
 

 
                (c)      What policies can government implement to increase long-run economic 
                           growth?                                                                                                           [6] 

 



SECTION A Introductory Business Economics

1. (a) In the worldwide market for coffee, what effect would the following events
have on the equilibrium price and quantity? Illustrate using a supply and
demand diagrarn.

(i) An advertising campaign to promote the drinking of coffee t3l

An advertising campaign to promote drinking coffee would lead to an increase in the demand
for coffee at all prices. As shown below, this is equivalent to a shift in the demand curve for
coffee to the right. The new equilibrium is given by the intersection ofthe supply curve and
the new demand curye, point B. In the new equilibrium, the quantity and price are both
higher than in the previous equilibrium.

(ii) A period of bad weather, resulting in a lower coffee crop t3l

A lower coffee crop would lead to a fall in the supply of coffee at all prices, or a shift in the
supply curve to the left. As shown in the diagram, this results in a new equilibrium at point
C. In the new equilibrium the quantity is lower, but the price is higher.



(b) How does monopoly differ from perfect competition in terms of:

(i) the number of firms in the nnarket t l l

In monopoly there is only one firm in the market, while under perfect competition there are
many firms.

(ii) the profits of firms in the long run t3l

lnder perfect competition firms can make a profit in the short run, but in the long run other
firms may enter the market, and profits will be eroded. This occurs because undeiperfect
competition there is free entry and exit of firms. Firms will enter the market until profits are
reduced to zero.

UIder monopoly there are barriers to entr5r, so that other firms are prevented from entering
the market. Non-zero profits can therefore be maintained in the long run.

ltt| 
consumer welfare t4I

Perfect competition is the optimal market strucfure in terms of consumer welfare, because
firms are produbing in the most effrcient way, prices are low, and the quantity produced and
consumed is at its highest, satisSing consumer demand.

Under monopoly consumer welfare is lower because the monopolist has market power, and
can set its price above the perfectly competitive level. At this higher price consumers are
only ablb to buy a lower quantlty at a higher price, and consumer welfare is reduced.

(c) Disequilibrium unemployment occurs when the labour market fails to clear. so
that labour supply does not equal labour demand.



(i) Explain why the wage rate can be "sticlqr" in the short run, and how
this can prevent the labour market from clearing

Wage rates can be'osticky" in the short run because it is difficult for firms to reduce them,
particularly during recessions. This occurs because workers resist wage cuts, or because
firms are be reluctant to lower wages since this could result in low morale. In addition hade
unions may negotiate wages that are above the equilibrium price, or the government may set
a minimum wage rate that is too high. If the wage rate is above the equilibrium level, labour
supply is greater than labour demand, and unemployment persists.

(iD What policies can the government use to reduce unemployment 13]

Unemployment can be reduced by reducing real wages, or by stimulating aggregate demand
during a recession. The government can also encourage unemployed workers to find new
jobs by providing training opportunities and encouraging workers to move to other regions
with lower unemployment rates. More interventionist policies are also possible, for instance,
the government could provide gants to firms in areas ofhigh unemployment.

2. (a) Describe the model of perfect competition

t3l

t6l

The model of perfect competition makes a number of assumptions regarding the firms in the
market:

- There are many firms
- Each firm produces a small amount
- The products are identical across firms, and there is no branding or advertising.
- There is perfect knowledge among all market participan8

Because *rere are many firms, and each firm is relatively small, firms are price-takers in their
markets, that is, they take the price of their product as given. Because the firms are assumed
to be identical, each firm produces the same amount of the good, and the market is divided
equally between the firms. Since there are many firms, there is no strategic decision making.
While in the short run firms can make some profits, in the long run other firms enter the
market, and profits are eroded. Under perfect competition there are therefore zero profits in
the long run.

The model of perfect competition is useful as a benchmark against which to measure other
types of market structure, because it is optimal in terms of consumer welfare. However, it is
not often obsbrved in practice, excep in the case of commodity markets, or some forms of e-
commerce.'

This question can also be illustrated using a diagram.

(b) Consider a duopoly with nvo frms, X and Y, both of which produce a similar
product, and charge a price of f,2 per unit of their product. At this price both



 

In the short run, the government can increase the growth rate by encouraging the 
population to save more, although the government can only hope to increase the saving rate 
up to a point. Good students may point out the paradox of thrift – that increases in savings 
reduce effective demand and may deter investment, thus inhibiting medium to long term 
growth. In the long run, government can increase the growth rate by improving the 
productivity of the workforce. This can be achieved by promoting research and 
development (R&D), improving the education and training of the workforce, promoting 
efficiency in the organisation and management of firms, encouraging new firms to enter the 
market (entrepreneurship) and providing a competitive business environment. 
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