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June 2004 Past Paper 
 
Question 1 
 

(a) (i) W hat is m eant by absolute poverty? 
 
Absolute poverty is a situation w here the standard of living is below  w hat is 
defined to be adequate. Those w ho cannot afford the basic necessities like food, 
clothing and shelter are said to live in absolute poverty. 
 
(ii) Explain w hy the established m ethod of defining poverty as ‘below  60%  of 
average fam ily incom e’ is a m easure of relative poverty. 
 
It measures the level of income earned in comparison to another group over a 
given time so measures the poverty of one group to another, the relative poverty. 
 
(iii) State and  explain one policy m easure w hich the governm ent could use to 
reduce poverty. 
 
The national minimum w age rate reduces poverty by creating a decent w age 
enabling people to achieve and improve their standard of living. This reduces the 
inequality gap betw een the rich and poor. 
 
(Alternatively consider better training/schooling opportunities, more jobs through 
creation of the flexible labour market or subsidised child care costs to single 
parents here.) 

 
(b) U sing table 1: 

 
(i) Com pare earnings in London and  the N orth East; 
 
Average earnings in London are higher than they are in the N orth East. In London 
there is a large gap betw een the average w age in the highest average w age area 
and the low est average earnings sector. In the N orth East the gap betw een 
Administrative Area w ith H igh Average Earnings and Administrative Area w ith Low  
Average Earnings is low er. 
 
The Administrative Area w ith Low est Average Earnings figure for London is low er 
than the low est average figure for the N orth East. 
 
(ii) Com m ent on the extent to w hich the data is useful in m easuring the 
distribution of incom e 
 
Some conclusions can be draw n betw een different regions and w ithin the same 
regions, but there are some limitations. The data is based on earnings, not income, 
so does not include overtime or bonuses. 
 
The cost of living also differs betw een areas as the variation in average house 
prices in table 1 suggests. The average values may also be distorted by individuals 
w ith very high or very low  earnings so may not represent the data w ell. 

 
(c) There is difficulty in filling job vacancies in K ensington and  Chelsea, but there 

are m any p eople unem ployed in R edcar and  Cleveland . 
 
D iscuss policies w hich the governm ent m ay use to im prove labour m obility. 



Gareth Jones - http://cyro.cs-territories.com/ 
 

 
(Tw o or three w ell explained points should gain 4 marks and 2 marks are gained for 
evaluating the effectiveness of the policies.) 
 
To improve geographical immobility of labour the government couple implement 
housing subsidies in areas w here house prices are high. This w ill make it easier for 
w orkers to move from Redcar and Cleveland to Kensington and Chelsea. 
 
Occupational immobility can be improved by training to increase skills in jobs 
required in Chelsea and Cleveland. 
 
Improving the lack of information may also help as w orkers aw are of vacancies in 
Kensington may consider moving if they w ere aw are of the jobs available to them. 
 
H ow ever, these policies may not be effective as w orkers have social ties and are 
not guaranteed a job. The uncertainty of the unknow n and disruption to family life 
w ill mean the immobility of labour is likely to continue and the associated disparity 
in w age rates in to the long run. 

 
Question 2 
 

(a) Explain the difference in the w ay that prices are d eterm ined in perfect 
com petition and in m onopoly. [10] 
 
Assuming that firms are aiming to maximise their profits then under a monopoly 
firms w ill charge a price w here M C = M R, as at this output they maximise output. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The above diagram show s the monopolists cost structure, w hich is the cost 
structure of the industry as the pure monopolist is the industry. The monopolist 
charges a price much higher than their costs of production so makes large 
supernormal profits as the price is determined by the monopolist, not market 
forces. 
 
U nder perfect competition the market forces determine the price. In the short run 
this w ill result in some small supernormal profits of P1ABP2, w hich attract new  
entrants into the industry, causing supply to shift from S1 to S2. 
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Therefore in the long run the price w ill be set at the low est point on the ATC curve, 
bringing about productive efficiency. 

 
(b) In a leisure ind ustry of your choice, discuss the w ay in w hich its m arket 

structure affect the ability of firm s to set prices and m ake profits. [15] 
 

• The market for airlines has many characteristics of an oligopoly and some 
from monopolistic competition. 

• Characteristics from oligopoly: 
i. A small number of large firms, high concentration ratio 

ii. Lots of non-price competition 
iii. Supernormal profits made in the long run 
iv. Brand leadership is important 
v. Interdependence betw een firms (so kinked demand curve theory 

suggests price stability, and price leadership exists to set the price 
for stability. 

• If the firm w ere an oligopoly it w ould not have control over the prices it set 
by kinked demand curve theory and w ould have to follow  the price leader, 
though this firm is likely to choose a price that allow s all firms to make 
supernormal profits. 

• Characteristics from monopolistic competition: 
i. Barriers to entry have been decreased since regulations on 

European skies w ere removed. 
ii. Small firms can use hired aircraft and become profitable more 

quickly w orking at a low  cost in the market. 
iii. This makes the market more contestable and improved efficiency 

in the larger firms as there is the threat of smaller firms 
implementing a hit and run policy. 

iv. Good know ledge. 

• If the firm w ere a monopolistically competitive firm in the long run new  
entrants w ould decrease demand for an individuals firms products and 
w ould charge a low er price for the same product, making a low er profit. 
Whilst the price is not taken directly from the market new  entrants reduce 
the firm’s pow er to set their price, leaving them in the very long run w ith 
only one output at w hich the firm does not make a loss. 

• Conclusion: As the market structure for airlines takes its characteristics 
from monopolistic competition and oligopoly most firms in the market do 
not have much pow er to set prices in the long run. This can be seen to be 
true in the airline market as the effect of the new  low -cost entrants to the 
market impacts the pricing of larger firms. 
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Question 3 
 

(a) Explain w hy, in a perfectly com petitive labour m arket, the total net 
advantages of all occupations w ould be equalised  in the long run. [10] 

 
The net advantages of any occupation are the monetary and non-monetary 
advantages and disadvantages of any occupation, including w age rate, job 
satisfaction, flexibility of hours and danger involved in the job. 
 
The characteristics of a perfectly competitive labour market are perfect 
geographical and occupational immobility, perfect know ledge by employers and 
employees and homogeneous w orkers w ith the same skills and qualifications. 
There are no trade unions so there is no control over the supply of labour and a 
large number of small firms employ w orkers as w age takers, at a w age level of WE 
taken from the market. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
All w orkers receive the same w age rate in the long run as if tw o occupations have 
different net advantages then due to perfect know ledge, w orkers w ill move to the 
market w ith higher net advantages so remove the disparity. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Show ing only the monetary rew ards, w orkers move from market B to market A 
causing a shift in supply from S to S’ in each market. This causes the monetary 
rew ards in each market to be an equal w age of W’. 
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Therefore generally w e can say if there are tw o occupations w ith different net 
advantages then labour w ill move occupation to one w ith a higher net advantage, 
so remove net advantage inequalities in the long run. 

 
(b) D iscuss w hy the net advantages of teachers are persistently greater than 

those of shop assistants. [15] 
 
Teachers have higher net advantages for many reasons. The pecuniary differences 
are due to differences in supply and demand for labour in these occupations. 
 
The M RP, the demand curve for labour, is give by M PP x P. Teachers w ill have a 
greater and more inelastic demand because the M PP, the productivity of teachers, 
is higher than the productivity of shop assistants and the price of the product 
produced by teachers is higher than that produced by shop assistants, although it 
is very hard to measure the productivity of this service output accurately. 
 
The supply of teachers is more inelastic than the supply of shop assistants due to 
the need for qualifications, specialist skills, length of training and the PGCE 
qualification making the market for teachers closed. 
 
There are no specialist skills required for being shop assistants. There are strong 
trade unions for teachers, w hich are not very strong for assistants. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
So diagrammatically the monetary advantages of teachers are higher than the 
monetary advantages for shop assistants by a level WAWT. 
 
For teachers there are high non-monetary advantages because they have high job 
satisfaction and feel they are giving a service to the community. Teachers also have 
longer holidays than shop assistants, though teachers have the disadvantage of 
persistently dealing w ith unruly students, w hich makes the job more stressful. 
Teachers also have a greater degree of responsibility than shop assistants. 
 
Overall the non-monetary advantages of the teachers are greater than the non-
monetary advantages of the shop assistants. 
 
The disparity betw een the tw o occupations is caused by the immobility of labour. 
Teachers can easily become shop assistants but shop assistants cannot easily 
become teachers because of the reasons mentioned earlier. A high proportion of 
teachers earnings are therefore economic rent, w hereas much of shop assistants 
w ages are transfer earnings. 
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So from the points argued above the net advantages of w orking in teaching are 
higher than the net advantages of being a shop assistant. 
 

Question 4 
 

(a) Explain how  the activities of a trad e union m ay cause labour m arket failure. 
[10] 
 
A trade union is an organisation of w orkers w hich aims to increase the w age rate of 
w orkers, the employment level and the w orking conditions for members. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
In a perfectly competitive labour market the employment level and w age rate are 
determined by the interaction of the supply of labour and the demand for labour. 
This can be show n diagrammatically, that an equilibrium w age rate of We and a 
w orkforce of size Le w ould be the equilibrium in the labour market for any type of 
labour. 
 
An effective trade union, one w ith a large proportion of the w orkforce of the 
relevant industry as members, has strong bargaining pow er so can push for either 
a higher w age or an increase in the size of the w orkforce. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
N egotiating a higher w age rate of WT means that the firms w ill employ L1 w orkers 
creating a level of unemployment L1L2 as L1LE w orkers are made redundant and LEL2 
w orkers are now  w illing and able to w ork at the w age rate. 
 
The size of this effect depends on the price elasticities of supply and demand. If the 
price elasticity of demand or supply is inelastic the unemployment caused w ill be 
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proportionally small, but if the price elasticity of demand or supply is elastic the 
unemployment caused w ill be proportionally large. 
 
The existence of a trade union causes a market failure because the artificially high 
w age rate means the labour market is not efficient and resources are being w asted 
in the form of unemployment. 

 
(b) D iscuss the view  that, in order to im prove the com petitiveness of the U K  

econom y by reducing its unit labour cost, the governm ent should attem pt to 
reduce further the effective pow er of trade unions. [15] 
 
The effectiveness of a trade union is determined by the proportion of the relevant 
w orkforce that are members. A strong trade union w ill have a high proportion of 
the w orkforce as members so the union can hold strong bargaining pow er at 
negotiations by threatening strikes. 
 
Trade unions aim to unite w orkers and restrict supply. This is the opposite of the 
policy the government is currently implementing. The Labour government has 
aimed to transform the U K labour market into a flexible labour market. 
Characteristics of this market include short term contracts, flexible w orking hours 
and minimising geographical and occupational. This leads to w age flexibility as 
w orkers move freely betw een occupations and in or out of the labour market and 
allow s w ages to fulfil their role as a signal attracting more w orkers to an industry 
and improving allocative efficiency. 
 
In the last 30 years the pow er of trade unions has been reduced by the 
government implementing legislation such as the abolition of closed shop 
agreements and the requirement of secret ballots before industrial action. This has 
helped to improve labour market flexibility. 
 
Flexibility helps reduce unemployment and w age differentials betw een w orkers, 
w hich is one of the aims of government policy. The government might then see 
the complete abolition of trade unions as useful in improving the competitiveness 
of the U K economy as the free market leads to low er unit labour costs. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
H ow ever, some economists may argue that the negotiation of a higher w age rate, 
WE by a trade union may improve the motivation of w orkers and so improve their 
output. This w ill cause the M PP, the M arginal Physical Product to increase. The 
demand for labour is the M RP curve, w hich is calculated by M PP x P, so increasing 
M PP w ill increase the demand for labour from D1 to D2 meaning the negotiation of 
the higher w age rate by trade unions has resulted in a greater level of 
employment, L2 at a w age rate WT. As each w orker is more productive this w ill 
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low er unit costs so help the U K economy to become more competitive 
internationally. 
 
Also, under a bilateral monopoly the presence of a trade union can reduce the 
exploitation possible by the monopsonist. Without a trade union the monopsonist 
w ill employ at a profit-maximising level of employment, a quantity w here D = M FC 
at a w age rate We, low er than the equilibrium w age rate in a perfectly competitive 
labour market, Wc, and a smaller w orkforce Le than Lc in a perfectly competitive 
labour market. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
The presence of a trade union negotiating a higher w age rate, say Wc, can reduce 
exploitation by the monopsonist by increasing both the w age rate and 
employment level. This w ill cause the w age bill to increase but the w orkers w ill be 
more motivated so be more productive and low er unit w age costs. 
 
There are alternative measures the government could undertake to improve the 
unit labour cost per w orker and so improve the competitiveness of the U K 
economy. This could be achieved through the introduction of new  technologies 
improving productivity of w orkers, so reducing unit costs and improving 
competitiveness. Increased spending on education and training improves w orkers 
skills and qualifications so can increase productivity and reduce unit costs and so 
also help to improve U K efficiency. 
 
In conclusion, for political reasons the government w ill not completely abolish 
trade unions and trade unions can in theory help to reduce unit labour costs 
how ever this is not consistent w ith other policies of the government. Currently the 
government is aiming to improve labour market flexibility through investment in 
education and training, to create the features mentioned earlier. Reducing the 
effective pow er of trade unions further is consistent w ith this approach.  
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