Evaluation of collusion

Collusion enables higher profits. However, if firms are found guilty of
collusion, they can be fined and so end up with lower profits.

Collusion is unlikely to occur if they aim at sales maximisation.

Firms may justify collusion on the grounds that it encourages stability,
and the higher profits can be used to finance investment, leading to
better products.

However, under collusions, firms may become inefficient, because it is
easy to make profit and they don’t have to try hard.

The advantages and disadvantages of oligopoly

Advantages of oligopoly

1.

2.

Economies of scale - large firms can lower average costs, potentially
leading to lower prices.

Dynamic efficiency - high profits allow firms to invest heavily in R&D,
innovation, and new products. Important for industries like
pharmaceuticals

Product variety & quality - non-price competition (branding, features,
service) can benefit consumers. Important for markets like fashion, tech
and tv.

Price stability - firms may avoid aggressive price wars, reducing
volatility.

Global competitiveness - large firms can compete internationally and
exploit scale advantages. Important industry with high fixed costs.
Potentially lower costs for consumers - if cost savings are passed on.

Disadvantages of oligopoly

1.

2.

U

Higher prices than competitive markets - limited competition can lead
to prices above marginal cost.

Allocative inefficiency - price > marginal cost implies under-
consumption.

Risk of collusion - explicit or tacit collusion can keep prices high and
output low. This is similar to monopoly, but without necessarily achieving
the same economies of scale

Barriers to entry - high start-up costs, branding, and network effects
limit new entrants.

X-inefficiency - reduced competitive pressure may weaken cost control.
Consumer choice may be limited - despite product differentiation, real
choice can be constrained. For example, soft drinks dominated by Coca-
Cola and Pepsi.

Evaluation of Oligopoly

Depends on competition policy - effective regulation can curb collusion
and abuse of market power.
Contestability - threat of entry can discipline prices even with few firms.



Nature of competition - innovation-led rivalry may offset price concerns.
Important in modern tech, e.g. mobile phones.

Industry characteristics - tech and pharmaceuticals may benefit more
from oligopoly than utilities.

Some oligopolies like supermarkets are quite competitive on price
because even a small number of competitors is enough to keep prices low.
High profit can lead to more investment and innovation, which might
be important in growing markets like Al.

Monopoly

A pure monopoly occurs when there is only one firm in the industry.

In the UK, a firm is said to have monopoly power if it has more than 25%
of the market share.

A monopoly will have barriers to entry.

Diagram of monopoly

f

P1

P2

AC

Supernormal profit

D=AR

a1 Q2 Q
A monopolist maximises profit, where MR = MC.
Therefore it sets price = P1 and quantity = Q1

Firm makes supernormal profit = (AR- AC) x Q
[f the market was competitive, price would be P2 (normal profit).



Disadvantages of monopoly

e Allocative inefficiency, because in monopoly firms can charge higher
prices, leading price to be greater than MC.

¢ Productive inefficiency, because output is not at lowest point on AC
curve.

¢ X-inefficient, because a monopolist has fewer incentives to cut costs;
therefore AC curve is higher than it could be.

¢ Less choice for consumers. Important for industries like film, tv, clothes

¢ Quality of product may be lower, because there are fewer incentives for
a monopolist to develop new products

e Monopsony power. A monopoly may also have monopsony power, in
employing workers and buying products. This means the firm can pay
workers lower wages, and supermarkets can pay farmers lower prices.

¢ Dynamic inefficiency - A monopoly may have less incentive to invest in
new technology over time.

¢ Inequality - monopoly profits may lead to greater income inequality.

¢ Regulatory capture - large firms may influence government policy in
their favour.

Advantages of monopolies
1. Economies of scale. If the industry has high fixed costs and economies of

scale, then a large monopolist can bring benefits of lower average costs,
which lead to lower prices for consumers.
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Increasing output from Q1 to Q2 leads to lower average costs (P1 to P2).

e Economies of scale will occur most often in industries with high fixed
costs, or scope for specialisation.



Macro

Effect of higher interest rates (tight monetary policy)
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e Ifinflation is forecast to rise above the inflation target, the MPC is likely to
increase interest rates.

e Higher interest rates will reduce AD, leading to lower real GDP (Y1 to
Y2) and lower price level (P1 to P2)

Impact of higher interest rates

1. Borrowing becomes more expensive - therefore people spend less on
credit. Firms will also be less willing to invest by borrowing money.

2. The cost of mortgages increases - therefore people have less disposable
income, causing a fall in consumption. Therefore, AD decreases.

3. Saving money in a bank is more attractive - therefore there is less
spending and relatively more saving.

4. Exchange rate increases. With higher interest rates, it is more attractive
to save in UK banks. This increases the demand for the British Pound and
increases the exchange rate. A higher exchange rate will reduce the
demand for (X-M) because exports are more expensive and imports
cheaper.

5. Lower asset prices. Higher interest rates make buying a house less
attractive, leading to lower demand for houses and a fall in house prices.
This leads to a negative wealth effect, which could also lead to lower
consumer spending.



Evaluation of monetary policy

1. The effect of interest rates depends on the situation of the economy. If the
economy is close to full employment, a cut in interest rates is likely to cause a
significant increase in inflation, but only a small increase in real GDP (AD3 to
AD4).
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e However, if the economy has spare capacity (e.g. at Y1 to Y2), higher AD
will increase GDP with only a small amount of inflation.

2. Other components in the economy. The effectiveness of monetary policy
depends upon other variables in the economy, for example:

e If confidence is low, a reduction in interest rates may not increase
demand.

e If taxes are rising, this may counter a fall in interest rates.

e Ifthe world economy is slowing, this will reduce exports and AD; this
would keep spending low — even if there was a reduction in interest
rates.

3. Time lags. There may be time lags for lower interest rates to have an effect.
For example, higher interest rates may not reduce investment in the short term,
because firms will continue with existing investment projects.

4. Conflicts of objectives. Monetary policy may conflict with other
macroeconomic objectives. If the MPC reduces inflation, this may lead to lower
growth or higher unemployment.

5. Worse trade-off. In 2008, the UK experienced cost-push inflation due to
rising oil prices, the MPC didn’t increase interest rates because the economic
growth was negative. In 2008, they had to tolerate inflation being above target.



2. Cost-push inflation

This occurs when there is a rise in the costs of firms, leading to short-run
aggregate supply (SRAS) shifting to the left.
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Cost-push inflation could occur due to:

¢ Rising oil prices/Raw material prices. This would increase the costs of
most firms, due to higher transport costs.

¢ Rising wages. If wages are pushed higher by trade unions or a shortage
of workers, this will increase the costs of firms. (Rising wages may also
cause demand-pull inflation as consumers spend more increasing AD.)

e Import prices. One third of all goods are imported in the UK. If there is a
depreciation in the exchange rate, then import prices will become more
expensive, leading to an increase in inflation.

e In 2022, the UK had cost-push inflation of 10%. This was caused by
rising oil prices, supply constraints from the end of Covid lockdown. (also
demand was relatively strong.

Effect of a devaluation in the exchange rate on inflation

If the exchange rate falls in value, it tends to cause inflation for three reasons.

1. Higher AD. Cheaper exports increase export demand. More expensive
imports reduce import spending and encourage consumers to buy from
UK firms. Therefore, we see rising AD causing demand-pull inflation.

2. Imports are more expensive. Many goods are imported; after a
devaluation, they will be more expensive causing cost-push inflation.

3. Less incentive to cut costs. A devaluation makes firms cheaper without
much effort so that they may have less incentive to cut costs, which causes
higher price in the long-term.



