
Case 1.1 
Buddhist Economics 

A different perspective 
 
 
However hard we may try to be positive rather than normative, however hard we try to make 
our economics ‘value-free’, values will inevitably creep in. For example when we look at 
alternative means of achieving economic growth, we may never question whether the pursuit of 
growth is desirable. It may simply be presumed. And when we weigh up the alternative means – 
investing in this technology or that, cutting tax rates, manipulating interest rates, etc. – we may 
only be focusing on certain costs and benefits of these policies and in a certain way. We may be 
seeing these costs and benefits through a particular sets of spectacles – Western, materialist 
spectacles. 
 In his famous book, Small is Beautiful, E. F. Schumacher (see also) challenged many of the 
values and assumptions modern economists simply take for granted. In a chapter entitled 
‘Buddhist Economics’ (see also), he contrasts these values with those of Buddhist economists. 

Economists ... normally suffer from a kind of metaphysical blindness, assuming that theirs is a 
science of absolute and invariable truths, without any presuppositions. Some go as far as to claim 
that economic laws are as free from ‘metaphysics’ and ‘values’ as the law of gravitation. 

  There is universal agreement that a fundamental source of wealth is human labour. Now, the 
modern economist has been brought up to consider ‘labour’ or work as little more than a necessary 
evil. From the point of views of the employer, it is in any case simply an item of cost, to be reduced 
to a minimum if it cannot be eliminated altogether, say, by automation. From the point of view of the 
workman, it is a ‘disutility’; to work is to make a sacrifice of one’s leisure and comfort, and wages are 
a kind of compensation for the sacrifice. Hence the ideal from the point of view of the employer is to 
have output without employees, and the ideal from the point of view of the employee is to have 
income without employment. 

  The consequences of these attitudes both in theory and in practice are, of course, extremely far-
reaching. If the ideal with regard to work is to get rid of it, every method that ‘reduces the work load’ 
is a good thing ... 

  The Buddhist point of view takes the function of work to be at least threefold: to give a man a 
chance to utilise and develop his faculties; to enable him to overcome his egocentredness by joining 
with other people in a common task; and to bring forth the goods and services needed for a 
becoming existence. Again, the consequences that flow from this view are endless. To organise 
work in such a manner that it becomes meaningless, boring, stultifying, or nerve-racking for the 
worker would be little short of criminal; it would indicate a greater concern with goods than with 
people, an evil lack of compassion and a soul-destroying degree of attachment to the most primitive 
side of this worldly existence. Equally, to strive for leisure as an alternative to work would be 
considered a complete misunderstanding of one of the basic truths of human existence, namely that 
work and leisure are complementary parts of the same living process and cannot be separated 
without destroying the job of work and the bliss of leisure. 

 ... It is clear, therefore, that Buddhist economics must be very different from the economics of 
modern materialism, since the Buddhist sees the essence of civilisation not in a multiplication of 
wants but in the purification of human character. Character, at the same time, is formed primarily by 
a man’s work. And work, properly conducted in conditions of human dignity and freedom, blesses 
those who do it and equally their products. The Indian philosopher and economist J. C. Kumarappa 
sums the matter up as follows: 
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If the nature of the work is properly appreciated and applied, it will stand in the same relation to 
the higher faculties as food is to the physical body. It nourishes and enlivens the higher man and 
urges him to produce the best he is capable of. It directs his free will along the proper course 
and disciplines the animal in him into progressive channels. It furnishes an excellent background 
for man to display his scale of values and develop his personality.1 

To the Buddhist, the economic problem is not one of scarcity defined in terms of consumption: 
people wanting to consume more than the nation’s resources will permit. Rather it is to achieve 
a harmony of life: for people to be in harmony within themselves, with each other and with 
nature. 
 This does not mean that consumption is not important. It means that consumption is only 
part of the means of achieving fulfilment. 

Since consumption is merely a means to human well-being, the aim should be to obtain the 
maximum well-being with the minimum of consumption.2 

 

Question 

How would you define the economic problem if you were a Buddhist? 

 
 
  
1 E. F. Schumacher, Small is Beautiful: a Study of Economics as if People Mattered, (Blond and 

Briggs, 1973), pp48–51 
2  Ibid p52 
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Case 1.2 
Green Economics 

Taking account of environmental costs 
 
 
People have become concerned by a number of environmental problems in recent years. 
These include: 

• Acid rain. This is caused by sulphur and nitrogen emissions from power stations, industry 
and cars. It has been blamed for 'Walsterben' (forest death) in Central Europe and the 
contamination of many lakes and streams, with the death of fish and plant life. 

• The greenhouse effect. This is caused by carbon dioxide and other gases emitted again by 
power stations, various industries and cars. The fear is that these gases will cause a 
heating of the Earth's atmosphere. This will lead to climatic changes which will affect 
food production. It will also lead to a raising of sea levels and flooding as part of the polar 
ice caps melts. 

• Depletion of the ozone layer. This is caused by the use of CFC gases in aerosols, 
refrigerators and the manufacture of polystyrene foam. The ozone layer protects us from 
harmful ultra-violet radiation from the sun. A depletion of this layer could lead to 
increased skin cancer. 

• Nuclear radiation. The fear is that accidents or sabotage at nuclear power stations could 
cause dangerous releases of radiation. The disposal of nuclear waste is another 
environmental problem. 

• Land and river pollution. The tipping of toxic waste into the ground or into rivers can 
cause long-term environmental damage. Soils can be poisoned; rivers and seas can 
become polluted. It is not just industry that is to blame here. Sewage pollutes rivers and 
seas. Nitrogen run-off and slurry from farming are also major pollutants. 

 It was not until the late 1960s and early 1970s that the 'environment' became more firmly 
part of the political agenda in most European countries. It was largely a response to the 
spectacular growth of not only the Western economies, but also the continued and extensive 
industrialisation of the Eastern bloc countries such as Poland and the USSR. 
 'Green groups' sprang up round the world. These groups realised that if economic growth 
was to be sustained then environmental damage could grow at an alarming rate. 
 The problems such groups have encountered in attempting to change attitudes and 
economic strategies have been immense. Certain governments have been reluctant to enter 
international environmental agreements perceiving them to be against their national interest. 
The cut in sulphur dioxide emissions from power stations is one such example. 
 The costs of pollution abatement are high, especially in the short run. As long as these 
short-run costs are greater than the perceived costs of continuing pollution, then industry and 
government will continue to incur them. The consequences of this, however, could be 
devastating and far more costly in the long run, in both a financial and an environmental 
sense. 
 What can economists (see also, and also) say about the causes of these environmental 
problems? There are three common features of these problems: 

• Ignorance. It is often not for many years that the nature and causes of environmental 
damage are realised. Take the case of aerosols. It was not until the 1980s that scientists 
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connected their use to ozone depletion. 
• The polluters do not pay. The costs of pollution are rarely paid by the polluters. 

Economists call such costs external costs. Because polluters rarely pay to clean up their 
pollution or compensate those who suffer, they frequently ignore the problem. 

• Present gains for future costs. The environmental costs of industrialisation often build up 
slowly and do not become critical for many years. The benefits of industrialisation, 
however, are more immediate. Thus both governments, consumers and industry are 
frequently prepared to continue with various practices and leave future generations to 
worry about their environmental consequences. The problem then is a reflection of the 
importance people attach to the present relative to the future. 

 Environmentalists recognise these problems and try through the political process and 
various pressure groups, such as Friends of the Earth and Greenpeace, to reduce people's 
ignorance and to change their attitudes. 
 They stress the need for clean technologies, for environmentally sound growth and for 
greater responsibility by industry, consumers and government alike. Policies, they argue, 
should prevent problems occurring and not merely be a reaction to them once they are nearing 
crisis point. If growth is to be sustainable into the long term, with a real increase in the quality 
of life, then current growth must not be at the expense of the environment. 
 
  

Question 
Should all polluting activities be banned? Could pollution ever be justified? Explain your 
answer. 
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Case 1.3 
Global Economics 

Economic problems on a grand scale 
 
 
‘Globalisation’ has become a fashionable term in recent years. But what does it mean in the 
context of economics? It refers to the integration and interdependence of the world economy. 
This interdependence has increased dramatically in the past 40 years and has had a profound 
effect on national economies and the ability – or inability – of their governments to tackle 
economic problems. 

 Globalisation has a number of dimensions: 

• Global transport and communications have improved, especially with growth in air 
transport and the information technology revolution. Between 1930 and 2006, the cost of 
a three-minute telephone call from London to New York fell from $244.65 to $0.15. 

• International trade and movements of finance have increased, as government restrictions 
on imports and on the flow of money and capital abroad have diminished (or in many 
cases have been abolished). Between 1970 and 2006, well over 100 countries eliminated 
foreign exchange controls. These countries are now free to exchange their currency into 
others when they wish to buy imports. 

• Giant ‘multinational’ companies, such as General Motors, Sony, GlaxoSmithKline, Nestlé 
and McDonald’s, have expanded their operations to more and more countries. In 2006, 
the stock of global foreign capital invested in industries in other countries was valued at 
over $11.5 trillion ($11,500,000 million). It grew at a staggering average of 12 per cent a 
year between 1990 and 2006. 

• Consumer tastes for a whole range of products from trainers, hamburgers, soft drinks and 
computer games to spectator sports and television soaps have become more similar. 

Just as we can look at macroeconomic and microeconomic issues for a particular economy, 
so too we can look at these issues in the context of the global economy. 

 
Global macroeconomics 

What causes the global economy to grow? Why does this growth tend to fluctuate? Why was 
it that most countries experienced rapid economic growth in the late 1980s, often with 
accelerating inflation, and yet a recession in the early 1990s? Clearly there are international 
forces at work here. 

 The point is that countries are interdependent, especially those countries within a 
particular region, such as the European Union, North America or East Asia. Thus when 
Thailand and Indonesia experienced a financial and banking crisis in 1997 and a resulting 
recession, the effects spread rapidly around the region. By early 1998, Japan, South Korea and 
other East Asian economies were also experiencing a large economic downturn. But then the 
effects spread beyond the region. By mid-1998, the Russian economy was in virtual ‘free-fall’ 
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as international investors pulled out, and by the autumn countries in Latin America had come 
under attack. Leaders of the seven most powerful industrial nations (the G7 – the USA, Japan, 
Germany, France, Italy, the UK and Canada) were anxiously seeking policies to deal with a 
possible global recession as the ‘Asian contagion’ spread. 

 If solutions to global problems are to be found, then do they require global action? Will 
the uncoordinated actions of individual governments be sufficient?  

 These are issues we shall address in Part F of the textbook. 
 

Global microeconomics 

Just as we can study the what, how and for whom questions within a country, so we can study 
them within the global economy. How will output (what), techniques (how) and incomes (for 
whom) differ between countries? Why will a poor African country produce a large proportion 
of primary products (food and raw materials) using relatively labour-intensive techniques, 
whereas countries in western Europe produce a large proportion of manufactured products 
and services, using technology that is often sophisticated and highly automated. And why 
does the degree of inequality within countries differ from one country to another? Why, for 
example, did the poorest 40 per cent of the population receive 24 per cent of national income 
in both Norway and Finland in the early 2000s, but only 8 per cent in Brazil? 

 Then there is the question of distribution between countries. In the richest 5 countries of 
the world, the average person’s income can buy the equivalent of $40 000 worth of goods and 
services. In the poorest 5 countries, it can buy only $600 worth. This concentration of buying 
power in the rich countries then affects what goods the world produces. Clearly, world 
production will be geared towards satisfying consumer demands in the rich countries. 

 Can international policies – for example, policies to reduce barriers to international trade 
– lead to greater equality in income distribution? How important are multinational 
organisations, such as manufacturing companies and banks, in determining the pattern of 
output? Just how much are a country’s microeconomic decisions determined by its citizens? 
These too are big issues and we will be examining them at various points throughout the 
book. 
 
  

Question 
What dangers do you see from increasing globalisation in the world economy? 
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Case 1.4 
The Interdependence of Markets 

A tale of demand and supply 
 

 
Imagine what would happen if a vast deposit of high grade coal was discovered near a village in 
the heart of the countryside. It would trigger off a chain reaction from one market to another. 
 After the initial survey had been completed the construction phase would begin. New 
buildings would be required at the mine; new roads would have to be constructed; the land 
would have to be excavated and shafts sunk. There would be a surge in demand for construction 
materials and construction workers. 
 Given the need to recruit these construction workers, attractive wages would have to be 
offered. Some local people may be encouraged by these wages to move from other local jobs, 
especially if these other jobs were on a casual basis. As a result wages will be driven up these 
other parts of the local economy as employers have to fight to retain their labour. Higher wages 
will force up the price of local services as employers’ costs rise. 
 Construction jobs will be only temporary. As a result, most of the labour will be brought in 
from outside the area. 
 Construction workers moving into the area will need somewhere to live. This will create a 
demand for (temporary) rented accommodation. As a result, rents will rise. They will also spend 
their money in the local shops. Shopkeepers may have to recruit extra staff, and may well have 
to offer higher wages to do so. 
 After the construction phase the mine will come into operation. Mineworkers will be 
employed. Unlike the construction workers, they will require permanent accommodation. This 
will create a demand for new homes and drive up house prices. House builders, anticipating the 
influx of labour, may have already started building new houses. This will have created a demand 
for building workers and building materials. 
 New shops, schools, bus services, recreation facilities, petrol stations, etc will probably 
open. Each will require factors of production. This will drive up the price of those factors. 
 To summarise: a change in one market – opening up a mine – will produce a series of 
knock-on effects. Extra demand in one market creates extra demand in others. In each case the 
resulting higher prices will help choke off some of the excess demand, but at the same time will 
encourage extra supply to be forthcoming. 
 
 

Questions 

1. Why were house prices in Aberdeen the highest in the UK in the late 1970s? Why did they 
fall in the mid 1980s? 

2. Trace through the effects on a small mining town of the closure of the local pit. 
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Case 1.5 
Free-market Medicine in Russia 

Has the patient recovered? 
 
 
Reforming the economy of the old Soviet Union was never going to be easy. To replace 
central planning with free markets and enterprise would involve a radical transformation of 
economic life. But following the rise to power of Boris Yeltsin in Russia in 1991, this is just 
what was attempted. The following policies were adopted in early 1992: 

• Price controls on 90 per cent of items were abolished. But with shortages of most goods, 
it was hardly surprising that prices rose dramatically. 

• Business was given easier access to foreign exchange and foreign companies were 
encouraged to invest in Russia. 

• The largest privatisation programme in the world was launched. In many of the new 
private companies, workers were to become the principal shareholders. 

These reforms represented a massive shock to the old system. With the virtual abandonment 
of price controls, prices soared and by the end of 1992 inflation had reached a massive 1527 
per cent. These huge price increases led to falling demand, but the disruption to the economy 
also led to falling supply. In 1992 output fell by nearly 20 per cent and the purchasing power 
of wages fell by 40 per cent. 
 The government’s budget deficit (the excess of government spending over government 
tax receipts) rose from 1.5 per cent of national income in the first quarter of 1992 to 15 per 
cent by the final quarter. Perhaps most significantly, the money supply rose nearly 600 per 
cent between January and October. Many commentators began to wonder whether the 
economy could escape the slide into ‘hyperinflation’ when money would become virtually 
worthless. 
 Critics argued that the costs of reform were intolerably high. The Russian economy, 
inherently weak and resistant to change, was unprepared for the radical nature of the policy 
and the reform programme could not be sustained. They highlighted the following 
weaknesses inherited from the old system: 

• Many Russian companies are virtual monopoly producers. If they run into trouble, as 
many have done, this leads to huge shortages throughout the economy. 

• Industry, being used to taking orders from above, has been slow to adapt to economic 
change and the rigours of the marketplace. Much of it is highly inefficient and wasteful, 
making a poor use of very scarce resources. Estimates suggest that in the early 1990s 
Russia used 15 times as much steel and 6 times as much energy as the USA per unit of 
national output. 

• With the freeing of prices, many firms in a monopoly position simply raised prices and 
reduced output. That way they could increase profits but with less effort. 

Supporters of reform recognised these weaknesses, but maintained that they only 
strengthened the arguments for changing the old system. In addition, they argued that the 
reform package of 1991/92 did not go far enough. Price controls on certain goods remained. 
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Price mark-ups in state shops were limited to 25 per cent, oil prices were controlled and 
imports were subject to a 20 per cent tariff (customs duty). 
 Some supporters of reform argued that an economic slump was the necessary medicine 
required to drive the old sickness out of the system. It would force inefficient producers out of 
the market, and the competition for survival would lead to greater productivity and ultimately 
to long-term prosperity. 
 For a while in the mid-1990s it appeared that the reforms were succeeding in bringing 
about an economic recovery. By early 1998, annual inflation had fallen to 10 per cent, thanks 
largely to the government successfully capping its spending. The rouble, after a disastrous 
collapse on the foreign exchange market in 1994, seemed to have stabilised. Output, having 
fallen every year since 1992 (and by as much as 13 per cent in 1994), was at last beginning to 
rise. 
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 But then disaster hit. In August 1998 there was a financial crisis. Amid massive 
speculation, the Russian stock market crashed, capital poured from the country as 
international investors pulled out, and the value of the rouble plummeted on the foreign 
exchange market, falling from around 20 US cents to under 4 cents. 

But far from collapsing into chaos, the Russian economy then began to recover and after a 
fall in national output of over 5 per cent in 1998, it grew by 6.4 per cent in 1999 and 10.0 per 
cent in 2000. Unemployment, which had reached 13.3 per cent in 1998 was beginning to fall 
and inflation, which had shot up to 85 per cent in 1999, was down to 21 per cent by 2000. 

Since 2000, the economy has continued to grow strongly, with real economic growth 
averaging nearly 7 per cent between 2000 and 2005, and both inflation and unemployment 
have been on a downward trend. In 2005 inflation was 13 per cent and recorded 
unemployment was 7.6 per cent. 
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By 2007 unemployment had fallen further to 5.9% while inflation remained broadly 
similar at 14.1% in 2008. However, the global financial crisis of 2008/9 has led to a 
slowdown in the rate of economic growth with economic growth expected to be just 1% in 
2009. Macroeconomic data for Russia are available from The Economist site.  
 
 Critics of reform, even in the light of recent gains, still point to the hardship experienced 
by many Russians. In addition to the official unemployment of around 7 per cent, there is an 
estimated additional 6 per cent hidden unemployment. About 35 per cent of Russians (some 
51 million people) live below the official poverty line, compared with just over 20 per cent in 
1997. Many of these are pensioners, whose real incomes are only around half of their 1997 
level. 
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 Some, the ‘New Russians’, have become very wealthy – some legitimately, but some 
through criminal activities (the rise of the Russian Mafia has been a disturbing development). 
The rise of the wealthy further serves to highlight the growing divide between rich and poor. 
 The old certainties have gone. No longer will the state guarantee employment and a 
moderate standard of living for all. Today’s market system in Russia is one where the strong 
gain and the weak lose. 
 
 

Question 
1. In a market economy would you expect higher prices to lead to lower or higher output?  

2. Would increased competition tend to reduce or increase inequality? 

 

Sloman Case Studies - p. 10

http://www.economist.com/countries/Russia/


 

 
 

Case 2.1 
Adjusting to Oil Price Shocks 

Short-run and long-run demand and supply curves 
 
 
Between December 1973 and June 1974, the Organization of Petroleum Exporting Countries 
(OPEC) put up the price of oil from $3 to $12 per barrel. It was further raised to over $30 in 
1979. In the late 1980s the price fluctuated, but the trend was downward. Except for a sharp 
rise at the time of the Gulf War in 1990, the trend continued in the early 1990s. By 1996, the 
price was fluctuating around $16 per barrel: in real terms (i.e. after correcting for inflation), 
roughly the level prior to 1973. 

The situation for OPEC deteriorated further in the late 1990s, following the recession in 
the Far East. Oil demand fell by some 2 million barrels per day. By early 1999, the price had 
fallen to around $10 per barrel – a mere $2.70 in 1973 prices! In response, OPEC members 
agreed to cut production by 4.3 million barrels per day. The objective was to push the price 
back up to around $18–$20 per barrel. But, with the Asian economy recovering and the world 
generally experiencing more rapid economic growth, the price rose rapidly, reaching over $35 
in late 2000. The effect was to trigger protests around the world, with pressure on 
governments to cut fuel taxes. Pressure on the oil price eased over the next couple of years 
and in 2001 the price fell back to $24 per barrel. However, the war in Iraq, rapid growth in 
demand from China and concerns about world oil production pushed it strongly upwards from 
2003 onwards, with the price reaching $147 per barrel in July 2008. 
 The price movements can be explained using simple demand and supply analysis. 
 
The initial rise in price 

 
Diagram (a) shows the effects of OPEC’s actions: the price rises from P1 to P2. To prevent a 
surplus at that price, OPEC members restricted their output by agreed amounts. This had the 
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Diagram (a) An initial restriction of supply
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affect of shifting the supply curve to S2, with Q2 being produced. This reduction in output 
needed to be only relatively small because the short-run demand for oil was highly price-
inelastic: for most uses there are no substitutes in the short run. 
 
Long-run effects on demand 

The long-run demand for oil was more elastic. This is shown in Diagram (b). With high oil 
prices persisting, people tried to find ways of cutting back on consumption. People bought 
smaller cars. They converted to gas or solid fuel central heating. Firms switched to other 
fuels. Less use was made of oil-fired power stations for electricity generation. Energy saving 
schemes became widespread both in firms and in the home. 

 
 This had the effect of shifting the short-run demand curve from D1 to D2. Price fell back 
from P2 to P3. This gave a long-run demand curve of DL: the curve that joins points A and C. 
 The fall in demand was made bigger by a world recession in the early 1980s. 
 
Long-run effects on supply 

With oil production so much more profitable, there was an incentive for non OPEC oil 
producers to produce oil. Prospecting went on all over the world and large oil fields were 
discovered and opened up in the North Sea, Alaska, Mexico, China and elsewhere. 
 In addition, OPEC members were tempted to break their "quotas" (their allotted output) 
and sell more oil. 
 The net effect was an increase in world oil supplies. In terms of the diagrams, the supply 
curve of oil started to shift to the right from the mid-1980s onwards, causing oil prices to fall 
through most of the period up to 1998. This is shown by a shift in the supply curve to S3 in 
Diagram (c). Equilibrium price thus fell back to P1 (point D). Note that the supply curves in 
these diagrams are all short-run supply curves, since each one shows supply for a particular 
number of oil fields.   
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Diagram (b) Long-run demand response
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Drawing a long-run supply curve is more difficult: it depends when in the story we start and 
what assumptions we make.  We could draw a long-run supply curve linking points E and F 
in Diagram (d). 
 

The reasoning is as follows. After the limiting of supply to S2, OPEC members would have 
supplied at point E, had the price remained at P1.  After some years with the price set at P2 or 
thereabouts, more suppliers enter the market.  The supply curve shifts to S3.  Had the demand 
curve not shifted, equilibrium would then have moved to point F: the intersection of S3 and 
the original demand.  A long-run supply curve thus links points E and F. 
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Back to square one – and worse 

By the late 1990s, with the oil price as low as $10 per barrel, OPEC once more cut back 
supply. The story had come full circle. This cut-back is illustrated in diagram (a). 

The trouble this time was that worldwide economic growth was picking up. Demand was 
shifting to the right. The result was a rise in oil prices to around $33, which then fell back 
again in 2001 as the world slipped into recession and the demand curve shifted to the left.  

There were then some large prices increases, first as a result of OPEC in late 2001 
attempting once more to restrict supply (a leftward shift in supply), and then, before the Iraq 
war of 2003, because of worries about possible adverse effects on oil supplies (a rightward 
shift in demand as countries stocked up on oil). In 2004 OPEC relaxed its  quotas to try to 
prevent the price rising further, but problems with supply limited how much it could shift the 
supply curve to the right to ease the price. 

Worries about insecurity of supply, combined with the rapid economic growth of China 
and India, continued to shift the demand curve to the right. This trend continued until 2008. 
By January 2008 the oil price had broken through the important $100 per barrel psychological 
barrier. Once this barrier had been broken, there was no stopping the price increase and by 
July 2008 the oil price had reached $147 per barrel. This was driven partly by speculation, but 
also by a feeling that the supply of oil was not keeping pace with the increase in demand as 
Asian economies continued to expand. 

However, the global financial crisis of 2008/9 reversed this trend dramatically. By 
October 2008 the price had more than halved to $60 per barrel and even a 1.5 million barrel 
per day cut by OPEC did not stop the fall in price. Further OPEC cuts also failed to halt the 
slide and in total the OPEC countries cut 4.2 million barrels per day from their output in the 
last four months of 2008. This still had little impact on the markets and by February 2009 
concerns about falling demand due to the global downturn led to oil trading at around $34 per 
barrel. Quite some turn around! 

 
 
 

Question 
Give some examples of things that could make the demand for oil more elastic (see Chapter 
3, section 1). What specific policies could the government take to make demand more 
elastic? 
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Case 2.2 
The Coffee Crisis 

An unfair bean count?1 
 
 
The cultivating, processing and retailing of coffee is a big industry. In the late 1990s and early 
2000s the world supply of coffee rose relative to demand causing a slump in the price. The 
graph below shows the trend in the average price of coffee (there are many varieties and 
prices) between 1996 and 2009. The price rose from $1.00 per lb in January 1996 to $1.80 per 
lb in July 1997. It then fell more or less continuously over the next five years, reaching 
around $44 in 2002. 

 
 
In this period the supply of coffee increased by around 3.6 per cent a year, outstripping the 

1.5 per cent annual increase in demand. The growth in supply was largely caused by new 
plantings in Vietnam and Brazil. In 2002 world demand was estimated to be around 106 
million bags. Current supply was 113 million bags but world stocks of coffee stood at 40 
million bags. 

So in five years the price of coffee fell by some 75 per cent. Then why, you might ask, 
did’t the price of a latte or an espresso in your local Costa or Starbucks also fall? Because, of 
the £1.50 or £2.00 you pay for a cup of coffee, only a very small part – maybe 10p – is 
accounted for by the coffee beans. The rest pays for the wages of staff, overheads, advertising 
and profits. 

Fine, but why didn't the price of instant coffee in supermarkets fall noticeably? The 
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answer here lies in the actions of coffee roasters. About a half of the world production of 
coffee is bought by just four huge companies – Kraft, Nestlé, Proctor and Gamble, and Sara 
Lee. These companies did not, in general, pass on the reduction in the price of coffee to 
producers but substantially increased their profits. We will be looking at the behaviour of 
large firms in Chapter 7, in the section on oligopoly (sections 7.2 and 7.3). 

The effect on many coffee growers, who are mainly to be found in some of the world’s 
poorest countries was catastrophic. Many farmers were driven into debt, others left the land 
and migrated to cities, worsening the often appalling conditions there. Some farmers switched 
to growing illegal substances – coca in Vietnam, for example. 

The International Coffee Organisation (ICO) developed some strategies to help growers 
out of the crisis. These included stimulating demand in new markets such as China and 
Russia and encouraging farmers to diversify into other crops. The growth in supply slowed 
down in any case (see chart). Although efficient growers using up-to-date technology were 
still able to make a living out of coffee, many small growers could not cover their costs and 
stopped cultivating coffee. 

The decline in supply, combined with a growth in demand, has led to a gradual rise in 
prices again (see chart). Prices still remain below the levels of the 1980s and 1990s, however. 
As the ICO’s submission to the UN General Assembly in September 2005 stated: 

In many countries reductions in the cash income of farmers means less money for basics such as 
medicine and education. In the latter area girls are particularly at risk of being kept from school. In 
El Salvador the World Food Programme has had to distribute emergency rations to 10,000 coffee-
growing families. There have been widespread increases in unemployment. Moreover the crisis 
has led in many areas to abandonment of farms, population movement to urban areas and illegal 
migration. Problems of low prices have also increased incentives to plant narcotic drugs. 

 
 With the rise in prices after 2003, world supply increased again, but not succifiently to 
keep pace with the growth in demand. By early 2008, coffee was trading at over $1.45 per lb. 

In 2008, a combination of good harvests and a recovery in the coffee prices caused supply 
to increase substantially. Although demand was still growing in developing countries, the 
onset of recession in developed countries was halting the growth in demand and, as a result, 
the world growth in supoply outstripped the world growth in demand. Prices fell back. 

 

Questions 
1. What do you think caused the large increase in the price of coffee in 1997? 

2. Use supply and demand diagrams to explain (a) the fall in coffee prices from 1997 to 
2002; (b) the likely effect on coffee prices of the factors referred to in the final paragraph. 

  
1 The material in this box has largely been drawn from the ICO website. (www.ico.org) 
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Case 2.3 
Rationing 

An alternative to the price mechanism? 
 
 
Given the problem of scarcity – the excess of human wants over available supplies – there has 
to be some mechanism for allocating scarce resources. The market is one such mechanism. 
Shortages are eliminated by prices rising to the level where demand equals supply. 
 Such a system, however, might be regarded as unfair. Those who can afford the most get the 
most. 
 The problem of a fair distribution of resources is particularly acute in war time. Supplies are 
likely to be reduced and hence equilibrium prices would rise. Anticipating such price rises, 
consumers would hoard goods. This would magnify the shortage problem and drive prices up 
even further. 
 As a result, governments in war time usually introduce some form of rationing. Rationing 
(originally a military term) is a system whereby each individual is allocated a fair share of 
scarce supplies. By limiting demand in this way, prices are kept down. 
 During the First World War (1914–1918), rationing was not introduced until 1917. Sugar 
was rationed in 1917, and meat and lard in 1918. By 1920, all rationing had been abolished. 
 By contrast, the Second World War (1939–1945) saw rationing start as early as 1940 and 
continue in a somewhat limited fashion after 1945 right up until 1954 (see also). A number of 
different rationing systems were used: 
 Priority rationing entitled consumers to buy, through their holding of coupons, a fixed 
weekly amount of food. This system applied from 1940 to meat, bacon, sugar, fats and tea, and 
was extended to cheese, milk and eggs in 1941. 
 Other goods, however, were rationed under a points system, whereby each consumer 
received a number of points every four weeks to spend as desired. Each food, not under priority 
rationing, was given a points value, calculated so as to reflect the expected demand in relation to 
supply. Thus luxury goods such as canned salmon, had high points values, whereas cereals had 
low values. In June 1941, each individual was given 66 points per four week period which 
reflected 66 per cent of pre-war average consumption. Towards the end of the war, this fell to 
only 48 points per consumer. 
 The points system of rationing was also applied to other goods, such as footwear and 
clothing. A complete suit would have cost you a massive 32 points! Hence individuals, within 
the limits of not only their money income but also their points income, were free to allocate 
their expenditure as they chose. 
 In conjunction with the more formal process of rationing, other foods and goods were 
subject to what was called controlled distribution. Milk, for example, went to priority 
consumers, such as mothers and children up to five years old, who were guaranteed seven pints 
per week. Seeing that supply was uncertain, once the guaranteed quota for priority consumers 
was distributed, the ordinary consumer got allocations as and when supplies allowed. 
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 The rationing system in Britain was gradually phased out after the war, but it was not until 
1954 that meat and bacon were finally decontrolled. 
 
 

Question 
Under which of the three systems described above would price control be necessary if high 
prices were to be avoided? 
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Case 2.4 
Rent Control 

Cheap housing for all? 
 
 
The purpose of rent control is to protect tenants from paying high rent, as well as to provide 
cheap housing for the very poor. However, many economists argue that in practice such rent 
controls only succeed in making a larger part of the population worse off. How is this so? 

 
 Referring to the diagram, assume that the rent for a particular type of accommodation is 
initially at the equilibrium level, R0, where D = S. Now assume that legislation is passed that 
sets a rent ceiling of R1. Despite this reduction in rent, the supply of rental accommodation 
will fall only slightly in the short run, as landlords cannot quickly transfer their 
accommodation to other uses. In the diagram this is shown by a movement from point a to 
point b on the relatively inelastic supply curve S. 
 With the rent set below equilibrium, there will be a shortage of rented property. In the 
short run, however, this will be relatively small (i.e. Q2 – Q1), and hence only a relatively 
small number of people will be unable to find accommodation. The remainder will benefit 
from the lower rents. 
 In the long run, however, many landlords will respond to the lower rent by putting their 
accommodation to other uses. The supply curve will become more elastic (curve S’) and the 
supply of rented property will fall to Q3 (point c). Shortages now increase (to Q2 – Q3) as less 
rental housing is available. More people become homeless – more, perhaps, than in an 
unregulated market. 
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 Rent controls may have further adverse effects. First, on equity grounds it is somewhat 
arbitrary as to who gets and who does not get housing at the lower rent. Second, in the long 
run, those landlords who still keep their property available for rent may cut maintenance costs 
and let their property fall into disrepair. 
 Those in favour of rent controls counter these arguments by claiming that the demand and 
supply curves of rented accommodation are very inelastic. Take the case of the demand curve. 
People have got to live somewhere. If rent control is abolished, people will just have to pay 
the higher rent, or become homeless; and given that people will only sacrifice their home as a 
last resort, demand remains inelastic, and rents could rise to a very high level. 
 
 
 

Question 
1. How could housing supplied by the public sector be made to rectify some of the problems 

we have identified above? (What would it do to the supply curve?) 

2. If the government gives poor people rent allowances (i.e. grants), how will this affect the 
level of rents in an uncontrolled market? What determines the size of the effect? 

3. The case for and against rent controls depends to a large extent on the long-run elasticity 
of supply. Do you think it will be relatively elastic or inelastic? Give reasons. 
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Case 3.1 
Shall We Put Up Our Price? 

Competition, price and revenue 
 
 
When you buy a can of drink on a train, or an ice-cream in the cinema, or a bottle of wine in a 
restaurant, you may well be horrified by its price. How can they get away with it? 

 The answer is that these firms are not price takers. They can choose what price to charge. 
We will be examining the behaviour of such firms in Chapters 5 and 6, but here it is useful to 
see how price elasticity of demand can help to explain their behaviour. 

 Take the case of the can of drink on the train. If you are thirsty, and if you haven’t brought 
a drink with you, then you will have to get one from the train’s bar, or go without. There is no 
substitute. What we are saying here is that the demand for drink on the train is inelastic at the 
normal shop price. This means that the train operator can put up the price of its drinks, and 
food too, and earn more revenue. 

 Generally, the less the competition a firm faces, the lower will be the elasticity of demand 
for its products, since there will be fewer substitutes (competitors) to which consumers can 
turn. The lower the price elasticity of demand, the higher is likely to be the price that the firm 
charges. 
  When there is plenty of competition, it is quite a different story. Petrol stations in the 
same area may compete fiercely in terms of price. One station may hope that by reducing its 
price by 1p or even 0.1p per litre below that of its competitors, it can attract customers away 
from them. With a highly elastic demand, a small reduction in price may lead to a substantial 
increase in their revenue. The problem is, of course, that when they all reduce prices, no firm 
wins. No one attracts customers away from the others! In this case it is the customer who 
wins. 
 

Question 
1. Why might a restaurant charge very high prices for wine and bottled water and yet quite 

reasonable prices for food? 

2. Why are clothes with designer labels so much more expensive that similar ‘own brand’ 
clothes from a chain store, even though they may cost a similar amount to produce? 
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Case 3.2 
Income Elasticity of Demand 
and the Balance of Payments 

A problem for certain developing countries 
 
 
When people are poor, they have to spend a large proportion of their income on basic goods 
such as food. As they get richer, so they can afford to buy an increasing proportion of luxury 
goods. This means that the income elasticity of demand for basic goods is likely to be low: 
their demand rises only slowly as incomes rise. The income elasticity of demand for luxury 
goods, on the other hand, is likely to be high. 

This has important implications for international trade. If a country exports basic goods 
with a low income elasticity of demand, and imports luxury goods with a high income 
elasticity of demand, it is likely to run into long-term balance of payments problems. 

As it grows richer, its demand for imports is likely to grow rapidly. As the rest of the 
world grows richer, however, so the demand for the country’s exports is likely to grow 
slowly. 

This has been one of the problems facing many developing countries. As exporters of 
commodities such as rice, sugar and tea, they have found that the demand for their exports 
has grown relatively slowly. As importers of manufactured products, however, their imports 
have grown relatively rapidly. 

This affects their terms of trade. The terms of trade are the average price of a country’s 
exports divided by the average price of its imports. If the demand for exports grows only 
slowly relative to imports, so the price of exports is likely to fall relative to imports: the terms 
of trade will deteriorate. More will have to be exported to buy the same quantity of imports. 

Between 1980 and 2004, the price of (non-fuel) commodities fell by 43 per cent, 
compared with world prices generally. The price of manufactured products imported from the 
major industrialised countries, by contrast, rose by 38 per cent. This represented a substantial 
deterioration in the terms of trade for many developing countries. 

Recent developments 
From 2002, however, world commodity prices began to rise in real terms. The reason was the 
rapid growth in demand for raw materials from newly industrialising countries, such as 
China, India and Brazil. In these countries, the income elasticity of demand for commodities 
is much higher than in the rich world, as they are growing from a much lower base, and a 
large proportion of investment is in building new heavy capital equipment and new 
infrastructure, both of which involve considerable use of raw materials. The price increases 
were also affected by supply constraints. With a relatively price inelastic supply of many raw 
materials, any given demand increase tends to result in a relatively large price increase 
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In 2001, the average prices of metals and minerals were 82 per cent of their 1990 level. 
By Mid 2008, they were over 200 per cent of their 1990 level. Figure 1 shows the rapid 
growth of commodity prices between 2004 and 2008. (The figures are expressed as indices, 
where the year 2000 = 100.) 

 Source: Global Economic Prospects 2009, p4 (World Bank) 

Figure 1 Real local currency commodity price indexes,  
CPI-deflated (Jan. 2000 = 100) 

 
With faster economic growth in developing countries, the growth in demand for 

agricultural products also outstripped the growth in supply and hence agricultural prices rose 
too, albeit not as fast as raw material prices (see Figure 1). 

End of the boom 
With the credit crunch of 2008, followed by the world recession of 2008/9, demand for 
commodities fell. As you can see from the above chart, prices fell substantially. 

But these were short-term effects, influenced by speculation and supply effects as well as 
fluctuations in demand. What is likely to happen over the long term? 

Over the past 50 years, a combination of 
conservation measures, technological 
change, and changes in the structure of 
global GDP (services tend to be less 
commodity-intensive than manufactured 
goods) has reduced the quantity of 
metals and energy required to produce a 
unit of GDP by an average of 0.9 and 0.8 
percent a year respectively [see Figure 
2]. The food intensity of GDP has also 
declined as an increasing share of the 
world’s population has reached income 
levels where per person demand for 
basic food commodities is stable. 

Beginning in the middle 1990s, the 
decline in metals intensities began to 
reverse. That reversal is explained 
almost entirely by increasing metal 
intensities in China, which began in 1995 
and grew even more sharply at the 

 

Source: Global Economic Prospects 2009, p5 (World Bank) 
Figure 2 Commodity intensity of demand index (1971 = 1.00) 
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beginning of the 2000s. The increase in metals intensities was associated with the investment, 
manufacturing, and export booms in that country. Currently, metal intensity in China is four times 
higher than in developed countries and twice as high as in other developing countries. China’s 
metal intensities are expected to stabilize in coming years and then begin to fall as the country’s 
very high investment rate declines and the transitional shift in global manufacturing capacity from 
high-income countries to China slows. 

Assuming China’s metal intensity stabilizes and then falls in coming years, global demand for 
metals – which has outpaced GDP in recent years – should first realign itself with GDP growth 
over the next few years and then decline further during the next decade, reaching about 2.7 
percent a year in the period 2015–30.1 

 
 

Question 
Would you expect the demand for developing countries’ raw material exports to grow more 
rapidly or slowly over time? Does their growth give a good indication as to their income 
elasticity of demand? 

 
 
 
 

                                                 
1 Global Economic Prospects 2009 , p5–6 (World Bank) 
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Case 3.3 
The Role of the Speculator 

Does speculation benefit society? 
 
 
 
 ... the greed of bond traders drives up interest rates, and so harms output and jobs. Stock markets 

punish companies that invest in their workers instead of boosting profits. The managers of pensions 
and mutual funds flood emerging markets with capital, then pull the plug on a whim. Even 
governments quail before the might of speculators. When they set their exchange rate at a 
vulnerable level, speculators sell the currency forcing them to devalue.1 

 
 This commonly held, yet largely unfair, view of speculators sees them as almost wholly 
destructive. In fact, speculators play a crucially important and often beneficial role in economic 
affairs, and it is this side of the speculator’s actions that are largely ignored and taken for 
granted. 
 For example, take share prices. A firm’s share price reflects speculators’ estimation of the 
business’s future prospects: if they believe that prospects are good, they will buy the firm’s 
shares, thereby pushing up their price; if they believe that prospects are bad, they will sell the 
firm’s shares, thereby pushing down their price. A falling share price will make it more difficult 
and expensive for the company to raise new finance on the stock market. This in turn will result 
in the firm cutting back on investment. But, if speculators were correct in their assessment of the 
firm, this is desirable. Investment funds will be diverted to firms with better prospects. They 
will receive more and cheaper finance. 
 The criticism of these arguments is that speculators frequently get things wrong. They focus 
too much on the short term and on the current profitability of the business, ignoring long-run 
prospects and opportunities. 
 But is there any basis to this criticism? The Economist thought not. 
 
 Shares derive their worth from a firm’s underlying assets. If the market in which these shares are 

traded ‘undervalued’ them, anyone who bought such a share would be getting a bargain: they would 
receive a windfall in the future when the firm’s long-term investment paid off. It would then be easy 
for a few clever investors to exploit the market’s short-sightedness. For example, if it were true, as it 
is sometimes said, that the market attaches too little value to corporate R&D, a few investors could 
make a bundle by buying shares in firms with large R&D budgets. In the process, of course, these 
firms’ prices would rise until they were no longer undervalued. 

  If this sounds abstract, consider the concrete evidence that investors care about the long term. 
The shares of many bio-technology or software firms, some of which have never made a profit, 
continue to fetch dizzying prices in the stock market. Indeed, a common criticism of stock market 
speculators is that they push the prices of high-tech firms too high. In other words, they seem to care 
too much, not too little, about the long term. 

 
 By far the greatest criticism of speculators is the volatility they create by causing prices to 
move up and down – often, so it appears, at a whim. But even this might be explained away as a 
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virtue, as the speculator is simply responding to changing economic conditions, either at the 
level of the firm or within the economy generally. Speculators are adjusting their decisions in 
line with changing circumstances. In other words, they are being efficient. 
 Efficiency, however, does not necessarily imply that speculators’ assessment of 
circumstances is correct! A particular problem arises here if the information that speculators use 
to make their decisions includes the current share price movement itself: in other words, if 
speculators believe that a current upward movement in share prices signifies an underlying 
reason why the price should move upwards. In such cases, speculators will buy the shares, 
further fuelling the upward movement in their price and encouraging other speculators to ‘jump 
on the bandwagon’. What this leads to is something called ‘overshooting’. This is where the 
price rises above the equilibrium that reflects underlying economic conditions. 
 After a while, speculators will realise that the share price has risen too high. At this point 
they will start selling them and their price will fall. This may even cause the price to fall below 
the underlying equilibrium, before rising back again. The slump in share prices in 2008/9 was 
such an example of overshooting (see Box 2.3 in the textbook). But predicting whether the 
market has reached bottom is a tricky business. Many invesstors got their fingers burned in 
2008/9 by buying shares, thinking that the bottom of the market had been reached, only to find 
shares falling further. 
 
 

Question 
How might it be beneficial for the economy if speculators were less efficient? 

 
 
1 The Economist, 3 February 1996  
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Case 3.4 
The Cobweb Model 

Illustrating the effects of time lags in production 
 
 
When goods take a time to produce, there will be a time lag between a change in production 
decisions and a change in the actual supply coming on to the market. Thus the actual supply 
at one time will depend on that planned at a previous time. For example, the quantity that 
farmers harvest now will depend on what they planted earlier. 
 Since supply decisions depend on price, supply at any time will depend on price at a 
previous time. 
 These time lags can lead to price fluctuations. This is illustrated in a cobweb diagram: see 
below. To keep the analysis as simple as possible, we make two important assumptions: 

 Firms’ production plans, once made, are fully carried out; they end up supplying 
precisely the amount they had planned to. 

 There is an initial disequilibrium in the market: either demand or supply has shifted. 
The result is that price is now above the intersection of the new demand and supply 

curves. 
 
 The diagrams show just the new demand and supply curves. Note that the supply curve is 
the planned supply curve. The actual supply coming on to the market will be the amount 
planned in the previous time period. 
 Assume that the initial (disequilibrium) price is P1. At P1 producers plan to supply Q1. 
Thus in the next time period Q1 is actually supplied. But in order for Q1 to be sold, price falls 
to P2. Producers, seeing that price has fallen to P2, now only plan to supply Q2 for the next 
time period. So in the next time period Q2 duly comes on to the market. Price now has to rise 
to P3 to clear the market. 
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 This process continues with both price and quantity oscillating. 
 Whether these oscillations get smaller or larger depends on the shape of the demand and 
supply curves. If the supply curve is steeper than the demand curve, as in Diagram (a), the 
oscillations will be damped: they will get smaller over time. This is called a convergent 
cobweb. If the demand curve is steeper than the supply curve, as in Diagram (b), however, the 
oscillations will be explosive: they will get larger over time. This is called a divergent 
cobweb. 
 In practice, cobwebs will not be as clear cut as in the diagram for a number of reasons: 
 Producers may anticipate price fluctuations and not simply rely on current prices. 
 Demand and supply curves may shift in the meantime. 
 There may be a lag in demand adjustment as well as in supply adjustment. 
 Plans may not be fulfilled. For example, farmers may experience a better or worse 

harvest than anticipated. 
 Producers may use stocks. They may draw on stocks when prices are high and build 

stocks when prices are low. Thus supply released on to the market will not fluctuate so 
much. This in turn will reduce price fluctuations. 

 Nevertheless cobweb effects have been observed in various markets. Historically, ‘hog’ 
cycles and potato cycles have been identified which show clear fluctuations in pig meat and 
potato prices. 
 
 
 

Questions 
1. What shaped demand and supply curves would give a ‘stable’ cobweb: i.e. one where 

price fluctuations persist with the same magnitude? 

2. Would speculation help to stabilise the price fluctuations associated with the cobweb 
effect? How would speculation work here? 
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Case 3.5 
Seven Years of Plenty and 

Seven Years of Famine 
Buffer stocks in biblical Egypt 

 
 
The idea of buffer stocks is not a new one. According to Genesis chapter 41, a buffer stock 
scheme was employed in the land of Egypt by Joseph. 

 King Pharaoh had had two dreams. In one, seven fat cows were devoured by seven thin 
cows. In the other, seven fat ears of corn were devoured by seven thin ears. The only person 
who could interpret these dreams was Joseph, who was in prison. He was thus summoned to 
Pharaoh and interpreted the dreams as follows: 

 
29.  Behold, there come seven years of great plenty throughout all the land of Egypt: 

30.  And there shall arise after that seven years of famine; and all the plenty shall be forgotten in 
the land of Egypt; and the famine shall consume the land … 

35.  And let them gather all the food of those good years that come, and lay up corn under the 
hand of Pharaoh, and let them keep food in the cities. 

36.  And that food shall be in store to the land against the seven years of famine, which shall be in 
the land of Egypt; that the land perish not through the famine … 

46.  … And Joseph went out from the presence of Pharaoh, and went throughout all the land of 
Egypt. 

47.  And in the seven plenteous years the earth brought forth by handfuls. 

48.  And he gathered up all the food of the seven years, which were in the land of Egypt, and laid 
up the food in the cities… 

53.  And the seven years of plenteousness, that was in the land of Egypt, were ended. 

54.  And the seven years of dearth began to come, accord ing as Joseph had said… 

56.  And the famine was over all the face of the earth: and Joseph opened all the storehouses, and 
sold unto the Egyptians… 

57.  And all countries came into Egypt to Joseph for to buy corn; because that the famine was so 
sore in all lands. 

 

Question 
Would you expect the demand for corn from the storehouses to be price elastic or inelastic? 
What implications does your answer have for the price Joseph could have charged if he had 
wanted to maximise revenue for Pharaoh? 
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Case 3.6 
Using Buffer Stocks to Stabilise Incomes 

Using a demand curve of unit elasticity 
 
 
If buffer stocks are used to maintain fixed prices (as in Figure 3.23 in the textbook), farmers’ 
incomes will still fluctuate, only this time (in contrast to a free market) the bigger the harvest, the 
bigger will farmers’ incomes be. Therefore the more the harvest fluctuates, the more their incomes 
will fluctuate. An alternative, then, is to vary the government price in such a way as to keep 
farmers’ incomes stable.  

In Figure 1, the average annual supply over the years is Q1. Demand is price inelastic and is 
shown by the demand curve D. If output were in fact Sa1, in any year, the equilibrium price would 
be P1 and the income earned by farmers would be P1 times Q1. 

 

Figure 1 Buffer stocks to stabilise incomes
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Figure 2 Buying in to the buffer stock
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Assume now that the government wants to stabilise farm incomes at this level. The curve Y in 
Figure 1 shows all the combinations of P and Q that would achieve this. Note that this is the same 
as a demand curve with a price elasticity of demand equal to –1 passing through point a. As 
Chapter 2 explained, a demand curve of unit elasticity gives the same total revenue at any point 
along it: a given percentage rise in price leads to the same percentage fall in the quantity demanded. 

If there is a good harvest, shown by Sa2 in Figure 2, output will rise to Q2. Price must only fall to 
P2' (not P2) if income is to stay constant. But at P2' only Q2' is demanded. Thus Q2 – Q2' (i.e. b – c) 
must be purchased by the government and put into store. 

 
 

If there is a bad harvest, shown by Sa3 in Figure 3, output will fall to Q3. Price must only rise to P3' 
(not P3) if income is to stay constant. But at P3', Q3' is demanded. Thus Q3' – Q3 (i.e. d – e) must 
be released from the store on to the market.  
 

Question 
Why is it likely that the degree of price variability with a buffer stock scheme to stabilise incomes 
will be less than in a free market? 
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Case 3.7 
Agricultural Subsidies 

Who gains and who loses? 
 
 
‘There is no such thing as a free lunch.’  We are frequently reminded by politicians that 
subsidised food – or anything for that matter – has to be paid for by someone. That someone is 
the taxpayer. 
 Whenever some people gain but others lose, we are faced with a question of redistribution. 
So what is the redistribution arising from food subsidies? Let us take the case of foods where 
the UK is self-sufficient. This is illustrated in the following diagram (which is similar to Figure 
3.24 in the text. 

 
The gainers in this case are both farmers and consumers. The farmer gains from an increase in 
price received, from Pe to Pf. The consumer gains from a reduction in price paid, from Pe to Pc. 
 But is the redistribution from taxpayers to consumers a redistribution from rich to poor, or 
poor to rich, or no redistribution at all? Poor people spend a large proportion of their income on 
food, but pay a small proportion in tax. Rich people, on the other hand, spend a smaller 
proportion of their income on food than the poor, but pay a larger proportion in tax. 
 Subsidies that lower food prices, therefore, have the effect of redistributing incomes from 
the rich to the poor. They tend to be favoured, therefore, more by the political left. 
 
Comparing the effects of subsidies and high minimum prices 
The costs of high minimum prices are shown in the following diagram (which is similar to 
Figure 3.27 in the text). It considers the case of a particular agricultural product. 
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Diagram (a)  The cost to the taxpayer of subsidies
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Pe is the free-market equilibrium price, and Pi is the intervention price. To keep the analysis 
simple, let us assume that Pe is the world price too. 

 The cost to the taxpayer is again shown by the shaded area, abcd. 
 The cost to the consumer arises from having to pay the higher price Pi. 
 There will be a gain to farmers, however, from the extra profits resulting from the rise 

in price. 

How do these costs compare with those of subsidies?  

 Whether the shaded area is larger in Diagram (a) or Diagram (b) will depend on the 
price elasticity of demand. The greater the elasticity, the less would be the cost of a 
subsidy (and hence the less the cost to the taxpayer). In contrast, the greater the 
elasticity, the higher will be the cost to taxpayers of the EU system, since, with a 
greater fall in demand from the rise in price, more will have to be purchased by the 
Intervention Boards. 

 Assuming that the price to farmers is the same in both systems, their gain will be the 
same. 

 Consumers clearly are much better off from a subsidy, which has the effect of 
lowering the price, than from the system of high minimum prices, which has the effect 
of raising prices. This gain to consumers means that the net cost of subsidies is likely 
to be much smaller than the net cost of the EU system of intervention prices. 

 

Question 

1. If the demand for food is very price-inelastic, will there be a bigger or smaller redistribution 
from rich to poor with system of subsidies? (Imagine swinging the D curve in Diagram (a) 
so that it becomes steeper.) 

2. Is there any redistribution from rich to poor in Figure 3.26 in the text? 

 

Diagram (b)  The cost to the taxpayer of high fixed prices
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Case 3.8 
The CAP and the Environment 

A green and unpleasant land? 
 
 
In many parts of the EU, and in the UK in particular, the rural landscape has changed 
dramatically over the last 30 years. Hedgerows have been destroyed; woods and copses have 
been cut down; and what was once a patchwork of small meadows and fields now resembles 
the Canadian prairies. These have been some of the costs of the drive to increase production 
of cereals, a drive that has been the response to the high cereal prices set by the EU until 
recent years. 

 But the costs do not end here. The environment has also been under threat from 
pollutants. Pesticides may kill pests, but they can also kill wild flowers and wild animals and 
can leave toxic residues in the soil. Fertilisers can leach into rivers. So too can farm waste, 
such as silage and slurry and dirty water generally from farmyards. The effect can be to 
pollute drinking water supplies and kill fish and other aquatic life.  

 As part of the ‘accompanying measures’ to the 1992 reforms of the CAP (the MacSharry 
reforms), various ‘agri-environmental’ and ‘afforestation’ schemes were adopted. These 
involve giving grants to farmers to adopt measures to protect the rural environment. Member 
states draw up proposals, which then have to be approved by the EU. Grants can be given 
under four headings: 

• For adopting organic or low-intensity farming methods (i.e. using lower quantities of 
inputs per hectare). 

• For maintaining traditional craft skills and traditional features of the rural landscape, such 
as hedges and stone walls, and for enhancing plant and wild animal biodiversity by, for 
example, a reduced use of pesticides. 

• For the long-term set-aside of land (minimum 20 years) and for using it, plus abandoned 
land, for low-intensity grazing, low-intensity crops or public recreation. 

• For planting forests on farm land, enhancing farm woodland and processing and 
marketing forestry products. 

In addition, information and training are provided in alternative uses for land (e.g. for 
tourism or organic production). 

The measures, however, were slow to impact on the pattern of production. By the late 
1990s, only 7 per cent of farmers in the UK were participating in one of the agri-
environmental schemes and there had been no reduction in fertiliser use. Very little set-aside 
land was used for environmental improvements. 

An alternative approach was to use legislation to prevent environmentally harmful 
activities. Both EU and national legislation were progressively tightened, in areas such as 
farm effluent, water quality and the use of pesticides. Such legislation, however, covered only 
very limited aspects of environmental protection. 
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 It seemed that much more radical steps needed to be taken if there were to be significant 
improvements in the rural environment. 

 

Reforms in the early 2000s 

During the early 2000s, two important types of measure were adopted that had a positive 
impact on the agricultural environment. 

The first was reform of the support mechanisms of the CAP. In 2003, there was a further 
move away from price support to income support, a move that began under the McSharry 
reforms of 1992 and was strengthened in the Agenda 2000 reforms of 1999. High minimum 
prices (price support) were largely replaced by a system of income support (‘direct aid’). This 
involved the establishment of a system of ‘single farm payments’ that were no longer linked 
(coupled) to the level of production of specific crops or animals, but were based on historical 
reference levels of direct support received by farmers. This decoupling of direct income 
payments from production reduced the incentive for farmers to increase production and farm 
intensively, which tended to have damaging environmental consequences.1 

 The second was to increase the money devoted to environmental improvements. This was 
achieved partly by linking the single farm payments to environmental improvements by 
farmers and partly by reducing single farm payments to large farms (those receiving over 
€5000 per year in payments) and using the money saved to finance environmental quality and 
animal welfare programmes.  

 
 

Question 

Compare the relative merits of (a) using grants for environmentally friendly schemes and (b) 
using legislation to prevent or limit the use of practices and products that damage the 
environment. 

  
1 See Agriculture and the Environment (EC Directorate-General for Agriculture, 2003) 
 
For useful sites on this topic, see: 
The Environment Agency (UK) 
European Commission, Agriculture DG 
European Commission, Environment DG 
Friends of the Earth  
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Case 4.1 
Bentham and the 

Philosophy of Utilitarianism 
The pursuit of happiness as the basis for human action 

 
 
Economists’ concern with utility as the basis for demand has its roots in the writings of English 
philosopher and social reformer Jeremy Bentham (1748–1832) (see also). 
 Bentham argued that people want to obtain the greatest amount of happiness or ‘utility’ and 
the least amount of pain. This applies to all activities, but in terms of consumer demand it could 
be translated as the desire to maximise consumer surplus. To do this people should conduct a 
‘felicific calculus’: in other words they should weigh up the costs and benefits of their actions. 
 From this basis Bentham developed the doctrine of utilitarianism. This states that society 
should strive to achieve the greatest happiness of the greatest number. To do this, it would be 
necessary to measure happiness (as a positive figure) and pain or unhappiness (as a negative 
figure). Alternative courses of action could then be compared and the one giving the greatest net 
benefit should be adopted. 
 As a social reformer Bentham developed plans for improving laws, institutions (such as 
hospitals and schools), the police, the courts, etc, and he had an enormous influence on 
politicians of the day and had many disciples. The basis for all these reforms was the belief that 
they would lead to an increase in utility for society. 
 Bentham has been much criticised by economists and other social scientists. There are four 
main criticisms: 
 
The impossibility of ‘inter-personal comparisons of utility’. 
The argument here is that there is no way of adding up the happiness (or pain) of different 
individuals. It can only be experienced by the receiver. There is no way we can get inside other 
people’s heads and measure their happiness. 

If some people gain and others lose from an activity, is it desirable? How can we decide 
using the utilitarian principle if we cannot measure this pleasure and pain? 
 
The confusion of total and marginal utility. 
If utility is to be seen as the basis for demand, then it is marginal utility that is important, not 
total utility (see Box 4.2). 
 
Deriving a normative from a positive statement. 
Just because individual people may desire happiness it does not follow that happiness should be 
the objective of society. To say that happiness is desired (a positive statement) does not imply 
that happiness is desirable (a normative statement). 
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Other social objectives 

Many critics have argued that there are alternative social objectives to happiness – objectives 
such as the pursuit of knowledge, duty to God or other people, freedom, discipline, etc. 
 
But despite these criticisms, Bentham’s contribution to modern economic philosophy is a major 
one.  
 Economics is the study of choices arising from the problem of scarcity. Most economists 
would argue that rational choice must involve the weighing up of the costs and benefits of the 
alternatives. In the field of public economic policy, economists have developed cost–benefit 
analysis. This is simply a means of weighing up whether or not to go ahead with public 
projects: projects such as a new motorway, a hospital or the Channel tunnel. Such cost-benefit 
analyses can be seen as a modern form of ‘felicific’ or ‘hedonic’ calculus (see also). (Cost–
benefit analysis is examined in Chapter 11, section 4.) 
 
 

Question 
Economists usually assume that consumers wish to maximise their total consumer surplus. 
They also often assume that society’s aims are to maximise the surplus of total social benefits 
over total social costs. Does this mean that economists are utilitarians? 
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Case 4.2 
Utility under Attack 

The birth of indifference analysis 
 
 
The marginal utility theory of demand came under sustained attack in the 1930s. This attack 
was made by both economists and non-economists. 
 The weakness of the theory was its assumption that utility can be measured: the 
assumption that when we go shopping we weigh up the amount of utility we get from our 
various purchases. Psychologists claimed that this is simply false. Utility cannot be measured 
in this absolute or cardinal way. Consumers do not have their own ‘utility meters’ inside their 
heads. 
 Faced by these criticisms, economists sought an alternative basis for explaining demand 
that did not have to resort to cardinal measures of utility. The answer was indifference curve 
analysis. 
 In the famous article ‘A reconsideration of the theory of value’1 J. R. Hicks and R. G. D. 
Allen developed the analysis. The indifference-curve technique had in fact been first invented 
by the Irish economist F. Y. Edgeworth back in the 1880s. But it was with the work of Hicks 
in particular that the technique became popular with economists. 
 Indifference curve analysis does not require utility to be measured. All that is needed is 
that consumers should be able to order their preferences, so that for any two goods they could 
say whether they prefer a to b, or b to a, or are indifferent between them. Thus cardinal 
measures of utility were replaced by ordinal measures of preferences. 
 Indifference curve analysis had another major advantage. It could distinguish between the 
income and substitution effects of a price change: something that marginal utility analysis 
could not do (see section 4.3 in the textbook). 
 Indifference curve analysis, however, did not wholly satisfy psychologists. It still assumes 
that consumers are ‘maximisers’ by always choosing the goods they prefer. It still assumes 
that these preferences are ‘rational’. 
 
 

Questions 
1. If consumers were not rational, could indifference curves slope upward to the right? 

2. When you buy goods, do you ever later regret your choice of purchases? If so, does this 
mean that your behaviour was not rational in the first place, or is there some other 
explanation? 

 
 
 
  
1 J. R. Hicks and R. G. D. Allen, ‘A reconsideration of the theory of value’, Economica, 1934 
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Case 4.3 
Applying Indifference Curve Analysis 
What’s the best way of taxing people’s expenditure 

 
 
Indifference curve analysis is useful for showing the implications for consumers of alternative 
types of taxation. 
 Let us say that the government wants to raise a certain amount of extra revenue and decides 
to increase the tax on goods.  Should it put a relatively small extra tax on all goods, or a 
relatively large one on just certain selected goods? 
 To simplify the question let us assume that there are just two goods and that the issue is 
whether to raise the revenue by taxing just one of the goods or both. 
 
Taxing one good 

Diagram (a) shows the effect on a typical consumer of imposing a tax on good X. 
 

 
Consumption is initially at point a on indifference curve I1.  After the tax is imposed on X, the 
price of X rises and thus the budget line pivots inwards to B2.  Consumption now moves to 
point b on indifference curve I2. 
 The tax paid to the government is the horizontal distance between the two budget lines from 
point b (shown by the dotted line), since this is the additional amount of good X that the 
consumer could buy if there were no tax on X (and the consumption of Y stayed the same – at 
point b). 
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Diagram (a)   A tax on Good X
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Taxing both goods 

If the same revenue were raised by putting the same percentage tax on both goods, the distance 
between the two budget lines would have to remain the same as the dotted line in the previous 
diagram.  In other words, the new budget line would have to pass through point b. But this time 
the budget line (B3) has to be parallel to B1.  This is shown in diagram (b).   
 

  
The new budget line B3 passes through point c, which is the optimum consumption point. But 
point c is on the higher indifference curve I3. Consumers are thus better off if the government 
raises a given amount of revenue from a general tax rather than from a selective tax. 

 
 

Question 
These arguments would seem to suggest that VAT levied at the same rate on all goods is 
preferable to selective taxes at higher rates on such items as alcohol, tobacco and gambling.  
Are there any other types of arguments that would favour selective taxes such as these? 
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Case 4.4 
Income and Substitution Effects: 

an Alternative Approach  
Slutsky’s approach to defining ‘real’ income 

 
 
The analysis of income and substitution effects that is examined in section 4.3 of Economics (7th 
edition) is that developed by Sir John Hicks (see Person Profile). Hicks defined the substitution 
effect as that which arises purely from a change in relative prices. In other words it is the effect of 
a price change when real income is held constant. 
 Hicks defined a consumer’s real income to be constant if the level of satisfaction could be 
maintained constant: in other words if the consumer can remain on the same indifference curve. 
With this definition of constant real income, the substitution effect is illustrated by sliding the 
budget line round the original indifference curve. In Figure 1, this results in a move from point f 
to point g on the original indifference curve I1.  

 

 Hicks’ definition, then, of constant real income relies on the subjective tastes of the 
consumer. It will differ from consumer to consumer depending on the shape of each one’s 
indifference curves 
 An alternative analysis was the earlier one developed by the Russian economist and 
mathematician Evgeny Slutsky (1880 – 1948). Slutsky defined constant real income as that which 
would allow the consumer to buy exactly the same quantity of goods after a price change as 
before. This definition does not involve reference to an indifference curve and hence to the 
subjective tastes of individual consumers. 
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Figure 1  Income and substitution effects: Hicks' analysis
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 The Slutsky analysis is shown in the Figure 2, which, like Figure 1, analyses the effect of a 
rise in the price of good X. 
 Just as in Figure 1, the full effect (i.e. income plus substitution effects) of the price rise is for 
the quantity of X consumed to fall from Qx1 to Qx3 (a movement from point f to point h). But 
this time the income and substitution effects are analysed differently.  
 To keep real income constant and thus to isolate the pure substitution effect, the Slutsky 
approach is to draw a new hypothetical budget line (B1a) through point f. By passing through 
point f it shows that the consumer could (if that was what was wanted) continue to purchase the 
same amount of the two goods as before. But to illustrate the change in relative prices, B1a is 
drawn parallel to the real new budget line, B2. With this hypothetical budget line, B1a, the 
consumer will consume at point g' on indifference curve I1'. The move from f to g' (i.e. from Qx1 
to Qx2') thus represents the substitution effect. 
 Slutsky’s income effect then becomes the move from g' to h (i.e. from Qx2' to Qx3). 
 
 

Question 
Show on one diagram both the Hicks and the Slutsky analysis of the income and substitution 
effects of a fall in the price of good X. 
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Case 4.5 
Deriving an Engel Curve  
Income elasticity of demand and 
the income–consumption curve 

 
 
The income–consumption curve drawn in the upper half of the following diagram shows how 
Amanda’s monthly demand for two goods, bread and compact discs, rises as her income rises. 
Directly after leaving school, she has a low income and thus has a small monthly budget to 
spend. As we would expect, she buys few compact discs as they constitute a luxury she can 
barely afford, whereas she has to eat and bread is a major part of her diet. Initially, then, with 
a budget of B1 she consumes at point a. 

Later, as she moves to better-paid 
jobs, her budget line shifts to B2 and then 
to B3, and her consumption point rises 
first to point b and then to point c. Her 
purchases of CDs have increased 
significantly (from Qcd1 to Qcd3). They 
have a high income elasticity of demand. 
Her purchases of bread, however, have 
hardly increased at all (from Qb1 to Qb3). 
Bread, being a basic good, has a low 
income elasticity of demand. 

The lower part of the diagram shows 
how Amanda’s demand for CDs varies 
with her income. The levels of income 
shown on the vertical axis (Y1, Y2, Y3) 
correspond to the three budget lines in the 
top part of the diagram (B1, B2, B3). Each 
of the points a, b and c corresponds to an 
equivalent point in the top part of the 
diagram. The line joining these points 
together is known as an Engel curve, 
after the German statistician Ernst Engel 
(1821–96), who did extensive 
investigations into the effects of changes in family budgets on family expenditures. 

The Engel curve in the diagram illustrates a good with an income elasticity of demand 
greater than 1. This means that the proportionate rise in demand from Qcd1 to Qcd2 is greater 
than the proportionate rise in income from Y1 to Y2. 

 
 

Question 
Sketch an Engel curve corresponding to Figure 4.13 on page 115 of the textbook. What can 
we say about the income elasticity of demand for an inferior good? 
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Case 4.6 
The Characteristics Approach to Analysing 

Consumer Demand 
A more detailed analysis 

 
 
As we saw in Box 4.7, characteristics theory is based on four key assumptions: 

 All products possess various characteristics. 
 Different brands possess them in different proportions. 
 The characteristics are measurable: they are ‘objective’. 
 The characteristics (along with price and consumers’ incomes) determine consumer 

choice. 

Identifying and plotting products’ characteristics 
Let us take a simple case of a product where consumers base their choice between brands on 
price and just two characteristics. For example, assume that consumers choose between 
different brands of breakfast cereal on the basis of taste and health-giving properties. To keep 
the analysis simple, let us assume that taste is related to the amount of sugar in the cereal and 
that health-giving properties are related to the amount of fibre. 

Plotting the characteristics of different brands 
The combinations of these two characteristics, sugar and fibre, can be measured on a 
diagram. In Diagram 1, the quantity of sugar is measured on the horizontal axis and the 
quantity of fibre on the vertical axis. One brand, Healthbran, contains a lot of fibre, but only a 
little sugar. Another, Tastyflakes, contains a lot of sugar, but only a little fibre. 
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Diagram 1  The characteristics of two brands of breakfast cereal
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The ratio of the two attributes, fibre and sugar, in each of the two brands is given by the 
slope of the two rays out from the origin. Thus by consuming a certain amount of Healthbran, 
given by point h1 on the Healthbran ray, the consumer is getting f1 of fibre and s1 of sugar. 
The consumption of more Healthbran is shown by a movement up the ray, say to h2. At this 
point the consumer gets f2 of fibre and s2 of sugar. Notice that the ratio of fibre to sugar is the 
same in both cases. The ratio is given by f1/s1 (= f2/s2), which is simply the slope of the 
Healthbran ray. 

The consumer of Tastyflakes can get relatively more sugar, but less fibre. Thus 
consumption at point t1 gives s3 of sugar, but only f3 of fibre. The ratio of fibre to sugar for 
Tastyflakes is given by the slope of its ray, which is f3/s3. 

Any number of rays can be put on the diagram, each one representing a particular brand. 
In each case, the ratio of fibre to sugar is given by the slope of the ray. 

 
Changes in a product’s characteristics.  If a firm decides to change the mix of characteristics 
of a product, the slope of the ray will change. Thus if Healthbran were made sweeter, its ray 
would become shallower. 

The budget constraint 
The amount that a consumer buys of a brand will depend in part on the consumer’s budget 
and on the price of the product. Assume that, given the current price of Healthbran, Jane’s 
budget for breakfast cereals allows her to buy at h1 per month: in other words, the amount of 
Healthbran that gives f1 of fibre and s1 of sugar. (This assumes that she only buys Healthbran 
and not some other brand too.) 
 
A change in the budget. If she allocates more of her income to buying breakfast cereal, and 
sticks with Healthbran, she would move up the ray: say, to h2. In other words, by buying 
more Healthbran, she would be buying more fibre and more sugar. Similarly, a reduction in 
expenditure on a product would be represented by a movement down its ray. 
 
A change in price. If a product rises in price and the budget allocated to it remains the same, 
less will be purchased. There will be a movement down its ray. 

The efficiency frontier 
In practice, many consumers will buy a mixture of brands. Some days you may prefer one 
type of breakfast cereal, some days you may prefer another type. People get fed up with 
consuming too much of one brand or variety: they experience diminishing marginal utility 
from that particular mix of characteristics. You may allocate a certain amount of money for a 
summer holiday each year, but you may well want to go to a different place each year, since 
each place has a different mix of characteristics. 
 Assume that, given her current budget for breakfast cereals, the prices of Healthbran 
and Tastyflakes allow Jane to buy at either point a or point b in Diagram 2. By switching 
completely from Healthbran to Tastyflakes, her consumption of fibre would go down from f1 
to f2, and her consumption of sugar would go up from s1 to s2. She could, however, spend 
part of her budget on Healthbran and part on Tastyflakes. In fact, she could consume 
anywhere along the straight line joining points a and b. This line is known as the efficiency 
frontier. For example, by buying some of each brand, she could consume at point c, giving 
her f3 of fibre and s3 of sugar.  
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 If she did consume at point c, how much of the two characteristics would she get from 
each of the two brands? This is shown in Diagram 3 by drawing two lines from point c, each 
one parallel to one of the two rays. Consumption of the two brands takes place at points d and 
e respectively, giving her fh units of fibre and sh units of sugar from Healthbran, and ft units 
of fibre and st units of sugar from Tastyflakes. The total amount of fibre and sugar from the 

two brands will be f3 (= fh + ft) and s3 (= sh + st).1  
 

                                                 
1  This follows because of the shape of the parallelogram Odce. Being a parallelogram makes the distance f3 – fh equal to 

ft – O. Thus adding fh and ft gives f3, which must correspond to point c. Similarly the distance s3 – st must equal sh – O. 
Thus adding sh and st gives s3, which also must correspond to point c.   
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            Diagram 3  Consuming a mixture of two products
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 It is easily possible to show an efficiency frontier between several brands, each with 
their own particular blend of characteristics. This is illustrated in Diagram 4 which shows the 
case of four breakfast cereals, each with different combinations of fibre and sugar. 

Any of the four points through which the efficiency frontier passes can change if the price 
of that brand changes. So if Oatybix went up in price, point b would move down the Oatybix 
ray, thereby altering the shape of the efficiency frontier. 

If any of the brands changed their mix of characteristics, then the respective ray would 
pivot. If the consumer’s budget changed, then the whole efficiency frontier would move 
parallel up or down all the rays. 
 

The optimum level of consumption 

Indifference curves 
We have seen that by switching between brands, consumers can obtain different mixtures of 
characteristics. But what, for any given consumer, is the optimum mixture? This can be 
shown by examining a consumer’s preferences, and the way we do this is to construct 
indifference curves. This is illustrated in Diagram 5, which shows five indifference curves, 
labelled I1 to I5.  
 

 
Indifference curves in characteristics theory are similar to the indifference curves we 

examined in section 4.3, only this time they show all the different combinations of the two 
characteristics that yield an equal amount of satisfaction or utility. Thus any combination of 
characteristics along curve I1 represent the same given level of utility. The consumer is, 
therefore, ‘indifferent’ between all points along curve I1. In Diagram 5, we have drawn just 
five such curves, as that is all that is necessary to illustrate consumer choice. 

Indifference curves in this model, as in section 4.3, are drawn as downward sloping. The 
reason is that if consumers get less of one characteristic, they would need more of the other to 
compensate, if their total level of utility was to stay the same. Take the case of washing 
powder. For any given expenditure, you would only be prepared to give up a certain amount 
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of one characteristic, say whiteness, if you got more of another characteristic, such as 
softness. 

Also, as in section 4.3, they are bowed in towards the origin. The reason is that people 
generally are willing to give up less and less of one characteristic for each additional unit of 
another. For example, if you were buying a new PC, you might be prepared to give up some 
RAM to get extra hard disk space, but for each extra GB of disk space you would probably be 
prepared to give up less and less RAM. In other words, there is a diminishing marginal rate 
of substitution between the two characteristics. The reason is that you get diminishing 
marginal utility from any characteristic the more of it you consume, and are thus prepared to 
give up less and less of another characteristic (whose marginal utility rises as you have less of 
it). 
 
Indifference curves for different consumers. Different consumers will have different 
indifference maps. The indifference map in Diagram 5 is drawn for a particular consumer, 
say James. If another consumer, Henry, gets relatively more satisfaction from characteristic B 
than does James, Henry’s indifference curves would be steeper. In other words, he would be 
prepared to give up more units of A to get a certain amount of B than would James. 

The optimum combination of characteristics 
We are now in a position to see how a ‘rational’ consumer would choose between brands. 
Diagram  shows the rays for three brands of a product, with, at given prices, the efficiency 
frontier passing through points a, b and c. The consumer would choose to consume Brand 2, 
since point b is on a higher indifference curve than point a (Brand 1), which is turn is on a 
higher indifference curve than point c (Brand 3). 
 Sometimes the consumer will choose to purchase a mixture of brands. This is shown 
in Diagram 7, which takes the simple case of just two brands in the market. By consuming at 
point a (i.e. a combination of point b on the Brand 1 ray and point c on the Brand 2 ray), the 
consumer is on a higher indifference curve than by consuming only Brand 1 (point d) or 
Brand 2 (point e). 
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Response to changes 
We can now show how consumers would respond to changes in price, income, product 
characteristics and tastes. 

 
Changes in price. Referring to Diagram 8, if the price of a brand changes, there is a shift in 
the efficiency frontier, so that it crosses the ray for that brand at a different point. For 
example, if the price of Brand 1 fell, there would be a movement of the efficiency frontier up 
the Brand 1 ray from point a. If the price fell far enough that the efficiency frontier now 
passed through point d, the consumer would switch from consuming just Brand 2 to just 
Brand 1. If the price fell less than this, so that the efficiency frontier passed through point e, 
then the consumer would buy a mixture of both brands. The optimum consumption point 
would lie on an indifference curve a little above I4. 
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 We can relate this analysis to the concept of cross-price elasticity of demand that we 
examined in section 2.4 of the text. If two products are very close substitutes, they will have a 
high cross-price elasticity of demand. But what makes them close substitutes? The answer is 
that they are likely to have similar characteristics; their rays will have a similar slope. Even a 
slight rise in the price of one of them (i.e. a small movement along its ray) can lead the 
consumer to switch to the other. This will occur when the rays are close together: when they 
have a similar slope. 
 
Changes in income. If there is a change in consumer incomes, so that people allocate a bigger 
budget to the product in question, then there will be a parallel movement outwards of the 
efficiency frontier. Whether this will involve consumers switching between brands depends 
on the shape of the indifference map. 
 
Changes in the characteristics of a product (real or perceived). If consumers believe that a 
brand now yields relatively more of characteristic B than A, the ray will become less steep. 
How far out will the efficiency point be on this new ray? This depends on the total perceived 
amount of the two characteristics that is obtained from the given budget spent on this brand. 

 
 To illustrate this, consider Diagram 9. The firm producing Brand 1 changes its 
specifications, so that for a given budget a lot more characteristic B can be obtained and a 
little more characteristic A. The result is that the brand’s ray shifts inwards and the efficiency 
frontier which originally connected points a and b, now connects points c and b. In this case 
the consumer represented by the indifference curves shown switches consumption from 
Brand 2 at point b to Brand 1 at point c.  

If there is a proportionate increase in both characteristics (i.e. the brand has generally 
improved), the slope of the ray will not change. Instead, there will be a movement of the 
efficiency frontier outward along the ray. Graphically the effect is the same as a fall in the 
price of the product: more of both characteristics can be obtained for a given budget. 
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Changes in tastes. If consumers’ tastes change, their whole indifference map will change. If 
characteristic B now gives more utility relative to A than before, the curves will become 
steeper, and the consumer is likely to choose a product which yields relatively more of 
characteristic B (i.e. one with a relatively shallow ray). 
 Clearly firms will attempt to predict such changes in tastes and will try, through 
product design, advertising and marketing, to shift the ray for their brand in the desired 
direction (downwards in the above case). They will also try to persuade consumers that the 
product is generally better (i.e. has more of  all characteristics) and thereby move outward the 
point where the efficiency frontier crosses the brand’s ray. 

Usefulness of the characteristics approach 
Characteristics analysis can help us understand the nature of consumer choice. When we go 
shopping and compare one product with another, it is the differences in the features of the 
various brands, along with price, that determine which products we end up buying. If firms, 
therefore, want to compete effectively with their rivals, it is not enough to compete solely in 
terms of price, it is important to focus on the specifications of their product and how these 
compare with those of their rivals’ products. 
 Characteristics analysis can help firms study the implications of changing their 
product’s specifications (and of their rivals changing theirs). It also allows firms to analyse 
the effects of changes in their price, or their rivals’ prices; the effects of changes in the 
budgets of various types of consumer; the effects of changes in consumer tastes; and the 
effects of re-positioning themselves in the market. 
 

 
 Take the producer of Brand 1 in Diagram 10. Clearly the firm would like to persuade 
consumers like the one illustrated to switch away from Brand 2 to Brand 1. It could do this by 
lowering its price. But a small reduction in price will have no effect on this consumer. Only 
when the price has fallen far enough for the efficiency frontier to rise nearly to point d will 
the consumer start switching; and only when the price has fallen further still, so that the 
efficiency frontier passes through a point a little above point d, will the consumer switch 
completely. 
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 An alternative would be for the firm to reposition its product. It could introduce more 
of characteristic B into its product, thereby swinging the Brand 1 ray clockwise towards the 
Brand 2 ray. Clearly, it would have to be careful about its price too. The closer its brand 
became in quality to Brand 2, the more elastic would demand become, since Brand 1 would 
now be a closer substitute for Brand 2, In the extreme case of its ray becoming the same as 
that for Brand 2, its price would have to be low enough for the consumer to buy at or above 
point b. Depending on consumer tastes (and hence the shape of the indifference curves), it 
may choose to reposition its brand between the Brand 2 and Brand 3 rays. Again, a careful 
mix of product characteristics and price may enable it to capture a larger share of the market. 
 Another alternative would be for the firm attempt to influence consumer tastes. In 
Diagram 10, if it could persuade consumers to attach more value to characteristic A, the 
indifference curves would become shallower (i.e. less characteristic A would now be needed 
to give consumers a given level of utility). If the curves swung downwards enough, point a 
could be now on a higher indifference curve than point b. The consumer concerned would 
switch from Brand 2 to Brand 1. Clearly, the more consumers are influenced in this way, the 
more will sales of Brand 1 rise. 
 If a firm is thinking of launching a new product, again it will need to see how the 
characteristics of its product compare with those of the existing firms in the market. It will 
need to see where its ray would be compared with those of other firms, and whether the price 
it is thinking of charging would enable it to take sales off its rivals. 

Limitations of characteristics analysis 
Characteristics analysis, as we have seen, can help firms to understand their position in the 
market and the effects of changing their strategy. Nevertheless it cannot provide firms with a 
complete analysis of demand. There are four key limitations of the approach: 

 It is sometimes difficult to identify and measure characteristics in a clear and 
unambiguous way. Take our case of breakfast cereals. Fibre content might be simply 
measured, but taste is not. We took sugar content as an indicator of taste, but taste is 
much more subtle and complex than mere sweetness. But, at least with taste we could 
use sweetness as a guide. Some other characteristics are more difficult still to 
measure, with no simple approximation that we can use. Take the look or design of a 
product, whether it be furniture, clothing, a painting or a car. What makes it visually 
appealing depends on the personal tastes of the consumer, and such tastes are virtually 
impossible to quantify. 

 Most products have several characteristics. The analysis we have been examining, 
however, is limited to just two characteristics: one on each axis. It is possible, 
however, by using mathematical analysis to extend the number of characteristics. 
Nevertheless, the more characteristics that are included in the analysis, the more 
complex it becomes. 

 Indifference curves, whilst being a good means of understanding consumer choice in 
theory, have practical limitations. To draw an indifference map for just one consumer 
would be very difficult, given that consumers often would find it hard having to 
imagine a series of combinations of characteristics between which they were 
indifferent. To draw indifference curves for millions of consumers, would be virtually 
impossible. At best, therefore, they can provide a rough guide to consumer choice. 

 Nevertheless, many markets divide into different market segments, with consumers 
in each segment having similar tastes (and hence similar sets of indifference curves). 
For example, different models of car fall into different groups (such as medium-sized 
saloons, high performance small cars, people carriers and small ‘tall’ cars), as do 
different types of restaurant and different types of holiday. Thus a tour operator will 

Sloman Case Studies - p. 52



 

 
  10 

first identify the particular segment of the market it is aiming for (e.g. a young 
person’s package holiday with the characteristics of guaranteed sunshine and plenty 
of nightlife) and then position itself in that particular market relative to its rival tour 
operators. 

 Consumer tastes change. In what way consumer tastes will change, and how these 
changes will influence the shape of the indifference curves, is very difficult to predict. 

 

Conclusions 
Despite these problems, there are many useful insights that firms can gain from the analysis. 
For example, in Diagram 10, with the efficiency frontier passing through points a, b and c, 
even without drawing any indifference curves, it is clear that consumers would prefer Brand 
2 to either Brand 1 or 3, unless (a) characteristic A were especially desirable relative to 
characteristics B (i.e. the indifference curves, if drawn, would be very shallow), in which case 
the consumer might buy Brand 1; or (b) characteristic B were especially desirable relative to 
characteristics A (i.e. the indifference curves, if drawn, would be very steep), in which case 
Brand 3 might be purchased. Firms, through their market research, could gain considerable 
information about consumer attitudes towards the two characteristics and thus the general 
shape, if not precise position, of indifference curves. 

What is clear is that firms need good information about the demand for their products and 
to develop a careful marketing strategy.  
 
 
  
Question 
Assume that Rachel is attending university and likes to eat a meal at lunchtime. Assume that 
she has three options of where to eat: the university refectory, a nearby pub or a nearby 
restaurant. Apart from price, she takes into account the quality of the food and the 
pleasantness of the surroundings when choosing where to eat. 
 Sketch her indifference map for the two characteristics, food quality and pleasantness 
of surroundings. Now, making your own assumptions about which locations provide which 
characteristics, the prices they charge and Rachel’s weekly budget for lunches, sketch the 
rays for the three locations and draw a weekly efficiency frontier. Mark Rachel’s optimum 
consumption point. 
 Now illustrate the following (you might need to draw separate diagrams): 
 (a) A rise in the price of meals at the local pub, but no change in the price of meals at the 

other two locations. 
 (b) A shift in Rachel’s tastes in favour of food quality relative to pleasantness of 

surroundings. 
 (c) The refectory is refurbished and is now a much more attractive place to eat. 
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Case 5.1 
Diminishing Returns to Nitrogen Fertiliser 

 
Modern trends in agriculture provide a dramatic example of the law of diminishing returns. 
 Over the past 40 years or so, there have been large increases in yields from grasslands. 
This has been largely due to huge increases in the use of nitrogen fertiliser. In England and 
Wales this has risen over the period from around 10 kilograms per hectare to over 100. Some 
farmers use considerably more. 
 In 1976, J. Morrison and M. V. Jackson1 reported on experiments to show the effects on 
grass yields of different amounts of nitrogen fertiliser. 
 The experiments were conducted over a four year period on a number of different sites up 
and down the country. The findings from three of the sites are shown in the following table. 
 

Site Nitrogen fertiliser applied: kg/ha/year Mean rainfall 

 0 150 300 450 600 750 May–Aug (mm) 

Cambridge 1.3 3.4 5.6 6.1 6.1 5.9 175 
Gleadthorpe, 
 Nottingham 

0.7 4.8 9.0 10.7 11.1 10.9 252 

South-west Wales 
(4 sites) 

3.2 7.3 11.1 13.2 14.1 13.6 311 

 
 A similar pattern emerges from all the sites. Total output of grass (total physical product: 
TPP) rises at a roughly constant rate (in other words, marginal physical product (MPP) is 
roughly constant), with up to about 300 kg/ha of fertiliser. These rises are substantial. Just 
look at the Gleadthorpe figures! Above 300 kg/ha, however, diminishing returns set in. 
Additional applications of fertiliser yield less and less extra output: MPP falls. 
 Maximum yield is obtained at around the 600 kg/ha of nitrogen level. Above that MPP is 
negative. Why? 
 If the soil has a high natural level of nitrogen, the effects of adding nitrogen fertiliser will 
be more limited. Diminishing returns will set in before the 300 kg/ha level. Consider the 
following graph. It shows the effects of fertiliser on two more sites: Bangor in North Wales 
and Wenvoe in South Wales. 
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 At Wenvoe there is very little natural nitrogen in the soil. At Bangor, however, the soil 
supplies about 150 kg/ha of nitrogen. In other respects the sites are similar. 
 
 

Questions 
1. Draw the TPP and MPP curves for the three sites in the table. 

2. Rainfall and the amount of nitrogen naturally occurring in the soil will cause differences 
in the position of the TPP curve between sites. One will cause vertical differences in the 
curves and one will cause horizontal differences. Explain which one causes which effect 
(and why). 

3. Apart from figures on yields, what else will a farmer need to know before deciding 
whether to use 600 kg/ha of nitrogen fertiliser? 

  
1 This box is based on J. Morrison and M. V. Jackson, ‘The response of grass to fertiliser nitrogen’, Span, 

vol. 19 (1976), no. 1. 
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Case 5.2 
Deriving Cost Curves 

Deriving cost curves from total physical product information 
 
 
In section 5.1 we argued that a firm’s costs depend on the output of its factors. If we want to know 
precisely what a firm’s cost curves will be, we need to know two pieces of information: (a) how its 
output varies with the amount of each factor it uses; (b) the price of those factors. 

 Let us take a simple production function and see how cost curves may be derived from it. 
Assume that a firm uses just two factors: capital and labour. 

 Assume that capital is fixed in supply at 5 units (column (1)) and costs £60 per unit per week. 
Thus total fixed costs are £300 (column (4)). 

 Labour is the variable factor (column (2)). The effects on output (TPP) of employing different 
amounts of labour are shown in column (3). 

 It is assumed that workers are paid a wage rate of £100 per week. Total (weekly) variable costs, 
then, are simply the number of workers employed multiplied by this wage rate: column (5) = 
column (2) × £100. 

 Total costs are the sum of total fixed and total variable costs: TC = column (4) + column (5). 
 
 

Inputs Output Total costs Average costs Marginal cost 
Capital 
(units) 

Labour 
(Number) 

Total physical 
product 

(TPP) (units) 

Fixed 
(TFC) 

(£) 
(1) × £60 

Variable 
(TVC) 

(£) 
(2) × £100 

(Total) 
(TVC) 

(£) 
(4) ÷ (5) 

Fixed 
(AFC) 

(£) 
(4) ÷ (3) 

Variable 
(AVC) 

(£) 
(5) ÷ (3) 

(Total) 
(AC) 
(£) 

(6) ÷ (3) 

 
(MC) 
(£) 

∆(6) ÷ ∆(3) 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

5 1 100 300 100 400 3.00 1.00 4.00  

5 2 250 300 200 500 1.20 0.80 2.00 0.67 

5 3 400 300 300 600 0.75 0.75 1.50 0.67 

5 4 500 300 400 700 0.60 0.80 1.40 1.00 

5 5 560 300 500 800 0.54 0.89 1.43 1.67 
 

To find the three average costs (AFC, AVC and AC) we have to divide the appropriate total cost 
column by output (column (3)). Thus AFC = TFC/TPP = column (4) ÷ column (3). Similarly, AVC 
= TVC/TPP = column (5) ÷ column (3). Finally, AC = TC/TPP = column (6) ÷ column (3). 
Alternatively, AC can be found by adding AFC and AVC: i.e. column (7) + column (8). (Check that 
this gives the same result.) 

 Marginal cost can be found by using the formula MC = ∆TC/∆TPP. In other words, it is the 
extra cost of producing one more unit. Thus when the firm employs a fifth worker, for example, its 
costs have gone up (∆TC) by £100 (i.e. the cost of the fifth worker). Its output has increased (∆TPP) 
by 60 units (from 500 to 560). Thus if it is costing the firm an extra £100 to produce an extra 60 
units, it is costing it £100/60 = £1.67 to produce one more unit. 
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Questions 
1. Draw a graph showing the AFC, AVC, AC and MC curves corresponding to the figures in the 

above table. 

2. Calculate a new set of figures for each of the columns (4) – (10) if (a) the price of capital rose 
from £60 to £100; (b) the wage rate rose from £100 to £150. Why in the case of (a) is the 
marginal cost not altered? 
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Case 5.3 
The Division of Labour 

Adam Smith’s portrait of the pin-making industry 
 
 
 
Adam Smith began his famous book The Wealth of Nations (1776) by discussing the division 
of labour. He argued that it was the most important single ingredient in explaining economic 
development. 
 Chapter 1 begins : 

 The greatest improvement in the productive powers of labour, and the greater part of the 
skill, dexterity, and judgement with which it is anywhere directed, or applied, seems to 
have been the effects of the division of labour. 

  The effects of the division of labour, in the general business of society, will be more 
easily understood by considering in what manner it operates in some particular 
manufactures ..... 

  To take an example, therefore, from a very trifling manufacture, but one in which the 
division of labour has been very often taken notice of, the trade of the pin-maker; a 
workman not educated to this business (which the division of labour has rendered a 
distinct trade), not acquainted with the use of the machinery employed in it (to the 
invention of which the same division of labour has probably given occasion), could 
scarce, perhaps, with his utmost industry, make one pin in a day, and certainly could not 
make twenty. But in the way in which this business is now carried on, not only the whole 
work is a peculiar trade, but it is divided into a number of branches, of which the greater 
part are likewise peculiar trades. 

One man draws out the wire, another straights it, a third cuts it, a fourth points it, a 
fifth grinds it at the top for receiving the head; to make the head requires three distinct 
operations; to put it on is a peculiar business, to whiten the pins is another; it is even a 
trade by itself to put them into the paper; and the important business of making a pin is, 
in this manner, divided into about eighteen distinct operations, which, in some 
manufactories, are all performed by distinct hands, though in others the same man will 
sometimes perform two or three of them. I have seen a small manufactory of this kind 
where ten men only were employed, and where some of them consequently performed 
two or three distinct operations. But though they were very poor, and therefore but 
indifferently accommodated with the necessary machinery, they could, when they 
exerted themselves, make among them about twelve pounds of pins in a day. There are 
in a pound upwards of four thousand pins of a middling size. Those ten persons, 
therefore, could make among them upwards of forty-eight thousand pins, in a day. Each 
person, therefore, making a tenth part of forty-eight thousand pins, might be considered 
as making four thousand eight hundred pins in a day. But if they had all wrought 
separately and independently, and without any of them having been educated to this 
peculiar business, they could certainly not each of them have made twenty, perhaps not 
one pin in a day; that is, certainly, not the two hundred and fortieth, perhaps not the four 
thousand eight hundredth part of what they are at present capable of performing, in 
consequence of a proper division and combination of their different operations. 

  In every other art and manufacture, the effects of the division of labour are similar to 
what they are in this very trifling one; though, in many of them, the labour can neither be 
so much subdivided, not reduced to so great a simplicity of operation. The division of 
labour, however, so far as it can be introduced, occasions, in every art, a proportionable 
increase of the productive powers of labour. The separation of different trades and 
employments from one another seems to have taken place in consequence of this 
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advantage. This separation, too, is generally carried farthest in those countries which 
enjoy the highest degree of industry and improvement... 

   This great increase of the quantity of work which, in consequence of the division of 
labour, the same number of people are capable of performing, is owning to three 
different circumstances; first, to the increase of dexterity in every particular workman; 
secondly, to the saving of the time which is commonly lost in passing from one species 
of work to another; and lastly, to the invention of a great number of machines which 
facilitate and abridge labour, and enable one man to do the work of many. 

 
 

Question 
Were there likely to have been any diseconomies of scale in the pin factory? 
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Case 5.4 
The Followers of Fashion 

Technology and costs 
 
 
For many products, style is a key component to their success. Two such products are clothing 
and cars. Both markets exhibit ‘Fashion price cycles’. In recent times, however, whereas 
seasonal price variations for clothes have become more pronounced, those for cars have 
diminished. The extract below, taken from The Economist of 23 December 1995, explores the 
factors affecting the price of fashion products, and in particular looks at the role of costs. 

 According to standard economic theory, Giorgio Armani, a world-famous Italian fashion designer, 
runs a simple business. His company combines inputs of labour (seamstresses), capital (dyeing 
and weaving machines) and raw materials (cloth) to make clothes with the best possible trade-off 
between cost and quality. He then calculates what the demand is for his designs, and estimates 
how many units he can make without marginal costs exceeding marginal revenues. He sells these 
at the market-clearing price, and earns just enough profit to compensate him for his investment of 
time and money. 

  The flaw of this stylised view is that it ignores the most important thing that designers such as 
Mr Armani sell: fashion itself. 

 
The article observes that the prices of fashion-sensitive goods, such as clothing and cars, 
follow well-established ‘fashion cycles’. At the beginning of the season, prices are set at a 
high level. Then, as the season progresses, prices gradually fall, only to rise again as new 
styles are introduced for the next season. 

 ... The main reason for this is uncertainty. When producers introduce a new line they do not know 
how successful it will be. To avoid selling it for less than is necessary, they initially set a high price, 
then lower it for lines that do not sell well. A good way to measure the importance of fashion, 
therefore, is to look at the variation in seasonal prices. 

  Over the past few decades, seasonal price variations for women’s clothing have become more 
pronounced. However, prices in the American car market, which also tend to follow a ‘fashion’ 
cycle, have displayed the opposite trend. 

 
The explanation for these differences, claims the article, is to be found in changes in 
technology in the two industries. 

  ... Advances in the textile industry, such as the development of sophisticated electronic 
weaving, have made it cheaper for designers to revamp their lines each season. But in the car 
industry, it has become more costly to make radical style changes each year. Although new 
technology has made it easier to change the size and shape of a car’s body, the costs of doing so 
as a share of the total production costs have actually risen. 
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Questions 
1. If consumers are aware that unsuccessful lines of clothing will fall in price as the season 

progresses, why do they buy when prices are set high at the start of the season? What 
does this tell us about the shape of the demand curve for a given fashion product (i) at the 
start, and (ii) at the end of the season? 

2. What has happened to fixed costs as a proportion of total costs in the production of cars? 
How has this affected car design strategy? 

3. How might we account for the changing magnitudes of the fashion price cycles of 
clothing and cars? What role do fixed costs play in the explanation? 
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Case 5.5 
Putting on a Duplicate 

Marginal costs of an extra coach 
 
 

A few years ago, I had to travel to London by coach and decided to book my seat early in 
case the coach was full.  ‘There is no need to do that,’ I was told, ‘because we will always put 
on an extra coach if there is not enough room on the first.’ 
 Was this an example of ‘irrational’ behaviour on the part of the coach company?  
What is the cost of providing me with a seat on that second coach?  Will the company make a 
loss on my custom? 
 Let us assume that the cost of putting on a second coach to London holding 50 
passengers is £500.   When deciding whether to put on the coach, what is the marginal cost 
that the firm must take into account?  The answer is that it depends on how many people 
travel on it.  Remember that the formula for marginal cost is ΔTC/ΔQ.  If I have the coach to 
myself (ΔQ = 1), the marginal cost will be £500.  In other words the coach company is 
having to pay an extra £500 to let me have a seat.  Clearly it will be making a loss by putting 
on that extra coach. 
 If, however, 50 people use the second coach, the marginal cost of providing the extra 
seats is only £10 per seat: ΔTC/ΔQ = £500/50 = £10. Presumably, with a full coach, the 
company will make a profit. 
 Once it has had to put on a second coach and has thus incurred the extra £500 cost, 
the marginal cost of extra passengers on that coach will be zero.  In other words the marginal 
cost of the first passenger is £500; thereafter there are no extra costs to be incurred (except 
maybe for a little extra fuel to cope with the extra weight) until a third coach is put on. 
 If, then, the question is whether to put on a second coach, and if all the company is 
thinking about is its short-term profits, the marginal cost it will look at is the marginal cost 
per passenger on it: i.e. ΔTC/ΔQ.  If, however, it has already put on that second coach and it 
has vacant seats, the marginal cost of taking one more passenger (say a person arriving at the 
coach station at the last minute and wanting to buy a ticket on the coach) will be virtually 
zero. 
 
  

Question 
Why may it still make economic sense for the company to put on a coach for just one or two 
passengers, rather than turning them away? 

 
Recently I again had to travel to London by coach and discovered that it was a good idea to 
book early in case the coach was full! Was the coach company being more senisble now? 
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Case 5.6 
Comparing the Behaviour of Long-run and 

Short-run Costs  
An application of isoquant analysis 

 
 

 Consider the isoquant map shown in Diagram (a).   

 
It shows a firm currently producing at point a. It is producing 200 units of output per time 
period (shown by the isoquant passing through point a) and is using K1 units of capital and 
L1 units of labour.  The cost of this much capital and labour is assumed to be £40,000 (shown 
by the isocost passing through point a).  Let us assume that the plant the firm is using is 
designed to produce 200 units of output at the least possible cost.  Therefore point a is on the 
long-run expansion path.  Both short-run and long-run average cost are £40,000/200 = £200. 
 Now let us see what will happen to the firm's cost if it chooses to expand output to 
300 units in a) the long run and b) the short run. 

Long run 
In the long run if the firm wants to produce 300 units of output it can increase the amount of 
both capital and labour.  It can thus move up the expansion path in Diagram (a) to point b, 
using K2 units of capital and L2 units of labour.  The total cost is £60,000.  The long-run 
average cost thus remains at the original £200 (£60,000/300), illustrating that this firm is 
experiencing constant returns to scale. 

Short run 
Returning to point a, what would happen in the short run if the firm wanted to increase output 
to 300 units? This is illustrated in Diagram (b).  
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In the short run capital is fixed in supply at K1.  If the firm wants to increase output to 300 
units it must therefore take on L3 units of labour.  It will be producing at point c on the 300 
unit isoquant.  Its total costs will rise to £66,000 (the isocost passing through point c).  The 
short-run average cost will rise to £66,000/300 = £220. 
 
  

Question 
Referring again to Diagram (b) and assuming that the firm is currently producing at point a 
using K1 capital and L1 labour, what will be the effect on (i) short-run and (ii) long-run 
average costs of reducing production to 100 units? 
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Case 6.1 
A Supply Chain Revolution 

B2B electronic marketplaces 

 
 
More than $1 trillion per year of trade between companies is conducted over the Internet. When 
firms buy and sell from eachother, this is known as ‘B2B e-commerce’ (as opposed to B2C e-
commerce, which refers to firms selling directly to consumers over the Internet). Many 
companies trade with eachother exclusively online. Indeed, the biggest company in the world, 
Wal-Mart, now conducts all its business with suppliers over a B2B network set up specifically 
for that purpose. 

In this case study we shall examine the nature of business-to-business (B2B) electronic 
marketplaces, how they work and who benefits from them, and in what way. 
 
What is a B2B marketplace? 

Business-to-business marketplaces can go under any number of names; ‘trading exchanges’, 
‘vertical hubs’, ‘vertical portals’, ‘supply-chain backbones’, ‘net markets’, ‘electronic 
communities’ and ‘procurement hubs’. What they all offer, in one way or another, is a website, 
where a market is created by bringing together both buyers and sellers of products and services. 

Vertical B2B marketplaces. Vertical B2B marketplaces are industry based. Most are arranged to 
enable manufacturers to source key suppliers. In 2000, GM, Ford and DaimlerChrysler, the 
three largest US motor manufacturers, set up Covisint. This was to act as a B2B marketplace to 
allow manufacturers to buy auto parts online. At the time, the manufacturers saw this a  
means of driving down their costs. Covisint, however, did not live up to expectations. 
Suppliers, fearful that the service would drive down profits, were reluctant to participate, and 
Compuware, the new owners of Covisint, decided to sell off the online auto auction.  
 e-STEEL, an electronic marketplace in the steel industry, has more than 3500 members and 
reflects the vertically-integrated structure of the industry. Spread over 100 countries, its 
members include steel mills, service centres, fabricators, distributors, trading companies and 
manufacturers. 
 According to the 2005 survey of 5218 companies by the European Commission’s e-
Business W@tch, 51 per cent of them purchased some of their supplies online, with 27 per 
cent purchasing more than 5 per cent in this way. 
 What has become increasingly apparent is that firms are looking for more than a simple 
online auction system. What they need is a sophisticated sourcing system that allows them, or 
sourcing agents acting on their behalf, to search for the right suppliers. 

Horizontal B2B marketplaces. Horizontal B2B marketplaces, rather than being industry based, 
tend to be product or service specific. Office supplies, spare parts, airline tickets and services 
generally can be found in such B2B marketplaces. 
 One of the most successful examples of a horizontal B2B marketplace is eBay Business, 
designed for the specific needs of small and medium-sized enterprises. With 160 million 
customers worldwide, both business and end-consumers, eBay is has grown to become the 
biggest of the B2B market places.  
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How do B2B marketplaces work? 

B2B marketplaces differ widely in both their complexity and objectives. Their principal aim, 
however, is to bring buyers and sellers together. How might such marketplaces achieve this 
goal? 

Business introductions. Many e-marketplaces act simply as an electronic notice board, bringing 
together buyers and sellers. Once they have found each other, the transaction process is 
negotiated and settled off-line. 

On-line catalogues. A more sophisticated e-marketplace is where sellers place on-line their 
catalogues, detailing products, price availability and delivery. Buyers can then browse, place 
orders electronically and, on certain sites, make payments on-line. 

On-line or e-auctions. Just as in a normal auction process, only in this case within an e-market, 
the seller puts up for sale a given product or service and invites offers. Such a system would 
provide a useful way of disposing of surplus production or divesting of obsolete machinery. 

Goindustry.com, a European e-marketplace for selling used and surplus machinery, cited 
the example of a German company that, having budgeted $500 000 to dismantle a factory, 
decided to see whether they might auction off the factory on-line instead. They sold it for $1.8m 
and the buyer came and dismantled it. 

Just as popular as the normal auction, the reverse or Dutch auction has a significant presence 
in e-marketplaces. Here a buyer puts out a tender and invites suppliers to put in a bid. For 
example, a supermarket might tender for contract to supply a certain foodstuff.  

E-auctions are most suitable for products or services that are relatively basic, in which price 
is the most important determinant of sale. The more complex the product, or the more non-price 
factors determine sale, such as the product’s quality, reliability or after-sales service, the less 
useful the auctioning framework is. For example, the USA-based Celarix, an e-market designed 
to bring together shippers who require freight space, and carriers who have space to fill, found 
that the e-auction had only limited appeal and application. The system was fine for providing 
one-off shipments or in introducing new companies to the market. However, established freight 
buyers wanted a tried and trusted service, where the value of a service was not cost-based but in 
depended on whether a product would be in the right place at the right time – a dimension of 
product service not reflected in the auction-based marketplace. 

Trading or e-exchanges. A more complex e-marketplace is the e-exchange. Like a stock 
exchange, it matches buyers and sellers via a bid and offer price system. 

Other services. As well as buying and selling, a number of e-marketplaces are aspiring to 
greater things. Many currently provide an industry news service. Some are seeking to establish 
greater collaborative working between industry members, in for example areas such as demand 
forecasting and logistics. 

What is increasingly emerging is the integrated online information provider, which allows 
companies to find suppliers and to connect to their business partners and acts as a global 
marketplace. An example is Global eXchange Services which has ‘Over 34,000 customers 
worldwide exchanging 1 billion electronic transactions, representing $1 trillion of goods and 
services’ (see). 

 
Who gains what in a B2B marketplace? 

B2B marketplaces benefit not only those directly involved in them, but also consumers and the 
economy in general. 
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Buyers. The gains for buyers are essentially based around the significant reduction they are 
likely to experience in transaction costs. The simplified administrative process and reduction in 
time drive such costs down. Buyers are also likely, via a bidding or auction process, or by a 
simple search process, to get the product or service at lowest price. Buyers also benefit from 
having easy and direct access to new sources of supply. This reduces the need to carry stocks.  

Sellers. The main advantage to sellers of the e-marketplace is the access they gain to new buyers 
and the potential this creates to increase sales volume. As with the buyer, the seller is likely to 
experience significant reductions in transaction costs on each sale made.  

Consumers. As procurement costs are cut, the costs of producing goods and services should fall. 
Some of these cost savings should be passed on to the consumer in lower prices. 

Economy. IT contributes approximately 50 per cent to GDP growth. It is anticipated that this 
will rise with the proliferation of e-business. Goldman Sachs estimates that the effect of B2B on 
aggregate supply will be to cause average growth rates to rise by 0.25 per cent for the next 10 
years. 
 
Limits, drawbacks and problems with B2B 

The problems with B2B e-marketplaces are less well articulated than their apparent strengths, 
which reflects the general perception that B2B e-marketplaces are a good thing, with an 
immense potential to improve efficiency. 

However, B2B e-marketplaces are not totally free from problems. Many small businesses, 
especially component suppliers, have argued that e-markets are simply being used by large 
buyers to push supply prices down and thus forcing the suppliers to take smaller and smaller 
profit margins. In addition, many small businesses have suggested that they will not get or be 
able to afford access to B2B marketplaces. As business progressively focuses upon the e-
marketplace for buying and selling, competition will be distorted, as those outside the 
marketplace are squeezed out by those inside. Claims that B2B marketplaces will be neutral in 
this respect would seem questionable. 

As mentioned above, many of the B2B marketplaces actively seek to enhance collaboration 
between site and industry members. How far does such collaboration go before it starts to be 
anti-competitive and begins to infringe competition rules? Both in the EU and in the USA, 
rulings thus far by the competition authorities have supported the creation of B2B marketplaces. 
It has been generally felt that the benefits from such marketplaces, both to business and 
consumers, are huge. What is more, the conventional (non-electronic) supply channels, which 
are still used, are seen to reduce the risk of competition rules being infringed at present. What 
the competition authorities seem most concerned about is the degree of collusion that the new 
marketplaces might enable and how it might be effectively regulated. 
 
B2B e-marketplaces are set to grow and revolutionise many aspects of business behaviour, the 
benefits from which will be felt by not only the businesses themselves but by their customers as 
well. 
 
 

Question  
Which of the two, vertical or horizontal B2B marketplaces, is likely (a) to offer the greater 
potential increase in competition; (b) to pose the greater potential danger to competition? 

Sloman Case Studies - p. 67



 

 
 
 4 

 

Sloman Case Studies - p. 68



 

 
 

Case 6.2 
Measuring Monopoly Power 

The power over prices 
 

 

What is crucial in determining a monopolist’s price and output is the firm’s power. The greater 
the monopolist’s power, the higher the price it can charge. This power will depend on:  

• the nature of the product – is it crucial to people’s welfare, or could they reasonably 
go without it? A monopoly producer of bread would have more power than a 
monopoly producer of candy floss. 

• whether there are reasonably close substitutes produced by other industries. The more 
distant the substitutes, the greater the monopolist’s power. 

 How is this power to be measured? There are a number of possible measures. Let us 
examine three that are in common use. 
 
1. The price elasticity of demand (at the profit maximising output).  
The lower the elasticity the greater the power. 
 
2. (P–MR)/P 
Under perfect competition, given that the demand curve is horizontal, price equals marginal 
revenue. Under monopoly, however, price is higher than marginal revenue (see Figure 6.8 in the 
textbook). The less the elasticity of demand (and hence the greater the monopolist’s power) the 
greater the difference between P and MR (i.e. P – MR). To see this, imagine making the AR and 
MR curves steeper in Figure 6.8 of Economics (7th edition). The gap between P and MR will 
widen. 
 Note that under this measure a perfectly competitive firm has a power of zero. Note also that 
it can be proved that this measure is the inverse of the price elasticity of demand (1/Pεd).  
 

Question 
Why under this measure do we divide P minus MR by price? 

 
3. (P–AC)/AC 
This measures supernormal profit (P – AC) as a proportion of average cost (AC). With the 
previous two measures, a relatively powerful monopolist could still earn very low profits; or 
even make a loss if the AC curve were everywhere above the AR curve. In such a case, the 
monopolist’s ‘power’ is useless. Who wants power to produce a product that costs more to 
produce than people are willing to pay? 
 By measuring supernormal profit we are measuring the success of the use of monopoly 
power. Of course, this measure has to apply to long-run profits, since in the short run, even 
perfectly competitive firms can make supernormal profits. 
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Question 
What would be the best way of measuring the market power of (a) a pop star; (b) the local 
football club? 
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Case 6.3 
Competition in the Pipeline? 

Monopoly in the supply of gas 
 
 
Some of the best examples of monopoly in the UK are the privatised utilities such as 
telecommunications, water and gas. The government, recognising the dangers of high prices 
and high profits under monopoly, has attempted to introduce competition in various parts of 
these industries. But in other parts there is no competition: they remain monopolies. 
 This mixture of competition and monopoly is well illustrated in the UK market for gas. 
There are three parts to this market: production; storage and transportation; and supply to 
customers. In production there is considerable competition, with several companies operating 
in the North Sea. In storage and transportation, however, there is a monopoly. National Grid 
Gas plc, originally called TransCo, owns the expensive gas pipelines and storage facilities. 
TransCo was formed in 1997 when British Gas (BG) was split into two parts. Following a 
merger with National Grid (owner of the electricity transmission network) Transco is now 
part of National Grid plc, the UK’s largest utility. The other part of the former British Gas is 
still called Bristish Gas (BG). BG is involved in supply to the customer. BG is part of 
Centrica, which also includes Dyno-Rod. The AA used to be owned by Centrica, but it was 
sold in July 2004 to private investment groups. In supply, the market has been gradually 
opened up to competition. 
 First, in 1990, large industrial consumers of gas were allowed to choose their suppliers. 
This choice was extended to small industrial  consumers in 1992. By 1993, BG’s share of the 
industrial gas market had fallen to 41 per cent (from virtually 100 per cent in 1990). Gas 
competition has encouraged over 60 gas suppliers to join the market, and between 1995 and 
2000 average prices to industrial and commercial users fell by 53 per cent (after taking 
inflation into account). 
 The market for domestic consumers in Great Britain was opened up to competition 
between 1996 and 1998. By 2003, there were 29 suppliers in this market. However, there has 
been considerable ‘consolidation’ in the market as suppliers have merged and by 2006 there 
were just six major competitors, although there were several other smaller ones, some 
operating in just certain areas. Nevertheless, Ofgem, the gas and electricity industry regulator, 
claims that there is still plenty of competitive pressure in the market, with over 40 per cent of 
customers having switched supplier. BG’s share of this market had fallen to around 60 per 
cent. Competition had reduced gas prices to consumers by over 20 per cent (after taking 
inflation and increased wholesale gas prices into account). 
 But how do gas suppliers compete, given that National Grid Gas has a monopoly of the 
pipelines? The answer is that National Grid Gas is required to allow companies to use its 
pipelines. It charges them a rent for this service. Producers’ supply is metered in; the gas used 
by companies supplying consumers is metered out. This enables the producing companies to 
charge the customer-supplying companies, and enables National Grid Gas to work out the 
amount of rent to charge. This accounts for 30 to 40 per cent of the average household bill, 
depending on the wholesale price of gas from the North Sea. 
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 One reason for splitting BG was the worry that it would charge very high rents to its 
competitors, thereby giving itself an unfair advantage. In other words, it would use its 
monopoly in one part of the industry to prevent fair competition in another part. 
 One solution to this monopoly problem would be for the government to regulate the size 
of the rent and to insist that BG charged itself the same rent as its competitors. This was the 
policy in the early 1990s. Ofgas, the regulatory agency set up by the government at the time of 
privatisation in 1986, attempted to get BG to charge all customers, including itself, the same 
rent. After the split, National Grid Gas remains regulated (by Ofgem, the successor to Ofgas). 
This is to prevent it using its monopoly power to charge excessive rents or to discriminate 
unfairly between users of its pipelines. 
 What about regulation on the supply side? BG was initially regulated, but as competition 
was introduced, so regulation was removed. By 2002, all regulation in supply had 
disappeared. 
 With National Grid Gas’s rental charges firmly and fairly regulated, many of the new 
entrants into the gas supply industry have offered prices to customers some 10 to 20 per cent 
below that of BG. Not surprisingly, BG responded by reducing its own prices. 
 The situation seemed to have changed in 2005 and 2006, with large increases in the price 
of imported gas and gas from the North Sea. BG responded by raising its prices substantially, 
as did other suppliers. But BG was still concerned to remain competitive, as switching 
supplier is very easy nowadays with several agencies, such as The Energy Shop, uSwitch and 
UK Power, helping consumers to switch. 
 
 
 

Questions 
1. What possible advantages to the consumer could there be in (a) National Grid Gas having 

a monopoly over gas pipelines; (b) BG remaining a monopoly in the supply of gas to 
domestic households? 

2. What are the arguments for and against Ofgem regulating the price of gas supplied to 
domestic households? 
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Case 6.4 
Windows Cleaning 

International attempts to curb the power of Microsoft 
 
 
On 18 May 1998, the US government initiated its biggest competition case for 20 years: it 
sued Microsoft, the world’s largest software company. It accused Microsoft of abusing its 
market power and seeking to crush its rivals. By controlling the Windows operating software, 
Microsoft could force its own Internet browser, Internet Explorer, on to consumers and 
computer manufacturers. 

The case against Microsoft had been building for many years, but it was with the release 
of Windows 98 that the US government decided to act. The US Justice Department alleged 
that Microsoft had committed the following anti-competitive actions: 

▪ Back in May 1995, Microsoft attempted to collude with Netscape Communications to 
divide the Internet browser market. Netscape Communications refused. 

▪ Microsoft had forced personal computer manufacturers to install Internet Explorer in 
order to obtain a Windows 95 operating licence. 

▪ Microsoft insisted that PC manufacturers conformed to a Microsoft front screen for 
Windows. This included specified icons, one of which was Microsoft’s Internet 
Explorer. 

▪ It had set up reciprocal advertising arrangements with America’s largest Internet 
service providers, such as America Online (AOL). Here Microsoft would promote 
AOL via Windows. In return, AOL would not promote Netscape’s browsers. 

Microsoft, in its defence, argued that the integration of its own browser into the Windows 
system was a natural part of the process of product innovation and development. If Microsoft 
were to do nothing with its Windows product, it would, over time, lose its dominant market 
position, and be replaced by a more innovative and superior product manufactured by a rival 
software producer. 

In this respect, Microsoft could be seen to be operating in the consumer’s interest. The 
argument is that, in an environment where technology is changing rapidly, Microsoft’s 
control over standards gives the user a measure of stability, knowing that any new products 
and applications will be compatible with existing ones. In other words, new software can be 
incorporated into existing systems. 

Network effects 
The key issue in respect to Microsoft, then, was not so much the browser war, but far more 
fundamentally to do with the operating system, and how Microsoft used its ownership of this 
system to extend its leverage into other related high-technology markets. 

An operating system attracts software developed around that operating system, thereby 
discouraging new competition since any alternative faces not only the challenge of creating a 
better operating system but competing against a whole array of already existing software 
applications . . . These so-called ‘network effects’ give an incredible anti-competitive edge to 
companies like Microsoft that control so many different parts of the network.1 
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Network effects arise when consumers of a product benefit from it being used by other 
consumers. The more people that use it, the greater the benefit to each individual user. 

In the case of Microsoft’s products, firms benefit from lower training costs because 
individuals who have learnt to use Microsoft products elsewhere can be readily absorbed into 
the firm. Individuals benefit too because they do not have to learn to use new software when 
they move to another organisation and the learning costs are fairly low as a new version of 
the software is introduced.  

The problem for the consumer in such a scenario is that these network effects can lead to 
the establishment of a monopoly producer and hence to higher prices. There is also the 
problem of whether the best product is being produced by the monopolist. In such an 
instance, the consumer may be ‘locked in’ to using an inferior product or technology with 
limited opportunity (if any) to change. 

Microsoft had been able to use consumer lock-in to drive competitors from the market. 
Where choice did exist, for example in Internet browsers, Microsoft was using its operating 
system dominance to promote its own product. 

US Court findings 
A verdict was reached on 7 June 2000, when Federal Judge Thomas Penfield Jackson ruled 
that Microsoft be split in two to prevent it operating as a monopoly. One company would 
produce and market the Windows operating system; the other would produce and market the 
applications software, such as Microsoft Office and the Web browser, Internet Explorer. 

Microsoft appealed against the judgment to the US Federal Appeals Court, which in June 
2001 overturned the ruling and referred the case to a different judge for reconsideration. 
Judge Colleen Kollar-Kotelly urged both sides (Microsoft and the US Justice Department) to 
try to reach a settlement and in November 2001 they did just that. They agreed that Microsoft 
would provide technical information about Windows to other companies to enable them to 
write software that would compete with Microsoft’s own software. Also, Microsoft would not 
be allowed to retaliate against computer manufacturers that installed rival products or 
removed icons for Microsoft applications. 

Nine states, however, refused to sign up to the agreement and a further year went past 
before Judge Kollar-Kotelly gave her final ruling. Whilst she agreed with many of Judge 
Jackson’s original findings, she did not require that Microsoft be split into two companies. 
Instead, she upheld the November 2001 agreement. 

European Commission findings 
Legal action against Microsoft was not confined to the USA. In March 2004, the European 
Commission fined Microsoft a record €497 million for an ‘Abuse of a Dominant Position’ in 
the operating system market. It found that Microsoft had harmed competition in the media 
player market by bundling Windows Media Player with its operating system. Further, 
Microsoft had refused to supply information about its secret software code to suppliers of 
alternative network software at reasonable rates.  By doing so, non-Windows network 
software could be interoperable with (‘talk’ to) Windows network software and firms who 
had purchased Windows Network servers would not to be solely tied in to Microsoft server 
software and more application software products might be developed. 

In addition Microsoft was ordered to issue a version of Windows XP without Windows 
Media Player (WMP). The argument was similar to the earlier ones used in the USA over 

Sloman Case Studies - p. 74



 

 
  3 

browsers. This time it was claimed that by bundling WMP with XP, Microsoft was gaining an 
unfair advantage over competitor media players, such as RealPlayer and Apple’s QuickTime. 
Microsoft was also ordered to share programming code with rivals to allow them to develop 
servers compatible with Windows.  

In December 2005, the Commission found that Microsoft was in breech of the 2004 
ruling for failing to supply its rivals with ‘the complete and accurate interoperability 
required’. It stated that it would impose daily fines on Microsoft of up to €2 million. In July 
2006, the Commission decided that these fines had mounted to a total of €280 million. It 
would give Microsoft until November 23 to supply satisfactory code, or face a further €2 
million daily fine. Microsoft met this deadline – just! 

Subsequent events 
In April 2006, Microsoft launched an appeal against the judgment, claiming that the EU’s 
ruling violated international law by forcing the company to share information with rivals. 
However, the Court of First Instance found in the Commission’s favour. 

Microsoft complied with the first ruling and un-bundled Windows Media Player from its 
operating systems, much to the annoyance of computer suppliers who argued that their 
customers could easily upload alternative media players from the web. However, until 
October 2007 Microsoft continued to charge high royalty rates and fees for inter-operability 
information that would allow competitors to access secret source code on the Windows 
Network System.  As a result, in February 2008 the Commission penalised Microsoft a further 
€899 million for non-compliance with its 2004 decision and Microsoft became the first 
company in fifty years of EU competition policy to be fined for non-compliance with a 
Commission decision2. 

The pressure from the Commission on Microsoft was mounting.  In January 2009 the 
Commission sent a Statement of Objections to Microsoft regarding the tying of its browser, 
Internet Explorer3. The Commission argues that such tying gives Internet Explorer a 
distribution advantage that its rivals do not have.  Further, its dominance in the market 
(though see below) creates artificial incentives to content providers and software developers 
to create web material or software primarily for Internet Explorer thereby stifling innovation. 

More battles 
With the release of Windows Vista in Europe, along with Office 2007 and Exchange Server 
2007, the scene was set for another battle. The European Committee for Interoperable 
Systems (ECIS), an international association of IT hardware and software providers, 
including Nokia, Oracle and IBM, lodged a complaint with the EU. It claimed that these 
products ignore the principles established in the European Commission’s 2004 ruling. 

Specifically, the new software makes it difficult for non-Microsoft applications to run on 
Windows. Also, with its Exchange server 2007 (for corporate email systems based on 
Outlook) Microsoft is developing a new Web pages language to replace HTML for Web-
based messaging. This, again, will make it difficult for users not using Windows. Finally, a 
new document file format in Office 2007 operates seamlessly only in Windows. 

You might want to follow subsequent events as the news unfolds (see the section A of the 
Hotlinks section of this book’s website for links to newspaper sites). 
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Actions elsewhere in the world 
Microsoft is no stranger to anti-monopoly law suits. In 2005 Microsoft was fined 33bn won 
($32 million; £18.4 million) by South Korea’s Fair Trade Commission for breaches of anti-
monopoly legislation that covered very similar issues to those which had occurred in the EU 
investigation.  

In August 2008 Microsoft was being investigated by Taiwan’s Fair Trade Commission 
because of its monopoly position in the operating system market. 

Microsoft and the public interest 
These lawsuits raise an important issue: is Microsoft acting for or against the public interest? 

The classic case against monopoly suppliers is that they charge higher prices and offer 
lower quantities to consumers than would be the case under perfect competition. In addition, 
the supernormal power that monopolies earn may be detrimental to society if it is used to 
continue to support the monopoly position, say by lobbying or bribing government officials. 
Further, if no competition prevails then monopoly suppliers may become more inefficient. 

However, the competition authorities have never penalised Microsoft because it has a 
monopoly market power. It has been fined when it has abused its market power. That is, it is 
not the monopoly market structure that matters per se to competition authorities; rather it is 
the behaviour of the firm when it has monopoly power. Through its actions it has raised 
barriers to entry by restricting the opportunities for potential rival firms to offer alternative 
products to customers and so it has restricted choice. 

In its defence, Microsoft has argued that it has continually sort to re-invest its profits in 
new product development and offered a number of innovative solutions over the past 30 years 
for individuals and businesses alike. (Can you think of all the versions of Windows and the 
‘free updates’ there have been?) 

Further, in an environment where technology is changing rapidly, Microsoft’s control 
over standards gives the user a measure of stability, knowing that any new products and 
applications will be compatible with existing ones. In other words, new software can be 
incorporated into existing systems.  In this respect, Microsoft can be viewed as operating in 
society’s interest. 

Microsoft would argue that it has a right to protect its in-house software code from 
competitors and receive a fair price for it. Indeed, it is a natural response for the firm to 
protect its intellectual property rights because failure to do so would lead to the demise of 
Microsoft. 

Challenges to Microsoft’s monopoly power 
Microsoft is facing increasing competitive pressure.  The recent challenges from competition 
authorities have opened up the browser market, for example. Microsoft’s Internet Explorer is 
still the dominant browser, but since the mid- 2000s its market share has fallen quite 
significantly as other browsers, notably Mozilla Firefox, have grown in usage4.  

There is also a growing challenge from new Internet firms, such as Google and Facebook.  
Both Google and Facebook have created enormous networks of users who are then targeted 
with tailored adverts paid for by firms who want to reach these vast audiences. This is a very 
different business model from that of Microsoft and, as part of the desire to create large 
networks of users, free products are being released that will compete with those of Microsoft.  
For example, Google’s venture with Sun Microsystems and others to develop Open Office 
competes directly with Microsoft’s Office while Google’s Chrome competes directly with 
Internet Explorer.  Both of these products have very small market shares at present, but 
Google’s web presence is such that users can store email, word processing, spreadsheet and 
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other data online and can even invite other users to collaborate on documents on the Internet 
via its Google Docs product. 

It remains unclear whether Microsoft’s dominance in the operating system market will be 
overhauled in the near future. Apple is the only likely rival to Microsoft for operating systems 
on standalone computers. However, it has a small market share of the operating system 
market because it wants to concentrate on particular sorts of user, those who appreciate good 
design, and has also shifted its business emphasis in recent times by developing iPhone and 
iTunes technologies. The open-source operating system, Linux, still has less then 5 per cent 
of the operating system market and is also little threat to Microsoft at the moment.  However, 
things do change rapidly in the technology sector. 
 
  

Questions 
1. In what ways has Microsoft’s behaviour been (a) against the public interest; (b) in the 

public interest? 

2. Being locked-in to a product or technology is only a problem if such a product can be 
clearly shown to be inferior to an alternative. What difficulties might there be in 
establishing such a case? 

 
1 N. Newman, From MS Word to MS World: How Microsoft is Building a Global Monopoly (1997), 
www.netaction.org/msoft/world  
2 See Antitrust: Commission imposes € 899 million penalty on Microsoft for non-compliance with March 2004 
Decision, IP/08/318, 27th February 2008. 
3 See Antitrust: Commission confirms sending a Statement of Objections to Microsoft on the tying of Internet 
Explorer to Windows, MEMO/09/15, 17th January 2009. 
4 For Figures on Browser usage see http://en.wikipedia.org/wiki/Usage_share_of_web_browsers 
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Case 7.1 
A case study of Monopolistic Competition 

The motor vehicle repair and servicing industry 
 
 
The typical British small garage is stereotyped as untidy, messy, cluttered with hoists and 
equipment, with a few overall-clad figures working to the clatter of tools and blaring radio. 
 This picture is quite different from that of the early years of the automobile. In those days, 
work on the car was the domain of the chauffeur or blacksmith, or the manufacturer if repairs 
were beyond both. 
 This was to change following the Second World War. As the volume of cars grew so the 
motor repair sector began to expand, giving employment to the many mechanically trained ex-
servicemen. 
 The market grew so quickly that there was little chance of erecting entry barriers. For 
example, although there were moves to introduce specific (City and Guilds) qualifications for 
mechanics and thereby impose a degree of restricted entry on the industry, this was never fully 
established. The result is to be seen today. 
 The motor vehicle repair industry has developed into a good example of a monopolistically 
competitive industry. 

In 2001, it was estimated that the MVR industry in the UK employed just over 170,000 people in 
about 44,000 businesses. The statistics also show that the industry is still dominated by small and 
medium-sized businesses (SMEs) with over half the workforce (~58%) employed in either zero-
employee enterprises e.g. sole traders or partnerships, or businesses employing less than 10 
people. Companies with less than 50 people accounted for approx. 83% of the workforce.1 

 The vehicle repair and servicing industry is diverse, being made up of general repairers, 
specialist repairers (i.e. bodywork, electrics), dealers and petrol stations. With so many garages, 
the industry has remained a highly competitive one. However, specialism and locality enable the 
various garages to maintain a fairly constant degree of control over their price. 
 
 

Questions 
1. What are the specific features of the motor vehicle repair industry that have restricted the 

growth of large-scale operations? 

2. What other industries can you think of that exhibit similar characteristics?  

 
 
 

                                                 
1 Health and Safety in Motor Vehicle Repair (http://www.hse.gov.uk/mvr/) 
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Case 7.2 
The Corner Shop and the Hypermarket 

A case study in non-price competition 
 
 
The general store corner shop run by Mr and Mrs Brown has been seeing its trade dwindle. 
This family business, passed from generation to generation, is on the verge of closure. The 
thorn in the Browns’ side is a hypermarket, rapidly planned and constructed five years ago on 
a site no more than 2 miles away. 

The Browns are unable to undercut the hypermarket’s prices because they are prevented 
from making bulk purchases due to their limited storage space. Thus they must consider how 
they might compete on non-price terms. 

Lower prices are not the only advantage the hypermarket has over the Browns. It is able 
to offer a wider range of goods, not only groceries but consumer durables, clothing and 
hardware. It has superior display and hygiene, easier parking, self-service and longer opening 
hours, as well as credit-card facilities. What are the Browns to do? What non-price means of 
competition are open to small traders? 

The Browns do, surprisingly, have a number of options, chief among which is their 
ability to offer a more personal service, including such things as delivery. Alternatively, they 
might turn to a local advertising campaign, stressing the shop’s convenience and place within 
the community: i.e. they might try and create a degree of shop loyalty. 

Temporary credit and longer hours are further strategies they could adopt, fighting the 
hypermarket on its own terms. One thing is certain: they and others like them will have to be 
flexible if they are to meet the challenges posed by superstores. 

But now the Browns face two new challenges. The local hypermarket has just introduced 
24-hour opening and a new Tesco Metro has just opened in the local petrol station. What left 
is there that the Browns can do? Perhaps it’s time to close down. 
 
 

Questions 
Given that many superstores are opening longer hours, providing counter service, home 
deliveries, etc., do you agree that the only advantage that many small shops have left is their 
locality?  
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Case 7.3 
The Curry Wars 

Competition hotter than a Vindaloo 
 

The eating-out sector in the UK 
The ‘eating-out’ sector (i.e. takeaways and restaurants) is a vibrant market in the UK, with 
sales of some £28 billion1. Although the sector has grown less strongly in recent years than in 
the late 1990s, it has still grown in real terms by around 7 per cent per annum since 2000. 

The sector exhibits many of the characteristics of a monopolistically competitive market.  

Large number of local buyers. According to a Mintel survey in 20052, around 86 per cent of 
UK adults had eaten out over three times within the previous 3 months. The figure rises to 90 
per cent for those living in the South East, though overall regional variations are quite small. 

Large number of firms. The survey showed that there were some 95 000 hotel, restaurant and 
pub enterprises in the UK. Other information shows that there were 90 Motorway service 
Areas, 8600 fish and chip shops, over 9000 Indian restaurants and countless fast food outlets. 
Although the sector has some large national and global chains, these are usually competing in 
local markets. 

Competitive prices. Margins are very tight (around 2 per cent in the hotel business) because 
firms have to price very competitively to catch local custom. Only around 60 per cent of 
these businesses survive longer than 3 years.  

Differentiated products. To attract customers, suppliers must each differentiate their product 
in various ways, such as food type, ambience, comfort, service, quality, advertising and 
opening hours. Firms have to cater for the dynamic nature of consumer preferences and 
constantly adapt or go under. 

Changing consumer tastes 
Most of the growth in the eating-out sector is in the fast-food segment. Consumers value 
convenience because they lead busy lives. However, they are expressing a growing 
preference for more healthy food. There has thus been a shift towards buying healthy snacks 
from retail outlets and away from hamburger bars. For example, McDonalds, which had 
dramatically increased the number of outlets in the 1990s, suffered a downturn in fortunes 
because its products were not associated with healthy eating. In 2003 the company 
fundamentally changed its product menu to accommodate healthier eating options, such as 
porridge, bagels, fruit and a variety of salads alongside the traditional meals. 

In addition, the traditional hamburger bars are facing active competition from the 
chicken burger bars such as KFC and (the relatively new entrant) Nandos, because of the 
quality problems associated with beef in recent times (i.e. BSE and Foot and Mouth). 

Ethnic Foods 
Ethnic food forms a substantial part of eating out in the UK. Around 70 per cent of those who 
had eaten out in 2005 had been to an Indian, Chinese or other ethnic restaurant, according to 
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Mintel. However, in terms of market value, ethnic takeaways and restaurants accounted for 
only 6.1 per cent and 7.3 per cent respectively in 2005 – a slight fall from 2000. With the 
exception of the medium and premium brand end of the market, there has been limited 
innovation in the ethnic eating-out sector. Consumers are looking for alternative cuisine when 
they eat out and have become tired of the traditional format. 

Ethnic restaurants are also facing problems on the supply side. Along with the minimum 
wage legislation, which is affecting the whole sector, a tightening up of the immigration laws 
is making it difficult to recruit suitably qualified people, and younger members of these 
largely family-owned businesses are looking to careers outside of the sector because hours 
are long and rewards low. 

Competition in the Indian restaurant market 
The growth in the popularity of Indian food over the past 20 years has led to the proliferation 
of restaurants and take-away outlets. The traditional Indian curry house – the institution that 
made curry the UK’s favourite dish – accounted for 28 per cent of meals eaten out by UK 
adults in 2005. 

The close geographic proximity of many such businesses on a well-known street in 
Bristol led in the early 1990s to what became known as the ‘Curry War’. The restaurants had 
appeared to exist alongside one another quite happily, providing a range of Indian food. In 
line with the assumptions of monopolistic competition the restaurants competed in terms of 
non-price factors such as comfort, advertising and opening hours. Business boomed. 
 Then with the recession of the early 1990s a price war suddenly erupted. First take-away 
prices were slashed by 20 and 30 per cent, and eventually by 50 per cent at the war's peak. 
Similar price cuts for dining-in meals were soon to follow. As the war grew more intense 
many restaurants saw their profits fall. This was particularly true for those restaurants which 
tried to resist cutting their prices. 
 Due to the geographical proximity and cultural links of these businesses the cut-throat 
nature of such competition was eventually averted. The local traders' association formed what 
amounted to a curry cartel. Minimum prices were fixed for curries and prices rose once again. 
 But as prices in Bristol were rising, prices in other towns were plummeting. On the 8 
October 1993 The Independent reported on a new curry war in Hampstead. 

 Mr Khan looked around the Fleet Tandoori, packed, on a Tuesday night, with lager-swilling curry-
shovellers, and expressed himself delighted with his night's work. 

   ‘We are doing this for the hard-pressed consumer,' he said. `We are the consumer's friend. 
At our prices the consumer can eat at the Fleet for dinner every night for less than the cost of 
breakfast.' 

   It may seem unlikely, but if you want a cheap curry to warm you up this autumn, forget Brick 
Lane, Bradford or the Balti houses of Birmingham. Head instead for Hampstead, the plushest of 
London districts, where you can indulge in Bombay duck, onion bhaji and vindaloo and still have 
enough change from a fiver for a packet of extra strong mints... 

   ...The opening skirmishes came in September, when the Light of Kashmir restaurant, 
operating in Hampstead since 1962, started a `Sunday Madness' promotion, halving, at a stroke, 
its prices. 

   ...Within a fortnight, the restaurant had extended its half-price offer to Saturdays and thence 
to every night of the week. ...Two doors down on Fleet Road's parade of shops, on the other side 
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of a Mexican restaurant that offers an ‘eat-all-you-like buffet' for just £4.99, is the Fleet Tandoori. 
A week after the Light started its Seven-Day Madness, a sign appeared outside the Fleet 
advertising meals at half price. 

   ...What has upset Mr Khan ... is that all the curry men of Fleet Road are friends and 
neighbours from way back ... Over the years they have shared staff, poached each other's chefs, 
cartelled their prices. But the recession put an end to this camaraderie. 

Increasingly, however, in town after town ‘curry cartels’ formed as strong cultural ties 
among the local Asian communities helped to avert such cut-throat competition. It was 
realised that, as prices in Indian restaurants were considerably less than in Italian and French 
ones, fixing minimum curry prices would raise incomes. Such activity, however, is illegal in 
the UK. It is also unlikely to last for long as other segments of the market develop to undercut 
curry-house prices or attract consumers with a new culinary offering. 

Recent developments 
In more recent times Indian restaurants have also suffered from changing British preferences 
and supply-side pressures. They are also facing direct competition from ready-to-eat curries 
sold in local supermarkets and the sale of curry in local pubs.  

The Indian restaurant has had to re-launch its appeal. One reported method of attracting 
customers to Birmingham’s ‘Balti Belt’ in the early 2000s was for rival Indian restaurants to 
have the most visible Las Vegas-style neon sign. This, however, has not been a common 
response and the lower end of the market is still stagnating.  

Innovation is starting to develop in the premium end of the market. Mintel reports that 
there has recently been a move towards acquisitions in both the Indian takeaway and 
restaurant segments of the market. This is small in scale at the moment, but the emphasis is 
on trying to develop the brand identity. The premium end of the market, with around 17 per 
cent of sales, is now the most lucrative. 

It will be interesting to see how the market develops over the next 10 years. 
 

Questions 

1. What has happened to the price elasticity of demand for Indian restaurant curries over 
time? What can be said about cross-price elasticity of demand for pub meals? 

2. Collusion between restaurants suggest that they are operating under oligopoly, not 
monopolistic competition. Do you agree? 

 
 
                                                 
1 Source: Eating Out Review, Mintel (2005). 
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Case 7.4 
Oligopoly or Monopolistic Competition 

Big firms and little firms: the case of bakeries 
 
 
Despite barriers to entry of other large-scale firms, many oligopolies face competition at the 
margin from many small firms. The reason for this is that the small firms often produce a 
specialist product or serve a local market. These small firms are in a position somewhat like 
monopolistic competition: they produce a differentiated product and face few if any entry 
barriers themselves. 

 
A good example of this is bakers. Two giant producers, Allied Bakeries and British 

Bakeries (part of Premier Foods), produce bread for a nation-wide market. There ‘plant 
bakers’ are of a similar size and between them account for about 54 per cent of the market by 
value, with other large bakeries accounting for a further 23 per cent of the market (including 
Warburtons, the third largest plant baker). But then there are thousands of small bakeries, 
often where the bread is baked in the shop. Their bread is usually more expensive than the 
mass-produced bread of the two giants, but they often sell a greater variety of loaves, cakes, 
etc., and many people prefer to buy their bread freshly baked. 

 In the 1950s and 1960s, the giant bakers gradually captured a larger and larger share of the 
market. This was due to technical developments that allowed economies of scale: 
developments such as mechanical handling of bread, processes that allowed rapid large-scale 

Market share of bakeries (by value), 2008

Allied Bakeries
28%

British Bakeries
26%

Other large bakeries
23%

In-store bakeries
17%

Small and medium-sized 
bakers

6%
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proving of dough, and bulk road tankers for flour. Also, with the development of 
supermarkets where people tended to shop for the week, there was a growth in large-volume 
retail outlets where there was a demand for wrapped bread with a long sell-by date. These 
presented real barriers to the small baker. 

 But then in the 1970s, the rise in oil prices and hence the rise in transport costs gave a 
substantial cost advantage to locally produced bread. What is more, some of the technical 
developments of the 1960s were adapted to small-scale baking. Finally there was a shift in 
consumer tastes away from mass-produced bread and towards the more individual styles of 
bread produced by the small baker. 

 The effect was a growth in the number of small bakers, who now found that entry barriers 
were very small. 

In recent years, however, the small baker has faced a new form of competition. This is 
from the in-store bakeries in supermarkets, which now have about 17 per cent of the market. 
These produce not only the standard loaves, but also the more specialist breads which were 
previously produced only by the small bakers. Not to be outdone, the plant bakers are now 
also producing a wider range of breads, many produced for the supermarkets to be sold under 
their own brands. Life is becoming harder again for the small baker. 

 
 

Questions 
Are the large oligopolistic bakers and the small bakers catering for the same market? 
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Case 7.5 
Rip-off Britain 

Evidence of oligopolistic collusion? 
 
 
In recent years there have been repeated allegations that British consumers are paying much higher 
prices than their European counterparts on a wide range of goods. The car industry, the large 
supermarket chains and the banks have all been charged with ‘ripping-off’ the consumer. Such has 
been the level of concern, that all three industries were referred to the Competition Commission 
(see section 12.3) at the turn of the 21st century. In this case study we consider what has 
happened since then. 
 
Car Industry 
The clearest evidence of anti-competitive pricing behaviour in the UK car industry came with the 
admission by Volvo in July 1999 that it had entered secret agreements to keep British car prices 
high. This appeared to be just the tip of an iceberg, with car manufacturers fixing prices through the 
system of selective and exclusive distribution (SED). In other words, manufacturers would only 
supply through ‘official’ dealers who would sell at the list price (or at small agreed ‘discounts’).  
 When we consider the difference in price between identical models in Britain and mainland 
Europe the discrepancies were huge. The Competition Commission report published in April 
2000, found that car buyers in Britain were paying on average some 10 to 12 per cent more than 
those in France, Germany and Italy for the same models For 58 of the 71 models analysed by the 
Commission, the UK price was at least 20 per cent higher than in the cheapest country. The 
Commission concluded that British car buyers were paying around 10 per cent too much for new 
cars, or some £1100 for an average car.  

The price discrepancies between Britain and Europe were maintained by car manufacturers 
blocking cheaper European cars coming into the UK. Manufacturers were accused of adopting a 
number of anti-competitive practices. These include threatening mainland European car dealers 
with losing their dealership if they sell to British buyers, and delaying the delivery date of right-
hand drive models to mainland European dealers in the hope that British buyers changes their 
mind and go back to a British dealership. 

As the problem involved more than one EU country, the European Commission (EC) also 
examined the issue. It concluded that the motor vehicle manufacturers had agreements with 
distributors that were too restrictive. In 2002, the EC changed the ‘Block Exemption’ regulations 
governing the sector to allow distributors to set up in different countries and to sell multiple 
brands of car within their showrooms. Furthermore, distributors who are offered an exclusive 
‘sales territory’ distribution agreement by car manufacturers are now allowed to resell cars to 
other distributors who are not part of the manufacturer’s network. This should help to develop 
other sales outlets such as car supermarkets and Internet retailers. In addition, the regulation has 
opened up the repair and spare parts sector to more firms. 

Changes in the regulations, and the addition of ten new member states in 2004 and another 
two in 2007, have made the car market more competitive by increasing the sources of supply. 
Slowly, prices of new car prices have been converging across the EU towards the lower-price 
markets. 

Sloman Case Studies - p. 85

http://www.competition-commission.org.uk/rep_pub/reports/2000/439cars.htm#summary


 

 
 

But what about the UK? Since 2003 new car prices have fallen. In August 2005 new car 
prices fell by 0.5 per cent over the year, while general price inflation over the same period was 2 
per cent. Then with the credit crunch and recession of 2008/9 car sales plummeted by one third, 
demonstrating the highe income elasticity of demand for cars. It was common for dealers to give 
discounts of between 15 and 30 per cent off new cars, and in some cases up to 50 per cent.  
 
Supermarkets 

The Competition Commission enquiry into supermarkets, which began in April 1999, followed a 
nine-month investigation by the Office of Fair Trading into the major supermarket chains’ 
business activities. The OFT identified three major areas of concern: the use of barriers to entry, 
the lack of effective price competition, and the relationship between the large supermarket 
chains and their suppliers.  
 The main issue concerns the major supermarket chains’ huge buying and selling power. They 
have been able to drive costs down by forcing suppliers to offer discounts. Many suppliers, such 
as growers, have found their profit margins cut to the bone. However, these cost savings have 
not been passed on from supplier to shopper. The supermarket chains have adopted a system of 
‘shadow pricing’, a form of tacit collusion whereby they all observe each other’s prices and 
ensure that they remain at similar levels: often similarly high levels rather than similarly low 
levels! This has limited the extent of true price competition, and the resulting high prices have 
seen profits grow as costs have been driven ever downwards. 
 Since the OFT referral, the £6.7 billion take-over of Asda by Wal-Mart, the world’s largest 
retailer, with a reputation of being a ruthless price cutter, promised to change the whole issue of 
pricing in the supermarket sector. Of the supermarket chains, Asda has always been one of the 
cheapest. With the Wal-Mart take-over, the drive to cut prices gained fresh momentum. Asda 
planned to slash prices on hundreds of products, with most seeing some price reduction. 
 Tesco in response, striving to maintain its position as the UK’s number one supermarket 
retailer, launched its own price-cutting campaign. It was determined not to get left behind in the 
price cutting war. 
 Despite these apparent price wars, the Competition Commission was still concerned that 
competition was being restricted. It sought to answer a number of questions. Is price competition 
is limited to a relatively small number of frequently purchased items, and at stores which face 
the most local competition? Are cost reductions ‘being rapidly and fully passed through to 
consumers’? Is ‘the pattern of prices and margins across different types of product, including 
branded and own label products, related to costs to the extent that would be expected in a fully 
competitive market? This would include products persistently sold at a loss, which may benefit 
consumers in the short term but which may distort competition and consumer choice, and may 
adversely affect the supply or availability of such products in the longer term.’1 
 One solution suggested by the Competition Commission would be to force supermarkets to 
publish their prices on the Internet, thereby allowing consumers or consumers’ organisations to 
make easy comparisons of the prices charged by different supermarkets. 

By March 2006 the OFT had uncovered more substantive evidence of the potential abuse of 
market power in the grocery sector by the supermarkets2. Specifically it noted four issues. 

 Supermarkets have acquired many plots of land near their own stores to prevent rivals 
from buying the sites. The rivals are often unable to find alternative sites in the area 
because of planning restrictions. 
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 The power to drive down the prices paid to suppliers has increased since 2000. This 
makes it more difficult for convenience stores to compete, given that their wholesalers 
often do not have equivalent power to drive down prices from suppliers.  

 A possible distortion of competition by charging high prices where there is little or no 
competition and charging lower prices, often below cost, where competition is more 
intense.  

 Entry into the convenience store sector. With brands such as ‘Tesco Metro’ and 
‘Sainsbury’s Local’, supermarkets have been successful in driving out many small stores 
from the market. So far, the result has tended to be lower prices, ‘but this may have been 
at the expense of choice of store at the local level’. 

 
Banks 
According to a Treasury report, chaired by Don Cruickshank3, UK banks (before the credit 
crunch) were making excessive profits of some £3 billion to £5 billion per year, with bank 
customers paying up to £400 a year too much in charges and interest rates. The report found that 
current accounts were the least competitive product. They pay little or no interest to customers in 
credit and charge exorbitant amounts if you go overdrawn. But it was not just current accounts: 
mortgages, savings accounts, credit cards and personal loans were all identified as often being 
poor products. 

Banks have tight control over money transmission systems, cheque clearing and cash 
machines. This makes it difficult for new competitors to enter the market. For example, a new 
bank without an extensive network of cash machines, would find it difficult to attract customers, 
given the hefty charges for using other bank’s machines. In addition, bank customers are often 
unwilling to consider changing accounts, fearing that this will involve a lot of time and expense. 
 Small businesses were found to be facing even more excessive charges. The government thus 
asked the Competition Commission to inquire into this particular aspect of the provision of 
banking services. 

In 2002, the Competition Commission reported that the ‘Big Four’ UK banks (Barclays, 
HSBC, Lloyds-TSB, RBSG) charged excessive prices to small and medium-sized enterprises 
(SMEs) in England and Wales. This resulted in excessive profits of some £725 million per year3. 

It found that each of the four banks pursued similar pricing practices. These included no 
interest on current accounts; free banking offered only to some categories of SMEs, usually start 
ups; the use of negotiation to reduce charges for those considering switching to other banks; 
lower charges or free banking to those switching from other banks. Switching to another bank, 
however, requires considerable time and effort for most SMEs. They are therefore locked into a 
particular bank for a long time. The result is very little competition between the Big Four for the 
majority of small business customers. 

The Competition Commission also found significant barriers to entry to the banking market, 
and especially to the market for ‘liquidity management’ services (i.e. the management of current 
accounts and overdraft facilities) and for general-purpose business loans. It recommended a 
reduction in barriers to entry to permit more competition within the industry. This could best be 
achieved by requiring banks to permit fast and error-free switching by SMEs to other banks (to 
enable SMEs to shop around for the best value in banking services) and either to pay interest on 
current account holdings or offer free banking services. 

In May 2005 the OFT referred the supply of current account banking services in Northern 
Ireland to the Competition Commission. This market is tightly concentrated and the OFT found 
that the banks impose a number of charges when customers are overdrawn, or in credit, that are 
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not found in the rest of the UK. Furthermore, it found that there is limited switching by 
customers to other accounts and that firms do not actively compete on price. Indeed, the OFT 
indicated that there may be price leadership behaviour.  
 
To look at recent cases the Competition Commission has considered, see the Competition 
Commission website. 
 

Questions 

1 Identify the main barriers to entry in the supermarket and banking sectors. 

2 In what forms of tacit collusion are firms in the three industries likely to engage? 

  
1 ‘Supply of Groceries from Multiple Stores Monopoly Inquiry: Annex 2 To Issues Letter’ (Competition 

Commission, 2000) 
2  ‘The supply of banking services by clearing banks to small and medium-sized enterprises: A report on the supply 

of banking services by clearing banks to small and medium-sized enterprises within the UK’, (Cm 5319, March) 
3  ‘Competition in UK Banking: a Report to the Chancellor of the Exchequer’ (TSO, 2000) 

Sloman Case Studies - p. 88

http://www.competition-commission.org.uk/
http://www.competition-commission.org.uk/


 

 
 
 1 

Case 7.6 
BA a Go Go 

Fair wars in the skies? 
 
 
No sooner had Go – BA’s low-cost, no-frills airline – been launched, than consumer groups 
were crying foul. The UK’s Consumer Association warned that BA was likely to use Go to 
attack rival airlines through predatory behaviour, particularly in respect to prices. They argued 
that 
 
 ... Go is designed to limit the growth of existing low-cost airlines, and will restrict the entry of 

new budget carriers. ... By stifling low-cost competition, Go will also help BA protect profits 
from its mainline operations at Heathrow and Gatwick.1 

 
The argument was that Go, by using support from BA to wage a fare war, would drive many 
existing small carriers out of the market. Having ‘won’ the war, Go would then be likely to push 
fare prices back up, probably to levels in excess of those at present. So as competition 
diminished in the longer term, Go would come to dominate the budget segment of the airline 
market. 
 Go, predictably, was quick to respond to this accusation, arguing that its business operations 
would be independent from those of BA, and the company would rise or fall on its own merits. 
However, looked at from the perspective of the whole European airline industry, the creation of 
Go seemed at the time to be part of the general strategy by BA to maintain its share of the 
European market. 
 The European airline business has undergone sweeping changes in recent times. The most 
significant was the EU’s attempt in April 1997 to establish an ‘open-skies’ policy. This allows 
any EU airline the freedom to fly to any other EU state and to offer domestic services in other 
EU countries. 
 In addition to this, many countries, for example Spain and France, have sought to privatise 
their national carriers. Those airlines that are already in private hands, such as BA, have 
attempted to form alliances with other carriers, thereby gaining more immediate access to 
foreign markets. Underpinning this strategy is a desire to cut costs. BA announced in the 
summer of 1997 that it intended, by the year 2000, to cut costs by an estimated £1 billion per 
year. The reasons it gave for the need to cut costs so dramatically were: 

• the increased level of competition it faced from newly privatised airlines; 
• the increased competition it faced from budget airlines, such as Ryanair and EasyJet; 
• the resulting continued fall (in real terms) in fare prices. 

 
 BA also attempted to deal with these competitive and pricing threats. In addition to 
launching Go to compete with those airlines offering cut-price fares, it established links with 
other EU and potential EU airline carriers (Finnair and Lot Polish Airlines). It also had 
subsidiaries in France (Air Liberté), and Germany (Deutsche BA), competing with Air France 
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and Lufthansa in the French and German domestic markets respectively. 
In early 2001, BA sold Go to a management team, saying that it wanted to concentrate on its 

core business, which was becoming more profitable again. Within a few months, however, 
BA’s profits were falling and in May 2002 BA recorded its first ever annual loss. See the 
following article for details http://news.bbc.co.uk/1/hi/business/2090140.stm. Go, by contrast, 
was becoming highly successful, along with other low-cost airlines, and in 2002 was bought out 
by easyJet (for over three times the price that BA sold it for).  

What was BA’s response? Recognising the growing demand for low-cost flights and the 
continuing slump in business class travel, following the September 11 attack in New York in 
2001, BA started a policy of price cutting – on many routes being forced to compete head-to-
head with its own offspring, Go, or its new parent, easyJet! 

In 2004 BA recovered its profitability but continued to have operational problems and had 
to cancel large numbers of flights to try to restore efficiency. See the following article for details 
http://news.bbc.co.uk/1/hi/business/3658556.stm. While the next couple of years saw some 
improvements in their performance, the debacle of the opening of Terminal 5 and the 
combination of a weak pound and weak economy in 2009 saw them return to a loss in 2008/9. 
 

Questions  

1. Outline the principles behind predatory pricing. 

2. In March 1998, easyJet issued a writ against BA, arguing that the creation of Go was an 
abuse of BA’s dominant market position. Make out a case for both easyJet’s claim and 
BA’s creation of Go. 

 
 
  
1 Financial Times, 22 March 1998 
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Case 7.7 
A Product’s Life Cycle 

How market conditions vary at different stages  
in a product’s life 

 
 
Will a monopoly always remain a monopoly? Could a firm in a highly competitive industry ever 
gain market power and become a price setter? 
 Markets are frequently in a state of change. These changes often reflect the stages in the life 
of a product. Indeed, many products go through a ‘life cycle’: (1) being launched; (2) rapid 
growth in sales; (3) ‘maturity’, as sales level off; finally (4) ‘decline’, as sales begin to fall as the 
market becomes saturated or as the product becomes out of date. 
 

 
 
 Analogue televisions, audio cassettes, Pokémon cards and Barbie dolls (see article 
http://news.bbc.co.uk/1/hi/business/3647419.stm for details) have all reached stage 4. Writable 
CDs, traditional mobile phones, DIY products and automatic washing machines have reached 
stage 3. Large LCD TVs, speed-dating events, herbal teas, induction hobs, DVD recorders and 
city breaks using budget airlines are probably still in stage 2. Smart phones, HD multimedia 
entertainment devices and biodiesel are probably still in stage 1. 

The stages in a product’s life cycle

O (1)
Launch

(2)
Growth

(3)
Maturity

(4)
Decline
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Question 

Can you think of any possible new products soon to reach stage 1? If so you could make your 
fortune! 

 
 At each stage the firm is likely to be faced with quite different market conditions: not only 
in terms of consumer demand, but also in terms of competition from rivals. 
 
1. The launch stage  
In this stage the firm will probably have a monopoly, (unless there is a simultaneous launch by 
rivals). 
 Given the lack of substitutes, the firm may be able to charge very high prices and make large 
profits. This will be especially true if it is a radically new product - like the ball-point pen, the 
pocket calculator and the home computer were. Such products are likely to have a rapidly 
expanding and price-inelastic demand. 
 The danger of a high price policy is that the resulting high profits may tempt competitors to 
break into the industry, even if barriers are quite high. As an alternative, then, the firm may go 
for maximum ‘market penetration’: keeping the price low to get as many sales and as much 
brand loyalty as possible, before rivals can become established. 
 Which policy the firm adopts will depend on its assessment of its current price elasticity of 
demand and the likelihood of an early entry by rivals. 
   
 
2. The growth stage 

Unless entry barriers are very high, the rapid growth in sales will attract new firms. The industry 
becomes oligopolistic. 
 Despite the growth in the number of firms, sales are expanding so rapidly that all firms can 
increase their sales. Some price competition may emerge, but it is unlikely to be intense at this 
stage. New entrants may choose to compete in terms of minor product differences while 
following the price lead set by the original firm. 
 
 
3. The maturity stage 

Now the market has grown large there are many firms competing. New firms – or, more likely, 
firms diversifying across into this market – will be entering to get ‘a piece of the action’. At the 
same time the growth in sales is slowing down. 
 Competition is now likely to be more intense and collusion may well begin to break down. 
Pricing policy may become more aggressive as businesses attempt to hold on to their market 
share. Price wars may break out, only to be followed later by a ‘truce’ and a degree of price 
collusion. 
 It is in this stage particularly that firms may invest considerably in product innovation in 
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order to ‘breathe new life’ into old products, especially if there is competition from new types 
of product. Thus the upgrading of hi-fi cassette recorders, with additional features such as 
Dolby S, was one way in which it was hoped to beat off competition from digital cassette 
recorders and later minidisc recorders. 
 
 
4. The decline stage 

Eventually, as the market becomes saturated, or as new superior alternative products are 
launched, sales will start to fall. For example, once most households had a fridge, the demand 
for fridges fell back as people simply bought them to replace worn-out ones, or to obtain a more 
up-to-date one. 
 Initially in this stage, competition is likely to be intense. All sorts of price offers, extended 
guarantees, better after-sales service, added features, etc, will be introduced as firms seek to 
maintain their sales. Some firms may be driven out of the market, unable to survive the 
competition. 
 After a time, however, the level of sales may stop falling. Provided the product has not 
become obsolete, people still need replacements. This is illustrated by line b in the diagram. The 
market may thus return to a stable oligopoly with a high degree of tacit price collusion. 
 Alternatively the product becomes obsolete (line a), and sales dry up. Firms will leave the 
market. It is pointless trying to compete. 
 
 
 
 

Questions 

1. In what stages of their life cycle are the following products? 
Typewriters; Nintendo DS; digital watches; coal; clockwork watches; jeans; small tall 
saloon cars; digital radio; bicycles. 
Why might products have a ‘rebirth’? What would the chart of their life cycle look like? 

2. What alternatives are open to a firm which finds its product moving into stage 4? How does 
this apply to the products listed above that have reached stage 4 or are about to? 
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Case 7.8 
Advertising and the Public Interest  
Does the consumer benefit from advertising? 

 
 
There is no point in advertising under perfect competition, since there is no product 
differentiation. There is no point in farmer Jones advertising his or her potatoes if they are no 
different from farmer Brown’s. Under monopoly too there is little point in advertising, since, 
by definition, there are no rivals to compete with (except, perhaps, in other industries). 

However, under imperfect competition (both monopolistic competition and especially 
oligopoly), advertising is often a major means of competing. 

Supporters of advertising claim that it is an important freedom for firms. Moreover, they 
claim that it brings specific benefits for consumers: 

 Advertising informs consumers about available products. 
 Advertising may be necessary to introduce new products. Without it, firms would find 

it difficult to break into markets in which there were established brands. In other 
words, it is a means of breaking down barriers to entry. 

 It can aid product development by helping the firm emphasise the special features of 
its product. 

 It may encourage price competition, if prices feature significantly in the 
advertisement. 

 By increasing sales, it may allow the firm to gain economies of scale, which in turn 
will help to keep prices down. 

Critics of advertising, however, claim that advertising imposes serious costs on the 
consumer and on society in general: 

 Advertising is designed to persuade people to buy the product. Consumers do not 
have perfect information and may thus be misled into purchasing goods that may be 
inferior to goods that are not advertised. 

 Scarcity is defined as the excess of human wants over the means of fulfilling them. 
Advertising is used to create wants. It could thus be argued to increase scarcity. 

 It increases materialism. 
 Advertising costs money: it uses resources that could otherwise be used for producing 

more goods. 
 If there are no economies of scale, the costs of advertising will tend to raise the price 

paid by the consumer. Even if the firm has potential economies of scale, it may be 
prevented from expanding its sales by retaliatory advertising from its rivals. 

 Advertising can create a barrier to the entry of new firms by promoting brand loyalty 
to existing firms’ products. New firms may not be able to afford the large amount of 
advertising necessary to create a new brand image, whereas existing firms can spread 
the cost of their advertising over their already large number of sales. In other words, 
there are economies of scale in advertising, which act as a barrier to entry. 

 People are constantly subjected to advertisements, on television, in magazines, on 
billboards, etc., and often find them annoying, tasteless or unsightly. Thus advertising 

Sloman Case Studies - p. 94



 

 
  2 

imposes costs on society in general. These costs are external to the firm: that is, they 
do not cost the firm money, and hence are normally ignored by the firm. 

 
The effect of advertising on competition, costs and prices is an empirical issue. The evidence, 
however, is inconclusive. Most of the other questions raised in the above discussion are 
normative and thus cannot be settled by a simple appeal to facts.  
 
  

Question 
1. Could annoyance to the public ever rebound as a direct cost to the firm? 
2. Choose two products that are extensively advertised. Make out a case for and a case 

against these particular advertisements. 

 

Sloman Case Studies - p. 95



Case 8.1 
The Legal Stucture of Firms 

From the small sole trader to the giant company 
 

Sole traders and partnerships 
In a small firm, the owner or owners are likely to play a major part in running the business. 
Such businesses will normally be one of two types: 

Sole proprietorships. This is where the business is owned by just one person. Owners of 
small shops, builders and farmers are typical examples. Legally, sole proprietors have 
‘unlimited liability’. This means that they are personally liable for any losses that the business 
might make. 

Partnerships. This is where two or more people own the business. In most partnerships there 
is a legal limit of 20 partners. Partnerships are common in the same fields as sole 
proprietorships. They are also common in the professions: solicitors, accountants, surveyors, 
etc. Partners, however, still have unlimited liability. This problem could be very serious. The 
mistakes of one partner could jeopardise the personal assets of all the other partners. To help 
overcome this problem a new type of partnership was introduced in 2000 called a ‘Limited 
liability partnership’ (Llp). In this type of organisation the partnership has the same 
ownership, but the partners have 'limited liability' (see below). 
 

Companies 
A company is legally separate from its owners. This means that it can enter into contracts and 
own property. Any debts are its debts, not the owners’. 
 Each owner has a share in the company. The size of their share holdings will vary from 
one shareholder to another and will depend on the amount they invest. Each shareholder will 
receive his or her share of the company’s distributed profit. The payments to shareholders are 
called ‘dividends’. 
 The owners have only limited liability. This means that, if the company goes bankrupt, the 
owners will lose the amount of money they have invested in the company, but no more. Their 
personal assets cannot be seized. This has the advantage of encouraging people to become 
shareholders, and indeed large companies may have thousands of shareholders – some with 
very small holdings and others, including institutional shareholders such as pension funds, 
with very large holdings. Without the protection of limited liability, many of these investors 
would never put their money into any company that involved even the slightest risk. 
 Shareholders often take no part in the running of the firm. They may elect a board of 
directors which decides broad issues of company policy. The board of directors in turn 
appoints managers who make the day-to-day decisions. There are two types of companies: 
public and private. 
 
Public limited companies. Don’t be confused by the title. A public limited company is still a 
private enterprise: it is not a nationalised industry. It is ‘public’ because it can offer new 
shares publicly: by issuing a prospectus, it can invite the public to subscribe to a new share 
issue. In addition, many public limited companies are quoted on the Stock Exchange. This 
means that existing shareholders can sell some or all of their shares on the Stock Exchange. 
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The prices of these shares will be determined by demand and supply. A public limited 
company must hold an annual shareholders’ meeting. 
 
Private limited companies. Private limited companies cannot offer their shares publicly. 
Shares have to be sold privately. This makes it more difficult for private limited companies to 
raise finance, and consequently they tend to be smaller than public companies. They are, 
however, easier to set up than public companies. 

Consortia of firms 
It is common, especially in large civil engineering projects that involve very high risks, for 
many firms to work together as a consortium. The Channel Tunnel and Thames Barrier are 
products of this form of business organisation. Within the consortium one firm may act as the 
managing contractor, while the other members may provide specialist services. Alternatively, 
management may be more equally shared. 

Co-operatives 
These are of two types. 
 
Consumer co-operatives. These, like the old high street Co-ops, are officially owned by the 
consumers. Consumers in fact play no part in the running of these co-ops. They are run by 
professional managers. 
 
Producer co-operatives. These are firms that are owned by their workers, who share in the 
firm’s profit according to some agreed formula. They are sometimes formed by people in the 
same trade coming together: for example, producers of handicraft goods. At other times they 
are formed by workers buying out their factory from the owners; this is most likely if it is due 
to close, with a resultant loss of jobs. Producer co-operatives, although still relatively few in 
number, have grown in recent years. 

Public corporations 
These are state-owned enterprises such as the BBC, the Bank of England and nationalised 
industries. 
 They have a legal identity separate from the government. The corporation is run by a 
board, but the members of the board are appointed by the relevant government minister. The 
boards have to act within various terms of reference laid down by Act of Parliament. Profits 
of public corporations that are not reinvested accrue to the Treasury. Since 1980 most public 
corporations have been ‘privatised’: that is, they have been sold directly to other firms in the 
private sector (such as Austin Rover to British Aerospace) or to the general public through a 
public issue of shares (such as British Gas). 
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Case 8.2 
The Body Shop 

Selling the environment 
 
 
The Body Shop shot to fame in the 1980s. It stood for environmental awareness and an 
ethical approach to business. But its success had as much to do with what it sold as what it 
stood for. It sold natural cosmetics, Raspberry Ripple Bathing Bubbles and Camomile 
Shampoo, products that proved immensely popular with consumers. 

Its profits increased from a little over £1 million in 1985 to over £40 million in 2005. 
Sales, meanwhile, grew even more dramatically, from £4.9 million to £708.7 million in 
2004/5. By 2006, The Body Shop had 2160 stores worldwide. 

What makes this success so remarkable is that the Body Shop did virtually no advertising. 
Its promotion stemmed largely from the activities and environmental campaigning of its 
founder, Anita Roddick (see also), and the company’s uncompromising claims that it sold 
only ‘green’ products and conducted its business operations with high ethical standards. It 
actively supported green causes such as saving whales and protecting rainforests, and it 
refused to allow its products to be tested on animals. Perhaps most surprising in the world of 
big business was its high-profile initiative ‘trade not aid’, whereby it claimed to pay ‘fair’ 
prices for its ingredients, especially those supplied by people in developing countries who 
were open to exploitation by large companies. 

The growth strategy of the Body Shop, since its founding in 1976, focused upon 
developing a distinctive and highly innovative product range, and at the same time identifying 
these products with major social issues of the day, such as the environment and animal rights. 

Its initial expansion was based on a process of franchising. 
...franchising. We didn’t know what it was, but all these women came to us and said, if you 

can do this and you can’t even read a balance sheet, then we can do it. I had a cabal of 
female friends all around Brighton, Hove and Chichester, and they started opening little units, 
all called the Body Shop. I just supplied them with gallons of products – we only had 19 
different products, but we made it look like more as we sold them in five different sizes!1 

In 1984 the company went public. In the 1990s, however, sales growth was less rapid and 
in 1998 Anita Roddick stepped down as Chief Executive, but she and her husband remained 
as co-chairmen. Then in 2000 she announced that she was planning to leave the company 
altogether. The day after the announcement, the following article appeared in The Financial 
Times. 

… At the beginning it was a green fairy tale, the company's commitment to fair trade and the 
environment and its stance on animal testing was a combination that caught the imagination in 
the newly affluent 1980s. For over a decade sales and profits continued to grow, on average 
by 50 per cent a year. Franchises sprung up like mushrooms and following its flotation in 1984 
the share price rose from just 5p to a high of 370p in 1992.  

With a new shop opening every two and a half days it seemed as if nothing could go 
wrong for the Roddicks, that is, until they hit America. In 1988 they launched into the US 
market. Initially the venture was successful. The once successful franchising of the company 
soon began to disintegrate. "We just got everything wrong", said Ms Roddick, who was 
criticised for conducting no market research, paying scant attention to marketing and giving 
little thought to where the shops appeared.  

By 1998 the company's earnings had collapsed by 90 per cent and the share price fell to 
under 117p.  
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In the City there was a certain amount of schadenfreude. Many investors were not 
impressed with Roddick's cuddly hippie attitude to business and analysts criticised the 
company for developing new products too quickly.  

They were also unimpressed with Ms Roddick's off-hand attitude to finances, especially 
her comments that finance "bored the pants off her" and her frequent denouncements of the 
"pin-striped dinosaurs in Throgmorton Street".  

When she was forced to step down as chief executive in 1998, following shareholder 
pressure for "positive and demonstrable change", she compared the experience to handing 
over a child to complete strangers.  

The day-to-day running of Body Shop was handed over to Patrick Gournay, a former vice 
president at Groupe Danone and Ms Roddick became joint co-chairman with husband 
Gordon." 

In 2002, Anita Roddick and her husband stepped down as co-chairs of the company, by 
which time profits had fallen to £20.4 million. In 2003 she was awarded in knighthood and 
became Dame Anita Roddick. More recently the Body Shop has experienced rapid growth 
once more. In 2005 it opened 120 new stores. 

A more dramatic event, however, occurred in 2006 when The Body Shop was sold to the 
French cosmetics giant L'Oréal, which was 26 per cent owned by Nestlé, The event resulted 
in the magazine, Ethical Consumer, downgrading The Body Shop’s ethical rating from 11 out 
of 20 to a mere 2.5 and calling for a boycott of the company.  

But perhaps people are unaware that l'Oréal has been subject to accusations of testing on 
animals and of being part of a price-fixing cartel of French perfume houses, or indeed that l'Oréal 
is part-owned by the Nestlé corporation, which in turn is subject to boycott campaigns for using 
child labour on African cocoa farms, promoting formula milk for babies rather than breast milk, 
and various other issues. 

Body Shop founder Anita Roddick (who in the past has been a harsh critic of both l'Oréal's 
animal testing policies and of its attitude towards women) claims that the acquisition will help the 
cosmetics giant to develop more ethical practices, while the l'Oréal chief executive Sir Lindsay 
Owen-Jones commented "We are just as convinced that it is urgent and important to put an end to 
all animal testing in the cosmetics industry." And even animal rights campaigning group PETA 
have stated they believe that l’Oréal will learn a lot from the Body Shop. … 

In the meantime, PR Week magazine has revealed that the Body Shop has short listed a 
number of PR agencies specifically to address such campaigns. Evidently there is concern over 
retaining its ethical image. It will be interesting to see if l'Oréal does produce such a timeframe and 
'walk its talk' to use one of Anita Roddick's phrases; it would be good to think that l'Oréal might opt 
for more openness about its policies (to use their own slogan) "because it’s worth it".2 

 
 

Questions 
1. What assumptions has The Body Shop made about the ‘rational consumer’? 

2. How would you describe the aims of The Body Shop? 

 
 Anita Roddick died on 10 September 2007. She leaves a legacy of how to combine a 
successful business with strong ethical and environmental values. Her followers hope that the 
sale of the Body Shop to l’Oréal will not see the death of such values in the business she 
founded. 
  
1 Anita Roddick interview, Startups.co.uk 
2 ‘Body Shop takeover - a bad day for animal welfare?’ The Environment Channel, 10/5/06 
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Case 8.3 
Corporate Social Responsibility 

What’s in it for business? 
 

 
Sensitivity to communities and their rights, public dialogue and enhanced transparency, 
commitment to addressing the issues of social justice in the global economy, bringing the 
dynamic skills of business to social needs: all of these are increasingly required to address 
the shifting expectations, opportunities and challenges brought at the beginning of the 21st 
century. The private sector has a central role to play, and individual business leaders can 
translate this potential into genuinely sustainable growth, coupled with long-term corporate 
success. 1 

 
Can corporate social responsibility, as exemplified above, be reconciled with the pursuit of 
profit? How is it possible to meet these wider goals of social justice and still achieve long-
term corporate success? This case study assesses whether corporate social responsibility pays, 
and, if it does pay, in what ways do businesses benefit from it. 
 
The importance of corporate social responsibility as a business goal 
Corporate social responsibility (CSR) can be defined as where a business attempts to meet 
certain ethical, legal and commercial expectations as set by society. As a business goal, 
corporate social responsibility has grown in importance over recent years. In 2003, 132 of the 
UK top 250 companies reported on their social and environmental performance. 

Also there are many national and international bodies promoting CSR. In 2005, the group 
CSR Europe presented its new Roadmap for Business ‘Towards a Sustainable and 
Competitive Enterprise’ to the European Commission. In the UK, over 700 companies are 
members of Business in the Community and a further 1600 ‘participate in its programmes and 
campaigns’.  

Our purpose is to inspire, challenge, engage and support business in continually improving its 
positive impact on society.  
... Membership of Business in the Community is a commitment to action and to the continual 
improvement of their company's impact on society. Our members commit to:  
• Manage, measure and integrate responsible business practice throughout their business  
• Impact through collaborative action to tackle disadvantage  
• Inspire, innovate, and lead by sharing learning and experience 

The reasons for increased commitment to CSR have been diverse. 
 
Changing social expectations regarding business behaviour 
Heightened consumer awareness concerning the activities of business can be attributed to a 
number of factors. For example, high-profile cases concerning companies such as Nike and 
Puma and their use of cheap labour in production sites in south-east Asia have attracted 
considerable media attention. In addition, activist groups, which seek to name and shame and 
bring to the public’s attention bad business practices, have become increasingly vocal and 
successful in placing issues of social responsibility high up on the business agenda. 
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The reduced role of the state in regulating business actions 

As government regulation over business activities has diminished, business has had to take 
increasing responsibility for identifying consumer and social concerns and acting upon them. 
Such concerns, in days when government regulation was more prominent, used to be reflected 
in government policy initiatives to constrain business activity. 

Today, due to the complex network of suppliers that many businesses deal with, it is 
increasingly the case that such suppliers are being subject to the same responsibility codes as 
the businesses they supply. A business’s image may be damaged just as much by a supplier 
conducting irresponsible business practices as the business itself. There is thus pressure from 
one firm to another to behave responsibly. 
 
Consumer concerns over business behaviour 

The willingness of customers to act on the identification of irresponsible business practices is 
a big motivating factor in encouraging businesses to adopt a more socially responsible 
position. A 1999 survey by Environics and the Prince of Wales Business Leadership Forum 
surveyed 25 000 citizens in 23 countries. It found 17 per cent of those surveyed have 
consciously avoided buying products from firms that had been shown to be socially 
irresponsible. 
 
Changing patterns of investment and the growth of socially responsible investing 

In 1999, the Social Investment Forum found that, since 1995, assets in funds that were 
classified as socially responsible rose from $639 billion to $2.16 trillion, an increase of 238 
per cent. This clearly shows the growing attractiveness of socially responsible investment, 
whether this is motivated by ethical concerns, or a realisation that a business delivering 
socially responsible business practices is more likely to be profitable and to attract 
investment. 
 

The effects on business performance 

If corporate social responsibility has grown as a business objective, has this in any way 
impinged upon business performance? Studies, empirical and otherwise, suggest that rather 
than detracting from business performance and harming shareholder value, in fact the 
opposite appears to be the case. Corporate social responsibility appears to offer a positive 
contribution to business performance, especially over the longer term.  
 The following factors have been identified as some of the positive economic benefits that 
businesses have gained from adopting a more socially responsible position. 
 
Improved economic performance 

A large number of studies have attempted to identify and evaluate the economic returns from 
social responsibility. Factors that have been considered include business growth rates, stock 
prices and sales and revenue. A 1999 survey by Roman, Hayibor and Agle evaluated the 
findings of 52 studies that considered the link between business ethics and enhanced profits. 
They concluded that 33 studies showed a positive link, 14 suggested neutral effects or were 
inconclusive, and the remaining 5 suggested that there was in fact a negative relationship. 
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Although this evidence would on balance favour an argument that corporate social 
responsibility is good business practice, the whole area of linking ethics and responsibility to 
profit is a contentious one. When considering ethics and social responsibility, what are we 
including within this definition? Is the business merely complying with a business code, 
either developed within the business or by a third party. Such codes essentially state what is 
not acceptable business behaviour, such as taking bribes or pursuing anti-competitive 
behaviour. Or does the understanding of an ‘ethical business’ go further and entail positive 
social actions, ranging from giving money to good causes, to contributing to particular 
programmes in which the business has competency. For example, a pharmaceutical company 
might develop a drug that might benefit the populations of the world’s poorest countries, with 
no possibility of profit. So at what level do we identify an ethical business, and to what 
degree might this level of responsibility influence profitability? 
 The concept of profitability is also contentious, most crucially so in respect to the time 
frame over which the assessment takes place. Linking long-run profitability with an ethical or 
socially responsible programme is fraught with difficulties. How are all the other factors that 
influence business performance over the longer term accounted for? How do you attribute a 
given percentage or contribution to profit to the adoption of a more socially responsible 
business position? Can it ever be this precise, or are we merely left with intimating that a link 
exists, and is this good enough? 
 To answer these questions would take us far beyond the goal of this case study. They do, 
however, suggest that the link between profitability and socially responsible business 
behaviour is incredibly complex and difficult to prove. 
 
Enhancing the brand 

Related to profitability is the issue as to how far corporate social responsibility enhances 
brand image and the firm’s reputation. Not only would this strengthen consumer loyalty but 
also aid the firm in raising finance and attracting trading partners. An increasing number of 
studies have identified that value-based criteria are becoming increasingly important in 
consumer buying decisions. A 1997 study by Walker Research found that, given two products 
with similar quality and price criteria, 76 per cent of those surveyed stated they would 
purchase the product produced by the company most associated with good causes. Factors 
such as environmental responsibility and active participation in the community were most 
often cited as those factors most likely to affect consumer purchasing behaviour. 
 Business may be further encouraged to develop the social image of their brand with the 
increasing number of awards given to recognise and promote corporate social responsibility. 
Most Admired Companies Lists, such as that presented by Management Today in the UK and 
Fortune in America, are based around an assessment of corporate social responsibility criteria, 
such as reputation for ethics and honesty, use of corporate assets and community and 
environmental responsibility. The public relations and marketing potential that might be 
gained from such awards would go a long way in helping the business to further strengthen its 
socially responsible brand image. 
 
Attracting and retaining employees 

It increasingly appears to be the case that companies with clear ethical and social positions 
find it easier, to not only recruit but to hold on to their employees. In a number of surveys of 
graduate employment intentions, students have claimed that they would be prepared to take a 
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lower salary in order to work for a business with high ethical standards and a commitment to 
socially responsible business practices. 
 A survey conducted in June 2000 by Burson Marsteller and the Prince of Wales Business 
Leaders Forum found that when employees were asked to rank the reason for admiring certain 
companies, 24 per cent identified respect for their employees, and a further 21 per cent 
identified environmental responsibility. The survey concluded that the reputation of the 
employer was crucial in the recruitment and retention of staff. As John Browne the chairman 
of BP Amoco has remarked, 
 

When we are competing for the brains and energy of the brightest and best against the 
fashionable and apparently lucrative world of the dotcoms we do not ignore the values of the 
society and particularly of the new generation. People want to work for something they believe in 
and to make a contribution to the progress of the world in which they live. And if the business is to 
succeed, it has to offer them the opportunity to do that.2 

 
Access to capital 
As mentioned previously, the growth in ethically screened investment funds has grown by 
over 238 per cent since 1995. This phenomenal growth is driven not only by the demands 
from shareholders for ethical funds, but also by a realisation from investors generally, that 
socially responsible business has the potential to be hugely profitable. 
 A survey by the Ethical Investment Research Service revealed that 77 per cent of 
members of pension schemes wanted their pension funds to adhere to some form of socially 
responsible investment, so long as it did not impinge upon their returns.  
 The likelihood of returns being lower in ethically screened funds has been questioned by 
the findings of two recent reports. Innovest Strategic Value Advisors and the Alliance for 
Environmental Innovations, both concluded that, in respect to environmental responsibility in 
particular, those companies that exhibit superior environmental performance over their peers 
achieve better financial performance in the stock market. It is suggested that the reason for 
this is that environmental performance is a good indicator of general management quality, 
which is the main determinant of stock price. As Frank Dixon of Innovest states: 
 

Environment issues in certain industries are some of the most complex challenges facing 
management because of all the stakeholders, different regulations, many things to measure, and 
a high degree of uncertainty. Doing a good job of managing that high degree of complexity should 
be transferable to other areas of business, and that’s why you see good environmental companies 
consistently outperforming bad ones.3 

 
In 2002/3 The UK’s top 100 companies gave 0.8 per cent of their pre-tax profits to good 
causes. This was some worth some £800m, and over 2.5 times the amount that was given in 
the year previous. Even though this is clearly a large sum of money it only represents 5 per 
cent of that necessary to run the UK’s voluntary organisations. Public attitudes towards 
corporate giving seem to be hardening. In a 2003 MORI poll, 72 per cent of those interviewed 
thought that business failed to contribute enough to good causes and the communities within 
which they operated. 

The benefits from being socially responsible appear not only to be diverse, but from an 
economic point of view, worth having. Not only is business performance likely to be 
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enhanced, but brand image will be strengthened, employee turnover minimised and access to 
stock market funds readily available. The next step for research is to attempt to quantify the 
benefits, and try to relate the economic advantages directly to the level of social responsibility 
a business adopts. 
 
Corporate responsibility index 

Business in the Community has been producing a ‘Corporate Responsibility Index’ every year 
since 2003. Participation in this is voluntary, but in 2008, over 100 companies, representing 
some 4 million employees, took part in the survey. The index considers their approach to 
corporate responsibility under four headings: 

1. Corporate strategy – this looks at how the nature of a business’s activities influence 
the company’s values and how these are related to strategy. 

2. Integration – this refers to how well the company organises, manages and integrates 
corporate responsibility throughout its operations. 

3. Management – this refers to how well the firm manages its stakeholder 
responsibilities to the community, the environment, the marketplace and the 
workplace. 

4. Performance and impact – under this heading, the company’s performance is assessed 
from two key impact areas: global warming and waste management. The company is 
also assessed on two areas it chooses from six, which include human rights, product 
safety, occupational health and safety, workplace diversity and community 
investment. 

 
For further information on corporate social responsibility and the CR Index, you may like to 
have a look at: 
 

• UK Government Gateway to Corporate Responsibility 
• Executive summary 2006 Corporate Responsibility Index. 
• Two-faced capitalism – The Economist (22nd January 2004) 
• Corporate Responsibility results 
• The top 100 performing companies in the CR Index 2008 
• Resources on CSR from Intute 
• Corporate responsibility more important than ever, says Business in the Community – 

Business in the Community press release. 
• Will corporate giving suffer in the crunch? – Timesonline (15/2/09) 

 
 

Question 

Using reference sources with which you are familiar, such as the Internet, find either a 
business or industry code of conduct currently being used to establish socially responsible 
business practice. Do you feel that if such a code of conduct was adopted by a business, the 
code by itself would be sufficient to identify a socially responsible business? 
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1 Responsible Business, Financial Times Guide, 8 November 2000 
2 ibid. 
3 The Greening of Corporate America, Journal of Business Strategy, January/February 2000 
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Case 8.4 
The Global Information Economy 

and Strategic Alliances 
A formula for success in a changing business 

environment? 
 
 
The Marcar Management Institute of America announced in a report at the end of 1999 that, 
according to its estimates, the information economy would be worth $10.2 trillion by 2010, a 
staggering $7 trillion increase on the estimated value for 2000. It also suggested that this huge 
rise in value would be largely the consequence of the sector’s dynamic nature and the 
integration of business via ‘webs of alliances’. How significant are these alliances between 
business and how integrated are they? 
 

   Source: The Global Information Economy 2020, Marcar Management Institute of America, Inc 
( http://www.marcar.com/docs/pdf/EMCinfo2010.pdf) 

  

The global information economy can be split into three sectors: 

 The create sector: those businesses that produce information, i.e. publishers, 
newspapers, etc. 

 The move sector: those businesses that specialise in the transfer of information, i.e. 
television, satellite communication, etc. 

 The use sector: those businesses that provide those things necessary for others to 
access the information created and moved, i.e. computer manufacturers, software 
producers, etc. 

The integration of business links across these three sectors is where the greatest gains are 
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likely to be generated and the greatest value created. 
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    Source: Ibid. 

 
 America OnLine (AOL) (see also), for example, positioned itself within the information 
economy not simply as a creator (where it established alliances with both the New York 
Times and Drkoop.com), but also in a web of alliances with businesses in both the move and 
use sectors. 
 
 

Question 
Outline the advantages and disadvantages to AOL from adopting such a growth strategy. 
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Case 8.5 
Downsizing and Business Reorganisation 

The case of IBM 
 
 
During the 1980s and 1990s many businesses, especially in the USA, undertook large-scale 
reorganisation. One result was mass redundancies, as major corporations attempted to 
‘downsize’. 
 The initial wave of downsizing consisted mainly of companies which were suffering from 
falling profits. Their objective was to reduce costs and thereby bolster their profits. Later, 
downsizing began to be practised by companies doing well in their various markets. These 
included companies such as General Electric (104 000 redundancies between 1980 and 1990), 
Procter and Gamble (13 000) and AT&T (40 000). Such companies practised downsizing not 
out of desperation, but as a means of improving their performance. By reducing the size of 
their headquarters and removing layers of managerial bureaucracy, and even in many cases 
breaking up the business into smaller units, it was hoped that the business would become 
more flexible and ultimately more efficient. 
 In addition, businesses have been increasingly focusing upon ‘core competencies’. What 
this means is that peripheral or non-core activities have been axed. In effect, businesses have 
sought to become more specialist and produce those goods or services where they can do 
better than their rivals. 
 The case of IBM (see also) presents one of the most dramatic examples. In 1987, IBM 
employed 406 000 people. By 1995, its workforce had shrunk to 202 000. This wave of 
downsizing started in the late 1980s as IBM’s profits began to fall, largely as a consequence 
of failing to predict the rise of the workstation and the decline of the mainframe computer, on 
which IBM’s profits had largely depended. In 1991, desperate measures were undertaken to 
revive IBM’s declining position. The chairman of IBM, John Akers, announced that the 
company was to be split into thirteen autonomous units, nine of which were manufacturing 
and development businesses. These were to act as suppliers to the remaining four units, which 
were concerned with marketing and servicing. Between these units there was to operate an 
internal market with a series of negotiated transfer prices. It was hoped that such a radical 
reorganisation would enable IBM to compete more effectively in a world market where the 
speed of technological change was intensifying, and where the number of small business with 
new and innovative products was growing rapidly. 
 In the USA, the initial wave of downsizing and business reorganisation was met with 
horror, as so many people were put out of work. It has been estimated that between 1980 and 
1995 the largest 100 American firms shed 25 per cent of their workforce, the equivalent of 4 
million workers. More recently, however, views concerning the impact of downsizing have 
been revised. What has happened in many cases is that businesses, now that they have got 
back to their core competencies, are looking to expand as their market positions have 
strengthened. In addition, many activities conducted by businesses, such as catering, building 
maintenance and the operation and running of computer systems, are things they cannot do 
without. As such, companies have been forced into ‘outsourcing’: that is, funding another 
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company to provide the service for them. These other companies have then absorbed most of 
the redundant labour. 
 It appears that if downsizing is truly successful, then it is a self-eliminating process. As 
the new lean and efficient company betters its rivals, so the demand for its product rises, and 
with it the demand for labour. 
 If unsuccessful, the slimming of business may turn into anorexia, which is not healthy. 
Some companies that have cut their costs drastically have found that the quality of their 
operations has suffered, leading to a fall in revenue: a fall that may be greater than the fall in 
costs. The result is a reduction in profit. 

The boom of the late 1990s 
Strong economic growth in both the USA and UK up to 2001 revealed a further legacy for 
business of the downsizing trend of the 1990s: recruiting and holding on to staff. The 
downsizing era 

. . . tore up the implicit contract of employment which had, for decades, tied people to their 
companies. Under that contract, workers gave commitment and loyalty, in return for job security 
until retirement.1 

Companies found that, with workers in short supply, especially in key areas such as computer 
or Internet technicians, they were in a constant battle to recruit and retain their services. 
Commitment and loyalty were at premium. In the USA. 

Besides signing-on bonuses and share options, employers are offering free meals, manicures on 
company premises and laptop computers. Employees who announce they are leaving are often 
offered large pay increases to change their minds. . . . British companies are also competing to 
offer better pay and perks. Norfrost, the Scottish freezer manufacturer, even allows staff to bring 
their dogs to work.2 

Employees once again seemed to be of value, but without the tradition of commitment and 
loyalty lost during the era of downsizing, employers were having to stretch to ever greater 
lengths to hold on to this valuable resource. 
 
 

Questions 
1. Why might downsizing fail to improve the economic position of a business? 

2. What side-effects, other than on levels of employment, might widespread downsizing 
have on the national economy? 

 
 
  
1 Financial Times (13/6/00) 
2 ibid. 
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Case 9.1  
Economic Rent and Transfer Earnings 

 

Classifying the earnings of factors of production 
 
 
The earnings of a factor  f production can be split into two elements. The relative size of these two 
elements depends on the elasticity of supply of that factor. 

Transfer earnings are what a factor must earn to prevent it from moving to an alternative use. In 
the case of labour, it is what people must be paid to persuade them to stay in their present job. 
Economic rent is anything over and above transfer earnings. 

For example, take the case of Mary Jones. She is the manager of a high street store and earns 
£35 000 per year. She could earn £30 000 in another job and would indeed transfer to that other job 
if her salary were cut below £30 000. Thus her transfer earnings are £30 000. The remaining £5000 
is her economic rent. Economic rent equals total earnings minus transfer earnings. 

 

 
Now take the case of a market supply curve – say, the market for nurses. This is illustrated in 

Figure 1. Starting at point a and moving towards point b, as the wage rate is raised so more nurses 
are attracted to the profession. At each higher wage, the new nurses attracted are getting just enough 
to persuade them to transfer into the profession: the wage for them is entirely transfer earnings. But 
nurses already in the profession will get economic rent; after all, they are now getting more than the 
minimum necessary to keep them in the profession. 

Workers’ economic rent is thus the difference between the actual wage rate and the point on the 
supply curve at which they entered the market. 

Thus at the market wage rate Wm in Figure 1, the total economic rent of all those employed is 
shown by area 1 – the area above the supply curve. Area 2 shows transfer earnings. 
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Figure 1 The market for nurses
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The less elastic the supply curve, the greater will be the proportion that is economic rent. Why? 
The bigger the wage increase necessary to attract extra workers, the more economic rent existing 
workers will gain. 

 

 Question 
Draw a perfectly elastic supply curve of labour. Will workers receive any economic rent? Explain 
the reason for your answer. 

 

 
Now take the extreme position of a totally inelastic supply curve. The simplest example is that 

of a person with a unique talent, like a famous show business megastar, such as Dame Edna 
Everidge (see Figure 2). The quantity of Dame Ednas is fixed. There is only one: she is unique. As a 
result, her income is determined entirely by demand, and is entirely economic rent. The more 
popular she is, the higher the demand for her performances and the higher the income she can 
command. Thus megastars can earn very high incomes. 

Conversely, once a star’s popularity wanes, his or her in come can plummet, as many show 
business failures can confirm. 

 

Identifying transfer earnings and economic rent 
The precise division of a worker’s income between transfer earnings and economic rent will depend 
on the context.  

Only a small cut in wages will be necessary before workers are encouraged to move to the same 
job in another firm in the same town (assuming there are such jobs). In this context, the elasticity of 
labour supply is high. Thus economic rents are low and transfer earnings are high. 

The same workers, however, would need a much larger cut in wages to persuade them to move 
to another town and into a totally new job. Transfer earnings thus tend to be much lower between 
different occupations. Supply is less elastic and consequently economic rents are correspondingly 
higher. 
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Figure 2  The market for Dame Edna Everage
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Quasi-rent. In the long run, people’s economic rent may be competed away as newly trained 
workers enter the market. In other words, labour supply curves may be inelastic in the short run, but 
much more elastic in the long run. Economic rent that applies only in the short run as a result of 
skill shortages is known as quasi-rent. 
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Case 9.2 
‘Telecommuters’ 
The electronic cottage 

 
 
One of the causes of inequality of wages has been the geographical immobility of labour. 
Within countries this manifests itself in different rates of pay between different regions: 
often, those regions furthest from the capital city pay the lowest rates. 

It also applies between countries. Poorer countries pay lower wages because there is not 
the mobility of labour between countries to counteract it. 

Nevertheless within countries people are often prepared to commute long distances in 
order to earn the higher pay that large cities have to offer. Witness the army of people who 
travel into London each day from many miles away, getting up early, arriving back late and 
paying huge sums of money for travelling. 

One important development in recent years, however, is helping to reverse this trend. The 
increasing sophistication of information technology, with direct computer linking, broadband 
access to the Internet, fax machines and mobile phones, has meant that many people can 
work at home. The number of these ‘telecommuters’ has grown steadily since the information 
technology revolution of the early 1980s. Some 16 per cent of US workers telecommute all or 
part of the time. 

It has been found that where ‘telecommuting networks’ have been established, gains in 
productivity levels have been significant, when compared with comparable office workers. 
Most studies indicate rises in productivity of over 35 per cent. With fewer interruptions and 
less chatting with fellow workers, less working time is lost. Add to this the stress-free 
environment, free from the strain of commuting, and the individual worker’s performance is 
enhanced. 

With further savings in time, in the renting and maintenance of offices (often in high-cost 
inner city locations) and in heating and lighting costs, the economic arguments in favour of 
telecommuting seem very persuasive. What is more, concerns that managers lose control over 
their employees, and that the quality of work falls, appear unfounded. In fact the reverse 
seems to have occurred: the quality of work in many cases has improved. 

These technological developments have been the equivalent of an increase in labour 
mobility. Work can be taken to the workers rather than the workers coming to the work. The 
effect is to reduce the premium that needs to be paid to workers in commercial centres, such 
as the City of London. 

Then there are the broader gains to society. Telecommuting opens up the labour market to 
a wider group of workers who might find it difficult to leave the home – groups such as 
single parents and the disabled. Also, concerns that managers lose control over their 
employees, and that the quality of work falls, appear unfounded. In fact the reverse seems to 
have occurred: the quality of work in many cases has improved. 

Then there are environmental gains. Fewer journeys to work mean less traffic congestion 
and less pollution.  

But do people working from home feel isolated? For many people, work is an important 
part of their social environment, providing them with an opportunity to meet others and to 
work as a team. For those who are unable to leave the home, however, telecommuting may be 
the only means of earning a living: the choice of travelling to work may simply not be open to 
them. 
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Ironically, it appears that whereas the industrial revolution destroyed cottage industries 
and people’s ability to work from home, information technology is doing the reverse, and 
may in the end contribute to the destruction of the office – at least of large central offices. 
Small local offices, however, may flourish as the developments in technology (such as video 
conferencing) mean that people do not have to travel long distances for meetings. 

These technological developments have been the equivalent of an increase in labour 
mobility. Work can be taken to the workers rather than the workers coming to the work. The 
effect is to reduce the premium that needs to be paid to workers in commercial centres, such 
as the City of London. 

However, telecommuters can be exploited. The Low Pay Commission has found that 
many homeworkers, mostly female, are paid well below the minimum wage because 
employers pay by the amount of work done and underestimate the amount of time it takes to 
complete work. The problem with homeworking is its largely hidden nature, which makes it 
difficult to ensure that minimum wages are paid. Maybe, along with the flexibility, some of 
the less desirable elements of the cottage industry are also returning! 

International telecommuting 
There is no reason, of course, why telecommuters cannot work in different countries. With 
the creation of trans-oceanic fibre optical cable networks, international data transmission has 
become both faster and cheaper. Increasingly, therefore, companies in developed countries 
are employing relatively low-wage workers in the developing world to do data processing, 
telesales and various ‘back-office’ work – work that is often highly skilled. More than 500 
multinational companies employ IT workers in Bangalore alone. 

Some of the international teleworkers work in call centres; others work from their own 
homes. Increasingly telecommuters in India are being provided with computers and 
broadband connection to enable them to do so. 

Call-centres of tomorrow will not be the ones operating from under a single roof. Instead, it will be 
a network of customer service agents (CSAs) working from their own homes miles away from 
each other.  … With all the push that the [Indian] government is giving to increase broadband 
penetration, this concept will trigger a revolution in the way call-centres of today operate.1 

International telecommuting can be closer to home. Growing numbers of UK workers have 
moved to France or Spain, where property is much cheaper and, thanks to broadband, they 
can carry on their UK jobs from there. When they do have to come into the office, cheap 
travel by budget airline makes that possible. 
 

Questions 
1. What effect is telecommuting likely to have on (a) trade union membership; (b) trade 

union power? 

2. How are the developments referred to in this case study likely to affect relative house 
prices between capital cities and the regions? 

 
 
1  ‘Telecommuting: The Work-From-Home Option’ DQChannels of India 
(http://www.dqchannels.com/content/mirror/105021801.asp) 
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Case 9.3 

Other Labour Market Imperfections  
It’s not just a question of monopoly/monopsony power! 

 
 
 
As you can see in section 9.2 in the text, the possession of power by unions and/or firms is 
not the only way in which real-world labour markets diverge from the perfectly competitive 
model: 

 Workers or employers may have imperfect information. 
 Wages may respond very slowly to changes in demand and supply, causing 

disequilibrium in labour markets to persist. 
 Firms may not be profit maximisers. Likewise workers may not seek to maximise 

their ‘worker surplus’ – the excess of benefits from working (i.e. wages) over the 
disutility of working (displeasure in doing the job and lost leisure).  

Let us take each in turn. 

Imperfect information 
In the real world, workers are unaware of many jobs that are available. They may well be 
willing to move jobs, but end up staying where they are due to ignorance. The effect of this 
ignorance is to decrease the elasticity of supply of labour. For firms wishing to take on extra 
labour, the less the elasticity of supply, the higher the wages they will have to pay to attract a 
given number of extra workers. 

Firms too suffer from imperfect information. They may be ignorant of what quality 
and quantity of labour is available. In other words, they may not know the position and shape 
of the labour supply curve. This makes it difficult for them to decide what wage rate to offer 
when recruiting labour. 

Economists have developed search theory to 
explain how workers and firms will deal with this problem 
of ignorance. Workers will spend time searching for better 
jobs. This could be after quitting their previous job, or 
while currently in a job (e.g. by searching through the job 
advertisements in the local/national newspapers). Likewise 
employers will spend time searching for suitable labour. 
Maybe they will advertise and then spend time interviewing 
a number of applicants. 

What will be the effect of searching on the wage level? This is illustrated in the 
diagram on the next page. This diagram has two curves. The first is the ‘wage offered’ curve. 
This shows that, as the period of search increases, the average worker will get better wage 
offers. This curve will gradually flatten out as the worker’s search becomes complete. The 
top of the curve represents the maximum wage that this type of worker can receive. The 
second curve shows the wage rate that the worker would accept. As time progresses, and the 

Search theory. 
This examines people’s 
behaviour under 
conditions of ignorance 
where it takes time to 
search for information. 
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costs of search increase, so the typical worker would settle at a lower and lower wage. This 
curve bottoms out as it approaches the minimum that the worker would accept under any 
circumstances. 

 
 

As long as the wage offered is below the level acceptable, the worker will continue searching. 
The worker will stop searching at t1, and settle for a wage of W1. 

This wage will be higher: 

 The more optimistic workers are about finding a high-paid job. This will shift the Wa 
line up. It will thus also increase the average search time. 

 The less the costs of search to workers. More readily available information on jobs, 
and better social security payments for those who have quit their job to search, are 
examples of things which reduce the costs of searching. This too will shift the Wa line 
up. 

 The more pessimistic firms are about the difficulties in finding suitable labour. This 
will shift the Wo line up. 

 The higher the costs of search to firms. This too will shift the Wo line up. 
 
  

Questions 
1. When you finish studying and start looking for a job (assuming you have not already got 

one), what factors will you take into account when deciding whether to accept a job offer 
or to continue looking? How will the level of unemployment affect your decision? 

2. In what ways could the government reduce the problem of imperfect information? 
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Persistent disequilibrium 
Apart from unions pushing wages above the equilibrium, there are other reasons why an 
imbalance of demand and supply may persist in a given labour market. 
 
Wage rates set for a period of time. Typically, when wage rates are set through a process of 
collective bargaining, the agreement will last for a period of time – usually a year. But during 
the year, the demand and supply curves of labour could shift, causing a disequilibrium that 
cannot be corrected until the next wage round. 
 
Custom and practice. A firm might have agreed to a formula for setting various wage rates in its 
organisation. A higher grade of job may always get, say, 20 per cent more than a lower grade, 
even though changes in demand and supply might have made this differential no longer 
appropriate. 
 
A given wage rate covering several types of labour. An employer may pay all its workers the 
same rate, even though there is a shortage of one type of labour and a surplus of another. For 
example, many schools cannot recruit maths teachers because they can only pay them the 
same rate as other teachers, despite the fact that maths teachers are in short supply. 
 
National or industry-based wage agreements. When wage rates are set nationally or 
centrally within a large organisation, they will not reflect the local supply and demand 
conditions. In some regions there may be a surplus of a given type of labour, whereas in other 
regions there may be a shortage. 
 
Longer-term considerations. Firms are concerned to gain the goodwill and loyalty of their 
workforce. Without it long-term profits will fall. Wages that are frequently raised or lowered 
according to demand and supply, with some workers gaining and others losing, will hardly be 
seen as ‘fair’ wages by the workers and could be demotivating. Firms may find it in their 
long-term interests, therefore, to let disequilibrium wages persist for quite a long time. 

Another example is where pay is related to age or length of service. Often younger 
workers, once they have gained some experience, are more efficient than older workers. Yet 
it is in the firm’s interests to pay more to older workers in order to encourage workers to stay 
with the company. It gives them more of a ‘career structure’. 

As we have seen, wage rates that are based on considerations of worker motivation 
are known as efficiency wage rates. Firms are often willing to pay above the market-clearing 
level in order to attract, retain and motivate workers. 
 
All these considerations mean that the labour market is not like the market for cattle or 
antiques. It is not like an auction, with wage rates fluctuating according to demand and 
supply. Wage rates tend to be relatively ‘sticky’. 

Non-maximising behaviour 
Not all employers are ruthless profit maximisers. The owners of some small businesses may 
treat their employees more as family members than as ‘factors of production’. They may pay 
them better wages and give them better conditions of work than they would if they were 
purely concerned to make money. Large companies too may not squeeze the maximum profit 
from their workers. Where there is a separation between the ownership and control of a 
company, profits may take a second place to other goals that interest managers (see Chapter 
8). Managers may prefer an ‘easy life’. Paying good wages and keeping a contented 
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workforce may give them that easy life. Of course, it could be argued that in some cases 
keeping a contented workforce is a way of improving productivity, and thus is really only a 
way of increasing long-run profits. 

Not all workers are ‘rational economic maximisers’ either, carefully weighing up the 
costs and benefits of each job. Workers may give little thought to such issues, and may 
simply stay put in a job through ‘sheer inertia’. This has the effect of reducing the elasticity 
of supply of labour, and can therefore increase inequality. If workers are not prepared to 
leave low-paid jobs, the pay will remain low, and in relative terms will become lower. 
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Case 9.4 
Ethnic Minorities in the 

UK Labour Market 
Differences in employment and income 

 
 
The following extracts taken from Social Focus in Brief – Ethnicity (ONS, 2002), describe 
the economic characteristics of ethnic minorities in the UK labour market in 2001/2. Three 
principal areas are considered: economic activity, type of employment and income. In all 
three it was discovered that there existed a wide discrepancy between different ethnic groups 
within the UK labour market. 
 
Economic activity 

Men and women from the White group are more likely to be economically active than 
their counterparts in minority ethnic groups 

In 2001/2, 85 per cent of White males of working age were economically active. This compares 
with 79 per cent of Indian, 77 per cent of Black Caribbean and 69 per cent of Bangladeshi 
males. 
 For females of working age, the figures were lower, and show a more extreme variation. 74 
per cent of White females were economically active. This compares with 72 per cent of Black 
Caribbean, 62 per cent of Indian and 22 per cent of Bangladeshi females. 
 More details are given in the following table: 
 

Economically active (2001/2) 

 Male Female 
White         85 74 
Mixed         79 62 
Indian        79 62 
Pakistani     73 28 
Bangladeshi   69 22 
Other Asian   76 57 
Black Caribbean 77 72 
Black African 72 56 
Other Black   76 62 
Chinese       69 57 
Other         69 53 

   
All ethnic groups 84 72 
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Unemployment 
In 2001/2, people from minority ethnic groups had higher unemployment rates than White 
people. This was the case for men and women. 

The rates of unemployment for different ethnic groups are shown in the following table. 
 

Unemployment rates (2001/2) 

 Male Female 
White           5   4 
Mixed         14 11 
Indian          7   7 
Pakistani     16 16 
Bangladeshi   20 24 
Other Asian   12   9 
Black Caribbean 14   9 
Black African 15 13 
Other         11   9 

 
For young people from ethnic minorities, the figures were even more extreme. Over 40 per cent 
of Bangladeshi males between 16 and 24 were unemployed. The figures for young Black 
African and Black Caribbean males were 31 and 27 per cent respectively. 
 

Question 

1. Explain the significantly higher rates of unemployment experienced by ethnic minority 
groups, especially men? 

 

Types of employment 
The report, Social Focus on Ethnic Minorities, conducted by the Office for National Statistics in 
1996, showed that there was a predominance of certain ethnic groups working in specific 
industries. This is illustrated by the following quote from the report: 
 

 Employment in the distribution, hotel and restaurant industries was particularly common 
among the South Asian groups and the Other ethnic minorities group; 34 per cent of 
Pakistani/Bangladeshi men of working age were employed in these industries compared with 
only 18 per cent of Black men and 17 per cent of White men. South Asian and White men were 
also likely to be employed in the manufacturing industries whereas, within the Black group, 
people were most likely to be employed in the public administration, education and health 
sectors.  

 
There was a similarly unequal distribution of female workers between occupations according to 
ethnic group. In 1995, 29 per cent of Indian women of working age were employed in 
manufacturing, compared with only 13 per cent of White women. 57 per cent of Black women 
of working age are employed in public administration, education and health. This compared 

Sloman Case Studies - p. 121



 

 
 
 3 

with 45 per cent of Pakistani/Bangladeshi women, 38 per cent of White women and 23 per cent 
of Indian women. 

There were also differences between the ethnic groups in the proportions who were self-
employed. 22 per cent of Pakistani/Bangladeshi group were self-employed, whereas the figures 
for the White and Black groups were 12 per cent and 8 per cent respectively 
 
Income 
The 2002 report showed that a higher proportion of people from ethnic minorities lived in 
low-income families. This is illustrated in the Chart 1. 

The proportion of income gained from different sources varied between the different ehtnic 
groups. This is illustrated in the Chart 2. 
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household, 2000/01
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Pakistani and Bangladeshi households were heavily reliant on social security benefits – 
which made up nearly a fifth (19 per cent) of their income. Benefits were also a 
considerable source of income for the Black group (15 per cent). Pakistani and 
Bangladeshi households were the least likely to obtain income from earnings, reflecting 
their higher unemployment rates. Wages and salaries made up only around a third (36 
per cent) of their total household income, whereas for other groups this proportion was 
around two-thirds. Pakistani and Bangladeshi households were much more reliant on 
earnings from self-employment than other groups. 

 
 It was also discovered from the investigations that: 
 

 Households belonging to the Black, Indian and White groups received around two thirds of 
their gross income from wages and salaries in 1994-95. For the Pakistani/ Bangladeshi group 
this proportion was much smaller at only two fifths of total income. This group received a 
larger proportion of household income from social security benefits than any other ethnic 
group; this was almost as much as the proportion from wages and salaries, reflecting their high 
unemployment rate and low wages. 
 
Social security benefits (excluding disability benefits) constituted 38 per cent of household 
income for the Pakistani/Bangladeshi group, 20 per cent for the Black group, 9 per cent for the 
Indian group and 7 per cent for the White group. 
 
 

Questions 

2. What factors might account for the wide variation in hourly rates of pay between different 
minority groups and the White group? 

3. What measures could a government introduce to reduce or remove the problems faced by 
ethnic minority groups in the UK labour market? 
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Case 9.5 
Profit Sharing 

An effective incentive? 
 
 
Many economists have argued that a more flexible pay system would improve Britain’s 
economic prospects. One way to improve this flexibility is to link wages to profits, either by 
giving profit-related bonuses or by giving workers shares in the company. 

 
The case for profit sharing 

More security of employment  
A profit-sharing system would mean there is less incentive to sack workers when the firm is in 
difficulty and profits are low. Quite simply wages fall as a consequence of low profits and rise 
when the firm is more prosperous. 
 
More employment  
In a profit-sharing world there would be a higher demand for labour. The reason for this is to be 
found in how profit-sharing wages are formulated. There would still be basic fixed wages as 
under existing pay schemes, but they would be set at lower levels. On top of this basic wage 
would be an additional element related to profit. The employer would wish to employ extra 
labour so long as the extra revenue it earned were above the basic wage (MRPL > MCL), since 
any profit thereby produced will in part go to the company. But given that the basic wage is 
lower than under normal pay schemes, more labour would be demanded. The lower the basic 
wage, the greater the employment. 
 
Incentives  
Profit sharing success would encourage people to work harder as pay packets would be 
intimately linked to the firm’s success. Whether workers’ pay rises or falls will depend directly 
on their effort. Thus profit sharing may act as an important incentive mechanism (see Threshold 
Concept 5). 

 
Problems with profit sharing 

Reluctance of workers to adopt such a scheme  
Workers are exposed to high levels of income risk, and many with stable wages and salaries 
would be reluctant to accept the new pay system. 
 
Conflict of interests between employers and workers 
There will be conflict within firms, as employees will attempt to prevent employers taking on 
more labour since that would reduce the share of profits going to existing employees. 
 

Question 
What will workers be trying to maximise? 

 

Sloman Case Studies - p. 124

http://www.hr-guide.com/data/G444.htm


 

 
 

 
Free riders  
There is no guarantee that linking profits and pay will act as an incentive. Except in small firms, 
workers may be tempted to take a ‘free ride’ (see again Threshold Concept 5). ‘Let other 
workers do the hard work, and I’ll get the benefits.’ As in traditional firms, therefore, it might be 
necessary to link individuals’ pay with their own performance. The alternative is to try to 
develop a ‘team spirit’, and indeed this might be easier in a firm where workers share in profits, 
and where therefore they get a greater sense of belonging. 
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Case 10.1 
How can we Define Poverty? 

Absolute and Relative Measures 
 
In attempting to solve a social problem such as poverty, it is normal for the policy-making 
body to adopt the following four-stage approach: 

• The problem is defined. 
• The problem is measured. 
• The problem’s causes are identified. 
• Alternative policies are considered to cure the problem. 

 The importance of defining the problem of poverty correctly (stage 1) is that it determines 
the subsequent stages: the number of poor, possible causes of poverty and ways of tackling 
the problem. 
 There are two ways of looking at poverty. 
 
Absolute poverty (or subsistence poverty) 

As its name suggests, this definition involves identifying a poverty line measured in terms of 
these basic items considered essential to life: items such as adequate clothing, food and 
shelter. 
 By defining poverty in absolute terms, it is assumed that all individuals have similar 
minimum requirements, and that those whose means fall below the required minimum are 
poor. 
 Attempts have been made to include minimum social/cultural needs into such definitions: 
for example, adequate leisure and recreation, education and security. 
 

Question 
1. Compile your own list of basic necessities. Are these the same for all people? 

 
Relative poverty 

Relative poverty, by contrast, is a far more flexible concept. 
The definition is based on judgements, made by each particular society, as to what is 

considered a reasonable and acceptable standard of living, according to the conventions of the 
day. Hence an individual who is unable to attain this reasonable and acceptable standard is 
considered poor. For example, if fridges, TVs and videos are considered part of ‘civilised 
existence’, then without them you are considered poor! 
 The standard of living considered to be acceptable by society will differ over time, and 
from one society to another. 
 

Questions 
2. If poverty is defined in absolute terms, will the list of necessities still vary from society to 

society? 

3. If we use a relative definition of poverty what difficulties would we encounter in 
comparing poverty over time? 
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Case 10.2 
The Maxims of Taxation 

The views of Adam Smith 

 
 
Adam Smith identified four principles (or ‘maxims’) of good taxes (see also and also1). 
 

1. equality, 

 The subjects of every state ought to contribute towards the support of the government, 
as nearly as possible, in proportion to their respective abilities; that is, in proportion to the 
revenue which they respectively enjoy under the protection of the state. 

2. certainty, 

 The tax which each individual is bound to pay ought to be certain, and not arbitrary. The 
time of payment, the manner of payment, the quantity to be paid, ought all to be clear 
and plain to the contributor, and to every other person. 

3. convenience of payment, 

 Every tax ought to be levied at the time, or in the manner, in which it is most likely to be 
convenient for the contributor to pay it. 

4. and economy of collection,  

 Every tax ought to be so contrived as both to take out and to keep out of the pockets of 
the people as little as possible, over and above what it brings into the public treasury of 
the state.2 

 
He maintained that these principles were accepted by virtually all countries.  
 
 The evident justice and utility of the foregoing maxims have recommended them more or 

less to the attention of all nations. All nations have endeavoured, to the best of their 
judgement, to render their taxes as equal as they could contrive; as certain, as convenient to 
the contributor, both in the time and in the mode of payment, and in proportion to the 
revenue which they brought to the prince, as little burdensome to the people.3 

 
  

Question 
A poll tax was used in Britain in the early 1990s (see Case Study 10.4). This was a flat charge 
on virtually all adults in the country, irrespective of their income. It varied from one local 
authority to another, however, depending on their level of expenditure (and the support they 
received from central government). Assess such a tax system in the light of Smith’s four 
maxims. 

 

                                                 
1  C Bastable, Public Finance Book III (1892) 
2 A Smith, The Wealth of Nations see http://www.econlib.org/library/Smith/smWN.html Book V, Chapter 2, 
paragraphs 25–28 
3 Ibid. paragraph 29 
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Case 10.3 
Taxation in the UK 

How progressive is it? 

 
Everyone can earn a certain amount tax-free. This is their personal allowance. In 2008/9 this 
was £6035 for a person under 65 (more for older people). Additional relief (Children’s Tax 
Credit) is given to people with children. People with special needs also get additional tax-free 
allowances. Beyond this, people then start paying the basic rate of income tax. In 2008/9 the 
basic rate was 20 per cent. 

 There is an upper limit to income on which the basic rate is paid. Above this, each extra 
pound earned is charged at the higher rate of 40 per cent. In 2008/9 this was paid on any 
taxable income (i.e. income above the tax-free allowance level) above £34 800. (See the HM 
Revenue and Customs site for more details of rates.) 

 Income tax in the UK is progressive. In other words, the average rate of tax rises with 
income. There are two reasons for this: 

• Tax allowances account for a larger proportion of a poor person’s income than a rich 
person’s. 

• Above certain levels of income, higher marginal rates of tax are paid. 

 
 The diagram shows the marginal and average rates of income tax in 2008/9. Although 

income tax is mildly progressive, it is much less so now than it used to be. This is due to 
various changes in income tax rates that were made by the Conservative governments during 
the 1980s. One change was a series of reductions in the basic rate: from 33 per cent in 1979 to 
25 per cent in 1988 and then to 23 per cent in 1996. Further reductions were made by the 
Labour government, so that by 2008, the basic rate was 20 per cent. The result of these 
reductions has been that income taxes new account for a smaller fraction of total taxation, and 

UK average and marginal rates of income tax for a single person: 2008/9
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since income taxes are more progressive than most other taxes, this in turn led to a reduction 
in the redistribution of income. 

 The most dramatic change was introduced in the 1988 Budget. Before that time there were 
several higher rates of taxation above the 40 per cent rate, up to 60 per cent. In 1988 all rates 
above 40 per cent were abolished. 

 
National insurance contributions (NICs) 
These are payments made by individuals and their employers to the Department of Social 
Security through the Inland Revenue. They are used to finance pensions and social security. 
Although they do not officially count as taxes, to all intents and purposes they are so. 
Individuals’ contributions are a percentage of their income up to a certain level Individuals’ 
contributions are a percentage of their income up to a certain level (11% in 2008/9). Above 
that level, the rate falls to 1 per cent (see Table (a)) 
 

Table (a) Marginal national insurance rates 
for individuals: 2008/9 

Income per annum 
(£) 

Marginal national 
insurance rate 

0 – 5460   0% 

5461 – 40 040 11% 

Above  40 040   1% 
 
 The combined effect of income tax and employees’ NICs is to give a tax that is partly 

progressive and partly regressive. In 2008/9, the combined marginal rate rose from zero to 31 
per cent (i.e. 20 per cent plus 11 per cent) up to the upper limit of NIC. Above this limit, the 
rate fell to 21 per cent (the marginal NIC rate was just 1 per cent), rising again to 41 per cent 
when people reached the higher rate of income tax! (See Figure 10.10 in the text.) 

 
Corporation tax 
This is a tax on the profits of limited companies. In 2008/9, companies with profits up to 
£300,000 are taxed at a marginal rate of 21 per cent. Above that, it rises gradually to reach 28 
per cent for companies with profits over £1.5 million. Profits can be offset against capital 
expenditure and interest payments when working out liability to corporation tax. This 
effectively means that profits that are reinvested are not taxed. 

 
Capital gains tax 
This is a tax payable when a person sells assets, such as property or shares. It is payable on 
the gain in value of these assets (after allowing for inflation) since a set date in the past, or 
since they were purchased if this was after the set date. It is payable only if a person’s capital 
gains exceed a certain amount in any year. In 2008/9 this amount was £9600. The rate of tax 
was then 20 or 40 per cent, depending on a person’s total taxable income. The sale of owner-
occupied houses is excluded from the tax. Capital gains tax, being charged at two rates with 
an exemption allowance, is mildly progressive. 
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Inheritance tax 
This is a wealth tax paid when assets are transferred from one person to another, either on 
death or during the donor’s lifetime if the donor dies within seven years of the gift. In 2008/9, 
transfers below £312 000 were exempt. Amounts above this were taxed at a rate of 40 per 
cent on the excess. 

 The high threshold means that this tax only has a redistributive effect away from people in 
receipt of relatively large inheritances. 

 
Local authority taxes 
Local authorities raise part of their revenue from the council tax. This is a property tax levied 
on a household (as opposed to individuals). If there is only one adult living in the property, 
however, the tax is reduced by one-quarter. Each property is put into one of eight bands (A–
H), depending on the property’s value. The higher the band, the greater is the tax. The size of 
the tax varies from one local authority to another depending on their expenditure. 

 A larger proportion of rich people are home owners. Richer people tend to live in bigger 
houses. For these two reasons, rich people tend to pay more council tax than poor people. 
Whether the tax is actually progressive or not, however, depends on how much more they 
pay: do they pay a larger proportion of their income? This varies with (a) the particular local 
authority in question and (b) the number of occupants in any given house. 

 Local authorities are also financed partly from general taxation and partly from business 
rates. This tax on firms is levied at a single rate throughout the country, but varies with the 
size and value of the business. Businesses are given a ‘rateable value’ by the Inland Revenue 
and then all businesses are charged at the same percentage of their rateable value. Revenue 
from the business rates goes to a central pool and then all local authorities draw from this 
pool according to the size of their population. The money they draw does not depend on the 
amount of business rates paid in their area. 

 
Indirect taxes 
These consist of VAT (levied at 17½ per cent on most goods and services), excise duties (on 
petrol and diesel, alcoholic drinks, tobacco products and gambling), customs duties on goods 
imported from outside the EU, and levies imposed on agricultural imports. In the pre-Budget 
Report of 2008, the Chancellor cut the rate of VAT temporarily to 15% until 31 December 
2009 in an attempt to boost consumer spending and mitigate the impact of the financial crisis.  

 Indirect taxes tend to be regressive. The reason is that the rich tend to spend a smaller 
proportion of their income than the poor: the poor cannot afford to save; the rich can. 

 The regressive nature of indirect taxes is lessened by two features: 

• Some basic goods and services, which are consumed proportionately much more by the 
poor, are zero rated for VAT. These include food and children’s clothes. 

• Excise duties (levied on top of VAT) apply only to certain items. Some of these, such as 
petrol, are consumed proportionately more by the rich. Others, however, such as 
cigarettes, are consumed proportionately more by the poor. 

• Indirect taxes used to be less regressive than they are today for the following reasons: 
• Before 1973, when VAT was introduced, there was purchase tax on various goods. This 

was levied at higher rates on luxury goods. 
• There used to be more than one rate of VAT (other than zero). There was a basic rate and 

a luxury rate. 
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• VAT was raised from 8 per cent to 15 per cent in 1979 and to 17½ per cent in 1991 as 
part of a general shift from direct to indirect taxes. 

• VAT was imposed on domestic fuel in 1994: previously it had been zero rated. The poor 
spend a larger proportion of their income on domestic fuel than do the rich. In 1998/9, the 
VAT rate on domestic fuel was 5 per cent (and remains at that level). 

 The relative progressiveness of income tax, NIC and the council tax on the one hand, and 
indirect taxes on the other, is shown in Table (b) for the years 1978 and 2006/7. 

 
Table (b) Tax burden in the UK by quintile groups of non-retired households 

 
Quintile groups 
of households 
ranked by 
original income 

1978 2006/7 

Income tax, 
NICs and rates 
as % of gross 

incomea 

Indirect 
taxes as % 

of gross 
incomea 

Total tax 
as % of 
gross 

income a 

Income tax, NICs 
and council tax  
as % of gross 

incomea 

Indirect taxes 
as % of gross 

incomea 

Total tax 
as % of 
gross 

income a 

 (1) (2) (3) (4) (5) (6) 

Poorest 20%   0.6 20.6 21.2 10.9 27.8 38.6 

Next 20% 11.1 20.7 31.8 13.5 19.4 33.0 

Middle 20% 17.9 18.7 36.6 18.5 16.3 34.9 

Next 20% 20.1 17.2 37.3 22.2 14.5 36.7 

Richest 20% 23.2 14.8 38.0 24.8 10.1 34.8 

All households 18.5 17.1 35.6 21.0 14.3 35.3 

a Gross income = original income plus cash benefits 
Source: The effects of taxes and benefits on household income, 2006/7 (HM Treasury, 2008) 

 
 
 

Questions 
1. Had taxes become more or less progressive between 1978 and 2006/7? 

2. How do you think the 1988 Budget changes affected these figures? 

 
For details about the UK tax system and rates and allowances, it may be worth looking at the 
fiscal facts section of the Institute of Fiscal Studies web site 
http://www.ifs.org.uk/fiscalfacts.php 
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Case 10.4 
The Poll Tax versus the Council Tax 

Accountability versus equity? 

 
 
 The new system of local government finance will usher in a new era – a new attitude in 

local government. The relationship between councils and their electors will change to one 
where every council has to concentrate on local rather than national issues, on providing 
value for money in the services they provide and on serving their customers as their first 
priority. That will be a great improvement for many authorities controlled by Opposition 
parties – high time, too, I believe that in time the community charge will come to be seen 
as a watershed in terms of the strengthening of local democracy. 

 Nicholas Ridley (MP) (1989), 
 Secretary of State for the Environment 

 
 The community charge is repressive, inefficient and unfair. The arguments in its favour 

were always thin and they have grown shabby and worn with repetition. Claims about 
increased accountability are wildly exaggerated and the statistics deployed in aid are, at 
best, questionable 

 Sir Barney Hayhoe (MP) (1989) 
 
 
The community charge or ‘poll tax’ was introduced in Scotland in 1989 and in England and 
Wales in 1990 and was abolished in 1993, being replaced by the council tax. The poll tax 
turned out to be a political disaster and was very unpopular with the electorate, causing riots 
in the streets (see also, and). It was widely seen to be unfair and many poor people found it 
virtually impossible to pay. 
 The main case against it (as stated in the second quote above) is that the tax was not 
calculated on the individual’s ability to pay: a clear breach of the generally accepted principle 
of direct taxation, that taxes on individuals ought to be in relation to their means. Other 
arguments against included : 

• It was an expensive tax to collect. 
• It was difficult to prevent evasion by people who did not have a permanent address. 
• It was not horizontally equitable between people living in different local authorities. 

The tax varied enormously from one authority to another. 
 
 The Conservative government’s reply was that the poll tax was not so much a tax as a 
‘charge for local services’: services which we all receive. Hence we should all contribute. The 
local authorities’ provision of these services would in consequence be more accountable to 
the public, enhancing notions of local democracy. If local people had to pay in full for any 
additional local authority expenditure, they would think twice before voting for a party that 
advocated increased expenditure. This pressure would make local authorities more efficient in 
the use of their revenues. 
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 Finally, being a flat charge, there would be no disincentive effect: people would not be 
discouraged from earning extra money. 

In 1993 the poll tax was replaced by the council tax. This is a property tax levied on each 
household. Each property is put into one of eight bands (A – G), depending on the property’s 
value. The higher the band the greater the tax. The tax for each band is expressed as a 
proportion of band D, and these proportions are the same throughout the country, with the tax 
on property in the highest band being three times that on property in the lowest. The actual 
amount of tax paid by each band, however, varies from local authority to local authority 
depending on the total tax it wants to raise (within limits set by the government). 
 The council tax is claimed to have various advantages over the poll tax. 

• It is more vertically equitable. Given that richer people tend to live in bigger houses, 
the rich tend to pay more council tax than the poor. Also, where there is only one adult 
living in the property, the council tax is reduced by one quarter. 

• Being a tax on property, it is harder to evade. 
• With only one tax bill per household, it is cheaper to collect. 

 
 

Questions 

1. In what ways may the council tax not be vertically equitable? (Opponents claim that it is 
unfair in a number of ways.) 

2. Some people advocate the use of a local income tax. This, they claim, is vertically 
equitable since it is levied according to people’s ability to pay. What are the advantages 
and disadvantages of such a tax? 
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Case 10.5 
The System of Benefits in the UK 

Who gets what? 
 
Means-tested cash benefits 
Under the system introduced in 1988 and amended in 1996, 1998 and 2001. From April 2003, 
there are six main categories of means-tested benefits. They are paid by the Department for 
Work and Pensions or HM Revenue and Customs (in the case of tax credits). 

• Income Support. This is available to all adults who do not work and are unavailable for 
work, or who are working less than 16 hours per week, and whose income (or joint 
income with their partner) is below a certain level, whose savings are below a certain 
level and who are in certain categories: e.g. unfit for work, looking after a sick or disabled 
person, or bringing up children on their own. The amount of income support received 
depends on people’s circumstances (e.g. number of children and other dependants, and 
whether they receive any other income). For example, in 2008/9, a single person aged 25 
or over would receive £60.50 per week, if this was not offset by other income. If a person 
does receive any other income, then for each £1 earned, income support is reduced by £1. 
Thus the marginal lost-benefit rate is 100 per cent. 

• (Income-based) Jobseeker’s Allowance (JSA). This is for unemployed people and those 
working less than 16 hours per week. Recipients must be capable of, available for, and 
actively seeking work, and have income and savings below certain levels. The amount of 
benefit depends on the person’s circumstances. To be entitled to such benefit, claimants 
must complete a Jobseeker’s Agreement, which sets out the types of work they are willing 
to do, and their plan to find work. The rates payable depend on a person’s age, and 
circumstances and are the same as Income Support (e.g. in 2008/9, £60.50 per week for a 
single person over 25). A recipient can earn a small amount each week without losing 
benefit. Above that, each £1 earned reduces benefit by £1. 

• Working Tax Credit (WTC). This provides tax relief to working people on low incomes. 
To be eligible, people without children must work at least 30 hours per week and people 
with children at least 16 hours per week. The basic tax credit in 2009/10 is £1890 per 
year, with an additional amount of £1860 for couples and lone parents. If a claimant with 
children works more than 30 hours per week, there is an additional credit of £775. This is 
designed as an incentive for people to move from part-time to full-time work. This 
additional amount is paid to couples with children if they jointly work 30 hours or more 
per week. An additional amount of £2530 is paid to disabled workers. Recipients of WTC 
also get paid 80 per cent of eligible childcare costs up to £175 per week (i.e. £140) for 1 
child and £300 per week (i.e. £240) for 2 or more children. For each pound earned above 
£6420 per year, relief is reduced by 39p. 

• Child Tax Credit (CTC). This provides support to low-income families with children, 
whether or not anyone in the family works. It is paid in additional to Child Benefit. In 
2009/10, the basic rate paid to all families with children is £545 per year. In addition there 
is an additional £2235 paid per child (plus an extra £2670 on top of this for a disabled 
child). Relief tapers off for incomes over £308.46 per week (£16,040 per annum). For 
each pound earned above £6420 per year, total relief is reduced by 39p (the combination 
of WTC and CTC). For details of tax credit rates see the HM Revenue & Customs site at 
http://www.hmrc.gov.uk/rates/taxcredits.htm 
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• Social Fund. This provides money for specific needs. It is primarily for people on Income 
Support or Jobseeker’s Allowance. Some people are entitled to grants from the fund. 
These are people who would otherwise probably have to be in an institution: a hospital, an 
old people’s home, a hostel, etc. The majority of payments from the fund, however, are in 
the form of loans. The loans are interest free, but they will not be given unless they can be 
repaid. Repayments are made weekly by making deductions from people’s Income 
Support or Jobseeker’s Allowance. 

• Housing Benefit. This is a grant paid to help meet the cost of rents or rates. 

Means-tested benefits are thus of two types: general support (Income Support, Jobseeker’s 
Allowance and Working and Child Tax Credits and payments for specific purposes (grants 
and loans from the Social Fund and Housing Benefit). 

 
Universal cash benefits (by category of person) 
These are benefits that everyone is entitled to, irrespective of their income, if they fall into a 
certain category. Most of these benefits are ‘social insurance’ benefits. People who are 
working pay national insurance contributions, based on their earnings. When they retire, 
become unemployed or fall sick, they are entitled to benefits. Unemployment benefit (known 
as Contribution-based Jobseeker’s Allowance) and Statutory Sick Pay are paid only for a 
certain number of weeks. After that, the unemployed have to rely on Income Support, and the 
sick on Incapacity Benefit (paid at a lower rate than Statutory Sick Pay). 

 Child Benefit is not regarded as social insurance. It is a flat payment to parents (usually 
the mother) for each child. Single parents receive an additional payment. 

 
Benefits in kind 
The two main types of benefit in kind are education and health. The table (see over) shows 
how the benefits are distributed between different income groups. Benefits in kind are 
consumed slightly more by poorer households. Poorer households often have more children 
and suffer from poverty-related diseases. They are also more likely to receive Housing 
Benefit and free school meals. Nevertheless, as the table shows, benefits in kind have a much 
smaller redistributive effect than cash benefits. 
 
Effects of the changes in recent years 
In these measures, the government moved away from payments for specific needs and tried to 
simplify the system by treating people in broad categories (by marital status, number of 
children, etc). This inevitably means that some people with particular needs receive 
inadequate benefit. 

 The government has attempted to give more support to some of the poorest of the 
population, especially through tax credits. But it has been unwilling to contemplate a 
substantial increase in the overall level of benefits. The effect, therefore, is that some very 
poor families have been helped, not at the expense of the rich, but at the expense of the 
moderately poor and the ‘able-bodied’ single poor. 

There are serious problems too with the system of loans. The obvious point here is that 
loans only tide people over. They do not redistribute incomes. Then there is the problem of 
repayment. If Income Support is designed to cover only the bare essential weekly 
expenditures, how can people afford to pay back loans out of their Income Support? 
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UK Benefits by quintile groups of households, 2006/7: average per household (£ per year) 

Benefit Bottom 
20% 

Next 
20% 

Middle 
20% 

Next 
20% 

Top 
20% 

Average of all 
households 

Cash benefits       
Retirement pension 236 658 642 507 416 492 
Jobseeker’s Allowance  
(contribution based) 57 22 7 4 – 18 

Incapacity benefit 628 413 184 104 10 268 
Other contributory 20 90 79 117 166 94 

Income Support 1095 507 150 49 24 365 
Child Benefit 775 707 510 403 277 534 
Housing Benefit 1251 594 167 72 6 418 
Jobseeker’s Allowance  
(income based) 179 38 7 4 5 46 

Disability related allowances 385 501 344 157 28 284 
Care / attendance allowances 72 93 61 22 3 51 
Student support 214 100 99 37 16 93 
Tax credits 970 837 206 58 30 420 
Other non-contributory 81 84 71 74 104 82 

Total cash benefits 5963 4644 2527 1608 1086 3166 

Benefits in kind       
Education 5135 3354 2525 1720 999 2747 
National Health Service 2899 3188 2816 2732 2400 2807 
Housing subsidy 44 21 12 4 1 16 
Rail travel subsidy 26 23 41 46 86 44 
Bus travel subsidy 57 59 54 47 57 55 
Free milk and school meals 105 42 10 5 2 33 

Total benefits in kind 8267 6687 5457 4555 3546 5702 

Total benefits 14230 11331 7984 6163 4632 8868 

Source: The effects of taxes and benefits on household income, 2006/7 (HM Treasury, 2008) 
 

 

Questions 
1. What categories of poor people would not be entitled to either Income Support or 

Working Tax Credit? 

2. What explanations can you give for the different distribution of bus and rail subsidies 
shown in the table? 
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Case 10.6 

Negative Income Tax and Redistribution 
A unified system of tax and social security 

 
 
 
The complexities of welfare provision have led many economists to look for a more 
simplified and effective means to cure poverty and redistribute income, while avoiding the 
poverty trap. One such solution is the negative income tax system, which works as follows. 

First, a minimum entitlement must be set, on or about the poverty line. Assume for the 
sake of argument that this level is £2000. Under the system, everyone is entitled to this level 
of benefit. If you earn nothing, then you just get the £2000. 

Second, income tax is paid right from the first pound a person earns. Assume that the 
tax rate is 25 per cent. 

These taxes are then offset against the fixed benefit. If taxes exceed the benefit, a 
person pays the difference to the tax authorities. If taxes are less than the benefit, the person 
receives the difference from the tax authorities – a negative tax. The table shows how it 
works. With earnings up to £8000, people receive a net benefit (a negative income tax). Over 
£8000, people pay a positive net tax. 

 
A negative income tax system 

(1) Earnings 
(£) 

(2) Tax on 
earnings at 25% 

(£) 

(3) Benefit 
(£) 

(4) Tax minus 
benefit (£) 
(2) – (3) 

(5) Net income 
(£) 

(1) – (4) 
0 0 2000 –2000a 2000 

4000 1000 2000 –1000a 5000 
8000 2000 2000 0 8000 

12,000 3000 2000 1000 11,000 
16,000 4000 2000 2000 14,000 

a Negative income tax. 

 
The level of fixed benefit can be made to vary with people’s circumstances. Thus if a 

single person’s benefit were £2000, a married couple’s with four children could be, say, 
£5000. 

The advantages claimed for the system are as follows: 

 It eliminates the poverty trap. There are no levels of earnings where benefits suddenly 
disappear. 

 It is simple to administer. A single agency – such as the Inland Revenue – is involved. 
 It would have a high take-up rate. 

The system, however, does have serious drawbacks. If the marginal tax rate is to be kept low 
(say, at a standard rate of 25 per cent), and if the basic benefit for the poor is to be sufficiently 
high (say, £5000), anyone earning less than £20 000 will receive a negative income tax 
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payment. This would put a tremendous cost burden on indirect taxes: a burden paid 
disproportionately by the poor! 

Alternatively, the marginal tax rate could be increased, but then the problem of 
disincentives is likely to arise. 

Thus the conflict between equity and efficiency is not resolved. 
 
  

Question 
Draw up a similar table to the one below, only this time assume that the basic benefit is 
£6000. Assume that the marginal tax rate is 20 per cent up to £10 000 and 40 per cent from 
£10 000 to £20 000. To what extent would this particular system help to tackle the problems 
of (a) equity; (b) cost of provision; (c) incentives? 
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Case 11.1 
Can the Market Provide Adequate 
Protection for the Environment? 

 
 
In recent years people have become acutely aware of the damage that pollution has wreaked 
on the environment. But if tipping chemicals and sewage into the rivers and seas and 
releasing toxic gases into the atmosphere cause so much damage, why does it continue? If we 
all suffer from these activities, both consumers and producers alike, then why doesn’t a pure 
market system deal with the problem? After all, a market should respond to people’s interests. 

The reason is that the costs of pollution are largely external costs. They are borne by 
society at large and only very slightly (if at all) by the polluter. If, for example, 10,000 people 
suffer from the smoke from a factory (including the factory owner) that owner bears only 
about 1/10,000 of the suffering. That personal cost may be quite insignificant when the owner 
decides whether the factory is profitable. And if the owner lives far away, the personal cost of 
the pollution will be zero. 

Thus the social costs of polluting activities exceed the private costs. If people behave 
selfishly and take into account only the effect their actions have on themselves, there will be 
an overproduction of polluting activities. 

Thus it is argued that governments must intervene to prevent or regulate pollution, or 
alternatively to tax the polluting activities, or subsidise measures to reduce the pollution. 

But if people are purely selfish, why do they buy ‘green’ products? Why do they buy, for 
example, ‘ozone-friendly’ aerosols? After all, the amount of damage done to the ozone layer 
from their own personal use of ‘non-friendly’ aerosols would be absolutely minute. The 
answer is that many people have a social conscience. They do sometimes take into account 
how their actions affect other people. They are not totally selfish. They like to do their own 
little bit, however small, towards protecting the environment. 

Nevertheless to rely on people’s consciences may be a very unsatisfactory method of 
controlling pollution. In a market environment where people are constantly encouraged to 
consume more and more goods and where materialism is the religion of the age, there would 
have to be a massive shift towards ‘green thinking’ before the market could truly solve the 
problem of pollution. 

Certain types of environmental problem may get high priority in the media, like acid rain, 
the greenhouse effect, damage to the ozone layer and brain damage to children from leaded 
petrol. However, the sheer range of polluting activities makes reliance on people’s awareness 
of the problems and their social consciences far too arbitrary. 
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Output 
(units) 

Price per unit 
(MSB) 

(£) 

Marginal (private) 
costs to the firm (MC) 

(£) 

Marginal external 
(pollution) costs (MEC) 

(£) 

Marginal social costs 
(MSC = MC + MEC) 

(£) 

1 100   30   20   50 

2 100   30   22   52 

3 100   35   25   60 

4 100   45   30   75 

5 100   60   40 100 

6 100   78   55 133 

7 100 100   77 177 

8 100 130 110 240 
 

 

Question 

The table above gives the costs and benefits of a firm operating under perfect competition: 
its activities create a certain amount of pollution. Assume that the costs of this pollution to 
society can be accurately measured. 

(a) What is the profit-maximising level of output for this firm? 

(b) What is the socially efficient level of output? 

(c) Why might the marginal pollution costs increase in the way this example illustrates? 
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Case 11.2 
Catastrophic Risk 

Thinking the unthinkable 
 
 
Some projects involve the remote chance that a total catastrophe might occur. A tunnel might 
collapse; a bridge might fall down; or, perhaps worst of all, a nuclear power station might 
explode. This last possibility was dramatically brought home to people with the Chernobyl 
disaster (see also) in the former USSR in 1986. 
 How are such disasters to be evaluated in a cost–benefit study? This is the subject of 
catastrophic risk. 
 First of all, a mathematical conundrum. What do you get when you multiply a number by 
zero? The answer is zero. What do you get when you multiply a number by infinity? The 
answer is infinity. What, then, do you get when you multiply infinity by zero? The answer is 
...? In fact there is no sensible answer to this question other than, ‘It can’t be done’, or 
‘Something between zero and infinity’. 
 A similar problem is raised in the measurement of catastrophic risk. Remember that the 
simplest way of measuring a risky outcome is to multiply its value (its cost or benefit) by the 
probability of its occurring. For example, if there is a 20% chance of a benefit of £100 
occurring, then the simplest way of valuing it is at £20. But what happens if you use a similar 
approach to measuring the cost of a nuclear disaster? 
 The power companies argue that the chance of such a disaster occurring is so remote that 
its probability can be regarded as zero. Many environmentalists argue that the costs to life, 
health and the environment generally, if such a disaster did occur, are so horrendous that the 
costs are virtually infinite. 
 So here is the conundrum. If both sides are right, then we have to multiply a cost that is 
virtually infinite by a probability that is virtually zero. 
 Of course, the costs are not actually infinite. But they are exceedingly large, and there 
may be long-term consequences (e.g. slowly developing cancers) which nobody can estimate. 
Likewise the probability may not actually be zero. There may be a very remote possibility of a 
disaster occurring, due, say, to human error or sabotage. But if you multiply a very very large 
number by a very very small fraction, the result is still highly suspect. 
 

Question 
Assume that, according to estimates, a possible disaster would cost society £1,000bn 
(£1,000,000,000,000). The chances of the disaster occurring are said to be minute, however. 
Estimates vary from a probability of one in a million to one in a billion. What estimate of this 
cost would you include in a cost–benefit analysis? 

 
Are there any solutions to the problem of measuring catastrophic risk? 
 Pessimists would argue that uncertainty of the risks ought to make us cautious. They 
might quote Murphy’s Law: ‘If anything can go wrong, it eventually will’. 
 Advocates of the project will argue that life is full of dangers. We could be run over or 
even struck by lightning (both of which may have a higher probability than the disaster). But 
we don’t stay locked indoors. Thus rather than being ‘negative’ we ought to focus on ways of 
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increasing safety and eliminating the possibilities of a disaster. 
 But what all this says is that there is no real solution to the conundrum. There are also 
other questions raised by the possibility of disaster: 

• What discount rate would be used for measuring the long-term effects of, say, 
radiation? 

• Which is worse, a thousand small disasters, or one disaster a thousand times bigger? 
(How is this relevant to the issue?) 

• Should the effects on the rest of the world be included in a cost–benefit study, or just 
the national effects? 

 
 

Question 
Why are many developing countries apparently prepared to accept riskier projects than are 
industrialised countries? 
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Case 11.3 
Evaluating the Cost of Aircraft Noise 

The method used by the Roskill Commission 
 
 
In the 1960s it was realised that Gatwick and Heathrow would soon be unable to handle the 
growing amount of air traffic to and from London. A third airport was needed. Stanstead was 
selected, but given the large number of objections from local residents, the government set up a 
commission under Mr Justice Roskill to investigate four alternative sites which had already 
been shortlisted. 
 The Roskill Commission (see) attempted to estimate the cost differences between each of 
the four sites. In doing so it attempted to estimate not only the private costs of each site (such as 
construction costs, operating costs, costs to passengers and freight users, loss of agricultural 
land, etc.) but also external costs, and in particular the costs arising from aircraft noise. 
 A new airport will obviously create a substantial amount of noise in the surrounding area. 
This will impose substantial ‘nuisance’ costs on people, whether at home, at work, in hospital, 
at leisure or simply out and about. The closer people are to the airport, the louder the noise and 
hence the greater this cost will be.  
 The total amount of noise nuisance will depend on two factors: 

• The average number of flights heard per period of time (N*). This will be equal to the 
average number of flights times the average number of people hearing each flight. 

• The average peak noise of each flight measured in decibels (PNdB). This will depend not 
only on the type of aircraft but also on its height and acceleration, which in turn will 
depend on its closeness to the airport.  

 
 Using the results of a survey of the effects on people living near Heathrow, the Roskill 
Commission combined these two factors into a ‘Noise and Number Index’ (NNI), where: 
 NNI = PNdB + 15logN* – 80 
This formula implied that a fourfold increase in the number of flights heard (N*) would impose 
the same costs as a doubling of loudness (an increase of 9PNdB). 
 NNI increases the nearer you are to the airport. A map can thus be drawn with NNI contours. 
These contours form a cigar shape round the airport. The 35NNI contour was selected as that 
level of noise nuisance that was considered to be significant. Roskill thus decided to investigate 
the costs to those people living within the 35NNI contour (but ignored those living outside this 
area despite the fact that they would still suffer some degree of noise nuisance).  
 Two broad groups of people were identified: those who would move away from the area and 
those who would stay. 

Those who would move: 
For people who were planning to move anyway, their cost was simply the fall in the value of 
their house (A) that would result from the new airport being built nearby. 
 For those who would only move if the airport was built, their cost was the fall in the value 
of their house (A) plus their removal expenses (B) and the loss in their consumer surplus (C). 
Their consumer surplus was reckoned to be the difference between their own subjective 
evaluation of their house and its current (pre-airport) market value. 
 For example if the values were as follows: 
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Item Value (£) 

Current market value of house 30 000 

Market value after airport is built 25 000 

Houseowner’s subjective valuation 40 000 

Removal expenses 500 

 
Then: 
 A = £5000 (i.e. £30 000 – £25 000) 
 B = £500 
 C = £10 000 (i.e. £40 000 – £30 000) 
Thus total noise cost to these people equals £15 500. 
 
Those who would not move 
The cost to these people was the amount that they would need to be paid (D) to compensate 
them fully for the noise. 

But how were these costs A,B,C and D estimated? 
A. The fall in house prices. 

This was estimated by considering the percentage effects of different levels of NNI on 
the price of houses round Gatwick compared with similar houses just outside the area 
affected by aircraft noise. 

B. Removal expenses. 
  These figures were readily available. 

C. Loss of consumer surplus. 
  The houseowner’s subjective evaluation of the property was discovered by conducting a 

survey. The following question was asked: ‘Suppose your house was wanted to form 
part of a large development scheme and the developer offered to buy it from you, what 
price would be just high enough to compensate you for leaving this house (flat) and 
moving to another area?’ The current market value of the property was subtracted from 
the answer to give a figure for consumer surplus. 

D. Full compensation for those who would stay. 
  This too was estimated by examining house prices round Gatwick to see how much 

lower they were at various levels of NNI compared with houses nearby. 
 
These methods of estimating the costs of aircraft noise have been criticised on a number of 
counts. The most important of these criticisms are: 

• No estimates of noise costs were made for those living outside the 35NNI contour. Yet 
the numbers of people suffering from slightly lower levels of noise could differ markedly 
between the four sites. 

• Using house price depreciation elsewhere is suspect. It assumes that the level of non-
aircraft noise is similar. It also ignores the fact that people living round Gatwick may be 
the sort of people who do not particularly object to aircraft noise: they could be used to 
the noise. People living round the site of the new airport, however, may find the increase 
in noise from what they were used to as intolerable. If there were a mass exit from the 
area house prices could plummet. 
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• The use of questionnaire techniques was suspect. If people thought that by putting a high 

subjective valuation on their house they might be given a high level of compensation or 
might even get the project stopped, they would tend to exaggerate their valuation. On the 
other hand if they merely thought that they were being asked how much they would need 
to be paid to persuade them to move house within the area, they might give a relatively 
low figure: in this case they would be ignoring costs such as having to change jobs or 
commute longer distances, disruptions to their children’s schooling, the loss of friends, 
etc. 

But despite these problems the Roskill Commission broke new ground in going far further than 
any previous study in making a serious attempt to evaluate an externality such as noise. 
 

 

Question 
Are there any other external costs that are likely to arise from a new airport? If so how would 
you go about measuring them? 
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Case 11.4 
CBA of the Glasgow Canal Project 

Restoring the past 

 
 
Opened in 1790, linking Glasgow to both the Atlantic and the North Sea, the Forth and Clyde 
Canal became a major trading route. By the early 1960s, however, such trade had largely 
ceased and the maintenance cost of the canal far outweighed the revenue raised from its use. 
By the mid-1980s, with only the statutory minimum of funds being spent on maintenance, the 
canal was in a poor state of repair. Buildings that flanked the canal had become derelict and it 
was seen as a major safety hazard to the local community, with a high number of drownings 
per mile. Along with the environmental and social problems linked with the canal, the need 
for an employment stimulus for the depressed local economy led to a review of the policy 
towards the canal in the mid-1980s. 

 The options identified in the review ranged from a policy of doing nothing, to a policy of 
partial regeneration in the worst affected areas, to a full refurbishment of the entire waterway. 

 The benefits from such an infrastructure project (whether from a partial or a total 
restoration) are not only difficult to quantify and evaluate, but also not straightforward to 
identify, given that a large number of people will be affected in different ways, and that those 
commissioning the study will not necessarily want to take into account the effects on 
absolutely everyone. Within the context of a policy of urban renewal, the following 
categories of benefit were identified: 

• The direct effects from the restoration work and the subsequent, long-term 
employment it creates. 

• Environmental improvements that attract additional investment as the area becomes 
more attractive to new business. 

• More intangible benefits associated with the enhanced welfare of those living in the 
immediate vicinity of the project, whether from appearance, leisure possibilities or 
reduced hazard. 

• National benefits derived from the wider use of the restored facility, such as leisure 
activities and a wider appreciation that a symbol of national heritage has been restored. 

 The table shows the costs and benefits from the full refurbishment scheme. On the cost 
side, ‘total investment’ is the total cost borne by all the investing agencies. ‘Net recurrent’ 
costs are the costs of maintenance less the (higher) maintenance costs of the do-nothing 
option. ‘Net accidents’ figures are based on a life being valued at £252 000 and assume a fall 
in the number of drownings by 0.5 per year up to the completion of the restoration and 0.7 per 
year thereafter. 

 On the benefit side, ‘national output’ is calculated as the value of the output of each job 
minus the marginal social costs of employment. A net employment benefit of £5365 per job 
was arrived at. The ‘increase in residential property values’ is used as an indicator for 
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environmental improvement. The ‘non-internalised consumer surplus’ and ‘other effects’ 
account for benefits derived from recreational use and the wider benefits of saved heritage. 
Without an analysis of the demand curves for these features, it was not possible to place a 
value on them. 
 
Costs and benefits of the ‘Full Restoration Scheme’ 

Items 1987/8 1988/9 1989/90 1990/1 1991/2 1992/3 1993/4 1994/5  2012/3 

Costs (£000)           

Total investment 29    1671    800    0    0    0    0    0     0    

Net recurrenta 0    –6    –10    –10    –10    –10    –10    –10     –10    

Net accidentsa –126    –126    –126    –176    –176    –176    –176    –176     –176    

Benefits (£000)           

National outputb 37    2146    188    644    778    778    778    778     778    

Increase in residential property values 0    0    0    599    0    0    0    0     0    

Non-internalised consumer surplusc +    +    +    +    +    +    +    +     +    

Other effectsd +    +    +    +    +    +    +    +     +    
a Net of the do-nothing option 
b Marginal product is approximated by wage plus supplementary employer contributions. Average wage for a full-time adult 

in 1986 was £9422 p.a.  Adding 10% for supplementary payments gives £10 365. In the absence of a detailed shadow 
price study, the shadow price of labour is taken to be £5000 p.a., giving a net employment benefit of £5365 per job. 

c Ideally analysis is required on the demand behaviour of recreationalists in response to time costs, licences, fees, etc. to 
evaluate these benefits. 

d There are probable positive valuations relating to future potential use, and to appreciation of improved environmental  
amenity unrelated to any use. 

Source: Urban Studies, vol. 26 (1989) 
 
 Using those items that were valued, and on the basis of a 5 per cent discount rate over a 

25-year period, the NPV of restoration was estimated to be £11.2 million at 1986 prices. The 
do-nothing option, however, would result in a loss of £5.6 million. 

 Clearly on these figures the restoration project was desirable. Such a conclusion is 
reached, however, without a full assessment of the benefits. If the non-measured items had 
been included, the net benefit would have been even greater. 

 

Questions 

1. How sensitive is this conclusion to the valuation placed on a human life? Would the 
conclusion have been the same if (a) a life were valued at £100 000; (b) no account was 
taken of lives saved. 

2. The maintenance costs of the do-nothing option were met by the British Waterways Board. 
Would it have been privately profitable for the BWB to have paid for the project itself? 
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Case 11.5 
Public Choice Theory 

The economics of politics? 

 
 
Economists have attempted to extend their analysis of markets to the field of political 
decision making. The result is public choice theory: sometimes called ‘the economics of 
politics’. It involves using the tools of economic analysis to analyse various political 
phenomena such as voter behaviour, party politics and the actions of the government. 

Public choice theory adopts a number of simple assumptions (some would argue 
simplistic ones) similar to those made in neoclassical market economics: 

• Voters are seen as customers and politicians as businesspeople. Politicians produce 
decisions and outcomes which are ‘sold’ to the voters. 

• The ‘money’ for which these political decisions are sold is votes. If people want, say, a 
new freeway built, they will vote for the politician or party who will support it. The 
more actively and successfully the politician or party supports it, the more votes they 
are likely to get. 

• Voters, politicians (and state bureaucrats too) are assumed to be rational utility 
maximisers, aiming for their own personal gain. Everyone weighs up their own 
personal marginal costs and benefits when deciding between alternatives: voters when 
deciding how to vote; politicians when deciding what policies to pursue. 

• In the simplest public choice models it is assumed that politicians’ utility is achieved 
through winning votes. They are thus vote maximisers. (In other models it is 
recognised that there may be other factors affecting politicians’ utility. For example in 
some cases their utility may be maximised by preferment within the party: appealing to 
the party leader may be more important than appealing to the electorate.) 

As James Buchanan, one of the founders of public choice theory, argues: 

We make choices as voters. We make choices as members of political parties. We 
make choices as bureaucrats if we hold government jobs. Economic analysis of 
these choices is just as appropriate as the economic analysis of the choices made 
in the market place to buy bread and fish.1 

 
An analogy with perfect competition? 
Will a free democratic system of one person one vote lead to an ‘optimum’ set of public 
decisions? To the extent that politicians and parties are competing for the public’s votes and 
that the voters have perfect information and a genuine free choice of a complete range of 
alternative politicians and policies, then there may seem to be parallels with a perfect market. 

But even if these conditions are fulfilled there are some important differences. Perhaps the 
most important is that political decisions are rarely made on behalf of individual voters; they 
are made for voters collectively. If you vote for a party that supports tougher sentences for 
criminals or the mass screening for heart disease or a restriction on logging, then you are 
voting for something that affects the whole community.  

Contrast this with your own personal economic decisions. If you buy a mango or a pair of 
jeans the benefits are confined to you. Some people can buy many mangoes, some can buy 
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few, others can buy none, according to their tastes. People do not have to agree whether 
everyone should have more or less mangoes. With political decisions it is rare that everyone 
will agree, and yet in most cases the same decision will necessarily apply to everyone. 
Without unanimity, then, the minority will lose from majority decision making. These 
decisions, therefore, will not be Pareto improvements unless the majority compensates the 
minority: and this it never does. 

Another problem is that in general elections people vote for a party with its complete 
manifesto. In most countries they do not have separate votes on each separate issue. The 
problem here is that you may like some of a party’s policies and not others. When voting, 
therefore, you have to choose between one complete package and another. Your choice is 
thus probably for the best compromise. 
 
Political responses to voters’ wishes 
How will the desire to gain votes affect political decisions?  
 
Moves towards the centre 
Politicians may well be pulled toward the centre ground of politics. Take the case of a simple 
two-party system. (For simplicity we will call them Labour and Conservative.) It is likely that 
the opinions of the electorate will be ‘normally’ distributed along a left–right spectrum. This 
normal distribution is illustrated in the diagram. It shows that the number of voters favouring 
a particular position increases towards the centre and decreases towards the extremes. 

Assume that the positions of the two parties, Labour and Conservative, are initially at L1 
and C1 respectively. They both want to win the next election. What do they do? The answer 
given by public choice theory is that they will both go for the centre ground. Take the case of 
Labor. If it shifts its position to the right, it can hope to gain a majority of that large block of 
votes between L1 and C1; but it will probably lose very few of the votes to the left of L1, 
since its policies are still more appealing to this group than the Coalition. It thus moves, say, 
to position L2. Similarly the Coalition moves to a position C2. The effect is to make the two 
parties’ policies very similar and to squeeze out any other parties in the centre.  

There are two major criticisms of this analysis, however. The first is that it views 
politicians in too cynical a light. Politicians may not be motivated entirely by achieving 
power at all costs. They may be wedded to a particular cause, however unpopular, believing 
that it is genuinely the best policy for the country. The second is that politicians may not 
passively accept voters’ opinions. Instead, by propaganda and argument they may attempt to 
shift political opinion. This is what the UK Conservative government did after 1979. They 

Vo
te

s

RightLeft ML2L1 C2 C1

Sloman Case Studies - p. 150



 

 
  3 

attempted to shift public opinion in favour of the free market. In other words, instead of 
moving C1 to the modal position M, they may attempt to shift M towards C1. 
 
The effects of lobbying 
Assume that you feel strongly about a particular issue, for example about whether or not 
abortion should be permitted. With only one vote you will have little chance of swaying 
politicians to your point of view. The best course of political action will be to form a 
‘pressure group’ of like-minded people. They can then lobby politicians and threaten to 
withhold their votes (and to persuade others to do likewise) if the politicians do not support 
them. 

This is analogous to consumer groups using their monopsony/oligopsony power to put 
pressure on suppliers. 

The use of such power may not be to the interests of the country, however. The American 
car industry, for example, managed to persuade the US government to restrict the imports of 
Japanese cars. In 1984 it was estimated that they had substantially benefited from this policy, 
adding $300 million to their profits. However, the cost to the consumer of this measure in 
terms of higher car prices was estimated to be over $2000 million. Politicians were clearly 
swayed by lobbying from the car industry on this matter. 
 
Political ‘horse-trading’ 
This is when one politician or party is prepared to do deals with other politicians or parties in 
order to get their way. This is particularly likely in coalition politics. Assume that a coalition 
has two parties, the Greens and the Blues. The Greens may agree to cut grants to local 
authorities (a demand of the Blues) in return for the Blues agreeing to increase expenditure on 
reducing pollution (a demand of the Greens). For both parties, the cost of the agreement 
(agreeing to the other’s demand) is less than the gain, namely achieving a more important 
demand to them. 

This is analogous to trade, whether through simple barter or through the market. Both 
parties gain because their marginal benefit exceeds their marginal cost. 

When it comes to election time, the gain will be even greater if a coalition enables two 
minority parties to form a government. 
 
Public choice theory and the optimum constitution 
Public choice theory has been used to analyse the advantages and disadvantages of different 
types of voting system. Let us focus on the costs of different decisions.  

There are two major categories of costs: (a) the time it takes to reach a decision and (b) 
the suffering of people for whom it was the wrong decision. These two sets of costs will vary 
according to the number of people who must support the decision.  

At the one extreme there is the sort of decision that must be supported by everyone: there 
must be unanimous support; in other words everyone has a veto. In this type of system it may 
be very difficult to get any decisions made at all, especially when large numbers of people are 
involved. Thus the first type of cost will be very high (if not infinite). On the other hand the 
second type of cost will be very low (if not zero) since everyone supports the decision. 

At the other extreme there is the system where just one person decides – an elected 
president with sole power, or a dictator. Here decision making can be very quick. Thus the 
first type of cost will be very low. On the other hand, the decision could be very unpopular, 
especially if the president is not standing again for office or if the dictator does not fear a 
military coup. 
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Between these two extremes there are all sorts of voting systems which require different 
levels of support for a decision to be made. In the middle there are decisions which require a 
simple majority: over 50% of the vote. Toward the unanimity extreme there are decisions 
which may require 60%, 70%, 75% or more of the vote. This is the case in many countries or 
organisations when changes to the rules or constitution are involved. In other cases, less than 
50% support is required. This is the case in Britain in the first-past-the-post system of 
electing Members of Parliament. The candidate with the most votes wins, however few those 
votes happen to be. On a low turn out, and with several candidates standing, this could mean 
a person elected with, say, only 25 per cent of the electorate’s support. 

Public choice theorists have attempted to identify and measure these costs of different 
systems in order to establish the most efficient way of achieving the public interest. (Of 
course, it is also necessary to analyse the benefits of each system as well as the costs.) 

 
Imperfections in the political system 
Just as market economists analyse the failings of the market to achieve an optimal allocation 
of resources, so too do public choice theorists analyse the failings of a political system. 
Failings of a democratic system include: 
 
Imperfect information 
This prohibits both voters and politicians alike from making informed decisions. Voters do 
not know exactly what politicians will do once they are elected. Politicians do not know 
exactly how popular their policies will be. Sometimes a system of ‘rational ignorance’ will 
develop. This is where the costs of acquiring information to make rational political decisions 
are greater than the benefits the information would provide. 
 
Unequal distribution of power 
The unequal distribution of power and resources means that certain groups or individuals can 
lobby politicians more effectively. 
 
‘Short-termism’ 
Politicians like many businesspeople tend to operate within a short time horizon. The need to 
be re-elected in four or five years may restrict long-term planning. Politicians may feel 
obliged to look for less risky or less costly programmes, even though the more costly 
programmes would in the end benefit the public more. 
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Question 

Assume that there are two types of cost associated with decision making: (a) the time and effort 
involved trying to secure support from people and of having to iron out any problems they 
foresee; (b) the adverse effects on certain people of the decision itself. The relative size of these 
costs will depend on the nature of the decision itself and the system under which it is made. 
Which of the following decisions would be best made by (i) an individual, (ii) unanimous 
decision, (iii) simple majority of those involved (50%+), (iv) ‘super majority’ (e.g. 70 or 75%+) 
of those involved, or (v) a certain minimum number of those involved (e.g. 30%)? 

(a) Whether a group of friends should go on holiday together. 
(b) Whether taxes should be raised. 
(c) What colour coat you should buy. 
(d) Whether a certain person or people should be excluded from attending a club meeting. 
(e) Which of three parties should form a government. 
(f) Whether capital punishment should be reinstated. 

In each case you should specify who is involved in the decision taking and whether you feel that 
other people also ought to be involved. 

  
1 J. Buchanan, ‘Economics, democracy and the constitution’, The World of Economics, (IEA video) 
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Case 12.1 
Perverse Subsidies 

‘Dirty brown’ policies of governments 
 
 
Governments like to be seen as ‘green’. They make great play of the things they are doing for 
the environment, and yet, in practice, their policies are often highly detrimental to the 
environment. 
 According to an article by Norman Myers1, governments worldwide pay subsidies 
totalling $1.5 trillion for activities that are harmful to the environment. This amount is ‘larger 
than all but the top five national economies, and larger than the top 12 corporations’ annual 
sales put together. It is twice as much as global military spending per year.’ 
  One example is subsidies to the oil and car industries. Another is the paying for roads and 
their maintenance out of taxes, so that motorists only pay a fraction of the marginal cost of 
road use. 
 Then there are the massive subsidies paid to farmers under the CAP, and in other 
developed countries too. These have devastating effects on wildlife and cause large-scale 
pollution of soils and watercourses through excessive use of fertilisers and pesticides (see 
Case Study 3.8). 
 Fish stocks in many parts of the world’s oceans are gravely depleted, and yet 20 per cent 
of the $100 billion paid each year for fish catches is subsidy. 
 Many governments subsidise their coal industries, and yet these industries often produce 
highly polluting sources of electricity generation. In Germany ‘so huge are the subsidies – 
equivalent to more than £4 billion, or almost £50 000 per miner per year – that the economy 
would come out ahead if the government were to close down all the mines and send the 
workers home on full pay for the rest of their lives. There would be less coal pollution, such 
as acid rain and global warming.’2 
 Although, at first sight, all these perverse subsidies seem to spell bad news for the 
environment, there is a hopeful conclusion that can be drawn. With many governments under 
considerable pressure to grant tax cuts and yet fund ever growing demands for health and 
education, cutting perverse subsidies would be a means of achieving both. Cuts in subsidies 
would also accord with the philosophy of privatisation and reliance on market forces rather 
than government support. Last, but not least, cuts in these subsidies would directly benefit the 
environment and the resources released could in part be spent on environmentally friendly 
schemes, such as generating electricity from renewable sources. 

Of course, beneficiaries of the subsidies will resist. In Washington DC, lobbyists 
spend $100 million a month to support special interests, top of the list being 
subsidies. A sound way to counter-attack is to promote public awareness of perverse 
subsidies. What if citizens were to learn that their taxes are going down a subsidies 
rat-hole that then hits them again through higher consumer costs?3 
 

                                                 
1 N. Myers Has the World gone Mad? (The Guardian, 3 June 1998) 
2  ibid. 
3  ibid. 
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Question 
In Figure 12.2 in the text, how would a subsidy to producers affect output and the level of 
pollution? 
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Case 12.2 
Selling the Environment 

(A more detailed version of Box 12.4) 
 

 
It is the year 2050, and April blizzards have gripped southern England for the third successive year 
while violent storms batter the North Sea coast. The Gulf Stream, whose warming waters once 
heated our shores, has long since disappeared, destroyed by the deluge pouring south from the 
melting Arctic ice cap. 

 In the United States, much of Alaska has turned into a quagmire as permafrost and glaciers 
disintegrate. In Colorado, chair lift pylons stand rusting in the warm drizzle, reminders that the 
nation once supported a billion-dollar ski industry, while the remnants of Florida are declared 
America’s second island state. 

 Africa is fairing badly. Its coastline from Cairo to Lagos is completely flooded and many major 
cities have been abandoned. Tens of millions of people have been forced to flee and are struggling 
to survive in a parched, waterless interior. 

 In Asia there is a similar, terrifying picture. Bangladesh is almost totally inundated and the East 
Indies have been reduced to a few scrappy islands. Tens of millions stand on the brink of death.1 

No this is not some science fiction writer’s fantasised view of the future; these are the 
findings of the highly respected and highly influential, United Nations Intergovernmental 
Panel on Climate Change. They paint a bleak picture in which they claim that the greenhouse 
gas emissions of 5.2 per cent agreed under the Kyoto protocol, even though now ratified by a 
majority of developed countries (but excluding the USA and Australia), will fail to change the 
process of global warming. They estimate that carbon dioxide emissions would need to be 
reduced by between 60 and 70 per cent in order to affect any sizeable climate change over the 
next half century. 

They report that even if every factory was to close tomorrow, carbon dioxide levels would 
continue to rise and reach 450 parts per million by 2050. This compares with the current 
figure of 366 parts per million. To do nothing, they estimate, would result in carbon dioxide 
levels reaching 550 parts per million – double the level that existed prior to the industrial 
revolution. World temperature will, by this time, have increased by 1.4 degrees centigrade 
and the devastation they describe above will be a reality. 
 In the face of such an apocalyptic future, one would expect a degree of unanimity amongst 
all countries and corporations. Global warming does not respect or discriminate between 
national or commercial boundaries. It should clearly be in the interests of all that this global 
problem is resolved to the best of our ability. But how? It is this question that has brought 
recent environmental talks to the point of collapse. 

The Kyoto Protocol 
In 1997, a draft accord to reduce greenhouse gas emissions was agreed by most nations of the 
world at the UN international climate change conference in Kyoto Japan. It was based on 
principles established in a framework convention signed in 1992. The ‘Kyoto Protocol’ is an 
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agreement to reduce greenhouse gas emissions by an average of 5.2 per cent (based on 1990 
levels) by the year 2012. 

To become a legally binding treaty, it had to be signed by nations accounting for at least 
55 per cent of greenhouse gas emissions from industrialised countries. Because the Bush 
Administration decided to withdraw the USA from the agreement, and given that the USA 
accounts for some 36 per cent of such emissions, the 55 per cent target could only be met if 
Russia signed, which it eventually did in November 2004. The treaty came into force on 16 
February 2005, having been ratified by 141 countries. Of these, 39 industrialised countries 
have agreed to emissions reductions. By 2009, there were 196 ratifications. 

Each of the 39 countries has its own agreed emissions reduction target. The UK’s target is 
12.5 per cent, the EU as a whole’s is 8 per cent and Japan’s is 6 per cent, as is Canada’s. 

Although scientists and environmentalists decried the 5.2 per cent as pitiful, the Treaty 
was something of a landmark. It was not only a recognition that something needed to be done 
to control the growth in carbon dioxide emissions, but also a global agreement – something 
which is at the best of times difficult to negotiate. How was the agreement to work? 

Market-based systems 
The agreement, although not originally envisaged in this way, involves the climate being 
turned into a market, where the right to pollute can be bought and sold through a system of 
emission credits. These credits can be earned by reducing emission levels below those agreed 
or by creating conditions which help to minimise the impact of greenhouse gases on global 
warming, for example by the planting of a forest (which absorbs carbon). 

As Box 12.4 explains, the Kyoto protocol is composed of three distinct market-based 
solutions: 

• emissions trading 
• joint implementation (JI) 
• Clean Development Mechanism (CDM) 

 
Emissions trading. The countries that have ratified the Kyoto Protocol will, by 2008, be 
allowed to trade amongst themselves rights to emit six greenhouse gases. If a country reduces 
emissions below its agreed limit, it will be able to sell the additional reduction as a credit. So 
if a country is finding it difficult to cut emissions, it will be able to buy these credits within 
some kind of marketplace.  

Joint Implementation. Under Article 6 of the Protocol, an industrialised country can earn 
credits by investing in projects that reduce emissions in other industrialised countries 
(primarily former Soviet countries). These credits then reduce its own requirement to cut 
emissions. 

Clean Development Mechanism. This is similar to the joint implementation process above, 
but involves a country or company from the industrialised world earning credit by investing 
in emissions reduction schemes in developing countries. For example, a typical CDM or JI 
project might involve installing solar panels, or planting forests or investing in a factory 
producing energy-efficient light bulbs. 
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The use of such strategies enables companies to buy the right to pollute. But is this a 
problem? If total emissions are falling in line with any agreement, irrespective of by whom or 
geography, what is wrong with such a market-driven solution? 
 Critics argue that, as in other environmental cases, the market is not the whole solution. 
They suggest that the Kyoto protocol as it currently stands would: 

• have little or no impact upon emissions; 
• lead to greater inequality between North and South; 
• have negative social and environmental impacts. 

Assessing the Kyoto Protocol 
Emission levels are likely to remain unchanged for a number of reasons. 

While the use of such market mechanisms may make it easier to meet the Kyoto targets, 
many claim that the targets are much too low. The Intergovernmental Panel on Climate 
Change (a UN-appointed panel of 2500 of the world's leading scientists) estimates that a 60 to 
80 per cent cut in greenhouse gas emissions from 1990 levels will ultimately be needed to 
avert serious climate disruption. In the light of this, a 5.2 per cent reduction, which will 
probably not be met anyway, seems minuscule. 

There is also the danger that businesses, rather than cutting greenhouse gas emissions, 
will simply buy credits offered for sale on the open market, many of which will not be earned 
from reducing current emissions. For example, Russia has CO2 emissions some 45 per cent 
below its 1990 level and as such has a massive emissions credit. However, such credit is not 
the result of Russian environmental policy, but rather the consequence of the collapse and 
closure of Russian industry! The EU has consistently argued that, to ensure some real gains 
are made, no more than 50 per cent of the emissions reduction should be achieved through 
these market-based mechanisms. 
 One of the biggest problems with the Kyoto treaty is that developing countries are not 
obliged to cut their emissions. As countries such as China and India continue with their rapid 
industrialisation, often using relatively dirty technology, emissions are likely to increase 
rapidly. 

The Clean Development Mechanism [CDM], ostensibly set to facilitate the transfer of funding and 
technology for energy efficiency measures to Southern countries, could become a tool for 
subsidising nuclear energy projects, as well as industrial, agricultural and tree plantations (including 
genetically manipulated crops)’ options with dire social and environmental consequences.2 

 Finally, with the USA (and other countries, such as Australia) opting out of the Kyoto 
Protocol, this has clearly weakened the effectiveness of the treaty. 

The Asia–Pacific Pact 
In rejecting the Kyoto agreement, the US administration under George Bush also rejected the 
whole notion of binding targets for pollution reduction. Instead, it has argued that the 
approach should be to develop cleaner technologies. That way greenhouse gas emissions 
would be reduced without damaging economic growth. 
 In July 2005, an agreement was announced between five major non-Kyoto countries: the 
USA, Australia, China, India and South Korea. The aim of this Asia–Pacific Pact was to 
develop cleaner but commercially viable technologies by 2012, the target year of the Kyoto 
Protocol for emission reductions. 
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 The agreement, however, has come in for considerable criticism by green groups and by 
governments that have signed up to Kyoto.  

The leader of the Australian Greens, Bob Brown, said the power of the US and Australian coal 
lobbies was the key to the new pact. “The secret pact's five member countries include four of the 
world's biggest coal producers - China, USA, India and Australia. This is all about taxpayers' money 
being diverted from developing clean, renewable technologies to try to make burning coal less 
dirty."3 

The main issue concerning the agreement is the lack of mechanisms in place to ensure that 
such technologies are developed. Good intentions are not enough: what is needed are the 
incentives to bring about the necessary change. 

"[The Asia-Pacific pact] is no substitute for agreements like the Kyoto Protocol and we do not 
expect it to have a real impact on climate change," the European Commission's environment 
spokeswoman Barbara Helferrich told BBC News.  

"There will have to be binding global agreements, but on what scale and what basis is yet to 
be decided."  

This vision is the polar opposite of what's included in the Asia-Pacific agreement, which is entirely 
voluntary, entirely technology-based, with no binding targets for reducing emissions, no sanctions, 
no mechanisms, and as yet no funding.4 

George W. Bush and the Kyoto Protocol 
So did the Bush administration take any measures to cut greenhouse gases? In its ‘clear skies 
and global climate change initiative’, launched in February 2002, the USA stated that its aim 
was to cut the growth in greenhouse gas emissions relative to the growth in the economy. 
There would be tax incentives to encourage renewable energy schemes and fuel efficiency 
schemes, but corporations would not be obliged to meet any CO2 targets. The effect would 
still be one of a growth in greenhouse gases. By 2012, US CO2 emissions would be some 25 
per cent above 1990 levels: not the 7 per cent below that the Clinton administration had 
agreed at Kyoto in 1997! 
 But while the Bush administration did little, elsewhere in the USA action was being 
taken. 

A group of major companies (including DuPont, International Paper, and IBM), have formed the 
Chicago Climate Exchange to trade carbon dioxide emission reductions on a spot market basis. 
Member companies have agreed to reduce their greenhouse emissions by 4% by 2006. 
  ... Meanwhile, nine eastern states (the six New England states plus Delaware, New Jersey, 
and New York) have formed the Regional Greenhouse Gas Initiative requiring large power plants to 
reduce carbon emissions through a cap-and-trade system. Auto-clogged California is even trying to 
force automakers to limit emissions.5 

A major breakthrough in emissions control came in September 2006, when California, the 
world’s 12th largest emitter of greenhouse gases, passed tough new legislation to cut such 
emissions. It was the first state to do so. Governor Arnold Schwarzenegger: 

reached a deal with the Democrats who control the state legislature, defying the opposition of his 
fellow Republicans… Under the law, major industries will be required to cut their output of 
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greenhouse gases and will be able to trade emissions credits. Overall, California's emissions 
should be cut by 25 per cent by 2020.6 

The Obama factor 
With the inauguration of President Barack Obama in January 2009, a significant shift in 
environmental policy seemed likely. Despite the fact that his principal concerns were to 
stimulate economic recovery from recession and to support and reform the banking system, 
he nevertheless brought in various measures to support green energy and cut emissions (see, 
for example). 

 

Question 

Explain who are likely to be the ‘winners’ and ‘losers’ as a result of talks on carbon dioxide 
emissions.  Use the concepts of game theory to illustrate your arguments. 

 
  
1 Robin McKie and Priscilla Morris, ‘The world in 2050’ The Observer Sunday April 1, 2001 

http://www.observer.co.uk/international/story/0,6903,466610,00.html 
2  ibid 
3  Louise Dodson and Wendy Frew, ‘Australia looks beyond Kyoto with new pact’ Sydney Morning Herald, July 

28 2005  http://www.smh.com.au/news/national/australia-looks-beyond-kyoto-with-new-
pact/2005/07/27/1122143910438.html 

4  Climate pact: For good or bad? http://news.bbc.co.uk/1/hi/sci/tech/4725681.stm 
5  USA Today (15/2/05) 
6  BBC News Online: http://news.bbc.co.uk/1/hi/world/americas/5300504.stm 
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Case 12.3 
Environmental Auditing 

The greening of business? 
 
 
As environmental issues have grown in political and social importance in recent years, so 
businesses have been forced to take a closer look at their environmental management. The 
main way in which this has been done is through the undertaking of an environmental audit. 
 An environmental audit involves the business looking at the environmental impact of 
using inputs and producing output. So for example, what are the environmental consequences 
of bringing raw materials into the factory (e.g. from transporting large amounts of raw 
materials across long distances)? What environmental consequences are there from the 
process of production (e.g. from the creation of waste products and pollution)? 
 The environmental audit has its origins in the United States and was initially undertaken 
by many businesses as a way of ensuring compliance with government environmental 
legislation. Legislation in the United States during the 1970s and 80s, such as the Clean Air 
Act, unlike that in Europe, was making business increasingly responsible for the pollution it 
caused. It was based on the polluter-pays principle. As such, the environmental audit was 
seen as one way of helping the business avoid liability for pollution damage, by giving it 
information on which to base improvements to its environmental management. 
 The practice of the environmental audit became more widespread during the 1980s. Its 
arrival in Europe came primarily from the activities of American business subsidiaries. It was 
not long, however, before many European firms were quick to undertake environmental 
audits themselves, not initially to ensure compliance to legislation, which in Europe was 
considerably less stringent than in the United States, but to declare their environmental 
awareness and proclaim a responsible environmental image. 
 The conducting of the environmental audit is not as yet a compulsory requirement of 
business within the EU. However, under its Eco-Management and Audit Scheme (EMAS) it 
provides a tool for companies and other organisations “to evaluate, report and improve their 
environmental performance”. 

With growing regulations on pollution, the desire for ‘eco-labelling’ by retailers and 
consumers, and the establishment of green investing schemes, such environmental audits will 
become increasingly necessary and commonplace. 
 
 

Questions 
1. What problems are environmental auditors likely to face when attempting to cost the 

environment? 

2. Is environmental auditing consistent with the objective of profit maximisation? Does 
government environmental legislation make it more so? 
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Case 12.4 
Evaluating New Road Schemes 

The system used in the UK 

 
 
In the UK, the Department of Transport uses the following procedure to evaluate new road 
schemes, a procedure very similar to that used in many countries. 

Estimating demand 

The first thing to be done is to estimate likely future traffic flows. These are based on the 
government’s National Road Traffic Forecast. This makes two predictions: a ‘low-growth 
case’, based on the assumption of low economic growth and high fuel prices, and a ‘high-
growth case’, based on the assumption of high economic growth and low fuel prices. The 
actual growth in traffic, therefore, is likely to lie between the two. 

Identifying possible schemes 

Various road construction and improvement schemes are constantly under examination by the 
government, especially in parts of the network where traffic growth is predicted to be high 
and where congestion is likely to occur. In each case, forecasts are then made of the likely use 
of the new roads and the diversion of traffic away from existing parts of the network. Again, 
two forecasts are made in each case: a ‘low-growth’ and a ‘high-growth’ one. 

The use of cost–benefit analysis 

The costs and benefits of each scheme are assigned monetary values and are compared with 
those of merely maintaining the existing network. The government uses a computer program 
known as COBA to assist it in the calculations. 

Estimating the benefits of a scheme (relative to the existing network) 

Three types of benefit are included in the analysis: 

• Time saved. This is broken down into two categories: working time and non-working 
time (including travelling to and from work). 

The evaluation of working time is based on average national wage rates, while that of 
non-working time is based on surveys and the examination of traveller behaviour (the aim 
being to assess the value placed by the traveller on time saved). This results in non-
working time per minute being given a value of approximately a quarter of that given to 
working time. 

• Reductions in vehicle operating costs. These include: fuel, oil, tyres, maintenance and 
depreciation from usage. There will be savings if the scheme reduces the distance of 
journeys or allows a more economical speed to be maintained. 

• Reductions in accidents. There are two types of benefit here: (a) the reduction in ‘human 
costs’ (i.e. to the victims and their families and friends) through a reduction in casualties 
(divided into three categories – fatal, serious non-fatal, and slight); and (b) the reduction 
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in monetary costs, such as lost output from the victims, vehicle repair or replacement, 
medical costs and police, fire service and ambulance costs. 

   The reductions in monetary costs are relatively easy to estimate. The reductions in 
human costs are more difficult. The current method of evaluating them is based on the 
amount people are prepared to pay to reduce the risks of accidents (known as the 
‘willingness to pay principle’). This clearly has the drawback that people are often 
unaware of the risks of accidents or of the extent of the resulting pain and suffering. 

The following table gives the figures (in June 2007 prices) used to value each accident 
prevented. 

 
Average value of prevention per casualty by severity and element of cost 

Injury severity Loss output Human costs 
Medical and 
ambulance Total 

Fatal £556 660 £1 080 760 £970 £1 648 390 

Serious £21 830 £150 180 £13 230 £185 220 

Slight £2 310 £10 990 £980 £14 280 

Source: TAG Unit 3.4.1 (Department for Transport) 
 

 

Question 
Are there any other drawbacks in using a willingness to pay principle to evaluate human life? 

 

Estimating the costs of the scheme (relative to the existing network) 

There are two main categories of cost: construction costs and additional road maintenance 
costs. If the new scheme results in a saving in road maintenance compared with merely 
retaining the existing network, the maintenance costs will be negative. 

The analysis 

The costs and benefits of the scheme are assessed for the period of construction and for a 
standard life (in the UK this is 30 years). The costs and benefits are discounted back to a 
present value. The rate of discount used in the UK is 8 per cent. If the discounted benefits 
exceed the discounted costs, there is a positive net present value, and the scheme is regarded 
as justified on economic grounds. If there is more than one scheme, their net present values 
will be compared so as to identify the preferable scheme. 

 It is only at this final stage that environmental consider ations are taken into account. In 
other words, they are not included in the calculation of costs and benefits, but may have some 
influence in determining the choice between schemes. Clearly, if a socially efficient 
allocation of road space is to be determined, such externalities need to be included in the cost 
and benefit calculations. 
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Case 13.1 
Cartels set in Concrete, 
Steel and Cardboard 

Experiences in the UK and other European Countries 
 
 

A concrete supplier who attended cartel meetings … was the key witness in last year’s 
contempt case in which three Oxfordshire firms were fined a total of £56 000 plus costs and 
two employees were told they had narrowly escaped gaol sentences. 
  The witness told the Restrictive Practices Court in September that he had occasionally 
attended meetings between RMC (Thames Valley), Smiths Concrete, Hartigan Readymix, 
and Pioneer Concrete in 1983 and 1984. During these meetings, held at monthly intervals in 
pubs in Aylesbury, representatives of the four companies agreed market shares which were 
recorded in an allocation book. He kept a copy and sent it to the OFT in 1988… 
  At each meeting representatives would state new jobs they were aware of, discuss 
prices and decide which firm should get the contract. The other cartel members would then 
agree to tender higher prices.1 

 
When it comes to restrictive practices, few industries can match the poor record of the 
building materials industry. Firms in many parts of the industry, from glass suppliers to 
concrete makers, have admitted to operating market share agreements, price rings and other 
forms of price fixing. The OFT alleges that, in the concrete industry alone, at least 29 
producers ran over 65 cartels throughout the UK from the late 1970s to the early 1990s. The 
cost to the consumer is estimated to have been in the region of £65 million. 

 Such extensive collusion is not confined to the UK. There are many cases throughout 
Europe and the rest of the world. 

 The Directorate General IV (DGIV) of the European Competition Department has 
extensive powers to deal with anti-competitive practices. These powers include raiding 
companies, seizing documents and levying huge fines (up to 10 per cent of turnover). 

 In November 1994 record fines of ECU248 million2 were imposed on 33 European 
cement producers and eight national cement associations. It was found that the European 
Cement Association, by exchanging price information, had managed to reduce price 
differences between producers in different countries, removing any incentive to export 
cement overseas, and thereby ensuring that prices remained high. Those producers which did 
export were encouraged to set their prices at the same level as those of local producers. 

 Collusion has also been rife in the steel industry, but it is only in recent years that the EU 
has taken a tough stance against steel cartels. Indeed, in the 1970s the EU even encouraged 
collusion to help ease the effects of a depression in the steel market. Eurofer, the European 
steel producers association, was established in 1976 and policed this collusion. What 
followed was a series of formal agreements between the main steel producers. Quotas were 
set; fines were imposed on members for quota violations; and committees were established to 
consider market forecasting and pricing. 

 However, the EC became increasingly unhappy with this collusion. Following a series of 
large Europe-wide price rises in steel, the Z Club, as it became known, was investigated in 
1986, and members were fined. 
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 Then in 1993 the DGIV investigated an alleged cartel between Europe’s main steel 
producers in the supply of steel sections and heavy beams used in the construction industry. 
With a downturn in construction in the early 1990s, there should have been a fall in the price 
of steel. In fact, prices did not change. This led to claims that a price ring was in operation. 
For example, when European steel producers bid for UK contracts, they all tendered prices 
much the same as British Steel’s, even though they could have offered prices some 20–30 per 
cent lower. In February 1994 the 17-strong European and Scandinavian cartel was found 
guilty by the Commission and fined ECU104 million. Fourteen of the members were fined, 
with the largest single fine of ECU32 million (€32 million) imposed on British Steel. 

 In 1991, the same year as the investigation into the European steel industry, carton-board 
producers were subject to a ‘dawn raid’ by the Competition Department. Like the steel 
producers, the carton-board producers were found guilty of extensive price fixing and market 
manipulation. Operating in an association known as Product Group Paperboard, the cartel of 
19 producers met 12 times a year, most frequently in Zurich, but also in Nice and Barcelona. 
Behind the façade of a carton-board manufacturers’ ‘social gathering’, the cartel members co-
ordinated Europe-wide price rises. This was in part achieved by regulating the supply of 
carton-board (the largest producers in the cartel frequently engineered plant stoppages in 
order to keep production levels under control), and by the operation of a strict market-sharing 
arrangement. 

 The Commission found that, by controlling supply in this way and creating a shortage of 
board, the cartel managed to increase prices by 6–10 per cent twice each year from 1987 to 
1990. This was in spite of a fall in raw material costs. In 1994 fines totalling ECU132 million 
were imposed on the 19-member cartel. 
 
 

Questions 
If formal collusive arrangements can be discovered by ‘dawn raids’ and the seizing of 
incriminating paperwork, why do cartel members not rely on a much looser informal 
arrangement, with nothing in writing? 

 
 
 
  
1 Building, 27 September 1991. 
2 ECU stands for European Currency Unit, the predecessor to the euro. ECU1 = €1. 
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Case 13.2 
Taking your Vitamins – at a Price 

The global vitamin cartel 
 
 
In a report on world-wide cartels published in 2000, the OECD found that: 

Actions against price fixing and other such ‘hard core’ cartels have halted billions of dollars in 
secret overcharges to individual consumers and business purchasers. The lesson of these 
successful cases is that such cartels are much more prevalent and harmful to the global 
economy than previously believed.’1 

The report cited the following cases: 

 A global citric acid cartel, which raised prices by over 30 per cent and collected $1.5 
billion in overcharges. 

 A graphite electrode cartel, which raised prices by over 50 per cent and made 
monopoly profits from world-wide sales estimated at some $7 billion over a five year 
period. 

 A global lysine cartel, which doubled world prices. Over the time of the cartel $1.4 
billion worth of sales were affected leading to estimated overcharges of $140 million. 

In the United States, it is estimated that recently exposed cartels have affected over $10 
billion worth of commerce, with overcharges in the US market alone standing at $1 billion. 
Globally the impact would be many billions of dollars. It has also been estimated in the 
United States that the average gain from price fixing is about 10 per cent of the selling price. 
However, when taking into account the waste and inefficiency generated by such cartels, the 
cost to society may be as high as 20 per cent. 
 

The case of vitamins 
In November 2001, the EU announced that it would be imposing fines on companies 
colluding in a world-wide vitamin cartel. This cartel was shown to be one of the most 
sophisticated and well organised so far discovered. Mario Monti, the EU Competition 
Commissioner, referred to the cartel as the ‘most damaging’ the Commission had ever had to 
investigate. Not only was the cartel extensive, covering 12 different vitamins, but as Monti 
remarked: 

It is particularly unacceptable that this illegal behaviour concerned substances which are vital 
elements for nutrition and essential for normal growth and maintenance of life.2 

Vitamins are added both to animal foodstuffs and human food products, such as cereals. They 
are used in cosmetics and form an important part of skin and health-care products. The 
Competition Commission estimated that in the EU, in 1998, the market covered by vitamin 
products was worth over €800 million. 
 The EU investigation revealed that a series of 12 global vitamin cartels had been 
established, the earliest in 1989, the most recent in 1993. 13 companies were involved in 
these cartels, however only Hoffman La-Roche, the world’s largest vitamin producer, was 
present in all of them. BASF was present in 10 out of the 12. In each of the cartels, prices 
were fixed for different vitamin products; companies had allocated sales quotas; and they 
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agreed upon and implemented price increases. In addition, they set up a system to monitor 
and enforce the agreements, which involved regular meetings between the cartel members. 
These meetings detailed the cartel’s operations, which involved the exchange of sales values, 
volumes of sales and pricing information. As the EU report into the cartel remarks: 

The arrangements were part of a strategic plan conceived at the highest levels to control the 
world market in vitamins by illegal means.3 

Given the severity of the collusion and the long length of time over which the cartel had 
been operating, the EU imposed record fines on the cartel members, totalling €855.2 million. 
Because Swiss firm Hoffman La-Roche was not only present in all 12 cartels, but was also 
seen as one of the prime instigators of these cartels, it received the heaviest fine, totalling 
some €462 million. Such fines might have been far larger had not the conspirators aided the 
EU’s investigation. As a result of doing so, they received a reduction in their fines of 50 per 
cent. 
 As well as facing financial penalties in the EU, the global vitamin cartel has been 
prosecuted in the United States, Canada and Australia. In the USA, fines have totalled over 
$1 billion, and two Hoffman La-Roche executives, as well as paying individual fines, have 
received prison sentences for their parts in the cartel’s activities. 
 In the face of such abuses of market power, the OECD is attempting to toughen anti-
competitive legislation in its members countries. It is also, given the global scale of such 
cartels, seeking to co-ordinate the activities of different countries’ investigations into such 
cartels. The problem is clearly a global one, which requires a global solution to be truly 
effective. 

 

 

Question 
Why might global cartels be harder to identify and eradicate than cartels solely located within 
the domestic economy? What problems does this raise for competition policy? 

 
 
  
1 Hard Core Cartels,  (OECD, 2000) (see also) 
2 Commission imposes fines on vitamin cartels, (EU Press Release, 21/11/2001) 
3 ibid. 
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Case 13.3 

Price-Cap Regulation in the UK 
The RPI–X system 

 
 
The five major privatised utilities in the UK – electricity, gas, water, telecommunications and 
railways – all have or have had certain of their prices regulated by their own particular 
regulatory office. Details of the regulation are shown in the table. 

Regulation of UK privatised utilities 

Industry Regulatory 
body Parts regulated Formula Parts unregulated 

Telecoms 
(BT, retailers using 
BT lines, cable 
operators, mobile 
networks)  

Office of 
Communications 
(Ofcom), 
formerly (Oftel) 

BT line calls (national and 
international), line rentals (as 
BT’s charges have become 
increasingly complex, so has 
the regulation); access 
charges to BT lines for other 
retailers 

RPI– 3 (1984–9) 
RPI– 41/2 (1989–91) 
RPI– 61/4 (1991–3) 
RPI–71/2 (1993–8) 
RPI–41/2 (1997–2002) 
RPI– RPI (retail) (2002–6) 
RPI–2 (access charge) (2002–6) 

Payphone calls, customer 
premises equipment, 
telex, mobile, leased 
lines, etc. 

Gas 
(British 
Gas/TransCo, 
independent gas 
producers and 
suppliers) 

Office of Gas 
and Electricity 
Markets 
(Ofgem), 
formerly Office 
of Gas Supply 
(Ofgas) 

Gas supplied to domestic 
users by British Gas Trading 
up to 2002 
Pipeline charges by TransCo 
to suppliers 

Supply 
RPI–2+Y (1987–92) 
RPI–5+Y (1992–7) 
RPI–4 + Y b (1994–2002) 
No control (2002– ) 
Pipeline charges 
RPI– 5 (1995–7) 
RPI– 61/ 2 (1997–2001) 
RPI– 4 (2002) 
RPI–2 (2003–7) 

Price of gas supplied to 
industrial and commercial 
users; price of gas 
supplied to domestic 
users from 2002; all 
supply by independent 
suppliers (i.e. not BGT); 
connection charges, 
appliance sales 

Electricity 
(Generators: 
National Power, 
PowerGen, British 
Energy, Eastern. 
Distributors: 12 
regional companies. 
Grid: National Grid 
Company.) 

Office of Gas 
and Electricity 
Markets 
(Ofgem), 
formerly Office 
of Electricity 
Regulation 
(Offer) 

Prices for transmission, 
distribution; also supply up to 
2002 

Transmission and Distribution 
RPI– X    (X varying from 0 to 25 
according to year) (1991–2005) 
RPI–2 (2005 ) 
RPI–1 (2006–10) 
Supply 
RPI– 0+Y (1991–4) 
RPI– 2+Y (1994–8) 
RPI– 3 to 12+Y a (1998/9) 
RPI– 3+Y a (1999–2002) 
No control (2002– ) 

Generation; supply: 
overall prices to 
commercial and industrial 
users; prices to domestic 
users from 2002; 
electrical contracting 
appliances, etc. 

Water 
(29 water and 
sewerage 
companies)  

Office of Water 
Services (Ofwat) 
(pricing) 
Environment 
Agency 
(environmental 
control) 

Standard domestic and non-
domestic supply 

RPI+Y+K  (1989–94) 
RPI+1a (1995–2000) 
RPI– 2.1a (2002–5) 
(includes K factor)c 

RPI+4.2 (average) (2005–10) 
(varies company by company) 

Bulk supplies to other 
users, water 
infrastructure charges 
(sewers, reservoirs, etc.) 

Railways 
(Network Rail plus 
train operating 
companies) 

Office of Rail 
Regulation 
(ORR) 

Charges by Network Rail to 
train operating companies 

RPI– 8 (1995/6) 
RPI– 2 (1996–2001) 
Agreeing to access charges by 
Network Rail (2001– 

Charges by rail 
companies (but size of 
subsidy set at time of 
franchise) 

a Depending on company. 

b Based on the Gas Cost Index (i.e. an index of North Sea gas prices) reduced by an efficiency factor. 

c An amount that water companies could add to cover the cost of required environmental measures. 

Sources: various newspaper articles; regulatory offices. 
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Price regulation does not apply to all parts of these industries. The parts where 
regulation does apply or has applied are shown in the third column of the table. In general, 
these are the parts of the businesses where there is little chance for effective competition, and 
where, therefore, there is a risk of consumers being charged monopoly prices. 

Where competition has been introduced, so price-cap regulation has subsequently 
been withdrawn. For example, in the gas and electricity supply sectors, domestic customers 
have been able to choose their suppliers since 1999. The effectiveness of competition was 
then monitored, and by 2002 Ofgem considered that price-cap regulation was no longer 
required and hence it was abolished. 

The price-setting formula adopted for each of these industries has typically involved 
restricting percentage price increases to the percentage increase in the retail price index (RPI) 
plus or minus certain other percentages. These other percentages are known as X and Y. Their 
meanings are as follows: 
X This is the negative figure in each of the formulae in the fourth column of the table. 

This X factor is an amount chosen by the regulator to reflect reductions in costs that 
can be expected in the industry through increases in productivity (e.g. through new 
technology or new working practices). It is thus a requirement that these cost 
reductions are passed on to the consumer. 

Y This is an amount to reflect increases in costs that cannot be avoided by the producers 
(e.g. increases in the costs of gas supplies to British Gas, fuel costs of generating 
electricity, metering charges for water). The value of Y is not determined in advance, 
but varies as costs change. 

As competition in these industries has increased so regulation has been progressively 
abandoned. Where it has remained, it has tended to become more complex in order to take 
investment costs, safety and other factors into account. 
 
 

Question 
Look through each of the parts of the industries in the final column and consider in what 
forms competition is likely to occur, and why, therefore, it is felt unnecessary for there to be 
price regulation. 
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Case 13.4 
Regulation US-style 

The use of rate-of-return regulation 
 

 
In the USA, utilities such as electricity, gas, water and telecommunications have for the most 
part always been private companies (although a few are state owned). To prevent the abuse of 
monopoly power, the utilities are regulated by federal or state governments through 
regulatory commissions. Unlike in the UK, where prices are regulated according to an ‘RPI 
minus X’ formula, the prime focus of US regulation has traditionally been the company’s 
‘rate of return’ (i.e. its rate of profit). 

 The system involves limiting prices to a level that will give a normal rate of profit. In 
other words, the company will be allowed to charge a price equal to the average cost of 
production, where average cost includes a ‘fair rate of return on capital’. The actual 
calculations are normally done using total revenue and total cost according to the following 
formula: 

TR* = TVC + πK 

where TR* is the maximum permitted total revenue for that year (known as the ‘revenue 
requirement’), TVC is total variable costs (known as ‘operating expenses’), K is the total 
replacement cost of capital (known as the ‘rate base’) and π is the permitted annual rate of 
return, as a percentage of the rate base. 

 To give an example: if a firm’s variable costs (TVC) were $4 million, the rate base (K) 
were $20 million and a normal rate of return (π) were judged by the regulatory commission to 
be 10 per cent, then according to the formula, the firm would be permitted to charge a price 
that would yield a revenue (TR*) of: 

$4m + 0.1($20m) = $6m 
 
Problems with rate-of-return regulation 
There has been growing concern in the USA over the effects of using rate-of-return 
regulation. The argument is that it encourages inefficiency. 

 First there is the problem of allocative inefficiency. The US system will entail the 
company setting a price equal to long-run average cost. The socially efficient position, 
however, is where price equals long-run marginal cost. 

 

Question 

What problem will arise in setting price equal to long-run marginal cost if the firm faces 
economies of scale and hence falling LRMSC and LRAC curves? (Clue: try drawing a 
diagram.) 

 
 Then there is the potentially more serious problem that the regulated firm is discouraged 

from reducing costs. If it introduced new technology or improved working practices that have 
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the effect of increasing profit, the regulator would insist on a lower revenue requirement and 
hence a lower price. The extra profit would simply be taken away. 

 In fact, there is an incentive for the firms to let costs rise. The costs of higher salaries and 
more luxurious offices, for example, can simply be passed on to the consumer in higher 
prices! 

 With unregulated monopolies, at least there is pressure from shareholders for the firms to 
be efficient. There is also competition in the market for corporate control: managers are afraid 
that if their firm is inefficient, other firms may mount a takeover bid. With the regulated 
utilities in the USA, however, these pressures are absent. Shareholders have nothing to gain 
from increased efficiency if profits are not allowed to increase as a result. Also, there is no 
benefit to other firms in mounting a takeover bid. If they were successful, they would merely 
find themselves the subject of regulation. 

 Then there is the problem of regulatory lag. In periods of rapidly rising costs, it may take 
some time before the regulatory commission sanctions a price increase (through a higher 
revenue requirement). In the meantime, the firm may be forced to operate at a loss. 

 

Question 

Do these arguments against rate-of-return regulation help support the case for deregulation? 

 
In response to these problems, regulation in the USA has become more flexible in recent 
years. Increasingly, regulators are moving more towards the UK system and basing prices on 
reasonable rates of return, taking into account anticipated cost reductions. If utilities achieve 
additional cost reductions, they can keep the extra profits. 
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Case 13.5 
The Right Track to Reform? 
Reorganising the railways in the UK 

 
 
Over the past 35 years, freight transported by road in Europe has risen by just under 300 per 
cent, whereas freight transported by rail has fallen by 8 per cent. While there has been a 
modest growth in passenger traffic on the railways, it is tiny compared with the growth in 
journeys by private car. Today more than 70 per cent of all passengers and freight use road 
transport. The result is that European railways generally operate at a loss, except for a few 
high-speed routes. 
 But why has rail transport performed so poorly? Losses on freight are partly the result 
of the decline in heavy manufacturing industries. A large proportion of freight trains carried 
coal, iron ore, steel and chemicals. In addition there is the competition from long-distance 
road haulage, made more competitive with the growth of the motorway network and the 
flexibility of delivering directly to the ultimate destination. 
 In the case of passenger services, railways have not managed to match the flexibility 
of car transport, made increasingly available with the growth in car ownership. Then there is 
the problem that many road costs are not marginal costs to the motorist. This gives road 
transport a cost advantage to the traveller. Finally, railways have often been forced to keep 
unprofitable routes open to meet public-service obligations. 
 Such has been the strain placed upon public finances that European governments in 
recent years have been looking for ways of reforming their railways. The most radical 
approach has been adopted in the UK, which involved dividing up the rail system and 
privatising its various parts. 

The privatised rail system in the UK 
The UK Conservative government in 1993 stated that the aim of rail privatisation was to 
‘improve the quality of rail services for the travelling public and for freight customers’. The 
1993 Railways Act detailed the privatisation programme. The management of rail 
infrastructure, such as track, signalling and stations, was to be separated from the 
responsibility for running trains. There would be 25 passenger train operating companies 
(TOCs), each having a franchise lasting between seven and fifteen years. These companies 
would have few assets, being forced to rent track and lease stations from the infrastructure 
owner (Railtrack), and to lease trains and rolling stock from three new rolling-stock 
companies. There would be three freight companies, which would also pay Railtrack for the 
use of track and signalling. In practice, the 25 franchises were operated by just 11 companies 
(with one, National Express, having nine of the franchises). 
 Railtrack would be responsible for maintaining and improving the rail infrastructure, 
but rather than providing this itself, it would be required to purchase the necessary services 
from private contractors. 
 To oversee the new rail network, two new posts were created. The first was a rail 
franchising director, who would be responsible for specifying the length and cost of 
franchises, as well as for outlining passenger service requirements, including minimum train 
frequency, stations served and weekend provision. The second post created was that of the 
rail regulator, who would be responsible both for promoting competition and for protecting 
consumer interests, which might include specifying maximum permitted fares. 
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 Although the individual train operators generally have a monopoly over a given route, 
many saw themselves directly competing with coaches and private cars. Several began 
replacing or refurbishing rolling stock and running additional services. 

Developments in the UK since privatisation 
Reassessment in 2000 
Despite the apparent benefits of the privatisation, there were also considerable costs. Huge 
subsidies had to be paid in order to make various parts of the system saleable. The size of the 
subsidies was determined by the competitive bidding process for the franchises. Total 
subsidies to the TOCs in the twelve years following privatisation have amounted to over £17 
billion.  

Critics argued that, apart from being costly, the new system was bureaucratic. There 
was a fragmentation of responsibility, with highly complex transactions between the 
individual companies adding to costs. 

The government set out new proposals in 2000 for the future of the rail network, as 
the first set of seven-year franchises drew to an end. The intention was to reintroduce a 
degree of regional monopoly control back over the rail system. By reducing the number of 
rail franchises from 25 to as few as 14 (and possibly the number of operators from 11 to 8), it 
was suggested that the role of the regulator in monitoring and enforcing performance and fare 
criteria would become less complex and easier to manage. The rail franchising regulator was 
replaced by a new Strategic Rail Authority (SRA), with wider powers and a remit that 
covered overseeing the integration of the rail network. 

In addition, to encourage business to invest long term, new franchise licences would 
be for 20 years. The original seven-year franchises were argued by many to offer little or no 
incentive for a rail company to invest or plan long term, when after seven years it might 
potentially lose its franchise. 

Crisis in the early 2000s 
Following the Hatfield rail disaster in October 2000, when lives were lost as a result of a 
faulty rail, the UK rail network was reduced to a virtual state of crisis. Trains were unreliable; 
fares were rising by more than the rate of inflation; services were being reduced; and 
passenger complaints were rising. There seemed to be few, if any, benefits from privatisation. 
Six of the train operating companies were operating under short-term management contracts, 
and seven were given government subsidies totalling some £100 million to prevent them 
going bust. 

In fact, part of the industry was ‘semi’ renationalised, when Railtrack, the privatised 
track owner, was placed into receivership in 2002. It was replaced by Network Rail, which is 
a not-for-profit company, wholly dependent upon the UK Treasury for any shortfall in its 
funds. Any profits are re-invested in the rail infrastructure.  

In June 2003 the SRA decided to withdraw the operating licence of the French 
company Connex South Eastern. Not only was one in every five of its trains running late but, 
following the receipt of £58 million of public money, the company had failed to turn around 
its failing financial position. In fact, Connex was asking for a further £200 million in state 
aid. 

Many critics were claiming that running the privatised rail network was becoming 
increasingly difficult, with Connex’s failure signalling that yet more public money might be 
required to keep the network afloat. 
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Turning the railways around? 
With the formation of Network Rail, considerable government money was pumped into the 
rail system to improve track and signalling. From 2002 to 2006, over £8 billion of public 
money was invested. At the same time, the government took more direct control of the 
railways by winding up the Strategic Rail Authority and passing most of its functions, 
including the awarding of franchises, to the Department of Transport. 
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Figure 1  Train punctuality
Source  National Rail Trends Chap 2 (ORR)

 
 With improvements in the infrastructure, investment by the TOCs in new rolling stock 
and building more slack into timetables, rail punctuality improved and passenger numbers 
and freight tonnage increased. By 2008/9, 92 per cent of trains were arriving on time, 
compared with 78 per cent in 2001/2 (see Figure 1). Between 2002 and 2008, passenger 
kilometres increased by 23.4 per cent (see Figure 2) for the long-term picture) and freight 
kilometre tonnage increased by 14.4 per cent. 
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Source  National Rail Trends Chap 1 (ORR)

 
 As new franchises came up for renewal, so some were merged, so that by 2007, the 25 
franchises had been reduced to 20, with the number of TOCs reduced to nine (four held by 
National Express, four by the First Group, three by Govia and two each by Stagecoach, 
Arriva and SercoNS. It was recognised that the benefits of economies of scale and co-
ordinated services within a region exceeded any reduction in competition from having fewer 
franchises and fewer operators. 

What is required, however, is a tight regulatory regime, both in setting minimum 
standards at the time of granting the franchises and in setting maximum fares on a yearly 
basis. Given that some of the largest train operators also have a monopoly, or near monopoly, 
on bus services in the same areas, there seems to be even less scope for competition than in 
the past. 

One development, however, has helped to inject an element of competition. This 
involves the ORR allowing ‘open-access operators’ (i.e. non-franchised operators) to run 
trains on certain routes. Thus Hull trains (part of the First Group), Grand Central Railway and 
Wrexham, Shropshire and Marylebone Railway Company compete with franchised operators 
on part of their routes. 

Has the model been adopted elsewhere? 
Other countries, such as Japan and Germany, have rejected the UK model in favour of 
maintaining a vertically integrated rail network, where rail infrastructure and train services are 
managed by the same company. It is suggested that a single management would be far more 
capable of successfully co-ordinating infrastructure and train service activities than two. 

Nevertheless, some aspects of the UK model have been adopted under EC Directive 
91/440, which allows European train operators access to the rail networks of other 
companies. This means that several companies (say, from different EU countries) can offer 
competing services on the same international route. 
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Question 
Why are subsidies more likely to be needed for commuter and regional services than for 
medium-to-long-distance passenger services? 
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Case 13.6 

Privatisation in Transition Economies 
 
 
The policy of privatisation has been pursued in many countries around the world, but nowhere so 
radically as in the former communist countries of central and eastern Europe and in the republics 
that made up the former Soviet Union. 

Until the end of the 1980s, despite modest attempts at reform, these countries were 
largely centrally planned, with prices and output set by the state rather than determined by market 
forces. Private enterprise was confined to small private plots on state farms, and a few self-
employed people providing services, such as hairdressing or car repairs. In less than a decade, 
most of these economies had been transformed into capitalist market economies (albeit highly 
imperfect), with the majority of production and distribution being in private hands. 

The process has not been a smooth one, however. All the former communist countries 
experienced a huge decline in output, a rise in unemployment, a massive rise in inflation, much 
greater inequality, the advent of an underclass of desperately poor people and a rise in crime. 
Most of the countries are now experiencing economic growth, but many of them are very fragile 
and easily thrown into crisis. An example was the collapse of the Russian economy in 1998, 
which followed a massive speculative attack, with western investors withdrawing money from 
the country in the wake of the economic crisis in south-east Asia. 

In this section, we concentrate on the process of privatisation and liberalisation and 
examine the various conditions necessary for a successful transition from a planned economy to a 
competitive market economy. 

State ownership under communism 
The economic system of the communist countries was essentially one of central planning. As we 
saw in Box 1.5 of Economics (7th edition), this involved the central planning agency drawing up 
five-year plans that identified the general direction in which the economy was to move: which 
industries, for example, were going to expand and thus be allocated more resources. 

It was the annual plan, however, that identified just what was to be produced. In the plan, 
output targets were set for each industry. These were passed down to the relevant industrial 
ministry (e.g. the ministry for agriculture, or mining or particular manufacturing industries). 
These ministries then issued detailed instructions to the managers of the various factories and 
farms. The instructions included targets for output and productivity and various financial targets. 
Managers were also told what supplies they would be allocated, and which enterprises would 
supply them. Managers’ main role in this system was to ensure that they met the targets they 
were given. 

This ‘top-down’ system of issuing instructions, however, was fraught with problems. 
These can be grouped into two broad categories: problems of a lack of consistency in the plans; 
and problems of measuring the success or otherwise of meeting the economic goals of the state. 
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Problems of inconsistency 
One of the main problems facing the planners was a lack of detailed information about individual 
workplaces. Just how much could they produce and just how many inputs would they need? 
What slack was there? What scope was there for improving production methods? Such 
information could only really be known by those working there. This meant that the planners had 
to rely on information passed up through the ministries from the managers. But the system 
encouraged managers to lie. After all, if they said that they could produce more, they would be 
given a bigger target, and that would make life harder for them. It was in the managers’ interests, 
therefore, to understate their output potential and overstate the amount of resources they would 
need. The more slack they could build in, the easier life would be for them. 

Of course, the planners knew that managers provided false information and so they scaled 
up the output targets and scaled down the allocated inputs. Managers, anticipating this, would 
exaggerate even more. The result was a planning system based on woefully inadequate 
information and hence plans that were inconsistent with the facts. 

Another problem here was the sheer scale of the problem. If you were to plan the output 
of a country the size of the USSR, or even a smaller east European country, you would need 
millions and millions of pieces of information, which would then need processing. The task 
would be simply too enormous. In reality, therefore, the plans omitted a lot of detail. For 
example, a shoe factory might be give a target for so many shoes. It would not be given a target 
for the number of shoes of each different style and size. The result was often a shortage of goods 
that people wanted and a surplus of useless goods. 

With inconsistent plans, inputs did not arrive on time and there were frequent hold-ups 
and delays. As a result, enterprises often resorted to making their own component parts or spares. 
If they had any surplus supplies, they would hoard them and use them to barter with other 
enterprises which might have a stock of something that the first enterprise needed. 

To compound the problem, planners were unwilling to build slack into the system. They 
wanted to squeeze the last drop of output from the economy. They were unrealistically optimistic 
about enterprises’ potential and gave them targets that could be met only if everything went 
smoothly. But with ‘taut’ planning like this, there only needed to be a hold up at one point in the 
supply chain, and there would be a knock-on effect from one enterprise to another. 

Because plans were often wrong, they frequently had to be amended. It was not 
uncommon for an enterprise’s targets to be altered several times over the course of a year. The 
result was that managers were cynical about instructions that they were given, knowing that next 
week they could be different! 

Inappropriate ‘success indicators’ and rewards 
The other main problem concerned measurement and incentives. How was a factory’s success to 
be measured and how were people to be rewarded for achievement (or penalised for failure)? The 
method used was to reward managers and workers for meeting targets. For example, a steel 
works would be set a target of so many tonnes of steel per month. If the target were met, then 
managers and workers would receive a bonus. Two problems arose here: 
 The units used for the targets were quantitative rather than qualitative. If tonnes were used, 

there was the incentive to produce heavy goods. Many Soviet goods, from furniture to pots 
and pans to chandeliers, were very heavy. If area was used (e.g. sheet glass), the incentive 
was to produce thin products. If numbers of units were used, the incentive was to produce 
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small or poorly finished products. The net result of quantitative targets was that quality 
suffered. 

 The bonus was awarded for meeting the target. There was the incentive, therefore, to meet the 
target at all costs. Corners would be cut and again quality would suffer. If the target could not 
be met, however, managers would probably produce even less than they could, in order to be 
given a smaller target next time and a greater possibility of achieving their bonus then. 

 

Question 
1. To what extent would the use of bonuses that were graduated according to the amount of 

output have solved this problem? 

 
Prices of goods, equipment and raw materials were set by the state and were often quite 

unrelated to supply and demand. So even if targets were set in money terms, they were still a 
poor mechanism for achieving an efficient allocation of resources. 

Results 
The effect of these problems was to create great inefficiency in the allocation of resources. 
Because of uncertainties over supplies and the desire to achieve their bonuses, it was in 
managers’ interests to conceal information, to be cautious and to build in slack, by hoarding 
materials and supplies and by employing more workers than was necessary. In fact, by having a 
policy of full employment, the authorities encouraged managers to employ workers, even if there 
was insufficient work for them to do. 

Transition to a market economy 
It is against this background that the transition to a market economy has occurred. Prices have 
been liberalised and, for the most part, these are now set by firms or markets, with very little 
interference from governments. 

Public ownership has been largely replaced by private ownership. People have been 
encouraged to set up in business and there has been a massive programme of privatisation: a 
programme that has dwarfed anything experienced in the West. 

The speed of transition to a market economy has varied enormously from country to 
country. Some countries, such as Hungary, Poland and the Czech Republic have achieved an 
almost complete transition. Others, such as Russia, Romania and Bulgaria, have moved quite a 
long way towards a market system. Others, such as Belarus and Turkmenistan have made little 
movement, with privatisations largely confined to a limited number of small firms.  

Forms of privatisation 
Privatisation has taken a number of forms, varying from country to country and from enterprise 
to enterprise. 
 Direct transfer of enterprises to their managers and/or workers. This approach has been 

common with small enterprises, such as shops, workshops, restaurants and garages. By giving 
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them to the managers, or to the workers as a co-operative, this form of privatisation is simple 
and straightforward and can lead to a rapid transformation of the businesses. The incumbent 
managers and workers are likely to have the knowledge of their customers necessary to 
provide them with the types of goods and services they want. 

 Direct sale to managers and/or workers. Here the managers or workers buy the business from 
the state at a negotiated price, or at one set by the state. This has the additional advantage of 
bringing in money for the state and possibly giving the new owners a greater sense of 
commitment. There is the problem, however, that some workers may feel that they cannot 
afford to buy a stake in the business, and therefore will opt out of the process. 

 Open sale for cash. This is like the main privatisations in the West. Shares in enterprises are 
offered for sale, normally through auction. The alternative is to offer them at a fixed price, 
with some mechanism for allocating the shares between the purchasers if the offer is 
oversubscribed. This approach has been used for larger enterprises. Sometimes, a proportion 
of the shares may be allocated specifically to managers of workers; or managers and workers 
might get the shares at a discount. The state may limit the proportion of shares that can be 
bought by foreign companies. 

 Issuing vouchers to the general public and then auctioning shares in enterprises for vouchers. 
This method clearly brings in no revenue for the government, but it does lead initially to 
much wider share ownership. Having acquired shares for vouchers, the new owners would 
normally then be free to sell the shares for cash: either immediately or after a specified period 
of time. 

 Issuing vouchers to the general public, which can then be used to buy into various investment 
trusts. These trusts then use the vouchers to buy into the privatised enterprises. Thus 
individuals end up having an indirect share in many companies, and can rely on the expertise 
of the trusts to invest on their behalf. 

 Enterprises may be sold directly to a foreign company. The major benefit here is that the 
foreign company can provide increased finance for investment and bring in new expertise and 
technology. 

 As a step on the road to full privatisation, enterprises can be freed to run as businesses 
independent from government interference, but with the enterprise still being in state 
ownership, and probably with the state providing a certain amount of subsidies. This is the 
way in which many nationalised industries are run in western economies. Once these 
enterprises have become used to operating in the market with commercial objectives, 
privatisation is much less of a shock. 

It is useful to group these forms of privatisation into two broad types: insider and outsider 
privatisation. Insider privatisation is where ownership passes to management and/or workers. 
Outsider privatisation is where the new shareholders are not employees of the enterprise. 

Requirements for successful privatisation 
The move to a market economy has not been painless. In most former communist countries, the 
liberalisation of prices, which had previously been kept below their equilibrium, resulted in huge 
price increases. 

The privatisation of small businesses was relatively easy. Here it was largely a question of 
the simple transfer of ownership to their managers and/or workers, who in most cases were 
quickly able to make their businesses profitable. Privatisation of large-scale state enterprises was 
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another matter altogether. Many factories that had previously been supported by state subsidies 
found that their production methods were inefficient, their equipment outdated and their output 
often unsaleable. Many were forced to lay off workers in large numbers. Large-scale 
unemployment – something that was unthinkable in communist times – combined with pay in 
many sectors not keeping pace with prices, meant tremendous suffering for large portions of the 
population. 

Although the problems for such industries were immense, it is possible to identify the 
ways in which privatisation and transition generally could be made less painful and more likely 
to succeed in building a competitive economy. 

 
Supportive political and institutional environment. The transition to a competitive, efficient and 
growing economy requires simultaneous movement on several fronts. It is vitally important to 
have a sympathetic but committed government, which pursues consistent policies. After the 
overthrow of communism, there was considerable popular support for reform. Governments in 
some countries were able to capitalise on this and bring in rapid pro-market reforms. Capital 
markets were encouraged to flourish and trade restrictions were lifted. 

Given the large-scale redundancies that were inevitable if the old overstaffed large-scale 
enterprises were to be restructured, a vital ingredient in transition was the encouragement of new 
enterprises. This too would require a supportive environment with a minimum of red tape and 
ease of access to finance. Building up a banking and financial structure was not easy, however, 
especially when there was very rapid inflation in the early transition period. People were 
unwilling to put their savings into institutions that they did not trust. 

Key to a supportive environment was the government’s ability to manage the economy. 
To do this it must be able to collect taxes, pay its employees and enforce the law. The problems 
in Russia in the late 1990s arose largely from a failure of the government to do this. People were 
unpaid for months on end, and it was easy to evade taxes. Organised crime flourished and 
corruption was rife, 
 
Price liberalisation and markets. If a market economy is to function properly, prices must be as 
undistorted as possible. Profits must act as signals to attract capital, but equally, losses, unless 
justified by externalities or other social objectives, should lead to the closure of plants. This 
means an end to price controls and an end to state subsidies for industry. It also means that there 
should be as much competition as possible. 

 
Restructuring. When prices were initially grossly distorted, with many factories highly dependent 
on state subsidies, the process of transition was a difficult one. Many of the state-owned 
enterprises could not be sold without large-scale restructuring: they were simply not profitable 
concerns. 

Insider privatisation was in many cases the only way in which such industries could be 
transferred to the private sector. But then the owners (the managers and workers) would be much 
less willing to lay off workers. They would also find it harder to raise finance for the necessary 
investment in modern efficient equipment. Also, many workers were unwilling to put too much 
money into their firms for fear of their factories going bankrupt. They would rather take any 
profits now than reinvest them for the future. 

If markets are to function well, they need to be competitive, or at least contestable. A 
problem with privatising many of the state-owned industries was that they were monopolies. For 
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reasons of economies of scale, many products under central planning had been produced in only 
one factory. The response of the managers of such factories to liberalisation was typically to raise 
prices: a much simpler route to increasing profits than one of restructuring the factory! 

Many of these large-scale enterprises are the major employers in a particular town or 
region. If restructuring means unemployment, it can have a serious effect on the livelihood of that 
whole area. Some of these enterprises, despite being monopolies, simply cannot survive without 
state support. If they are allowed to go bankrupt, not only will there be problems for the local 
economy, it could also mean that vital supplies are cut off to the factories they supply. There 
could be serious knock-on effects. 

Foreign competition can help here, as can the entry of new domestic firms, but failing 
that, it is also important to have an effective policy to curb the abuse of monopoly power. This is 
one area where price controls could be seen to be pro-market, rather than anti-market. 

Towards the end of the 1990s, there was a gradual shift to outsider privatisation for many 
large-scale enterprises. In several countries, these enterprises were offered to foreign companies 
through international tenders. The hope was not only to generate more foreign currency revenue 
for the state, but that these new foreign owners would invest in the necessary restructuring. 

There still remained many large enterprises that made substantial losses and continued to 
rely on state support. Governments themselves have tried to restructure some of these industries, 
closing down parts in an orderly way and gradually laying off workers, in the hope that the 
industries will eventually be attractive to the private sector. 

 
Corporate governance. A key issue in restructuring concerns the way in which the privatised 
firms are governed. Case Study 13.7 examines the relative merits of insider and outsider 
privatisation in terms of now effectively the privatised companies are likely to be run. 

Conclusions 
Transition to a market economy has been painful. For all the transition economies, the economy 
got worse before it began to get better. Even 16 years after the transition process began, life is 
much harsher for many people than before. 

The greater the initial inefficiencies and market distortions, the harder the adjustment 
process has been. What is needed is government support for those who are suffering. But welfare 
expenditure requires tax revenues to finance it, and that requires a tax system that is transparent, 
fair and enforceable. It also requires a growing economy so as to provide the tax base. 

 

Questions 
2. For what reasons might inequality in the transition economies lessen in the future? 
3. Why is regulation of privatised industries in the transition economies an important ingredient 

of a move to a socially efficient market economy? What forms could that regulation take? 
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Case 13.7 
Forms of Privatisation in Transition Countries 

The question of corporate governance 
 

 
With ‘insider privatisation’ (such as a management buyout), corporate control is exercised by 
managers with often too little accountability to suppliers of capital (banks and financial 
markets) and too little experience of operating in a market environment. Workers have been 
reluctant to contemplate redundancies or reductions in wages. In general, there has been 
opposition to change, and this has made it harder to raise finance from outside. Evidence 
from several countries shows that the proportion of firms introducing new technologies varies 
according to ownership: state firms are at the bottom, insider-owned firms are next, followed 
by domestic-outsider-owned firms, and foreign-owned firms are the biggest adopters of new 
technology and the most willing to restructure. 

With outsider privatisation, the evidence suggests that firms are more open to market 
forces, more attuned to customer wishes and less likely to experience ministerial intervention. 

If, however, outsider privatisation is seen as too radical, given that it is likely to lead to 
much larger redundancies and/or wage cuts, a compromise would be to use a mixture. Firms 
could be sold or given to their managers and/or workers, but a proportion of shares could be 
sold publicly. That way, insiders could sell their shares (anonymously) if the firm did not 
perform well. Also, the firm could be more easily sold as a whole to another company, 
perhaps foreign, possibly through a takeover bid. Either way, there would be an incentive to 
restructure to guard against these possibilities.  

Outsider privatisation may provide a better check on managers, but there is still a 
principal–agent problem. Will shareholders be able to ensure that managers pursue a 
restructuring programme and are subject to market forces? With mass privatisation 
programmes, shareholding can be widely dispersed. In such circumstances, shareholders have 
little influence on managers. Moreover, accounting practices are often poor, with the result 
that shareholders have little information on the progress of restructuring. If, however, 
shareholding is concentrated in investment funds, these will have more influence over 
managers, as will banks if investment is financed through loans. But, as the EBRD remarks:  

Domestic banks and investment funds not only have little expertise in managing and 
restructuring firms, but often suffer from similar corporate governance problems 
themselves, most notably in the Czech Republic. There is evidence, however, that the 
profitability of new enterprises and enterprises with a majority foreign owner exceeds 
that of state-owned and domestically privatised companies1 

 

Question 

What factors have hindered the development of an efficient corporate governance structure in 
privatised enterprises in transition economies? 

 
                                                 
1 Transition Report 1998 (European Bank for Reconstruction and Development). p.32 
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