ECONOMICS AS LEVEL UNIT 1
MARKETS AND MARKET FAILURE



THE ECONOMIC PROBLEM


Nature and Purpose of Economic Activity

	CENTRAL PURPOSE OF ECONOMIC ACTIVITY
	· To produce goods and services to meet needs and wants
· Increased economic welfare for citizens

	Goods
	Tangible products

	Services
	Intangible products which provide intangible benefits

	Economic Welfare
	Benefit or satisfaction an individual or society gets from allocation of resources judged by:
· How well off people feel
· How much people have
· Standard of living
· Physical wellbeing




Economic Problem

	ECONOMIC PROBLEM
	Infinite wants, scarce resources  opportunity cost

	Opportunity Cost
	Next best alternative forgone when economic decision made




	Economic Goods
	Scarce goods with an opportunity cost

	Free Goods
	Goods with no opportunity cost




Economic Resources

	FACTOR OF PRODUCTION
	FACTOR INCOME

	Capital
	Stock of goods used to make other goods
	Interest

	Enterprise
	Risk takers who bring factors of production together
	Profit

	Land
	Minerals, land itself, resources taken from world
	Rent

	Labour
	Potential workforce
(Physical people, skills, abilities, intelligence)
	Wages




	Factor Market
	Market for factors of production

	Renewable Resources
	Resources that are able to be replenished over time
EG: Forests, fish stocks

	Non-Renewable Resources
	Resources that are not able to be replenished over time
EG: Oil, coal



Economic Objectives of Various Members

	Consumers
	Rational choices designed to maximise own welfare

	Workers
	Maximise gain from working
· Higher wages
· Better working conditions

	Firms
	Maximise profits (when total firm revenue > total costs)

	Governments
	· Increase welfare of people
· Increase own popularity




Scarcity, Choice and Allocation of Resources

Consumer controls market
1. Consumer no longer wants product
2. Consumer no longer buys product
3. Firms don’t make profit from product
4. Firms stop producing product


Role of Prices and Profits in Free Market Economy

	Free Market Economy
	· Little government involvement in provision of goods and services
· Government ensures rules of market are fair




	ROLE OF PRICES
	PRICES RISE
	PRICES FALL

	Incentive Function
	Incentive for firms to increase supply
	Incentive for firms to leave market 

	Rationing Function
	Consumers cut back spending
	Consumers extend demand

	Signalling Function
	Producers see there is scarcity
	Producers see there is excess supply




Taxes

	Direct Taxes
	Tax on income

	Indirect Taxes
	Tax on spending




Production Possibility Boundary (PPB)

	Production Possibility Boundary
	Indicates maximum possible output that can be achieved:
· Given a fixed set of resources
· Given fixed technology
· In a particular time period

Point within PPB  not all resources being used to full capacity.
Not possible to go beyond PPB in short term.
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	Productive
Efficiency
	· Firm operating at minimum total cost producing maximum total output from inputs
· Any point on the PPB is productively efficient

	Allocative Efficiency
	· Not possible to make anyone better off without making someone worse off
· Cannot produce more of one good without producing less of another
· Any point on PPB is productively efficient




PPB and Opportunity Cost
[image: ]
	Shift
	Prod. A
	Prod. B
	Opportunity Cost

	U  V
	W  Y
	X  Z
	Reduction in Prod A (W – Y)

	V  U
	Y  W
	Z  X
	Reduction in Prod B (Z – X)






Factors Which Would Cause the PPB to Shift Outward

	Finding New Resources
	New factors of production:
· Increase in population
· Discovering mineral deposits or oilfield

	Improving Technology
	· Fewer resources required to product unit of output
· Resources freed up to be used in other areas

	Increasing Productivity
	· Workers produce more output with same inputs
· Capital investment  increased production potential

	Improving Quality
of Resources
	· Invest in human capital
· Increases productivity and thus output

Methods of doing this:
· Division of labour
· Specialisation



	Productivity
	Measure of efficiency – ratio of inputs to outputs

	Labour Productivity
	Output per worker per period of time

	Human Capital
	Skills, abilities, motivation and knowledge of labour

	Division of Labour
	Breaking production process down into sequence of tasks
· Each worker assigned to particular task

	Specialisation
	· Production of limited range of goods
· By factor of production, firm or country
· In cooperation with others so full range produced


Part-Shifts of the PPB
[image: ]
1. Efficiency and productivity increases in production of one good
2. Increase in productive potential for good B
3. No increase in maximum output of A
4. PPB1 shifts to PPB2



Factors Which Would Cause the PPB to Shift Inward

	Falling Life Expectancy/Disease
	· Reduced workforce size
· Reduced total output

	Poor Maintenance of Machinery
	· Reduced productivity
· Reduced total output





Statement Types

	Positive Statements
	Statements that can be tested against real-world data

	Normative Statements
	Opinions that require value judgements to be made

	Value Judgements
	Statements or opinions that are not testable/verifiable
· Depend on views of individual





DEMAND IN A MARKET


	Demand
	Amount consumers are willing and able to buy at each given price

	Effective Demand
	Demand supported by ability to pay for good or service

	Market Demand
	Total demand in market for good at each given price
(Sum of all individuals’ demand)




[image: ]Why the Typical Demand Curve Slopes Downwards

· Consumers want to maximise benefit with limited income
· Consumers have to give up more of income for expensive items
· Consumers only buy something is benefits outweigh opportunity cost

· As we buy more of something the benefit of buying it decreases
· Will only buy more if price is lower (inverse relationship)


Movements Along Demand Curve

	Contractions in Demand
	Fall in demand caused by rise in price
	

	Extensions in Demand
	Rise in demand caused by fall in price
	




Factors Shifting the Demand Curve

	FACTOR
	LEFT SHIFT
	RIGHT SHIFT

	Income
	Income falls (normal goods)
	Income rises (normal goods)

	
	Income rises (inferior goods)
	Income falls (inferior goods)

	Advertising
	Reduction in advertising
	Increase in advertising

	Substitutes
	Price of substitutes falls
	Price of substitutes rises

	Complementary
	Price of complementary rises
	Price of complementary falls

	Fashion
	Goods unfashionable
	Goods fashionable

	Quality
	Fall in quality
	Rise in quality

	Season
	Goods not in season
	Goods in season

	Law
	Law makes consumption difficult
	Law encourages consumption

	Expectations
	Prices expected to fall
	Prices expected to rise



	Complementary Products
	Goods consumed together
(EG: Shampoo and conditioner)

	Substitutes
	Competing goods which can be used as alternatives




Types of Demand

	Composite
	Good demanded for more than one purpose
· Increased demand for one purpose decreases supply for other purpose  higher prices

	Derived
	Demand for one good or service comes from demand for another good or service


SUPPLY IN A MARKET


	Supply
	Amount offered for sale at each given price

	Market Supply
	Sum of all individual firms’ supply curves at each given price

	Planned Supply
	Amount producers plan to produce at each given price

	Actual Supply
	Amount producers produce – may differ from planned due to:
· Breakdowns in production
· Staff absences

	Joint Supply
	Production of one good results in production of another




Why the Typical Supply Curve Slopes Upwards

· [image: ]Firms aim to maximise profits
· Profits rise with price

1. Prices rise
2. Firms see opportunity to increase profit
3. Firms increase supply (positive relationship)
Also encourages new firms to enter market

· Prices rise
· Reduced opportunity cost
· Resources attracted to production of particular good

· Most efficient producers enter market when price is low
· Less efficient producers can’t compete until price rises and so cut supply


Movement Along Supply Curve

	Contractions in Supply
	Fall in supply caused by fall in price
	

	Extensions in Supply
	Rise in supply caused by rise in price
	




Shift in Supply

	FACTOR
	LEFT SHIFT
	RIGHT SHIFT

	Raw Materials
	Raw material prices rise
	Raw material prices fall

	Technology
	Technology quality falls
	Technology improvements

	Productivity
	Decreased labour productivity
	Increased labour productivity

	Regulations
	Increased regulations (higher costs)
	Decreased regulations (lower costs)

	Wages
	Rise in wage rates
	Fall in wage rates

	Subsidies
	Fall in subsidies
	Rise in subsidies

	Indirect Tax
	Rise in indirect tax
	Fall in indirect tax

	Expectations
	Price expected to rise
	Price expected to fall

	Objectives
	
	Firms wish to increase market share

	Firms
	Firms leave market
	Firms enter market



FUNCTIONING OF COMPETITIVE MARKET


Equilibrium

	Equilibrium
	Price at which demand = supply
· No tendency for change
· Stability
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Disequilibrium

	Disequilibrium
	Supply does not equal demand



	Excess Demand
	Excess Supply

	Demand > Supply at given price
	Supply > Demand at given price
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	· Demand greater than supply
· Signalling function
(Suppliers have undersupplied product)
· Prices need to rise
· Increased incentive to produce
· Leads to market clearing price
	· Supply greater than demand
· Signalling function
(Suppliers have oversupplied product)
· Prices need to fall
· Reduced incentive to produce
· Leads to market clearing price



	Market Clearing Price
	Price at which all goods supplied are demanded






Effects of Shifts in Demand and Supply

	Shift in Demand
	Shift in Supply
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	1. Initial equilibrium
2. Right shift of demand
3. Disequilibrium
4. Extension of supply
5. New equilibrium at higher price
	1. Initial equilibrium
2. Right shift of supply
3. Disequilibrium
4. Extension of demand
5. New equilibrium at lower price




Impact of Changes in Demand and Supply on Associated Markets

	DERIVED DEMAND
Increase in Demand

Effect of consumer goods market on factor market.
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	1. Increased demand for CH
2. Increased demand for CH engineers
3. Increase in CH engineer wages
4. Slight increase in CH engineer supply

	COMPLEMENTARY
Increase in Demand
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	1. Increased demand for shampoo
2. Increased demand for conditioner
3. Increased price of conditioner
4. Increased supply of conditioner

	JOINT SUPPLY
Increase in Supply
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	1. Increased supply of beef
2. Increased supply of leather
3. Decreased price of leather
4. Increased demand for leather




Price Ceilings and Price Floors

	MAXIMUM PRICE
· Price ceiling
· Price cannot go above this
	[image: ]
	1. Prices cannot meet free market equilibrium
2. Prices unable to eliminate excess demand
3. DEMAND > SUPPLY (excess demand)

· Black markets may emerge

	MINIMUM PRICE
· Price floor
· Price cannot go below this
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	1. Prices cannot meet free market equilibrium
2. Prices unable to eliminate excess supply
3. SUPPLY > DEMAND (excess supply)

· Can distort signals within market

	ZERO PRICING
· Goods are free at point of use
	[image: ]
	Position of disequilibrium exists when demand is greater than supply.

EG: NHS (paid for through taxes) waiting list.


ELASTICITY


Price Elasticity of Demand

	PED
	Responsiveness of demand to change in price
· Always negative so ignore negative sign
	Percentage Change in QD
Percentage Change in Price




	Type of PED
	Graph
	Value
	Description

	Perfectly inelastic demand
	
	0
	Price changes  quantity demanded remains same

	Inelastic demand
	
	<1
	Quantity demanded changes at lesser rate than price

	Unit elastic demand
	
	1
	Quantity demanded changes at same rate as price

	Elastic demand
	
	>1
	Quantity demanded changes at greater rate than price

	Perfectly elastic demand
	
	Infinity
	Any quantity is demanded at a given price




Factors Determining Price Elasticity of Demand

	Substitutes
	More substitutes available = more elastic demand

	Habit-forming Goods
	Goods such as cigarettes and drugs are usually inelastic in demand

	Luxury/Necessity
	Necessities = Inelastic demand
	Luxury = Elastic demand

	% Income Spent
	Smaller proportion of income spent purchasing = Elastic demand

	Time period
	Demand = more elastic in long run




Price Elasticity and Incidence of Tax

	Subsidies
	Payments by government to producers to encourage production of goods or services

	Incidence of Tax
	Proportion of tax passed onto consumer
· Most of tax passed onto consumer  high incidence of tax
· Price Inelasticity of Demand tends to have high tax incidence




Effects of Tax

	Effect on Price
	· Pass more tax onto consumer for inelastic goods
· Tax is vertical distance between two supply curves

	Effect on Quantity Sold
	· Tax causes prices to rise and demand to fall

	Impact on Tax Revenues
	· Increase in tax revenue when tax is on inelastic goods
· Decrease in tax revenue when tax is on elastic goods

	Effect of Tax on Employment
	· Increase in tax  decrease in demand  decrease in supply  decreased need for labour  unemployment

	Effect of Subsidy
on Equilibrium Price
	· Subsidy on demand inelastic goods  relatively big fall in price and small increase in quantity


Income Elasticity of Demand

	Income Elasticity of Demand
	Proportion to which demand changes when change in income

	Normal Goods
	Incomes rise  demand for goods increases

	Inferior Goods
	Incomes rise  demand for goods falls




Income Elasticity of Demand = Percentage Change in Quantity Demanded
					         Percentage Change in Income


	Value
	Meaning

	Above 1
	Income Elastic  demand rises as income rises (luxury)

	Between 0 and 1
	Income Inelastic  demand rises slightly as income rises

	Negative
	Inferior Goods  demand falls as income rises







Cross Price Elasticity of Demand (XPED)

	Cross PED
	Extent of effect of change in price of Good A on demand for Good B




Cross Price Elasticity of Demand = Percentage Change  in  QD  of  Good B
					      Percentage Change in Price of Good A


	VALUE
	MEANING

	Positive
· 0  1
· Above 1
	Substitutes
· Cross Price Inelastic
· Cross Price Elastic

	Negative
· 0  -1
· Below -1
	Complementary
· Cross Price Inelastic
· Cross Price Elastic





Price Elasticity of Supply

	PES
	Responsiveness of supply to change in price
	Percentage Change in QS
Percentage Change in Price




	Type of PES
	Graph
	Value
	Description

	Perfectly inelastic supply
	
	0
	Price changes  quantity supplied remains same

	Inelastic supply
	
	<1
	Quantity supplied changes at lesser rate than price

	Unit elastic supply
Any line going through origin
	
	1
	Quantity supplied changes at same rate as price

	Elastic supply
	
	>1
	Quantity supplied changes at greater rate than price

	Perfectly elastic supply
	
	Infinity
	Any quantity is supplied at a given price




	Commodity
	Good that is traded (in bulk)
· Raw materials
· Semi-manufactured goods

· Inelastic supply in long run
· Elastic supply in short run




Factors Affecting Price Elasticity of Supply

	Time
	More elastic over time

	Type of Product
	Supply of raw materials = inelastic
· Takes time to find new resources
· Takes time to exploit resources

	Availability of Stocks
	Firms that hold stocks have more elastic supply

	Ease of Switching
Between Alternative
Production
	1. Firm produces lots of products
2. Firm wants to increase production of Product A
3. Firm decreases production of Product B
4. Spare resources for production of Product A

	Availability of Spare Capacity
	More spare capacity  more elastic supply

	Number of Firms in Market
	No barriers to entry  more elastic supply

	Ability to Alter
Production Methods
	Greater ability to alter production method  greater elasticity of supply





MARKET CASE STUDIES


Housing Market

Supply-side restraints on housing market:
· Low elasticity of supply (takes time to build houses)
· Government intervention in market limits availability of building sites
· Antagonism from existing residents limits availability of building sites
· Shortages in factor markets (EG: lack of builders)


Demand for housing market high due to:
· Social and demographic trends (people living alone, people living longer)
· Strong positive migration patterns
· Economic growth  rising incomes  housing has high positive income elasticity
· Low interest rates  increased demand for housing  high positive cross PED
· Houses seen as investment good

	Investment Good
	Product that increases in value over time




Housing market concepts:
· Building is non-sustainable
· Housing market has market failure and government failure

	Sustainable
	Activity carried out today that doesn’t stop future generations maximising welfare

	Market Failure
	Market fails to produce what consumers require at lowest possible cost

	Government Failure
	Costs of government intervention exceed benefits




Rental Market and Government Intervention

Government imposes maximum rent:
· Owners evict tenants to sell properties
· Fewer properties available for rent
· Black market
· Government commissions firms to build housing to increase accommodation

Agricultural Market

Problems Within Agricultural Market

· Production is subject to unplanned variations (eg: due to weather)
· Agricultural prices fluctuate from year to year depending on level of output
(This affects farmers’ incomes and ability to make long-term plans)


Use of Buffer Stocks Within An Agricultural Market

	Buffer Stocks
	Intervention system that aims to limit fluctuations of price of commodity



1. [image: ]Authorities want to maintain price P1
2. Authorities need to ensure that supply is Q1

1. Supply is Q3
2. Authorities buy (Q3 – Q1) supply
3. Supply released to markets is Q1

1. Supply is Q2
2. Authorities sell (Q2 – Q1) supply
3. Supply released to markets is Q1


Issues with using buffer stocks:
· Problem of financing buffer stocks
· Difficulties involved in establishing target price
· Problems faced by buffer stocks as technology changes
· Storage costs and perishability of buffer stocks


Features in Agricultural Market Not Present in Other Markets

· Huge disparity in methods of production
· Both demand curve and supply curve are very inelastic
· Price floor due to domestic firms being protected against foreign competition
· Over production due to price floor
· Excess sold to third-world countries at low price causing farmers to lose business
· Composite demand of agricultural products for food and biofuel


Poverty

	Absolute Poverty
	· Having insufficient income to live on
· Not being able to afford basic essentials



1. Poverty high in farmers in third-world countries due to cheap agricultural imports
2. WTO member countries abolished agricultural export subsidies
3. Farmers in third world countries can re-grow businesses

Oil Market

· Many oil market suppliers in cartel known as OPEC
· Can reduce supply of oil and cause price of oil to rise
· This leads to inflationary pressure in the economy (cost-push inflation)

	Inflationary Pressure
	Occurrences that are likely to lead to increased prices





Leisure Market

· Many popular leisure activities have perfectly inelastic supply
· Organisers may feel this is too expensive for fans and impose price ceiling

Possible outcomes:
· First come first served
· Rationing of tickets to genuine supporters
· Black market



Computer Games Market

· Few major firms who fight for market share
· Buyers become loyal once console is purchased

· Some computer games have negative externalities
· Natural demand reduced by government laws (age restricting)

	Negative Externalities
	Costs imposed on third party not involved with consumption or production of good





Environmental Market Failure

Environment is market failure because:
· External costs created by actions of individuals and firms
· These costs create pollution and threaten to damage the environment

	TECHNIQUES USED TO REDUCE MARKET FAILURE

	Taxes
	Decrease supply and increase price of goods with negative externalities

	Regulations
	Laws to reduce harm of products:
· Slow to put in place
· Expensive to police

	Subsidies
	Granted to activities that reduce environmental damage
· Ensures higher level of consumption than in free market

	Tradable Permits
	Allows an industry certain level of maximum emission

	Property Rights
	Those who impose external costs have to pay compensation


PRODUCTION AND EFFICIENCY


Specialisation and the Division of Labour

	Specialisation
	Production of limited range of goods by:
· Individual factor of production
· Firm
· Country (countries can exchange excess goods)

	Division of Labour
	Breaking production process down into sequence of tasks
· Each worker assigned to particular task




Benefits of Division of Labour

	Increased Aptitude
	· Repetition of tasks leads to them being done better

	Time Saving
	· Less time wasted switching between tasks
· Less time devoted to training

	Natural Strengths
	· People can do what they are best at
· People can focus on activities they are best suited to

	Capital Equipment
	· Increased production  worthwhile to use equipment
· Equipment lowers costs further




Production, Productivity and Productive Efficiency

	Production
	· Process which converts factor inputs into outputs
· Total output of goods and services within market




Productivity

	Individual Factor Productivity
(Factor: Land, Labour, Capital)
	Total Output per Time Period
  Number of Units of Factor

	Total Factor Productivity
	Total Output
 Total Input




	ADVANTAGES OF INCREASING PRODUCTIVITY

	Lower Average Costs
	Increased output at same or lower cost
· Lower average costs

	Improved Competitiveness in International Market
	1. Increased productivity
2. Lower unit costs
3. More competitive in international market

	Higher Profits
	Lower average costs  higher profits

	Higher Real Wages
	Firms are better able and more willing to pay more

	Growth of Economy
	Outward shift of PPB
BUT Unemployment if productivity growth > demand growth


[image: ]Productive Efficiency

· Firm’s output produced at minimum average total cost (Q1)
· Producers minimise wastage of resources in production process


Efficiency and the PPB
[image: ]
· At any point on the PPB it is not possible to produce more
· This is productive efficiency




Costs of Production

	TOTAL COSTS
	Fixed Costs + Variable Costs

	AVERAGE TOTAL COSTS
	             Total Cost              _
Number of Units of Output

	FIXED COSTS
	Costs of production that do not vary as output changes:
· Rent
· Depreciation in value of capital equipment due to age
· Insurance charges
· Salaried staff costs
· Interest charges on borrowed money
· Costs of new capital equipment
· Marketing costs

	VARIABLE COSTS
	Costs of production that vary with output:
· Raw materials
· Labour (not on permanent contract)
· Consumables





Competition and Monopolies

	Competition
	Market situation in which there are a large number of buyers and sellers which leads to:
· Productive efficiency (less efficient firms lose market share)
· Consumer sovereignty (firms produce what consumers want)

BUT:
· Smaller firms unable to compete
· Larger firms invest profit into research pushing firms out




[image: ]Economies and Diseconomies of Scale

	Economies of Scale
	Increase in scale of production
 Reduction in average total costs

	Diseconomies of Scale
	Increase in scale of production
 Increase in average total costs




Internal Economies of Scale

	Internal Economies of Scale
	Result from growth of firm itself



	Technical
	· Large-scale businesses can afford to invest in capital machinery
· Specialisation in larger firms
· Law of increased dimensions
(Double height of building  more than double capacity)

	Marketing
	· Large firm can spread advertising budget over large output

	Managerial
	· Large firms can justify having managers
· Managers raise productivity

	Financial
	· Rated by banks as more reliable
· Given more favourable rates of interest

	Network
	· Firms in widely used networks and services have more potential for economies of scale




External Economies of Scale

	External Economies of Scale
	Occur within industry itself due to:
· Better transport network
· Increased research
· Relocation of support businesses to manufacturing centre




Diseconomies of Scale

	Control
	Monitoring productivity and quality within big corporations is costly

	Coordination
	· Achieving efficient flows of information is expensive
· Managing supply contracts across business is expensive

	Cooperation
	Workers in large firms feel alienated  reduced productivity




	AVOIDING DISECONOMIES OF SCALE

	Human Resource Management
	Staff training/support  increased productivity

	Performance-Related Pay
	Workforce incentive  increased productivity

	Outsourcing
	Specialist firms have better control





MARKET FAILURE


	REASONS FOR MARKET FAILURE

	Negative Externalities
	Social costs > private costs (good overproduced)

	Positive Externalities
	Social benefits > private benefits (good under-produced)

	Imperfect Information
	Merit goods under-produced, demerit goods overproduced

	Inability to Supply Goods
	Private sector unable to profitably supply:
· Public goods
· Quasi-public goods

	Monopolies
	Lack of competition has led to:
· Underproduction
· Higher prices

	Immobility of FOP
	Unemployment  productive inefficiency

	Equity Issues
	Markets generate ‘unfair’ distribution of income




Market Failure and Economic Efficiency

· Market failure results in productive inefficiency
· Loss of output from inefficient production
· Resources misallocated  less consumer satisfaction


Externalities

	Externalities
	Costs/benefits that spill over to third parties external to market transaction
· Cause market failure if price mechanism doesn’t take them into account




Negative Externalities

SOCIAL COSTS EXCEED PRIVATE COSTS:
· Private optimum level of output > social optimum level of output
· Individual consumer/producer does not take social costs into consideration

	Marginal Private Costs (MPC)
	Cost to individual or firm of economic transaction

	Marginal External Costs (MEC)
	Cost to third parties of economic transaction

	Marginal Social Costs (MSC)
	Full cost to society of economic transaction:
Marginal Private Cost + Marginal External Cost


[image: ]
1. Market Mechanism at Q1 with lower price
2. Socially efficient output at Q2 with high price
	(Reduced consumption  reduced cost)

	Shaded area is welfare loss.



Positive Externalities

	Positive Externality
	Positive spillover effect of third parties of a market transaction




SOCIAL BENEFITS EXCEED PRIVATE BENEFITS:
· Private optimum level of output < social optimum level of output
· Less is produced than would be desirable

	Marginal Private Benefits (MPB)
	Benefit to individual or firm of economic transaction

	Marginal External Benefits (MEB)
	Benefit to third parties of economic transaction

	Marginal Social Benefits (MSB)
	Full benefit to society of economic transaction:
Marginal Private Benefit + Marginal External Benefit


[image: ]
1. Market Mechanism at Q1 with low supply
2. Socially efficient output at Q2 with higher supply

	Shaded area is welfare gain.








Problems with Identifying and Valuing Externalities

	Ex-ante
	Refers to future event
	Valuations estimate amount of money consumers are prepared to pay to avoid externality

	Ex-post
	Refers to after the event
	Valuations estimate cost of putting externality right




Importance of Property Rights

· No-one has economic incentive to protect un-owned resources from abuse
· ‘Tragedy of the commons’ occurs (EG: over-use of fish stocks)




Information Failure, Merit Goods and Demerit Goods

	Information Failure
	Economic agents do not perceive benefits or costs of transaction

	Merit Goods
	· Individuals do not perceive benefits obtained from consumption
· Would be under-consumed in free market
· Provided by both public and private sector
· Often subsidised/provided free at point of use by government

	Demerit Goods
	· Brings less overall benefit to consumers than they realise
· Would be over-consumed in free market
· Provided by private sector
· Government seeks to reduce consumption of demerit goods




Public Goods

	Public Good
	Good that possesses characteristics of:
· Non-excludable (those that do not pay benefit for no cost)
· Non-rival (consumption by one doesn’t reduce availability for another)

	Free-Rider Problem
	Some consumers benefit from other consumers purchasing a good

	Quasi-Public Good
	Good that has some qualities of public good
· Is not non-excludable and/or non-rival

	Private Good
	Good that is excludable and rival in consumption




Public Goods and Market Failure

· Public goods unprofitable to supply in private sector
· Free market totally fails to provide important public goods
· COMPLETE MARKET FAILURE
· Government must decide what output of public goods is appropriate for society

	Complete Market Failure
	Free market fails to provide product at all

	Partial Market Failure
	Free market provides product with misallocation of resources






Monopoly as a Market Failure

	Monopoly
	Market structure dominated by single seller of good

	Monopoly Power
	When firm has 25%+ market share




	Advantages of Monopolies
	Disadvantages of Monopolies

	Firms take advantage of economies of scale:
· Low average costs
· Can reduce prices
· Could increase profit
	High prices due to lack of competition

	
	Poor quality due to lack of competition

	
	Bosses earn much more than workers

	
	Less employment as fewer firms

	Firms have high profits:
· Can put back into firm to research
· Can develop new products
· Can develop new methods of production
	Less efficient (more waste)

	
	Can create barriers to entry

	
	Discriminates against people with no choice

	
	Control over suppliers so can pay less

	Large firms with UK monopoly power:
· Compete on an international market
· Reduce balance of payments deficit
	Demand is inelastic

	
	Less innovation

	
	Can lead to failing market




Reasons for recent rises in competition:
· Technological improvements (internet sellers)
· Globalisation (competition from abroad)
· Government policies to open up markets



Immobility of Factors of Production (Labour)

	Occupational Immobility
	Workers lack necessary skills to secure new jobs

	Geographical Immobility
	Workers find it difficult to move to get jobs due to:
· Differences in housing costs
· Family ties



These are examples of market failure as they lead to unemployment and thus labour is not being fully utilised.



Unequal Distribution of Income and Wealth

	Income
	Flow of earnings to a factor of production over period of time (eg: wages)

	Wealth
	Stock of owned assets (eg: shares)



Inequality of wealth leads to:
· Alienation and crime
· Less wealthy don’t have access to more expensive goods
· Unfairness within economy (unfair)

GOVERNMENT INTERVENTION IN MARKETS


Reasons for Government Policy Intervention in Markets

· To correct market failure
· To achieve more equitable distribution of income and wealth
· To improve performance of UK economy


Forms of Government Intervention

	Legalisation
and Regulation
	· Protect workers (maximum working hours, min wage)
· Increase competition (prevent monopolies)
· Government regulators impose price controls

	Provision of Goods
and Services
	· State funding provides merit and public goods
· Government pays private sector firms to do some jobs

	Financial Intervention
	· Indirect taxes raise price of demerit goods
· Subsidies lower prices of merit goods
· Tax relief encourages research and development
· Taxation/welfare payment redistributes income

	Intervention to Close
Information Gap
	· Government improves information
· Producers/consumers see true cost/benefit of goods




Effects of Government Intervention of Markets

	Public Goods
	· Governments need to finance public goods
· Government finances spending through taxation
· Government must choose appropriate level of taxation

	Externalities
	· REGULATION: Ensures firms reduce negative externalities
· POLLUTION PERMITS: Allow firms to pollute up to limit
Can be traded/sold – firms have incentive to be clean
· TAXES: Upon firms causing negative externality
· SUBSIDIES: Encourages firms to be clean

	Correcting
Information Failure
	· Protects consumers from being sold faulty products
· Compulsory labelling informs consumers on costs

	Price Intervention
	· MAXIMUM PRICES: Prevent markets rising above certain level
· MINIMUM PRICES: Minimum wage for workers
· BUFFER STOCKS: Ensure that prices do not fluctuate too much

	Regulation
and Control of
Monopoly Power
	· COMPETITION COMISSION: Ensures mergers are in public interest
· NATURAL MONOPOLIES: In government ownership
· PRIVATISATION: Private firms more effective (cheaper)
· REMOVAL OF BARRIERS TO ENTRY: Encourages new firms

	Redistribution
of Income
	· Increases progressive taxation
· Increases provision of welfare benefits





Government Failure

Causes of Government Failure

	Political Self-Interest
	· Decisions decided with electoral aspirations in mind
· Special-interest groups spend and tax inappropriately

	Policy Myopia
	· Politicians look for short-term solutions to problems
· Problems not solved in long-run
· Subsidies distort markets and lead to inefficiency

	Regulatory Capture
	· Industries under control of regulatory body favour producers rather than consumers

	Disincentive Effects
	· Attempts to reduce inequalities worsen incentives
· National Minimum Wage  real-wage unemployment
· Income tax is disincentive to work longer

	Policy Decisions Based on Imperfect Information
	· Turnout in every election falling
· Those who do vote do not all understand policies
· Government does not know what public wants

	Law of Unintended Consequences
	· Actions of consumers, producers and government has unanticipated effects
· EG: Tax on demerit good  tax evasion, smuggling, black markets 

	Administrative and Enforcement Costs
	· Government intervention expensive to administer/enforce
· Social benefits of policies outweighed by introduction costs

	Conflicting Objectives
	· Policy objectives not compatible
· Trade-off of policies
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