
Chapter 1

Concepts

What is economics?
The study of how society chooses to allocate scarce resources to satisfy unlimited wants and
needs.

Utility
Derives from the satisfaction gained by a consumer when consuming something they value
(need or want).

Assumptions made in economics

1. Ceteris Paribus
All things stay the same. There are too many variables so everything states the same while the
variables we want to measure can change. It becomes a controlled environment.

Normative vs Positive statements
Positive statements are true or false. While normative statements are based more on opinions.

2. All people act rationally
a. Consumers maximize utility
b. Producers maximize profit

Factors of production

1. Land:
All natural resources found in/on are extracted from earth. Ej: oil
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Figure 3.6 - Effect of an indirect tax on an elastic demand curve

● After the tax is imposed, the producer would like to raise the price
up to P1 and pass on all the tax to consumers

● However, there is excess supply, and by market mechanism, price
has to fall and a new equilibrium P2Q2 is formed

● At price P2, quantity Q2 is both demanded and supplied

P2-P1 Tax incidence on consumer

P1-P3 Tax incidence on producer

If a good with inelastic demand is taxed, the tax burden can be easily
passed on to the consumer (PED is less than PES)

Figure 3.7 - Effect of an indirect tax on an inelastic demand curve

17 of 136



• The monopolist will be able to Make abnormal profits in the long
run due to barriers of entry

• There is only One firm producing the product so the firm is the
industry.

• Barriers of entry exist, which stop new firms from entering the
industry and maintains the monopoly.

~> Whether a firm is a monopoly depends on how narrowly we define
the industry.
EG: Microsoft is the only producer of a particular kind of software but it
doesn't have monopoly power over all software.

~> The important things is not whether or not a firm is a monopoly but how
much monopoly power a firm has, HOW MUCH MARKET POWER A
FIRM HAS, HOW MUCH PRICING POWER A FIRM HAS!

~> The strength of a monopoly power possessed by a firm depends on
the number of competing substitutes available.
EG: The subway is a monopoly in underground travel but it faces
competition from taxis and bus industries.

Barriers of entry ~> Conditions that prevent new firms from entering an
industry.

Sources of monopoly power/barriers to entry
1. Economies of scale

• Monopolies have large economies of scale.
• Entry firms do not have this and won't be able to compete with

the monopoly.(Even though the entry firm is the same size as
the monopoly)

• They will lack expertise in managerial and promotional
economies and research & development(R&D).

2. Natural monopoly
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• MSB = MPB(marginal private benefit) when externalities of
consumption are zero.

• MPB = private demand curve that is based on the utility or benefits
of consumers.

• MSB = MSC when there are no externalities
Types of externalities
1/ Negative externalities of production/external costs

• Occurs when a production
of a good or service
creates external costs that
are damaging to third
parties.

• EG: smoke and fumes from
a chemical plant  causes
respiratory diseases in
people living near by.

• Producers are producing
only at Q1 because they
are only concerned about
their private costs where
MSC doesn't equal MPC.

• They are not producing at
the socially efficient output
at Q*

• This results in a welfare
loss for society.

Solutions – TELL
• Taxes
• Emission/pollution permits
• Legislations and laws

All these increase the MPC of firms
so that the MSC and MPC are

equal and there is no more market
failure.

Problems to solutions
• Taxes
➢ no way to put a precise value and tax on pollution
➢ difficult to identify which firms is polluting and most responsible
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lossing their own job. This can reult in a higher instance of mental
health issues.

● Increased indebtedness: with lower household incomes, families
are likely to be less able to make their mortgage repayment and
therefore their debt will increase.

● Homelessness: the government's policies to redistribute wealth
may not be adequate under the pressure of high unemployment,
leading those that are unable to support themselves to be left
homeless.

● Family breakdowns: the increase in stress from unemployment
tends to cause greater friction within families and therefore more
separations.

Types and causes of unemployment

Frictional unemployment: this occurs when people move between jobs
and are in a transitory state on unemployment as they seek a new job.

Structural unemployment: when certain sectors or industries of the
economy experience job losses.

Seasonal unemployment: this is when people are unemployed at certain
times of the year, often due to weather conditions.

Cyclical unemployment: this is also referred to as demand deficient
unemployment as it is a result of a lack of aggregate demand for goods
and services.

Government policies to deal with unemployment
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Indirect crowding out: increase in government spending, so budget
deficit and borrowing increases. Therefore, the demand for money
increases/loans and interest rates rise, as banks sell bonds.
Consumption and investment decrease.

Crowding out depends on the government spending, so it is unlikely to
make the fiscal policy completely ine�ective. But large budget deficits
need financing from taxation. Neo classical economists believe that
increases in taxation drags down business investment, labour market
incentives and productivity growth.

Political influences: politicians may not act in the best interests of the
economy as a whole, instead to get votes in the run up to the election.

Monetary policy: Interest rates
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Current spending: day-to-day expenditure on wages, books for schools, drugs for the health
sector.

Capital spending: adding to the capital stock of the economy, e.g. road network.

Transfer payments: benefits paid for which no goods and services are received in return,
such as unemployment benefits and pensions.

Budget surplus: if government revenues exceed total expenditures.

Budget deficit: if total expenditures exceed government revenue.

Balanced budget: if total expenditures and government revenue are equal.

National debt: the sum of all past debt/borrowing and interest on the debt.

A budget deficit increases the national debt and surplus reduces it.

The role of fiscal policy

An increase in government spending, as a component of aggregate demand, shifts AD
outwards. However, an increase in taxation, as a factor of aggregate demand, shifts AD
inwards.

Discretionary fiscal changes: deliberate changes in direct and indirect taxation and
government spending, e.g. fiscal stimulus which would involve spending on infrastructure.

Expansionary fiscal policy

Expansionary/Reflationary fiscal policy: increase in government spending and reduction in
taxation.

AD will initially increase and the effect will increase further due to the multiplied effect.

A decrease in income tax: disposable income (Y) increases and because of the
consumption function C = a + bY, consumption increases. Accelerator effect shows
investment relies on consumption, more consumption induces more investment. As C and I
are components of AD, AD increases.

A decrease in corporation tax: increases the
proportion of retained profits, increasing investment
and AD.
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● Conflicting goals: a deflationary monetary policy designed to reduce inflation can
lead to slower economic growth and demand deficit unemployment.

● Unresponsive to change in interest rates: the demand for funds might be
unresponsive if it is interest inelastic, meaning that a change in interest will have
relatively little impact on the AD.

Arugments for:

● Speed: monetary policy can be enforced far more quickly than fiscal policy. For
instance, in the UK the Monetary Policy Committee meets once a month to make
decisions about the interest rate, whereas, fiscal policy may not be able to be
changed until the annual budget.

● No politics: most central banks are independent from the government, so political
desires about ensuring votes will not impact on the monetary policy.

● No crowding out: it does not borrow large sums of money which reduces the
amount of private sector borrowing and so interest rates will not increase due to
this, when they are intended to fall.

Supply side policies

Supply side policies: these aim at positively affecting the production side of an economy by
improving the institutional framework and the capacity to produce (that is, by changing the
quantity and/or quality of factors of production).

Therefore the LRAS shifts to the right, achieving growth in potential output.

Market based policy: aims to allow markets to work more freely with minimal government
intervention.

Interventionist policy: government provides capital goods and services where it is believed
that the market has failed to provide them.

Interventionist supply side policies

Interventionist policy: this affects both AS and AD, as it involves government spending – a
component of AD. Whilst it also increase productivity, total output and so AS.
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