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Microeconomics



Microeconomics

Microeconomics looks at the decisions of individuals (consumers and producers) in the economy. At
the heart of economics is scarcity and choices. Consumers,dimththe government must all make
choices over scarce resources. For example, a consumer must choose how to allocate her scarce
time, how long she should work and how much time she needs for leisure.

aAONRSO2y2YAO
LINA OS 2F | 4&ad

O 2 y O S N¥h§iRengtad demand fdz§abdiXiifang a a dzOK
i z
FYR 4! NB GKSNB

GdziS 3I22R NA&aSaé¢Ksz a52S5a (GKS 37
2 YILye FTAN¥Ya Ay GKS YIN]SGéK



Basic Economics

Scarcity

a I yigfigite wants, his innate desire to have more, leads to scarcity. Scarcity is a situation in which
there are only a limited number of resources available to produce goods and services.

Resources are known as the factors of production (the inputs usthe iproduction process to
produce output).

Production Process
Inputs * - * Output

There are four factors of production:

1) Land.

Land is all the natural resources on the planet. Land includes oil, gold, rocks, forests, fish etc.
2) Labour.

Workers are inputs and could bkikked or unskilled.

3) Capital.

Man-made aids used by labour in the production
process. Capital includes machines, buildings,
computers, telecommunications, roads etc.

4) Enterprise.

Risktaking by an individual or group who combine
the other factors of production in search of profit.

In the movie Ghostbusters (starring Bill Murray and
Dan Akroyd), 3 unemployed parapsychology
professors take a risk and set up a paranormal
investigations and eliminations business.

Because there existonly a finite amount of resources and yet an infinite amount of wants, a choice
must be made over production. This is the basic economic problem, choosing how to allocate
resources between alternative uses. A society (or individual) must choose whatdoge, how to

produce it and who to produce for. After making a choice, the decision makers face an opportunity
cost. Opportunity cost is the next best alternative foregone. Choosing to produce some goods means
the production of some other goods cannotggeen. Thus, economics is the study of choices, the

study of resource allocation.



Opportunity Cost

An economist is concerned with the opportunity cost of decisions.

Opportunity cost is the next best alternative foregone.

[ SGQa al & @& 2 don&dhatSateanndiydu havee/cRoice of buying a Milky Way

for £1 or a Lion bar for £1. You only have enough money to buy one chocolate bar. If you buy the
Milky Way then you have no money left so you cannot buy the Lion bar. So the opportuniof cost
buying a Milky Way is the Lion bar, you could have bought the Lion bar if you did not buy the Milky
Way.

Time Period

An economist must distinguish between the sarh and longrun because a change in a variable
can have different effects depending thre time period.

The shortrun is that period of time in which at least one factor of production is fixed (usually land
and/or capital). Additional units of variable factors of production (raw materials and labour) must be
added to the fixed factor of pduction to increase output.

All the factors of production are variable in the leng. All inputs can be varied to increase output.

Positive and Normative Statements

A positive statement can be proved right or wrong by real world data for examplet.a fa
- G¢KS ! d{d KIFId | KAIKSNI D5t O(GKFYy {LIAYyD

A normative statement is a value judgement or view about what should happen. It usually contains
the words ought or should.
- G¢KS I2PSNYYSyil akKz2dzZ R NBRdzOS Ay FEl A2



Production PossibilityFrontier

A Production Possibility Frontier (PPF) shows all the different combination of goods an economy can

produce if all resources are fully and efficiently employed. The PPF shows the productive capacity of
the economy (how much the economy caroduce).

PF

Good A

Y

PPF

At point A, resources are not fully employed and/or are not being used efficiently. At point B, all

resources are fully employed and are being used efficiently. Point C is not attainable given current
resources andechnology.

Movement Along the PPF
A movement along the PPF shatlie opportunity cost of production.

Moving Along the PPF




A movement along the PPF from A to B shows an opportunity cost. To increase the production of
good X from 20 to 70 units, the production of 40 (W) units of good Y must be foregone. At point
A, 40 units of good Y is the opportunity cost of producing 50 more units of good X.

Movement Along ALinear PPF
A linear PPF shows a constant opportucivgt of production.

Movement Along Ainear PPF

Good /\

Y

Good

X
A movement along the PPF from A to B to C shows a constant opportunity cost. To increase the
production of good X by 40 units from 40 to 80 units, the production of 20-{02) units of good Y
must be foegone. To increase the production of good X by 40 units from 80 to 120 units, the

production of 20 (100) units of good Y must be foregone. So the opportunity cost is the same all
along the PPF.




Movement of the PPF

A movement of thd®PFshows a change in the efficiency of production and/or the discovery (or
destruction) of resources. The maximum level of output of goods X and Y changes due to a change in
the quality and/or quantity of resources.

Below, the PPF has shifted outwards from PPF1 to PPF2 and the maximum output of X and Y has
increased from X1 to X2 and Y1 to Y2 respectively.

Movement Of the PPF

Good
TN

T Y2
¥1

PPF2

PPF1

0
X1 ¥z Good

ﬁ X

Maybe technology or the quality of the workforce (education and skills) improves sctmmy
becomes more productive. As the quality of resources rise, the maximum level of output rises.

Maybe new raw materials or minerals (oil) were discovered causing the quantity of resources to
increase. As the quantity of resources increase, morebeaproduced so the maximum level of
output rises.

A leftward shift of the PPF could be caused by a war or natural disaster. Wars and natural disasters
destroy resources and the infrastructure so the quantity and quality of resources falls, less can be
produced so the maximum level of output falls.



Economic Systems

An economic system is the way an economy produces and allocates resources. There are three
economic systems: A free market economy, a mixed economy and a command economy.

FreeMarket

A free market economy is an economic system which resolves the basic economic problem through
the price mechanism. Basically market demand and supply determine prices and then whoever can

afford goods at the market prices can buy them. A rise inddmand for a good means its price

AVONBLF &84 FYR FTANXYA &6AG0OK Y2NB NBa2dNDSa Ayd?

limited to providing the legal framework (property rights) and providing public goods (police).
A free market economy has thelliowing characteristics:

1) Main Agents.

The main agents include consumers, producers, owners of private property and the government.

2) Private Ownership.

Most of the factors of production (land and capital) are owned by private agents. The

governmentmué Sy T2 NDS LINRPLISNI& NAIKGa G2 LINRGSOI

3) Motivation.

Motivation in a free market system is pure sklferest. Consumers maximize their own welfare,
firms maximize their profits, private individuals maximize their own returns (wagess,

interest and profit) and the government maximize social welfare.

4) Free Enterprise.

Firms can sell basically anything they want to sell, consumers can buy nearly anything they wish

to buy and people can work for whoever they choose to.
5) Competitin.

Basically all markets are competitive because there are many buyers and sellers. Buyers
compete with each other to buy goods and firms compete with each other to sell goods.

6) Decentralized Decision Making.

Agents are free to choose what they wantdo, so decision making is decentralized, that is, the
government do not allocate resources.

L
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Benefits of A Free Market Economy

Cogs of A Free Market Economy

Consumer sovereignty. Consumer sovereignty
exists because firms will produce tgeods that
consumers want. Consumers face low prices,
high quality and a wide range of choices.

Market failure. Market failure could occur. For
example, there may be a monopoly, public goq
may not be provided and there may be
externalities that need intenalizing. All of these
cause a welfare loss because society become
worse off.

Productive efficiency. Because there are many
sellers, firms must compete and keep costs loy
and be productively efficient.

Inequality. Income distribution may be very
uneven,so the rich can afford a lot but the pool
cannot buy much. Also, because the
I2PSNYYSyiQa NRfS Aa
unemployment benefits and spending on
healthcare and education so the poor may sufi
even further.

Innovation. Firms must producegh quality
goods to compete with rivals otherwise they w
lose consumers. Moreover, firms may need to
innovate to produce new goods, attract new
consumers and gain an advantage over rivals.

Consumerism. A free market may cause too
much advertising andresourage consumers to
buy unnecessary goods.

Mixed Economy

A mixed economy is an economic system which allocates resources partly by the price mechanism

and partly by the government. The government provide public goods, subsidizes merit goods,
regulatesmonopolies, sets minimum wages and provides social safety nets.

Command Economy

In a command economy the government directs resource allocation. Central planning is used, that is,

the government decides where every input and output is allocated. Jolallamated by the

government and goods like food and housing are rationed. Basically the government decides what,

how and who to produce for.



Specialization

A way to increase efficiency and output is to specialize. Specialization eduwemsa factor of
production is devoted to a specific role in the production process.

'RFY {YAGK O2AYySR G(GKS LIKNIaAS WRAGA&AAZ2Y 2F f I 062 dzN

labour refers to labour being given their own specific tasks in theyrction process. Basically the
ARSI 2F GKS RAGAAAZ2Y 2F 1 02dz2NJ oS3aAya gAGK Ly |
worker uses the whole assembly line they produce a total of 20 units of output.

Alternatively, each worker could spedzal in the production process and take on specific roles. One

worker could handle the raw materials and the next worker could piece together components.

Another worker could use one piece of machinery and a different worker could use another piece of
machnery. Maybe the last worker supervises all the others. Because each worker is specializing they
FNE Y2NB STFAOASY(lod 91 OK ¢g2N] SNNRa ajiAirftta KIFgS o
are good at so they are better and more efficient at IscA workers are repeating their role so they

Oy RS@St2L) GKSANI alAffta Ay GKSAN alLip@ewtanddO NRf S
better skills whilst repeating their role. Maybe workers find sharts to produce output quicker

andché LISNX . SGGSNJ alAtta YSIFya fF062dzNJ LINERdzOG A @A
total of 200 units of output are produced. By specializing, workers become more efficient and total

output increases.

Benefits of Division of Labour Coss of Division of Labour

Workers repeat their specific tasks over and oy Labour may become bored if they find the wor
again so they become more efficient. Workers| to be repetitive and ranotonous, workers then
gain skills in a narrow range of activities so the begin to make mistakes.

become experts.

Workers specialize in tasks in which they are | If specialized workers lose their job they may T
best suited. be able to find another job that involves
different skills.

Workers do not keep moving from ompeart of Reduces flexibility since workers find it harder
the building to another so time is saved in the | move between different tasks.
production process.

It is cheap and easy to provide workers with | If a machine breaks down oneorker is off ill
specialist machinery. then the assembly line may have to stop and
production stops.

Training can be targeted for individual needs, | Staff turnover may increase, leading to higher

which is more effective and cheaper. redundancy/hire costs for firms.

Quiality ca increase because goods are made| Risk will be higher because a narrow range of

those with the best skills to make them. products are produced.

Firms can produce more and lower their avera| Market size may limit the scogder

costs so their profits rise. specialization. Only if the market size is large
enough is it beneficial to produce a lot at a low
unit cost.

Labour productivity (output per worker)
increases through the division of labotore
wants/needs can be satisfied with a given
amount of garce resources.

10
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Markets

Markets are systems or institutions of exchange where buyers and sellers meet to barter or
exchange money for goods and services. Buyers demand goods and sellers supply goods. When
demand equals supply the market is in equililon.

Demand

Demand is the quantity of a good or service that a consumer is willing and able to buy at the market
price in a given time period.

Moving Along the Demand Curve

A demand curve shows the price a consumer is willing and able to pay for eatditygdamanded.
Market demand is the sum of all the individual demands from consumers in a market. The Law of
Demand: An inverse relationship exists between price and quantity demanded. As the price of a
good falls, quantity demanded rises, ceteris partb@® the demand curve slopes down.

Demand
Price
® /N
Demand (D)
0 >
Quantity
(a)
b2GS 0KIFG RSYFYR A& WSTFSOGALGS RSYFYRQ® ! O2yadzy
O2yadzYSNRa ¢lyd Ydzad 6S ol Ol SR dzLJ 68 AyO2YS ¥F2NJ
YT FdAY LIKNIFAaSs OSGSNAA LI NRodza YSEyay aa!'ft 20KSNI GK

change only and the effect on quantity demanded. We want to hold income, tastes, advertising and all other
things constant. We just want to seedleffect of a price change on quantity demanded.

11



As price falls, quantity demanded rigescause of two effects:

1) The Income Effect.

'd LINAOS Flrffaz GKS O2yadzySNNRa RA&LRalofS AyoOz
SO quantity demanded rises.

2) The Substitution Effect.

l'a 3J22R - Q& LINRAOS T ff a3 lothergddd2sytBequantyt | G A JSE &
demanded of X increases.

Movement/Shift of the Demand Curve
An increase (decrease) in demand causes the demand curve to shift right (left). At each price there is

a higher (lower) quantity demanded.

An Increase/Decrease lemand

PN
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Many factors cause demand to change:
1) Income.

An increase in income means consumers have the ability to buy more goods/services, so the
demand curve shifts right.

2) Preferences/Tastes.

Advertising and fashion (bad publicity) influences theices consumers make and causes the
demand curve to shift right (left). Advertising and fashion makes a consumer want a good more,
so they will demand more of it. Bad publicity makes the consumer want the good less so they
will demand less of it.

3) Populdion.

'y AYONBIFaS 6RSONBIFIaSo Ay (GKS SO2y2yvyeéeQa Lk L |
good so the demand curve shifts right (left). The composition of the population also affects
demand for goods. More babies mean an increase in demand ftleb@nd baby food.

4) Substitutes.

Substitutes are alternative or replacement goods that satisfy similar wants (for example, Milky

Way and Mars chocolate bars, Coca Cola and Pepsi, Ford and Audi cars, tea and coffee). Assume
goods X and Y are substitutdfsthe price of Y falls (risesy has become cheaper (deareftive

to X, consumers substitute away from the more expengived, so consumers demand more

6t Saav 2F , FyR fSaa oY2NSoma gurve tothetrighb(ef, A & | Y
and the demand for X will shift to the left (right).

5) Complements.

Complements are goods that are bought (usually) to be used together (for example, tea and

sugar, cars and petrol, cheese and bread). Assume goods X and Y are complements. If the price

of Y falls (rises), consumers buy mdless) of Y and will thus bmpore (less) of X. There is a
Y2@3SYSyid Ift2y3a ., Qa RSYFYR OdzNBS G2 (GKS NRIKG o
(left). If the price of cars falls, ceteris paribus, carsrane cheaper, consumers will buy more

cars and will buy more petrol to drive the cars, so there is a movemieng the demand curve

for cars to the right and the demand curve for petrol will shift to the right.

6) Interest Rate.

An increase (decrease) imérest rates mean the cost of borrowing rises (falls) so consumers will
demand less (more) goods that are usually bought on credit so the demand curve shifts left

(right). Goods usually bought on credit include houses, cars and TVs. Also, the demand curve

shifts left (right) because a higher (lower) interest rate means the return on saving is higher

(lower) so consumers are incentivized to save more (less) and consume less (more). Additionally,
higher (lower) interest rates cause demand to shift left @igh 0 SOl dzaS O2y a dzYy SN&E Q
increases (decreases) so their disposable income falls (rises).

13



7) Direct Taxation.

A direct tax is a lumpum tax income (income tax). A rise in income tax means disposable
income falls, consumers cannot buy as mucbefsre so demand shifts left.

8) Confidence/Expectations.

As consumers become more confident (better expectations about the economy and their future
income) they buy more goods so demand increases and shifts right.

14



Price Elasticity of Demand

Asprice falls, ceteris paribus, quantity demanded rises. So demand responds to price changes. If
guantity demanded rises a lot when price changes then demand is responsive to price changes. An
economist would say demand is therefore elastic. An elastic bande stretched, if it is very elastic
then it is responsive/stretchy, if it is inelastic then it is not responsive/stretchy. Demand is elastic if it
is responsive to price changes and inelastic if it is not responsive to price changes. To measure this
elasticity economists use price elasticity of demand.

Price elasticity of demand (PED) measures the responsiveness of demand to a change in price.

. . bYD o ®Ht OQHmE QQQ
00 —

PYOiI Q0Q

Remember thab Yis calculated bp—— p i m

Demand is price elastic OO p if demand is highly responsive to a change in price. A percentage
change in price causes a larger percentage change in quantity demanded, ceteris paribus. An elastic
demand cuve is relatively flat. Anything that is a luxury likely has an elastic demand for example,
top-brand jewellery and restaurants. Anything with substitutes likely has an elastic demand for
example, Nike trainers, Samsung TVs and iPhones.

Elastic

N
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Demand is perfectly elastic (or infinitely elasicD'O Hbif any change in price causes quantity
demanded to fall to zero, ceteris paribus. At the market price P* consumers are willing and able to
buy an infinite amount of the good. The demand cus/larizontal.

PerfectlyElastic

PN

P¥

0 >
Q
Demand is unit elasti@d ‘0’0 p if a percentage change in price causes the same percentage change

in quantity demanded, ceteris paribus.

Unit Elastic

AN
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Demand is price inelastic O'O p if demand is very unresponsive to a change in price. A
percentage change in price causes a smaller percentage change in quantity demanded, ceteris
paribus. Anything that is a necessity or has a few substitutes likely has an inelastic demand for
example, vater, oil, electricity, rent, tube travel and medication.

Indastic

N

0 >

Demand is perfectly inelastic O'O Tif a change in price causes no change in quantity demanded,
ceteris paribus. The consumer will pay any price for the good. The demand curvice v&
possible example is heroine to a drug addict.

Perfectlyindastic

P/\ D

oV
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Many factors determine PED:
1) Availability of Substitutes.

As the number and/or quality of substitutes for good X increases, consumers become more
sensitivetopricO Kl y3Sa a2 - Qa t95 06S02YSa Y2NB Stladao

2) Market Width.

As a market is defined more widely, there are less substitutes so PED becomes more inelastic.
For example, the PED for Nike trainers may be elastic because there are many substitutes like
Adidas andPuma, but the PED for all footwear should be inelastic because there are no
substitutes for footwear.

3) Time.

As the time period increases, consumers can act upon price changes so PED becomes more
elastic. Buyers may be locked into paying for a good irskiet-run, but they may be able to
substitute away from it in the longun. For example, if the price of tube tickets rise so high that
it is cheaper to buy a car, tube users will continue to use the tube in the-slnoftecause of the
time it takes to dtain a driving license, find and buy the car and pay for insurance etc. In the
longrun, the tube users will substitute away from tube travel and buy a car.

4) Addictions.

Addictions and habits make consumers become attached to a good and become latbgestens

price changes so PED becomes more inelastic. As consumers become more addicted to a good,
they care less about its price.

5) Luxuries and Necessities.

Luxuries (necessities) have a more elastic (inelastic) PED. A luxury is not necessary tasurvive,

increase in its price causes a large fall in quantity demanded. A necessity is necessary to survive,
an increase in its price causes only a small fall in quantity demanded.

18



PED Along a Linear Demand Curve
A linear demand curve has arstant slope but PED varies along it. Moving rightwards along the
demand curve, PED changes from being elastic to inelastic.

PED Along Demand

Elastic PED =1

A

PED =1 )
Inelastic PED <1

PED =10

0 >
Q

[ SGQa ale e2dz ¢lyd (G2 o0dz2 | aArftle 21& OKz202tl GS
a lotto a reasonable amount you buy one, as price keeps falling you buy more and more. Demand is
highly responsive to price changes so PED is elastic. But then you become bored of Milky Ways and

as price falls further you only buy a little bit more. Demanceiy wnresponsive to price changes so

PED is inelastic.

Revenue/Expenditureand PED
Revenue or expenditure is price times quantity. A fall in price causes an increase in quantity
demanded but revenue could rise, fall or stay the same depending on PED.

If PED is inelastic, a rise (fall) in price causes a proportionally smaller fall (rise) in quantity demanded
so revenue rises (falls) because the rectangle below gets larger (smaller). The original total revenue
is the red and green areas. After price rigesal revenue falls by the green area becatse 0¢

less units are sold but total revenue rises by the blue area bedausmits are now sold at a higher
price. The blue area is larger than the green area so total revenue rises.

19



Revenue anthelastic Demand

>

qQ

0 Q@2 m

If PED is elastic, a rise (fall) in price causes a proportionally larger fall (rise) in quantity demanded so
revenue falls (rises) because the rectangle below gets smaller (lafgerpiginal total revenue is

the red and green areasfter price risestotal revenue falls by the greesrea becausép 0¢ less

units are soldbut total revenue rises by the blue area becatispare now soldat a higher price. The

blue area is smaller than the grearea so total revenue falls.

Revenuand Hastic Demand

oV
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Income Elasticity of Demand

A demand curve for a good shifts if income changes, but the direction and extent of the shift
depends on the income elasticity of demand for that good.

Income elasticity of demand (YED) meastinesresponsiveness of demand to a change in income.

PY0D 6 GOe OVIH@E QQQ

® 00 bY0E GF @ Q

A normal good has a positié@ O 'O 1. As income rises, demand for a normal good rises.
For example, chocolate, TVs and mobile phones etc.

Aluxury good has a positive OO p. As income rises, demand for the luxury good rises a lot. The
percentage change in demand is greater than the percentage change in income. For example, top
brands including Mercedes cars, Nike trainers, Dolce and Gahtenfumes etc.

A necessity has a positiéd@O 'O p. As income rises, demand for the necessity rises by only a small
amount. The percentage change in demand is less than the percentage change in income. For
example milk, bread and water.

An“inferior god has a negativé® O'O 1. As income rises, demand for an inferior good falls. For
SEIFIYLX S wSO02y2YeQ F22R Ay &dzZLSNXIFN)]SdGao
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Cross Price Elasticity of Demand

Cross price elasticity of demand (XED) measures the responsivemessarfd for good X to a
change in price of good Y.

PY0O 6 G OVH@E O WQ
PYOi GuQ

w00

Substitutes are alternative or replacement goods that satisfy similar wants. Assume goods X and Y
are substitutes. Substitutes hawa positive XED because as the price of X rises (falls), the demand for
Y rises (falls), ceteris paribus.

Substitutes
Price
of good Y
(Py)
0 >
Quantity Demanded
of good X
{Qx)

Goods that are close substitutes have a posid/® O p, a rise in the price of Y causes a more than
proportionate rise in demanébr X. For example, Nike and Adidas trainers

Close Substitutes

Y AN
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Goods that are weak substitutes have a positiv® O p, a rise in the price of Y causes a less than
proportionate rise in demand for X. For example, tea and coffee.

WeakSubstitutes

Y /N

0 >

ax

Complements are goods that are bought (usually) to be used together. Assume goods X and Y are
complements. Complements have a negative XED because as the price of Y rises (falls), the demand
for X falls (rises), ceteris paribus. For example, teanaiiid

Complements

YN
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Goods that are close complements haves@iO® p, a rise in the price of Y causes a more than
proportionate fall in demand for X. For example, cars and petrol.

Close Complements

Y AN

0 >
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Goods that are weak complements have®i® ‘@ p, a rise in the price of Y causes a less than
proportionate fall in demand for X. For example, tea and sugar.

WeakComplements

Py /N
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Supply

Supply is the quantity supplied of a good or service that a producer is willing and ablesatctisell
market price for a given time period.

Movement Along the Supply Curve

A supply curve shows the price a producer is willing and able to sell at for each quantity supplied.
Market supply is the sum of all the individual supplies from producers iarkah A positive

relationship exists between price and quantity supplied. As the price of a good rises, ceteris paribus,
the quantity supplied rises. So the supply curve slopes up.

Supply

PN

Supply (S)

As price rises, quantity supplied rises because of:
1) Signals.

A higher price acts as a signal to producers that more profit can be made so quantity supplied
rises.

2) Resource Costs.

To increase quantity supplied, producers must use more resources, so resource costs are bid up,
production costs rise and prices muge to cover the higher costs.

3) New Producers.

As price rises, this acts as a signal for new producers to enter the market, so quantity supplied
rises.
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Movement/Shift of the Supply Curve
An increase (decrease) in supply causes the supply custeftaight (left). At each price, there is a
higher (lower) quantity supplied.

An Increase/Decrease in Supply

p /\ g"
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Many factors cause supply to change:
1) Costs.

As costs fall, it becomes cheaper to produce so the supply curve shifts right. Costs iaglude r
materials, components, wages, transport etc.

2) Technology.

An improvement in technology increases efficiency and lowers costs so the supply curve shifts
right.

3) Education.

'y AYONBI &S Ay 62N]JSNEQ SRdzOl G AwRoker§carj dzl £t AG& YS
produce more, so unit labour costs fall and the supply curve shifts right.

4) Substitutes.

Assume goods X and Y are substitutes. As the price of Y falls, producers switch to producing
Y2NB - 06SOlIdzaS AG Aa Y2 NpplywN®shiistight t S NBf | G A DS

5) Climate.

Agricultural output heavily depends on the climate. As the climate improves, more can be
harvested so agricultural output rises and the supply curve shifts right.
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6) Number of Producers.
As more producers enter the markattal output rises so the market supply curve shifts right.
7) t NEPRdzOSNEQ ho2SOGA@Sao

If producers switch from sales maximization to profit maximization then less is produced so the
supply curve shifts left.

8) Indirect Taxes.

An increase in indirect taxé&sy & dzLJLJX @ AY ONBIF aSa LINPRdIdzOSNBRQ 024l
curve shifts left.

9) Subsidies.
| ddzoadARe f26SNB | LINPRddZOSNR& O2ada 27F LINRRAzOU
10) Legislation.

A legal barrier (maybe pollution charges) increds#2 RdzOSNE Q O2aida 27F LINRRdz
production so the supply curve shifts left.
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PriceElasticityof Supply

Price elasticity of supply (PES) measures the responsiveness of supply to a change in price.

5 oy PYD 6 O¢ dYAR A & 'QQQ
PYDi QuQ

Supply is elastis ‘O"Y p if supply is highly responsive to a change in price. A percentage change in
price causes a larger percentage change in quantity supplied, ceteris paribus.

ElasticSupply

"N

o >

Supyy is perfectly elastid ‘O"Y Hbif any change in price causes quantity supplied to fall to zero. At
the market price P* producers are willing and able to sell an infinite amount of the good. The supply
curve is horizontal.

PerfectlyElasticSupply
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Supply is unit elasti@ ‘O"Y p if a percentage change in price causes the same percentage change in
quantity supplied.

Unit ElasticSupply

AN

0 >
Q
Supply is inelastié ‘O"Y p if supply is very unresponsive to a change in price, ceteris paribus. A

percentage change in price causes a smaller percentage change in quantity supplied.

Inelastic Supply

"\
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Supply is perfectly inelastic'O Y Ttif a change in price causes no change in quantity supplied,
ceteris paribus. The supply curve is vertical.

PerfectlyindasticSupply

A\

Many factors determine PES:
1) Availability of Resources and Labour.

If resources and labour are easily/quickly/chgagVlailable then supply can easily increase so
supply is elastic.

2) Factor Substitutability.

As it becomes easier for producers to switch resources from producing one good to a substitute
good, PES becomes more elastic.

3) Spare Capacity.

As producers getlaser to full capacity, PES becomes more inelastic. A large degree of spare
capacity means there is space to produce more with the current resources and technology so
guantity supplied can easily be increased. But at full capacity, supply is at its maaimdum
cannot rise any more (this could cause PES to be perfectly inelastic in thewghjort

4) Availability of Substitutes.

As the number of substitutes rises, PES becomes more elastic. Assume goods X and Y are
substitutes. As the price of Y fallshécomes more profitable relative to Y, producers switch to
producing less of Y and more of X.

5) Time.

As the time period increases, PES becomes more elastic. If producers are at full capacity in the
shortrun, they can increase investment to build more miaes and buildings, increase their
productive capacity in the longin and increase quantity supplied in the lenm.
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6) Lags.

A production lag is the length of time between using the factors of production and producing the
final output. As the productiokag increases, PES becomes more inelastic because producers
cannot change quantity supplied quickly when price changes (this could cause PES to be
perfectly inelastic in the shoun). An oil drill and pump may take a long time to set up, making
oil suppy very inelastic.

7) Stocks.

As producers keep more stocks and inventories, producers can increase quantity supplied when
price rises even if they are at full capacity so PES becomes more elastic.
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Market Equilibrium

Market equilibrium occurs when demand equals supply.

Market Equilibrium

PN

L
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a* Q
At market equilibrium, the marketlearing (or equilibrium) price P* is charged and output Q*
produced and consumed. Markets clear at P* because all the goods on sale by prodedmaght
by consumers. At equilibrium, no producer or consumer has an incentive to change their behaviour.

Disequilibrium
Markets could also be in disequilibrium, but market forces will move markets back towards

equilibrium. The time it takes to mov¥eom disequilibrium to equilibrium depends upon how long it
takes for demand and/or supply to adjust to the equilibrium level.

Markets are in disequilibrium if there is excess demand or excess supply.

Excess Demand
Excess demand occurs when demand isigethan supply.

Excess Demand
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Excess Demand
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guantity demanded falls and quantity supplied rises until the equilibrium price P* and quantity Q*.
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Excess Supply
Excess supply occurs when supply is greater than demand.

Excess Supply

PAN
5
O
I
| \ D

0 ad Q¥ Qs Q

. LY

] -,

Excess Supply
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guantity supplied falls and quantity demanded rises until the equilibrium price P* and quantity Q*.

Changes in Marketdgiilibrium
Market equilibrium price and quantity will change if the demand curve and/or supply curve shifts.

A Change in Demand
An increase (decrease) in demand causes the demand curve to shift right (left), equilibrium price to
rise (fall) and quantityo rise (fall), ceteris paribus.

l 48dz2yS GKSNB Aad Fy AyONBFaS Ay RSYFIYyR GKIFG O dza &

An Increase in Demand

0 Q* Q' Q
At the original equilibrium price P* there is now excess dethh@o prices are bid up by consumers,
LINAOS NARAaSa (G2 tQ yR GKSNB Aa | Y2@SYSyld |f2y3
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The extent of the change in equilibrium priged output depends on the magnitude of the increase
in demand, how far the demand curve shifts. A larger (smaller) increase in demand causes a larger
(smaller) price rise and larger (smaller) increase in quantity demanded.

Additionally, the extent of theise in price and output depends upon the elasticity of supply. The

more elastic (inelastic) is supply, the smaller (larger) the increase in price and the larger (smaller) the
rise in output.

If supply is elastic, an increase in demand causes an indrettse equilibrium price but a more
than proportionate increase in output.

Hastic Supply
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If supply is inelastic, an increase in demand causes an increase in the equilibrium price but a less
than proportionate increase in output.

Inelastic Supply
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If supply is perfectly inelastic, an increase in demand causes an increase in equilibrium price but no
change in output.

Perfectly melastic Supply
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If supply is perfectly elastic, an increase in demand causes no change in equilibrium price but an
increase in output.

PerfectlyHastic Supply
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A Change in Supply

An increase (decrease) in supply causes the supply curve to shift righe@eiftibrium price to fall

(rise) and output to rise (fall), ceteris paribus.

7 A
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An Increase in Supply
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At the original equilibrium price P* there is now excespply, so prices are reduced by producers,
LINAOS Flrftfa G2 tQ YR GKSNB Aa I+ Y28SYSyid |
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The extent of the change in equilibriumige and output depends on the magnitude of the increase
in supply, how far the supply curve shifts. A larger (smaller) increase in supply causes a larger

(smaller) price fall and larger (smaller) increase in quantity demanded.
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Additionally, the extent ofhe fall in price and rise in output depends upon the elasticity of demand.
The more elastic (inelastic) is demand, the smaller (larger) the fall in price and the larger (smaller)

the rise in output.
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If demand is elastic, an increasesumpply causes a fall in the equilibrium price but a more than
proportionate increase in output.

HasticDemand

P A\ .

If demand is inelastic, an increase in supply causes a fall in the equilibrium price but a less than
proportionate increase in output.

IndasticDemand
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If demand is perfectly elastic, an increase in supply causes no change in the equilibrium price but an
increase in output.

Perfectly Elastic Demand

PAN

p* D

>,

0 qQ* Q' Q

If demand is perfectly inelastic, an increase in supply causes a changeeijuitierium price but no
change in output.

Perfectly Inelastic Demand
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A Change in Both Demand and Supply

Markets can experience increases/decreases in demand and increases/decreases in supply at the
same time. Any combination of demand curve augply curve shifts can occur, for simplicity only
increases are illustrated here.

An Increase in Demand and Supply
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An increase in demand and supply may cause equilibrium price to rise or fall but the equilibrium

level of output rises, ceteris paribus. NA 3K g+ NR aKATaG 2F GKS RSYFYyR C
OdzNBS FNRBY { (2 {Q OlFdzaSa SldAfAONRdZY LINROS G2
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demand and supply increase. If demand shifts more in proportion than supply shifts, equilibrium
price and output both rise. If supply shifts more in proportion than demand shifts, equilibrium price
falls but output rises. Additionally, the extentthie change in equilibrium price and output depends
on the elasticities of demand and supply.
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Consumer Surplus
Consumer surplus a measuref the benefit or welfare that consumers derive from consumption.
Consumer surplus is thidifference between what consumers are willing (and able) to pay and what
they actually pay. Consumer surplus is the area between the demand curve and the market price.

Consumer Surplus

i

Consumer Surplus
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0 a* Q

The demand curve shows the maximum price consumers are willingldado pay to buy different
guantities of a good. Consumers are willing to pay a high price for the first unit they buy but a lower
price for each extra unit they buy. Although, consumers only pay the market price P* for each unit.

At the market price Ptonsumers buy Q* units of output so they spend a total amount equal to the
blue area. However, consumers are willing to pay the yellow and blue areas. Consumer surplus is the
difference between the two, the yellow area.

An increase (decrease) in demandrieases (decreases) consumer surplus.

ConsumebBurplusand An Increase in Demand
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Consumer surplus is originally the orange and yellow areas. After demand increases, the demand
OdzNIS aKATFTOa NAIKGSIINREROF NRBNASAE BNBRIt S1jdlA { tAhQ NR
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higher market price is paid but consumer surplus rises a lot because more is consumed. Overall,
consumersurplus increases because the gain in consumer surplus (the red area) is greater than the

loss in consumer surplus (the yellow area).

An increase (decrease) in supply increases (decreases) consumer surplus.

ConsumeBurplusand An Increase in Supply
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Consumer surplus is originally the yellow area. After supply increases, the supply curve shifts
NAIKGSII NRE FNRBY { G2 { QX SldAftAONARdZY LINAOS FI 3
consumer surplus is the yellow and orange areas. Consamplus rises a lot because a lower

market price is paid and more is consumed.
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Producer Surplus
Producer surplugs a measure ahe benefit or welfare that producers derive from selling output.
Producer surplus is the difference between what producers are willing (and able) to supply at and
what they actually receive. Producer surplus is the area between the market price anapiplg s
curve.

Producer Surplus
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The supply curve shows the minimum price producers are willing and able to accept to sell different
guantities of a good. Producers are willing to sell at a low price for the first unit but a higher price for
each extra unit they sell. Although, produceeseive the market price P* for each unit.
At the market price P* producers sell Q* units of output and producer surplus is the blue area.

An increase (decrease) in supply increases (decreases) producer surplus.

Producer Surplus and An Increase in Suppl
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Producer surplus is originally the blue and purple areas. After supply increases, the supply curve
AKATOa NARAIKGSIFNRA FNBY { (2 { QX SldzAf A0 NRdzY LINRC
The new producesurplus is the purple and green areas. Producer surplus falls a bit because a lower

market price is received but producer surplus rises a lot because more is sold. Overall, producer

surplus increases because the gain in producer surplus (the green agegatisr than the loss in

producer surplus (the blue area).

An increase (decrease) in demand increases (decreases) producer surplus.

Producer Surplus and An Increase in Demand
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Producer surplus is originally the blue area. After demand increasesethardl curve shifts

NAIKGSI NRE FNRBY 5 (2 5Q3 SldzAf Ad0NAdzY LINAOS NRASH
new producer surplus is the purple and blue areas. Producer surplus rises a lot because a higher

market price is received and more is sold

Consumer and producer surplus could be analyzed separately (as shown above) or together (as
shown below). For simplicity, only the effects of an increase in demand is illustrated here.

43



An increase (decrease) in demand incregsesreases) both consumer and producer surplus.

Consumer and Producer Surplus and An Increase in Demand
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Consumer surplus is originally the yellow area. Producer surplus is originally the blue area. After

demand increases, the demand curve shiftsrightved)Ra FNRY 5 (G2 5Q SljdzAit A6 N
G2 tQ YR 2dziLdzi NARaSa FNRY v (2 vQd ¢KS ySg 02
surplus is the purple, yellow and blue areas. Consumer surplus falls a bit because a higher market

price ispaid but consumer surplus rises a lot because more is consumed. Producer surplus rises a lot
because a higher market price is received and more is sold. The yellow area of lost consumer surplus

is transferred to producers.
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The PricadMechanism
'RFY {YAOGK LRarda GKIFIG Ty WAYy@AaroftS KIFIYyRQ 2LISNI
(consumers and producers) act in sellerest in a competitive market with perfect information, the
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own selfinterest means everyone acts in their own salierest so society acts in its own best
interest.
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which demand and supply interact to change prices and allocate resources. Prices allocate resources
in three ways:

1) Rationing.

At the market price for a good, only those consumers with sufficient effective demand can buy
the good, those with a lowesffective demand cannot buy the good. So goods are rationed by
prices. As resources (and therefore goods) become less scarce, supply becomes more plentiful,
price falls and more consumers can buy the good.

2) Incentives.

Incentives affect choices. Highatices incentivize producers to increase quantity supplied
because they can earn higher profits. Lower prices incentivize consumers to increase quantity
demanded because they can buy more goods per £ spent.

3) Signals.

Prices reflect market conditions aisénd signals to agents. An increase in demand causes prices

to rise and signals to firms to increase quantity supplied. An increase in supply causes prices to
fall and signals to consumers to increase quantity demanded.
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Governmentintervention

A government may need to intervene in a market (if there is market failure for example). A
government can use indirect taxes, subsidies, minimum and maximum prices to affect price and
output.

Indirect Taxes
Anindirecttaxis atax levieddnK S al €t S 2F 3J22Rad 'y AYRANBOG Gl E
causes a decrease in supply so the supply curve shifts left.

A specific tax is levied as a fixed amount per unit of a good bought/sold. For example, a tax of £10
per unit. A specific taks a fixed amount so it causes a parallel shift of the supply curve leftwards. A
specific tax causes price to rise and output to fall.

Specificlax
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An ad valorem tax is levied as a percentage of the price of a good. For example, 20%xaf
price. An ad valorem tax is a percentage on price, the monetary value of the tax rises as price rises,

so the supply curve shifts and pivots leftwards. An ad valorem tax causes price to rise and output to
fall.

Ad Valorenilax
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An indirect tax raies revenue for the government. A specific tax raises revenue equal to the red and
blue areas.

TaxRevenue/lncidence
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A producer is legally responsible for the statutory incidence of a tax if it is levied on the producer.

. dzii Wi E &apfolluEdiskoyhiake cdnduhe2sgpaly some of the tax fospecific tax shifts
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raises the price paid by consumers and lowers the price received by firms.nmsguay taxes

equal to the red area because price is higher. Producers absorb and pay the rest of the tax equal to
the blue area.

0
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The incidence of the tax depends upon the elasticities of demand and supply.
A more elastic (inelastic) supply causes taregll more on the consumer (producer).

When supply is elastic, consumers pay the majority of the tax equal to the red area, producers pay
taxes equal to the blue area.

Elastic Supply and Taxes
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When supply is inelastic, consumers pay taxes equdlgaad area, producers absorb the majority
of the tax and pay the blue area.

Inelastic Supply and Taxes
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A more elastic (inelastic) demand causes taxes to fall more on the producer (consumer).

When demand is elastic, consumers pay taxes equal togth@rea, producers absorb the majority
of the tax and pay the blue area.

Elastic Demand and Taxes
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When demand is inelastic, consumers pay the majority of the tax equal to the red area, producers
pay taxes equal to the blue area.

Inelastic Demand andaXes
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Subsidies

A subsidy is a grant given by the government to producers to encourage the production of a good.

| AddzoaARe f26SNBR | LINPRddZOSNR& O2ada FyR Ol dzaSa
A subsidy causes price to fafid output to rise. Prices do not fall by the full extent of the subsidy
0K2dzZ3K 0SSOl dzaS LINPRIzZOSNEQ O2ada NARAS | & 2dziLidz
these higher costs.

Subsidies
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A subsidy benefits consumers because it lowersniagket price and it benefits producers because
their costs fall.

Benefits of Subsidies
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Consumers receive the regea in subsidies because price iségowProducers receive the regt the
subsidy equal to the bluarea. The total cost of the subsidy to the government is the red and blue
areas combined.

A more elastic (inelastic) demand causes producers (consumers) to receive more of the subsidy.

Whendemand is elastic, producers receive the majority of the subsidy equbktbluearea,
consumers receive a little bitf the subsidy equal to the rearea.

Elastic Demand and Subsidies
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When demand is inelastic, producers receive a little bit ofditesidy equal to the bluarea,
consumers receive the majoritf the subsidy equal to the reafrea.

Inelastic Demand and Subsidies
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Benefits of Subsidies

Cogs of Subsidies

More can be produced.

The magnitude of the subsidy may be small, if
the subsidy is small then it will have little effect
and will not increase output or reduce prices
that much.

Price falls so consumer surplus rises.

If demand is elastic then price only falls a little
bit, producers receive most of the subsidy and
consumer stplus rises only a little bit.

Firms coulduse subsidies to invest in R&D and
produce new and better goodsr consumers

{dzo AARASA f26SNI TANYA
them to become inefficient and produce poor
quality goods.

CANX&Q O2 a Gedsurplisfrides.

QX

If demand is inelastic then price falls a lot,
consumers receive most of the subsidy and
producer surplus rises only a little bit.

CANXaQ Oz2ada FIff

There is an opportunity cost because the
government must pay for theubsidy, so the
government may have to decrease spending
elsewhere for example, healthcare and
education.

52



Maximum and Minimum Prices

Maximum Price
A maximum price is a price ceilinlge market price cannot rise above it. A maximum price causes

LINAROS G2 FlLff G2 tQF ljdzryidAaide RSYFYRSR (42 NrnasS
there is excess demand’Q U i.

Maximum Price
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Minimum Price
A minimum price is a price floor, the market price cannot fall below it. A minimum price causes price
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Minimum Price
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A minimum price could be set by the government in an agricultural market to stabilize prices.

Farmers are guaranteed a minimum price and the government buys up any excess supply. Below are

the benefits and costs of an agricultural minimum price scheme:

Benefits of A Minimum Price

Cogs of A Minimum Price

Rural incomes. Farmers receive a higher price
their output so farm incomes rise, farmers can
0dz22 Y2NXB 3I22Ra FyR af§
standards rise.

Magnitude. A minimum price set slightipove
equilibrium will not have that much affect. A
minimum price set below equilibrium will have
no effect.

Reduced fluctuations. Farmers are guaranteeq
minimum price for their output so prices will
fluctuate less, this makes it easier for farmers {
plan and invest so agriculture can develop.

Prices fluctuate above the minimum price. A
minimum price will stop prices fluctuating belo
the minimum price but not above it.

Rural employment. Farmers may hire more
workers to produce more so rural employnten
will rise.

Lower quality. Farmers may be incentivized to
produce low quality goods because they are
guaranteed a high price for their output.

Length. A minimum price set for a short period
of time will have little effect.

Inefficiency. Farmers are granteed a market sq
they may be incentivized to become inefficient
and let their costs rise, SO scarce resources ar
wasted.

Opportunity cost. The government may increay
taxes to pay for any agricultural surplus.

Storage costs. The government mpsty storage
and security costs to keep any surplus output.

Dumping. The government may buy up the
surplus of agricultural products and sell them i
foreign markets at below the cost of productior
this will out compete and destroy farmers in
these foreign markets.

Higher food prices. A rise in agricultural prices
means higher food prices so living standards n
fall.
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Buffer Stock Scheme

A severe problem in commodity markets concerns the wild fluctuation of prices. Commodities
include rawmaterials like metals (copper), minerals (oil) and agricultural output (wheat, sugar, tea
and bananas).

Causes of Price Fluctuations
Many factors cause commodity prices to fluctuate wildly including:

1) Price Inelastic Supply.

Agricultural output has a lantime lag because it takes time to plant, grow and harvest crops.
Raw materials like oil also have a long production lag because it takes time to find and extract
from the land. If supply is inelastic and there is a demand shock, the demand curvershifts a
price changes a lot.

A Demand Shock When Supply is Inelastic
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2) Unpredictable Supply Shocks.

Agricultural output suffers from unpredictable supply shocks. A bumper harvest will result if
weather conditions are favourable. A bad harvest will resultéfe is a drought, too much

rainfall, a tsunami, a hurricane, a tornado, an insect plague or rabbit infestation. A good harvest
causes supply to shift right and price to fall whilst a bad harvest causes supply to shift left and
price to rise.

3) Pricelnelastic Demand.
Agricultural output like food and raw materials like oil are necessities so they have an inelastic

demand. If demand is inelastic and there is a supply shock, the supply curve shifts and price
changes a lot.

55



A Supply Shock When Derdas Inelastic
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4) Income Inelastic Demand.

Agricultural output like food is income inelastic because people have a limit to how much food
they can consume, so demand for agricultural goods rises only a little bit as world income rises.
If supply keeps imeasing because of technological innovations like genetically modified crops
(drought and pest resistant) but demand rises only a little bit then agricultural prices will fall
over time.

Consequences of Price Fluctuations
There are many consequences ofrgaodity price fluctuations:

1) Farm Revenue/Income.

A bumper harvest means price falls and, because demand is inelastic, revenue falls for farmers.
Although, a bad harvest means price rises and, because demand is inelastic, revenue rises for
farmers.

2) Lowerlnvestment.

Because supply shocks are unpredictable farmers do not know if harvests will be good or bad so
farmers cannot plan, they cannot invest and the development of farming may be restricted.

3) Consumer Surplus.
A bad harvest means price rises, aam&rs pay more for agricultural goods so consumer surplus

falls. Although, a bumper harvest means price falls, consumers pay lower prices for agricultural
goods so consumer surplus rises.
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Buffer Stock Scheme

A buffer stock scheme is used by the goveemt to reduce commaodity price fluctuations. The

government sets a band within which price is allowed to fluctuate between a maximum price and a
minimum price, the government then buys/sells the commodity to ensure price remains within the

band.

Below inthe diagram the government sets the band with a maximum picand minimum price
0 . A bumper harvest means supp¥ is high and pricé is low. Because the price falls below

the minimum price) the government intervenes in the market and Isuly

0 ofthe

commodity to increases its own stockpile and raise the price back up to the minimunvpriée
bad harvest means supply is low and pric& is high. Because the prloe is above the

maximum price) the government intervenes ithe market and sells

0 from its stockpile of

the commodity to lower the price back down to the maximum price

Buffer Stock Scheme

Max Price

Min Price

Benefits of Buffer Stocks

Cogs of Buffer Stocks

Reduced uncertainty. Price fluctuations are
reduced,making it easier to plan and invest, sg
the agricultural sector can develop.

Magnitude. A maximum price too high above
equilibrium and a minimum price too low below
equilibrium will not reduce price fluctuations
that much.

Stabilized farm revenue/incom&arm revenues
are stabilized, so there is less chance that
farmers fall into poverty.

Storage costs. Maybe the cost of storing
stockpiles is too expensive for the government
Monitoring and security costs may also be too
high.

Rural employment. Farmers maire more
workers to produce more so rural employment
will rise.

Perishable. Many agricultural goods are
perishable so they cannot be stockpiled for an
adequate amount of time to make the buffer
stock scheme work.
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Selffinancing. It should not cost thgovernment
much money because they just buy up and
stockpile the commodity when price is too low
and sell the commodity from their stockpile
when price is too high.

Run out of money. Maybe the government run
out of money to keep buying up stocks of
commodeties after bumper harvests.

Run out of stockpiles. Maybe the government
runs out of stockpiles because there are too
many bad harvests and not enough good
harvests, the buffer stock scheme then breaks
down.
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Labour Market

Labour markets are markets for workers. Firms demand labeaausdabour is part of the
production process. Workers supply labour to earn an income. The price of labour is the wage rate.
At equilibrium, labour demand equals labour suppig wage rate is W* and L* labour is employed.

Labour Market

Wage /\

[W] Ls

wE— — — ———

Ld

0 >

I_*
Employment
(L

Labour demand is the quantity of labour hours demanded by firms. The labour demand curve slopes
down. As wages fall, the quantity of labour demanded risetgris paribus. Labour demand slopes
down because:

- As wages fall, labour becomes relatively cheaper than machinery so firms use more labour

and less machinery in the production process.
- & g1 3Sa FlrLits FANNVAQ O2ala efdbduiisnecledNX a OF y |

Labour supply is the quantity of labour hours supplied by workers. The labour supply curve slopes
up. As wages rise, the quantity of labour supplied rises, ceteris paribus. Labour supply slopes up
because the substitution effect is grier than the income effect.
- The substitution effect: As wages rise, workers are incentivized to work more because they
can earn more.
- The income effect: As wages rise, workers can earn the same income as before by working
less, so workers work less to eyjmore leisure time.
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Market forces will push the labour market back to equilibrium if wages are too high or too low.

If wages are too low there is excess labour demand because firms demand more labour than
2Nl SNE ¢ yi (2 wanozrahelaiow solfiins Bidua wages tdXttiact more labour
until equilibrium is restored at W*.

Excess Labour Demand

Wage
(W) AN s
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>

Employment
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Excess Demand

If wages are too high there is excess labour supply because workers want to work mofientisan
gyt G2 SyYLXz2e GKSY® 1 2QF dzySYLX 28SR 62NJ)] SN&
more, so workers compete and bid down wages until equilibrium is restored at W*.

Excess Labour Supply
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Excess Supply
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Labour demand may increase (decrease), causing the labour demand curve to shift right (left), wages
to rise (fall) and employment to rise (fall).

An Increase in Labour Demand

|

L* [] >
o L Employment
(L)

Many factors could cause labour demand to increase:
1) Alternative Input Costs.
A change in the price of machinery could make labour demand increase or decrease. If
machinery becomes cheaper relative to labour then firms could switch to using more machines
and less labour. Although, if machines becomeager and firms use momachines they may
need more labour to use the machines.
2) Technological Advance.
New technology could make labour demand increase or decrease. Machines could become so
productive that machines replace labour so labour demand fallthough new machiney
could make labour more productive and lower unit labour costs so firms demand more labour.

3) Labour Productivity.

As workers become more productive, unit labour costs fall, firms can produce more at the same
cost so labour demand rises.

4) Output Demand.
Labour is a derived demand, that is, labour demand depends on the demand for the good it

produces. A rise in the demand for a good means more labour is required to produce more of
that good, so labour demand rises.

2 Maybe machines replace labour entirely in the production process, the Terminator syndrome, machines
creating machines!
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Labour supply may increase (decreasaysing the labour supply curve to shift right (left), wages to
fall (rise) and employment to rise (fall).

An Increase in Labour Supply

L* L' Employment
(v

Many factors could cause labour supply to increase:
1) Working Conditions/Environment.

Better health and safety reguians, holidays, job security and promati prospects all
incentivizepeopleto work and increasébour supply.

2) Income Tax.

As income tax rises, wages fall, the incentive to work falls so labour supply falls.

3) Unemployment Benefits.

Unemploymentbenefit is money given by the government to the unemployed. As
unemployment benefits rise, the income from being unemployed rises so workers are
discouraged from working and labour supply falls.

4) Migration.

Migration means the population size increases dmere are more economically active people
so there are mee workers in the labour market anldbour supply increases.
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Minimum Wage

The minimum wage is the legal minimum hourly rate of.jdye government may impose a

minimum wage to raise incoenand alleviate poverty. A minimum wage causes wages to rise so the
guantity demanded of labour falls and the quantity supplied of labour rises. Bebausé® there is
excess labour supply. Minimum wages only bengfitvorkers,0 0 workers arewilling and able

to work at the minimum wage but are involuntarily unemployed.

Minimum Wage

wage A\
(w)

Min
Wage

wd:

Ls

Minimum
Wage

Ld

I_*

' >
Employment
(L)

Benefits of A Minimum Wage

Cogs of A Minimum Wage

Higher wages. Workers receive a higher wage
they can buy more goods and services so livin
standards rise.

Magnitude. A minimum wage set slightly abovg
equilibrium will not increase wages that much.
minimum wage set below equilibrium will not
have any affect.

Increased labour productivity. Workemay be
incentivized to become more productive if they
are paid a higher wage.

Lower quality. Workers may be incentivized to
work less hard because they are guaranteed a
high wage, so the quality of the produced gooq
falls.

Reduced inequality. A highemage for the lowest
paid workers means poverty falls and income
inequality decreases.

KA3IKSNJ
NAA&AS I
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much so living standards fall.

2
Y

Increased unemployment. Unemployment may
rise because wages are too high. In the diagra
above,0 0 workers are willing and able to
work at the minimum wage but are involuntarily
unemployed.

Length. A minimum wage set for a short perioq
of time will have little effect.

Firms may be emuraged to hire illegal workers
S0 as to avoid paying the higher minimum wag
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Labour Mobility

Geographical labour mobility refers to the ability of labour to movenssin areas to find/obtain

work.

Factors Affecting the
Geographical Mobility ol.abour

What the Government can do tincrease
the Geographical Mobility of Labour

Relationships. Labour may be tied to a certain
area due to family and friends being there.
Labour may have relationship roots or network
that are difficult to move awafrom.

Relocating firms. The government could relocg
firms by subsidizing them, so firms move to
62N] SNE yR ONBFI(GS 22
own areas.

House prices. Labour may not be able to movg
a region where average house prices are high
Workers may be unable to afford a house, obt:
a mortgage or rent a property in this expensive
region.

Building houses. The government could build
new houses, or relax planning laws to allow

more houses to be built, so that labour can fing
houses in areawhere houses are scarce.

Costs of moving house. Labour may be unable
move between areas because of the financial
costs of moving houses. For example, removal
trucks will cost money, as will stamp duty and
solicitors to sign over deeds.

Relocation subdies. The government could giv|
relocation or housing subsidies to incentivize
labour to move houses. More labour will move
between regions because housing costs are
lower.

Imperfect information. Labour may be unable t
move between regions because workato not
have enough information on job availability in
different regions. Workers may not be aware
that jobs are available in other regions.

Job centres. The government could make new
and more efficient job centres so that more joh
information becomes avtable to workers.

Occupational labour mobility refers to the ability to move between different types of jobs. For
example, a footballer changing jobs to a university lecturer.

Factors Affecting the
OccupationalMobility of Labour

What the Governmat can do tolncrease
the OccupationalMobility of Labour

Education. Labour may be unable to move to ¢
different type of job due to a lack of education
for that job. For example, an economics degre
may be required to teach high school economi

Increase spending on education. The
government could increase spending on
SRdzOF A2y (2 AYLINR@GS
giving them more knowledge and skills so that
they can get new jobs.

Training. Labour may be unable to move to a
different type of jobdue to a lack of training. Fo
example, to become a university lecturer you
may need a PhD.

Apprenticeships. The government could
subsidize firms to train workers to give them th
skills for new jobs.

Skills. Labour may be unable to move to a
different type of job due to insufficient skills. Fg
example, a person may not be skilful enough g

kicking a ball to become a footballer.
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Market Failure

Market failure occurs when the price mechanism allocates resources inefficiently. Market failure
means there is allocative andeto inefficiency. Allocative efficiency occurs whiesources are

used to produce what consumers want and in the quantities demanéatkto efficiency occurs
whenthe only way to make one person better off is to make &sotworse off Market failure

means resources are not used to produce the goods and services consumers want and it is possible
to make at least one person better off without making anyone else worse off. Market failure could
occur due to: Monopoly, Publioods, Externalities or Asymmetric Information.
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Monopoly®

Monopolies are Breto inefficient because they cauaewnelfare lossMarket failure happens

because the price mechanism breaks down and resources are allocated by the monopoly and not

free markets. The monopobhegstricts output to raise pricand maximize profit. Because the
Yay2LRteé 2yfeé LINERdJzOStEmsumer dungliRand/dstipoducer surpflu§aNBE A & €
welfare lossand society loses out.

Monopoly and Welfare Loss

PN

MC
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p'

‘ Lost P.S.
Welfare Loss,

AR

\V4

3 Monopoly is an A2 topic, it is not necessary to understand the diagram for AS.
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Public Goods

Rivalry and Excludability

Private goods are excludable and rival. Excludable mix@ngood can only be used by the

consumer who buys it. The buyer owns the property rights over the good. A Milky Way is excludable
because if consumer A buys it and eats it, no one else can eat it. Rival means the consumption by
one individual reduces themount available for others to consume. A Milky Way is rival because if
consumer A buys it, that reduces the amount others can buy. Private goods include cars, food, toys,
pens, houses etc.

Public goods are nerival and norexcludable. Nosival meansiie consumption by one individual
does not reduce the amount available for others to consume. A street light isivarbecause if
consumer A uses it for light, others can still use it for light too.-8kmiludable means anyone can
use the good even if ty do not pay for it. A street light is n@xcludable because anyone can use it
without paying for it. Public goods include street lights, the army, parks, beaches, flood control
systems, the police etc.

Free Rider Problem

Markets fail to provide publigoods because of the free rider problem. A consumer knows he can
consume a public good for free if another consumer pays for it. Every consumer will reason like this
and aim to free ride on consumers who pay, so nho consumer will pay for the public givade Pr

firms cannot profitably provide public goods for free so they do not produce the public good. Market
failure occurs because the market for public goods is missing, public goods are not produced.

Valuation Problem

Market prices cannot be accuratelgtanated for public goods. A consumer undervalues price to

free ride, a firm overvalues price to earn more profit. Market failure occurs because consumers and
firms do not agree on prices so public goods are not produced.

Government Intervention

The govenment must intervene to correct market failure. The government must estimate the
amount of demand for public goods, estimate the price, and then tax consumers to raise the
revenue to provide the good.
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Externalities

An externality is aide-effect on third parties not directly involved in a market transaction. An
externality causes market failure because too much/little of a good is produced so there is a welfare
loss. Assume there are two producers near a river, a chemical factoryeapstind a fisherman
downstream. The chemical factory dischartgdc waste into the river which travels downstream,
poisons the water and mutates/Kills the fish. So the fisherman suffers because his catch will be less
FYRKk2NJ RFEYF3ISRD ¢tex wadtk iEhposed anfexteFnial CastdmtBe@sherman.

Benefits and CostModel

Private and Social Benefits/Costs
MSC

Benefits,
Costs A MPC

M5B

MPB

>

0

Private costs are the costs incurred by a first or second party directly involved in a market

GNI yalr OQliA2y ® t NRA @ InpuScosB 2rahé prices ¢gostnuzR fay for gdodsNWPQ is

the marginal private cost of production/consumption. MPC is the market supply curve. External

costs are spHbver costs to third parties not directly involved in a market transaction. Exteristd co
include air and noise pollution and global warming. Agents do not take responsibility for external
costs. Social costs are the sum of private costs and external costs. MSC is the marginal social cost of
production/consumption.

Private benefits are thbenefits enjoyed by a first or second party directly involved in a market

OGNl yalr QliAz2yd® t NAGIGS o0SySTAda AyOfdzRS | FANNVQa N
consuming a good. MPB is the marginal private benefit of production/consumption. MiRB is

market demand curve. External benefits are spiler benefits to third parties not directly involved

in a market transaction. External benefits include an invention that society benefits from and a
0SUGSNI KSIf GdKOFNB &eéaid S Ynor¥éfficidnt/ Social leBefitSateahg 8ume Q& g 2
of private benefits and external benefits of a market transaction. MSB is the marginal social benefit

of production/consumption.
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Negative Externalities

An external cost is an uncompensated cost impasedhird parties not directly involved in a market
transaction.

A negative externality occurs whén"Y6 0 0 s there is an external cost imposed on third
parties.

Negative Externality

MSC
Benefits,
Costs
MPC
PI
p=
MPE = MSB

>

At market equilibrium, agents act in their own seiferestand seth 0 6 0 0 ét P* and Q*. The

socially optimum equilibrium Y6 0Yé G t Q YR vQo ! yS3FiagdsS SEGS
0 "Yé 0 0 6External costs are imposed on third parties. The sum of these external costs is the
welfare losstosOA SGeé®d | YIN]J SG R2Sa y20 SEAaG FT2N SEGSNJ

low and output is too high compared to the socially optimum level. Market failure occurs because
the good is undepriced and oveconsumed.

Negative externality examples

- Air pollution from smoking or burning fosgikls. This damages the climate, crops and
LIS2 L)X SQa& KSIFfOK®

- Water pollution by an upstream factory that discharges toxic waste into a river that travels
downstream. Water, plants, sea life, animals and hundownstream are harmed.

- Alcohol and drugs intoxicate people and may cause them to injure or kill others.

- Noise pollution from a neighbour playing loud music at night when others are sleeping.

- Litter and destruction of buildings and the environment are batbok at.
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The government must intervene to correct market failure. A mechanism must be used to internalize
the externality, that is, to make agents take into account the external costs of their actions. Many
different mechanisms could be used unding taxation, regulation, property rights and marketable

permits.
1) Taxation
000
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the marginal external cost at the socially optimum level. Taxes incpgasge costs so MPC shifts

f SFTGd al NJ Si
is now at the socially optimum level.

LINA OS NMx&asSa

Negative ExternalityVith Pigouvian Taxes

MSC MPC+t
Benefits,
Costs A
MPC
P — — — —
3] =
MPB = MSB
0 >*1

Benefits of A Pigouvian Tax

Costs of A Pigouvian Tax
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fall to the socially optimum level.

a

The government may not be able to estimate external
costs accurately yet alone place a monetary value on
them. The tax may be too higir too low, so the socially
optimum level will not be reached. The government mg
only be able to move the market towards a more socia
optimum level.

A Pigouvian tax is morally fair because the agent caus
the externality is the one paying the tax.

If demand is inelastic, producers pass on most of the t;
to consumers. Consumer surplus falls as taxes increas
price and decrease output.

The government can use the tax revenue to cut taxes
elsewhere or increase spending on health/education.

Black markts may develop to avoid taxes.

Taxes may make domestic goods less internationally
competitive. Consumers may switch to buying cheapel
foreign goods, so domestic employment suffers.
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2) Regulation (Command and Control).

Regulations and laws directly set the amount produced/consumed in a market to the socially
optimum level. A quota system could be set up by the government so that each firm/consumer is
only allowed to produce/buyp to a fixed amount.

Benefits of Regulabn

Cods of Regulation

Regulation directly limits the level of pollution to the
socially optimum amount by setting quotas.

A firm will not cut emissions if the benefits of pollution af
greater than the cost of fines for going over the quota.

All thegovernment need to do is set the level of pollutior
and monitor firms.

Regulation will not reach the socially optimum level if the
government cannot accurately estimate external costs.

The government must monitor each firm/consumer to
enforce regulationMaybe firms can hide their pollution
levels, making it even more difficult for the government t
monitor pollution. Maybe pollution monitoring equipment
is too costly to install.

Maybe regulation is too lax and not enforced consistentl

Maybe agentdribe the government and keep polluting.

Banning production/consumption all together may be
below the socially optimum level.

3) Property Rights.

Maybe externalities arise because of undefined property rights. A property right defines who owns a
resour@ and what they can do with it. A chemical factory may discharge toxic waste into a river
because nobody owns the river so hobody has the right to stop thid¢m.government could

allocate property rights so that agents who are harmed by externalitiesiaea ¢he property rights

over the resources being damaged. Agents can then legally stop or charge a price to others who
damage their resources. Agents must negotiate how much of the negative externality there will be
and what compensation will be paid the property right owners. The externality is then

internalized into the price mechanism and the socially optimum level is reached.

Benefits of Property Rights

Coss of Property Rights

Agents negotiate compensation, the government does 1
Agentsshould estimate their external costs more
accurately than the government could. So equilibrium ig
closer to the socially optimum level.

Agents may overestimate their external costs to be
compensated more. This will make equilibrium output fall
below the saially optimum level.

A morally fair direct transfer of resources from polluters
innocent third parties.

Resource owners may not be able to identify who is pollul
or how much damage each polluter is causing. Air pollutic
could be caused unequally lany number of pollutants.
Resource owners then cannot charge polluters.

Maybe enforcement costs (barbed wire, fences, security,
policing, legal costs of lawyers) are too high for property
right owners to protect their resources.

A government cannot@ply property rights on another
O2dzy i NEQa NB&a2dz2NDOSaod
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4) Marketable (Tradable) Permits.

Marketable permits are created by the government. A pollution level is set at the socially optimum

level and divided over a number of permits. Permits are allocatgublioters to let them pollute a
certain amount (which sums to the socially optimum level). Polluters can buy or sell permits
amongst themselves if they want to pollute more or less.

Benefits of Marketable Permits

Cogs of Marketable Permits

Thepermits sum up to the socially optimum
level of pollution.

May be too difficult for the government to
monitor and enforce.

Polluters are rewarded for cutting pollution as
they can sell unused permits. Polluters are
penalized for polluting too much as theyst
buy extra permits.

Are permits allocated fairly? How should perm
be allocated? An auction? Equal amounts?
Maybe grandfathering (allocating permits in
proportion to past pollution)?

Polluters are@ncentivizedto innovate and invest
in green techniogy to lower future pollution
levels and earn revenue from selling unused
permits.

How do you fairly allocate permits among
countries?
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Positive Externéties

An external benefit is an unpaid for benefit enjoyed by tlpadties not directly involved in a market
transaction.

A positive externality occurs wheén"Y$ 0 0 &as there is an external benefit to third parties.

Posiive Externality

Benefits,
Costs /\
MPC = M5SC

P
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At market equilibrium, agents act in their own selferestand seb 0 6 0 0 &t P* and Q*. The

socially optimum equilibrium g Y6 0°Yé G t Q YR vQd | LRaArAdAaAgdS SEGS
0 "Yé 0 0 6Benefits are enjoyed by third parties but the benefits are not fully exploited. The sum

of these potentiabenefits is the welfare loss to society. Market failure occurs because the good is
under-consumed.

Positive externality examples:
- A neighbour making their garden beautiful makes the neighbourhood look better and may
cause local property prices to rise.
- Knowledge or invention spitbvers like the internet, everyone has benefited for free from
GKS | ®{® | N¥eQa Ay@SyluArzyo
- A better health system means the population lives longer with a better quality of life.
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The government must intervene to cortanarket failure. The government could use subsidies or
regulation.

1) Subsidies.

A subsidy is a grant given by the government to producers to encourage the production of a good. A
subsidy can be given to producers equal to the external benefit at thellyogimum level. The

ddzo aARe RSONBIFraSa I FANYQa LINAGIGS Oz2ada FyR YI 1
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Positive Externality witBubsidies
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But:

- What is the opportunity cost of the subsidy? A decrease in government spending on health,
education and/or the infrastructure? Maybe a subsidy for a positive externality should be
funded by a Pigouvian tax on a negative externality.

2) Reguation (State Provision).

Maybe the government could provide the good/service for free. In the U.S., kindergarten,
elementary and high school are all free but a college education must be paid for.

But:

- Providing something for free could cause consumengge it too much at an inefficiently
high level.
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Asymmetric hformation
Agents have symmetric information when all agents have the same information. Agents have
asymmetric information when some agents have more information than others. Asymmetric
information can cause market failure.

Examples of asymmetric information leading to market failure include:
1) Banks/Credit Markets.

Asymmetric information may exist in credit markets as borrowers are likely to know more about
their own credit worthinesghan a bank doe€Consequently ow-risk borrowerswill be limited
to small loans with high rates of interest if banks cannot tell whether they are risky or not.

2) Mechanics.

A mechanic is likely to know more about cars than a customer at a garagechanic could lie
and claim a car needs more work done to it than is necessary.

Market Unravelling and Missing Markets

Akerlof highlighted asymmetric information in the market for second hand cars. A second hand car
could be a peach (good quality) orearion (bad quality). Assume sellers know if their car is a peach
or lemon but buyers do not know. Buyers will only offer an average price for a car whether it is a
peach or a lemon. All the peaches will leave the market because peach owners want mofeethan t
average price for their good quality car. The market begins to unravel. Asymmetric information
causes adverse selection, that is, bad quality cars drive good quality cars out of the market. Only
lemons are left, and buyers do not want lemons becausg #re bad quality cars, so buyers do not
demand lemons. A missing market has developed, the market for second hand cars disappears,
there is complete market failure.

To correct the market failure the government may implement a law stating that all séwordicars
must meet some minimum quality criteria. Also, car sellers could signal that their cars are peaches
by offering a waranty.

Merit Goods

A merit good has benefits for the consumer who buys it but the consumer may be unaware of its full
benefits.A merit good is undeconsumed due to asymmetric information. Merit goods include
healthcare and education.

Market failure occurs because the good is urdensumed. The government must intervene to
correct the market failure. The government could sulsgdinerit goods to encourage their
consumption, provide them for free or advertise the benefits of merit goods.

Demerit Goods

A demerit good has costs for the consumer who buys it but the consumer may be unaware of its full
costs. A demerit good ver-consumed due to asymmetric information. Demerit goods include

drugs, smoking and gambling.

Market failure occurs because the good is egensumed. The government must intervene to
correct the market failure. The government could tax demerit goodtigoourage their
consumption, regulate the amount consumed, ban the good completely or islvéhe costs of
demerit goods.
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Government Failure

Markets may fail to allocate resources efficiently, for example in the case of externalities, a
monopoly, pubic goods and/or asymmetric information. Market failure means the government
must intervene to correct the market failure. However, government failure could also occur.
Government failure occurs when government intervention leads to an inefficient allocatio
resourcesand awelfare loss.

Reasons for government failure:
1) Administrative Costs.

The administrative costs (salaries, monitoring equipment, surveys etc.) of correcting a market
failure may outweigh the benefits of correcting the market failurecity is worse off because
there is a net welfare loss.

2) Imperfect Information.

Information could be misleading, conflicting or missing. If there is imperfect information the
government will make mistakes and set the wrong policies.

3) Market Distortions.

The government may correct a market failure but inadvertently create another market failure in
the process. For example, a minimum wage raises income for those in work but firms may fire
workers because costs are higher, so unemployment rises.

4) Conflicting Objectives.

The government may want to spend more on education but this may mean they have to
increase taxes. Maybe the welfare gain from spending more on education is less than the
welfare loss of increasing taxes. So society becomes waorsétef spending rises and taxes
increase.

5) Political Myopia.

Government decisions may not be independent of politics. The government may make short

term decisions that benefit the electorate who vote for them even if that decision leads to a

lower longterm socialwelfare than another policy option. For example, even if a new road will
AYONBI &4S GKS SO2y2YeQa LINPRAdzOGAGAGEXTI GKS 3I20SN
because it will create noise pollution in an area largely consisting of its edetdihe

government fails in its economic policy response because it seeks to appease its supporters. As a
whole, society is worse off.

6) Corruption.
Corrupt government officials could be bribed by special interest groups to carry out political

favours. Gagernment officials then make decisions based on maximizing their own benefit and
the benefit of special interest groups har than the benefit of society.
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Microeconomic Definitions

Ad Valorem TaxAn irdirect tax,levied as a pa&entage of the price of good.

Asymmetric Information Agents have asymmetric information when some agents have more
information than others.

Buffer Stock SchemeJsed bytie governmento reduce price fluctuations by buying and selling a
commodity toensure price remains withiaband.

Capital A factor of production. Mamade aids used by labour in the production process. Capital
includes machines, buildings, computers, telecommunications, roads etc.

Command Economyn a command economy the government directs resource afioo.

Complements Complements are goods that are bought (usually) to be used togetieyr have a
negative XED

Consumer SurplusConsumer surplus is the difference between what consumers are willing (and
able) to pay and what they actually pa@onsumer surplus is the area between the demand curve
and the market price.

Cross Price Elasticity of Deman¢ED measures the responsiveness of demand for good X to a
change in price of good Y.

PY0 6 G OVHE QWQ
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Demand Demand is the quantity of a good or service that a consumer is willing and able to buy at
the market price in a given time period.

Demerit Good A demerit good has costs for the consumer who buys it but the consumer may be
unawareof its full costs. A demerit good is ovesnsumed due to asymmetric information.

Direct Tax A direct tax is a lumpum tax on income.

Division of LabourRefers to labour specialization in the production process, wiverders take
on specific roles.

Enterprise A factor of production. Ridlaking by an individual or group who combine the other
factors of production in search of profit.

Excess Demandtxcess demand occurs when demand is greater than supply.
Excess Suppl¥Excess supply occurs whampply is greater than demand.

External Benefit An external benefiis an unid for benefit enjoyed by"3parties not directly
involved in a market transactiod, "Yé 0 0 6
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External CostAn external coss an unompensated cost imposed ori'®arties not directly
involved in a market transactio, Y& 0 0 ©

Factors of ProductionThe factors of production are the inputs used in the production process to
produce output. They include land, labour, capital and enterprise.

Free MarketEconomy A free market economy is an economic system which resolves the basic
economic problem through the price mechanism.

Geographical Mobility of LabouiRefers to the ability of labour to move between different areas
to find a job. For example, movifiggm Manchester to London to find work.

Government FailureWhen government intervention distorts the market and causes inefficiency.

Income Elasticity of Demand/ED measures the responsiveness of demand to a change in
income.

PY0 6 G&0Qa HE QQQ
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Indirect Tax An indirect tax is a tax levied on the sale of goods.
Inferior Good Asincome rises, demanfalls. An inferior good has & OO Tt

Labour A factor of productionLabour is the worker in the production process. Labour can be
skilled or unskilled.

Land A factor of production. Land is all the natural resources on the planet. Land includes oil,
forests, soll, fish etc.

LongRun All the factors of production are siable in the longrun.

Luxury As income rises, quantity demanded rises more proportionallyxury has & 00 p.

Market Failure Market failure occurs when the price mechanism allocates resources inefficiently.
There isawelfare loss. Market faike could occur due to: Monopoly, Public Goods, Externalities or
Asymmetric Information.

Maximum Price A maximum price is a price ceiling, the market price cannot rise above it.

Merit Good. A merit good has benefits for the consumer who buys it butcthresumer may be
unaware of its full benefits. A merit good is unademsumed due to asymmetric information.

Minimum Price A minimum price is a price floor, the market price cannot fall below it.
Minimum Wage.The minimum wage is the legal minimum houdye of pay.

Mixed EconomyA mixed economy is an economic system which allocates resources partly by the
price mechanism and partly by the government.
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Necessity As income rises, quantity demanded rises less proportioralhecessity has a
m ®OO0 p.

Non-Renewable Resour@Nonrenewable resources are ones whose stock level decreases over
time as it is consumed for example, fossil fuels (oil, gas and coal) and commodities (gold and
aluminium). Recycling and developing alternative resources hetpseethe rate of decline of nen
renewables.

Normal Good Asincome rises, demandses.A normal good has@'O0 Tt

Normative Statement A normative statemetris a value judgement or vievt usually contains the
words ought or should.

OccupationalMobility of Labour.Refers to the ability of labour to move between different types
of jobs. For example, footballer to university lecturer.

Opportunity Cost Opportunity cost is the next best alternative foregone.
Positive StatementA positive statemeincan be proved rigt or wrong by real world data.

Price MechanismThe price mechanism refers to the way in which demand and supply interact to
change prices and allocate resources.

Price Elasticity of DemandPED measures the responsiveness of demaraddhange in price.
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Price Elasticity of SupplyPES measures the responsiveness of supply to a change in price.
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Private BenefitsBenefits enjoyed by a™or 2" party directly involved in a market transaction.
Private CostsCosts incurred by &'br 2" party directly involved in a market transaction.

Private GoodsPrivate goods are excludable and rival. Excludable meangotitecan only be used
by the consumer who buys it. Rival means the consumption by one individual reduces the amount
available for others to consume.

Producer SurplusProducer surpis is the difference betweethe priceproducers are willing (and
able) tosupply at and what they actually receive. Producer surplus is the area between the market

price and the supply curve.

Production Possibility FrontierA PPF shows all the different combination of goods an economy
can produce if all resources are fullydaefficiently employed.
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Public GoodsPublic goods are nerival and norexcludable. Nowival means the consumption by
one individual does not reduce the amount available for others to consumeekdndable means
anyone can use the good even if theymtm pay for it.

Renewable ResourceRenewable resources are ones whose stock levels can be maintained over
a period of time for example, oxygen, water, timber, soil, solar energy and wind power. Biological or
natural processes replenish these resouroesr time for example, trees grow. Renewable resources
will run out if they are consumed quicker than they are replenished for example, a forest must be
managed to avoid deforestation.

ShortRun. The shorrun is that period of time in which at least ofector of production is fixed
(usually land and/or capital).

Specialization Afactor of production is devoted to a specifie in the production process.

SpecificTax An indirect tax. A specifiax is levied as a fixed amount pamit of a good
boudht/sold. For examplea tax of£10 per unit.

SubsidyAgrant given by the government to producersltover costs and increase production.

Substitutes Substitutes are alternative or replacement goods that satisfy similar wtrgg have a
positive XED

Supply Supply is the quantity supplied of a good or service that a producer is willing and able to sell
at the market price for given time period.

Sustainable ResourceSustainable resources are a type of renewable resource. Sustainable
resources & ones that are used at the same (or slower) speed than it is renewed. A forest is a
renewable resource but it is only a sustainable resource if it survives over time despite activities like
logging or farming. A forest that is chopped down is no longarstainable resource.

Symmetric InformationAll agents havéhe same information.

Welfare LossA loss to society due to market failure.
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Macroeconomis

Macroeconomics looks #ie aggregate economy. Aggregate meadded up, total or whole.
Macroeconomics looks at all te O 2 Y 2n¥agkeésiadded together, thahole economy, and

studies aggregate level variables such as aggregate demand (AD), inflation, unemployment, Gross
Domestc Product (GDP), econongmowth and international trade. Macroeconomics is concerned
with the performance of the entire economy over time and in comparison to othenties for

example the UKs/the US.

Macroeconanicsseeksi 2 | RRNB &a [dzSaGA2ya adi®KKetosomypi2 K G | NB

INER ¢ Ay 3£ K e afféct of & risé iNtBe averageice levet KX a1 24 R2Sa | aidNER)
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Aggregate Demand

Aggregate demand (AD) is the total amount of expenditure on goods and services in an economy.
AD slopes downwards:

006 OO0 ® U
1) Consumption (C)

Consumption is total consumer expenditure durable goods (electronics), naturable goods
(food) and services (banking).

2) Investment (I).

Investment is total investment by firms on buildings, machinery and the change in inventories.
3) Government Expenditure (G).

Government expenditure is totaixpenditure by the government on goods and services.

4) Net Exports ().

Exports are domestic goods and services sold to foreign agents. Imports are foreign goods and
services bought by domestic agents. Net exports are exports minus imports.

Aggregate Dmand

Price
Level

(P)

AD

>

Real GDP
(Y)

AD slopes downwards because, as the price level falls, real income rises so aggregate expenditure
rises. Moreover, as the price level falls, domestic goods become cheaper, UK consumers buy more
UK goods so imports fall, foreign consumers buy more UK gmoesports rise and real GDP rises.
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Additionally, as the price level falls, the Monetary Policy Committee decrease interest rates, loans
become cheaper, firms take out more loans, investment rises and real GDP rises.

AD will increase (decrease) and shgtht (left) if C, I, G, and/or-M rise (fall).

An Increase in Aggregate Demand
LRAS

Price
Level /\

(P)

pl

P.d: ADl

Real GDP
(Y)
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Consumption

Consumption is total consumer expenditure on durables,-dorables and services.

An increase (decrease) in consumption will incrgdserease) AD and shift AD right (left).

An Increase in Consumption

LRAS

Price
Level /\

(P)

PI

p* ADI

Real GDP
(Y)

Many factors could increase consumption:
1) Real Disposable Income.

A rise in real dispos#dincome means consumers havere income to spend so they buy more
goods.

2) Direct Taxes.
ATl £t Ay RANBOG G(FES& AyONBlIasSa 02yadzySNEQ NBI
3) Confidence/Expectations.

As consumers become more confident about the economy (and their own future income) they
buy more goods so consumption rises.

4) Interest Rate.

A fall in interest rates means the cost of borrowing falls so consumers take out more loans and

buy more goods (especially crethdbught items like T.V.s and home appliances). Moreover, the

return on savings falls so saving becomes less attractive arsiggotion becomes more

FGGNI OGADBSD CAINIKSNX¥2NB= | FlLif Ay AyiSNBad NI
falls, real disposable inote rises and consumption rises.
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5) Assets.

As house pricellk 4 S K2 Y S 2 g yisdNdnQa wedlth éffécRecaNde &oBsumers
feel wealthier they will buy more goods and services so consumption Atss.a homeowner
can borrowmore against thénigher value of their home anidcrease consumption (equity
withdrawal).

Marginal Propengy to Consume and Marginal Propensity to Save

As consumers earn more income they may increase their consumption and/or saving. The marginal
propensity to consume (MPC) measures how much each additional £ of income is used for
consumption. If the MPC @&9: As income rises by £1, consumption rises byCE@.8e marginal

propensity to save (MPS) measures how much each additional £ of income is saved. If the MPS is 0.1:

As income rises by £1, savings rise by @0.1
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Investment
Investment is total investment expenditure by firms on buildings, machinery and the change in
inventories. A firm invests in capital goods (machinery and buildings) and uses these capital goods to
produce consumer goods. A firm invests to inse#s productive capacity so that it can produce
more in the futureto make more profit

An increase (decrease) in investment will increase (decrease) AD and shift AD right (left).

An Increase in Investment

LRAS

Price
Level /\

(P)

PI

p* ADI

Real GDP
(Y)

Many factors couldncreaseinvestment:

1) Profit.

A rise in profits gives firms more funds fovéstment sanvestment rises. Also, profits are a
cheaper source of funding investment than borrowing so investmenblmes cheapeand
investment rises. Furthermore, a rise in profits may signairtasfthat the return on investment

is higher, incentivizing firms to increase their productive capacity to be able to produce more to
capture the higler profits.

2) Expectations.

Keynes posits thanvestment mainly depends cexpectations whiclare drivend &€ Wl y A Y |
& LJIA &l prénéto volatility because thelepend on arunquantifiable uncertairiuture. As
expectations risefirms become more optinsitic and expect higher returren investment, so
investment rises.

* Anincrease in investment shifts AD rightwards, but in the lamgit also shifts the longun aggregate pply
curve rightwards, see p.94
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3) Uncertainty

Uncertainty makes idifficult for firms to plan andnvest. A more stable economic climate

means firms can plan how much they will sell so they can plan how much they must invest, so
investment rises.

4) Interest Rate.

A fall in the interest rate means the cost of borrowintisfafirms take out more loans and
investment rises. Also, a fall in the interest rate makes more investment projects give a higher
return than saving so investment rises.

5) AD.

As AD keeps rising in a boom, this signals to firms that profits are rigiig@mtivizes firms to
increase investment to increase their productive capacity to produce more to capture these
higher profits, so investment rises.

6) Income.

An increase in income means consumption rises, so firms may need to invest to increase their
productive capacity so that they canqauce more, sénvestment rises.

7) Cost of Capital Goods.

As the cost of capital goods falls, the cost of investment falls, investment becoares m
profitable, soinvestment rises.

88



GovernmentExpenditure
Government expenditure is total expenditure by the government on goods and services. The
government must provide merit goods like education and healthcare and public goods like roads,
parks, the policenational defence and the law.

An ircrease (decrease) in government expenditure will increase (decrease) AD and shift AD right
(left).

An Increase in Government Expenditure

LRAS

Price
Level /\

(P)

PI

p* ADI

Real GDP
(Y)

Government expenditure depends on:
1) Business Cycle.

A government must increase government spending duringcassion to boost AD, increase
employment and increase real GDP.

2) Government @bt.

A government must borrow funds to spend more than its tax revenue. But borrowing means the
government gets into debt. A large government debt may eventually mean govetnmen
spending in the domestic economy falls. A government cannot allow its debt to become too
large and unsustainable in the longn because creditors will fear the government will default

on its debt so creditors charge a higltate ofinterestto the govtll YSy (05 G KS 3I2 SNV Y

debt rises further and eventually the government must reduce government spending and
increase taxation to repay its debt.

3) Type of Economy.

A government intervenes little and spends little in a free market economy, intervenesandre
spends more in a mixed economy, intervenes a lot and spendsradatommancdeconomy.
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4) Merit and Public Goods.

A government musspend to provide public goodsational defence andtreet lighting) and
subsidizemerit goods (health and educationgbtausethe market price mechanism fails to
allocate these goods efficiently.

5) Demography.

An aging population means there are more elderly people so the government must increase
spending on healthcare and nursing homes. Also there are less economitiafypeople (i.e.

less people working), less people paying income tax, tax revenue falls and the government have
less funds to spend. A younger population means there are more babies so the government
must increase spending on healthcare. Migration medmsgopulation increases, there is more
demand for public goods so the government must increase government spending to provide
public goods.

6) Poverty and Inequality.

The more poverty and inequality there is, the more the government must spend to provide
goods and services for those in poverty and benefits and subsidies to those on low incomes.

7) Elections.

The government may increase government expenditure on merit and public goods buitdiag
election times.
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Net Exports

Exports are domestic goods and services sold to foreign agents. Imports are foreign goods and
services bought by domestic agents. Net exporesexports minus imports (X).

An increase (decrease) in net exports will increase (decrease) AD and shifatAft).

An Increase in Net Exports

LRAS

Price
Level /\

(P)

PI

p* ADI

Real GDP
(Y)

Many factors could increase net exports:
1) Exchange Rate.
An exchange rate (XR) is“the price of one currency in terms of andtffiglt.in the domestic
O2dzy iNEQa SEOKIYy3IS NI GS YSImgrdintérfa®naRdpic€ a G A 0 SO2
competitive, exports become cheaper and rise, imports become dearer and fall so AD rises.

2) Rest of the World.

.22vya OFy AaLINBFR TNRBY 2yS O2dzyiNB (G2 Fy23iKSND
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and AD rises.
3) Quality.
LT GKS ljdartAde 2F GKS R2YSaGA0 802y2YvYeQsa 3I22Ra
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4) Inflation.

Afallincoud NB - Q& Ay FfFaGA2Yy YI1Sa -Qa 3I22R& Y2NB Ay
cheaper and rise, imports are dearer and fall so AD rises.
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5) Income.

I FLEf Ay GKS R2YSaiGAO0 O2dzyiNEBQA AyO02YS YSIya
and AD ises.
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Aggregate Supply

Aggregate supply is the total amount of supply of goods and services in an economy.

LongRun Aggregate Supply

Price LRAS
Level /\

(P)

Full Employment Real GDP
(vfe) (v)

At first, longrun aggregate supply (LRAS) is perfectly elastic@P#&l increases without any
inflationary pressure. This is because there is spare capacity. Resources are undeoutilized
unemployedda 2 FANX& OlFy SYLX 28 Y2NB NBaz2dz2NOSa gAGK2dzi

prices do not rise.

LRAS then becomes inelastic, both real GDP and the price level increase. This isdmetause
capacity is running outgsources are becoming scarce so there are bottlenecks (supply shortages).
To obtain more resources, firms must bid up resource prigesF A NY¥ a4 Q O2aia | YR LINKRC

LRAS then becomes perfectly inelastic, the price level rises but real GDP stays the same. This is
because the economy is at full capacity, all resources are fully employeaomooutput can be

produced. Firms must offer higher prices to tempt resources away from their current use. All that
KFLIISya Aa FANYaQ Ozada NraasS a2 LINAOSAE NRaS odz
output just shifts from some firms tothers).
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An increase (decrease) in LRAS shifts LRAS right (left), there is an increase (decrease) in the
productive capacity of the economy because the economy can produce more (less).

An Increase in LRAS
LRAS LRAS'

Price
Level

(P

prf—— — — —

P —— —

Y* Y Real GDP
(Y)

Many factors couldncrease LRAS:
1) Raw Materials.
As raw materials become cheaper, costs of production fall, so firms can increase production. A
fall in world demand for resources, or a rise in the value of the domestic currency means the
price of imported raw materials fial

2) Investment.

An increase in investment raises the stock of capital (machinery) so the economy can produce
more.

3) Technological Advance.

Research and DevelopmefiR&D)leads to improved technology, machines become more
efficient so more can be produdevith the same amount of resources.

4) Education.

An increase in education raises human capital, labour skills improve and labour becomes more
efficient, so output per worker rises.

5) Labour Market Flexibility.

As the labour market becomes more flexiblejtdabour costs fall so production rises. Also,
migrant labour means more labour is available so more can be produced.

6) Red Tape.

A reduction of red tape by the government makes firms more efficient so they can produce
more.
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AD-AS Equilibrium

Macroeconomic equilibrium occurs at the intersection of AD and LRAS. The diagram below shows
macroeconomic equilibrium, gnequilibrium price levak P* and equilibrium real GDP is Y*.

Macroeconomic Equilibrium

LRAS
Price
Level /\
(P)
P.d: [
| AD
|

¥ Real GDP

(¥)

As Keynes posits, the economy couldiedquilibrium at full employmeniut is likely to be in
equilibrium below full employment.

An increase (decrease) in AD shifts AD right (left), increases (decreases) the price level and increases
(decreases) real GDP.

An Increase in AD

LRAS

Price
Level /\

(P)

p*

AD'
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Anincrease (decrease) in LRAS shifts LRAS right (left), the price level decreases (increases) and real
GDP increases (decreases).

An Increase in LRAS
LRAS LRAS

Price jﬂ\

Level

(P)

pl_

| AD

¥* Y Real GDP
(Y)
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Circular Flow of Income

Assume a simple model of tegonomy with just households and firms, there is no government and

no foreign trade. Households own the factors of production (land, labour and capital) and supply
these to firms in return for income (rent, wages and profit). Households spend all ofrtbeine on

goods and services. Firms use the factors of production to produce goods and services and sell these
to households. Firms spend all of their revenue on the factors of production.

Circular Flow of Income

Households

Income FoP Output Expenditure

(v) (0] (E)

Firms

All three variables income, expenditua@d output should be identical in value:
08 OEKAALHIN Q& QKO 6 d O O

All income is spent, so income is identical to expenditure, and all expenditure goes on output, so
expenditure is identical to output.
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Addingbanks (saving and investment), the government (government spending and taxes) and
foreign trade (exports and imports) to the model, the circular flow now shows injections and
leakages. An injection into the circular flow is money coming into the econopagtibns include:

- Investment
- Government Spending
- Exports

A leakage from the circular flow is money leaving the economy. Leakages include:

- Saving
- Taxes
- Imports

Injections and Leakages

Households

Leakages

Saving 4—

Taxes — Incame
Imports f— (¥

Output

(o}

Expenditure

{E]

*— Investment
#4— Government Spending

Injections

+— Exports

An increase in injections makes AD, income and outipabecause there is more money flowing
around the circular flowAn increase in leakages makes AD, income and outpbefaiuse there is

less money flowing around the circular flot equilibrium, AD, income and output do not change.

Income and Weah

Income is a flow of money that an agent receives between a period of time. Wealth is a stock of
|.
shares. Wealth generates a flow of income for examplewsh can earmnent, stocks and shares can

Faasia GKFG by F3Syd

earn dividends and profit.
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Multiplier

Any AD fluctuations are amplified by the multiplier through krookAD effects. An initial change in
AD has a larger final impact on real GDP due tartbh#iplier.

The Multiplier

Price /\

) \
AD AD' >

Real GDP
(Y)

Assume AD rises because firms increase investment on machinery. To produce the new machinery
FANXa RSYFYR Y2NBE ¢2N]JSNER a2 ¢l 3Sa FyR SYLX 2&YSy
consumption rises and AD rises again.dBse consumers demand more goods, firms demand more

G2N] SNE (G2 LINRPRdzOS Y2NB>X a2 ¢ 3Sa FyR SYLX 28YSy
rises, consumption rises and AD rises. Eventually this comes to an end. At the end, the final increase

in ADis greater than the initial increase in AD.

[‘)(’)d(‘)"Qr‘]G—Q%—I—‘ Q04—
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The higher is the marginal propensity to consume (MPC) the more consumers spend duringrknock
AD effects and the higher is the multiplier.

The multiplier may be difficult tmeasure because:

- Econometric models must be built to estimate it, these models may be wrong, they are not
100% accurate.

- Maybe data is conflicting, missing or unreliable.

- The multiplier could change over time as consumers become more confident and spend
more of their additional income rather than save it.

- The multiplier has a time lag, it does not occur instantaneously. The multiplier takes up to 2
years to exert its full effect.
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Economic Growth

An economy produces output (goods and services). Gross Domestic Product (GDP) measures the
monetary value o&ll theoutput produced by an economy during a given time period.

RealGDPvs. NominalGDP
Economic growth occurs if the economy produces nargput. Economic growth is the percentage
change in real GDP over a given time period.

Nominal GDP is the monetary value of all the output produced in an economy during a given time

period.0 ¢ & "QEOD® B 01 "Q@iX® & o.Nominal GDP does not accurately measure

economic growth because nominal GDP rises if prices and/or output rises. A rise in prices is not
economicgrowtE. SO2y2YAO INRGGK 200dz2NB 6KSYy (KS SO02y2YE

Real GDP is GDP adjusted for inflatig@.c5@0 0 ——— wp T..7A base year is taken and

prices are adjusted to equal that base year. Real GDP measures the quantity oftbatgut
economy prodaes during a given time periodEconomic growth occurgrieal GDP increases
becausehisY S| ya GKS |jdzl y A G e risBsfmokeys béng profidcyde Q& 2 dzi LJdzi

Business Cycles
Positve economicgrowth means real BP rises anthe economy grows. A boom occurs if there is a

major and rapid increase in real GINegativeeconomicgrowth means real GDP falls atie
economy shrinks. A recession occtirgal GDP falls for two consecutive quarters

Business Cycle
Real GDP Real GDP Growth

) Trend
Growth
Rate

Time

Business cycles are the fluctuation of real GDP around the trend growthAciteal GDP growth is
the growth in real GDP that currently occurs. The H®rgn trend growth rate is potential real GDP
growth, the GDP growth that will occur if all resourees fully and efficiently employed. Potential
real GDP growtincreases if technology or knowledge improves.
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Actual growth occurs when AD rises:

Actual GDP growth

LRAS
Price A
Level

(P)

PP T

P - — —— — — AD'

Real GDP
()

Potential GDP growth occurs when LRAS increases, the productive capacity of thygcon
increases:

Potential GDP growth

. LRAS LRAS"
Price
Level
(P)
p* - —
PI — —_—
| | AD
|
| |
¥* Y Real GDP

(v)

Alternatively, potential GDP growth shifts the PPF curve outwards, the maximum amount of output
the economy can produdecreases.
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Output Gaps
The difference between actual GDP growth and the {@mg) trend gowth rate is the output gap. A

positive output gap occurs when real GDP growth is above its trend. A negative output gap occurs
when real GDP growth is below its trend.

Output Gaps

Real GDP
(¥)

A\

|

Paositive Dutpdk Gap

Real GDP Growth

Trend
Growth
Rate

Causes of Economic Growth

Time

Economic growth occur§ AD and/or LRAS shifts rigian increase in C, |, G or¥ means AD
increases and\Dshifts right so real GDP rises. A number of factors could cause one of the
components of AD to change and shift AD, se@492. An increase i FAS mean&RAS shiftgight
so real GDP rises. A number of factors could caB8& to shift, see p4.

Benefitsand Costf Economic Growth

Benefits ofEconomic Growth

Cogs of Economic Growt

Incomes rise. Real income rises, consumers ¢
buy more goods and servicasnsumption rises
and living standards rise. Additionally, econom
growth may mean that assets generate a large
income flow, so consumption rises and living
standards rise further.

Inflation may rise. Economic growth may meatr|
AD increases and shifts ligand, if there are
bottlenecks (i.e. the AS curve is inelastic),
inflation rises As inflation occurs, workers
cannot afford as much as before, workers
RSYIFYR KAIKSNI Y2ySe ¢
FANVAQ LINKROSAE NRASIT ¢
wages ad the spiral continues.

Employment rises. Jobs are created because
firms produce more, and because labour is a
derived demand, firms must employ more
workers. The government are closer to achievi
their target of full employment.

Inequality rises. The @o (workers) may benefit
from higher wages but the rich (owners of
machinery and firms) may benefit from even
higher profits. So the rich get richer faster than
the poor get richer and income distribution
becomes more unequal.

Profits rise. Economic grotvimeans incomes ar
rising, consumers buy more goods and service
so firms make more profit.

Environmental damage. More resources are

extracted from the ground so the geosphere is
damaged, more land is used and trees cut dov|
so the biosphere is damaged.ok& people drive
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and use electrical goods, requiring more fossil
fuels to be burned, so there are more dirty
emissions pumped into the air and the
atmosphere is damaged.

Efficiency increases. Firms earn more profit sg Time lag. It takes time for new machinery to be

they invest more in R&D, develop new developed. New machines must first be
machinery, become more efficient and LRAS | researched and tested. The benefits of increag
shifts right. efficiency may only occur in the lomgn.

Tax revenue rises. &tomic growth means Magnitude. The extent of the rise in economic
incomes and profits are rising, consumers pay| growth determines how much tax revenue rise
more income tax and firms pay more by. A small increase in economic growth will o
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increases. Also, firms are producing more and| and corporation &x revenue by a small amount
hiring more workers so unemployment benefit
fall. The goverment then has more to spend or
health and education.

Exports may rise. If growth is due to exptat Current accoundeficit. Real incomes rise,
growth then exports are rising rapidly, AD is | domestic consumers may buy more luxury
rising and real GDP is rising. The government | imports so imports rise and the current accoun
closer to achieving their objective of a current | moves towards a deficit. Also, domestic firms
account surplus. may sell more goods to domestic consumers
rather than sell to foreign consumers who may|
havea lower income, so exports fall and the
current account moves deeper into a deficit.

Sustainable Growth

Economic growtlis sustainable if the needs fhifture gererations are not compromised lmurrent
consumption/production. Inther 2 A S ¢ KS w2F R 60&adl NNARY Isotrded 32 a2 NJ
have basically ran o@nd no moregoods can be produced. If tleeirrent ganeration produces too

much nowthen future gererations may have no resourcesproduce goods.

Comparing Living @hdards Between Economies

An economy with a large population will likely have a higher GDP than an economy with a smaller
population because the larger one can produce more. It is unfair to compare their GDPs. Instead,

GDP per capita must be used to compaconomies. GDP per capita is GDP divided by population, it
measures the average GDP per person. An economy could have a high GDP but a low GDP per capita
in contrast to another economy with a low GDP but high GDP per capita, the average person is

better off in the second economy.
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Even GDP per capita does not accurately measure the welfare or living standards of an economy.
Many other factors affect welfare:

1) Health.

Better health means better living standards.

2) Social Indicators.

Bettereducation and lessrime means better living standards.
3) Political Freedoms.

GDP does not maare democracy or dictatorship.

4) Income Distribution.

High GDP per capita does macessarilynean income is distributed evenly. An economy could
have a high GP per capita if there is one extremely rich person and the rest are poor.

5) Black Economy.

GDP only measures official transactions, it does not measure illegal transactions in the black
economy. Also, DIY at home and other cashand transactions are nancluded.

6) External Costs.
A high GDP means a lot is being produced so pollution may be high. Pollution could damage

health and lower living standards. Also, too much production could mean resources deplete and
future generations suffer lower living stdards.
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Human Development Index

The UN Human Development Index (HDI) is a multidimensional measure of the
economic development of an economy.

The HDI is an index combining:

1) Income. Measured by GDP per capita at Purchasing Power Parity (PPP),
what the average citizen can afford.
2) Health. Measured by life expectancy at birth.
3) Education. Measured by the adult literacy rate and educational enrolment rates.

The HDI measures a ntkincome, health and education. These three measures are given equal
weighting. The HDI lies between 0 and 1. A country is more developed the higher its HDI score is.

Benefits of the HDI

Coss of the HDI

Easy to obtain data. Almost every country
has GDP, life expectancy and literacy rate
figures.

GDP per capita does not reveal the distribution of income. Maybe tf
majority of the population are in poverty so the economy is not
developed. Maybe the Human Poverty Index could be added to the
to include a deprivation measure.

It includes social factors such as literacy
rates.

The HDI does not reveal the quality of education. Moreover, kids co
be in school but not learning. Also, maybe kids are taught academig
knowledge when they need practidaiowledge (cook, clean, build).

It qualifies income as the cost of living (PP

Life expectancy does not reveal the quality of life. An economy is ng
developed if people live long in poor conditions.

Easy to compare the HDI scores between
countries.

It does not include political indicators like democracy and dictatorsh
or other social indicators such as crime rates.

Alternative Measures of Development

Alternative measures of development include:

- Access to clean water and energy consumptiongagita. Clean water is necessary for basic
human survival, good health and to prevent diseases. Energy consumption is required for
transport, heating and lighting, it helps increase living standards. However, more energy
consumption could mean more polloti, this damages health and future generations.

- Percentage of adult males in agriculture. As GDP rises, this measure should fall because
agricultural labour is replaced with tractors and combine harvesters. Also, adult males
should move to cities to getdiner paid jobs in the manufacture and service sectors.

- Primary and secondary educational enrolment rates. Education increases human capital so
wages rise, people can consume more and poverty falls. Also, education gives people
individual freedoms like thability to read and fill in forms.

- Access to phones per 1,000 of the population. Access to communication gives people
individual freedoms and makes it easier to buy and sell goods.

However, many othese measures will overlap for exampdelot of energy consumption may be
caused by a lot of male workers in the manufacture sector. Also, there may be data collection
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consumption?). Moreover, data may beaoturate so the measures could be misleading.
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Inflation

L'y SO2y2Y yddgeneralpicalleval & the average of all the prices in the economy.
Inflation is a rise in the average price level over a given time period. Deflation is a fall in thgeaver
price level over a given time period.
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resource costs and prices rise.
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costs rise and their prices rise.
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Many costs of inflation exist:
1) Transfer of Resources.

Inflation causes a transfer ofsources from savers to borrowers. Inflation devalues savings so
savers are worse off. Inflation devalues debt so borrowers are better off.

2) Interest Rates.

If inflation is too high a tight monetary policy may be used to increase interest rates, soshe ¢
of borrowing rises, consumers take out less loans and consumption falls.

3) Investment.

Inflation creates uncertainty, uncertainty means firms cannot plan, if firms cannot plan they
cannot invest so investment falls. Also, if inflation is too hightd tigpnetary policy may be

used to increase interest rates, so the cost of borrowing rises, investors take out less loans and
investment falls.

4) Menu Costs.

As prices change, firms must change their prices and reprint menus and catalogues, edit
websites ad shop signs, this is costly for firms.

5) Search Costs.

As prices change, consumers incur search costs because they must keep up to date with all the
new prices that firms charge.

6) WagePrice Spiral.

As inflation occurs, workers cannot afford as muchefste, workers demand higher money
gl 3533 FANNXAQ O2ada NRAST FANNAQ LINAOS&E NMRASE
continues. At the extreme, this could cause hyperinflation.

7) International Competitiveness.
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are dearer and fall, imports are cheaper so A imports more.

Measuring Inflation

A measure of inflation is the Consumer Price Index (&fBnnualprice survey, the Expenditure
and Food Survey, is undertaken by the ONS to collect #a&aCPlI is a price index of a basket of
roughly 700goods and services typicallydmght by the average househol@ihe basket includes food,
drink, shelter, clothingenergy,education and banking servicgsoods are weightechore if
households spend more money on them.

Each year the basket is updated to account for the changing patterns of consumer behaviour, some
goods may be taken out and/or given less weight, aurgoods may be given more weight and/or

new goods may be added.

Limitations of the CPI:
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The sample may not be representative of the average household. For example, it could
include too many rich households, so the basket will not represent the average 8da2 t RQ a
consumption.

Spending patterns may be dynamic and could change frequently throughout the year,
meaning the basket and weights need to be changed more than once per year.

Black market transactions are unofficial, no data exists for them, so timotae included

in the CPI.

Prices may rise over tinteecausebetter quality goods are beingkl (technically this is not
defined as inflation).
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Unemployment

Employment is the amount of workers with a jdinemployment is the amount of people willing
and able to work at the market wage but without a job.

Many types of unemployment exist:
1) Keynesian (DemanrDeficient) Unemployment.
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AD and real GDP are declining. Firms produce less and require less labotoféavtakers.

Workers want to work but some are involuntarily unemployed. Keynesian unemployment can

persist even in the lorrgun. AD must rise to reduce amployment.

2) Frictional Unemployment.

Frictional unemployment occurs when workers are moving between jobs. Workers are
unemployed but searching for a new job. It is a shart phenomenon. The government must
reduce benefits to incentivize the unemploytaifind jobs quicker. Also, the government must
disseminate job information so that the unemployed can find jobs quicker.

3) Seasonal Unemployment.

Seasonal unemployment occurs when workers are unemployed during tiseadbn.

Agriculture experiences seasal unemployment as workers are employed during harvests but
unemployed during winters.

4) Real Wage Unemployment.

Real wage unemployment occurs when real wages are above the rrddeging levelmaybe
because of a minimum wagét — athe quantity supfied of labour is greater than the
quantity of labour demanded, there is excess labour supply 0 .0 0 workers are willing
and able to work at— abut are involuntarily unemployed.

Real Wage Unemployment
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5) StructuralUnemployment.
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required by employers.
- Sectoral Unemployment: An economy goes through structural change, maybe
mining declines, so skilled miners become unemetbbecause they do not have
the skills to immediately get a different job.
- Technological Unemployment: Maybe new technology is developed which
replaces some workers who do not have the skills to immediately get other jobs.

Costs of Unemployment
Thereare many costs of unemployment:

1) Lower Living Standards.

Anyone unemployed earns no wage and must go on unemployment benefits, so their income

falls, they cannot buy as many goods and their living standards fall. At the extreme, without any

social safetynets like unemployment benefits, the unemployed fall into poverty. Additionally,
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the unemployed may benefit from more leisure time and, if unemployment benafis

available, the incomes and living standards of the unemployed may not fall that much.

2) Crime.
An unemployed person cannot afford to buy many goods or services so they may turn to illegal

activities and crime to get what they want. Run down area®itain parts of the country may
suffer the most if rising unemployment is a regional problem.

3) Lost Output.
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economy is inside its PPF and the economy suffers lgput But, because output falls, income
falls, consumption falls, AD falls and there is qnsth deflation.

4) Loss of Skills.

A person who is unemployed for a long time may becomsldied, lose their skills, their
human capital is damaged and consenqthg it becomes more difficult for them to find a job.

5) Lower Profits.

Rising unemployment means incomes fall, consumption falls and firms sell less goods and

services so firms make lower profits. Firms may also be discouraged from investing because they
make less profits so in the lofmgn LRAS shifts left and real GDP falls.

6) Lower Tax Revenue.

¢KS JI208SNYYSyiQa GFIE NB@BSydzS Frifta o0SOIdaAaS sAd
less in income tax and there is less consumption so the governreegitves less VAT. The

government must also spend more on unemployment benefits so they may need to raise taxes
or cut spending on health or education to pay for more benefits.
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Migration and Unemployment

Migration Increases Employment

Migration Increags Unemployment

Migrants may be young people of working age
so migrants will expand the economically activ
population and increase employment.

Maybe migrants take jobs away from domestig
workers and cause unemployment to rise amo
domestic citizens.
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consumption so AD rises, firms must produce
more goods so they hire more labour, more jol
are created and employment rises.

Migrants may come to work in the country but
there is not enough demand for joltisen they
simply become unemployed.

Migrants may be more flexible than domestic
workers. For example they may be willing to
work longer hours, harsher conditions and
accept a lower pay. This improves the flexibilit
of the labour market so employment rise

aAIdINIyGaQ FlYAfe
the economy but not possess the
education/training/skills required to find jobs
and consequently become unemployed.
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Migrants may fill important skill shortages in th
domestic labour market so employmerises.

Migrants may just be coming to the economy t
claim benefits and not work.

Measuring Unemployment

The International Labour Organization (ILO) measure of unemployment:
- The ONS carry out the Labour Force Survey. A survey of 60,000 working agdaqgople
range 1665)are interviewed four times per year by phone. A person is defined as

unemployed if they have been looking for work in the last four weeks and if they are ready

to work within the next two weeks.

Benefits of ILO

Cogs of ILO

Allowsinternational comparison.

Time consuming and costly.

More inclusive than the Claimant Count, inclug
16 year olds.

Sample may be too small and not representati
of the average person.

People could lie.

The Claimant Count (CC) measure of unemployment
- Anyone claiming unemployment benefior example, Job Seekers Allowanisajefined as
unemployed.The claimants must be between-68, be able to prove they are looking for
work and register at unemployment offices.

Benefits of CC

Cods of CC

Cheap and easy to obtain information.

Some people eligible for unemployment benef
may not claim (maybe due to pride).

Housewives are technically defined as
unemployed but often do not claim
unemployment benefits.

Someone could work and claim illelgalbenefit
fraud).

Claimants may not be looking for a job, they ai
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not willing to work.

Not internationally recognized.

Over time the government could change the
rules to be eligible to claim unemployment
benefits. So it may be easier to clamanefits in
the present time than it was in the past, more
people would be claiming at the present time
but that does not necessarily mean
unemployment has risen.

Unemployment: A Lagging Indicator

Unemployment is a lagging indicator, that is, when a ss@# occurs there is a time delay before
unemployment rises. This is because:

Workers may not be laid off immediately when sales fall because of contracts, it may be
cheaper to keep the workers on rather than fire them.

Workers may not be fired immediatetue to compassionate reasons.

Recruitment costs may be very high so it may be cheaper to keep workers on during a
recession rather than fire them and employ new workers in the future.

Workers may not be laid off because they represent an expensive measin human

capital, it takes time and money to train workers.

If the economy is recovering from a recession, there is economic growth but unemployment
may not fall immediately because firms may fear the recovery is only temporary.
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Balance of Payments

The balance of payments (BoP) is a record of all the external financial transactions between one
economy and the rest of the world. The two main components of the BoP are the current account
and financial accourt.

Current Accouh
The current account includes:
- Trade in goods/visibles (raw materials, manufacture goods, cars etc.).
- Trade in services/invisibles (banking, insurance, transport etc.)
- Investment ihcome (profits, dividends and interest on assets abroad).
Money from theuse of capital abroad.
- Transfers includingid, remittances (money sent to relatives abroad) and
EU contributions.

Current Account Surplus and Deficit
A current account surplus means the exports of goods and services is greater than the imports of
goods ad services® 0 tand money flows into the domestic economy.

A current account deficit means the imports of goods and services is greater than the exports of
goods and serviceso 0 mtand money flows out of the domestic economy.

Causes of L£urrent Account Deficit
Many factors could cause a current account deficit:

1) Exchange Rate Appreciation.
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becomes less internationally price competitive, exports becoeerer and fall, imports become
cheaper and rise so the current account moves towards a deficit.

2) Global Recession.

A global recession means foreign consumers have a lower income so they buy less UK exports,
UK exports fall and the current account movewards a deficit.

3) Poor Quality Goods.
L¥ GKS ljdzrftAGe 2F GKS R2YSaiaAo
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imports rise, and the currergccount moves towards a deficit.
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4) Inflation.
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dearer and fall, imports are cheaper and rise so the current account moves towards a deficit.

° Only the current account is of interest for AS economics.
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