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·  Costs 
·  Law of Diminishing Returns 
·  Economies and Diseconomies of Scale 
·  Production Decisions 
·  The Objectives of Firms  
·  Efficiency 
·  Competitive Markets  
·  Oligopoly  
·  Contestable Markets 
·  Monopoly 
·  Competition Policy  
·  Price discrimination 
·  The Labour Market 
·  Poverty and Alleviation of Poverty 
·  Market Failure  
·  Cost Benefit Analysis 
·  Privatisation 
·  Regulation of Privatised Industries 
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Costs  
 

·  Fixed Costs:  These are fixed costs that do not vary with output.  
E.g. cost of building a factory 

·  Variable Costs: These are costs that do vary with output  
   E.g. electricity, raw materials 

·  Total Costs:  Fixed + variable costs 
 

·  Marginal Cost: This is the cost of producing an extra unit 
·  Sunk Costs:  These are costs that are not recoverable e.g. advertising 
 

·  Average Total Cost      (ATC)  =  TC / Q 
·  Average Variable Cost (AVC)  = VC / Q  
·  Average Foxed Costs   (AFC)  = FC / Q  
   
 

 
The Law Of Diminishing Marginal Returns 

 
·  Total Product (TP)    This is the total output produced by workers 
·  Marginal Product(MP)  This is the output produced by an extra worker 

 
·  Diminishing Returns occurs in the short run when one factor is fixed (e.g. 

Capital) If the variable factor of production is increased there comes a point 
where it will become less productive. 

  
·  Therefore there will be a decreasing Marginal Product and increasing 

Marginal Cost.  
 
·  This is because if capital is fixed extra workers will eventually get in each 

other’s way as they attempt to increase production  
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 Q  labour 

Diagram to show  
Diminishing Returns 

 

·  After 3 workers are 
employed the MP of an 
extra worker falls. 

 
·  Therefore MC of 

producing more goods 
increases 
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Long Run Cost Curves 
 
In the Long run all factors of production(both capital and labour) are variable 
A firm’s long run cost curve is constructed by using the point of tangency with its 
short run cost curves. Therefore the LRAC is an envelope of all its SRAC curves 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Economies of Scale 
 

·  A firm experience’s economies of scale when its Average Costs fall with 
increasing output. Therefore increasing production leads to increasing returns 
to scale and there is greater efficiency. 

 

·  Economies of Scale occur for various reasons. 
 
1. Specialization and division of labour : 

 In large scale operations workers can do more specific tasks. With little 
training they can become very proficient in their task, this enables greater 
efficiency. A good example is an assembly line with many different jobs. 

 

2. Bulk buying:  
If you buy a large quantity then the average costs will be lower. 

 
3. Technical.  

Some production processes require high fixed costs e.g. building a large 
factory. If  a car factory was then only used on a small scale it would be very 
inefficient to run. By using the factory to full capacity av costs will be lower. 

  
4. Financial economies.  

A bigger firm can get a better rate of interest than small firms. 
 

5. External economies of scale:  
This occurs when firms benefit from the whole industry getting bigger. 

E.g. if the industry gets bigger all firms will benefit from better infrastructure, 
access to specialized labour and good supply networks.  
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Diseconomies of Scale 
 

·  This occurs when Average Costs start to rise with increased output.  
Therefore there will be decreasing returns to scale 
 

·  Diseconomies of scale can occur for the following reasons: 
 

1. Poor communication in a large firm 
2. Alienation: Working in a highly specialized assembly line can be very 

boring, therefore workers become de motivated 
3. Lack of control: when there is a large number of workers it is easier to 

escape with not working very hard  
 
 

Minimum Efficient Scale 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

·  The Minimum efficient scale is the minimum point of output necessary to 
achieve the lowest A.C. on the LRAC. This has implications for the optimal 
number of firms in the industry 

 

·  If the MES was 10,000 cars a week and the total industry demand was 40,000. 
This would mean that the optimal number of firm would be 4, if there were 
more firms in the industry then average costs would be significantly higher. 

 
 
 

Profit and Revenue 
 

·  Total Revenue (TR):   This is the total income a firm receives.  
This will equal Price *  Quantity  

·  Average Revenue (AR): = TR / Q 
·  Marginal Revenue (MR): =  the extra revenue gained from selling an extra  

unit of a good 
·  Profit    =  Total revenue(TR) – Total Costs (TC) or 

     (AR – AC)*  Q 
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Profit Maximisation 
 

·  Profit maximisation will also occur when the difference between TR – TC is 
the greatest. 

·  Profit maximisation will also occur at an output where MR = MC 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

·  Normal Profit. This occurs when TR = TC. This is the breakeven point for a 
firm. It is the min profit level to keep the firm in the industry in the long run 

 

·  Supernormal Profit. This occurs when TR > TC 
 
Whether  To Produce at all 
 
If AR > ATC   The firm is making supernormal profits  
 

If AR= ATC  The firm is making normal profits 
 

If AVC< AR< ATC  The firm is making an operating profit, and is 
covering its variable costs but not all its total costs. 
Therefore In the short run it is best to keep producing because it 
has already paid for its fixed costs. 
 

If AR <AVC  The firm is likely to shut down in the short run. 

·  If MC < MR then 
total profit will be 
increasing 

 
·  If MC > MR then 

total profit will fall 
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Alternative Aims of Firms 
 

1. Profit Satisficing. 
·  In many firms there is separation of ownership and control.  
·  This is a problem because although the owners may want to maximise 

profits. The managers have much less incentive to max profits because 
they do not get the same rewards  

·  Therefore managers may create a minimum level of profit to keep the 
shareholders happy but then maximise other objectives such as enjoying 
work 

 
2. Sales / Growth  Maximisation. 

 Firms often seek to increase their market share even if it means less 
profit this could occur for various reasons: 

 
a) Increased market share increases monopoly power and may enable to put 

up prices and make more profit in the long run. 
b) Managers prefer to work for bigger companies as it leads to greater 

prestige and higher salaries 
c) Increasing market share may force rivals out of business. 
  

3. Social/ Environmental concerns.  
A firms may incur extra expense to choose products which don’ t harm 

the environment or products not tested on animals. This has actually proved 
quite a good marketing strategy for companies like Body Shop 

 
 

 

Types of Efficiency 
 

1. Productive efficiency. 
Productive efficiency occurs when the economy is on the PPF it will also  

occur at the lowest point on the firms average costs curve 
 

2. Allocative efficiency 
This occurs when goods and services are distributed according to 

consumer preferences. Allocative efficiency occurs when (P=MC) 
 

3. X inefficiency: 
This occurs when firms do not have incentives to cut costs. Therefore a 

firms average cost will be higher than in a competitive market 
 

4. Efficiencies of scale 
This occurs when the firms produces on the lowest point of its Long 
run average cost and therefore benefits fully  from economies of scale 

 
5. Dynamic efficiency 

This refers to efficiency over time for example it is necessary for firms 
to constantly introduce new technology and reduce costs over time.  
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Perfect Competition 
 

Features of Per fect Competition 
 

1. Many Firms 
2. Freedom of Entry and Exit, this will require low sunk costs 
3. All firms produce an identical or homogenous product 
4. All firms are price takers, Therefore firm’s demand curve is perfectly elastic 
5. Perfect information and knowledge 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
·  In the Industry price is determined by the interaction of Supply and Demand 
 

·  The firm will maximise output where MR = MC at output Q1 
 

·  In the Long Run Firms will make Normal profits. 
 

·  If Supernormal profits are made new firms will be attracted into the industry 
causing prices to fall. If firms are making a loss then firms will leave the 
industry causing price to  rise 

 
 

Changes in Long Run Equilibr ium 
 

·  If there is an increase in demand there will be an increase in the market price. 
 

·  Therefore the Demand curve and hence AR will shift upwards. 
 

·  This will cause firms to make supernormal profits. This will attract new firms 
into the market causing price to fall back to the equilibrium of Pe 

 

Firm Industry 
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Efficiency Of Per fect Competition 
 

1. Allocative Efficiency 
 This is because P = MC 
 

2. Productive Efficiency 
This is because firms produce at the lowest point on the AC 
 

3. X efficient. 
Competition between firms will act as a spur to increase efficiency 
 

4. Resources will not be wasted through advertising because products are 
homogenous 

 
 

Disadvantages of Per fect Competition 
 

1. No scope for economies of Scale, this is  because there are many small firms 
producing relatively small amounts. Industries with high fixed costs would be 
particularly unsuitable to perfect competition.  

 
2. Undifferentiated products are boring giving little choice to consumers.  

 
3. Lack of supernormal profit may make investment in R&D unlikely this would 

be important in an industry such as pharmaceuticals. 
  

4. With perfect knowledge there is no incentive to develop new technology 
because it would be shared with other companies. 

 
5. If there are externalities in production or consumption there is likely to be 

market failure without govt intervention 
 
 
 

 

Competitive Markets 
 

·  In the real world perfect competition is very rare and the model is more 
theoretical than practical. 

·  However in general economists often talk about competitive markets which do 
not require the strict criteria of perfect competition. 

·  A competitive market is one where no one firm has a dominant position but 
the consumer has plenty of choice when buying goods or services. Therefore 
in competitive markets we would expect 

 
1. Firms to have a small share of the market 
2. Few barriers to entry 
3. Low prices  for consumers  
4. Allocative efficiency 
5. Incentives for firms to cut costs and develop new products 
6. Profits will be lower than in markets with Monopoly power 
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L imitations of this model 
 

1. The model does not explain how prices were set in the first place 
 

2. Price stability may be due to other factors 
 

Oligopoly 
 

Features of Oligopoly: 
 

1. This is an industry which is dominated by a few firms. 
·  UK definition of an oligopoly is a 5 Firm concentration ratio of more 

than 50%  
2. Interdependence of Firms: firms will be affected by how other firms act.  
3. Barriers To Entry, but less than Monopoly 
4. Differentiated Products, advertising is often important 
5. Examples include Supermarkets, petrol retailers and the motor industry 

 
How Firms In Oligopoly are Expected to behave 
 

There are different possible ways that firms in oligopoly will compete and behave 
this will depend upon: 

i) the objectives of the firms e.g. profit max or sales max 
ii) the degree of contestability i.e. barriers to entry 
iii) government regulation 

 
The Kinked Demand Curve Model 
 

·  This model assumes that firms seek to maximise profits 
 

·  IF they increase Price, then they will lose a large share of the market because 
they become uncompetitive compared to other firms, therefore demand is 
elastic for price increases. 

 

·  If Firms cut price then they would gain a big increase in Market share, 
however it is unlikely that firms will allow this. Therefore other firms follow 
suit and cut price as well. Therefore demand is inelastic for a price cut 

 
 

·  Therefore this suggests that prices will be rigid in Oligopoly 
 

  
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

The Kinked Demand curve 

Q1 

Profit max 
occurs at Q1 

where MR = MC 
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Non Pr ice Competition 
 
If prices are rigid and firms have little incentive to change prices they will concentrate 
on non price competition. This occurs when firms seek to increase revenue and sales 
by various methods such as: 
 

1. Adver tising. This creates product differentiation and brand loyalty. 
Advertising can also be used as a barrier to entry 

  

2. Product Development. This could be efforts to improve the quality of the 
product such as mobile phones with more features 

 

3. Loyalty Cards 
 

4. Quality of Service 
 

5. Location 
 

Pr ice Wars 
 
Firms may not seek to max profits but have other aims such as increasing market 
share and expanding the firm. This can explain why firms seek to reduce prices 
and start price wars. 

 
·  Price wars are more likely in a recession, when demand is falling and 

markets become more competitive 
 

·  Price Wars tend to be short term because otherwise firms will make a loss 
 

·  Price Wars are often selective e.g. Supermarkets have selective price cuts on 
“ loss leaders”  

 

·  A multinational will often subsidies a price war by cross subsidising the 
price war from different markets in different countries.  

 

·  Price Wars are in the public interest but only if firms don’ t get forced out of 
business by the low price 

 
Predatory Pr icing: 

 

This occurs when a firm lowers price in some sections of the market with the 
intent of forcing one firm out of business.  
·  This is clearly against the public interest because the dominant firm can 

increase price when its rival has left. Therefore there is legislation 
against it. 

 
Limit Pr icing. 
 

This occurs when a firm sets price sufficiently low to deter entry. For 
example if a Monopolist set a high price, he would maximise his profits but  
new firms would enter.  

 
Mark- up or  Cost Plus Pr icing. 
 

  This occurs when the firm sets price = to average cost + a profit margin 
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Collusive Behaviour  
 

·  Collusion occurs when firms agree to limit competition by setting 
output quotas and  fixing prices.  
 

·  A Cartel is a formal collusive agreement 
 

·  Tacit Collusion is an unwritten agreement where firms observe unwritten rules 
such as not undercutting rivals. 

 

·  Therefore through collusion firms are able to maximise the profits of the  
industry. There will be a similar price to a Monopolistic industry. 

 
 
Breakdown Of Collusion 
  

·  Under collusion there is always an incentive for a firm to cheat because an 
individual firm could increase its profits by exceeding its quota and 
undercutting its rivals. 

 

·  However this may lead to the breakdown of the Cartel as other firms retaliate. 
 

 
Factors Favour ing Collusion 

 
1. A small number of firms who are well known to each other. 
 

2. A dominant firm, who is able to have a lot of influence in setting the price 
 

3. Barriers to entry, this is important to stop other firms entering to take 
advantage of the high profits 

 

4. Effective communication and monitoring of output and costs 
 

5. Similar production costs  
 

6. Effective punishment strategies for firms who cheat 
 

7. No effective govt legislation, e.g. collusion is illegal in the UK 
 

 
  
Efficiency of Oligopoly 
 
This depends upon the way that firms compete and behave. 
 

1. In collusion the industry acts like a Monopolist therefore there will be 
  

i) allocative inefficiency P>MC 
ii) Productive inefficiency production is not at the lowest point on ac curve 
iii) X inefficiency, there is less incentive for firms to cut costs 

 
2. Oligopolies will mean that there are a few large firms, therefore they are likely to 

 be benefiting from economies of scale, leading to lower average costs 
 
3. If there are low barriers to entry in an oligopoly it will be more contestable 

therefore firms have incentives to cut costs and be productively efficient.  
Also prices are more likely to be competitive and therefore closer to MC 
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Monopoly Diagram 

Monopoly 
 

·  A Pure Monopoly occurs when there is only 1 firm in the industry. 
·  In the UK a firm is said to have Monopoly power if it has more than 25% of 

the market. 
 

·  Monopolies will require Barr iers To Entry to occur in the industry to  
prevent other firms entering. These could include: 

 
1. High Fixed Costs.  

Therefore as the firm increases in size its average costs will fall 
If a new firm entered the market it would be unable to compete 
 

2. Ver tical Integration.  
This occurs when a firm has control over raw materials and other supplies 
necessary for the good.  
 

3. Legal Monopoly. 
  

4. Adver tising.  
If a firm engages in saturation advertising then consumers may develop 
very strong brand loyalty to a particular firm. 

 

5. Predatory Pr icing  
 

6. Being the first firm in the industry: 
e.g. Microsoft was the first firm and therefore people usually buy 
Microsoft to obtain compatibility with every one else 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

·  A Monopolist maximises profit where MR = MC 
·  Therefore it sets Price = Pm and Quantity = Qm 
·  Firm makes Supernormal Profit  = (Pm- AC) Q 
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Inefficiencies of Monopoly: 
 

1. Allocative inefficiency because P > MC 
 

2. Productive inefficient because not lowest point on AC curve 
 

3. X inefficient because a Monopolist doesn’ t have incentives to cut costs, 
therefore AC curve is higher than it could be. 

 

4. Less choice for consumers 
 

5. Quality of product will be worse because there is less incentive for a 
monopolist to develop new products 

 
 
 

Advantages of Monopolies 
 

1. Economies of Scale. 
If industries have economies of scale then a large Monopolist can bring 
benefits of lower average costs. 

 
 
 
 
 
 
 
 
 
 
 
 
 

·  Economies of scale will occur most in industries with high fixed costs or 
scope for specialisation. E.g. airlines and car companies tend to have a high 
Minimum Efficient Scale and therefore there tends to be a small number of 
large firms 

 

·  If Monopolies get too big then they may suffer from diseconomies of scale 
 

2. Research and Development 
A monopolist can use its supernormal profits to invest in developing new 
products which may require high investment 
This is very important for industries such as the Pharmaceutical industry, 
without high profits they would be unable to develop new drugs. 

 
3. International Competition 

A domestic monopoly may be necessary to compete internationally. For  
Example Corus is the only steel producer in the UK but it faces competition 
from oversees competitors 

 
 

Q 

       P 

LRAC 
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Competition Policy 
 
Abuse of monopoly power is likely to be against the public interest. Therefore Govt’s 
are concerned to intervene and protect the interests of the consumers. Anti 
competitive practices the govt regulates includes: 
  

1. Collusive Behaviour  
 

i) Price Fixing. This occurs when competitors agree to increase prices 
together 

 

ii) Vertical Price Fixing. These are arrangements when firms agree with 
its retailer to keep prices high.  

 

iii) Collusive tendering. This is when firms agree to both put in high prices 
to win a contract and prevent price competition e.g. Concrete industry 
in the 1980s 

 

iv) Agreements to limit output and share out markets 
 

2. Abuse of Monopoly Power  
 

Chapter 2 of the 1998 Competition Act states it is illegal for a dominant 
firm to abuse its monopoly power. 

 
·  Firstly the Office of Fair Trading OFT must investigate whether firms have a 

dominant position they will look at: 
 

i) National or regional market share. Usually a firm would have to have 
at least 40% of the market to be considered to be a dominant firm. 

 

ii) The Contestability of the market. If barriers to entry are low then the 
incumbent firm is unlikely to be dominant even with a high market 
share because new firms can enter if profits are high. 

 
·  If the firm is considered to be dominant then the OFT will look at abuses of 

Monopoly power these include:  
 

i) Charging excessively high prices, this might be difficult to judge but if 
they are making high profits then this is an indication. 

 

ii) Predatory Pricing. This involves cutting prices and selling below 
average cost to force rivals out of business. 

 

iii) Vertical restraints. This involves the monopoly firm imposing prices or 
restrictions on its suppliers or retailers. For example this could involve 
a) Selective or exclusive distribution  
b) Tie in sales. E.g. if you buy a printer the company will try and 

make you buy their own brand ink 
 

·  If firms are found guilty of abusing monopoly power the OFT can act to 
penalise the firms:  

 

1. OFT can fine firms 10% of annual turnover 
 

2.  Make recommendations about the structure of the industry 
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UK Merger  Policy 
 
Any potential merger must give details to the OFT. If the OFT is concerned they can 
refer the merger to the competition commission which can examine whether the 
merger is in the public interest. 
 
Disadvantages of Mergers: 
 

·  If a merger leads to a significant increase in market share, either in local or 
national markets, the new firm could exercise monopoly power. 

 

·  The legal definition of a monopoly is a firm with more than 25% of the 
market. If the firm has monopoly power there could be the following 
disadvantages: 
 
a) Higher prices leading to allocative inefficiency and a reduction in 

consumer surplus 
 

b) Monopolies are more likely to be productively inefficient. 
 

 

c) If there is less competition, complacency amongst firms can lead to lower 
quality of products and less investment in new products. 

 

d) Fewer firms therefore less choice for consumers 
 

e) With increased supernormal profits the firm can engage in cross 
subsidisation or predatory pricing increasing Barriers to Entry. 

 

f) The new firm can pay lower prices to suppliers 
 

g) Mergers can lead to job losses. 
 

h) If the firm becomes too big it may suffer from diseconomies of scale 
 
 

Potential Benefits of Mergers: 
 

1. Economies of scale. This occurs when a larger firm with increased output 
can reduce average costs. Different economies of scale include: 

 
2. Mergers can help firms compete on an international scale 
 
3. Mergers may allow greater investment in R&D because the new firm will 

have more profit. This can  lead to a better quality of goods for consumers 
 
 
Evaluation: The desirability of a merger will depend upon several factors such as: 
 

1. Is there scope for economies of scale 
 

2. Will there be an increase in monopoly power and significant reduction in 
competition 

 

3. Is the market still contestable (freedom of entry and exit) 
 

·  Because of this the Competition commission looks at each individual case and 
assess its relative merits and demerits 
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Pr ice Discr imination 
 
1st Degree Pr ice Discr imination This is where the firm charges the Maximum price 
that a consumer is willing to pay. E.g. Auctions or bartering in a stall. 
 

2nd Degree Pr ice Discr imination This is when consumers different prices according 
to how much they produce. 
 

3rd Degree Pr ice Discr imination This is when consumers are grouped into two or 
more independent markets. Examples include different prices for OAPS and Children 
 
 
Conditions Necessary For  Pr ice Discr imination 

 
1. The Firm must be a price maker i.e. able to set prices. 

  

2. The firm must be able to separate the market into different sections and 
prevent resale. E.g. it must be impossible for an adult to use a child’s ticket. 

 

3. There must be a different elasticity of demand for the different market 
sections. E.g. train firms can charge high price at Peak times because at this 
period demand for train travel is inelastic.  

 

·  If a firm has a marginal cost of close to 0 then it will seek to use price 
discrimination to sell as many tickets as possible. (because Profit max occurs 
when MR= MC) 

 
 
Advantages of Pr ice Discr imination  
 

1. Firm will be able to increase revenue. This may enable some firms to stay in 
business who may have otherwise have made a loss. E.g. train companies need 
price discrimination to offer off peak travel 

 

2. Increased revenue can be used for Research and Development 
 

3. Some Consumers will benefit from lower fares. E.G. old people can take 
advantage of cheaper fares on trains. 

 
 
 
Disadvantages of Pr ice Discr imination 
 

1. Some Consumers will face higher prices, leading to allocative inefficient 
and a loss of consumer surplus. 

 

2. Often those who benefit from lower prices may not be the poorest. For 
example some old people may be quite rich, but unemployed will have to 
pay the full adult fare. 

 

3. There may be administration costs involved in separating the markets 
 

4. Profits from Price Discrimination can be used to cross subsidise predatory 
pricing, e.g. Bus companies 
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Labour  Markets 
 
Individual Supply of Labour  
 

·  Higher wages usually will encourage a worker to supply more labour because 
work is more attractive compared to leisure 

 

·  Substitution effect of a r ise in wages: 
 Workers will tend to substitute income for leisure as leisure now has a 

higher opportunity cost. This effect leads to more hours being worked as 
wages rise. 

 

·  Income effect of a r ise in wages:  
This effect involves workers working less hours when wages increase. 

This is because workers can get a higher income by working less hours.  
 
Market Supply of Labour :  This depends upon: 

 

1. The number of qualified people and difficulty of getting qualifications 
 
 

2. The non-wage benefits of a job 

 
Demand For  Labour  
 

·  Marginal Revenue Product (MRP)  This is the extra revenue a firm gains  
  from employing an extra worker 
 

·  Marginal Physical Product (MPP)  This is the extra output that an extra 
 worker produces .  

 

·  Marginal Revenue (MR)  This is the revenue that a firm gains from selling 
 the last unit of output. 

 

·  MRP = MPP *  MR.          This will be the effective demand for labour 
 

 
Wage Determination in Per fect Competition 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

Firm 

www.economicshelp.org 



 19

MC 

·  The equilibrium wage rate in the industry is set by the meeting point of the 
industry supply and industry demand curves. 

 

·  In a competitive market firms are wage takers because if they set lower wages 
workers would not accept the wage. 

 

·  Therefore they have to set the equilibrium wage We. 
 

·  Because firms are wages takers the supply curve is perfectly elastic therefore 
AC = MC 

 

·  The firm will maximise profits by employing at Q1 where  
MRP of Labour = MC of Labour    

 
 

Imper fections in the Labour  Market 
 
1. Monopsony: 

  
This occurs when there is just one buyer of labour in a market.  

Even if there are more than one employers firms may still have the ability to 
set wages. Therefore they have Monopsony power  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
·  The marginal cost of employing one more worker will be higher than the 

average cost because to employ one extra worker the firm has to increase the 
wages of all workers. 

 

·  To maximise the level of profit the firm employs Qm of workers where 
               MC = MRP 
 

·  Therefore the firm only has to pay a wage of Wm. This is less than the 
competitive wage. 

Wage 

D = MRP 

S = AC  

Q 

Wm 

Qm 

W 2 

W1 

Q1 
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        Q2 Qe            Q1 

Wage 

2. Trades Unions: 
 

Under certain conditions Trades unions can bargain for wages above the 
competitive equilibrium. This can be achieved by restricting the supply of 
labour (e.g. closed shops) or threatening to go on strike. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

·  Trades Unions can cause higher wages, however in competitive markets this 
can have the effect of causing unemployment of Q1 – Q2 

 

·  However Trades Unions can be beneficial if  
i) They operate in an industry with a Monopsonistic employer 
ii) They help to increased productivity  
 

3. Discr imination 
Firms may not be rational but pay some workers different wages on the 
grounds of age, race, or gender  

 

4. Difficult to measure productivity 
  The theory of MRP assumes firms can measure the MPP of a worker 

however in practice this is difficult because in many jobs, especially in the 
service sector, productivity cannot be measured precisely  

  

5. Firms may be Non Profit Maximisers 
  If demand for a product falls MRP theory suggest wages are likely to 

fall. However firms may be reluctant to cut wages or make people 
redundant therefore they may keep paying high wages despite this. 

 

6. Wages will vary due to geographical differences: 
Workers and firms will find it difficult to move because of 

geographical immobility’s 
 

7. Poor information 
Workers or firms may suffer from poor information. E.g. workers may be 

unaware of better paid jobs elsewhere.  

Trades Union 

  We 

S  

D  

Q 
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Recent changes in UK Labour  markets 
 
 

1. De industr ialisation 
This involves a decline in the relative size and importance of the 
manufacturing sector. Therefore it has caused the following effects: 
i) Less full time manufacturing jobs 
ii) Decline in Trades Unions.  
iii) Structural unemployment; especially amongst low skilled workers  
 

2. Increase in Service Sector  
As the manufacturing sector has declined there has been an increase in the 
service sector. This has caused the following effects: 
i) Unions less influential. 
ii) Increase in part time and flexible working hours 
iii) Increase in proportion of women in the labour force because they 

tend to prefer service sector jobs to manufacturing 
 

3. Increase in % of  Old People.  
This leads to an increase in the dependency ratio; fewer workers have to 
support more economically inactive people leading to a higher tax burden 

 
4. Increase in Labour Market Flexibility 

This means that the labour markets quickly adjust to a competitive 
equilibrium. Flexible labour markets have the following characteristics: 

 
1. Skilled workforce which is occupationally and geographically mobile 

  

2. Easy to hire and fire workers 
 

3. Flexible hours and working contracts e.g. more temporary employment 
  

4. Greater flexibility in pay arrangements 
 

5. Govt intervention does not distort the market 
 
 

Why has there been an increase in labour  Market Flexibility? 
 
1. Globalisation has opened the UK  to more international competition therefore 

to remain competitive firms have to keep labour costs relatively low 
 

2. Technological change has made it easier to have flexible labour markets. For 
example the internet has increased the provisions of information better and 
makes it easier to work from home. 

 

3. Privatisation. Private firms have sought to increase profitability by cutting 
excess workers 

 

4. Reduced power of trades unions such as banning closed shops and limitations 
on the right to picket.  

 

5. The New Deal. This includes better information and making it more difficult 
to stay on benefits 
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How can Governments Make Labour Markets more flexible? 
 
1. Reduce Min wages and the power of Trades unions. 
 

2. Improve Information 
 

3. Better education and Training. This will enable workers to be more skilled and 
will help to reduce immobility’s in the labour market. 

 

4. Legislation to outlaw discrimination 
 

5. Improve child care facilities to encourage women to work 
 

6. New Deal – Welfare To Work.  
i) This provides aid such as better information to get the long term 

unemployed back into work  
ii) Reduced benefits increases the incentive to get a job 

 

·  Despite many factors increasing the flexibility of labour markets some factors 
have arguably reduced labour market flexibility. E.g. 

 
1. Minimum Wages 

 

2. Social Chapter of the EU this includes 
i) Maximum working week 
ii) More legal protection for workers such as part time workers 

 
 
 
Disadvantages of Flexible Labour Markets 
 

1. Part time and Temporary staff may not get sufficient training from firms 
because they only have short term contracts. Therefore many low skilled 
workers will remain low skilled. 

 
2. Greater job insecurity and stress. Job security is often as important to workers 

as the level of wages. This could lead to lower morale and lower productivity. 
 

3. Rising inequalities as non unionised part time workers get low pay 
 
 
Advantages of Flexible Labour Markets 
 

1. Firms will be more efficient and competitive. 
 
2. With increased labour productivity there could be an increase in output and 

exports. There could be a lower rate of natural unemployment and lower 
inflation. 

 
3. Many workers will prefer flexible employment patterns because it suits there 

life style. 
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Pover ty 
 
 

·  Absolute Pover ty: This measures the number of people living below a certain 
income level, which is necessary to be able to afford basic goods and services 

 

·  Relative Pover ty: This occurs when the income of a household is low 
compared to others. E.g. one definition of relative poverty is income below 
50% of the national average 

 

·  Progressive Tax: This is a tax that when income rises people pay a higher % 
of their income in tax e.g. Higher rate if income tax 

 

·  Regressive Tax. This occurs when an increase in income leads to a smaller % 
of their income going on the tax. E.G excise duties 

 
 
Causes of Relative Pover ty 
 

1. Inequality in Wages and Earnings Growth. 
Workers with high levels of skills will be able to gain higher wages. 

However those with low skills will find themselves in low paid jobs  
 

2. Falling Relative value of State Benefits. 
 Pensions and other benefits are index linked. (rising in line with 

inflation) This will be less than wages which increase faster than inflation.  
 

3. Unemployment.  
High levels of Structural and long term unemployment is the biggest 

cause of poverty in the UK because people rely only on benefits 
 

4. Regressive Taxes.  
Tax changes in the 1980s and 1990s have put a higher burden of tax on the 

poor. There has been a shift in taxes from progressive income tax to regressive 
Indirect Taxes, therefore causing an increase in inequality 

 
 

Policies to help Reduce the Problem of Pover ty 
 

1. Sustained Economic growth. 
 More wealth is created which can be used to redistribute income within 

society. However it is not necessarily the case that the wealth will “ trickle 
down”. Growth may benefit the rich the most. 

 

2. Reduced Unemployment. 
This can be done through both Supply Side and Demand side policies (see  

 

3. Progressive Taxes  
Increasing progressive taxes such as the higher rate of income tax from 

40% to 50% will take more income from those on high income levels. This 
enables cuts in regressive taxes of increased benefits which benefit the poor.  
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·  Means Tested benefits.  
This is govt benefits that depend upon the recipient’s income or wealth e.g. 
Family Credit, Income Support, Housing Benefit 

·  Universal Benefits. 
Benefits paid to everyone regardless of their income or assets. E.g. Pensions, 
Jobseeker’s allowance for first 6 months and State Pension 

Problems of Using Taxes to Redistr ibute Income 
 

i) Disincentives of Higher Tax  
Critics argue higher taxes create a disincentive to work., leading to less 
output. This is because the Substitution Effect makes work less attractive 
compared to leisure. Therefore people work less and enjoy more leisure  
 

·  However higher Tax reduce incomes. This may encourage people to work 
more, in order to maintain their income. (the income effect) 
 

ii) Tax Evasion. High levels of tax will encourage more people to live abroad. 
 

iii) Admin costs of collecting taxes 
 

iv) Distortion effect of putting taxes on goods 
·  Indirect taxes are often overcoming over consumption of demerit 

goods such as cigarettes. 
 
 

4. Increasing Benefits to the poor  
 
 
  
 

 
 
  
 
Advantages of means tested benefits 
 

1. They allow money to be targeted to those who need it most 
2. It is cheaper than universal benefits and reduces the burden on the tax payer 
 

However means tested benefits have problems because:  
 

i) people dislike being stigmatised as being poor.  
 

ii) They  may create a disincentive to earn a higher wage, because you will lose 
your benefits 

 

iii) Some relatively poor may fall just outside the qualifying limit 
 

iv) Also not everyone entitled to means tested benefit will collect them because 
of ignorance or difficulties in applying 

 
Pover ty Trap occurs when poor people are discouraged from working because any 
extra income they earn will be taken away in lost benefits and higher taxes 
 

 
5.  Pension Reform 

State pensions could be linked to earnings and not inflation. This would 
increase pensioners income and reduce inequality as poor pensioners would 
have more income. However this would be very costly because of the 
demographic changes  

 

·  Means Tested Pensions enables more money to be targeted to those who need it 
·  However it may discourage people from putting money into private pensions  
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Minimum Wages 
 
Benefits of a minimum wage 
 

1. Increase the wages of the lowest paid workers  
 

2. Higher wages can increase the incentive for people to work harder and 
therefore increase productivity 

 

3. Increase the incentives for the unemployed to accept a job 
 

4. If firms have Monopsony power they can drive wages down by employing less 
workers. In this case a minimum wage is likely to have a positive effect on 
wages and employment. 

  
 
 

Disadvantages of Minimum wages 
 

1. If labour markets are competitive a minimum wages could cause 
Unemployment 

 

2. A minimum wages can cause cost push inflation. This is because firms face 
an increase in costs which are likely to be passed on to consumers. 
This is more likely if wage differentials are maintained. 

 

3. A minimum wage may increase the number of people working on the black 
market. 

 

4. A limitation of the minimum wage is that it doesn’ t increase the incomes of 
the lowest income groups. This is because the poorest have to rely on 
benefits and are therefore not effected by the minimum wages. 

 

5. Also many who benefit from the min wage are second income earners and 
therefore the household is unlikely to be below the poverty line. 

 
 
Evaluation of Minimum Wages 
 

1. The effect of a min wage on unemployment is uncertain. It depends upon the 
structure of the labour market and whether the increased costs can be passed 
on to consumers. 

 

2. Empirical evidence from the US and the UK suggests that a moderate increase 
in the min wage doesn’ t cause a fall in employment. Therefore the key 
question is how high the min wage can rise before causing unemployment. 

 

3. The effect on wage differentials is important. For example skilled workers just 
above the min wage may feel they deserve more. However there doesn’ t 
appear to have been much of a knock on effect. 

 

4. There may be a good case for a regional minimum wage because wages tend 
to be lower in the north than the south. In London very few workers benefit 
from the minimum wage and in this region the Min wage could increase. 
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Cost Benefit Analysis 
 
This is a method used by govts to decide whether a project would beneficial for 
society. To undertake a CBA the procedure involves 
 

1. All costs and benefits need to be identified. These include both monetary and 
non monetary costs and benefits. Also future costs should be identified and 
calculated this will involve putting a net present value on these costs 

 

2. A common monetary value needs to be placed on the various benefits 
 
 

Example of Building Terminal 5 at Heathrow 
 

Costs of the project include: 
 

1. Private monetary costs: This could include  
i) the construction cost of building the new terminal 
 

2. External costs: This are the costs incurred by third parties, this could include: 
i) Increased number of flights will increase pollution which harms the 

environment and causes more respiratory problems 
ii) Other people may lose out. E.g. there will be a fall in house prices 

in the surrounding areas. 
iii) Increase in congestion around Heathrow 

 
Benefits of the project include: 
 

1. Private Benefits: This will include: 
i)  increased incomes for workers constructing the project 
ii) Increased profit for airlines 

 

2. External Benefits: 
i) There will be less congestion at other airports 
ii) Increase in tourism will benefit local business’s 
iii) Increase in tax revenue for the govt 

 
 
What are the problems with using a Cost - Benefit Analysis? 
 

1. Difficult to Convert external benefits into a common monetary value. E.g.  
It is difficult to Agree on the value of a beautiful landscape. 

 

2. CBA cannot effectively include the unpredictable 
 

3. Prices may be distorted by Monopoly power or taxes 
 

4. Planning takes a long time and costs may change frequently.  
Also revenues may be difficult to predict. 

 

5. Difficult to choose a discount rate for future benefits and costs 
 

6. With any project their will be winners and losers. Even if there is a net gain to 
society some people may lose out significantly.  
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Pr ivatisation 
 

·  Privatisation involves selling state owned assets to the private sector 
·  Deregulation involves reducing legal barriers to entry and opening up the 

market to more competition.  
 
Benefits of Pr ivatisation 
 

1. Reduced govt inter ference.  
State owned industries may be managed for political reasons. E.g there 

could be under investment because govts take the short term view. 
 
2. Pr ivate companies are usually more efficient. 

 This is because working in public sector there is little incentive to cut 
costs and increase profits. However private firms will have this profit 
incentive therefore they are more likely to develop new and better products.  

 
3. Reducing govt borrowing PSNCR. 

 Receipts from privatisation in 1997 have been close to £67 billion, 
however this is a one off income and the govt will lose future profit revenues 
from not owning the companies. 

 
4. Increased competition. 

The main benefits from privatisation occur when there is successful 
deregulation and an increase in competition. This will lead to the usual 
benefits of competitive markets. 

i) lower price leading to greater allocative efficiency P=MC 
ii) Better quality of consumer service as firms compete for market share 
iii) Firms must be more efficient in order to cut costs and remain profitable 

 
Potential Problems of Pr ivatisation 
 

1. Barr iers To Entry.  
If there are significant barriers to entry such as high fixed costs it may 

prove difficult to increase competition. Industries like Water and Railways can 
be seen as a natural monopoly because the most efficient number of firms is 
one. Therefore privatisation will create a single private monopolist which may 
be in a position to exploit the consumer 

 
2. Public services should be run in the public interest. 

 Many industries which were privatised are important public services such 
as Railways and Gas. Therefore it may not be beneficial to apply profit 
maximising principles in these industries. 

 
3. Positive Externalities.  

Industries such as Railways have positive externalities such as reduced 
pollution and congestion. Therefore in a free market they will be under 
consumed. If the govt runs these industries it can make sure they overcome 
market failure. 
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Regulation of Pr ivatised Industr ies 
 

·  After privatisation regulators were introduced to monitor the behaviour of the 
newly privatised firms such as:  

OFTEL for the telecommunication industry and 
OFWAT for the water industry 

 
Pr ice- Cap Regulation 
 

·  Regulators have the power to limit price increased or order firms to cut prices 
by a certain amount. 

 

·  This is done through RPI – X. This means that firms have to cut prices by an 
amount x after taking inflation into account. 

 

·  Regulators also have to try and increase competition e.g. by making the 
companies share their network. 

 
 
Advantages of RPI  – X Regulation 
 

1. The system provides an incentive for firms to increase efficiency. 
 

2. Different prices can be set depending upon the circumstance of the industry 
therefore the system is flexible. 

 

3. The regulator should be independent of the govt and the firm and can therefore 
act in the interests of the consumer 

 

4. If information the regulator has is good then they can increase allocative 
efficiency by setting prices close to marginal cost 

 

5. Since the system started back in 1984 there have been significant cuts in the 
real prices of telephones and Electricity suggesting it has been successful. 

 

6. Competition has been encouraged in industries such as Gas, Electricity and 
telecoms 

 
 

Disadvantages of the RPI  - X system 
 
1. Regulators have often underestimated the potential cost savings of firms 

therefore x has been too high and regulation too soft. This has allowed firms to 
increase their profits at the expense of consumers.  

 

2. Regulators have been accused of Regulatory capture. This occurs when the 
firm persuades the regulator to look favourably upon the industry, if the firm 
can control the information the firm receives this is easier to do. 

 

3. On the other hand if regulators become too strict with the firm it may hamper 
investment. Firms may be reluctant to invest if they fear the regulator will 
make them cut prices. 

 

4. It is possible that there may be less incentives to cut costs because if they do 
increase efficiency the regulator may just increase the value of x. 
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Monopoly Diagram 

Q. Discuss whether  an increase in the market concentration ratio of 
an industry reduces economic efficiency 

 
 
The market concentration refers to the market share of the largest firms in an industry. 
For example a 5 firm concentration ratio of 65% means that the 5 largest firms have 
more 65% of market sales. 
 
 If the concentration ratio increased then 1 or 2 firms may start to dominate the 
market and the firms will be able to exercise Monopoly power. (in UK legal definition 
of a monopoly is a firm with more than 25%)  This is likely to cause many 
inefficiencies 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
In the above diagram the firm maximises profit where MR=MC at output Qm. This 
output is allocatively inefficient because P > MC, also if the firm faces little 
competition it will less incentive to develop new products and respond to the needs of 
the consumers. The firms is also productively inefficient because it does not produce 
on the lowest point of the AC curve. Monopolies are also often X inefficient because 
with less competition they have less incentive to cut costs, e.g. they may employ 
surplus labour. 
 
 Other disadvantage of this increase in Monopoly power include an increase in 
the firms supernormal profits at the expense of the consumer. This could be used to 
finance predatory pricing and force rivals out of business this will reduce competition 
even further. Also if firms get too big they may suffer from diseconomies of scale 
which leads to higher average costs. 
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However an increase in the concentration ratio is not necessarily a bad thing. 
Firstly if firms increase in size they may be able to benefit from economies of scale 
causing lower average costs. This is likely to occur in industries with high fixed costs 
and scope for specialization. 

 
 
 

 
 
 
 
 

 
 
 
 Another benefit from increased Monopoly power is that firms will be able to 
use profits for investment in research and development, therefore in the long term 
firms are likely to become more efficient because they could develop better 
technology. 
 
 The theory of contestable markets states that the market concentration is not 
the most important determinant of economic performance in the industry. A market is 
said to be contestable if there is freedom of entry and exit into the industry. If this 
occurs incumbent firms will be forced to keep prices competitive and profits low, 
otherwise this will encourage other firms to enter into the market. Therefore if the 
market is contestable then an increase in the concentration ratio will not necessarily 
cause an increase in economic inefficiency. 
 

Despite this issue of contestability an increase in the concentration ratio is 
likely to increase Monopoly power and in the absence of govt regulation the firm may 
abuse this power causing allocative and productive inefficiency. However there are 
certain industries where the most efficient number of firms is very low because of 
economies of scale (e.g. pharmaceuticals and the airline industry) therefore a higher 
concentration ratio could be beneficial in these industries. 

 
 
 

Commentary 
 

To do well a candidate must: 
 
1. Explain what concentration ratios are 
2. Discuss disadvantages of Monopoly power 
3. Discuss advantages of markets with high concentration ratios  
4. Evaluate the importance of points mentioned 
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