Comment on how the strength of barriers to entry can determine the market structure of an industry.

Barriers to entry limit the entry of new firms into an industry. High barriers to entry apply in monopoly and oligopoly as they restrict firms from entering the industry, if they are making abnormal profits.  The stronger the barriers the more that firms can make abnormal profits in the long-run.  However, if there are weak barriers to entry as is the case of perfect competition and monopolistic competition, then firms will be attracted into the industry if abnormal profits are made, increasing the number of firms in the market.  e.g In the early days of kiwifruit there were only a few producers, but as these farmers made abnormal profits, other farmers switched from producing other products so after a period of time there were many producers with no power over the market.

Furthermore, barriers will determine the behavior of a firm in terms of pricing. A firm may in a contestable market operate as an Oligopoly but behave like a monopolistic competitor in terms of pricing if there is the threat of competition and barriers are low. 
Discuss how Stagecoach’s acquisition of the Traction Group might  affect the contestability of the local bus market in the UK.

The acquisition reduces the number of firms in the industry and increases the size of Stagecoach.  However, the  number and size of firms is irrelevant as to whether a market is contestable. Therefore Stagecoach’s larger size as a result of them buying the Traction Group may not have any impact on the contestability of the market.  However, if they are able to strengthen the barriers to entry and exit as a result then  the market will be less contestable.  For example, if they benefit from economies of scale and can then undertake predatory pricing to keep new entrants out.  The original aim of deregulation was to create a market structure resembling monopolistic competition. However, in practice, larger firms like Stagecoach and Arriva may take advantage of economies of scale and start to build barriers to entry and thus reducing contestablility.  The local bus sector has been referred to the Competition Commission recently by the Office of Fair Trading amid complaints of "predatory tactics" by companies. The OFT has found that the majority of local routes are operated by a small number of large bus companies.  There were also higher fares in areas where operators with a strong market position are not challenged by a large, well-resourced rivals.  Many complaints alleged "predatory" behaviour by incumbent firms designed to eliminate competition from new entrants.  So Stagecoaches acquisition may well have reduced the constestability of the local bus market in the UK.

ESSAYS

Explain the reasons for the substantial growth in demand for low-cost air

transport in Europe. 15 marks
PART A questions – use definitions and words like meaning that, therefore, furthermore.  Check that you have use lots of economic terminology like efficiency, elasticity, externalities etc.
A big reason for the growth in low-cost airlines is that the price of low cost air transport is very attractive. Flights are price elastic so the lower the price the greater the demand.   Flights throughout Europe have proved to be very cross elastic meaning that consumers will switch to substitutes when prices are lowered.  For many consumers price is the key determinant of demand and they are happy to forgo free meals and customer service for a substantial saving in price.  Brand loyalty for short-haul flights has not been a major factor. The price is also very competitive with respect to substitutes such as rail travel and car ferries. 

Another key determinant in demand is rising real incomes and discretionary incomes.  Until the credit crunch, consumers were enjoying higher real wages and with lower interest rates discretionary incomes had also risen. As air travel is income elastic, it has meant that demand for air travel has risen by a greater proportion than the rise in income.
Furthermore,  new routes to cheaper destinations has also contributed. If the price of complements such as hotels and car hire are cheaper, then consumers are more likely to demand flights.  Non-price factors have also contributed. The use of regional airports such as Exeter has also made it more accessible for consumers to fly, rather than having to pay the high cost of travel and parking at major city airports.  
European enlargement has also been a factor.  As access to European markets have opened up, then the demand for business travel has risen.  With free labour markets there has been much more migration of labour within Europe.  For example, in the UK flights to Poland have risen due to migrants visiting families working in London.  Finally, low cost air transport appeals in some cases to a new segment of the population who would not otherwise have travelled.

Discuss whether economists are right to have increasing concerns

over the growth in demand for low-cost air transport in Europe.  20 marks
ALWAYS MAKE SURE THAT YOU HAVE ARGUMENTS FOR AND AGAINST
DADDO, Definition, Advantages, Disadvantages, Depends On. 
There are now over 80 low cost airlines in Europe. Many new routes were set up from May 2004 with the geographical enlargement of the EU. This has led to the growth of many regional airports and subsequently has had positive multiplier effects on local communities in terms of job creation at airports and job creation as a result of the increase in tourism.  Businesses have also benefited from cheaper flights and access to more regions across Europe when doing business, enhancing trade across Europe.  This has helped to stimulate economic growth. Increased competition has led to lower prices to consumers and this has been more equitable as consumers on lower incomes have been able to benefit from cheaper holidays abroad to enjoy the sunshine.  Markets are more contestable as the low-cost model is based on firms running from regional airports where landing rights are much cheaper.  Internet booking has also reduced costs and such factors reduce barriers to entry. This has also driven down prices for established airlines such as KLM and BA. 
Lower prices and costs would normally lead to an increase in allocative and productive efficiency as firms are producing closer to where price = MC and at a lower points on the AC curve.  However such gains in efficiency may not be so great if external costs are included. Concerns over sustainability relate to negative externalities associated with this growth, particularly as many passengers on low cost airlines would not otherwise have travelled. Such externalities include the use of fuel resources, atmospheric pollution and noise close to airports and for those living near flight paths.
Explain the impact on the socially optimum level of output using the externality diagram. 
Negative externalities like these are a problem because firms (airlines) have no incentive to consider them as a cost of production. Therefore, costs the firm incurs are lower than the costs incurred by society at large. As a result, the number of flights is inefficiently large, and the price of airline travel is too low relative to what society as a whole would "pay" in one form or another. Forecasts are that the number of passengers will continue to grow at least by 8% per annum to 2025.  Concerns have also been raised over inflated house prices in some rural regions where people have bought holiday homes driving up the price for locals and making houses unaffordable for the average local consumer as their wages are much lower.
Economists should therefore be concerned about the growth in low-cost airlines.  However, this is not to say that there should be no growth.  Growth is important as it leads to many social benefits.  The key is to achieve sustainable growth where the benefits that consumers receive today aren’t at the cost of future generations in terms of environmental damage, global warming and the quality of life for local villages.  Taxation and carbon permits and greater awareness about the environmental damage would help to make the growth more sustainable. If these costs were considered in production, in the form of a noise tax or other form of government regulation designed to compensate for the extra social costs, the cost of airline travel would likely increase, causing the number of travelers to fall. Carbon permits would also have the benefit of encouraging firms to invest in more fuel efficient planes.
Possible Part A essay question on buses

Discuss the benefits of forming cartels for bus companies and their passengers. (10 marks)

First you have to explain what a cartel is to get the first mark for understanding and knowledge.

Then talk about benefits.
Collusion and cooperation can streamline services, expand the firms and increase service range, stops them acting inefficiently to maintain market share (eg. by running a bus service each on an oversupplied route).

This could result in a more efficient and coordinated industry resulting in faster, cheaper services. Also, it can allow previously unincluded regions to have bus access, if firms are able to concentrate on expansion rather than competition. It could also result in more reliable services as firms help each other out in case of one firm having a bus break down or something - like replacement services between bus and rail.

Then disadvantages.
Collusion can cause firms to restrict output, raising prices and reducing consumer surplus. However, this is dependent on how strong the cartel is, as game theory suggests that firms may choose to lower prices to undercut their competitors and gain market share, and this would cause the whole industry to lower prices again.
Firms may lose incentive to be efficient, increasing X-inefficiency, due to less fear of competition. This would raise prices/lower quality of services.
Huge economics of scale experienced by cartel will be a large barrier to entry to prospective firms, lowering contestability, and once again can increase X-inefficiency and prices.

Then a conclusion to wrap it all up.
Effects depend on the amount of collusion between cartel members, the strength of competitors outside of cartel, amount of government regulation, price and cross elasticity of demand for bus services.
