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Get the most from this book

Everyone has to decide his or her own revision strategy,
but it is essential to review your work, learn it and test your
understanding, This Revision Guide will help you to do

that in a planned way, topic by topic. Use this book as the
cornerstone of your revision and don't hesitate to write in it
— personalise your notes and check your progress by ticking
off each section as you revise.

MTick to track your progress

Use the revision planner on pages 4-6 to plan your revision,
topic by topic. Tick each box when you have:

@ revised and understood a topic

@ tested yourself

@ practised the exam-style questions

You can also keep track of your revision by ticking off each
topic heading in the book. You may find it helpful to add
your own notes as you work through each topic.

My revision planner
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Features to help you succeed

Expert tips

Throughout the book there are tips from the experts
on how to maximise your chances.

Det
Clear and concise definitions of the essential key terms
from the syllabus are given on the page where they
appear. The key terms are highlighted in bold and a

| glossary is provided at the back of the book.

ns and key words \

Revision activities

The activities will help you to understand each topic in
an interactive way.

Now test yourself
These short, knowledge-based questions provide the

first step in testing your learning. Answers are at the
back of the book.

e [l

Questions and answers

Use the exam-style questions and answers to
consolidate your revision and practise your exam skills.
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1 Basic economic ideas ready.
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10 Problems of transition

11 Production curve:

13 Decision making at the margin
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15 Division of labour.
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Countdown to my exams

@ Start by looking at the syllabus — make sure you
know exactly what material you need to revise
and the style of the examination. Use the revision
planner on pages 4-6 to familiarise yourself with
the topics.

Organise your notes, making sure you have
covered everything on the syllabus. The revision
planner will help you to group your notes into
topics.

Work out a realistic revision plan that will allow
you time for relaxation. Set aside days and times
for all the subjects that you need to study, and
stick to your timetable.

Set yourself sensible targets. Break your revision
down into focused sessions of around 40 minutes,
divided by breaks. This Revision Guide organises
the basic facts into short, memorable sections to

make revising easier.
veied [l

® Read through the relevant sections of this book
and refer to the expert tips and key terms. Tick
off the topics as you feel confident about them.
Highlight those topics you find difficult and look
at them again in detail.

Test your understanding of each topic by working
through the ‘Now test yourself’ questions in the
book. Look up the answers at the back of the
book.

Make a note of any problem areas as you revise,
and ask your teacher to go over these in class.
Look at past papers. They are one of the best
‘ways to revise and practise your exam skills. Write
or prepare planned answers to the exam-style
questions provided in this book. Check your
answers with your teacher.

Use the revision activities to try different revision
methods. For example, you can make notes using
mind maps, spider diagrams or flash cards.

Track your progress using the revision planner and
give yourself a reward when you have achieved
your target.

Revised

Try to fit in at least one more timed practice of
an entire past paper and seek feedback from your
teacher, comparing your work closely with the
mark scheme.

Check the revision planner to make sure you
haven't missed out any topics. Brush up on any
areas of difficulty by talking them over with a
friend or getting help from your teacher.
Attend any revision classes put on by your
teacher. Remember, he or she is an expert at
preparing people for examinations.

reised [
The day before the examination

Flick through this Revision Guide for useful
reminders, for example the expert tips and key terms.
Check the time and place of your examination.

Make sure you have everything you need — extra
pens and pencils, tissues, a watch, bottled water,
sweets.

Allow some time to relax and have an early night to
ensure you are fresh and alert for the examination.

reied [l

Paper 1
Date: ...

Time:

Location:...

Paper 2
Date: ...

Time: ...

Location:. .
Paper 3
Date: ...

Time:

Location:...

Paper 4
Date: ...
Time: ..

Location:. .

~
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1 Basic economic ideas

Scarcity, choice and resource allocation

Scarcity refers to the fact that at any moment in time, the output that an
economy is able to produce will be limited by the resources and technology
available. People’s wants and needs, however, will always exceed the resources
available to satisfy them, i.e. these wants and needs are unlimited. This is known
as the economiic problem.

As a result of this condition of scarcity, choices must be made. In all economies,
therefore, there is an inevitability of choice at all levels of decision making, ie. at
the level of the individual, the firm and the government.

This focus on choice stresses the need to recognise the implications of not only
choosing one thing, but also of not choosing something else. This is known as
opportunity cost. For example, using a piece of land for farming purposes or to
build a factory on.

wants: things that are not essential, e.g. a new car or television

needs: things that are essential for human survival, e.g. food or shelter
resources: the inputs available to an economy for use in the production of
goods and services

economic problem: a situation where there are not enough resources to satisfy
all human needs and wants

opportunity cost: the benefit foregone from not choosing the next best alternative

Itis important that candidates fully understand the difference between a want
and a need, and can clearly demonstrate this understanding to the examiner.

Expert tip
Candidates sometimes define opportunity cost as the benefit that s foregone
asa result of taking a decision. But it is not the result of any random choice; it is
the cost of the next best alternative foregone.

The emphasis on choice focuses on three basic economic questions:
® what will be produced

® how it will be produced

® for whom it will be produced

Candidates should emphasise the importance of needing to make a choice as
a result of the condition of scarcity, and although choice can apply to various
areas of economic activity, these three basic economic questions are the three
most fundamental ones.

Now test yourself

1 Define what is meant by the
“economic problem’
2 Explain what is meant by the term

‘opportunity cost’

Answers on p.154

e [l
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These three basic economic problems are solved in different ways in various
economies, ie. resource allocation can be approached through different systems
or mechanisms, as the next section shows.

Different allocative mechanisms

There are three different types of allocative mechanism:

® market economies
@ planned economies
® mixed economies

allocative mechanism: an allocative mechanism is a method of taking
decisions about the different uses that can be made of factors of production.
A mechanism is needed for economic goods that are scarce. Free goods in
sufficient supply to satisfy demand, such as air or sunshine, do not need an

| allocative mechanism.

Candidates should understand that every country in the world (and there are
over 200 countries) will allocate its scarce resources in different ways. This range
of allocative mechanisms is so broad that economists have focused on three
main types: market economies, planned economies and mixed economies.

Market economies

Thisis where the allocation of resources s left to the market forces of demand
and supply through the operation of the price mechanism. The advantages and

disadvantages are shown in Table 1.

Table 1 Advantages and disadvantages of the market economy

Advantages of the market Disadvantages of the market
economy economy

© Decisions are made by individual
consumers, who act in their own
self-interest, i.e. the maximisation
of their utilty or satisfaction when
they consume a product.

 Decisions are made by individual
producers, who act in their own
self-interest, i.. the maximisation
of their profits.

© The use of the price mechanism to
allocate resources (referred to as
‘the invisible hand’ by the Scottish
economist Adam Smith) means.
that there is no need for any
government intervention in the
allocation of resources.

© Some products wil be under-
provided and under-consumed in a
market economy; these are known
as merit goods, e.g. education and
healthcare.
Some products will be over-provided
and over-consumed in a market

hese are known as demerit

e
Some products will not be provided
or consumed at all in a market
economy because it would be
impossible to charge a market price
for them; these are known as public
goods, e.q. defence and lighthouses.

market economy (or market system): an economy where decisions about the
allocation of resources are taken through the price mechanism

market: a way in which buyers and sellers come together to exchange products
Adam Smith: one of the founding fathers of Economics (1723-90) and author

1C economi

)
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of The Wealth of Nations, published in 1776
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Mixed economies

Planned economies

Planned economies, also known as command economies, involve the

allocation of scarce resources through government intervention with no (or very

little) scope for market forces to operate. The advantages and disadvantages are

shown in Table 2.

Advantages of the planned

economy

® Government intervention in the
allocation of resources means it
can take decisions in the national
interest, e.g. it can prevent the

production of socially undesirable
products, such as drugs or
pornography.

@ The government can intervene
10 bring about a more equitable
distribution of income and wealth.

Table 2 Advantages and disadvantages of the planned economy

Disadvantages of the planned

economy

A system with such a large amount
of government influence and control
will tend to be bureaucratic and, as
a result, may be inefficient.

© The lack of competition and the
lack of the profit motive mean
that products are often of a poor
quality with consumers having little
choice.

planned (or command) economy: an economy where decisions about the
allocation of resources are taken by the state

A mixed economy combines elements of both market economies and planned
economies, ie. there is some degree of state ownership and state intervention
butin many areas of the economy market forces will be allowed to operate.

It could be argued that all economies today are, to some extent, mixed
economies. However, there are large differences between, say, China, where the
government still plays an important role in the allocation of resources, and the
United States, where the government has only a limited role in the allocation of

resources.

( -
‘ mixed economy: an economy where the allocation of resources is decided both

by market forces and by the state

Now test yourself

3 Distinguish between a market
economy, a planned economy and

a mixed economy.
Answer on p.154
= |

Candidates need to demonstrate they understand that the degree of mixture in
any economy is not static. For example, since the credit crunch began in 2007,a
number of banks in many countries have either been brought under complete
state ownership or have been given financial assistance by government to
remain in business. One bank in the UK, RBS (Royal Bank of Scotland), became

84% state owned.

Problems of transition

A number of economies are going through a period of change where the
extent of central planning is being reduced and market forces are being
allowed to have a greater degree of influence. China is an example of such a
transitional economy. There are, however, possible problems associated with

transition, as Table 3 shows.

Revi

n activity

Make alist of the key features of market
economies, planned economies and
mixed economies.

Cambridge International AS and A Level Economics Revision Guide



Table 3 Problems of transitional economies

TEITETIETN A planned economy is generally better able to keep down the rate of unemployment in an economy;
when there is a move towards greater reliance on market forces, the rate of unemployment in an
economy i likely to increase because in a market economy, firms aim to maximise profits and this may
lead them to reduce costs of production, possibly by laying off some workers.

In a planned economy, the state controls prices so it is easier to keep down the rate of inflation; when
prices are determined by the free-market forces of demand and supply, it is more difficult to control
prices and so inflation is more likely.

In a planned economy, it is possible for the state to support inefficient firms and industries; when state
support s ended, such firms and industries may not be able to compete and so output could fall.

IC economic

A planned economy is able to provide housing and healthcare to everyone; with the introduction of
market forces, there may be a fall in welfare provision and this may have a detrimental effect on levels
of productivity in the economy.

@

]
@
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transitional economy: an economy which was previously a command or
planned economy and which is now allowing a greater degree of scope for

market forces to operate

Candidates should recognise that transitional econormies can vary a great deal
depending on the degree of change or transition that has taken place. Some of
these economies will till be similar to a planned economy, with only a small
degree of private sector involvement in the economy. On the other hand, some
of these economies will have moved away from a planned economy towards 4 Analyse what is meant by a
more of a market economy. It should also be understood that such economies transitional economy.

are changing apidly, and a great deal of change can have taken place inashort | Ancwver on p.154
period of time. :

Now test yourself

Production possibility curves

A production possibility curve (or production possibility frontier, as it is
sometimes called) shows the different combinations of products that can be
produced if the economy is working at full capacity. It can also be referred to as
a ‘production transformation curve’.
-

production possibility curve (or frontier): a graphic representation showing
the maximum combination of goods or services which can be produced from
given resources

The shape of the curve shows that there are a number of different combinations
that can be used to produce products. It is drawn as a curve rather than asa
straight line because not all factors of production are equally efficient. This can
be seen in Figure 1.

Capital goods 4
per period

K

Ci Consumer goods
per period

Figure 1 A production possibility curve

Production possibility curves @



1 Basic econom

The production possibility curve (PPC) in Figure 1 shows the combination of
capital goods (shown on the vertical axis) and consumer goods (shown on the
horizontal axis) that an economy can produce at a particular period of time
with the existing economic resources available. Point A shows one possible
‘combination of outputs, i.e. where the economy produces K; capital goods and
G, consumer goods. Any change along the curve from point A will show that
the production of more of one type of goods will lead to production of less of Now test yourself
the other (thus illustrating the concept of opportunity cost).

5 Explain what is shown in a
Point C, which is inside the PPC, shows that the economy is not using its production possibility curve.
resources efficiently and there is some degree of unemployment of resources. Answer on p.154
Output of both capital and consumer goods is lower than it could be.

Point B, which is outside the PPC, is unreachable at the present period of time
given the resources that the economy currently has. However, over a period

of time, it is possible for there to be economic growth resulting from the
availability of more resources and/or the more productive use of resources, and
this would enable point B to be reached. This can be seen in Figure 2.

I goods
per period

Consumer guodj
Figure 2 Economic growth

Economic growth enables an economy to produce more of both goods, ..
more of both capital and consumer goods. It refers to a situation where there is
an expansion in the productive capacity or potential output of an economy.
This can be seen in Figure 2 by a rightward shift of the PPC from PPC, to PPC,.

economic growth: an expansion in the productive capacity or potential of an
economy

Itis important that candidates understand the difference between a movement
along, and a shift of, a production possibility curve. A movement along a curve
indicates the different combinations of two goods that could be produced from
the given resources in an economy. A shift of a curve to the right, however,
would indicate an expansion in the productive potential or capacity of an
economy, allowing more to be produced of both goods.

Production in an economy can take place in three sectors: the primary sector,
the secondary sector and the tertiary sector.

© The primary sector is the extractive sector and is concerned with Now test yourself
production in areas of an economy such as fishing, forestry and mining. 6 Distinguish, with the aid of

@ The secondary sector is the manufacturing and construction sector and is examples, between the primary,
concerned with production in areas of an economy such as car production secondary and tertiary sectors of
and the construction of aifport runways. Froduction.

® The tertiary sector is the services sector and is concerned with areas of Answer on p.154

economic activity suich as teaching, medicine and the law:

Cambridge International AS and A Level Economics Revision Guide



primary sector: production that takes place in agriculture, fishing, forestry, Revision activity
mining, quarrying and ol extraction Research your own economy and make
secondary sector: production that takes place in manufacturing, construction alist of the main primary, secondary
and tertiary industries located in your
and energy
country.

| tertiary sector: production that takes place through the provision of services

Decision making at the margin

Economists, in their analysis of decision making, are often concerned with
decisions that are taken at the margin, i.e. the point at which the last unit of a
product is produced or consumed.

£
S
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There are many examples of ‘marginal decision making' throughout this book.
For example, marginal cost is the additional cost of producing one more unit of
a product, and marginal utility is the extra or additional satisfaction that can be
gained from the consumption of one more unit of a product. The marginal
efficiency of capital is the additional output produced by the last unit of capital
investment employed in the production process.

| margin: the point at which the last unit of a product is produced or consumed

costs of production: these are the various costs involved in the production
process and can be generally divided into fixed costs, which do not vary with
changes in output, and variable costs, which do vary with changes in output
fixed capital formation: buildings, plant, machinery and vehicles for
commercial use that are used in the production process
investment: spending on capital equipment, such as a machine or a piece of
equipment that can be used in the production process
working capital: the part of the capital of a business that is available to pay for
wages and materials and not tied up in fixed capital, such as land, buildings or
equipment

The concept of the margin is of fundamental importance in economics and you
will have opportunities to bring it in to many of your answers. For example, it is
important, i the study of satisfaction, to distinguish between marginal utility
and total utiity.

Positive and normative statements

It is important in economics to be able to distinguish between two different
Types of statement. A positive statement is one which is factually correct.
A normative statement, on the other hand, reflects the norms or values of
the person expressing the statement, i.e. such a statement will involve a
value judgement and will reflect someone's personal opinions. Normative
statements often include the words ‘should’ or ‘ought to’.

| positive statement: a statement which is factual and objective

normative statement: a statement which is subjective and expresses a value
judgement

| value judgement: an opinion which reflects a particular point of view

Positive and normative statements @



Revision activity.
Candidates should understand that economics s one of the social sciences Write out three positive statements and
50 positive statements play an important role in the subject. Normative three normative statements.
tatements, on the other hand, are more subjective and are reflections of value
judgements.

Ceteris paribus

Economics is one of the social sciences and there are many aspects of the
subject that involve a scientific analysis. It is recognised, however, that the study
of human behaviour is not really possible in laboratory conditions.

1 Basic econom

Economists do, nevertheless, put forward theories by assuming that certain
other aspects of behaviour can be held constant. This enables economists to
isolate a single change, assuming that all other possible influences are unchanged.
The assumption of ceteris paribus, that other things are equal, means that
economists can analyse one aspect of behaviour at a time. For example, in this
way it has been possible to put forward economic laws of demand and supply.

These economic theories have been put forward in relation to both
roeconomics and macroeconomics.

[ ceteris paribus: a Latin term that literally means ‘other things being equal
economic law: an economic theory put forward by economists, such as the
laws of demand and supply
microeconomics: the study of the behaviour of relatvely small economic units,
such as particular individuals, households or firms
macroeconomics: the study of economics at the national and intemational

levels
. y
Revision activity
Candidates should appreciate that it i virtually impossible to keep all variables Note down why the concept of ceteris
constant, and this is why economists use the concept of ceteris paribus to paribus is important in economics.

indicate the idea of ‘everything else being held constant’ This idea can be
brought into a number of answers, such as in relation to showing the
relationship between changes in the price of a product and changes in the
demand for that product. If ceteris paribus applies, all other possible influences,
such as changes in income, can be assumed to be constant.

Factors of production

There are four factors of production:
@ Land — this refers o all the natural resources that can be used in the
process of production. It can include farmland, forests, lakes and rivers and all
the mineral deposits of a country, such as coal or oil.

Labour — this refers to all the human input into the process of production.
It refers not just to the people themselves, but to their skills, training,
education and qualifications. It can also be referred to as ‘human capital’ or
“intellectual capital.

Capital — this refers to the human-made aids to production that can be used
i the process of production. It can refer to equipment, machinery and factories.

Enterprise — this refers to the factor that brings the other factors of
production together to produce products in order to make a profit
(profit maximisation). The individual who combines the other factors of
production, and takes a risk in doing o, is an entrepreneur.

Cambridge International AS and A Level Economics Revision Guide



land: the factor of production that includes al the gifts of nature, or natural
resources, that can be used in the process of production, such as minerals, 7 Explain the meaning of the term
“capital’ when used as a factor of

production.

Now test yourself

forests and the sea
labour: the factor of production that includes all the human effort that goes
into the process of production, both mental and physical Answer on p.154
capital: the factor of production that includes all the human-made aids to
production, such as tools, equipment and machinery

enterprise: the factor of production that refers to the taking of a risk in
organising the other three factors of production

profit maximisation: the idea that the main aim of a firm is profit maximisation
entrepreneur: the individual who takes a risk in combining the other factors of
production

Expert tip ity
Candidates often confuse the meaning of the term ‘capital’as a factor of Choosea particular form of production,
production with another meaning when it is used to refer to money. It is such as car production or agriculture,
important that these two meanings of the term istingui and identify examples of the four
factors of production involved.
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Division of labour

A car assembly line is a good example of the way in which a manufacturing
process can be broken down into a sequence of specific tasks. Workers will
concentrate on, or specialise in, these particular tasks, giving rise to the
existence of di n of labour. One of the first studies of this process was by
the Scottish economist, Adam Smith, who described in his book The Wealth
of Nations (1776) how division of labour in a pin factory enabled a great deal
more to be produced than if each worker tried to do everyching him- or
herself. The process of producing pins involved 18 specific operations. If one
person did all of these, that person would be able to produce 20 pins a day.
However, if division of labour was applied, it would be possible for each worker
to produce 4,800 pins a day.

Re ity

Make a st of the main advantages and
disadvantages of the division of labour.

S— ion ac
| specialisation: the process whereby individuals, firms and economies

concentrate on producing those products in which they have an advantage.
Individuals working for a particular firm are an example, in the form of division
of labour. Whole economies can also benefit from speciaisation through the
principle of comparative advantage

division of labour: the way in which production is divided into a sequence of
specific tasks which enables workers to specialise in a particular type of job

Money: its functions and
characteristics

Money is defined as anything which is generally acceptable as a means of
payment in an economy. Liquidity is defined in relation to how easy it is to
turn a financial asset into cash, with cash being 100% liquid.

Money: its functions and characteristics @



money: anything which is generally acceptable in a saciety as a means of
payment
cheques: cheques are a method of payment, ie. they are a means of
transferring money from one account to another. They are not, however, a form
of money
liquidity: the extent to which a financial asset can be tumed into cash. For
example, if some shares in a company are sold, the paper asset becomes money
interest: the reward for parting with liquidity. This means that if a person
deposits cash in a savings account, which they can no longer use for a period of
time, their reward is an additional sum of money that they will get back with the
| amount of money originally deposited
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The functions of money

Money s said to have four functions:
amedium of exchange
a unit of account or measure of value

astore of value or wealth
a standard of deferred payment

A medium of exchange

One function of money is that it operates as a medium of exchange. It works
much more effectively than barter, in that money is generally acceptable as a
means of payment for goods and services. This is the main reason that money is
usually preferred to barter, i.e. there is not a need to establish a double
coincidence of wants between two people.

medium of exchange: the use of money as an acceptable means of payment
between buyers and selers of a product

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

double coincidence of wants: a situation in a system of barter where a seller
needs to find a buyer who wants what is being sold and where the seller also
wants something that the buyer has got and is willing to trade in exchange

Candidates should understand that the great advantage of money over barter is
that it avoids the need for a‘double coincidence of wants. This does not mean,
however, that barter has completely disappeared. In many economies, barter
still exists.

A unit of account

A second function of money is that it operates as a unit of account or as
2 measure of value. Money enables the value of different products to be
‘compared. This is another distinct advantage of money over barter.

unit of account (or measure of value): the use of money to establish the
value of a product

@ Cambridge International AS and A Level Economics Revision Guide



A store of value or wealth

A third function of money is that it operates as a store of value or wealth.
Wealth can be stored as money and this is much more convenient than storing
items that might have been used in a barter system, such as cattle. Of course,
one problem with this particular function of money is that inflation will reduce
its purchasing power and therefore its value.

(" store:of walus orwesltiie use oFinorey to:store wesif J

A standard of deferred payment
As a standard of deferred payment, this fourth function of money enables 8 Identify the four functions of
people to borrow money and pay it back at a later date. This encourages credit money.

and can act as an incentive to trade. Payment can be spread over a period of
time, something that was not possible with barter.
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Answer on p.154
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and repay the deb in the future Revision acti
credit: refers to a situation where a person can take possession of a product Make aist of the various reasons why
| immediatel, but not be required to pay for it il a later time money is to be preferred to barter

The characteristics of money w:‘

Table 4 summarises the main characteristics of money.

Table 4 The main characteristics of money

TR Money needs to be generally acceptable in a society if it is
going to be used as a means of buying and selling goods
and services.

Money needs to be easlly carried around if it is going to
perform its functions effectively.

Unless money is relatively scarce, it will become worthless.

Money needs to be easlly recognised; this wil help to
establish it and maintain people’s confidence in it.

SETITUEATIT Money needs to be reasonably stable in value over a given
period of time if people are going to have confidence in it,
although inflation can negatively affect this st

Divisibility It must be possible to divide money into smaller parts,
or denominations, i it is going to be able to carry outits
functions.

Durability Money needs to be durable, ie. relatvely hard-wearing, over
time. Rer

n acti

y

Consider the various characteristics of
money and decide which is the most
important.

Don't confuse the functions of money with th istics of money.

Money: its functions and characteristics @



2 The price system and the theory

of the firm

Individual and market demand curves
= )

An individual demand curve shows the quantity of a product that a
particular consumer s willing and able to buy at each and every price in a
given period of time, ceteris paribus (i.e. all other things unchanged). The
individual demand curve will slope downwards from left to right, indicating
that a consumer will be more likely to buy a product at a lower price than at
a higher price.

demand: the quantity of a product that consumers are willing to buy at a given
price in a given period of time

law of demand: a law (or theory) which states that there is an inverse
relationship between the quantity demanded of a product and the price of the
product, ceteris paribus J

A demand curve can be drawn for every consumer in a society for every
product, but in economics it is more usual to focus on market demand curves.

Market demand for a product is derived from bringing together (or aggregating)
all the potential buyers of a product. It is the total quantity of a product that all
potential buyers would choose to buy at a given price in a given period of time.

e s O s K e g e e ilss. )
demanded by consumers at a given price in a given period of time

effective demand: consumers must not only want to buy a particular product but
be able 1o afford to pay for it. Effective demand refers to demand that is backed by
the ability and the wilingness to pay for a product

It is important that candidates demonstrate in their answers an understanding
that demand needs to be effective demand, ie. It is not enough that consumers
want something; they have to be in a position to actually pay for t.

A demand schedule could be produced for a particular product, such as DVDs.
This schedule can then be plotted to give a market demand curve, This can be
seen in Figure 1.

The price of DVDs is shown on the vertical axis and the quantity of DVDs
bought is shown on the horizontal axis.
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Price of 60

DVDs (£) 5,
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10 Demand
0 20 40 60 8 100 120
Quantity of DVDs
(thousands per period)
Figure 1A demand curve for DVDs Now test yourself

1 State the law or theory of demand.

The demand curve shows the relationship between price and the quantity
demanded. It is downward sloping, indicating an inverse relationship Answer on p.154
between the price of a product and the quantity demanded of a product, ie.
as the price falls, the demand rises.

[ demand schedule: this gives the quantities sold of a product at different Hievisionae
prices and enables a demand curve to be drawn from the information in the Produce a demand schedule for a
schedule particular product and plot this ina

demand curve.
derived demand: this is where the demand for a component depends upon emand curve.

the final demand for a product that uses that component. For example, the
demand for rubber is derived from the demand for car tyres. Derived demand
can also be used in relation to the demand for workers, e.g. the demand for bus
drivers derives from the demand for bus transport from people

Factors influencing demand mj

Price

A major influence on the demand for a product is its price. Figure 1 shows that
there is an inverse relationship between a change in the price of a product and
the quantity demanded of a product, all other things unchanged.
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When it is only the price of a product that changes, this can be shown on a
demand curve by 2 movement along the curve. This can be seen in Figure 2.

Price
of DVDs
Pol

Py

D
Qy Qi Quantity of DVDs

Figure 2 A movement along the demand curve

‘When the price of a product is reduced, eg. from P, to P,, the quantity
demanded goes up from Q to Q;. This is shown as a downward movement
along the demand curve, indicated in the diagram by the arrow in a downwards
direction. If, on the other hand, the price of a product was increased, the
quantity demanded would fall and this would be shown as an upward
movement along the demand curve.

( s .
change in quantity demanded: this is where demand for a product changes
as a result of a change in the price of the product; change in quantity demanded

| is shown by a movement along a demand curve |

Individual and market demand curves @



Other factors influencing demand

However, price is not the only factor that influences demand. If the ceteris
paribus assumption is now removed, it is possible to consider all the other factors
that were being held constant. These other factors could include the following:
a change in the incomes of consumers

a change in the price of a substitute product

a change in the price of a complementary product

an advertising campaign

a change in population

a change in the tastes and preferences of consumers

alowering of interest rates, making borrowing more affordable

a change in the weather, possibly associated with different seasons
When itis one of these other influences on demand, this can be shown by a
shift of a demand curve. This can be seen in Figure 3.

Price
of DVDs

D ‘D
Quantity of DVDs
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Figure 3 Asshift in the demand curve

In this diagram, there could have been an increase in incomes and/or an
effective advertising campaign and so the demand curve shifts to the right, from
Dy to Dy, shown by the rightward arrow.

change in demand: this is where there is a change in the conditions of Now test yourself

demand, . something other than a change in the price of a product; this is 2 Gl e difends beiwesa
shown by a shift of a demand curve movement along, and a shift of,a
composite demand: this refers to the demand for a product which can be demand curve.

used for more than one purpose. Stone, for example, could be used for building
purposes and could also be used in the construction of roads; a particular piece
of land could be demanded to build both shops and houses

\

Answer on p.154

o long a demand curve and a shift Choose one particular product and
of a demand curve. It is important that you understand what will cause a listall the possible factors that could
movement along a demand curve and what will cause a shift of a demand curve. influence the demand for it

Normal and inferior goods

Figure 3 shows what usually happens when there i an increase in the
incomes of consumers, i.e. more of the product is bought at every price and
there is a rightward shift of the demand curve. Such goods are called normal
goods.

However, it is possible that the demand for some goods and services decreases
when there is an increase in incomes. For example, while there might be an
increase in the demand for cars as a result of an increase in incomes, there might
be a decrease in the demand for public transport, such as bus journeys. This can
be seen in Figure 4 where there is a leftward shift of the demand curve for bus
journeys. Such goods are called inferior goods.
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Quantity of bus journeys
per period

Figure 4 A shift in the demand curve following an increase in
consumer incomes (an inferior good)
| normal good: a good for which the demand rises with an increase in income.
inferior good: a good for which the demand falls with an increase in income

Candidates need to ensure that they understand the difference between a
normal good and an inferior good and can demonstrate this in their examination
answers. A normal good is one where demand will increase as a result of a ise:
inincome. An inferior good is the opposite: this is a good where demand will
decrease as a result of a rise in income.

It is important to recognise that the demand for normal and inferior goods
shows the relationship between a change in demand and a change i income,
not price. Figure 5 shows this relationship for a normal good.
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Income

Quantity of foreign
holidays per period

Figure 5 Demand and income for a normal good

Candidates can sometimes confuse the effect of a change in ,mu and a change
in income in The

For example, the demand for normal and |nfer|or gonds i
change in a person's income, not to changes in the prices of the goods.

Figure 6 shows this relationship for an inferior good.

Now test yourself

3 Distinguish between a normal
‘good and an inferior good.

Answer on p.154

Revision ac
Quantity of bus ‘Think of possible examples of inferior
journeys per period goods in your country.

Figure 6 Demand and income for an inferior good
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Price, income and cross elasticities
of demand

Price elasticity of demand

Price elasticity of demand measures the responsiveness of the demand for
a product i relation to a change in it price. It is calculated by the following
formula:

percentage change in the quantity demanded of a product

percentage change in the price of a product

For example, f the price of a good rises by 20%, and the quantity falls by 40%,
then the price elasticity of demand is 40% divided by 20% = 2. There should
really be a minus sign before 2 because i is a negative number e there is an
inverse relationship between the change in price and the change in demand.
However, the minus sign is usually left out.
>
price elasticity of demand: this measures the degree to which a change in the
biice ofsiirodiiet leads o s chante Wil quRBtty demanded obs product J
Price elasticity of demand can vary from perfectly inelastic to perfectly elastic, as
Table 1 shows.
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Table 1 Elasticity

Elasticity

Perfectly inelastic

Inelastic Greater than zero but less than one
Unitary elastic One

Elastic Greater than one but less than infinity
Perfectly elastic Infinity

elastic: if the response of demand (or supply) is proportionately greater than the
change in the independent variable, then the calculation is greater than one and
is thus described as elastic
perfectly elastic: this refers to a situation where al that s produced s sold/
bought at a given price; itis shown as a horizontal straight fine:
inelastic:if the response of demand (or supply)is proportionately less than the
change in the independent variable, then the calculation is less than one and is
thus described as inelastic
perfectly inelastic: this is where a change in price has no effect on the quantity
demanded (or supplied); the calculation will be zero and it is shown as a vertical
straight line.
unitary elasticity: this is where the proportionate change in demand (or supply)
is exactly equal to the change in the independent variable; the calculation will be
equal to one
rectangular hyperbola: this is how unitary elasticity of demand is represented
in a diagram; a movement up or down a demand curve willleave total revenue
unchanged
total revenue: the total income that firms receive from sales; it s calculated by
| the price of a product multpled by the number of products sold
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A straight-line demand curve does not indicate constant elasticity of demand
along the entire length. The price elasticity of demand will, in fact, vary along the
line. This can be seen in Figure 7.

Price }

, Within this range of the demand
e e

per period

Figure 7 The pri demand vari ight line

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

the following:

@ the availability of substitutes — the more substitutes that are available for a
particular product, the more price elastic will be the demand, eg, different
brands of tea or coffee

the definition of the product — the wider the definition of a product, the more
price inelastic will be the demand, eg. the demand for tea or coffee generally
‘will be more inelastic than the demand for particular brands of tea or coffee

the amount spent on the product — if the amount spent on a product is
relatively small, the demand is likely to be inelastic, eg. the amount spent on
boxes of matches or on newspapers islikely t be a small proportion of weekly
expenditure, so the demand for such products is likely to be relatively inelastic
time — in the short run, demand for a product is likely to be more inelastic
than in the long run when it might be possible to think about alternatives to
the product

Price elasticity of demand is very important to an understanding of business
decisions, especially because of the link with revenue. If the demand for a product
is price elastic, a business should lower the price of the product because more
products will be bought and this will be greater than the reduced amount
received from each product sold. If the demand for a product is price inelastic,

a business should increase the price of the product because even though fewer
items will be bought, the increased revenue from each product sold will offset this.

Table 2 shows the link between price changes and revenue changes in relation to
different price elasticities of demand.

Table 2 Elasticity and revenue

Price elasticity of For a price incre
demand

total revenue

Inelastic

Unitary elastic .stay the same

Elastic

A common error in examinations is to describe a particular good as elastic or
inelastic. Itis important that you avoid this mistake. It is not that a good is
elastic or inelastic, but that the demand for a particular good is elastic or
inelastic.

.ise

Now test yourself

4 Explain what is meant when the
price elasticity of demand fora
product s said to be elastic.

Answer on p.154
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Income elasticity of demand

Income elasticity of demand measures the responsiveness of the demand
for a product in relation to a change in income. It is calculated by the following
formula:
percentage change in the quantity demanded of a product
percentage change in income

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

income elasticity of demand: this measures the degree to which a change in
incomes leads to a change in the quantity demanded of a product

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

@ the proportion of income that is spent on a particular good — the demand
for some products will not be very sensitive to a change in income because
they are not very expensive, such as matches. Income elasticity of demand
will be virtually zero

the definition of the product — the income elasticity of demand for cars will
be positive, but it may be negative for particular, cheaper, models of cars

the economic development of a particular economy — in some economies,
amotorcycle may be regarded as a normal good and so the income elasticity
of demand will be positive, but as the economy develops and more people
can afford cars, the demand for motorcycles may fall as incomes rise

Income elasticity of demand is important to an understanding of business
decisions. Changes in an economy, and particularly changes in the level of
incomes, can influence what a business is going to produce or stock; for example,
if an economy is growing, and incomes are rising, a business might want to move
from inferior goods towards producing normal goods. This will influence the
planning of businesses in the future, such as in relation to employment
requirements. On the other hand, if an economy is facing a recession, a business
will want to be producing or stocking products with a relatively low income
elasticity of demand; for example, people wil still want to buy food in a
recession, but they will be much less likely to want to buy expensive cars.

Now test yourself

5 Distinguish between price elasticity
of demand and income elasticity of
demand.

Answer on p.154

Cross elasticity of demand

Cross elasticity of demand or cross price elasticity of demand measures the
responsiveness of demand for one product in relation to a change in price of
another product. It i calculated by the following formula:

percentage change in the quantity demanded of good A

percentage change in the price of good B

If the two goods are substitutes, such as tea and coffee, the cross elasticity of
demand will be positive. If good B increases in price, a number of people will
switch to the substitute, good A, and so the demand for good A increases.

If the two goods are complements, such as DVDs and DVD players, the cross
elasticity of demand will be negative. As the price of good B rises, fewer people
will buy it and so fewer people will buy good A as well.
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The existence of complements gives rise to the concept of joint demand. This
occurs when two products are consumed together, such as the example of
DVDs and DVD players. An increase in the sales of one product may lead to an
increase in the sales of the other product.

Cross elasticity of demand is also important to an understanding of business

decisions. In terms of a substitute, a firm would be able to estimate the effect on

the demand of its product as a result of a change in the price charged by
another firm in the market, such as in relation to a change in the price of tea
and the demand for coffee. In terms of a complement, a firm would be able to
estimate the effect on the demand for a product if there was a change in the
price of a complement; for example, a fall in the price of DVD players would be
likely to lead to an increase in the demand for DVD players and, therefore, an
increase in the demand for DVDs.

| cross elasticity of demand (or cross price elasticity of demand): this

measures the degree to which a change in the price of one product leads to a
change in the quantity demanded of another product
substitute goods: goods which are possible altematives, e.g. gas or electricty as a
source of energy in a home. These goods have a positive cross elasticity of demand,
iie. arise in the price of one of them willlead to an increase in the demand for the
other good
complementary goods: goods which are consumed together, e.g. DVDs and
DVD players. These goods have a negative cross elasticity of demand, . a rise
in the price of one of them will lead to a decrease in the demand for the other
joint demand: this is a situation where two items are consumed together, ..

| they are complements. An example would be shoes and shoe laces

A number of candidates write the formula for the three elasticities of demand
the wrong way round in examinations. To avoid making this mistake, remember
that in all three calculations, ie. price, income and cross elasticity of demand,
the percentage change in the quantity demanded is always on the top.

Firms’ supply curves

A firm'’s supply curve shows the quantity of a particular product that a firm
is willing and able to sell at each and every price in a given time period, ceteris
paribus (all other things unchanged). A firm's supply curve will slope upwards

from left to right, indicating that a producer will be more likely to sell a product

at a higher price than at a lower price.

supply: the quantity of a product that producers are willing to sell at a given
price in a given period of time
law of supply: a law (or theory) which states that there is a direct relationship
between the quantity supplied of a product and the price of the product, ceteris
paribus
supply curve: a curve that shows how much of a good or service will be

| supplied by producers at a given price in a given period of time

Now test yourself
6 What i the formula for cross
elasticity of demand?

Answer on p.154

Revision activity

Abusiness person will be interested
in price, income and cross elasticity
of demand. Identify the different
ways that these elasticities can affect
business decisions.
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A supply curve can be drawn for every producer in an economy for every
product, but in economics it is more usual to focus on market supply curves.
Market supply of a product is derived from bringing together (or aggregating)
all the potential suppliers of a product. It is the total quantity of a product that
all potential sellers would choose to sell at a given price in a given period

of time.

A supply schedule could be produced for a particular product, such as DVDs.
This schedule can then be plotted to give a market supply curve. This can be
seen in Figure 8.

Quantity per period

Figure 8 A supply curve Now test yourself

The price of DVDs is shown on the vertical axis and the quantity of DVDs 7 State the law or theory of supply.
sold is shown on the horizontal axis. The supply curve shows the relationship Answer on p.154

between price and the quantity supplied. It is upward sloping, indicating a direct
relationship between the price of a product and the quantity supplied of a
product, ie. as the price rises, the supply rises.

Factors influencing market supply

Indirect taxes

A government may decide to impose an indirect tax, such as a sales tax, on a
particular good or service. Examples could include VAT (value-added tax) or GST
(goods and services tax). The effect of the imposition of such a tax can be seen
in Figure 9.In this case, the tax is a specific tax with a fixed amount of tax per
unitand so the supply curve shifts upwards parallel to the original supply curve.
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Quantity

Figure 9 The effect of a sales tax on supply

Figure 9 shows how the imposition of an indirect tax will affect the price of a
product. As there is an upward movement of the supply curve, this will lead to
an increase in price. In order to determine the exact price charged, it would be
necessary to include a demand curve in the diagram.
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indirect tax: a tax that is imposed on expenditure; it is indirect in that the tax is
only paid when the product on which the tax is levied is purchased

specific tax: an indirect tax that is a fixed amount per unit of output

ad valorem tax: an indirect tax with a percentage rate, e.g. a tax rate of 20%
per product sold

incidence of tax: this refers to the burden of taxation. For example, with an
indirect tax on expenditure, the burden of the tax s likely to be shared between the
producer and the consumer. However, if the price elastcity of demand is perfectly
inelastic, and there is a vertical demand curve, the incidence of the tax will be
entirely on the consumer. On the other hand, i the price elastcity of demand is
perfectly elastc, and there is a horizontal demand curve, the incidence of the tax will
be entirely on the producer

impact of tax: this refers to the person, company or transaction on which
ataxislevied, ie. someone is responsible for handing the money to the tax
authorities. The impact of a tax, therefore, is essentially concerned with the
legal situation. As indicated above, the eventual incidence of  tax could be
different f the burden of the tax is passed to someone else

direct taxation: whereas an indirect tax is imposed on expenditure, a direct tax
is imposed on the incomes of individuals and firms. Examples of direct taxation
include income tax (on the incomes of individuals), corporation tax (on the profits
of companies) and inheritance tax (on the wealth of individuals)
income tax: a direct tax on the incomes of individuals. There is usually a personal
allowance, which is tax free, and then different tax rates for different levels of
income over the tax-free allowance. Income tax, therefore, is usually progressive as
the tax rates change as incomes rise, i.e. it takes a higher proportion of a higher

| income and a lower proportion of a lower income

Candidates often seem confused about the progressive nature of income tax.
It is not simply that a government takes more from a person who has a high
income; it takes a higher percentage of that person’s income.

Subsidies

The effect of a subsidy can be seen in Figure 10. Whereas the imposition of

a tax shifted the supply curve upwards to the left, a subsidy has the opposite
effect. If a government pays firms a subsicly to produce a particular product, this
will have the effect of reducing their costs. This will encourage firms to supply
more output at any given price. This can be seen in Figure 10 with the supply
curve shifting downwards to the right.

Price

Quantity

Figure 10 The effect of a subsidy on supply
The effect of the subsidy, in shifting the supply curve to the right, will be a
lowering of price. The actual price will be determined where the S with subsidy

line intersects with the demand curve. The effect of the subsidy is that both
producers and consumers may benefic.
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subsidy: an amount of money that is paid by a government to a producer. This | MG CILELILS

is done so that the price charged to the customer will be lower than would 8 Explain how a subsidy can affect
otherwise have been the case without the subsidy the supply of a product.

Answer on p.154

The distinction between the effect of a tax and the effect of a subsidy is
another area that candidates often confuse in examinations. You need to 1

remember that the effect of a tax s to shift the supply curve to the left, Make alist of the arguments for and
whereas the effect of a subsidy is to shift the supply curve to the right. against the provision of a subsidy on a

particular product.

Production costs

An important influence on supply is the costs of production. If the costs of the
inputs in the production process, i.e. the costs of the factors of production,
increase, then firms will be inclined to supply less output at any given price.

This can be seen in Figure 11. The increase in production costs causes the supply
curve to shift to the left from Sy to S;. The increase in costs can be seen by the
vertical distance between S, and S;.

Quantity
per period

Figure 11 The supply curve shifts to the left
if production costs increase

Technology of production

Another important influence on supply is the technology of production. If the
technology of production is improved, this means that firms will be able to
produce more effectively than before.

This can be seen in Figure 12 where improved technology leads to firms
supplying a greater output at any given price. This can be seen in the diagram by
the supply curve shifting to the right from Syto 5.

Quantity
per period

Figure 12 The supply curve shifts to the right

if production costs fall

The prices of other goods

There may be a degree of substitution on the supply side if the prices of
different products change. In many cases, the factors of production that a firm
has can have alternative uses, and 5o a firm may be influenced by changes in
prices of different products to produce more of one product and less of another.
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Aise i the price of a product could increase proficability and 5o a firm may
decide to switch production from one product to another.

The influence of price changes on the decisions of firms to supply particular
products can also be seen in terms of a situation of joint supply.

In a situation of joint supply, one product may be a by-product of the

production process of another product. An increase in the price of one of the

products could mean that a firm will decide to produce more of both goods.

( joint supply: a situation where the process of producing one product leads to
the production of another product, such as meat and leather. It can sometimes
happen in the chemical industry where one chemical can be produced as a by-

| product of the production of another

Expected prices

A final influence on market supply relates to the expectations of firms about possible
future prices. This is especially the case in those situations where the production
‘process takes quite a long time. Firms will thus need to take supply decisions on the
basis of expected prices in the future. This is often the case in agriculture.

Movements along and shifts of a supply curve

Itis important to distinguish between a movement along a supply curve and a
shift of a supply curve. If there is a change in the market price of a product, and
nothing else changes (ie. assuming ceteris paribus), this will involve a movement
along a supply curve. This will show how firms react to a change in the price of a
product. This can be seen in Figure 8.
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If the situation of ceteris paribus cannot be assumed, however, and there is a
change in any of the other possible influences on supply, then the supply curve will
shift because this will affect the willingness of firms to supply at any given price. As
has already been indicated, this could involve a shift to the left, for example as

a result of the imposition of an indirect tax on the consumption of a product

(see Figure 9) or as a result of an increase in production costs (see Figure 11),or a
shift to the right, for example as a result of the introduction of a subsidy

(see Figure 10) or asa result of an improvement in technology (see Figure 12).

Now test yourself

The possible confusion between a movement along a demand curve and a shift | | 9 Distinguish between a movement
of a demand curve has already been pointed ou. The passibility of confusion alonga supply curve and a shifc of
also applies to supply. You will need to be absolutely certain that you asupply curve.

understand the difference between a movement along a supply curve and a

shift of a supply curve before taking the examination. Answer on p.154

Price elasticity of supply
@)

Price elasticity of supply measures the responsiveness of the supply of a product
in relation to a change in its price. It is calculated by the following formula:

percentage change in the quantity supplied of a product

percentage change in the price of a product

If the percentage change in supply is greater than the percentage change in
price, then supply is price elastic and the figure for the price elasticity of supply
will be greater than one. If the percentage change in supply is less than the

Price elasticity of supply @



percentage change in price, then supply is inelastic and the figure for the price
elasticity of supply is less than one.

price elasticity of supply: measures the degree to which a change in the price
| of a product leads to a change in the quantity supplied of a product

&

As with elasticity of demand, make sure you remember that the quantity goes
on top of the formula.

Determinants affecting price elasti

There are a number of determinants affecting price elasticity of supply, including

the following:

@ the number of producers — the greater the number of suppliers, the more
itis likely for the industry to increase output in response to a price increase
and so supply is likely to be relatively elastic

the amount of stock — some products will be easier to stock than others,
and this will make the supply of them relatively more elastic, but some
products will be perishable and so more difficult to stock for long periods,
‘making supply less elastic

the time period — supply is likely to be more elastic over a longer period
of time (see Figure 13) as it gives firms more time to invest in more
factors of production and also gives more time for new firms to join the
industry

the existence of spare capacity — the greater the degree of capacity in

the industry, the easier it will be for firms to increase output if the price of
products increases and this is likely to make supply more elastic

2 The price system and the theory of th

the length of the production period — supply is usually more elastic in
manufacturing than in agriculture because manufacturing usually involves a
shorter production period than agriculture

the degree of factor mobility — the easier it is for economic resources
to be transferred into the industry, the more elastic the supply is likely
to be

These various determinants give an indication of the speed and ease with which
firms in an industry can respond to changed market conditions.

stocks: goods which have been produced, but which are unsold and stored

for sale in the future. For example, a firm which sels car tyres will usually have

considerable stocks of tyres to fit a wide range of different cars

perishability: the length of time in which a product is likely to decay or go bad;

the shorter the time, the more perishable the product. For example, cheese will
| usually have a sel-by date and a date by which it shold be consumed

Some candidates seem to believe that unitary elasticity, where the price
elasticity of supply is equal to one, is a 45-degree line. In fact, any straight line
which passes through the origin has a unitary price elasticity of supply.

Figure 13 shows the relationship between the price efasticity of supply and the
time period. Supply curve S shows supply in the short run when it will usually
be more difficult to alter supply at relatively short notice and so supply tends

to be relatively inelastic. Supply curve $, however, shows supply in the long run
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when firms are usually more able to increase production and so supply tends to
be relatively elastic.

he

Quantity
per period

Figure 13 Short- and long-run supply

Of course, it is possible that there may be a situation of perfectly inelastic
supply; in this situation, it is not possible to increase supply no matter how
much price increases by. Agricultural products are a good example of perfectly
inelastic supply as it can take a number of years to bring such products to the
market. This is shown by the supply curve ;in Figure 14.

At the other extreme, it is possible that there may be a situation of perfectly
elastic supply; in this situation, the firms in the industry would be willing to
supply any amount of the product at a given price. For example, if resources are
available, the supply of batteries by firms in the industry may become perfectly
elastic. This is shown by the supply curve S, in Figure 14.
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o] erten
S ‘Mm!g Now test yourself
supply 10 Whatis the formula for price
b : Se elasticity of supply?
Perfectly Answer on p.154
elastic
supply
Quantity
per period

Figure 14 Perfectly elastic and inelastic supply

Interaction of demand and supply

Having considered both demand and supply, it is now necessary to bring them
together to establish what is meant by market equilibrium.

Market equilibrium is shown in Figure 15. The downward-sloping demand
curve and the upward-sloping supply curve cross at the equilibrium position
of price P* and quantity Q. If the price were higher than this, there would
be excess supply and this would cause the price to move downwards to the
equilibrium position. If the price was lower than this, there would be excess
demand and this would cause the price to move upwards to the equilibrium
position.

interactioniof demand and suppiy @



Price

Q* Quantity

Figure 15 Bringing demand and supply together
If a situation of excess supply or excess demand were to exist for a period of
time, this would be called disequilibrium until a position of equilibrium was
eventually restored.

Now test yourself

equilibrium: a situation where the quantity demanded in the marketplace is
exactly equal to the quantity supplied. There is neither excess demand nor excess 11 Explain what is meant by ‘market
supply in the market. It is sometimes referred to as a state of rest or balance equilibrium’

disequilibrium: a situation where there is an imbalance between demand and Answer on p.154
supply in a market, .. there will be a situation of excess demand or excess supply |

It is important that candidates can distinguish between a situation of
equilibrium and one of disequilibrium in a market.

2 The price system and the theory of th

Equilibrium price and quantity

Now that demand and supply have been brought together, it is possible to
consider the effects of changes in demand and supply on equilibrium price
and equilibrium quantity.

equilibrium price: the price at which a market clears. The process of
market clearing arises because the price is free to change and settle at the
equilibrium level
equilibrium quantity: a situation where a market clears, with consumers
getting all they want at the equiibrium price and producers not being left with
unsold products, ie. there is no excess demand o excess supply in the market

In Figure 16, there has been an increase in the demand for a product, for
example as a result of an increase in incomes in an economy. The demand curve
shifts to the right and there is a movement along the supply curve. Equilibrium
price goes up from P, to P, and equilibrium quantity goes up from Qg to Q;.

QO Quantity

Figure 16 The effect of a shift of a demand curve to theright on
equilibrium price and equilibrium quantity in a market
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In Figure 17, there has been an increase in the supply of a product, for example
as a result of a reduction in the costs of production. The supply curve shifts to
the right and there is a movement along the demand curve. Equilibrium price
comes down from P to P, and equilibrium quantity goes up from Qg to Q.
L Now test yourself

12 Explain what is meant by an
equilibrium in a market,

Answer on p.154

P
P

Q & Quantity

Figure 17 The effect of a shift of a supply curve to the right on
equilibrium price and equilibrium quantity in a market

Applications of demand and supply analysis Revised

Demand and supply analysis can be applied to a wide variety of different
situations. For example, if an economy s experiencing an increase in incomes,
there is likely to be an increase in the demand for cars, shifting the demand
curve to the right. At the same time, an improvement in technology has
reduced the cost of producing cars, shifting the supply curve to the right. The
effect of these two changes can be seen in Figure 18. The demand curve shifts
to the right; the effect of this is that equilibrium price goes up from Py to Py
and equilibrium quantity goes up from Qg to Q. The supply curve also shifts ©
the right; the effect of this is that equilibrium price goes back down to Py and
equilibrium quantity goes up from Q, to Q,. Of course, whether equilibrium
price actually returns to its original position will depend on the extent of the
shifts of the demand and supply curves.
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Figure 18 ication of demand and suppl is to cars

Consumer and producer surplus

Consumer surplus is shown in Figure 19. Consumers are able to obtain a value
from consuming a particular product that is above the price paid until at some
point consumers pay a price that is exactly equal to the value gained. In the

dliagram, this is P*. Al the consumers up to Q" have gained a value that is above

Consumer and producer surplus




the price and this is shown by the shaded area between the price line and the
demand curve. When price is P* and quantity is Q", the consumer surplus has
disappeared. The demand curve is actually showing the marginal social benefit
(MSB) of the consumption. This means that the demand curve combines all

the points where consumers are gaining from the fact that one price is being
charged to all consumers in the market, despite the fact that they would have
been prepared to pay more. They are gaining a marginal social benefic by being
able to buy a product at a lower price than they were originally prepared to pay,
i.e. they gain from the additional benefit received.

Price

Q¥ Quantity

Figure 19 Consumer surplus

Now test yourself

consumer surplus: a situation that comes about because some consumers
will value a particular product more highly than other consumers and yet they 13 What is meant by the term
will pay exactly the same price for it as the other consumers. Consumer surplus ‘consumer surplus’?

Answer on p.154

fefers to the value of this extra satisfaction; it is shown on a demand and supply
diagram by the triangle between the price line and the demand curve

Producer surplu

Producer surplus is shown in Figure 20. Producers are able to gain because for
all the units sold up to Q*, they have received a price that is above the cost of
producing those units. The supply curve is actually showing the marginal social
cost of the production. This means that while the supply curve is made up of
the points indicating the cost of producing that output, a firm will gain because
the price charged is higher than the cost, ie. it will gain from the additional
benefit received where the price is greater than the cost. When the producer
surplus disappears, that additional benefit disappears. The producer surplus is
shown by the shaded area between the price line and the supply curve. When
price is P* and quantity is Q" the producer surplus has disappeared.

2 The price system and the theory of the fi

Q* Quantity

Figure 20 Producer surplus
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| producer surplus: the difference between the price that consumers are willng | (AL GIL V(LS
to pay for a particular product and the price that producers require in order to Using a diagram, distinguish between
supply the product. Firms will stop increasing supply if the price s just equal to consumer surplus and producer

the marginal cost of production, but for all the output that firms have supplied surplus.
up to that point they have received a price above the cost of production. This is
the producer surplus; it is shown on a demand and supply diagram by the
triangle between the price line and the supply curve

L%

Prices as rationing and allocative
mechanisms

The rol

Prices perform an important role in the allocation of resources in a market. The — (YPSPPE PSR}
price mechanism allocates resources because price changes act as signals as

the conditions of demand and supply in a market change. The Scottish P
economist Adam Smith (1723-90) argued that prices in a market therefore
acted as an ‘invisible hand' in allocating scarce resources.

14 Analyse why price is so important
t.

Answer on p.154

Prices also perform an important function in a market as a rationing mechanism.
For example, i a producer has a limited capacity to produce certain products,
and if these products are expensive, this high price will have the effect of
rationing demand. For example, in the case of exclusive brands of cars, which
tend to be very expensive, the high price will limit demand to only those people
who can afford to pay the high price of the cars.

= N BT Re it
price mechanism: the operation of changes in prices in a market to act as Y
signals to producers to allocate resources according to changes in consumer Explain what Adam Smith meant when
| demand he referred to the price mechanism as
\ an ‘invisible hand’.
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3 Government intervention in

the price system

Externalities

An externality arises if a third party is affected by the actions and behaviour
of others. A third party can be regarded as someone who is not directly
involved. An externality can also be described as a situation where there is

a spillover effect. An externality is external to a market transaction and so

is not reflected in market prices. It can occur in relation to consumption or
production. It is a form of market failure because if the cost or benefit is not
reflected in market prices, it cannot be taken into account by all the parties
involved in a transaction. That is why the costs or benefits that result from such
a transaction affect a third party that is not directly involved in the transaction.
externalities: costs or benefits of either consumption or production which have |
spillover or third party effects that are not paid for by the consumer or by the
producer

third party: individuals or groups that are not the main parties in a transaction,
but are still affected by it

spillover effect: the effect of certain decisions which have an impact on

third parties, i.e. those who are neither the producers nor the consumers of a
particular product

‘market failure: a market imperfection which gives rise to an allocation of scarce
resources which is not as efficient as it might have otherwise been

Candidates need to understand what is meant by a ‘third party’, i.e. someone
who s not directly involved in the consumption andor the production of a
product. The third party, however, can still be affected in different ways by
consumption andJor production decisions taken by others. For example, in the
case of passive smoking, a person who is not actually smoking a cigarette can
be badly affected by the actions of others around them. Similarly, in the case
of drink driving, a motorist may be sober and driving very well, but may be
involved in an accident asa result of the poor driving of another motorist.

Positive externality

A positive externality refers to the benefit that can be gained by a third party,
i.e. someone who is not directly involved in a transaction. A positive externality

«can be seen in relation to either consumption or production.

r
positive externality: the external benefit that may occur as a result of an
action, bringing some benefit to a third party

A positive consumption externality

A positive consumption externality is where there is a beneficial spillover
effect on a third party arising from the consumption of a good or service. For
example, the enjoyment provided by the views of private gardens. This can be
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seen in Figure 1. MPB shows the marginal private benefit, but MSB shows the
marginal social benefit. The equilibrium which takes into account the marginal
social benefit would be at quantity Q", a greater output than would be the
case if there was only marginal private benefit at Q, because at this point it

is only the marginal private benefit that is being taken into account, not the
‘marginal social benefit. The welfare gain from the equilibrium being where
MSC crosses MSB, rather than MPB, is shown by the shaded triangle.

Costs,
benefits

Quantity

Figure 1 A positive consumption externality

positive consumption externality: an externality that affects the consumption
side of a market in a positive or beneficial way

A positive production externality

A positive production externality is where there is a beneficial spillover effect
on a third party arising from the production of a good or service. For example,
if a firm purifies its waste water, this will be beneficial to a local fish farm in the
area. This can be seen in Figure 2. MPC shows a firm’s marginal private cost, but
MSC shows the marginal social cost. This is lower than the MPC. The equilibrium
should be at output Q* which is where MSC = MSB. The output at Q" is greater
than at Q The welfare gain resulting from the extra output is shown by the
shaded triangle.

3
|

Costs,
benefits

Qo Quantity

Figure 2 A positive production externality

positive production externality: an externality that affects the production
side of a market in a positive or beneficial way

welfare gain: an additional benefit resulting from more being produced in a
market

ice system
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Negative externality

A negative externality refers to the disadvantage that can affect a third party,
i.e. someone who is not directly involved in a transaction. A negative externality
«can also be seen in relation to either consumption or production. For example,
a third party might be negatively affected by the consumption of a loud music
system by a neighbour. In terms of production, a third party might be negatively
affected by pollution caused by a factory in the neighbourhood.

negative externality: the external cost that may occur as a result of an action,
bringing some disadvantage to a third party

A negative consumption externality

A negative consumption externality is where there is a negative spillover
effect on a third party arising from the consumption. For example, a person
playing loud music that irritates the neighbours living nearby. This can be seen
in Figure 3. An individual’s appreciation of the music can be seen by MPB, the
marginal private benefit, but the negative effect on the neighbours means that
MsB, the marginal social benefit, is lower than this. The equilibrium position
for the person playing the music is at Q where MPB and MSC cross, but the
equilibrium position for the whole community, taking into account the negative
effect of the loud music on the neighbours, is at Q* where MSC and MSB
intersect. The welfare loss is shown by the shaded triangle.

Costs,
benefits
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Figure 3 A negative consumption externality

negative consumption externality: an externality that affects the consumption
side of a market in a negative or disadvantageous way

welfare loss: a situation which arises when MSC exceeds MSB, leading to a
socially inefficient allocation of resources

A negative production externality

A negative production externality is where there is a negative spillover effect
on a third party arising from the production of a good or service. For example,
a factory producing noise andor air pollution. This can be seen in Figure 4. The
marginal private cost, MPC, only takes into account the cost of production to
the firm. The marginal social cost, MSC, takes into account the full social costs
of the production. For the firm, the equilibrium position would be at Q, but

for the whole society the equilibrium position would be at Q* where MSC and
MSB intersect. If output was at Q rather than Q*, there would be a welfare loss
shown by the shaded triangle.
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Costs,
beneits ST Now test yourself

1 Explain what is meant by an
ernality’.

‘ext

Answer on p.154

D (MsB)
X Revision activity
we e Make a st of the main distinctions
between the various types of externality
Figure 4 A negative production externality that can exist in an economy.

| negative production externality: an externality that affects the production
side of a market in a negative or disadvantageous way J

Social costs and social benefits
[ Social costs J

Social costs represent the true cost of something to society, i.e. they do not
only include internal or private costs, but also the external costs imposed on
the whole society as a result of an action.
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social costs: the sum of private costs and external costs
external costs: the costs imposed on third parties

Now test yourself
2 Define the term social cost’
Candidates need to demonstrate that they understand that social costs include
both private costs and external costs. A common mistake is to confuse social Answer on p.155
costs and external costs.

| benefits

S benefits represent the true benefit of something to society, ie. they do
not only include internal or private benefits, but also the external benefits that
are advantageous to the whole society as a result of an action. For example, the
additional income that is created in an area when a new business locates there.
This will lead to an increase in spending in the community.

social benefits: the sum of private benefits and external benefits

external benefits: the advantages gained by third parties, not just the
| consumer or the producer

Revision activity’

Candidates need to demonstrate that they understand that social benefits Make a st of some of the main social
include both private benefits and external benefits. A common mistake is to costs and social benefits chat exist in
confuse social benefits and external benefits. your country.

Social costs and social benefits @



Decision making using
cost—benefit analysis

Cos!

Cost-benefit analysis provides a framework where all the costs and benefits
of an investment project can be analysed, not only private ones. It is a
particular feature of major transportation projects, such as the building of a
road, a runway or a railway line. Its key feature is that the ful social costs and
the full social benefits need to be taken into account before a decision can be
taken as to whether a particular investment project should go ahead or not. In
this way, the true cost and benefit to society can be taken into account before
a final decision is taken. The advantage of cost-benefit analysis is that a wide
view can be taken of a project by taking into account its full impact on an
economy over a period of time.

benefit analys

cost-benefit analysis: an analysis of a project which includes a valuation of the |
total costs and total benefits involved, i.e. including private and external costs
and private and external benefits

Expert tip
In an answer to a question on cost-benefit analysis, candidates should

emphasise that the advantage of this approach s that it can take into account
the full social costs and social benefits involved in an investment project.
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Despite these advantages, however, the process of cost-benefit analysis does
face a number of problems, as can be seen in Table 1.

Table 1 Problems of cost-benefit analysis

Problem Explanation Now test yourself

Absence of market | Cost-benefit analysis takes into account all costs and 3 Explain what is meant by
prices benefits, but not allof these will have a market “cost-benefic analysis.
price. For example, it is difficult, if not impossible, to
establish the price of pollution. Answer on p.155
Need to use shadow | In the absence of market prices, values will need to be
prices, Le. prices that | estimated through the use of shadow prices, but this
are estimated rather | will not always be accurate, e.g. the valuation of time or

than accurately an accident. Contrast the main advantages and

calculated i Gy

The future The costs and benefits of any project, such as the analysis to decide on whetheran
building of a road or a runway, will be spread over a investment project should go ah

long period of time, so it will be difficult to compare the
interests of present and future generations.

Discounted values | Future costs and benefits will need to be converted into
present values through discounting future values, but
this is quite a complex process.

Spillover effects Itis recognised that a project will have spillover effects,
but it may be difficult to establish what these are and
how far they extend.

Political versus Cost-benefit analysis may produce a decision in favour

economic decisions | of a particular project, but it may stil be rejected
because of political decisions.
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Private and public goods

A private good is one which is consumed by an individual for their own

private benefit. This would apply to most products in an economy. The key
feature of a private good is that there is rivalry in consumption, ie. once a
product has been consumed by one person, it cannot be consumed by another
because other people are excluded from consumption. There is rivalry in such a
situation because different consumers are in competition with other consumers
to consume a particular product. Examples could include food and clothing,

| private goods: goods that are bought and consumed by individuals for their

own benefit
excludable: a situation that occurs with private goods in that when a product is
consumed by one person, all others are excluded from it
tivalry: rivalry in consumption means that when a product is consumed by one
person, it cannot be consumed by another

Expert tip
Itis important that candidates can clearly distinguish between private
goods and public goods in their examination answers on this topic. The key
characteristic of a private good is that it involves rivalry, ie. it is possible to
exclude people from the consumption of such a good.

Public goods

In contrast to private goods, public goods are provided by society asa whole so
that everyone can benefit from them. No one is excluded from benefiting from
such products and consumption by one person does not prevent others consuming
them. Examples could include street lighting, defence and the police.
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These products need to be provided by the state or the public sector because
it would be impossible to exclude someone who had not paid if the products
were provided in the private sector. This gives rise to the free rider problem;
it would not be possible to provide street lighting through the private sector
because it would be impossible to exclude someone who had not paid. When
such products are provided by the public sector, they are part of government
expenditure and are financed out of taxation.

In addition to being non-rival and non-excludable, public goods are also non-

rejectable. This means that even if a person did not want to be protected by their

country's defence and police system, they would not actually be able to reject it.

— \

| public goods: goods and services that are provided by the public sector, |
otherwise they would not be provided

Iness (or non-rivalry): where the of one product does
not prevent its consumption by someone else
(or where the of a product

by one person does not exdlude others from consuming the same product
free rider: the idea that it would be impossible to charge people for the use of
something because it would be virtually impossible to charge each person for the
use of a product; this is why street lighting, for example, is provided as a public

| good rather than s a private good

Private and public goods
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govemment expenditure: the total of all spending by a government
non-rejectability: a situation where individuals cannot actually abstain from the
consumption of a public good, even if they wanted to, e.g. an individual cannot
reject being defended by the armed forces of a country

Whereas a key feature of a private good is that it involves rivalry, candidates
need to emphasise in their answers that a key feature of a public good is that
it is non-rival, .. it s not possible to exclude people from the consumption of
such agood. It s, therefore, non-excludable as well as being non-rival.

Merit and demerit goods

Mei

goods

Now test yourself

4 Distinguish between a private good
and a public good.

Answer on p.155

Revision activity

Find out which public goods existin
your country.

A merit good is a particular type of private good. Like other private goods, they
are both rival and excludable, but what distinguishes a merit good is the fact
that it would be likely to be under-produced and under-consumed if provided
through the private sector as they generate positive externalities, with the social
benefit from consumption exceeding the private benefit. This could be regarded
as a market imperfection.

A merit good has intrinsic benefits for an individual, but it also has external
benefits to the wider society. Examples include education and healthcare. The
problem is that there is information failure, ie. the allocation of resources is
sub-optimal because peaple lack full information. For example, people don't fully
appreciate the value of a good education. Without government intervention, it
is likely that there would be market failure because merit goods would be under-
produced and under-consumed in the private sector. They are provided through
the public sector, alongside private sector provision, so that those who could
not afford to consume them in the private sector would be able to do so in the
public sector.

merit goods: products which are rivalrous and excludable but, if left to a free

market, would be likely to be under-produced and under-consumed

market imperfections: these occur in an imperfect market, such as a need for

govemment intervention in a market

information failure: a situation where people lack the full information that

would allow them to make the best decisions about consumption

Candidates sometimes get confused and describe merit goods as examples of
public goods. They are not examples of public goods, but of private goods. Like
all private goods, they are rivalrous and excludable.

Candidates can also sometimes confuse a merit good with a free good,
especially given that some merit goods are free at the point of consumption,
eg. entry to.a particular lesson. A free good, however, is something completely
different; this is where there is so much of a product that demand can be
satisfied without a need for an allocative mechanism and supply will equal
demand at zero price, eg.air.
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Demerit goods are the opposite of merit goods. Whereas merit goods
would be under-produced and under-consumed in a free market, demerit
goods would be over-produced and over-consumed in a free market.

A demerit good is socially undesirable in some way. Examples include
alcohol and tobacco. Without government intervention, it is likely that there
would be market failure because demerit goods would be over-produced
and over-consumed in the private sector.

Now test yourself

5 Distinguish between a merit good
and a demerit good.

[ demerit goods: products which are rivalrous and excludable which, f lefttoa | | Answer on p.155
free market, would be liely to be over-produced and d. The social ‘
costs of production/consumption outweigh the private costs

\ §

Revision ac
[ Export tip J Find out what action the government
It is important that candidates clearly indicate how a demerit good is of your country s taking to encourage
fundamentally different from a merit good. Whereas a merit good is likely to the consumption of merit goods and
be under-produced and under-consumed, a demerit good s likely to be over- to discourage the consumption of
produced and over-consumed in a free market. This s a concern to society demerit goods.

because of the harmful side-effects of demerit goods.

Examples of government intervention
-
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um price con!

One form of government intervention in an economy is to establish a Now test yourself
maximum price in a market for a product which prevents the price rising 6 Explaihwhya masin e
above a specific level. The maximum price will need to be established might be introduced in an
below the equilibrium price which would otherwise have established a price econony.

resulting from the intersection of demand and supply. Examples could include | Answer on p-155
bread and rice, because without maximum price controls, the price of these
could rise 50 high that poorer sections of a community would not be able
to afford them and this could have detrimental effects on their health and
standard of living,

maximum price controls: controls which establish a maximum price for a
| product; price is not allowed to rise above this specific level

Price stabilisation

If left to free-market forces, there is always a chance that prices will fluctuate
‘widely in those markets where there can be great variations in supply over a
period of time. This is especially the case with agricultural markets. In such a
situation, a government could intervene through what is called a buffer stock
scheme. When supply is very high, the government purchases some of the stock
and stops it from entering the market; the effect of this is to stop the price
going too low. When supply is very low, the government releases some of this
stock; the effect of this s to stop the price going too high.

Examples of government intervention @



. - Revision activity:
price stabilisation: a situation where a government intervenes to purchase

stocks of a product when supply is high and to sell stocks of a product when Outline the main advantages and
disadvantages of a government

supply i low : ntage !
intervening in an economy to influence

buffer stock: a stock of a commodity which is held back from the market in L

times of high production and released onto the market in times of low production |

Xes

In the case of a demerit good, a government could intervene in a market
through taxation in an attempt to discourage consumption of the demerit good.
For example, if expenditure taxes, such as excise duties, were placed on demerit
goods to such an extent that the price was substantially increased, this would be
likely to discourage the level of consumption of the demerit good.

| excise duties: an indirect tax on expenditure D
This can be seen in Figure 5. MPB shows the marginal private benefic of the
‘consumption of a demerit good, tobacco, but given the potential health

dangers of smoking tobacco, the social benefit can actually be shown by MSB,
the marginal social benefic. The equilibrium in a market without government
intervention would be at Q where MPC (marginal private cost) is equal to MPB,
giving a quantity Q A government, however, decides to intervene by imposing
an indirect tax so that the supply curve shifts upwards by the extent of the tax
to Supply + tax. This gives an equilibrium output of Q"
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Figure 5 Taxing tobacco
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‘Whereas in the case of a demerit good, a government will aim to intervene in a
market to discourage consumption, it is the opposite with merit goods where
a government will seek to encourage consumption. This could be achieved
through a subsidy.

This can be seen in Figure 6 in relation to a subsidy on museums. The original
equilibrium, without government intervention, would have been at a quantity
of Qand a price of P where MPC s equal to MPB. A museum, however, can

be regarded as an example of a merit good and so if a government decides to
encourage the number of people visiting museurs, it could provide a subsidy
shown by the vertical distance between Supply (MPC) and Supply with subsidy.
The new equilibrium will produce a quantity of Q* and a price of P*.
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u o
museum services

Figure 6 Subsidising museums

Direct provision of goods and services m

Although a government can intervene in a market, such as through indirect R
taxes and subsidies, it is also possible for a government to directly provide goods

P Eoveren e Find out which sectors of your country’s
and services. For example, a government may provide a service through the @ menyars hreci contolod by
public sector by nationalising an industry, i.e. taking it under state control. Thetite

evision activity
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4 International trade

Principles of absolute and comparative
advantage

International trade between countries is based on specialisation whereby one
country is more efficient than another at producing a particular product. This
gives rise to two types of advantage: absolute advantage and comparative
advantage.

absolute advantage: a situation where a country can produce a particular
good using fewer resources than another country

comparative advantage: a situation where a country might be more
efficient at producing everything compared to another country, but where
there would still be an advantage if it produced something that it was least
bad at producing

Absolute advantage m:’

Absolute advantage refers to a situation where one country is able to produce
a particular good with fewer resources than another country. As a result of this,
the country will enjoy a cost advantage and this is why absolute advantage is
often referred to as ‘absolute cost advantage’.

The reason for this advantage is that each country is endowed with a particular
mix of factors of production and so one country may be more efficient than
another country at producing a particular good. For example, a country in the
Caribbean, such as Jamaica, would have an absolute advantage over the UK

in the production of bananas because of the fact that the weather conditions
would be much more favourable.

The principle of comparative or relative advantage is different to that of
absolute advantage because it takes into account not just the absolute
efficiency of one country compared to another, but its relative efficiency.
This then allows a country to produce something in which it does not have
an absolute advantage, but in which it is relatively good compared to other
goods that it might produce. To put it another way, a country will specialise
in the production of something in which its comparative disadvantage is less
than for another country.

This can be seen in Figure 1. Two countries, country 1 and country 2, have
different comparative advantages which can be seen by the slope of their
respective production possibility curves. Country 1 has a comparative
advantage in the production of manufactured goods whereas country 2 has
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a comparative advantage in the production of agricultural goods. At point
A, if each country produced 20 units of manufactured goods and 20 units of
agricultural goods, total world output with no trade would be at point B, i.e.
there would be 40 units of manufactured goods and 40 units of agricultural
goods.

If, however, country 1 specialised on the production of manufactured goods
and country 2 specialised on the production of agricultural goods, the total
world output with trade would be at point C with 60 units of manufactured
goods and 60 units of agricultural goods. As a result of applying the principle of
comparative advantage, total world output with trade would be greater than
the situation without any trade taking place.

Manufactured 70

iz co.
Total world output
with trade
50
40 B8O
Total world outg
30 with no trade e

Agricultural goods

Figure 1 PPCs for two countries
Figure 1 shows the situation where just two countries are trading with each
other. This is known as bilateral trade. Of course, in the real world, the
situation is more complex than this, given the existence of multilateral trade.

| bilateral trade: where trade takes place between two countries
multilateral trade: a more realistc situation where trade takes place between
a number of countries
globalisation: the process whereby there is an increasing world market in goods
and services, making an increase in multilateral trade more likely. It has been
made possible by a number of factors, including progress in trade liberalisation
exports: goods and/or services that are produced domestically in one country
and sold to other countries
imports: goods and/or services that are produced in foreign countries and
consumed by people in the domestic economy

Now test yourself

Itis important that candidates can demonstrate their understanding of the
distinction between bilateral trade and multilateral trade. Economists use two
countries on production possibility curve diagrams, but in reality trade will
involve the participation of many more countries in the world.

1 Distinguish between absolute
advantage and comparative
advantage.

Distinguish between bilateral trade
and multilateral trade.

Answers on p.155

n activity
Find out as much as you can about the
trading patterns of your country, both
in terms of the countries involved and
the various products imported and
exported.

Real-world limitation:

The principle of comparative advantage is helpful in explaining how total world
output can be increased as a result of specialisation, but there are a number of
real-world limitations. These include the following:

Principles of absolute and comparative advantage @



It is assumed that there are no transport costs involved in international trade,
but this is unrealistic and transport costs may actually offset any cost advantages
arising from the application of the principle of comparative advantage.

It is assumed that there are constant returns to scale and constant costs
of production, but it is always possible that an increase in output leads to
diseconomies of scale and a situation of rising costs of production.

It is assumed that there is free trade between countries, but in reality there
are many import restrictions which exist in different parts of the world.

It is assumed that the benefits of international trade will not be affected by
exchange rates, but movements in exchange rates can help to make trade
‘more or less advantageous to a country in the real world.

portunity cost concept allied to trade mj

The principle of comparative advantage is reflected in differences in opportunity
cost. World trade will substantially increase if each country concentrates

on producing the product(s) in which it has the lowest opportunity cost.
International trade will always be beneficial if there is a difference in the
opportunity cost ratios between countries and if each country specialises in the
product in which it has the lowest opportunity cost.

4 Internation;
L]

It is possible to appreciate the importance of opportunity cost in
international trade through a trading possibility curve. This will show
the extent to which output can be increased without the need for

any additional resources. By specialising according to the principle of
‘comparative advantage, countries will minimise the opportunity cost of
production. When countries trade their surplus output, there will be more
for everyone to consume in the world.

trading possibility curve: a means of showing the advantages of two
countries trading with each other as long as the opportunity costs of production
are different

Other explanations and determinants of trade flows

Traditionally, economists have always focused on the principle of comparative
advantage as the main explanation of trade flows. However, given the existence
of the real-world limitations to the principle already discussed, economists have
begun to look at other possible explanations and determinants of trade flows.
These include the following:

@ competitive advantage — this is the idea that it is not so much
opportunity cost that is important, but the actual cost of production in
different countries, e.g. the decision of multinational companies to locate
production in particular countries to take advantage of differences in
labour costs

factor endowment — differences in endowments of factors of production
in various countries are already an element in the principle of comparative
advantage, but some economists have greatly stressed the significance of
differences in the quality and quantity of factors of production between
countries

government policy — a government may be concerned about the possible
disadvantages of over-specialisation on particular products and so might
decide to encourage a greater degree of diversification of production than
might otherwise have been the case
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Arguments for free trade and motives
for protection

Arguments for free trade m:’

For many years, economists have stressed the potential advantages of free
trade for a country. These include the following:

@ world output can be increased

@ resources are allocated more efficiently

@ consumers can have a wider range of products to choose from

@ this can contribute to a substantial increase in economic growth

@ it will lead to an improved standard of living and quality of life
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A reduction in trade barriers will bring about a greater degree of free trade and
this process of trade liberalisation willlead to trade creation.

| free trade: trade which is not restricted or imited by different types of import
controls
trade creation: the creation of new trade as a result of the reduction or

| elimination of trade barrers

The World Trade Organisation

The World Trade Organisation was set up in 1995 to encourage free trade. It
replaced another organisation which had previously existed since 1948 with the
same purpose, the General Agreement on Tariffs and Trade (GATT). lts head
office is in Geneva, Switzerland, and it currently has 157 member countries. It
has sought to regulate trade between countries through a series of discussions.
The latest round of discussions has been the Doha Round and these have been
taking place since 2001.

Now test yourself

3 Explain the purpose of the
World Trade Organisation.

| World Trade Organisation: an organisation set up in 1995 to promote
| free trade in the world through the reduction of trade barriers
N Answer on p.155

Motives for protection

Despite the undoubted potential advantages of free trade, economists
emphasise that there can be a number of motives in favour of protection. These
include the following:

@ Infant or sunrise industries need protection, at least as a temporary
measure, to allow firms to be strong enough to compete with other already
established firms.
Sunset or decl g industries need to be protected, at least temporarily,
1o give sufficient time for the factors of production to be transferred to
alternative productive use.

A strategic industry may need to be protected, such as weapon production,
because if not a country may be vulnerable to attack by an enemy.

Rrgurneritsfor Freetrade, andmotives for proteetion @



@ Firms which sell products that have been imported into a country may sell
them not only cheaply to establish a market foothold, but at a price that
is actually below the cost of production; this is known as dumping and a
country may decide to use protectionist methods to protect themselves
from such ‘dumping’

® A country may be experiencing a balance of payments deficit on current
account, eg. the value of the imports may exceed the value of the exports,
and so protectionism may be employed to try to overcome this deficit
by restricting the imports coming into the country (such a policy will not
overcome the underlying reason for the deficic).

@ Some protectionist methods, such as tariffs, raise revenue and so a
government may use tariffs as a way of increasing its revenue.

4 International

When trade barriers are established, it can lead to a process of trade diversion,
ie. a certain amount of trade will be lost as a result of the establishment of
the barriers,

infant industry argument: the idea that a newly established industry should
be given time to establish itself; it will, therefore, need to be protected, at least
temporarily

sunrise industries: industries that are new, or relatively new, and which are
growing fast. It is also expected that they will become very important in the
future

sunset industries: industries that have passed their peak and are now in
decline, with no realistic hope of recovery

dumping: the practice of selling a product at a price that is less than the cost of
production Now test yourself
trade diversion: where a certain amount of trade is lost as a result of the
imposition of trade barriers

4 Distinguish between a sunrise
industry and a sunset industry.

Answer on p.155

Candidates often state that dumping is where a product is sold cheaply to gain

access in to a market. It may well be sold at a price that is cheaper than that

charged by domestic producers, but that does not mean that it is an example of -

dumping, For dumping to take place, the product has to be sold ata price that Summarise the main arguments for and
fails to cover the cost of production. against free trade.

Types of protection and their effects
=)

There are a number of different methods that can be used to protect domestic
industries. These include the following:

@ tariffs — these are taxes or duties that are imposed on imported products;
the effect is to make the imported products more expensive than they
‘would otherwise be and this should lead to a reduction in the demand

for them, although the actual effect will depend on the price elasticity of
demand for the imported product

(quotas — these are restrictions on imports into a country in terms of the
number of goods imported, the value of goods imported or the proportion
of market share that they represent; the effect is that as there are fewer of
them, less will be purchased by domestic consumers
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@ subsidies — these are payments by a government to a domestic firm to
help it keep down the costs of production; the effect is that if the lower cost
i passed on to consumers in the form of lower prices, the demand for them
is likely to increase and make them a more competitively priced product to
compete with the imports

@ exchange controls — these are restrictions on the buying and selling of
foreign currency; the effect is to make it more difficult to actually finance the
purchase of imported products

@ embargoes — these are complete bans on certain imported products, a
decision that is usually taken for political, rather than economic, reasons;
the effect is to make it impossible to purchase imported products from

particular countries

@ administrative procedures — this is where the paperwork, or 'red tape,
is made more difficult than it would otherwise be; the effect is to make it
much more difficult to get the imported products actually into the country
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tariff: a tax or duty that is imposed on an imported product to make it more
expensive in the hope that this will reduce demand for the product

quota: a limit on the imported products that are allowed to enter a country; a
quota can be in the form of a limited quantity, a limited value or a limited market
share

Now test yourself

5 Explain the difference between a

embargoes: bans on imports from particular countries. They can either apply to tariffand a quota

particular products or to all products from particular countries. They are usually
imposed for political, diplomatic or military, rather than economic, reasons Answer on p.155
\

)

CIZXD
It is important that candidates can distinguish between a tariff and a quota as Oifine e it s cahiages and
these two forms of trade protection are often confused in examination answers. i lvarapes o thevarioLi import
A tariff refers toa tax or duty that is placed on an imported good. A quota is a sz
restriction on the import of certain products, and this can be by quantity, value
or market share.

In some situations, one country might be fearful that another country to which
it is exporting may decide to impose protectionist barriers on that trade, which
could have dramatic consequences on the exporting country’s economy. To
reduce the likelihood of such import controls being established, the exporting
country could establish a voluntary export restraint or restriction, limiting
the amount that the country could export. The idea is that the other importing
country would now decide against imposing import controls on the exporting
country.

( .
voluntary export restraints: a decision, taken by an exporting country, to
voluntarily restrict its exports in the hope that a country that it exports to will
| decide against imposing import controls

There are different forms of economic integration in various parts of the
world and it is important that these different types of integration are clearly
distinguished.

Tipesot protection i hidieiues @



Free trade area

A free trade area refers to a situation where a number of countries come
together to trade freely between each other, but where each of these countries
maintains their own trade barriers with other countries outside the free trade
area, ie. there is no common external tariff barrier between the member
countries and other countries.

free trade area: a group of countries which promote free trade between
themselves, but which retain a separate set of trade barters against other countries
common external tariff: where all of the countries in an economic organisation
impose the same tariff with other countries outside of the organisation

Customs union

A customs union refers to a situation where a number of countries come
together to trade freely between each other, and in addition to this, the
countries establish a common external tariff against all other countries that are
not members of the customs union.

customsunionza group o counties which:promiotefree rade between Now test yourself

themselves, and which impose a common external tariff on imports from 6 Distinguish between a free trade
countries outside the area area and a customs union.

s [l

Answer on p.155

Candidates often confuse a free trade area with a customs union. Both types
of integration encourage free trade between the member countries, but the
key difference between them is that in a free trade area the member countries
retain their own trade barriers with countries outside the area, whereas in a
customs union the member countries adopt a common external tariff with
countries outside the union.

Economic union

An economic union refers to a situation which goes further than a customs
union and which establishes a number of economic policies, rules and
regulations which affect all the member countries. An economic union may
have a single currency, but it is not necessary that all member countries agree to
use that currency. For example, in the European Union, there are 27 countries,
but only 17 of them use the single currency.

economic union: a group of countries which agree to integrate their economies
as much as possible through various rules, laws, policies and regulations

Latvia will become the 28th member country of the European Union in 2014
and Lithuania is due to become the 29th member country in 2015.

Monetary union

/A monetary union refers to a situation where a group of countries come
together and adopt a single currency. They may also adopt a number of
‘common monetary policies to support the operation of that currency.

monetary union: a group of countries who decide to bring their economies
closer together through the adoption of  single currency

Find out if your country is a member of
= aform of economic integration. If it is,
try to discover the impact that this has
had on your country's economy.

A number of candidates seem to believe thatall countries in the European Union
use the single currency, the euro. This is not the case. In 2013, 17 of the 27 member
countries did use the euro. The UK is one of the 10 countries that does not use it,
although it is possible that it may decide to use it at some point in the future.
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Terms of trade
trade m:'

The terms of trade refer to the relative changes of export prices and import
prices. It is calculated by:

index number showing the average price of exports
ndex number showing the average price of Imports

If,in one year, the terms of trade are equal to 100 and the import prices rise
by more than the export prices, the terms of trade will fall below 100. This is
an unfavourable change because more exports will need to be sold to buy the
same number of imports.

£
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However, if in another year, the terms of trade are equal to 100 and the import
prices rise by less than the export prices, the terms of trade will be above 100.
This is a favourable change because fewer exports will need to be sold to buy
the same number of imports, assuming a situation of ceteris paribus.

| terms of trade: the price of exports in relation to the price of imports

Another confusion that candidates sometimes make i to regard a fal in the terms
of trade as something that is unhelpful to a country’s trading position. In actual
fact, a fall in the terms of trade means that export prices have become relatively
cheaper than import prices; if the price elasticity of demand for both exports and
imports s elastic,this wil help to impi s balance of trade situati

Expert tip Now test yourself

7 State the formula to calculate the
terms of trade.

Candidates often confuse the terms of trade with the balance of trade. The
terms of trade simply indicate the relationship between changes in the prices of
exports and imports; they give no indication of the changes in the quantity or Answer on p.155
value of exports and imports that are traded between countries.

Components of the balance of payments

The balance of payments is a record of the transactions that a country has
with the rest of the world. It shows the payments and receipts arising from this
international trade. It consists of three accounts: the current account, the capital
account and the financial account.

| balance of payments: a record of all transactions linked with exports and
imports, together with international capital movements. It consists of the current
| account, the capital account and the financial account

The current account of the balance of payment Revised

The current account is made up of the following four parts:
trade in goods — this is the balance of trade in terms of visible exports and
visible imports (visible balance)

trade in services — this is the balance of trade in terms of invisible exports
and invisible imports (invisible balance)

income — this is the net income from investments (net investment income)
current transfers — this refers to transfers of money by governments and
individuals; in the case of individuals, this could relate to gifts, charitable
donations and money sent to, and received from, relatives who live abroad

Componientsih the balance of pagments @



current account of balance of payments: this is made up of four elements Now test yourself

— the trade in goods, the trade in services, income and current transfers 8 Explain the difference between a
visible balance: this refers to the trade in visible goods, such as cars, between visible and an invisible in relation
= " o the current account of the

balance of payments.
invisible balance: this refers to the trade in invisible services, such as banking,

between countries Answer on p.155
net investment income: this refers to the net income that relates to
investments, such as dividends on shares or interest payments

esed [l

current transfers: this refers to the net payments by governments and private
individuals, such as grants for overseas aid or cash remittances sent home to
their own countries by migrant workers

4 Internation;

It is important that candidates demonstrate an awareness of the four
elements of the current account of the balance of payments in their
‘examination answers.

The capital account of the balance of payments revised [

The capital account is that part of the balance of payments which records
capital movements, in terms of assets and liabilities, into and out of a
country. These could include physical assets such as the purchase of land.

capital account of the balance of payments: this is made up of
transactions where there s a transfer of financial assets between one country
and another. For example, such a financial asset could include the purchase of
a physical asset such as land

The financial account of the balance of payments Revised .

The financial account is that part of the balance of payments which records
the capital inflows into a country and the capital outflows out of a country
resulting from investments, such as the building of factories.

There is a final part of the balance of payments that needs to be mentioned.
This is known as net errors and omissions. I is not always possible to
identify all payments accurately and so there may well be some transactions
that go unrecorded: these are shown in the balance of payments as net errors
and omissions.

financial account of the balance of payments: this is made p of the capital
inflows and capital outflows resulting from investment in different countries

net errors and omissions: those transactions in the balance of payments that
go unrecorded
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Deficits and surpluses

The balance of payments as a whole, or one particular part of it, can have a
deficit or a surplus. A deficit in the balance of payments means that the
money going out of a country is greater than the money coming into the
country. On the other hand, a surplus in the balance of payments means that
the money coming into a country is greater than the money going out of the
country. The term ‘deficit’ or ‘surplus’ is therefore said to refer to the external
balance of a country.

N - S -,
surplus: a positive balance when income exceeds expenditure

external balance: the balance between receipts and payments in relation to
international transactions between one country and other countries in the world

Re ity
Try to find out as much as you can
about the composition of the balance
of payments of your country.

on acf
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5 Theory and measurement

in the macroeconomy

Employment statistics

The

The labour force refers to all the people in a country who are employed or
who are looking for work. It is therefore both the employed people and the
people who are unemployed. The best way of defining it is the number of
people in a country who are available for work.

the labour force Revised

e and components

The size of a country’s labour force depends on a number of factors, including
the following:

the toral size of the population

the birch rate

the death rate

the school leaving age

the number of peaple who stay in full-time education after leaving school
the retirement age

the availability and value of welfare benefits to those who do not

have a job

the availability and cost of childcare

the attitudes in the society to women working

the state of the economy

labour force: the number of people that are available for work in a country

Now test yourself

Candidates often seem to believe that the term ‘labour force’ only applies to 1 Define the term ‘labour force’
those people who are employed, . to those people who actually have a job. It
= |

does, however, refer not only to those people who have a job, but also to those Answer on p.155
who re unemployed.

The working population
Another way of expressing the number of peaple in a country who are available
to work is to refer to the working population.

There will always be some peaple who are too young to work, or who stay
on in education beyond the school leaving age, or who are too old, or who
are t0o disabled. All these people determine the dependency ratio of a

country.
wrorking popuiaion: fepelenseonty whomewslingoryhoms |
actively seeking work Find out as muich s you can about the
dependency ratio: the ratio of those people in a country who are unable to labour force and the dependency ratio
in your country.

work divided by those who are able to work
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pation rate is an indication of the people in a country who are
either in work or who are officially registered as unemployed. It gives an indication
of the extent to which the population of a country is economically active.

| participation rate: the proportion of the population which is either in
employment or officially registered as unemployed

the macroecon

bour productivity

Labour productivity is the measurement of the efficiency of labour in terms of
the output per worker per period of time, such as 1hour, 1 day or 1 week.

The productivity of workers can vary for a number of reasons, including
differences in:

® education ® technical knowledge

® waining ® level of capital available

o skills ® working methods and practices
® experience @ motivation

| labour productivity: productivity measures the level of efficiency in the use of

resources. Labour productiity, therefore, measures the efficiency of labour in
L ‘terms of the output per person per period of time

s important to distinguish between productvicy and production, Candilaes

h terms. ‘Production’ refe resources,
whems “productivity’ refers to the efficiency of an input into the production
process, such as labour.

Now test yourself

2 Explain what is meant by ‘labour
productivity’.

Answer on p.155

Re
Choose one type of production in your
country. Outline the different ways in
which the productivity of the workers
in this industry could be improved.

on acf
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Definition of unemployment

Unemployment refers to the situation which occurs when people are able and
willing to work, but are unable to find employment.
| unemployment: a situation where people who are able and willing to work are

( unable to find work

volved in measuring unemployment

=l )

There is no one agreed method of measuring unemployment. This is significant
because different ways of measuring unemployment can give different results.
Most countries use one of the two following methods.

The claimant count

The claimant count is one method of measuring unemployment in a country. This
is where the number of peaple who officiall register as unemployed is counted;
they register so that they are eligible to claim any benefits (known as transfer
payments) that the state may provide for those people who are unemployed.

| caimant count; the number of people who offcally register 3 nerployed )

Employment statistics @



The labour force survey

An alternative way of measuring the number of people who are unemployed in
a country is to take the claimant count and then add to it those people who are
able and willing to work, but who have not officially registered themselves as
unemployed. This is known as a labour force survey.

labour force survey: this will include not only those who are officially
registered as unemployed but also those who are available for work but who
have not officially registered themselves as unemployed

Now test yourself
3 Distinguish between the two
different methods of measuring
the number of people unemployed

Itis important that candidates can demonstrate that they understand there
are two different ways to measure the number of unemployed people in

an economy. One is the claimant count and one is the labour force survey. Inacountry:
Countries usually use one or the other, although some countries use both Answer on p.155
methods.

The unemployment rate: patterns and trends in (un)employment

Itis important to distinguish between the number of people who are
unemployed in a country and the rate. The of

rate refers to the total number of people who are unemployed in a country
divided by the labour force.

Economists are interested in discovering patterns and trends in the rate of
unemployment in a country over a period of time. It is useful to establish
whether the trend is upward or downward; if it is upward, the government will
need to devise appropriate policies to try to reduce the rate.

5 Theory and measurement in the macroeco

unemployment rate: the number of unemployed people divided by the

labour force
{ J
Revision activity
Candidates need to distinguish between the number of peapll who are Find out about the pattern of
y and the rate of h in in your country. s the
e it T Ml b b T e et e vl percentage. trend in recent years going up or down?

General price level: price indices

The general price level of an economy gives an indication of the average
price level of the various consumer goods and services in an economy at
a given period of time. It is a way of measuring the cost of living in an
economy.

The general price level in an economy is measured through the use of an index.

general price level: the average level of prices of all consumer goods and
services in an economy at a given period of time

cost of living: the cost of a selection of goods and services that are consumed
by an average household in an economy at a given period of time

Cambridge International AS and A Level Economics Revision Guide



Price indices

There are a number of different price indices that can be used to measure
changes in the cost of living in an economy over a period of time, but the two
most common ones are the consumer prices index (CPI) and the retail
prices index (RPI).

consumer prices index: a way of measuring changes in the prices of a number
of consumer goods and services in an economy over a period of time

retail prices index: an index, just like the consumer prices index, which
measures changes in the prices of a number of goods and services in an
economy over a period of time, but it indludes a number of items that are not

| included in the CPY, such as the costs of housing

the macroecono

There are a number of stages involved in the construction of a price index, as
Table 1 indicates.

Table 1 The construction of a price index

Stage Explanation

Basket of goods and services | A selection of a number of goods and services is included in a representative basket; the
number of items is often around 600.

Household expenditure Asurvey is carried out, usually every month, which monitors changes in the prices of these
goods and services.
Weights An index s constructed to show the changes in these prices, but it is recognised that some

items are more important than others; these differences in importance are reflected in
weights that are given to the different tems in the basket.

Base year To show the changes in the general level of prices over a period of time, a starting point is
chosen; this s called a base year and is given a value of 100.
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Calculation of the index figure | The percentage change in price for each item is then multiplied by its weight and this will
give the average change in the index; this is usually calculated each month and shows the
change in the general price level, over the previous 12 months.

/ N
weightsstheitens liareprasentatie sample of goods and serices bought Now test yourself

by people in an economy will not all be of the same importance; weights are 4 Whatis meant by 'W_eigh_!ing' in the
given to each of the items to reflect the relative importance of the different construction of a prices index?
components in the basket, and 50 a price index involves a weighted average Answer on p.155

base year: a year chosen so that comparisons can be made over a period of
time; the base year for an index is given a value of 100

household expenditure: a survey is taken on a regular basis (usually every
month) to record changes in the prices of a selection of goods and services that
constitutes a representative basket

sampling: the use of a representative sample of goods and services consumed in

an economy to give an indication of changes in the cost of liing

Money and real data

Itis important to distinguish between nominal value and real value.

The nominal value of a given sum of money does not take into account the
effects of inflation. No allowance at all is made for inflation.

The real value of a given sum of money, however, shows the value after the
effects of inflation have been removed. This can be achieved with a price index
by expressing the data at constant prices using a base year. This means that the
value of money is calculated by assuming that the prices of goods and services
in an economy have not changed and have remained constant.

Money and real data @



An example of nominal value is f a person receives a wage rise of 8%. An example
of real value is if, at that time, inflation is 7%; this 7% has to be subtracted from
the 8% so that the real value of the wage increase is 8% — 7% = 1%.

i

CoN(

Now test yourself
5 Distinguish between ‘nominal’ and
‘real’ data.

nominal value: the value of a sum of money without taking into account the
effect of inflation

real value: the value of a sum of money after taking into account the effect of Answer on p.155
inflation, i.. the effects of inflation have been removed

on act
Expert tip Consider why itisimportant to
It important that candidates can demonstrate they understand what is distinguish between nominal and real
data.

meant by a real value in terms of the value of something after the effects of
inflation have been taken into account.

Aggregate demand (AD)
and aggregate supply (AS)

Aggregate demand refers to the toral demand for all the goods and services in
an economy. There are four sources of this demand:

@ consumer spending

@ investment by firms in machinery, equipment and plant

@ government spending

@ the net effect of international trade, ie. exports minus imports

5 Theory and measurement in the macroe

aggregate demand: the total amount that is spent on an economy’s goods
and services over a given period of time; it is made up of four elements —
consumption, investment, government spending and net exports

The aggregate demand curve slopes downwards from left to right. This can be
seen in Figure 1. If there is a change in the price level, this will cause 2 movement
along the AD curve.

Price
level

AD.

Real output
Figure 1 An aggregate demand curve

If there is a change for any reason other than price, however, the AD curve will
Shift. If there is an increase in aggregate demand, the curve will shift to the right.
“This can be seen in Figure 2 (from AD, to ADy).If there is a decrease in aggregate
demand, the curve will hift to the left.
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Now test yourself
6 Name the four elements that make
up aggregate demand.

Answer on p.155

Real
output

Figure 2 A shift in aggregate demand

Aggregate supply m

The short-run aggregate supply curve slopes upwards from left to right. This
can be seen in Figure 3. If there is a change in the price level, this will cause a
‘movement along the AS curve.
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Real output

Figure 3 Aggregate supply in the short run

aggregate supply: the total output that the various firms in an economy are
able and willing to supply at different price levels in a given period of time; it
includes both consumer and capital products

If there is a change for any reason other than price, however, the AS curve will
shift. If there is an increase in aggregate supply, the curve will shift to the right,
as can be seen in Figure 4 (from AS, to AS,). If there is a decrease in aggregate
supply, the curve will shift to the left.

Price
level

Real output
Figure 4 A shift in aggregate supply

In the long run, however, the shape of the AS curve will change. At low levels of

output, the AS curve can be horizontal, indicating that it is perfectly elastic. At

high levels of output, the AS curve can be vertical, indicating that it is perfectly

inelastic. Indeed, some economists argue that the long-run AS curve is perfectly

inelastic to indicate that an economy will operate at full capacity.

Aggregate demand (AD) and aggregate supply (AS)




Interaction of AD and AS

Equiibrium is determined when AD and AS intersect. This can be seen in Figure 5,
where the equilibrium price level is P and the equillbrium real output level i .

Real
output

Figure 5 Macroeconomic equilibrium
This equilibrium position will not necessarily be at the full employment level
for an economy. This can be seen in Figure 6. The equilibrium where AD*
crosses SAS (shortrun aggregate supply) is at price P* and real output Y at
this poing, the i ilibrium is ac full However, the
equilibrium where AD, crosses SAS is at price Py and real output Y;;at this point,
the equilibrium is below the full employment level in the economy, so there is
surplus capacity.
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output

Figure 6 Will macroeconomic equilibrium

be at full employment?
Figure 7 shows the equilibrium position in relation to long:run aggregate supply.
As indicated above, aggregate supply is initially elastic, but as it gets nearer to
the full employment level, shown by Y, it becomes increasingly inelastic untilic
eventually becomes perfectly inelastic when the full employment (¥*) level of
output is eventually reached.

Figure 7 Macroeconomic equilibrium revisited

ilibs of AD and AS will not

Itis i i
necessarily be at the full employment level of an economy.

Cambridge International AS and A Level Economics Revision Guide




6 Macroeconomic problems

Inflation

Def

Inflation refers to a situation of a rise in the generallevel of prices in an
economy over a period of time.

ion of inflation

- y
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| period of time

Now test yourself

Candidates need to realise that i is not necessary for al prices in an economy 1 Define the term ‘inflation’,
to be rising to constitute a situation of inflation. It is often the case that, at
any one time, the prices of some products will be falling while the prices of Answer on p.155

other products are rising. What is important in an inflationary situation is that
the general level of prices on the whole is ising.

Degrees of inflation

Inflation, as has been stated, is a situation of rising prices in an economy, but
there are varying degrees of inflation. In many economies, the government
aims to keep the rate of inflation down to, say, about 2%, but in some
economies a rate of inflation of, say, 4% or 5% would not be regarded as a
major problem.

In some economies, however, the rate of inflation has been significantly
higher than this. In some cases, countries have experienced a rate of inflation
of over 1,000%. Germany in the early 19205, Hungary in the mid-1940s and
Zimbabwe in the mid-2000s are three examples of countries which have
experienced excessive rates of inflation in the last 100 years.

It is not inevitable that a country must always be faced with inflation. It is

possible that a country could experience a situation of deflation, or falling
prices. This has happened in Japan in recent years.

[ deflation: a general decrease in the average level of prices in an economy
over a period of time. Deflation can also mean a reduction in the level of
agaregate demand in an econory, in contrast to reflation which means an
increase in the level of aggregate demand in an economy

Candid: sometimes confuse inflati deflation in their
answers, It is important to clearly distinguish between a situation of inflation,
which refers to rising prices, and a situation of deflation, which refers to falling
prices.

Inflation
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Economists have distinguished between different types of inflation.

Creeping inflation

When the rate of inflation in an economy s relatively low, say about 2%, and is
reasonably stable over a period of time, the situation is one of creeping
inflation.

creeping inflation: a situation where the rate of inflation s reasonably low say

about 2%
»

Accelerating inflation
Accelerating inflation is a situation where the rate of inflation in an
economy is getting significantly higher and is becoming a major problem
in the economy.
accelerating inflation: a situation where the rate of inflation is rising, say from 5% |
1.25%, and is beginning to become a serious problem in an economy

Hyperinflation

Itis difficult to be precise as to exactly when an economy has reached a
situation of hyperinflation, but it is generally where the rate of inflation has
reached such a high level that it affects confidence in the economy. It may lead
to the collapse of a country’s currency. For example, the rate of inflation in
Germany reached over 20,000% in 1923, leading to the replacement of the
currency. In Zimbabwe, the rate of inflation reached over 230 million % in 2008,
and this caused many people to move away from the Zimbabwe dollar to the
US dollar.

| hyperinflation: a situation where the rate of inflation is becoming very high,
say over 100%, and is damaging confidence in the country's economy

Candidates should understand that it is not possible to give a precise
percentage figure to indicate when a situation of hyperinflation exists in an
economy.

One particular feature of a high rate of inflation is what are called shoe leather
costs. This term is used to refer to those people who prefer to hold only a small
amount of money at any one time and so need to make more visits to a
financial institution to obtain cash. Such costs can be regarded as ‘search costs’
that come about as a result of the state of inflation in an economy.

Another feature of a high rate of inflation is what are called menu costs.
If a country is experiencing a high rate of inflation, it means that prices are
continuously changing. Having to alter the prices again and again involves
time and expense.

( - Now test yourself
shoe leather costs: in a situation of very high inflation, people need to ensure

that their money is gaining interest and so will be less inclined to have large cash
deposits. These costs are, in fact, search costs that are caused by the high rate of
inflation in an economy

Explain why hyperinflation is such a
serious problem.
Explain the difference between

menu costs and shoe leather costs.
menu costs: the costs of continually having to change the prices of goods and
services as a result of an inflationary situation Answers on p.155-6
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Causes of inflation

There are broadly four possible causes of inflation: demand-pull, cost-push,
monetary and imported.

Demand-pull inflation

One cause of inflation is a situation where there is too much demand in an
economy, ie. aggregate demand is greater than aggregate supply. Where an
economy is at a situation of full employment, and an increase in demand cannot
be met by an increase in output, the general price level willrise.

demand-pull inflation: a rise in the general level of prices in an economy,
caused primarily by too much demand for products
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Cost-push inflation

Whereas demand-pull inflation is essentially brought about from the demand
side, cost-push inflation is due to the increase in the costs of production
that are passed on to consumers in the form of higher prices. Labour costs, for
example, could rise significantly, forcing firms to raise the prices of products.

There is also an element of anticipated inflation in relation to labour

costs. If inflation is anticipated or expected, workers will build this into their
wage demands. It is therefore possible that the anticipated inflation actually
contributes to the inflation. In such a situation, inflation becomes self-
perpetuating and a self-ulfilling prophecy.

Inflation can also be unanticipated; this is the difference between the actual
rate of inflation in an economy and the anticipated or expected rate of
inflation.

Now test yourself

4 Distinguish between ‘demand-pull
and ‘cost-push inflation.

cost-push inflations a ise in the general level of prices in an econorny, caused
primarily by a significant ise in the costs of production

anticipated inflation: the expected future rate of inflation in an economy
unanticipated inflation: the actual rate of inflation in an economy minus the Answer on p.156
anticipated or expected rate of inflation

Monetary inflation

This explanation of the cause of inflation is also from the demand side, but it
stresses the importance of an excessive increase in the money supply making
such an increase in demand possible.

Monetary inflation is closely associated with the Monetarist perspective on
economics, which stresses the importance of the quantity theory of money.
| monetary inflation: a rise in the general level of prices in an economy, caused |

primarily by too much money in an economy

quantity theory of meney: the idea that MV'= PT where M is the money

stock, Vs the velocity of circulation, P is the general price level and Tis the

volume of transactions. This theory is actually an identity because MV, which

represents total spending in an economy, must necessariy equal PT, which

represents the total amount of money received for products. It is assumed that

Vand T are constant, and so the theory puts forward the idea that changes in

the price level in an economy are directly proportional to changes i the money

supply in the economy LG y

velocity of circulation: the average number of times one particular unit of money is Outline what is meant by ‘the quantity
used over a given period of time theory of money’.

n acti

Inflation



Imported inflation

This explanation of the cause of inflation is from the supply side, but it
emphasises the increase in the costs of imports in particular. This can either be
in the form of imported raw materials and component parts that are used in
domestic production or the higher prices of imported finished goods.

imported inflation: a rise in the general level of prices in an economy, caused
primarily by a significant increase in the price of imports

The consequences of inflation m

Itis certainly the case that inflation has a number of negative consequences for
an economy, but it should also be recognised that it is possible that inflation can
have some positive consequences. Table 1 indicates the main consequences of
inflation for an economy, both positive and negative.

6 Macroeconomic pr:

Table 1 The consequences of inflation for an economy
Negaf
@ The purchasing power of a given sum of money willfall, i.e. it will be

able to buy less in real terms.
© A country’s exports will become uncompetitive, although the effect of
this will depend on the rate of inflation in one country compared to that

consequences ive consequences

o A relatively low rate of inflation, caused by an
increase in aggregate demand, could lead to
people feeling more optimistic about future
economic prospects.

in another. © If prices rise by more than costs, this will help
© There will be a redistribution of income, with some people adversely | to increase the profits of firms, assuming that
affected, e.g. those on fixed incomes, and creditors (people who lend | demand is price elastic.

money) unless the loans are index linked to the rate of inflation. Savers | ®
will also be negatively affected, unless they can find a savings account
with a rate of interest that is greater than the rate of inflation.

© Menu costs, ie. the need to keep changing the prices that are being
advertised for various products, can be expensive and time consuming.

Redistribution of income may work in favour
of some people in an economy, such as
borrowers; inflation will make the debt less

in real terms, This may encourage people to
spend more, improving their standard of iving.

© Shoe leather costs, i.e. the need to continually search for the best o If the real cost of debt is reduced, but the
possible returns to try to keep ahead of inflation, also involve extra time | price of property rises in line with inflation,
and effort. property owners will benefit significantly.

© Uncertainty in investment, i.e. some firms may be reluctant to plan o If firms experience an increase in their
investment as inflation creates a great deal of uncertainty in an profits, they may be encouraged to
economy.

expand and this could lead to a reduction
in unemployment (although high
inflation can also be associated with high
unemployment, a situation known as
stagflation).

® Asituation of fiscal drag can occur if tax allowances are left
unchanged in an inflationary situation; more people will be caught in
the ‘tax net".

Now test yourself

fiscal drag: the idea that more people will be dragged into the ‘tax net' in a
situation of inflation if the tax allowances are not increased in line with the rate 5 Explain what is meant by
of inflation ‘fiscal drag

stagflation: a situation where an economy is experiencing high inflation and high Answer on p.156
unemployment at the same time:

It should be clear, therefore, that the overall effect of inflation will depend on a
number of factors. These include:

@ whether the inflation is anticipated or not
@ the extent of the increase in prices
@ whether the inflation rate is accelerating or stable
@ the extent to which other countries are experiencing inflation
Revision activity
Candidates often make broad [t in inations in relation to the

Consider whether the positive
finflation outweigh
the negative ones.

possible effects of inflation. You will need to
e e e e e
depend on a number of possible factors.
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Candidates often assume that inflation can only have negative consequences,
but it isimportant to realise that there can be winners, as well as losers, asa
result of inflation. If an examination question requires candidates to discuss or
evaluate the consequences of inflation, an answer should include reference to
Boh e corIble oo ee wid e

Balance of payments problems
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Balance of payments equilibrium and disequilibrium 'E"
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‘Balance of payments equilibrium’ refers to a situation where the deficits and
surpluses of a country are cancelled out, both in a given year and over a period

of time. For example, a current account deficit could be cancelled out by a

financial account surplus.

‘Balance of payments disequilibrium’ refers to a situation where a country is

experiencing a persistent deficit or surplus over a period of time.

The International Monetary Fund (IMF) exists to help countries with a Now test yourself

persistent deficit. It can provide a loan to a country which will help it to finance 6 Explain the role of the International
the deficit in the short term. This will hopefully allow time for economic policies Monetary Fund.

to improve the situation in the long term. Answer on p.156

| International Monetary Fund: set up in 1944 to promote international trade
through such measures as providing financial support in the form of a loan
which will help a country to overcome, or at least reduce, a deficit in the balance

| of payments. It now has 188 member countries

The causes of balance of payments disequilibrium Revised .

There are a number of possible reasons why a country might be experiencing a
persistent balance of payments disequilibrium. In relation to a persistent deficit,
reasons could include the following:

@ The foreign exchange rate could be too high, causing exports to be more
expensive than they should otherwise be; if demand for these exports is
price elastic, this could have a significant effect on the balance of payments.
Consumers in a country could have begun to increase their demand for
imported products, ie. as incomes have risen, there has been an increase in
the marginal propensity to import.

A country could have borrowed funds from other countries to finance
development projects, but these projects have not been as successful as
had been anticipated and yet the debt still has to be paid off.

| marginal propensity to import: the proportion of an increase in income that
| is spent on imported products

In examination questi balance of ts disequilibrium, candidates
tend to assume that it can only apply to a deficit. However, it should be
remembered that it is possible that a country could experience a persistent
surplus, such as has been the case with China.

Balance of payments problems



The consequences of balance of payments disequilibrium

Balance of payments disequilibrium will affect a domestic economy in various

ways. These include the following:

@ There will be an increase in unemployment if there has been a decrease in
the demand for exports and an increase in the demand for imports.

@ There wil be a reduction in business confidence, leading to a fal in the level of
investment in the domestic economy.
® If corrective action s taken in an attempt to reduce, and hopefully Now test yourself
eliminate, the disequilibrium, consumers will either have a restricted range | 7 Analyse how a balance of payments
of imported products to choose from (if quotas have been introduced) or of disequilibrium can affect an
will have to pay much more for the imported products (if tariffs have been senomy.

introduced). Answer on p.156
@ This increase in prices could have an inflationary effect on the economy.
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The disequilibrium in the balance of payments will also have an effect on the

external economy:

@ There is likely to be a move towards greater protectionism in the
international economy, reducing the extent of the benefits that would
otherwise have been obrained.

Fluctuations in foreign exchange rates

Defi

A foreign exchange rate refers to the value of one currency in relation
to another. It is the price of one particular currency expressed in terms of
another.

ns and measurement of exchange rates

The usual way to express the value of one currency in terms of another is
through a nominal exchange rate. However, this will not take into account
the purchasing power of a nominal sum of one currency in relation to the
purchasing power of another currency. It is for this reason that exchange
rates are often expressed in terms of purchasing power parity, i.e. by
taking into account price levels in different countries, exchange rates can be
adjusted so as to give a more accurate comparison of the purchasing power
of currencies.

foreign exchange: the foreign currency that s sed in other countries as a

medium of exchange

Forex (or Foreign Exchange) Market: the coming together of buyers and

sellers of currencies to establish a price

purchasing power parity: the value of a currency in terms of what it would be
able to buy in other countries

Now test yourself
Candidates need to adear ing of th of 8 What is meant by the term
purchasing power parity. This concept is important because it enables the ‘purchasing power parity’?
purchasing power of a currency to be established by taking into account
different price levels in various countries. Answer on p.156
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Another way of expressing changes in an exchange rate is to relate it to
changes not in one other currency, but in a number of other currencies.
These different currencies are weighted to take into account their importance
in international trade. As with other indices, a base year is selected and given
a value of 100. The trade-weighted exchange rate can also be called the
‘effective exchange rate’.

| trade-weighted exchange rate: a way of measuring changes in an exchange

| rate in terms of a weighted average of changes in other currencies

The determina

Exchange rates can be determined in a number of different ways, but the three
most common ways are floating, fixed and managed float.

Floating exchange rate

A floating exchange rate is one that allows the value of a currency to be
determined by the forces of demand and supply in an economy, just like the
price of anything else in a free market.

This can be seen in Figure 1. The demand for a currency is determined by the
demand for a country’s exports that leave the country and the supply of a
currency is determined by the demand for the imports which come into the
country. The vertical axis shows the price of UKE in US$ and the horizontal axis
shows the quantity of UKE. The equilibrium is established where demand and
supply intersect, ie. at a price of P and a quantity of Q.

Price
of £in

Supply

Figure 1 The price of sterling

When the value of a floating exchange rate goes up, it is known as an
appreciation.
When the value of a floating exchange rate goes down, it is known as a
depreciation.
| floating exchange rate: an exchange rate that is determined, like any other

price, by the market forces of demand and supply

appreciation: the rise in value of a currency that is floating

depreciation: the fal in value of a currency that is floating

Fixed exchange rate

‘Whereas a floating system allows exchange rates to be determined by the forces
of demand and supply in a free market, a fixed system is where exchange rates
are set at a particular level by a government. They are not determined by the
forces of demand and supply. The central bank of a country will continually buy
and sell the currency in order to maintain its value.

When the value of a fixed exchange rate goes up, it is known as a revaluation.
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When the value of a fixed exchange rate goes down, it is known as a
devaluation.

fixed exchange rate: an exchange rate that is determined at a particular level
by a government
revaluation: the rise in value of a currency that s fixed
devaluation: the fail vyvilue oF arcumency thatis el Now test yourself
. /| 9 Distinguish between a depreciation’
and a devaluation’ ofa currency.

[ Expert tip ] Answer on p.156

In the examination, candidates need to clearly distinguish between a
revaluation/devaluation that will occur in a fixed exchange rate system and
an appreciation/depreciation that will occur in a floating exchange rate
system.

6 Macroeconomic pr:

Managed exchange rate

Sometimes a government may allow the rate of a currency to be determined
by market forces to some extent, but will intervene to restrict the degree of
floating between a minimum and maximum price. This is often referred to as
adirty float’

managed (dirty) float: an exchange rate that is determined, to some extent,
by the forces of demand and supply, but where the rate is managed by a
government, Le. it will only be allowed to float between certain parameters

Candidates need to demonstrate they understand that a managed exchange
rate system is a mixture of a floating and a fixed exchange rate system.

Factors underlying fluctuations in exchange rates Revised .

Fluctuations in a country’s exchange rate can be caused by a number of factors,
including the following:

the demand for the country’s exports from other countries

the demand for imports into the country

Now test yourself

10 Identify what is meant by hot
money’.

inflation rates in different countries affecting international competitiveness Answer on p.156

perceptions of quality/reliability in relation to both exports and imports
interest rates in different countries, affecting movements of ‘hot money’
changes in unit costs in various countries

differences in the state of technology in various countries
trends in tourism

Revision activity
hot money: flows of money that move from one country to another to take

® Consider whether a managed float is
advantage of different rates of interest in various countries

the best form of exchange rate system.

The effects of changing exchange rates on the economy Revised .

A country's exchange rate could be lowered in value in order to encourage an
increase in exports and a decrease in imports. This effect, however, may not
happen immediately and there may be a period of time when the situation
becomes worse before it gets better. This is known as the J-curve effect.
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The reason for this J-curve effect is that buyers take time to adjust to price
changes. A lower price for exports and a higher price for imports may eventually
have an effect on demand, but the expected changes will not happen
immediately.

J-curve effect: the period of time, after a depreciation, when the current
account of the balance of payments gets worse before it gets better

Candidates need to demonstrate in their examination answers that they
understand what is meant by a -curve effect. This is the idea that there will be
a period of time, after a depreciation, when the current account of the balance
of payments i likely to get worse before it gets better. You need to make it
clear that you understand that the J-curve effect will depend on the price
elasticity of demand for both exports and imports. It is impossible to be precise
about how long this period of time s likely to be because it will vary from one
country to another.

Another factor to take into account when assessing the effect of a change in
the exchange rate on an economy is in relation to the price elasticity of demand.
A depreciation will make exports cheaper and imports dearer, but the ultimate
effect of these price changes will depend on the price elasticity of demand for
both the exports and the imports.

A depreciation is generally expected to bring about an increase in the demand
for exports, because they are now relatively cheaper than they were, and a
reduction in the demand for imports, because they are now relatively dearer
than they were. This may not, however, necessarily happen, as it will depend on
the price elasticity of demand for both exports and imports. If a depreciation, or
a devaluation, is to be successful in terms of improving the balance of payments
situation, the sum of the price elasticity of demand for exports and the price
elasticity of demand for imports will need to be greater than one. This is known
as the Marshall-Lerner condition.

| Marshall-Lerner condition: the requirement that for a depreciation to be-
successful, the sum of the price elasticity of demand for exports and the price
| elasticity of demand for imports must be greater than one

Now test yourself

11 Explain what is meant by a
‘J-curve effect’

12 What is meant by ‘the Marshall-
Lerner’ condition'?

Answers on p.156

obler

&
L
£
2
g
s
°

Fiuctastionsinfordian exchargerates @



7 Macroeconomic policies

Policies designed to correct balance
of payments disequilibrium

There are two approaches that can be used in an economy to correct a balance
of payments deficit: expenditure switching policies and expenditure dampening
policies.

Expenditure switching policies M:’

Expenditure switching is concerned with policies that will actually switch
demand away from some products and towards others. In particular, ic will lead
to an increase in the demand for exports and a decrease in the demand for
imports.

expenditure switching: a policy which attempts to bring about a change in
the pattern of demand in an economy by reducing the demand for imports and
increasing the demand for exports

Different methods can be used to reduce the demand for imports and

encourage the demand for exports. These have been covered above on pages

50-51. They can include the following:

tariffs

quoras

subsidies

exchange controls

embargoes

@ administrative restrictions Now test yourself

1 Explain what is meant by
“expenditure switching’

The main problem associated with such policies is that they involve restraints on
free trade and are therefore generally opposed by the World Trade Organisation.
This is why many economies decide to use expenditure dampening policies Answer on p.156
rather than expenditure switching policies.

Expenditure dampening policies
Whereas an expenditure switching policy is concerned with the change in the
patterns of demand for different products, an expenditure dampening or
reducing policy is concerned with a more general reduction in the demand for
all products in an economy. This will have two effects. First, the demand for
imported goods wilfal. Second, the demand from within an economy for all
goods wilfall, and so domestic producers will need to compensate for this by
increasing the level of exports,

7 '
expenditure dampening (or expenditure reducing): a policy which attempts
to bring about a reduction in the level of aggregate demand in an economy

@ Cambridge International AS and A Level Economics Revision Guide



“This process of expenditure dampening will be carried out by various strategies,
including the following:

® deflationary fiscal policy, eg. through an increase in taxation and/or
a reduction in government expenditure; the effect will be to create a
downward multiplier effect (see page 125) in the economy, bringing down v
the level of aggregate demand *
. N . . Now test yourself E
@ deflationary monetary policy, e.g. through an increase in interest rates and/or - ” =)
areduction in the money supply 2 ERplafvhar Emearnt by £
‘expenditure dampening’. o
Economists are agreed that the main way to reduce or eliminate a balance of 3 What is meant by a ‘balance of g
payments deficit is to improve the quality of the goods produced in an payments disequilibrium’? o
. 5 4 =
economy so that more pegpbe will buy them, boc‘h within the dqmesm @arker Answers on p.156 v
and abroad. Many economies have adopted a variety of supply-side policies to [}
improve the competitiveness of products. E
{ Expert tip J Revision ac =
Balance of payments disequilibrium has been discussed in terms of a persistent Contrast expenditure switching policies
deficit, but don' forget that disequilibrium can also refer to persistent surpluses and expenditure dampening policies.

in the balance of payments.

Policies to influence the exchange rate

Another way of changing the aggregate demand in an economy is through
the exchange rate. If the exchange rate of a country’s currency falls, either
through depreciation or through devaluation, the demand for exports will
rise, as they are now relatively cheaper, while the demand for imports will
fall, as they are now relatively dearer. However, the extent to which this
actually happens will depend on the price elasticity of demand for both
exports and imports.

In a floating exchange rate system, the external value of a currency will be
determined by the forces of demand and supply, but policies can be used to
influence this. For example, interest rate policy could be used to bring about a
depreciation in the external value of a currency if a country's interest rates are
lower than in other countries. In such a situation, more money is likely to leave a
country than be attracted to it because money will be attracted by higher rates
of interest in other countries.

(& 5 \
interest rate policy: the use of changes in interest rates in an economy to bring
about particular objectives, such as a change in the exchange rate |

Possible conflicts between
macroeconomic policy objectives

It is not always easy for a government to achieve success in all its policy

objectives and so there may often be a conflict between the objectives. For

example, a depreciation or devaluation of an exchange rate could be used to

increase the demand for exports and decrease the demand for imports, thus

reducing the size of a balance of payments deficit. If, however, the price elasticity

of demand for imports is relatively inelastic, as it often is in many countries, the

demand for the more expensive imports will not be affected very much. The ST Teher Kk eyt

consequence of this is that it will contribute to inflation in an economy, bothin ~~ that there will bea conflict between
! the macroeconomic objectives of a

terms of the import of raw materials and component parts and in relation to government.

the import of finished goods.

Consider whether it is inevitable

Possible conflicts between macroeconomic policy objectives @



AS questions and answers

This section contains AS exam-style questions. The key
to the multiple-choice answers is given on p.72. The
dara-response and essay questions are followed by expert
comments (shown by the icon () that indicate where
credit is due and where there are areas for improvement.

Multiple-choice
guestions

amm————

In a command economy, how are resources
allocated? According to:

A the needs of the country

B the needs of the consumers

C the needs of the workers

D the needs of the young

Lausion2 SR

[ Quesion s S

Which of the following is an example of a public
good?

A Education
B Healthcare
C Transport
D Defence 0]

Lausion s S

Which of the following is a definite advantage of
international trade?

A A wider choice of products for consumers

B A guaranteed increase in the quality of life

C An end to balance of payments deficits

D Anincrease in the costs of production m

o CE)———

Which of the following will happen if a customs
union becomes an economic union?

. A The exchange rate of all the currencies will rise.

Which of the apositive B living will definitely increase.

A Trade unions should be more powerful. € Member countries will attempt to integrate

B Income ought to b nly. their closely.

C Economic growth is measured through gross D Acommon external quota will be imposed on
domestic product. imports from non-members. n

D The retirement age should not be increased. [1]

R

Which of the following states the quantity theory
of money?
A MP=VT

Which of the following would cause a shift of the
demand curve for a product to the right?

A An increase in price

B Anincrease in income tax

C An increase in the price of a complement

D An increase in the price of a substitute 1]

m

cp—— D

Which of the following is a positive externality?

A An increase in noise pollution

B Anincrease in air quality

C Anincrease in traffic congestion

D Anincrease in the number of shops in an area
dlosing. f1]

Which of the following will not be likely to help
correct a deficit in the current account of a
country’s balance of payments?

A A devaluation of the currency

B The elimination of tariffs

C Theintroduction of a quota on certain imports
D Ani beitie ey m

N a
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Candidate answer

(a) Economic growth is usually measred through changes in

Which of the following is a reason why cost-benefi a country overa period of
analysis is not always precise in its of time, usually one year. Itis usually in real terms to
costs and benefits? discount the effects of inflation.

A None of the costs or benefits has a market price.

B External costs are difficult to estimate
accurately.

C Itisimpossible to put a value on time.

D Prices will always go up. m

KEY to the answers
1A
3
3D
4B
5D
6 A
7C
8D
98

108

Data-response
guestion

Lausion 1 SR

SACU SHOWS RESILIENCE

The Southern African Customs Union has seen an
average economic growth rate of 3.4% over the past

This is a clear and accurate description of how economic
growth is usually measured. Mark: 2/2.

(b) Many people who are unemployed do register, usually
because this entitles them to some form of income.
“This method of measuring unemploymen is based on
the claimant count. However, not everybody who is

will qualify for

there is another method called the fabour force survey. The
problems arise because people may not be activly seeking
work, even though they are unemployed, and do no want
0 go through the embarrassmen of offcially registering
as unemployed. It may also be the case that they do not
actuall need theincome.

) The candidate has explained some of the difficulties
© inovedin measuring unemployment, but the
explanation needs to be developed more fully, especially in
terms of comparing the claimant count and the labour force
survey approaches. Mark: 3/4.

(€) The gains from international rade include theiincrease
in output resulting from specialisation in those areas of
production where a country has a comparative advantage.
This increase in ourput will provide a greater variety of
choice for consumers in different countries, leading t an
increase in standards of iving,

The candidate makes an attempt to consider the gains

from interational trade, especially in terms of greater

output, a wider choice for consumers and an increase in

standards of living. The two key concepts of specialisation and
ive advantage, however, are only referred to in

few years. There has been
on the development of infrastructure in the region
and yet the rate of unemployment has remained
stubbornly high in the member countries.

The member countries have taken measures to

encourage trade between them, especially in terms.
of reducing and quotas, but it is i

passing — the candidate needs to say much more on these
two concepts. Mark: 2/4

(d) A cariffs an indirect tax that is placed on the imports into
acountry. The icea s that the higher price, brought about
by theimpositio of the triff,willlead to a reduction in

that the existence of the customs union will lead to
both trade creation and trade diversion.

(a) Describe how economic growth is usually

measured. 2
in the involved in i
unemployment. [4]

(c) What are the gains from international trade? |4
(d) Explain the difference between a tariffand a

quota. 4]
(e) Discuss whether the creation of a customs
union should always be encouraged. [6]

 the product. A quota s a limit imposed
‘on goods entering a country, It can be i the form of either
a physical amount of imports, a certain value of imports
ora resriction on the degree of penetration in terms of a
‘market share.

The candidate explains the difference between a taniff
1C quota, but while the coverage of a quota is quite
thorough, the treatment of the tariff needs to be developed
more fully. In particular, the candidate needs to point out that
the potential effectiveness of a tariff would depend on the
price elasticity of demand for the imported goods on which
the tariff is placed. Mark: 3/4.

AS questions and ans

§
-
£
a
-]
£
<
»
=
=
=]
2
o
=]
Ca
wv
<




2
g
€
<
-]
£
&
w
c
2
2
]
5
T
wv
<

(€) A customs union refers to a trading agreement between
2 number of countries, The member countries are able to.
trade freely among themselves, but a common external
cariffis imposed on imports from outside the union.

It brings about trade creation so that trade between
me member counties s encouraged. Withou trade
trade between countries,
itis possible for the member countries to benefit from
greater specialisation, increasing production, reducing
unemployment and encouraging growth and higher fiving
standards. However, the establishment of a common
external tariff could mean that there is a degree of trade
diversion, ie. trade with other countries that are not
members of the customs union will be discouraged as a
result of the common external tariff.
In conclusion, the creation of a customs union can
sometimes be encouraged, especially when there isa
large degree of trade creation within the union leading to
higheriving standards. Howiever,this needs to be balanced

This is a good introductory paragraph. The candidate

is focusing clearly on the actual question being asked.
The candidate clearly demonstrates an understanding of what
is meant by a planned or command economy and there is
then a consideration of what is meant by a market economy,
especially in terms of the importance of the price mechanism
and the influence of demand and supply. The answer also
includes some examples of countries where this has been
happening, such as China and Cuba. The answer could be
improved, however, by mentioning the term that is used to
describe these economies that are moving from a planned
economy towards more of a market economy, i.e. transitional
economies. It would also be useful to include a diagram to
show how the forces of demand and supply operate in a
market economy through the price mechanism. Examiners are
always keen to have diagrams included in answers, as long as
they are relevant, clear and accurately drawn,

There are clear advantages in this process, Many planned
economies tend to be rather inefficient and so if the

the possible trade di I
traditional trading partners and trading links that may have
been built up over many years, and so it may be the case
that it is not always encouraged.

u The candidate clearly explains what is meant by a
customs union and goes on to contrast the possible
advantages and disadvantages, recognising the distinction
between trade creation and trade diversion. There is a useful
conclusion which is always important in a ‘discuss’ question.
The candidate recognises that there needs to be a balance in
taki t of the of such
a decision. Mark: 6/6.
u On the whole, the answers to the five questions are of
a reasonable standard, although the answer to () is
rather limited when compared with the others. The overall
mark is 16/20, equivalent to a Grade B.

Essay questions
[ Question 12

played less of a role, and market forces played
more of a role, the economy would be more likely to operate
efficiently. If firms were part of the private sector, there

be more incentive for them to produce products of
agood quality. They would be encouraged by the existence
of the profit motive. Consumers would also benefit from
the greater competition between private sector firms.
(Consumers would have more choice and would be able
to exercise consumer sovereignty; this should lead to an
increase i living standards.

The answer is clearly structured and this paragraph
focuses on the potential advantages of this process of
moving from a planned or command economy towards a
more market economy. There is a useful reference to the
importance of efficiency, although this term could be
discussed more fully. There is a rather sweeping statement
that ‘many planned economies tend to be rather inefficient’,
but the candidate really needs to support this with some
specific examples. Examiners are impressed when candidates
use appropriate examples to support the points being made
in a discussion. The candidate does provide some examples of
possible advantages of a greater degree of market forces,
such as in relation to the quality of goods, the importance of
the profit motive and the greater scope for competition and

Discuss whether all planned hould
become market economies.

Candidate answer

Many planned or command economies, where the scate
or governmen plays a key role in the alocarion of scarce
resources,are in the process of moving towards more of

lving standards

leading ultimately to an increase in

There are also, however, possible disadvantages. There is
likely to be greater instability in market economies than in
planned economies and the level of unemployment i likely
t0 be higher i the former than in the latter, There is lso
fikely to be greater inequality in the distribuion of income
and wealth in a market economy than in a planned economy.

such as China or Cuba. Thi the
will play a rolein Sabiadl e
dsa(c! resources and that ﬁ'eemiﬂ@rfoftﬁ Ihmu@ the
of the

infuencesof demand and supply, w.u play a more imporcant
ole.

fikelihood of market falure in a market
economy. For example, there s likely to be a higher level of
consumption of demerit goods, such as tobacco or alcohol,
and a lower level of consumption of merit goods, such as
education or healthcare.
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, This paragraph also shows the clear structure of the
S candicote’s answer. Here, the candicate focuses on the
potential disadvantages of the move from a planned or
command economy to more of a market economy. This is very
important in a discuss’ question, as examiners will want to
see that a candidate has addressed both points of view in an
answer. The candidate refers to the possibility of greater
instabilty, a higher level of unemployment and a greater
inequality in the distribution of income and wealth. There isa
reference to the possible existence of market failure, but the
candidate does not actually explain dlearly what is meant by
this term. There is a good use of examples of both merit
goods and demerit goods, but the candidate does not clearly
explain what is meant by these two terms. The last sentence
would be better if further developed.

In condlusion, the reality is that both planned economies and
market economies have their advantages and disadvantages,
and so the solution is that the mixed economy s likely to be
preferable. A mixed economy allows market forces to operate
in many aspects of the economy, without any government
intervention, but it also enables governments to intervene
toavoid the worst examples of market failure. For example,
taxes could be placed on demerit goods to encourage
consumption. The answer to the question, therefore, is that
all planned economies should become mixed, rather than
market, economies.

@ A discuss’ question should always end with a condlusion,
and in this case the candidate does provide a useful
conclusion. The candidate confidently points out that both of
these systems have their advantages and disadvantages and
that the solution, therefore, might be an economic system
which combines both types of structure, i.e. a mixed economy.
The candidate clearly understands what is meant by a mixed
economy, but should develop the discussion of this a little
more fully. Finall, the candidate does indicate that the
conclusion is an answer to the precise question being asked.
This is clearly a good answer to this question. Itis well
structured and the logic of the argument is easy to follow.
There are areas where it could be improved, as indicated in the
comments, but it would gain a Grade A with a mark of 9/12.

® The candidate is clear about the meaning of the term
“division of labour’, stressing that it s concerned with
the separation of the production process into a series of
different stages. The candidate refers to the important
concept of ‘specialisation’ and indicates the link here with
efficiency, although the comment that ‘this willlead to a
greater degree of efficiency’ is rather vague and could be
developed more fully. There is a reference at the end of the
paragraph to how this could have resulted in greater
production, but the link with the division of labour needs to
be made more explicit. The candidate also needed to
elaborate more fully on the concept of specialisation.

In the past, the exchange of goods took place through the
system of barter, but this depended upon the trade of one
product for another. This worked well whenever there was

a double coincidence of wants, . you wanted something
that somebody else had and they wanted what you had. The
success of barter, however, still depended on an agreement
being reached on the relative value of the products that were
to be traded.

In this section, the candidate moves on to consider how
D s rscess o exchane st i ok ploc before e
modern development of money, Le. when there was a
situation of ‘barter". There is a brief explanation of what is
meant by this term, but this really needs to be developed
more fully. The candidate does, however, recognise the major
limitation of barter, i.e. that it depended on the existence of a
double coincidence of wants

Barter limited the extent of specialisation in an economy and
this is why it eventually gave way toa much better system

of exchange, ie. the use of money to enable transactions to
be made. Money can be defined as anything that is generally
acceptable as a means of payment and so it is a much more
convenient and useful form of exchange.

The candidate now considers the link between the
O isitatons of st arct e iipertanice of
spedialisation to the development of the modern economy:
The answer stresses the advantage of money over barter,
defining it as ‘anything that is generally acceptable as a
means of payment’, but would benefit from a more

Explain why the division of labour in an economy
depends on the ability of money to perform
effectively. 8

Candidate answer

The division of labour in an economy s based on the idea
of dividing up the process of production into a number

of different stages. This enables workers to specialise in
particular parts of the production process and this will lead
toa greater degree of efficiency. This was first studied by
Adam Smith in the eighteenth century in relation to how a
pin factory operated. By dividing the process of production
into a sequence of particular tasks, a great deal more could
be produced than would otherwise be the case.

developed of how money has enabled economies
to progress in ways that would have been unimaginable in a
situation of barter.

Money has four main functions — a medium of exchange, a
unit of account, astore of value and a standard of deferred
payments. The most important of these in refation to the
division of labour s the first one. Workers can specialse in the
process of production in the knowledge that the money that
they receive in wages or salares can then be used to purchase
the products that they need.

The question refers to the need for money to perform
(S ciectively, and the candiate approaches this part of
the question by clearly outlining the four functions of money,
although each of these needs to be developed more fully. The
candidate clearly recognises that the most important of these

AS questions and answers
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functions, in terms of the link with division of labour, is the
function of a means of exchange. The last paragraph
‘demonstrates a good understanding of this link between the
division of labour and the function of money as a means of
exchange, although it could perhaps be developed more fully.
® This is an example of a good answer to a question
which requires candidates to show how two parts of
the syllabus can be integrated. There are areas where the
answer could be developed more fully, but it is well
structured and would gain a Grade B with a mark of 5/8.

[ Question 1+ S

Explain what is meant by (i) an inferior good and
(i) a complementary good. [8]

Aninferior good is one where the demand for the product
islinked to changes in the incomes of consumers. As people
have more money, they may decide to buy less of one good
and more of another good. The good which has a reduction in
demand is known as an inferior good.

U The candidate clearly understands that the demand for
an inferior good is related to income, and particularly to
changes in incomes, but there needs to be more of a contrast
with ‘another good” which could be regarded as a normal
good, i.e. where demand increases with a rise in income, as
people are now better able to afford such goods.

Examples of inferior goods could include bicycles,if they are
replaced by motor cycles, or motor cycles, f they are replaced
by cars.

The candidate could develop this section further by
® stating that examples of inferior goods can vary from
‘one country to another. For example, in some countries a
bicycle might not be regarded as an inferior good, but as a
normal good. The answer could also point out that examples
of inferior goods can change over time within a particular
country. For example, if a country is experiencing a high level
of economic growth, people will generally have higher levels
of income, but if a country is experiencing a recession, people
may tumn towards products which were previously seen as
inferior goods. In such a situation, producers of inferior goods
may experience an increase in demand during a recession.

The demand for an inferior good islinked to the income
easticty of demand, with demand falling as incomes rise.

The candidate is correct in stressing the link between
the demand for an inferior good and the income
elasticity of demand, but it would be useful to explain this
concept more fully, such as in relation to the formula of
percentage change in the quantity demanded of a good
divided by the percentage change in incomes. In the case of

an inferior good, the income elasticity of demand is negative,
stressing that a rise in incomes will lead to a reduction in the
quantity demanded.

A complementary good is one that is demanded dlong with
another good, i if one good is demanded, so s the other:

Thiecandidaee deatly of
(S the lnk between the demand fo the two goods, but it
would be better i reference were made to the concept of
joint demand. This would make it clearer that the two goods
are consumed together.

Examples of complementary goods could include coffee and
ream, shoes and shoe laces, cars and petrol or diesel and
DVDs and DVD players.

’u Linking this to the idea of joint demand, the examples
could be used more effectively to explain that an
increase in the demand for one good is likely to lead to an
increase in the demand for the other good. It could also be
pointed out that the complementarity of two goods, resulting
from the nature of consumer tastes and preferences and/or
the technical relationship between them, can change over a
period of time as consumer tastes and preferences and/or the
state of technology change.

The demand for a complementary good s finked to
the concept of cross price elasticicy of demand. This
measures how close the relationship f between the two
complementary goods.

u The candidate does well to link complementary goods
to the idea of cross price elasticity of demand, but the
answer could be significantly improved by pointing out that
the cross price elasticity of demand is negative, indicating that
as the price of one good rises, the quantity demanded of a
complement reduces. It would also be useful to define the
concept of cross price elasticity of demand in terms of the
percentage change in the quantity demanded of good X
divided by the percentage change in the price of good Y.
u It is a shame that the candiidate has not finished the
answer with a conclusion, stating that although the two
types of products were linked to the concept of elasticity,
these were different examples of elastici
elasticity of demand in the case of inferior goods and cross
price elasticity of demand in the case of complementary
goods, contrasting the link first with changes in incomes and
second with changes in prices.
u Overall, this is an example of a reasonable answer which
does make an attempt to explain the different types of
good, but there are a number of areas where the answer
could be improved, especially by going into more detail on
the elasticity concepts involved with each good. it would gain
a Grade C with a mark of 4/8.
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8 Basic economic ideas

Efficient resource allocation

The term efficiency’ generally means using resources in the most economical
way that is possible, i.e. it refers to a situation of making maximum use of the
resources that are available. It can also refer to the idea of obtaining the
maximum output for given inputs.

[ efficient resource allocation: the optimal use of scarce inputs to produce the
| largest possible output

Concept of economic efficiency

The concept of economic efficiency can be divided into two types of efficiency:
productive efficiency and allocative efficiency.

Examination questions will sometimes simply refer to efficiency, but in such
asituation it is important that both productive and allocative efficiency are
addressed in an answer.

Productive eff

ncy =l )

One way of measuring productive efficiency is in terms of the average cost
(or average total cost) of production. Productive efficiency can be defined as
the minimum average cost at which output can be produced.

Productive efficiency actually involves two elements. Technical efficiency is
where the best possible use is made of the inputs, or factors of production, used
in the production process. This means that as much output as possible is
produced from given inputs. Cost efficiency relates to whether the best set of
inputs has been used in the production process; this will be influenced by the
relative costs of different inputs, such as labour and capital.

[ productive efficiency: a stuation where a firm operates at the minirmum of the
average cost curve. It is made up of two elements: technical efficiency and cost
efficiency. It can also be seen in terms of a whole economy when that economy
is operating on ts production possibilty curve or frontier
average cost: the total cost of producing something divided by the quantity
that is produced. This shows the cost of producing each unit of whatever it is
that is being produced by a firm
technical efficiency: a situation where a firm produces the maximum output
possible from given inputs
cost efficiency: a situation where a firm uses the most appropriate combination
of inputs of factors of production, given the relative costs of those factors

\

Concept of economic efficiency @



41 Aswellas being seen in the micro context of a particular firm, the concept
of productive efficiency can also be seen in the macro context of the whole
economy. This can be seen in Figure 1.

Quantity of
manufactured

per period

8 Basic economic ide

Quantity of agricultural
goods per perio

Figure 1 Productive efficiency

An economy can decide between the production of manufactured goods
(shown on the vertical axis) and the production of agricultural goods (shown on
the horizontal axis). The PPC shows the combination of these two types of goods
that is possible in an economy. Productive efficiency is not taking place at point
A, inside the PP, because by moving to a point on the PPC it would be possible
for the economy to produce more of both goods. Any point on the PPC will
indicate productive efficiency, i.e. points B and C are both productively efficient.

There is a trade-off between the production of manufactured goods and the

production of agricultural goods. For example, at point C, more manufactured
goods will be produced in the economy than at point B, but fewer agricultural
goods will be produced in the economy. Both points B and C are productively

effcient, but it is not possible to make a judgement as to whether the society is  AieiMaILLALY
better off at point B or C without knowing the preferences of the consumers in z;{tl_me the main features of productive
iciency.

the society. There is therefore a need to consider another type of efficiency,
allocative efficiency.

Allocative efficiel m

The most efficient allocation of resources in an economy will be the one
‘which fits the needs and wants of the consumers most closely. The more
that firms in an economy can respond effectively to changes in the demand
of consumers, the closer the economy can get to a situation of allocative
efficiency.

This can be clearly seen in the relationship between price and marginal cost. The
marginal cost of production is the cost of producing one more product. When
this cost is equal to the price charged for the product, there is a situation of
allocative efficiency. This is because the value that is put on the resources used
to produce the product by the producer is equal to the value put on the
product by the consumer. If a greater or lesser amount of the product was
produced, price and marginal cost would no longer be equal.

allocative efficiency: a situation that describes the extent to which the
allocation of resources in an economy matches consumer preferences

P Now test yourself

1 Distinguish between productive
[ Expert tip ] effcency and allocatve eficincy.
In a question on economic efficiency, it is important that both productive Answer on p.156

g 2 : eses [l
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um resource allocation

Op

The word ‘optimum’ means the best possible outcome in a given situation.
Optimum resource allocation refers to a situation where the best possible
allocation of scarce resources exists. It exists when both productive efficiency
and allocative efficiency occur. The idea of an optimum, or optimality, is an
important concept in economics, given that resources are scarce; when
resources are allocated in an optimum way, it means that they are used in the
most efficient way possible.

| optimum resource allocation: the best allocation of resources possible in

given circumstances
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2 Explain what is meant by an
“optimun resource allocation’

In examination questions on the concept of efficiency, candidates should
ensure the idea of optimality is included in their answer, emphasising that this Answer on p.156
means the best possible allocation of scarce resources in a given situation.

Pareto optimality

Vilfredo Pareto (1848-1923),an ltalian economist, was interested in the
concept of economic efficiency. He argued that the best possible allocation of
scarce resources existed when it was impossible to make one person better off
without making another person worse off. In such a situation, there must be an
optimal allocation of resources, ie. the inputs or resources are used in the most
efficient possible way (productive efficiency) and the output produced by the
resources provides the maximum possible utility or satisfaction to consumers
(allocative efficiency). An improvement in optimality can only occur when one
person is made better off without making anyone else worse off.

| Pareto optimality: a particular use of the term ‘optimality’ associated with the |
ttalian economist Vifredo Pareto, who stated that this situation existed when it
was not possible to reallocate resources to make someone better off without

making someone else worse off

A8 >
Now test yourself
It is important that candidates can demonstrate they understand what is meant 3 Explain what is meant by ‘Pareto
by Pareto optimality, .. the idea that an improvement can only take place optimality.
‘when one person is made better off without making another person worse off. A 156
If somebody else would be made worse off as a result of a reallocation of scarce nswer on p.15

resources, the reallocation should not take place.

Eonceptobecariomiceifieeney



9 The price system and the theory

of the firm

Law of diminishing marginal utility

Its relationship to the derivation of an individual
demand schedule and curve

“Utility’ refers to the satisfaction that is derived from the consumption of a
particular product. Marginal utility is the additional satisfaction that is gained
from consuming an additional unit of a product, whereas total utility is the total
satisfaction obtained from the consumption of a given number of units of a
particular product.

The law of diminishing marginal tility states that the consumption of
successive units of a product will eventually lead to a fallin marginal utility ie. as
a person consumes more units of a product, the satisfaction provided by each
unic will be progressively less and less.

There is a relationship between the law of diminishing marginal utility and
the derivation of an individual demand schedule and curve. If the marginal
utility of consuming an extra item of a product continually falls, a consumer
will be unwilling to pay as much for each successive unit consumed. This
explains why a demand curve is downward sloping from left to right.
Now test yourself
1 What is meant by ‘the principle or

marginal utility: the additional utiity or satisfaction obtained from the

consumption of an extra unit of a product law of diminishing marginal utility’?
law of diminishing marginal utility: the principle (or law) that the marginal Answer on p.156
utility of consuming successive units of the same product wil fall Tested .

-marginal principle shows the relationship between the marginal
utility obtained from the consumption of different products and the prices paid
for these products. It can be represented in the following way:

U
3

MUb
Pb

To maximise their utility or satisfaction, it is assumed that consumers will

consume up to the point shown above, i.e. the extra satisfaction, in relation

to the money spent, on the last unit of product A will equal the extra

satisfaction, in relation to the money spent, on the last unit of product B

and so on.

Now test yourself
2 State the equi-marginal principle.

equi-marginal principle: this states that a consumer will maximise total
satisfaction by equating the utility or satisfaction per unit of money spent on the

Answer on p.156
marginal unit of each product consumed
iy Tested

Cambridge International AS and A Level Economics Revision Guide




The law of diminishing marginal utility is based on a number of assumptions and

if these assumptions do not apply, there are clear limitations to the theory.

The assumptions include the following:

@ theidea of utility or satisfaction that a consumer gains from the
consumption of particular items of a product, but this assumes that
satisfaction can be easily measured

@ theidea that consumers behave in a rational way, but is this always the case?

@ the idea that consumers have limited incomes, but it is possible that incomes
may significantly rise over a period of time

@ theidea that consumers aim to maximise their total utility, but is this
always going to be the case?

@ theidea that prices are constant, but it may be the case that the prices of
products are continually changing

@ theidea that consumer tastes and preferences remain constant, but this
may not always be the case

Revision activity

Outline the main uses and limitations
of marginal utiity theory.

| total utility: the total amount of satisfaction obtained from the purchase of a
number of units of a product

Paradox of value

Certain products that are vital to our survival, such as water, will not be as
expensive as products that are less crucial, such as diamonds. This is known as
the paradox of value. The explanation of this paradox can be seen in terms of
‘marginal utility and total utility. People will consume water up to the point
Where marginal utility is zero and total utility is high, whereas people will
demand diamonds where marginal utility is high, but total uility is low.
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| paradox of value: the fact that certain products that are essential to survival, such

| as water, are cheaper than less important products to survival, such as diamonds J

Candidates need to show they understand why diamonds are more expensive

Outline what by ‘the parad
than water, illustrating the concept of ‘paradox of value’. e yass MEStR) Ene paracex

of value’.

Budget lines

Budget lines show the possible combinations of two products that a consumer
is able to purchase with a given income and fixed prices. Each of the
combinations would cost the same total amount. Any point along the line will
show the maximisation of consumption at the given income level.

Figure 1 shows the combination of Products A and B that can be purchased by
a consumer, assuming that the income of the consumer and the prices of the
products remain fixed.

| budgetline: a line that shows all the possible combinations of two products

that a consumer would be able to purchase with fixed prices and a given
| income. It s also sometimes known as a consumption possibilty ine:

Budget lines
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Product A

Product B
Figure 1A budget line

Now test yourself
3 What does a budget line show?

Answer on p.156

Income and substi n effex

Income effect

A change in the price of a product can bring about two effects. One of these
is known as the income effect; a change in the price of a product will bring
about a change in real income. Although there is no change in nominal
income, a rise or fall in the price of a product will have a real income effect, ie.
a person will be able to buy more or less of a product, and other products, as
a result of the change in price of the product.

income effect: the effect on consumption of a change in real income which
occurs as a result of a price change
{

Substitution effect

The second effect of a change in the price of a product relates to the utility or
satisfaction obtained from the consumption of a product. A substitution effect
‘means that a rational consumer will substitute in favour of a product which has now
become relatively cheaper; this means that the substitution effect is always negative.

substitution effect: this shows the effect of a rise or fall in the price of a
product on the utiity or satisfaction obtained from each unit of money spent on
that product. As a result of the price changes, expenditure can be rearranged to
‘maximise the utilty or satisfaction gained

Itis important to remember that whereas the substitution effect is always
negative for all goods, the income effect can be positive or negative and this is
what determines whether a good is a normal good or an inferior good.

Re ity
Distinguish between the income effect
and substitution effect of a change in
the price of a product.

jon ac

Short-run and long-run production

and cost functions

=l )

Fixed and variable factors of production

In the short-run period of the production process, at least one factor of
production or resource input will remain fixed. For example, it will be difficult
to change the number of machines in a factory in the short run.
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It will be possible, however, to change the quantity of other factors of
production in the short run. For example, it will be relatively easy to buy in more
component parts and raw materials in the short run.

The production function shows the relationship between inputs and output
over a given time period, ie. it indicates how a given level of output is produced
as a result of the use of the various factors of production involved in the
production process.

fixed factors of production: resource inputs that exist in the short run when
the quantity of the factors used cannot be changed, e.q. capital equipment
variable factors of production: factors or resource inputs that can be varied in
the short run, when at least one factor of production is fixed, e.g. raw materials
production function: refers to the ratio of inputs to output over a given time
period. It shows the resources that will be needed to produce a maximurn level
of output, assuming that the inputs are used efficiently

i 4
Revision activity
[ Expert tip } Consider why tis important to
It s difficult to be precise about just how long a period of time the short run is;itis distinguish between the short run and
simply defined as a period of time when at least one factor of production is fixed. the long run in production.

Total product, average product and marginal product
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Itis important to distinguish between these three different types of product. Total

product is the total output resulting from the use of the factors in the production

process. Average product is the output per unit of the variable factor, such as the

output per worker per period of time. This is also known as productivity. Marginal

product refers to the additional or extra output that is produced as a result of

employing one more variable factor, eg. one more worker.

( total product: the total olthit Brodiiced by the factors 6F production i iovs test yourselt
4 Explain what is meant by ‘average

average product: the output per unit of the variable factor, e.g. output per product’

worker per period of time. This s also referred to as productivity

Answer on p.156

marginal product: the additional output that is produced from employing
another unit of a variable factor, e.q. the extra output from employing an
additional worker

Questions on the different types of product can often feature in multiple-
choice questions in Papers 1and 3, 5ot is important that you are able to clearly
distinguish between them,

The law of dimi

ishing returns or law of variable proportions

In the short run, the production process involves the combination of fixed and
variable factors. Additional units of a variable factor, such as labour, could be
employed and combined with a fixed factor of production, such as capital
equipment. The law of diminishing returns states that although the total
output (or total product) is still increasing, it will increase at a diminishing rate.
This is because the extra output, resulting from the employment of the
additional worker, will eventually diminish. The law of diminishing returns is also
known as the law of variable proportions.
| law of diminishing retumns: as additional units of a variable factor, such as
labour, are added to a fixed factor, such as capital, the additional output (or

| marginal product) of the variable factor will eventually diminish.

Shorseut and ngsrunproductionand costunedions @



Itis important to remember that the law of diminishing returns is a short-run
concept when one factor production, such as capital, remains fixed.

The short-run cost function

Fixed and variable costs of production

It has been pointed out that it is important to be able to clearly distinguish
between fixed and variable factors of production. It is also important to
distinguish between fixed and variable costs of production. If output is zero,
there will be no need to pay for raw materials or component parts, so these are
examples of variable costs. On the other hand, even if output is zero, there will
be some costs of production, such as the cost of renting a factory or the cost of
interest payments on a loan.

fixed costs: the costs of production that remain constant at all levels of output, |
including zero production; examples include rent and interest payments

variable costs: the costs of production that vary with changes in output, ie. the
costis zero if nothing is produced; examples include the cost of raw materials

and component parts

Explanation of the shape of short-run average cost (SRAC)
Figure 2 shows a number of short-run average cost curves. Each of these is
U-shaped and each shows the relationship between output and cost on the
basis that capital is fixed in the short run. If a firm wishes to change output,
it will have to change the amount of the variable factor being used, such as
labour. The position of the average cost curves in the short run will
therefore depend on the quantity of capital being used in the production
process, i.e. there is a short-run average cost curve for each level of output,
eg. SRAC, and SRAC,.

9 The price system and the theory of th

Costs SRAG

A @ @& Output

Figure 2 Short-run cost curves with different levels of capital input

average cost: the total cost of employing all the factor inputs divided by the
number of units produced; also known as average total cost (ATC)

average fixed cost: the total fixed cost of production divided by the number of
units produced

average variable cost: the total variable cost of production divided by the
number of units produced
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The long-run production function

The long-run production function takes into account the fact that, in the long
run, all factors of production are variable.

The long-run cost function

Explanation of the shape of long-run average cost (LRAC)
Just as the short-run average cost curve is U-shaped, it is the same with the long-
run average cost curve. This can be seen in Figure 3. As output increases, there
is initially a decrease in the average cost of production and this is shown by the
falling part of the LRAC curve. The curve reaches its minimum point at Q* and
then starts to rise again, indicating an increase in the average costs of production.
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diseconomies of scale

The level of output where the LRAC is first at its lowest point is known as the
minimum efficient scale.

| minimum efficient scale: the lowest level of output where average cost s at
the minimum

Returns to scale

In Figure 3, the LRAC curve is falling up to a point when it s at its minimum.
These decreasing average costs of production resulting from an increase in
output are known as economies of scale. It is possible to distinguish between
internal and external economies of scale.

returns to scale: the relationship between the level of output produced by a
firm and the quantity of inputs required to produce that output

increasing returns to scale: where output can be increased using
proportionately fewer inputs; this gives rise to econormies of scale

Internal economies of scale

Decreasing average costs of production can come about as a result of a firm
becoming larger. There are various examples of these internal economies of
scale, as can be seen in Table 1.

internal economies of scale: these are the advantages of a firm growing in J

| size in the form of a reduction in the average cost of production

Short-run and long-run production and cost functions




=
5
s
£
=]
Q
=
C
(Y
=
=]
=
c
£
@
2
>
n
@
]
=
a
(]
<=
(=
(-}

Table 1 Internal economies of scale

Type of internal
‘economy Explanation

Finandial Larger firms may be able to benefit from negotiatin
itietlown s fitice e oo maile T ey
because financial institutions regard them as less of a

risk.

Purchasing Larger firms are often able to take advantage of their size
by favourable terms with aresult of
bulk buying.

Managerial As a firm increases in size, this does not usually mean that

its employment of managers needs to grow at the same
rate, and so the cost of management per unit of output

is likely to fall. It is also the case that larger firms can
employ specialist managers and this i likely to increase the
efficiency of a firm.

Technical Economies of increased or large dimensions can come
about more easlly in a large firm, reducing costs of
production; for example, if a firm doubles the size of
containers that it uses, it is not likely to lead to a doubling

of the cost.

Marketing Alarger firm may be better able to negotiate a lower
rate, such as in relation to buying advertising time on
television.

Risk bearing Alarger firm is likely o be more diversified, spreading risks.

across a wider range of markets. This enables average
costs to be reduced. For example, diversification will lead
to more stable and predictable demand and this will mean
that a firm will not need to keep as much stock as before,
reducing the costs of

Revision activity’

Distinguish between the various types
Fscale.

of internal

larger factors of production, such as larger containers in the transportation process
financial economies of scale: the reduction in average cost as a result of a
firm being larger, such as the ability of a larger firm to negotiate more favourable
borrowing terms on aloan
technical economies: the reduction in average cost as a result of the application
of advanced technology in a firm which brings about a greater degree of efficiency
risk-bearing economies of scale: a situation where there is diversification so
that a firm is not reliant on what happens in just one market. By diversifying into
different markets, the overall pattern of demand is more predictable and so a
firm can save costs, such as by reducing the amount of stocks held i reserve
diversification: a situation where a firm decides to operate in a number of
markets to spread risk

External economies of scale

The fall in the average costs of production of a firm can also be the result of
external, rather than purely internal, factors. Examples of these are included
in Table 2.

7
external economies of scale: these are when costs of production fall because
of developments outside a particular firm

g

economies of large dimensions: the reduction in average cost as a result of using
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Table 2 External economies of scale

Type of external
economy Explanation
Concentration if a number of firms are located in a particular area, this

may encourage the development of specialist ancillary or
support firms in the area that supply component parts to
the firms, reducing the average costs of production.

Specialised labour | A pool of specialised skilled labour may be available in a
particular area, which all firms in that industry in the area
can benefit from.

Knowledge Firms in an industry may benefit from specialist research
or marketing agencies, and so be able to reduce the
costs of acquiring and using this i

Whereas internal economies of scale involve a movement down a long-run
average cost curve, external economies of scale will involve a downward shift of
the whole long:-run average cost curve.

Expert tip

Candidates need to demonstrate they clearly understand the distinction
between internal economies of scale, which relate to a particular firm, and
external economies of scale, which relate to a much wider aspect, such as a
whole industry.

Constant returns to scale

Re

Consider whether the area in which
you live, or an area with which you are
familiar, has any particular external
economies of scale toa firm located in
thatarea.

n acti

Constant returns to scale indicate a situation where average costs remain the
same even as the output produced increases. In this situation, a firm will add
factors of production in the same proportion so that there are constant
additions to total output.

| constant retums to scale: whereas economies of scale give rise to decreasing
costs, it may be that there s a level of output where costs remain the same. This
is known as constant returns to scale

=l )

Diseconomies of scale

In Figure 3, the long-run average cost curve, after initially falling, begins to rise as
output is increased beyond Q. This indicates that there are diseconomies of
scale. As with economies of scale, it is possible to distinguish between internal
and external diseconomies of scale.

B g

diseconomies of scale: a situation where the average cost of production rises
with an increase in the level of output
decreasing returns to scale: where the same proportional increase in
productive factors gives rise to decreasing additions to total output; this gives
fise to diseconomies of scale

Internal diseconomies of scale

Increasing average costs of production can come about as a firm grows too
large. There are various examples of these internal diseconomies of scale, as
shown in Table 3.

| internal diseconomies of scale: these are the disadvantages of a firm growing
| in'size in the form of an increase in the average cost of production

Short-run and long-run production and cost functions
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Table 3 Internal diseconomies of scale

Type of external

‘economy Explanation

Communication | There may be poorer communication in a large firm,
which adversely affects efficiency.

Motivation There may be lower levels of motivation in a large firm,
with some employees feeling alienated. This may lead to a
greater likelihood of industrial disputes.

Management Problems of poor communication and low levels of
motivation can lead to difficulties in managing a firm
effectively,

Flexibility Larger firms may become less flexible, making it more Consider possible reasons why a firm
difficult to respond to changing market conditions. should not grow too large.

External diseconomies of scale

The rise in the average costs of production of a firm can also be the result of
external, rather than purely internal, factors. Examples of these are included in
Table 4.

external diseconomies of scale: these are when costs of production rise
because of developments outside a particular firm |

Table 4 External diseconomies of scale

Type of external

economy Explanation
Competition for The increase in the size of firms, and indeed the whole
inputs industry, can lead to greater competition for a imited
number of productive inputs and, as a resu, the cost | @ TP EE—T
of these inputs increases. For example, there could be
anincrease in the cost of labour or land. 5 Explain the difference between an
- : internal economy of scale and an
Congestion If a number of firms tend to be located in a particular external diseconomy of scal.
area, this can lead to greater congestion, reducing the
efficiency and effectiveness of the transport system Answer on p.156
and leading to an increase in costs. TEea .

Types of cost, revenue and profit
@z )

It is important to clearly distinguish between average cost and marginal cost.
Average cost is the total cost of producing something divided by the number of
units that are being produced. Marginal cost is the addition to the total cost of
producing one additional unit and can be calculated by dividing the change in
total cost by the change in output.

Now test yourself
In diagrams, the marginal cost curve will always cross the average cost curve at its 6 Distinguish between marginal cost
lowest point. When marginal cost is less than average cost, average cost will be and average cost.

falling; when marginal cost is more than average cost, average cost will be rising.

Answer on p.157

marginal cost: the additional cost of producing an extra unit of a product
\

Cambridge International AS and A Level Economics Revision Guide



al, average and total revenue

Itis important to distinguish between the different forms of revenue. Marginal
revenue refers to the additional revenue received when one more unit of a
product is sold. Average revenue indicates the total revenue obrained from
selling a product divided by the number of units sold. Total revenue refers to the
money received from the sales of a product.
| marginal revenue: the extra revenue obtained from the sale of an additional
unit of a product
average revenue: the total revenue obtained from sales divided by the number
of units sold
total revenue: the total revenue obtained from sales of a product, . itis the
‘total amount of income received and can be calculated by the number of units
sold multiplied by the price of each unit

The relationship between elasti
and total revenue

Figure 4 shows the relationship between price elasticity of demand and marginal
revenue, average revenue and total revene for a downward-sloping demand curve.
If the demand curve is perfectly elastic, then marginal revenue s equal to price.

If, however, there is a downward-sloping demand curve, it means that marginal
revenue is less than price. This is because price has to be reduced for all products
1o sell just one more product. Average revenue is in fact the downward-sloping
demand curve. Total revenue is rising when demand is elastic, at its maximum
when there is unitary elastic demand, and falling when demand is inefastic.

ity and marginal, average

Price -
Al

Price

Q Quantity

Figure 4 Elasticity and total revenue

s
g
=
=
(1
=
=
-
s
o
£
]
i
>
@
8
=
o
(1
=
(=
o

It is generally assumed that the main objective of a firm is profit maximisation.
Profit is defined as the difference between the total revenue received by a firm
and the total costs involved in producing what is sold, ie. it is equal to the total
revenue minus the total costs. Profit maximisation is a situation where marginal
cost is equal to marginal revenue.

Typies oFcastarevetieand orofit @



Itis important, however, to distinguish between normal profit and abnormal
profit. Normal profit refers to the amount of profit that needs to be made by a
firm to stay in a particular market. It is actually included in the average cost curve
of afirm.

A firm may, however, wish to make a profit that is above normal profic. This level
of profit that s over and above normal profit is known as abnormal or
supernormal profit.

profit maximisation: the situation where marginal cost s equal to marginal
revenue

profit: the difference between total revenue and total costs

normal profit: the level of profit that a firm requires to keep operating in the
industry

abnormal profit: the level of profit (also known as supernormal profit) that is

over and above normal profit

breakeven point: the level of output at which a firm is making neither a loss

nor a profit

Candidates need to be able to clearly distinguish between normal profit and
abnormalfsupernormal profit.

The ec ist's and the ac s ition of profit
The economist’s definition of normal profit includes within it a rate of
return that is needed for the firm to remain in that particular market or
industry. An accountant, however, takes a different view, pointing out that
this assumed rate of return cannot be formally and explicitly identified in
the accounts of a firm.
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An accountant is concerned with the actual figures that can be produced by a
firm as a result of its various trading activities. An economist, on the other hand,
is prepared to build into the assumptions that a firm will need to make a certain
profit that is just enough to keep it in its present line of business. For an
accountant, however, the fact that it is impossible to say precisely what the size
of this normal profit will need to be is sufficient for such a figure not be
included in any accounting data.

Now test yourself
7 Distinguish between normal profit
and abnormal (or supernormal)
profit.

Candidates need to be aware of the fact that an economist and an accountant
will consider profit from different points of view.

Answer on p.157

Differing objectives of a firm
=)

Although profit maximisation has traditionally been regarded as the main
objective of a firm, it is necessary to consider that a firm may have other
objectives. These are set out in Table 5.
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Table 5 Other objectives of a firm

Model Explanation
satisficing profits | Where there is a distinction between ownership and Now test yourself
control, managers may just want to dealin an appropriate | | 8 Identify other possible objectives
manner with allof the stakeholders involved in a firm, of a firm apart from profic
with the result that the stakeholders are all satisfied with maximisation.
the situation. In such a situation, satisfactory profits, rather X 157
than maximum profits, may be the aim. nswer on p.15!
Revenue This is likely to be the case where the salaries of
maximisation managers are linked to revenue rather than to profis.
Sales ion | In this situation, managers aim to he volume
of sales rather than the revenue resulting from such sales.
Growth This refers to a situation where managers aim to
maximisation increase the size of the firm because this will make it less
vulnerable to a takeover or merger and it is possible that
salaries of managers may be linked to the size of a firm.

| satisficing profits: when the objective of a firm is to produce a level of profits
that i satisfactory to stakeholders, such s shareholders and managers
revenue maximisation: when the objective of a firm is to maximise the total
revenue, rather than the profis, of a firm

| sales maximisation: when the objective of a firm is to maximise the volume of sales }

n acti

LExpert ti ] ke X
Research a firm with which you are
In examination questions on the objectives of a firm, candidates need to

familiar. Outline its main objectives.
remember not to write exclusively on profit maximisation, but also to consider
other possible objectives of a firm.

The concepts of firm and industry

Itis important to distinguish between a firm and an industry. A firm is a
distinct organisation that is owned separately from any other organisation. In a
firm, an entrepreneur will bring together factors of production in order to
produce particular products. An industry, on the other hand, invalves a number
of firms which produce broadly similar products.
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(" firm: a particular and distinct organisation that is owned separately from any
other organisation
industry: a collection of firms producing similar products

\ »

Expert ti Revision acti
Candidates often confuse the terms firm’ and ‘industry’, making it difficult Distinguish between a firm and an
sometimes for examiners to follow the logic of a candidate’s answer. It is industry.

important that you clarly understand the difference becween one firm’ and
“a number of firms operating in an industry or market’.

Different market structures

Itis important to distinguish between the different types of market structure
that can occur in an economy. There are four main market structures:
perfect competition

monopolistic competition

aligopoly

monopoly

Different market structures @



Table 6 summarises the main distinguishing features of the four types of market
structure.

Table 6 Different market structures

Mnopolistic competition, oligapoly and monopoly are all part of what is
generally referred to as imperfect competition.

barriers to exit and entry: various obstacles that make it very difficult, or
impossible, for new firms to exit or enter an industry. For example, where a

firm s benefiting from technical econornies of scale, it may be difficult for a
new firm to enter the industry because its average costs of production will be
much higher. Another reason might because a firm already has legal control of
production of a product through a patent. An example of a barrier to exit would
be where a firm has already invested heavily in capital equipment and would be
reluctant to just ‘write off’ this expenditure
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.~ competition | Oligopoly | Monopoly
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Number of [[00] Many Dominated by | One
2 W fims afew
2 Not restricted | Some High barriers
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= influence subject to the
T [ overprice demand curve
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imperfect competition: a market which lacks some, or all, of the features of
perfect competition

Perfect competition

The market structure of perfect competition is based on a number of
assumptions, which include the following:

@ There are many buyers and sellers.

@ The buyers and sellers are price taker: they just have to accept the price
that prevails in the market and are unable to influence it in any way.

@ There is perfect knowledge among producers and consumers, so the buyers
and sellers know which products are for sale and at what price.

@ The product is homogeneous, so there is no possibility of product differentiation.

@ There are no barriers to entry or exit, so firms can enter or leave the industry
in the long run, if they so wish.

@ There is perfect factor mobility in the long run.

@ There are no transport costs.

@ All producers have access to the same technology.

@ Each firm faces a perfectly elastic demand curve for its product (although the
demand curve for the whole industry is downward sloping from left to right).

@ Firms aim to maximise profits.

@ Only normal profit can be eamed in the long run.

In the short run, a firm could make abnormal/supernormal profits, normal
profits or subnormal profits (i.e. losses). If it was unable to cover its short-run
average variable cost, it would need to exit from the market.
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perfect competition: a market or industry consisting of many virtually identical

| fims which all accept the market price in the industry

Figure 5 shows the equilibrium situation of a firm in perfect competition that is
making profits. The profic isation position, where MC
equals MR, is at output Q, but at this point the price is shown by P and the average
cost by AC. At this point, AR is greater than AC and this explains the existence of
abnormalsupernormal profits in the short run, shown by the shaded area.

Q Output per period
Figure 5 The firm in short-run supply equilibrium

In the long run, if a firm makes abnormaljsupemormal profits, new firms wil
be artracted into the industry. If however a firn makes subnormal profis, ie. where
ACis greater than AR, such firms willdecide to leave the industry: As a result of such
changes,only normal profics will be made by the firms in the indlustry in the long run.

Figure 6 shows the equilibrium situation of firms in perfect competition in the
long run. AR is equal to AC at a price of P* and a quantity of Q* and so only
normal profits are made.

Price’ Mc
Ac
. it Now test yourself
9 Distinguish between the profits
made in the short run and in the
long run in perfect competition.
L

o* Output Answer on p.157

Figure 6 Long-un equilibrium under perfect
Perfect competition i very much a theoretical model of the behaviour of firms, based
on a number of assumptions. It has therefore been criticised for being unrealistic, but
it is still useful as a model of economic behaviour.

Revision activity

How useful do you think the market

It would be easy for candidates to dismiss the theory of perfect competition = matk
structure of perfect competition is?

for being unrealistic, but the theory is important in providing a benchmark to
consider other theories of market structures.

The market structure of monopolistic competition is based on a number of
assumptions, which include the following:

@ There is a large number of firms.

@ Products are di i ie. they are not

@ Each firm faces a demand curve that is downward sloping from left to right.
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Demand for a product is relatively price elastic, but not perfectly elastic.
Great use is made of advertising brand images to build up brand loyalty.
There are no barriers to entry and exit, so firms can enter or leave the
industry in the long run, if they so wish.

Firms aim to maximise profits.

@ Only normal profits can be eamed in the long run.

In the short run, a firm could make abnormal/supernormal profits, normal
profits or subnormal profits. As there are few barriers to entry or exit, this will
enable firms to leave or enter the industry in response to these profits.

monopolistic competition: a market or industry where there is competition
between a large number of firms which produce products which are similar but
differentiated, usually through the use of brand images

Figure 7 shows the equilibrium situation of a firm in monopolistic competition
that is making profits. The profit isation position,
where MC equals MR, is at output Q and price P. AR is above AC and so the firm
is making abnormal profits, shown by the shaded area.

9 The price system and the theory of the fi

Figure 7 Short-run equilibrium under monopolistic competition

In the long run, if a firm makes abnormal/supernormal profics, new firms will be
attracted into the industry. If, however, a firm makes subnormal profics,

i.e. where AC is greater than AR, such firms will decide to leave the industry. As
aresult of such changes, only normal profics will be made by the firms in the
industry in the long run.

Figure 8 shows the equilibrium situation of firms in monopolistic competicion in
the long run. AR (or D) is equal to AC at a price of Pand a quantity of Q* and so
only normal profits are made.

Q* Output

Figure 81 ilibrium under

Monopolistic competition is generally regarded as a more realistic model of
the behaviour of firms because it is often the case that there is a great deal of
ccompetition between firms that are selling products that are similar, but not
identical.
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Levpert ip Revision sctivity
In some questions which require candid: compare s Distinguish between the market
competition and monopoly, it is not always clear when a candidate is referring tructures of perfect it o
to monopolistic competition and when they are referring to monopoly. It is monopolistic competition.

important that candidates clearly indicate which market structure they are.
referring to throughout their answer.

The market structure of oligopoly is based on a number of assumptions, which
include the following:

There is a small number of firms (f there are only two firms, i i called a duopoly)
There are differentiated products.

Great use is made of advertising brand images to build up brand loyalty.

Barriers to entry make it difficult for new entrants to enter the market.

Firms can make abnormal/supernormal profits in the long run, as well as the
short run.

There could be a mixture of price makers and price takers.

The firms are interdependent.

There could be a degree of collusion between firms operating in a cartel.
There is a kinked demand curve.

There is a great deal of price stabilityjrigidiy.

There are usually only a few large firms in an oligopolistic market structure,
i. the concentration ratio of the largest firms is usually very high.

S
g
=
=
(1
=
=
-
s
o
£
]
i
>
@
8
=
o
(1
=
(=
o

oligopoly: a market or industry in which there are a few large firms competing

with each other

concentration ratio: the percentage of a market controlled by a given number

of firms, e.g. the five largest firms in an industry might control 80% of the
output of the industry

An important distinctive feature of oligopoly is the existence of a kinked
demand curve. This results from the fact that firms in an oligopolistic market
structure try to anticipate the reactions of rival firms to their actions.

Itis assumed that if an oligopolistic firm increases its price, other firms in the
market will not follow and so demand above the kink s elastic. It can also be
assumed that if an oligopolistic firm reduces its price, other firms in the market
will follow and so demand below the kink is inelastic.

Figure 9 shows the equilibrium situation of oligopolistic firms. The profic
maximisation position, where MC equals MR, is at output Q* and price P*. Above
the kink (ie. to the left of Q*), demand is elastic; below the kink (ie. to the right
of Q*), demand is inelastic. It should be noted that that the marginal revenue
line is discontinuous, shown by the dotted line between MG, and MCy.

Price
P
o Quantity
Figure 9 The kinked demand curve

Different market structures



Another important distinctive feature of oligopoly is that firms may
sometimes act together, ie. there will be collusion between two or more firms,
such as through price agreements, giving rise to the existence of a cartel.

Oligopoly can sometimes give rise to predatory pricing. This is where a firm
charges a price that is lower than those of competitors in a deliberate attempt
to force other firms out of the industry.

Oligopoly is generally regarded as a reasonably realistic model of the behaviour
of firms, but it is more complex than the other market models because there @R TS Lt E 1]
are many ways in which firms in such a market may interact with each other. 10 Explain what is meant by a kinked
- = demand curve in oligopoly.
price agreements: where firms in an oligopolistic market agree to fix prices
between themselves Answer on p.157

cartel: a situation where a number of firms agree to collude, i.e. work together,
such as by limiting output to keep price higher than would be the case if there
was competition between the firms

predatory pricing: a deliberate attempt by a market leader to reduce prices in Outline the main characteristics of
order to force other firms out of a market | oligopoly.

)

The market structure of monopoly is based on a number of assumptions,

which include the following:

@ There is one firm in an industry, ie. there is just one single seller.

@ Legally, a monopoly can be defined in terms of a percentage of market share,
eg. in the UK this is 25%.

@ Itisa price maker.

9 The price system and the theory of th

@ There are no substitutes for the product.

@ Barriers to entry make it virtually impossible for new firms to enter the market.

@ Abnormaljsupernormal profits can exist in both the short run and the long run.

@ The demand for the firm's product is also the market or industry demand, so
the demand curve is downward sloping from left to right.

@ Marginal revenue is always less than average revenue.

@ The firm aims to maximise profits.

monopoly: a market or industry where there is a single firm which controls the

supply of the product
\ p

Figure 10 shows the equilibrium situation of a monopolistic firm. The profit
maximisation position, where MC is equal to MR, is at price P* and quantity Q*.
Abnormal/supernormal profits are being made, but because of the existence of
barriers to entry, it is impossible for new firms to enter the market and so these
profits can exist in the long run as well as the short run.

o Output

Figure 10 Profit maximisation and monopoly
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A monopoly is generally regarded as a market structure that has disadvantages
for the consumer, but this need not necessarily always be the case. For
example, in the case of a natural monopoly, one firm will have sufficient
economies of scale to satisfy market demand more efficiently than two or
more firms.

| natural monopoly: a situation where average cost will be lower with just one
| provider, avoiding the wasteful duplication of resources

Revision activity
Expert tip Do you think that a monopoly s always
In examination questions on monopoly, especially those which require bad? Explain your reasoning.
candidates to discuss or evaluate a monopoly market, it is important to include
both th i d the possible dis  monopoly

before coming to a conclusion.

Contestable markets

The idea of contestable markets is based on a number of assumptions,
including the following:

There are no bariers to entry; entry into an industry is relatively easy.

@ Firms already in the market continually face the threat of competition.

@ This puts pressure on the firms to be efficient.

@ Abnormal profits are made in the short run, but only normal profits in the
long run.

There are degrees of contestability; a perfectly contestable market will
have no sunk costs (these are costs which have already been paid for
when a firm enters a market and so are non-recoverable when a firm
leaves an industry). For example, sunk costs are those costs which have
already been paid for, so the costs of research and development will
already have been paid for; if a firm leaves an industry, they will be non-
recoverable.

The key feature of a contestable market is that because it is relatively easy for
a new firm to enter a market, the existing firms in the market are continually
influenced by the threat of the possible entry of such firms, making them
behave as if these potential firms were actually already operating in the
market.

[ contestable/market: a sitiation whers timay be relathiely asy fof new
entrants to enter a market or industry; the effect of this is that existing firms in
an industry face the threat of new firms coming into the industry and increasing
the degree of competition

P imirtin) Now test yourself

11 Whatis meant by a ‘contestable
market’

It is important that candidates clearly understand that in a contestable market,
it is not so much the entry of new firms into a market that is important but the
threat of such entry. Answer on p.157
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Conduct and performance of firms

Itis possible to distinguish between firms in terms of pricing policy and non-
price policy.

=)

Price discrimination

Price discrimination occurs where different prices can be charged to different
customers where there are different price elasticities of demand and where the
differences in price are not a reflection of differences in the costs of production.

This can happen in a situation of monopoly where the firm s able to keep
different markets separate. This could be in terms of different geographical
regions, different times of the day o different ages.

price discrimination: the process of charging different prices in different
markets where there are differences n the price elasticities of demand

A common error in examination answers on this part of the syllabus s to
assume that differences in price are becauseof diferences n cot. The key
point to emphasise i to questi ion is that
the price differences do not reflect dlﬂ:rences In cost.

9 The price system and the theory of th

Price leadership model

This can exist in an oligopoly market structure where there is collusion
between firms in the market. There can be informal or tacit collusion
between firms and this is usually seen when there is a situation of price
leadership; in this situation, firms in the market will follow the lead of one
firm. The aim of this behaviour is to maximise the profits of all these firms
by behaving as if they were a monopolist, i.e. a single seller. As stated above,
this agreement on price or output gives rise to a cartel arrangement.

Mutual interdependence

Another characteristic of firms in an oligopoly market structure is mutual
interdependence. Firms in oligopoly take into account expectations about
the behaviour of other firms in the market and it is this which gives rise
to the existence of a kinked demand curve, a unique characteristic of Answer on p.157
oligopoly.

Non-price policy

The conduct of firms can also be compared in relation to whether they rely on
pricing policies or non-price policies. In most markets, firms compete in terms
of price, but in monopolistic competition and oligopoly there is a great deal of
non-price competition, i.e. rather than using changes in price to compete, the
firms use other ways to compete with each other.

Now test yourself

12 Whatis meant by price
discrimination’?

Non-price competition involves any form of competitive activity, other than
changes i price, and can include the following:

@ advertising and product promotion

@ branding and the creation/maintenance of brand and customer loyalty
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@ sales promotions, eg. through such special offers as BOGOF (‘buy one, get
one free’) Now test yourself

@ distribution, eg, controlling the distribution of products to particular retail B idently three examples of hon-
outlets price competition.

@ distinctive/exclusive packaging Answer on p.157

@ differences in quality or design

The performance of firms m:'

Table 7 summarises the main differences between firms in the four different
market structures.

Table 7 The main differences between the market structures
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ency Barriers Competition Collusion

Perfect Variousin the | Productive efficiency in the long | No bariers to | Price competition | No collusion
SN short run; normal | run; allocative efficiency in both | entry or exit between firms

inthelong run | the short run and the long run
[0 Variousin the | Neither productive efficiency nor | Very few Price competition | No collusion
ST short run; normal | allocative efficiency is achieved | barriers to andnon-price | between firms

in the long run entry or exit | competition
TSI Supernormal in | Neither productive efficiency nor | Some barriers | Price competition | Collusion

the long run allocative efficiency is ikely toentry andnon-price | between firms
(L Supernormal in | Productive efficiency is most Highlevel of | Price competition | Only one firm

the long run unlikely; allocative efficiency will | barriers to

entry

Growth and survival of firms
ez )

Despite the potential advantages of economies of scale, small firms still continue
1O exist in many economies.

The reasons for the continued survival of small firms include the following:
The size of the market is small.

The firm may be in a very specific niche market.

The firm is providing customers with a service that requires personal attention.
The firm may have only just started and so is relatively small at present.

The owners of the firm prefer it to remain small.

Small firms may receive specific financial support from government.

Small firms may be more flexible in responding to changes in demand.

‘Small firms may be more innovative and pioneering.

The small firm may not be able to grow because of difficulties in raising the
necessary finance.

In some industries, there is an increase in the process of ‘contracting out’ and
small firms may benefit from this.

A small firm may be more efficient, e.g. labour relations and levels of
motivation may be better than in a large firm.

Growth and survival of firms




The growth of firm:

Internal and external growth

The internal growth of a firm comes about as a result of a firm increasing in size
through producing and selling more products; the extent of this growth can

be measured through volume of sales, sales revenue (curnover), the number of
employees, market share and the size of profits.

The external growth of a firm comes about as a result of a merger, takeover or
acquisition where two or more firms combine together, a process known as
integration.

integration: the process whereby two or more firms come together through a
takeover, merger or acquisition. A merger is where two or more firms combine
together as a result of mutual agreement, whereas a takeover or acquisition

| usually involves some form of hostie bid by one firm for another

The reasons for the growth of firms

The reasons for the growth of firms include the following:

to take advantage of possible economies of scale, leading to a decrease in the
costs of production of a firm

10 be stronger and therefore safer from a hostile takeover or merger proposal
(in the case of a firm becoming larger through internal growth)

1o take advantage of opportunities to gain from a larger market share, such
as through greater profitability

@ apossible desire of owners and/or managers to expand

Different types of external growth m:’

Horizontal integration

One form of external growth is horizontal integration. This is where two or
more firms at the same stage of the production process join together, such as
two banks or two car manufacturing companies.
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| horizontal integration: where firms at the same stage of production merge

Vertical integration

Another form of external growth is vertical integration. This is where two
or more firms at different stages of the production process join together. If
this is going back to an earlier stage in the production process, such as a tyre
(tire) producing country taking over rubber plantations, this is known as
backward vertical integration. If this is going forward to a later stage in the
production process, such as a car producer taking over a chain of petrol
stations and garages to act as distributors of the vehicles, this is known as
forward vertical integration.

vertical integration: where a firm joins with another firm at an earlier stage of |
the production process (backward vertical integration) or at a later stage of the
production process (forward vertical integration)

@ Cambridge International AS and A Level Economics Revision Guide



Conglomerate integration

Both horizontal and vertical (whether backward or forward) integration involve
mergers of firms operating in the same market. Conglomerate integration,
however, is where two or more firms join together even though they are
operating in entirely different markets that do not always have any relationship
with each other. Although this may appear illogical, it has the benefit of
spreading risks in different markets through the process of diversification. For
example, the brewing company Guinness diversified into publishing, producing Answer on p.157
the Guinness Book of Records among other titles.

Now test yourself

14 Distinguish between backward
and forward vertical integration.

| conglomerate integration: where there is a merger between firms which are
operating in completely different markets rather than in different stages of the
| same market

Expert tip Revision activity:
In examination questions on integration, candidates often write about Distinguish between the different
horizontal and vertical integration only, making no reference at all to types of integration that can exist in an

conglomerate integration. Candidates should consider all three types of economy.
integration in their answers. Conglomerate integration has the advantage of

providing diversification and this spreading of risks in different markets can

be of fundamental importance to a large number of firms.
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Demand and supply for labour

Labour is not demanded for its own sake, but for what it can contribute to the
production process. This is known as derived demand.

The demand for labour s closely linked to the marginal physical product
of labour. This refers to the additional output produced if a firm increases the
labour input by one unit.

Firms are interested not only in the extra output that is produced by employing
one more unit of labour, but also in the revenue obtained from selling the
additional output that has been produced. The marginal revenue product of
labour is obtained by multiplying the marginal physical product of labour by the
marginal revenue received by a firm.

derived demand: where the demand by employers for labour is related to
the demand for the product that the labour helps to produce, ie. labour is
not demanded for its own sake, but for its contribution to the production
process

marginal physical product: the amount of extra output that is produced if a
firm increases its input of labour by one unit

marginal revenue product: the extra revenue obtained by a firm as it increases
its output by using an additional unit of labour

Figure 11 shows the profit maximising position where the marginal cost of
labour (MCL) equals the marginal revenue product of labour (MRPL) at a wage of
W*and a quantity of Q*.

Bemaridandsupply forahoar @



Marginal §
revenue
product

Now test yourself

15 Explain what is meant by the
term ‘derived demand.

Answer on p.157

Quantity
of labour

Figure 11 The labour input decision of a profit maximising firm
under perfect competition

The supply of labour wj

In Figure 11, it is assumed that a firm s in a perfectly competitive market for
labour and so cannot influence the price, ie. the wage, of labour. The firm
therefore regards labour supply as perfectly elastic, as shown by MCL.

For the industry as a whole, however, the supply curve of labour will be upward
sloping from left to right because more people will make themselves available
for work when the wage is increased.

For an individual worker, however, the increase in wages may persuade
that worker to work fewer hours in order to enjoy more leisure time and
this situation gives rise to a backward-bending supply curve for a particular
individual.

9 The price system and the theory of th

This situation can be seen in Figure 12. Up to a wage of W*, a worker decides to
work more hours as the wage increases, but as the wage increases above W*, the
worker may decide to work fewer hours.

Hours
of labour

Figure 12 A backward-bending individual labour supply curve
The backward-bending supply curve of a particular worker reflects the
importance of the pecuniary advantages of work to that employee, ie.a
reward or benefit that is paid in the form of money.

Of course, there are also non-pecuniary reasons why people work, i.e. reasons
other than a financial reward.

Now test yourself

pecuniary advantages: the advantages of employment that are in the form of

financial rewards or benefits 16 Distinguish between pecuniary
hon.paciRiary advantages the savantages of eployent othes hari the sl N pecuniary advantages of
: employment.
money that is gained, such as the job satisfaction gained from a particular form
of employment Answer on p.157
\ y
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Wage determination

the

Wage determination under free-market forces

Equilibrium in a labour market is just like equilibrium in any other market, ie.
it is where demand is equal to supply. This can be seen in Figure 13 where the
downward-sloping demand curve for labour and the upward-sloping supply
curve of labour intersect at a wage of W* and a quantity of Q*.

@ Quantity
of labour

Figure 13 Labour market equilibrium
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Transfer earnings and economic rent

Transfer earnings refer to those earnings that are the minimum that would be
necessary to keep a factor of production in a particular use.

Economic rent is the additional payment that a worker receives above the
transfer earnings. This can be seen in Figure 14, where an employee receives a
‘wage of W*. Some of this wage will be in the form of transfer earnings
(shown by OBAQ") and some of it will be in the form of economic rent
(shown by BAW™).

Wage
rate

Q" Quantity
of labour

Figure 14 Transfer earnings and economic rent

transfer earnings: the minimum payment required to keep a factor of
production in its present use

economic rent: the extra payment received by a factor of production that is
above what would be needed to keep it in its present use

A common error in examinations is to confuse where economic rent and
transfer earnings should be shown in the diagram, as they are often labelled the
wrong way round. It is important that candidates include appropriate diagrams
wherever possible in their examination answers, but the diagrams need to be
accurately drawn and correctly labelled.

Wage determination @



The amount of economic rent that a worker is able to obtain is limited by the
fact that there is not usually a high level of mobility of labour; in fact, in many
labour markets, there is a high degree of immobility of labour.

There can sometimes be differences in wages in an industry in different parts
of a country. This is because although there might be an officially agreed wage
rate in an industry that is supposed to apply across a whole country, specific
demand and supply circumstances may mean that the actual earnings of
some workers in some parts of the country are higher. This situation is known
as wage drift.

mobility of labour: the degree to which labour finds it easy to move from Ji Now test yourself

one job to another (occupational mobility) andor from one location to another 17 Distinguish between transfer
(geographical mobility) earnings and economic rent.
immobility of labour: the degree of occupational immobility and geographical Answer on p.157
immobility of labour which makes a labour market less flexible than it would

otherwise be

Wwage drift: a situation where the average level of wages in an industry tends to
tise faster than the supposed wage rates

Imperfect markets m

A labour market may not necessarily operate under free-market conditions.
For example, there may exist a single employer of labour, a government may
intervene or the workers may be members of a trade union.

9 The price system and the theory of th

Monopsony

It has been assumed so far, in terms of wage determination, that the industry
demand curve is made up of a number of firms in an industry. It could be the
case, however, that there is just one firm in the market to employ a factor of
production. Such a firm is known as a monopsony.

monopsony: a single buyer of a product or of a factor of production, such

as labour

In a competitive market, there will be many firms in an industry and so each
firm must accept the prevailing market wage. If a firm is a monopsonist,
however, the situation will be different. This can be seen in Figure 15. If the
market was a competitive one, the equilibrium position would be where
demand is equal to supply; this would be wage W* and quantity Q% A
monopsonist, however, would be at an equilibrium position where marginal
cost was equal to demand; this would lead to a lower wage of W, and a
lower quantity of Q.

Wage rate,
cost of

labour

Qm Q* Quanti
b

Figure 15 A monospony buyer of labour
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A common error in examination answers on this part of the syllabus is to show
the minimum wage below where supply and demand intersect, rather than
above this point. Candi understand that be no point
in having a minimum wage below what the wage in the economy would have
been without any form of intervention.

Government intervention

In a free market, there would be no government intervention, but governments
do intervene in economies, including in labour markets. For example, a
government might decide to introduce a minimum wage to prevent employees
being paid below a certain level.

The effect of this can be seen in Figure 16. Without government intervention,
the equilibrium would be a wage of W* and a quantity of @, an equilibrium
determined by the intersection of demand and supply. A government may
decide, however, that the wage of W* is too low and so intervenes in the
‘market by introducing a national minimum wage. This will be set above W*
at a wage of Wpn. The advantage of this is that those employed will gain a
higher wage, but the disadvantage is that fewer workers will be employed
(Qmin rather than Q°).

Wage rate

Wirin|

we

Demand (MRR)

Qmin Q* Quantity
of labour

Figure 16 The effect of a minimum wage on a firm in a perfectly
competitive labour market

Trade unions

It may be the case that workers belong to a trade union which is involved
in collective bargaining with employers on behalf of the workers. A trade
union may insist on the existence of a closed shop to increase its bargaining
power with employers.

trade union: an organisation of workers which is involved in collective
bargaining with employers to achieve certain objectives, such as improvements in
pay and working conditions

collective bargaining: the process of negotiation between trade union
representatives of the workers and their employers on such issues as
remuneration (payment) and working conditions

closed shop: a requirement that all employees in a specific workplace belong to
a particular trade union

The trade union can reduce the supply of labour, eg by pressurising
governments and/or employers into making entry into particular employment
more difficult, and this will have an effect on wages. This can be seen in Figure 17.
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Without a trade union, the equilibrium position will be wage W* and quantity
Q*. However, if a trade union makes it more difficult for people to enter
employment in that particular industry, the wage will now be higher, at W;, and
the quantity of labour will now be lower, at Q;.

Wage
rate

Revision activity

Find out to what extent government
and trade unions influence wages in
your country.

G Quani
k. oFiabour

Figure 17 A trade union restricts the supply of labour
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10 Government interven

the price system

Sources of market failure

Many aspects of market failure are covered in the AS syllabus (see Topic 3;
others, such as the implications of monopolistic elements in a market and of
inequality of wealth and income, are dealt with later in this unit. Table 1 provides
a summary of the main sources of market failure.

Table 1 Types of market failure

Type of market failure Explanation

Merit goods These are goods which are regarded as socially desirable and which would be under-
produced and under-consumed in a free mar}

Demerit goods These are goods which are regarded as socially undesirable and which would be over-

produced and over-consumed in a free market.

Public goods These are goods which would not be provided at all in a free market because it would be
impossibl tocharge a pric for then.

costs and benefits which affect third parties. Negative externalities may
result from the over-production of a good and positive externalities may result from the
under-production of a good.

Information failure There is a lack of full information and so the allocation of resources may not be as efficient as
it otherwise would be.

Government failure A government can intervene in a market to try to overcome a market failure, but there is
always a chance that such intervention may create further distortions in the market.

Imperfect competition This occurs when there s a departure from the situation of perfect compeiion. There can be
different market i d one of these is th of elements in

an economy where one firm can have monopoly power in a market.

Inequality in the distribution | A free market may lead to a very unequal distribution of income and wealth, giving some

of income and wealth people more influence in a market than others.
Factor immobility In a perfect market, the factors of production would be able to move easily from one market
10 another, but th of and immobility of factors of

production means that this does not always happen.

Price instability This occurs where prices can rapidly change in a relatively short period of time. In some.
markets, there can be a great deal of price instability, especially in agricultural markets.

Revision activity
Consider the different forms of market
failure which exist in your country.

Market imperfections

The topic of monopoly is discussed elsewhere in the A level syllabus (see Topic 9);
in this topic it is important to see how monopoly is another possible example of
market failure.

Sources of market failure
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Monapoly power i regarded as a market imperfection because the
equilibrium price is likely to be higher and the equilibrium quantity lower than
would be the case in perfect competition. Unlike the situation in perfect
‘competition, the abnormal profits are not competed away in the long run
because there are significant barriers to entry, which make it very difficult, if
not impossible, for new firms to enter the market. A particular form of
inefficiency that can exist in monopoly is when a firm's average cost curve is
not at its minimum level, monopoly power can mean that the lack of
‘competition can reduce the level of efficiency, meaning that unit costs of
production are not minimised. A particular example of such a market
imperfection is the existence of deadweight losses.

Now test yourself

1 Explain what is meant by
“Xeinefficiency’.

technical monopoly: technically, a monopoly is said to exist where there i just
one firm in an industry

X-inefficiency: a situation where average cost is not at its lowest point because
monopoly power has given rise to inefficiency Answer on p.157

The meaning of deadweight losses

A deadweight loss occurs when there is a monopoly situation leading to a
higher price and a lower quantity compared to the situation that would exist if
the market was one of perfect competition. In this sense, a consumer is worse
off and so there is said to be a welfare loss.

deadweight losses: the reduction in consumer surplus when a monopoly
producer reduces output and raises price compared to what the situation
would be in perfect competition; there is therefore a welfare loss to the

| consumer

This can be seen in Figure 1, which compares the sicuation of perfect
‘competition with that of monopoly. In perfect competition, the equilibrium
price will be P, and the equilibrium quantity will be Q.. The consumer surplus
will be AP, E.

If, however, the market becomes one with just one firm, i.e.a monopoly, the
equilibrium price will now be at P, and the equilibrium quantity will now be at
Qu. The price will therefore be higher and the quantity lower than was the case
in perfect competition. The consumer surplus is now much less, shown by the
triangle AP,,,B. This creates a loss to society shown by the triangle BCE; this is the
deadweight loss.

Now test yourself
2 What is meant by a ‘deadweight
loss'?

Answer on p.157

Figure 1 Comparing perfect competition and monopoly
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Additional policies to correct market
failure

Regulation

Topic 3 in the AS syllabus considers a number of ways that a government could
intervene in a market, such as through taxes and subsidies; another way that a
government could intervene is through regulations. For example, in some countries
a government may establish regulations to control monopolies; if  firm has too
much monopoly power in a market, it can be referred to a commission (2 body
which can look into a monopoly situation) which can investigate whether the
monopoly is acting against the public interest. Regulations could also exist in refation
1o health and safety and consumer protection.

| regulations: these cover a variety of legal and other rules which apply to firms

| in different circumstances J

Policies towards income and wealth rex

Table 1 above indicates that another market failure is the fact that there is often
a degree of inequality in the distribution of income and wealth in an economy.
A government may, therefore, decide to intervene in an attempt to bring about
amore equitable distribution of income and wealth.

Income tax, for example, could be used to redistribute income because an
income tax is likely to be progressive, i.. a higher income tax rate can be
charged to those earning high incomes so that they pay not only more in tax
but also a higher proportion of their income.

A negative income tax can also be used to redistribute income. This involves
people on low incomes receiving money from a government instead of paying
income tax to it.

| negative income tax: the payment of money to those people on low incomes |
instead of taking part of their income from them through income tax )

Candidates sometimes confuse an income tax and a negative income tax in
their examination answers. An income tax involves taking money from people,
‘whereas a negative income tax involves giving money to people.

Sometimes a government will provide universal benefits to people that

do not take into account their need, but a government could also decide to
prioritise the provision of benefits to those peaple who are less well off through
means tested benefits. An example of a means tested benefit would be tax
credits, which are paid to those people who have children or who have a job
that pays a very low wage.

A potential problem of means tested benefits is that as people receive money in
the form of benefits, they may no longer be entitled to as much support as was
the case before. This gives rise to what has been termed the poverty trap.
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A government may also decide to try to bring about a more equitable
distribution of wealth, as well as income. Examples of taxes that can achieve this
objective include inheritance tax and capital gains tax.

Now test yourself
3 Explain what is meant by a
‘progressive tax’.

4 What is meant by a ‘poverty trap’?

universal benefits: benefits that are provided to everyone who is entitled to
them without taking into account the income of those people Answers on p.157
means tested benefits: benefits that are provided to those people entitled to
them after taking into account their income and, therefore, their need for the
benefits

tax credits: a form of benefit that is paid to people on low incornes to boost RevlsBREEHHY,
their income and raise their standard of ling

Research how one country of your

poverty trap: the situation which occurs when a person receives benefits, choice attempts to bring about a more
increasing income, but which then means the person is no longer entitled to qilkable discrblicloh of weaith and

receive as much as was the case before income.

Objectives of government
microeconomic policy

One objective of mi policy is the of
efficiency. This would involve the achievement of both productive and allocative
efficiency. The attainment of such efficiency would ensure that the scarce
resources in an economy were allocated in the best possible way.

Another objective of i ic policy is the achi of
equity. This can be seen in terms of government policies to bring about a fairer
and more equitable distribution of income and wealth.

Effectiveness of government policies

Topic 3 in the AS syllabus and this topic have indicated a number of different
ways in which a government can intervene to reduce the extent of market
failure. The effectiveness of government policies, however, will depend on a
number of factors, including the following:

@ information — a government’s policy will only be effective i it has all the
necessary information, but this isn't always possible; for example, it is not
easy to place a monetary value on a negative externality, such as pollution
incentives — a government may decide to use a progressive income tax
o bring about a more equitable distribution of income, but if the top rate
of tax s very high, there may be a disincentive for the higher paid to work
as much; some workers may even decide to leave the country and seek
employment elsewhere
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It is possible to consider the possibility of government failure where a
government intervenes to correct market failure bu, as a result of doing so,
creates other distortions or imperfections in the market.
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government failure: a situation where government intervention to correct

market failure does not actually improve the level of economic efficiency; it is

possile that such intervention may even reduce the efficiency of the allocation
| of scarce resources in the economy

Privatisation

As stated in Topic 3 in the AS syllabus, a government could decide to provide
a particular service itself by providing it through a state-owned or nationalised
industry.

However, a nationalised industry may not always be as efficient as one operating
in the private sector, and so a government may decide to privatise an industry
by transferring ownership from the public to the private sector.

The term privatisation can also apply to a number of other government
initiatives, includling deregulation and contracting out.

privatisation: the transfer of the ownership of an industry from the state or
public sector to the private sector
deregulation: the reduction in the number of regulations, rules and laws that
operate in an industry

out: the transfer of for the provision of a service from
the public to the private sector

Candidates need to understand that in an examination question on
privatisation, it would be appropriate to include references to both
deregulation and contracting out in their answers.

Deregulation refers to the process of reducing the regulations, laws and rules
which can apply in an industry. When these are removed, it usually allows for a
greater degree of competition to take place, which, so it is argued, should lead to
a greater degree of efficiency in the industry.

Contracting out is another form of privatisation; this is where a service that was
originally provided by an enterprise in the public or state sector is now provided
by a firm in the private sector. This, again, should lead to a greater degree of
efficiency.

Measures such as privatisation, deregulation and anything that leads to the
promotion of competition can be regarded as supply-side measures, ie. a
government attempts to bring about change to improve efficiency in an

economy by taking action on the supply, rather than on the demand, side.

supply-side economics: the approach to change in an economy that puts
the focus on the supply side, rather than the demand sid, e.g. pri

the price syste
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Now test yourself
5 Distinguish between privatisation
and deregulation.

Answer on p.157

Revision activity

To what extent do the different forms
of privatisati d ion exist

| deregulation and contracting out

in your country?

Privatisation @



11 Theory and measurement

in the macroeconomy

National income statistics
The s mj

National income statistics actually involve a variety of different statistics. National
income is often used as a generic term, but there are three different forms of the
statistics — gross domestic product, gross national product and net national product.

ferent forms of the stati

S
national income: a general term for the total income of an economy over |
a particular period of time. More precisel, it refers to net national product
(defined on page 115)

|

Gross domestic product

First, there is gross domestic product (GDP). This refers to all that is produced
within the geographical boundaries of a particular country. It does not matter
whether the productive assets are owned locally or are foreign owned. There are
three different ways of measuring the value of a country’s GDP — the output
method, the income method and the expenditure method. All the different
methods, however, will produce the same figure because they all measure the
flow of income in an economy over a particular period of time.

gross domestic product: the total value of all that has been produced over a
given period of time within the geographical boundaries of a country

net domestic product: the gross domestic product of a country minus
depreciation or capital consumption (this is the wear and tear of capital
equipment over time, leading to a fal in ts value)

Gross national product

Second, there is gross national product (GNP). This is calculated by adding
net property income from abroad to the figure for gross domestic product.
The net property income from abroad takes into account the total interest
payments, profits and dividends, both coming into, and leaving, a country.
Generally, the figure for net property income from abroad tends to be positive
for developed countries and negative for developing countries.

gross national product: the gross domestic product of a country plus net
property income from abroad
net property income from abroad: the interest and profits on foreign
investments. It refers to the total interest, profits and dividends received by the
residents of one country on their foreign investments, minus the total interest, profits
| and dividends pad toforign residents on their investments in ths partiuar country

Net national product

Third, there is net national product. This is calculated by taking away the value
of capital depreciation from the gross national product. This is done to take
into account the money that will need to be spent on replacing machinery and
equipment that has worn out during the course of the year.
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net national product: the gross national product of a country minus
depreciation or capital consumption

depreciation (of capital): the amount of capital that is needed to replace
equipment that has depreciated, i.e. worn out, over a year

National income statistics are used as measures of economic growth and living
standards.

Now test yourself

Gross domestic product is the value of everything that has been produced

in a particular economy over a given period of time, usually a year. It is.
therefore the main statistic used in many countries as a measure of economic
growth.

1 Distinguish between gross
domestic product and gross
national product.

Explain what is meant by

Gross national product gives a clear indication of the total spending power in ‘depreciation’.

a particular economy over a given period of time, usually a year. It is therefore Answers on p.157

the main statistic used in many countries as a measure of the standard of

living,

GDP deflator

It has already been pointed out that it is important to distinguish between
nominal value and real value. If a country is experiencing inflation, the value
of its GDP will rise, but this increase could be due solely to the rise in prices,
ie. there may not have been a real increase in value if the effect of inflation is
eliminated from the figures. This s a limitation of any data that is expressed
at current prices.

This is why economists usually produce national income statistics at constant
prices so that changes in real output can be identified rather than changes in
value that are purely due to the inflation that exists in a country.

The GDP deflator is a price index that is used to convert the figures into
real GDP. It measures the prices of products produced in a country and not
the prices of products consumed. It therefore includes the value not just of
consumer products but also of the capital used in the production of the

products. It includes the prices of exports, but not the prices of imports. Novéitastyaursslt

3 Explain the purpose of a GDP
deflator.

GDP deflator: a ratio of price indices that is sed in national income statistics
1o take away the effect of price changes so that the figures can be seen as Answer on p.157
representing real changes in output
at current prices: data which is expressed in terms of the prices of a particular
year, i.e. they have not been corrected to take account of inflation
at constant prices: data which has been adjusted to take into account the

| effects of inflation

Itis important that you demonstrate a clear understanding of the difference
between a real change in the value of a country's output, after taking into
account the effect of inflation, and a change in the value of a country's output
that is purely due to inflation in that economy.

Comparison of economic growth rates

The main method used to compare economic growth rates over time and
between countries is changes in real GDP. There are, however, a number of
potential problems in using real GDP data, as Table 1 indicates.
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11 Theory and measurement in the macroeconot

Table 1 Problems in using real GDP to compare living standards

Problem

The hidden, informal or underground
economy

| Explanation

These terms refer to econormic activity that is not declared and so will not be
included in the official GDP data, e.g. it may be illegal.

The level of literacy

‘The literacy rate can vary a great deal between countries and those countries
with a relatively low rate of literacy may not produce very accurate data.

Non-marketed goods and services

The GDP data is ikely to be reasonably accurate when the vast majority
of economic output is recorded through market transactions, but in many
economies there is a lot of economic activity that is not marketed, i.e. there is.
not a price attached.

The difficulties of measuring government
spending

In some countries, it can be difficult to measure spending by the government
because it is not always easy to value the output of something that is not sold in
a market, e.g. defence.

Sustainability

A country may have a relatively high rate of economic growth, but this will
not necessarily be regarded as good if the needs of future generations are not
sufficiently taken into account, ie. the growth is not sustainable because natural
resources may be depleted and an level of pollution created.

Unequal distribution of income and

Real GDP can be divided by a country's population to give an indication of the
average standard of living, but this average may be misleading if there is an
unequal distribution of the GDP.

The products produced

A country's real GDP may increase, indicating economic growth and a rise in
living standards, but this will not necessarily be the case, e.g. if a substantial
proportion of the increase in GDP is the result of an increase in weapons.

The contrast between increases in
consumer goods and increases in capital
goods

Arise in living standards will come about as a result of an increase in consumer
goods available, but in the short run there may be an increase in the production
of capital goods which will eventually help to make this possible.

The quantity and quality of output

GDP statistics measure the quantity of a country’s output, but they do not take
into account the quality of that output.

The effect of exchange rate changes

When comparing standards of living between people i different countries, it
is necessary to take into account the effect of changes in the exchange rates
between countries which would otherwise distort any comparison; economists
achieve this through the use of purchasing power parities.

Working hours and working conditions

‘The GDP data records the quantity of output produced in different countries,
but they do not take into account the way in which that output is produced, e.g.
a country’s output may have increased substantially, but this may have been at

a cost of a significant increase in working hours and a deterioration in working
conditions.

Political freedom

Although not directly an economic example, it could be argued that political
freedoms and civil/human rights also need to be taken into account when
assessing the quality of life in different parts of the world.

Other indicators of living standards and economic

development

As stated above, differences in real GDP are the most established way of
‘comparing standards of living in different countries, but they are not the only
method used to make such comparisons. Other approaches include the

following composite measures:

Now test yourself

4 What is meant by the term
‘sustainability'?

Answer on p.157

@ Net Economic Welfare (NEW), also known as Measurable Economic
Welfare (MEW) — this approach includes such elements as leisure hours,

crime rates and levels of pollution.

and years of schooling

Human Development Index — this takes into account gross national
income per head (at purchasing power par

es in US3), life expectancy

Human Poverty Index — this approach measures longevity, adult lieracy and

deprivation; in 2010, it was replaced by the Multidimensional Poverty Index.

Multidimensional Poverty Index — like the Human Poverty Index, which
it has replaced, this focuses on the extent of deprivation in different countries.

@ Cambridge International AS and A Level Economics Revision Guide



Net Economic Welfare (or Measurable Economic Welfare): a broader
measure of economic welfare than real GDP per capita; it takes into account
such aspects as the value of childcare and looking after the sick and elderly, any
depletion of natural resources and changes in the natural environment

Human Development Index: a composite measure that combines life
expectancy, average income in the form of gross national income per capita (PPP
US$) and years of schooling

Human Poverty Index: this was developed by the United Nations to
complement the Human Development Index; it puts more of a focus on the
extent of deprivation in different countries

Multidimensional Poverty Index: replaced the Human Poverty Index in 2010;
like its predecessor, it focuses on the extent of deprivation in different countries.
Itis made up of three dimensions and ten indicators

distribution of income: the degree to which income in a country is evenly

distributed
‘;
Revision activity’
Consider some of the main reasons why
Candidates should note that instead of the usual methods to measure income, itis difficult to compare the standard of
i.e. GDP per capita, the Human Development Index was revised in 2010 and living and the quality of lfe in different
uses gross national income per capita. countries.

The Multidimensional Poverty Index uses ten indicators in three categories, or
dimensions as they are called, as Table 2 indicates.

Table 2 The Multidimensional Poverty Index
Health Child mortality
Nutrition

Years of schooling

Education
Child school attendance

Electricity

Sanitation

Living standards Now test yourself

5 Name the ten indicators of the
Drinking water Multidimensional Poverty Index.

Type of floor Answer on p.158
Type of cooking fuel

Ownership of assets

In questi the ison of living d economic
development in different countries, it would be helpful if candidates brought in
as many of the various indicators as possible into their answers.

Economists in the past have tended to focus on the concept of standard of living,
especially when GDP per capita was the main measure. There has, however, been
greater use of the concept of quality of life in recent years, reflecting the use of
these composite measures, The concept of quality of lfe is a broader concept
than standard of living and takes into account a wider range of criteria.

quality of life: a wider concept than the standard of fving to compare liing
conditions in different countries; it could take into account such criteria s the
number of doctors per thousand of population, the quality of drinking water and
the average size of school classes

the macroecono
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Candidates need to be clear about what is, and what is not, included in these
various composite measures. For example, the quality of drinking water

is not included in the Human Development Index, but is included in the
Multidimensional Poverty Index.

CoN(

The money supply

The money supply refers to the total amount of money in an economy at any
one time. It is an important macroeconomic variable. It includes both broad
money supply and narrow money supply.
money supply: the amount of money available to the general public and the
banking system in an economy

Broad and narrow money supply

Different countries will have different definitions of the money supply, but a
broad money supply will reflect the total purchasing power that is available in
an economy at a particular time. It can often be termed M4 and would include
the notes and coins plus all bank and building society deposits.

A narrow money supply will be mainly the cash that s available in an
economy at a particular time. It can often be termed M0 and would include the
notes and coins held by the general public, in cash machines and in balances
that the financial institutions have with a country’s central bank. This narrow
money supply is also sometimes known as the monetary base.

11 Theory and measurement in the macroe

broad money supply: a measure of the stock of money which reflects the total
potential purchasing power in an economy
narrow money supply: a measure of the stock of money in an economy which
is mainly cash
monetary base: the cash held by the general public and by the banking system,
including the balances of the financial institutions with the central bank of the
country. The monetary base acts as the basis for any expansion of bank lending

| inan economy

Government accounts

In each economy in the world, the government will produce its accounts in the
form of a summary of its income and expenditure.

Government budget

In any economy, there will be one of three types of budget. First, there is a
balanced budget.

In a balanced budget, the projected revenue, such as from taxation, is exactly
equal to the government’s planned expenditure. In this sense, where both sides
of the budget are equal, it is neutral.

Second, there is a budget surplus.

In a budget surplus, the projected revenue is greater than the planned
expenditure, ie. less money s spent than is received. In such a situation, the
government is taking more out of an economy than it is putting in and this is

Cambridge International AS and A Level Economics Revision Guide




likely to be a deliberate policy to reduce the level of aggregate demand (known
as deflation) in the economy, e.g. where there is a situation of high inflation.

Third, there is a budget deficit. Now test yourself
6 Explain what is meant by a ‘budget
deficit’.

In a budget deficit, the projected revenue is less than the planned expenditure,
i.e. more money is spent than is received. In such a situation, the government is
putting more into an economy than it is taking out and this is likely to be a Answer on p.158
deliberate policy to increase the level of aggregate demand (known as refiation)
in the economy, eg. where there is a situation of high unemployment.

" balanced budget: where projected revenue and planned government spencing | (ALY
are equal Consider why tis important fora
government to aim at achieving a

budget surplus: where projected revenue is greater than planned expenditure i

budget deficit: where projected revenue is less than planned expenditure

Deficit financing

If a government does have a budget deficit, it will need to think how it is going

to finance that deficit. There are likely to be three possibilities.

@ If the budget deficit is successful in stimulating the level of aggregate
demand in the economy, this is likely to increase the revenue received from
taxation and this will contribute towards financing the deficit.

@ Acountry may have had a budget surplus in recent years, and the accumulated
surpluses could be used to contribute towards financing the deficit.

@ ltis possible that both of these approaches will not bring in sufficient funds
to finance the deficit and in this case the government will need to borrow
money; this will lead to an increase in the national debt.

| national debt: the total of all debt accumulated by a government

L cpert i n cciviey
Itis important that candidates are able to distinguish between a stock of money ~ Consider why the size of a country's
and a flow of money. A country's national debt is a stock of money that has national debt is important.

been accumulated over many years. A budget deficit refers to a flow of money
in one financial year. If a government is successful in reducing the size of a
country’s budget deficit in a particular year, the size of the country's national
debt may stil increase during the year.

The circular flow of income

The circular flow of income refers to the flow of income around an economy.
At any one time, there will be a number of injections into the economy and a
number of withdrawals or leakages out of the economy.

| circular flow of income: the flow of income around an economy, involving a
mixture of injections and withdrawals or leakages

injection: spending which adds to the circular flow of income; this can come
from investment, government expenditure and exports

leakage (or withdrawal): money which leaks out of the circular flow of
income; this can be as a result of savings, taxation and money spent on imports

Candidates need to ensure that they understand, and can refer to, the different
injections into, and the various leakages/withdrawals from, the circular flow of
income.
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Closed and open economies

A basic approach is to consider the circular flow of income in a closed economy.
In a closed economy, it is assumed that a country does not trade with any
other countries in the world. If the circular flow of income is limited to the
movement of incomes between households and firms, it is known as a ‘two-
sector economy'. If government is then added to the circular flow, it becomes a
‘three-sector economy’.

A more realistic approach would be to consider the circular flow of income in an
open economy.

closed economy: an economy which does not trade with the rest of the world
in economy which trades with the rest of the world

open economy:
\

In an open economy, it is assumed that a country does trade with other
countries in the world. The circular flow of income, therefore, involves four
groups: households, firms, the government and the goods and services that are
exported to, and imported from, other countries. This is why such an economy
is known as a ‘four-sector economy’.

The basis of aggregate demand in an economy is consumption expenditure by
households and then the injections can be added to, and the withdrawals or
leakages taken from, this expenditure, as can be seen in Table 3.

Table 3 The circular flow of income in an open, or four-sector, economy.

Injections Withdrawals or leakages Revi

Investment spending by private Savings (5)

sector firms (1)

Government spending (G) Taxation (T)

Income from exports sold abroad (X) | Income spent on imports from abroad (V)

Now test yourself

7 Name the three injections into, and
the three leakages or withdrawals

out of, the circular flow of income.

Answer on p.158
= |

n activity
Contrast the circular flow of income
ina two-sector (households and
firms),a three-sector and a four-sector
economy.

Keynesian and Monetarist schools

There are many different approaches to how the macroeconomy functions,
but two economists have been very influential. They are John Maynard
Keynes and Milton Friedman. The differences between the two approaches
are many, but Table 4 offers a simplified comparison of these two distinct
approaches to macroeconomics.

Keynesian: an approach that is based on the views of the economist John
Maynard Keynes (1883-1946)
Monetarist: an approach that s based on the views of a number of economists,
of which the most well known is Mitton Friedman (1912-2006)

Table 4 Keynesian and Monetarist approaches

Keynesian | Monetarist

There is no guarantee that an economy, | The control of inflation s seen as the
if left to market forces, would be able | priority for a government; inflation

to achieve a full employment level of | is largely seen as the result of an

GDP; of i growth of the money supply
seen as the top priority in an economy. | in an economy.

(Continued)
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(Continued)

Keynesian Monetarist

Itis therefore necessary for
government to intervene in an
economy to influence the level of
economic activity, e.g. by using a
budget deficit to increase the level of
aggregate demand in the economy.

Itis therefore necessary for a
government to intervene in an
economy to control the rate of growth
of the money supply. Attempts by a
government to reduce unemployment
through an increase in spending will
only bring about a greater rate of
inflation in the long run.

Markets do not easily clear and
are slow to adjust, e.q. the labour
market; this is why an economy can
bein an equilibrium position below
full employment, which is why a
government needs to intervene to
expand demand.

Markets do clear relatively easily and
quickly and so it is appropriate to rely
on market forces.

On the whole, fiscal policy is a
more effective approach to demand
management in an economy
compared to monetary policy.

On the whole, monetary policy
is a more effective approach to
demand management in an economy
compared to fiscal policy.

‘The rate of interest in an economy is
determined by the liquidity preference
theory (see page 129).

The rate of interest in an economy is
determined by the loanable funds
theory (see page 130).

Revision activity’
Distinguish between Keynesian
and Monetarist approaches to the
management of an economy.

The aggregate expenditure function

Aggregate expenditure (AE), or demand, refers to the total demand for, and
expenditure on, all that is produced in an economy. It can be represented in the
following way:

AD=C+I+G+X-M
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Now test yourself

8 How is aggregate expenditure,
or aggregate demand, usually

| aggregate expenditure (or aggregate demand): the total demand for, and \

| expenditure on, goods and services in an economy Answer on p.158

Consumption
= ;

refers to the liture by in an economy over a
period of time. The main influence on consumption is the level of disposable
income in an economy and the consumption function shows the relationship
between income and consumption.

The proportion of income that is spent on consumption can be measured in
two ways. First, there is the average propensity to consume.

The average propensity to consume refers to the average proportion of income
that is actually spent on buying goods and services in an economy. The
proportion of income that is not spent is saved and so it is also possible to refer
1o the average propensity to save.

Itis possible that consumption actually exceeds income and so would need to
be financed by using past savings. This is known as dissaving.

Consider whether saving is always a
good thing for an individual and for an
economy.

Saving is generally regarded as a good thing for an individual, providing the person
‘with the opportunity to buy something in the future, but it is also possible to view
itin a negative way in terms of a society because it is a leakage or withdrawal from

The aggregate expenditure function @



the circular flow of income in an economy and so could contribute to a fall in
national income. This contradiction is known as the paradox of thrift.
consumption: the spending by consumers in an economy over a period of time
average propensity to consume: the proportion of income that is spent
dissaving: a situation that can occur when consumption exceeds income and so
people have to rely on savings that have been accumulated in the past

saving: the amount of disposable income that is not spent on consumption
paradox of thrift: the contradiction between the potential advantages and the
| potential disadvantages of saving in an economy

n the macroecono

Candidates need to demonstrate they understand what is meant by the paradox
of thrift. Saving is generally regarded as a good thing to do in an economy, but itis
important gnise that there may be possible di to saving, given
that it constitutes a leakage or withdrawal from the circular flow of income:

Second, there is the marginal propensity to consume. Whereas the average
propensity to consume was concerned with a given income, the marginal
propensity to consume is concerned with a change in income and, in particular,
‘with the proportion of that extra income that is spent. The proportion of the
extra income that is not spent is saved and so it is possible to refer to the marginal
propensity to save.

Although the main influence on consumption is the level of disposable income
in an economy, there are other possible determinants. These include:

® the distribution of income and wealth

® the rate of interest

® the availability of credit

@ expectations about future economic prospects
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marginal propensity to consume: the proportion of an increase in income
that is spent

Investment

Investment refers to the expenditure by firms in an economy over a period of
time, such as expenditure on factories, machinery and equipment. There are many
influences on the investment decisions of firms, bu the main determinants include:
the rate of interest

changes in technology
the cost of capital goods

changes in consumer demand

expectations about future economic prospects

government policies, such as in relation to taxes and subsidies

investment: the spending by firms in an economy over a period of time

Government spending

This can include government spending on the wages and salaries of people who
work in the public sector and on investment projects, such as a new road. There
are many influences on the spending decisions of a government, but the main
determinants include

@ government policies on particular aspects of society
® taxrevenue
@ demographic changes

@ Cambridge International AS and A Level Economics Revision Guide



Net exports

The determinants of net exports can include the following:
@ acountry’s GDP

the GDP of other countries

the relative prices of a country’s exports

the quality/reliability/reputation of a country’s exports
exchange rate movements

Income determination

The AE-income approach

The level of income in an economy is determined at the point where
aggregate expenditure is equal to output. This can be shown in Figure 1 using
the AE-income approach. Such a diagram can also be known as a 45-degree
diagram. The economy is in equilibrium where AE crosses the 45-degree line, at
Y, Money GDP is shown on the horizontal axis (indicated by Y) and aggregate
expenditure on the vertical axis (indicated by E).

Aggregate
expenditure

e Real GDP
Figure 1 A Keynesian 45-degree diagram

The withdrawal/injection approach

Another way of showing equilibrium income in an economy is through the
withdrawal/injection approach. For income to be in equilibrium in an economy,
the injections into the circular flow of income need to be equal to the
‘withdrawals from the circular flow of income. This can be seen in Figure 2 where
the injections (I, G and X) are equal to the withdrawals (5, T and M) at the Y,
level of income.

Injections

an
withdrawals|

Y

Figure 2 Equilibrium using the withdrawal/injection approach
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11 Theory and measurement in the macroe

Inflationary gap

It must be understood that an equilibrium level of income in an economy may
not necessarily be at the full employment level of income. An inflationary gap
shows a situation where equilibrium income is greater than the full employment
equilibrium, i.e. aggregate demand in an economy is greater than aggregate supply.
This can be seen in Figure 3. Equilibrium income is at Y, where the withdrawals
are equal to the injections. The full employment level of income, however, is
shown by Y. The vertical distance between W and ] at this point shows the
inflationary gap in the economy.

expenditure

Figure 3 An inflationary gap

inflationary gap: a situation where the level of agaregate demand in an
economy is greater than the aggregate supply at full employment, causing a rise
in the general level of prices in the economy

Deflationary gap

Whereas an inflationary gap shows a situation where equilibrium income is
greater than the full employment level of income, a deflationary gap shows a
situation where equilibrium income is less than the full employment equilibrium,
i.e. aggregate demand in an economy is less than aggregate supply.

This can be seen in Figure 4. Equilibrium income is at Y, where the withdrawals
are equal to the injections. The full employment level of income, however, is
shown by Yz The vertical distance between W and ] at this point shows the
deflationary gap in the economy.

Aggregate
expenditure w
Deflationary
%2p
]
S Vi
Figure 4 A deflationary gap

It should be noted that the terms ‘inflationary gap’ and ‘deflationary gap’ can
also be referred to as an output gap.
i . ) Re
deflationary gap: a situation where the level of aggregate demand in
an economy is less than the aggregate supply at full employment, causing
unemployment in the economy
output gap: the difference between the actual output and the potential output
of an economy

on activity

Distinguish between an inflationary gap
and a deflationary gap.
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plier is an important concept in the determination of the level
of income in an economy. It measures the extent to which an increase in an
injection into the circular flow of income brings about a magnified effect on the
level of income. An increase in injections, however, is also likely to have an effect
on the withdrawals out of the circular flow of income in an economy. Each
successive increase in aggregate demand will therefore become progressively less.

| multiplier: the amount by which an increase in an injection into the circular
| flow of income wil bring about an increase of total income in an economy

in the macroecono

Even if a particular examination question does not make explicit reference

to the concept of the multiplier, this does not mean that it should not be
included in answers. If a question is concerned with the determination of the
Tevel of income in an economy, candidates should assume that they should refer
to the multiplier in their answers.

The size of an economy’s multiplier will depend on how many sectors are
involved, as Table 5 shows.

Table 5 The calculation of the size of the multiplier in an economy

Type of economy Calculation

Two-sector economy d

firms) Targinal propensity 1o save
or
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Three-sector economy
firms and government) Tmarginal propensity 1o save +
marginal rate of taxation

or
AN
MPS + MRT
Four-sector economy i
firms, government and foreign trade) Targinal propensity to save +

marginal rate of taxation +
marginal propensity to import

or

1
MPS + MRT + MPM

Another way of expressing the multiplier is

1
marginal propensity to withdraw

The operation of the multiplier can be seen in Figure 5. The diagram shows

the effect of an increase in injections into the circular flow of income in an
economy; this can be seen by the vertical distance between J and J;. The effect
of this has been to increase national income from Y, to Y,. The size of the
multiplier (denoted by the symbol k) can be calculated by dividing the change in
Y by the change in J.

The aggregate expenditure function @
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E v, v,  National Now test yourself

TR 9 Explain what is meant by the term

2 FiY ‘multiplier”

s A7

Answer on p.158

Figure 5 The effect of an increase in injections
into the circular flow of income

Autonomous and induced investment, and the accelerator

Itis important to distinguish between two types of capital investment —
autonomous and induced.

Autonomous investment

i refers to liture on capital investment that is
not the result of any changes in the level of national income in an economy, ie.
it is independent of any such changes. An increase or decrease in autonomous
investment can be shown in a diagram by the aggregate expenditure line shifting
upwards or downwards.

autonomous investment: capital investment that is not related to changes in

| the level of national income in an economy
i &

11 Theory and measurement

Induced investment

‘Whereas investment refers to liture on capital equipment
that is unrelated to changes in income in an economy, induced investment.
refers to such expenditure that is directly related to changes in income. For
example, a rise in national income will bring about an increase in induced
investment. Induced investment is an important part of the accelerator theory Answer on p.158
of investment.

Now test yourself
10  Distinguish between autonomous
a

ind induced investment.

induced investment: capital investment that i related to changes in the level
of national income in an economy

The accelerator

The concepr of the accelerator is based on the link between changes in the
level of national income in an economy and changes in induced investment.
It states that investment is a function of a change in national income. It also
assumes a fixed capital:output ratio.

It is important to understand that the accelerator is concerned with the
relationship between investment and the rate of change of output, ie. it is not
the level of output that is important, but the rate of change of that output.

accelerator: away of calculating the effect of a change in national income on
investment in an economy

capital:output ratio: a way of measuring the amount of capital employed in
the production of a given level of output

Cambridge International AS and A Level Economics Revision Guide




Revision activity
Candidates sometimes confuse the multiplier and the accelerator; itis DietingiIahbebkger the miltipliet and
important to be able to clearly distinguish between them. The multiplier shows e

the effect of a change in an injection, or in a withdrawal, on the level of national

income in an economy; the accelerator, on the other hand, shows the effect

of a change in the level of national income in an economy on the induced

investment.

n

Sources of money supply and the
guantity theory of money

Sources of money supply

There are a number of different sources of money in an open economy.

Commercial banks/credit creation

Financial institutions are able to create ‘new’ money as a result of additional cash
deposits. They know from experience that only a certain proportion of customers
‘will want to take out money at any particular time; this means that a large
proportion of money deposited can be loaned to peaple. The ratio of new money
created to the initial money deposited is known as the credit multiplier.

Re
What is meant by ‘credit creation’?

[ credit creation: the process by which financial institutions make loans through et

what s known as fractional reserve banking, i.e. the requirement that such
institutions only need to hold a certain percentage of their total liabilties, say
10%, in the form of cash reserves. The financial institutions are then able to
expand their lending by a multiple of any new deposits received; this is known as
the credit creation multiplier

credit multiplier: the relationship between new deposits created as a resut of
additional cash deposits
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Despite financial institutions having a great deal of experience of knowing how
much to lend, the decision of many financial institutions to lend out too much
money was a major cause of the financial crisis in 2007-2008. This created a
lack of confidence in financial institutions, some of which collapsed.

Central bank

A central bank may wish to control the ability of commercial banks to lend
money, such as through open market operations. This is the process of buying
or selling government securities, ie. bonds and/or shares that are issed by
the government. If a central bank wants to encourage bank lending, it will buy
government securities.

This process of the central bank buying government securities, such as bills and
bonds, is known as quantitative easing. These securities are bought by the
central bank, leading to an increase in bank deposits, and this creates more
liquidity in the system. In some countries, it is known as credit easing.

- BN Now test yourself
central bank: the main bank in a country that is responsible for oversight of the M Exphain what s meant by
banking system quantitative easing.

quantitative easing: the process by which a government buys securities to
create more liquidity in the financial system

Answer on p.158

Sources of money supply and the quantity theory of money @
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Candidates should understand that quantitative easing has been used by a
number of countries, including the USA and the UK, to stimulate economic
activity in countries that have been suffering from recession since the credit
crunch of 2007-08.

Deficit financing

Deficit financing is discussed above under ‘Government accounts’ on page
118. As pointed out, a government may need to borrow in order to finance a
budget deficit and if money is borrowed from the commercial banks or the
central bank, this will have the effect of increasing the money supply. This is
because the liquid assets of the banks will be increased and this will increase
their ability to lend.

Total currency flow
The total currency flow is a part of a country’s balance of payments and
shows the total inflow and outflow of money resulting from a country’s
international transactions with the rest of the world. If the flow is positive,
it is likely to increase the foreign exchange reserves of a country. This net
inflow of money into a country will have the effect of increasing its money
supply.
total currency flow: an element of the balance of payments that refers to the
total inflow or outflow of money which results from a country’s international
transactions with other countries

The quantity theory of money m

The quantity theory of money shows the relationship between the
money supply, the general price level and the level of output in an
economy. It is usually expressed in terms of MV = PT where M is the
quantity of money, V is the velocity of circulation, P is the general price
level and T is the number of transactions. V and T are assumed to be
constant over a period of time because it is unlikely that there is going to
be a great deal of difference in the velocity of circulation or in the number 12 How is the quantity theory of
of transactions in an economy from one year to the next. In this case, M mineyustally stated?

and P are directly linked. This means that if the money supply rises, people Answer on p.158

will have access to more funds, giving them greater purchasing power, and
as a result of this, the general level of prices in the economy will rise, ie. a
situation of inflation will exist.

11 Theory and measurement in the macroeconot

Now test yourself

The theory has been widely discussed over the years, especially in relation to
whether it is correct to assume that V and T are constant over a period of
time. It has also been criticised for being less of a theory and more of an
identity that is necessarily true, ie. MV represents total spending in an
economy and PT represents the total money received for the goods and
services. It is the same situation, but looked at in different ways.

Revision activity

quantity theory of money: a theory which links the quantity of money in
circulation in an economy with the rate of inflation. It is stated as MV = PT How useful is the quantity theory of
where Mis the quantity of money, V'is the velocity of circulation, Pis the general money as an explanation of inflation in
price level and Ts the number of transactions in an economy an economy?
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The demand for money

The demand for money in an economy, and the determination of interest rates,
can be analysed through two alternative approaches, the liquidity preference
theory and the loanable funds theory.

nol

y preference theory

The Keynesian approach to the demand for money and the determination of
interest rates is based on three motives.

First, there is a transactions demand for money. This is where money is
used to pay for everyday purchases. This is an active balance and is interest
inelastic, i. this demand for money does not respond to changes in interest
rates.

liquidity preference theory: the Keynesian theory of interest rate
determination, based on three motives for holding money — the transactions
motive, the precautionary motive and the speculative motive

transactions demand for money: money that is required to pay for everyday
purchases. It is an active balance and is interest inelastic

active balances: money which is flowing through the economy, underpinning

| the transactions and precautionary motives for holding money
. >

Second, there is the precautionary demand for money. This is where money
is used to pay for unexpected expenses. Like the transactions demand for
money, it is an active balance and is interest inelastic.

precautionary demand for money: money that is required to pay for
| unexpected expenses. It is an active balance and is interest inelastic

Third, there is the speculative demand for money. This is where money is
used to buy government bonds. Unlike the transactions and precautionary
demand for money, it is regarded as an idle balance and one that is interest
elastic. An important influence on the demand for a bond is the
which is the annual income obrained from the bond as a proportion of

its current market price. The price of government bonds and the rate of
interest will move in opposite directions because if the interest rate is high,
this will reduce the desire to hold money. On the other hand, if the interest
rate is low, there will be less of an incentive to switch out of money into
other assets.

speculative demand for money: money that is required to buy government
bonds. It is an idle balance and is interest elastic

idle balances: money which is withdrawn from the circular flow of money in an
economy, underpinning the speculative motive for holding money

yield: the annual income obtained from a bond or a share as a proportion of its
current market price

Another distinctive feature of this demand for money, unlike the other two
motives, is that the demand curve is downward sloping, In fact, at low rates
of interest, the liquidity preference (or demand) curve becomes horizontal,
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indicating that a change in the money supply will have no effect on the rate of
interest. At this point, the demand for money is perfectly elastic. This is known
as the liquidity trap.

A shift of the money supply to the right, eg, from MS, to MS,, would normally
lead to a lowering of the rate of interest (see Figure 6). However, when there is a
liquidity trap, an increase in the money supply does not affect the interest rate
which beyond M, remains at rp.

. —
et e

Money
Figure 6 Theliquidity trap

liquidity trap: a situation at low rates of interest when changes in the money
supply will have o effect on the rate of interest and where the demand for
money is perfectly elastic

The loanable funds theory

An alternative approach to the liquidity preference theory of explaining the
demand for money and the determination of interest rates is the loanable
funds theory. This states that the rate of interest is determined by the
demand for, and the supply of, loanable funds in financial markets, ie. the
rate of interest is a price and, just like any other price in an economy, it

is determined by the interaction of the demand for, and the supply of,
Joanable funds, ie. the supply of funds from savings and the demand for
funds for investment.

11 Theory and measurement in the macroecor

loanable funds theory: the idea that interest rates are determined by the
demand for, and the supply of, loanable funds in financial markets

The demand for loanable funds comes from:

@ firms wanting to invest

@ households wanting to buy consumer products

@ agovernment aiming to fund a budget deficit

The demand curve for loanable funds slopes down from left to right.
The supply of loanable funds comes from:

® savings

The supply curve for loanable funds slopes up from left to right. Figure 7
shows how the rate of interest is determined by the demand for, and the
supply of, loanable funds. A rate of interest of R is established for a quantity
Q of funds.
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Revision activity

Quantity Distinguish between the liquidity
loanable funds preference and the loanable funds
theories.

|
i
|
|
Q

Figure 7 The loanable funds theory

The rate of interest will be determined at the point where demand and supply
are equal.
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12 Macroeconomic problems

Economic growth and development
=)

Economic growth is defined as the increase in national output of a country
over a period of time. It is usuially measured in terms of a change in gross

domestic product. It is important to distinguish between two types of economic
growth in national output: actual growth and potential growth.

Now test yourself

1 Define the term ‘economic growth’.

Answer on p.158

economic growth: an increase in the national output of an economy over a
period of time, usually measured through changes in gross domestic product |
{ )

Actual versus potential growth in national output

Economic growth in an economy can come about by using the existing factors
of production more effectively, such as by reducing the number of people
unemployed. This can be shown by a movement from within a country's
production possibility curve or frontier to a position on the curve or frontier.
This is known as actual growth in the national output of an economy.

In addition to a movement along a production possibility curve or frontier, it is
also possible for the curve or frontier to shift outwards. This would be due to an

increase in the quantity of the factors of production available in an economy and/
or an increase in the quality of the factors of production available in an economy.
This is known as potential growth in the national output of an economy.

actual growth in national output: a movement from within the production
possibility frontier of an economy to a position on the frontier, resulting from the
better utllisation of the existing factors of production
potential growth in national output: a shift outwards of the production
possibility frontier, resulting from a greater quantity and/or quality of factors of

|| production in an economy |

This distinction between actual growth and potential growth of national output
can be seen in Figure 1. The movement from X, within the production possibility
curve, to Y, on PPC,, shows actual growth. The movement from Y to Z, on PPG,,

shows potential growth.

Consumer
goods

Now test yourself

2 Distinguish between actual growth
and potential growth.

B B, Cipirai
goods Answer on p.158

Figure 1 Production possibility curves
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Itis important to make sure that you understand this distinction between
actual growth and potential growth, and the distinction between a movement
from inside a production possibility curve to a position on a production
possibility curve and an actual shift outwards of the whole curve.

obll

Factors contributing to economic growth

Economic growth in an economy can be brought about by a number of factors,

including the following:

an increase in the number of workers

© animprovement in the quality of labour, eg; through acquiring new skills
leading to a higher level of productivity

@ agreater commitment to research and development, both in terms of
invention, ie. the discovery of new products and new methods of production,
and innovation, ie. the bringing of these inventions to the marketplace

12 Macroeconomic pr

an improvement in the state of technology

investment in capital stock

a move towards more capital-intensive production
increased mobility and flexibilicy of factors of production
a more efficient allocation of resources

development of new markets to export to

a reduction in taxes on company profits to allow firms to have more funds
to finance investment
@ an upturn in the trade (or business) cycle

( trade (business) cycle: the fluctuations in the national output of a country,
involving a succession of stages or phases, including boom, recession, slump and

| recovery Now test yourself

“ | 3 Explain what is meant by a trade/
business cycle'.

Answer on p.158
Don't forget that economic growth is not only concerned with the quantity

of the factors of production used in the production process, but also with the
quality of these economic resources.

Costs and benefits of growth

Itis clear that economic growth can have benefits for a country, but it is also
important to take into account that there can be costs of growth. These costs
and benefits of economic growth can be seen in Table 1.

Leupert i ke

n activity
If an examination question asks for a discussion of the concept of economic Consider whether it i possible for
‘growth, you should remember to include a consideration of both the benefits acountry to have too high a rate of
and the costs of growth for an economy. economic growth,

Economic growth and development @



Table 1 The benefits and costs of economic growth

» Economic growth will lead to an increase in the standard of | @ There can sometimes be a shift away from consumer
: ving of a country resulting from the greater number of goods |  goods to capital goods in order to bring about
s and services produced in the economy. economic growth; this will be good in the long run,
7| @ An economy that is growing shows that the economy is doing | but not necessarily in the short run.
= well; this greater confidence in the economic prospects of the | ® Economic growth may lead to a depletion of natural
£ I liraean ertrane vies e i T rers thee oo ot
=)  Economic growth is likely to lead to a decrease in the level of various forms of pollution; it is in this sense that a
g of unemployment in the country, although this will depend high rate of economic growth is sometimes said to be
1 on the extent to which the extra output is produced through unsustainable.
@ labour-intensive or capital-intensive methods of production. |  The benefits of economic growth may not always be
o (Labour-intensive production refers to a process of production | shared evenly among different people in the country.
o with a relatively high proportion of labour inputs, compared | ® There may be a reduction in the quality of life in the
) 10 other inputs, whereas capital-intensive production refers to | country, e.g. working hours may be longer, reducing
s a process of production with a relatively high proportion of the amount of leisure time.
capital inputs, compared to other inputs.)
ﬁ @ An increase in output, much of which is exported to
other countries, may lead to the reduction, or possibly the
elimination, of a deficit in the balance of payments.

The use and conservation of resources

The contrast between the potential benefits and costs of economic growth
can also be seen in relation to the use or conservation of resources. The use
of resources can contribute significantly to economic growth, but it needs to
be remembered that many natural resources are finite in supply, ie. they will
eventually run out.

This is why it is strongly argued in many economies that there should be
conservation of resources. It is stressed that this is a more sustainable approach,
taking into account the needs not only of the present generation, but also of
future generations.

sustainability: the capacity to endure; it is the potential for the long-term nac

maintenance of wellbeing in an economic environment so that the interests of
future, as well as present, generations are taken fully into account

Explain what is meant by ‘sustainability’

Sustainability is an important concept in economics, recognising the
importance of the needs of future generations and not just those of the present
generation. Candidates should include a consideration of sustainability in any
answer to a question on the use and conservation of resources.

Economic development w:)

‘Whereas economic growth is concerned with increases in the national output
of a country, as measured by changes in gross domestic product, economic
development is a broader concept that puts the emphasis on the quality of life
of peaple in different countries.

economic development: a broader perspective that goes beyond increases in
national output to take into account factors that influence the quality of life of
people in particular countries

It is important to make sure that you demonstrate in the examination that
you understand the difference between economic growth and economic
development, stressing that development is a wider process.
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Indicators of comparative development and
underdevelopment

Itis possible to use a number of indicators to compare development and
underdevelopment in the world economy. These are shown in Table 2.
Table 2 Indicators of i inthe
world economy

Indicator Explanation

Economic Differences in the balance of the economic structure, i. the
proportion of output produced in the primary, secondary and
tertiary sectors of production

Now test yourself

4 Distinguish between economic
growth and economic
development.

Monetary Differences in the level of income, usually measured by GDP
per capita; countries can be divided into high income, middle

income and low income

Non-monetary | Differences in social factors, such as the percentage of GDP Answer on p.158
spent on education and health, the rate of adult fiteracy, the

number of doctors per thousand population, the number of

hospital beds per thousand of population and quality of water
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Demographic | Differences in terms of population growth rates, birth rates,
death rates, fertility rates, average age and life expectancy

Itis important that you in the examinati ing of
bt G e e o general and that
there may be exceptions, eg. there are some very rich people in economically
developing countries and some very poor people in economically developed
countries.

Characteristics of ically devel
Economically developing economies have a number of key characteristics.
Table 3 summarises some of these.

Table 3 Cl

TS There will typically be a relatively high rate of population growth, resulting from the difference between the
growth birth rate and the death rate, i.e. the natural increase in a country’s population; this means that, in many
economically developing countries, the size of the population is well above the optimum population.

[TTHET There is likely to be a relatively high proportion of young people, creating a high dependency ratio, i.. a
“WIETT L high proportion of people who are reliant on others in an economy, such as pensioners..

Income Income levels tend to be lower than in economically developed countries, and there is sually a great deal of
[T inequality in the distribution of that income.
distribution

ETTE ] n many economically developing countries, there s a relatively large proportion of workers employed in the
ST primary or extractive sector and a relatively low proportion of workers employed in the tertiary or services sector.

CITIETTS in many economically developing countries, there are socia, cultural and religious reasons why a smaler
{20115 {41 proportion of women work compared with the situation in developed countries.
Many economically developing countries depend on the exportation of primary products and these often
experience greater price variations than is the case with goods, creating a greater instability.

[T The proportion of people who live in rural areas in economically developing countries tends to be relatively
higher than is the case in economically developed countries, and where there has been rural-urban
migration, this can put pressure on resources in the urban areas.

ST Many economically developing countries have become dependent on economically developed countries,
and the role of multinational corporations has been significant in this; although they bring employment to
the economically developing countries, much of the profit made is repatriated to the home country

Many econormically developing countries have a high level of external debt and debt repayment is a major
burden; in some countries, the debt is over 100% of the gross national product.

Many economically developing countries have greater social problems than is the case in economically
developed countries, as can be seen through such indicators as life expectancy, literacy rate, the number
of doctors per thousand of the population and access to good quality water.

Economic growth and development @



Now test yourself

birth rate: the average number of live births per thousand of population of a il
country in a given time period, usually a year 5 Explain, with the use of examples,
what is meant by ‘demographic’

death rate: the number of people per thousand of population in a country who

indicators of economic
diein a given time period, usually a year

= development.

o natural increase: a natural increase in the population of a country is determined i Wb s b
L by the crude birth rate minus the crude death rate of a population, ie. it is the opeimum populrior:

E difference between the number of live biths and the number of deaths in a

° courtiry duing-ayesr Answers on p.158

g optimum population: the number of people in a country that will produce

o the highest per capita economic retun, given the full tiisation of the resources

3 available

5 migration: the movement of people from one area to another, either within a How usefuls it to divide countries

e My - into economically developed and

o

=

Unemployment

Full employment and the natural rate of unemploym:

There is some debate as to what actually constitutes a situation of full
.employment in an economy, but is generally taken to be a situation where
everyone who wants a job has a job, with the exception of those who are
frictionally unemployed. In many econormies, it is about 4% to 5% of the working
population.

The natural rate of unemployment stresses the link between the level of

unemployment and the rate of inflation in an economy. It is that level of

unemployment which contributes towards a rate of inflation that is non-

accelerating. It is essentially an equilibrium sicuation where aggregate demand for

labour is equal to the aggregate supply of labour at the current wage rate; as a

result of this situation of equilibrium, there is no upward pressure on the level of

prices in the economy. Now test yourself

- 7 Whatis meant by ‘the natural rate
unemployment: a situation that occurs when a number of people in an of unemployment’?

economy are able and willing o work but are unable to gain empioymen‘t Answer on p.158

full employment: the level of employment as a result of everyone who is able

and willing to work having a job, with the exception of those who are frictionally

unemployed

natural rate of unemployment: the non-accelerating inflation rate of

unemployment (NAIRU); it can also be described as equilibrium unemployment. | (LSS (N EL0d

This is the rate of unemployment in an economy which will prevent the rate of Does a situation of full employment

inflation increasing | mean that everyone in a country who
< wantsajobhasajob?

The causes and types of unemployment w:’

Unemployment in an economy can be caused by a number of factors and this
gives rise to a variety of different types of unemployment. These can be seen in
Table 4.
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Table 4 Causes and different types of unemployment

Type of unemployment | Explanation of cause

Structural Workers lose their jobs as a result of the changing conditions of demand in an economy; this
creates a change in the country's economic structure, and the declining industries will not need

obll

10 employ as many people, catising a loss of jobs.

Regional Sometimes these declining industries are concentrated in particular areas of a country and this
can contribute to regional unemployment; this is especially the case where workers lack the
skills and training to move from one job to another.

Cydlical (or demand Whereas structural unemployment tends to be concentrated in particular industries, cyclical

deficiency) tends to be more in an economy; this is because it is associated

with the trade cycle and periods of economic downturn. When the level of aggregate demand
in an economy is low, this can lead to a recession, defined as two successive quarters of
negative growth.

Frictional At any one moment in an economy, some people will be between jobs, i.e. they have left one

job and are waiting to start another; this type of unemployment reflects dynamic change in an

economy, with some sectors expanding while others are declining. It is possible to distinguish

between three different types of frictional unemployment:

@ search unemployment, where people are prepared to keep looking for the best possible job.
rather than take the first one offered

® casual unemployment, where certain types of work are not regular and so at any one time.
some people will be out of work, e.g. an actor

@ seasonal unemployment, where people are out of work when it is ‘out of season’, such asin
the tourism or agriculture industries

12 Macroeconomic pr

Technological A situation where people lose their jobs because there has been a move away from labour-
intensive towards capital-intensive production, i.e. machinery and equipment can be used
instead of workers.

Real wage (or classical) | This is where people are out of work because real wages in an economy are too high, e.g.

because of the power of trade unions.

Disguised This is where there are people who do ot have a job, but who are ot registered for
unemployment benefits; they are not included in the claimant count of the number of
unemployed people in a country.

Voluntary This describes those who are out of work but who have refused to take a job which is
available, perhaps because they are waiting to be offered a better-paid job; the existence of
unemployment benefits means that some people are rather selective in deciding which job
1o accept.

Now test yourself

8 Distinguish between structural and cyclical unemployment.

Answer on p.158

Revision activity

Distinguish between the different causes of unemployment.

The consequences of unemployment m:‘

1 has a number of , including the following:

@ Economic resources are said to be scarce, and so any unemployment is a
waste of scarce resources; an economy will be underperforming and the level
of national output produced will be lower than would otherwise have been
the case.

A government will lose out on potential tax revenue, both in terms of direct
taxes, such as income tax, and indirect taxes, such as goods and services tax.

Unemployment

37



® A government will also find its fiscal situation worsened, not only because
of the likely reduction in revenue from taxation, but also because of the
money that will need to be paid out in the form of benefits to those who
are unemployed and the cost of training that a government might need
10 provide in order to make unemployed people more employable in the
fuure.

® Higher levels of unemployment can be associated with a number of social
problems, such as an increase in the crime rate of a country.
Revision activity
Make sure that you read a question on unemployment carefully, to ensure that Why is unemployment regarded assuch
you do not confuse the causes of with the problem?

12 Macroeconomic pra

Inter-connectedness of problems

It should be stressed that macroeconomic problems are not separate and
distinct, but are often interrelated in different ways. Three examples will show
how this inter-connectedness can come about.

The internal and the external value of money revised [

It is important to distinguish between the internal and the external value of
money, but it should also be recognised that the two values are interrelated.
For example, i the internal value of a currency falls as a result of a high rate of
inflation in a country, exports too will become more expensive. If demand is
price elastic, the demand for these will fall, as will the demand for the currency
to pay for them. In this situation, there will be a depreciation in the external
value of the country’s currency.

The balance of payments and the rate of inflation revised [

A relatively high rate of inflation in a country will make exports more expensive,
and therefore demand for them is likely to fall, but the demand for imports may
remain unchanged, as many countries have a relatively high marginal propensity
to consume imported products. In such a situation, the balance of payments is
likely to deteriorate.

Inflation and unemployment M:.

The relationship between the level of inflation and the rate of unemployment
in an economy can be seen in the Phillips curve shown in Figure 2. Such a
curve shows the trade-off between inflation and unemployment; ie. as the
rate of inflation increases, this will be accompanied by a fall in the rate of
unemployment and as the rate of inflation decreases, this will be accompanied
by a rise in the rate of For example, if a

deliberately aims to bring down the rate of aggregate demand in an economy,
such as through an increase in taxes or interest rates, this is likely to put some
people out of work.
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Now test yourself
9 Explain what is shown in a Phillips
curve.

Answer on p.158

Rate of
unemployment(%)

Figure 2 The Phillips curve
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13 Macroeconomic policies

Objectives of macroeconomic policy

Governments generally have a wide range of objectives in refation to
macroeconomic policy, but in most cases they tend to focus on a combination
of the following six objectives:

the avoidance of extreme fluctuations in the exchange rate Answer on p.158
the redistribution of income and wealth

@ arelatively low and stable rate of inflation Nowiastioorsal

® full emplymeric 1 State the six macroeconomic
@ arate of economic growth that is regarded as sustainable objectives that governments
@ equilibrium in the balance of payments over a period of time usually have.

°

]

Atany one moment in time, the government of a particular country may have
certain priorities in relation to the achievement of these objectives, but over a

period of time all governments will aim to achieve a degree of success in each

of these.

There are broadly four different types of policy that a government could use to (PSR TSR T eT Ls
achieve these objectives, and these are:

2 identify the four different types of

@ fiscal policy macroeconomic policy.

@ monetary policy Answer on p.158

® exchange rate policy Tested [
@ supply-side policy

Fiscal policy is the deliberate use of revenue and expenditure decisions by a
government to influence economic activity in a country, especially the level
of aggregate demand. The idea is that by making changes to decisions about
revenue and expenditure, an economy can be ‘fine-tuned' to achieve particular
aims. A government can deliberately plan for a balanced budget, a budget
deficit or a budget surplus to achieve its objectives. For example, if an economy
needed to be stimulated in order to reduce unemployment, taxation could be
reduced and expenditure increased. On the other hand, if an economy needed
to be deflated in order to reduce inflation, taxation could be increased and
expenditure reduced.

fiscal policy: the use of public revenue and/or public expenditure to influence

the level of aggregate demand in an economy J

Itis important to distinguish between discretionary fiscal policy and the use of
automatic stabilisers.
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Discretionary fiscal policy

Sometimes a government will deliberately change taxation and/or public
expenditure to bring about a desired change in the level of economic activity in
the economy. This is known as discretionary fiscal policy.

| discretionary fiscal policy: the use of deliberate changes in taxation and/
o public expenditure with the intention of changing the level of aggregate
| demand in an economy

Automatic stabilisers

Whereas discretionary fiscal policy involves deliberate action by a government,
automatic stabilisers refer to a situation where changes in an economy take
place without the need for deliberate action by a government. For example, in
arecession, when the level of unemployment in an economy s likely to rise, the
revenue received by a government from taxation is likely to fall, as fewer people
are working, while at the same time government expenditure s likely to rise,
such as in the form of unemployment benefits to those out of work.

(

automatic stabiliser: a situation where changes in the level of taxation and/
or public expenditure automatically bring about changes in an economy without

| the need for deliberate action by a government

Canons of taxation
There are a number of principles or canons of taxation, as shown in Table 1.

Table 1 The canons of taxation

Principle Explanation

Equity/fairness The burden of taxation should take into account the
abilty of people to pay the tax.

Certainty/transparency | Information about taxation needs to be made
available so that it is seen as transparent.

Convenience The payment and collection of taxes need to be as
convenient as possible.
Cost The cost of administering and collecting taxes should

be as low as possible.

Efficiency Taxation should not lead to any disincentives, such as
work disincentives.

[ canons of taxation: the main principles of taxation, .. any system of taxes
should adhere to these principles in order to be effective

work disincentives: the possibilty that taxation could lead to people being
unwiling to work, e.g. there may be a disincentive to work f rates of income
tax are too high

Laffer curve: this shows the relationship between the rate of tax and the

| revenue obtained from the tax

The poverty trap

One particular ssue, arising from the combination of paying tax and receiving
benefits, is that some people might actually become worse off as a result of
working, This is because a worker may start paying tax above a certain level of
income and, at the same time, no longer be able to claim benefits. This is known
as the poverty trap.

[ poverty trap: the stuation which occurs when  person receives benefits,
increasing income, but which then means the person is no longer entitled to
| receive as much as was the case before

cies
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Candidates should be able to demonstrate an understanding of the idea
that some people can actually be made worse off as a result of taking up.
employment because of the loss of benefits that they were previously
entitled to. This situation is known as the poverty trap.

{| Progressive, regressive and proportional taxation
Itis important to distinguish between progressive, regressive and
proportional taxation.

Progressive taxation

Many economies make use of progressive taxation to achieve the
macroeconomic objective of a fairer and more equitable distribution of income.
An income tax, for example, will not only take more from a person as their
income rises, but a higher proportion of that income.

13 Macroeconomic

Regressive taxation

Whereas a progressive direct tax, such as income tax, has different rates of tax
depending on a person’s income, a regressive indirect tax, such as a goods and
services tax, has the same rate of tax. In such a situation, all people who buy

a particular good or service will pay the same percentage, so this will have a
greater impact on poor, compared to rich, people.

Proportional taxation

Another possible type of taxation is proportional taxation. This is where a tax
takes an equal proportion of income from a person whatever that person’s
income is. In this situation, there is neither a progressive nor a regressive effect of
the tax.

An example of a proportional tax is flat-rate tax, which has a constant marginal
tax rate. A single tax rate is applied to all incomes with no deductions or
exemptions.

progressive taxation: where taxation takes a higher proportion of a person’s | Re
income as that income rises

regressive taxation: a situation where a tax takes a larger proportion of low
incomes than it does of high incomes

proportional taxation: a tax which takes an equal proportion of income
whatever a person's income level happens to be

flat-rate tax: a tax with a constant marginal rate

marginal tax rate: the proportion of an increase in income which is taken in
tax

Although fiscal policy can be a very effective way to manage an economy, there

n ac

Consider the arguments for and against
progressive taxation.

are a number of issues involved in its use, including the following: Now test yourself

@ A government needs to be able to estimate reasonably accurately the likely 3

effects of any change in taxation and/or public expenditure, otherwise the
desired objectives may not be achieved, eg, if the size of the multiplier is
underestimated or overestimated.

There may be side-effects of any fiscal policy, eg. unemployment may be
reduced, but at the cost of a higher rate of inflation.

There may be a significant time lag before a particular revenue or
expenditure decision begins to take effect.

Some decisions that may be justified by economic reasoning may not be
taken by a government for political reasons, especially if an election is due in
the not too distant future.

Cambridge International AS and A Level Economics Revision Guide

Explain what is meant by the term
“fiscal policy’.

Distinguish between discretionary
fiscal policy and automatic
stabilisers.

Explain how taxation could
become a disincentive to work.

Distinguish between a progressive
tax, a regressive tax an
proportional tax.
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Monetary policy

Monetary policy is concerned with the price and quantity of money in an
economy. The price of money refers to the interest rate and the quantity of
money refers to the money supply. For example, a government could reduce
the interest rate in an economy to stimulate employment, but this could lead
1o an increase in the rate of inflation in that economy. If a government decided
1o increase the interest rate in an economy, this would attract ‘hot money’ into
the country, raising the value of the exchange rate and making export prices
more expensive and import prices less expensive, leading to the possibility of an
adverse effect on the balance of payments.

| monetary policy: the use of interest rates and/or the money supply to influence
the level of aggregate demand in an economy |
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The other monetary approach is to influence the money supply in an economy.

Many countries, since the credit crunch, have decided to increase the money

supply in the economy through a process of quantitative easing, This is where

a government buys bonds and bills, ie. securities, giving the financial insticutions

more liquidity and so increasing the money supply in the economy. This process

of a government buying bonds is known as open market operations.
quantitative easing: the process whereby the government of a country
deliberately buys bonds and bills in order to increase the money supply in an
economy

open market operations: the process of a government buying or selling bonds
in order to influence the money supply in an economy

Issues in using monetary policy
Like fiscal policy, there are a number of issues that need to be taken into
account in relation to monetary policy, and these include the following: ‘monetary policy’.
@ There is a time lag between a change in an interest rate and the impact of 8 Explain the term ‘quantitative
that change on an economy; it s difficult to be precise about how long that casing
time lag might be, but a number of economists have suggested that it could
be as long as 18 months.

Now test yourself
7 Explain what is meant by the term

Answers on p.159

@ Various people in an economy may react differently to a change in interest rates,
ie. not everyone will have the same interest elasticity of demand. For example,
relatively rich peaple in an economy are likely to have a relatively inelastic
interest elasticity of demand, whereas relatively poor people in an economy
are likely to have a relatively efastic interest elasticity of demand. This makes it
difficult to estimate the likely effects of a change in interest rates in an economy.
@ Anyincrease in the money supply of an economy, such as through the Distinguish beween fiscal policy and
process of quantitative easing, is likely to have an inflationary effect in that monetary policy.

economy, resulting from the increase in the level of aggregate demand.

Exchange rate policy

Exchange rate policy refers to the deliberate use of changes in a country's
exchange rate to influence the level of activity in the economy. This is easier to
achieve when there is a fixed exchange rate system, because a government can
decide what an exchange rate will be, and then change it through a devaluation
or a revaluation. It is more difficult to achieve when there is a floating exchange
Tate system, but even here a government can intervene in the foreign exchange
market to ensure that the exchange rate does not rise or fall by too much;

this situation is known as a managed float. Even if there is a genuine floating
exchange rate system, a government can still influence the rate in some ways,
such as through changes in the interest rate.

Tipesofpoliey



As with the other policies, there is likely to be some conflict between objectives
when using exchange rate policy. For example, a reduction in the value of

an exchange rate, making exports cheaper, s likely to lead to an increase in
employment, but the increase in the price of imports is likely to have an adverse
effect on the rate of inflation in the economy.

exchange rate policy: the deliberate use of changes in exchange rates to
influence the level of aggregate demand in an economy

Issues in using exchange rate policy

As with the other policies, exchange rate policy involves a number of issues,

including the following:

® A floating exchange rate can create uncertainty in an economy and this
could have a negative effect on decisions to invest.

Now test yourself
9 Explain what is meant by ‘exchange

13 Macroeconomic poli

@ Afixed exchange rate s likely to involve the use of foreign currency reserves :

o maintain a particular rate. rate policy:
® Itisnot always clear what the 'best’ exchange rate is for a currency. Answer on p.159
@ A country may be a member of a wider trading community, as a result of some

form of economic integration, and in some cases a common exchange rate is
used, 5o one economy would not be able to deviate from this agreed rate.

Supply-side policy mj

Supply-side policy is a general term to refer to a number of different actions
that a government could take in order to improve the efficiency of markets in
the economy. It is different in approach from the other three types of
macroeconomic policy because it approaches economic issues from the supply,
rather than from the demand, side.

| supply-side policy: policies which enable markets to work more efficiently

Examples of supply-side policies could include the following:
increasing incentives to work by lowering income tax and unemployment
benefits

increasing expenditure on education to improve the quality, and therefore
the productivity, of the labour force

increasing expenditure on training to enable workers to move more easily
from one type of work t another if they become unemployed; this is likely
to improve the flexibility and occupational mobility of labour in an economy

reforming trade unions so that labour is not in such a powerful bargaining
position with employers; this could contribute to a reduction in the number
of days lost through industrial action in an economy

encouraging privatisation in an economy so that firms, needing to make a Now test yourself

profit to survive, become more efficient 10 Explain, with the use of three
encouraging deregulation, such as through a reduction in the barriers to examples, what is meant by
entry into an industry, which will allow more private firms to enter a market ‘supply-side policy’.
providing more information about job vacancies in different parts of a Answer on p.159

country; this islikely to improve the geographical mobility of labour

Issues in using supply-side policy

As indicated above, there are often issues in the use of any of the

macroeconomic policies, and this is also the case with supply-side policy.

Potential problems include the following:

@ There is no guarantee that a firm in the private sector will be more efficient
than one in the public sector; privatisation may involve the need to get rid
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of some workers, leading to an increase in the rate of unemployment inan @ ESEETPYETI)

economy. . o Consider how supply-side policies differ
A privatised firm may be in a monopoly position in an economy, soall that has  from demand-side policies.

been achieved is a move from a state-owned to a privately owned monopoly.

Lowering unemployment benefits might persuade more people to look for
‘work, but this will have no effect if there are no jobs available for them.

The effects of supply-side policies can take a long time to show such as
improvements to the education system.

Evaluating policy options

As indicated above, there may well be problems arising from conflicts between
the different policy objectives that a government might have. For example, a
government might aim to reduce the rate of inflation in an economy by deflating
the level of aggregate demand. This would also be useful if the country had a deficit
in the balance of payments. There would, however, be an adverse impact in relation
to unemployment and economic growth. Any dampening of aggregate demand in
an economy s likely to reduce the level of employment and it is also likely to reduce
the rate of economic growth. If an economy experiences two successive quarters of
negative economic growth, the economy is said to be in a state of recession.
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If, on the other hand, a government decided that it needed to reflate the
economy, this would have a positive effect on the level of unemployment,
‘which would be likely to fall, and on the rate of economic growth, which would
be likely to rise, but if the increase in aggregate demand were greater than the
increase in aggregate supply, this would be likely to be inflationary. Also, if there
were a relatively high marginal propensity to import, this increase in demand
would be likely to worsen the economy’s balance of payments position.

A in ing to achieve its ma objectives, has four
types of policy that can be used but, as stated, each of these has its limitations.
Itis therefore the case that, in many situations, a government would be best
advised to be willing to use all four types of policy in order t achieve its six
macroeconomic objectives.

Policies towards economically
developing economies

Policies towards economically developing economies are essentially of two types:
trade and aid.

=)

The theory of comparative advantage indicates that all countries can benefit
from free trade as long as there are differences in opportunity cost ratios.
International trade will therefore lead to an increase in world output and this will
ultimately lead to an improvement in the quality of life and economic welfare in
all countries, including economically developing economies.

A number of organisations have been established since 1944 to encourage free
trade and to reduce the extent of trade protectionism in the world market.
These include the International Monetary Fund, the World Bank (in particular
the International Bank for Reconstruction and Development) and the World
Trade Organisation. Policies should therefore aim to reduce the extent of
protectionism, such as through the reduced use of tariffs, quotas and subsidies.

Policies towards economically developing economies (145



Economically developing economies, however, have experienced particular
problems, which means that they have not gained from international trade as
much as might have been expected. These problems include the following:

® Whereas economically developed economies have tended to specialise in
the production of manufactured goods, economically developing economies
have tended to specialise in the production of primary products; some
economically developing economies rely on a single commodity for over half
of their export earnings. The problem is that the prices of primary products
have, on the whole, declined relative to the prices of manufactured goods,
although many economically developing economies are now much less
dependent on the exports of primary products than used to be the case.
Primary production is likely to be more volatile in terms of supply conditions,
with the effect that prices for primary products are usually less stable than
for manufactured goods; a key issue is that the demand for, and the supply
of, primary products is more price inelastic than is the case with secondary
products.

Itis also the case that the demand for many primary products, such

as different types of food, is more income inelastic than demand for
manufactured goods.

Much of the investment in economically developing economies has come
from multinational corporations; much of their profit is repatriated back to
their home countries.

13 Macroeconomic
L]

X . . Now test yourself
A number of economically developing economies, given these problems, have ; -

h 11 Explain whether the income
actually introduced a number of different forms of trade protection to bring elasticity of demand for primary
about import substitution in their economies, i.e. the aim is to replace imports products, such as food, is likely to
with domestically produced goods. Some economically developing economies, be elastic or inelastic.
however, recognising the enormous potential offered by free trade, have taken a

gnising T po Y free tr Answer on p.159
different approach and have aimed for an export-led strategy in order to benefit
from free trade.

An alternative policy towards economically developing countries is the provision
of aid. Aid from economically developed to economically developing economies
can come in various forms, including grants and loans. Sometimes the aid is
bilateral, i.e. involving just two countries, and sometimes it is multilateral, ie.
involving a number of countries andjor agencies.

e [l

aid: the process of economically developed countries providing finandial support |
to economically developing econornies ]

There have, however, been a number of problems in relation to such aid,

including those listed below:

® Some aid has been used in investments which have become relatively

unsuccessful. For example, some major construction projects, such as dams,

have been criticised for not being in the long-term interests of particular

countries. There is also some evidence that expenditure on aid has actually

been spent on defence projects.

Some of the aid has been ‘tied" in some way, i.e. there are conditions

artached to the aid and so the receiving country has not been totally free to

decide how to spend the money.

® In some cases, there has been corruption in the receiving country, with the
result that much of the money has been kept in the hands of a few, rather
than spread across the whole economy.
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There have been some examples of the aid money being spent on defence,
rather than on, say, education, healthcare or improving the water supply. Now test yourself
Some aid has actually been counterproductive and has made the situation
worse, eg. supplies of large amounts of food to some countries have reduced
the prices in the local economy, lowering incomes, and making it difficult for
local farmers to survive.

12 Explain what is meant by 'tied aid"

Answer on p.159

While in some cases the interest rate charged on the aid has been at a lower
rate, i.e. concessional, in many cases it has been at market rates of interest.
The loan repayments have, in many cases, been difficult for the economically
developing countries to pay, although some debts have been rescheduled or
cancelled; organisations, such as Jubilee 2000 and Make Poverty History, have
been active in trying to persuade lenders to cancel, or at least reschedule, the
debrs.

Consider the arguments for and
against aid

Policies towards economically developing economies

icies

Ii

G}
a
2
=
S
<
e
o
@
e
S
&
=
0
2




A level questions and answer:

This section contains A level exam-style questions. The m—
key to the multiple-choice answers s given on p. 142. The
data-response and essay questions are followed by expert

comments (shown by the icon (2) that indicate where
credit is due and where there are areas for improvement.

Which of the following would indicate the
existence of a contestable market?

A The threat of new firms entering the market

B The existence of very effective barriers to entry
C The establishment of very high prices

D The existence of very high sunk costs 0]

Multiple-choice
guestions =

A competitive market becomes a monopoly. Which

of the following is likely to happen as a result of
cm this?

A Priceis likely to be reduced.
Which of the following explains potential economic B The consumer surplus will be reduced.
growth? C The producer surplus will be reduced.
A A movement from within a production D Outputis likely to be increased. [
possibility curve to a position on the curve

B A upwards alonga i m
possibility curve

C A movement downwards along a production
possibility curve Which of the following is an example of fiscal
D A movement from a position on a production policy?
possibility curve to a position outside the A Anincrease in the interest rate
curve m B Adecrease in the money supply
C A restriction on trade unions
D Anincrease in taxation m

Which of the following could explain a shift of a

supply curve to the right?
A Anincrease in the price of a product

Which of the following is an injection into the
circular flow of income?

B Anincrease in the cost of production Al L
C Anincrease in technology c s:“'n.e:g':e"
D 1
An increase in an indirect tax on a product  [1] Dl E et animpoets m

pra—

A worker receives an increased wage of 4% in an

Sustainability refers to the need to take into economy which is experiencing a rate of inflation
account primarily the needs of: of 2%. What is the real increase in the wage?

A past generations A -6%

B the unskilled B 2%

C future generations C 2%

D the unemployed m D 6% 0]
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Which of the following policies is most likely to
reduce a balance of payments deficit without, at
the same time, causing inflation?

A Anincrease in direct taxes

B An increase in indirect taxes

C Anincrease inimport tariffs

D Anincrease in the exchange rate t]

Which of the following is most likely to lead to an
increase in the natural rate of unemployment in an
economy?

A A decrease in government expenditure

B A decrease in unemployment benefits

C Anincrease in the membership of trade unions
D An increase in interest rates [

Key to the answers
10
2¢
3c
4A
58
6D
78
8C
9A
)

Data-response
question

D

FISCAL POLICY IN PAKISTAN

Elements of fiscal policy in Pakistan are designed
to help the poor, such as the use of subsidies to
keep down the cost of electricity and gas. The aim
iis to reduce the number of people living below

the poverty line. However, some economists have
pointed out that the use of such subsidies may
lead to a decrease in productivity. They have

also questioned whether Pakistan can afford to
provide such subsidies, given that the fiscal deficit

isi and public is rapidly
rising. One suggestion is that Pakistan should work
harder to widen the tax base by bringing more
people into the tax net. A major worry in Pakistan
is that the economy may be facing the threat of
recession and so one proposal has been to lower the
interest rates in order to stimulate the economy.

(a) Describe what is meant by a subsidy. [
(b)Explain how a subsidy could lead to a reduction
in productivity. {4

(€) Explain what is meant by a fiscal deficit? (4]
(d) Discuss whether a reduction in interest rates
should always be encouraged. 8]

Candidate answer

(a) A subsidy is an amount of money paid toa producer by
agovernment. The effect of this is that the price to the
consumer will be lower than would otherwise have been the
case. The effect i to keep down the prices of essenial goods,
asin the Case Study where subsidies have been used to keep
down the cost and, therefore, the price of electricty and gas
with the aim of reducing the number of people iving below
the poverty line. The effect of the provision of a subsidy can
beshown by a shift o the supply curve to the right, causing

quantity to fise.

The candidate dearly describes what is meant by a
(S susicy and goes on to cutine is kel effets on both
a producer and a consumer, using appropriate information
from the Case Study to support the answer, especially in
reducing the number of people living below the poverty line.
There is a reference to what would happen in a diagram to
show the effect of a provision of a subsidy, but no diagram
has actually been drawn. It would be useful to include this
diagram in the answer. Mark: 3/4.

(b) A subsidy i a form of support toa producer and therefore,
t0 some extent, gives the producer some protection from
the reality of market forces. There is iways a danger that a
producer might decide to hide behind this protective subsidy,
leading to a decrease n levels o efficiency. Productiviy is the
output per factor (eg labour or machinery) per period of
time.Ifthe subidy brings about a fal i efficiency, the level of
productivity will also be expected to decrease.

The candidate is able to explain how a subsidy could
u lead to a reduction in efficiency and, therefore, to a
lower level of productivity. The term ‘productivity’ is clearly
explained, distinguishing it from production. Mark: 3/d.

(9) Fiscal policy is concerned with the money received by a
government, e revenue, and money spent by  government,
ie public expenditure. Sometimes these two figures will be:
equal, giving rise to a balanced budger. In this case of a fiscal
defici it means that the expenditure i greater than the
revenue, . the government is spending more than it has
gt In order to overcome this deficit, the government will
need to reduce expenditure and/or increase revenue.

A level questions and ans
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The candidate begins the explanation of the term ‘fiscal
U deficit’ by putting it into the context of fiscal policy and
then goes on to explain that it refers to a situation of
expenditure exceeding revenue. However, to gain full marks,
the answer could be developed by adding at the end that if it
proved difficult to reduce expenditure andlor increase
revenue, the government would need to resort to borrowing
to cover the difference between revenue and expenditure.
Mark: 3/4.

(d) The Case Study states that Pakistan i facing the threat
et ; :

P y
economy i to lower the interest rate.Ifinterest rates are:
lowered,chis will educe the cost of borrowing, This will
apply t both producers and consumers and this should
lead to an increase in aggregate demand in the economy.
One problem, however, i that a reduction i interest rares
can sometimes take a while to have an effect,so there is
not usually an immediate change in the level of demand

in an economy. Also, the incerest elasticty of demand

may be quite low because the interest rate is only one of a
number of factors that producers and consumers take into.
account in deciding whether to spend or not. For example,

Essay questions

Lauesion 12 SRR

Explain the meaning of the term ‘equilibrium level
of national income". Discuss the factors that could
cause this equilibrium to change in a developing
economy. [25]

Candidate answer

The term ‘equilibrium level of national income’ refers to.a
situation where the injections into the circular flow of income
are equal to the leakages or withdrawals from the circular

flow of income. I s possible to make a distinction between

a two-sector,a three-sector and a four-sector model of an
economy. I there were just two sectors,this would be a closed
economy without a government sector, and would consist

of one injection, investment, and one withdrawal, savings.

If there were three sectors, this would be a closed econormy

a
major effect. Another factor t take into account s if the
increase in demand, how
easy will it be to increase supply? This will,to some extent,
depend on the extent of spare capacity in the economy. If
supply responds very slowly to the increase in demand, this

mh a government sector, so there would be two injections,

government expendicure, and

or leakages, savings and taxation. If there were three sectors,

this would be an open economy. The njctions would be
and the i

exports;the leakages or withdrawals would be savings, axation
and the money paid for imports. When all of these injections

could lead to a situation of inflation with
ch: 8 goods.If i i
than that of its main compefitors, it wil make its exports less
competitive and this could lead to problems in the current
account of the balance of payments and there would also be
likely to be rise in the unemployment rate in the country.
In conclusion, a decision to reduce inerest rates to stimulate
the economy should be encouraged f i is thought that the
inerest elasticity of demand s quite elastic and if there is a
degree of spare capacity in the economy. However, f this s
ot the case, such a move could be inflationary, leading o
a Wsemrvgofme(unmnmounr position of the balance
a possble increase in soit
Sdkiyes always be encouraged.

u The candidate offers a useful discussion of whether
a reduction in interest rates should always be
encouraged. The argument in favour of a cut in interest rates
to stimulate demand is clearly put forward and then the
candidate balances this with the view that it might not always
be an ideal situation, partly because its effect may not be
immediate and partly because there may be inflationary
consequences. The answer finishes with a condlusion, always
important in a ‘discuss’ question, that states that a fall in
interest rates should not always be encouraged as it would be
necessary to take into account the possible negative effects in
terms of inflation, the current account of the balance of
payments and the rate of unemployment. Mark: 8/8.
@ Overall, the answers to the four parts of the question
are of a reasonable standard. The total mark is 17/20,
equivalent to a Grade A.

are equal, there is an equilibrium level of national
income.

u The candidate demonstrates a sound knowledge and
understanding of the circular flow of income, discussing
the various injections into, and leakages or withdrawals out
of, the circular flow. There is a clear distinction between the
two-sector, three-sector and four-sector economies. It would
be helpful to include a diagram to show the ‘equilibrium level
of national income’ in an economy. Examiners are keen for
candidates to include appropriate diagrams to support the
points being made in an answer, as long as these diagrams
are relevant, clear and accurately drawn.

When there is a change, this will upset the equilibrium, This
change would need to be seen in relation to the existence of
amultipler effect, This emphasises that an injection may well
bring about a change in national income that s greater than the
initial injection. The size of the multiplier in an economy can be
determined by the formula

1
MPS + MPT + MPM

where MPS i the marginal propensity to save, MPT is the
marginal propensity to tax and MPM is the marginal propensity
toimport.

In this paragraph, the candidate focuses on the
importance of the multiplier. It is clear that the
candidate understands that the eventual change in national
income could be greater than the size of the initial injection

~
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into the circular flow, such as an increase in government
expenditure. The candidate appreciates how the multiplier is
calculated, although the answer could demonstrate a greater
recognition of how the multiplier process operates through a
series of stages with the size of the multiplier gradually
becoming smaller as money is taken out of the economy
through savings, taxation or expenditure on imports.

In a developing economy, there could be an injection in the
form f vestmency privite sctr fims I marydeveloping

countries, a lot of investment s undertak

Laucion 13 S

Discuss whether a wage is determined just like any
other price in an economy. (25]

Candidate answer

The wage of abour is to some extent determined, just ke any
other price in a market, by the forces of demand and supply.
Demand for labour will be a derived demand, ie. i will ot
bed: ded for its own sake, but for what it can contribute

companies and this could contribute to an increase i the level
of national income It could be that the injection has come
about through spending by the government. In a developing
country, might ived aid, through either
a bilateral or amultiateral arangemen, and this could have
contrbuted to an increasein thelvelofnational income Finally

o the production of inished goods. The supply of labouris
deermined not just by the quantity that is avaiable, but also by
the qualiy, ie. the skill, training, qualifications, education and
experience of the workers. The wage that previls in a market
wil reflect the forces of demand and supply. For example, if

che supply of sl aboursn reatively shortsuppy, tis il

the injection could asa result of
by people in other countries to buy this country's exports.
u The candidate now moves on to focus attention on the
economically developing country, although there is no
mwductory sentence to deate more dlearly what is meant by
country. There isa
however of the potenual importance of mulrmar:ona/ ‘companies
in economically developing countries. The potential importance
of government expenditure is recognised and there is a useful
reference to the possible importance of aid, of either a bilateral
or a multilateral nature. A further potential recognition of an
injection is in relation to expeniture on a country’s exports.
Although there is a reference to aid, much of this paragraph

could apply to almost any country; it really needs to be more
sharply focused on economically developing countries.

It needs to be remembered that although the level of national
income in a country can change as a result of the multiplier effect,
the actual size of the mulipler is derermined by the marginal
rate to withdraw, so it is important to understand the marginal

This is an important point to make, but it might be
u better to include it at the end of the second paragraph,
before moving on to a consideration of the special features of
economically developing countries.

, when flo

of income are equal to the leakages from it there will be
asituation of national income equilibrium, This ituation,
however, can easlly change in a developing economy, n refation

to the extent of both the injections and the leakages.

= The candidate offers a conclusion, but it is rather brief and
u really should be developed more fully. The link between
the circular flow of income and national income equilibrium is
briefly considered, but the reference to what could happen in an
economically developing country is somewhat superficial.
9 The candidate has made an attempt to answer the

question, and the sections on the circular flow of

income and the multiplier are good. The major limitation,
however, is that the references to developing economies are
rather limited and need to be developed more fully. The
answer would gain a Grade B with a mark of 15/25.
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large supply, iswillower thes wage.
u The candidate begins by recognising that a wage is, to
some extent, determined just like any other price in an
economy, i.e. by the interaction of the influences of demand
and supply. It is stressed, however, that the demand for
labour is unlike the demand for consumer goods or services in
that it is not determined for its own sake, but in relation to
what it can produce. It would be helpful if the candidate said
more on this. The treatment of the supply of labour is also
rather limited. This section should be developed more fully,
such as in relation to the elasticity of supply of labour.

y

The demand curve for labour is actually related to the
marginal revenuie product of labour, .. the extra sales revenue
that is generated by the use of one more input of a factor

of production. This willbe equa to the marginal physical
product multiplied by the price of the product, ie. MRP =
MPPx P, where Pis price.

There is some consideration of the importance of
marginal physical product and marginal revenue
product, but this paragraph is rather limited in scope and
discussion of marginal revenue product, in particular, needs to
be developed much more fully. It would be helpful to include
a diagram to support the points being made about this. This
would show how the demand curve, i.e. the MRP curve, for
labour is eventually downward sloping from left to right.

However, all this assumes that the wages of workers are
determined in comperitve markets, but hisis notaways the
case It market.
For example, asituation of monopsony could exist, where
there s just one buyer of the labour and this single buyer is
able 1o have considerable power and influence,ie. it is a wage
maker rather than a wage taker. Ao, inscead of wage levels

in a free market, th could
decide to intervene to establish a national minimum wage
above what a free-market wage would be, determined just by
the forces of demand and supply. A further imperfection could
be that the workers are organised in trades unions and so
instead of wages being. es\zbﬂshed with individuzl wurkgm the

“This strength in numbers' would be ikely o bring the wages
up from dtobe

A level questions and answers
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The candidate clearly shows an understanding
of the distinction that needs to be made between
perfect and imperfect markets. Them is a reference to the

GDP refers to the gross domestic product of a country,ie:
the value of what has been produced within its geographical
daries over a period of time, usually one year This

possible existence of a but the here
is rather limited. For example, there is a reference to a
monopsonist having ‘considerable power and influence’ and
to the situation of being ‘a wage maker rather than a wage
taker', but this doesn't really take the discussion very

far. There is a lot more that could be written on the
influence of a monopsonist on wages, and a diagram

would be extremely helpful in showing how a monopsonist
situation would be different from the situation prevailing in a
perfect market. Again, there is a reference to another
imperfection in the form of government intervention,

such as through the establishment of a national minimum
wage, but the discussion of such intervention is again
somewhat limited. The inclusion of a diagram would

show how the imposition of a national minimum wage
would create a ‘labour price’ above what it would otherwise
have been. At the end of the paragraph, there is some
discussion of the potential importance of trade unions in
the determination of wages, but this too needs to be
expanded. For example, there is a reference to

‘collective bargaining’, but this term is not discussed

more fully.

scatistic s of some use in comparing fving standards in
different countries, but it does not take into account the
size of a country's population. In order to make effective
comparisons between the living scandards of different
countries, it is necessary to divide the GDP by the size of
population; ths will produce a per head or per capita figure.

The candidate starts with a useful definition of what
u GDP is and then goes on to begin discussing the
limitations of this method of comparison by stressing the
importance of taking into account the size of a country’s
population. It would be helpful to contrast two countries with
very different population sizes to support this point, such as
Singapore with a population of 4.7 million and China with a
population of 1.4 billion.

Another issue is whether GDP or GNP would be a better
statistic to use. GDP only includes the value of production
that takes place within the geographical boundaries of a
country, whereas GNP (gross national product) includes net
property income from abroad, ie. it includes the value of
production that takes place in other countries using resources
that are owned domestically. With some countries, this would

In conclusion, the wage of a worker could be d
just like any other price in an economy, by the forces of
demand and supply, but this assumes a free market. Often
this s no the case, and there are many possible situations
where there are significant market imperfections, including
imonopsony, government intervention and the role of trade
unions in the process of collective bargaining; in such cases,
‘wages are nor determined like other prices in an economy.

The candidate ends with a conclusion, vitally important
in a ‘discuss’ question, but it is a rather limited
conclusion. The distinction between a free or perfect market
and an imperfect market is made clear, and the candidate
does focus on the question in stating that whether a wage is
determined just like any other price in an economy depends
on whether the process of wage determination is taking place
in a perfect or imperfect market. The conclusion could have
been improved, however, by discussing to what extent the
market imperfections are significant.

On the whole, this is a reasonable attempt to answer
the question. The answer is well structured and the
candidate clearly understands the difference between a
perfect and an imperfect market in relation to wage
determination. However, there are a number of areas where
the answer needs to be developed more fully, especially in
relation to the existence

bea

ik some of
u different ways of approaching the measurement of
national income, contrasting GDP with GNP and stressing that
the former excludes net property income from abroad
whereas the latter includes it

It also needs to be stated that GDP only refers to the value of
what has been produced over a period of time. I s, therefore,
a quantitative measure. It includes allforms of production
and yet some of this prodiction might not positively affect
snndards ofving. For example,c could include expendicure

Iecould akoi production
sl ofnegative externalites, such as
pollution, which would not contribute to an increase in living
standards.

u The candidate usefully contrasts quantitative and
qualitative approaches to the consideration of standards
of living, stressing that GDP simply provides a figure for the
value of production in a country; it does not make any
comment on the quality of life brought about by whatever
has been produced.

Another limitation of the GDP m&u is Iin( they only
i S 5 g

intervention and the potential role of trade unions. This
answer would gain a Grade C with a mark of 13/25.

Lausion 1« S

Discuss how useful GDP is in comparing living
standards in different countries.

many countres, however aslynﬁcant zmountofeconomlc
in what can be 3

s
ot included wihin markes and so it goes unrecorded. Werk
carried out at home by a person, called DIY (Do It Yoursel),
would not be recorded, butifa person paid somebody to do
such work, it would be recorded.

Cambridge International AS and A Level Economics Revision Guide



_, Itisimportant to have stressed that GDP only includes
O i setty it s ot ket mary
economies, there may be a large amount of economic activity
that goes unrecorded.

Afurther imitation of GDP statistics i that a per capita or
per head figure only provides an average for that country. It
does not take into account the distribution of the GDP and
in some countries there may be a very unequal distribution of
income:

This s also an important point for the candidate to have
(D recced 4 GOP per capita orper head figure simply
provides an average by dividing a country’s GDP by its
population. The degree to which this is distributed equally in
different countries can vary enormously.

Another factor to take into account i the distinction between
real GDP and nominal GDP. Nominal GDP simply refers to

the value of GDP over a period of time, but it does not take
into account the effect of changes in the rate of inflation. For
example, if the GDP of a country has increased by 5% over

a period of time, but it has experienced a rate of inflation of
3% over this period, the increase n real GDP would only have
been 2%.

(€] This s an important point to stress. The candidate has
demonstrated a clear knowledge and understanding of
the distinction between real and nominal data and has used
an appropriate mathematical example to indicate the
difference between the two.

As a result of these limitations of using GDP statistics, other
meastires have been adopted to give a better indication of
the differences in iving standards between various countries.
One of these is the Human Development Index. This was
created by the United Nations to try to give a broader view
of the qualiy oflfe than just GDP. It includies GDP as well as
lfe expectancy and years of schooling. The highest HDI value
that a country can be given s 1.00.

It s good that the candidate has gone beyond GDP to
&) consider aitermative measures of welfore, such a the
HDI. However, the construction of the HDI was changed in
2010 and it now includes gross national income per capita

rather than gross domestic product per capita. The HDI
figures are also measured in terms of purchasing power
parity. This concept is not referred to in the candidate’s
answer; it would be useful to bring this in as it is a way of
taking into account the price levels in different countries.

Other measures of the quality of life could also be used,
other than HDJ, such as the Human Poverty Index (HPI). The
HPI has now largely been replaced by the Multidimensional
Poverty Index.

72 It would be good to develop this reference to the
® Multidimensional Poverty Index more fully by referring
to the ten criteria that are used: child mortality, nutrition,
years of schooling, children enrolled in school, cooking fuel,
access to a toilet, water, electricity, the type of floor in the
hhome and assets. This would show just how much wider this
measure of welfare is when compared to GDP or HD!.

In conclusion, GDP statistics are clearly of some use in
comparing living standards in different countries, especially
when the figures used are real GDP per capita figures, but
there are a number of imitations in their use. This is why
alternative measures of welfare have been introduced to give
a wider view of living standards and quality of e, especially
the Human Development Index and the Multidimensional
Poverty Index.

@ It is always important to end a ‘discuss’ question with a
reasoned and logical conclusion. The candidate does
this by focusing on the fact that GDP statistics are of some
value, especially when expressed in terms of real per capita
data, but then stresses the fact that there are a number of
limitations which is why other measures have been adopted
to provide a wider perspective.

This s a very good attempt to answer the question.

The candidate’s answer demonstrates a sound
knowledge and understanding of the issue of comparing
living standards in different countries. There are areas where
the answer could be improved, as indicated in the
comments, but there is a clear focus on the question and the
answer is well structured. It would gain a Grade A with a
mark of 18/25.
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Now test yourself
answers

1 The ‘economic problem’ refers to a situation where there are
not enough resources in an economy to satisfy all the needs
and wants of the people and, given this situation of scarcity,
achoice will need to be made in terms of the allocation and
use of those scarce resources.

Opportunity cost means that when you choose the best
option, you forego the next best alterative.

3 A market economy allocates resources through demand and
supply; a planned economy allocates resources through the
government; and a mixed economy allocates them through
amixture of demand and supply and the government.

A transitional economy is one which is in the process of
moving away fiom being a planned economy towards one
which allows a greater role for market forces.

A production possibility curve identifies the combination of
two products that can be produced in an economy when
the available resources are fuly used.

The primary sector of produiction refers to production that
has taken place in an extractive industry, such as agriculture.
The secondary sector of production refers to production
that has taken place in manufacturing and construction,
such as car production. The tertiary sector of production
refers to the provision of services, such as education

(eg a teacher)

The term ‘capital, when used as a factor of production,
refers to the human-made aids to production that are used
in the production process, such as tools, equipment and
machinery.

The four functions of money are to act as a medium of
exchange, a unit of account or measure of value, a store of
value or wealth and a standard of deferred payment.

N

IS

w

~

1

There is an inverse relationship between the quantity
demanded of a product and the price of a product,
assuming that the condition of ceteris paribus exists. This s
why a demand curve s sually downward sloping from lefc
to right.

A movement along a demand curve, known as an extension
of demand or a contraction of demand, is caused by a.
change in the price of a product, assuming that all other
infiuences on demand are kept constant (ceteris paribus).

A shift of a demand curve, known as an increase or a
decrease in demand, is caused by any of the other influences
on demand, apart from price, such as changes in incomes or
in the tastes and preferences of consumers.

A normal good is one for which the demand will rise as
aresult of an increase in income. An inferior good is one

N

w

for which the demand will fall as a result of an increase in
income.
4 This situation exists when the percentage change in the
quantity demanded of a product is greater than the
percentage change in the price of a product. In terms of the
figure for price elasticity of demand, it is greater than one.
The concep of price elasticity of demand indicates the
relationship between a change in the price of a product
and the quantity demanded of that product, whereas
the concept of income elasticity of demand shows the
relationship becween a change in income and the quantity
demanded of a product.
The formula for cross elasticity of demand is the percentage
change in the quantity demanded of good A divided by the
percentage change in the price of good B.
There is a direct relationship between the quantity supplied
ofa product and the price of a product, assuming that the
condition of ceteris paribus exists. This is why a supply curve
is usually upward sloping from left to right.
A subsidy is a payment, often by a government, to reduce
the cost of production to a firm in order to encourage it
to produce more at a lower price to consumers. It causes
the supply curve for a product to shift to the right, so that
the new equilibrium will be at a lower price and at a higher
output.
If everything else remains constant, and only the price of a
product changes, there will be a movement along a supply
curve Ifany of the other influences on supply changes, such
as the cost of raw materials, there will be a shift of the whole
supply curve.
10 The formula for price elasticity of supply is the percentage
change in the quantity supplied of a product divided by the
percentage change in the price of a product.
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11 A market equilibrium exists when the quantity demanded in
2 market is exactly equal to the quantity supplied. There is
neither an excess demand nor an excess supply.

12 An equilibrium position in a market occurs where the
market is said to be in a state of rest. Demand and supply
are equal and there are no pressures for this to change,

50 an equilibrium price and an equilibrium quantity are
established.

13 Consumer surplus is a situation in a market where many
consumers would be willing to pay a higher price for a
product, but they do not need to because the market price
is the same for all consumers. This extra satisfaction gained
by these consumers is shown in a diagram by the triangle
between the horizontal price line and the downward-sloping
derand curve.

14 The importance of price in a market was recognised by the
Scottish economisc Adam Smith who stressed that it plays a
crucial role in providing a signal for any changes in demand
and/or supply. In this way, price acts as an ‘invisible hand' in
decisions about the allocation of scarce resources.

1 An externality is a cost or a benefit which has a spilover
effect on a third party and which is not paid for by a

@ Cambridge International AS and A Level Economics Revision Guide
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consumer or a producer. Externalities can therefore relate to
either production or consumption and can be either positive
or negative.

Asocial costis the combined cost of private costs and
external costs.

Cost-benefic analyss refers to the analysis of a project

that takes into account al the possible costs and benefics
involved, ie. p , external costs,

external benefis. As a result of this, a decision can then be
taken as to whether the project is worthwhile

A private good is one that is bought by an individual for
their own benefi, whereas a public good i one that is
provided by a government for the whole community so that
all can benefi.

A merit good is one that, i left to a free market, would

be likely to be under-produced and under-consumed; a
government may therefore intervene in a market to provide,
or to encourage the consumption of,such a good. Examples
could include education and healthcare. A demeric good is
one that, i left to a free market, would be likely to be over-
produced and over-consumed; a government may therefore
intervene in a market to discourage the consumption of
such a good. Examples could include alcohol and tobacco.
Prices are usually determined by the forces of demand and
supply, but sometimes a government may intervene by
estabiishing a maximurm price. This wil prevent the prices of
certain goods rsing above a particular level, making them more
affordable for people in a society on relatively low incomes.
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Absolute advantage s where a country can produce a good
using fewer resources or inputs than any other country.
Comparative advantage is where another country has an

ibsolt i in produci thing, but there
may still be a case for it producing certain products which it
isleast efficient at producing, as long as there are differences
in the opportunity cost ratios of production in two countries.

Bilateral trade refers to trade between two countries,
whereas multiateral trade refers to trade between a number
of countries and/or agencies.

The World Trade Organisation has the purpose of
promoting free trade through the reduction of protectionist
barriers. Its negotiations take place through a series of
‘rounds’ the most recent of which is the Doha Round which
began in 2001.

A sunise industry is one which s just beginning to develop,
ie.itis in itsinfancy. A sunset industry is a declining one that
is gradually producing less. I s argued that trade protection
for both of these types of industry can be justified, at least
for a imited period of time.

Ataiffis a tax that is placed on imports to reduce the
demand for imported goods, assuming that the price
elasticity of demand for such goods is elastic. A quota is a
restriction on the imports into a country; a quota can take
the form ofa physical limit on units imported, a limit in
terms of the value of imports or a limitin relation to the
market share that they represent.

6 Both encourage the development of free trade among their
members, but whereas a free trade area retains a separate
set of trade barriers against other countries, a customs union
imposes a common external tariff on imports from countries
that are outside the union.

The calculation of the terms of trade for a country involves
the following formula:

~

index number showing the average price of exports
index number showing the average price of imports

Avisible refers to the import or export of a tangible, physical
product, such as a car or a television. An invisible refers to
money coming into, or leaving, a country as a result of a
service, such as banking, insurance or tourism.

1 The labour force is the number of people in an economy
who are available for work, It i therefore made up of both
the employed and the unemployed.

Labour productivity refers to the efficiency of labour in
terms of the output per worker per period of time.

~

3 One way to measure the number of people in a country
who are unemployed is through the claimant count, ie. the
number of people who are officially registered as unemployed
in order to be able to claim benefits. The other method is
through the labour force survey, ie. those who will appear on
the claimant count and also others who are available for work
but who have not officiall registered as unemployed. Clearly
the figure produced through the labour force survey will be
higher than that arrived at through the claimant count.

4 Weighting refers to the fact that not all the items included
in a basket of expenditure on household goods will be of
the same importance. For example, expenditure on food,
housing and transport s going to be more important
than expenditure on newspapers or magazines. Each of
the different items in the basket will be given a ‘weighting’
to indicate the relative importance of these items in the
spending pacterns of people.

5 Nominal data refers to daa that has not been adjusted to
take into account the effects of inflation. Real data, however,
refers to information that has been adjusted to take account
the effects of inflation. For example, if a person’s wage has
increased by 5%, and there is an inflation rate of 3%, then
the person has had a real increase in wages of 2% (5% - 3%).

6 The four elements tha make up aggregate demand are

investment, net exports.

1 Inflation refers to a situation where there is a persistent or
sustained increase in the general or average level of prices in
an economy over a given period of time.

N

Hyperinflation is a situation where the rate of inflation in

an economy is very high, eg it is over 100%. It i a serious
problem because it can undermine confidence in an economy,
especially its currency, and can lead to the currency having to
be replaced by another,as happened in Zimbabwe.

Now test yourself answers
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Menu costs refer to the costs involved in the constant

need to keep changing prices that are being advertised for
products in a situation of inflation. Shoe leather costs refer
0 the costs involved in the constant need to keep searching
for the best possible returns s0 as to keep ahead of inflation.

&

Demand-pull inflation is where the level of demand in an
economy is greater than supply, pulling the general level of
prices up. Cost-push inflation is where the increase in the
general level of prices is caused by an increase in the costs of
production; as a result of these increases in costs, producers
increase the prices charged for their products.

Fiscal dirag refers to a situation where an increasing number

of people are ‘dragged' into the tax net if the tax allowances

are not increased in line with the rate of inflation that is
prevailing in an economy.

The International Monetary Fund (IMF) was set up to

promote world trade. The IMF can help countries which

have a persistent defici in their balance of payments by
providing loans to help a country over a difficult period,
giving time for appropriate policies to be adopted to
overcome the long-term reasons for such deficits.

A balance of payments deficit can lead to an increase in

unemployment and a reduction of business confidence. If

action is taken to try to reduce the deficit, this could lead to

a reduction in choice for consumers and possibly an increase

in the rate of inflation.

Purchasing power parity refers to the idea that the value of

acurrency needs to be seen in relation to what it would be

able to buy,ie. its purchasing power, in another country.

A depreciation of a currency refers to a situation where

the value of the currency on the foreign exchange market

is allowed to fall in a floating exchange rate system. A

devaluation of a currency refers to a situation where the

value of the currency on the foreign exchange market is
deliberately lowered by a government in a fixed exchange
rate system.

10 The term ‘hot money’ refers to money that is moved from
the financial institutions of one country to those of another
country to take advantage of the differences in interest rates
in the two countries,ie. the money will move away from
countries with relatively low interest rates to countries with
relatively high interest rates.

11 The J-curve effect is the idea that, after a depreciation or a
devaluation of a currency, the balance of payments position
willnitially get worse before it begins to get better.

12 The Marshall-Lerner condition refers to the situation where,

for a depreciation or devaluation of an exchange rate to be

effective in terms of bringing about an improvement in a

country's balance of payments position, the sum of the price

elasticity of demand for imports and the price elasticity of
demand for exports must be more than one.
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Expenditure switching refers to a situation in an economy
where policies are adopted to change the pattem of
demand by increasing the demand for exports and reducing
the demand for imports. Possible policies that could be
adopted to try to achieve this aim are tariffs, quotas,

subsidies, embargoes, exchange controls and administrative
restrictions.

N

Expenditure dampening refers to a situation in an economy
where policies are adopted to try to bring about a reduction
in aggregate demand. Possible policies that could be
adopted to try to achieve this aim are fiscal, such as reducing
expenditure and/or increasing taxation, and monetary, such
as an increase in the interest rate and/or a reduction in the
money supply.

A balance of payments disequilibrium refers to a situation
where there is a persistent, long-term imbalance in the
balance of payments of an economy. This could be in terms
ofeither a deficit or a surplus.

w

1 Interms of an individual firm, productive efficiency is
where a firm is producing at the lowest point on its average
cost curve, reflecting a situation of both technical and

cost efficiency. In terms of the whole economy, it is where
production is operating on the economy’s production
possibility curve, frontier or boundary.

Allocative efficiency, on the other hand, is where the
allocation of resources matches the preferences of
consumers; this can be seen where price s equal to
‘marginal cost.

The idea of optimum indicates that this is the ‘best’
possible allocation of resources in an economy, given the
particular circumstances of that economy. Optimum
resource allocation is where both productive and allocative
efficiency exist.

N

3 A Pareto optimal situation is where itis not possible to
make one person better off without making another person
worse off This type of optimality is named after the Itaian
economist, Vilfredo Pareto.

1 Thisis the idea that the consumption of successive units
ofa product willlead to a decreasing level of utility or
satisfaction from each unit consumed.

~

The equi-marginal principle is the idea that a consumer

will maximise total sacisfaction by equating the utilty or
satisfaction per unit of money spent on the marginal unic of
each product consumed. It can be shown by

MUa _ MUb _ MUc

Pa - P P

3 Abudget line shows all the possible combinations of two
products that a consumer wouid be able t buy, given a
situation of a fixed income and prices.

IS

Average product is the output per unit of a variable factor
in the production process, g, the output per worker

per period of time. Average product is also known as the
productivity of a factor of production.

5 An economy of scale is where an increase of outputin the
long run brings about a decrease in the average cost of
production. Ifit is an interal economy, it is concerned with

Cambridge International AS and A Level Economics Revision Guide



cost savings in a particular firm, such as a financial economy
of scale that relates to just one firm. A diseconomy of scale is
where an increase of output i the long run eventually brings
about an increase in the average cost of production. FFitis an
external diseconomy, such as congestion in a particular area,

o5 concemed with the effets of che congestion on al frms el i

in the area. 4
6 Average cost refers to the total cost of producing a number of
items divided by the number of items produced. Economists,
however, are often interested not in the average cost of

producing a number of items, but in the cost of producing 5
just one extra uni this is known as the marginal cost.

Normal profit i the level of profi that s just sufficient

to keep a firm in an industry, whereas abnormal (or

supernormal) profit s the extra profi that is above the

normal profit. 3

~

Economists are generaly of the belief that profic
maximisation is the main objective ofa firm, but there are
other possible objectives. These could include satisficing
profis, revenue maximisation, sales maximisation or growth
maximisation.

©
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In the short run, a firm in perfect competition could
make normal profits, abnormal/supernormal profits or
subnormal profits.In the long run, however, a irm in perfect
competition could only make normal profics.

10 A distinctive feature of oligopoly is that firms usually take 5
into account the likely reactions of other firms in the
industry to any actions they take. Ia firm raises price, it s
assumed that other firms will not follow this lead, and so
demand is elastic. If a firm lowers price, it i assumed that
other firms will follow this lead, and so demand is inelastic.
This mixture of elastic demand above a certain price and
inelastic demand below a certain price causes the demand
curve to be kinked at this price.

11 A contestable market is one where it is relaively easy for a

firm to enter and so firms in the market continually face the

threat of new firms entering the market, o bringing about
greater competition.

1

12 Price discrimination is where different prices can be charged
in a market where there are different price elasticities of
demand and where the difference in price is not due to a
difference in cost.

13 There are a number of possible examples of non-price
competition and these could include sales promotions,
packaging or branding,

14 Backward vertical integration is where one firm integrates
with another at an earler stage of the production process
to ensure the supply of raw materials, Forward vertical
integration is where one firm integrates with another at a
later stage of the production process to ensure the supply of
products through appropriate retail outlets.

15 Derived demand refers to the fact that labour is not
demanded for its own sake, but for what it can produce.

N
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16 Pecuniary advantages of employment refer to monetary
gains, whereas non-pecuniary advantages of employment
refer to non-monetary gains, such as the job satisfaction
gained.

17 Transfer earnings are the minimum payment required to
keep a factor of production in its present use, whereas

IS

economic rent refers to the extra paymen received by a
factor of production that is above what would be required
0 keep it in its present use.

Xinefficiency refers to a situation where the average cost

of production s not at its lowest point because there is
inefficiency i the industry. It is a situation that s particularly
associated with monopoly.

A deadweight loss refers to a reduction in the extent of a
consumer surplus in a monopoly because the priceis higher
than it would be, and the quantity lower than it would be, in
a perfectly i . As a result of this situation,
there s a welfare loss to the consumer.

w
i
7}
3
“w
c
o
e
]
n
£
=
°
>
o
]
]
S
3
°
=z

A progressive tax, such as income tax, is one where an
increasing percentage of a person’s income is taken in tax as
their income rises. It is not simply that more taxation is taken
from a high income than a low one — a higher percentage of
tax is taken from a high income than a low one.

A poverty trap is where a person who receives an increase

in income can actually become worse off as a result of

this income rise because, above a certain level of income,

a person is no longer entitled to certain benefits from

the state.

Privatisation refers to the process whereby a firm or

industry is sold to the private sector, ie. there is a transfer

of ownership from the public sector to the private sector.
Deregulation refers to a situation where there s a reduction
in the number of regulations, laws and rules that operate in
an industry, bringing about a greater degree of flexibilicy and,
hopefly, efficiency.

Gross domestic product is the value of ll that has been
produced within the geographical boundaries of a country
over a period of time. Gross national product is gross
domestic product plus net property income from abroad,
which is the net value of the interest, profits and dividends
paid and received. This takes into account the fact that
some of a country's economic activities will take place
abroad.

Depreciation refers to the value that has been lost overa
period of time, usually a year, and which will be needed to
replace the capital equipment and machinery tha has worn
out during the year.

A GDP deflator is used to adjust the value of GDP to

take into account the effects of inflation. Ifa country is
experiencing inflation, the value of its GDP will go up by the
rate of inflation, but this will not mean that there has been a
‘real increase in the value of the ourput. A deflator s used to
adjust GDP 5o that it represents a 'real’ value.

Sustainability refers to a situation where the interests of
future generations, and not just the interests of the current
population, are taken into account when decisions are taken
on the allocation of scarce resources. For example, if scarce
resources are used extensively by the present population,
there will be a more rapid depletion of resources compared

Now test yourself answers
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to asituation where a more considered approach was taken
to the use of scarce resources, balancing the use of the
resources with the conservation of them.

The ten MPI indicators are: child mortality, nutrition, years
of schooling, child school attendance, electricity, sanication,
drinking water, type of floor, type of cooking fuel and the
ownership of assets.

Abudget deficit is where public expenditure is greater than
public revenue. A budget shows the balance between public
revenue and public expenditure. Sometimes a government
may deliberately decide to operate a budget deficit to
simulate the economy.

The three injections into the circular flow of income are
investment spending, government expenditure and income
received from exports. The three leakages or withdrawals
out of the circular flow of income are savings, taxation and
the money spent on imports.

Aggregate expenditure, or aggregate demand, is usually
represented by AD = C+ 1+ G + X - M.

The multiplier is the term used to denote the degree to
which an injection into the circular flow of money brings
about a greater increase in the total national income of an
economy.Itis calculated by

.
marginal propensity to withdraw

10 Autonomous investment takes place irrespective of any

5]

changes in the national income of an economy, whereas
induced investment takes place as a result of changes in an
economys national income:

The term ‘quantitative easing refers to a situation where
acountry's central bank increases the amount of money
available, or liquidity, by buying securities. The mon

used to buy them then becomes available in the economy,
makingit easier for people in the economy to borrow
money.

The quantity theory of money is usually stated as MV = PT
where M is the money supply or stock of money, V is the
velocity of circulation of money, P i the general price level
in an economy and T is the number of transactions financed
by the money over a period of time.
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Economic growth is the increase in the national output of
an economy over a period of time. It is usually measured
through changes in gross domestic product over a year.
Actual growth refers to the movement from within the
production possibility curve of an economy to a position on
the production possibility curve. Potential growth refers to a
shift outwards of an economy's production possibility curve
asa result of an increase in the quantity and/or quality of a
country's factors of production.

A tradefbusiness cycle refers to a situation where the
national output of an economy fluctuates through a number
of stages or phases, such as boom, slump, recession and
recovery.

4

v

£y

®

©

N

w

IS

£y

) Cambridge International AS and A Level Economics Revisic

Economic growth refers to the increase in a country’s
national income over a period of time, as measured by
changes in gross domestic product Economic development
is a broader concep. It includes changes in gross domestic
product, but it also includes other factors that affect the
quality of ife of people in a country.

Demography is concerned with the study of population;
examples of such an approach include such indicators as the
birth rate, the death rate, the fertility rate, the average age
and life expectancy.

An optimum population is one which is the most
appropriate population for a particular country, given its
available resources.

The natural rate of unemployment, or equilibrium
unemployment asit can also be called, is the non-
accelerating inflation rate of unemployment, ie. it is that
rate of unemployment in an economy which is necessary to
prevent the rate of inflation from increasing.

Structural unemployment refers to those people who have
lost their jobs because of changes in the structure ofa
country's economy, ie. because of the decline in traditional
or sunset industries. Cyclical unemployment refers to those
people who have lost their jobs because of changes i the
trade/business cycle, Le. because of the onset of a recession.
A Phillips curve is used to show the relationship between
changesin the rate of inflation and changes in the rate of
unemployment in an economy.

The six macroeconomic objectives that governments
usually have are low inflation, full employment, sustainable
economic growth, balance of payments equilbrium,
exchange rate stability and as equitable a distribution of
income and wealth as possible.

The four different types of macroeconomic policy are fiscal
policy, monetary policy, exchange rate policy and supply-side
policy.

Fiscal policy refers to the use of public revenue and/

or public expenditure to influence the level of aggregate
demand in an economy.

Discretionary fiscal policy refers to a situation where specific
policy decisions are taken by a government in terms of
revenue and/or expenditure to deliberately influence the
level of demand in an economy. Automatic stabilisers refer
to asituation where changes in public revenue and public
expenditure in an economy come about automatically
without the need for a government to deliberately

take action.

Ifa direct tax, such asincome tax, became too high, a
person might become less inclined to work because they
would feel that the marginal rate of tax, ie. the amount of
tax paid on the last unit of currency earned, was excessive.
A progressive tax s one which takes an increasingly greater
proportion of the income of a rich person. A regressive tax is
one which takes an larger portion of low incomes than high
incomes. A proportional tax is one which takes an equal
proportion of everyone’s income.

n Guide



~

Monetary policy refers to the use of interest rates and/or
the quantity of money to influence the level of aggregate
demand in an economy.

®

Quantitative easing refers to the deliberate policy of a
government to increase the money supply through the
purchase of bonds and bills to creare more liquidity in the
system.

©

Exchange rate policy refers to a situation where a country’s
exchange rate is deliberately changed to influence the level
o aggregate demand in the economy.

10 Whereas many macroeconomic policies focus on
influencing the level of demand in an economy, supply-
side policy focuses on trying to improve the degree of
efficiency and flexibility in markets. Examples could
include lowering income tax, lowering unemployment
benefits, improvements in the provision of education and

training, reform of trade unions to reduce their power
and influence, the encouragement of privatisation and

and the of about
job vacancies.

1 An increase in income is unlikely to lead to a significant
increase in the demand for food, because there is only so
much that people can eat, and so the income elasticity of
demand for food s likely to be inelastic rather than elastic.
Of course, the income elasticity of demand for particular
types of food may well be elastic, eg people with higher
incomes are more likely to purchase more exclusive types
and brands of food.

12 Tied aid refers to aid that is provided by countries or
agencies with certain conditions attached and so the
country receiving the aid has not been entirely free in terms
of how the aid is to be allocated.

Now test yourself answers Q
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Key terms

Key terms
o

abnormal profit: the level of profit (also known as supernormal

profig) that is over and above normal profic

absolute advantage: asituation where a country can produce a

particular good using fewer resources than another country

accelerating inflation: a situation where the rate of inflation is

rising, say from 5% to 25%, and is beginning to become a serious

problem in an economy

accelerator: a way of calculating the effect of a change in

national income on investment in an economy

active balances: money which is flowing through the economy,
the and fonary motives for

holding money

actual growth in national output: a movement from within
the production possibility frontier of an economy to a position
on the frontier, resulting from the better utilisation of the
existing factors of production

ad valorem tax: an indirect tax with a percentage rate, eg. a tax
rate of 20% per product sold

Adam Smith: one of (1723~

autonomous investment: capital investment that is not related
to changes in the level of national income in an economy
average cost: the total cost divided by the number of units
produced; also known as average total cost (ATC)

average fixed cost: the total fixed cost of production divided by
the number of units produced

average product: the output per unit of the variable factor, eg
output per worker per period of time. This is also referred to as
productivity

average propensity to consume: the proportion of income
thatis spent

average revenue: the total revenue obtained from sales divided
by the number of units sold

average variable cost: the total variable cost of production
divided by the number of units produce

balance of payments: a record of al transactions linked
with exports and imports, together with international capital
movements, It consists of the current account, the capital
account and the financial account

balanced budget: where projected revenue and planned

g fathers of
90) and author of The Wealth of Nations, published in 1776
aggregate demand: the total amount that s spent onan
economy's goods and services over a given period of time;

itis made up of four elements — consumption, investment,
government spending and net exports

aggregate expenditure (or aggregate demand): the total
demand for, and expenditure on, goods and services in an economy
aggregate supply: the toral output that the various firms n an
economy are able and willing to supply at different price levels
inagiven period of time; it includes both consumer and capital
products

aid: the process of developed countries providing financial
support to developing economies

allocative efficiency: a situation that describes the extent

to which the allocation of resources in an economy matches
consumer preferences

allocative mechanism: an allocative mechanism is a method

of taking decisions about the different uses that can be made of
factors of production. A mechanism is needed for economic goods
that are scarce. Free goods in sufficient supply to satisfy demand,
such as i or sunshine, do not need an allocative mechanism.
anticipated inflation: the expected future rare of inflation in an
economy

appreciation: the rise in value of a currency that is floating

at constant prices: data which has been adjusted to take into
account the effects of inflation

at current prices: data which is expressed in terms of the prices
ofa particular year,ie. they have not been corrected to take
account of inflation

automatic stabiliser: a situation where changes in the level of
taxation and/or public expenditure automatically bring about
changes i an economy without the need for deliberate action
by a government

spending are equal
barriers to exit and entry: various obstacles that make it very
difficult, orimpossible, for new firms to exic or enter an industry.
For example, where a firm s benefiting from technical economies
of scale, it may be difficult for a new firm to enter the industry
because its average costs of production will be much higher
Another reason might because a firm already has legal control
of production ofa product through a patent. An example of a
barrier to exit would be where a firm has already invested heavily
in capital equipment and would be reluctant to just ‘write off
this expenditure

barter: the direct exchange of one good or service for another
base year: a year chosen so that comparisons can be made
over a period of time; the base year for an index is given a
value of 100

bilateral trade: where trade takes place between two
countries

birth rate: the average number of live births per thousand of
population of a country in a given time period, sually a year
breakeven point: the level of output at which a firm is making
neithera loss nor a profic

broad money supply: a measure of the stock of money which
reflects the toral porential purchasing power in an economy
budget deficit: where projected revenue s less than planned
expenditure

budget line: a line thar shows all the possible combinations of
two products that a consumer would be able to purchase with
fixed prices and a given income. It i also sometimes known asa
consumption possiility line

budget surplus: where projected revenue s greater than
planned expenditure

buffer stock: a stock of a commodity which is held back from
the market in times of high production and released onto the
market in times of low production
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canons of taxation: the main principles of taxation, ie. any
system of taxes should adhere to these principles in order to be
effective

capital account of the balance of payments: this is made up of
transactions where there is a transfer of financial assets between
one country and another. For example, such  financial asset
could include the purchase of a physical asset such as land
capital: the factor of production that includes all the
human-made aids to production, such as tools, equipment
and machinery

capital:output ratio: a way of measuring the amount of capital
employed in the production of a given level of output

cartel: a situation where a number of firms agree to collude, i.e.
‘work together,such as by limiting output to keep price higher than
would be the case if there was competition becween the firms
central bank: the main bank in a country that is responsible for
oversight of the banking system

ceteris paribus: a Latin term that licerally means ‘other things
being equal’

change in demand: this is where there is a change in the
conditions of demand, ie. something other than a change in
the price of a product; this is shown by a shift of a demand
curve

used in the construction of roads; a particular piece of land could
be demanded to build both shops and houses

concentration ratio: the percentage of a market controlled by
agiven number of firms, e the five fargest firms in an industry
might control 80% of the output of the industry.

conglomerate integration: where there is a merger between
firms which are operating in completely different markets rather
than i different stages of the same market

constant returns to scale: whereas economies of scale give fise
to decreasing costs, it may be that there is a level of output where
costs remain the same. This is known as constant returns to scale
consumer prices index: a way of measuring changes in the
prices of a number of consumer goods and services in an
economy over a period of time

consumer surplus: a situation that comes about because some
consumers will value a particular product more highly than other
consumers and yet they wil pay exactly the same price for it as
the other consumers. Consumer surplus refers to the value of this
extra satisfaction; it is shown on a demand and supply diagram
by the triangle between the price line and the demand curve
consumption: the spending by consumers in an economy over a
period of time

contestable market: a situation where it may be relatively easy
for new entrants to enter a market or industry; the effect of

his i chat eisting irms in an industry face the threatofnew

changeiin q this is whe for
aproduct changes asa result of a change in the price of the
product; change in quantity demanded is shown by a movement
alonga demand curve

cheques: cheques are a method of paymen, i they are a means
of transferring money from one account to another. They are
not, however, a form of money

circular flow of income: the flow of income around an economy,
involving a mixture of injections and withdrawals or leakages
claimant count: the number of people who officially register as
unemployed

closed economy: an economy which does not trade wih the
rest of the world

closed shop: a requirement that all employees in a specific
workplace belong to a particular trade union

collective bargaining: the process of negotiation between
trade union representatives of the workers and their employers
on such issues as remuneration (payment) and working
conditions

common external tariff: where all of the countries in an
economic organisation impose the same tariff with other
‘countries outside of the organisation

comparative advantage: a situation where a country might be
more efficient at producing everything compared to another
country, but where there would still be an advantage ifit
produced something that it was least bad at producing
complementary goods: goods which are consumed together,
g DVDs and DVD players. These goods have a negative cross
elasticity of demand, i.e.a rise in the price of one of them will
lead to a decrease in the demand for the other

composite demand: this refers to the demand for a product
which can be used for more than one purpose. Stone, for
‘example, could be used for building purposes and could also be

ginto th y and increasing the degree of
competition

the transfer of for the provision
ofa service from the public to the private sector
cost efficiency: a ituation where a firm uses the most
appropriate combination of inputs of factors of production,
given the relative costs of those factors
cost of living: the cost of a selection of goods and services that
are consumed by an average household in an economy at a given
period of time
cost-push inflation: a rse in the generallevel of prices in an
economy, caused primarily by a significant rise in the costs of
production
cost-benefit analysis: an analysis of a project which includes
avaluation of the total costs and total benefics involved, ie.
including private and external costs and private and extemal
benefits
costs of production: these are the various costs involved in the
production process and can be generally ivided into fixed costs,
which do not vary with changes in output, and variable costs,
which do vary with changes in output
credit creation: the process by which finandia insticutions
make loans through what is known as fractional reserve banking,
ie the requirement that such institutions only need to hold a
certain percentage of their total liabiltes, say 10%, in the form of
cash reserves. The financial institutions are then able to expand
their lending by a muliple of any new deposits received; this is
known as the credit creation multiplier
eredit multiplier: the relationship between new deposits
created as a result of additional cash deposits
credit: refers to a situation where a person can take possession
ofa product immedately, but not be required to pay for it until
alater time
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creeping inflation: a situation where the rate of inflation is
reasonably fow, say about 2%

ki v e ot
demandy: this measures the degree to which a change in

the price of one product leads to a change in the quantity
demanded of another product

current account of balance of payments: this s made up

of four elements — the trade in goods, the trade in services,
income and current transfers

current transfers: this refers to the net payments by
governments and private individuals, such as grants for overseas
aid or cash remittances sent home to their own countries by
migrant workers

ustoms

: f countries which p
between themselves, and which impose a common extemnal
tariff on imports from countries outside the area

deadweight losses: the reduction in consumer surplus when a
monopoly producer reduces output and raises price compared
to what the situation would be in perfect competition; there is
therefore a welfare loss to the consumer

death rate: the number of people per thousand of population in
acountry who diein a given time period, usually a year
decreasing returns to scale: where the same proportional
increase in productive factors gives fise to decreasing additions
to total output; this gives rise to diseconomies of scale

the reduction in the number of
and laws that operate in an industry
derived demand: this is where the demand for a component
depends upon the final demand for a product that uses that
component. For example, the demand for rubber is derived from
the demand for car tyres, Derived demand can also be used in
relation to the demand for workers, eg. the demand for bus
drivers derives from the demand for bus transport from people

, rules.

devaluation: the fall in value of a currency that s fixed

direct taxation: whereas an indirect tax is imposed on
expenditure,a direct tax is imposed on the incomes of
individuals and firms. Examples of direct taxation include income
tax (on the incomes of individuals), corporation tax (on the
profits of companies) and inheritance tax (on the wealch of
individuals)

discretionary fiscal policy: the use of deliberate changes

in taxation and/or public expenditure with the intention of
changing the level of aggregate demand in an economy
diseconomies of scale: a stuation where the average cost of
production rises with an increase in the level of output
disequilibrium: a situation where there is an imbalance between
demand and supply in a market, ie. there will be a situation of
excess demand or excess supply

dissaving:a situation that can occur when consumption
exceeds income and 5o people have to rely on savings that have
been accumulated in the past

distribution of income: the degree to which income in a
counay s venly distrbuted

deficit: a negati when dsi
deflation: a general decrease in the average level of prices in
an economy over a period of time. Deflation can also mean a
reduction in the level of aggregate demand in an economy, in
contrast to reflation which means an increase in the level of
aggregate demand in an economy
deflationary gap: a situation where the level of aggregate
demand in an economy s less than the aggregate supply at full
causing in

demand curve: a curve that shows how much of a good or
service will be demanded by consumers at a given price in a
given period of time

demand schedule: this gives the quantities sold of a product at
different prices and enables a demand curve to be drawn from
the information in the schedule

demand-pull inflation: a rise in the general level of prices in an
economy, caused primarily by too much demand for products
demand: the quantity of a product that consumers are willing to
buyat a given price in a given period of time

demerit goods: products which are rivalrous and excludable
‘which, if left to a free market, would be likely to be over-
produced and over-consumed. The social costs of production/
consumption outweigh the private costs

: the ratio of th ina country
are unabl to work divided by those who are able to work
depreciation: the fal in value of a currency that i floating
depreciation (of capital): the amount of capital that is
needed to replace equipment that has depreciated, ie worn
out, over a year

asituation wherea firm decides to operate ina
number of markets to spread risk

division of labour: the way in which production is divided into
asequence of specific tasks which enables workers to specialise
ina particular type of job

double coincidence of wants: asituation in a system of barter
where a seller needs to find a buyer who wants what is being
sold and where the selle also wants something that the buyer
has got and is willng to trade in exchange

dumping: the practice of selling a product at a price that s less
than the cost of production

economic development: a broader perspective that goes
beyond increases in national output to take into account factors
that infiuence the quality of lfe of people in particular countries
economic growth: an increase in the national output of an
economy over a period of time, usually measured through
changes i gross domestic product

economic law: an economic theory put forward by economists,
such as the laws of demand and supply

economic problem: a situation where there are not enough
resources to satisfy all human needs and wants

economic rent: the extra payment received by a factor of
production that s above what would be needed to keep it in its
present use

economic union: a group of countries which agree to integrate
their econormies as much as possible through various rules, laws,
policies and regulations
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economies of large dimensions: the reduction in average cost
asa result of using larger factors of production, such as larger
containers in the transportation process

effective demand: consumers must not only want to buy a
particular product but beable to afford to pay for it Effective
demand refers to demand that is backed by the ability and the
willingness to pay for a product

efficient resource allocation: the optimal use of scarce inputs
to produice the largest possble output

elastic: if the response of demand (or supply) is proportionately
greater than the change in the independent variable, then the
calculation is greater than one and is thus described as elastic
embargoes: bans on imports from particular countries. They
can either apply to particular products or to all products from
particular countries. They are usually imposed for political,
diplomatic or military, rather than economic, reasons
enterprise: the factor of production that refers to the taking of a
tisk in organising the other three factors of production
entrepreneur: the individual who takes arisk in combining the
other factors of production

equi-marginal principle: this states that a consumer will maximise
totalsatisfaction by equating the iy or satisfaction per unit of
money spent on the marginal unit of each product consumed
equilibrium: a situation where the quantity demanded in the
marketplace is exactly equal to the quantity supplied. There

is neither excess demand nor excess supply in the market. Itis
sometimes referred to as a state of rest or balance

equilibrium price: the price at which a market clears. The
process of market clearing arises because the price s free to
change and settle at the equilibrium level

equilibrium quantity: a situation where a market clears, with
consumers geting al they want at the equilibrium price and
producers not being left with unsold products, i there s no
excess demand or excess supply in the market

exchange rate policy: the deliberate use of changes in
exchange rates to influence the level of aggregate demand in
an economy

excise duties: an indirect tax on expenditure

excludable:a situation that occurs with private goods in that when
aproductis consumed by one person, all others re excluded from it
expenditure dampening (or expenditure reducing): a policy
which attempts to bring about a reduction in the level of
aggregate demand in an economy

expenditure switching: a policy which attempts to bring about
achange in the pattern of demand in an economy by reducing
the demand for imports and increasing the demand for exports
exports: goods and/or services that are produced domestically
in one country and sold to other countries

external balance: the balance between receipts and payments
in relation to international transactions between one country
and other countries in the world

external benefits: the advantages gained by third parties, not
just the consumer or the producer

external costs: the costs imposed on third parties

external diseconomies of scale: these are when costs of
production fise because of developments outside a particular firm

external economies of scale: these re when costs of
production fall becauise of developments outside a particular firm

i or benefits of either consumption or
production which have spillover or third party effects that are
not paid for by the consumer or by the producer

financial account of the balance of payments: this is made
up of the capital inflows and capital outfiows resulting from
investment in different countries

financial economies of scale: the reduction in average costasa
result of a firm being larger, such as the ability of a larger firm to
negotiate more favourable borrowing terms on a loan

firm: a particular and distinct organisation that is owned
separately from any other organisation

fiscal drag: the idea that more people will be dragged into the
“tax net' in a situation of inflation if the tax allowances are not
increased in line with the rate of inflation

fiscal policy: the use of public revenue and/or public expenditure
toinfluence the level of aggregate demand in an economy

fixed capital formation: buildings, plant, machinery and vehicles
for commercial use that are used in the production process

fixed costs: the costs of production that remain constant at all
levels of output, including zero production; examples include
rent and interest payments

fixed exchange rate: an exchange rate that is determined at a
particular level by a government

fixed factors of production: resource inputs that exist in the
short run when the quantity of the factors used cannot be
changed, eg. capital equipment

flat-rate tax: a tax with a constant marginal rate

floating exchange rate: an exchange rate that is determined, like
any other price, by the market forces of demand and supply
foreign exchange: the foreign currency that is used in other
countries as a medium of exchange

Forex (or Foreign Exchange) Market: the coming together of
buyers and sellers of currencies to establish a price

free rider: the idea that it would be impossible to charge people
for the use of something because it would be virtually impossible
to charge each person for the use of a product; this is why street
lighting, for example, is provided as a public good rather than as
aprivate good

free trade: trade which s not restricted o limited by different
types of import controls

free trade area: a group of countries which promote free trade
between themselves, but which retain a separate set of trade
bartiers against other countries

full employment: the level of employment as a result of
everyone who is able and willing to work having a job, with the
exception of those who are frictionally unemployed

GDP deflator: a ratio of price indices that i used in national
income statistics to take away the effect of price changes so that
the figures can be seen as representing real changes in output

—
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general pri of prices of a

goods and services in an economy at a given period of time
globalisation: the process whereby there is an increasing world
market in goods and services, making an increase in multilateral
trade more likely. It has been made possible by a number of
factors, including progress in trade liberalisation

government expenditure: the total of all spending by a
government

government failure: a ituation where government intervention
to correct market failure does not actually improve the level of
economic efficiency; it is possible that such intervention may
even reduce the efficiency of the allocation of scarce resources in
the economy

gross domestic product: the total value of allthat has been
produced over a given period of time within the geographical
boundaries of a country

gross national product: the gross domestic product of a
country plus net property income from abroad

horizontal integration: where firms at the same stage of
production merge

hot money: flows of money that move from one country to
another to take advantage of different rates of interest in various
countries

household expenditure: a survey is taken on a regular basis
(usually every month) to record changes in the prices ofa
selection of goods and services that constitutes a representative
basket

Human Development Index: a composite measure that
combines life expectancy, average income in the form of gross
national income per capita (PPP USS) and years of schooling
Human Poverty Index: this was developed by the United
Nations the Human D Index;it

imported inflation: a rise in the general level of prices in an
economy, caused primarily by a significant increase in the price
ofimports

imports: goods and/or services that are produced in foreign
countries and consumed by people in the domestic economy
incidence of tax: this refers to the burden of taxation. For
example, with an indirect tax on expenditure, the burden of

the tax s likely to be shared between the producer and the
consumer. However, if the price elasticity of demand is perfectly
inelastic, and there s a vertical demand curve, the incidence of
the tax will be entirely on the consumer. On the other hand, if
the price elasticity of demand is perfectly elastic, and there s a
horizontal demand curve, the incidence of the tax will be entirely
on the producer

income effect: the effect on consumption of a change in real
income which occurs as a result of a price change

income elasticity of demand: this measures the degree to
which a change in incomes leads to a change in the quantity
demanded of a product

income tax:a direct tax on the incomes of individuals. There

is usually a personal allowance, which s tax fre, and then
different tax rates for different levels of income over the taxfree
allowance. Income tax; therefore, is usually progressive as the tax
rates change as incomes rise, Le.it takes a higher proportion of a
higher income and a lower proportion of a lower income

using

inputs;thi fcale
direct tax: a tax that is imposed on expenditure; it is indirect
in that the tax.s only paid when the product on which the taxis
levied is purchased

induced investment: capital investrment that s related to
changes in the level of national income in an economy
industry: a collection of firms producing similar products
inelastic: f the response of demand (or supply) is

puts more of a focus on the extent of deprivation in different
countries

hyperinflation: a situation where the rate of inflation is
becoming very high, say over 100%,and is damaging confidence
in the country's economy

idle balances: money which s withdrawn from the circular flow
of money in an economy, underpinning the speculative motive
for holding money

flabour: the immobility
and geographical immobility of labour which makes a labour
market less flexible than it would otherwise be
impact of tax: this refers to the person, company or transaction
on which a taxislevied, i someone is responsible for handing
the money to the tax authorities. The impact of a tax, therefore,
is essentially concerned with the legal stuation. As indicated
above, the eventual incidence of a tax could be different if the
burden of the tax is passed to someone else
imperfect competition: a market which lacks some, or al, of
the features of perfect competition

less than the change in the independent variable,
then the calculation isless than oneand is thus described as
inelastic

infant industry argument: the idea that a newly established
industry should be given time to establish itsel; i wil, therefore,
need to be protected, at least temporarily

inferior good:a good for which the demand falls with an
increase in income

inflation: a general increase in the average level of prices in an
economy over a period of time

inflationary gap: a situation where the level of aggregate
demand in an economy is greater than the aggregate supply at
full employment, causing arise in the general level of prices in
the economy

information failure: a situation where people lack the ful
information that would allow them to make the best decisions
about consumption

injection: spending which adds to the circular flow of income; this
can come from investment, government expenditure and exports
integration: the process whereby two or more firms come
together through a takeover, merger or acquisition A merger is
where two or more firms combine together as a resut of mutual
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agreement, whereas a takeover or acquisition usually involves
some form of hostile bid by one firm for another

interest: the reward for parting with liquidity. This means that if
a person deposics cash in a savings account, which they can no
longer use for a period of time, their reward is an additional sum
of money that they will get back with the amount of money
originally deposited

interest rate policy: the use of changes in interest rates n an
economy to bring about particular objectives, such as a change
in the exchange rate

internal diseconomies of scale: these are the disadvantages of
afim growing in size in the form of an increase in the average
cost of production

internal economies of scale: these are the advantages of a firm
growing in size in the form of a reduction in the average cost of
production

International Monetary Fund: set up in 1944 to promote
international trade through such measures as providing
financial support in the form of a loan which will help a country
to overcome, or at least reduce, a deficit in the balance of
payments; it now has 188 member countries

investment: (1) spending on capital equipment, such as a
machine or a piece of equipment that can be used in the
production process; 2) the spending by firms in an economy
over a period of time

invisible balance: this refers to the trade in invisible services,
such as banking between countries

J-curve effect: the period of time, after a depreciation, when the
current account of the balance of payments gets worse before it
gets better

joint demand: this s a situation where two items are consumed.
together, Le. they are complements. An example would be shoes
and shoe laces

joint supply: a situation where the process of producing one
product leads to the production of another product, such as
meatand leather. It can sometimes happen in the chemical
industry where one chemical can be produced as a byproduct of
the production of another

Keynesian: an approach that is based on the views of the
economist john Maynard Keynes (1883-1946)

Iabour: the factor of production that includes ll the human effort
that goes into the process of production, both mental and physical
labour force: the number of people that are available for work
ina country

labour force survey: this willinclude not only those who

are officilly registered as unemployed but also those who

are available for work but who have not officially registered
themselves as unemployed

labour productivity: productivity measures the level of
efficiency in the use of resources. Labour productivity, therefore,
measures the efficiency of labour in terms of the output per
person per period of time

Laffer curve: this shows the relationship between the rate of tax
and the revenue obtained from the tax

land: the factor of production that includes all the gifts of
nature, or natural resources, that can be used in the process of
production, such as minerals, forests and the sea

law of demand: a law (or theory) which states that there is

an inverse relationship between the quantity demanded of a
product and the price of the product, ceteris paribus

law of diminishing marginal utility: the principle (or law) that
the marginal utiity of consuming successive units of the same
product willfal

law of diminishing returns: as additional units of a variable
factor, such as labour, are added to a fixed factor, such as capital,
the additional output (or marginal product) of the variable factor
will eventually diminis!

law of supply:a law (or theory) which states that there isa
direct relationship between the quanity supplied ofa product
and the price of the product, ceteris paribus

leakage (or withdrawal): money which leaks out of the circular
flow of income; this can be as a result of savings, taxation and
money spent on imports

liquidity: the extent to which a financial asset can be turned
into cash. For example, if some shares in a company are sold, the
paper asset becomes money

liquidity preference theory: the Keynesian theory of interest
rate determination, based on three motives for holding money
— the transactions motive, the precauitionary motive and the
speclative motive

liquidity trap: a situation at low rates of interest when changes
in the money supply will have no effect on the rate of interest
and where the demand for money is perfectly elastic

loanable funds theory: the idea that interest rates are
determined by the demand for, and the supply of,loanable funds
in financial markets

macroeconomics: the study of economics at the national and
international levels

managed (dirty) float: an exchange rate that is determined, to
some extent, by the forces of demand and supply, but where the
rate is managed by a government, ie. it will only be allowed to
float between certain parameters

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

marginal cost: the additional cost of producingan extra unit of
aproduct

marginal physical product: the amount of extra output thatis
produced ifa firm increases ts input of labour by one unit
marginal product: the additional output that is produced from
employing another unit of a variable factor, e the extra output
from employing an additional worker
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marginal propensity to consume: the proportion of an
increase in income that is spent

b d from the sale of

theextra
an additional unit of a product
marginal revenue product: the extra revenue obained by firm
asitincreases its output by using an additional unit of labour

marginal tax rate: the proportion of an increase in income
‘which s taken in tax

marginal utility: the additional utlity or satisfaction obtained
from the consumption of an extra unit of a product

market: a way in which buyers and sellers come together to
exchange products

‘market economy (or market system): an economy where
decisions about the allocation of resources are taken through the
price mechanism

market failure: a market imperfection which gives rise to an
allocation of scarce resources which is not as efficient as it might
have otherwise been

market imperfections: these occur in an imperfect market,
such as a need for government intervention in a market
Marshall-Lerner condition: the requirement that fora
depreciation to be successful, the sum of the price elasticity

of demand for exports and the price elasticity of demand for
imports must be greater than one

maximum price controls: controls which establish a maximum
price for a product; price s not allowed to rise above this specific
level

means tested benefits: benefits that are provided to those
people entitled to them after taking into account their income
and, therefore, their need for the benefits

medium of exchange: the use of money as an acceptable
means of payment becween buyers and sellers of a product
menu costs: the costs of continually having to change the prices
of goods asaresultof anii
‘merit goods: products which are rivalrous and excludable bu, if
left to a free market, would be likely to be under-produced and
under-consumed

tionary situation

monetary inflation: a risen the general level of prices in an
economy, caused primarily by too much money in an economy
monetary policy: the use of interest rates and/or the money
supply toinfluence the level of aggregare demand in an economy
monetary union: a group of countries who decide to bring
their economies closer together through the adoption of a single
currency

money: anything which is generally acceptable in a society as a
means of payment

money supply: the amount of money available to the general
public and the banking system in an economy

monopolistic competition: a market or industry where there

is competition between a large number offirms which produce
products which are similar but differentiated, usually through the
use of brand images

monopoly: a market or industry where there i a single firm
which controls the supply of the product

monopsony: a single buyer ofa product or of a factor of
production, such as labour

Multidimensional Poverty Index: replaced the Human Poverty
Index in 2010 like its predecessor, it focuses on the extent

of deprivation i different countries. It is made up of three
dimensions and ten indicators

trade: a
place between a number of countries
multiplier: the amount by which an increase in an injection into
the dircular flow of income will bring about an increase of total
income in an economy

niarrow money supply: a measure of the stock of money in an
economy which is mainly cash

national debt: the total of all debt accumulated by a government
national income: a general term for the total income of an
economy over a particular period of time. More precisely, it
refers to net national product

the study of the behaviour of relatively

uch individuals, househ:

natural increase in the population of a

isd d by the crude birth rate minus the crude

economic firms
migration: the movement of people from one area to another,
either within a country or between countries

minimum efficient scale: the lowest level of output where
average costis at the minimum

mixed economy: an economy where theallocation of resources
is decided both by market forces and by the state

mobility of labour: the degree to which labour finds it easy to
move from one job to another (occupational mobilicy) and/or
from one location to another (geographical mobilcy)
Monetarist: an approach that is based on the views of a
number of economists, of which the most well known is Milton
Friedman (1912-2006)

monetary base: the cash held by the general public and by

the banking system, including the balances of the financial
institutions with the central bank of the country. The monetary
base acts as the basis for any expansion of bank lending in an
economy

y
death rare of a population, ie. it s the difference between the
number of live births and the number of deaths in a country
during a year

natural monopoly:  situation where average cost will be lower
with just one provider, avoiding the wasteful duplication of
resources

3 e

rate of unemployment (NAIRU) it can also be described as

equilibrium This i the rate of in

an economy which will prevent the rate of inflation increasing

needs: things that are essential for human survival, eg, food or
helter

negative consumption externality: an externality that
affects the consumption side of a market i a negative or
disadvantageous way

negative externality: the external cost that may occur as a
result of an action, bringing some disadvantage to a third party
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negative income tax: the payment of money to those people
on low incomes instead of taking part of their income from
them through income tax

negative production externality: an exteralicy that affects the
production side of a market in a negative or disadvantageous way
net domestic product: the gross domestic product of a
country minus depreciation or capital consumption (chis is the
‘wear and tear of capital equipment over time, leading to a fall in
its value)

Net Economic Welfare (or Measurable Economic Welfare): a
broader measure of economic welfare than real GDP per capita;
it takes into account such aspects as the value of childcare

and looking after the sick and elderly, any depletion of naural
resources and changes in the natural environment

net errors and omissions: those transactions in the balance of
payments that go unrecorded

net investment income: this refers to the net income that
relates to investments, such as dividends on shares or interest
payments

net national product: the gross national product of a country
minus depreciation or capital consumption

net property income from abroad: the interest and profits

on foreign investments. It refers to the total interest, profits

and dividends received by the residents of one country on

their foreign investments, minus the total incerest, profits and
dividends paid to foreign residents on their investments in this
particular country

nominal value: the value of a sum of money without taking into
account the effect of inflation

(or where the
consumption of a product by one person does not exclude
others from consuming the same product

opportunity cost: the benefic foregone from not choosing the
next best alternative

optimum population: the number of people in a country that
will produce the highest per capita economic return, given the
full uilisation of the resources available

optimum resource allocation: the best allocation of resources
possible in given circumstances

output gap: the difference between the actual output and the
potential output of an economy

paradox of thrift: the contradiction between the potentia
‘advantages and the potential disadvantages of saving in an economy
paradox of value: the fact that certain products that are
essential to survival, such as water, are cheaper than less
important products to survival, such as diamonds
Pareto optimality: a particular use of the term ‘optimality’
associated with the Italian economist Vilfredo Pareto, who
stated that this situation existed when it was not possible to
reallocate resources to make someone better off without making
someone else worse off
participation rate: the proportion of the population which is
eitherin emplaymen( o officially registered as unemployed

the advantages
m the fbrm of financial rewards or benefits

that are

perfect competition: a market or industry consisting of many
virtually identical firms which al accept the market price n the
industry

perfectly elastic: this refers to a situation where all that is
produced is sold/bought at a given price; it is shown as a
bertoeal g Koo

P y
other than the money that is gained, such as the job satisfaction
ined foma pardcaarform of emplymen

achangein price has no effect
on the auantty demanded (o suppled); he calulation willbe
zero and it is shown as a vertical straight line

asicuation acuually
abstain from the consumption of a public good, even if they
wanted to, eg an individual cannot reject being defended by the
armed forces of a counrry

Iness (or of one
product does not prevent its consumpnen by someone else
normal good: a good for which the demand rises with an
increase in income

normal profit: the level of profit that a firm requires o keep
operating in the industry

normative statement: a statement which is subjective and
expresses a value judgement

oligopoly: amarket or industry in which there are a few large
firms competing with each other

of the world

igth of time in which a product is liely to
decay or go bad; the shorter the time, the more perishable the
product For example, cheese will usually have a sell-by date and
adate by which it should be consumed
planned (or command) economy: an economy where
decisions about the allocation of resources are taken by the
stare
positive consumption externality: an externality that affects
the consumption side of a market in a positive or beneficial way
positive externality: the external benefic that may occur as a
result of an action, bringing some benefit to a third party
positive production externality: an externality that affects the
production side of a market in a positive or beneficial way
positive statement: a scatement which is factual and objective
potential growth in national output: a shift outwards of the
production possibilcy frontier, resulting from a grearer quantity
andjor qualicy of factors of production in an economy
poverty trap: (heslmatlon whlch occurs when a person

open market the process of buying

receives benefits, inc but which then means the

or selling bonds in order to influence the money supply in an
economy

person is no longer entitled to receive as much as was the case
before
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precautionary demand for money: money that is required

to pay for unexpected expenses. Itis an active balance and is
interest inelastic

predatory pricing: a deliberate attempt by a market leader to
reduce prices in order to force other firms out of a market
price agreements: where firms in an oligopolistic market agree
to fix prices between themselves

price discrimination: the process of charging different prices
in different markets where there are differences in the price
dlasticities of demand

price elasticity of demand: this measures the degree to which
achange in the price of a product leads to a change n the
quantity demanded of a product

price elasticity of supply: measures the degree to which
achange in the price of a product leads to a change in the
quantity supplied ofa product

price mechanism: the operation of changes in pricesina
market to act as signals to producers to allocate resources
according to changes in consumer demand

price stabilisation: a situation where a government intervenes
to purchase stocks of a product when supply is high and to sell
stocks of a product when supply is low

primary sector: production that takes place in agriculture,
fishing, forestry, mining, quarrying and ol extraction

private goods: goods that are bought and consumed by
individuals for their own benefit

privatisation: the transfer of the ownership of an industry from
the state or public sector to the private sector

producer surplus: the difference between the price that
consumers are willng to pay fora particular product and the price
that producers reqire in order to supply the product. Firms wil
stop increasing supply if the price s just equal to the marginal cost
of production, but foral the output that firms have supplied up to
that point they have received a price above the cost of production.
Thisis the producer surplus; it is shown on a demand and supply
diagram by the triangle between the price line and the supply curve
production function: refers to the ratio of inputs to output
over agiven time period. It shows the resources that will be
needed to produce a maximum level of output, assuming that
the inputs are used efficiently

production possibility curve (or frontier): a graphic
representation showing the maximum combination of goods
or services which can be produced from given resources
productive efficiency: asituation where a firm operates at

the minimum of the average cost curve. It is made up of two
elements: technical efficiency and cost efficiency. It can also

be seen in terms of a whole economy when that economy is
operating on its production possibility curve or frontier

profit: the difference between total revenue and total costs
profit maximisation: (1) the idea that the main aim ofa firm

is profit maximisation; 2) the situation where marginal cost is
equal to marginal revenue

progressive taxation: where taxation takes a higher proportion
ofa persons income as that income rises

proportional taxation: a tax which takes an equal
proportion of income whatever a persor's income level
happens to be
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public goods: goods and services that are provided by the
public sector, otherwise they would not be provided
purchasing power parity: the value of a currency in terms of
what it would be able to buy in other countries

quality of life: awider concept than the standard of living
to compare living conditions in different countries; it could

take into account such criteria as the number of doctors per
thousand of population, the quality of drinking water and the
average size of school classes

quantitative easing: the process by which a government buys
securiies to create more liquidity in the financial system
quantity theory of money: a theory which links the quantity
of money in circulation in an economy with the rate of inflation.
Itis stated as MV = PT where M is the quantity of money, V is
the velocity of circulation, P is the general price level and T is the
number of transactions in an economy

quota: alimit on the imported products that are allowed to
enter a country; a quota can be in the form of a limited quantity,
alimited value or a imited market share

real value: the value of a sum of money after taking into
account the effect of inflation, e. the effects of inflation have
been removed

rectangular hyperbola: this is how unitary elasticity of demand
is represented in a diagram; a movement up or down a demand
curve willleave total revenue unchanged

regressive taxation: a situation where a tax takes a larger
proportion of low incomes than it does of high incomes
regulations: these cover a variety of legal and other rules which
apply to firms in different circumstances

resources: the inputs available to an economy for use in the
production of goods and services

retail prices index: an index,just like the consumer prices index,
which measures changes in the prices of a number of goods and
services in an economy over a period of time, but it includes a
number of items that are not included in the CP, such as the
costs of housing

returns to scale: the relationship between the level of output
produced by a firm and the quantity of inputs required to
produce that output

revaluation: the rise in value of a currency that s fixed

revenue maximisation: when the objective of a firm s to
maximise the total revenue, rather than the profis, of a firm
risk-bearing economies of scale: a situation where theres
diversification so that a firm is not reliant on what happens

in just one market. By diversifying into different markets, the
overall pattern of demand is more predictable and so a firm can
save costs, such as by reducing the amount of stacks held in
reserve

rivalry: rivalry in consumption means that when a product is
consumed by one person, it cannot be consumed by another
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sales maximisation: when the objective of a firm is to maximise
the volume of sales

sampling: the use of a representative sample of goods and
services consumed in an economy to give an indication of
changes in the cost of iving

satisficing profits: when the objective of a firm s to produce

a level of profits that is satisfactory to stakeholders, such as
shareholders and managers

saving: the amount of disposable income that is not spent on
consumption

secondary sector: production that takes place in
manufacturing, construction and energy

shoe leather costs: n a sicuation of very high inflation, people
need to ensure that their money is gaining interest and so will be
fess inclined to have large cash deposits. These costs re, in fact,
search costs that are caused by the high rate of inflation in an
economy

social benefits: the sum of private benefits and external benefits
social costs: the sum of private costs and external costs
specialisation: the process whereby individuals, firms and
economies concentrate on producing those products in which
they have an advantage. Individuals working for a particular

firm are an example, in the form of division of labour, Whole
economies can also benefit from specialsation through the
principle of comparative advantage

specific tax: an indirect tax that i a fixed amount per unit of
output

speculative demand for money: money that is required o buy
government bonds. It is an idle balance and s interest elastic
spillover effect: the effect of certain decisions which have an
impact on third parties, . those who are neither the producers
nor the consumers of a particular product

inflation and high a
standard of deferred payment: the use of money to purchase
aproduct now and repay the debt in the future

stocks: goods which have been produced, but which are unsold
and stored for sale in the fucure. For example,a firm which sell
car tyres will usually have considerable stocks of tyres to fita
wide range of different cars

high

store of value or wealth: the use of money to store wealth
subsidy: an amount of money that is paid by a government to a
producer. This is done so that the price charged to the customer
will be lower than would otherwise have been the case without
the subsidy

substitute goods: goods which are possible alternatives, e, gas
or electricity as a source of energy in a home. These goods have a
positive cross elastcity of demand, ie.arise in the price of one of
them will lead to an increase in the demand for the other good
substitution effect: chis shows the effect of a rise or fll i the
price of a product on the utiity or satisfaction obtained from
each unit of money spent on that product. As a result of the
price changes, expenditure can be rearranged to maximise the
utility or satisfaction gained

sunrise industries: industries that are new, or relatively new, and

which are growing fast Itis also expected that they will become

veryimportant in the future

sunset industries: industries that have passed their peak and

are now in decline, with no realistic hope of recovery

supply: the quanity of a product that producers are willing to

sellat a given price in a given period of time

supply curve: a curve that shows how much ofa good or

service will be supplied by producers at a given price in a given

period of time

supply-side economics: the approach to change in an economy

that puts the focus on the supply side, rather than the demand

side, eg. privatisation, deregulation and contracting out

supply-side policy: policies which enable markets to work more
iently

surplus:a positive balance when income exceeds expenditure

yto endure it
for the long-term maintenance of wellbeing in an economic
environment so that the interests of future, as well as present,
generations are taken fully into account

tariff: a tax or duty that is imposed on an imported product
to make it more expensive in the hope that this willreduce
demand for the product
benefic that is paid o peopl
low incomes to boost their income and raise their standard of iving

technical economies: the reduction in average cost as a result
of the application of advanced technology in a firm which brings
about a greater deree of efficiency

technical efficiency: a situation where a firm produces the
maximum output possible from given inputs

technical monopoly: technically,a monopoly is said to exist
where there s just one firm in an industry

terms of trade: the price of exports in relation to the price of
imports

tertiary sector: production that takes place through the
provision of services

third party: individuals or groups that are not the main parties
in a transaction, but are still affected by it

total currency flow: an element of the balance of payments
that refers to the total inflow or outflow of money which
results from a country’s international transactions with other
countries

total product: the total output produced by the factors of
production

total revenue: the total income that firms receive from sales; it
is calculated by the price of a product multiplied by the number
of products sold

total utility: the total amount of satisfaction obtained from the
purchase of a number of units of a product

trade (business) cycle: the fluctuations in the national output
ofa country, involving a succession of stages or phases, including
boom, recession, slump and recovery
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trade creation: the creation of new trade as a result of the
reduction or efimination of trade barriers

trade diversion: where a certain amount of trade i lost as a
result of the imposition of trade barriers

trade union: an organisation of workers which isinvolved in
collective bargaining with employers to achieve certain objectives,
such as improvements in pay and working conditions
trade-weighted exchange rate:a way of measuring changes in
an exchange rate in terms of a weighted average of changes in
other currencies

trading possibility curve: a means of showing the advantages
of two countries trading with each other as long as the
opportunity costs of production are different

transactions demand for money: money that is required to pay
for everyday purchases. It s an active balance and isinterest inelastic
transfer earnings: the minimum payment required to keep a
factor of production in its present use

transitional economy: an economy which was previously a
command or planned economy and which is now allowing a
greater degree of scope for market forces to operate

unanticipated inflation: the actual rate of inflation in an
economy minus the anticipated or expected rate of inflation

unemployment: a situation where people who are able and
willing to work are unable to find work

unemployment rate: the number of unemployed people
divided by the labour force

unit of account (or measure of value): the use of money to
establish the value of a product

unitary elasticity: this is where the proportionate change

in demand (or supply) is exactly equal to the change in the
independent variable; the calculation will be equal to one
universal benefits: benefits that are provided to everyone who
is entitled to them without taking into account the income of
those people

value judgement: an opinion which reflects a particular point
of view

variable costs: the costs of production that vary with
changes in output, ie. the cost is zero f nothing is
produced; examples include the cost of raw materials and
component parts

variable factors of production: factors o resource inputs
that can be varied in the short run, when at least one factor of
production i fixed, eg. raw materials

velocity of circulation: the average number of times one
particular unit of money is used over a given period of time
vertical integration: where a firm joins with another firm at
an earlier stage of the production process (backward vertical
integration) or at a later stage of theproduction process (forward
vertical integration)

visible balance: this refers to the trade n visible goods, such as
cars, between countries

voluntary export restraints:a decision, taken by an exporting
country, to voluntarly restrict its exports in the hope that a
country that it exports to will decide against imposing import
controls

wage drift: a situation where the average level of wages in an
industry tends to rise faster than the supposed wage rates
wants: things that are not essential, eg a new car or television
weights: the items in a representative sample of goods

and services bought by people in an economy wil not all
be of the same importance; weights are given to each of
the items to reflect the relative importance of the different
components in the basket, and so a price index involves a
weighted average

welfare gain: an additional benefit resulting from more being
produced ina market

welfare loss: a situation which arises when MSC exceeds MS8,
leading to a socially inefficient allocation of resources

work disincentives: the possibility that taxation could lead to
people being unwilling to work, e there may be a disincentive
to work i rates of income tax are too high

working capital: the part of the capital of a business that is
available to pay for wages and materials and not tied up in fixed
capital, such as land, buildings or equipment
working population: the people in a country who are working
or who are actively seeking work

World Trade Organisation: an organisation set up in 1995 to
promote free trade in the world through the reduction of trade
barriers

Xinefficiency:a situation where average cost is not at its lowest
point because monopoly power has given fise to inefficiency

yield: the annual income obtained from a bond or a share as a
proportion of its current market price
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