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• Information constraints / gaps
• Lack of accurate information on marginal cost & revenues in their markets
• Cost-plus pricing (AC + variable profit) is a common tactic – i.e. add a simple mark-up on the average cost, 

with the mark up being higher if demand is found to be price inelastic
• Small businesses / start-ups - different aims

• Many small firms are “life-style businesses” for owners 
• Start-ups often target rapid growth of users rather than profit

• State-owned corporations
• State-owned corporations are likely to have a range of different economic and political objectives

Profit maximisation
• Profit maximisation occurs at an output where marginal revenue = marginal cost (MR=MC)
• The change in revenue from selling an extra unit of output = the change in cost from producing an extra unit

Don’t worry at the moment about how these numbers are calculated – you will cover this later in the study book. 
At the moment, you simply need to know that profit is maximised at the level of output where MR = MC.

• The firm moves into positive profit at an output level of 57 units
• Thereafter profit is increasing because the marginal revenue from selling units is greater than the marginal cost of 

producing them. i.e. the marginal profit is positive
• But once marginal cost is greater than marginal revenue, total profits start to fall

Marginal profit and profit maximisation
You need to be able to illustrate the 
profit maximisation point on a ‘costs 
and revenues’ diagram. Learning how to  
draw / construct cost and revenue curves 
features later in this study book, in line 
with the order of topics in your Edexcel 
specification. 

• Firms producing differentiated products choose price and quantity to maximise their profits, considering the 
product demand curve and the cost function

• If MR > MC, the firm could increase profit by raising output – look on the diagram above, where you should be 
able to see that this occurs at output levels less than Q1 e.g. at Q3

• If MR < MC, the marginal profit is negative. It would be better to decrease output. On the diagram above, this 
occurs at all output levels above Q1 e.g. at Q2

Benefits and drawbacks of businesses aiming to maximise profits rather than pursue alternative objectives

Benefits from aiming to maximise profits
1 Shareholders are likely to benefit from higher dividends (a share of profits)
2 Employees may gain if some part of their pay is linked to the profitability of the business
3 Higher profits may lead to increased capital investment spending which will benefit other businesses in industries 

such as engineering and construction
4 Businesses may choose to ‘plough back’ profits into R&D, leading to dynamic efficiency and improved products/

processes
5 Provides a safety net for businesses in tough times or recession

Drawbacks from aiming to maximise profits
1 Higher prices for final consumers which reduces their real incomes / purchasing power and means a lower level 

of consumer surplus
2 High profits might act as an incentive for new firms to enter the market – depending on how contestable it is – 

which in the longer term might reduce the returns to shareholders as competition intensifies
3 Companies that become overly focused on maximising profits might lose sight of the social / ethical and 

environmental aspect of businesses to the detriment of local communities
4 If profits are increased by pushing costs lower then this could impact on quality

Numerical example
Consider the table below:

Exam Tip  It is worth revisiting these objectives once you have properly and fully covered the concepts of costs 
and revenues later in this study book.

Price Per  
Unit

Demand Total  
Revenue

Marginal 
Revenue

Total  
Cost

Marginal  
Cost

Total  
Profit

AR Output (TR) (MR) (TC) (MC)

(£) (Units) (£) (£) (£) (£) (£)

50 33 1650 2000 -350

48 39 1872 37 2120 20 -248

46 45 2070 33 2222 17 -152

44 51 2244 29 2312 15 -68

42 57 2394 25 2384 12 10

40 63 2520 21 2444 10 76

38 69 2622 17 2480 6 142

36 75 2700 13 2534 9 166

34 81 2754 9 2612 13 142

Common error alert!
Economics students often confuse revenue with profit, assuming that a rise in demand 
will always, for example, lead to a rise in profits. Unfortunately, it is impossible to 
assume this! If you only have information relating to revenue, then you can only consider 
the impact on revenue – without additional information relating to costs, you cannot 
confidently say anything at all about profit! 
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Common error alert!
The shape of the SRAC and the LRAC curves are the same, and it is not surprising therefore 
that many students get confused that there are different explanations of their shapes.

SRAC is explained by the Law of Diminishing (Marginal) Returns.

LRAC is explained by economies/diseconomies of scale. 

You must look very carefully at exam questions and identify if there is any reference 
to the SR or LR, and then consider the theory that might apply.

Exam Tip  Exam questions relating to economies of scale occur frequently, especially in data response 
questions when you could be asked to analyse or discuss possible reasons for economies of scale in a given 
industry / market. The best answers drill down into the detail and give specific types of economies of scale, 
such as technical or purchasing (see below), that are fully applied to the industry in question. For example, 
suppose the industry was chocolate manufacturing, then producers will likely buy cocoa beans and milk in bulk, 
and may benefit from technical economies such as high-volume chocolate wrapping machines.

Technical economies of scale
There are several different causes of technical economies of scale:

• Expensive (indivisible) capital inputs: large-scale businesses can afford to invest in specialist capital 
machinery. For example, a supermarket might invest in database technology that improves stock control and 
reduces transportation and distribution costs. A smaller independent store may not be able to justify this initial cost.

• Specialisation of the workforce: larger firms can split the production processes into separate tasks to 
boost productivity. Examples include the use of division of labour in the mass production of motor vehicles and  
in manufacturing electronic products

• Law of increased dimensions (known as the container principle) this is linked to the cubic law where doubling 
the height and width of a tanker or building leads to a more than proportionate increase in cubic capacity.

• The application of this law opens up the possibility of scale economies in distribution and freight industries 
and also in travel and leisure sectors with the emergence of super-cruisers.

• The law of increased dimensions is important in energy sectors, office rental and warehousing.  It is also 
significant in long haul airlines and cruise ships.

• Learning by doing: the average costs of production decline in real terms as a result of production experience  
 as businesses cut waste and find the most productive means of producing output on a bigger scale. Evidence  
 across a wide range of industries into so-called “progress ratios”, or “experience curves”, indicate that unit   
 manufacturing costs typically fall by between 70% and 90% with each doubling of cumulative output.

Marketing economies - monopsony power 
• In larger firms, fixed costs such as advertising campaigns have a smaller effect on the cost per unit.
• A large firm can purchase factor inputs in bulk at lower prices if it has monopsony power – we can call these 

purchasing economies. Large food retailers have monopsony power when purchasing their supplies from 
farmers and wine growers and in completing supply contracts from food processing businesses. 

• For example, Amazon has huge buying power in the publishing industry. It has a 30 per cent share of the physical 
book market in the US and more than 60 per cent of eBooks, and uses this power to reduce the prices it pays 
publishers for the books sold on the Amazon website.

Managerial economies of scale 
• This is division of labour where firms employ specialists to supervise production systems
• Better management and increased investment in human resources and the use of specialist equipment, such as 

networked computers can improve communication, raise productivity and thereby reduce unit costs

Financial economies of scale
• The financial markets usually rate larger firms to be more ‘credit worthy’ and have access to credit with 

favourable rates of borrowing – they may borrow much more overall than a small firm and pay a lower rate of 
interest (although the bank still benefits because of the large amount borrowed)

• Smaller firms often pay higher interest rate on overdrafts and loans. Businesses quoted on the stock market can 
normally raise new financial capital more cheaply through the sale of equities to the capital market

Network economies of scale 
• Some networks and services have huge potential for economies of scale. That is, as they are more widely used (or 

adopted), they become more valuable to the business that provides them
• In most cases, the marginal cost of adding one more user or customer to a network is close to zero, but the 

resulting financial benefits may be huge because each new user to the network can trade with the existing 
members or parts of the network

• Given the high fixed costs of establishing a network, the more users there are the lower are the fixed costs per 
unit. As a network expands, not only are there gains from extra revenues, but the long run cost per user 
diminishes – this is an internal economy of scale and a key factor behind the profitability of network businesses 
such as Netflix, Google, Amazon and Facebook

External economies of scale (EEoS)
External economies of scale involve changes outside of the business i.e. they result from the expansion of the entire 
industry of which the business is a member. They lower unit costs for many / all firms inside the market (even small 
firms!). The entire LRAC curve will shift downwards. The graphic below shows some examples

Diseconomies of scale
What are diseconomies of scale?
Diseconomies of scale are increases in the unit (average) cost of supply in the long run due to decreasing returns to 
scale. Diseconomies of scale mean that:

• A business has moved beyond their optimum size
• Businesses are suffering from productive inefficiency because of organisational slack
• Breakdowns in communication may lead to the departure of highly skilled workers from a business
• Worker morale can suffer which then reduces productivity and increases unit costs. Higher unit costs will reduce 

total profits. Businesses may then have to raise prices to cover increased costs
• Lost competitiveness could lead to declining market share and a fall in the share price if the business is listed on 

the stock market
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Transport networks 
lower logistics costs
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Profit maximising equilibrium in the long run
• Unlike monopoly, in monopolistic competition there are no barriers to entry and exit of firms in the long run
• Supernormal profit in the short-run will therefore attract new suppliers offering new products and therefore only 

normal profits can be made in the long run equilibrium i.e. where AR = AC
• As more firms enter the market, the demand curve for an existing firm shifts to the left as some consumers opt to 

buy products offered by new or alternative companies
• The demand curve therefore moves to the left until it is tangential to the AC curve. The MR curve will also shift 

inwards with the AR curve
• At this point, the monopolistically competitive firm is at its profit-maximising level of output (because MR = MC) 

but it is also making only normal profit (because AR = AC)

Monopolistic competition and economic efficiency
• Prices are above marginal cost – meaning that the market equilibrium is not allocatively efficient
• Saturation of the market may lead to businesses being unable to exploit fully internal economies of scale - 

causing long-run average cost to be higher – therefore not productively efficient
• Critics of heavy spending on marketing and advertising argue that this spending is wasteful and an inefficient use 

of scarce resources 
• Debate over the social costs of packaging and negative externalities from packaging waste is linked to 

monopolistic competition
• Monopolistic competition associated with extensive consumer choice and innovation – this is good for dynamic 

efficiency although lower profit margins may reduce the funds available for research and innovation

Example: firms in the retail clothing sector will use a range of different types of non-price competition to drive 
sales and protect their market share – these include:

1 Efficiency and ease of use of online ordering, collection and delivery
2 Making clothing available in a wider range of sizes
3 Customisation of product e.g. personalisation of tee-shirts and trainers
4 Returns policies for customers wishing to bring back purchases
5 Outlet shops to offer some excess stock at discounted prices
6 Effective use of social media such as Instagram
7 Taking steps to address corporate social responsibility including reducing waste associated with fast fashion

Characteristics of oligopoly
• An oligopoly is an imperfectly competitive industry where there is a high level of market concentration 
• Oligopoly is best defined by the actual conduct (or day-to-day behaviour) of firms within a market
• A rule of thumb is that an oligopoly exists when the top five firms in the market account for more than 60% of 

market sales i.e. the C5 concentration ratio is above 60 percent
• Key features of oligopolistic industries include price rigidity, lots of non-price competition, interdependent 

decision making, and some attempts to collude and fix price or perhaps share out the market

Oligopoly is a form of imperfect competition – some of the key assumptions are as follows:
i A market dominated by a few large firms each with a significant / large market share
ii High market concentration ratio
iii Each firm supplies branded products, which may or may not be properly differentiated

• Petrol retailers sell identical products (petrol / diesel has to be the same at every retailer)…but they try to 
attract consumers by making other products available to buy (e.g. sweets, milk, newspapers) and also 
compete on location

• Some oligopoly markets sell products that are more noticeably differentiated e.g. coffee shops, banks
iv High barriers to entry and exit
v Interdependent strategic decisions by firms (this is the crucial aspect of modelling oligopoly)

Revenue 
and 
cost

P2

MC

AC

AR2

MR2 OutputQ2

In the long run equilibrium 
average revenue is tangential to  
AC - meaning normal profits are 

being made because P =AC

Exam Tip  Be prepared to work out the concentration ratio for an industry using the data provided 
for easy marks!

Common error alert!
When drawing the long-run diagram, remember that the difference between the 
SR and the LR is that demand for each firm has fallen (as more firms have entered 
the market, attracted by the supernormal profits) i.e. AR and MR shift to the left. 
It can be tempting to think that the cost curves have shifted, because the diagram 
is fiddly to draw!

Common error alert!
This diagram can be tricky to draw – therefore it needs a lot of practice before  
the exam!

3.4.4  Oligopoly
What you need to know

Characteristics of oligopoly

Calculation of n-firm concentration ratios and their significance

Reasons for collusive and non-collusive behaviour, and game theory

Types of price competition: price wars, predatory pricing and limit pricing

Types of non-price competition
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Aims of price discrimination
1 To increase total revenue by extracting consumer surplus and turning it into producer surplus
2 To increase total profit providing the marginal profit from selling to customers is positive
3 To generate cash-flow especially during a recession
4 To increase market share and build customer loyalty
5 To make more efficient use of a firm’s spare capacity
6 To reduce the amount of waste and cut the cost of keeping products in stock / storage

Quick overview of the different types of price discrimination
• 1st degree: charging different prices for each individual unit purchased i.e. people pay their own individual 

willingness to pay
• 2nd degree: prices varying by quantity sold e.g. bulk purchase discounts or prices varying by time of purchase 

e.g. peak-time prices
• 3rd degree: charging different prices to groups of consumers segmented by price elasticity of demand, income, 

age, sex

Conditions required for a firm to use third-degree price discrimination
1 Firms have sufficient monopoly (market) power

• Monopolists always have pricing power i.e. they are price makers not takers

2 Identifying different market segments
• i.e. groups of consumers with different price elasticities of demand

3 Ability to separate different groups
• Requires information / sufficient market intelligence on the purchasing behaviour of consumers

4 Ability to prevent re-sale (arbitrage)
• No secondary markets where arbitrage can take place at intermediate prices e.g. limiting sales, age-

restrictions, compulsory use of ID cards

Third degree price discrimination – analysis diagram
The diagrams below represent a market (such as the cinema) in which tickets for students are cheaper than those for 
adults. The diagram on the right-hand side, for the non-segmented market, shows that the price would be lower for 
adults but higher for students, if there was no price discrimination. Students arguably have more price elastic demand 
– tickets might take up a larger proportion of their income than for adults, and they may have more substitute activities 
available. 

Exam Technique: Building a chain of reasoning: 
Question: Analyse how consumers may benefit from price discrimination

Evaluating the impact of price discrimination
Possible disadvantages include

• Higher prices for some consumers, leading to a loss of consumer surplus and a reduction in allocative efficiency,  
 If P>MC; the consumer surplus is reallocated into producer surplus (i.e. profit)
• Can increase regional inequality if some consumers can only access goods/services at higher prices
• There may be an increase in transaction costs or administration costs for businesses, as they have to ensure that 

the market is sub-divided and consumers in each group are kept separate e.g. checking ID documents for age / 
status etc. This can possibly reduce profit

• Groupings of consumers is not perfect e.g. relatively well-off adults taking night-school courses may have a 
student card and be able to access student discounts, despite being able to pay the normal adult price

• Additional profits earned as a result of price discrimination may allow incumbent firms to adopt anti-competitive 
practices e.g. predatory pricing, higher entry barriers through more spending on advertising etc. This can entrench 
the firm’s dominant market position and cause even higher prices in the future

Possible advantages include
• Lower prices for some groups of consumers, who might not otherwise be able to afford the good/service in 

question, therefore widening market access
• More profits for the business can result in higher dividends for shareholders and a positive wealth effect
• More profits can lead to reinvestment / business growth as well as R&D
• Businesses can make better use of spare capacity, increasing demand in quieter times and reducing overcrowding 

/ excess demand at peak times

Evaluation of price discrimination
• The impact depends on the extent to which price discrimination is used
• The impact depends on how businesses choose to use profits
• It is very difficult in practice to agree on a ‘fair price’ – it is a matter of perspectiveAR
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Price discrimination is the 
charging of different prices to 
different groups of consumers 
on the basis of variations in 
people’s ability to pay.

One way that some groups 
of consumers may benefit 
comes from third degree 
discrimination pricing based 
on age or income.

E.g. a bus company may 
charge students a lower 
price. Students typically have 
lower income so their demand 
is more price elastic.

This means that student 
passengers get a discounted 
ticket price which has the 
virtual effect of increasing their 
real purchasing power.

As a result, they can afford 
to travel more regularly within 
their budget constraint. It 
might make attending college 
more affordable.

The consequence can be an 
increase in consumer surplus 
which is one measure of 
economic welfare from market 
activity.
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Key roles for trade unions
• Protecting and improving the real living standards / real wages of their members 
• Protecting workers against unfair dismissal (i.e. upholding employment rights)
• Promoting improvements in working conditions, work-life balance & related health and safety issues
• Promoting better workplace training and education, i.e. the accumulation of human capital
• Protection of pension rights for union members

Trade unions, wages and employment – using standard labour market analysis
• Trade Unions may bid for employers to pay a premium wage above the normal competitive market wage 
• This might lead to an excess supply of labour and a contraction of total employment
• Unions will have more success in raising wages for members if demand for labour is relatively wage inelastic
• Unions also more influential when they represent a high % of all workers in a given industry/occupation
• Pay might also rise if unions and employers agree a pay deal based on better productivity

Analysis diagram of trade unions using collective bargaining power to increase wages

Trade unions and the labour market – some key evaluation points
• Long term decline in union membership – which reflects the growing flexibility of the UK labour market including 

zero-hour contracts + decline of heavy industry and shrinking public sector
• Trade union influence on pay depends in part on trade union density in an industry and also the credible threat 

power they have with possible industrial action (e.g. London Tube drivers)
• New Unionism focuses less on wage bargaining and more on protecting employment, pension rights, health and 

safety, workplace training, addressing gender & other discrimination
• Don’t assume that trade unions successfully negotiating higher wages will inevitably lead to a contraction in 

employment / jobs (this is lazy economics!) – challenge theoretical assumptions!
• Trade Unions may negotiate a combined pay and productivity deal with employers – a positive-sum game! Use 

some game theory!

Zero hours contracts
Zero hours contracts do not guarantee a minimum number of working hours each week. In the UK labour market, 
people on “zero-hours contracts” are more likely to be young, part time, women, or in full-time education when 
compared with others in employment.

There has been an increase in the number of people employed on zero-hour contracts in the UK labour market. In 
2000, there were 225 thousand people on zero-hour contracts, with this number increasing to approximately 860 
thousand by 2021.

Arguments in favour of zero hours
1 Supporters of flexible employment contracts argue that they are good for businesses where demand and 

production is highly seasonal - for example in retailing, brewing, tourism and catering. Employing people on a 
zero-hour contract may allow businesses to better control their costs

2 Zero-hours contracts might also benefit some people who want a high level of flexibility in choosing when they 
want to work

Arguments against zero hours
1 A counter argument is that zero-hour contracts have contributed to an increase in “in-work poverty” where 

people are not able to work enough hours each week (often at relatively low wage rates) to earn sufficient to avoid 
remaining in poverty and reliance on top-up welfare benefits

2 Uncertain incomes also make it harder for people to be given loans, mortgages and mobile phone contracts

The gender pay gap
The gender pay gap is the measured difference between average male and female earnings, usually expressed as a 
percentage of male earnings. A change in law means that all companies and organisations in the UK employing more 
than 250 workers must publish their gender pay figures each year. The UK gender pay gap fell to 8.6% in 2018, down 
from 9.1% in 2017 - this is for median full-time hourly pay excluding overtime.

Median UK gender pay gap of full-time employees in the UK as of April 2020, by industry

Extension idea: analysis diagram of impact on real wages and employment if there is  
a productivity improvement agreement
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Trade unions are better placed to 
negotiate better pay for their members 
when the wage elasticity of demand for 
labour is low.
E.g. when it is costly or difficult for an 
employer to replace labour with capital.
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