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FOreworo

Welcome back to economics and your second year of A-level study. At the start of my
AQA AS Economics textbook I stated that my most important objective is to help you
achieve the highest possible examination grades.

However, | have a second objective, namely to turn you into a good economist. In an
important sense, my two objectives come together at A2. To achieve the highest A*
grade for the overall A-level (AS + A2), you have to be a good economist. The A* grade
requires a mark of 90% at A2, together with a mark of 80% for the whole AS and A2
course. In future vears, top-rated universities such as Cambridge, Oxford, the London
School of Economics, Bristol and Warwick are likely to require A* grades rather than
the basic A grade that was the highest on offer before 2010.

Of course, most students end up earning grades that fall some way short of A*. My
books are meant for all AQA economics students, and aim to help you to gain high
rather than low grades in all your economics exams. To help you to get the most out of
your studies, | have included extension material in most of the chapters of the book.
This goes beyond the immediate demands of the A-level specification, introducing you
to new theories and to developments of existing theories. There are also many case
studies in the book. These enable you to link theory to up-to-date events taking place
in the UK and the international economy.

Synopticity

[ have tried to present A2 economics as a coherent whole, building on what you learnt
at AS. Wherever possible, I have avoided unnecessary repetition of material you learnt
a year ago at AS. However, do remember that the A2 exam papers are synoptic. To
prepare for the synoptic nature of the questions, make sure you note the “What you
should already know’ section at the beginning of each chapter (apart from Chapter 1).

Svnopticity means that questions in an A2 examination paper require reference
to knowledge and economic theory from one or more of the other AS or A2 units.
Synopticity may be vertical, horizontal or diagonal. A Unit 3 examination question
is vertically synoptic when it tests knowledge learnt in Unit 1. Two examples of
such subjects are supply and demand and elasticity. Likewise, a Unit 4 examination
question testing knowledge learnt in Unit 2 is vertically synoptic. Examples include
national income, the multiplier and AD/AS analysis.

Horizontal synopticity requires the application of a macroeconomic concept or theory
from Unit 4 to a microeconomics question in the Unit 3 examination (or vice versa). For
example, a question on poverty (in Unit 3) could test knowledge of how fiscal policy
(a Unit 4 topic) may reduce poverty. Diagonal synopticity requires the use of Unit 2
macroeconomic terms and concepts to answer a microeconomics Unit 3 question, or
the use of microeconomics knowledge from Unit 1 to answer a Unit 4 question.




Moving up

Much of the subject matter of Unit 3, Business economics and the distribution of
income, differs significantly from the content of Unit 1, Markets and market failure.
As the Unit 1 title indicates, AS microeconomics focuses on how a competitive market
functions, and on the various causes of market failure. By contrast, A2 microeconomics
concentrates much more on businesses and how they behave. Of course, supply and
demand and the market mechanism do figure in A2 microeconomics, but in the
context of labour markets rather than the product or goods markets covered in Unit 1.
The coverage of market failure in Unit 3 encompasses but develops further all that you
learnt about this topic at AS.

Unit 4, The national and international economy, is rather different. Many of the Unit 2
National economy topics you studied a vear ago at AS are equally as important at A2,
These topics include macroeconomic policy objectives such as economic growth, full
employment and control of inflation, together with the main types of macroeconomic
policy, monetary policy, fiscal policy and supply-side policy. Most important of all is
the aggregate demand/aggregate supply (AD/AS) macroeconomic model. This is the
key theoretical model in both AS and A2 macroeconomics. You don't need to learn
much more about the AD/AS model at A2, over and above what you learnt at AS. The
main difference is that A2 exam questions, particularly essay questions, require a
greater depth of analysis, together with more sophisticated evaluation of the issues
posed by the question.

Both the Unit 2 and Unit 4 specifications focus on the national economy. The main
add-on in Unit 4 is the international economy. This develops your understanding of the
balance of payments and exchange rates that you first encountered at AS, but adds on
important international topics such as trade theory and globalisation.

Background kKnowledge

The AQA economics specification requires candidates to ‘acquire a good knowledge
of trends and developments in the economy which have taken place during the past
10 vears and also have an awareness of earlier events where this helps to give recent
developments a longer term perspective’. With this in mind, I firmly believe that
students benefit from a basic knowledge of economic history and of different schools
of economic thought, such as Keynesianism and monetarism. Where I think it helps, 1
have adopted a historical approach, particularly in the explanation of macroeconomic
topics such as theories of inflation and unemployment, and in the way monetary
policy, fiscal policy and supply-side economics have developed over the years.

Using this book

Special features

The text contains several special features designed to aid your understanding of the

concepts and examination techniques required by AQA:

» Learning outcomes: a list of the intended learning outcomes is given at the
beginning of each chapter. These are closely linked to the specification.

Foreword




Foreword

= What you should already know: these notes will remind you of the material you
learnt at AS to help you prepare for the synoptic nature of the exam questions.

s Key terms: the key terms boxes provide definitions of important economic terms
or concepts relevant to the topics in the chapter and mentioned in the AQA A2
specification. A list of the key terms is also provided at the end of each unit.

= Exam tips: these explain how the chapter content isrelevant to the A2 examinations.
In some instances, these highlight the presence of useful background information
in the text, designed to increase your depth of knowledge and understanding. Full
marks for a question can be earned without this background information, but it
supports your knowledge.

m Case studies: the case studies come with follow-up questions which will help you
to analyse, evaluate and improve your exam answers.

= Synoptic links: these give examples of subjects where you can apply knowledge
and economic theory from one or more of the other AS and A2 units.

®= Summaries: these appear at the end of each chapter and will help you to focus
your revision.

Exam-style questions

At the end of each chapter, apart from Chapter 1, there are four exam-style questions.
Two of the questions, carrying 15 marks in each case, are in the style of the first part
of an essay question. The third and fourth questions, carrying 25 marks, resemble the
final parts of a context data-response question or an essay question.

The Unit 1 and Unit 2 exams at AS did not include essay questions, so at the beginning
of the A2 course, you may not be used to writing extended essays over 45 minutes.
Essay writing requires practice, particularly in the higher-level skills of economic
analysis and evaluation, which account for 44% of the total marks at A2 (as against
40% at AS).

A2 data-response questions also differ from those you encountered at AS. At A2 they
are context questions, which relate to the impact on the UK economy of events taking
place in the European Union (the EU context) or the wider international economy (the
global context).

Online resources

Extra resources to help vou revise are available online at www.hodderplus.co.uk/philipallan.
These include PowerPoints with advice on exam technique, and additional extension
material to help vou develop your A2 skills and gain the highest possible grades.

It now remains for you to use this book to become an even better economist than
you were at the end of the AS course, and to pass your A2 exams with flying colours.
I wish you every success.

Ray Powell
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HOW 1O bhecome an even
NENGCEl Octter economist

In the foreword of my AQA AS Economics textbook | stated that two of my main objectives
in writing the book were for you to do well in the exams and for you to become a good
economist. | want students to be capable of reading newspapers fruitfully to find out
more about how economies work, and of conversing inteligently with both economists
and non-economists about economic issues and government policies. This objective
underlies all the chapters in this book, but as the title indicates, especially this chapter.
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LEARNING OUTCOMES

This chapter will:
= remind you af&ra nat:mand ‘m

Understanding and applying economic models

The AQA specification for A2 states that: ‘Candidates should be able to recognise both
the value and limitations of economic

models as a means of explaining and KEY TERM

eval}latln.g the conduct and performance on‘lle m M'kam a“_ |
of firms in the real world. They should e e

) _ m._@.,
be able to evaluate economic models in
written, numerical and graphical forms.’

Model-building is one of the most important analytical techniques used by economists.
Much of the economic theory you learnt last year at AS and will continue to learn this
year centres around the use of economic models. At a microeconomic level, economic
models are used to try to explain the economic behaviour of the individuals and
firms that make up the economy. Last year, you learnt about the supply and demand
model of a particular market in the economy, such as the market for strawberries or
the market for automobiles. This year, a large part of your microeconomic studies
will focus on the theory of the firm in the context of business economics. You will
also re-visit the supply and demand model, but in the context of the labour market.

Economic models are also at the centre of macroeconomic theory. The two main
macroeconomic models you learnt last year were the circular flow model and the
aggregate demand/aggregate supply (AD/AS) model. The AD/AS model is just as
important at A2 as it is at AS. You won’t need to learn much more about the model
itself this year than you learnt last year. However, A2 exam questions are more

AQA A2 Economics
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demanding than AS questions, so your main task will be to apply what you already
know in greater depth and breadth than was the case last year.

The Phillips machine: a Heath Robinson economic model

Heath Robinson was a cartoonist and illustrator, who
became famous for his drawings of eccentric machines.
The label ‘Heath Robinson' is now used to describe any
quirky, complex and implausible machine or contraption.
The Phillips machine has been described as 'a Heath

of the national economy to within 4% accuracy. And all by
means of pipes and buckets, trickling with pink-coloured
water, powered by a pump scavenged from the landing
gear of a Lancaster bomber. It is a hydraulic computer,
invented by Bill Phillips.

Allan McRobie at CUED said ‘The machine is
absolutely brilliant. We all know that engineers should
have a knowledge of economics, but Phillips made an
enormous contribution and showed that economists
could learn much from engineering.’

Robinson device at its finest’.

A wonderful thing is a Phillips machine

In the Meade Room in the Dept of Applied Economics of

Cambridge University stands a Phillips machine, a device

g0 cunning and ingenious that it can predict the running
Source: Issue 12 of Enginuity, 2003. The full article can be seen at; www-g.eng.cam.ac.uk/enainuity

Laterin the A2 course, in Chapter 17 and in the context of inflation and unemployment,
you will learn about an important part of macroeconomic theory called the Phillips
curve. The curve is named after Professor Bill Phillips, a New Zealand engineer
who became an economist, and later professor of statistics at the London School of
Economics. Nine years before 1958 when Phillips published a paper which introduced
the famous Phillips curve, he designed and built the Phillips machine. This
machine, which is described in Case Study 1.1, is an example of a macroeconomic
model, albeit a rather unusual one. Complex modern economic models, such as the
Treasury model used by the government to forecast changes in the UK economy,
are driven by computers. However, the Phillips machine, which pre-dated most of
the developments in computer technology, was essentially a contraption of buckets
and pipes around which pink fluid flowed, depicting the circular flow of income or
money around the economy.

The essentidls of an economic model

A model is a small-scale replica of real-world phenomena, often incorporating a
number of simplifications. An economic model simplifies the real world in such a
way that the essential features of an economic relationship or set of relationships are
explained using diagrams, words and often algebra. Models are used by economists,
first to understand and explain the working of the economy and second, to predict
what might happen in the future. The ultimate purpose of model-building is to
derive predictions about economic behaviour, such as the prediction of demand
theory that demand will increase when price falls.

The main economic models you studied at AS are listed in the top half of Table 1.1.
In a similar way, the bottom half of the table lists models not in the AS course, but
which feature strongly in the A2 course. Note that rather more new models are

Introduction
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included in A2 microeconomics, than are in A2 macroeconomics. This does not
mean there is less to learn when studying Unit 4; rather it means that much of A2
macroeconomics simply develops with greater depth the circular flow and AD/AS
models you came across at AS.

Table 1.1 Economic models at AS and at A2

icro Macro
Supply and demand model Circular flow model

Aggregate demand/aggregate supply model

P BRE WA

Theory of the firm: = Aggregate demand/aggregate supply model
m Perfect competition model = Phillips curve model

= Monopoly model = International trade model

m Oligopoly model

m Game theory models

Labour market models:

= Monopsony model

Specification advice on the use of economic
statistics

For AS candidates, the specification advises: ‘Candidates should be familiar
with the various types of statistical and other data which are commonly used by
economists. For example, they should be able to interpret data presented in the
form of index numbers." Obviously, this advice is just as relevant at A2. However,
the A2 specification goes on to add: ‘Candidates should be able to interpret different
types of economic data, such as the Human Development Index, and use them to
compare the living standards of the residents of different countries. They should
be able to discuss the limitations of using such data to arrive at conclusions.” And
in the context of inflation, the advice is: ‘Candidates should have an understanding
of how index numbers are calculated and used to measure changes in the price
level.” Although a detailed technical knowledge is not expected of indices such as
the retail prices index (RPI) and consumer prices index (CPI), candidates should
have an awareness of the underlying features: for example, the Living Costs and
Food Survey (LCF), the concept of the ‘average family’, the basket of goods and
services, and weighting.

Interpreting economic statistics

Unlike university economics, A-level economics makes few mathematical
demands on its students. The main skills you will have to develop in the context
of economic data are identification of relationships, description, comparison
and explanation.

AQA AZ Economics



The demands on your skills at A2 are no different from those you applied when
answering AS questions last year. So in this sense, you don’t have to become
an even better economist at A2 in order to score more marks in your handling of
economic data. Also, at the beginning of your A2 course, you should be familiar
with economic data presented in index numbers, for example the retail prices
index (RPI) and the consumer prices index (CPI), together with the two main
measures of unemployment, the claimant count and the Labour Force Survey
(LFS) measure. Likewise, your AS studies should have provided you with an
understanding of the difference between data presented in real and nominal (or
money) forms.

[f you have forgotten some or all of the above, you will be well advised to
buy, or get your school to buy, the A2 Student Unit Guides for AQA economics,
also published by Philip Allan Updates, in which I explain, and give plenty of
examples of, the statistical data that are likely to be in the Unit 3 and Unit 4 data-
response questions.

Using government statistics

Government statistics, often drawn from the Office for National Statistics (ONS),
are used in most A2 (and AS) data-response questions. The ONS provides up-
to-date information on a range of macroeconomic variables, including output,
economic growth, employment, unemployment, wages, prices, the inflation rate
and trade figures. Until quite recently, it was generally agreed that, over the
years, there had been a general improvement in the quality of information about
the economy available to policy-makers. In recent years, however, a number of
worries have emerged about the accuracy of ONS statistics. Mervyn King, the
previous governor of the Bank of England, has hinted that the effectiveness
of monetary policy has been adversely affected by possible inaccuracy in the
unemployment and population figures. In July 2004, the headline of a news story
in the Independent was ‘Government statisticians lose 60,000 people in latest ONS
gaffe’. Concern has also been expressed about an alleged creeping privatisation
of the production of official statistics. There has been a considerable increase in
the extent to which data analyses paid for by public funds have been outsourced
to private companies whose analyses are available only to those who pay. At the
same time, cutbacks at the ONS led to a loss of over 700 full-time jobs between
2004 and March 2008.

CASE STUDY 1.2

Lies, damned lies and statistics

Official statistics are data, ‘produced by government for This can especially be seen with unemployment
government’, which have always been subject to political statistics. These have been manipulated by officials in
interference. Many official statistics are used selectively to  order to produce figures which are more acceptable to
support public policies and the positions of those in power.  the government of the day. For example, between 1980

Introduction



and 1991 the definition of unemployment was altered
more than 20 times and each time the unemployment
figure shrank. At the time an opposition MP asked in
Parliament: ‘Now that the government has succeeded in
getting the unemployment statistics down, can it tell us
when unemployment is going to come down?’

Even when not misusing official statistics, politicians
sometimes use dodgy data drawn from other sources to
back up their opinions. In a famous case in May 2013,
education minister Michael Gove wrote an article in the
Daily Mail about the failure of the education system in
teaching historical facts. Gove wrote: ‘Survey after
survey has revealed disturbing historical ignorance, with
one teenager in five believing Winston Churchill was
a fictional character while 58 per cent think Sherlock
Holmes was real.” Gove based his claims on a handful
of PR surveys, including polls by Premier Inn and the
Sea Cadets.

Originally the Department of Education could only
find one survey that backed up Gove's views. The survey,
commissioned by TV Gold in May 2008, asked all ages,
not just teenagers, about supposed historical events. The
survey itself contained inaccuracies, for example claiming
that 12% of people thought Lady Godiva did exist when
she was a fictional character. While the famous legend of
Lady Godiva riding through the town of Coventry naked
has not been proven, the woman herself did exist.

After further prompting, the Department came up
with a second list of surveys. They quoted a Premier Inn
survey in which children apparently believed Delia Smith,

Follow-up questions

Michael Gove

Jerry Hall and Camilla Duchess of Cornwall were among
Henry VIlI's wives, while William Shakespeare was the
chairman of the BBC. However, a glance at the hotel
company'’s findings suggests that teenagers were taking
the mickey out of the survey at Premier Inn's expense.

Tristram Hunt MP, Labour's shadow education
minister, slammed the education secretary’s use of
surveys, saying: ‘Any good historian will tell you that it is
critical to base your analysis on multiple, credible sources.
Before he rushes to judgment about young people,
Michael Gove should make sure he has researched the
evidence thoroughly. Otherwise he risks coming across
as Mr Sloppy.’

1 The publication by government of inaccurate statistics may result from conspiracy or it may result from
incompetence or ‘cock-up’. Explain the difference between a ‘conspiracy theory' and a ‘cock-up’ theory.
2 Try and find other examples of the inaccurate publication of statistics by governments.

At AS, you should have got plenty of practice in drawing supply and demand
diagrams and marginal cost and benefit diagrams (for Unit 1) and AD/AS
diagrams (for Unit 2). At A2, supply and demand diagrams are still needed, but
largely in the context of the labour market (in Unit 3) and the foreign exchange
market for a currency (in Unit 4). However, you must also learn to draw
completely new graphs. For Unit 3 (Business economics and the distribution of

AQA AZ Economics
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income), it is extremely important to learn and practise drawing graphs which
show costs, revenues and profit in the different market structures of perfect
competition, monopoly and oligopoly. You may also have to plot cost curves
or revenue curves from a table of data presented in an exam question. Labour
market diagrams are also important, particularly those relating to the supply
of labour, and to perfectly competitive labour markets and monopsony labour
markets. (Monopsony means a single buyer in a market, whereas monopoly is a
single seller in a market.)

Fortunately, the diagrams you learnt at AS to show the market failures of negative
and positive externalities, and demerit goods and merit goods, don’t need adding
to for Unit 3. Likewise, the AD/AS diagrams learnt for Unit 2 are quite sufficient for
answering Unit 4 (The national and international economy) questions. In both these
cases, the diagrams you learnt at AS don't really need any further development.
The main difference is that at A2, you will be applying the diagrams in a more
sophisticated way, so as to display the ‘higher order’ skills of analysis and evaluation
in answers of greater depth and breadth.

As is the case with Unit 3, new diagrams have to be learnt for Unit 4. Perhaps
the most important set of new diagrams relate to Phillips curve analysis (see
Case Study 1.1), which brings together relationships between unemployment and
inflation at A2.

Many students who underachieve in economics exams appear to rote learn diagrams,
without understanding how the graphs they draw are constructed. Usually this
means that the unfortunate student makes mistakes when drawing from memory a
complicated diagram in an exam answer. To prevent this happening, your teacher
has probably gone through the building blocks of the diagram when first teaching
you the diagram. In this situation, providing you have understood what your teacher
has said, you have a greater chance of properly understanding the diagram and its
mechanics, which in turn means you are less likely to make mistakes when drawing
the diagram in exam conditions.

In the later chapters of this book, | have used the building-block approach to
explain how each new diagram is constructed. However, there is a danger here.
[t is seldom if ever relevant to explain to the examiner all of the building blocks
of a diagram. If you do this, your answer will drift into irrelevancy and waste
valuable examination time. Instead, you should draw the finished diagram, and
then get on with the job of using it as a visual aid in addressing the issue posed
by the question.

Remember also the good habits you learnt at AS, namely labelling axes and
curves accurately, drawing horizontal and vertical coordinates, explaining the
short-hand you are using (such as AD for aggregate demand), and drawing
diagrams of a reasonable size. If you can’t remember a diagram, and if its
inclusion is not necessary for your answer, then ‘if in doubt, leave out".

Introduction



However, if a question explicitly requires a diagram, one must be drawn. Don’t
unnecessarily repeat the same diagram in an answer, but remember that relevant
diagrams make it easier for examiners to read your answers. Examiners are put off
by pages of turgid text, unbroken either by new paragraphs or by diagrams.

Interpreting economic policy and performance
iIndicators

To become an even better economist, you should develop an understanding of the
meaning of, and the difference between, economic policy indicators and economic
performance indicators.

A policy indicator (such as the money KEY TERMS
with -

supply) provides policy-makers

information about the recent success or policy indicator: provides
lack of success in achieving the target set information about whether a

for a particular type of economic policy part‘icular poli?yis on'coursietc:
such as monetary policy or fiscal policy. achieve a desired policy objective.

Policy indicators also provide information performance indicator: provides
about whether current policy is on course information about what is happening
to hit the future target set for the stated in the economy.

policy.

Performance indicators are much the same as policy indicators, though they
tend to be more general and are not necessarily focused on a particular type
of economic policy such as monetary policy or fiscal policy. Performance
indicators, such as information about labour productivity and productivity
gaps, can also be used to compare the performance of the UK economy with
that of competitor countries.

Performance indicators can be divided into lead and lag indicators. Lead indicators
provide information about the future state of the economy (stemming from the way
people are currently forming their expectations). Surveys of consumer and business
confidence and investment intentions indicate the existence of a feel-good or feel-
bad factor and provide information about the likely state of aggregate demand a few
months ahead. Statistics for house-building starts and the number of people who
have booked expensive summer or skiing

holidays several months in advance also -
. . ; . KEY TERMS
provide information about future spending, |

while data on commeodity and input prices lead indicator: provides

can signal future changes in retail price information about the likely future
inflation. state of the economy.

By contrast, lag indicators provide infor- lag indicator: provides information
mation about past economic performance about past events that have already
and the extent to which policy objectives taken place in the economy.
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such as economic growth and control of inflation have been achieved. Data on
the level of GDP, and current and recent employment and unemployment figures
are examples of lag indicators that provide information about current and recent
economic performance.

The usefulness of a performance indicator depends of course on whether
it provides accurate information about the state of the economy. Likewise,
a policy indicator is only useful if it provides accurate information about a
variable relevant to achieving the policy’s objective(s). Performance and policy
indicators are, however, almost always presented in the form of statistical
data, e.g. unemployment and growth figures in the case of lagged indicators,
and projections about the number of house-building starts in the case of lead
indicators. The accuracy of the information provided by performance and policy
indicators is thus highly dependent on the accuracy of the statistics available from
the government and other sources.

CASE STUDY 1.3

David Smith’s skip index and other confidence indicators

Every Sunday David Smith, the Economics Editor of the .
Sunday Times, writes an Economic Outlook column,
which | thoroughly recommend you to read if you want to
become a good economist. (You don't have to buy the
Sunday Times; highlights of the Economic Outlook column
can be accessed on David Smith's ECONOMICS UK.COM
website on the internet.)

A few years ago, David Smith came up with the idea
of a 'skip index’, as an informal lead indicator of what
might happen to the economy in the future. However,
the accuracy of a skip index can be questioned. While
an increase in the number of builder's skips might
mean people are more affluent and spending the
money on their houses, it might also mean that people
cannot afford to move but their family is still growing
and therefore they have to upgrade their house. A

A ‘crane index’ is a way to gauge prosperity by counting the
cranes on the urban skyline

‘scaffolding index’ might suffer from the same problem
as a skip index

Another possibility is a ‘crane index’. It is a way to
gauge prosperity by counting the cranes on the urban
skyline. However, it is also possible to turn a crane index
on its head. An increase in the number of tower cranes

Follow-up question

may indicate over-expansion or over-confidence —
not necessarily economic growth. Another confidence
indicator is frequency of receipt of unsolicited letters from
estate agents, claiming for example that a ‘Mr Jones’ is
desperate to buy a house in your road if you'll just give the
agent a call.

Can you think of any other things that could be used to gauge the state of consumer or business confidence in the

economy?

Introduction
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» Understanding and applying economic models lies at the heart of becoming an even better
economist.

« An economic model is a small-scale replica of real-world phenomena.

= At AS, you learnt about the supply and demand model, the circular flow model and the
AD/AS model.

= AS models remain important at A2, but new models also need to be learned.

« The models of perfect competition, monopoly, oligopoly and the labour market are
important A2 microeconomic models.

« The AD/AS model remains important at A2, and needs relatively little further development.

« The Phillips curve model and the international trade model are new macro models at A2,

« At A2 as at AS, it is important to understand and apply a range of economic statistics.

= You should not always rely on the accuracy of UK government statistics,

» Poorly drawn graphs contribute to under-achievement in exams.

« At A2 as at AS, it is important to understand and apply economic policy and performance
indicators.
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In 1925, American President Calvin Coolidge allegedly said The business of America
is business'. This quote, true or not, serves to introduce the notion that businesses are
central to modern economies. Business economics covers some of the most important
topics in the Unit 3 specification. This chapter provides an introductory survey of the
different topics included in business economics.

LEARNING OUTCOMES

This chapter will:

m provide an introduction to the theory of the firm

= explain the meaning of industrial policy

= address the question: what is a business?

= describe the different types of business in the UK today

The building blocks of business economics

At the heart of business economics is a body of theory that economists call the

theory of the firm. The theory of the firm comprises a number of theoretical building

blocks, which are:

m Production theory

m Cost theory

= Revenue theory and market structure

= Profit maximisation in perfectly competitive and monopoly market structures

m Using efficiency and welfare criteria to evaluate the good and bad features of
perfect competition and monopoly

= Applying these criteria to evaluate a third market structure: oligopoly

Business economics also includes a number of other topics. These are: how and
why firms grow; the divorce between ownership and control; business objectives
other than profit maximisation; and the government’s industrial policy in areas
such as the ownership of businesses (private ownership versus public ownership),
competition policy and the regulation or deregulation of industries, markets and
business behaviour.

Introducing production theory

Figure 2.1 introduces the links between

the first four of the building blocks that |
make up the theory of the firm. At the production: a process or set gf
top of the chart is production theory. As pmc:assas that converts inputs into
| explain in the next chapter, production outputs.
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is simply a process or set of processes that convert inputs into outputs. (SR,
Production theory divides into short-run production theory and long-

run production theory. The key concept in short-run production theory, short run: the time period in
which is shown along the upper left-hand flow arrow in Figure 2.1, is  Which at least one factor of
the law of diminishing returns (which is also known as the law of production is fixed.
diminishing marginal productivity). The law explains what happens long run: the time period in

to output when more and more labour is added to the fixed capital which the scale of all factors of
employed by a business. The key concept in long-run production theory production can be changed.
(located along the upper right-hand arrow in Figure 2.1) is returns to

scale. Here there are three possibilities: increasing returns to scale;

decreasing returns to scale; and constant returns to scale. For example, increasing

returns to scale depict a situation in which output increases at a faster rate than

total inputs when the scale of all the factors of production employed by the firm

increases.
Production theory
—
Short-run production theory
The law of
diminishing returns
Short-run cost theory
Revenué.thea_rj__{
//Imperfect competition\
Perfect . Pure
competition 1 e monopoly
S i i R Figure 2.1 The building
"~ Applying efficiency and welfare criteria =~ blocks of the theory of the
to evaluate market structures firm

Introducing cost theory

The vertical flow lines located below the short-run and long-run production theory
boxes in Figure 2.1 show how cost curves (and cost theory) are derived from short-
and long-run production theory. The left-hand arrow links short-run production
theory (and the law of diminishing returns) to short-run cost curves. Likewise, the
right-hand arrow depicts the link between long-run production theory (and returns
to scale) and long-run cost curves.

In examination answers, students often confuse production theory with cost

f:helorér. The ;mpgrtan; (;lllfference tp Pu:)t»;.-l is tl;at _pmdgcpon thﬁory‘ d::;les not Mk stirs voil dor't
include any mentlor} of the money costs that a business incurs when it changes confuse cost theory
the level of output it produces. In contrast, as the name itself indicates, cost with production theory.
theory is all about money costs of production.

i e
——
[ "=}
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EXAMTIP

Make sure you don’t
confuse revenue with

Production theory and cost theory are, however, related. As [ explain in the next
chapter, the impact of the law of diminishing returns (short-run production theory)
leads to an increase in a firm’s short-run marginal costs of production, and thence
to the ‘U’ shape of the average cost of production curve.

Likewise increasing returns to scale followed by decreasing returns to scale cause a
firm’s long-run average cost curve also to have a ‘U’ shape, though other assumptions
about the nature of returns to scale lead to other shapes for the long-run average
cost curve. Falling long-run average costs are known as economies of scale, whereas
rising long-run average costs show diseconomies of scale.

Introducing revenue theory and market structure

Besides confusing production theory with cost theory, another common trap
that students fall into when learning about the theory of the firm centres
on the two words: returns and revenue. The word ‘returns’, as in the law of
diminishing returns and returns to scale, refers to the units of output such as

returns (as in production cars or TV sets that a firm produces. By contrast, reveniue (or sales revenue)

theory).

EXAM TIP

is the money a firm earns when selling its output.

The nature of a firm’s sales revenue depends on the competitiveness of the market
structure in which the firm sells its output. Here, there are two extremes, which are
shown at opposite ends of the double-headed arrow drawn towards the bottom of
Figure 2.1. The two extreme market structures are perfect competition and pure
monopoly. In perfect competition there are very large numbers of buyers and sellers,
each of whom is a price-taker, passively accepting the ruling market price determined
by the interaction of all the many market participants. By contrast, a pure monopolist,
who faces no competition at all, is a price-maker who uses monopoly power or
market power to determine the price at which it sells. These and other conditions
facing a perfectly competitive firm and a monopoly are explained in more detail in
Chapter 6.

All the markets lying along the spectrum separating perfect competition and
pure monopoly in Figure 2.1 are examples of imperfect competition.

Perfect competition, Imperfect competition varies from highly competitive markets towards the
monopoly and oligopoly are left-hand part of the spectrum to much less competitive markets that
the three market structures resemble pure monopoly at the other end of the range of market structures.

you need to know.

EXAM TIP

You should be aware of

business objectives other

than profit maximisation.

Here, the main market structure is oligopoly, or imperfect competition
among the few.

Profit maximisation and the objectives of a firm

When studying AS economics, you learnt that economists usually assume
that all economic agents, e.g. households, firms and the government, have
an objective that they wish to maximise. For firms, economists assume that
the objective is profit (though as I explain in Chapter 8, there are a number
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of other possible business objectives, such as maximising sales revenue P ——
and the firm’s rate of growth). Profit is defined as sales revenue minus

costs of production. profit: revenue minus costs.

Profit in perfectly competitive and monopoly
market structures

The ability of a firm to make profit depends on the competitiveness of the market in
which it sells its output. In Chapter 5, [ explain how perfectly competitive firms make
very little profit in the long run because the absence of barriers to entry means that
significant profits made by incumbent firms (firms already in the market) attract new
firms into the market. The market price falls, which reduces the profit made by firms
that decide to stay in the market. Monopoly, by contrast, is protected by barriers to
entry. As you learnt at AS, unless regulated by the government, a monopoly can use
its market power to restrict output and raise the price at which it sells its output.
As a result, monopoly profit is much higher than the rate of profit earned by firms
producing in highly competitive markets. For similar reasons, oligopoly profits also
tend to be high.

Evaluating the strengths and weaknesses of
different market structures

Having surveyed the building blocks of the theory of the firm, | have arrived at the
final but most important of the topics which relate to market structure and business
behaviour. This is evaluation of the ‘good’ and ‘bad’ elements of perfect competition,
monopoly and oligopoly.

Economists evaluate the strengths and weaknesses of the different market structures
by applying two sets of criteria to address the questions:

s Which market structure is ‘best’ and why?

m Is it ‘best’ in all circumstances!?

Efficiency concepts provide the first set of criteria. We must ask ‘Is
perfect competition more efficient than monopoly and oligopoly?’
At AS, you used just one measure of economic efficiency:
productive efficiency. To this, I must add: allocative efficiency,
static efficiency and dynamic efficiency. Along with a recap of the
meaning of productive efficiency, these are explained in Chapter 6.

You came across productive
efficiency at AS, but now
you must learn some other
efficiency concepts.

Welfare concepts provide the second set of criteria. In Chapter 6, | -

; . . KEY TERM
explain the meaning of two measures of economic welfare, consumer
surplus and producer surplus, which I then apply, along with the welfare: basically means
efficiency criteria just mentioned, to evaluate the desirable and less human happiness.

desirable characteristics of perfect competition and monopoly. In a
similar way in Chapter 7, [ evaluate the strengths and weaknesses of
imperfect competition and oligopoly.

Unit 3 Business economics and the distribution of income ‘ 15




KEY TERMS

Industrial policy

During your AS studies, you learnt that monopoly can be a form of market
failure, but that it can also be a source of economies of scale that may lead to
falling average costs and prices from which consumers benefit. You also learnt
that governments can intervene in markets to try to eliminate or reduce the
various failures associated with monopoly, such as restricting output and raising
the price that consumers pay and restricting consumer choice. At
A2, you study competition policy in depth, evaluating the costs
and benefits of monopoly and different policies governments

industrial policy: the government's can undertake with regard to established monopolies, mergers
microeconomic policy towards firms that might create new monopolies, and anti-competitive trading
and industry. restrictive practices. Chapter 9 on industrial policy also analyses
firm: a business that sells its output and evaluates state ownership of firms (nationalisation) and
commercially in a market. its opposite, privatisation, together with the regulation and

deregulation of markets and industries.

What is a firm?

A firm is a business enterprise which either produces or deals in and exchanges
goods or services. Unlike non-business productive organisations, for example a
central government department such as HM Revenue and Customs (HMRC), firms
are commercial, earning revenue to cover the production costs they incur.

Firms operate in both the private sector and the public sector of the economy. Public
sector business enterprises include nationalised industries and certain municipally
owned trading enterprises. The dividing line between private and public sector
business enterprise is not always clear cut. In the past, some businesses were
joint ventures, owned in part by both the private sector and by the state, whilst
others were state-majority shareholdings, in which the state owned a controlling
interest in a nominally private sector company. Since around 1980, these and other
nationalised industries have mostly been privatised. Privatisation occurs when
industries or firms are transferred from the public sector to the private sector.
Before being sold to the private sector in 2013, the Royal Mail was the UK’s largest
nationalised or state-owned industry.

Businesses and their legal status

In terms of legal status, firms in the private sector of the UK economy include sole
traders (or individual proprietors), partnerships and companies.

Sole traders
In the private sector, there are more than a million small businesses, many of
which are sole traders or individual proprietorships. Sole traders are common in
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the labour-intensive provision of personal services, where not much capital is
needed. Along with other forms of small business such as partnerships and smaller
private companies, sole traders often occupy specialised market niches, sometimes
providing services to much larger companies in the same or related markets. But
although there are many of them, small size means that sole traders produce only a
small proportion of national output.

Partnerships

A partnership is formed whenever two or more people agree to undertake a business
or trading activity together, instead of operating separately as sole traders. There are
in fact two rather different kinds of partnership. On the one hand, there are many
thousands of small informal partnerships, usually with just two or three partners
functioning much as if they were sole traders. (See Case Study 2.2 on the history of
Marks & Spencer.)

The second type of partnership is more formal and often much larger than the
small informal partnerships just described. Formal partnerships dominate the
supply of professional services, such as architects, accountants and solicitors.
Some partnerships in the accountancy and legal professions are very large, with
scores of partners providing funds for the business. In these and other professions,
professional ethic, which requires a member of the profession to be fully liable to
clients for the service provided, prevents members of the profession from forming
companies. Along with sole traders, partners traditionally had unlimited liability,
which meant that the partners were personally liable for any loss incurred by the
firm. As Case Study 2.1 explains, the law was changed in 2001 and the members
of large partnerships now enjoy an element of limited liability.

CASE STUDY 2.1

Partnerships in the accountancy profession

A partnership is the main form of business organisation in
professions such as accountancy, law and architecture. In
accountancy, the ‘bigfour’ firms — PricewaterhouseCoopers
(PwC), Ernst & Young, KPMG and Deloitte — are huge
multinational partnerships that act as auditors, consultants,
insolvency practitioners, and advisers for tax, business
and corporate finance to all the leading public and private
companies in the UK.

Follow-up questions

Partnerships are private businesses owned completely by
the member partners. Until quite recently, each and every
partner had unlimited liability. In 2001 the government
created a new legal entity, the Limited Liability Partnership
(LLP). Many accountancy firms changed their legal status
to become Limited Liability Partnerships.

1 What is meant by limited liability and what is its main advantage?
2 Compared to companies, partnerships face difficulties in raising capital. Explain why.

Unit 3 Business economics and the distribution of income



The growth of Marks & Spencer

Michael Marks started in business as a sole trader in
Kirkgate open market in Leeds in 1884, Ten years later,
Marks formed a partnership with Tom Spencer and Marks
& Spencer was born. The growth of the business that
followed, including the transformation of M&S into first a
private company and then a public company, is portrayed
in the business’s ‘'time line’ shown below.

1884 Michael Marks, a Russian-born Polish refugee,
opened a stall at Leeds Kirkgate Market. Goods sold
included nails, screws, soap, wooden spoons and lug-
gage labels.

1894 Michael formed a partnership with Tom Spencer, a
former cashier from the wholesale company |. J. Dewhirst.
1903 Marks & Spencer Ltd was incorporated. The
partnership was converted into a limited company with
£30,000 in £1 ordinary shares of which 14,996 each
were allotted to Marks and to Spencer.

1924-31 In 1924 Marks & Spencer’s head office moved
from Manchester to the City of London. In 1931 the M&S
headquarters moved again to Baker Street in the West End.

Follow-up questions
1 Explain why a growing business such as Marks & Spencer decided over time to change its legal status to eventually

become a public limited company (plc).

I s :

Mark

s & Spencer store, Marble Arch

In 1926 the company, needing an injection of cash, was
converted into a public company to raise new capital,
2004 Marks & Spencer moved its headquarters to Pad-
dington Basin near Paddington Station. To update its im-
age, in recent years M&S has replaced its old St Michael
trade mark with brand names such as Autograph.

2 Sometimes public companies such as Virgin change and revert to private company status. What are the
disadvantages of public company status that lead to such decisions?

Companies

Outside the professions, the owners of growing
and successful small businesses usually
prefer to run their businesses as companies
rather than as sole traders or partnerships.
Companies are owned by shareholders who
benefit from limited liability. This limits the
shareholder’s financial risk to the amount
invested in the company. Without limited

KEY TERMS |

company: an incorporated
business enterprise.

private company: issues
shares that are not for sale on
a market.

liability, only the safest and most risk-free business ventures could attract the
large-scale supply of funds or savings required to finance large-scale capital

investment.

There are two main types of company: private companies and public companies. A
private company has the word ‘limited’ in its business name, whereas a public
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company can be recognised by the letters ‘plc’ in its business name. Most private
companies are small or medium sized, though a few are quite large. Some private
companies are wholly owned subsidiaries of public companies. For example, Lever
Brothers Ltd is owned by Unilever plc, which is an Anglo-Dutch public company.
Household-name public companies such as Tesco plec and Marks & Spencer plc are
usually much larger than private companies.

Due to their large size, public companies are the most important -
, 2 y . . KEY TERM
form of business organisation in the UK, despite the fact that there

are considerably fewer public companies than private companies. public company: issues

[In recent years, however, there has been a move in the opposite shares that the general public
direction, converting companies that used to be plcs back into private can buy on a market or stock
company ownership. The first reason for this is that a company’s exchange.

dominant shareholders don't want the company to be vulnerable

to a hostile takeover bid. Only public companies and not private
companies can be taken over against the will of major shareholders, unless
of course a private company is forced out of business into receivership or
liquidation. The second reason is that the company’s dominant shareholders
may also prefer the greater secrecy that private companies enjoy. Thirdly, the
emergence of a new financial industry called private equity finance provides a
source of capital both for companies converting back from plc to Itd status and
for ‘start-up’ private companies that wish to grow without having to ‘go public’
to raise finance.

Plants and firms

In microeconomic theory, it is often assumed that a typical firm operates a
single manufacturing plant to produce a specific product within a well-defined
industry. Though single plant/single product firms certainly exist, particularly
amongst small businesses, large firms tend to be much more diverse. A plant
is an individual productive unit within the firm, such as a factory, office or
shop. Many big firms operate a large number of plants producing a range of
products. Such multi-plant and multi-product firms, often organised as holding
companies owning subsidiary companies in each of the industries they operate
in, are much more typical amongst big business than the single product/single
plant firm.

The largest business corporations are multinational companies owning -
5 : S KEY TERM
subsidiary enterprises throughout the world. Some multinationals such as

BP and GlaxoSmithKline (GSK]) are British owned, with their headquarters multinational company:

and many of their shareholders located in the UK. However, many of the a business with headquarters
multinational corporations operating subsidiary companies and branch in one country that owns and
factories in the UK are overseas owned. Nissan, Toyota and Honda are operates subsidiary companies
Japanese-owned multinationals that built factories in Britain when the UK in other countries.

joined the European Union, while Ford, General Motors and IBM are US
multinationals that located in the UK at earlier dates.
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A BP-owned garage in

Poland. This is an example
of a plant.

The theory of the firm is the main part of business economics.

The building blocks of the theory of the firm include production theory, cost theory and
revenue theory.

Production and cost theory divide into short-run and long-run theory.

A firm’s sales revenue is influenced by the market structure in which the firm sells its output.
Perfect competition, monopoly and oligopoly are the three market structures you need to
know, and you must be aware of the meaning of imperfect competition.

Economists usually assume that maximising profit is a firm's main business objective.
Profit is total sales revenue minus total costs of production.

The government uses industrial policy to promote competition and to reduce the harmful
effects of monopoly and oligopoly.

Competition policy, privatisation and regulation and deregulation form the main parts of
industrial policy.

Firms can be defined according to their legal status as sole traders, partnerships and
private and public companies.

Exam-style questions

1 Explain the difference, in microeconomic theory, between the short run and the long run., (15 marks)
2 Explain three business objectives a firm may have other than profit maximisation. (15 marks)

3 Do you agree that under all circumstances firms should be free to set their own business objectives without
interference from the government or anyone elsa? Justify your answer, (25 marks)

4 Multinational companies such as Google and Starbucks have paid very little tax to the UK government on
the profits they make in Britain. Evaluate the case for taxing such companies in the same way that UK firms
such as Sainsbury's are taxed. (25 marks)

Extra resources to help you revise are available online at www.hodderplus.co.uk/philipallan
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Throughout this book you will be reminded that the ultimate purpose of economic activity
is to increase economic welfare. (The economic welfare enjoyed by consumers is also
known as utility.) For most people, most of the time, increased welfare means higher
levels of demand for and consumption of consumer goods and services. But before
goods and services can be consumed, they first have to be produced. This chapter
explains two important parts of microeconomic theory: production theory and cost
theory. Production theory centres on the relationship between inputs into the production
process and the output of goods or services produced. Cost theory then links production
theory to the money costs of production that firns incur when purchasing labour and the
other factor services necessary for production to take place.
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LEARNING OUTCOMES

This chapter will:

= explain the meaning of production

= compare short-run and long-run production

= derive short-run cost curves from short-run production theory
m derive long-run cost curves from long-run production theory
= remind you of economies of scale and diseconomies of scale

WHAT YOU SHOULD ALREADY KNOW

Unit 1 at AS introduced a number of production and cost terms and concepts. You learnt
that production converts inputs, or the services of factors of production such as capital and
labour, into final output. You should also understand the meanings of productivity (including
labour productivity) and productive efficiency. You should be familiar with production
possibility and average cost curve diagrams. However, at AS you were not expected to
know the distinction between short-run and long-run cost curves or to give a detailed
explanation of the shape of cost curves.

At AS you also came across economies and diseconomies of scale and learnt how they
affect average costs and the growth of firms. You should be able to give examples of types
or causes of economy and diseconomy of scale.

Production and costs

Production, which is depicted in Figure 3.1, involves processes that convert inputsinto
outputs, The inputs into production processes (land, labour, capital and enterprise)
are also called factors of production. The nature of production depends to a great
extent on the time period in which production is taking place. In microeconomics,
there are three time periods: the market period, the short run and the long run.

Unit 3 Business economics and the distribution of income




Figure 3.1 Production

The market period is a period so short that production cannot be changed at all.
This chapter examines how firms can increase production, and thence incur costs
of production, in the short run and in the long run.

Land
—_—
Labour
Inputs or factors —— Output of goods or
of production Capital | »  services for sale in markets
—l
el A firm, business
or enterprise

EXAMTIP

Economists often use the terms short run and long run. Be careful with these terms
because they sometimes have a different meaning in macroeconomics to their meaning in
microeconomics. In microeconomics, at least one factor of production is fixed and cannot
be varied in the short run, whereas in the long run the scale of all inputs can be varied. By
contrast, when we are looking at the future impact of government macroeconomic policies,
the short run stretches ahead for about a year, the medium term lasts for about 1-3 years
and the long run refers to any period longer than about 3 years.

Short-run production theory

In microeconomic theory, the short run is the time period in which at least one of
the inputs or factors of production is fixed and cannot be changed. (By contrast,
in the long run, the scale of all the factors of production can be changed.) As a
simplification, | shall pretend that only two inputs or factors of production are
needed for production to take place — capital and labour. I shall also assume that
in the short run, capital is fixed. It follows that the only way the firm can increase
output in the short run is by adding more of the variable factor of production, labour,
to the fixed capital.

Table 3.1 Short-run production with fixed capital

Number of
workers (fixed 0 1 2 3 4 5 6 7 8 9
capital)

Total output,
product or 0 1 4 9 16 25 32 35 36 34
returns

Average
output, product - 1 2 3 4 5 e 5 4.5 3.8
or returns
Marginal

output, product 1 3 5 7 9 7 3 1 -2
or returns
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Table 3.1 shows what might happen to car production in a small luxury sports car
factory when the number of workers employed increases from 0 to 9. The first worker
employed builds one car a year, and the second and third workers respectively add
three and five cars to total production. These figures measure the marginal product
(or marginal returns) of the first three workers employed. Marginal product is the
addition to total output brought about by adding one more worker to the labour
force.

In Table 3.1, the first five workers benefit from increasing marginal productivity (or
increasing marginal returns). An additional worker increases total output by more
than the amount added by the previous worker. Increasing marginal productivity is
indeed very likely when the labour force is small. In this situation, employing an
extra worker allows the workforce to be organised more efficiently. By dividing the
various tasks of production among a greater number of workers, the firm benefits
from specialisation and the division of labour. Workers become better and more
efficient in performing the particular tasks in which they specialise, and time is
saved that otherwise would be lost as a result of workers switching between tasks.

But as the firm adds labour to fixed capital, eventually the law of

diminishing marginal productivity (or law of diminishing marginal ™ _
returns) sets in. In this example, the law sets in when the sixth worker law of diminishing marginal
is employed. The fifth worker’s marginal product is nine cars, but the rat'urns: a short-term Iawt

. | s paioueroE o . which states that as a variable
sixth worker adds only seven cars to total output. Diminishing marginal , s

- g : : .. ’ factor of production is added

productivity sets in because labour is being added to fixed capital. When to fixed factors, eventually the
more and more labour is added to fixed plant and machinery, eventually marginal retun-i's (or marginal
the marginal product of labour must fall, though not often at a labour product) of the variable factor

force as small as six workers. will begin to fall.

Note that diminishing marginal productivity does not mean that an extra

worker joining the labour force is any less hardworking or motivated than

his or her predecessors. (In microeconomic theory we often assume that workers
and other factors of production are completely interchangeable and homogeneous.)
The law sets in because the benefits resulting from any further specialisation and
division of labour eventually become exhausted as more labour is added to a fixed
amount of capital or machinery.

EXAM TIP |

In production theory, students often confuse the law of diminishing returns, which is a short-
run law, with returns to scale, which relate to the long run when firms change the scale of
all the factors of production. You must avoid this mistake. The law of diminishing returns is
important for explaining short-run cost curves, and likewise, returns to scale explain long-
run cost curves, and the concepts of economies and diseconomies of scale.

Product curves

Figure 3.2 illustrates the law of diminishing marginal returns. In the upper panel of
the diagram, the law begins to operate at point A, where the slope of the total product
curve begins to change. With increasing marginal productivity, the slope of the total
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product curve increases, moving from point to point up the curve. When diminishing
returns set in, the total product curve continues to rise as more workers are combined
with capital, but the curve becomes less steep from point to point up the curve. Point
Y shows where total product begins to fall. Beyond this point, additional workers
begin to get in the way of other workers, so the marginal product of labour becomes
negative. However, you must avoid explaining negative marginal productivity in
terms of workers’ hostility or their tendency to throw a spanner in the works.

The total product curve in the Outputj
upper panel of Figure 3.2 plots the e
information in the top row of Table
3.1. By contrast, the lower panel
of the diagram plots the marginal

Total
product

/¥

product of labour (from the B

information in the bottom row of

Table 3.1) and the average product ¥

of labour (from the information in

the middle row of Table 3.1). 0 | ™ Number u?'
It is important to understand | wolrke S aplop
that all three curves (and all Outputy | :

three rows in Table 3.1) contain g -| Marginal B

the same information, but used product

differently in each curve (and row). g c

The total product curve plots the -

information cumulatively, adding ' \Amge
the marginal product of the last 3 product
worker to the total product before

the worker joined the labour force. 0 ‘W e
By contrast, the marginal product workerse‘:ir:;!uyed

curve plots the same information
non-cumulatively, or as separate
observations. Finally, at each level of employment, the average product curve shows
the total product of the labour force divided by the number of workers employed.

Figure 3.2 Total, marginal and average product curves

In the lower panel of Figure 3.2, the law of diminishing marginal productivity
sets in at point B, at the highest point on the marginal product curve. Before this
point, increasing marginal productivity is shown by the rising (or positively sloped)
marginal product curve, while beyond this point, diminishing marginal productivity
is depicted by the falling (or negatively sloped) marginal product curve. Likewise, the
point of diminishing average productivity sets in at the highest point of the average
product curve at point C. Finally, marginal product becomes negative beyond point W.

The relationship between marginal product and average product

The relationship between the marginal productivity and the average productivity of
labour is an example of a more general relationship that you need to know. Shortly,
I shall provide a second example, namely marginal cost and its relationship to
average cost.
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Marginal and average curves plotted from the same set of data always

display the following relationship:

s When the marginal is greater than the average, the average rises.
= When the marginal is less than the average, the average falls.
= When the marginal equals the average, the average is constant, neither

rising nor falling.

Chapter 3

Production and cost theory

EXAM TIP

Make sure you understand
the relationship between the
marginal and average values
of an economic variable.

Adam Smith was an eighteenth-century Scottish philosophy professor, and later customs commissioner, who is often said
to be the founder of modern economics. In his great book, An Inquiry into the Nature and Causes of the Wealth of Nations,
which was published in 1776, Adam Smith used the example of a local pin factory to explain how the division of labour
amongst workers greatly increases their ability to produce. Here is a slightly abridged version of what Adam Smith wrote.

Adam Smith’s pin factory

A workman not educated in the business of pin making
could scarce, perhaps, with his utmost industry, make
one pin in a day, and certainly could not make twenty. But
in the way in which this business is now carried on, one
man draws out the wire, another straights it, a third cuts
it, a fourth points it, a fifth grinds it at the top for receiving
the pin head. The business of making a pin is divided into
about eighteen distinct operations. Ten persons could
make among them upwards of forty-eight thousand pins
in a day. Each person, therefore, making a tenth part of
forty-eight thousand pins, might be considered as making
four thousand eight hundred pins in a day. But if they had

Follow-up questions
1 What is meant by the division of labour?

all wrought separately and independently, and without any
of them having been educated to this peculiar business,
they certainly could not each of them have made twenty;,
perhaps not one pin in a day.

This great increase in the quantity of work is a
consequence of the division of labour. There are three
different aspects of this: first, the increase of dexterity in
every particular workman; secondly, the saving of the time
which is commonly lost in passing from one species of
work to another; and lastly, the invention of a great number
of machines which enable one man to do the work of

many.

2 What effects does the division of labour have on production and costs?

Short-run costs

Cost curves measure the costs that firms have to pay to hire the inputs or factors
of production needed to produce output. In the short run, when the inputs divide
into fixed and variable factors of production, the costs of production can likewise be
divided into fixed and variable costs. This can be written as:

total cost = total fixed cost + total variable cost
Or;

TC=TFC + TVC

Likewise, average total cost per unit can be written as:

average total cost = average fixed cost + average variable cost

or.

ATC = AFC + AVC
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Figure 3.3 Fixed costs of
production

To explain how total costs of production vary with output in the short run, I shall
look first at fixed costs and then at variable costs.

Fixed costs

Fixed costs of production are overheads,

such as the rent on land and the

maintenance costs of buildings, which a fixed costs: the costs of employing
firm must pay in the short run. Suppose, the fixed factors of production in the

for example, that a car manufacturing short run.

company incurs overheads of £1 million

a year from an assembly plant it operates. I can represent these costs both as the
horizontal total fixed cost curve in Figure 3.3(a) and as the downward-sloping
average fixed cost curve in Figure 3.3(b). If the plant only managed to produce one
automobile a year, AFC per car would be £1 million — the single car would bear all
the overheads. But if the company were to increase production, average fixed costs
would fall to £500,000 when two cars are produced, £333,333 when three cars are

produced and so on. Average fixed costs per unit of output fall as output increases,
since overheads are spread over a larger output.

(a) Total fixed costs (b) Average fixed costs
Costs (£) 4 Costs (£)}
The spreading
1m s of overheads
AFC
0 > 0 T
Output Output
Variable costs
Variable costs are the costs that the
firm incurs when it hires variable factors
of production such as labour and raw Variable costs: the costs of
materials. For simplicity, | shall assume BmIJ'OYit'IQt'I’IG'V&FIablG factors of
that labour is the only variable factor of production in the short run.

production. The upper panel of Figure

3.4 shows the marginal and average productivity of labour. Diminishing marginal
returns begin at point A. Increasing marginal productivity of labour (or increasing
marginal returns) is shown by the positive (or rising) slope of the marginal product
curve, while diminishing marginal returns are represented, beyond point A, by the
curve's negative (or falling) slope.
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When labour is the only variable factor of production, variable Output4
costs are simply wage costs. If all workers receive the same
hourly wage, total wage costs rise in exact proportion to
the number of workers employed. However, with increasing
marginal labour productivity, the total variable cost of
production rises at a slower rate than output. This causes the
marginal cost (MC) of producing an extra unit of output to fall.
In Figure 3.4, the increasing marginal productivity of labour
(shown by the positive slope of the marginal product curve in
the upper of the two diagrams) causes marginal cost (shown in
the lower of the two diagrams) to fall.

However, once the law of diminishing marginal productivity sets
in, marginal cost rises with output. The wage cost of employing AVC
an extra worker is still the same, but each extra worker is now
less productive than the previous worker. Variable costs rise ey
faster than output, so marginal cost also rises.

Just as the MC curve is derived from the marginal returns L
or marginal productivity of the variable inputs, so the o Q Q, Output
average variable cost (AVC) curve (illustrated in the lower Figure 3.4 Deriving the MC and AVC curves from
panel of Figure 3.4) is explained by the average returns or short-run production theory

productivity curve (shown in the upper panel). When

increasing average returns are experienced, with the labour force on average

becoming more efficient and productive, the AVC per unit of output must fall as

output rises. But once diminishing average returns set in at point B, the AVC

curve begins to rise with output.

EXAMTIP

Make sure you understand the relationship between marginal product curves (or marginal
return curves) and marginal cost curves, in the economic short run.

Average total costs

The firm’s average total cost (ATC) curve is obtained from the addition of the AFC
and AVC curves, as shown in Figure 3.5(a). Figure 3.5(b) shows the ATC curve on
its own, without showing its two components (AFC and AVC). You should note that
the ATC curve is typically U-shaped, showing that average total costs per unit of
output first fall and later rise as output is increased. In the short run, average total
costs must eventually rise because, at high levels of output, any further spreading
of fixed costs becomes insufficient to offset the impact of diminishing returns upon
variable costs of production. Sooner or later, rising marginal costs (which, as | have
explained, result from diminishing marginal returns) must cut through and ‘pull
up’ the ATC curve.
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(a) Adding AFC to AVC to obtain the ATC curve (b) The U-shaped ATC curve
Costs { Costs
MC mcC ATC
Figure 3.5 The average o -
total cost (ATC) curve Output

EXAMTIP

You must understand that in the short run, the law of diminishing returns leads to rising
marginal costs, which in turn cause a firm'’s average total cost curve to be U-shaped. Note
also that the MC curve cuts both the AVC and the ATC curves at their lowest points (at the

bottom of the ‘U’).

Long-run production theory

The only way a firm can increase output in the short run is by adding more variable
factors of production (such as labour) to its fixed capital. But eventually the law of
diminishing productivity sets in, which causes short-run marginal costs to rise.
When the MC curve rises through the firm’s ATC curve, average total costs of

production also rise.

Labour

N = g ~
| ah A A
|‘ I'J{‘ lr“ '—.l‘-}‘ E »]

nnn |
Plant Diminishing returns to
Si%e _A ) labour eventually setin

The short-run returns
to variable factors of
production

The long-run retums to scale

Figure 3.6 Returns to scale

To escape the adverse effect of
rising short-run costs upon profit,
in the economic long run a firm
may decide to change the scale of
its operations. In the long run there
are no fixed factors of production.
In this time period, the firm can
change the scale of all its factors
of production, including its capital
or production plant, which is
normally assumed to be fixed in
the short run.

Returns to scale

Figure 3.6 illustrates the important
distinction between returns to
a variable factor of production,
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which occur in the short run, and returns to scale, which operate only S —
in the economic long run. Suppose that initially a firm’s fixed capital

is represented by plant size 1 in the diagram. Initially, the firm can returns to scale: describes

increase production in the short run, by moving along the horizontal = how output changes when
arrow A, employing more variable factors of production such as labour. the 5‘331_9 of all thefan?tors of
However, the only way the firm can further increase profits once the  Production changes in the long

run. They divide into increasing
returns to scale, decreasing
returns to scale and constant
returns to scale,

short-run profit-maximising output has been reached is to change the
scale of its operations, assuming that the firm cannot operate its existing
plant more efficiently. In the long run, the firm can invest in a larger
production plant, such as plant size 2, shown as the move along the
vertical arrow X in the diagram. Once plant size 2 is in operation, the
firm is in a new short-run situation, able to increase output by moving
along arrow B. But again, the impact of diminishing returns may eventually cause
the firm to expand the scale of its operations to plant size 3 in the long run.

The law of diminishing marginal productivity, explained earlier in the context of

short-run production, is a short-run law that does not operate in the long run when

a firm increases the scale of all its inputs or factors of production. With returns to

scale there are three possibilities:

= Increasing returns to scale. If anincrease in the scale of all the factors of production
causes a more than proportionate increase in output, there are increasing returns
to scale.

= Constant returns to scale. If an increase in the scale of all the factors of
production causes a proportionate increase in output, there are constant returns
to scale.

w Decreasing returns to scale. If an increase in the scale of all the factors of
production causes a less than proportionate increase in output, there are decreasing
(or diminishing) returns to scale.

[t is important not to confuse returns to scale, which occur in the long run
when the scale of all the factors of production can be altered, with the short-run
returns that occur when at least one factor is fixed. We have already seen how
short-run returns affect the shape of a firm’s short-run cost curves. [ shall now
explain how returns to scale affect the shape of a firm’s long-run average costs
(LRAC) of production.

Long-run costs

In the long run, a firm can change the scale of all its factors of production, moving
from one size of plant to another. Figure 3.7 shows a number of short-run average
total cost (SRATC) curves, each representing a particular size or scale of firm. In the
long run, a firm can move from one short-run cost curve to another, with each curve
associated with a different scale of capacity that is fixed in the short run. The line
drawn as a tangent to the family or set of SRATC curves is the long-run average cost
(LRAC) curve.
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Figure 3.7 A U-shaped

SRATC, SRATC, LRAC

SRATC,
SRATC,
SRATC, SRATC: SRATC,

Economies

Diseconomies
of scale

of scale

LRAC curve and its related : ] 5

SRATC curves

Q Output

Economies of scale and diseconomies of scale

Just as it is important to avoid confusing short-run returns or productivity with
long-run returns to scale, so returns to scale must be distinguished from a
closely related concept: economies and diseconomies of scale. Returns to scale
refer to the technical relationship in production between inputs and outputs
measured in physical units. For example, increasing returns to scale occur if a
doubling of a car firm’s factory size and its labour force enables the firm to more
than double its output of cars. There is no mention of money costs of production
in this example of increasing returns to scale. Returns to scale are part of long-
run production theory, but economies and diseconomies of scale are part of
long-run cost theory. Economies of scale occur when long-run average costs
(LRAC) fall as output increases. Diseconomies of scale occur when LRAC rise as
output increases.

EXAM TIP

You must develop your understanding of economies and diseconomies of scale from the
knowledge you learnt at AS. In particular, you must know that economies of scale reduce a
firm’'s long-run average costs. At A2 you must thoroughly understand cost theory, especially
the difference between short-run and long-run cost curves.

There is, however, a link between returns ik

o Scalf_‘ al'ld ECOHDmiES and diSECDDﬂmiES economies of scale: fa'hng |Dng._mn
of scale. Increasing returns to scale lead to average costs as the size or scale of
fallinglong-run average costs or economies the firm increases.

of scale, and likewise decreasing returns : . . e
e & diseconomies of scale: rising long-

to scale bring about rising long-run ; - :
8 : } 8 8 run average costs as the size or scale
average costs or diseconomies of scale. of the firm increases

The shape of the long-run average cost curve

Figure 3.7 illustrates a U-shaped long-run average cost curve in which economies
of scale are eventually followed by diseconomies. An increase in all the inputs or
factors of production causes LRAC to fall to C;, at output @,, but after this point,
diseconomies of scale set in.
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However, the long-run average cost curve need not be U-shaped, in which economies
of scale are followed symmetrically by diseconomies of scale. Some industries,
including many personal services such as hairdressing, exhibit economies of small-
scale production. In such industries, diseconomies of scale may set in at a relatively
small size of production plant or fixed capacity, resulting in the rising LRAC curve
illustrated in Figure 3.8.

Costs }

Figure 3.8 Economies
> of small-scale production

EXAMTIP

Short-run production is affected by the law of diminishing returns (or diminishing marginal
productivity). No similar law affects long-term production. In the long run, increasing returns
to scale, constant returns to scale and decreasing returns to scale may all occur, but not all
of them have to occur.

In other industries, which lack significant economies or diseconomies of scale, the
horizontal LRAC curve depicted in Figure 3.9 may be more typical, allowing firms or
plants of many different sizes to exist within the same industry.

Costs }
SRATC, SRATC, SRATC, SRATC,
C, E Z E Z 5 z E Z LRAC
| > Figure 3.9 A horizontal
e Output LRAC curve

In much of the manufacturing industry, however, statistical studies suggest
that the LRAC curve is L-shaped, as illustrated in Figure 3.10. Beyond output Q,
the LRAC curve is horizontal. No further economies of scale are possible, but
likewise there are no diseconomies of scale. In industries such as automobile
and aircraft building, for which the L-shaped curve may be typical, size of
firm is limited by market constraints rather than by the onset of diseconomies
of scale.
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. of scale
Figure 3.10 An

L-shaped LRAC curve e Minimum efficient scale (MES) -~

and the minimum 0 >

efficient scale (MES) @ Output

The optimum size of firm and minimum efficient scale
The size of plant at the lowest point on the firm’s LRAC curve is known as
A firm's long-run the optimum plant size. When the long-run average cost curve is U-shaped,
average cost curve as in Figure 3.7, we can identify a single optimum plant size level of output,
may be U-shaped, but occurring after economies of scale have been gained, but before diseconomies
it does not have to be of scale set in. In Figure 3.7, optimum plant size is shown by the short-run cost
U-shaped. Various curve SRATC;, with optimum output at Q,. In the case of the horizontal LRAC
shapes are possible. curve illustrated in Figure 3.9, where there are no economies or diseconomies

of scale, it is not possible to identify an optimal plant size.

chfvevter, when the LRAC curve is L-shaped, T
as in Figure 3.10, the long-run average cost ————"

curve flattens out. Plant size 3 is therefore = minimum efficient scale (MES): the
known as the minimum efficient scale smallest size of plant that can benefit
(MES), indicating the smallest size of plant from minimum long-run average costs.
that can benefit from minimum long-run

average costs. Some economies of scale may still be possible, for example technical
economies, but these would be offset by diseconomies of scale emerging elsewhere

Engine construction at a
Rolls-Royce manufacturing
plant
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Production and cost theory

within the business, for example managerial diseconomies of scale. (I explain
technical economies of scale and managerial diseconomies of scale in Chapter 8.)

CASE STUDY 3.2

Economies of scale and mergers in the airline industry

In the recession which hit the global economy in 2008,
airlines suffered badly from a collapse in passenger
numbers. Many airlines concluded that the only way to
reduce their losses was to merge with other airlines. In
the USA, United Airlines merged with Continental to form
the world's biggest carrier. In Europe, British Airways (BA)
joined up with the Spanish flag-carrier, Iberia.

Why were mergers now such an attractive option? The
simple answer is that airlines urgently needed to cut their
costs, and mergers were seen as the easiest way to do it,
without the airlines losing out to the competition.

Airlines operate very similar businesses. As well as
flying the planes, they run significant back-office functions
including administration and support services for planes.
By merging these together, they can effectively halve their
costs. Within the air transport industry there are significant
economies of scale. Savings can also be made through
cutting capacity by reducing the number of flights. For
example, where Continental and United routes overlapped

Follow-up questions

or competed with each other, the merged company cut
some of these flights, thereby reducing competition for its
remaining services, and saving the firm many thousands
of pounds a day in the process. Additionally, the company
sought to increase its revenues by using the landing and
take-off slots freed up by the cuts to fly to new destinations.

Despite the obvious benefits, it took the worst crisis
in the history of the airline industry to underline the
urgent need for consolidation and the pursuit of further
economies of scale.

However, consolidation through merger may be more
trouble than it's worth. There may be significant cultural
differences — even between two similar airlines — that
can be difficult to overcome. There are also anti-monopoly
issues, with governments increasingly concerned over
the impact that large-scale consolidation could have on
competition. Labour disputes with staff and trade unions —
in BA's case in particular — have also made reducing costs
through staff cuts more difficult than the airlines would like.

1 Qutline two technical economies of scale that benefit airlines, in addition to the economies of scale that might result

fromn mergers.

2 Describe two diseconomies of scale that may affect airlines as they grow in size.

Production is a process or set of processes for converting inputs into outputs.
The key concept in short-run production theory is the law of diminishing returns.
. This law is also known as the law of diminishing marginal productivity.
In the short run, the marginal cost curve and the average variable cost curve are derived

from the law of diminishing marginal returns.
« The short-run average cost curve is U-shaped.

The key concept in long-run production theory is returns to scale.
+ Increasing returns to scale, constant returns to scale and decreasing returns to scale are all

possible.

Increasing returns to scale lead to economies of scale and falling long-run average costs.
« Decreasing returns to scale lead to diseconomies of scale and rising long-run average

costs.

- The long-run average cost curve may be U-shaped, but other shapes are possible.
- Minimum efficient scale (MES) is illustrated on an L-shaped LRAC curve.
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Exam-style questions

1 Explain the difference between the law of diminishing returns and decreasing returns to scale.
How do these affect a firm's cost curves in both the short run and the long run?

2 What is the relationship between returns o scale and economies and diseconomies of scale?
3 Evaluate the view that large firms are always better than small firms.

4 ‘Mergers in the global airline industry must be bad because they significantly reduce competition.’
To what extent do you agree with this view? Justify your answer.

Extra resources to help you revise are available online at www.hodderplus.co.uk/philipallan

(15 marks)
(15 marks)
(25 marks)

(25 marks)
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Revenue theory and market
SFOCIrEs

Chapter 3 explains how production takes place, and how the nature of production
affects a firm’s costs of production, in both the short run and the long run. This chapter
develops two further elements in the theory of the firm, namely the market structures in
which firms sell their output, which in turn affect the sales revenue that firms earn when
they increase the quantity of output they sell.
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LEARNING OUTCOMES

This chapter will:

= develop the explanation of market structures first mentioned in Chapter 2

= explain how the competitiveness of a market structure affects a firm’s revenue curves
= explain the difference between average revenue and marginal revenue

= compare a perfectly competitive firm’s revenue curves with those of a monopoly

WHAT YOU SHOULD ALREADY KNOW

At AS, you learnt very little about the subject matter of this chapter. Having studied Unit 1.
Markets and market failure, all you are required to know at the beginning of the A2 course is
that profit is the difference between revenue and cost. Prior knowledge of revenue curves in
the different market structures is not expected at the beginning of the A2 course.

However, an understanding of price elasticity of demand is very useful when learning about

monopoly revenue curves. Elastic:i‘ty is one of the key Unit 1 topics that is tested synoptically
in the Unit 3 exam at A2,

The different market structures

In Chapter 2, 1 briefly mentioned that the nature

of a f-lljm'S sales revenue depends on %he
competitiveness of the market structure in which

the firm sells its output. Figure 2.1 on page 13 market structure: the
introduced the main market structures covered in framework within which a firm
this and the next three chapters, namely perfect  sellsits output.
competition, monopoly and oligopoly. These are

shown in greater detail in Figure 4.1.

EXAMTIP

For the Unit 3 examination, candidates must expect data-response and essay questions
to be set on perfect competition, monopoly or oligopoly. Questions will not be set on
monopolistic competition.

Chapter 4
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Figure 4.1 The main
market structures

seee——

Perfect competition Various forms of imperfect competition Monopoly
NV
» large number of buyers . 4 '4/ \l’ 1 firm
and sellers Monopolistic Oligopoly Duopoly producing
« with perfect market competition A few mutually mnrzbe of
< market output
information Imperfect competition interdependent firms, pu
* able to buy/sell as much  amongst the many’ each needing to take Price maker
as they wish at the ruling account of ts rivals’
market price reactions when deciding
* unable to influence the Itts otwn marketing
ruling market price Saleay
* uniform product ‘Imperfect competition
* no barriers to entry or amongst the few’
exit in the long run
Price takers

Market structures are defined by the number of firms in the market. However, this
leads to other important aspects of the market, such as the competitiveness of the
market, and the ways in which firms behave and conduct themselves in the market.
Perfect competition and monopoly are at the opposite extremes of the spectrum of
market structure shown in Figure 4.1. The market structures that lie between these
extremes provide examples of imperfect competition.

EXAMTIP

While you should know the six conditions of perfect competition, it is seldom if ever relevant
to regurgitate this list in an examination answer. Rather, you must learn the skills of applying
one or more of the conditions of perfect competition to explain, analyse or evaluate the
characteristics of a perfectly competitive market, or to compare perfect competition with

monopoly or oligopoly.

Pure monopoly, in which a single firm

produces the whole of the output of a

market or industry, is the most extreme pure monopoly: exists where there is
form of imperfect competition. Indeed, a only one firm in a market.

pure monopolist faces no competition at

all, since there are no other firms to compete against. Usually, however, monopoly
is a relative rather than an absolute concept. Until quite recently, the British
Gas Corporation was the single producer of piped gas to households and most
industrial customers, but it experienced competition from other sources of energy
such as electricity and oil. British Gas’s monopoly power was further reduced in
1998 when other companies, including electricity companies, were allowed to sell
gas to customers via the pipelines previously owned by British Gas. Monopolists
do, therefore, face competitive pressures, both from substitute products and
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sometimes also from outside firms trying to enter the market to destroy their
monopoly position.

At the other end of the spectrum, perfect competition is actually

non-existent. It is best to regard perfect competition as an unreal or
abstract economic model defined by the conditions listed in Figure 4.1. In
Chapter 5, I explain that real-world markets cannot display simultaneously
all the conditions necessary for perfect competition. Since any violation
of the conditions of perfect competition immediately renders a market
imperfectly competitive, even the most competitive markets in the real
economy are examples of imperfect competition rather than perfect
competition.

perfect competition: exists
in a market containing a large
number of firms and meets the
six conditions that define the
market structure.

But despite the lack of perfect markets in the real world, the theory of perfect
competition is perhaps the most important and fundamental of all conventional
economic theories. Critics of orthodox microeconomic theory strongly argue that
economists pay undue attention to perfect competition as a market structure and
that this encourages a false belief that a perfect market is an attainable ideal. As you
read this and the next few chapters, remember at all times that perfect competition
is an unrealistic market structure. (It would be clearer for students if perfect and
imperfect competition were respectively called unrealistic competition and realistic
competition.)

Nevertheless, perfect competition performs a very useful function. It
serves as a standard or benchmark against which we may judge the

KEY TERM

desirable or undesirable properties of the imperfectly competitive 0“9“!‘-’?‘}‘1 an imperfecti:,f
market structures of the world we live in. competitive market containing
only a few firms.

As | have mentioned, all markets between the polar extremes of
perfect competition and monopoly are labelled as imperfectly
competitive. There are two main imperfectly competitive
market structures, monopolistic competition and oligopoly. If
you use another textbook, alongside this one, that covers the
requirements of all the GCE examining boards, you will find a
chapter there on monopolistic competition. However, monopolist
competition is not in the AQA economics specification, so
don’t bother learning about it, at least beyond knowing that
monopolistic competition is, as Figure 4.1 indicates, imperfect
competition amongst the many. This means that there are a
large number of firms in the market. By contrast, in oligopoly,
which Figure 4.1 describes as imperfect competition amongst
the few, there are generally only a handful of firms. (Indeed in
duopoly, which is a special case of oligopoly, there are only two
firms in the market.)

Microsoft, Sony

and Nintendo form
an oligopoly in the
video games console
market

Almost all real-world markets, certainly in developed economies such as the
United Kingdom, are imperfectly competitive, and some of them, such as the video
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games console market, are oligopolies. Chapter 7 explains how oligopoly and
concentrated markets divide into competitive oligopoly, in which firms compete
actively against each other, and collusive oligopoly, in which firms cooperate with
each other.

Revenue

Revenue is the sales revenue or money that @4 g&ia:1,
a firm earns when selling its output. As I

emphasise in Chapter 2, you must not confuse
a firm’s revenue with the returns or output
that the firm produces.

revenue: the money income a firm
receives from selling its output.

Likewise, you must not confuse total revenue, average revenue and marginal
revenue. Total revenue is all the money a firm earns from selling the total output of
a product. It is cumulative. Selling one more unit of a product or good usually causes
total revenue to rise. By contrast, at any level of output, average revenue is calculated
by dividing total revenue by the size of output:

average revenue = YR IOVENINO orAR = E
output Q

Make sure you don't confuse
revenue with returns or with profit.

where TR, AR and Q are the symbols | use for
total revenue, average revenue and the level
of output.

Marginal revenue is the addition to total revenue resulting from the sale of one more
unit of output. Marginal revenue can be calculated by using the equation:

Atotal revenue of MR = ATR

marginal revenue =
Aoutput AQ

where MR means marginal revenue and A indicates a change in total revenue and
output.

The Greek delta symbol A is used by mathematicians as the symbol for a change in
the value of a variable over a range of observations. The word ‘marginal’ means the
change in the value of a variable when there is one more unit of the variable, so A is
the symbol that indicates this change. It is used in the formulae for marginal product
and marginal cost, as well as marginal revenue.

How the competitiveness of a market structure
dffects a firm’'s revenue curves

Having explained the meaning of total, average and marginal revenue, in the
final two sections of this chapter I shall explain how a firm’s average revenue
curve and its marginal revenue curve are derived, first in perfect competition

AQA AZ Economics



Revenue theory and market structures

and then in monopoly. (I explain oligopoly revenue curves in Chapter 7, rather
than in this chapter.)

Revenue curves in perfect competition

| shall use the conditions of perfect competition, listed at the left-hand side of Figure

4.1, to derive the revenue curves facing a firm in a perfectly competitive market. The

first four of the conditions of perfect competition are:

m a large number of buyers and sellers

= buyers and sellers possessing perfect information about the market

= possible to buy and sell as much as needed at the ruling market price set by market
forces in the market as a whole

m individual market transactions unable to influence the ruling market price

Taken together, the four conditions I have listed tell us that a perfectly competitive
firm, which is depicted in panel (a) of Figure 4.2, faces a perfectly elastic demand
curve for its product. The demand curve facing the firm is located at the ruling
market price, P,, which itself is determined through the interaction of market
demand and market supply in panel (b) of the diagram.

The assumption that a perfectly competitive firm can sell whatever quantity it
wishes at the ruling market price P, but that it cannot influence the ruling market
price by its own action, means that the firm is a passive price-taker.

The labels ‘No sales’ and ‘No sense’ that | have placed on Figure 4.2(a), respectively
above and below the price line P,, help to explain why a perfectly competitive firm
is a price-taker. ‘No sales’ indicates that if the firm raises its selling price above
the ruling ma