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3.3.3 Economies and diseconomies of scale

2

3.3.4 Normal profits, supernormal profits and losses .
WORKSHEET

4|Page




A Level EDEXCEL ECONOMICS CYCLE 3- MICRO

3.4.1 Efficiency

3.4.2 Perfect competition
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3.4.3 Monopolistic competition
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3.4.4 Oligopoly 3.
WORKSHEET

3.4.5 Monopoly 4.
WORKSHEET
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3.4.6 Monopsony

5.
WORKSHEET
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3.4.7 Contestability

3.5.1 Demand for labour
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3.5.2 Supply of labour
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Cycle 3

Topic Content Check
Y/N
3.3.1 a) Formulae to calculate and understand the relationship between: o total revenue o average revenue o marginal
Revenue revenue
b) Price elasticity of demand and its relationship to revenue concepts (calculation required)
3.3.2 Costs a) Formulae to calculate and understand the relationship between: o total cost o total fixed cost o total variable
cost o average (total) cost o average fixed cost o average variable cost o marginal cost
b) Derivation of short-run cost curves from the assumption of diminishing marginal productivity
¢) Relationship between short-run and long-run average cost curves
3.3.3 a) Types of economies and diseconomies of scale
Economies b) Minimum efficient scale
and ¢) Distinction between internal and external economies of scale
diseconomies
of scale
3.3.4 Normal | a) Condition for profit maximisation
profits, b) Normal profit, supernormal profit and losses
supernormal | ¢) Short-run and long-run shut-down points: diagrammatic analysis
profits and
losses
3.4.1 a) Allocative efficiency
Efficiency b) Productive efficiency

¢) Dynamic efficiency
d) X-inefficiency e) Efficiency/inefficiency in different market structures

3.4.2 Perfect
competition

a) Characteristics of perfect competition b) Profit maximising equilibrium in the short run and long run c)
Diagrammatic analysis

13| Page




A Level EDEXCEL ECONOMICS CYCLE 3- MICRO

Topic

Content

Check
Y/N

3.4.3
Monopolistic
competition

a) Characteristics of monopolistically competitive markets
b) Profit maximising equilibrium in the short run and long run
¢) Diagrammatic analysis

3.4.4 a) Characteristics of oligopoly o high barriers to entry and exit o high concentration ratio o interdependence of
Oligopoly firms o product differentiation
b) Calculation of n-firm concentration ratios and their significance
¢) Reasons for collusive and non-collusive behaviour
d) Overt and tacit collusion; cartels and price leadership
e) Simple game theory: the prisoner's dilemma in a simple two firm/two outcome model
f) Types of price competition: o price wars o predatory pricing o limit pricing
g) Types of non-price competition
3.4.5 a) Characteristics of monopoly
Monopoly b) Profit maximising equilibrium
¢) Diagrammatic analysis
d) Third degree price discrimination: o necessary conditions o diagrammatic analysis o costs and benefits to
consumers and producers
e) Costs and benefits of monopoly to firms, consumers, employees and suppliers
f) Natural monopoly
3.4.6 a) Characteristics and conditions for a monopsony to operate
Monopsony b) Costs and benefits of a monopsony to firms, consumers, employees and suppliers
3.4.7 a) Characteristics of contestable markets

Contestability

b) Implications of contestable markets for the behaviour of firms
c) Types of barrier to entry and exit d) Sunk costs and the degree of contestability

3.5.1
Demand for
labour

a) Factors that influence the demand for labour
b) Demand for labour as a derived demand
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Topic Content Check
Y/N

3.5.2 Supply | a) Factors that influence the supply of labour to a particular occupation

of labour b) Market failure in labour markets: the geographical and occupational mobility and immobility of labour

CYCLE 3 ASSESSMENT
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3.3.1 Revenue
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Knowledge organisers

Revenue and Profit

Revenue

Three different revenue forms:
Total Revenue [TR)

The total amount of money received by a
firm selling its goods and services.

TR=PxQ

Marginal Revenue (MR)

The extra revenue generated from selling
one further unit of output.

= ATR + AQY

Average Revenue (AR)

The revenue received per unit of output

R=TR+0Q

Revenue Curves

AR Curve = Demand Curve

MR Curve Twice as Steep

TR Increasing

TR Maximised

TR Decreasing

EZY ECONOMICS

Economic Profit

The difference between a firm's total
revenue and total economic costs.

MNormal Profit

The difference between a firm's
total revenue and total economic
costs is equal to zero.

Supernormal Profit

The amount of profit that a firm
makes over and above normal

profit.

Useful to compare the gaps that
exist between TR and TC curves:

Economic Loss

Economic Profit
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3.3.2 Costs
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Revenue, Costs and Profits

Total sales value made from
selling products over a
period of time.

How do we caloulate?

Selling Price

Cuantity Sald

Indicator af trading suooess
Sales Strategy:
Prici =]

Sales Sales

Margin

Margin

mpariance of PED?

The expenses a business

generates by operating and
selling products,

What are the costs?

Costs that do not vary with
output Le. rent.

Costs that do vary with
output i.e. labour,

Cpaky [ -
i -~ ,-""f
-

Lrele

@ BUSINESS

The difference between the
sales revenue and total

costs of 3 business,

Frofit Cakculation

A clothes retailer charges £20
per shirt and sells 200 shirts
each week. The fived costs are
equal to £2,100 and the cost
per customer is £5.

Hiw e rime:;

£20 3 200 = £4,000

Total Codns:

£2.100 + (£5 » JX)) = £3,100
Profit:

£4,000 - £3,100 = £300
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Fixed, Variable and Total Costs EZY ECONOMICS

The total expenses that producers incur from producing goods and services.

Fixed Costs (FC): TC = TFC + TVC
Costs that do not vary with output. Total
Total
Producer Overheads Uutput Fixed ~ Variable cﬂ:pa{ﬂ
Costs (£)  Costs () . 200
0 100 0 100
Hemt Professpnal Hees Insurance 1 m 15 125 luu m
i 1040 a0 150
Variable Costs (VC): 3 100 75 175
Costs that vary with output. 4 104 100 200
Direct Producer Costs 5 100 125 225 a
Dutput
B 100 150 250
7 100 175 375 TFC Curve fixed at £100 for all output levels,
Labour Raw Materials 8 100 200 300 TC Curve fioed at £100 abowve TVC curve.

18| Page



3.3.3 Economies and diseconomies of scale

r

Economies of Scale

Returns to Scale

The change in the final output from a
proportionate change in the inputs of
production process.

Increasing Returns to Scale

Increase in scale of inputs results in a
greater than proportionate increase in
output.

Constant Returns to Scale

Increase in scale of inputs results in a

proportionate increase in output.

Decreasing Returns to Scale

Increase in scale of inputs results in a
less than proportionate increase in
output.

A Level EDEXCEL ECONOMICS CYCLE 3- MICRO

EZY ECONOMICS

Long-Run Average Cost Curve (LRAC)

Graphical representation of 2 firm's per unit costs when the capacity of the firm can be changed.

short-Run
Some inputs are fixed

Long-Rumn
All inputs are variable

SRAC,
SRAC,

SRAC,

SRAC, SRAC, SRAC, SRAC,

Economies of Scale I

Diseconomies of Scale

1 -

o]

Economies of Scale Falling LRACs

Increasing Returns to Scale Can be influenced by

Diseconomies of Scale

Rising LRACS

both internal and

Decreasing Returns to Scale external reasons!

rinimurm Efficient Scale

Smallast Output Laval wherne LRAC is Minimised

Occurs at Q,
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3.4.1 Efficiency
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r

Efficiency

EZY ECONOMICS

A broad measure of how effectively firms/markets are meeting the economic problem.

Materials

Time

Costs

Investment

Effort

Productive Efficiency

Where a firm produces at the point
where average costs are
minimised.

Allocative Efficiency

When a firm produces at the point
where economic welfare is
maximised.

Optimal Allocation of Resources

Achieeed at different scales for each

WOy

Productive efficiency Vs competition?

Inefficient

Efficient

Dynamic Efficiency
When a firm becomes

progressively more efficient over
time.

Inmvention + Inmovation

X-Inefficiency

When a firm’s average costs are
higher than they should be,

Organisational Slack

LRAC

Supernormal profits can be used bo bund
this investment.

Extension ol the concept of static efficiency!

Lack of competition inspires

cofmplacency and Dhnat
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3.4.2 Perfect competition

Perfect Competition

EZY ECONOMICS

A theoretical model that describes the conditions required for intense competition to take place between firms.

Large no. of buyers - 5ell homogeneous No barriers to
Price takers .
and sellers products entry/exit

Little scope for
economies of scale

Perfect
Infarmation

Short-Run Firm Profit Maximisation Whaole Market

Firms can make supernormal profits Market supply expands (5, to 5

Encourages new firms to enter into market Firms enter until 5N profits eliminated

Firms are productively inefficient What if supply expands beyond 5,7

Long-Run Firm Profit Maximisation

iC

o unit falls (P,

Firms are productively + allocatively efficient
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3.4.3 Monopolistic competition

Monopolistic Competition EZY ECONOMICS

A more realistic version of perfect competition where firms each produce slightly different products.

PERFECT COMPETITION: MONOPOLISTIC COMPETITION:

Large number of firms selling homogenous good

No significant barriers to entry and exit in the LR
Only normal profits are made in the LR

Short-Run Profit Maximisation Long-Run Profit Maximisation

- Prospact af ear NINE ST RDrma |'||'."'I'

Xy

Encourages entry of new firms

Incurnbents compete with new substitutes

Linst supernarmal profits are elirminabed!

Overall Impact on Welfare? Productively + Allocatively Inefficient

Productively + Allocatively Inefficient

22| Page



3.4.4 Oligopoly
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=

Oligopoly

A market structure that contains a small number of large firms competing against each other.

Collusive Oligopoly

Typical Characteristics

High levels of product differentiation

Interdependency between firms

Concentrated markets

Non-price competition

Examples

Suparmarket Industry Banking |nd ustry

| M

Energy Market Mobile Phone Netwarks

Competitive Oligopoly

AR

e
-

Kinked Demand Curve

Above P, Elastic Demand

EZY ECONOMICS

Where firms work together in order to
reach a certain market outcome.

At P, Max. Revenue

Below P, Inelastic Demand

Firms do not compete on price!

In an oligopoly firms must be
independent, but also consider reactions

Rival Price

Chvert
Collusion

of others.
Rival Good
However...
Tacit
Collusion

Rival Strategy

Price
Cartels

ENFLICIT RON-ENFLICIT ILLEGAL
Leaves Paper Protects
Trail B e e
Can Improve High Prices &
Public Welfare Frice Lexdership Restrictions
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3.4.5 Monopoly

. -

Monopoly EZY ECONOMICS

A market structure where one firm exerts dominant control of the market.

ignifican rrier: ntr . _
Sennca ;:; En:ts Lo High monopoly power Large supernormal profits

Monopoly Profit Maximisation Assessing Monopolies Dynamic Efficiency
Supernormal Profits
Natural Manapaly
Economies of scale Allow Investment
potential may result in
p I!l;du':ﬂﬂlhr” - !-l'rl:u”‘n. Invention + Innovation
. Monopolies may use Prospect of Higher Profits
supernormal profits to
Creates Incentive to Innovate

Creative Destruction

Produce at... MR = MC The appropriateness of monopaly varles from
ndustry to industry depending upon the Benefits Costs
"u'1l:|r'll:ll:| l:l|‘p' Fower,.. P=MC impartance of innavation and invention.
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The Theory of Competition EZY ECONOMICS

M— The extent to which rival firms compete with each other within a market.

Survival/Growth Sales Revenue Market Share Profits

A rher_l-refl:.:al mndﬁl! that de:;:;nl;uﬁ the A market stru.ctu re where ane firm Number of Firms
conditions reguired for intenszs exerts dominant control of the
competition to take place between firms. market.
Large number of buyers and sellers One dominant firm Extent of Product Differentiation
Price takers Price maker (Monopaly Power) ‘
Degree of Barriers to Entry
Sell homogeneous products Absolute product differentiation
No barriers to entry/exit Significant barriers to entry/exit Availability of Information
S| ——— Low Prices High Prices
e Efficiency Benefits Lower Welfare and Efficiency Miscellaneous e.g. Advertising
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Consumer surplus

Qm QcC Quantity
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Price Discrimination EZY ECONOMICS

The process of firms charging different prices for different segments of the market.

Consumers are charged different prices based on the
quantity of goods bought.

Consumers are charged their maximum willingness to pay

2nd
for a good or service. ;

3™ Degree Price Discrimination

Consumers are charged different prices based on their relative elasticity of demand,

Elastic Sub-Market Inelastic Sub-Market Uniform Pricing Model

0, = AR,

a,

PRODUCER REVENLUE 15 HIGHER! PRODUCER REVENUE IS LOWER!

LUNSUMER SURPLUS 15 HIGHER!

CONSLUMER SURPLUS IS LOWER!
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3.4.6 Monopsony
Monopsony EZY ECONOMICS

Exists where there is only one buyer in the market

Often extends to labour markets i.e. only one buyer of labour in an industry.
Assessing Labour Markets rade Union Intervention

Monopsony Labour Market
MC,

Al l.-l'-|||-

Creates a kink in the AC,

The wages required 1o Jtiract workers. Monopsony depresses wages

Creates a double kink in the MC,

Wage Rate u Employrment u

b bt ded B I onopsony employs fewer workers

What are the solutions to this?

y competitive firm i@
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3.4.7 Contestability

Contestability
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EZY ECONOMICS

The degree to which a new firm can enter and exit a market.

Perfectly Contestable Market
There are no sunk costs
invalved in production.
No barriers to entry into

the market.
Mo barriers to exit from
the market.

All firms have access to
same level of technology.

What is the difference between this

market and a perfectly competitive
market?

Hit-and-Run Competition

Occurs when a new entrant sees
supernormal profits being made in a
contestable market.

HIT

L

Enters Market

RUN
(4
e

Leaves Market

Undercuts Rivals | Low Sunk Costs
Steals Profits Low Exit Barriers
Rivals React Keeps Profits

What happens if firms react in good time?

Preventing Hit-and-Run Entry

ML

Dominant firm can charge...

Price is set at the AC of production

Mo longer viable for entrants to undercut
incumbent firms

However, anly normal prohits are made!
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3.5.1 Demand for labour AND 3.5.2 Supply of labour

Perfectly Competitive Labour Markets

EZY ECONOMICS

The market which determines the number of people employed and the prevailing wage rate in each industry.

3

Wage Rate

1 Workers

Employed

Marginal Revenue Product (MRP,)

As the number of workers employed increase...

Market Demand Curve for Labour

Horizontal Sum of MRP, Curves

»

3

Wage Rate

W, = == == = -

>

m = o= -

E

1 2
Workers
Employed

Individuals have a binary choice...

Supply Labour Enjoy Leisure

Worker wishes to maximise utility

When hourly wage rates increase...

Substitution Effect

Income Effect

Labour Demand Labour Supply Labour Market

-

S

Wage Rate

k-

D,
E, Workers
Employed

Determines a perfectly elastic
labour supply curve for firms

W, = AC, = MC,

Firms employ where profit is maximised...

MRP, = MC,

Curve Shifts

The prevailing wage rate in a

perfectly competitive market

can change because of curve
shifts.

Labour Demand
Labour Productivity
Q Technological Changes
Firm Strategy
Labour Supply

Population Size

Income Levels

Individual Expectations

All factors have an indirect
effect on the MC_
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Definition check

Keyword

Definition

Understood
Y/N
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Careers in Economics

Economists use and apply their understanding of micro and macroeconomics, econometrics, and mathematical and financial
economics, to business situations. A wide range of employers value economists' skills of numeracy and analysis and their ability to
understand and communicate broad socio-economic and political concepts to a wider audience.

Undergraduate and postgraduate economics degrees are popular with a wide range of recruiters, e.g. strategy and management
consultants and investment banks in general, as well as a broad range of other commercial enterprises, public sector and not for

profit employers. Transferable skills, e.g. analytical, quantitative and modelling skills, are often as important as an economics
qualification.

Where can you work?

Banks - institutions such as the Bank of England have an economist stream within their graduate development programmes. To find out more

about the banking sector, visit our Careers in Banking and Investment page.

Other financial services companies — including insurance and accountancy firms. To find out more about the financial services sector, visit

our Careers in Financial Services page.
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Consultancies —if you’re looking for a role where you can apply your economic knowledge more directly, economic consultancy may be worth
exploring. Some of the large consultancies such as Deloitte and PWC have specific economic consulting streams and within the UK there are many

consultancies specialising solely in economics, such as NERA, Frontier and Cornerstone Research. Economic consultancies often specialise in

certain sectors, such as financial services, telecommunications, or utilities. They will also provide particular kinds of consultancy expertise, such as

competition policy, regulation, or market analysis. To find out more about a consultancy career, visit our Careers in Consultancy page.

Government departments — the Civil Service is a major employer for Economists and many work within the Government Economic

Service, Financial Conduct Authority and HMRC. The Government Economic Service is the UK's largest recruiter of economists, recruiting over 100

new graduates into assistant economist posts each year.

International organisations — to find out more about international organisations, visit our Careers in International Organisations page.

Research institutes and think tanks — typical employers include, Adam Smith Institute (ASI), CESifo Group, Deutsches Institut fuer

Wirtschaftsforschung (DIW), Centre for Economic Policy Research, Institute of Economic Affairs, Institute for Fiscal Studies (IFS), International

Institute for Environment and Development (IIED), National Institute of Economic and Social Research (NIESR), Overseas Development
Institute (ODI), New Economics Foundation (NEF) and RAND Corporation.
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What's changing in the sector?

The economist's skill set continues to be highly valued in the labour market. Behavioural economics is a growing area, with the
establishment of the UK’s Behavioural Insights Team in 2010.

Useful Websites

Job sites

CareerHub — jobs board targeting LSE students, including events and networking opportunities.
Jobs.ac.uk — research positions in the UK.

Econ jobs — economist job vacancies.

Economist jobs — job vacancies.

Policy jobs — LSE Careers subscribe to this specialist jobs site and sister sites (including Political jobs) so you can access it for free.

Working 4 an MP

Societies and bodies
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Society of Professional Economists — useful resource for insights into working as an economist in a business. Includes news and

jobs board.

Economic and Social Research Council

The International Consulting Economists' Association

Economic Consultancies

NERA, Oxera, Frontier Economics, Vivid Economics, RBB Economics, Alix Partners, Cornerstone Research, Oxford Economics,

and Compass Lexecon.

Research Institutes and think tanks

Institute of Economic Affairs — includes useful information on a wide range of topics including student competitions/internships.

ODI fellowship scheme — offers postgraduate economists and statisticians the chance to work in developing country public sectors

as local civil servants

40| Page



