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How to use your CIMA Learning System

This Fundamentals of Business Economics has been devised as a resource for students attempting
to pass their CIMA computer based assessment; and provides:

o A detailed explanation of all syllabus areas;

 extensive ‘practical’ materials, including readings from relevant journals;

o generous question practice, together with full solutions;

e an exam preparation section, complete with exam standard questions and solutions.

This Learning System has been designed with the needs of home-study and distance-
learning candidates in mind. Such students require very full coverage of the syllabus topics,
and also the facility to undertake extensive question practice. However, the Learning
System is also ideal for fully taught courses.

The main body of the text is divided into a number of chapters, each of which is
organized on the following pattern:

o Detailed learning outcomes. expected after your studies of the chapter are complete. You
should assimilate these before beginning detailed work on the chapter, so that you can
appreciate where your studies are leading.

o Step-by-step topic coverage. This is the heart of each chapter, containing detailed explanatory
text supported where appropriate by worked examples and exercises. You should work
carefully through this section, ensuring that you understand the material being explained
and can tackle the examples and exercises successfully. Remember that in many cases
knowledge is cumulative: if you fail to digest earlier material thoroughly, you may
struggle to understand later chapters.

o Readings and activities. Most chapters are illustrated by more practical elements, such as
relevant journal articles or other readings, together with comments and questions
designed to stimulate discussion.

ix 2006.1
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o Question practice. The test of how well you have learned the material is your ability to tackle

exam-standard questions. Make a serious attempt at producing your own answers, but at
this stage don’t be too concerned about attempting the questions in exam conditions. In
particular, it is more important to absorb the material thoroughly by completing a full
solution than to observe the time limits that would apply in the actual exam.

Solutions. Avoid the temptation merely to ‘audit’ the solutions provided. It is an illusion
to think that this provides the same benefits as you would gain from a serious attempt of
your own. However, if you are struggling to get started on a question you should read
the introductory guidance provided at the beginning of the solution, and then make your
own attempt before referring back to the full solution.

Having worked through the chapters you are ready to begin your final preparations for the

examination. The final section of this CIMA Learning System provides you with the
guidance you need. It includes the following features:

A brief guide to revision technique.

Guidance on how to tackle the assessment itself.

A table mapping revision questions to the syllabus learning outcomes allowing you to
quickly identify questions by subject area.

Revision questions. These are of exam standard and should be tackled in exam conditions,
especially as regards the time allocation.

Solutions to the revision questions. As before, these indicate the length and the quality
of solution that would be expected of a well-prepared candidate.

Mock Assessments. You should plan to attempt these just before the date of the real
exam. By this stage your revision should be complete and you should be able to attempt
the mock paper in exam conditions.

If you work conscientiously through this CIMA Learning System according to the

guidelines above you will be giving yourself an excellent chance of exam success. Good

luck with your studies!

Guide to the Icons used within this Text

Key term or definition

Equation to learn

Exam tip or topic likely to appear in the exam
Exercise

Question

Solution

Comment or Note

Study technique

Passing exams is partly a matter of intellectual ability, but however accomplished you are
in that respect you can improve your chances significantly by the use of appropriate study

2006.1
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and revision techniques. In this section we briefly outline some tips for effective study
during the earlier stages of your approach to the exam. Later in the text we mention some
techniques that you will find useful at the revision stage.

To begin with, formal planning is essential to get the best return from the time you
spend studying. Estimate how much time in total you are going to need for each subject
that you face. Remember that you need to allow time for revision as well as for initial
study of the material. The amount of notional study time for any subject is the minimum
estimated time that students will need to achieve the specified learning outcomes set
out eatlier in this chapter. This time includes all appropriate learning activities, e.g. face-
to-face tuition, private study, directed home study, learning in the workplace, revision
time, etc. You may find it helpful to read Better exam results by Sam Malone, CIMA
Publishing, ISBN: 075066357X. This book will provide you with proven study techniques.
Chapter by chapter it covers the building blocks of successful learning and examination
techniques.

The notional study time for Foundation level Fundamentals of Business Economics is 130
hours. Note that the standard amount of notional learning hours attributed to one
full-time academic year of approximately 30 weeks is 1,200 hours.

By way of example, the notional study time might be made up as follows:

Hours

Face-to-face study: up to 40
Personal study: up to 65
‘Other’ study, e.g. learning in the workplace, 25
revision, etc.: up to 130

Note that all study and learning-time recommendations should be used only as a guideline
and are intended as minimum amounts. The amount of time recommended for face-to-
face tuition, personal study and/or additional learning will vary according to the type of
course undertaken, prior learning of the student, and the pace at which different students
learn.

Now split your total time requirement over the weeks between now and the examination.
This will give you an idea of how much time you need to devote to study each week.
Remember to allow for holidays or other periods during which you will not be able to study
(e.g. because of seasonal workloads).

With your study material before you, decide which chapters you are going to study in
each week, and which weeks you will devote to revision and final question practice.

Prepare a written schedule summarizing the above — and stick to it!

The amount of space allocated to a topic in the study material is not a very good
guide as to how long it will take you. Some topics require large numbers of diagrams
and/or tables and thus occupy a larger proportion of the text than their weighting in the
syllabus. The weighting of topics in the syllabus is the best guide as to how long you
should spend on it.
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It is essential to know your syllabus. As your course progresses you will become more
familiar with how long it takes to cover topics in sufficient depth. Your timetable may
need to be adapted to allocate enough time for the whole syllabus.

(1) Aim to find a quiet and undisturbed location for your study, and plan as far as possible to
use the same period of time each day. Getting into a routine helps to avoid wasting time. Make
sure that you have all the materials you need before you begin so as to minimise interruptions.

(2) Store all your materials in one place, so that you do not waste time searching for
items around the house. If you have to pack everything away after each study period, keep
them in a box, or even a suitcase, which will not be disturbed until the next time.

(3) Limit distractions. To make the most effective use of your study periods you should
be able to apply total concentration, so turn off the TV, set your phones to message mode,
and put up your ‘do not disturb’ sign.

(4) Your timetable will tell you which topic to study. However, before diving in and
becoming engrossed in the finer points, make sure you have an overall picture of all the areas
that need to be covered by the end of that session. After an hour, allow yourself a short break
and move away from your books. With experience, you will learn to assess the pace you need
to work at. You should also allow enough time to read relevant articles from newspapers and
journals, which will supplement your knowledge and demonstrate a wider perspective.

(5) Work carefully through a chapter, making notes as you go. When you have covered
a suitable amount of material, vary the pattern by attempting a practice question. Preparing
an answer plan is a good habit to get into, while you are both studying and revising, and
also in the examination room. It helps to impose a structure on your solutions, and avoids
rambling. When you have finished your attempt, make notes of any mistakes you made, or
any areas that you failed to cover or covered only skimpily.

(6) Make notes as you study, and discover the techniques that work best for you. Your
notes may be in the form of lists, bullet points, diagrams, summaries, ‘mind maps’, or the
written word, but remember that you will need to refer back to them at a later date, so they
must be intelligible. If you are on a taught course, make sure you highlight any issues you
would like to follow up with your lecturer.

(7) Organise your paperwork. There are now numerous paper storage systems available to
ensure that all your notes, calculations and articles can be effectively filed and easily retrieved later.

Computer-based assessment

CIMA has introduced computer-based assessment (CBA) for all subjects at Certificate
level. The website says:

Objective questions are used. The most common type is ‘multiple choice’, where you have to choose the
correct answer from a list of possible answers, but there are a variety of other objective question types that
can be used within the system. These include true/false questions, matching pairs of text and graphic,
sequencing and ranking, labelling diagrams and single and multiple numeric entry.

Candidates answer the questions by either pointing and clicking the mouse, moving objects around
the screen, typing numbers, or a combination of these responses. Try the online demo at
www.cimaglobal.com to see how the technology works.

2006.1
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The CBA system can ensure that a wide range of the syllabus is assessed, as a pre-determined number of
questions from each syllabus area (dependent upon the syllabus weighting for that particular area) ate
selected in each assessment.

In every chapter of this learning system we have introduced these types of questions but
obviously we have to label answers A, B, C, etc. rather than using click boxes. For
convenience we have retained quite a lot of questions where an initial scenario leads to a
number of sub-questions. There will be questions of this type in the CBA but they will
rarely have more than three sub-questions. In all such cases examiners will ensure that the
answer to one part does not hinge upon a prior answer.

There are two types of questions which were previously involved in objective testing in
papet-based exams and which are not at present possible in a CBA. The actual drawing
of graphs and charts is not yet possible. Equally there will be no questions calling
for comments to be written by students. Charts and interpretations remain on many syllabi
and will be examined at Certificate level but using other methods.

For further CBA practice, CIMA Publishing has produced CIMA Inter(@ctive
CD-ROMs for all certificate level subjects. These products will be available at
www.cimapublishing.com.

Fundamentals of Business Economics
and computer-based assessment

The examination for Fundamentals of Business Economics is a two-hour computer-based
assessment comprising 75 compulsory questions, with one or more parts. Single part
questions are generally worth 1-2 marks each, but two and three part questions may be
worth 4 or 6 marks. There will be no choice and all questions should be attempted if time
permits. CIMA are continuously developing the question styles within the CBA system
and you are advised to try the on-line website demo, to both gain familiarity with
assessment software and examine the latest style of questions being used.

J. Solman & M. Suteliffe Economics for Business 2nd ed. (Pearson Education, 2001).
M. Moschandress Business Economics 2nd ed. (Thomson Learning, 2001).

Fundamentals of Business Economics

The syllabus comprises:

Topic and Study Weighting

A — The Goals and Decisions of Organisations 20%

B — The Market System and the Competitive Process 30%

C — The Financial System 20%
D — The Macroeconomic Context of Business 30%

2006.1
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This syllabus aims to test student’s ability to:

Distinguish the differing goals of organisations and identify how these differing goals
affect the decisions made by managers;

Illustrate how market economies function and identify the reasons for and impacts of
government involvement in economic activities;

Identify the role of financial institutions and markets in the provision of short and long
term finance to individuals, businesses and governmental organizations;

Identify how macroeconomic variables and government economic policies affect the
organization.

There will be a computer based assessment of 2 hours duration, comprising 75
compulsory questions, each with one or more parts.

A variety of objective test question styles and types will be used within the assessment.

Learning outcomes and indicative syllabus content

A The Goals and Decisions of Organisations - 20%

On completion of their studies students should be able to:

distinguish the goals of profit seeking organisations, not-for-profit organisations and
governmental organisations;

compute the point of profit maximisation for a single product firm in the short run;
distinguish the likely behaviour of a firm’s unit costs in the short run and long run;
illustrate the effects of long run cost behaviour on prices, the size of the organisation
and the number of competitors in the industry;

illustrate shareholder wealth, the wvariables affecting shareholder wealth, and its
application in management decision making;

identify stakeholders and their likely impact on the goals of not-for-profit organisations
and the decisions of the management of not-for-profit organisations;

distinguish between the potential objectives of management and those of shareholders,
and the effects of this

principal-agent problem on decisions concerning price, output and growth of the firm.
describe the main mechanisms to improve corporate governance in profit seeking
organisations.

The forms of ownership of organisations by which we mean public, private and mutual,
and their goals.

Graphical treatment of short run cost and revenue behaviour as output increases

(revenue and cost curves) and identification of point of short-run profit maximisation
using graphical techniques and from data.

2006.1
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Long run cost behaviour and the impact of economies and diseconomies of scale.

Concept of returns to shareholder investment in the short run (ROCE and EPS) and
long run (NPV of free cash flows) leading to the need for firms to provide rates of return
to shareholders at least equal to the firm’s cost of capital.

Calculation of impact on the value of shares of a change to a company’s forecast cash
flows or required rate. Note: Calculations required will be either perpetual annuity
valuations with constant annual free cash flows, or NPV calculations with variable cash
flows over three years.

Types of not-for-profit organisations (NPOs) and the status of economic considera-
tions as constraints rather than primary objectives in the long run.

Role of stakeholders in setting goals and influencing decisions in not-for-profit
organisations (NPOs) and potential ways of resolving differing stakeholder demands.

The principal-agent problem, its likely effect on decision-making in profit seeking and
NPO organisations, and the concepts of scrutiny and corporate governance.

B The Market System and the Competitive
Process - 30%

On completion of their studies students should be able to:

o identify the equilibrium price in a product or factor markets likely to result from
specified changes in conditions of demand or supply;

o calculate the price elasticity of demand and the price elasticity of supply;

« identify the effects of price elasticity of demand on a firm’s revenues following a change
in prices.

o describe market concentration and the factors giving rise to differing levels of
concentration between markets;

o describe market failures, their effects on prices, efficiency of market operation and
economic welfare, and the likely responses of government to these;

o distinguish the nature of competition in different market structures; identify the impacts
of the different forms of competition on prices and profitability.

o The price mechanism: determinants of supply and demand and their interaction to form
and change equilibrium price.

o The price elasticity of demand and its effect on firms’ revenues and pricing decisions.

o The price elasticity of supply and its impact on prices, supply and buyers’ expenditure.

» Business integration: mergers, vertical integration and conglomerates.

o Calculation of market concentration and its impact on efficiency, innovation and
competitive behaviour.

o Impact of monopolies and collusive practices on prices and output and role of
competition policy in regulating this.

« Factors causing instability of prices in primary goods markets (i.e. periodic and short run
inelasticity of supply, the cobweb or hog cycle) and the implications of this for producer

2006.1
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incomes, industry stability and supply and government policies to combat this (e.g.
deficiency payments, set-aside, subsidies).

Impact of minimum price (minimum wages) and maximum price policies in goods and
factor markets.

Positive and negative externalities in goods markets and government policies to deal
with these (including indirect taxes, subsidies, polluter pays policies and regulation).
Public assurance of access to public goods, healthcare, education and housing.

Public versus private provision of services (nationalisation, privatisation, contracting
out, public private partnerships).

C The Financial System - 20%

On completion of their studies students should be able to:

identify the factors leading to liquidity surpluses and deficits in the short, medium and
long run in households, firms and governments;

explain the role of various financial assets, markets and institutions in assisting
organisations to manage their liquidity position and to provide an economic return to
holders of liquidity;

identify the role of insurance markets in the facilitation of the economic transfer and
bearing of risk for households, firms and governments;

identify the role of the foreign exchange market and the factors influencing it, in setting
exchange rates and in helping organisations finance international trade and investment;
explain the role of national and international governmental organisations in regulating
and influencing the financial system, and the likely impact of their policy instruments on
businesses.

The causes of short-term, medium term and long term lack of synchronisation between
payments and receipts in households (i.e. month to month cash flow, short-term saving
and borrowing, and longer term property purchases and pensions provision).

The causes of short-term, medium term and long term lack of synchronisation between
payments and receipts in firms (i.e. month to month cash flow management, finance of
working capital and short-term assets and long term permanent capital).

The causes of short-term, medium term and long term lack of synchronisation between
payments and receipts in governmental organisations (i.e. month to month cash flow
management, finance of public projects and long term management of the national
debt).

The principal contracts and assets issued by financial institutions and borrowers to
attract liquidity in the short, medium and long term (e.g. credit agreements, mortgages,
bills of exchange, bonds, certificates of deposit and equities).

The roles and functions of financial intermediaries and the principal institutions and
markets in the financial system.

The influence of commercial banks on the supply of liquidity to the financial system
through their activities in credit creation.

2006.1
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Yield on financial instruments (i.e. bill rate, running yield on bonds, net dividend yield
on equity), relation between rates, role of risk, the yield curve.

Influence of central banks on yield rates through market activity and as providers of
liquidity to the financial system.

Principal insurance contracts available and basic operation of insurance markets
including terminology (e.g. broking, underwriting, reinsurance).

The role of foreign exchange markets in facilitating international trade and in
determining the exchange rate.

Effect of exchange rates on the international competitiveness of firms, including
elementary foreign exchange translation calculations.

Credit and foreign exchange risks of international trading firms and the use of letters of
credit, export credit guarantees and exchange rate hedging to manage these risks.
Influences on exchange rates: interest rates, inflation rates, trade balance, currency
speculation.

Governmental and international policies on exchange rates (i.e. exchange rate
management, fixed and floating rate systems, single currency zones) and the implications
of these policies for international business.

D The Macroeconomic Context of Business - 30%

On completion of their studies students should be able to:

explain macroeconomic phenomena, including growth, inflation, unemployment,
demand management and supply-side policies;

explain the main measures and indicators of a country’s economic performance and the
problems of using these to assess the wealth and commercial potential of a country;
identify the stages of the trade cycle, its causes and consequences, and discuss the
business impacts of potential policy responses of government to each stage;

explain the main principles of public finance (i.e. deficit financing, forms of taxation)
and macroeconomic policy;

explain the concept of the balance of payments and its implications for business and for
government policy;

identify the main elements of national policy with respect to trade, including
protectionism, trade agreements and trading blocks;

identify the conditions and policies necessary for economic growth in traditional,
industrial and post-industrial societies, and the potential consequences of such growth;
explain the concept and consequences of globalisation for businesses and national
economies;

identify the major institutions promoting global trade and development, and their
respective roles.

National Income Accounting identity and the three approaches to calculation and
presentation of national income (Output, Expenditure and Income).

Interpretation of national income accounting information for purposes of time series or
cross sectional evaluation of economic performance.

2006.1

3

WHLSAS ONINGYIT VWID JHL



xviii

THE CIMA LEARNING SYSTEM
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The circular flow of income and the main injections and withdrawals.

Illustration of changes to equilibrium level of national income using aggregate demand
and supply analysis.

Government macroeconomic policy goals (low unemployment, inflation, external
equilibrium and growth) and the effects on business of the government’s pursuit of
these.

Types and consequences of unemployment, inflation and balance of payments deficits.
The trade cycle and the implications for unemployment, inflation and trade balance of
each stage (recession, depression, recovery, boom).

Government policy for each stage of the business cycle and the implications of each
policy for business.

The central government budget and forms of direct and indirect taxation. Incidence of
taxation (progressive, regressive) and potential impact of high taxation on incentives and
avoidance.

Fiscal, monetary and supply side policies, including relative merits of each.

Layout of balance of payments accounts and the causes and effects of fundamental
imbalances in the balance of payments.

Arguments for and against free trade and policies to encourage free trade (e.g. bi-lateral
trade agreements, multi-lateral agreements, free trade areas, economic communities and
economic unions), and protectionist instruments (tariffs, quotas, administrative controls,
embargoes)

Principal institutions encouraging international trade (e.g. WTO/GATT, EU, G6)
Nature of globalisation and factors driving it (e.g. improved communications, political
realignments, growth of global industries and institutions, cost differentials).

Impacts of globalisation (e.g. industrial relocation, emergence of growth markets,
enhanced competition, cross-national business alliances and mergers, widening
economic divisions between countries)

Role of major institutions (e.g. World Bank, International Monetary Fund, European
Bank) in fostering international development and economic stabilisation.
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The Goals and

Decisions of
Organisations

LEARNING OUTCOMES

This chapter introduces some key concepts in the study of business economics. It begins
with a discussion of the allocation of scarce resources and the ways in which this can be
resolved.

It examines the goals of organisations with special reference to the quest for profits
alongside an analysis of the cost structures of firms. It looks at the role of stakeholders
paying particular attention to shareholders. Finally, it considers how stakeholders are
involved in decision making within organisations and the ways in which such
governance can be improved.

After completing this chapter you should be able to:

» distinguish the goals of profit-seeking organisations, not-for-profit organisations and
governmental organisations;

» compute the point of profit maximisation for a single product firm in the short run;

» distinguish the likely behaviour of a firm’s unit costs in the short run and in the long
run;

> illustrate the effects of long-run cost behaviour on prices, the size of the organisation
and the number of competitors in the industry;

> illustrate shareholders wealth, the variables affecting shareholders’ wealth and its
application in management decision making;

> identify stakeholders and their likely impact on the goals of no-for-profit
organisations and the decisions of the management of not-for-profit organisations;

» distinguish between the potential objectives of management and those of
shareholders, and the effects of this principal-agent problem on decisions
concerning price, output and growth of the firm;

> describe the main mechanisms to improve corporate governance in profit-seeking
organisations.
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1.1 Scarce resources

To many people economics is about money. This is because money is used to value things.
Most of the things are more accurately termed ‘goods’ and ‘services’ and they have a price,
which shows what people are prepared to pay for the ownership of these goods and services.

The price, or exchange value, of a good/service will usually reflect the resources which are
combined to produce it. These resources, such as land and labour, also have a price and
this is largely determined by demand and supply factors. For example, coloured pencils are
cheap because wood is in plentiful supply but quill pens are more expensive as there is a
limited supply of raw materials required to produce them. Thus scarce resources usually
command a high price. Sometimes, there are competing ends for which resources could be
used. If these ends are many and varied in importance and the means of achieving them
are limited, then there is an economic problem. For example, wood can be used for a
variety of products ranging from furniture to tent pegs, and someone has to decide which
end will be satisfied through production.

The decision regarding how to use the wood will need to take into account people’s
wants. If the demand for furniture is enormous and the demand for tent pegs is minuscule,
it is likely that furniture will be produced.

Generally there are insufficient resources available to produce all the goods and services
which people want. This relative scarcity of resources means that a choice has to be made.

When a choice arises, an alternative has to be given up. Thus, a producer might have to
choose between using wood for furniture or tent pegs, because his resources are limited.
Similarly, a consumer may have a limited amount of income and thus has to choose
between two alternative products; for example a painting or a new garden mower, both
valued at £400.

The sacrifice, when a choice is made, is termed the opportunity cost because it is the
alternative forgone. Usually, the gpportunity cost has a monetary value. However, it could
be a choice over the use of time, for example, write a chapter of a book or play 36 holes of
golf!

« Choice arises because of relative scarcity
o Opportunity cost is a measurement of the foregone alternative

When allocating scarce resources between competing ends, several production decisions
need to be made.

o For whom to produce?
This decision will be determined by those with political power, and it therefore largely
depends on the nature of the po/itical systems within which the economic system operates.
For example, in a communist state, such as Cuba, the government dictates that pro-
duction is organised for the equal benefit of all citizens. In contrast, in a liberal
democracy with a capitalist-oriented economy, such as the United States, the driving
force is profits. Consequently, production will be directed towards those who can afford
to purchase output as this will be the most profitable for the individuals and groups with
control over resources.
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o What to produce?
In a market economy the goods and services produced will be those which generate the
greatest profit. Thus the American economy might produce a wide range of ostentatious
luxury services, such as drive-in funeral parlours for the busy bereaved, which can be
bought by the affluent few. However in economies where the profit motive is not
dominant, for example Cuba, output will be more oriented towards producing basic
merit goods, such as education to benefit all in society.

« How to produce?
Resources need utilizing in the most cost-efficient way. Businesses strive for the lowest
unit cost in theory. They regularly appraise production methods and may vary the
resource inputs in order to maximise output. This may mean the substitution of one
resource for another, e.g. machines for people. Generally though, the resource of labour
is kept as fully employed as possible in most economic systems for political as much as
economic reasons.

« How to distribute?
The goods and services which are produced need sharing so that consumption can take
place and wants are fulfilled. In most systems, the distribution of most goods and
services is by price — those who cannot afford to pay go without. The price may be set by
the state, in the command economy, or by the independent business, in the free-market
approach.

« In a market economy production decisions are driven by the profit motive.

The economic resources which are used in tackling the economic problem are referred to
as factors of production. These are usually classified as:

o Land. This is the term used to cover all natural resonrces. Although largely in limited supply
it can be improved through technological advances, for example irrigation. The reward
accruing to land in the production process is termed rent.

o Labour. This is a specific category of human resource. The quality of labour can be raised
through education and training. The application of capital, through the use of
machinery, will improve labour productivity. The reward of labour is termed wages.

o Enterprise. This is another human resource but refers to the role played by the organiser
of production, including 7isk. In return for risk-taking, organising and decision taking,
entrepreneurs receive profit.

o Capital. These are man-made resources. Capital may be fixed, for example a factory, or
working capital, for example raw materials and work in progress. The reward accruing to
capital in the production process is termed znterest.

The production possibilites for any economy can be shown in a simplified form by a
production possibility frontier (PPF) curve. The axes on the graph represent the
different types of goods that could be produced, such as capital goods (goods used to
produce an output of other goods and services, e.g. a machine) and consumer goods.
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Capital goods

Consumer goods

Figure 1.1 Production possibility curve

The curve then shows the maximum of all the possible combinations of the two types of
output that could be produced with the existing resources. It assumes an unchanging state
of technology. In Figure 1.1, AB represents all the possible output combinations. Thus at
point C, existing resources produce a large quantity of capital goods and a small quantity of
consumer goods. Point D indicates the opposite combination.

The curve is normally drawn concave to the origin, thereby showing that some resources
are better suited to the production of one good rather than another and vice versa.

o In this theory there is an optimum production point which lies along the PPF, for
example, at point E. Here resources are fully utilised at existing prices.

e An economy operating within the PPF, for example at point F, typifies an economy
operating within its potential. It is operating inefficiently and will be experiencing
unemployment.

« An outward movement in the PPF, as indicated by the dotted line in Figure 1.1 and the
point G, shows an increase in productive potential and the capacity for long-term
economic growth.

The ways in which the allocation decisions are made depends upon the economic systens used
to resolve the economic problem of scarcity. The economic system used depends on the
political system in a country and the political views of the prevailing government.

Usually three main types of economic system are identified: planned, market and
mixced.

The label ‘planned’ usually refers to an economy in which decisions as to resource
allocation are made by a centralised body, rather than through the price mechanism. As the
plans regarding production and distribution are determined by a powerful group who
control the use of resources, the epithet command is also used to describe such an economy.

At the other extreme of the economic spectrum, an economy may be free. In such
a system the resources are allocated through market price, with the individuals as producers
and consumers making their own economic decisions.

2006.1



FUNDAMENTALS OF BUSINESS ECONOMICS

Between these two extremes, mixed economies can be located. In a mixed economy,
some resources are allocated in a planned way and others in the market way. Furthermore,
the distribution of the production may be both controlled and subject to market forces,
for example health provision by the state or by fee-paying.

This classification by resource allocation leads to the practical conclusion that a// economies
are mixed but to varying degrees. In the United States, there is a small but important state
sector. In the former USSR, the bulk of resource allocation was determined by the state
but now, in Russia and the other independent states, there is a large and rapidly growing
market sector. Also, recent developments in China, which have seen an opening up of the
economy to outsiders, confirm the trend towards the acceptance of a need for a market
sectof.

In mixed—market economics, governments may wish to intervene in the economy in
various ways. They may wish to influence the relative prices of goods and inputs, by taxing
or subsidising them or by direct price controls. They can affect the pattern of production
and consumption by direct provision, for example by defence and health, or by regulations
prohibiting certain type of goods, such as illicit firearms or unsafe goods. They can
influence relative incomes by the use of taxes and welfare payments. Finally, the
government concerns itself with macroeconomic issues of unemployment, inflation,
economic growth and the balance of payments.

The mixture in an economic system categorised by ownership is between a public sector
and a private sector. The relative size of each sector is often determined by political
considerations. However, the ultimate intention is to make the most efficient use of the
resources available in order to improve the well-being of the society. This usually means
improvements in the standard of living.

1.2 The business organisation

Businesses in the private sector aim to make profits, which can be distributed to their
owners. However, in the public sector, firms often have different motivations. For
example, British Universities seek to break even.

The aims and activities of firms may also be constrained in practice by factors such as:

o The law. The legal status of a firm affects its behaviour. A public company’s line of
business is determined by its Memorandum of Association. The responsibilities of
public corporations have been specified in the Act which created them.

o The nature of the business. Certain enterprises have important social considerations. Thus,
subsidies may be given to rural bus services to provide uneconomic services for
passengers. On other occasions subsidies may be given to promote environmentally
friendly output, such as wind power. For some firms ethical considerations may be
important, for example, confidentiality in private health firms. Other firms, such as
airlines, must ensure that safety precedes profit. Consequently although profit-making
may be the major driving force behind private firms, other secondary considerations
may have an important role to play in the way they operate.

o Human nature. No two entrepreneurs or managers are the same. Thus, prediction about
decision-making is difficult. Individuals have different values, morals and perceptions.
Even if senior management is united on a course of action, this may be thwarted by the
behaviour of other key people in an organisation.
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The profit maximising assumption is based on two premises:

« First, that owners are in control of the everyday management of the firm;
« Secondly, that the desire for owners is for the highest possible profit. This is considered
a self-evident truth of human nature in that people prefer ‘more to less’.

The case for profit maximising behaviour is undermined if either of these two premises
fails to exist in the real world of business.

The owners who control the dominant form of business organisation, the public limited
comply (PLC), are the shareholders. The people who run the PLC are normally the
managers. This may lead to conflict of interest between the owners (shareholders) and the
managers whenever the managers pursue goals which differ from those of the owners.
This is referred to as a type of principal—agent problem.

« A principal-agent problem emerges when the shareholders (principals) contract a second
party, the managers (agents), to carry out some tasks on their behalf. In the contract the
principals offer their agents compensation in the form of salaries and wages.

However, as the principals are divorced from the everyday running of the business,
the agents may be able to act in their own interests. This independence of action may be
due to their superior knowledge of the business and of managerial issues in general as
well as their ability to disguise their actions from the principals.

o Thus the agents’ goals may determine the objectives of the business. This observation
has led to alternative theories of a firm’s behaviour.

The principal-agent problem is discussed in more detail in Section 1.7.2.

Though there are many variants on the alternative theories of the firm, the following
indicate the main formats.

These theories focus on management as the decision-maker with a maximising aim other
than profit, but subject to a profit constraint. Baumol proposed a theory in which sales
maximisation was the objective but a certain level of profits was necessary to keep
shareholders happy. The underlying aims behind sales maximisation varied from the
personal motive of higher salary through to the more laudable company objective of
increased market share. Others have interpreted the latter as a profit-maximising goal, but
in the long run.

These theories assume that management needs to achieve a satisfactory target for at least
two major variables. Thus, Marris suggests an approach in which managers sought to
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satisfy certain goals of company growth and share price value. From the growth goal,
management could gain the satisfactions of power, prestige and pay while a high share
value would keep shareholders happy, reduce the threat of predatory stock market
takeovers, and enable the management to survive.

These are somewhat similar to the satisficing theories but differ in that they perceive that
the firm’s objective is a compatible set of target figures for the major operating variables.
The firm is recognised to be a coalition of various groups, each with its own objectives
regarding output, sales, profit, etc. The decision-makers in the firm seek acceptable levels
of attainment for each major variable. For example, a managerial approach seeking
compatibility between various objectives might expand output and sales even though total
profits fell as a result, provided that the profit level was acceptable. However, if the output
target was incompatible with total profits it would be abandoned in favour of a more
compatible level. Once compatible targets have been agreed, then pricing and output
decisions would be made accordingly.
Despite all of the above theories, the ultimate goal of many managers is survival.

Most such organisations are found in the public sector. However, interestingly there are
some private-sector firms, notably charity shops, that seek to maximise their income.
However, their ‘profits’ are termed ‘surpluses’ and are not subject to corporation tax,
because of their tax-exempt status. Increasingly the profit motive, and professional
management in accordance with commercial principles, has been inculcated into the
operation of charities. For example, Oxfam employs specialists, in addition to unpaid
volunteers, to run its retailing activities and is prepared to close down unviable shops. In
the case of chatities, profits are not the be-all-and-end-all of business because for them it is
a means to an end, that is, the relief of suffering.

Public-sector bodies, agencies and government departments are examples of not-for-
profit organisations. The Conservative government decision in the 1980s to privatise some
nationalised industries and hive off certain civil service functions to separate agencies was
based on the assumption that only profit-driven organisations could be efficient. This was
a very questionable assumption. Many local government services were also privatised and
much public spending became cash-flow/budget limited rather than open-ended.
Although value for money and less waste were sought, in many practical cases such
restrictions meant a poorer service.

Thus, one clear alternative motive to profit in the public sector is service. However,
because the costs of providing the service have to be met out of the public purse, most
organisations attempt to operate efficiently. This has meant the implementation of modern
commercial practices, target-setting and certain minimum standards of work. For example,
social workers have referral response rate targets which are monitored as part of a
customer care policy. Similarly schools are set targets in respect of the percentage of their
students who pass examinations.

Production by the state sometimes does not yield revenue. Merit goods, such as
healthcare and education, are sold at zero price or heavily subsidised. They could earn large
amounts of revenue, as shown by the fact that similar services provided privately are
substantial profit-makers.
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1.3 Profit maximisation calculation

The specific aim of profit-making is rather imprecise and subject to various interpretations.
Thus, in theory, economists distinguish between different types of profit.

o Normal profit. 'The amount of profit needed to keep an entrepreneur in his/her present
activity. It is the reward gained for skill in risk-bearing and organising the factors of
production. For this reason, normal profit is treated as a cost of production and
therefore included in total costs.

o Abnormal profit. Profits obtained above the normal profit. This is the excess when total
revenue is greater than total costs. It could be the reward for successful innovation or
the result of market imperfections. These could arise from shortages in an industry
which enable a firm to raise prices and take extra profits. Whether these surplus profits
remain in the long run depends on the nature of the industry and its market conditions.
Generally, if entry barriers exist to prevent new firms joining an industry, then abnormal
profits will be retained in the long run.

In order to be able to calculate the profit maximising position for a firm it is first necessary
to define certain concepts.

o Total revenue is obtained by multiplying output sold by price.

o Average revenue is calculated by dividing total revenue by units sold. Average revenue and
price are always the same.

Marginal revenue is the change in total revenue resulting from the sale of one more unit of

output. It thus represents incremental revenue.

Total cost is the cost of all the resources needed to produce any particular level of output.
Average cost 1s the total cost divided by the number of units of output produced.
Marginal cost is the change in total cost resulting from the production of one more unit of
output. It thus represents incremental cost.

The relationship between these concepts is shown in Table 1.1.
Profit maximisation will then occur when:

o Total revenue exceeds total cost by the greatest amount.

o Marginal cost equals marginal revenue and marginal cost is rising. Increasing output will
be more profitable if marginal revenue exceeds marginal cost because each unit of extra
output adds more to total revenue than to total cost. In Table 1.1, total profitis the same at
output level 20 as at output level 30. However, as marginal revenue exceeds marginal cost
between these levels of output profit maximisation will occur at output level 30, as only here
does marginal revenue equal marginal cost and marginal cost is rising.

Table 1.1 Cost, Revenue and Profit

Average Total Marginal Total Average Marginal Total
Revenue Revenue Revenue Cost Cost Cost Profit
Output Q AR (Price) TR MR TC AC MC TP
0 9 0 - 40 - - —40
10 8 80 80 70 7 30 10
20 7 140 60 100 5 30 40
30 6 180 40 140 4.7 40 40
40 5 200 20 180 4.5 40 20
50 4 200 0 200 4 20 0
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Figure 1.2 Profit maximisation

The same point of profit maximisation can be shown in diagrammatic form as in Figure 1.2.
The top part of the figure shows total concepts while the lower part shows average and
marginal concepts. It illustrates the link between the two. The shaded area represents
the levels of output within which profits are made. The maximum profit is shown by
the greatest difference between total revenue and total cost which is at output level 30. If the
firm increased output above level 30 it would still be profitable because total revenue
exceeds total costs, but would not be operating at the point of maximum profitability
which is where marginal revenue equals marginal cost. Somewhere below output 10 and
beyond output 50 losses are suffered.

o Breakeven for a firm occurs where average revenue equals average cost and total
revenue equals total cost.

In Figure 1.2 this will occur at two points, somewhere below output level 10 and at
output level 50. A firm will expand output beyond the first point as long as marginal
revenue exceeds marginal cost. Beyond the second breakeven point at output level
50, marginal cost will be rising and exceeding marginal revenue so that losses are
incurred.
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To summarise the major points:

« Profit maximisation occurs when marginal revenue equals marginal cost.
o Total cost includes an element for normal profit.
o Breakeven profit occurs when total revenue equals total cost.

The amount of profit obtained and whether it is normal or abnormal depends upon:
o The market structure within which a firm operates.
o The time period involved.

Both of these points are considered later.

1.4 The theory of costs

These are the prices paid for the factors of production, and the opportunity cost
attributable to factors already owned. Costs are related to output over a period of time.
For simplicity the term ‘“firm’ will be used for a productive unit which sells its output at a
price, irrespective of whether it is producing goods or services or whether it is in the public
sector or the private sector of the economy.

« Tixed costs are costs which do not change with the level of production. For example,
the rent of premises, the depreciation of a machine, the managing director’s salary.

« Variable costs are costs which do change with the level of output. For example, more
steel is needed for producing 1,000 cars than for making 10 cars. Variable costs arise
from using inputs such as labour and raw materials. In practice there are costs such as
sales expenses which are semi-variable, but the analysis is simplified by distinguishing
only fixed and variable costs.

o The short run, in economics, is defined as a period of time in which at least one factor
of production is fixed. Thus it is not a time period which can be measured in days or
months. This fixed-factor definition means that the level of production in the short run
can be increased only by adding more long run variable factors to the fixed factor.

o In the long run, all factors are considered to be variable. However, it is assumed that the
quality of the factors stays constant. In the very long run the assumption of fixed
technology is removed. Consequently advances in technology can lead to improvements
in the productivity of factors of production.

If fixed costs and variable costs are added they give the total cost of production at different
levels of output. The average cost is calculated by dividing the total costs by output.
When average cost is at its minimum, a firm is operating most efficiently. This optimum
output point is that of technical efficiency. In Figure 1.3 this is where the marginal cost curve
intersects the average cost curv