development profile

Human
development index

Country V

GNI per
capita
(PPP$)

Consider the economic data provided below and see
if you can use them to identify Country V

C

ountry V is classified as a low-income
country on the basis of its gross national
income (GNI) per capita (measured by the
World Bank Atlas method), and as a low
human development country based on the
human development index (HDI). Indeed, of
the 188 countries in the world for which the
HDI is produced, Country V is ranked at 187.
Almost half of the population live below the
UNDP international absolute poverty line.
Agriculture is a mainstay of this large
landlocked economy, but it is subject to
periodic droughts, floods, locust infestations
and the encroachment of the desert. The
country’s main export (uranium) has been
prone to price fluctuations.
Figure 1 shows that although Country V
has made some progress since 1990, this
has been very slow. Figure 2 shows birth and

Human development index

Country V

death rates (per thousand). The large and
widening gap between these indicates that
the rate of growth of population has been
Table 1 Key economic data for Country V

Population

19.9 million

GNI per capita (2015)

$390
(Atlas Method)

GNI per capita (2014)

PPP$950

HDI (2014)

0.353

Life expectancy (years
at birth)

61.9

Mean years of schooling

1.7

Expected years of
schooling

5.4

People living below
PPP$1.90 per day (%)

45.7
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Figure 1 Trends in the human development index
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Figure 3 Development diamond for
Country V compared with the average for
its region

high, which puts pressure on the country’s
limited resources. There are more young
people below the age of 15 than there are
people of working age (aged 15–64). Figure 3
compares Country V with the region in which
it is located. You can see that it fares poorly
on these key indicators, except in terms of life
expectancy.
The country has been politically volatile,
with insurgency and coups being common.
Ongoing military action and the need to
host refugees could cost 1% of GDP. Slavery
was banned in 2003, but is still said to be
widespread.
A major challenge for the country is the
quality of its human capital. In 2015, the
adult literacy rate was estimated to be only
19.1%, one of the lowest of any country in
the world. Only 58.6% of children completed
primary education in 2015. Infrastructure is
also inadequate — in 2015 only 4.6% of
people living in rural areas had access to
sanitation facilities.

?

• Discuss the significance of a high
rate of population growth for a
low-income country.
• Why is human capital so
important for economic growth
and human development?

Peter Smith
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Commentary on these
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Data used in this profile were taken from the Human
Development Report and World Development
Indicators. The BBC website was also used in
compiling the material.
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Animal spirits

Can human nature explain
economic performance?
The financial crisis and its aftermath have raised questions
about the effectiveness of monetary policy and financial
regulation. To what extent does this reflect human nature?
Paul Rapley examines the part that ‘animal spirits’ can play

F

rom the comfort of his bedroom in
his parents’ home near Heathrow
Airport, Narinder Sarao had made
himself nearly £10 million in 5 years. In
November 2016 he pleaded guilty in a court
in Chicago to a charge of manipulating
the market. He now faces up to 30 years
in prison for ‘spoofing’ the market and
triggering a flash crash, which wiped
$1 trillion off the value of UK shares.
From London, Sarao traded on the
Chicago Mercantile Exchange and clearly
developed a lucrative understanding of how
markets behave. He is accused of creating
huge orders to sell stock. The market reacted,
thinking the market was about to fall, and
therefore there was an increase in sales
which pushed share prices down. Sarao then

Key concepts
monetary policy, behavioural economics,
inflation, stock markets

2
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allegedly placed a real buy order to purchase
the shares at a lower price before cancelling
the original sell order. Prices then began to
rise, resulting in a huge capital gain.
Was this fraud or simply knowledge
of human nature? How could one person
cause so much market instability and, more
importantly, could it happen again?

Animal spirits and herding
The answer lies in acknowledging the
importance of ‘animal spirits’ and the
concept of ‘herding’. Essentially it is the
instinct to act in a way that can cloud
rational thought, and is founded on the
following three drivers.

Fear of failure and desire to win
Have you ever bought anything on an auction
site? Notice what happens to the price as the
auction nears its end. The speed of bidding
increases and for some people, the bid price
becomes determined by an instinctive desire
to ‘win’ (or at least, not to lose) which may

at that moment be more important than
actually buying the item. This instinct can
in fact make the price higher than the value
of the underlying item just because of the
feeling you get from winning. I have in the
past taught some students who deliberately
bid on items they don’t want purely because
they know other bidders want the item more
and will cause the price to rise.

Insider information
There may be an expectation that within
the markets there are ‘experts’ who have
access to more information and are therefore
more likely to make profitable decisions.
Most confrontations, whether they are in
the boardroom or battlefield, are won by
those who have access to more pieces of
information.

Safety in numbers
This is the animal instinct to flock together
in times of alarm. No matter how small the
alarm people will seek safety and act the
way they see others act.
MOST CONFRONTATIONS ARE WON
BY THOSE WHO HAVE ACCESS TO
MORE INFORMATION
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Box 1

THE IDEA OF RAW EMOTIONS
DICTATING THE MOVEMENT OF
SHARE PRICES IS NOT A NEW ONE

Animal spirits and
government policy
We can use the concept of animal spirits to
look at the impact of UK government policy
on the level of economic activity. Essentially
there are seven main economic goals of
government, as set out in Box 1. These vary
in importance depending on the stage in the
business cycle, the proximity of a general
election, and the economic philosophy of
the government in power. The two main
short-term tools to achieve these goals are
fiscal policy and monetary policy, and each
of these policies will incorporate a range
of techniques to operate the policy. In fact,
a key examination question in this area
will often ask candidates, ‘To what extent
is ___ policy the most effective way to
achieve ___ objective?’

Managing inflation
In 1997 when the Labour government came
into power with Tony Blair as prime minister
and Gordon Brown as chancellor of the
exchequer, one of their first economic acts
was to give substantive control of monetary
policy to the Bank of England. Until this
point the base interest rate had been set
by the Treasury but Mr Brown came to the
conclusion that controlling inflation should
not be the job of politicians, saying, ‘This is
the time to take the tough decisions we need
for the long-term interests and prosperity
of the country. I will not shrink from the
tough decisions needed to deliver stability
for long-term growth.’ Although their remit

Base rate
CPI inflation
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As Figure 1 shows, the Bank of England’s
decisions regarding the base rate seemed to
have been successful in maintaining stable
levels of inflation in the period before 2007,
and there was a clear relationship between
the interest rate and the level of inflation.
But this relationship seems to break down at
the point of the global recession and credit
crunch of 2008/09.
Successive quick-fire falls in interest rates
during the final months of 2008 and early
2009 did little to soften the effects of the
recession, and even the longest period of
unchanged interest rates in modern times
does not seem to have filtered through to
CPI inflation, despite falling even further
to 0.25% in August 2016. Even the three
attempts by the Bank of England to inject
money into the economy through the asset
purchase scheme (quantitative easing) to
the tune of £375 billion had little effect on
aggregate demand.
Further attempts to calm the market
through forward guidance proved to be
ineffective. In order to calm uncertainty,
the governor of the Bank of England, Mark
Carney, suggested that there would be no
move to raise interest rates as a counterinflationary measure until unemployment
dropped below 7%. Unemployment did
drop below this target, but contrary to
expectations inflation did not start to rise,
so no interest-rate rise was needed and the
idea of forward guidance was discontinued.
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has expanded to encompass growth, the
overall responsibility of the Bank of England
Monetary Policy Committee is to maintain
inflation at or around its target level of 2%
and this is done through manipulating the
base rate and controlling the money supply.
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Although Sarao’s action is not illegal in the
UK, it is in the USA, where it is defined
as the practice of manipulating the market
by placing larger orders before cancelling
or changing them, allowing whoever moves
first to buy or sell at a profit. If the market
sees behaviour that suggests someone thinks
prices are likely to rise, then the increase
in buying activity (and therefore demand
for shares) will push prices up irrespective
of whether the original action is followed
through. Because fortune favours the brave
and those who act first make the biggest
profits, the market acts irrationally for fear
of moving too late. This is why stock market
movement tends to be more vigorous early
in the morning (just as markets open) as
investors react to the direction the market is
going in, and animal spirits take over.
The idea of raw emotions dictating the
movement of share prices is not a new one.
John Maynard Keynes said, ‘Most, probably,
of our decisions to do something positive
[…] can only be taken as the result of animal
spirits — a spontaneous urge to action rather
than inaction, and not as the outcome of
a weighted average of quantitative benefits
multiplied by quantitative probabilities.’
History is littered with sudden falls in
share value following momentous events,
which suggests knee-jerk reactions triggering
the herding instinct, often followed by slow
upward movement. On 24 June 2016, the
day after the EU membership referendum
in the UK, the value of UK shares fell by
£124 billion within 10 minutes of the stock
market opening. Similarly the FTSE dropped
nearly 147 points on the news of Donald
Trump’s US presidential victory, only to
stage a rebound later in the day. Take a look
at the crashes of 2009, 2000, through the
1990s and the dotcom bubble, right back to
the Great Depression of 1929, and you can
see clear evidence of animal spirits at work.

% per annum

Animal spirits

Source: ONS, Bank of England

Year

Figure 1 CPI inflation and Bank of England base rate
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Key points

Currency speculation is
having an effect on prices
and inflation

The role of the Bank of England
So what has happened? Has the Bank of
England lost its teeth? The base rate was seen
as one of the ‘big guns’ of macroeconomic
management, but is it still a relevant potent
force? Do we still even need a Bank of
England? The answer is a clear ‘yes’ but the
reasons why have changed.

The transmission mechanism
First, for the base rate to be effective relies
on the transmission mechanism, meaning
commercial banks will adjust their rates
based on the movement of the base rate.
However, the legacy of what happened
to Royal Bank of Scotland and Northern
Rock still influences bank actions, and
maintaining healthy levels of liquidity
becomes more important than taking
risky (but potentially more profitable)
undertakings. In addition, businesses tend
to invest for expansion when productive
capacity nears its maximum, and since there
seems to be spare capacity in the economy
then any moves to make borrowing cheaper
are less likely to affect growth.

Influencing inflation
Second, since the turn of the century
globalisation had continued to grow
in importance, despite a fall in activity
during the last recession. The growing
interrelatedness of markets led to a global
recession the likes of which had never been
seen before. But at the same time increasing
globalisation does have a controlling

4
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THE BANK OF ENGLAND
HAS A VITAL ROLE TO PLAY
BECAUSE OF ANIMAL SPIRITS

influence on inflation, especially on costpush inflation. If prices of goods from one
country are becoming too expensive for
the market to bear, they simply switch to a
country where prices are more competitive.
Globalisation facilitates this and therefore
has a steadying hand on inflation.

Rising prices
Finally, international currency speculation
is having an increasing effect on prices
and therefore inflation. The sharp drop in
the value of the pound following the EU
membership referendum has led to price
rises for goods from iPhones to Marmite,
and the Bank of England expects further
cost-push factors to filter through in the
coming years. This causes a dilemma. The
latest forecast expects inflation to rise to
2.75% next year, which is still within what
the bank considers to be an acceptable level.
Do they sacrifice growth by putting up
interest rates to calm inflation?

Conclusion
This brings us full circle. The Bank of
England has a vital role to play because of
animal spirits. With the base rate currently
standing at 0.25%, the Bank of England
does not have much room to manoeuvre if
it wants to use monetary measures to reflate

1 Stock markets can be subject to
manipulation, which can cause instability.
2 Animal spirits and herding behaviour
can contribute to this situation and affect
share prices.
3 Keynes argued that animal spirits
can sometimes outweigh purely rational
behaviour.
4 The effectiveness of fiscal and monetary
policy can be affected by the way in which
economic agents take decisions.
5 The incoming Labour government
in 1997 decided that the control of
inflation should be delegated to the Bank
of England, rather than being left to
politicians.
6 This process of inflation targeting
appeared to work well until the financial
crisis, but its continuing effectiveness
depends crucially on the interest-rate
transmission mechanism.
7 The increasing interrelatedness of
markets internationally through the process
of globalisation has been a further influence
on the effectiveness of domestic policy.
8 Nonetheless, it can be argued that the
Bank of England still has a vital role to
play because of the importance of animal
spirits in shaping the behaviour of economic
agents.

the economy, but the impact of a decision
to reduce the base rate to zero would have
much bigger repercussions than the size
of the change. Similarly a bounce back
to 0.5% is unlikely, in itself, to make an
enormous difference. But the explanation of
the thought processes behind the decision
would. Monetary policy decisions are
made by a panel of experts on a monthly
basis based on a thorough analysis of
the current and forecast economy. Their
decision affects markets and investors, and
this influences behaviour. Whereas in the
past, monetary policy decisions expected a
time lag of 18 months plus to see any effect,
decisions taken now can result in immediate
implications for the state of the economy.
Perhaps then, to conclude, the postcredit-crunch economy has raised the
importance of understanding human nature
when setting policy where once there was
economic rationality.
Paul Rapley is assistant headteacher at
Taverham High School in Norwich
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quantitative skills

Elasticity
Peter Smith discusses some of the
skills that are needed as you learn
economics. In this column, the focus
is on a key topic that you will meet
early in your studies — elasticity

H

ow sensitive is one economic variable to changes
in another? If the price of a product increases,
how will this affect the quantity demanded? Elasticity
is the measure that economists use to answer this sort
of question.

Why is elasticity important?
Suppose a firm is considering whether to change the
price of its product. The firm will be aware that an
increase in price will bring in more revenue for each
sale that is made. However, the firm will also be aware
that a price increase may deter some customers from

buying the good. The key issue is of course what will be the net effect of these
responses? Will the higher revenue per sale more than compensate for the loss of
some customers? Or will so many sales be lost that revenue will fall? Elasticity can
shed light on this.
We begin by looking at the price elasticity of demand.

Price elasticity of demand
The price elasticity of demand (PED) measures the sensitivity of quantity demanded
of a good to a change in its price. It is defined as:
% change in quantity demanded
PED =
% change in price
		      

An example
Let’s start with an example. Suppose that a firm is selling 200 units of a good at a
selling price of £5. If the price is raised to £5.50, the firm discovers that the quantity
demanded falls to 190 units. What is the elasticity?
First we need to calculate the percentage changes in quantity and price. The
percentage change in the quantity demanded is calculated by working out the
change in quantity and dividing that by the original quantity, and then multiplying
by 100. (Notice that it is important to divide by the original quantity and not the new
one, which would give a different result.)

EconomicReviewExtras
Commentary on the questions in this column are
available online at www.hoddereducation.co.uk/
economicreviewextras
www.hoddereducation.co.uk/economicreview
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100 x (190 – 200)
= –5%
		   200    

Price

For this example, the percentage change in quantity is:

Within this range of
the demand curve,
demand is price-elastic

The percentage change in price is:
At the mid-point
of the demand
curve, we have
unit elasticity

100 x (5.5 – 5)
= 10%
		   5    
The elasticity is therefore:
–5
= –0.5
10

Within this range of
the demand curve,
demand is price-inelastic

What does it mean?

Useful observations
First notice that the result of the calculation is a negative number. This is because
the change in quantity has the opposite sign to the change in price. This will always
be the case for a downward-sloping demand curve (which is almost always the
case, of course).
The second thing to notice is that a 10% change in price leads to a 5% fall in
the quantity demanded. It is because the percentage change in quantity is smaller
than the percentage change in price that the numerical value for the elasticity is
smaller than 1. When the elasticity falls between zero and –1, we refer to demand
as being inelastic. In this situation, the net effect on revenue is that it will increase,
because the rise in price per unit more than offsets the fall in the number sold.
Suppose that the firm increases price by the same amount, but the quantity
demanded responds more strongly, falling to 175 units. Now what is the elasticity?
You should carry out the calculations yourself and check that the answer is –1.25.
The percentage change in quantity is now larger than the percentage change in
price, so the elasticity is (numerically) larger than 1. We now refer to demand as being
elastic. You can see that this is a situation in which customers are more sensitive to
the change in price, so the quantity demanded falls more strongly. Indeed, the fall in
quantity now offsets the increase in price to the extent that revenue to the firm falls.
To complete the range of possible results, if the percentage change in quantity
demanded is the same as the percentage change in price, the elasticity would be –1,
which is known as unit elasticity.
For a linear (straight-line) demand curve, the value of the elasticity varies at
different points. When price is low, demand is inelastic, whereas at higher prices,
demand is elastic. At the mid-point of a linear demand curve, we see unit elasticity.
This is shown in Figure 1.

6
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Quantity per period

Figure 1 The price elasticity of demand varies along
a straight line
Price

Now that is all very well, but what does it mean? Just having a number does not help
if we cannot interpret it. There are some useful observations to be drawn about this
simple calculation.

DA

DB

Quantity per period

Figure 2 Extreme demand curves

Figure 2 shows two extreme cases of demand
curves. DA is vertical, and represents the situation in
which buyers are totally insensitive to price, such that
demand is perfectly inelastic (PED = 0). At the other
extreme, DB is perfectly elastic (PED = ∞) — the firm can
sell as much as it wishes at the going price.
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What determines the PED?
From the firm’s perspective, this is all a bit theoretical,
and it may not want to run the risk of actually changing
price in order to find out whether demand is elastic or
inelastic. So, it is important to be aware of the factors
that influence the degree of sensitivity of quantity
demanded to price.
There are three key factors that are important here.
The first is whether there are close substitute products
available. If the firm knows that it is competing strongly
with rival firms, it may think that an increase in price
will encourage its customers to switch to the substitute
products. In other words, customers will be highly
sensitive to a change in the firm’s price — demand
is likely to be elastic. On the other hand, if the firm is
producing a unique product for which there are no
close substitutes, demand is likely to be more inelastic.
Notice that if a consumer perceives a product as being
a necessity, this could be seen as saying that there are
no substitutes for the good.
A second factor is whether the good makes up a
large portion of consumer’s income. If a product makes
up a large part of the typical buyer’s income, then he or
she is likely to be more sensitive to price changes than
if it takes an insignificant amount.
A third factor is the time period under consideration.
Consumers may be more likely to switch their
consumption to a rival good in the long run than in
the short run.

Questions and activities
Being able to calculate elasticities is an important quantitative skill — but so is your
ability to interpret the answers. You can practise by tackling the following questions.
1 A firm is selling 500 units of a good at a price of £20. Having increased the price
to £25, the quantity demanded falls to 425 units. Calculate the price elasticity of
demand.
2 A firm reduces price from £50 to £45 and finds that the quantity demanded
increases from 60 to 69. Calculate the price elasticity of demand.
3 The average income of a firm’s customers increases from £500 per week to £600,
and the quantity demanded of the firm’s product goes from 5,000 to 6,000 units.
Calculate the income elasticity of demand and state whether the good is a normal or
inferior good.
4 A firm selling 400 units of a good per week observes that a rival firm raises its
price from £10 to £11. The result is that the firm experiences a rise in sales to 420
per week. Calculate the cross-price elasticity of demand, and comment on whether
the goods are substitutes or complements.
5 Discuss ways in which a firm could benefit from being aware of the various
elasticity measures.

Income elasticity of demand (YED)
The concept of elasticity is not only applicable to price
changes, but can be used whenever one economic
variable changes in response to changes in another. The
income elasticity of demand measures the sensitivity of
quantity demanded to a change on consumer income.
The formula is:

If a product is expensive,
the consumer is likely to
be particularly sensitive
to price changes

% change in quantity demanded
YED =
% change in consumer income
		   
Notice that the elasticity this time could be either
negative or positive. For an inferior good, an increase
in income results in a fall in quantity demanded of
the good, so the income elasticity would be negative.
However, for a normal good, an increase in income
leads to an increase in quantity demanded, so the
income elasticity is positive.

Cross-price elasticity of demand (XED)
The cross-price elasticity of demand measures the
sensitivity of the quantity demanded of one good
(X) to a change in the price of another good (Y). The
formula is:
% change in quantity demanded of good X
XED =
			   % change in the price of good Y
If the cross-price elasticity is positive, this implies
that the two goods are substitutes. If you think about
www.hoddereducation.co.uk/economicreview
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it, you can see why this is. If an increase in the price of one good leads to an increase
in the quantity demanded of the other, this suggests that consumers are switching
away from one good to the other. On the other hand, if the cross-price elasticity is
negative, the goods are likely to be complements.

Price elasticity of supply (PES)
Elasticity can also be used to measure the sensitivity of the quantity supplied to a
change in the price of a good. The formula is:
% change in quantity supplied
PES =
		    % change in price
In a competitive market, we would expect that an increase in the market price will
induce firms to supply more of their product, moving up along their supply curves.
This suggests that the PES will be positive.
Notice that supply may be relatively inelastic in the short run, as firms may not be
able to expand output immediately, or they may not believe that the increase in price
is permanent, so may not wish to invest in new plant and machinery. In the longer
run, the quantity supplied may be more flexible in responding to the increase in price.
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interview

Denise Osborn
Ashley Lait interviews econometrician
Denise Osborn

D

enise Osborn is emeritus professor at the University of Manchester
and secretary-general of the Royal Economic Society (RES). After
university, Denise worked at the National Institute for Economic and
Social Research, joining the University of Manchester in 1977 and being
promoted to professor in 1992. Although she retired from Manchester
in 2015, Denise continues to undertake research. She has been
secretary-general of the RES since July 2015 and is the first woman to
hold that position in the society’s long history.
AL Where did you first encounter or study economics?
DO In any sort of formal sense, I first encountered economics at
school, but almost by accident. I attended a small high school for girls
in the Sydney suburbs. In the first year of study for the equivalent of
A-levels, we had to choose between French and economics. Looking
back, this was a very strange choice to be offered, not least because
(as I later realised) relatively few girls studied economics at that time.
However, it was usual for the more academically able at my school
to do French, and I initially opted for that. But my language skills are
poor and after a couple of weeks I decided to try economics and
never looked back.
AL What attracted you to the subject and what keeps you
interested?
DO Although my taking up economics at school was not planned,
I quickly found that I really enjoyed it. I think it was the logic
underpinning economics and the real-world importance of the
topics that attracted me. Although I was always good at maths, the
economics we studied at school was not very quantitative. However,
when contemplating what to study at university, I saw it was
possible to major in econometrics (then called economic statistics)
at the University of Sydney and I thought that would be the perfect
combination of the two subjects I most enjoyed, economics and
mathematics. I never changed my mind about that and became an
econometrician.
The real-world importance of the subject is what keeps me
interested in economics. Although I have at times done theoretical
work in econometrics, my primary research motivation has always
been to use the tools to shed light on practical economic questions.
AL Which economist has influenced you most? Why?
DO I remember being profoundly impressed by the work of Keynes
when, as undergraduates, we studied the General Theory in some
detail. On a more personal level, my PhD supervisor at the London
School of Economics, Ken Wallis, taught me a huge amount,
including how to tackle problems by starting from the simple and
moving to the complex and how to write well in an academic
context.
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AL Did you have any particularly memorable economics teachers
and what made them stand out?
DO I still clearly remember a particularly poor lecturer who taught
one of my undergraduate courses. That was in the bad old days
when academics did not get any training in teaching methods and
students at the time (late 1960s) were protesting about many things.
This guy had no idea how to capture the interest of students and he
used to say things like, ‘If you don’t quieten down, I will walk out.’
That was an invitation for the noise level to rise further and walk out
he did — multiple times!
AL Which economics concepts do you think are the most important
for students to understand?
DO The concept of opportunity cost is fundamental. Not just for
economics students, but for everyone. Reflecting my interests in
macroeconomics, I also think that expectations and surprises are key
concepts. However, recent experiences, including the performance
of the UK economy since the Brexit vote, indicate that economists
may not yet have a good understanding of how macroeconomic
expectations are formed in practice and the consequences of
surprises.
Economic Review September 2017
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AL What do you think will be big and exciting research areas in
economics in the next few years?
DO Again reflecting my macroeconomic interests, I think that
understanding interactions across the major economies of the world,
together with the effects of these on smaller and often developing
economies, is going to be a huge topic in the next few years. On the
one hand, there is the increasing international role of China, while on
the other hand the role of the USA over the next 4 years is unclear. In
addition, of course, how Brexit affects the UK economy will be a key
domestic question. The latter is not just a macroeconomic question,
but has potential implications at all levels.
AL You are currently secretary-general of the Royal Economic
Society. Could you tell us a bit about the society and your role there?
DO The RES has a long history, being founded in 1890. The
society’s history is closely connected with our principal journal, the
Economic Journal, which was first published in 1891 and remains one
of the world’s leading academic journals in economics. Another key
activity is the society’s annual conference, which attracts delegates
from around the world. Academic economists are the largest group
of delegates, but central bank and government economists also
attend. Although the RES has largely acted as a learned (academic)
society in the past, it has consciously become more outwardfacing in recent years, particularly aiming to engage with students,
non-academic economists and also with the general public. This
engagement is effected partly by working with other organisations.
For example, the RES provides funding to support the Economics
Network and the annual Festival of Economics at Bristol.
As secretary-general, I am involved in all these activities, since
I oversee the administration of the society. This involves not just
mundane work (though it does mean that I attend many meetings), but
I am very involved in setting strategy for the society. For example, there
is a great deal of discussion at the moment about how the society
might promote further understanding of economics to the general
public. We have also appointed the society’s first (non-academic) chief
executive to help us develop and deliver our strategy, so it is an exciting
time to be secretary-general.
AL How can A-level students engage with the RES?
DO Many A-level students engage with the society through
the annual RES Young Economist of the Year essay competition,
which attracts entries of a very high standard. Students choose the
topic of their essays from a specified list, which in 2016 included,
‘Should internet companies like Uber and Airbnb be regulated?’ and
‘Allowing more immigration of refugees would be good both for
refugees and for the economies they come to. Discuss.’
The society also organises the annual RES public lecture primarily for
A-level students, at which some of the leading communicators engage
with students on important issues. Students also engage with the RES
through our association with the Economics Network. Communication
is one of the key current concerns of the RES, and we hope to develop
more ways to engage with A-level students in the future.

theoretical and practical issues to be confronted in such analyses.
One is the different types of data now available, and somewhat
different methods are employed for analysing data observed over
time versus a single cross-section of data collected at a point in
time. Indeed, there is also panel data, which follows the decisions of
perhaps thousands of individuals or companies over time. The areas
of cross-section and panel data methods are now jointly referred to
as microeconometrics.
My main area has always been time series analysis, with much of my
research concerned with seasonality, namely how patterns of consumer
spending, or whatever, change over the year and evolve over time.
However, I have also researched more macroeconomic issues, including
monetary policy and modelling links between the major international
economies. For a relatively short period I had a change of direction and
was involved in the analysis of British Crime Survey data.
At university, economics students typically encounter econometrics
in their second year, after a course involving statistics in their first year.
The second-year econometrics course is likely to include theoretical
material, because good application of any quantitative method requires
an understanding of its underlying assumptions and their implications.
However, the course should also involve substantial hands-on analysis
of real data. Subsequent econometrics courses will build on these
foundations, possibly branching into time series courses on one
hand and microeconometrics on the other. An understanding of
econometrics is also crucial for courses in applied economics, whether
micro or macro, as these examine the results of econometric analyses.
AL How important do you think data and empirical analysis are to
understanding the economy?
DO I believe that data and empirical analyses are crucial to
understanding the economy, whether at the micro or macro level. It
is not always appreciated that empirical analysis is hugely important
to government decisions that affect our daily lives. For example,
the budget decisions made each year by the chancellor generate a
large amount of publicity, but all the measures have to be costed in
advance, which can only be done through empirical analyses and
forecasting. Indeed, economic forecasters play a very important role
in decision-making by government and also companies. My bias is
towards the macro level, but empirical analyses at the micro level are
similarly crucial in decision-making. The huge growth in micro-level
data over the last couple of decades has allowed econometricians
to make great advances in understanding household consumption
decisions, for example.
The Brexit vote suggests that
some economists have an
imperfect understanding of
how macroeconomic decisions
are made in practice

AL You are a well-known econometrician and students who study
economics at university will encounter econometrics. Can you tell us
about this area of economic study?
DO In a nutshell, econometrics concerns the statistical analysis
of economic data. That may sound simple, but there are many
www.hoddereducation.co.uk/economicreview
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AL In recent years there has been a rise in the use of big data. Do
you think it is important that econometricians are trained to analyse
these big data sets?
DO I believe that big data will continue to increase in importance
in the future, since it has the potential to enhance decisionmaking at all levels. Nevertheless, although the cost of analysing
big data has declined with increasing computer power, ‘big is not
always better’. Hence training and methods of analysis are key
components in harnessing the potential of big data. Econometrics
courses are beginning to adapt to big data and this is certain
to continue, but perhaps mainly at the graduate level for the
medium-term future.
AL What do you think is the best way to engage students in
economics?
DO In my experience, students become engaged initially through
the practical implications of economic principles. Looking at real data
is crucial. Simple but attractive graphical presentations, whether of
trends over time or of cross-section distributions, can be really effective
in highlighting current issues and attracting the interest of students.
AL If you hadn’t been an economist what career would you have
chosen?

DO That is really hard to answer. I suppose that is because I have
seen economics (and more specifically econometrics) as my direction
since I was at school and I still find the subject fascinating. If I
had not been an academic economist, I expect my career would
have involved working with economic data in some way, perhaps
macroeconomic forecasting or in a national statistical office.
AL Which five people (dead or alive) would you invite to your ideal
dinner party? Why these individuals?
DO I have already talked about how Keynes impressed me as an
undergraduate and he was RES secretary-general for an astonishing
32 years, so he would be on my list.
When she was working for the BBC, I always enjoyed the clarity
and even-handedness with which Stephanie Flanders communicated
economic issues — she would make a great guest. Within my own area
of time series econometrics, I have admired the work of many people,
including Clive Granger (who won a Nobel prize and whom I met a
number of times) and my own PhD supervisor, Ken Wallis.
But I would also love to invite my mum. She was a maths teacher
and a huge influence on me. She took it for granted that as I was
bright I would go to university (not a common attitude at the time in
suburban Sydney towards the education of girls). Sadly, she passed
away before I started at university.

History of the
Great Depression
One of the most cited events in economic history, the Great
Depression is an important example of just how far and fast a
national or global economy can decline. Indeed, by the end of 1932,
the USA was in the greatest economic depression in its history.
While there is no single agreed cause, the overall consensus
among economists and historians is that the 1929 stock market
crash, subsequent bank failures and decreases in demand all led to
such decline. It is also important to consider the USA post-war policy
with Europe.

Causes
Following the end of the First World War, the USA was the world’s
largest economy in terms of GDP. Many saw the USA as booming
during the 1920s with firms making record profits, while European
nations grappled with the post-war bust. It is within this context
that the USA became a massive lender to Europe, leading largely to
the interconnectivity of global decline. With such a boom inevitably
comes slowdown, but no one could predict such a sharp decline.
Mushrooming from the USA following the tremendous stock
market crash of October 1929 (now referred to as Black Tuesday),
global GDP dropped some 30%. Compare that to the recession
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of 2008, when global GDP fell no more than 1%, and you will
understand the scale of such decline. Hardly any countries escaped
the downturn.

Effects and legacy
An en-masse sell-off of shares from Wall Street continued the
downward spiral. Despite increases in shares prices by January
1930, these were nowhere near previous levels. Consumer spending
dropped dramatically and despite the US government lowering
interest rates, a reluctance to borrow and invest remained, causing
decreased industrial output. Heavy industry suffered enormously.
This, coupled with the USA recalling of its European loans and
introduction of the Smoot-Hawley Tariff, began to cripple Europe.
At the same time, Japan’s economy shrank by around 8% between
1929 and 1930, with Latin America experiencing a strong decline
due to decreases in US investment. It was not until around 1939 that
recovery was reached. Following events of the 1930s, many begun
to reimagine economics and turn away from established concepts.
Keynes’ 1936 book, The General Theory of Employment, Interest and
Money is one of the most influential in this area.
Samantha-Jayne Millington, University of Bristol
Economic Review September 2017
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Perfect competition
Can we find examples in
online markets?
The model of perfect competition is the starting point for analysing
the theory of the firm, but does it correspond to markets in the
real world? Caroline Elliott looks at the key features of the model
and asks whether online markets can be thought of as real-world
examples of perfectly competitive markets

W

hen students are introduced
to the theory of the firm,
typically one of the first
industry structures they are presented with
is a perfectly competitive market. However,
it can be difficult to think of real-world
examples of perfectly competitive markets,
or even markets that come close to having
the characteristics of perfect competition.
Rather, perfectly competitive markets are
often introduced as a benchmark industry
structure, a theoretical industry type
that has a number of desirable attributes.
While it may be difficult to think of real
industries that can be described as perfectly
competitive, this industry structure can be
considered as an ideal, and policymakers
may consider whether real-world industries
can be modified to make them closer to this
ideal, for example through the removal of
barriers to entry.

Characteristics of perfectly
competitive markets
There are a number of key assumptions
that underpin perfectly competitive
markets, including large numbers of firms
(sellers) and buyers, freedom of firms to
enter and exit the industry, sellers and
buyers having full information regarding
prices being charged throughout the
perfectly competitive market, and firms
sharing the same methods of producing a
good or service. These characteristics are
summarised in Box 1.
One consequence of these characteristics
is that no individual firm is able to
influence the price of the product. Firms are
‘price takers’ who can only sell at the going
market price.
It can often be difficult to think of realworld industries that are easy to enter (and
exit), where firms produce and sell identical
products that are produced in similar ways,
and with savvy buyers who can easily
identify the prices charged by every firm.

Box 1

Key characteristics
of a perfectly competitive
market
1 Large numbers of firms and buyers, so
many that no individual firm or buyer can
influence the market price.
2 Firms can sell as much as they want,
and buyers can buy as much as they want,
at the current equilibrium price.
3 There is freedom of entry into the
market and ease of exit out of the market
for firms.
4 Firms and buyers have complete
information about the market, for example
regarding the prices currently charged.
5 Firms produce homogeneous (identical)
products.
6 Firms maximise profits.

Box 2

Definitions of the
short run and the long run
The short run can be considered as any
period of time during which at least one
factor of production is fixed. The amount
of the fixed factor of production cannot be
changed. Alternatively, the short run can
be defined as a period of time during which
new firms cannot set up production and
enter a market.
In the long run the amount used of all
the factors of production is assumed to be
variable. Alternatively, in the long run firms
can set up production and start competing
with existing firms.

Key concepts
perfect competition, market structure,
theory of the firm, online markets
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Box 3

Possible short-run
and long-run outcomes in a
perfectly competitive market

Price (P), costs

In the short run firms may make:
1 Supernormal (abnormal) profits
2 Normal profits
3 Losses
In the long run firms will always only
make normal profits.

P

Average
costs (AC)
Marginal
costs
Price, average revenue, marginal revenue

AC

0

q

Price (P), costs

Average
costs (AC)
Marginal
costs

P,
AC

q

Output (q)

Figure 2 A firm making normal profits
under perfect competition
Price (P), costs

Nevertheless, before we consider possible
examples of perfectly competitive industries,
let’s look at the resulting market equilibria
in a perfectly competitive market in both
the short run and the long run. Notice that
economists define the short and long run in
a particular way, as summarised in Box 2.
In the short run there are three possible
scenarios, as shown in Box 3 — firms may
make supernormal (abnormal) profits,
normal profits or losses.
Figure 1 shows a firm operating
under perfect competition and making
supernormal profits. (Note that the profitmaximising output of a firm will correspond
to where marginal cost equals marginal
revenue. Excess profits are denoted by the
shaded area.) This is possible in the short
run, when the price charged for each item
sold is at least as great as the average cost of
producing that item.

Long-run equilibrium
Output (q)

Figure 1 A firm making short-run
supernormal (abnormal) profits under
perfect competition

0

Market equilibrium

Average
costs (AC)
Marginal
costs

This situation cannot persist, as the lure of
supernormal profits will attract new firms
into the market in the long run, and these
entrants will be able to enter the market
easily as we assume ease of entry conditions.
Industry output will increase and the
equilibrium price must fall to ensure that
the enlarged output is all sold. This process
of new firm entry and falling prices will
continue until in the long run each firm is
only making normal profits. The long-run
situation is shown in Figure 2.
When firms make normal profits, the
price per unit sold is equal to the average
cost of producing that good. This is the longrun equilibrium, and if it is the short-run
equilibrium too then there is no reason for
market conditions, including the number of
firms, to change.

THE SEARCH-ENGINE MARKET,
DOMINATED BY GOOGLE, IS
CERTAINLY NOT PERFECTLY
COMPETITIVE

Finally, when firms make short-run
losses, they are only able to charge a price
less than the average cost of producing each
item sold. This is shown in Figure 3 (losses
are denoted by the shaded area).
If in the short run firms are making
losses, some will exit the industry as exit
is assumed to be easy. Then, as the supply
of goods or services falls (reflecting fewer
firms producing and selling in the market),
the equilibrium price will correspondingly
rise to ensure that the remaining firms in
the market make normal profits. If price
rises above the level of average costs, then
once again this will attract new firms into
the industry, increasing supply and putting
downward pressure on price until normal
profits are again made in the long run.
In the long run each firm makes only
normal profits. Yet this is not the only
desirable feature of the long-run perfect
competition equilibrium. Note that when a
firm makes only normal profits, it charges a
price equal to the average and marginal cost
of producing the product or service. Hence,
consumers are not being exploited. Further,
the profit-maximising level of output is
associated with the minimum point on the
average cost curve, i.e. where the firm is
producing as efficiently as possible.

Perfect competition in the
real world
While a perfectly competitive industry
has a number of desirable characteristics,
we need to ask whether examples of this

Nowadays, agricultural markets
are less likely to be considered
perfectly competitive

Price, average revenue,
marginal revenue
0

q

Output (q)

Figure 3 A firm making short-run losses
under perfect competition
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market structure can be found in reality.
Some economists have suggested that
stock and foreign-exchange markets and
agricultural markets may be examples of
perfectly competitive industries. In the case
of financial markets there are indeed large
numbers of firms and buyers, entry and
exit may be relatively straightforward and
it may be easy to find out the prices being
charged across sellers. Products may also be
close to being homogeneous, and all market
participants can be expected to be profit
maximisers.
Nowadays, agricultural markets are
probably less likely to be considered
perfectly competitive markets. While
there are undoubtedly large numbers
of firms, especially now that it is so easy
to export and import products such as
fruit, vegetables, meat and milk, there is
increasing concern that supermarkets are
buyers with considerable market power
when negotiating prices. It may be more
difficult for buyers to find out the prices
being charged across the market, and it is
easy to think of examples of products that
are not homogeneous, nor even produced
using similar production methods.

Online markets
So, may online markets increasingly provide
examples of real-world perfectly competitive
markets? First, we need to make clear that
there are very different models of online
economic activity. The search-engine market
is certainly not perfectly competitive,
being still dominated in many countries

Online platforms make it easy for
consumers to compare prices of
homogeneous products like CDs
www.hoddereducation.co.uk/economicreview
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Questions

Key points

1 Suggest examples of perfectly
competitive markets.
2 Suggest reasons why online prices for
almost identical products sometimes do
not converge to a single price.
3 Are perfectly competitive markets more
likely to emerge when there is greater
international trade and so larger numbers
of firms and buyers?
4 Will Brexit and potentially greater trade
protectionism under Donald Trump’s US
presidency result in perfectly competitive
markets becoming even less likely to occur?

1 In seeking to explain how firms behave,
the model of perfect competition is often
the starting point.
2 The model is based on a number of
assumptions that make it difficult to find
clear real-world examples.
3 Nonetheless, the model has some desirable
characteristics for consumers, and may be seen
as a benchmark against which other forms of
market structure can be measured.
4 Individual firms in perfect competition
cannot influence the selling price of the
product but can sell as much as they like at
the going price.
5 In the short run, firms can make
supernormal (abnormal) profits — or they
may make losses — but in the long run the
entry and exit of firms ensures that individual
firms can only make normal profits.
6 Stock and foreign-exchange markets
and agricultural markets are sometimes
seen as examples of perfect competition,
although agricultural markets are strongly
influenced by supermarket buyers.
7 The ease of selling and buying online
may suggest that markets are moving
towards being more perfectly competitive,
but this does not universally apply, as is
shown by the market dominance of Google.
8 The fact that not all products’ prices
have converged on single online prices
suggests that perfect competition has not
yet been achieved.

by Google. Similarly, many firms sell their
products or services in physical stores and
also have a significant online presence but
these markets are not perfectly competitive,
with firms in different industries and
countries having market power to differing
extents, and often not selling homogeneous
products. Rather, it is the online trading
platforms provided by firms such as eBay
and Amazon, and Alibaba in China, that
offer the possibility of markets close to
fulfilling many of the characteristics of
perfect competition.
While these online platforms themselves
are clearly not examples of perfectly
competitive firms as a small number of firms
have significant market power, it is the firms
and individuals trading on these platforms
that are creating markets often thought to be
at least close to perfectly competitive.

Many individuals and firms can sell and
buy products, and each individual buyer or
seller may have little market power. It is
also easy to start trading on these online
platforms, ensuring that barriers to market
entry and exit are low. It is often easy for
potential buyers to find out the prices
charged by different sellers, and some,
but clearly not all, products traded might
be relatively homogeneous, for example
printer cartridges, CDs, and new copies
of a paperback (or even an economics
textbook). However, not all products’ prices
have converged on single online prices,
and economists continue to examine why
prices have not converged despite the ease
with which potential buyers can find out
sellers’ prices. This feature of many online
markets suggests that they may in fact not be
perfectly competitive after all.
Caroline Elliott is a professor of
economics and is the deputy dean at
Aston Business School
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student perspectives

Economics at university
Ashley Lait interviews UEA student
Rebecca Heath
AL Please tell us a bit about yourself.
RH I’m studying for a BSc in economics at the University of East
Anglia. I’m in the third year of my degree. At UEA I’ve been involved
in the Nightline Society (a student support service), the Economics
Society, Disney Society and Riding Club. I also enjoy exploring
Norwich and the surrounding areas. There’s a good nightlife full
of quaint pubs and bars, and a beautiful lake to walk around on
campus.
AL How did you first become interested in economics?
RH My first experience with economics was at A-level. I enjoyed the
subject so much that I decided I wanted to take it further and learn
about it in more detail at university. We are exposed to economics
in everyday life, but most people don’t realise this. I certainly didn’t
until studying economics at A-level and reading around the subject.
A book called The Undercover Economist by Tim Harford was an
eye-opener for me as the author relates economic concepts to
commodities people encounter on a typical day, such as coffee
shops. Applied economics is so broad, it can range from looking at a
particular goods market to exploring the negative effects of a policy
on the environment — there are many different areas of economics
so everyone can find something that interests them. I feel that
economics is generally misunderstood as people tend to think it is
simply about money and mathematics but the truth is, it’s a subject
that can be applied to most things.
AL What areas of economics interest you most?
RH Microeconomics is the side of economics that I have always
been most fond of, in particular looking at different market
structures and how individual firms can have a significant impact on
the overall market. At university you have the opportunity to study
econometrics. I find this intriguing as it involves statistics and the use
of sophisticated software packages to explore and research trends.
For example, I recently did an econometric project on what factors
affect the number of hours of housework a household undertakes,
so you have the opportunity to research more unusual things.
I believe everyone considering studying economics should read a bit
more about it, even if only for a basic understanding, because it can be
applied to most things. A simple Google search or browsing economic
news articles can allow you to become more involved.
AL How does studying economics at university differ from
A-level?
RH At university, you get to delve more deeply and listen to many
different opinions on economic content, for example, hearing about
the variation in economic schools of thought. As you progress
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through university, you become familiar with certain schools of
thought and can start to predict what their views might be on recent
events, such as Brexit. Also, we get to discover the psychology side of
economics. For example, one of the modules I studied in my second
year was on behavioural economics. It looked at why individuals
make decisions and how we can use this to predict consumer
behaviour.
Another point to mention is that there’s a lot more mathematics
involved than at A-level, so it is important that you are relatively
comfortable working with numbers and are willing put the time and
effort in to practise maths questions.
AL What have you enjoyed most about studying economics at
university?
RH The best part for me is questioning theories and thinking
for myself. Any concept that you learn is formed from a school
of thought and it’s usually based on several assumptions. In our
essays we can examine the plausibility of theories and see if they
can work in reality. You really start to develop your own opinions
about theories and schools of thought, which leads you to question
newspaper articles and reports concerned with business, finance
and economics. Also, econometrics is a new aspect that’s taught
at university, and it is one of my favourite branches of economics.
Economics courses vary between universities, so my advice would be
to look at the different courses and find out what modules interest
you most.
Economic Review September 2017
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AL What else are you involved in at university? Music,
societies, sports? Tell us more about this side of university life.
RH It’s difficult to know where to start! There is an extensive range
of societies and sports on campus — you won’t struggle to find one
that suits your interests. I am a member of the Economics Society,
which is a great place to find like-minded people on your course,
and to get to know the students and the lecturers better with social
events such as a pub quiz (which is my favourite students vs lecturers
event). Nightline is a charity that offers listening support to students
and runs throughout the night. I loved the purpose behind it so
much that I joined in my first year and have been a volunteer for
2 years. I’ve also joined the Disney Society and Riding Club, which
means I can watch my favourite Disney films with other students in
lecture theatres and then go for a ride outside, which is a nice break
from studying.
www.hoddereducation.co.uk/economicreview
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University freshers’ fairs offer great opportunities to get involved
in clubs and societies

AL What’s next for you? Do you have career plans after
university?
RH I definitely know that I want to stay within economics and
business. I am currently studying corporate finance as a third-year
module, so finance is an option. However, I am open to any ideas for
the moment, and I will make sure I use my university’s career service
to help me find the right path.
The best thing about studying economics is that it isn’t restrictive
and allows you to be flexible in what you want to do after you
graduate. I’ve heard of graduates going into environmental economics,
behavioural economics and working for the civil service, to mention a
few. There are more future options for an economics graduate than
working in London, although that is probably where I am headed.
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A perfectly competitive m
Decisions made by firms are taken in the context of the market
in which they operate. The model of perfect competition sets
out how firms choose output in a competitive environment,
based on some key assumptions. For more discussion of perfect
competition, see the article by Caroline Elliott on pages 11–13

Assumptions
Participants

Perfect information

A homogeneous
product

Firms aim to
maximise profits

No barriers to
entry or exit

No externalities

16

EconomicReview 35i1 print.indd 16

Economic Review September 2017

27/07/2017 9:58 am

e market
Outcomes
With many buyers and
sellers, no individual trader
can influence price

With perfect knowledge
of market conditions,
consumers all pay the
same price and firms
are price takers

With identical products,
consumers will not favour
one producer over another
and quality is constant

If firms maximise profits,
their decisions can be
readily analysed — they
will choose output such
that MC = MR

If firms are free to enter
or exit the market,
supernormal profits will
be competed away

Externalities interfere with
allocative efficiency

Firms achieve productive
efficiency in the long run,
producing at minimum
average cost

Resources are allocated
such that there is allocative
efficiency with price equal
to marginal cost
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Supermarkets’
market power
‘Stack ’em high,
and sell ’em low’
Supermarkets’ significant market power enables them to drive
down the price of goods offered to consumers. Steven Proud
explores how supermarkets have developed their market
power and the effects on consumers and producers

I

t is often claimed that Napoleon
described the UK as a nation of
shopkeepers. Families would purchase
their groceries from a range of stores
— meat from a butcher, vegetables from
a greengrocer, and so on. However,
throughout the twentieth century,
consumers’ shopping habits changed and
food shopping became dominated by large
chains of supermarkets, such as Tesco,
Sainsbury’s, Asda and Morrisons.
These supermarkets take advantage of a
number of economic ideas in order to be
able to offer the best value to customers, and
to maintain their position as the dominant
powers. These include taking advantage of
their market power, economies of scale and
scope, and using behavioural techniques to
tempt consumers into the store in the first
place.

Key concepts
market power, economies of scale and
scope, monopsony
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Supermarkets’ market power
It is likely that you will have come across
market power when discussing a monopoly.
In a monopoly, a firm can take advantage of
its dominant position in the market to be
able to sell for a price above what the market
price would be under competition. The size
of the uplift in price is a measure of the
market power. However, in the supermarket
market, there is significant competition
between supermarkets to gain loyal
customers. This leads to relatively low prices
for consumers. In order to maintain profits,
however, the supermarkets can capitalise
on their large size (or market power) to
force down the prices of goods that they are
purchasing. This is the application of market
power in this scenario.

Market share of the big
supermarkets
In January 2017, Tesco had a market share
of 28.1% of the UK grocery market, making
it the UK’s biggest supermarket chain. The
largest four supermarket chains in the UK
(Tesco, Sainsbury’s, Asda and Morrisons)

EconomicReviewExtras
Commentary on the questions
in this article are available online
at www.hoddereducation.co.uk/
economicreviewextras

make up 71.1% of grocery sales. The relative
size of the four big supermarkets, compared
with smaller, independent, grocers, gives
the supermarkets significant market power
when purchasing goods to sell within the
stores.

Supermarkets as monopsonists
Since supermarket chains are very large,
especially compared with independent
shops, they have significant market power
when it comes to placing orders with
providers. In order to illustrate this, let us
consider an extreme case of a monopsonist,
where there is a single purchaser of goods in
a market and a large number of suppliers.
A monopsony exists when there may be
a large number of producers of a good, but
only one purchaser. Just like a monopoly
(where there is a single seller and multiple

THERE IS SIGNIFICANT COMPETITION
BETWEEN SUPERMARKETS TO GAIN
LOYAL CUSTOMERS
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Figure 1 A monopsonist

buyers), the monopsonist has significant
market power. Since the sellers cannot
simply move to another purchaser, the
monopsonist gains significant market
power, and can use this power to push down
the price it has to pay.
In the case of a monopsonist, the firm
seeks to maximise its profits by choosing
a quantity where marginal cost is equal
to marginal revenue. Figure 1 illustrates a
standard monopsony. Under a competitive
market, the market price is determined by
the point where supply and demand are
equal. However, in a monopsony, the single
purchaser has the ability to control the level
of demand for the good. The monopsonist
takes advantage of its market power to
push the price down to the minimum at
which firms are willing to supply, and hence
maximise its profits.
In a competitive equilibrium, purchasing
firms will compete to gain a limited supply,
forcing up the price to the competitive
equilibrium price, and equilibrium will
be achieved where supply is equal to
demand (a). However, in a monopsony, the
monopsonist has market power, and can
choose to purchase at the profit-maximising
point, where MC = MR. This leads to a
deadweight loss to the economy.
While in the case of supermarkets, there
is not one single purchaser, the relative size
of the supermarkets means that they have
very similar characteristics and market
power to a monopsony. For instance, since
Tesco commands 28.1% of the grocery
market, they have the power to ensure that
suppliers sell to them at a relatively low
price, for fear of Tesco substituting towards
an alternative supplier.

Why do producers respond to
market power?
Producers of food often require large
volumes of sales in order to take advantage
of economies of scale in production. If
there is a large fixed cost of production, or
a reducing marginal cost, firms can lower
the average cost of production by increasing
the number of units that they produce. As
such, it is important that these products
are available to as many consumers as
possible. If a producer refused to cut its
price in response to a demand from a large
supermarket (such as Tesco), they would
know that Tesco could walk away, meaning
that their goods would not be available to
28.1% of the consumers in the market.
This could also have a knock-on effect,
in that if a new good is not available in
a large supermarket, consumers may not
develop recognition for that good, and may
not develop a demand for it.

Measures of market power
In order to measure the level of market
power that individual firms may have in
a market, we can use measures of market
concentration. For example, the Herfindahl
index is an often-used measure of market
concentration. It finds the sum of squares
of the market shares of firms. So, if we only
consider the four biggest supermarkets, the
Herfindahl index would be:
H4 =
0.2812 + 0.1652 + 0.1562 + 0.1092

= 0.14
If we compare that to a competitive
industry with, say, 100 firms, each with an
equal share of the market (i.e. 0.01 each),
the Herfindahl index would be 0.01. This

THE LARGEST FOUR SUPERMARKET
CHAINS IN THE UK MAKE UP 71.1%
OF GROCERY SALES

Table 1 Grocery market shares of UK
supermarkets

Supermarket

Market share
(%)

Tesco

28.1

Sainsbury’s

16.5

Asda

15.6

Morrisons

10.9

Aldi

6.2

Co-op

6.0

Waitrose

5.3

Lidl

4.5

Iceland

2.3

Symbols and independent

1.8

Other outlets

2.9

Source: Kantar World Panel, 29/01/17

provides evidence of a high level of market
concentration in the supermarket arena, and
further emphasises the market power that
the large supermarkets are likely to possess
in the UK.

How have supermarkets
developed their market power?
Jack Cohen founded Tesco in the 1920s
on the model of ‘Stack ‘em high, sell ‘em
low’. By bulk buying, Tesco was able to take
advantage of discounts from producers for
bulk purchases, enabling them to sell to
customers at a lower price. The 1920s, as
now, was a period of economic turmoil

Tesco currently has the largest market share
in the UK grocery market
www.hoddereducation.co.uk/economicreview
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in the price paid. This leads to an increase in
the welfare of farmers in the UK.
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Figure 2 The price of milk (at 2016 prices)

and austerity, and by taking advantage
of economies of scale Tesco was able to
attract customers by selling at lower prices.
Cohen subsequently reinvested profits by
purchasing stores, thereby increasing market
penetration, and hence also increasing
market power.
In addition to the economies of scale,
supermarkets could also use economies
of scope. Instead of specialising in meat
sales, or greengrocery, supermarkets stock
a wide range of products. In the simplest
case, these economies may be realised
because supermarkets have a pre-existing
distribution mechanism, and a pre-existing
relationship with producers, allowing them
to buy and distribute goods to their stores
more cheaply. Again, the lower price for
consumers draws customers into the store,
and increases market power.
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The price of milk
One key battleground between supermarkets
has been the price of milk. In order to attract
consumers, supermarkets push down the
prices of staple goods, such as milk.
Figure 2 shows the evolution of the
price of milk paid by the consumer, and
received by the farmer (in real terms) from
1988 to 2015. During this period, the
price received by the farmers has dropped
by approximately 40%, largely driven by
supermarkets taking advantage of their
market power.
However, there has been increasing
publicity given to the plight of farmers, and
the fact that the price being received is less
than the cost of production. In 2015, four
supermarkets, Asda, Morrisons, Aldi and
Lidl, announced that they would introduce a
price floor for milk, resulting in an increase

Supermarkets often have various types of
store, from massive hyperstores to much
smaller, local stores. Since the local stores
are smaller, they necessarily stock a smaller
range of products.
Producers are reliant on selling at scale
in order to take advantage of economies
of scale. Thus, supermarkets can take
advantage of their market power to gain
further effective reductions in price from
producers. Large supermarket chains will
often ask producers for payments (or rebates)
to ensure that their product appears in all of
their stores. Further, supermarkets may have
contracts with producers whereby a further
rebate is payable if a certain quantity is sold.
As such, a retailer could enter a deal with a
supplier, such as Heinz, to offer a further
discount if they sell more than 30 million
cans of baked beans.

Behavioural cues
Supermarkets can also use behavioural
cues to tempt shoppers to purchase certain
goods. For instance, the position within
the store can be very important. Stores may
position items they particularly want to
Farmers’ protests about the milk prices led
to the introduction of a price floor in 2015
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Key points

Questions
1 What are economies of scope? How do
they differ from economies of scale?
2 Another way of measuring market power
is to use a concentration ratio. Calculate
the four-firm concentration ratio for
supermarkets using the data in Table
1. What are the advantages of using
Herfindahl index?
3 Following concerns about the buying
power of the supermarkets, the
government introduced the Groceries
Supply Code of Practice (GSCOP) in 2009.
Outline some of the obligations this
places on supermarkets when dealing
with suppliers.
4 In 2013 the government appointed a
‘Groceries Code Adjudicator’ to make sure
supermarkets were complying with the
GSCOP. Using news articles, find some
cases that have been investigated by the
adjudicator.

sell close to the entrance, or close to the
checkout. Again, supermarkets can offer
prime position within the store for products
whereby the producers pay the supermarkets
a rebate in return for advantageous placing
within the stores.

IN RECENT YEARS, THE
BIG FOUR SUPERMARKETS
ARE BEING INCREASINGLY
CHALLENGED BY A NEW BREED
OF DISCOUNT SUPERMARKETS
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For example, based on observations
of individuals’ preferences, behavioural
economics tells us that consumers do not
always react to absolute price, but instead to
relative price. Suppose that a supermarket is
selling two similar goods, A and B. Good
A might be priced at £100, while good B is
priced at £40. Consumers are more likely to
be willing to buy good B if it is placed next
to good A, simply because the good appears
relatively cheap compared with good A.
Agents are often more interested in relative
value than absolute value.

The Tesco accounting scandal
In 2014, it emerged that Tesco had overstated
its first-half profits by about £250 million,
leading to a reduction in the value of Tesco
of £2 billion. The Financial Times revealed
that this was partly due to accounting
practices linked with the existence of rebates
and other commercial agreements with
suppliers.
The commercial agreements were often
based on producers agreeing to pay a rebate
based on a completed year’s sales numbers.
However, Tesco (in line with many firms)
issue half-yearly accounts. As such, profit
levels need to be attributed to each half of
the year.
As a result, Tesco had to estimate the
value of the rebates and other commercial
agreements for the half-year, based on
estimates of the sales over the entire year.
Since these were forecasts, there is a level
of uncertainty (and hence risk) associated
with them. In September 2014, it became
apparent that Tesco had massively overstated
their profits for the financial year, leading to
a significant loss of shareholder confidence.

1 To maintain profits, supermarkets take
advantage of their large size (or market
power) to force down the prices of goods
they are purchasing.
2 In the UK, the largest four supermarkets
account for 71.1% of grocery sales, giving
them significant market power.
3 Producers can increase profits by
taking advantage of economies of scale in
the production process. Producing large
quantities means they rely on supermarkets
to reach consumers.
4 Supermarkets also use their market
power to gain further reductions in price
from producers through rebate payments
(e.g. to ensure products are in all stores).
5 In recent years the cost of milk has
highlighted the effect of supermarkets’
market power on producers, as the price
farmers were receiving was less than the
cost of production.
6 Discount supermarkets, such as Lidl and
Aldi, are threatening the market share of
traditional supermarkets.

Growth of the discounters
In recent years, the big four supermarkets
are being increasingly challenged by a new
breed of discount supermarkets, in the
form of stores such as Lidl and Aldi. These
firms focus on staples, and often sell ownbranded goods at lower prices than the
branded equivalents in the more traditional
supermarkets. The low-price strategy has
enabled the discounters to take advantage
of consumers feeling the pinch of years of
government austerity, and gain a significant
market share.

Conclusions
Supermarkets in the UK have significant
market power when it comes to purchasing
goods and developing relationships with
suppliers. The supermarkets are able to use
this market power to push down the raw
price of goods, in order to maintain their
market power.
However, the traditional big supermarkets are coming under increasing
competition from discount retailers, who
may, in time, supersede their predecessors.

Steven Proud is a senior teaching fellow
in the department of economics at the
University of Bristol
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question and answer

Evaluating demand-side
reactions to the
financial crisis
In this column, Stuart Luker
offers some guidance on
tackling examination questions
in economics

T

he global financial crisis of 2008 was arguably the biggest shock to the world
and the UK economy since the Second World War and its effects are still being
felt nearly 10 years later.
The following question appeared on the Edexcel AS paper in May 2016. It is the
last part of a data-response question where candidates choose one question from
two. Before reading this article, you might find it helpful to look at the stimulus
material that accompanied this question. The exam paper can be downloaded from
the Edexcel website. Parts of this column will outline the context of the question and
it is not expected that you, in exam conditions, would be able to cover everything
that is discussed here.

Question
Evaluate demand-side policy responses to the global financial crisis of 2008. (20 marks)
This question was included in the AS-level summer 2016 The UK Economy — Performance and
Policies exam paper set by Pearson/Edexcel. We are grateful to Pearson for permission to reproduce
and discuss this question. Pearson/Edexcel accepts no responsibility for the discussion — this is the
sole responsibility of Economic Review.

the global economy in 2008. However, economics is an
applied subject and you should be familiar with ‘recent’
(perhaps taken to mean over the past 15 or 20 years)
developments in the UK economy.
You should also be aware of developments in
the global economy, particularly where they have
a significant impact on UK economic performance.
You should, for example, be able to apply economic
theory to interpret recent events, and to use evidence
derived from such events to evaluate arguments. You
would benefit considerably from reading widely to
keep abreast of current events and to develop your
knowledge of recent economic history. Reading
Economic Review will certainly help.

Planning your answer
As always, the structure and organisation of your
answer matters. Some initial planning is essential.

Some context
All exam boards are required to ensure that students taking economics ‘develop an
awareness of the historical context of economic ideas and theories’. The exam boards
are also required to ‘use recent data’ in their specification and to ‘define what they
mean by recent data’. You would have been too young to understand, or even be
aware of, the momentous events that were taking place when the financial crisis hit
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What are you going to include in your introduction?
What are the key issues that you need to consider?
Are there some issues you would hope to include if
you have time but which could be omitted if time
is running out? In what order should each issue be
considered? How will you use paragraphs to help you
structure your response? Does the question require the
use of diagrams and if so, which ones? How might you
incorporate data from the stimulus material in your
answer? What are you going to say in your conclusion?

What should I include in the introduction?
The introduction should be used to ‘set the scene’ for
what is to follow and could be used to define some
essential terms. In this case, it would be sensible to
provide a brief description of the nature of the global
financial crisis and to identify clearly the main demandside policies that were used to minimise the effects of
the crisis and help the recovery of the economies that
were hit by it.
It would also be reasonable to state whether you
are going to focus on the UK, or some other economy
or group of economies. In the introduction, it might
also be worth explaining why problems in financial
markets affect the real economy, for example, output
and employment. After all, the main aim of demandside policies is to affect the real economy — they are
not targeted at dealing directly with the problems in
financial markets.

What are demand-side policies?

Overall price level

Demand-side policies are monetary and fiscal policy.
The main instrument of monetary policy is the rate of
interest. In the UK, the conduct of monetary policy has
been delegated by the government to the Monetary
Policy Committee (MPC) of the Bank of England. The
MPC sets the base rate of interest and this, in normal
circumstances, will affect other short-term interest
rates. If they wish to increase aggregate demand, the
MPC will cut the base rate. Other short-term interest
rates should fall, which will make saving less attractive
and encourage people to borrow and spend. This is
an important part of what is known as the monetary
policy transmission mechanism.
AS

However, the base rate is not the only instrument of monetary policy available
to the Bank of England. In response to the severity of the financial crisis, the bank
implemented a number of ‘unconventional’ monetary policy measures. They included
large-scale asset purchases, also known as quantitative easing (QE), funding for
lending and forward guidance.
Keynesian economists generally prefer to use fiscal policy to manage aggregate
demand. To increase aggregate demand, the government could cut taxes and
increase government spending. A government wishing to give the economy a boost
might deliberately run a budget deficit, where government spending is greater than
the revenue raised from taxation. This acts as a net injection into the circular flow of
income and should have an upward multiplier effect.
An explanation of the role of demand-side policies in bringing about a recovery
in the real economy after the global financial crisis could be supported by including
an AD/AS diagram. The effect of successful demand-side policies is illustrated in
Figure 1 by a rightward shift in the AD curve from AD1 to AD2. This should increase
real GDP from Y1 to Y2. As output rises unemployment falls, signifying a recovery in
the real economy.

Application matters
To provide a strong answer to this question, you need to assess the effectiveness
of the monetary and fiscal policy measures that were actually used in response to
the financial crisis. For most students, assessing the demand-side policies employed
in the UK is probably the best approach. However, the question does not preclude
application to some other economy or group of economies, for example the USA or
the eurozone.
You need to know what was done and be able to support your assessment of
the effectiveness of the policies by applying your knowledge of their impact on the
economy. Don’t forget that when answering a data-response question, the stimulus
material should be used.

Using the extracts

PL
AD2

AD1
Y1

Y2

Real GDP

Figure 1 The effect of an increase in aggregate
demand
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Figure 1 in the stimulus material provided in the exam paper shows that average
weekly household real income fell between 2008 and 2014, and this could be
used as evidence to suggest that demand-side policies have not protected the
average household’s living standards. Extract A includes some pointers regarding the
nature of monetary policy in the UK and refers to the ‘lagged effects’ of monetary
measures. Extract B alludes to the problem of the lower bound when it states that
‘interest rates are almost as low as they can go’. It also refers to the ongoing problems
in the eurozone and Japan, linked to the problems faced by central banks wanting
to avoid deflation.
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The UK’s demand-side measures
Since the onset of the financial crisis, UK monetary
policy has been very expansionary. At the start of
2008, the base rate was 5.5%, but by March 2009 it
had been cut to 0.5%, where it remained until August
2016. Never before had it been below 2.0%. This
unprecedented cut in the base rate was accompanied
by a large fall in the sterling exchange rate of over
20%. Also in September 2009, the Bank of England
introduced the asset purchase scheme. Initially, it
purchased £165bn worth of government bonds but by
July 2012 it had increased its holdings of these bonds to
£375bn. It was hoped that this loosening of monetary
policy would give a significant boost to aggregate
demand both domestically and by stimulating exports.
The government hoped that it would also lead to a
rebalancing of the UK economy, stimulating investment
and exports.
After the EU referendum, the MPC reduced the base
rate to 0.25% and introduced additional stimulus
measures that included a further round of quantitative
easing, increasing government bond purchases to £435bn.
In November 2008, a temporary cut in VAT from
17.5% to 15% was introduced. It was accompanied by
other modest discretionary fiscal measures to stimulate
aggregate demand. For example, some government
investment projects were brought forward and a small
cut in income tax for people on moderate incomes was
introduced. The automatic stabilisers also kicked in as
the cyclical budget deficit grew rapidly. Overall, the UK
budget deficit rose from around £34bn (3.0% of GDP)
in 2007 to almost £154bn (10.8% of GDP) in 2009.

The Keynesian response
Keynesian economists argued that the government
should deliberately run a deficit to prevent the recession
turning into a depression. They believed that the large
fiscal stimulus was needed to offset the contraction
in private-sector spending that was exacerbated by
falling confidence and animal spirits. While Keynesians
supported the expansionary monetary policy, they were
concerned that low interest rates, when confidence is
low, would not guarantee an increase in spending. The
benefits of a fall in the exchange rate were also likely
to be muted when our largest export market, Europe,
was also in trouble.
In the first three quarters of 2010, the economy
started to grow more strongly and some Keynesians
have claimed that this growth was supported by the
expansionary fiscal measures adopted by the Labour
government.

Austerity
When the coalition government was elected in 2010, a
policy of fiscal austerity was introduced. The coalition
believed that action had to be taken to reduce the
deficit and the rapidly expanding national debt. It
was asserted that unless the deficit was reduced, the
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government would have difficulty in financing the
deficit and long-term interest rates would be pushed
up. It was also believed that reducing the deficit would
help to restore confidence and encourage a recovery
in private-sector spending. The original plan was to
eliminate the deficit by 2015/16. However, although the
deficit has been reduced, it has still not been eliminated
and was around 2.6% of GDP in 2016/17.
The ongoing policy of deficit reduction has meant
that the fiscal policy measures taken by the government
have tended to reduce aggregate demand compared to
the previous year, but the enduring deficit means that
the government is continuing to provide a net injection
of demand into the economy, albeit the size of the
injection is falling.

Assessing the demand-side responses
There are various approaches that could be adopted
when evaluating the effectiveness of the monetary
policy measures that were employed by the Bank of
England. One way is to consider each of the measures
in turn.
In relation to the cut in the base rate, issues that
might be discussed include:
■■ should the base rate have been cut earlier?
Economic Review September 2017
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the tightening of fiscal policy after 2010 was a serious
mistake and is a major reason why the economy did
not recover sooner and more strongly. What is more,
some believe that austerity measures have hit the poor
hardest and damaged the long-run growth prospects
of the economy. However, others argue that the deficit
should have been eliminated much more quickly,
believing that this would have restored confidence
and contributed to a more rapid recovery in the private
sector.

Is it possible to reach a conclusion?
Probably not one with which everyone would agree.
Nonetheless it is essential to present a conclusion. What
matters is that you support your conclusion with sound
analysis, convincing arguments and, where possible,
evidence.
Does the period of sustained growth since 2013
mean the demand-side policies have been successful? If
so, has monetary or fiscal policy been most important?
Or, would the economy have recovered earlier and
more quickly if the policy response had been different?
Since the global financial crisis, monetary policy
has remained expansionary but fiscal policy has been
tightened, yet it is difficult to be certain about the
contribution that each has made to the recovery of the
UK economy. Each policy has both costs and benefits.
These may differ in the short run and the long run and
they are likely to affect the various groups in society
differently. What is more, some believe that attempting
to manage demand is counterproductive and that the
focus should be on the supply-side performance of the
economy.
the time lags involved
does a cut in the base rate feed through to other
interest rates?
■■ are interest rates an effective way of stimulating
demand when confidence is low?
■■ the problem of the ‘lower bound’ — is there a limit
to how far interest rates can be cut?
■■ low interest rates and the recovery in the UK
housing market
■■ have low interest rates encouraged economic
agents to take on too much debt, risking a significant
contraction in spending when interest rates rise?
■■ the impact of very low interest rates on savers and
the long-run health of the economy
■■ do low interest rates artificially support zombie
companies and damage the growth of productivity?
■■
■■

Quantitative easing
A similar assessment could be adopted in relation to
the policy of QE. However, QE and the reduction in the
base rate should complement each other and another
approach would be to include an overall assessment of
the package of monetary policy measures.
The impact of fiscal policy is possibly far more
controversial. Keynesian economists would argue that
www.hoddereducation.co.uk/economicreview
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Summary
This article contains quite a lot of background
information and, in an exam, it would only be possible
to include a small part of this in your answer. What are
the key elements of a strong answer to this question?
■■ an introduction that identifies the nature of demandside policies and links these to combating the effects of
the global financial crisis on the real economy
■■ an outline of monetary and fiscal policy since
the crisis
■■ some analysis, perhaps supported by a diagram,
to explain how these demand-side policies may have
helped the economy recover from the crisis
■■ an assessment of the effectiveness of monetary
and fiscal policy since the crisis, backed up by your
knowledge of developments in the economy
As always, you need to show knowledge and
understanding, application to the context, sound
analysis and supported evaluation.

Stuart Luker is a teacher and examiner, and a
regular contributor to Economic Review
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What can economics
tell us about

organised crime?
Economic analysis suggests that organised crime can
improve welfare. Iain Long explores if this is truly the
case or if there’s more to the story

T

he tools of microeconomics are
increasingly being applied to topics
that were traditionally the reserve
of other social sciences. From behavioural
economics investigating the psychological
underpinnings of preferences, to political
economics analysing voting patterns,
economic techniques are helping to uncover
new and often surprising results. Nowhere
is this truer than the economic analysis of
organised crime.
Organised crime operates in every
country in the world. From mafias in Italy
and Russia, to the drugs cartels of Mexico
and Columbia, organised crime is widely
viewed as a destructive force. Yet, as we
will see, economics has uncovered an
unexpected and highly controversial result
— organised crime can improve welfare.

Key concepts
externalities, market structure, economics
of crime, deadweight loss
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The market for stolen goods
To illustrate the reasoning, let us consider
the market for stolen goods. In the absence
of organised crime, individual thieves steal
property and supply it to the market. What
factors influence the number of thefts they
commit? As with all economic decisions,
thieves will weigh up the costs and
benefits. First, they face some fixed costs.
An individual may need to purchase lockpicks, for example, or a weapon with which
to defend themselves. As the goods they
are selling are stolen, they cannot go to the
police if a buyer double-crosses them. Other
costs will vary according to the number of
thefts they commit. They may be caught
and punished — the more they steal, the
longer the prison sentence. They also forgo
earnings in the formal sector when they
devote time to theft. The benefit of a theft
derives from the value of the goods stolen.
For simplicity, we will assume that all stolen
goods are sold on, rather than consumed by
the thief.

AS WITH ALL ECONOMIC
DECISIONS, THIEVES WILL WEIGH
UP THE COSTS AND BENEFITS

Perfectly competitive
Given the structure of a thief’s costs and
benefits, we can think of them as a perfectly
competitive firm. They will supply stolen
goods to the market so long as the price they
receive is at least as large as the marginal
cost of stealing them in the first place. The
market supply curve will be upward-sloping,
reflecting the increasing marginal cost that
each thief faces.
Where does demand come from?
Presumably, consumers of stolen goods
EconomicReviewExtras
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Figure 1 The competitive market for
stolen goods

Introducing organised crime

behave the same way as consumers in any
market. As the price increases, they find that
the benefit they derive from the goods they
buy does not justify the expense that they
incur. The demand curve will be downwardsloping.
The market for stolen goods can thus be
represented as in Figure 1. The market clears
at a price of P C, with T C goods being stolen
and sold on.

Is the market efficient?

Price

As we are interested in the welfare effects
of organised crime, it is important for us to
understand whether this market is efficient.
The signs are promising. We know that, for
the most part, perfectly competitive markets
are allocatively efficient — unless, of course,
externalities exist. It is not difficult to think
of third parties (not the thief and not the
consumer) who are affected by theft. The
victim of the crime will suffer psychological
trauma. They are likely to have to replace
the good, either paying for it again or facing
higher insurance premiums having made a
claim. The taxpayer is also likely to suffer
if public resources are spent on a police
SMC

Deadweight
loss
S = PMC

P OC
PC

D = SMB
T

OC

T

C

MR

Thefts

Figure 2 The criminal organisation’s
supply decision
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investigation, prosecution and incarceration.
Crime is the source of a large negative
externality.
As shown in Figure 1, we assume that
the marginal social cost (SMC) of a theft
always exceeds the marginal social benefit
(SMB). Each additional theft inflicts a larger
cost on society than the benefit derived by
the consumer of the stolen goods. Society
incurs a loss every time a theft is committed.
The deadweight loss is given by the shaded
region. The allocatively efficient outcome
involves no thefts being committed at all.

How does introducing organised crime into
this environment affect the deadweight
loss from theft? One important feature of
criminal organisations around the globe
is that they operate within a defined
territory. They act as a simple monopolist
in all criminal markets within this territory,
including the market for stolen goods.
Monopolists face very different incentives
to a perfectly competitive firm, deriving
from the fact that they can no longer take
the market price as given. They understand
that they serve the entire market, and so
face a downward-sloping demand curve. If
they want to increase the number of stolen
goods they sell, they are forced to reduce
their price. Otherwise, they will create an
excess supply, and the extra goods will
go unsold. This creates a trade-off for the
criminal organisation that individual
thieves do not face. By selling an additional
stolen good, they generate revenue equal
to the new, lower price. However, they are
forced to reduce the price of the units that
they would have previously sold at the old,
higher price. This reduces the organisation’s
marginal revenue below the price of the last
unit sold.
The situation is illustrated in Figure 2.
For simplicity, we assume that the criminal
organisation’s marginal cost curve is the
same as the competitive market’s supply
curve. Its marginal revenue curve is below
the demand curve, reflecting the need to
sell all inframarginal units at a lower price
when the quantity of stolen goods supplied
is increased.

A marginalist approach
When deciding how much to supply, the
criminal organisation employs a marginalist
approach. They think about each additional
stolen good sequentially, determining

whether it will cause an increase or
decrease in profits. If the marginal revenue
the organisation receives exceeds the
marginal cost of stealing the good, the
organisation’s profit will increase. It will
commit the theft and sell it on. Following
this line of reasoning, the organisation will
commit at least T OC thefts. At this point,
the organisation realises that the marginal
revenue it will receive from committing
another theft is less than its marginal cost
of production. Any additional thefts will
not cover the cost of committing them,
and so will reduce its profits. The criminal
organisation commits T OC thefts, selling
stolen goods at a price of P OC.
Under normal conditions, the fact
that a monopolist produces less than
a competitive market gives rise to a
deadweight loss. By keeping the price above
that of the competitive market, goods would
not be sold that provide a net benefit to
society. However, these are not normal
conditions. Due to the combined criminal
justice and victim costs, the allocatively
efficient outcome involves no thefts being
committed. Rather than making the market
less efficient, the presence of a criminal
organisation has actually improved welfare.

Questions
1 What are barriers to entry? Why are they
so important in criminal markets? Explain
the difference between structural and
strategic barriers.
2 Why might a consumer be willing to
pay more when buying a good in a legal
market as opposed to a criminal market?
3 What factors will influence the size of the
deadweight welfare loss in the market for
stolen goods?
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This is illustrated in Figure 2. By reducing
the quantity of stolen goods traded in the
market, the criminal organisation has
reduced the deadweight loss by the green
shaded area. Social welfare, while still
negative, has increased.

Dubious assumptions?
This prediction seems counterintuitive.
Surely, the presence of organised crime
increases the crime rate, rather than
decreases it? Perhaps some of the
assumptions we made were dubious, and
this has led to an incorrect conclusion. Can
we find any evidence in support of the result?
For obvious reasons, data on organised
crime are scarce. One of the best measures
we have comes from an international
survey of entrepreneurs conducted by the
World Economic Forum. Among a battery
of questions on the business environment
within the country in which they operate,
the survey asks how big a problem organised
crime is. This gives us a proxy for the
extent to which organised crime operates.
Figure 3 combines this with data on thefts
per 100,000 people in 76 countries from
the United Nations Office on Drugs and
Crime. As the severity of organised crime

28

EconomicReview 35i1 print.indd 28

Thefts per 100,000 people

THE EXTERNAL COST OF HOMICIDE
IS MUCH LARGER THAN THAT OF
THEFT, CREATING A VERY LARGE
DEADWEIGHT LOSS
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in various markets (drugs, smuggling,
prostitution etc.), we need to understand
from where they derive their monopoly
power. The two sources of monopoly
power that organised crime relies upon are
ownership of key resources and exclusive
rights over resources. Let us discuss each
in turn.
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Sources: World Economic Forum Global
Competitiveness Index and United Nations Office on
Drugs and Crime.

Figure 3 Theft rates (2013)

increases, the rate of theft declines. Our
analysis appears to be correct.

What is the problem with
organised crime?
If organised crime is welfare improving,
our analysis suggests that it should
be encouraged. With fewer crimes to
investigate, criminal-justice funding can
be diverted to healthcare, or even tax cuts.
Fewer victims suffer psychological harm.
Yet, if we look around the world, vast
resources are employed by states in trying to
eradicate it. We must be missing something
important.
Indeed, our analysis does not present
the complete picture. While it is true that
criminal organisations act as monopolists

As noted previously, criminal organisations
operate in a well-defined territory. The pool
of potential victims within that territory
can be thought of as a key input into the
production of stolen goods. It is therefore
essential that criminal organisations
prevent others from exploiting this resource.
In practice, threats of violence are used to
provide a deterrent. If potential entrants
believe that they will be beaten up, or even
murdered, for committing thefts in the
organisation’s territory, they will think twice
about doing so. Criminal organisations
jealously guard their reputations,
demonstrating their willingness to use
extreme violence on a regular basis in order
to remind the local population just how
dangerous they are.
Figure 4 shows the relationship between
the same severity of organised crime
score used in Figure 3 and each country’s

Caracas. Corruption is high in Venezuela, a
country through which drugs pass on their
way to the USA and Europe
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Figure 6 Reliability of the police (2013)
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Figure 5 Importance of bribes (2013)

Figure 7 Public trust in politicians (2013)

homicide rate. There is a positive trend.
Clearly, the external cost of homicide is
much larger than that of theft, creating a
very large deadweight loss.

to favour those willing to pay the bribes.
Over a prolonged period, this undermines
trust in institutions that are essential for
the economic development of a country,
as Figures 6 and 7 show. Without faith
in law enforcement to prevent cheating,
asymmetric information causes trade to
decline. Untrustworthy politicians make
operating in the country a much more
risky prospect, deterring foreign direct
investment.

Exclusive rights over resources
Exclusive rights are granted by the
government. Given the illegal nature of
organised crime’s activities, one would
think that these rights would not be
forthcoming. However, as anyone who
has watched a gangster movie will know,
organised criminals often have officials ‘in
their pockets’. They pay bribes, corrupting
officials to ignore their activities or even
manipulate policy in their favour. Figure 5
shows the relationship between organised
crime and entrepreneurs’ perceptions of the
importance of bribes in their country.
Organised crime creates a culture of
corruption. This creates an immediate
cost for society, as public resources are not
allocated to maximise welfare, they are used
www.hoddereducation.co.uk/economicreview
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Conclusions
Economics sheds new light on the effect
that organised crime has on an economy.
At first pass, it seems that criminal
organisations improve welfare. By acting as
a monopolist, they reduce the number of
crimes committed in order to keep the value
of each crime high. This leads to a smaller
deadweight loss for society.
While this result finds some support
in the data, a more careful analysis is

1 The market for stolen goods can be
viewed as a competitive market, with price
being set equal to (private) marginal cost.
2 As with all economic decisions,
criminals weigh up the costs and benefits of
their actions.
3 However, criminal activity imposes costs
on society that are not taken into account
by the perpetrators, because third parties
(e.g. victims) suffer.
4 In other words, there are large negative
externalities present that impose a
deadweight loss on society.
5 Criminal organisations operate as
monopolies within their own clearly defined
territory, restricting output and raising
prices. This produces lower deadweight loss
than in a competitive market.
6 The two sources of monopoly power
that organised crime relies upon are
ownership of key resources and exclusive
rights over resources.
7 Empirical evidence suggests that theft
rates under organised crime are indeed
lower, providing support for the hypothesis
that organised crime can improve society’s
welfare.
8 However, homicide rates and corruption
tend to be higher under organised crime,
and destructive entry deterrence is harmful.
For this reason, resources should indeed be
devoted to tackling organised crime.

ORGANISED CRIME CREATES
A CULTURE OF CORRUPTION

required. Organised crime cannot rely on
the traditional channels to maintain its
monopoly power. The methods it employs
instead are extremely destructive. They
use violence to maintain control over their
territory. This deters entrants, but the need
to demonstrate a willingness to use violence
is very harmful. Organised crime also
undermines formal institutions by creating
a culture of corruption. The deadweight
loss caused through these channels vastly
outweighs any gains from lower theft rates.
For this reason, it is right that resources
should be spent tackling organised crime,
rather than encouraging it.
Dr Iain Long is a lecturer in economics
at Cardiff University
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fiscal policy

Inequality and
intergenerational mobility

Inequality in the distribution of income is an
important issue for all societies, as is the availability
of opportunities for people to improve their relative
position during their lifetimes. Such mobility is known as
intergenerational mobility. Here, David Sturrock of the
Institute for Fiscal Studies sets out some of the issues and
looks at empirical evidence to shed light on the matter

D

ebates over economic inequality are often at the centre of political discussion
and a focus of society more widely. Arguments centre on questions about the
extent to which people should be able to keep the money they earn or gain in other
ways, and to what extent (and in which ways) the government should redistribute
resources to those who are less well-off. Debates in these areas have increased since
the global financial crisis of 2008, after which incomes have grown very slowly in
many advanced economies.
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Defining intergenerational mobility
In the last few years there has been an explosion of
new economic research and policy interest in relation
to intergenerational mobility — the degree to which
someone’s upbringing determines their later-life job
prospects, income and economic status. When she
became the UK’s prime minister, Theresa May used
her first speech to declare that, ‘When it comes to
opportunity, we won’t entrench the advantages of the
fortunate few, we will do everything we can to help
anybody, whatever your background, to go as far as
your talents will take you.’
There are many different dimensions — income,
access to education, wealth and consumption, to name
a few — along which we might be interested in both
inequality and intergenerational mobility. This column
will focus on incomes when explaining what economists
Economic Review September 2017
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Measuring inequality
The concept of income inequality tries to capture
the extent to which some people have much higher
incomes than others, or whether all people have quite
a similar level of income.

The 90:10 ratio
There are different ways of measuring the level of
income inequality in a society. Some measures rank
everyone in society according to their level of income
and then look at how incomes differ according to
people’s rank. For example, the 90:10 ratio takes two
people — the person with more income than 90% of
the population and the person with more income than
10% of the population — and divides the income of
the first person by that of the second. At the moment,
the UK has a 90:10 ratio of 3.9, meaning that the
income of the person earning more than 90% of the
population is 3.9 times larger than that of the person
with higher income than only 10% of the population.
A problem with a measure of inequality like this is that
it picks two points in the income rankings but it doesn’t
tell us much about how the incomes of other people
compare to each other.

Cumulative percentage of income

mean by inequality and intergenerational mobility. It
will also explore how these two concepts relate to each
other, and their implications for policymaking.

A

B

Cumulative percentage of population

Figure 1 Illustrating the Gini coefficient

The Gini coefficient
Some measures of income inequality try to look at
the incomes of everyone in the population at the
same time. One measure that does this is the widely
used Gini coefficient. It’s easiest to understand the
calculation of the Gini coefficient by looking at Figure 1.
First, we line up the population from lowest to highest
income (moving from left to right along the x-axis).
We then plot a line that starts from the bottom left
corner and moves right, tracing out the total income
of everyone that has been passed by so far. If everyone

Low intergenerational mobility tends to result in
children of parents with high incomes going on to
have high incomes themselves
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A more unequal distribution of income will lead to a blue line that is further from
the red line and a higher Gini coefficient. Currently, the Gini coefficient in the UK is
0.33 compared to 0.41 in the USA and 0.27 in Norway. Indeed, Norway is among the
most equal societies when judged on the basis of its Gini coefficient.

What is intergenerational income mobility?
Intergenerational income mobility is a concept about someone’s ranking in terms of
their income compared to the rest of society (we call this their place in the income
distribution) and how similar this is to the position of their parents. Because it is about
where someone is in the income distribution, we say it is about the relative income
position of an individual compared to the relative income position of their parents.
A society where the children of parents with relatively low incomes are very likely to
have relatively low incomes themselves, and the children of parents with relatively
high incomes are likely to have relatively high incomes themselves, is one with low
intergenerational mobility. But if everyone has a similar chance of ending up at any
point in the income rankings regardless of who their parents were, this is a society
with high intergenerational mobility.

Correlating incomes
As with inequality, there is no single way of measuring intergenerational mobility.
One way is to look at the correlation of parents’ and children’s incomes. Correlation
measures the extent to which two outcomes are high at the same time and low at
the same time. The problem with this as a measure of intergenerational mobility
is that it tries to summarise intergenerational mobility with one number. But in a
society, there might be high intergenerational mobility at one level of income and
low intergenerational mobility at another.
One way to look at intergenerational mobility at different income levels is to split
everyone into five groups by parental income, with the top group being those with
the 20% richest parents, and the bottom group being those with the 20% poorest
parents. We then classify the same people into five groups based on their own
income as adults. We can then calculate what proportion of, say, the people with
parents in the lowest 20% of incomes reached the top 20% of incomes when they
were older. If parents’ and children’s incomes were not at all correlated, then for each
of the five groups of parents’ incomes, the children would be spread evenly between
the five categories of children’s incomes, with 20% in each. Economists sometimes
refer to this situation as ‘perfect intergenerational income mobility’.
Markus Jäntti from Stockholm University gathered some evidence. His best
estimates for the UK are that 30% of children whose parents were in the lowest
group of earners ended up being in the lowest group of earners when they reached
adulthood. This means that mobility away from the bottom earnings group is lower
than would be the case if there were perfect intergenerational mobility. Of the
children whose parents were in the group of highest earners, only 10% ended up
being in the bottom group when they reached adulthood.

For a long time, it was assumed that some societies
had more income inequality because they gave each
person the opportunity to earn and keep as much
money as they could. It was thought that such societies
would also have higher intergenerational mobility as
incomes depended strongly on your skills and hard
work. If this were true, societies would face a trade-off
between greater equality of opportunity, with people
having an equal chance to earn and keep what their
skills commanded, and greater equality of outcome,
with differences in earnings redistributed through
higher tax rates and more generous government
provision for those with lower earnings. A comparison
that was often made over the course of the twentieth
century was between the USA, where income
inequality was relatively high but it was perceived that
intergenerational mobility was high too, and more
equal European societies where an individual’s place in
society was seen as more entrenched.
At least in recent decades, the idea that some
advanced countries have accepted higher inequality
as the price of greater intergenerational mobility looks
very doubtful. In reality, there is a strong tendency for
those countries with higher intergenerational mobility
to be more equal too. Figure 2 shows that countries
with higher Gini coefficients also tend to have higher
correlation of parents’ and children’s earnings. The
economist Alan Krueger ironically dubbed this the
‘Great Gatsby’ curve after the F. Scott Fitzgerald novel,
set in 1920s USA, whose main character makes it from
humble origins to become a millionaire.

Understanding the patterns
The reasons for this correlation between equality and
intergenerational mobility are much debated and an
active area of research for economists, who try to
establish if one causes the other, or if something else
drives both equality and intergenerational mobility.
Generational earnings elasticity
(less mobility)

had the same income, then the bottom 20% of people would have 20% of total
income, and the bottom 50% would have 50% of total income (and so on) and this
line would be straight, like the red line. If income is unequally distributed, the line will
instead be a curve, like the blue line. The Gini coefficient is equal to the area between
the red and blue lines divided by the whole area under the red line:
Gini = A
(A+B)
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The ‘Great Gatsby’ curve
When we talk about inequality, we ordinarily compare the situation of different
people at a given point in time, comparing, for example, the incomes of those at the
top with those at the bottom. Intergenerational mobility looks at how someone’s
position in society early in their life compares to that later in their life. It seems that
intergenerational income mobility is intertwined with income inequality, but it’s not
immediately clear how.
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Source: Figure reproduced from Corak, Miles. 2013. ‘Income
inequality, equality of opportunity, and intergenerational
mobility.’ Journal of Economic Perspectives, 27(3), pp. 79–102.

Figure 2 The ‘Great Gatsby’ curve
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Greater intergenerational mobility
can produce the ‘Great Gatsby’
effect of people moving from
humble beginnings to high earnings

There are some economists who think that greater
economic inequality decreases intergenerational
mobility. This might happen if the resources available to
families when children are young has an impact on the
health of children, which in turn has a lasting impact on
their development and the types of jobs they are able
to get in later life. In this case, greater income inequality
could lead to greater entrenchment of economic status
across generations.
There are also likely to be some other factors that
drive both income inequality and intergenerational
mobility. For example, there is some evidence that in
countries where the differences in earnings between
higher and lower-educated people are greater (and
so inequality is higher), well-off parents spend more
money to help their children become better educated
(helping them get the top jobs).

Policy implications
Based on the evidence we have, it seems that equality
of incomes and intergenerational mobility go hand-inhand, to some extent. Even so, this does not mean that
policymakers should aim for perfect intergenerational
mobility or perfect equality of incomes.
First, depending on what drives it, some inequality
and immobility might be thought to be unproblematic.
For example, inequality and intergenerational
persistence of incomes, which emerges due to
differences in inherited traits or skills, is argued by
www.hoddereducation.co.uk/economicreview
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some to be consistent with ‘equality of opportunity’
and hence entirely acceptable.
Second, even when immobility and inequality are
driven by factors that are seen as unfair, society may
decide that this inequality and immobility comes with
wider benefits that make it a price worth paying.
For example, investment in a child’s education on the
part of a well-off parent may be seen as unfair but
also beneficial to wider society due to the additional
human capital gained by the child. The approach of
policymakers will therefore depend on different value
judgements, and also on what it is that drives inequality
and intergenerational immobility.
Finally, even if there were agreement on the aims
and trade-offs that a society was willing to make,
targeting the right levels and types of equalities
and intergenerational mobility requires a more full
understanding of what drives these trends in the first
place and what sorts of policies would have the impact
desired.Figure 1 Illustrating the Gini coefficient

David Sturrock is a research economist at the
Institute for Fiscal Studies
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