the real value of their debt declines due to inflation. For example, if a borrower
takes out a mortgage at 5 per cent interest but inflation is 3.5 per cent, this means
the real interest rate is only 1.5 per cent.

@ Fixed income earners — During periods of inflation, fixed income earners (such
as pensioners and salaried workers whose pay do not change with their level of
output) see a fall in their real income. Thus, they are worse off than before as
the purchasing power of their fixed income declines with higher prices. Even if
employees receive a pay rise, the rate of inflation reduces its real value. For example,
if workers get a 4 per cent pay rise but inflation is 3 per cent, then the real pay
increase is only 1 per cent.
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Exam practice
Study the following data and answer the questions that follow.

Year _|Inflation rate (%) [ Wage increase (%)
1 25 30
2 31 35
3 29 31

1 In which year was there the largest increase in real wages? Explain your answer. [3]
2 Explain why average wages were higher in Year 3 than Year 2. 31

® Low income earners — Inflation harms the poorest members of society far
more than those on high incomes. Low income earners tend to have a high price
elasticicy of demand (see Chapter 4) for goods and services. By contrast, those on
high incomes and accumulated wealch, such as hip-hop artists (see Table 18.3), are
not so affected by higher prices.

Table 18.3 The five wealthiest hip-hop artists

Rank | Artist Net wealth ($m)
1| Sean 'Diddy’ Combs 580
2| Shawn ‘Jay-Z' Carter 475
3| Andre 'Dr Dre’ Young 350
4| Bryan ‘Birdman’ Williams 150
5 | Curtis '50 Cent’ Jackson 125

Source: Forbes Rich List, 2013

® Exporters — The international competitiveness of a country tends to fall when
there is domestic inflation. In the long run, higher prices make exporters less price
competitive, thus causing a drop in profits. This leads to a fall in export earnings,
lower economic growth and higher unemployment.

® Importers — Imports become more expensive for individuals, firms and the
government due to the decline in the purchasing power of money. Essential imports
such as petroleum and food products can cause imported inflation (higher import
prices, forcing up costs of production and thus causing domestic inflation). Hence,
inflation can cause problems for countries without many natural resources.

® Employers — Workers are likely to demand a pay rise during times of inflation in
order to maintain their level of real income. As a result, labour costs of production
rise and, other things being equal, profits margins fall. Those in highly skilled
professions such as surgeons, doctors, pilots and barristers are in a strong
bargaining position because their skills are in short supply and high demand. This
can create a wage-price spiral whereby demand for higher wages to keep in line
with inflation simply causes more inflation.

Inflation also harms employers located in expensive areas. Table 18.4 shows the
world’s most expensive cities, which means employers in these areas have to pay
relatively high wages to attract workers. Tokyo has been the most expensive city in
the annual Intelli Unit (EIU) We Cost of Living Index a
total of 14 times in the past 20 years.
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Table 18.4 The world's most expensive cities

Rank | ity
Tokyo, Japan

Osaka, Japan

Sydney, Australia

Oslo, Norway

Melbourne, Australia

Singapore

Zurich, Switzerland

Paris, France

ofo|v]ofn]s|wln]=~

Caracas, Venezuela

s

Geneva, Switzerland

Source: EIU Worldwide Cost of Living Index, 2013

® Business confidence levels —
Inflation also causes business
uncertainty. The combination of
uncertainty and the lower expected
real rates of return on investment
(due to higher costs of production)
tends to lower the amount of
planned investment in the economy.

Tokyo tops the most expensive cities index

Exam practice

Iran’s inflation rate climbed above 30 per cent in 2013, reaching 31.5 per cent at the
end of the Islamic country’s calendar year (Table 18.5). The country, with a population
of 74.8 million, had experienced double-digit inflation rates for most of the previous
decade. At the end of 2010, the government reduced food and fuel subsidies, thereby
fuelling inflation. In addition, international sanctions due to Iran’s disputed nuclear
programme forced down the value of the Iranian rial, the country’s official currency.
This added upward pressure on prices in the economy.

Table 18.5 Inflation rate in Iran

Date Inflation (%)
March 2012 264
Dec 2012 274
March 2013 315

Source: Reuters

With reference to the data in Table 18.5, explain why prices in Iran were

generally higher in 2013 than in 2012. 4]
Explain two reasons why the Iranian government might aim to control the level

of inflation in its economy.

Examine how some Iranians are likely to have been more affected than others

by the double-digit inflation rates.

~N

w
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Study tips
Afall in the
rate of inflation
(known as
disinflation)

actual fall in the
general price
Tevel.

Activity
Discuss the impact of an increase in oil prices on the rate of inflation in your country or a
country of your choice. Which stakeholders are affected the most? Why?

Deflation

While the prices of goods and services tend to rise, the prices of some products
actually fall over time. This is perhaps due to technological progress or a fall in
consumer demand for the product, both of which can cause prices to fall. Deflation
is defined as a persistent fall in the general price level of goods and services in the
economy — in other words, the inflation rate is negative. The nine countries that
experienced deflation during 2013 are listed in Table 18.6.

Table 18.6 Deflation rates around the world, 2013

Country Deflation rate (%)
Somalia 1535
Chad ~4.90
Libya 360
Georgia 212
Ukraine ~0.50
Japan ~030
Switzerland ~030
Liechtenstein -030
Sweden -020

Source: Trading Economics

Technological advances can cause the prices of
many products to fall

The causes of deflation

The causes of deflation can be categorised as cither demand or supply factors.
Deflation is a concern if it is caused by falling aggregate demand for goods
and services (often associated with an economic recession and rising levels of
unemployment).

ASas,
AD
o Y Y

National income:

Figure 18.7 Deflation caused by supply factors
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Aggregate supply

Deflation can be caused by

higher levels of aggregate supply,
increasing the productive capacity
of the economy (see Chapter 11).
This drives down the general price
level of goods and services while
increasing national income. Such
deflation is called benign deflation
(non-threatening deflation). For
example, supply-side policies such
as investment in education and
infrastructure (see Chapter 16), China's high-speed rail

higher productivity, improved

‘managerial practices, technological advances and government subsidies for major
industries all help to raise national income in the long run.

In Figure 18.7, this is shown diagrammatically by a rightward shift of the
aggregate supply curve from AS, to AS,, reducing the general price level from P,
to P,. This happened in China during the past three decades with the Chinese
government pouring huge amounts of investment funds into building new roads and
rail networks (the country spent $104 billion on railway investment in 2013).

4D,

o v, N
National income:

Figure 18.8 Deflation caused by demand factors

Aggregate demand

Deflation can also be caused by lower levels of aggregate demand in the economy,
driving down the general price level of goods and services due to excess capacity

in the economy. This causes what is known as malign deflation (deflation that is
harmful to the economy). For example, during an economic recession (see Chapter
20), household consumption of goods and services falls due to lower GDP per capita
and higher levels of unemployment. In Figure 18.8, this is shown by a leftward shift
of the aggregate demand curve from AD, to AD;, reducing national income from
7, to 15, and forcing down the general price level from Py to P,. This happened

in Japan for much of the past two decades as the Japanese suffered from severe
economic recession. This cause of deflation is a concern as it is associated with a
decline in national income and standards of living.

@
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(Case Study: Swine flu HINI

Women officials of the Railway Protection Force (RPF) and passengers wearing masks at
Guwahati railway station, India, during the height of the outbreak in 2009

In 2009 the world suffered from a pandemic of swine flu, a highly contagious respiratory
disease caused by the H1N1 influenza virus, which is found in pigs but has the potential to
affect humans.

The outbreak of the infectious disease in Northern Ireland, the USA, China and India
slowed down economic activity to the extent that it caused deflation in all four countries,
and falling rates of inflation in other affected nations, such as Australia, the Philippines
and Britain.

The consequences of deflation

The consequences of deflation depend on whether we are considering benign deflation
or malign deflation. The consequences of benign deflation are positive as the economy
is able to produce more, thus boosting national income and employment, without
causing an increase in the general price level. This therefore boosts the international
competitiveness of the country. However, malign deflation is generally harmful to the
economy. The consequences of malign deflation i