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Exam tips

Advice on key points in the text to help you learn and recall content, avoid pitfalls, and polish your exam technique in order to boost your grade.
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Knowledge check

Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers

Turn to the back of the book for the Knowledge check answers.
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Summaries


•  Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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About this book

This guide is designed to prepare you for the A-level OCR Microeconomics exam and the A-level OCR Themes in Economics exam. It includes sample questions and answers to prepare you for both papers. In addition to the content covered here, you will also need to be familiar with the content in Student Guide 1 to sit the A-level Microeconomics exam and the content in Student Guides 1, 2 and 4 in order to sit the A-level Themes in Economics exam.

The guide is split into two sections:

Content Guidance

This section explains the core microeconomics concepts required to excel in this course. This can be split into four broad topic areas:


•  Scarcity and choice

•  Competition and market power

•  The labour market

•  Market failure and government intervention



You should make sure you have fully mastered all of the content in this guide before progressing onto the practice questions. Use the Knowledge checks as you progress through the guide to test your understanding and take on board the comments to avoid falling into the traps which most commonly result in students losing marks. At the end of each topic area there is a bullet pointed summary of the content covered – if you are unable to offer a detailed explanation of any part of this you should read the section again to clear up any misunderstanding.

Questions & Answers

This section begins by setting out the format of the exam papers, giving you advice on how long to spend on each question and offering important tips on how to maximise your marks on the different elements of the paper. It also explains the levels system used to mark essays.

This is followed by a series of sample questions. After all of these questions there are some example answers from students. You should practise all of these questions yourself and compare your answers to these while reading the detailed comments to improve your understanding of what is required to achieve full marks.


Content Guidance

Scarcity and choice

The concept of the margin

The concept of the margin is crucial in understanding how economists model decision making. The marginal principle suggests that individuals make decisions by considering the impact of small changes from the existing situation, essentially making tiny adjustments to their behaviour in order to achieve the best possible outcome. The concept of opportunity cost is, of course, based upon this principle, where an individual makes a choice in favour of something that delivers them greater benefit than the next best option. The margin can therefore be used to model decision making on both an individual and a societal level:


•  Individuals weigh up the marginal benefit against the marginal cost of an action when deciding whether to proceed with that action. Individuals will proceed only when the marginal benefit exceeds the marginal cost, as it is in this instance that they will be better off from taking the action. When the marginal cost exceeds the marginal benefit they would be better off not proceeding, meaning individual behaviour remains unchanged when the marginal benefit equals the marginal cost, as there is no incentive to change the decision in this instance.

•  Social optimum is arrived at using the same logic, occurring where marginal social benefit is equal to marginal social cost. We know from our study of market failure that this social optimum is sometimes not reached — for example, in the case of healthcare, the marginal social benefit would exceed the marginal social cost if provision of this service were left to the free market.
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Knowledge check 1

Why is the social optimum of marginal social benefit equals marginal social cost unlikely to be reached if healthcare provision were left to the free market?
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Marginal utility theory

Economists refer to the satisfaction individuals derive from consuming a particular good or service as utility. The concept of utility can be used to explain the slope of the demand curve. Because individuals make decisions on the margin, we need to look at the marginal utility deriving from the consumption of a good or service — the additional utility gained from consuming an extra unit of a good or service. This gives rise to the law of diminishing marginal utility, which proposes that as consumption of a good increases, the benefit you derive from consuming each additional unit decreases.

Consider the example of purchasing a car. Individuals derive significant utility from the first car they own — without this first car, they would find it much more difficult to go about their daily lives. Wealthy individuals might decide to purchase a second car. While they enjoy some utility from this — for example, it enables them to drive a small car for city trips and a larger car for family holidays — the additional utility this second car brings is clearly smaller than that of the first car. By the time the individual purchases a third car the additional utility has diminished further — utility is enjoyed only on the one occasion a year when both of the other cars are being repaired. This simple principle of diminishing utility can be applied to the consumption of all goods and services.

This therefore explains why the demand curve is downward sloping — the price an individual is willing to pay for a good or service decreases the more of it they consume as consumption becomes increasingly less valuable to them because of the diminished utility they enjoy from additional units of consumption. As illustrated in Figure 1, if a monetary value could be placed on utility, the price an individual would be willing to pay to consume Q* units of the good would be equal to the marginal utility (MU*) the individual derives from consuming the final unit of output. They would only be willing to consume more than Q* at a lower price because the marginal utility of consuming more units would be lower than MU*.
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Rationality

Using the concept of the margin to model the behaviour of economic agents is based on the assumption that rationality holds — economic agents always do what they expect brings the best possible results. However, behavioural economists argue that this is an unrealistic assumption, citing many examples of situations when consumers make decisions that are not in their best interests and firms make decisions that cannot be seen as profit maximising. This is because economic factors are not the sole influence on decision making — individuals often act on impulse in response to their feelings. The impact of emotion on decision making is ignored by marginal analysis, yet is clearly important in understanding how individuals behave.

A simple example of this can be seen in how individuals behave while doing their weekly supermarket shop. Assume utility can be measured in monetary terms and an individual derives £2 utility from consuming one bag of oranges and £2.80 utility from consuming the second bag of oranges. The supermarket is selling bags of oranges on a promotional deal of ‘Buy one get one half price’, with the full price being £1.80. If the individual were behaving rationally they would purchase just one bag of oranges — the decision to purchase a second bag at a price of 90p is not rational because they derive only 80p utility from the consumption of that bag (£2.80 − £2). However, many individuals faced with such a choice will purchase the second bag as they are drawn towards the special offer. Such emotional decision making goes against the concept of the margin.
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Knowledge check 2

Is giving money to charity evidence of individuals behaving rationally?
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Summary

After studying the topic of Scarcity and choice you should be able to:


•  Explain what is meant by the concept of the margin and understand how marginal values can be calculated from a set of data.

•  Understand how the marginal concept can be applied to the decision making of economic agents.

•  Evaluate the extent to which individuals behave rationally and therefore whether the concept of the margin is useful to economists in explaining the decision making of economic agents.
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Competition and market power

Business objectives

Profit maximisation

One of the most fundamental assumptions economists make in constructing the theory of the firm is that firms aim to maximise profits. Profit can be calculated as follows:

    Profit = Total Revenue – Total Cost

A firm is said to be making a normal profit when:

    Average Revenue = Average Cost or Total Revenue = Total Cost

At first glance this may seem confusing — how can a firm be making a profit when its revenues are only equal to its costs? This can best be explained by an example. Suppose an accountant quits her £50,000-a-year job to set up a bakery. The total revenue of her bakery is £95,000 and the total cost (costs of premises, employees, ingredients, electricity etc.) is £45,000. To say the individual enjoys a £50,000 profit from running the bakery would, however, be incorrect, as it is ignoring the individual’s opportunity cost. In choosing to run the bakery the individual is sacrificing the £50,000 she could have earned as an accountant. Economists include this opportunity cost — essentially the cost of enterprise — in total cost, meaning in this instance the bakery is earning a normal profit. Any profits made by a firm above this level are known as abnormal or supernormal profits.

The profit-maximising level of output occurs when marginal revenue (MR) equals marginal cost (MC). This can be proven by explaining why all alternative levels of output would not be profit maximising. If marginal revenue exceeded marginal cost, the change in total revenue as a result of increasing output by one unit would exceed the change in total cost as a result of increasing output by one unit, meaning more profit could be made by increasing output. Similarly, when marginal cost exceeds marginal revenue, firms are making a loss on the production of the last unit of output, meaning profit could increase by reducing output. The profit-maximising level of output therefore occurs when MC = MR.
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Exam tip

The profit-maximising condition is crucial in constructing all of the theory of the firm diagrams — memorise it and make sure you fully understand why profits are maximised at the level of output where MC = MR.
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Alternative maximisation objectives

In some circumstances firms may choose to maximise something other than profits. Examples of such alternative maximising objectives are:


•  Revenue maximisation — many managers are paid salaries that are related to total revenue rather than profits. This therefore incentivises managers to aim to maximise revenue rather than profit. Production will take place where MR = 0. Clearly a revenue-maximising firm will produce a higher level of output than a profit-maximising firm, as it will continue to produce output even when MC > MR providing total revenue is still increasing (i.e. MR > 0).

•  Sales maximisation — when managers are paid salaries related to the volume of sales they may be incentivised to sales maximise. This may lead to even greater output than in the revenue-maximising case, as firms will continue to increase output even if total revenue is falling as total sales will be increasing. They will continue to do this until the point where Total Revenue = Total Cost, beyond which the firm would have to close down.

•  Growth maximisation — a manager’s reputation will be enhanced if they oversee significant growth of the firm. To achieve this they are likely to follow a similar strategy to that outlined above, where they will continue to produce output until they are making a normal profit.

•  Utility maximisation — there is evidence that some managers will set out to maximise satisfaction. Satisfaction can be derived in a number of ways. For example, they may be prepared to forgo high levels of profits or sales in order to have a large office and expensive company car. In some instances, managers might even be seeking to maximise the utility of their consumers when making business decisions.



The principal–agent problem

As indicated above, it is when managers are not incentivised by profit that they will pursue alternative objectives. This is most likely to occur in large firms, particularly public limited companies, which are owned by a large number of shareholders. In these firms there is a separation between ownership and control. The owners (the shareholders) are motivated by profit, but they are not the people with the control over the day-to-day running of the business (the managers). This creates what is known as a principal–agent problem — the principal (shareholders) delegates decision making to the agent (managers), but the agent has different motivations from the principal and therefore may take decisions that are not in
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Is profit maximisation a sensible assumption to make?
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Market structures and their implications for the way resources are allocated and the interdependence of firms

Barriers to entry and exit



•  Economies of scale — if large firms are able to benefit more from significantly lower average costs than small entrants it makes it very difficult for a new firm to enter the market, as they are unable to be price competitive with the incumbent firms.

•  Brand loyalty — where consumers are loyal to a particular firm it is difficult for a new firm to enter the market, as it will be unable to attract customers even if its product is cheaper or of better quality without spending large amounts on advertising.

•  Legal — in some cases new firms are unable to enter the market because existing firms have patents in place preventing firms from producing the same product. This is usually to protect intellectual property rights in the case of new inventions.

•  High start-up costs — new firms will find it difficult to enter an industry that has high fixed costs which need to be paid in order to compete.





•  sunk costs — when there are significant start-up costs that firms could not recover if they were to leave the market (such as advertising expenditure), firms are deterred from exiting because of the losses that would result

•  contracts — firms may have entered into a number of agreements that prevent them from leaving the market immediately. For example, they may have signed a 1-year lease on premises or they may have made a commitment to supply their product to a particular consumer for a set period of time.



Perfect competition

Assumptions



•  Short-run profit maximisation — firms are motivated by achieving the greatest profit possible and therefore produce at the profit-maximising level of output where MC = MR.

•  Many buyers and sellers — there are no dominant firms in the industry, which is instead full of many small firms. This means no firm has the ability to influence the market price and suggests there are no economies of scale to be enjoyed.

•  Homogenous products — firms produce identical, non-differentiated products. Consumers therefore have no brand loyalty to a particular firm.

•  No barriers to entry or exit — firms are able to enter the market without cost if they believe it is profitable to do so and can leave without difficulty.

•  Perfect knowledge — all buyers and sellers have perfect information. Buyers know the prices that all firms in the market are charging and all firms have perfect information about the production methods of other firms.
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The demand curve
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Short-run equilibrium



1  Set output where MC = MR — i.e. at the profit-maximising level of output.

2  Set the price at the corresponding point on the demand (AR) curve — i.e. the highest price that can be charged to generate enough demand to purchase the level of output produced.
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Long-run equilibrium
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Efficiency implications



Monopoly

Assumptions



•  Short-run profit maximisation — firms produce at the profit-maximising level of output where MC = MR.

•  Single seller of the good — the industry is dominated by one firm, which is the monopoly seller of the good.

•  No substitutes — no other firms produce the same or similar products, meaning the monopolist faces no competition.

•  High barriers to entry and exit — it is difficult for new firms to enter the market, meaning the monopolist is protected from potential competition.



The demand curve
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Equilibrium
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Efficiency implications
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Natural monopolies
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Price discrimination
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•  The firm must have market power — price discrimination is possible only when firms are price makers.

•  The firm must have information about different consumers — the firm must be able to identify different groups of consumers with different willingness to pay in order to construct a differentiated pricing structure.

•  Consumers must have a limited ability to resell the product — if consumers could easily resell the product, the consumers who qualify for lower prices would be able to profit from purchasing the product at the discounted price and selling it at a price just below the higher price to consumers who do not qualify for the discount.
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Monopolistic competition

Assumptions



•  Short-run profit maximisation — firms produce at the profit-maximising level of output where MC = MR.

•  Many small buyers and sellers — there are many small firms operating in the industry, none of which has significant market power.

•  No barriers to entry and exit — new firms are easily able to enter the market if they see supernormal profits are being made and existing firms can leave easily if they are making a loss.

•  Non-homogenous products — firms produce differentiated products. While there are many substitutes available, none of these is perfect as each firm produces non-identical products, meaning there is a degree of brand loyalty present.



The demand curve


Equilibrium
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Efficiency implications



Oligopoly

Assumptions


•  High 3–5 firm concentration ratio — the industry is dominated by a few large firms which account for a significant proportion of market share. There may be a large number of firms in the industry, but there are a few firms that have significant market power.

•  Short-run profit maximisers — firms produce at the profit-maximising level of output where MC = MR.

•  High barriers to entry and exit — it is difficult for new firms to enter the market, meaning the dominant firms are protected from potential competition.

•  Firms are interdependent — the actions of one firm impact upon the other firms in the industry.



Kinked demand curve
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Behaviour of firms



•  Price wars — because firms are making supernormal profits, they are incentivised to lower their prices to steal market share and make even greater profits. However, when one firm does this, other firms react, causing prices to fall rapidly to a new equilibrium. Providing the new equilibrium occurs at a level where supernormal profits are still being made, though, firms will continue to have an incentive to engage in further price wars.

•  Price rigidity — given that firms will lose revenue if they decide to either increase or decrease their prices (because of the nature of the kinked demand curve), prices are likely to be stable in the model of oligopoly. Figure 15 illustrates that even when there is an increase in costs, prices might well remain constant in order to avoid disturbing the equilibrium that has been established.
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•  Collusion — to avoid price wars, firms have the incentive to collude (work together to maximise their joint profits). This can be illustrated by the simple Prisoner’s Dilemma set out in Table 1. Firms A and B have a choice between pricing low and high. The potential revenues available to Firm A are shown by the figures on the left-hand side of each pair, with the revenues available to Firm B shown on the right-hand side.
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•  Non-price competition — given that firms do not tend to compete on price, oligopoly is characterised by significant non-price competition. Vast amounts of money are spent on developing brand loyalty and emphasising the quality of the product in order for firms to attract customers from other firms charging the same price as them.



Efficiency implications



Comparing the outcomes of different market structures
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Alternative theories of firms’ behaviour


Predatory pricing
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Limit pricing



Contestable markets
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Growth of firms




•  Organic growth — if a firm is successful in attracting new customers, perhaps as a result of an effective marketing campaign, it may be able to achieve internal growth. easyJet, for example, developed its market power in this way, through gradually purchasing more planes and increasing the number of flights it operated. However, once firms have exhausted any growth they can enjoy from taking market share from their competitors, they may look to diversify to experience further organic growth, expanding the product range to enable more increases in output.

•  Mergers and acquisitions — a firm may choose to expand through merging with another firm, combining resources to become a single entity. The merger of T-Mobile and Orange is a recent example of this, when the companies merged to form the new entity EE. Alternatively, a firm may take over another firm — this is known as an acquisition.



Types of integration


•  Horizontal integration — this is when a firm merges with another firm in the same industry at the same stage of the production process. The merger of T-Mobile and Orange is an example of horizontal integration. This type of integration enables firms to develop market power by reducing the level of competition in the market.

•  Vertical integration — this is when a firm merges with another firm in the same industry at a different stage of the production process. Merging with a firm at an earlier stage of the production process is known as backward vertical integration — an example of this would be if a grocery store acquired a farm. Merging with a firm at a later stage of the production process is known as forward vertical integration — a car manufacturer acquiring a car sales dealership would be an example of this. Engaging in vertical integration means firms are less reliant on other firms in the production process.

•  Conglomerate integration — this is when a firm merges with another firm operating in a different industry, such as a fast-food firm acquiring a clothes-manufacturing business. While such integration enables a firm to spread its risk (if one industry suffers the firm is still able to enjoy the growth of another industry), it can harm a firm’s efficiency because the different industries may require very different management techniques and operational procedures.
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Evaluating integration



Regulation



[image: ]




[image: ]




[image: ]





•  Evaluate the different objectives a firm may pursue and explain the factors that influence the choice of objectives.

•  Explain why firms will profit maximise when MC = MR.

•  Analyse the different types of barriers to entry and exit that may be present in a market.

•  Explain, with the aid of a diagram, the model of perfect competition in the short run and the long run.

•  Explain, with the aid of a diagram, the model of monopoly.

•  Evaluate the implications of the existence of a natural monopoly.

•  Explain, with the aid of a diagram, the model of monopolistic competition in the short run and the long run.

•  Explain, with the aid of a diagram, the model of oligopoly, understanding the notion of the kinked demand curve and the role collusion plays in oligopolistic markets.

•  Compare and contrast the outcomes of perfect competition, monopolistic competition, oligopoly and monopoly, including the implications on efficiency and consumer welfare.

•  Understand what is meant by predatory pricing and limit pricing as alternative pricing strategies to profit maximisation.

•  Evaluate, with a diagram, the advantages and disadvantages of a perfectly contestable market.

•  Analyse the different types of economic integration and evaluate the advantages and disadvantages of integration to economic agents.

•  Evaluate the impact of competition policy on the behaviour of firms.
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Labour market

Wage determination

Demand for labour
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•  When MRPL > MCL, the change in total revenue derived from employing an additional worker exceeds the change in total cost. Firms can therefore make a greater profit by employing more workers, meaning this is not the profit-maximising level of employment.

•  When MCL > MRPL, the change in total cost from employing an additional worker exceeds the change in total revenue. Firms can therefore make a greater profit by employing fewer workers, meaning this is not the profit-maximising level of employment.
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Wage elasticity of demand for labour



•  Ease of factor substitution — when labour can be easily substituted for capital, demand will be wage elastic, as a small increase in the wage rate will cause firms to swap labour for capital. While technological progress is increasing the number of situations in which labour can be swapped for capital, in instances where labour is essential demand tends to be wage inelastic (pilots are a good example of this).

•  Share of labour costs in firm’s total costs — when labour costs account for a high proportion of total costs, demand tends to be wage inelastic, as small changes in the wage have a significant impact on the profitability of the firm.

•  Time period — in the short run, demand for labour is often wage inelastic, as even when wages increase firms are not easily able to substitute labour for capital. In the long run, labour demand becomes more wage elastic as firms can respond to the change in the wage rate (for example, in the long run firms can replace checkout assistants with self-service checkout machines, which cannot be done overnight as it takes time to purchase and install such machines).

•  Price elasticity of demand for the product — when demand for the product is price inelastic, demand for labour is likely to be wage inelastic, as any increases in the wage rate can simply be passed on to consumers in the form of higher prices. When demand for the product is price elastic, an increase in wages and the subsequent increase in price will lead to a significant reduction in the demand for the product, causing the derived demand for labour to fall and respond more than proportionally to a change in the wage rate.
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Supply of labour

Individual labour supply



•  Substitution effect — the opportunity cost of leisure is the income that could have been earned from working. Therefore, when wages increase, the opportunity cost of leisure time increases, incentivising individuals to substitute leisure for work in order to enjoy the higher wages on offer. The substitution effect therefore encourages individuals to work more hours when the wage rate increases.

•  Income effect — leisure is a normal good. When the wage rate increases, individuals have more income and therefore demand more leisure. The income effect therefore encourages individuals to work fewer hours when the wage rate increases.
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Industry labour supply




•  pecuniary (financial) non-wage benefits — labour supply may be greater at every given wage rate (at SB in Figure 19) in industries where there is an opportunity to earn overtime pay or commission

•  job security — individuals may be willing to accept a lower wage if the chances of them losing their job are slim

•  holiday entitlement — labour supply is likely to be higher in industries that offer workers generous holiday entitlement

•  working conditions — labour supply is likely to be relatively low (at SA in Figure 19) in comparison with other professions offering similar wages when the work is unpleasant (e.g. sewage cleaners) or when the job requires individuals to work unsociable hours (e.g. care home workers)

•  fringe benefits — some employers offer workers incentives such as a company car or private health insurance. Labour supply is likely to be relatively high in such industries.
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Wage elasticity of supply of labour



•  Qualifications and skills — labour supply is likely to be inelastic in occupations that require a high degree of qualifications and skills, as when the wage rate increases few individuals who are not already in it have the necessary attributes required to enter the occupation.

•  Length of training — labour supply will be more elastic when little training is required to enter the profession, as when the wage rate increases individuals are easily able to switch into the occupation and supply their labour.

•  Mobility of labour — when there is a significant amount of geographical immobility, labour supply is likely to be inelastic. This is because when the wage rate to an occupation increases, labour supply will increase less than proportionally as many individuals will be unwilling to relocate in order to supply their labour, perhaps because of family ties or regional house price differentials.

•  Time period — labour supply will become more elastic in the long run, as individuals tend to become more occupationally and geographically mobile over time (they can, for example, study for the qualifications to enter professions with rising wages).
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Labour market equilibrium
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Transfer earnings and economic rent
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The impact of market power on wage determination

Trade unions
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Monopsony
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Bilateral monopoly
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Unit labour costs







•  Relatively high labour costs — the UK is one of the richest countries in the EU with a relatively high minimum wage. Employing workers is therefore more expensive in the UK than in many other nations.

•  Relatively poor labour productivity — strong employment protection laws in the UK in comparison with countries such as the USA mean workers are less productive as they experience greater job security and are therefore potentially more likely to slack.
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Labour market issues and themes

Labour market data



•  Working-age population — all individuals aged between 16 and 64. Note that as the state retirement age increases beyond 65 over the coming years the upper limit will increase beyond 64.

•  Dependency ratio — ratio of those aged 15 or below and 65 and above to the working population. In the UK approximately 21 million people are aged 15 and below or 65 and above and approximately 36.5 million people are of working age, giving a dependency ratio of 0.58 (36.5m divided by 36.5m + 21m).

•  Labour force — number of people of working age who are either employed or unemployed, sometimes referred to as the economically active population.

•  Participation rate — the proportion of the working-age population that is economically active (i.e. is in the labour force).

•  Economically inactive — number of people of working age who are not participating in the labour market. Students, home-makers, the disabled and the early-retired are all examples of groups of individuals that fall into this category.

•  International Labour Organization (ILO) unemployment rate — measures the percentage of the labour force that is unemployed, defined as those who are available for and actively seeking work but are without a job.




[image: ]




[image: ]



Discrimination




•  Becker’s taste-based discrimination theory — Becker argued wages are determined by the net advantages of employing a particular worker, in terms of both the profit they can bring the firm and the non-monetary benefits they bring. Therefore, employers will ceteris paribus pay workers they like working with a higher wage.

•  Statistical discrimination — employers have imperfect information as to which workers are productive (workers) and which workers aren’t (shirkers). They therefore use generalised information to discriminate against certain workers — they know on average that workers from certain groups are less productive than others and because they cannot test this in specific cases they set wages according to the general evidence.



Labour market flexibility


Geographical immobility



•  Regional house price differentials — the cost of living varies dramatically between regions, making it difficult for home owners to relocate to more expensive areas such as the southeast of England.

•  Social and family ties — individuals are unwilling to move away from their friends or relatives and do not want to disrupt their children’s education by changing the school they attend.

•  Information failure — it may be more difficult to find out about job availability in other areas. While the internet is reducing this information failure there is still a degree of local knowledge that is important in the job search process.
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Occupational immobility


Unemployment



•  Frictional unemployment — it is inevitable that some unemployment will exist as a result of individuals transitioning between jobs. Indeed, a degree of frictional unemployment is necessary for the labour market to be flexible. However, government policy to improve the ease of job search can help reduce the level of frictional unemployment.

•  Structural unemployment — unemployment caused by skills mismatch (where those seeking work lack the skills required by employers) indicates a degree of inflexibility in the economy. While training can help overcome this problem, firms are reluctant to invest in high levels of training because they fear newly trained workers will be poached.

•  Voluntary unemployment — unemployment can arise when individuals choose not to work because they assess themselves to be better off on benefits than accepting a low-paid job. This is most likely to occur when the replacement ratio is high and can lead to an unemployment trap, where workers choose to remain unemployed because they have no incentive to undertake work.

•  Disequilibrium unemployment — if the wage rate is set at a level above the market clearing wage rate, disequilibrium unemployment can occur. An example of this can be seen in Figure 27, where the wage rate is set at W1 and there is disequilibrium unemployment equal to (S1 − D1). Clearly, if wages were to adjust downwards, the labour market would equilibrate and there would be no disequilibrium unemployment. There are a number of reasons why wages might be unable to adjust. The existence of a minimum wage could prevent wages falling, while a wage rate of W1 may have been achieved as a result of trade union negotiations. In fact, all employers, regardless of the presence of government or union intervention, find it difficult to cut nominal wages (wages are ‘sticky’ downwards as workers will not accept cuts to their nominal wages). This means that when demand for labour falls, disequilibrium unemployment is likely to be created, as firms are unable to reduce the wages as needed to reach the new equilibrium.
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Informal labour markets
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Government intervention on wages

Minimum wage
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	Advantages
	Disadvantages



	Improves incentives to work by reducing the wage replacement ratio, therefore alleviating the poverty trap by reducing voluntary unemployment.
	It creates unemployment of (Smin − Dmin), possibly causing some individuals to transition from relative to absolute poverty by moving from a low wage to no wage. It also harms those who are already without work, who now find it even harder to get a job and may experience hysteresis as a consequence.



	It reduces poverty by raising the income of the lowest earners, increasing their material standard of living and improving the distribution of income.
	Many minimum-wage earners are not in poverty but are second-income earners in the household — the minimum wage is most commonly paid to individuals such as primary child-carers and students.
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Living wage
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Maximum wage


Government intervention


Legislation and regulation
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Education and training



Trade union reform
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Regional policy



Reforming the tax and benefits system
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Pensions and immigration
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•  Explain the concept of derived demand and the factors determining the demand (marginal revenue product) and elasticity of demand for labour in an industry.

•  Explain the factors determining the supply and elasticity of supply of labour in an industry.

•  Evaluate, using a diagram, how the substitution and income effects determine an individual’s labour supply in the short run.

•  Understand and illustrate diagrammatically the difference between transfer earnings and economic rent.

•  Explain what is meant by unit labour costs and evaluate the implications of international variations in unit labour costs.

•  Evaluate, using diagrams, how wages are determined in competitive labour markets and why wage differentials exist.

•  Evaluate the impact of a monopsonist employer on the labour market.

•  Understand the trends in trade union membership and evaluate diagrammatically the impact they have on a competitive and monopsonist labour market.

•  Evaluate, using diagrams, the impact of maximum, minimum and living wages on the labour market.

•  Evaluate the causes and consequences of immobility and inflexibility of labour.

•  Evaluate the impact of discrimination, migration and demographic changes on the labour market.

•  Evaluate the significance of informal labour markets.

•  Evaluate the various policies available to the government to correct labour market failure.
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Market failure and government intervention

Environment

Functions of the environment



•  Provider of resources — firms need a variety of natural resources, such as oil and gas, in the production process.

•  Provider of amenities — individuals derive utility (happiness) from the amenities the environment provides, such as enjoying walking in the countryside or relaxing on a beach.

•  Absorber of waste — firms and households generate waste, which needs to be absorbed by the environment.




Externalities
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•  NIMBY syndrome — while the majority of individuals might agree that building nuclear power stations would contribute towards sustainable development, most are unlikely to agree to having one built close to their home because they would be the ones to suffer. This is known as ‘not in my back yard syndrome’.

•  International disagreement — the damage to the environment caused by the emission of greenhouse gases leads to global problems and requires global consensus to achieve a meaningful solution. The problem is that countries do not agree on the best way to tackle climate change and therefore struggle to reach agreement, as has been illustrated by the problems associated with enforcing the Kyoto Accord.



Environmental Kuznets curve



[image: ]


[image: ]




[image: ]





•  Industries are growing but are likely to be reliant on inefficient and polluting technology.

•  As incomes rise, the demand for cars and other goods and services that make demands on the environment, such as electricity, is likely to be increasing rapidly.





•  businesses may be able to adopt cleaner and more efficient production technology

•  the growth in demand for car ownership will fall because most individuals will already own cars

•  the government may be able to devote more resources to protecting the environment as there is less pressure to alleviate poverty (as absolute poverty is very low in developed economies).




The tragedy of the commons



Environmental policy

Taxation
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Regulation


Subsidising public transport
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Tradable pollution permits





	Advantages
	Disadvantages



	Enables a specific level of pollution to be achieved — total pollution in the market will be limited by the total number of permits.
	Optimal level of pollution unknown — it is difficult for the government to estimate how many permits to allocate.



	Polluter pays principle holds — those firms causing the most harms to third parties (i.e. polluting the most) will require the most permits and therefore experience the highest cost. A firm that is large but relatively clean in its production methods will not be harmed in the way it would be from a tax on output.
	Allocation issues — the government will find it difficult to decide how to fairly allocate permits. This could be done via an auction, but this has the potential to reduce competitiveness if one or two big firms buy up all the permits. The permits could be grandfathered — given to the largest firms — but this would increase barriers to entry.



	Provides an incentive for firms to go green — if firms clean up their production they can sell their permits to other firms.
	Difficult to enforce — firms may pollute beyond the number of permits they have and this will be difficult and costly to police.




Information


Public–private partnerships
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Alternative methods of government intervention

Competition policy



Cost–benefit analysis



1  Identify relevant costs and benefits — the direct costs are relatively easy to identify, such as the production costs of building a new school and the labour costs of employing more teachers. The indirect/external costs are less straightforward and require consideration of the concept of opportunity cost — how could the land that the school is being built on have been used and are there negative impacts on local residents of a school being built close by? Finally, direct benefits (improved income in the future for the individuals that become more educated) and indirect benefits (greater productivity leading to higher tax revenue) need to be identified.

2  Valuation — the costs and benefits then need to be assigned monetary values in order for them to be compared. Many of them, such as the cost of construction materials, have a price attached to them, making them easy to value. However, for indirect costs and benefits such as externalities, a shadow price needs to be assigned, which estimates the monetary value of each item. This is clearly a subjective process.

3  Discounting the future — costs or benefits that occur in the future need to be expressed in terms of their value in the present. Future costs and benefits therefore need to be ‘discounted’, as a benefit that occurs immediately is clearly more valuable than a benefit of the same amount that occurs only 50 years from now. A discount rate therefore has to be applied to calculate the net present value of costs and benefits. Clearly the size of the discount rate depends upon a judgement over the relative importance of the short and long term. The government is likely to set a lower discount rate than consumers, as unlike consumers, who are primarily motivated by the here and now, the government will be partly concerned with the impact on future generations.
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•  Explain the functions of the environment.

•  Explain, using diagrams, how production and consumption can generate environmental externalities.

•  Explain, using a diagram, the environmental Kuznets curve and evaluate the extent to which economic growth contributes to environmental degradation.

•  Evaluate the effectiveness of policies used to reduce the rate of environmental degradation.

•  Explain how competition policy can be used to correct market failure in product markets.

•  Understand what is meant by cost–benefit analysis and evaluate its value in helping governments to make decisions.
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