ENDORSED BY

i CAMBRIDGE

Qf-iy International Examinations

Cambridge International AS and A Level

Economics

Susan Grant

outube.com/megalecture

MEG”A LECTURE

.megalecture.com


www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com

www.youtube.com/megalecture
www.megalecture.com

utube.com/megalecture

MEGA LECTURE


www.youtube.com/megalecture

Online Classes : Megalecture@gmail.com

www.youtube.com/megalecture
www.megalecture.com

Contents

Introduction

Techniques

1 Revision Techniques

1.1 What is revision

1.2 The purpose of revision in economics
1.3 Where to revise

1.4 Ways not to revise

1.5 Ways to revise

1.6 Revision methods

1.7 Preparing for an examination

1.8 Taking an examination

| Multiple Choice Techniques

2.1 What is a multiple choice question
2.2 Ways of answering multiple choice questions

i Data Response Techniques

3.1 What is a data response question
3.2 Approach
33 Avoid reproducing the data

Essay Writing Techniques‘

4.1 What is an essay
4.2 Selecting a question

5.1 Meaning of scarcity and the inevitability of
choices at all levels

Opportunity cost

Different allocative mechanisms

Production possibility curve: shape and shifts
Positive and normative statements

Factors of production: land, labour,

capital, enterprise

Division of labour

o v
LTS LS |

= = I -3

n
o |

OO W W W W = 5

N -

v e 0

10

12

12
13

15
17

17
17
17
18

18
19

tube.com

5.8 Money: its functions and characteristics
5.9 Mind maps

Short Questions

Revision Activities

Multiple Choice Questions

Data Response Questions

Essay Questions

il The Price System

6.1 Individual demand curves
6.2 Price elasticity of demand
6.3 Income elasticity of demand
6.4 Cross elasticity of demand
6.5 Firms' supply curves
6.6 Price elasticity of supply
6.7 Interaction of demand and supply: equilibrium
price and quantity
. 6.8 Consumer surplus and producer surplus
6.9 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

il Government Intervention
in the Price System

7.1 Externalities

7.2 Social costs and benefits
7.3 Decision making using cost-benefit analysis
7.4 Private goods and public goods
7.5 Merit and demerit goods
7.6 Government intervention
7.7 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

megalecture

MEGA LECTURE

.M

19
20
24
24
25
26
27

28

28
29
30
30
31
32

33
33
34
41
41
42

45

46

46
46
46
47
48
48
51
54
54
55
57
59


www.youtube.com/megalecture

Online Classes : Megalecture

mail.com

www.youtube.com/megalecture
www.megalecture.com

iv Contents

[elirTei=latell International Trade

8.1 Principles of absolute and comparative advantage
8.2 Arguments for free trade and motives
for protection
8.3 Types of protection and their effects
8.4 Economic integration
8.5 Terms of trade
8.6 Components of the balance of payments
8.7 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

felE/Sei)l Theory and Measurement
in the Macroeconomy

9.1 Employment statistics
9.2 General price level: price indices
9.3 Money and real data
9.4 Shape and determinants of aggregate demand
9.5 Shape and determinants of aggregate supply
9.6 Interaction of aggregate demand and
aggregate supply
9.7 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

{el2 e1i=1: (10| Macroeconomic Problems

10.1 Inflation
10.2  Balance of payments problems
10.3  Fluctuations in foreign exchange rates
10.4 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

@ Teit=leit| Macroeconomic Policies

11.1  Policies to correct balance of payments
disequilibrium and influence the exchange rate
Mind maps

Short Questions

Revision Activities

Multiple Choice Questions

Data Response Questions

Essay Questions

74

74
75
75
76
76

Fi7d
79
81
82
82
85
86

87

87
88
89
90
94
94
95
97
98

99

99
100
102
102
103
104
105

12.1
122

Chapter 13

13.1

132
133
13.4
13.5
13.6
13.7
13.8
13.9
13.10

;%1ae<d Supplement

et 1”2 Basic Economic Ideas

Concept of economic efficiency
Mind maps

Short Questions

Revision Activities

Multiple Choice Questions
Data Response Questions
Essay Questions

The Price System and
the Theory of the Firm

Law of diminishing marginal utility and its
relationship to the derivation of an
individual demand schedule and curve
Budget lines

Short-run production function

Demand for labour

Supply of labour

Wage determination under free market forces
Long run production function

Economist’s versus accountant’s definition of costs

Long run cost function
Survival of small firms

13.11 ~Relationship between elasticity, marginal,

1
13.12

13.13
13.14
13.15

13.16

13.17

average and total revenue for a downward
sloping demand curve

Concepts of firm and industry
Traditional objective of a firm

Different market structures

Conduct of firms: pricing policy and
non-price policy

Performance of firms: in terms of output,
profits and efficiency

Mind maps

Short Questions

Revision Activities

Multiple Choice Questions

Data Response Questions

Essay Questions

P4 Government Intervention

14.1
14.2
14.3

14.4
14.5
14.6

outube.com

in the Price System

Sources of market failure

Meaning of deadweight loss

Objectives of government microeconomic
policy: efficiency, equity

Policies to correct market failure: regulation
Privatisation

Mind maps

EGA LECTURE

meg

107

109

109
110
111
111
111
113
113

114

114
115
116
116
117
117
119
119
120
121

122
122
123
124

124

125
125
135
136
137
141
143

144

144
144

145
145
146
146


www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com
www.youtube.com/megalecture
www.megalecture.com

15.1
15.2
15.3

15.4

16.1
16.2

Short Questions

Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

Theory and Measurement
in the Macroeconomy

National income statistics

Money supply

The circular flow of income between households,
firms, government and international
economy

Main schools of thought on how the
macroeconomy functions: Keynesian

and Monetarist

Aggregate expenditure function

Sources of money supply in an open economy
The demand for money

Mind maps

Short Questions

Revision Activities

Multiple Choice Questions

Data Response Questions

Essay Questions

il Macroeconomic Problems

Economic growth and development
Unemployment

MEG

148
149
149
152
153

154

154
155

156

156
157
158
159
159
162
163
163
166
168

169

169
170

Jutube.co

) ML/ 1

A LE

Contents v

16.3 Inter-connectedness ofsproblems
16.4 Mind maps
Short Ouestions
RevisieTLActivities
ruitseTholde™Juesmons
Data KeSpaTselonesuons
Essay Quesuons

# Macroeconomic Policies

17.1  Objectives of macroeconomic policy:
stabilisation, growth
17.2  Policies towards developing economies;
policies of trade and aid
17.3  Types of policy
174  Evaluating policy options
17.5 Mind maps
Short Questions
Revision Activities
Multiple Choice Questions
Data Response Questions
Essay Questions

Answers
Index

CTURE

)T

171
173
175
176
176
178
179

180

180

180
181
182
183
187
187
188
190
192

193
276


www.youtube.com/megalecture

Online Classes : Megalecture@gmail.com e 2

www.youtube.com/megalecture
www.megalecture.com

Lntroduction

The structure of the book

This book is designed to help students revise both AS Level
and A Level Economics. The first section provides guidance
by discussing revision techniques and the techniques used in
answering the three different types of questions students will
face in examinations.

Section 2 consisting of Chapters 5 to 11 is devoted to AS Level
Economics (Core), while chapters 12 to 17 of section 3 cater to
A Level (Supplement). Each of these chapters contain a number
of common features. They start by a recapitulation of the key
economic content which would help students to recall the topics
covered during the course. The mind maps are designed to show
links within certain topics encouraging students to draw more
mind maps as part of their revision. They may even wish to
place some of these on their walls in school or at home.

The short questions at the end of each chapter provide a
quick check on the reader’s knowledge and understanding.
The short questions are followed by a number of revision
activities which seek to allow students to apply their skills built
up to a range of different situations and tasks. The multiple
choice questions are designed to give them practice of the
types of questions one will face in the examination. The data
response and essay questions also provide examination
practice. In addition, they assess the readers’ ability to explore
topics in more detail and to demonstrate their analytical and
evaluative skills.

Answers for all the questions are provided at the end for the
benefit of the students. Students are instructed not to look at
the answers to one section until they have attempted all the
questions in that section. Also, bear in mind that the answers
to the essay questions are suggested answers. No answer can
cover all the possible points and equally valid answers can be
structured in a slightly different way.

Cambridge International Examinations bears no
responsibility for the example answers to questions taken from
its past question papers which are contained in this publication.

The difference between IGCSE
and AS/A Level

Some AS/A Level candidates have previously studied IGCSE
Economics whilst others are new to the subject. In either
case, it is important to remember that AS Level is a step

up from IGCSE and, in turn, A Level (Supplement) is a

step up from AS Level (Core). As one progresses up the
levels, they are required to demonstrate higher order skills.
At IGCSE Level there is, for instance, more emphasis on
knowledge and understanding than at AS/A Level. The skills
that become more important at AS/A Level are analysis,
evaluation and judgement making.

. At AS/A Level one is beginning to work as an economist.
Economists working for a government, an NGO, bank or
multinational company, for instance, analyse economic data,
make judgements about the best strategies to follow and
write reports which analyse the significance of events and
government policy changes for their organisations. They will
be able to write clearly, carry out numerical calculations and
interpret and use statistics, graphs and diagrams. Through
the examination questions one will be able to exhibit all of
these skills.

At AS Level, the multiple choice questions have a.40%
weighting, the data response question a 30% weighting and
the structured essay a weighting of 30%. The AS Level papers
provide half the weighting for A Level with remaining 50%
being made up of 15% for the multiple choice questions,
10% for the data response question and 25% for the essay
question.

When revising the A Level (Supplement) part of the
syllabus, it is important not to forget the AS Level (Core) part
of the syllabus. For instance, in considering sources of market
failure, the student also has to consider externalities, public
goods, merit and demerit goods which are first encountered
at AS Level.
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Coverage

Chapter 5 covers basic ideas including scarcity, opportunity
cost, different economic systems, production possibility curves,
factors of production as well as division of labour and money.
Chapter 6 focuses on demand and supply. It covers the nature
and determinants of demand and supply, elasticities and
changes in market conditions. Whilst Chapter 6 concentrates
on the free workings of the price system, Chapter 7 examines
the reasons why governments intervene in the price system
including externalities, public goods, merit goods and demerit
goods. It also examines some of the ways in which governments
intervene — maximum price control, price stabilisation, taxes,
subsidies and the direct provision of goods and services.

In Chapter 8, the focus switches from the national to the
international economy. The basis of international trade,
arguments for and against protectionism, trade blocs,
the terms of trade and the composition of the balance of
payments are considered. Chapter 9 covers the labour market,
unemployment, the general price level and aggregate demand
and supply. In Chapter 10, the causes and consequences of
inflation and balance of payments problems are explored and
the factors influencing the value of exchange rates and the
effects they have on the economy are discussed. Chapter 11
is the last chapter in the AS Level (Core) part of the book. It
covers macroeconomic policies that can be used to correct
balance of payments disequilibrium and to influence the
exchange rate as well as some policy conflicts.

Chapter 12 is the first of the A Level (Supplement) chapters.
It is a short chapter concentrating on efficiency. It is followed
by Chapter 13 which explores demand and supply in more
depth than in Chapter 6. It examines marginal utility theory

Acknowledgement

Introduction vii

and costs of production. It examines the labour market in some
depth, considers the benefits that large firms may gain from
economies of scale and why, despite these benefits, so many
small firms exist. The different market structures of monopoly,
oligopoly, monopolistic competition and perfect competition
are assessed and compared.
Chapter 14 returns to the reasons why governments
intervene in the price system and the microeconomic policy
measures they employ. Chapter 15 is another relatively
short chapter covering measures of national output and

living standards, the money supply, Keynesian and

Monetarist schools of thought, aggregate expenditure,
the multiplier, the accelerator and theories of interest rate

determination.

Chapter 16 examines economic growth and development,
the causes and consequences of unemployment and the links
between the macroeconomic problems of balance of payments
deficits, inflation and unemployment. The final chapter,
Chapter 17, explores fiscal, monetary and supply side policies
which can be used to tackle macroeconomic problems.

Study skills

This book aims both to strengthen the readers’ understanding
of the economics they have covered during their course and to
develop their study skills. It is designed to improve their ability
to interpret and draw diagrams, interpret other forms of data,
undertake numerical calculations and to write lucid and well
structured answers.
This book is designed to make revision more effective and
hopefully increase the students’ enjoyment of the subject

enabling them to excel in the examinations.
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Techniques

Revision

After you have studied this chapter, you should be able to:

%@ understand the techniques used in revision
@ know the purpose of revision in economics
@ outline the appropriate place to revise

@ distinguish between ways to and not to revise
@ jdentify the various methods used to revise.

! What is revision

Many students think that revision is cramming
facts just before an examination. The word ‘revision’
actually means to review work. This is something
that you should do throughout your course. If you

spend at least ten minutes after each lesson checking
on what you have just learned, this will increase your

understanding of the topics and help you remember
the key features. It may also encourage you to add
notes on topics you feel uncertain about or are
particularly interested in, and to ask your teacher
for clarification on some aspects. You should also
review all your work on a regular basis, for example,
every two weeks. By doing this, you should already
be relatively familiar with the work you understand
by the time you come to your final revision.

The purpose of revision
in economics ;

The main purpose of revision in economics is not
to learn facts. It is to develop your skills including
your ability to make links between causes and
effects, problems and policies, theory and real world
examples. For instance, you should recognise that

a rise in aggregate demand would be expected to
raise real GDP and lower unemployment. You also
need to develop the ability to think critically about
the sequence of events and to question the extent to
which the events will happen and, indeed, whether

MEGA

utub

they will happen at all. If you start to think like an
economist, you will enjoy the subject more and you
will perform better in examinations.

| Where to revise

The best place to revise is influenced by how you
are revising and your level of concentration. For
instance, one of your revision activities may be to
write an answer to an essay question. In this case,
it would be useful to write in a room where you
have access to a desk. On another occasion, you
may be getting a fellow student to test you with oral
questions. In this case, it would be sensible to be in
a room where the two of you cannot be disturbed.
Besides, different people-have different levels of
concentration.

| Ways not to revise

One of the most common ways that students try to
revise is also one of the least effective. This way is
just to re-read through class notes. Students who do
this are trying to remember a mass of information
which may have little meaning for them.

You must also not leave your revision to the last
minute. If you do this you will feel very pressurised
and you are unlikely to do well.

In addition, it is important that you do not revise
for long periods of time or when you are tired.
Diminishing returns can set in relatively quickly.

Nege cture
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4 Revision Techniques

BI Ways to revise

Throughout your course, regularly check that
you have covered all aspects of the syllabus.
Use the syllabus to inform your revision
activities.

The best way to revise is to engage in active
revision. This means to process the information
you have learned, in order to develop your
understanding, not only of the topics but
also the links between topics. It also means
developing your skills of application, analysis
and evaluation.

Undertaking a variety of revision methods will
be both more rewarding and interesting. There are
a number of ways you can revise and below are a
number of suggestions.

R3] Revision methods

Adding to your notes

As you progress through the course and check
through your notes, you should get used to adding
to them. You should do this for a number of reasons
including:

to fill in any gaps

to provide relevant examples

to show links to other topics

to take into account recent developments.

U8 R

Revision cards

These do not have to be left to just before the
examination. After you have covered a topic you can
draw up revision cards which you can look at later.
Keep the card to a size that is easy to carry around.
Do not put too much information on one card and
leave space in case you want to add to it later. You
may also want to colour code it - for example, green
cards for Core Section 2 etc.

Following is an example of a revision card on
elastic demand.

i

RS i . AT = E i e it T \-.v

=o Elastic Demand

oo Definition: a % change in price causes a
€9 greater percentage change in demand.

g PED > 1 :
ﬁ Characteristics of products with elastic l
g demand. J|
= &
&P v Have close substitutes — key influence |
g:g v/ Luxuries

E&;g v/ Take up a large % of income i
. g :; ;’IurchasF can bfe postponed I
= ot habit forming. Jli
Tables

It is useful to draw up tables as these can enable
you to process information and make comparisons.
For example, you might find it useful to compare
demand-pull and cost-push inflation.

Try filling in the table below in Activity 1.1.

Definition
Ilustrated by
Examples of causes
Impact on real GDP
Policy to reduce

Mind maps

Mind maps can also be called spider dlagrams You
can put a topic in the centre and then move out to
show connected points. You may find it useful to
draw up mind maps with fellow students and you
may want to put some up on your wall.

Try completing the following mind map on
Cambridge Economics A Level in Activity 1.2.
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Revision Techniques 5

o'

Divided into

Skills tested

Knowledge /
and
understanding

Communication
Data

interpretation

Analysis I———’

A\l

Core and \
[: supplement
\\ = o
Structured
AS level response essay/essays

e gl

Types of examinations

Grades awarded

|

Minimum marics

RN

90% / J & }0% 40%

807 70% ~ 60%

Mind map 1.1

Imposition of a tariff on imports

Ininisl

Rise in domestic output

Flow charts

Flow charts are useful to show the links between events.
Complete the flow chart in Activity 1.3.

Diagrams

It would be useful to make a list of the key diagrams
you need to know for each section of the syllabus.
For example, you could write a list of diagrams for
Section 3 of the Core syllabus (Activity 1.4).

You may want to put some correct versions on
your wall and to include some on your revision cards.

Question and answer sessions

It can be rewarding to revise with a fellow student or
students. You can meet to ask each other questions
on particular topics. This activity may involve you
explaining points and this will really challenge your
understanding.

outube.com
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6 Revision Techniques

Past examination papers

It is very useful to work through past examination
questions. This enables you to test your understanding
and to develop examination techniques. In.some
cases, you may just want to check that you would
know how to approach certain questions and what to
include and in other cases, you may want to answer
questions under timed conditions.

Pay particular attention to what are called the
directive or command words. Below is a list of some
directive words and definitions. Try matching these up.

Activity 1.5

'.'_".'Qir‘?? ti:‘;E"_i'érHS".'=;' ‘Deﬁmﬁﬁm =5 S s

Analyse Make clear

Calculate Bring out similarities and differences

Commenton the  Select and state

extent to which

Compare Examine carefully bringing out the
links

Define Work out using the information
provided

Describe Assess a theory, policy, causes or
consequences :

Discuss Show adequate reasons for the answer
given

Explain Consider likelihood of something
happening, size of a change,
significance of a change

Evaluate Briefly describe the main features

Identify Select the main points

Justify Give an account of the main
characteristics

Qutline Give the precise meaning

Summarise Examine advantages and
disadvantages, reasons for and against,
qualifying factors in a critical way

Using a revision guide

Working through a revision guide should help
consolidate your understanding and develop your
examination techniques.

outube.com/mega

MEGA LEC

Preparing for an examination

As the examination approaches you need to review
your work. The more revision you have undertaken
during your course, the more straightforward and
rewarding this process should be. You need to draw
up a revision timetable but do not spend too long on
this. Some students devote more time to producing
a colourful and very detailed timetable than they do
actually revising! A revision timetable should not be
too ambitious; it should be flexible and should have
build in breaks.

During the revision period you need to keep
mentally and physically fit. Take regular breaks,
eat properly, spend an adequate amount of time
sleeping and take some physical exercise.

EFJ Taking an examination

In the next three chapters, some specific advice is
given on how to tackle the three types of economics
examination questions you will face. For any type of
examination, however, there are a number of points
of general advice that can be given.

v Find out the time and location of the
examination as soon as possible.

v Get the necessary equipment ready two
days before the examination so that,
if required, you would have time to
find any items you are missing or need
replacing. The equipment you require for
economics examinations is: two black pens
(in case one runs out), a pencil, pencil
sharpener, ruler, eraser (for diagrams) and
a calculator. You may also have to take
your candidate number - check with your
teacher on this.

v/ Ensure you get sufficient sleep the night
before the examination.

v/ Arrive at the examination room in plenty of
time.

v Listen carefully to the instructions given to
you by the invigilator and read carefully the
instructions on the front of the paper.
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Multiple Choice
Techniques
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% understand what a multiple choice question is
& know the ways of answering multiple choice
questions

After you have studied this chapter, you should be able to:

% outline the amount of time required to answer
a question
@ draw diagrams to help in answering questions.

PEH What is a multiple choice
question

A multiple choice question contains a question and
four alternative answers. The question is known as
the stem, the correct answer is called the key, and the
three incorrect answers are referred to as distracters.

2 Ways of answering multiple
choice questions
With some multiple choice questions, it is possible to

consider the answer before you look at the four options.
For example, in the case of the following question:

The supply of a product rises from 400 to 500 as a
result of its price rising from $10 to $12. What is the
price elasticity of supply of the product?

You could work out the answer before you look at
the options. These may be:

A 08 B 09 C 120 D 125

In other cases, you will have to consider the stem
in connection with the options as in the case below.

What is the difference between a firm producing
under conditions of perfect competition and a firm
producing under conditions of monopoly?

A A monopolist can earn supernormal profit in the
short run whereas a perfect competitor cannot

utube
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B A perfect competitor can sell any quantity at the
market price whereas a monopolist can only sell
more by lowering price

C  The average cost will equal marginal cost under
conditions of monopoly but not under conditions
of perfect competition

D  To maximise profits, the perfect competitor will
produce where MC = MR whereas the monopolist
will produce where AC = AR

In'such a case, it is useful to consider not only why

you think the option you have selected is correct

but also why the three options you have rejected are
incorrect. Indeed, sometimes a way of arriving at
the correct answer is by eliminating the incorrect
answers.

Always take care when answering questions.

In the case of question such as the one above, you

might look at option A and consider that it is right.

Nevertheless, check the other options to decide

whether you can reject them.

Answer the two multiple choice questions above
and explain why you think the option you have
selected is correct and why the other three
options are incorrect in the case of the second
question.
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8 Multiple Choice Techniques

Time allocation

Check how long you have to answer each question
in the paper (usually two minutes per question).
Each question is worth the same number of marks.
The level of difficulty of the questions, however,
varies. Some will be very straightforward and these
you will be able to answer in about half a minute.
In contrast, others are more challenging and will
take longer than two minutes, but do not spend
too long on any one question. If you are struggling
with it, leave it and come back to it when you have
completed the other questions.

Diagrams

To answer some questions it may be useful to draw a

diagram. You can do this on the question booklet.

Price

Py

N

S Dy

0 Q; aQ Quantity
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“Activity 2.2

Draw a diagram to help you answer the following
question.

Demand for a product decreases by less than
supply decreases. What effect will these changes
have on price and quantity?

Price Quantity
A Decrease Decrease
B  Decrease Increase
C Increase Increase
D Increase Decrease

Unanswered questions

Never leave a question unanswered. If after you have
considered all the questions, there is a question you are
uncertain about, still attempt it. You do not lose marks
for getting a question wrong and you have a one in four
chances of getting it right. If you have prepared well for
the examination, it will not be a complete guess.
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Data Response
Techniques

After you have studied this chapter, you should be able to:

%" understand what a data response question is @ know how to avoid reproducing the data in
@ outline the ways to approach a data response the answer
question " examine the data provided critically in order

to come to an overall judgement.

What is a data response Critical approach

question You need to examine the data in a critical manner.
You may;, for instance, be asked whether the data
supports the view, for instance, that China should
raise-the value of its currency. In this case, you should
identify and explain the information that does support
the view, the evidence that does not and come to an
overall judgement as to whether the information does
— largely support the view or whether it does not. You

4l Approach might also mention some of the other information

It is useful to read through the questions first, then it would' be useful L examine. _It mlght also be
examine the data and then to go back to the questions. ~ aPPropriate to consider the reliability of the data.
Pay careful attention to the command words. It is
advisable to answer the questions in order, as there is
usually a logical structure to the questions.

Take into account the number of marks given to
each question as this will indicate how much time
you should spend on them. The quality of your
answers is more important that the number of words
you write, so think through your answers carefully.

There are usually between four to six questions.
The first question is often a straightforward one. It
may be a definition or one requiring you to draw on
the data in a relatively uncomplicated way. The last
question will ask you to discuss, which may involve
examining two sides of an issue and making a
judgement. The questions in between will draw both
on your knowledge and understanding of economics
and your ability to interpret economic data.

A data response question is actually a series of
connected questions based on real world information.
The information may be in prose form, a table of
figures, a diagram or more commonly a combination
of two or three of these.

India is the world’s biggest sugar market and

is set to grow even larger. In 2011, the country

consumed 1 million tonnes of sugar. This

compares with 21 million tonnes in the US. Some

people in the sugar industry predict that India will

consume twice as much sugar as the US in 2030.
Demand for sugar in India is growing by

one million tonnes a year as population and

incomes grow. More sweets and fizzy drinks

are being purchased every year although some

Indians are becoming more health conscious.
Comment on whether the information

provided supports the view that India will

consume more sugar than the US in 2030.
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10 Data Response Techniques

Diagrams and statistical tables

Diagrams may take a number of forms. They may be
time series graphs, cross-sectional graphs, bar charts
or pie charts. Check what the axes are showing and
the scales used.

‘Statistical tables may show a range of information.
In the case of both diagrams and statistical tables, it
is useful to consider the following,

v The reliability of the source or sources

(as with prose data)

Whether the data has been adjusted for
inflation or is in current figures

Is the information in absolute figures,
percentages or index numbers

What denominations the figure are in, for
instance, billions or millions

If average figures are shown, are they using
the arithmetic mean, the median or the mode
What trend or trends are being shown and
are there any exceptions

What relationships are being shown and are
there lagged relationships

Is the data for different countries measured
in the same way, example are the countries
using the same method of measuring
unemployment

Is there any missing information.

" K Ow R K& N

v

Bl Avoid reproducing the data

You may want to quote from the data but if you do,
quote briefly and selectively. You should avoid

185

Australia

Canada 155 210
Germany 130 310
- Hungary 210 385
South Korea 110 130
UK 210 300

MEGA
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a pedestrian approach to the data. For instance,
you might be asked to compare the return from
education in the countries shown in Table 3.1.

Just stating that men in Hungary had the
highest return, Germany the second highest,
the UK the third, followed by Canada, then
Australia and then South Korea, is not very
revealing.

You should interpret the data using your
knowledge and understanding of economics to
assess the data. For instance, you might mention
the following.

v/ The social benefit was highest in Hungary
and lowest in South Korea

v The private benefit was highest in Hungary
and the UK and lowest in Australia

v External benefit was highest in Germany in
absolute and percentage terms and lowest in
South Korea

v/ Private benefit as a percentage of social
benefit was highest in South Korea

v The return for a woman is not shown.

-

Similarly you might be asked to compare
what happened to unemployment in Egypt and
South Africa over the period 2008-2011 using
Table 3.2.

Table3:2

2008 9.6 25.5 °

2009 9.4 235
2010 9.0 25.3
2011 8.9 24.0

It would not be productive to write that between
2008 and 2009, the unemployment rate fell in both
countries; it fell in Egypt in 2010 and rose in South
Africa, and then in 2011 it fell in both countries.
Such an approach does not show any knowledge and
understanding of economics nor any data handling
skills.
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Data Response Techniques 11

Using the information in Table 3.2, provide four
comparison points.

A question might be set on Figure 3.1.

Discuss whether Figure 3.1 suggests that
Japan would have experienced an increase in
its current account surplus over the period
2007-2011. Outline how you would approach
this question.

Points to note

Do not confuse percentage changes and percentage
point changes. For instance, a change from 5%
to 7.5% is a rise of 2.5% points or 50%. Also

remember that whilst a country may have, for &ﬁﬁﬁ;‘;ﬁ;&fﬂﬁ'&gﬁ;ﬁ
instance, a higher unemployment percentage 1207

than another country, it may have fewer people 115 +

unemployed if it has a smaller labour force. 110 —

Similarly, a country may only export a small @ 105 -

percentage of its exports but it might account for a ?g 100 —

large percentage of global trade if it is a very large E g5

economy. 3 50 —

Take care when examining data on inflation, o | \

economic growth and changes in exchange rates.

A fall in the inflation rate, for instance, from 8% to %)

5%, means that the price level is rising but rising P R (T

more slowly. Similarly, a decline in an economic ~ 2007 2008 2009 2010 2011
growth rate from 4% to 2% means that real GDP is
still increasing but at a slower rate.

Figure 3.1
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MEGA LECTURE

T Com


www.youtube.com/megalecture

Online Classes : Megalecture
www.youtube.com/megalecture

www.megalecture.com

Essay Writing
Techniques

mail.com

~ Revision Objectives

@ understand what an essay question is
& know how to structure the essay and plan the
answer

After you have studied this chapter, you should be able to:

7

understand how to use and explain economic
terminology in essay writing

outline how to select an appropriate question
from the choices available.

What is an essay

An essay is an extended piece of writing. It enables
you to explore a topic in depth and to show the
connections between causes, consequences and
policies and to apply economic theory to examine
current issues.

Essay style

It is important for an essay to have a logical
structure with an introduction, main body and a
conclusion. The introduction should be relatively
brief and direct. It is often useful to define key
terms and to provide a brief outline of your
answer or an outline of how you are approaching
the question. The main body of the essay should

. examine the topic in depth, with each point
following on logically from the previous one. The
conclusion should be a summary of the main
points you have made and may involve an overall
judgement.

You should write essays in paragraphs as this will
help you to develop a logical structure and enable
the different points to stand out. The introduction
should be written as one paragraph and a paragraph
should be devoted to the conclusion. Within the
main body of the answer, each major point should
have a paragraph devoted to it.

utut
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Activity: 4.1

The following is part of an answer to the
question:

Assess how useful the accelerator theory is in
explaining net investment.

Divide the answer into 7 paragraphs and then
consider whether the answer is now easier to read
and whether the main points stand out more.

The accelerator theory is useful in explaining
net investment. It concentrates on the main
influence on investment which is changes in
demand for consumer goods. Firms will invest
when the expected yield exceeds the cost of
investment. If demand is increasing, firms will
expect to sell more goods and hence receive more
revenue. However, the accelerator theory does not
provide a complete explanation of the behaviour
of net investment. Demand for consumer goods
may rise without a greater percentage rise in
demand for capital goods. Indeed, there may be
no change in investment. Firms will not invest
to expand capacity if they do not believe that
the increase in demand for consumer goods will
last. Expectations are a significant influence on
investment. If firms are pessimistic about the

future they may not even replace machines as they

(continued)
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wear out. Firms may also not buy new capital
goods if they have spare capacity. They will be able
to respond to the rise in demand by making use of
previously unused or underused capital equipment
and plant. So spare capacity in consumer goods
may result in no or a smaller change in demand
for capital goods. In contrast, it may be an absence
of spare capacity in the capital goods industry
which may prevent firms from being able to
purchase capital equipment. The consumer goods
industries may want to buy, example, more
machines but the capital goods industries may

not have the resources to produce them. Changes
in technology may also mean that an increase in
demand for consumer goods may bring about a
smaller percentage increase in demand for capital
goods. A new machine, embodying advanced
technology, will be able to produce more goods
than the machine or machines which it replaces.
Other influences on investment may change.

For example, there may be changes in the cost

of machinery, corporation tax or government
subsidies. Investment is also influenced by changes
in the rate of interest. An increase in the rate

of interest will increase the opportunity cost of
investment.

Try to ensure that your writing is legible and
also, write your answer in good English with
accurate spelling, grammar and punctuation. Do
not abbreviate ordinary words. It is acceptable to
do so for abbreviate certain economic terms if you
first write out the word or words in full and put the
abbreviation in brackets after it. For instance, you
could write ‘aggregate demand (AD)’ and thereafter
write AD. :

Answer the specific question set directly. Do
not write around the topic including irrelevant
information. For instance, if a question asks you to
“Explain the effect of a rise in the rate of interest on
consumer expenditure’ you should not discuss the
effect of a fall in the rate of interest on consumer
expenditure. This is not what the question is asking
and would, anyway, be repetitive.

Write in black ink and use pencil and ruler for
diagrams.

utut
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Economic terminology

Your answer should make use of relevant economic
terminology. For example, if you are writing about
the value of a currency due to market forces use the
term ‘appreciation. Bring out the meaning in your
answer and try to write in a clear and straightforward
manner.

Explanation

It is important to explain what you write. Do not
just assert points. For instance, it is not sufficient
to write a cut in government spending will cause
unemployment’. An examiner would want to
know why and whether this would always be the
case.

Diagrams

Diagrams are a good analytical tool and can be
usefully included in a relatively high proportion
of essays. It is, however, important not just to
drop them into your answer. You must explain in
the text of your answer what they are showing.
Make sure your diagrams are large enough to

be clear — approximately a one-fourth to one-
third of a page. Also ensure they are accurately
labelled.

| Selecting a question

In Paper 2 (AS Level) you have to select one
question out of three and in Paper 4 (A Level) you
have to choose two questions out of six. In Paper 2,
the questions are divided into two parts (a) and (b).
This is also the case for most, but not all, the
questions on Paper 4 where some are just in one
part. Where there is two parts, part (a) usually asks
you to explain and part (b) to discuss.

Read through all the questions carefully. You may
want to highlight key words. Then select your question
or questions carefully. It is important that you think
you will be able to answer both parts well. You should
also be confident that you understand the two parts
and that you can apply relevant economics in both
parts. Do not attempt more questions than required.

Clearly indicate which question you are answering
by putting the number at the start and the question
part. Do not waste time by writing out the question.
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14 Essay Writing Techniques

Planning your answer

There are a number of advantages of planning an
answer which includes the following.

v/ It makes sure you cover all the points you
first think of

v/ It may stimulate you to think of additional
points

v It helps you develop a logical structure

v/ It prevents repetition.

The plan can be in any format - whichever style
suits you. For instance, it may be in note form or a
mind map.

Produce a plan to answer the following question
which appeared on Paper 2 of a Cambridge
examination.

(a) Explain how a country’s balance of
payments is organised to account for all of
its international transactions. [8]
(b) A country has a deficit on the current
account of its balance of payments.
Discuss whether this is necessarily
harmful to the country. [12]
Cambridge 9708/02 Q4 May/June 2005

MEGA

Time allocation

It is obviously important to allocate your time
appropriately. You should plan how long you
have to spend on each question at the start of the
examination. Not all of the time allocated to an
essay question, however, should be spent writing.
As with the data response paper, the quality of
answers is more significant than the quantity
of words. This is why planning your answer is
important. Spend time thinking through the
question and organising your ideas before you
start writing your answer.

You should not write in note form unless you
are running out of time and this is something you
should avoid doing. An answer written in note form
does not enable the writer to develop links and
answer in sufficient depth and therefore is not likely
to gain high marks.

Checking your answer

It is useful to allow a few minutes at the end of the
examination to check through your answer. This
is because when you are writing under pressure it
is easy to make mistakes or leave words out.
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Ideas

@ explain the meaning of scarcity, opportunity
cost and the basic economic questions

@ compare different economic systems

@ draw and interpret production possibility
curves

@ recognise the importance of decision making

at the margin ;

distinguish between positive and normative

statements

9

After you have studied this chapter, you should be able to:

& define ceteris paribus

@ outline the characteristics of factors of
production

% assess the advantages and disadvantages of
division of labour

= explain the functions and characteristics of
money.

Meaning of scarcity and the
inevitability of choices at all
levels

Resources are limited in supply (finite) whilst wants are
unlimited (infinite). As there is scarcity of resources,
choices have to be made. Consumers have to decide

what to buy, workers — which jobs to do, firm — what to
produce, governments — what to spend tax revenue on.

Opportunity cost

Having to select one option involves an opportunity
cost. Opportunity cost is the best alternative forgone.

Due to the economic problem of wants exceeding
resources, economies have to decide what to produce,
how to produce it and who will receive what is
produced.

Different allocative mechanisms

An economic system is a way of allocating resources
to answer the three fundamental questions of what
to produce, how to produce it and for whom. There
are three main types of economic systems — a market
economy, a planned economy and a mixed economy.

Matket economies

A market economy is one in which resources are
allocated by means of the price mechanism. Consumers
indicate what they are willing and able to buy through
the prices they are prepared to pay. Private sector firms
respond to changes in consumer tastes by altering what
they produce. Property is privately owned and the
governments role in the economy is minimal.

Among the advantages claimed for a market
economy are consumer sovereignty, incentives for
workers and firms to be efficient and innovative, and
a lack of bureaucracy.

The possible disadvantages of a market economy
include an inequitable distribution of income, a risk
of unemployment of resources, under-consumption
of merit goods, over-consumption of demerit goods,
lack of provision of public goods, information
failure, and abuse of market power.

Planned economies

A planned economy is one in which the government
makes most of the decisions on how resources are
allocated. Property is largely state owned and most
workers are employed in state owned enterprises (SOEs).
The private sector’s role in the economy is minimal.
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18 Basic Economic Ideas

The advantages of a planned economy includes
full employment of resources, avoidance of wasteful
duplication, an equitable distribution of resources,
consideration of externalities, provision of merit
goods and public goods, discouragement of
demerit goods, long term planning and support for
vulnerable goods.

Among the possible disadvantages of a planned
economy are slow responses to changes in consumer
demand, too much bureaucracy, a lack of incentives,
and too much concentration on capital goods.

Mixed economies

In a mixed economy, both the private and public
sector play a key role. Resources are allocated using
both the price mechanism and state planning.

A mixed economy seeks to gain the advantages
of both a market and a planned economy whilst
seeking to avoid the disadvantages. How successful
it is depends on the effectiveness of government
policies and how efficient the private sector is.

In the late twentieth and early twenty-first
century, a number of economies moved from a
planned towards a market economy.

There are a number of problems that can arise
when central planning in an economy is reduced.
Inflation may rise when price controls are removed.
It may take time to build up entrepreneurial skills,
to develop a financial sector including a stock
exchange and a social welfare network. The removal
of government support and trade restrictions can
result in some enterprises going out of business and
can cause unemployment.

R Production possibility curve:
shape and shifts

A production possibility curve (PPC) shows the

maximum output of two types of products that can

be produced with existing resources and technology.
A production point on the curve represents full

use of resources, a production point inside the curve

indicates unemployed resources and a production
point outside the curve is currently unattainable.

A shift to the right of a PPC is caused by an increase
in the quantity or quality of resources. A change in the
slope of a PPC will occur if the ability to produce only

MEGA
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one of the two products alters. A straight line PPC
indicates a constant opportunity cost.

Decision making at the margin

Individuals, households, firms and governments
often have to make marginal decisions. These
involve considering whether to make slight changes.
For instance, whether to buy one more apple,
produce one more car and whether to reduce the
number of teachers employed in state schools.

53 Positive and normative
statements

A positive statement is a statement of fact. It can
be tested to assess whether it is right or wrong.
A normative statement is a staterent based on
opinion. It is a value judgement and, as such, cannot
be proved right or wrong.

There are both positive and normative statements
in economics. “The unemployment rate in a
country is 6%’ is a positive statement. In contrast,
‘the government’s key priority should be reducing
unemployment’ is a normative statement.

Ceteris paribus

Ceteris paribus means other things being equal.
Economists often make use of ceteris paribus

to consider the possible effects of a change in

one variable on another variable. For instance,

an increase in real disposable income would be
expected to lead to an increase in demand for gold
watches, on the assumption that the other influences
on demand for gold watches are not changing.

EH3 Factors of production: land,
labour, capital, enterprise

Factors of production are resources used to produce
goods and services.

Land covers all natural resources, example, the
surface of the earth, the sea, rivers, minerals below
the earth etc. Most land is geographically immobile
but occupationally mobile. The reward to land is rent.

Labour is human effort, mental or physical, used
in the production of goods and services. Labour may
be geographically immobile due to differences in
housing costs and because of family ties. It may be
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occupationally immobile if workers lack education and
training. Spending on education and training increases
human capital. Wages are the reward to labour.

Capital is human made goods used to produce
other goods and services. Investment is spending
on capital goods. Net investment occurs when
firms purchase more capital goods than are
needed to replace those capital goods which have
become obsolete — gross investment exceeds
depreciation. Capital varies in its occupational
and geographical mobility. A photocopier, for
instance, can be used in most types of industries
and can be moved from one part of the country to
another. In contrast, an operating theatre is likely
to be occupationally immobile and a gold mine is
geographically immobile. The reward for capital is
interest.

Enterprise is the willingness and initiative to
organise the other factors of production and,
crucially, to bear the uncertain risks of producing
a product. Entrepreneurs are the people who have
the willingness and initiative to make decisions
and to take the risks involved in production. In a
public limited company, the role of the entrepreneur
is divided between the managers (who make the
business decisions) and shareholders (who bear
the risks). Entrepreneurs tend to be relatively,
occupationally and geographically mobile. The
reward for enterprise is profit.

| Division of labour

Division of labour involves breaking down the
production into separate tasks and having each
worker concentrating on a particular task.

One of the first economists to describe division
of labour was Adam Smith. In his book An Enquiry
into the Nature and Causes of the Wealth of Nations
(often shortened to The Wealth of Nations), he
described the eighteen separate processes involved
in producing a pin.

Advocates of division of labour claim that it
increases output and reduces the average cost of
production. This is because it enables workers to
concentrate on what they are best at, increases their
skill (‘practice makes perfect’), reduces the time it
takes to train them, reduces the equipment needed,
cuts back on the time involved in moving from one

utube

MEGA

“om/meg:

L

Basic Economic ldeas 19

activity to another and makes it easier to mechanise
the process.

Critics of division of labour, in contrast, argue
that it may reduce output and increase the average
cost of production. They claim that workers can get
bored, doing the same task time after time. Boredom
can lead to workers making mistakes and leaving
the firm after a short time. In addition, division of
labour may mean that a firm does not find out what
task a worker is best at and may mean that a firm
will find it difficult to cover for workers who are
absent from work due to illness or because they are
undergoing training.

(5| Money: its functions and
characteristics

Money covers any item which carries out the
functions of money. The four functions of money
are a medium of exchange, a store of value, a unit of
account and a standard of deferred payments.

Probably the best known function of money is
as a medium of exchange. Money makes it easy for
people to buy and sell products. In the absence of
money, people would have to engage in barter. A
store of value means that money enables people to
save. Money can be saved in a range of financial
institutions to be used in the future.

Money acts as a unit of account, or a measure
of value, as it permits the value of goods, services
and assets to be compared. A standard of deferred
payments allows people to agree prices of future
payments and receipts. This enables payments
to be made and received in the future and allows
people, firms and governments to lend and
borrow.

To act as money, an item has to be generally
acceptable. An item may have all the other
characteristics needed for it to act as money but if
people are not prepared to accept it in exchange
for products and in its other capacities, it will not
act as money. The other characteristics money
should possess are durability, recognisability,
divisibility, portability, limited in supply, stability in
value and uniformity. There are links between the
characteristics. For instance, to be stable in value it
should be limited in supply.
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20 Basic Economic Ideas
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Corstimetion In Productivity of factors of production
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Mind map 5.9 Money

1. Explain two disadvantages of barter.

2. What is meant by liquidity?

3. What is the difference between fixed capital and
working capital?

What is meant by fixed capital formation?

5. What is the difference between economic goods and free

L

Explain what is meant by the primary, secondary and
tertiary sectors.

In which sectors do teachers, farmers and car producers
work?

7.
8.

9. What is the difference between microeconomics and
macroeconomics?

tuhb

L

goods? 10. Is the theory of the firm, a microeconomic or a
6. Is health care an economic good or a free good? imiscroeconomic topic: Explain your enswer.

1. Different allocative mechanisms Otheivianies Centrally planned,
Complete the following table given below. collectivist,
command, state

A owned
I Example Hong Kong
Ownership of State owned
means
il < Provision of public
Allocative State directives goods
mechanism The profit Present
Key sector Private motive
Key decision makers ~ Consumers
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2. Production possibility curves

Look at Figure 5.1 and answer the questions which
follow.
(a) What does a straight line production possibility
curve (PPC) such as AB indicate?
(b) What does the movement of the PPC from AB to
AC show?
(c) Why may the PPC have shifted from AB to DE?

Capital
goods
AN
D
(0] E B C Consumer
goods
Figure 5.1

3. Factors of production
(a) Identify an example of each factor of production
that is employed in the film industry.
(b) Give an example of a capital intensive industry and
a labour intensive industry.

Basic Economic ldeas 25

(c) What factors influence the supply of labour to a
particular occupation?

(d) Explain the link between enterprise and
opportunity cost.

(e) Why is the rent on land in city centres usually
higher than that on land in rural areas?

4. Money

Fit the following terms into the sentences, using each
term only once:

1. medium of exchange 2. store of value 3. unit of
account 4. standard of deferred payments 5. general
acceptability 6. durability 7.liquid 8. Cheques

9. divisibility

(a) ....are not money. They are a means of transferring
a bank deposit from one person to another.

(b) The function of money which allows products to
be bought on creditisa....

(¢) Toactasa....money hastobe.... in order that
payments of different values can be made and
change can be given.

(d) A sight deposit (current account) is more.....
a time deposit (deposit account).

(e) The....and....of moneyallowsittoactasa....

(f) Money acts as a.... when the value of products is
compared.

than

1. A young woman decides to go to university to study full
time. What is the opportunity cost of this decision?
A The income she could have earned in a job
B The income she earns when she leaves university
C The qualifications she gains at university
D The tuition fees she has to pay

2, Which is a normative statement?

A A mixed economy includes both a private sector and
a public sector

B Public goods are likely to be provided in a planned
economy

C The government should play a larger role in a mixed
economy than it does

D 'The price mechanism plays a key role in a market
economy

3. Which point represents complete specialisation?
A A

U O w
U 0O =

Capital
goods B

o Consumer goods

Figure 5.2

4. What is the fundamental economic problem which faces
all economies at all times?
A The need to increase the money supply
B The need to reduce inflation
C What, how and for whom to produce
D When and how to increase the role of the public
sector
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26 Basic Economic Ideas

A A hotel

B A beach near the hotel

C An air ventilation system in the hotel
D An indoor swimming pool in the hotel

5.  What is the key characteristic of a mixed economy?

A Some of the products produced are domestically
produced and some are imported

B The economy has both declining and expanding
industries

C There is both a private sector and a public sector

D The size of the primary, secondary and tertiary
sectors are equally balanced

10. Figure 5.3 shows the production possibility curve of an
economy. What is the opportunity cost of the economy
increasing the output of capital goods from 20m to 50 m?

6. Who determines how resources are allocated in a

planned economy? Capital
A Consumers goods
B Managers (millions)

80

C Shareholders
D The government

7. What does the existence of scarcity mean? 50
A Economies are inefficient
B Economies are developing
C Households, firms and governments have to make

3 20
choices
D Itis not possible to increase the quantity of resources
1
8. Which function of money enables people to save for the . 80 00 120 Con;:m;;g?wg
future?
A A measure of value Figure 5.3

B A medium of exchange
C A standard of deferred payments

D A store of value A. 30m capital goods

B 40m consumer goods
C 70m consumer goods
D 120m consumer goods

9. 'The tourist industry makes use of a range of factors of
production. Which of the following is an example of
land used in the tourist industry?

* Data Response Questior

Since 1989 Eastern European countries have moved
from operating planned economies towards operating
market economies. This rate of change has varied.
Russia and Kazakhstan, for instance, sold off its state
owned enterprises (SOEs) and generally reduced
government intervention at a quick rate. In contrast,
Croatia, Poland and Slovenia removed price controls
and subsidies, and privatised relatively slow:

Some economists claim that the ‘shock therapy’ swept

away safety nets with state ownership. In a number of
Russian towns, the SOEs provided not only jobs but

Country: -

The Chinese economy has grown rapidly in recent years
boosted by high levels of investment and by taking
advantage of a low exchange rate to boost exports. As
the economy is developing, the role of the secondary
and tertiary sectors is increasing.

cannual s
s.{rcmth

Male Female In real GDP 2007

also healthcare, childcare and pensions. When the SOEs
were sold off from the early 1990s to the mid 1990s, 2002-07
unemployment rose and life expectancy fell to below 60. China 713 748 13.7 4.0
?e_ li{:;s of mft;rlll were particularly badly affected with Poland 713 798 5.7 9.6
e;_rh S “‘fghbdofw 8 S Russia 603 73.1 85 6.1
e questions of how fast to make the transition from Slovenia 746 81.9 53 46

a planned to a market economy is now facing China.

itube.com/imeg:
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(a) Identify from the extract three indicators of an
economy moving from a planned to a market
economy. [3]
Which stage of production is not referred to in the
extract? [1]
Explain, using a production possibility curve, what
happened to the Russian economy from the early
1990s to the mid 1990s. [5]

(b)
(c)

Basic Economic Ideas

(d) Using the table, comment on whether the Polish
economy performed better in 2007 than Russia. [5]

(e) Discuss whether the sale of state owned enterprises
will benefit an economy. [6]

(a) Aneconomy can produce agricultural and
industrial goods. Explain the possible effects on its
production possibility curve if there is an increase
in the productivity of its agricultural workers.  [8]
Discuss whether a market economy can solve
the problem of scarcity more effectively than a
command economy. [12]
Cambridge 9708 Paper 21 Q2 May/June 2009

Explain the characteristics required by money if it
is to carry out its functions effectively. [8]

Cambridge 9708 Paper 2 Q2(a) Oct/Nov 2008

(b)

(a)

(a) Explain the three economic questions that all
economies face because of the basic economic
problem. [8]

(b) Discuss whether the price mechanism is an effective
way to solve the basic economic problem. [12]

Cambridge 9708 Paper 2 Q2 May/June 2008
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5 Rewmon Objectlves

@ distinguish between movements along -
and shifts in demand and supply curves

@ draw demand and supply diagrams to
analyse changes in market conditions

% explain the causes of changes in demand
and supply

@ distinguish between equilibrium and
disequilibrium

After you have studied thls chapter, you should be able to:

% calculate and interpret price elasticity of
demand, cross elasticity of demand, income
elasticity of demand and price elasticity of
supply figures

explain consumer surplus

outline the role of prices as rationing and
allocative mechanisms.

99

Individual demand curves

Demand is the willingness and ability to buy a
product. A demand curve is drawn up from a
demand schedule. It shows the quantity demanded
at different prices. Price and demand are inversely
related.

A market demand curve shows the total demand
for a product. The market demand is found by
adding up the amount demanded by individual
consumers at different prices. Demand for a product
is influenced by changes in its price, disposable
income, the price of related products, tastes
and fashion, population size and age structure,
advertising and a number of other factors.

A movement along a demand curve can only
be caused by a change in the price of the product
itself. A rise in price will cause a contraction in
demand. This movement can also be referred
to as a decrease in quantity demanded. A fall in
price will cause an extension in demand. This
movement can also be called an increase in
quantity demanded (see Figure 6.1).

A change in any influence on demand for a product,

other than its own price, will result in new quantities
being demanded at each and every price. As a result,

the demand curve will shift its position. A shift to
the right of the demand curve is called an increase in
demand, with higher quantities being demanded at
each and every price.

Price D
P l \
PI
D
0 Q Qq
Figure 6.1

A decrease in demand will lower quantities being
demanded at each and every price and is illustrated
by a shift to the left of the demand curve (as shown
in Figure 6.2).
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Price | D

D

D
0 Quantity

Figure 6.2

52 Price elasticity of demand

Price elasticity of demand (PED) is a measure of the
responsiveness of demand to a change in price. It is
calculated by using the following formula.

pED — Percentage change in quantity demanded

percentage change in price

As price and demand are usually inversely related,
PED is normally a minus figure. A PED figure
(ignoring the sign) greater than one and less than
infinity means that demand is elastic, with a change in
price causing a greater percentage change in quantity
demanded. A PED figure (ignoring the sign) of less
than one and greater than zero means that demand is
inelastic. In this case, demand is not very responsive
to a change in price, with a change in price resulting
in a smaller percentage change in quantity demanded.

The three other degrees of PED are perfectly
inelastic demand, unitary elasticity of demand and
perfectly elastic demand. Perfectly inelastic demand
means that demand remains unchanged when price
alters. In this case, PED is zero. Unitary elasticity of
demand occurs when a change in price causes an
equal percentage change in quantity demanded, giving
a PED figure of -1. Perfectly elastic demand means
that a change in price will cause an infinite change in
quantity demanded, giving a PED of infinity.

Unitary price elasticity of demand is illustrated by
a rectangular hyperbola, perfectly inelastic demand
by a straight vertical line and perfectly elastic
demand by a straight horizontal line (see Figure 6.3).

Factors affecting PED

The main factor which influences the degree of PED is
the extent to which the product has close substitutes.

outube.com/meg:
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Unitary price elasticity

Price Q of demand
F'1
P
D
0 Q, Q Quantity
Perfectly inelastic Perfectly elastic
demand demand
Price D Price
Py p B
F
0 Q Quantity 0 Q Q; Quantity
Figure 6.3

The existence of very similar products at a similar
price,would make demand elastic. Other factors

that influence PED are the proportion of disposable
income spent on the product; whether the product is
habit forming, a luxury or a necessity, and whether its
purchase can be postponed or not. Demand tends to
be more elastic over time as consumers have longer to
recognise the price change and to find alternatives.

If the price of a product takes up a small
proportion of income, demand is likely to be price
inelastic. A relatively large rise in price would not
have much of an impact and so demand would be
expected to fall by a smaller percentage.

If a product is habit forming, it will be relatively
insensitive to price changes. Similarly, if a product is
considered to be a necessity and its purchase cannot
be delayed, demand will be inelastic PED for the
same products can vary between countries with, for
instance, what is viewed as a necessity in one country
being viewed as a luxury in another country.

Implications of PED for revenue and
business decisions

If demand is inelastic, a rise in price will cause a
rise in revenue and a fall in price will cause a fall in
revenue. In contrast, if demand is elastic, price and
revenue will move in opposite directions.
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30 The Price System

Discovering that demand for its product is elastic,
would usually indicate to a firm that close substitutes are
available. This knowledge may make the firm reluctant
to raise its price, as it will expect to lose a significant
proportion of its sales. It may, however, be tempted to
lower its price, as it may be able to capture more of the
market. Firms may try to make their products seem
unique through, for instance, advertising and brand
names. If successful, this would make demand more
inelastic, giving firms greater market power.

Firms may estimate PED figures by examining
past changes in price and demand and by carrying
out market research. In basing their business
decisions on PED estimates, however, firms have
to take care. This is because the figures are only
estimates and PED can change over time.

B3] Income elasticity of demand

Income elasticity of demand (YED) is a measure
of the responsiveness of demand to a change in
income. It is calculated using the following formula.

yED = Percentage change in quantity demanded

percentage change in income

If YED is greater than one, demand is income
elastic. This means that a change in income will
cause a greater percentage change in demand.

A YED of less than one, in contrast, means demand
is income inelastic. In this case, a change in income
will result in a smaller percentage change in demand.

Most products have positive income elasticity of
demand. This means that a rise in income will result
in an increase in demand and a fall in income will
cause a fall in demand (see Figure 6.4). Products
which have positive YED greater than one may be
referred to as superior or luxury goods.

3
Income D

Yy
Y

0 Q Q Quantity

Figure 6.4

outube.co

XED =

Products which have negative YED are called
inferior goods. In the case of these products, income
and demand are inversely related — an increase
in income will cause a decrease in demand and a
decrease in income will cause an increase in demand
(see Figure 6.5) as shown below.

D
Income
Y'I
Y \
D
0 Qq Q Quantity
Figure 6.5

Factors affecting YED

Products which have substitutes of a higher quality
and a higher price are likely to be inferior goods.
Expensive and desirable products may have positive
income elasticity greater than one.

Implications of YED for revenue and
business decisions

As income usually rises, firms are likely to want to
produce mainly normal goods. Producing a few
inferior goods may protect firms from the risk of
a recession; but usually the fear of the consumer
finding out that they are making inferior goods

+ will either stop the firms from producing them or

will result in them trying to change their nature.
To achieve the later, firms may try to convince
consumers that the products have, for instance,
health benefits.

K8 Cross elasticity of demand

Cross elasticity of demand (XED) is a measure
of the responsiveness of demand for one product
to a change in the price of another product. It is
calculated using the following formula.

percentage change in the quantity demanded
for another product

percentage change in the price of one product

mimeg
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Positive cross elasticity of demand means that a rise
in the price of one product will result in an increase in
demand for the other product. Similarly, a fall in the
price of one product will cause demand for the other
product to decrease. This is the case with substitutes
(see Figure 6.6).

Price
of tea D
P,
P
D
0 QQ, Quantity of coffee
demanded
Figure 6.6

Negative cross elasticity of demand occurs when
the change in the price of one product results in a
change of the opposite direction in demand for the
other product. Complements have negative XED.
For instance, a rise in the price of PCs may result in
a decrease in demand for printers, which are bought
to be used with PCs (see Figure 6.7).

8
Price
ofPCs| D
pl
p
D
0 Q, Q Quantity of

printers demanded

Figure 6.7
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Factors affecting XED

The closer two products are as substitutes, the
higher the positive XED figure will be. The higher
the negative XED figure is, the closer the two
products are as complements.

Implications of XED for revenue and
business decisions

Firms have to be aware of the extent to which their
products have close substitutes. The existence
of close substitutes provides both a threat and
a challenge for a firm. It has to be aware that
raising its price may lose some of it customers. It
may, however, be able to attract customers away
from rivals by lowering price.

Knowledge about the existence of complements
can help a firm to increase its revenue. A firm may
offer one product at a lower price if it is purchased
with a more expensive complement. For instance,
a firm may seek to sell more TVs by offering to-
sell a CD player at a reduced price with every
TV purchased.

A

K¥5] Firms' supply curves

Supply is the ability and willingness to sell a product.
A supply curve is drawn from a supply schedule.
Price and supply are directly related. Market supply
is the total supply of a product. It is found by adding
up the supply curves of the individual firms in the
market.

Supply is influenced by a range of factors including
price, costs of production, advances in technology,
indirect taxes, subsidies, and in the case of primary
products, weather conditions and diseases.

A movement along a supply curve can be caused
only by a change in the price of the product itself.
A rise in price will cause an extension is supply.
This movement can also be referred to as a decrease
in quantity supplied (see Figure 6.8).

A change in any influence on the supply of a
product other than its own price will result in new
quantities being supplied at each and every price.

As a result, the supply curve will shift its position.
A shift to the right of the supply curve is called an
increase in supply. Higher quantities are supplied at
each and every price (see Figure 6.9).
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Price
S
P
Py /
S
(1] Q; Q Quantity
Figure 6.8
Price
S
Sy
S
$4
0 Quantity
Figure 6.9

A decrease in supply with lower quantities being
supplied at each and every price is illustrated by a
shift to the right of the supply curve.

(3| Price elasticity of supply

Price elasticity of supply (PES) is a measure of the
responsiveness of supply to a change in the price of the
product. It is calculated by using the formula below.

pEs = Percentage change in quantity supplied

percentage change in price

As price and supply are directly related, PES is a
positive figure. A PES figure greater than one and
less than infinity means that supply is elastic, with a
change in price causing a greater percentage change
in quantity supplied. A PES figure of less than one
and greater than zero indicates inelastic supply. In
this case, supply is not very responsive to a change
in price, with a change in price resulting in a
smaller percentage change in quantity supplied.

Supply may also be perfectly inelastic, unitary
elastic and perfectly elastic. Perfectly inelastic
supply means that a change in price has no effect
on the quantity supplied. Unitary elasticity occurs
when a change in price causes an equal percentage
change in supply. Perfectly elastic supply means that
a change in price will cause an infinite change in
quantity supplied (see Figure 6.10).

The main factors that influence PES are
whether the products can be stored, the time it
takes to produce it and time itself. A product will
have an elastic supply if it can be stored and is
quick to produce. In this case, supply can be easily
adjusted to changes in price. Over time the supply
of most products become more elastic as there

Perfectly inelastic supply Unitary elasticity of supply Perfectly elastic supply
Price s Price Price
S
F,I PT
P P P S
0 Q Quantity 0 Q Q; Quantity 0 Q  Qq Quantity
Figure 6.10
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is more opportunity to make adjustments to the
factors of production employed.

The supply of manufactured products is usually
more elastic than agricultural products. Plants take
time to grow and livestock to mature. Firms benefit
from making the supply more elastic. Their profits
are likely to be higher if they can easily raise the
quality supplied when the price rises and can easily
withdraw supplies from the market when price falls.

%4 Interaction of demand and supply:
equilibrium price and quantity

A market is in equilibrium when demand and supply
are equal. In this situation, there will be no reason
for price or quantity to change. The market will clear,
with no surplus or shortage as shown in Figure 6.11.

Disequilibrium occurs when demand and supply
are not equal. If demand exceeds supply, a shortage
will occur. This shortage is likely to result in price
rising until demand and supply are again equal (see
Figure 6.12).

In contrast, if supply is greater than demand, a
surplus will result. The surplus will put downward
pressure on price, until equilibrium is restored as
shown in Figure 6.13.

D
Price S
/
P
D
S
0 Q Quantity

Figure 6.11

Effects of changes in supply and demand
on equilibrium price and quantity

An increase in demand will result in a rise in price and
an extension in supply. A decrease in demand will cause
a fall in price and a contraction in supply. An increase
in supply will result in a fall in price and an extension
in demand. A decrease in supply will push up the price
which, in turn, will cause a contraction in demand.
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Applications of demand and supply
Demand and supply analysis enables economists to
make predictions about changes in market conditions.
Governments apply demand and supply analysis
to consider the effects of taxes and subsidies. For
instance, the imposition of an indirect tax effectively
increases firms’ costs of production. This will cause
supply to decrease. The decrease in supply will cause
price to rise and demand to contract. How much of the
price rises and the quantity bought and sold falls, will
be influenced by the size of the tax and PED and PES.
Firms use demand and supply analysis to decide
on their production and prices.

i#:#l Consumer surplus and producer
surplus

Consumer surplus is the difference between what
consumers are willing to pay for a product and the
amount they actually do. For instance, one person may
be prepared to pay $20, another person $18, a third
$15 and a fourth $11. If the actual price charged is $11,

mimeg
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34 The Price System

the first person would enjoy $9 consumer surplus, the
second person $7, the third $4 and the fourth zero. On
a diagram, consumer surplus is the area above the price
line and below the demand curve (see Figure 6.14).

A fall in price will increase consumer surplus while a
rise in price will cause a decrease in consumer surplus.

Producer surplus is the difference between what
firms are willing and able to sell a product for and what
they are actually paid. For instance, a firm may have

and no consumers who are willing and able to pay
the market price, being unable to purchase it.

Price

been prepared to accept $9 for a product but if it is paid b
$12, it will have received $3 in producer surplus. On a
diagram,d p;olducst:;:J surplus hl;‘.1 t]'Ee area above t.ht; supply o a Quantity
curve and below the price line (see Figure 6.15). >
. . . 2 = Consumer surplus
A fall in price will reduce producer surplus whilst a :
rise in price will increase producer surplus. Figure 6.14
. A i 2 Producer surplus
Prices as rationing and allocative mechanisms »
nce
Prices signal to producers changes in consumers’ s
demand. If consumers want more of a product and
are prepared to pay for it, the price of the product
will rise. Higher price will provide an incentive for '
firms to respond by supplying more of the product. |
If demand exceeds supply, price will rise and the '
products will be sold to those who can afford the %
higher price. Changes in price should ensure that 0 Quantity
the market clears with no products being unsold .
Figure 6.15
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1. Why do demand curves slope down from left to right? 11. A firm produces both blankets and duvets. Explain what
2. What is meant by derived demand? effect a fall in the price of blankets is likely to have on its
3. Explain three factors that influence demand for air sipply aiblakknsadddavess.
travel. 12. How does perishability influence the price elasticity of
?
4. What is the difference between a contraction in demand SU?PIY ofa product: ) ,
for ice cream and a decrease in demand for ice cream? 13. Using a demand and supply diagram, analyse the impact
5. ‘Explain what type of price elasticity of demand a of an indirect tax on a product which has inelastic
product possesses if it has a perfect substitute. f;rlnand and elastlckseuipl}’. diseauilibri
6. Explain two factors that could make demand for a 14 at e RO QiReg TARL S
s . equilibrium?
product more price inelastic. . >
7. How does the PED vary over a straight, downward % Yeiatls ineantiy i lagsictiemand fric sy
sloping demand curve? 16. What effect would an increase in supply and a decrease
8. In most countries, services have an income elasticity of ;giﬁzgd Kave an the price auid the ghantity onght
demand which is both positive and greater than one. )
Explain what this means. 17. What is the difference between joint demand and
1 ¢
9. How does the cross elasticity of demand between one compusitecemnand; .
model of car and petrol differ from the cross elasticity 18. Why does the amount of consumer surplus received
of demand between the model and other model of from the purchase of a product differ between
cars? countries?
10. Explain three factors that could increase the supply of 19. How does the price mechanism ration products?
rice in a country. 20. Why may the market price differ from the equilibrium
price?
1. In each of the following four cases, draw a demand and 3

supply diagram and explain the effect on the market for

newspapers of:

(a) anincrease in the cost of paper

(b) adecrease in the quality of internet news
websites

(c) free gifts provided by newspapers

(d) the introduction of a more efficient printing
process.

2. A rise in the price of a particular model of car from
$12,000 to $15,000 results in an extension in supply
from 500 to 600 a week.

(a) Calculate the price elasticity of supply.

(b) Is supply, elastic or inelastic?

(c) Would the car firm want to change its price
elasticity supply?

(d) If the car firm does want to change its PES, how
could it achieve this?

PED=-2.0

YED=2.5 YED=0.5

XED in relation to rival XED in relation to rival
brand = 0.2 brand = 1.5

XED in relation to own XED in relation to own
brand of luxury gift tags  brand of standard gift
=-0.1 tags =-2.0

(a) Why might the PED figures seem to be wrong but
why might they be right?

(b) What should the firm do to the price of each of its
products to raise revenue?

(c) What should the firm do to the price of each type of
gift tags?

(d) In the long run, which type of wrapping paper
should the firm specialise in?
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: M.:lltip|e chmce Que

1. ‘What causes a movement along a demand curve? Figure 6.16 shows two demand curves. How does price
A A change in income elasticity at point X compare with the price elasticity of
B A change in population size demand at point Y?
C A change in price A Demand is more elastic at point X than at point Y as
D A change in tastes consumers are less sensitive to price changes

B Demand is more elastic at point X than at point Y as
consumers are more sensitive to price changes

C Demand is more inelastic at point X than at point Y
as consumers are less sensitive to price changes

D Demand is more inelastic at point X than at point Y
as consumers are more sensitive to price changes

7. What is likely to cause a high price elasticity of demand

2. What would cause the demand curve for cinema tickets
to shift to the right?
A A fall in the price of cinema tickets
B A rise in the price of transport to cinemas
C 'The removal of a tax on cinema tickets
D The release of a number of very popular films

3. A product falls in price by 8% and total expenditure for a product?

remains unchanged. What type of price elasticity of : ; ; :

demand does thf product pisess?P i ‘g Ehe P ro'duct STt toming

: xpenditure on the product forms a small

A Elastic . proportion of total spending

B Perfectly elastic C The product is considered to be a necessity

C Perfectly inelastic D There are close substitutes to the product

D Unitary i’ .

8. A demand curve for a product is a downward sloping

4. The price of a product is initially $10 and 200 units demand curve. What can be deduced about the price

are sold per day. The price elasticity of demand for the elasticity of demand for the product?

product is —0.8. By how much would the price have to A It decreases as the quantity demanded decreases

fall to raise sales by 80 units? B It increases as the quantity demanded decreases

A 81 C Itis infinity along the curve

B $3.2 D Itis unitary along the curve

C § 9

D 38

5. Demand for a product is price inelastic. What effect will
a fall in price have on demand and total revenue?

Demand Total revenue
A Contract Decrease
B Contract Increase 20 120 800
C Remain unchanged Decrease
D Remajl? unchanged Increase What is the cross elasticity of demand for Product Y
6. when the price of Product X rises from $10 to $15?
A 0.2
Price D B 0.4
C 0.6
D, D 08
10. What does a cross elasticity of demand figure of -0.2
indicate about the relationship between two products?
X v A Close complements
E B Distant complements
\ C Close substitutes
D Distant substitutes
B 11. Which types of products have negative income elasticity
D1 of demand?
A Complements
0 . B Demerit goods
Quantity C Goods in joint supply
Figure 6.16 D Inferior goods
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12. What would make the supply of a product more elastic? What will be the new equilibrium position if incomes
A Anincrease in the number of substitute products rise and advances in technology reduce the cost of
B Anincrease in the speed of production producing laptops?
C A reduction in the durability of the product A A
D Areduction in the spare capacity in the industry B B
13. The price elasticity of supply of a product is 0.8. Initially cC
the price of the product is $20 and the quantity sold is D D
2,000. The price then rises to $30. What will now be the 17. Figure 6.18 shows the effect of imposing a tax on a
firm’s revenue? , product.
A $36,000
B $40,000
C $84,000 Price
D $108,000 $ nd P “
14. Supply of a product exceeds demand. What does this 10
indicate about the market? g .
A There is a shortage with the market price exceeding 8 |
the equilibrium price =
B There is a shortage with the market price being st S
below the equilibrium price
C There is a surplus with the market price exceeding 5]
the equilibrium price 41 s
D There is a surplus with the market price being below 3 D
the equilibrium price 2 —
15. The market price of a product rises but the quantity 1
bought and sold remains the same. What change in -
market conditions could explain this impact on price ; 0 50 70 Quantity
and quantity?
A A decrease in demand and an increase in supply Figure 6.18

B A decrease in demand with supply conditions

it . . ;
remaining unchanged What is the fall in producers’ revenue?

C Anincrease in demand and a decrease in supply A $50
D Anincrease in demand with supply conditions B $100
remaining unchanged C $150
16. Figure 6.17 shows the demand and supply curves of D $19

laptops. The initial equilibrium position is X. 18. What effect would the granting of a specific subsidy to

producers have on a market?

S s A Tt would cause a parallel shift to the right of the
demand curve

B It would cause a non-parallel shift to the right of the
demand curve

C It would cause a parallel shift to the right of the
supply curve

D It would cause a non-parallel shift to the right of the
supply curve

Price

19. Figure 6.19 shows the initial demand and supply curves
of a product. The supply curve then shifts to S1. What is
| the change in consumer surplus?
S s, D, A XYZ
4 , B PWZ
Quantity C PPIXZ
Figure 6.17 D QlYZ
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tw 20. In which circumstances would consumers bear most but
Price S
8 not all of an indirect tax?
1
X S
P, Price elasticity Price elasticity
P v z of demand of supply
A 0 0.2
D
/ B 0.2 2.0
N C 1.2 0.2
0 Q; Q Quantity D 2.0 2.0
Figure 6.19
Data Response Qu_'_:stm _
1. The Department of Finance of Canada examined twenty (ii) long-distance flights compared with short-
one studies of demand for air travel. These were mainly distance flights. [3]
based on behaviour in the US. It produced a summary (c) Explain the significance of the price elasticity values
of what it thought were the most accurate estimates of in Table 2 for an airline considering a policy of fare
elasticities for different segments of the market. Some of cutting. [4]
these findings are given in Table 1 and 2 below. (d) Discuss the costs and benefits of an increased
demand for air travel. [6]
Table 6.1 ;
TS e Tar T mymey e o ) Cambridge 9708 Paper 21 QI Oct/Nov 2009
' lnwmt le" "n.[ viof:demand (YED) =7
SR e ey 2. Prices of agricultural products can fluctuate

Total market

Market segment

Long-distance mternatlonal

business flights (i
Long-distance international “¥0
leisure flights

Short-distance business flights -0.7
Short-distance leisure flights 1.5

(a) (i) State the formula used to calculate income
elasticity of demand.
(if) What can be concluded about air travel from
Table 1?7
(b) Using Table 2, explain a likely reason for the
different price elasticity values for:
(i) business flights compared with leisure
flights.

(2]
(2]

(3]

Itube.com

significantly. Two recent examples are changes in the
prices of cotton and spices.

After a fall in prices between 2008 and 2009, global
cotton prices trebled between 2009 and 2010. This
reversal was, in part, caused by a fall in the global
output of cotton from 107m bales in 2009 to 101m bales
in 2010. While output rose in India and Brazil, it fell
in China, Brazil and Pakistan. Supply in Pakistan was
particularly badly affected by devastating floods. The
following table shows the output of the major cotton
producers,

Table 6.3

- Outputiof cottonin2010° -
= (millions'of bales) ~ = =

China

31.5
India 26.0
USA 18.9
Pakistan 9.3
Brazil 7.0

Unusual weather conditions and flooding also
contributed to a trebling of the price of spices
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produced in Asia a year later. The price also rose
because people not only in Asia but also in the US and
Europe are using spices in their cooking; and spices
are increasingly being used for other purposes. These
include using them in health products and in natural
colouring.

The higher prices were encouraging more farmers
in 2011 to devote more of their land to spices but it
was expected that it would take some time for this to
increase the quantity supplied. For instance, it takes
five years to grow nutmeg.

(a) What was Pakistan’s share of the global cotton
market in 20107 [1]
(b) What might cause a fall in the price of cotton?  [2]
(c) What effect would the rise in the price of spices
have on the price of natural colouring? [2]
(d) Does the information suggest that the supply of
spices is elastic or inelastic? Explain your
answer. [3]
(e) Analyse with a demand and supply diagram, why
the price of spices rose in 2011. [6]
(f) Discuss whether farmers always benefit from a rise
in the price of their products. [6]

3. Tyre problems for the mining industry.
In 2005, large-scale economic growth in China had
increased the demand for minerals to record levels. As a
result, 2005 was a boom year for mining worldwide, and
output expanded rapidly.

The huge earth-moving trucks used in mining need
massive off-the-road (OTR) tyres. These tyres cost
$20,000 each and take a day to manufacture. By 2006,

a major tyre producer, Bridgestone, estimated that

The Price System 45

mining companies required 50% more OTR tyres than
in the previous year, but the tyre producers struggled
to meet this demand from the mining companies. Tyre
producers’ stocks of tyres were very low, while fixed
production capacity meant that output had remained
steady since 1999. It was not technically possible to
switch from car tyre production to making OTR tyres.

Total planned production for all of 2006 had
already been sold and no new factories were due to
start producing before the end of 2007. Another tyre
producer, Michelin, intended to spend $85m in its
factory in the US, and Bridgestone intended to raise its
factory capacity in Japan in 2008.

Rio Tinto, one of the world’s largest mining
companies, usually spent $100m on 5,000 tyres each
year but instead faced the prospect of having to stop
trucks working while they had expensive tyre checks
and tyre repair. The company predicted that this would
limit future exploration for new sources of minerals and
cause a rise in mineral prices.

(a) Why can the demand for OTR tyres be described as

a derived demand? (2]
(b) Explain why the supply of OTR tyres was highly
inelastic in 2006. [4]

(c} Analyse with a demand and supply diagram,
" the change in the market for OTR tyres during

2006. [5]
(d) How might a shortage of OTR tyres affect the

productivity of mining companies? [3]
(e) Discuss whether the shortage of OTR tyres required

government intervention. [6]

Cambridge 9708 Paper 2 Q1 Oct/Nov 2008

1. (a) Explain with examples, the significance of the value
of a good’ cross elasticity of demand in relation to
its substitutes and complements. [8]
(b) Discuss whether the demand for mobile phones
(cell phones) is likely to be price-elastic or price-
inelastic, [12]
Cambridge 9708 Paper 2 Q2 May/June 2006

With the aid of a diagram, explain how consumer
surplus will be affected by the granting of a subsidy
to producers. [8]

(b) Discuss whether a fall in the price of a product
will always be accompanied by a reduction in the
quantity traded of that product. [12]

(a) Explain why price moves towards equilibrium in
a free market and why the equilibrium price may
change over time. [8]
(b) Discuss whether all firms in a country will welcome
a change in people’s income. [12]
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Government Intervention
in the Price System
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@ explain externalities

@ distinguish between social, private and
external costs and between social, private and
external benefits

@ evaluate cost-benefit analysis as a decision
making tool

@ distinguish between private goods and public
goods

After you have studied this chapter, you should be able to:

@ explain the natures of merit goods and
demerit goods

@ assess the different forms of government
intervention i.e. maximum price controls,
price stabilisation, taxes, subsidies and direct
provision of goods and services.

Externalities

Externalities are effects on third parties, i.e., people
who are not directly involved in the production of a
product. These effects are sometimes called spillover
effects. Positive externalities (also referred to as
external benefits) are beneficial effects that third
parties receive without paying for them.

When making their consumption and production
decisions, consumers and producers do not usually
take into account externalities.

Negative externalities (also called external costs)
are harmful effects imposed on third parties who
do not receive financial compensation. First and
second parties are the producers and consumers of
the product.

Social costs and benefits

Social costs are the total costs of an economic activity.
They consist of both private costs and external costs.
Private costs are the costs incurred by consumers and
producers of the product. Social costs minus private
costs equal external costs.

Social benefits are the total benefits of an
economic activity. They consist of both private
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benefits and external benefits. Social benefits minus
private benefits equal external benefits.

The socially optimum output (allocatively efficient
output) is achieved where marginal social cost
equals marginal social benefit.

i<l Decision making using
cost-benefit analysis

Cost-benefit analysis (CBA) is a method of
appraising a major investment project such as a
railway line, airport and a main road. A CBA takes
into account social costs and benefits whereas a
private investment appraisal considers private costs
and private benefits. So, whereas a CBA includes
external costs and benefits, a private investment
appraisal does not.

The first stage of a CBA is to identify the costs
and benefits involved. Decisions will have to be
made on the depth and width of the scope of
the CBA. Monetary values are assigned to the
present and future costs and benefits. In some
cases, shadow prices are used. These are estimated
prices. Calculating monetary values is easier in
the case of private costs and benefits than in the
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case of external costs and benefits. In calculating
private benefits, an estimate has to be made of
consumer surplus.

Externalities may be estimated by using
questionnaires, considering how much those who
suffer would have to be compensated and how much
people would be prepared to pay for the benefits,
valuing time saved when, example, a new road is
built by using the average wage and examining the
effects of similar projects.

Future costs and benefits are discounted (given
a lower value). This is because money paid out in
the future is less of a sacrifice than money paid out
now, and money received now is more valuable than
money received in the future as it can be put to use
or can earn interest.

The costs may be weighted to take into account
how they are distributed and the income of those
incurring the costs. For example, a few people
experiencing very high costs may be thought to
be more significant than many people being only
slightly affected. In addition, loss of income incurred
by the poor might be considered to have more of an
impact than the equivalent loss for the rich.

Calculations have to be adjusted for risk and
uncertainty. When all the costs and benefits have
been added up and compared, the net present value
is calculated. Then a decision is made. The project
will not be recommended if social costs exceed
social benefits. Even if there is a positive net value
(also referred to as a net social benefit), the project
may not be approved if the net social benefit is less
than that of a rival project or if it will be politically
unpopular.

According to what is known as the Pareto
criterion, a project is desirable only if there are
gainers and no one is worse off. According to this
view, a project would be approved only if the gainers
fully compensate the losers, with the gainers still
being better off after doing so. The Hicks-Kaldor
criterion is more lenient. It suggests a project should
be approved if the gainers could, in principle,
compensate those who lose and still enjoy a net
increase in welfare.

A CBA has the advantage that it seeks to make
a decision based on the full costs and benefits of
a project. This should make it more likely that an
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allocatively efficient decision will be made. A CBA
may be limited in its scope and may not include
all those likely to be affected by the project. In
practice, it is difficult to place a monetary value on
external costs and external benefits. For instance,
how should the loss of wildlife habitats be valued?

People likely to be affected by the investment
project tend to exaggerate costs (in the hope that
they may be compensated) and underestimate
benefits (for fear they may have to pay for them). It
can be very expensive and time consuming to carry
out a CBA. Political pressure may influence the
recommendation of a CBA. Pressure groups may
try to influence the outcome and a government may
reject the recommendation of a CBA if it thinks it
will lose votes.

J Private goods and public goods

Most products are private goods. A private good

is both excludable and rival. It is excludable in the
sense that someone who is not prepared to pay for
it can be prevented from consuming the product. It
is rival in that if one person consumes the product,
someone else cannot consume it. As private goods
are excludable, they can be sold through the market.
Private sector firms have an incentive to produce
them as they can charge directly for them.

The two key characteristics of a public good are
non-excludability and non-rivalry. It is not possible
to stop non-payers from enjoying the product. As a
result, people have no incentive to pay for a public
good. Once provided, a public good is available
for everyone including non-payers. So people can
act as free riders, consuming the product without
paying for it. When people consume a public good,
they also do not reduce other people’s ability to
consume the product. For instance, one more
person walking down a street will not reduce
the benefit other people receive from the street
lighting.

Two other characteristics of a public good are
non-rejectability and zero marginal cost. It is not
possible for people to reject public goods such as
defence. It is also often the case that once provided,
it will not cost any more to extend the benefit of a
public good such as sea defence to another person.
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As it is not possible to charge people directly for
public goods, private sector firms lack the financial
incentive to provide them. As a result, the provision
of public goods has to be financed out of taxation.
The government can produce them or pay private
sector firms to provide them.

A quasi-public good is a product which possesses
some of the features of a public good. For instance,
it may be difficult to restrict entry to a beach, making
it non-excludable but if it is crowded it may be
rival.

It can be difficult for a government to determine
the quantity of a public good to provide. This is
because preferences are not revealed via the price
mechanism. The optimum quantity will be where
marginal social benefit (MSB) equals marginal social
cost (MSC). To assess MSB, the individual marginal
benefits can be estimated using questionnaires and
then added up at each quantity of provision. A cost
benefit analysis might also be undertaken to assess
MSB and MSC.

Merit and demerit goods

Merit and demerit goods are special categories

of private goods. A merit good is a product that

a government considers people undervalue. It

has two key characteristics. As well as people
underestimating the benefit they receive from
consuming the product, the consumption also
provides external benefits. As a merit good is
undervalued, it will be under-consumed and so
under-produced if left to market forces. Output will
be the allocatively efficient (socially optimum) level.
The existence of information failure and external
benefits results in market failure.

To encourage greater consumption of a merit
good, a government may provide it free, may
subsidise it, set a maximum price or provide some
information about its benefits. If the government
thinks it is very important for people to consume
the product, it may make its consumption
compulsory.

A demerit good is a product that the government
considers people overvalue. As with a merit good,

a demerit good has two key characteristics. People
fail to appreciate the harmful effects they experience
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from consuming the product and consumption of
the product generates external costs. As a demerit
good is overvalued, it will be over-consumed and
over-produced if left to market forces. Output will
be above the allocatively efficient level. The existence
of information failure and external costs results in
market failure.

To discourage consumption of a demerit good,

a government may tax it, set a minimum price or
provide information about its harmful effects. If the
government thinks the product is very harmful, it
may ban its consumption.

Governments differ as to what they consider to be
merit and demerit goods. The US government, for
instance, believes that people are fully and accurately
informed about the benefits and risks of owning
guns and so does not impose many restrictions on
gun ownership. In contrast, the UK government
makes it more difficult to own a gun as it thinks
information failure and the negative externalities
involved are more significant.

74| Government intervention

Maximum price controls

To have any effect, a maximum price has to be set
below the equilibrium price. A government may
impose a maximum price on a product for a number
of reasons. These include encouraging consumption,
to make it more affordable for the poor and to
counterbalance the power of monopolies.

A maximum price can result in shortages as
shown in Figure 7.1. Demand exceeds supply, giving

Price } D S

P : Maximum price

S D

0 120 200 Quantity (Millions)

Figure 7.1
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rise to a shortage. Some willing buyers will be
unable to purchase the product.

A rationing system may have to be introduced
with a maximum price and there is a risk that a
maximum price will result in a shadow market
developing with producers selling the product
illegally at higher prices.

Minimum price controls

A government may set a minimum price to
discourage consumption of a product or to increase
the income of producers. To have any effect, a
minimum price must be set above the equilibrium
price. Among the disadvantages of a minimum price
are that a surplus will be created and higher price
will make it less accessible to the poor.

Price stabilisation

A government may operate a buffer stock to stabilise
the price of a metal, mineral or an agricultural
product that is non-perishable. A buffer stock is a
store of a commodity.

Buffer stock managers buy the commodity when
market prices are threatening to push the price below
the lower limit and sell it when market prices are
threatening to raise the price above the upper limit.
To ensure that buffer stock managers do not have to
spend large amounts on storing the product or run
out of money buying the product, the price limits
have to be set close to the long run equilibrium price.

Price stabilisation can encourage producers to
plan ahead and invest in new production methods.

Taxes

Governments impose indirect taxes to raise revenue
and to influence the products consumed and
produced. A tax may be used to reduce consumption
of a demerit good and to internalise external costs.

The imposition of an indirect tax on a product
will add an additional cost to producers. Higher cost
of production will cause a shift of the supply curve
to the left. The decrease in supply will cause a rise in
price and a contraction in demand.

A specific tax is the same charge whatever the
price of the product. The imposition of a specific
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tax will cause a parallel shift of the supply curve to
the left. An ad valorem, that is percentage, tax, will
mean that higher total amount is charged in tax
the higher the price. An ad valorem tax will cause
a non-parallel shift in the supply curve as shown in
Figure 7.2.

Price S,
D S
Py
P
D
0 Q, Q Quantity
Figure 7.2
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A tax which is equal to marginal external cost
can move the equilibrium price, and the quantity
bought and sold to the allocatively efficient level.
This is sometimes referred to as internalising
external costs. Producers and consumers would
base their economic decisions on the full costs
of the product. A tax has a number of other
advantages in correcting market failure. These
include that it will raise revenue and it works with
the market, allowing the market to clear.

As external costs are difficult to measure, a tax
may be set too high or too low. Among the other
possible disadvantages of a tax are that it may make
a domestic industry less competitive, may fall more
heavily on the poor, may be politically unpopular,
will be less effective when demand is inelastic,
there is cost involved in collecting taxes and they
may be inflationary.

Consumers bear most of the tax when demand
is inelastic as producers can pass most of the tax on
in the form of a higher price, knowing that demand
will not contract significantly. Producers bear most
of the tax when demand is elastic.
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50 Government Intervention in the Price System

Subsidies

A subsidy is a payment by the government

to consumers or producers to encourage the
consumption and production of a product. A
subsidy to consumers would be expected to increase
demand, shifting the demand curve to the right.
Subsidies to producers are more common than
subsidies to consumers.

A subsidy will shift the supply curve to the right,
lower price and cause supply to extend. A specific
subsidy will cause a parallel shift of the supply
curve to the right whereas an ad valorem subsidy
will cause a non-parallel shift. Figure 7.3 shows the
effect of a specific subsidy.

Price S
D S,
P
Py
s D
S,
0 Q o Quantity
Figure 7.3

A subsidy which is equal to marginal external
benefit can move price and the quantity bought and
sold to the allocatively efficient levels. A subsidy
works with the market and should lead to market
clearing.

There is a risk that a subsidy may be set too low
or too high. There is also a chance that not much
of the subsidy may be passed on to consumers
in the form of a lower price. The subsidy will be
less effective if demand is inelastic, there may be
a time lag involved before producers can alter
supply and it will involve an opportunity cost as
the government spending could have been used
for another purpose.
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Direct provision of goods and services

A government may provide both public and merit
goods. In the case of public goods, a government

has to finance their production. It may produce

them through state owned enterprises, also called
nationalised industries. It may also pay private sector
firms to produce them. Merit goods may be provided
free or at low prices to consumers to encourage their
consumption and to make them accessible to all.

The quantity of goods and services which a
government provides is influenced by two key
factors. One is the extent to which it considers
market failure occurs. The other is its ability to raise
tax revenue.

Regulation

A government may seek to correct market failure by
using rules and regulation. A government may make
the consumption of some products illegal whilst
making the consumption of other products compulsory.
Regulation may also take the form of setting limits, for
instance on pollution, or standards, for example, on the
cleanliness of hotel kitchens. In addition, price controls
may be regarded as a form of regulation.

There are a number of advantages to regulation.
It is backed up by the force of law, is easy to
understand and can influence people’s behaviour.

Regulation does, however, have disadvantages.
It can take time to introduce, maybe costly to
enforce, may not be effective if other countries do
not introduce similar measures and illegal (shadow)
markets may develop.

Government failure

Government intervention may not increase
efficiency in markets. The government may lack
information about the extent of the externalities
and so may set taxes or subsidies at the wrong
rates and there may be time lags between deciding
on the policy measure and the policy measure
having an effect. Government policy measures
may also have unexpected effects. In addition,
government intervention may be relatively
expensive and may be motivated more by a desire
to be politically popular rather than to increase
economic efficiency.
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 Short Questions

1. To correct market failure arising from the existence of
positive externalities, at what rate should a subsidy be set?

2. What is meant by the ‘polluter pays principle’?
3. What would it mean if social costs equal private costs?

4. How might knowledge of the composition of social
benefits be used to decide how much students should
pay towards their university tuition fees?

5. What is meant by ‘shadow prices’?

6. Why is education a private good?

7. Why does the development of electronic road pricing
suggest that roads are changing from being a public
good into a private good?

8. Are merit goods, private goods or public goods?

9. Why may a product be treated as a demerit good in one
country but not in another country?

10. Explain three reasons why a government may provide
free primary school education.

11. Why may a maximum price result in an illegal market
developing?

12. Explain two reasons why a buffer stock may fail to
stabilise the price of a commodity.

13. Why might a government remove a tax on a product?

14. Explain two reasons why the state might stop producing
a product.

15. What determines the level of government intervention
in a country’s markets?

16. Identify a first party, a second party and a third party
involved in the production and consumption of air
travel.

17. Explain two reasons why a government may not
go ahead with an investment project despite a CBA
indicating that there is a positive net present value.

18. What is meant by external costs being internalised?

19. Operators of buffer stocks buy a commodity more often

than-they sell it. What does this indicate about where
the intervention upper and lower price limits are set?

20. Does a government have to run the country’s prisons?

1. Rising incomes in China have increased consumption
of foods with a high fat and sugar content. For instance,
between 2003 and 2009, Chinese consumption of ice
cream increased by 132%, cakes by 24% and chocolate
by 78%. This change in the Chinese diet has increased
obesity, which in turn has increased the number
of people suffering from obesity-related illnesses
including diabetes. It has also increased tooth decay.
The rise in sugar and high fact food consumption has
led to more dental products and diabetes testing being
sold.

(a) What type of income elasticity of demand does the
information suggest ice cream has in China?

(b) Explain one external cost arising from the
consumption of foods with a high fat and sugar
content.

(c) Explain one external benefit arising from the
consumption of foods with a high fat and sugar
content.

2. (a) Categorise the following effects of building and
operating a new airport into private benefits, private
costs, external benefits and external costs.

1. Air and noise pollution generated by flights to
and from the airport.
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Air fares collected by the airlines that use the
airport.

A fall in the price of houses close to the airport.
Destruction of wildlife habitats.

Increased custom for local taxi choice.
Insurance paid by the airport operators.
Revenue for airport operators.

Traffic congestion near the airport.

Wages paid to workers building the airport.
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(b) Using the information below, calculate the marginal
social benefit and the marginal social cost. What is
the allocatively efficient output?

20 100 S0

21 120 100
22 150 120
23 200 150
24 240 190
25 260 220
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. Identify, in each case, a government policy measure

that could be used to correct the following examples of

market failure.

(a) Price instability in the rice market.

(b) The smoking of cigarettes causing health problems
for non-smokers.

Government Intervention in the Price System

(c) Firms polluting rivers with chemical waste.
(d) A lack of provision of street lighting.
(e) Under-consumption of dental treatment.

. Which of the following is an example of an external
benefit of increased train travel?

A Increased overcrowding on trains

B Reduced fares for train passengers

C Reduced congestion on roads

D Higher profits for train operating firms

. What does the existence of external costs suggest?
A External benefits also exist

B OQutput is higher than the socially optimum level
C Social costs are less than private costs

D The product should be subsidised

. After carrying out a cost-benefit analysis, a government

decides to go ahead with a hospital building scheme as

there is a net social benefit. Private costs were calculated

to be $500m, private benefits at $600m and external

benefits at $700m. What does this information indicate

about the external costs of the scheme?

A External costs were equal to private costs

B External costs were equal to social costs

C External costs were less than external benefits

D External costs were less than $800m

. What is a pure public good?

A A product that confers benefits on consumers which
are greater than they themselves realise

B A product that involves no external benefits or

external costs

A product that involves no opportunity cost to

produce it

A product which when consumed by one person does

not reduce the amount of the product available for

others and which can be charged for directly

C

D

. What causes the free rider problem?

A People avoiding paying fares on public transport

B People who would have paid higher fares benefiting
from government subsidies to producers of public
transport

Public goods being non-excludable

Public goods being non-rival

c
D

. What is a defining characteristic of a private good?

A Itis non-rival so that when a unit is consumed by
one individual, it is available to others

B Itis possible to exclude non-payers from consuming it

C Itis produced only by private sector firms
D It provides only private benefits

Why might a government decide to provide a private good?

A It considers that people overvalue the benefits to
themselves of consuming the product

B It considers that the product should be available to

all on grounds of equity

Private sector firms base their production decisions

on social costs rather than private costs

Private sector firms will not be able to charge fora

private good

C

D

The demand and supply schedule for a product is shown
below.

G U B W

3,000 1,800
2,800 2,100
2,500 2,500
2,100 3,200
1,500 4,000

700 5,000

The government sets a maximum price of $4 per unit.
What will be the shortage of the product after four weeks?

AO B 1,100 C 2,500 D 4,400
9. Figure 7.4 shows a maximum price set at PX.
Price| D S
Py / Maximum price
S D
0 Q, Q Q Quantity
Figure 7.4
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What will be the quantity demanded and the quantity

intervention buying. Which area shows the amount

Which area shows consumers’ expenditure after the
imposition of the maximum price?

A OPTXQ1
B OPVQ
C OPTZQ2
D OPTYQ
11. Ifa government does not intervene, how will the
output and price of a demerit good, compare with the
socially optimum level?
Price Output
A Too high Too low
B Too high Too high
C Toolow Too high
D Too low Too low
12. A government decides that product X is a demerit good
and product Y is a public good. Which policy measures
is it likely to adopt in relation to the two products?
Product X Product Y
A Tax Directly provides
B Subsidise Impose a maximum
price
C Directly provides Subsidise
D Impose a maximum price Tax
13. Figure 7.6 shows the market for an agricultural

product. The government maintains a price of PF by
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supplied? that government spends?
Quantity demanded Quantity supplied

A Q1 Q2 Price S

B Q2 Q3 D

Cc Q2 Q2 R T

D Q3 Q1 i
10. A government sets a maximum price of PT which is

below the equilibrium price of P as shown in Figure 7.5. P W X
Price | D s \

D
\) .
P 0 Y Z
X Y
Pr Z Figure 7.6
A RTX
D B YRTZ
C OPFRY
S s D PPFTX
0 @ Q Q 14. The imposition of a tax on a product causes a non-
i parallel shift of the supply curve to the left? What type

Figure 7.5 of tax is this?

A Direct and ad valorem
B Direct and percentage
C Indirect and ad valorem
D Indirect and percentage

15. Figure 7.7 shows the effect of a subsidy on a market.

! S

Price S,

8, D

0

Figure 7.7

Q Q

Quantity

What is the subsidy per unit?

A WX
B XY
C Wy
D WZ
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16. Figure 7.8 shows that the imposition of an indirect tax
shifts the supply curve to the left. What is the total tax
revenue received by the government?

Price
S
$ 1
D‘\ S
20
18
15
Si \\
s D
0 100 130 Quantity
Figure 7.8
A $200 B $300 C $500 D $650

17. A government intervenes in a market and as a result
the demand curve shifts to the right. Which
government measure could cause this effect?

A A subsidy granted to consumers of the product
B A subsidy granted to producers of the product
C The imposition of a direct tax

D The imposition of an indirect tax

18. A government discovers that production of a product
gives rise to significant negative externalities. It decides
to impose an indirect tax on the product. What would
increase the effectiveness of this policy measure?

A The tax is set at a rate equal to marginal private cost
B The tax is set at a rate equal to marginal social cost
C Demand for the product is elastic

D Demand for the product is inelastic
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19. Figure 7.9 shows that the market demand for a product
DD is below the demand which would reflect the social

benefit D1D1.
Price| D, g
D /
v W
= X
\ i
s D
0 Y Z Quantity
Figure 7.9

To achieve the allocatively efficient level of output,
what size of subsidy should be given?
AUV BWX COU DYZ

20. Which policy measure would be most likely to result in

government failure?

A A ban on consumption of a product which generates
significant external costs

B The imposition of a tax on a product which has

~ greater social benefits than private benefits

C The granting of a subsidy to producers of a product
that gives rise to positive externalities

D The provision of information about the beneficial
effects of a merit good

1. The British Bmadcastmg Corporatlon (BBC)
is a world-famous radio and television broadcaster.
The BBC has an obligation to provide programmes
that are educational and cultural, as well as the more
popular programmes such as comedy and sport.

In 2005, the services the BBC provided to the UK
were part of the public sector and financed mainly
by a compulsory annual licence fee of £121 on those
households owning a television. There were heavy fines
for those who did not pay.

One economist has argued that the BBC should receive
more finance, that BBC broadcasting is a public good
and that it has greater value for viewers than they have to
pay for. To support this view he produced two diagrams.
Figure 7.10a shows the demand for BBC services among
the 23 million television owning households in the UK
and Figure 7.10b shows where this economist placed BBC
broadcasting among a selection of public goods in 2005.

(a) (i) Draw a production possibility curve to show the
trade-off between the provision of educational
and popular television programmes. Explain the
possible effects if more money is available to the
programme makers from increased licence fees.

(3]
(ii) Explain how an increase in the licence fee to
receive television programmes may affect the

market for television sets. [4]
(b) How does Figure 7.10a support the view

that the BBC creates more value than viewers

pay for? [4]

Comment on the relative positions in Figure
7.10b of national defence and police services.
B3]
(i) Discuss whether it is correct to include education
and health as public goods in Figure 7.10b.  [6]

Cambridge 9708 Paper 2 Q1 May/June 2007
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Figure 7.10a Figure 7.10b
2. Changing prices in Cuba. (b) Compare the expected change in the price of soap
Some Cubans had been buying soap and toothpaste in and in the price of toothpaste. (2]
shadow markets. In part, because of this but also to save (c) Does the information suggest that the subsidy given

money, at the start of 2011, the Cuban Government removed to soap and toothpaste was sufficient to achieve the

its subsidies on the products and the maximum prices which price the government wanted? (4]
had been imposed on them. Subsidies on cigarettes, salt, (d) Discuss whether it is more justifiable to subsidise
soap than to subsidise potatoes. [8]

peas and potatoes had been removed in 2010.

The price of a bar of soap was expected to rise from 3. Copper mining

$0.03 to $0.21 and the price of toothpaste to increase Figure 7.11 shows demand for copper and the price of
from $0.08 to $0.32. copper over the period 2004-2011, as well as copper
The removal of the subsidies and maximum prices were consumption for 2004-~-2011.
expected to have a significant effect on the poor. Cuban Chile is the world’s largest copper mining
consumers, in general, were not happy with the measures country but copper is also mined in a number
but the Government stated that the measures were of other countries. One of these is Zambia.
necessary because of the shortage of government revenue. One foreign multinational company operating in
(a) Using a demand and supply diagram, analyse the Zambia has been found to be emitting dangerous
effect of removing a subsidy on cigarettes. (6] levels of sulphur dioxide. Indeed, the emissions are
Thousand 1 Price
tonnes (US $ thousand
of copper per metric
demanded tonne
20 - -9
19 <8
=T
18
I8
17
-5
16 »
15 = T T T T ¥ T 3

2004 2005 2006 2007 2008 2009 2010 2011

----- Average price per metric tonne

Copper consumption

Figure 7.11
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seventy times the maximum healthy limit set by the
World Health Organisation. Such high levels

of pollution are causing respiratory diseases among
people living near the mine and destroying

the crops of local farmers.

The company claims that it is seeking to reduce the
sulphur emissions. It also points out that it has built a
number of local roads and has financed the building and
running of a local school.

(a) What evidence is there in Figure7.11a that
changes in the demand for copper affected the

price of copper over the period shown? [3]

(b) (i) Distinguish between an external benefit and an
external cost. [3]
(ii) Explain two external costs created by the
operation of the multinational company’s copper
mine. [4]
(c) Explain two possible ways the Zambian
government could reduce the pollution caused
by the multinational company’s copper mine.  [4]

(d) Discuss whether the financing of the building and
running of a local school by the multinational copper
company generates private benefits or external

benefits. [6]

1. (a) Using a normal demand curve, explain how
consumer surplus occurs.
(b) With the help of diagrams, discuss whether
consumers will benefit from the introduction of
(i) an indirect tax and (ii) an effective maximum
price. _ [12]
Cambridge 9708 Paper 22 Q4 May/June 2010
2. (a) Explain how information failure can cause market
failure. [8]

(8]

(b) Discuss the effectiveness of government policy
measures to correct market failure in the case of
merit goods and demerit goods. [12]

3. (a) Explain the market failure which arises from the

characteristics of public goods. [8]
(b) Discuss whether the use of cost-benefit

analysis helps improve economic decision

making. [12]

Cambridge 9708 Paper 2 Q3 Oct/Nov 2010
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: Rewsuon Objectwe 5%

@ explain absolute and comparative advantage

@ use opportunity cost to explore the nature of
comparative advantage

& the arguments for free trade and the motives
for protection

@ distinguish between a free trade area, a
customs union and an economic union

After you have studfed this chapter, you should be able to:

& the causes and consequences of changes in
the terms of trade

@ describe the components of the balance of
payments.

EXEE Principles of absolute and
comparative advantage

Absolute advantage is the ability of a country to
produce a product using fewer resources than
another country. Comparative advantage is the
ability of a country to produce a product at a lower
opportunity than another country.

In theory, trade should benefit two countries if
there is a difference in their opportunity cost ratios
and if the exchange rate lies between the opportunity -
cost ratios. International trade enables countries to
specialise and enjoy higher output. )

A trading possibility curve shows an economy’s
post trade consumption possibilities. Figure 8.1
shows that before trade, for instance, an economy
can produce any combination on the line joining
500 cars and 2,000 computers. In this case, the
opportunity cost of one car is four computers. When
international trade is considered, one car can be
exchanged for six computers. The economy has a
comparative advantage in producing cars. The
economy can increase its consumption from X to Y
by concentrating on car production and exporting
cars in return for computers.

Itube.com

In practice, specialisation and trade may not
be as straightforward and beneficial as the law of
comparative advantage suggests. With so many
countries and products, it can be difficult for
economies to determine where their comparative
advantage lies. Advances in technology, discoveries
of minerals and changes in labour productivity, for
instance, can change comparative advantage over
time. When economies change their output, their

Computers 1

Imports

0 500 Cars

Figure 8.1
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opportunity cost ratios may change as resources are
unlikely to be equally efficient in different uses. So,
for example, if an economy can produce 5,000 chairs
with half of its resources, it does not necessarily mean
that devoting all its resources to their production will
increase output to 10,000. It may increase by more

if advantage can be taken of the economies of scale,
and by less if diseconomies of scale are experienced.
The benefits from trade may be offset by high
transport costs or import restrictions. In addition,
the government may be concerned about depending
on a narrow range of products. Overspecialisation
can make an economy vulnerable to changes in costs
of production and demand.

Other explanations/determinant
of trade flows

Trade flows may be influenced by factors other than
comparative advantage. If transport costs are high,

a country may trade mainly with countries nearby.
The existence of trading blocs may also influence
trade flows. Whilst members are more likely to trade
with each other, non-members may find it more
difficult to export to member countries. A country
may have a comparative advantage in a product but
may still import it because demand for the product
is so high.

4 Arguments for free trade
and motives for protection

Free trade is the exchange of products between
countries without any restrictions. Free trade allows
countries to exploit their comparative advantages
and so increase output. The competition created
can lower prices and raise quality for consumers.
It can also enable people to access a greater range
of products. Firms will have a wider choice of
raw materials which may reduce their costs of
production. In addition, they will have a larger
market which will enable them to take greater
advantage of economies of scale.

Protection involves protecting domestic industries
from foreign competition by placing restrictions
on international trade. Arguments for protection
include — to protect infant (sunrise) industries, to
protect declining (sunset) industries, to protect

International Trade 61

strategic industries, to prevent dumping, to improve
the balance of payments position, to protect
domestic employment and to protect industries
against cheap foreign labour.

Sunrise industries are also known as infant
industries. The infant industry argument is that a
new industry in a country, which may go on
to develop a comparative advantage, may initially
need help to compete with well established
industries. This is because, before they have grown
to a certain size, its unit costs may be higher as
they cannot take full advantage of economies of
scale. There is a choice that the social benefit of
developing a new industry may outweigh the private
cost of higher priced imports. It is, however, difficult
to identify which industries will be successful
and there is a risk that an industry may become
dependent on protection.

Sunset industries are declining industries. A
government may seek to protect sunset industries
to allow them to decline gradually and so avoid a
rise in unemployment. The intention would be to
remoye the protection gradually, but industries may
try to resist the protection being removed. It can
also be argued that any subsidies used to protect
sunset industries might be better used to protect
sunrise industries.

Some governments seek to protect agriculture in
order to achieve food security. Governments may
also want to ensure that it has its own supplies of
weapons and may want to see other important
industries to be under national control. Such action
may, however, result in retaliation.

Taking action against dumping is generally
regarded as a valid reason for imposing import
restrictions. Dumping involves selling products in
a foreign market at below cost price. A firm may
engage in dumping to get rid of surplus stock to
prevent driving down price in the home market. It
may also seek to drive out domestic firms by selling
at low prices. If it is trying to gain a monopoly
share of the market, consumers may lose out in the
long run. In practice, however, it can be difficult to
determine whether foreign firms are engaging in
dumping.

Import restrictions may reduce a current account
deficit in the short run. If they lead to retaliation,
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however, lower imports may be matched by lower
exports. Import restrictions also do not tackle the
causes of balance of payments’ problems.

A government may think that import restrictions
will increase employment or at least prevent
unemployment in declining industries. Again there
is a risk of retaliation. In addition, if industries that
are protected produce raw materials and components,
other domestic industries will be disadvantaged. For
instance, if steel is protected, domestic car firms will
have higher costs of production. This will reduce their
international competitiveness and so may lower the
employment. Protecting domestic industries that
produce finished products can also create disadvantages
for other domestic industries. This is because if
consumers have to pay higher prices for the protected
products, they will have less to spend on other products.

Some argue that domestic industries should be
protected from competition from low wage countries.
They claim that such competition may drive down
wages at home. This argument, however, confuses
low wages with low costs of production. A country
may have low wages but if it also has low productivity,
its unit costs will be high. The US has high wages
but relatively low unit costs in many industries
because its labour force is well educated and trained
and work with advanced technology.

EXY Types of protection and their
effects

Methods of protection include a tariff (a tax on
imports), a quota (a limit on the quantity of
imports), an embargo (a ban on imports of
particular products or from particular countries),
excessive paperwork, exchange control (a limit
on the amount of foreign currency that can be
bought) and a voluntary export restraint (an
agreement between two countries to limit imports).
A government may also seek to give domestic
producers a competitive advantage by subsidising
their output.

A tariff will, in effect, increase costs of production
for importers. As a result it may raise price and cause
demand to contract. The effect a tariff will have will
depend on its size, how much of the tax is passed on
to consumers and the price elasticity of demand.

utube
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A quota will restrict supply, push up price and,
again, reduce the quantity demanded. Whilst a
tariff will generate government revenue, a quota will
not unless a government enforces the quota by
selling licenses. A quota increases the price foreign
producers receive, whereas a tariff may force foreign
producers to lower thé price in a bid to remain
competitive. By restricting the availability of foreign
currency, demand for imports may fall.

Voluntary export restraints create shortages of
imports which can push up their price and reduce
the quantity demanded. Excessive paper work, ‘red
tape;, will raise importers’ costs of production, raise
price and lower the quantity demanded.

A subsidy given to domestic producers will
encourage domestic firms to increase their output
and lower price. This may encourage domestic
consumers and foreigners to buy more of the
country’s products.

[E® Economic integration

A trading bloc, also sometimes called a trade bloc,

is a group of countries that have agreed to reduce or
remove some trade restrictions between themselves.
Some also have other economic links. Trading blocs
have different levels of economic integration. A free
trade area has the lowest degree of economic integration
whilst an economic union has the highest degree.
The more integrated a trade bloc is, the more the
member countries act as one economy.

A free trade area is a group of countries that agree
to remove barriers to the movement of products
between each country. One of the most well known
examples of a free trade area is the North American
Free Trade Area (NAFTA) which consists of the US,
Canada and Mexico.

A customs union goes further in terms of
economic integration. As well as removing trade
barriers between each other, member countries have
to agree to impose a common external tariff that
is the same tariff on non-members. An example of
a customs union is Mercosur. This has Argentina,
Brazil, Paraguay and Uruguay as full members and
Venezuela about to become a full member.

Economic union involves a number of features.

In addition to removing trade restrictions between
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each other and imposing a common external tariff,
members operate a common market. This involves
free movement between member countries not only
of products but also of labour, capital and enterprise.
Another feature is the operation of some common
policies, for example, a common competition policy
and a common agricultural policy. There is also greater
co-ordination of some policies, for instance, setting
similar tax rates. An economics union also involves
monetary union, with member states operating the
same currency and the central bank of the trading bloc
setting the rate of interest for the member countries.
The Caricom Single Market and Economy (CSME)

is getting close to economic union. It has a common
market, common policies in agriculture and tourism,
co-ordination of national indirect taxes and budget
deficits. Eight of the members of this trading bloc
operate the same currency, the Eastern Caribbean
dollar, and have their interest rate set by the Eastern
Caribbean Central Bank.

Membership of a trading bloc which involves free
trade between members and a common external
tariff, can involve both trade creation and trade
diversion. Trade creation, in this case, occurs when
a country moves from buying products from higher
cost non-members to lower costs member countries.
In contrast, trade diversion takes place when trade
is diverted away from more efficient non-members
towards less efficient member countries.

Terms of trade

The terms of trade can refer to the ratio of products
exchanged between countries. For example, Country
A may exchange 1 unit of tin for 8 units of wheat
from Country B. The terms of trade can also refer to
the ratio of the index of average export prices to the
index of average import prices.

An improvement or favourable movement in the
terms of trade occurs when the ratio gets larger -
export prices rise relative to import prices. It means
that the country can gain more imports in exchange
for a given volume of exports.

Whether an improvement in the terms of trade will
have a beneficial effect on the current account of the
balance of payments will depend on its cause. Higher
export prices due to higher demand will increase

Itube.com
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export revenue. In contrast, higher export prices due
to a rise in the costs of production may lower export
revenue. Deterioration or an unfavourable movement
in the terms of trade takes place when the ratio
declines ~ export prices fall relative to import prices.

Again, the effect deterioration in the terms of
trade has on the current account of the balance of
payments will depend on its cause. A fall in the
exchange rate, for instance, will cause deterioration
in the terms of trade but its effect on the current
account position will depend on the price elasticity
of demand for exports and imports.

Countries which export mainly agricultural
products may experience significant changes in their
terms of trade. A bumper harvest of a country’s main
crop, for instance, may reduce the price of the crop
which will lower the terms of trade. In contrast, a rise
in global economic activity may increase demand
for oil which, in turn, may raise the price of oil and
improve the terms of trade of oil producing countries.

Components of the balance
of payments

The balance of payments is a record of the economic
transactions between a country’s residents and
residents in other countries over the period of a
year. Flows of money into the country are given
a positive sign and are referred to as credit items.
In contrast, flows of money out of the country are
given a negative sign and are called debit items.
The main sections of the balance of payments
are the current account, the capital account, the
financial account and net errors and omissions.
The current account is probably the section of
the balance of payments which receives the most
media attention. It consists of trade in goods
(exports and imports of visible goods), trade in
services (exports and imports of invisible items),
income (investment income in the form of profits,
interest and dividends) and current transfers
(includes government contributions to international
organisations, bilateral aid and workers’
remittances). If credit items exceed debit items, the
country has a current account surplus whereas if
debit items are greater than credit items, there is a
current account deficit.
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The capital account is relatively small. It includes
sales of embassy buildings and land and debt
forgiveness.

The financial account can cover very significant
sums of money. It records transactions in assets and
liabilities. It includes direct investment, portfolio
investment, loans and changes in reserves.

The sum of debit items and the sum of credit
items should be equal and the balance of payments
should balance. In practice, however, there are so

many transactions and there can be a time delay in
reporting these transactions. To ensure that debit
and credit are equal, a net errors and omissions item
is included. If, for instance, debit items exceed credit
items by $10 billion, it means that there has either
been a mistake or some credit items have been left
out. A net errors and omissions figure of plus

$10 billion would be added to balance the balance
of payments. Compilers of the balance of payments
continue to find where the discrepancy lies.
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Mind map 8.6 Balance of payments

1. How does international trade differ from domestic trade? country to impose trade restrictions on the offending

2. Identify three reasons why a supermarket may buy food country?
from abroad. 11. What is meant by globalisation?

3. What is the difference between bilateral and multilateral 12. Do trading blocs promote free trade?
trade? 13. How does geography influence the composition of trade

4. Why may a country have an absolute advantage in blocs?
producing cars but not a comparative advantage? 14. If the index of average export prices is 120 and the index

5. Explain two ways which can be used to calculate in of average import prices is 160, what is the terms of trade?
which product a country has a comparative advantage. 15. Why do the terms of trade tend to move against

6. How do factor endowments influence comparative " agricultural producers?
advantage? 16. What are merchandise exports?

7. Why might free trade increase consumer surplus? 17. What is meant by an invisible trade deficit?

8. What is the difference between a tariff and a quota? 18. What would have to be true for a country to have a

9. Explain two reasons why a government might want to balance of trade deficit and a current account surplus?
introduce an embargo. 19. What is meant by portfolio investment?

10. Producers in a country employ child and slave labour. 20. How is the financial account linked to income in the

Would it be justifiable for the government of another clirtent account?
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International Trade

The table below shows the production possibilities in
two countries.

Which country has the absolute advantage in
producing both products?

What is the opportunity cost of producing product
A in each country?

Which country has the comparative advantage in
producing product B?

Would an exchange rate of 7 units of product B for
1 unit of product A benefit both countries? Explain
your answer.

Figure 8.2 shows the domestic market for copper and
the world price.

. An economy initially does not engage in international
trade. If it then becomes an open economy, explain the
effect on the following.

(a) Domestic consumers
(b) Domestic producers
(c) Foreign producers.
The following are items which appear in the Nigerian

(a)
(b)
(@)
(d)

balance of payments. Decide, in each case, whether they:

D Domestic supply
PW / World supply
2 \
§ P
B
]
1]
-
o
S Domestic demand
0 Q

Figure 8.2

v/ would appear in trade in goods, trade in
services, income, current transfers or the
financial account

v are debit or credit items.

(a) Sales of Nigerian crude oil to Spain :

(b) Purchases of chemicals by Nigerian firms
from the Netherlands

*_ (c) Purchase of insurance by Nigerians from Italian

firms

(d) Travel by Nigerian business people on South
African airlines

(e) Sales of shares in Nigerian firms to citizens
living in Kenya

(f) A UK firm based in Nigeria sending its profits
back to the UK

(g) Ghanaians working in Nigeria sending money
home to Ghana.

The table below shows the ability of two countries to
produce TVs and chairs in a given time period.

20
80

10
20

: Country X
Country Y

What can be concluded from the information?

A Country X has an absolute advantage in TVs and
Country Y has a comparative advantage in chairs

B Country X has an absolute advantage in TVs and
Country Y has an absolute advantage in chairs

Itube.c
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C Country X has a comparative advantage in TVs
and Country Y has an absolute advantage in chairs

D Country X has a comparative advantage in chairs
and Country Y has an absolute advantage in
TVs

Figure 8.3 in the following page shows the production
possibility curve (RR) for Country X and the production
possibility curve (SS) for Country Y.

What does the theory of international trade suggest?

A Country Y should specialise in rice

B Country X has the absolute advantage in cotton

C Country X has the comparative advantage in rice

D There would be no gains from trade
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The table below shows the quantity of cars and units of
wheat that two countries R and S can produce with a
given quantity of resources.

800 100

What can be concluded from this information?

A The countries would not gain from international
trade

B Country S would import cars and wheat from
Country R

C Country R would import wheat from Country S

D Country § would specialise in wheat production and
Country R would specialise in car production

Country X has a comparative advantage in producing

paper and Country Y has a comparative advantage in

producing watches. The two countries, however, decide

not to specialise and trade. What could explain this

decision?

A The exchange rate lies within the countries’
opportunity cost ratios

B There is perfect mobility of factors of productlon
between the countries

C Trade is based on absolute rather than comparative
advantage

D Transport costs are low relative to the opportunity
cost differences between the countries

In Country R, a given quantity of imports will
produce either 200 units of X or 100 units of Y. In
Country §, the same inputs would produce 100
units of X and 25 units of Y. What would the terms
of trade have to be for both countries to gain from
international trade?

International Trade 69

A 1 unit of Y for 2 units of X
B 1 unit of Y for 3 units of X
C 1 unit of Y for 4 units of X
D 1 unit of Y for 5 units of X

140 —

120 —
o« 100
D
Q
Q
=
S
5 Y1
8 v
B X

0 50 150 210
Manufactured goods

Figure 8.4
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Figure 8.4 shows the production possibility curves of
two countries X and Y.

~ As a result of advances in technology in country Y,
its production possibility curve shifts from Y to Y1.
According to the law of comparative advantage, what
should country X do following the change?

A Cease trading with country Y

B - Continue to export agricultural goods to country Y

C Import both agricultural goods and manufactured
goods from country Y
D Switch to exporting manufactured goods to country Y

A country enjoys a comparative advantage over
her trading partner in the production of good X.
Which diagram illustrates its pre-trade (PQ) and
post-trade (PR) consumption possibilities of goods
XandY.

A
Y
80047
600
Q
: \\\\P &
0 200 X
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B To retaliate against other countries
C To increase global output
D To achieve the greatest gains from specialisation

MEGA
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Figure 8.6
600 3
10. In Figure 8.6, DD represents domestic demand, DS
domestic supply and WS the world supply. The product
is imported at a price of PW. If a tariff is imposed which
shifts the world supply curve to WS1, what will be the
government’s tariff revenue?
A TUV
B UWY
Q \R C UVXY
0 200 240 X D YVZ
D v 4 11. Which of the following would reduce protectionism?
800 P A The abolition of subsidies given to domestic producers
B A reduction in the number of quota free imports
600 C A rise in import duties
=) D A voluntary agreement between the government
and foreign governments limiting the number of car
imports into the country
12. A government removes a tariff on imports of corn. What is
the likely effect on the domestic output and price of corn?
Domestic output Price of domestically grown corn
A\ a A Fall Fall
0 200 240 X B Fall Rise
. e Chin . C Rise Rise
;Vh:}tl \;;ould gw:h C z:i a ct?mpa;atwi advantage over D Rise Fall
outh Korea in the production of cars? . )
A China can produce a greater volume of cars than 13. What is an ad valorem tariff?
Siath Kosea A A limit on the quantity of imports
B China’s production capacity for cars is greater than B Alimit on the value of imports
South Korea C A percentage tax on imports
C The environmental costs of car production are lower D A specific tax on imports
in China than in South Korea 14. Which feature is found in a customs union but not a
D The opportunity cost of car production is lower in free trade area?
China than in South Korea A A common currency
. Which of the following would be a valid reason for a (B: A c::;rnmorf external tarift
government to impose a tariff on imports? D Unfform d“‘z';t Y. rates
A To prevent dumping Uniform indirect tax rates
15. What would cause a favourable movement in the terms

of trade of a country?
A Export volume falling more slowly than import volume
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B Import prices falling more than export prices
C An improvement in the trade in goods balance
D Animprovement in the current account balance
16. The table below shows details about the visible exports
and imports of a country. 19
Year1  $400 10,000 $500 14,000
Year2  §560 10,000 $600 14,000
What happened to the balance of trade and the terms
of trade from year 1 to year 2?
Balance of trade  Terms of trade
A Deteriorated Deteriorated
B Deteriorated Improved
C Improved Improved
D Improved Deteriorated
17. In which part of the balance of payments does foreign
direct investment appear?
A Capital account o
B Financial account
C Income balance
D The trade in goods balance
18. Which of the following would be classified as a credit on
the current account of the balance of payments of Pakistan?
A Money spent in Pakistan by Egyptian tourists
B Payments made to a French airline by Pakistani
business people travelling from Pakistan to France

. Which of the following is an invisible export of New

International Trade 71

C Purchase of vaccinations from Cuba by Pakistani
hospitals

D Reinvestment in Pakistan of profits by Pakistani
owners of clothes companies in Sri Lanka

. 'The table below shows the details of a country’s balance
of payments.

Trade in goods balance -20
Trade in services balance 18
Net income -2
Net current transfers 6
Direct investment overseas by domestic -50
firms

Direct investment into the country 22

What is the current account balance?
A A deficit of $28bn

B A deficit of $26bn

C A surplus of $2bn

D A surplus of $30bn

Zealand?
A Expenditure by UK visitors in a New Zealand

* cinema
Expenditure by New Zealand citizens on banking
services provided by Italian banks
Revenue earned by New Zealand farmers selling
lamb to the UK
Revenue earned by US multinational companies in
New Zealand

B

i

Trade developments between Australia and Thailand
Tabl ‘

Total 2510 Total 3140
Of which: Of which:

Gold 412 Vehicles 541
Aluminium 348 Petroleum 259
Cotton 186 Heating/cooling 240

equipment

Dairy products 137 Seafood 221
Crude petroleum 115 Computers 113

outube.co

MEEA

E

Beef

51% 40%
Wheat 12-20% 0%
Wine 55% 40%
Large cars 80% 0%
Small cars 80% 30%

In October 2003, Australia signed a trade agreement
with Thailand. Under this, more than half of Thailand’s
5,000 import tariffs on Australian goods were abolished
immediately and others were reduced. These tariffs covered
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Australian exports worth more than A$700 million in total.
Thailand would abolish the remaining tariffs by 2020. An
independent survey predicted that by 2023 these actions
would raise the GDP of Australia by A$12,000 million and
that of Thailand by A$46,000 million.
(a) (i) Calculate the balance of trade in goods between
Australia and Thailand in 2002. [2]
(ii) What differences were there in the types of
goods traded between the two countries? [2]
(iii) Explain what might have caused these differences.
[4]
(b) (i) Name two protective measures, other than
tariffs, that restrict free trade. [2]
(ii) Explain, with the aid of a demand and supply
diagram, how the domestic producers of a good
are affected by the removal of a tariff on imports

of that good. [4]
(c) Discuss whether Australia and Thailand should have
abolished all tariffs immediately. [6]

Cambridge 9708 Paper 2 Q1 May/June 2006
The problems facing Argentina’s beef market

In 2010, Argentina’s exports of beef fell to their lowest
level for a decade. Beef production was hit by three
factors. One was government restrictions on exports. In
March 2006, exports of beef were banned for 180 days
and in 2010 some restrictions remained. These were
designed to protect the domestic price but they created
considerable uncertainty among beef importers.

There was a catastrophic drought in 2008 and 2009
which led farmers to slaughter more of their stock,
leaving a shortage for the following year. In addition,
more than 8,000 Argentine cattle farmers switched from
producing beef to producing soyabeans or stopped
farming altogether. In 2010, the country failed to meet
the amount of beef it is permitted to export to the
European Union under the Hilton Quota.

(a) Using a diagram, explain why a ban on exports of
beef may protect its domestic price. [5]
(b) What would encourage farmers to switch from beef
production to soyabean production? [2]
(c) (i) Why would the European Union have imposed a
quota on Argentine beef? [2]
(ii) What does the data suggest about the
effectiveness of the European Union’s

protectionist measure in 2010? [3]
(d) Discuss whether Argentina is likely to export more
beef in the future. [8]

The importance of copper production in Chile

Chile is a major producer and exporter of copper.
For Chile, copper is a vital export and makes a major
contribution to its trade. The Central Bank of Chile
forecast a visible trade surplus of US$17 billion for
2006, two-thirds higher than in 2005. Changes in world
copper prices in 2006, a year of global growth, were
an important influence on Chile’s trade performance.
However, one problem that China faced in 2006 was
a strike for higher wages and better conditions at
Escondida, the world’s largest copper mine, where 8% of
world copper was mined.

Figure 8.7 shows the contribution of copper to Chile’s
export revenue and changes in world copper prices,
2000-2006.

50
&
§ 40 %a
= o]
@ 30 cS
] £8
g & 33
2 =
= 5"
5 10 -
=
@
0 T | 1 s |
2000 2001 2002 2003 2004 2005 2006
Year
p Key
Non—Copper exports
[] Copper exports
—— Copper price
Figure 8.7

(a) (i) Compare the price of copper in the middle of
2003 and the middle of 2006. [2]
(ii) Explain one change in demand and one change
in supply that might have caused this movement

in the price of copper. [4]
(b) (i) Calculate Chile’s approximate visible trade
balance in 2005. [2]

(ii) What information in addition to that in Figure
8.7 would be required to calculate Chile’s

current account balance in 20062 [4]
(¢) (i) How did the importance of copper as part of Chiles
exports change between 2002 and 2005? [2]

(ii) Discuss whether it is desirable for a country
to specialise in the production and export of a
single good. [6]
Cambridge 9708 Paper 21 Q1 May/June 2009
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(a) Explain why it is usually more difficult to trade
internationally than domestically. [8]

(b) Discuss, with examples, how the global distribution
of factors of production determines what a country
imports and exports. [12]

Cambridge 9708 Paper 21 Q3 Oct/Nov 2009

(a) Distinguish between absolute advantage and
comparative advantage. [8]

(b) Discuss whether a government should always
pursue a policy of free trade.

3. (a) Explain what may cause a deterioration in the
terms of trade.

(b) Discuss whether the formation of regional trading

blocs promotes competition.

(12]

(8]

[12]
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Theory and
Measurement in the
Macroeconomy

mail.com

@ describe the influences on the size and
components of the labour force

explain labour productivity

define unemployment

describe patterns and trends in
unemployment

discuss the difficulties involved in measuring
unemployment

999

After you have studied this chapter, you should be able to:

F
<o
o

explain price indices

distinguish between money and real data
explain the shape and determinants of
aggregate demand (AD) and aggregate
supply (AS)

assess how the interaction of AD and AS
determines output, the general price level
and employment.

] Employment statistics
Size and components of the labour force

A country’s labour force can also be referred to as
its workforce or working population. The size of
a country’s labour force is influenced by a range
of factors including the size of its population,
the age structure of the population, working age
(influenced, in turn, by the school leaving age
and the retirement age) and the labour force
participation rate.

The labour force participation rate is the
proportion of working age people who are
economically active. People are economically active,
and so are in the labour force, if they are either in
employment or are unemployed and actively seeking
work.

The economically inactive are people of working
age who are not in the labour force. This means
they are neither employed nor seeking employment.
The major groups who are economically inactive
are people who have retired early, those in full-time
education, homemakers and those too sick or
disabled to work.

The labour force can be divided in a number of
ways. These include those working in the primary,

MEGA

utube

secondary and tertiary sectors; skilled and unskilled
workers; full-time and part-time workers.

Labour productivity is output per worker hour. It
may be increased by education, training, experience
and providing workers with more and better quality
capital equipment.

Unemployment rate; patterns and trends
in (un)employment

People are classified as unemployed if they are
without a job and are actively seeking employment.
Two ways of measuring unemployment are the
claimant count and the Labour Force Survey (LES).

The claimant count records people as unemployed
if they are in receipt of unemployment benefits. The
LFS measure is based on the International Labour
Organisation’s definition of unemployment. This
records people as unemployed if they are without a
job and have looked for work in the last month or
have found a job which they are waiting to start in
the next two weeks. This information is found from
a random sample of the population.

The unemployment rate is the proportion of the
labour force who are without work but who are
actively seeking employment. The unemployment
rate may fluctuate over time. As unemployment
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rises, the gap between a country’s actual and
potential output increases.

The young, the old and the unskilled tend to
experience more unemployment than the average
worker. The longer people are unemployed, the more
difficulty they usually experience in finding a job. This
is because they may not keep up with developments in
technology and working methods, may lose the work
habit and may become less attractive to employers.

As economies develop, employment tends to shift
from the primary to the secondary sector and the
tertiary sector. Throughout the world, more women
are entering the labour force.

Difficulties involved in measuring
unemployment

It can be difficult to ensure that any measure of
unemployment does not miss out anyone who
is unemployed and looking for work and does
not include those who are not actively seeking
employment or are working in the informal
(shadow) economy but are illegally claiming benefits.
The claimant count does not include some people
who are unemployed but who are not entitled to
unemployment benefits. For example, workers who
lose their jobs but have a partner who is employed can
claim unemployment benefit for only a limited time.
The claimant count also does not include those who
are unemployed and actively seeking work but who
are too proud to claim unemployment benefit. Some
people may have savings they can draw on to support
them for a period of time whilst they are seeking a
new job. In contrast, the claimant count does include
some people who claim the benefits illegally, either
because they are not really looking for work or
because they already have a job. The claimant count,
however, is cheap to collect as the information is
recorded every time the unemployment benefit is paid
out. It also collects the information relatively quickly.
The LFS captures more of those who are
unemployed and, as it is widely used throughout
the world, it is good for making international
comparisons. It is, however, a relatively expensive
measure as it takes time to collect and it can be
subject to sampling errors. As well as the risk
that the sample may not be representative of the

MEGA
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population as a whole, there may be problems in
interpreting the information gathered.

LA General price level: price indices

An increase in a country’s general price level would
mean that, on an average, prices are rising. Some
prices may be falling but overall the cost of living is
rising with people having to pay more in total for
the products they buy.

One way governments assess what is happening
to the general price level, is to calculate a consumer
price index. This is a measure of the average change
in the prices of a representative basket of goods and
services purchased by households.

To calculate a consumer price index, a base year is
selected. This should be a relatively standard year in
which there were no unusual events. The base year
is given an index figure of 100 and other years are
compared to it.

A survey is undertaken of household spending to
find out people’s spending patterns. The information
gathered is used to decide which items to include in
the répresentative basket and what weights to attach
to them.

Weights reflect the proportion spent on the
products. The more people spend on an item, the
more significant is a change in its price. Information
on price changes of the products is collected from
a range of retail outlets and suppliers. The price
change is multiplied by its weight and then all are
totalled to give the index figure. For example, if the
consumer price index was 100 in 2012 and 108 in
2013, the inflation rate would be 8%.

Most economies measure a consumer price index.
The UK government also measures the Retail Prices
Index (RPI). This is a form of consumer price index but
differs from most countries’ consumer price indices in
the sense that it includes mortgage payments and local
taxation.

il Money and real data

Money data is data measured in current prices, also
referred to as nominal value. This means that the data
has not been adjusted for inflation. If a person’s wages
are increased by 12%, this is a nominal increase.
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Real data is data measured in constant prices.
This means it has been adjusted for inflation.
In the above example, if the rate of inflation is
5% whilst the person’s money wages have been
increased by 12%, their real wages have
increased by 12% — 5% = 7%.

EXA Shape and determinants of
aggregate demand

Aggregate demand (AD) is the total demand for a
country’s output at a given price level. Aggregate
demand is composed of consumer expenditure,
investment, government spending and net exports
(AD+C+I1+G+X-M).

The aggregate demand curve slopes down from left
to right. This is for three main reasons. One is that as
the price level falls, the country’s products become
more internationally competitive. This is sometimes
called the international trade effect. A lower price
level also means that the savings people have can buy
more - the wealth effect. In addition, a decline in
the price level is usually accompanied by a fall in the
rate of interest which is likely to increase consumer
expenditure and investment - the interest rate effect.

The aggregate demand curve will change its
position if any of the components of AD changes
for a reason other than a change in the price level.
An increase in one or more of the components will
cause a rightward shift whereas a decrease will cause
a leftward shift (as shown in Figure 9.1)

_ AD
AD,

Price level

AD
AD,

0 Real GDP

Figure 9.1

MEGA

Consumer expenditure is spending by households
on consumer goods and services. It is the largest
component of the aggregate demand of most
countries. Among the determinants of consumer
expenditure are disposable income, confidence,
the rate of interest, wealth, population size and
the distribution of income.

Investment is spending on capital goods. It
is the most unstable component of AD - it may
rise significantly one year and fall by a noticeable
amount the next year. The determinants of
investment include disposable income, confidence,
the rate of interest, advances in technology,
corporation tax and government investment
subsidies.

Government spending is spending by the
government on goods and services. It is influenced
by a range of factors. One is the level of economic
activity. A government may spend more during a
recession in order to stimulate economic activity.
Other influences include the amount of tax revenue
that can be raised, the dependency ratio and whether
the country is at war or peace.

Net exports (export revenue minus import
expenditure) are determined by income levels at
home and abroad, the exchange rate and import
restrictions.

EXJ Shape and determinants of
aggregate supply

Aggregate supply (AS) is the total supply that
domestic producers are willing and able to sell at a
given price level.

The short run aggregate supply (SRAS) curve
is drawn on the assumption that the prices of the
factors of production (inputs or resources) remain
unchanged. It slopes up from left to right because as
output increases, average costs rise. This is because
whilst the price of factors of production remains
unchanged as more is produced, less efficient
resources may be used and current workers may
be paid overtime rates for additional output. In
addition, when the price level rises, output prices
usually rise relative to resource prices which
increase producers’ profits.
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Figure 9.2

The SRAS curve may shift to the left (as shown
in Figure 9.2) if there is a rise in resource prices,
a decrease in labour productivity, an increase in
corporate taxes and if there is a natural disaster.

The long run aggregate supply (LRAS) curve
shows the relationship between aggregate supply
and the price level when there has been time for
the prices of output and resources to adjust fully to
changes in the economy (as shown in Figure 9.3).
Monetarists/new classical economists argue that
the LRAS curve is vertical. They think that, in the
long run, the economy will operate at full capacity.

LRAS

Price level

0 Y Real GDP

Figure 9.3
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Keynesians argue that the economy can operate
at any level of capacity in the long run. When there
is considerable spare capacity in the economy, the
LRAS curve may be perfectly elastic. This is because it
will be possible for firms to employ more resources
without raising average costs. As real GDP approaches
the full employment level, aggregate supply becomes
more inelastic. This is because firms start to
experience shortages of resources which increase
their price. When the economy reaches full capacity,
aggregate supply becomes perfectly inelastic.

LRAS can increase as a result of an increase in
the quantity or quality of resources. Specific reasons
include immigration of workers, net investment,
improved education and training, and advances in
technology.

Interaction of aggregate
demand and aggregate supply

An increase in AD occurring when there is
considerable spare capacity may have no effect on
the price level but will increase the country’s
output and employment. This is illustrated in
Figure 9.4.

An increase in AD which takes place when the
economy is beginning to experience shortages of
resources will result in a rise in output, the price
level and employment. This is shown in Figure 9.5.

LRAS
AD AD;
B
3
8
o p
\ AD;
\AD
0 Y Y, Real GDP
Figure 9.4
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LEARS o LRAS LRAS,
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Price level

Price level
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0 YY, Real GDP

0 Y Y, Real GDP

Figure 9.5 Figure 9.7

When an economy is operating at full capacity, LRAS LRAS1
an increase in AD will be purely inflationary. It will AD
increase the price level but have no effect on output
and employment as illustrated in Figure 9.6.

An increase in AS when an economy is initially
producing at or close to full capacity would increase
output and would put downward pressure on the P
price level. This is illustrated in Figure 9.7. ;

If an economy has considerable spare capacity, an
increase in AS will increase productive capacity but
will have no impact on output or the price level. This 0 Y Real GDP
situation is shown in Figure 9.8.

If the rise in productive capacity is caused by an
increase in the labour force but the extra potential
workers are not utilised, unemployment will rise.

Price level

AD

Figure 9.8

Governments aim for sustained economic growth
which requires AD and AS to increase in line with
each other (as shown in Figure 9.9).

AD,
AQ LRAS i LRAS LRAS1
\ AD .
Py
:
8P 2
o [+
: J: £p
|
: AD;
i
]
i AD \ AD,
: AD
I
i
0 Y Real GDP 0 Y Y, Real GDP
Figure 9.6 Figure 9.9
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Mind map 9.4 Aggregate demand
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e o
Total supply domestic
producers are willing and s
able to supply at a given A chr?mge n
price level the price level
\ Cause of
iz a movement
Definition along an AS
curve
Causes of img:::?: Ic:::nzann
a decrease in Natural agg te supply
short run aggregate disaster Gy
24 supply \
Rise in / Increase in
wage costs : quality of
Rise in Fall in Z)S:'uaﬁfye ;? resources
fuel costs labour g .
productivity
Rise in taxes :
on firms Advances
Improved in..-
Net Net ed"'ac:_l*:;m tehnology
immigration i P
o wgrkers investment training
. . J
Mind map 9.5 Aggregate supply
Explain two reasons why the size of a country’s labour 12. What effect would a fall in income tax be expected to
force could decrease. have on aggregate demand?
What is meant by discouraged workers? 13. Why may a recession in one country result in a fall in

Why may a country experience a decrease in production
but an increase in labour productivity?

What could explain a country experiencing both an
increase in employment and unemployment?

Identify five reasons why someone may stop being
unemployed.

Why would unemployment cause unemployment?
What is meant by the ‘dependency ratio’?

What happens to the weight attached to food over time
in most countries?

What is the key factor which determines whether a
country would benefit from a period of inflation?

What is meant by ‘a fall in the real price of laptops’?

Identify the three domestic components of aggregate
demand.

14.
15.

16.

17.

18.

20.

aggregate demand in another country?

What is meant by dissaving?

Explain two reasons why a fall in profit levels may
reduce investment.

What effect would a widespread flood have on a
country’s aggregate supply?

Why does a change in investment have a particularly
significant effect on an economy?

Compare how an increase in resources may be
illustrated on a long run aggregate supply diagram and a
production possibility curve diagram.

When does macroeconomic equilibrium occur?

What combination of shifts in AD and in AS would
result in a fall in the price level and a fall in real GDP.
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A

1. At the start of 2011, India introduced a new consumer (a) What is meant by a base year?
index. This uses 2010 as the base year. Unlike the (b) What can be concluded about the amount spent
old consumer price index, it includes price trends on clothing and footwear in Bangladesh, India and
in services. The new CPI has five major categories. Pakistan from the information given?
These are food, beverages and tobacco (50% weight), (c) What would be expected to happen to the
miscellaneous items including electricity, transport weighting given to recreation, entertainment and
and medical care (26.3%), housing (9.5%) and cultural services in Bangladesh over time?
clothing and footwear (4.7%). (d) Would Bangladesh or Pakistan have been more
The table below compares the weights in the consumer affected by a 10% rise in the price of furniture in 20107
price indices of Bangladesh and Pakistan. _ ¥t Selu.le dlabm] v ﬂld[’l\ttstatlbtm\ 201 -
_ i olmtn " Sizeof .'_L: hour. - Unemploym
- Bangladesh l;ioiae . = population: “force St
: China 13bn  780m 9.2
i : =)= e e Hong Kong 7.2m 3.7m 3.8
Food 58.9  Food, beverages 40.3 Maldives 0.4m 0.1m 14.5
and tobacco New Zealand 4.1m 2.3m 6.5
Clothing and 6.8  Clothing and 6.1 Nigeria 1372m  483m 49
footwear footwear
Rent, fuel and 16.9  House rent 234 (a) Which country had the smallest number of people
lighting unemployed in 20102
Furniture, finishing 27  Fueland 73 (b) Which country ha?d the largest number of people
) - () Which country had the highest proportion of its
Medical care and 28  Household 53 population in the labour force in 20102
health expenses furniture and (d) Which country had the smallest proportion of its
equipment population in the labour force in 20102
Transport and 42  Transportand 73 Decide whether the following changes in Brazil’s economy
ComIEITHCItAnS commmmication would have increased the country’s aggregate demand,
Recreation, 4.1  Recreation, 5.0 increased the country’s aggregate supply, increased both
entertainment, entertainment the country’s aggregate demand and aggregate supply,
education and and education decreased the country’s aggregate demand, decreased the
cultural services country’s aggregate supply, or decreased both the country’s
Miscellaneous 3.6  Cleaning, 6.0 aggregate demand and aggregate supply.
goods and services laundry and (a) A rise in government spending on education
personal (b) An increase in net exports
appearance (c) An increase in the money supply
Medicine 21 (d) Netimmigration
(e) A rise in unemployment.

1. Which of the following groups is in the labour force?

A Homemakers

B Students in full-time education

C The retired
D The unemployed

A country has a population of working age of

50 million. Its labour force participation rate is 55%
and its unemployment rate is 8%. What are the number
of people in the labour force and the number of people
in employment?
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No. of people in the No. of people in
labour force employment
(millions) (millions)
A 253 235
B 275 25.3
C 315 27.5
D 50.0 46.0

Why may a rise in employment decrease labour
productivity?

Average skill levels Average amount of capital

of workers equipment used by workers
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease

Labour productivity in a country’s sugar industry grows

more rapidly than the country’s output of sugar. What

must this mean?

A The amount of labour employed in the sugar
industry must have declined

B The amount of labour employed in the sugar
industry must have increased

C The output of sugar as a percentage of the country’s
total output must have declined

D The output of sugar as a percentage of the country’s
output must have increased

Which change would increase the size of a country’s
labour force?

A A decrease in net emigration

B A decrease in unemployment

C Anincrease in the school leaving age

D Anincrease in the retirement age

The table shows the unemployment rate of a country
over a period of four years. What can be concluded from
this information?

2011 6.2

2012 79
2013 8.1
2014 10.4

A The gap between actual and potential output must
have increased

B The number of people unemployed must have
increased

C The output of the country must have declined

D The size of the labour force must have declined

7. A country has a population of 90 million, 36 million of
whom are in employment and 9 million of whom are
unemployed. What is the country’s unemployment rate?
A 10%

B 16.67%
C 20%
D 25%

8. Why might the number of people unemployed as
measured by the claimant count be lower than the
number as measured by the Labour Force Survey?

A Some people actively seeking employment may not
qualify to receive unemployment related benefits

B Some people actively seeking employment may not
be prepared to accept the first job on offer

C The claimant count does not include people who are
cyclically unemployed

D The claimant count does not include people who are
structurally unemployed

9. The annual rate of inflation in a country declines from
5% to 3%. What can be concluded from this information?
A The cost of living has increased
B The prices in the retail price index have fallen
C The value of money has increased
D The weights in the consumer price index have fallen

10. What would a fall in a country’s consumer price index

indicate?

A A decrease in the standard of living

B A decline in international competitiveness
C An increase in the cost of living

D An increase in the value of money

11. A country’s consumers spends 10% of their total

expenditure on food, 20% on clothing, 30% on housing
and 40% on other products. During the year, the price of
food rises by 10%, the price of clothing falls by 10%, the
price of housing rises by 5% and the price of other products
increases by 12%. What is the country’s inflation rate?

A 4.25%

B 53%

C 9.25%

D 25.0%

12. The table below shows year on year percentage change
in a country’s retail price index.

2010 June 10.1
December 9.6
2011 June 8.2
Decemﬁer 12.6
2012 June 6.4
December 2.2
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13.

14.

15.

16.

17.

18.

What can be concluded from this information?
A The cost of living fell in 2012
B The cost of living was lower in June 2012 than in
June 2011
C The price level was at its lowest in June 2010
D The price level was at its highest in
December 2011

Why are changes made regularly to the weights used in a
consumer price index?

A Rates of taxation alter

B Spending patterns change

C The quality of products increases

D There are seasonal fluctuations in prices

What is meant by real wages?

A Money wages adjusted for inflation

B Money wages net of tax

C Wages earned by workers in the secondary
sector

D Wages in the country relative to wages in another

country

A country’s inflation rate is 9% and the real rate of
interest is 3%. What is the nominal (money) rate of
interest?

A 3%

B 6% 20.

C 12%
D 27%

Which of the following changes would shift the long

run aggregate supply curve to the right?

A An increase in the price level

B An increase in wage rates

C Anincrease in expenditure on education and
training

D An increase in consumer expenditure

An increase in aggregate demand occurs on the

perfectly elastic part of the long run aggregate supply

curve. What will be the outcome?

A A decrease in consumption

B A decrease in costs of production

C An increase in the price level

D An increase in real GDP

What could have caused the shift in the aggregate
demand curve shown in Figure 9.102

A A decrease in income tax

B A decrease in the money supply

C An increase in imports

D Anincrease in the rate of interest

19.

AD,
AD

Price level

~AD,
AD

0

Figure 9.10

Real GDP

What effect would net immigration of people of working
age have on an economy’s aggregate demand and

aggregate supply?
Aggregate demand

A Decrease

B Decrease

C Increase

D Increase

Aggregate supply
Decrease
Increase

Increase
Decrease

Figure 9.11 shows an economy is initially operating at
point X. What impact would an increase in net exports
have on the country’s output and its price level?

Price level National output
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease
LRAS
AD
)
3
o
2P
o
AD
0 Y Real GDP
Figure 9.11
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1. Measuring inflation (c) (i) Can it be concluded from Table 1 that people in
Australia spend more on alcoholic beverages and

Many countries use consumer price indices to
tobacco than people in the UK? Explain your

measure inflation. These are weighted price indices which

reflect both changes in prices and changes in household BLSWEL (2]
spending patterns. There are a number of reasons why (ii) What effect would there be on New Zealand’s and
household spending patterns alter over time. These the UK’s inflation rates if there was a 10% rise in
include changes in tastes and relative prices, As these the price of housing and household utilities in each
factors vary from country to country, weights also vary. country. [2]
Table 1 compares some of the weights in the consumer (d) Explain how consumer price indices may influence
price indices of Australia, New Zealand and the UK. monetary policy. (4]
Table 1 Selected weight in the consumer price indicesof () Discuss whether consumer price indices provide an
Australia, New Zealand and the UK 2011 accurate measure of inflation. [6]

2. Inflation in Paraguay

e : S Paraguay is a small South American country with few
of the advantages that bigger, better known economies
such as Venezuela and Brazil enjoy.

Food and non- 16.8 18.8 11.8

alcoholic beverages In January 2008, Paraguay updated its Consumer
Alcoholic beverages 71 65 42 Price Index (CPI) with new weights based on the late'st
household budget survey. Table 2 shows the changes in
and tobacco )
the weights.
Clothing and footwear 4.0 41 6.2
Housing and 223 24.0 13.0
household utilities
Furnishings, 9.1 4.2 6.0
household equipment
and services Food 35:1 32.1
Health 5.3 5.5 24 Clothing 8.6 49
Transport 11.6 15.0 15.9 Alcohol and tobacco 2.1 1.2
Communication 3.0 3.5 2.6 Furniture 8.0 7.7
Education 32 22 1.8 Transport 7.4 14.8
Miscellaneous 17.6 16.2 36.1 Communication 0.7 34
The selection of products is revised regularly to ensure Houosing 10.4 82
that they are representative of the pattern of expenditure Health 4.8 4.1
by households. Each time they are revised, some new Entertainment [ 6.1
items are added to the ‘basket’ of consumer products ;
Education 2.7 4.0
and some are removed. In 2011, tablet computers and
e-books, for instance, were added to New Zealand’s CPI Restaurants and hotels 48 5.5
basket whilst among the products which were removed Miscellaneous goods and 10.3 7.3
were dictionaries and envelopes. services
It is interesting to note that some economists claim
that consumer price indices do not always provide Performance of Paraguay and Venezuela in controlling
an accurate measure of inflation and so may result in inflation as shown in Figure 9.12.
inappropriate monetary policy measures. (a) (i) Why are weights used in constructinga CPI?  [2]
(2) What is meant by changes in relative prices? [2] (ii) Explain possible reasons why the weights for
(b) Apart from changes in tastes and relative prices, explain Elct‘::"l all'lgdgt:bazcg (;tol;d transport changed &
two reas hy household di tt alt SIS, 1935008 :
S Ealaa i e (b) (i) What is meant by inflation? [2]

over time. [4]
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Inflation rate %
3

Figure 9.12 Inflation in Paraguay and Venezuela
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Venezuela —— Paraguay ]

high skilled, relatively cheap software experts. There is
a rapid growth in business processing with the number
of call centres still increasing and more and more
pharmaceutical research and the making of spare parts
for car manufacturers being located in the country.

Table 3 compares total factor productivity growth in
a number of countries. Total factor productivity growth
is the percentage increase in output not accounted for by
changes in the volume of capital and labour.

The annual grow th in total factor pI’OdllLtl\ ity ina group.
of selected countries:1990-2010

1950-2005
(& try LA al d
(ii) Using Figure 9.13 compare Paraguay’s inflation Sl nn::m[:rt; 5
between 150 and 2005 with that of Venezuela. ' s e
2] _Ch.il'la -
(iii) To what extent did Paraguay achieve a low and India 2.8
stable rate of inflation between 1950 and 2005?[ ] Indonesia 1.7
4 E
(c) Discuss whether all countries should set annual Japan 12
inflation targets of around 3%. [6] UK 1.1
Cambridge 9708 Paper 22 Q1 May/June 2010~ USA 1.0
India’s strengths and weaknesses Brazil 0.4
One of the strengths of the Indian economy is its Russia 0.2
oung population. The average age of the population is
e 8e 2 poP (a) (i) Define aggregate demand. [2]

only 25 and 60% of the population is aged below 30. As
young Indians have become richer and more educated,
they are buying more items including cars, electrical
goods and housing. They are also contributing to an
increasing labour force.

India is, however, suffering from poor infrastructure.
Its roads, railways and telephone system are of poorer
quality than its economic rival, China. In an attempt
to rectify this, the Indian government is increasing its
spending on infrastructure.

Despite the poor infrastructure, a number of Indian
industries are becoming world leaders. The country has
become one of the biggest outsourcing centres in the
world, with IT firms benefitting from a good supply of

(ii) Using the information provided, explain two
reasons why aggregate demand has increased
in India in recent years. [4]
(iii) Using the information provided, explain two
reasons why aggregate supply has increased in
recent years. [4]
(i) Compare India’s growth in total factor
productivity with that of the other countries in
Table 3. [3]
(ii) If the capital stock and labour force both
increase by 3% and output rises by 5%, what is
the total factor productivity growth? [1]
Discuss whether an increase in a country’s labour
force always benefits an economy. (6]

(b)

(<)

Essay Questions .

1.

2.

(a) Explain what determines the size of a country’s
labour force. [8]

(b) Discuss whether a widespread shortage of labour 3.
might be a major cause of inflation. [12]
Cambridge 9708 Paper 2 Q3 May/June 2008

(a) Explain what factors determine consumer

expenditure. (8]

Discuss how an increase in consumer expenditure
may affect output and the price level [12]
Explain, with examples, why labour productivity
might vary between countries.

(b)

(8]
(b) Unemployment can be measured by the claimant
count or the labour force survey. Discuss the
relative reliability of these two measures. [12]

Cambridge 9708 Paper 2 Q4 Oct/Nov 2007

outube.com

megalecture

MEGA L_E_C_____TURE

meg



www.youtube.com/megalecture

Online Classes : Megalecture

www.youtube.com/megalecture
www.megalecture.com

Macroeconomic
Problems

mail.com

After you have studied this chapter, you should be able to:

@
g

999

define inflation

distinguish between creeping and
hyperinflation

assess the causes of inflation

discuss the consequences of inflation
distinguish between balance of payments
equilibrium and disequilibrium

assess the causes of balance of payments
disequilibrium on the domestic and external
economy

define the meaning of exchange rates
describe how nominal, real, trade-weighted
exchange rates are measured

explain how floating, fixed and managed
exchange rates are determined

assess the causes of fluctuations in exchange
rates

discuss the effects of changing exchange
rates on the economy.

B Inflation

Inflation is a sustained rise in the general price level.

Degrees of inflation

/

NN NN

A creeping inflation rate is a low and steady
rate of inflation.

Hyperinflation is often taken to mean an
inflation rate above 50%.

Accelerating inflation means that the general
price level is increasing at a more rapid rate.
Unanticipated inflation arises when the
inflation rate is not what people expected.
A fall in the inflation rate means that the
price level has risen more slowly than in the
previous year.

Causes of inflation

/

Cost-push inflation is caused by increases
in the costs of production. For instance,
increases in the cost of oil or increases in
wages, not matched by increases in the
productivity, may raise costs which firms
pass on to consumers in the form of higher

v

prices. The initial rise in prices can then set
off a sustained increase in prices.
Demand-pull inflation occurs when aggregate
demand grows at a more rapid rate than
aggregate supply. It may, for instance, be the
result of a consumer boom.

Inflation may arise if the money supply grows
faster than increases in the country’s output.

Consequences of inflation

V,

Itube.com

megalect

The effects of inflation are influenced by its
rate, whether the rate is stable or fluctuating,
whether the inflation was correctly
anticipated or not, its cause and how the rate
compares with other countries.

The costs of inflation include a random
redistribution of income, menu costs, shoe
leather costs, inflationary noise, fiscal drag,
a loss of international competitiveness,
administrative costs and discouragement of
investment.

The possible benefits of a low and stable
inflation rate caused by demand-pull factors
are a stimulus to output, a reduction in
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88 Macroeconomic Problems

debt in real terms and an ability of firms v

to continue in production and maintain
employment in difficult times by cutting real
wages.

A lack of international competitiveness may
arise due to an overvalued exchange rate, a
relatively high inflation rate, relatively low
productivity and a lack of innovation.

v Arise in interest rates abroad and
m Balance of payments problems expectation that foreign share prices and
) S— foreign government bond prices will increase
Meaning of balance of payments equilibrium may result in a net outflow of portfolio
and disequilibrium investment.

v The balance of payments, in theory, should v A fall in corporate taxes abroad, a rise in
always balance as credit items (money economic prospects in foreign countries are
coming into the country) by debit items among the reasons why there may be a net
(money going out of the country). In outflow of direct investment.
practice, because of the large number of v Debit items in the financial account will result
transactions involved and the delay in in an inflow of income in the form of profit,
reporting them, a balancing item known as interest and dividends into the current
net errors and omissions is added to ensure account in the longer term.
that the balance of payments balances.

v/ Alarge debit item on net errors and Consequences of balance of payments
omissions would indicate that more money disequilibrium on domestic and external
has left the country than has currently been economy
accounted for.

v/ Balance of payments equilibrium and v. A current account surplus makes a positive
balance of payments disequilibrium " contribution to a country’s aggregate
usually refer to equilibrium or demand but involves an opportunity cost
disequilibrium on the accounts within the in the form of forgone consumption of
overall balance. imports and may put upward pressure on

v The current account will be in deficit if the price level by adding to the money
earnings from the exports of goods and supply whilst involving a net outflow of
services, receipts of income and current products.
transfers are less than expenditure on imports v A current account deficit makes a negative
of goods and services and income and contribution to a country’s aggregate
current transfers sent abroad. demand. It means a country is ‘living beyond

v If net transfers in the financial account are its means’ — consuming more products than
in surplus, it means that direct, portfolio it is producing.
and other investment into the country v How significant a current account
(transactions in liabilities) is greater than disequilibrium is depends on its size,
direct, portfolio and other investment going duration and cause.
out of the country (transactions in assets). v A current account surplus will, ceteris

) oy paribus, put upward pressure on the price of
Causes of balance of payments disequilibrium a country’s currency while a current account

v/ A trade in goods deficit may be structural deficit will put downward pressure on the
and/or cyclical. A structural deficit arises due price of the currency.
to a lack of international competitiveness. A v A current account deficit can be financed by

cyclical deficit occurs as a result of incomes
abroad falling and/or incomes at home
rising.

outube.com

a net inflow direct or portfolio investment,
borrowing or drawing on the country’s
reserves of foreign currency.
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i Fluctuations in foreign

exchange rates

Definitions and measurement of exchange

rates
v

The nominal exchange rate is the market
price of one currency in terms of another or
group of currencies.

The real exchange rate is a currency’s value
in terms of its real purchasing power. It is the
nominal exchange rate adjusted by prices at
home and abroad. It is, in effect, a measure
of international price competitiveness. A rise
in the real exchange rate means a country’s
products have become more expensive
relative to foreign products either because
the nominal exchange rate has risen and/or
because its inflation rate is higher than its
trading partners.

If a comparison is made of different
countries’ GDP figures at the current
exchange rate, it may give a misleading
indicator of the purchasing power of the
currency at home. To overcome this problem,
GDP can be converted into a common
currency at a purchasing power parity rate.
This is a rate at which two currencies would
be able to purchase the same quantity of
products in the two economies.

The trade weighted exchange rate is also
known as the effective exchange rate. It is

a weighted average exchange rate which
reflects the relative importance of different
currencies in terms of their shares in the
country’s international trade.

Determination of exchange rates — floating,
fixed, managed float

v/

A floating exchange rate is one determined
by the market forces of demand and supply.
A rise in the price of a currency brought
about by a rise in demand for the currency
and/or a fall in the supply is known as
appreciation. A fall in the price of a currency
caused by a fall in demand for the currency
and/or a rise in its supply is referred to as
depreciation.

Macroeconomic Problems 89

A fixed exchange rate is one that is set as a
particular level and maintained at that level
by a government or central bank acting on
behalf of the government.

A change from a fixed rate to a higher fixed
rate is called a revaluation. In contrast, a
devaluation is a reduction in a fixed rate.

A managed float is an exchange rate system
where the price of the currency is largely
determined by market forces but one in
which the government will intervene to
avoid large fluctuation in price.

A central bank, acting on behalf of the
government, may maintain a fixed exchange
rate, or seek to influence a managed float
directly by buying and selling the currency or
indirectly by raising or lowering the interest rate.
To offset downward pressure a fixed exchange
rate or a managed float, a central bank may
buy the currency, using reserves of foreign
currency, or raise the interest rate.

Factors underlying fluctuations
in exchange rates

om

v/

megalect

A country’s currency is demanded by traders
wishing to buy the country’s exports, tourists
wishing to visit the country, financial investors
wishing to place money in the country’s banks
and to buy shares in the country’s firms and
the government’s bonds, foreign firms wishing
to set up in the country or purchase domestic
firms and speculators who anticipate a rise in
the value of the currency.

A country’s currency is supplied by those
wishing to purchase foreign currency

in order to buy imports, go on foreign
holidays, place money in foreign banks,
purchase foreign shares and government
bonds, to set up firms or buy firms in
foreign countries and to speculate that the
price of the currency will fall relative to
foreign currencies.

The major causes of fluctuations in

exchange rates are changes in international
competitiveness, changes in income at

home and abroad, changes in the economic
performance of the economy, changes in
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the rate of interest at home and abroad and
speculation.

A floating exchange rate will appreciate if
net exports increase, hot money flows are
attracted into the country by a rise in the
rate of interest, foreign direct investment

depreciation and then reducing. This is
because, at first, demand for exports and
imports is inelastic as there is no time for
buyers to notice and respond to the change in
prices. As buyers adjust to the price changes,
demand may become elastic.

increases or there is speculation that the v The reverse J-curve shows an appreciation/,
price of the currency will rise in the future. revaluation, at first increasing a trade surplus
. _ as demand is inelastic and then reducing a
Effects of changing exchange rates trade surplus as demand becomes more
on the economy elastic over time.

v/ A fall in the price of a currency will reduce v/ If demand for exports is inelastic, producers
export prices, in terms of foreign currency, may seek to benefit from a fall in the price
and will raise import prices, in terms of the of the currency by maintaining their price
domestic currency. in terms of foreign currency. This will raise

v/ Arise in the price of a currency will raise revenue when converted back into the
export prices, in terms of foreign currency, domestic currency.
and will reduce import prices, in terms of the v/ A fall in the price of a currency which
domestic currency. results in an increase in net exports

v The Marshall-Lerner condition states that will raise aggregate demand and, if
the value of the price elasticity of demand for there is spare capacity in the economy,
exports plus the price elasticity of demand will increase the country’s output and
for imports must be greater than one for a . employment.
devaluation/depreciation to result in an v/~ Arise in the price of a currency will tend to
improvement in the trade balance. reduce inflationary pressure as it will lower

v/ 'The J-curve shows a trade deficit initially import prices and may reduce aggregate
increasing following a devaluation/ demand.
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__Short Questios

1. Define deflation. 24. Why might a country experience a rise in inflation rate
) e ; s
2. Wit aie the two maia canses of dcBation? but a fall in its merchandise trade deficit?
3. What type of inflation may an excessive growth of the 25. What effect may an increase in a trade deficit have on
2 - unemployment?
money supply cause?
4. What assumptions have to be made to turn the Fisher 26. Why mlgh.t anmcrejase‘ in a trade deficit be ]
equation into the Quantity Theory of Money? accompanied by a rise in a current account surplus?
5. What is meant by wage drift? 27. Explain wl'.lat type of exchange rate system provides the
/ S . most certainty for traders.
6. In what circumstance would a rise in wages not result in W b i —_—
cost-push inflation? 28. { at type of exchange rate system‘ls elem.nne Y a
3 ) ) mixture of market forces and state intervention?
7. Explain why a fall in the price of a currency may result ¢ is th ¢
in cost-push inflation. 29. Wh,a.}t1 ty!Je (o) exchal;f rda:e ?system is the concept o
urchasin WET ed tof
8. Why might a fall in the price of a currency cause pWh o & p‘:H - e el
demand-pull inflation? 30. at effect : a revaluation have on the price o
9. Whati £l _ exports and imports?
. at is meant by a consumer boom?
lain wh Y - b 31. What effect will hyperinflation have on the internal and
10. Explain what type of inflation a consumer boom may external value of a currency?
cause.
32. Why may the government of a country operating a
i ?
11. What is meant by a fiscal boost! fixed exchange rate be under more pressure to reduce
12. In what circumstances may a fiscal boost result in inflation than a government operating a floating
inflation? exchange rate?
13. Explain why the government may gain from inflation. 33. Explain two factors that influence the price elasticity of
14. What must happen as a result of inflation? demand (PED) of the products produced by a country’s
?
15. What is the difference between anticipated and firms?
unanticipated inflation? 34. Ifthe PED of exports is -0.5 and the PED of imports is
16. When are menu costs significant? -0.2, what effect ".\:I.]] a depreu:_atlon in the exchange rate
) : have on a country’s trade deficit?
17. What is meant by agflation? ; i R
Whiich finflation i likelv to b o] 35. In what circumstances will a country’s trade balance
15 'tl‘i A gﬂpeu? 5 el e Tnet iy 1o e msacte experience a reverse J-curve effect?
with stagflation?
) ) 36. What is meant by a run on a currency?
19. What is meant by a trade deficit? i
Wh hie Tinks be i 2 37. Identify two reasons why someone may sell US dollars
20. at 'fu'e e links between the current account and the to buy the UAE’ dirham.
financial account? ; _
- : . 38. What is meant by the foreign exchange market?
21. Identify two reasons why a country’s reserves of foreign . ) . ,
currency may decline 39. What effect will an increase in a country’s current
; S account deficit have on its aggregate demand?
22. What are Special Drawing Rights? ) ,
Wh . R — 40. Identify two causes, other than government policy, of a
23. Why may a rise in a cmfntr)rs re ‘ P result in an Sill'tii s caivent sccoint dehat
increase in a merchandise trade deficit?
1. Explain the difference between: 2. Decide whether the following statements about the balance

(a) hyperinflation and creeping inflation

(b) core inflation and the headline rate of inflation
(¢) inflation illusion and an inflationary gap

(d) stable inflation and accelerating inflation.

om

of payments are correct or incorrect and explain why.

(a) The current account always balances

(b) Transactions in assets appear as a credit item in the
balance of payments
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(c) Debit items are balanced by credit items

(d) A government will always seek to avoid a current
account disequilibrium

(e) The merchandise balance is the difference between
the volume of exports of goods and the volume of
imports of goods

(f) Devaluation need not reduce a trade deficit.

A country’s exchange rate against the US dollar is
initially, 10 pesos = $1. The country’s firms sell 20 million
products at an average price of 20 pesos. The country
imports 25 million products at an average price of $2.

Macroeconomic Problems 95

The value of the pesos then falls to 15 pesos = US$1.
The country’s exports rise to 30 million selling at
20 pesos and its imports fall to 15 million bought at an
average price of $2.
(a) Calculate the initial trade balance .
(b) Calculate the trade balance after the depreciation of
the pesos
(c) What does the change in the trade balance indicate
about the combined price elasticities of demand for
the country’s exports and imports?

The table shows the amount consumers of a country
spend on five items and the percentage change in the
price of the products in the same year.

Food 20 15

Electricity 5 10
Transport 10 20
Entertainment 5 -10
Clothing 10 30

What was the overall rise in the weighted cost of
living index?
AO0% B15% C16% D 17%
Which one is a possible cause of cost-push inflation?
A Anincrease in bank lending
B An increase in government spending
C A reduction in the price of the currency
D A reduction in income tax

What is meant by fiscal drag?

A Inflation imposing costs on firms as a result of then
having to use workers’ time in changing prices in
catalogues

B Inflation increasing nominal incomes and pushing
people into higher tax brackets

C Inflation putting upward pressure on government
spending so as to retain its value

D Inflation resulting in a redistribution of income from
the government to taxpayers

According to the Quantity Theory of Money, what will
be the result of a decrease in the stock of money?

A A decrease in the price level

B A decrease in the velocity of circulation

C Anincrease in bank lending

D An increase in real GDP

Itube.com

Between January 2009 and January 2010, the rate of

inflation in Pakistan fell from 25% to 10.5%. What can

be concluded from this information?

A 'The internal purchasing power of the Pakistani rupee
increased

B The cost of living in Pakistan increased

C Pakistan’s consumer price index fell

D Costs of prodiiction declined in Pakistan

Which of the following is an advantage of inflation for

country’s firms?

A A reduction in international competitiveness if the
country’s inflation rate is higher than rival countries’
inflation rate

B A reduction in the real cost of employing labour if
wages rise by less than inflation

C An increase in uncertainty if the inflation rate is
higher than the expected inflation rate

D An increase in the tax burden on firms if the
corporation tax rate is not adjusted in line with
inflation

. What is stagflation?

A A fall in the price level

B A combination of inflation, unemployment and low
economic growth

C A consistent rate of inflation

D An increase in the price level excluding food and
energy prices

. Which change will affect the trade in services balance of

the Maldives?

A The payment of interest on a loan by a firm in the
Maldives to an Indian bank

B The purchase of fish caught by fishermen in the
Maldives by a Sri Lankan firm

C The sale of insurance by a bank based in Hong Kong
to a hotel chain in the Maldives

D The setting up of a factory in the Maldives by an
Australian firm
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96 Macroeconomic Problems

10.

11.

12.

13.

for a country.

Exports of goods and services

150
Imports of goods and service 130
Net income -20
Net current transfers 30
Net direct investment -10
Net portfolio investment -20
Net other investment -20
Drawing on reserves 10

Which combination describes the country’s balance
of payments position?

Current account  Financial account

balance balance
A Deficit Deficit
B Deficit Surplus
C Surplus Surplus
D Surplus Deficit

Which change is likely to increase a country’s current
account deficit on the balance of payments?

A A decrease in consumer spending

B A decrease in the rate of inflation

C An increase in the exchange rate

D An increase in labour productivity

Which group would benefit from a depreciation of the

Pakistani rupee against the Chinese yuan?

A Chinese car producers who sell to Pakistani firms

B Chinese speculators who have holdings of Pakistani
rupee

C Pakistani airlines which carry Chinese passengers

D Pakistani students studying in China

A government operates a managed floating exchange

rate system. Which policy might it adopt to raise the

value of its exchange rate?

A Instruct its central bank to raise the rate of interest

B Order its central bank to sell its currency on the
foreign exchange market

C Raise corporation tax

D Remove subsidies to exporters

The trade weighted exchange rate for the New Zealand

dollar is the rate of exchange between the New Zealand

dollar and:

A
with

B The currencies of countries operating floating
exchange rates

outube.com

9, The table below shows the balance of payments account

The currencies of countries it has trading agreements

14.

15.

16.

17.

18.

C The currencies of its main trading partners

D The currencies of its neighbouring countries

What advantage does a fixed exchange rate have over a

floating exchange rate?

A A greater certainty about the price exporters will
receive and importers will pay

B A greater chance that the exchange rate will be at the

equilibrium level

An ability to use the rate of interest to influence

domestic demand

An absence of a need to keep reserves of foreign

currency

What could cause an increase in the supply of Argentine

pesos on the foreign exchange market?

A An increase in the value of Argentine imports

B An increase in foreign direct investment in Argentina

C A decrease in portfolio investment in Argentina

D A decrease in the value of Argentine exports

What is the most likely cause of a depreciation in the

value of Bangladesh’s currency, the taka?

A A decrease in foreign direct investment in Bangladesh

B A decrease in Bangladesh’s inflation rate

C An increase in Bangladesh's interest rate

D An increase in the number of tourists visiting
Bangladesh

Which circumstance would increase the likelihood of

a fall in the price of a country’s currency improving its

trade balance?

A Demand for its exports is income elastic and
incomes in its trading partners are falling

B Demand for its imports is income elastic and

incomes at home are rising

The combined price elasticities of demand for its

exports and imports is less than one

The price elasticity of supply of its exports is greater

than one

Figure 10.1 shows the foreign exchange market for the

Egyptian pound.
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The initial position is X. Egyptians then take more
holidays abroad and Egyptian firms sell fewer exports.
What is the new equilibrium position?

Macroeconomic Problems 97

C A recession in the country’s trading partners
D A rise in the quality of foreign products

20. What determines the value of a freely floating exchange
A ABBCCDD rate?

19. A country’s inflation rate rises and its current account A Central bank manipulation of the rate of interest
deficit declines. What could explain this combination of B Central bank purchase and sale of the currency
events? C Government manipulation of tax rates
A A consumer boom in the country D Market forces of demand for and supply of the
B A devaluation of the currency currency

1. The appreciation of the Zambian Kwacha (d) How would the appreciation of the Kwacha affect

Zambia’s currency, the Kwacha, experienced a Z;.unbia’s terms of trade? o ) (3]
significant appreciation in the year up to March 2006. (e) Discuss whether an appreciation of its exchange
This is shown in Figure 10.2. Factors that influenced rate always benefits a country. [6]
the exchange rate at this time were an improvement Cambridge 9708 Paper 2 Q1 May/June 2008
in Zambia's export performance, a reduction in the 2. Chinese yuan and UK pound sterling undervalued

@
%2
2

[
@
=8

]
£

=

foreign debt owed by Zambia, an increase in foreign
aid received by Zambia and an inflow of foreign
investment. The exchange rate is vitally important for
Zambia because of its exports of copper, tobacco, maize
and cotton are priced in US$ but its costs are paid in
Zambian Kwacha.
(a) Identify from Figure 10.2 the greatest monthly
appreciation of the Kwacha.
(i) In which month did this take place? [1]
(i) By how much did it appreciate? [1]
(b) Explain what Figure 10.2 suggests about the type of
exchange rate system used by Zambia. [3]
(c) Explain how the change in the value of the Kwacha
between September 2005 and January 2006 might
have been influenced by:
(i) the improved export performance and

(ii) the reduction in foreign debt. [6]
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Figure 10.2 Zambian exchange rate (Kwacha per

US $), April 2005 to March 2006
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At the start of 2010, many economists argued that
both the Chinese yuan and the UK pound sterling were
undervalued. The Chinese government was intervening
in the foreign exchange market to prevent the yuan
from rising in value against the US dollar.

The pound sterling had fallen against the US
dollar and the euro by approximately 30% since 2007
(see Table 1). The depreciation, however, did not
significantly contribute to inflation. This was, in large
part, because of the increase in spare capacity in the

economy.

2007 0.50 -93.0 -3.2
2008 0.51 -102.4 -4.1
2009 0.61 -44.6 -1.6
2010 0.67 -28.2 -1.1

O

(a) (i) Identify two ways the Chinese government
could intervene in the foreign exchange market
to prevent the yuan rising in value against the
US dollar. [2]
(ii) Explain what is meant by a currency being
‘undervalued’ [4]

(b) (i) Does Table 1 support the statement that the
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98 Macroeconomic Problems

value of the pound fell against the US dollar by
30%? [2]
(ii) Explain the relationship between the exchange
rate and the current account balance shown in
Table 1. [4]
(c) Discuss whether a depreciation in the exchange rate
will increase the rate of inflation. (8]
US current account and US$ exchange rate
Figure 10.3 shows the US current account balance as a
% of GDP from 1980 to 2002, a period in which US GDP
rose continuously. Figure 10.4 shows the US$ exchange
rate against the euro for the same period.
The figures before 1999 are an imaginary exchange

rate based on the values of the main European
currencies, as the euro was officially introduced only
after 1999.

There is a two-way link between a country’s trade
performance and its exchange rate. A change in the
trade performance can affect the exchange rate while
a change in the exchange rate can affect the trade
performance.
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Figure 10.3 US current account balance as % of GDP
1980 to 2002
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Figure 10.4 US$ exchange rate against the euro 1980
to 2002

(a) (i) Summarise the performance of the US current
account balance between 1980 and 2002.  [2]

(ii) Explain how the US might have been able to
finance the current account position that it
faced between 1992 and 2002.

(b) Suppose a country has a surplus on its current
account. Explain how this might affect its
exchange rate.

(c) (i) Outline how a depreciation of a country’s
exchange rate is likely to affect its current
account balance.

(ii) Use Figure 10.3 and Figure 10.4 to analyse
whether this expected effect of exchange rate
depreciation occurred in the case of the US

: between 1980 and 2002. [3]

(d) Discuss whether a government should try to fix its
country’s exchange rate. [6]

Cambridge 9708 Paper 2 Q1 Oct/Nov 2007

(3]

3]

(3]

1.

(a) Explain the difference between cost-push inflation
and demand-pull inflation. [8]

(b) Discuss whether a country experiencing
inflation will always have a balance of payments
problem. [12]

Cambridge 9708 Paper 2 Q4 Oct/Nov 2006

(a) Explain the causes of a fall in a country’s exchange
rate. [8]

2.

(b) Discuss whether a fall in a country’s exchange rate
will improve its macroeconomic performance. [12]

(a) Explain why a government may seek to avoid a
current account deficit.

(b) Discuss whether a floating exchange rate will
mean that a government can neglect its balance of
payments position and concentrate its policies on
domestic problems. (12]

3.
(8]
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Policies

A‘ter you have studied this chapter, you should be able to:

@ analyse policies designed to correct balance
of payments disequilibrium and policies
designed to influence the exchange rate

& discuss possible conflicts between policy
objectives on inflation, balance of payments
and the exchange rate.

‘?""’"ﬁ'f

%l Policies to correct balance of
payments disequilibrium and
influence the exchange rate

Policies designed to correct a current account deficit
may be expenditure dampening or expenditure
switching.

Expenditure dampening policies, which can
also be called expenditure reducing policies, are
designed to reduce a current account deficit by
reducing consumers’ expenditure. The policies do
not discriminate between imports and domestically
produced products. Lower consumer expenditure
would result in spending on imports to fall and the
reduction in spending on domestically produced
products may encourage domestic firms to make
greater efforts to export their products.

Expenditure dampening policies include raising
income tax, cutting government spendmg and
increasing the rate of interest.

Expenditure switching policies are designed to
reduce a current account deficit by encouraging
domestic consumers to switch their spending from
imports to domestically produced products and
foreign consumers to switch their spending from
foreign made products to the country’s exports. For
example, expenditure switching policies introduced
by Bangladesh would be intended for people, both
domestic consumers and foreigners, to buy more

tube.ct

Bangladeshi produced products and fewer products
made by other countries.

Expenditure switching policies include trade
restrictions, government subsidies, devaluation and
trade fairs.

To reduce a current account surplus a government
could reduce income tax, lower the rate of interest
and increase government spending. It could also
raise the value of the currency and remove import
restrictions.

A government, through its central bank, can
influence the exchange rate by buying and selling
the currency and by changing the rate of
interest.

To increase the value of the currency, the central
bank can buy the currency using its reserves of
foreign currency. It can also increase the rate of
interest. A higher interest rate would be expected
to attract inflows of hot money as foreigners would
want to place money into the country’s financial
institutions.

A government may want to encourage a fall in
the value of the currency in order to increase export
revenue and reduce import expenditure so as to
improve its current account position. Such a policy
approach, however, may involve a trade off. A lower
exchange rate may increase the inflation rate by
increasing aggregate demand and raising the price of
imported products.
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100 Macroeconomic Policies

A rise in the inflation rate may increase a current
account deficit which, in turn, may lower the
exchange rate.

Expenditure dampening policies may improve the
current account position but may have an adverse

effect on employment and economic growth as
they will reduce consumer expenditure. This may
be offset in the longer term by an increase in net
exports.

Mind maps
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Mind map 11.1 Expenditure dampening policies
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Mind map 11.2 Expenditure switching policies
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Mind map 11.3 Policies designed to influence the exchange rate
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economic unemployment same volume of imports
\ growth
B e e /
Mind map 11.4 Policy conflicts
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102 Macroeconomic Policies

. Short Questions -

Sale of the currency by the central bank

Y

Depreciation of the currency

An increase in government
spending on education

A rise in income tax

A cut in the rate of interest

1. Are exchange controls an expenditure dampening or an 11. Pakistan experiences a higher rise in its price level than
expenditure switching policy measure? its main trading rivals. If Pakistan’s nominal exchange

2. Explain how government subsidies can act as an rate remains unchanged, what will happen to its real
expenditure switching policy. exchange rate?

3. Explain two factors that could restrict a central banks 12. In the short term, would expenditure dampening or
ability to influence its country’s exchange rate. expenditure switching policies be more likely to increase

i ; aggregate demand?
4. Why might a current account deficit be self correcting? g‘gi & y o
5. Why might expenditure dampening policies o o 13. Explain why a firm might welcome a rise in its country's
i : S s exchange rate.
politically popular than expenditure switching policies?
i : - 14. A government decides to use deflationary fiscal

6. Explain how removing trade restrictions could reduce a : : ,

) policy rather than devaluation to reduce the country’s
_ ) urp i ) o current account deficit. What does this suggest about

7. Why might the imposition of import restrictions its objectives for the internal and external value of the
increase the inflation rate? currency?

8. Expla.in two factors thalt would _be lf'kely to iycrease the 15. Explain why measures adopted by a central bank to
effectiveness of expenditure switching policies. reduce a current deficit may cause demand-pull inflation.

9. Why might moving from a current account deficitto a 16. Identify one expenditure dampening measure and
current account surplus create inflationary pressure? one expenditure switching measure which are not

10. Explain why the effect of a rise in the rate of interest on available to a country which is a member of an
import expenditure is uncertain. economic union.
1. Complete the following flow chart: 2. Match the following policy measures with the following

pairs of government objectives they could solve.

Reduce a current account
surplus

Reduce cost-push inflation
Reduce demand-pull
inflation

Reduce income inequality
Increase economic growth
Increase net exports

l The removal of tariffs Reduce cost-push inflation
- Reduce unemployment
Rise in net exports
3. Explain whether the following changes would be likely to

L

result in an appreciation or a depreciation in the value of

Reduction | J the Australian dollar:
in current (a) arise in the US rate of interest
account deficit / \ (b) arisc in incomes in the European Union
Increase in Fall in (c) afall in the quality of Australian products
demand-pull  unemployment (d) the introduction of successful expenditure reducing
inflation policies in the USA

Figure 11.1
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(e) the hosting of a global sporting event in Australia
(f) an increase in multinational companies setting up
branches in Australia.
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Classify the following into internal and external
macroeconomic policy objectives.

(a) Balance of payments equilibrium

(b) Full employment

(c) Price stability

(d) Stable exchange rate

(e) Steady and sustainable economic growth.

Decide whether the following are likely to decrease or
increase the ability of a government to reduce a current

Macroeconomic Policies

account deficit by using expenditure switching methods.
(a) An increase in global incomes

(b) An increase in trade restrictions abroad

(c) A high domestic income elasticity of demand for
imports

The adoption of expenditure dampening policies by
foreign governments

The existence of spare capacity in the economy.

(d)
(e)

. What effect is an increase in interest rates likely to have?
A A decrease in unemployment

B A decrease in savings

C An increase in the exchange rate

D Anincrease in investment

. Which policy measure is most likely to be effective in

reducing a balance of trade deficit?

A Devaluation of the currency

B Anincrease in government spending on state
benefits

C A reduction in the rate of interest

D A reduction in income tax

. A country’s current account position moves from a
surplus to a deficit. What will be the result?

A A decrease in the money supply

B A decrease in unemployment

C Anincrease in the exchange rate

D An increase in real GDP

. A government decides to introduce an expenditure
switching measure to reduce a balance of trade deficit.
Which of the following is an expenditure switching
measure?

A A decrease in state benefits

B A government subsidy to domestic producers

C Anincrease in income tax

D An increase in the rate of interest

. What change must be caused by a devaluation?
A A fall in employment

B A fall in the budget surplus

C Afallin the rate of interest

D A fall in the terms of trade

. Which policy measure may reduce a current account
deficit without causing inflation?
A A devaluation of the currency

10,

B A reduction in government spending
C An increase in import tariffs
D An increase in indirect taxes

A government uses an expenditure dampening measure
to correct a balance of payments current account deficit.
In the short term, what effect would such a measure
have on consumer expenditure and net exports?

Consumer expenditure Net exports
A Decrease Decrease
B Decrease Increase
C Increase Increase
D. Increase Decrease

Which combination of economic problems would
benefit from an upward revaluation of the currency?
A A current account deficit and inflation

B A current account deficit and unemployment

C A current account surplus and inflation

D A current account surplus and unemployment

A government wants to reduce both the country’s
inflation rate and its current account deficit. What could
be an appropriate government measure to achieve these
objectives?

A Devalue the currency

B Decrease tariffs on imports

C Increase the exchange rate

D Increase income tax

Which changes in government spending and the rate of
interest is most likely to prevent any inflationary effects
resulting from a current account surplus?

Government spending Rate of interest
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease
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104 Macroeconomic Policies

 Data Response Questions

Economic developments in Mexico and Argentina

There are both similarities and differences in the ways
that Mexico and Argentina have tried to develop. In'1994,
Mexico joined the North American Free Trade Area
(NAFTA) with the US and Canada. A year later Argentina
joined Mercosur, a South American customs union, with
Brazil, Paraguay and Uruguay. Mercosur is the world’s
third largest trading bloc after the European Union

and NAFTA. Both countries have experienced severe
economic crises, Mexico in 1995 and Argentina in 2002.
Their experiences of foreign exchange rate movements
and inflation have been very different. Figures 11.2 and
11.3 show details of these from 1997 to 1999.

(a) State one way in which a customs union and a free
trade area are the same and one way in which they
— differ. [2]

Exchange rates against US$

Index, January 1997 = 100
105

100
7 Argentina

95 -
90
851

B0

75 | 1
1997 1998 1999

Figure 11.2

(b) (i) Compare the behaviour of the Mexican and
Argentine exchange rates against the US$ in the

period shown in Figure 11.2. [2]
(i) Explain one possible reason forthe trend in the
Mexican exchange rate during 1999. [2]

(iii) Explain how the fixed level of the Argentine
exchange rate would have been achieved. [3]
(c) (i) Compare Mexico’s and Argentina’s experience
of inflation in the period shown in Figure
11.3. (2]
(i) Explain how Mexico's inflation rate may have
influenced the behaviour of its exchange rate.
(3]
(d) Discuss whether the devaluation of a country’s
exchange rate will always improve its balance of
trade position. [6]
Cambridge 9708 Paper 2 Q1 Oct/Nov 2005

Consumer price indices
Index, January 1897=100
160

150

140 )
Mexico

130

120

110
Argentina

100 ------===-- sAEsmE=ar T
90 ’ :

1997 1998 1999
Figure 11.3

2. The Current Account of Swaziland’s Balance of

Payments

Swaziland is a small, landlocked economy in
Southern Africa. The Swazi currency is the lilangeni
(plural emalangeni) and the currency is pegged to the
South African rand at a fixed rate of one to one. The
country has faced changing international conditions
in recent years, as shown in its current account
statistics,

Balance on goods 9579 -1641.3 -1910.1

Balance on services -1090.2 - 765.0 -367.6
Net income -3174 1133.8 4493
Net current transfers 1136.4 619.8 1366.6

The Central Bank of Swaziland’s report on the 2007
export performance identified the following.

v/ Exports grew by 8.4%, with a positive performance
by some manufacturing companies

v Successful exports included sugar, sugar-based
products, soft drink concentrates, wood pulp and
timber products, textiles and garments, citrus and
canned fruits and meat products

v/ Global demand and rising export prices led to

increased export revenue.

Export performance was helped by the depreciation
of the domestic currency against the US$ and the
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currencies of other trading partners outside of the
Southern African Customs Union (SACU) and
Commeon Monetary Area (CMA), of which Swaziland
is a member. In addition, exports of meat and meat
products to the European Union (EU) resumed in 2007
after the EU lifted its ban on Swaziland’s beef exports.
This ban was originally imposed because of Swaziland's
failure to comply with the required quality standards.
(a) InSwaziland’s current account between 2003 and 2007,
(i) Which component showed a continuous
improvement, and
(ii) Which component showed a continuous
worsening?

(2]

(b) How did the current account balance change from
2003 and 20077 [3]
(c) (i) What is comparative advantage? [2]

(i) In the light of the Central Bank of Swaziland’s
report what might be concluded about the
nature of Swaziland’s comparative advantage and
the factors on which it is based? (4]

Explain the conditions necessary for the depreciation

of a country’s currency to increase its exports

revenue. [3]

Discuss the case for and against the use of tariffs by

Swaziland to retaliate when the EU banned imports

of Swaziland’s beef. [6]

Cambridge 9708 Paper 21 Q1 Oct/Nov 2010

Two Asian Giants

China has the world’s largest population and is
experiencing rapid economic growth from a low base.
It has recently joined the World Trade Organisation
(WTO) with an obligation to open its economy to freer
international trade.

(d)

(e)

In 2002, an economic spokesman for neighbouring

products. He quoted television production, where

Macroeconomic Policies 105

Japan specialised in high quality models, while China
produced standard models. Engineering and electronics
showed similar positions. He argued that Chinese
export competitiveness was based on cheap labour
which reflected poor labour productivity. He added that
half of Chinese exports were produced by subsidiaries
of foreign firms, many of them Japanese. However, he
warned that the presence of these subsidiaries might
lead to an increased transfer of technology to China.

Population (millions) 126 1,260
Gross Domestic Product (GDP) 4,753 1,099
(US$bn)

Consumer price inflation ~ 0.7 0.4
Average annual % inflation rate in 0.8 7.1
previous 10 years

Current account balance (US$bn) 116.9 10.2
Current account balance as % of 25 0.9
GDP

Exports of goods (US$bn) 459 249
Im{mrts of goods (US$bn) 343 216

(a) Suggest two steps that a country might take to open
its economy to freer trade. [2]
(b) (i) Explain why the comparative advantage of Japan
and China differs. (4]
(ii) Compare the importance of international trade
to the two countries. [4]
(c) Comment on the inflation figures for the two

2.

Japan stated that this did not mean that China was a Co_untries' : ! (4]
threat to Japan's position as ‘the factory of the world: (d) Discuss whether China offers an economic threat or
He claimed that China was a labour-intensive, low-cost dppOE Gty to Jepan. (6]
producer while Japan was ahead in technology-intensive Cambridge 9708 Paper 2 Q1 Oct/Nov 2004
(b) Discuss whether expenditure dampening policies

(a) Explain what is meant by a current account
deficit. [8]
(b) Discuss the effectiveness and desirability of
imposing tariffs to correct a current account deficit.
(12]
Cambridge 9708 Paper 2 Q4 May/June 2008

(a) Explain why price elasticity of demand is important
in deciding whether currency devaluation will
reduce a trade deficit. (8]

3. (a)

[12]

Explain the effects of an appreciation of its currency
on an economy’s inflation rate. [8]
Discuss whether a rise in an economy’s inflation

rate will cause the value of its currency to fall. [12]

will reduce a trade deficit.
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Ideas

After you have studied this chapter, you should be able to:

%" describe an efficient resource allocation

@ explain productive and allocative efficiency.

Concept of economic efficiency

The optimum allocation is the best use of resources.
It occurs when the highest quantity of wants are
being met with the scarce resources available. To
achieve this situation it is necessary for there to be
economic efficiency.

Economic efficiency occurs when both productive
efficiency and allocative efficiency are achieved.

Productive efficiency is concerned with how
resources are used. To attain productive efficiency,
both technical efficiency and cost efficiency have
to be achieved. Productive efficiency occurs when
products are made with the least possible quantity of
resources (technical efficiency) and the lowest cost
methods (cost efficiency).

In micro terms, productive efficiency is often
measured in terms of long run average costs. A
firm may be described as productively efficient if
it is producing at the lowest point on the long run
average cost curve. In this case, a firm would have
the lowest unit cost possible and would not be
wasting resources.

In macro terms, productive efficiency is achieved
when an economy is making full use of resources.
When an economy is producing on its production
possibility curve, it cannot produce more of one
type of product without producing less of another
type of product.

Allocative efficiency is concerned with what
resources are used to produce. It is achieved
when resources are allocated to produce the right
products in the right quantities. This means that
what is produced reflects consumers’ demand. More
precisely, allocative efficiency is achieved when price
equals marginal cost. Price reflects the value that
consumers place on the product and marginal cost is
effectively the cost of the last unit.

Pareto efficiency occurs when it is not possible to
make someone better off without making someone
else worse off. It is also sometimes referred to as
Pareto optimality or social efficiency. It does not
take into account the distribution of income.

A Pareto improvement occurs when a reallocation
of resources makes at least one person better off
while making no-one worse off.

Competition may promote efficiency by providing
an incentive (in the form of profit) to the producers
who make what consumers want at the lowest
average cost and a punishment (in the form of going
out of business) for those which do not keep the cost
low and do not respond to changes in consumer

~demand.

Competition, however, will not ensure that the
socially optimum output is achieved if there are
externalities. To be socially efficient, a market should
produce where marginal social cost equals marginal
social benefit,

om/imegalecture
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[P®A Mind maps

3 High profit W
/. Bankruptcy
Lo‘;‘mm High costs
/
Carrot s
/ Stick
Producing at lowest Encouraged by
possible average cost competition
Market Combined with
structure allocative efficiency
X : - Economic
Perfect  Monopolistic competition efficiency
competition  oligopoly and monopoly
Productive N
efficiency Productive
achieved efficiency not
in long run usually achieved
bhare MC=AC )
Mind map 12.1 Productive efficiency s
4 High profit
Produce products Bankruptcy
in high demand
Achieved when / Failure to produce
MC=AR (PRICE) what consumers
Carrot demand
\ Stick
The right products are Encouraged by s
produced in right quantities competition
\\L
Market structure Producing where
\ MC=AR
Perfect Monopalistic competition, \
ligopoly and monopol
competit on*'9 poly opoly Does not guarantee
/ Allocative efficiency \1
a?;:'?:\.?:d not usually E<hleved Socially optinl':urn output
‘ \
Always produce Usually produce Achieved where
where MC = AR where AR > MC MSC=MSB )

Mind map 12.2
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Basic Economic Ideas 111

1. What is meant by economic inefficiency? 6. Explain why international trade may promote economic

2. How is productive inefficiency illustrated on a efficiency.

production possibility curve diagram? 7. What does the existence of unemployment indicate
3. Explain why a market would be inefficient if output is about the efficiency of an economy?

where price is below marginal cost. 8. Explain what type of efficiency is not achieved in the
4. Will achieving economic efficiency solve the economic case of merit goods.

problem? 9. Why might the imposition of a tax on a demerit good
5. What does the existence of long run shortages in a reduce efficiency?

market indicate about the efficiency of a market? 10. Why is it difficult to achieve allocative efficiency in the

case of public goods?

1. Decide whether the following would affect allocative or 2. Explain whether the following statements about

productive efficiency and whether they would increase allocative and productive efficiency are true or false.

or reduce efficiency. (a) A shift to the right of a production possibility curve

(a) A reduction in unemployment indicates an increase in productive efficiency.

(b) A shift of resources from producing demerit goods (b) If average revenue is above marginal cost, resources
to producing merit goods are being used inefficiently.

(c) A reduction in surpluses {c) When allocative efficiency is achieved there is no

(d) A reduction in labour productivity ~ welfare loss.

(e) A switch from producing less popular to more (d) For economic efficiency to be achieved marginal
popular products social cost has to be at a minimum for all products.

(f) A reduction in organisational slack. (e) Information failure can result in allocative inefficiency.

1. Allocative efficiency is achieved where: 4. Figure 12.1 shows a variety of output positions.
A AC=AR
B AC=MC
C MC=AR
D MC=MR
2. What effect will a more efficient allocation of resources MC
have on an economy operating at full employment?
A Output will remain unchanged
B Output will rise
C Inflation will occur
D There will be a more even distribution of income

What is the most efficient output position?
A B C D

Costs revenue

3. 'When is a economy productively efficient?
A When the economic problem has been solved \_/
B When the economy operates on its production AR
possibility curve
C When there is macroeconomic equilibrium o T B O ‘,
D When the economy can produce more of one MR
product without producing less of another

Output

Figure 12.1
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112 Basic Economic ldeas

5. A firm generates external costs. What would be the 10. Figure 12.3 shows that the allocation of resources is
effect of a government placing a tax equal to the external initially at X. Which reallocation of resources would
costs? lead to a Pareto improvement?

A The firmi’s output will increase

B The firm’s demand curve will shift to the left

C Resource allocation will be unaffected s C
D Resource allocation will be improved

6. Figure 12.2 shows a change in the output of an economy 5_,;’3‘ °B
from production point X to production point Y. o 5 X
What effect will this movement have on allocative and E
productive efficiency? 4 A

Allocative efficiency Productive efficiency i
A Remain unchanged Remain unchanged
B Remain unchanged Uncertain
C Uncertain Remain unchanged 45°
D Uncertain Uncertain -
(o] Person T' S utility
3
Figure 12.3
AA BB CC DD
% 11. In which circumstance might the imposition a tax on a
- product result in an efficiency gain?
g y A The price of the product is initially equal to marginal
9 cost
B The price of the product will rise to where average
“ revenue exceeds average cost
C There is already a tax on a complementary good
D There is already a tax on a substitute good

Sl Good S 12. The diagram below shows a market in equilibrium ata
price of P. A government then sets a minimum price of

Eigus:12:2 PX and maintains this price by purchasing any surplus
7. Why may international trade promote efficiency? supply.
A It allows economies to concentrate on products in What is the net loss to society of this policy?
which they have a comparative advantage A Area PPXUV
B It allows economies to operate with spare B Area NPXU
capacity C AreaYTUZ
C It eliminates differences in tastes D AreaYTUZ
D It reduces the mobility of factors of production
8. An economy is employing its resources fully and has Pree
allocated them in the most efficient way. In these s
circumstances how might output be increased? Px y

A By improving the state of technology
B By increasing consumption of public goods
C By setting a maximum price on capital goods R v
D By shifting resources from producing capital goods
to producing consumer goods

9. Why is an economy inefficient if it is producing inside
its production possibility curve?
A Income is unevenly distributed 5

B Prices are higher than necessary
C Itis possible to make more of one product without

reducing production of another o " Q - Quantity
D Itis possible to increase output without employing
more resources Figure 12.4
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1. A number of Latin American countries are seeking to

increase the efficiency of their firms. There are thought
to be a number of reasons why manufacturing and
services are relatively inefficient in the region.

One is poor infrastructure, Overcrowded seaports
and airports and badly maintained roads and railways
increase transport costs. Indeed, it costs more to
transport some products from Latin America to the
United States than it costs to send the same products
from China to the United States. Higher transport costs
can contribute to inflation and unemployment - see
Table 1.

Colombia 2.5 12.7
Venezuela 28.8 8.2

A lack of competition in a number of industries in
Latin America reduces the pressure on firms to keep
their costs low and to respond quickly and fully to
changes in consumer demand.

Another major cause of inefficiency in the region
is thought to be a lack of bank loans available to firms
wanting to expand and innovate.
(a) What is meant by firms being efficient? [3]
(b) Explain what evidence there is in the information
provided that some Latin American firms are
allocatively inefficient. [3]
(c) Analyse two policy measures Latin American
governments could introduce to increase efficiency.  [6]
(d) (i) Using Table 1, comment on whether high
inflation rates are associated with high
unemployment rates. [2]
(ii) Discuss whether inefficiency is indicated by:
« A high unemployment rate
« A high inflation rate. [6]

There has been much discussion recently about
the effect of climate change and the efficient use of
economic resources. Discuss whether the efficient
allocation of resources can be achieved only if
governments are involved in the process. [25]
" Cambridge 9708 Paper 41 Q2 Oct/Nov 2010
In 2009, there were huge fires in Australia which
destroyed much property and countryside. The

government promised to allocate a large amount of
money and resources to help with the restoration of the
area.

(a) With the help of diagrams explain what is meant by

the efficiency in the use of resources. [12]
(b) Discuss the economic implications of the
government’s approach to the situation. [13]

Cambridge 9708 Paper 41 Q2 Oct/Nov 2010
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The Price System and
the Theory of the Firm

mail.com

ReV|5|or| Objectlves :

& explain the law of diminishing marginal utility

¥ outline the relationship between the law of
diminishing marginal utility and an individual
demand schedule and curve

% use figures to illustrate the equi-marginal

principle

assess the limitations of marginal utility theory

draw budget lines to explain the income and

substitution effects of a price change

& distinguish between fixed and variable factors

of production

calculate total, average and marginal product

explain the law of diminishing returns

define demand for labour and describe the

factors affecting it

@ explain how marginal revenue product theory
is related to an individual’s demand for labour

@ define supply of labour and describe the
factors affecting the supply of labour

% explain wage determination under free
market forces

@ analyse the role of trade unions and

government in wage determination

discuss the causes of wage differentials

explain the nature and influences on economic

rent

% distinguish between the short run and long
run production functions

8

999

99

After you have studied this chapter, you should be able to:

& explain returns to scale

@ distinguish between an economist’s and an

accountant’s definition of costs

calculate marginal cost and average cost

draw cost curves

distinguish between fixed costs and variable

costs

@ explain the shape of the short run and long
run average cost curves

@ analyse the relationship between economies
of scale and decreasing costs

& describe internal and external economies of

scale

explain the survival of firms

analyse how and why firms grow

explain the relationship between PED and

revenue for a downward sloping demand

curve

% distinguish between normal and abnormal

profit

analyse the objectives of firms

assess the different market structures of

perfect competition, monopoly, monopolistic

competition and oligopoly

explain contestable markets

discuss the conduct and performance of firms.

999

999

99

99

Law of diminishing marginal
utility and its relationship to
the derivation of an individual
demand schedule and curve
Utility is the satisfaction a person gains from

consuming a product. Marginal utility is the change
in total utility a person experiences as a result

of consuming the last unit. Consumers tend to
experience less satisfaction for each additional unit
of a product consumed - the law of diminishing
marginal utility.

Total utility rises when marginal utility is positive,
reaches its peak when marginal utility is zero
and falls when marginal utility is negative. These
relationships are shown in Figure 13.1.
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Utility 16 -
15
14 4
13 1
12 4

11
10 4

Total
utility

Number of units

"W & 3 4 5 6.7 8

-Lgual:-lno—-mwnmm«lmm

-5 Mﬁrginal
utility

Figure 13.1

An individual demand schedule and curve is
based on the marginal utility curve. If, for instance,
a person gains a marginal utility of $9 from the fifth
unit and $7 from the sixth unit, this will represent
the price they would be prepared to pay for the
different quantities: This information can be used
to draw up a demand schedule and draw a demand
curve. For instance, in this case a fall in price from 9 to 7
would result in an extension in demand from 5 to 6.

Equi-marginal product

The equi-marginal principle states that consumers
will gain the highest total utility from their income
by consuming the combinatjon of products which
ensures that the utility from the last $ spent on each
product is equal. The formula for this is:

Marginal utility of product A MU of product B
Price of product A ~ Pofproduct B

_ MU of product C
~ Pof product C

Limitations of marginal utility theory

In practice, people do not always behave in the
way marginal utility theory suggests. There are
a number of reasons for this. One is that not all
products can be divided into small units. While

MEGA
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The Price System and the Theor:

a perspn can dec%d?@l;g}q@p;ggghuy eight
apples} a number of‘3 the products they buy are
indivigible su¢h 280 car. Péor ealso oftent y on
habit ir €tather than carefully weighing up
the marginal utilities of everything they purchase.
In addition, for some products marginal utility
may increase, the more a person has. For instance,
a collector of first edition books may gain more
satisfaction from the twentieth book than from the
nineteenth book.

Although there are limitations to marginal
utility theory, it does help to explain the inverse
relationship between price and demand that occurs
in the case of most products.

nine

i Budget lines

A budget line shows the various combinations of
two products that a consumer can buy with a given
income and given prices.

If there is a rise in income, the budget line will
shift out parallel to the right. A fall in the price
of one product will cause the budget line to pivot
outwards. Figure 13.2 illustrates the effect of a fall
in the price of apples, with income and the price of
oranges remaining unchanged.

Income and substitution effects of
a price change

The income and substitution effects explain why
the quantity demanded of a product changes

Quantity
of
oranges

NN

0} Quantity of apples
Figure 13.2
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116 The Price System and the Theory of the Firm

when price changes. A higher price will cause
the demand for most products to fall for two
reasons. One is that people’s purchasing power
will decrease. They will be able to buy less of all
products, including this one - the income effect.
The other reason is that people will switch from
buying the product to buying a substitute - the
substitution effect.

Some products have exceptional demand with the
income and substitution effects working in opposite
directions. One example is a Giffen good. This is a
low quality product which has a direct relationship
between price and demand. In this case, a rise in
price will cause a rise in the quantity demanded. A
Giffen good has the usual substitution effect with
the higher price encouraging consumers to switch to
a substitute. The substitution effect, however, is more
than offset by a negative income effect. With lower
purchasing power, people will not be able to afford
higher quality products and so will have to buy more
of the Giffen good.

Veblen goods have both increasing marginal
utility and income and substitution effects which
work in opposite directions. A Veblen good is an
expensive product which people buy to show how
rich they are. A rise in the price of a Veblen good
reduces people’s purchasing power but people switch
from substitutes to buying the product as it now
becomes a more impressive purchase.

EEF} Short-run production function

The short run is defined as the period of time when
a firm has at least one fixed factor of production. In
contrast, the long run is the period of time when a
firm can adjust all its factors of production and so all
inputs are variable.

A fixed factor of production is one which is not
changing in quantity. In most cases the fixed factor
of production is capital. In the short run, most firms’
factory or office size will be unchanged.

A variable factor of production is one which
changes in quantity. For instance, a firm may use
more raw materials.

The short run production function shows the
relationship between the factors of production a
firm uses, at least one of which is in fixed supply,

voutube.com

and the output it produces. Total product is the total
output of a good or service produced by a firm.

A firm may be producing a higher output as a
result of employing more labour. Average product
is total output divided by the number of workers
or other input employed. Marginal product is the
change in output which results from employing one
more worker or other input.

Law of diminishing returns

The law of diminishing returns (also known as the
law of variable proportions) states that as more of

a variable factor of production is employed with a
fixed factor of production, a point will be reached
where marginal product will decline. This will cause
total output to rise by a diminishing amount.

At first as more workers are employed, marginal
product usually increases (increasing returns) but
afterwards it declines. Diminishing returns set in
because less efficient combinations of factors of
production are used. The proportion of the labour
employed is too high relative to the capital or land
employed.

Demand for labour

Demand for labour is the number of labour hours
firms are willing and able to buy. Demand for
labour is a derived demand. Labour is not wanted
for its own sake but for what it can produce. If,
for instance, the demand for air travel increases,
demand for pilots will increase as well.

The aggregate (total) demand for labour is
influenced by the level of economic activity.
Demand for labour would fall during a recession.
An individual firm’s demand for labour is affected
by a number of factors including demand for the
product produced, labour productivity, the wage
rate, the price and productivity of other factors of
production that can be used as a substitute or a
complement to labour.

Derivation of an individual firm’s demand for a
factor using marginal revenue product theory

The marginal revenue product (MRP) is the change
in a firm’s revenue which results from employing
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one more worker. It is found by multiplying the
marginal product by marginal revenue.

Marginal revenue product theory states that
demand for labour depends on its marginal revenue
product. According to the theory, the quantity of
labour employed is determined where MRP equals
the marginal cost of labour.

BEES Supply of labour

The supply of labour is the quantity of labour
workers are willing and able to sell.

A key influence on the number of hours an
individual is prepared to work is the wage rate. The
backward sloping labour supply diagram suggests
that as the wage rate starts to rise, a person will work
longer hours. When a certain wage rate is reached,
the person may choose to take more leisure. This
change in how a worker responds to a rise in the
wage rate is illustrated in Figure 13.3.

Wage s
rate

o} No. of hours worked
Figure 13.3

A change in the wage rate has both an income
and a substitution effect. The income effect of
a wage rise is to reduce the number of hours
worked, as a person will buy more leisure time.
The substitution effect is to increase the number
of hours worked as a person substitutes the
more financially rewarding work for leisure. The
backward sloping supply curve suggests that at low
wages, the substitution effect outweighs the income
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effect whereas at higher wages, the income effect
outweighs the substitution effect.

Net advantages and the long run
supply of labour

In the long run, when people have time to change
jobs, the supply of labour is influenced by the net
advantages of jobs and the qualifications and skills
required in doing the job. There are a number

of pecuniary influences on the supply of labour.
As well as the wage rate, a job may also provide
overtime pay and bonuses.

Among the non-pecuniary influences are job
security, promotion chances, working hours,
holidays, fringe benefits (such as a company car),
the training on offer, the distance required to travel
to work, the convenience of the working hours and
the status conferred by the job.

If the qualifications and skills required to do
a job are high, there will be a limited supply of
labour.

-

{4 Wage determination under
free market forces

In a free market, the wage rate is determined by
the demand for and supply of labour. A decrease
in the demand for labour, for example, would
reduce the equilibrium wage rate and result in

a contraction in demand for labour as shown in
Figure 13.4.

The role of trade unions and government
in wage determination

A trade union is an organisation which represents
workers. It seeks to promote the interests of its
members by, for example, bargaining for wage
raises, improved working conditions and job
security.

A trade union may raise the wage rate of its
members through collective bargaining, by
supporting measures to restrict the supply of labour
and measures to increase the demand for labour.
If a trade union pushes the wage rate above the
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Figure 13.5

equilibrium level, employment will fall as illustrated
in Figure 13.5.

Governments influence wages in a variety of ways.
They employ workers directly, they pass legislation
on trade unions, some run arbitration services and
some operate a national minimum wage.

A national minimum wage may increase
unemployment if it results in the supply of
labour being greater than the demand for labour.
There is, however, the possibility that it may be
accompanied by an increase in employment if the
higher wage increases demand for products, if there

MEGA
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are monopsonist employers in the market and if
the rise in pay increases workers’ motivation and
productivity.

Wage differentiation and economic rent

There are a number of reasons why some workers
are paid more than others. One is market forces.
Workers whose labour is in high demand and whose
supply is limited will be paid more than those whose
labour is less highly demanded and whose supply is
greater. This is the main reason why skilled workers
are paid more than unskilled workers. Other reasons
why one group of workers may be paid more than
another group is that they have stronger trade union
power, that government policy favours their group
and they do not experience negative discrimination.

Economic rent arises when a factor of production
is paid more than necessary to keep it in its current
occupation. Transfer earnings are what the factor
can earn in its next best paid occupation. So, for
example, if an accountant is paid $40,000 a year and
could earn $28,000 a year as a teacher, his transfer
earnings would be $28,000 and his economic rent
would be $12,000.

Figure 13.6 shows how wages may be divided
between economic rent and transfer earnings. The
more inelastic the supply of labour is, the greater the
proportion of wages will be economic rent.

Wage
rate D S
W
Economic
rent
Transfer
earnings
D
0 Q Quantity of labour
Figure 13.6
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| Long run production function

The long run production function shows the
relationship between the factors of production a
firm uses, all of which are variable, and the output it
produces.

In the long run, when all the factors of production
can be changed, the most efficient combination of
inputs are as following.

Marginal product of Factor A MP of Factor B

Price of Factor A P of Factor B
_ MP of Factor C

P of Factor C

Returns to scale are the changes in output which
occurs when a firm changes its scale of operation
by altering all its factors of production. Increasing
returns to scale are experienced when output
increases at a greater rate than inputs. Constant
returns to scale are when output and input increases
at the same rate. Decreasing returns to scale occur
when output increases at a slower rate than inputs.

Economist’s versus accountant's
definition of costs

Economists include normal profit in costs of
production whereas accountants do not.

Marginal cost and average cost

Marginal cost is the change in total cost when
output is changed by one unit. Average cost, which
is also called average total cost or unit cost, is total
cost divided by output.

Short run cost function - fixed costs
versus variable costs

In the short run, total cost is made up of fixed
costs and variable costs. Total cost (TC) equals
total fixed cost (TFC) plus total variable cost
(TVC).

Fixed costs are costs which do not alter when
output changes. These costs are incurred even when
output is zero and are the costs associated with fixed
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factors of production. They are also referred to as
overheads and indirect costs. Examples include
building insurance and rent. Variable costs are
costs which are directly related to output. If output
increases, variable costs rise. They are also called
direct costs or prime costs and include raw material
costs.

Average fixed cost (AFC) is total fixed cost
divided by output. As total fixed cost does not
change as output rises, average fixed cost falls
as output rises. Overheads are spread over a
larger output. Average variable cost (AVC) is
total variable cost divided by output. As output
increases, AVC usually falls at first as increasing
returns are experienced and then rises when
diminishing returns are encountered.

Marginal fixed cost is zero as fixed costs do
not change. As a result, marginal cost is equal to
marginal variable cost.

Explanation of shape of short
run average cost

The short run average cost (SRAC) curve falls at
first because both AFC and AVC decline. After it
reaches its minimum point, the SRAC curve rises.
The increase in AVC outweighs the fall in AFC.
Figure 13.7 illustrates AC, AVC and AFC.

3
Costs
AC
AVC
AFC
o Output
Figure 13.7

The marginal cost curve cuts the average cost
curve at its lowest point. When the average cost
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curve is falling, marginal cost is below average cost can be represented by a SRAC curve. On the
whereas when average cost is rising, marginal costis  assumption that a firm will always seek to minimise
above average cost as illustrated in Figure 13.8. the cost of producing any given output, the long run

average cost curve is found by linking the lowest
' point on a series of SRAC curves. This is shown in
Conts MC Figure 13.9. The long run average curve (LRAC) is
£ sometimes called the envelope curve of all SRAC
curves.

Relationship between economies of
scale and decreasing costs

A U-shaped LRAC curve shows that a firm first
experiences economies of scale with average costs
falling. It then reaches its optimum output which
is the lowest average cost. Past this point, the firm
experiences diseconomies of scale. Figure 13.10
shows the U-shaped LRAC curve.
It is also possible that a LRAC curve may be
Figure 13.8 downward sloping over a large range of output
if economies are very significant. It may also be
EEX) Long run cost function L-shaped if average costs fall at first and then
constant returns to scale are experienced over

In the long run, all costs are variable as there is time  a large range of output. The minimum efficient

(e} Qutput

to alter all the factors of production employed. scale (MES) is the lowest level of output
In the long run, a firm can change the size of its where all economies of scale have been fully
factory, farm or offices. Every scale of production exploited.
(" h
Average
cost
smace , -PAC
X ¥
Figure 13.9
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Figure 13.10

Internal and external economies of scale

Internal economies of scale are the benefits, in
the form of lower long run average costs, a firm
experiences as a result of increasing its output.

There is a range of different types of internal
economies of scale including buying economies
(discounts for bulk buying), financial (cheaper
to and easier to borrow), managerial (employing
specialists), marketing (advertising and transporting
products more cheaply), research and development
(ability to set up a R & D department), risk bearing
(diversifying to reduce the risks of changes in
market conditions), technical (making use of large,
cost efficient equipment) and staff facilities (such as
canteens and health care treatment).

External economies of scale are the benefits, in
the form of lower long run average costs, available
to all the firms in the industry as the result of the
industry growing larger. Examples of external
economies of scale include the availability of
skilled labour, the development of ancillary
industries, specialist markets, specialist.courses at
colleges and universities, disintegration (allowing
firms to specialise) and shared research facilities.

International diseconomies of scale are the
disadvantages, in the form of higher long run
average costs, which result from a firm growing
too large. They include management problems of
control, co-ordination and communication along
with poor industrial relations.

External diseconomies of scale occur when the
industry grows too large and as a result firms in
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the industry experience higher long run average
costs. Examples of external diseconomies include
competition over factors of production driving up
their price and traffic congestion if firms are located
close together increasing transport costs.

Whilst internal economies and diseconomies
of scale include movements along the LRAC
curve, external economies of scale and external
diseconomies of scale involve shifts in the LRAC
curve. External economices of scale cause the LRAC
curve to move downwards and external diseconomies
of scale involve an upward shift of the LRAC curve.

¥ Survival of small firms

Despite the advantages of large firms, most firms
in most countries are small. There are a number
of reasons why small firms survive including the
scope for economies of scale may be limited in
some industries, consumers may like the personal
service small firms can provide, entrepreneurs may
not want to expand, demand for the product may

be relatively low, co-operation between small firms,
large firms contracting out work to small firms, high
transport costs restricting the size of the market,
advances in technology reducing the cost advantages
of large firms, government assistance for small firms
and new firms regularly being set up.

Growth of firms

Firms may seek to increase their size in order to take
greater advantage of economies of scale, to gain a larger
market share, to prevent other firms taking them over
and to achieve greater security by diversifying.

Firms can grow internally and externally.
Internal growth involves a firm increasing its output
by increasing the resources it employs. This is
sometimes referred to as organic growth. External
growth involves increasing the size of the firm by
taking over or merging with another firm.

There are three main types of mergers. One
is a horizontal merger - also called horizontal
integration. This involves firms merging which
are at the same stage of production and producing
the same product. Vertical integration (a vertical
merger) takes place when two firms at different
stages of production in the same industry combine.
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122 The Price System and the Theory of the Firm

Conglomerate integration (a conglomerate merger)
involves the combination of two firms which
produce different products.

A horizontal merger will result in the new firm
having a larger market share. It may also be able to
take greater advantage of economies of scale. There
is a risk, however, that diseconomies of scale may be
experienced.

Vertical integration forwards enables a firm
to take greater control over the marketing of its
products and vertical integration backwards helps to
ensure supplies. There is no guarantee, however, that
the sizes of the two firms will match.

A conglomerate merger enables a firm to
diversify but it can be difficult to manage the
output of different products. A firm may seek to
grow by opening branches in foreign countries. A
multinational company has its headquarters in one
country but producers in more than one country
(see Chapter 16).

© Revenue
MR=0
PED 1
%
R
S
I\
*
a 4‘\ -
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Q TR
0 Output

Figure 13.11

EERPA Concepts of firm and

industry
A firm is a business organisation. It may be, for
instance, a sole trader or a public limited company.

A firm may own one or a number of plants. A plant
is the production unit, that is a factory, office, farm,

utube

MEGA

om/imega

EEREE Relationship between
elasticity, marginal, average
and total revenue for a
downward sloping demand
curve

Marginal revenue is the change in total revenue
resulting from the sale of one more unit. Average
revenue (equivalent to price) is total revenue divided
by the quantity sold. Total revenue is the total
amount earned from selling a product and is price
multiplied by the quantity sold.

When a firm is a price maker, it has to lower price

-in order to sell more of the product. A fall in price will

cause total revenue to rise when marginal revenue is
positive and price elasticity of demand is greater than
one. Total revenue will reach its peak when marginal
revenue is zero and PED is unitary. Total revenue falls
when marginal revenue is negative and PED is less
than one. Figure 13.11 shows these relationships.

Revenue
PED>1
PED=1
N
PED <1
AR
o} Output
MR

hotel, shop. An industry consists of all the firms that
produce the same type of product.

An industry may be narrowly defined or defined
more broadly. For instance, there are more firms in
the media industry than in the newspaper industry
and there are more firms in the global film industry
than in the Nigerian film industry.
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JiEl Traditional objective of a firm

The traditional objective of a firm is profit
maximisation, i.e, making as much profit as
possible. Profit is maximised where marginal
revenue equals marginal cost.

In practice, it can be difficult for firms to calculate
the profit maximisation level of output because
it requires precise measurement and market
conditions are always changing. Firms may instead
add a profit margin to their long run average cost.

Normal and abnormal profit

Normal profit is the minimum level of profit needed
to keep the firm producing the product in the long
run. It is sometimes referred to as the opportunity cost
of supplying capital to the industry. It is included in
the costs of production and so is earned where average
revenue equals average cost. The level of normal profit
varies from industry to industry because there are
different levels of risks and stress involved.

Abnormal profit, also called supernormal profit, is
any profit earned in excess of normal profit and is earned
where average revenue is greater than average cost.

An awareness of other objectives of firms

There is a range of other objectives a firm may
pursue including sales maximisation, survival, sales
revenue maximisation, driving out rivals, keeping
out rivals and profit satisficing.

Sales maximisation involves a firm producing
as much as possible up to the point where it is still
making normal profit (average revenue equals
average cost). There are a number of advantages
in aiming for growth. In the short term, aiming
for growth may involve some sacrifice of profit
but in the longer term, a larger firm may gain
higher profit. This is because the firm is able
to take greater advantage of economies of scale
and gain greater market power. Managers are
particularly keen to aim for growth. This is because
managers’ salaries and status are often more closely
connected with the size of the firm rather than its
profitability. An increase in size also makes it more
difficult for a firm to be taken over, increasing
the chance of survival and managers’ chances of
retaining their jobs. In addition, higher output
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may enable a firm to take greater advantage of
economies of scale.

Survival may become a firm’s main objective
due to adverse market conditions. A rise in costs
of production or a fall in demand may mean that a
firm experiences a loss. In such a situation, a firm
may strive to stay in the market if it can cover its
variable costs and believes that market conditions
will improve in the future.

Sales revenue maximisation occurs when a firm
produces where marginal revenue is zero. The level
of output which ensures the highest total revenue
may be higher than maximum profit revenue.
Managers’ salaries may be linked to sales figures as
well as the size of the firm and high total revenue
may make it easier for firms to sell shares and to
borrow.

Driving out rivals may be a short term objective
of a firm. If a firm has market power, it may sacrifice
some profit for a while by engaging in predatory
pricing. This involves the firm setting a price which
it considers will be low enough to drive out a rival
firm which has higher costs of production or more
reserves of retained profits. If it is successful, it
is likely to raise price once its rivals have left the
market.

Keeping out rival firms by engaging in limit
pricing may become a firm’s main objective if it
feels threatened by the possible entry of rivals into
the market. If it sets price at a relatively low level,
potential entrants which are likely to have high
costs, at least initially, may be discouraged from
joining the market.

Profit satisficing involves aiming for a satisfactory
rather than a maximum profit level. Pursuing
such an objective may allow a firm to pursue other
objectives to satisfy not only the firm’s shareholders
but also other stakeholders in the firm including
managers and workers. Profit satisficing also
recognises that it may be difficult and possibly risky
to aim for maximum profit.

In the long term, the other objectives mentioned
may not conflict with profit maximisation.
Increasing in size, maximising sales revenue and
reducing the number of its rivals may enable a firm
to charge higher prices and lower its costs. Profit
satisficing may increase the motivation of managers
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and workers and so raise productivity and reduce
costs of production.

SRR Different market structures

Market structure describes the main features

of a market particularly in terms of the level of
competition in the market. The four main market
structures which economists assess are perfect
competition, monopolistic competition, oligopoly
and monopoly.

Moving from perfect competition to monopoly,
the level of competition is usually thought to
decrease. Economists examine the characteristics,
behaviour and performance of market structures.

In perfect competition, there are many buyers and
sellers, the product is homogeneous, there is free
entry into and exit from the market and buyers and
sellers have perfect information.

Monopolistic competition has features of both
monopoly and perfect competition. In conditions of
monopolistic competition, there are many buyers and
sellers, the product is differentiated, there are no or
very low barriers to entry into and exit from the market
and buyers and sellers do have perfect information.

In conditions of oligopoly, the market is dominated
by a few large firms, the product is differentiated or
identical, there are barriers to entry into and exit from
the market and there is no perfect information.

In a pure monopoly, there is only one seller,
the product is unique, there are very high barriers
to entry into and exit from the market and firms
outside the market will lack perfect information.
For purposes of government regulation, a
monopoly is sometimes defined as a firm which
has a market share of 25% or more and a dominant
monopoly as a firm which has a market share of
40% or more.

Contestable markets

The idea of contestable markets focuses on potential
rather than actual competition. A contestable
market may contain any number of firms but to be a
perfectly contestable market it must have no barriers
to entry and exit. In the long run, only normal
profits will be earned. A monopoly in a contestable
market may be forced to act efficiently due to the
threat of competition.

tube.com

Hit and run competition is a feature of a
contestable market with abnormal profits attracting
firms to enter the market. They may then leave when
the profit level falls back to normal in search of
higher profits in another industry.

BERIS Conduct of firms: pricing
policy and non-price policy

Perfectly competitive firms are price takers. The
price is set by the intersection of the market demand
and supply curves. An individual firm’s output is
too small to influence price and its average revenue
equals marginal revenue. It cannot charge more
than the market price because no-one would buy its
product and there is no reason to charge less as it
can sell any quantity at the going market price.

Perfectly competitive firms do not advertise as
there is perfect knowledge and the products are
homogeneous.

Monopolistically competitive firms, oligopolists and
monopolists are price makers. Their output influences
price and their average revenue exceeds marginal
revertue. Advertising is on a small, local scale in the
case of monopolistically competitive firms but may
be on a large, national scale in the case of oligopolies
and monopolists. Such large scale advertising can be
used to create and reinforce brand loyalty, attract new
customers and act as barriers to entry.

As well as advertising, other forms of non-price
competition are a prominent feature of many
oligopolistic markets. Non-price competition
includes brand names, packaging, free gifts, free
delivery and competitions.

Oligopolists may engage in collusion to reduce
uncertainty and to drive up price to increase
abnormal profit. Collusion is often short term
because it is usually illegal, firms have a temptation
to cheat by lowering their price to gain extra market
share, it is difficult to set a price which will benefit
all the firms equally and because not all the major
firms may be willing to join the cartel.

Price leadership is a feature of a number of
oligopolistic markets. A price leader is a firm which
is the first one to change price and which is followed
by its competitors. A price leader may be the largest
firm, the most profitable firm or the firm which is
considered to have the best record in setting the price.
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Mutual interdependence is a feature of oligopoly.
In deciding its market strategy, a firm takes into
account what rival firms are doing and how they
might react, for instance, to a change in its price,
output or spending on advertising. Some economists
make use of game theory in studying the behaviour
of oligopolists. Game theory is the study of how
people behave in strategic situations.

8l Performance of firms: in
terms of output, profits and
efficiency

Monopolists and oligopolists may restrict output

in order to push up price but it may also seek to
increase output in order to take greater advantage of
economies of scale.

Monopolists and oligopolists can earn abnormal
profit in the short run and long run. This is because
barriers to entry and exit will prevent new firms
entering the industry to compete away the abnormal
profit. Monopolistically competitive and perfectly
competitive firms can only earn abnormal profit in
the short run. In the long run, they will earn normal
profit as, in the absence of barriers to entry and exit,
will mean that new firms will come into the industry
and drive down price and profit.

&l Mind maps
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Perfectly competitive firms always produce where
MC = AR (P) and, if these fully reflect all costs and
benefits, will be allocatively efficient. In the long run,
perfectly competitive firms are also productively
efficient, producing at the lowest point on the
average cost curve.

Monoplistically competitive firms produce where
AR (P) exceeds marginal cost and so is allocatively
inefficient. They also produce with excess capacity
and are not productively efficient. Oligopolists
also fail to be productively efficient and are not
allocatively efficient.

Private sector monopolies are both productively
and allocatively efficient but may produce at
lower average cost than more competitive firms
if economies of scale are significant. State owned
enterprises may seek to be allocatively efficient.

Non-price competition is a feature of both
monopolistic competition and oligopoly. It is
particularly significant in oligopolistic markets
where advertising and other forms of non-price
competition can be on a large scale.

Perfectly competitive firms and monopolistically
competitive firms act independently but oligopolists
may collude. A pure monopolist would not have
another firm to collude with but a legal or dominant
monopolist might.

~
4 Total utility rises
with consumgption
/ but marginal
- utility usually falls
Daditional Definition Diminishing
satisfaction gained .
of marginal marginal
from consuming util - utilit
one more unit s Y
Basis of
Equi marginal the demand
principle curve
r-//
MUofA_MUofB_MUofC
PofA PofB PofC
|
Maximum
\ total utility
\ J

Mind map 13.1 Marginal utility theory
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Mind map 13.5 National minimum wage
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Mind map 13.6 Costs of production
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Mind map 13.7 Economies of scale
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Mind map 13.9 Mergers
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Mind map 13.11 Objectives of firms
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Mind map 13.20 Contestable markets

According to the law of diminishing marginal utility
returns, what two changes could cause consumers to
change their pattern of spending?

Why would a person be unlikely to consume a quantity
of product where total utility is falling?

3. How does a budget line reflect relative price changes?

4. What are the two main causes of an increase in marginal

revenue product?

. Why have diminishing returns been less of a problem in

agriculture than was originally forecast by economists
including Malthus? :
Why is demand for labour a derived demand?

7. Explain two reasons why demand for nurses has

10.

increased in most countries in recent years.

Identify three reasons why people may switch from a
high paid occupation to a lower paid occupation.

In connection with trade unions, what is meant by a
closed shop?

Why may rising educational achievements increase
transfer earnings but reduce economic rent?

. What is the difference between fixed and variable costs?

MEGA

12.

13.

14.

16.

17.

18.

20.
21.
22,

Identify four economies of scale open to a firm that
produces a wide range of products.

Why are external economies of scale sometimes called
economies of concentration?

A firm wishes to grow. What may stop it from
expanding?

How does the investment finance available to a sole
trader differ from that available for a large public limited
company?

How does the relationship between marginal revenue
and average revenue of perfectly competitive firm
differ from that of a firm operating under conditions of
monopolistic competition?

Under what conditions might a firm stay in an industry
despite making a loss?

What is the difference between predatory pricing and
limit pricing?

Why might a firm not seek to maximise profit?

What is second best theory?

Is perfect competition perfect?

What is meant by a monopsony and oligopsony?
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23. What is the implication of the kinked demand curve? 28,
24. What is a bilateral monopoly? engage in price discrimination?
25. Explain two possible barriers to exit from an industry. 29. What is the relevance of the prisoners’ dilemma for the
26. What implication does the theory of contestable market behavlear b ohgoplist

have for privatisation? 30. Why do monopolistically competitive firms produce
27. What is a natural monopoly? Wisiipgaon it

What are the three conditions needed for a firm to

50

90
201

180

19

80

2.

No. of firms in the market

Decide which of the following statements are true and
which are false and briefly explain why.
(a) The income effect of a price change relates to the
ability to buy a product and the substitute effect
relates to the willingness to buy it.

(b)
(c)

fall as output increases.

Demand for skilled labour is more inelastic than
demand for unskilled labour.

If the supply of labour is perfectly elastic, all of the
workers’ earnings will be economic rent.

Trade unions always seek to increase members’

(d)
(e)

wage rates.

Market concentration
ratio

Barriers to entry and exit
Type of product produced
Influence on price

Ability to earn
supernormal profit in the
long run

Average fixed cost and average variable cost always

None or low

(f) Small firms may continue to survive if they provide
~  for a niche market.

(g) Ifafirm is a price maker, total revenue will be
maximised when marginal revenue is zero and
price elasticity of demand is unitary.

A perfectly competitive firm can sell any quantity
at the market price whereas a monopolist can only
sell more by lowering price.

A perfectively competitive market is a contestable
market and so a contestable market is a perfectly
competitive market.

Complete the following table.

(h)

(@)

One

Dominated by a few
large firms

High

Unique

Price maker
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1. The marginal utility of a product to a consumer is zero. The consumer’s money income decreases, there is
What does this indicate? no change in the price of good X but good Y becomes
A Total utility is also zero cheaper. What could be the consumer’s new budget line?
B Total utility is maximised A PR
C 'The product is free B ST
D The consumer is in equilibrium with the product C UT
2. A person allocates her expenditure between three D MV
products, X, Y and Z. The table below shows the pricesof 5. The table shows the short run marginal cost of
the products and the marginal utilities the person gains. producing product X.

Price ($) " i 40
Marginal utility 50 8 10 2 30
(i) 3 30
How should the person’s spending alter in order to 4 60
maximise her utility? R 30
X Y Z
A More Less More Total fixed cost is $20. At what level of output is short
B More Less Less run average total cost lowest?
C Less More More A 2 units
D Less More Less B 3 units
3. Basic food products such as ri d bread are che C &onis
: i products such as rice and bread are cheaper D 5 units

than diamonds. This is despite basic food products
being more essential to people’s lives than diamonds.
What could explain this paradox of value?

A - Basic food products are a necessity whereas

6. When a firm produces five units of a product, its
average fixed cost is $20 and its average variable cost is
$90. When it increases its output to six units, its average

diamondeare awant fixed cost falls to $18 and its average variable cost falls
B Diamonds are in greater supply than basic food to $80. What is the marginal cost of producing the
products sixth unit?
C There is a difference in market structures ‘; ;:IZ

D There is a difference between total and marginal
ll!i.].ity C $30
D $38
4. In Figure 13.12 the consumer’ initial budget line is MN | )
7. A firm’s total fixed cost is $8,000. Its average total cost is
Quantity of V C $10 and its average variable cost is $8. What is the firm’s
GoodY P output?
- A 800 units
B 1,000 units
C 4,000 units
D 8,000 units

8. When do diminishing returns occur?
A Adding extra units of a variable factor of production
to a fixed factor causes a fall in marginal output
B Changing all the factors of production employed
results in a less than proportionate increase in output
0 R N T8 C Increasing demand starts to slow down
Quantity of Good X D Increasing output results in costs rising more rapidly
than revenue

Figure 13.12

itube.com/imeg:
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9. What does the law of diminishing returns imply?
A All factors of production used can be varied in the
short run
B At least one factor of production used is fixed in the
short run
C Total fixed cost increases at an increasing rate
D Total variable cost increases at a decreasing rate

10. The table below shows what happens to the output of
apples as a farm takes on more workers,

1
2
3 450
4
5

Between which levels of output do diminishing returns
set in?
A 100 and 250 tonnes
B 250 and 450 units
C 450 and 600 units
D 600 and 700 units
11. What would cause the demand curve for labour to shift
to the right?
A A decrease in demand for the final product
B A decrease in labour mobility
C An increase in labour productivity
D An increase in wages

12. The table below shows the output of handbags of a firm
in relation to the number of workers it employs.

20 20

1
2 50 25
3 90 30
4 120 30
5 140 28
What is the marginal product of the third worker
employed?
A 5 units
B 10 units
C 30 units
D 40 units

13. A firm employs two variable factors of production,
Y and Z. Factor Y costs $5 per unit and factor Z $8
per unit. The marginal product of factor Y is 35 units
and the marginal product of factor Z is 40 units. What
should the firm do to minimise its costs of production?

A Employ more of factor Y and less of factor Z
B Employ more of factor Z and less of factor Y
C Employ less of both factor Y and factor Z

D Employ more of both factor Y and factor Z

14. Figure 13.13 shows a supply curve for labour.

Wage
rate S

W,

N

(o] Quantity of labour
Figure 13.13

What happens when the wage rate rises from W to W ?

A Capital is substituted for labour

B Hours of leisure become more highly valued

C The occupational mobility of labour decreases

D The substitution effect becomes stronger relative to
the income effect

15. Figure 13.14 shows a labour market in which a trade union
has successfully negotiated a wage rise from W to W.,.

Wage
rate D - s
R
Wy T
U
W \J
s
s
(0] X Y Z
Figure 13.14
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What does the diagram indicate will be the result of the
rise in the wage rate?
A Economic rent enjoyed by workers will increase by S
RUV Q
B Employment will fall from Zto Y
C 'The supply of labour will change from SS to W, TS
D The total wage bill will change from OWVY to P s
oW, TZ N T
16. Figure 13.15 shows a firm operating in a perfectly
competitive market for its product and a monopolistic
labour market. What will be the wage rate paid to
workers and the quantity of labour employed? / Py
M Demand
Wage
rate| D MCL 5
O u Vv Quantity of labour
= - Figure 13.16
20. What is the relationship between average cost and
7 marginal cost of production if average cost is falling?
H A Marginal cost must be below average cost
/ B Marginal cost' must be above average cost
e C Marginal must be equal to average cost
D Marginal cost may be above or below average cost
21. The owner of a small private beach decides to charge
0 X Y 5 T s tourists for its use. There is a fixed cost but no variable
cost in allowing people to use the beach. What should
Figure 13.15 the owner do to maximise her profits?
) A Attract as many tourists as possible
Wage rate Quantity of labour B Charge the highest price possible
A 3 ¥ C Minimise total cost
g i % D Maximise total revenue
D S X 22. Inan industry wage rates increased from $10 an hour to
. ) . $13 an hour, output per worker increased by 15% and
17. Which of the following may have monopsony power in the number of hours worked decreased from 40 hours
a nat1ona} labour rnarke.at? to 38 hours and raw material costs increased by 5%.
A A national trade union What happened to labour costs and total output?
B Thearmy _ o Labour costs Total output
C The sole seller of a particular brand of orange juice A Decieassd Decreased
D Workers who possess skills in high demand B Decreased T
18. Figure 13.16 shows the effect of an increase in demand C Increased Increased
for accountants on the market for accountants. D Increased Decreased
What is the increase in economic rent earned by 23. A firm's average revenue is less than average cost. What
accountants? condition is necessary for the firm to continue in
A NPST business in the short run?
B QRST A Average revenue is greater than average fixed cost
C NPSVUT B Average revenue is greater than average variable cost
D TSUV C Average revenue is greater than marginal cost
19. In which circumstance would the introduction of a national D! Jvegpsovedis is gresbes LN mIp OBl FEVERUS

minimum wage be accompanied by a rise in employment? 24.
A It increases demand for labour

B Itis at a level below the equilibrium level

C Demand for labour is elastic

D Supply of labour is inelastic

outube.com

What is the short run supply curve of a perfectly

competitive firm based on?

A Its marginal cost curve above its average variable
cost curve

B Its marginal cost curve above its average total cost curve
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26.

27.

28.

C Its average variable cost curve
D Its average total cost curve

. What is a characteristic of monopolistic competition?

A Average revenue exceeds average cost in the long
run

B Firms can make supernormal profit in the long run

C High barriers to entry and exit

D Products are differentiated

Figure 13.17 shows a firm producing under conditions
of monopolistic competition in the short run. Which
area shows the firm’s total cost at the profit maximising
output?

Costs/ MC  ac
Revenue

mm OI
L]
1
[

AR

o M N N Output

Figure 13.17

A OFKM
B FHIK
C OECN
D EGJL

If a profitable monopolist changes its objective from
profit maximisation to sales maximisation, what change
will it make to price and output?

Price Output

Decrease Decrease

Decrease Increase

Increase Increase

Increase Decrease

SO w>

Firms in an industry collude and charge a common
price of P. Each firm agrees to restrict its output to a
production quota determined by the industry cartel.
The firm is given a quota of Q as shown in Figure 13.18.

What is the maximum short run increase in
supernormal profit the firm could reccive by cheating
on the agreement?

A JKLM

B JKLM - HMNG

C JKLM + HMNG

D HMNG

Costs MC
revenue /C
M
H L
0 Q Output

Figure 13.18

29. Figure 13.19 shows the output of a monopolist. If it
produces at the profit maximising output, what is the
gap between its output and the allocatively efficient
output?

Costs/
Revenue

-~

60

4

MC

AC

AR

Figure 13.19

A VW
B VY
C XY
D XZ

30. What is a defining characteristic of a contestable

market?
It is possible to transfer the fixed capital in the
industry to alternative uses
The firms in the industry spend large amounts on
advertising
There is only one firm in the industry

A

B

Whilst there are no barriers to entry into the

industry, there are barriers to exit from the industry
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1.

The North Sea oil industry

The UK drills for oil in the North Sea. In 1999,
production was at 4.5 million barrels a day. However,
as the oil in the easily accessible oil fields was used up,
production fell steadily from 1999 until it reached

3.3 million barrels a day in 2005.

Nevertheless, in 2008, many in the oil industry
did not consider it to be in decline. Indeed, some
of the industry’s problems were associated with an
expanding industry, not a declining one. The managers
complained, for example, about the shortage of skilled
labour and the high rents of the oil rigs. Investment
increased by 30% in 2006 and it was hoped that
production would rise in 2007.

The UK government was keen to keep production
high as the industry supported 250,000 jobs and had a
large impact on the trade balance of the country. One
way to keep production high is to explore new oil fields.
Another way is to use every drop of oil from the existing
oil fields. Sometimes a large company leaves an oil
field which still has substantial amounts of oil because
although it is technically possible to extract the oil, it
is not profitable to do so. However, a smaller company
is often able to drill profitably for the oil when it is
unprofitable for a large company.

In view of this, the UK government encouraged
smaller and more enterprising firms. In 2005, 152
licences to drill were given to 99 companies. These new
licences gave companies exclusive rights to develop
the more inaccessible oil fields for six years rather than
four years as before. Furthermore, the government
also changed the rules on access to pipelines - which
are often owned by large companies - so that smaller
companies could get their oil to the market more easily.

The Chancellor of the Exchequer (Minister of Finance)
also made changes. In 2002, he raised the tax on oil
company profits to 40% from the usual company rate of
30%; and raised it again in 2005 to 50%. The justification
given was that the oil companies made huge profits.

The industry is more dependent than ever on large
expensive technological advances and innovation. Most
of the government’s reforms recognised this.

(a) How might the North Sea oil industry have an
impact on the national income of the UK? [4]
From the information given, consider whether the
North Sea oil industry appears to be declining or
expanding. [6]
What evidence is there that might explain why the
North Sea oil industry is still prepared to increase
investment? (4]
(d) Discuss whether the increase in the number of

(b)

(c)

Itube.
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Figure 13.20

small firms drilling for oil contradicts the usual
explanation of the existence of small firms. [6]

Cambridge 9708 Paper 4 Q1 May/June 2008
2. The Success of Supermarkets

In some countries supermarkets dominate food
shopping. In the UK, 75% of the food bought for home
use comes from supermarkets. A third of that comes
from one supermarket, Tesco. Tesco makes billions of
pounds profit, one third of which goes to the government
in taxes. It employs 110,000 people in the UK and many
more in developing countries.

In the past, UK shoppers queued to buy expensive
food from many small shops with limited choice and
restricted opening times. Now, in supermarkets, they
have the benefit of a wide choice, reasonable prices,
international dishes, organic produce, fair trade items,
clear labels of the contents of the products and because
of intense competition between the supermarkets, some
open 24 hours.

However, the media complains that supermarkets are
not competitive but monopolies. They say their profits
are too high, they have caused small shops to close and
forced suppliers in developing countries to accept low
prices and to pay low wages.

It must be remembered that supermarkets grew
because they gave the customers what they wanted and
aimed at certain types of shoppers. One supermarket,
which started as a small shop, insisted on selling only
high quality products while another offered customers
low prices.

Supermarkets also adapted to changing market

trends. One began to supply products with its own
brand name which were sold more cheaply because
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142 The Price System and the Theory of the Firm

there were no advertising costs. A further brilliant idea
in expanding their business was the introduction of
store loyalty card. Shoppers with a loyalty card are given
discounts which encourages them to continue to shop in
the same supermarket.

The most successful supermarkets expanded their
businesses by buying large sites to build huge stores
(they are criticised for such building, especially if it
destroys parts of the countryside or environment).
They expanded into non-food products to fill these
stores, making it possible for consumers to buy many
household items from clothes to kitchen utensils to
electrical goods in the same shop. Supermarkets have
also recently introduced on-line shopping and home
deliveries.

Many small shops have closed. There are bound to
be casualties in retailing. How can the blame for that be
the fault of the supermarket? Their size should not be a
concern. It is, after all, the consumer who decides where
to shop and what to buy.
(a) How has the type of market structure in food
retailing in the UK changed? [3]
(b) To what extent does the article support the view
that the consumer is sovereign in food retailing?
[4]
(c) Explain what the various objectives of a firm
might be. [5]
(d) Do you agree with the conclusion of the article that
the size of a firm should not be a source of concern?
(8]
Cambridge 9708 Paper 41 Q1 Oct/Nov 2010
Cola wars

Coca-Cola and Pepsi-Cola dominate the carbonated
soft drink (fizzy drink) market in the United States

of America. In 2011, Coca-Cola had a 42% share and
Pepsi-Cola had 30% of the market. That same year
Coca-Cola held the top two market share spots for
individual drinks. The classic Coca-Cola drink stayed in
top place and Diet Coke overtook Pepsi-Cola to claim
second place.

Both companies have seen the total sales of fizzy
drinks decline as US consumers have been switching to
healthier drinks including bottled water, juices, sports
and energy drinks. In the light of this change in the
market, Coca-Cola and Pepsi-Cola have been following
rather different strategies. Coca-Cola has and continues
to spend more on advertising than its rival. It is also
specialising in soft drinks and is increasing its market
share of fruit drinks.

Pepsi-Cola tends to change its objectives and market
strategy more frequently. In 2010, for instance,

it decided not to advertise its drinks at the Super
Bowl sporting event and instead launched an online
competition for the nomination of good causes that
Pepsi-Cola might finance. This approach did result
in more money being given to charities but did not
generate many more sales. As a result, in 2011 Pepsi-
Cola went back to advertising at the Super Bowl. In
2012, it increased its spending on marketing and
advertising but still not the levels of Coca-Cola.

Whilst Coca-Cola has some diversification in terms of
soft drinks, Pepsi-Cola has diversification not only in
terms of soft drinks but also in terms of snack foods. In
2012, it launched a new drink, Pepsi Next, which has
60% less sugar content than the classic Pepsi drink. This
is in keeping with its long term objective to transform the
company into a producer of healthier drinks and snacks.
(a) Does the information indicate that Coca-Cola had
a monopoly of the fizzy drinks market in 20112

Explain your answer. [2]
(b) In what circumstances may a firm benefit from
engaging in a price war? [4]

(c) What evidence is there in the information that
Pepsi-Cola is becoming more allocatively

efficient? (4]
(d) Comment on whether increasing spending on
advertising will increase a firm's profits. [4]

(e) Discuss whether Pepsi-Cola’s approach to
diversification is more likely to be successful than
Coca-Cola’s approach. [6]
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Changes in consumer expenditure alter firms’ output.
A decrease in consumer expenditure may reduce output
and costs of production.

(a) Explain why, according to utility theory, consumers
would change their spending patterns. [12]
(b) Discuss whether reducing the scale of production
will reduce costs of production. [13]
Discuss what might cause inequalities in wage rates in
an economy. (25]

Cambridge 9708 Paper 4 Q3 May/June 2009
(a) Compare monopoly and monopolistic

competition. [12]
(b) Discuss whether a monopoly always disadvantages
consumers. [13]

4.

In 2007, the cost of a single ticket on London trains
bought at the time of travel was £4. The same ticket
bought in advance was £2.50 if used up to 19.00 hours
and £2 after 19 hrs. Children could travel free at any
time, and those over 60 could travel free after 09.00 hrs.
(a) Explain what is meant by price discrimination

and analyse what evidence there is of price
discrimination in the above statement. [12]
Discuss how the output and pricing policy adopted
by a firm might differ depending on the market
structure in which it operates. [13]

Cambridge 9708 Paper 41 Q3 May/June 2010
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 Revision Objectives

@ analyse the sources of market failure

@ define deadweight loss

@ explain how market imperfection can give rise
to market failure

@ describe the objectives of government
microeconomic policy

After you have studied this chapter, you should be able to:

@ evaluate the effectiveness of government
policies to correct market failure and
policies towards income and wealth
redistribution

& assess privatisation.

Sources of market failure

The causes of market failure include the existence of
externalities, merit and demerit goods, public goods,
information failure, factor immobility and the abuse
of market power.

RV Meaning of deadweight loss

In general terms, deadweight loss is the loss in
economic welfare caused by an increase in price
above the efficient level and a fall in output below
the efficient level. Deadweight loss can arise because
of taxes, tariffs and monopoly.

The deadweight loss of a monopoly is the loss
in consumer surplus which arises because a
monopolist restricts output and pushes up price.
Consumers would benefit from output increasing to
the allocatively efficient level.

Figure 14.1 shows a monopolist producing the
profit maximising output of Q. This is below
the allocatively efficient level of QX and creates a
deadweight loss of Z.

Market imperfections — existence of
monopolistic elements

Monopolists use their market power to convert some
consumer surplus into producer surplus. Figure
14.2 shows that an industry moving from perfect
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competition to monopoly would result in a rise in

price from P to P1 and a fall in output from Q to Q1.
There is a fall in consumer surplus of PP1CB. Of

this PP1CD is converted from consumer surplus

to producer surplus. DCB just disappears — it is a

deadweight loss.

I Objectives of government
microeconomic policy:
efficiency, equity

Government microeconomic policy seeks to
increase economic efficiency and promote equity.
The government may intervene if it believes there is
market failure and if it believes its intervention will
improve allocative efficiency and productive efficiency.

Market forces may not ensure productive
efficiency if there is a lack of competition or if there
is information failure. They may also not result in
allocative efficiency for a number of reasons. Too
many resources are allocated in the case of demerit
goods. Too few resources are allocated in the case of
merit goods and there is a risk that no resources will
be used to produce public goods. A monopolist may
restrict output below the allocatively efficient level in
order to drive up price and increase its profit.

Market forces can also result in significant
differences in incomes. Those who have
accumulated wealth and those with skills in high
demand can earn high incomes whilst the sick,
elderly and unemployed may find it difficult to
obtain any income. |

Most governments consider that everyone should
have access to a minimum level of income and
essential services.

| Policies to correct market
failure: regulation

Regulation involves legally enforced requirements
and standards implemented by governments and
international organisations. Examples include a ban
on smoking in public places, the requirement for car
drivers and passengers to wear seat belts and the need
for restaurants to work under hygienic conditions.
Regulation has the benefits of being backed up
by law, may have an immediate effect and may be

utut
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simple to understand. There is a problem of what
is the right level of regulation. For instance, what
level of air and noise pollution should airplanes be
permitted to emit.

For regulation to be effective, governments need
accurate information. Regulation is more likely to
be successful if most people agree with it. If not,
it can be expensive to enforce. It may take time to
draw and pass legislation. Some forms of regulation
are only effective if adopted globally or at least by
a large number of countries; example, limits on air
pollution emitted by firms producing steel.

It does not raise revenue except through fines
on those who do not obey the regulation. It may
result in informal markets developing with banned
products being sold illegally. It is a blunt instrument
which works against the market.

Policies towards income and wealth
distribution

Among the policies a government may use to make
income and wealth more evenly distributed, are
progressive taxes, payment of state benefits and the
direct provision of goods and services.

A progressive tax is one which takes a higher
proportion of the income or wealth of the rich than
of the poor. This is because as income or wealth
rises, the marginal tax rate increases. An example in
most countries of a progressive tax is income tax.

A proportional tax takes the same proportion of
income or wealth from the rich and poor. In this
case, the marginal tax rate remains constant.

A regressive tax places a greater burden on the
poor who pay a higher proportion of their income
or wealth. The marginal tax rate falls as income or
wealth rises. In most countries, sales tax (VAT) is
regressive.

State benefits may be universal, i.e., paid to
everyone in a certain group, such as child benefit
paid to all parents. They may also be means tested,
i.e., paid only to people who have below a certain
income.

A government may provide education and health
care free to people in a bid to ensure that everyone
has access to these crucial services. Such an
approach may enable the poor to increase their skills
and health and so their earning potential.
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146 Government Intervention in the Price System

Effectiveness of government policies

The use of government policies may increase efficiency
by offsetting market failure. There is, however, a risk
of government failure. This occurs when government
intervention reduces economic efficiency.
Government failure may arise due to a
lack of information, inaccurate information,
households and firms reacting to policy measures
in unexpected ways, policy measures having
an adverse effect on incentives, decisions being
influenced by the desire to be politically popular
and possibly corruption.

S8 Privatisation

Privatisation involves the transfer of assets and
activities from the public sector to the private
sector. It may take the form of denationalising an
industry, the sale of government shares in private
sector firms and contracting out services.

If a government is concerned that there is
a risk that privatising an industry may not

increase efficiency or may cause inequity, it may
decide to regulate the industry. This may involve
placing restrictions on price rises. For instance,
a government may pass a law which limits price
rises to a figure equivalent to a rise in the price
level minus one or two percentage points. It may
also seek to stop the firm or firms from using their
market power to prevent the entry of new firms.
Arguments in favour of privatisation include
increasing efficiency by reducing bureaucracy,
increasing the profit motive and possibly increasing
competition. Other arguments are to raise
government revenue in the short term, to widen share
ownership and to reduce government expenditure in
the case of loss making state owned enterprises.
Arguments against privatisation include long
term loss of government revenue in the case of
profitable state owned enterprises, the possibility
of abuse of market power if the industry becomes
a private sector monopoly, private sector firms not
taking externalities into account and a general loss
of government control over the economy.

-
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ShortQuestlons

1. What is meant by asymmetric information?
2. Why does factor immobility lead to market failure?

3. How does the price elasticity of demand influence the
size of a deadweight loss?

4. What effect does price discrimination usually have on
consumer surplus and producer surplus?

5. Should the government prevent the consumption of a
demerit good?

6. What is meant by a pure monopoly?

7. Why do governments seek to promote efficiency?

8. Would a perfectly equal distribution of income be
equitable?

9. Identify three types of regulation.

governments whereas the same governments allow
cigarettes to be sold to adults?

11. What is the difference between income and wealth?

10. Why is the sale of cigarettes to children banned by many

12.

13.

14.
15.

16.

17.

18.

19.

Give one argument for and one argument against a tax
on wealth.

Give one argument for and one argument against
universal benefits.

What is meant by tradable pollution permits?

‘What may restrict a government’s ability to raise the rate
of corporation tax?

Why may an increase in unemployment benefit increase
income inequality?

Why might a rise in income tax rates reduce the revenue
the government receives from income tax?

Why might a government decide to regulate a privatised
industry?

What is meant by a negative income tax?

. What source of finance is available to a privatised firm

that is not available to a nationalised industry?
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Using Figure 14.3, identify the following.

Domestic
upply

C D World supply with

tariff
F G H | World supply

E : :
without tariff
Domestic
demand

(6]
Figure 14.3

(a)
(b)
(c)
(d)
(e)

(f)

Quantity

The area of consumer surplus before the tariff is
imposed

The area of consumer surplus after the tariff is
imposed

The area of consumer surplus lost due the tariff

The tax revenue gained from the tariff

The increase in domestic producer surplus resulting
from the tariff

The deadweight loss resulting from the tariff.

The Peruvian government, like a number of Latin
American governments, is facing a conflict between
energy security and environmental protection. It is
seeking to increase the country’s output of electricity

to meet the country’s increasing demand for fuel
and to avoid disruptive blackouts. To generate
more electricity, the government is considering
building dams and flooding part of its south eastern
jungle. Opponents of the proposed scheme claim
that it would displace 10,000 people belonging to
the Ashanikas, an Amazonian tribe, and destroy
important wildlife habitats. They suggest that the
government should instead promote biomass and
wind power and encourage energy saving measures,
in part by increasing the tax on electricity.

(a) What is meant by ‘energy security’?

(b) Identify a first party who might benefit and a third
party who might suffer from the government’s
proposed scheme.

(c) Using a demand and supply diagram, explain how
the imposition of an indirect tax gives rise to a
deadweight loss.

3. Explain in each case whether government intervention
is likely to be designed to:
(i) increase efficiency
(if) increase equity
(iii) increase efficiency and equity.
(a) the provision of unemployment benefits
(b) the imposition of a tax on cigarettes
(c) the privatisation of a profit making electricity
industry
(d) the provision of state education free to consumers
(e) acutin the top rate of tax
(f) the granting of a subsidy to providers of public
transport.

In which circumstance would a government have to
intervene to correct market failure?

A

B

(&

Firms making unpopular products going out of
business

A cartel breaking down when a member reduces
prices

Private sector firms basing their output decisions on
social benefits and social costs

Street lighting not being provided by the private
sector

2. Which of the following is a possible source of market failure?
A An absence of external benefits
B Lack of provision of public goods
C Overprovision of merit goods
D Private costs equalling social costs

3. Figure 14.4 shows an industry producing under
conditions of constant marginal cost. Under conditions of
perfect competition, the industry produces an output of
Y. It then becomes a monopoly producing an output of X.
Which area represents the deadweight loss which occurs?
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Cost/ | T
Revenue

Figure 14.4

A STU

B RSUW
Cc Uvw
D XVWY

. Which consequence of the formation of a monopoly is
not a cause of government concern?

A A decrease in employment

B A decrease in the rate of innovation

C An increase in the exploitation of economies of scale
D An increase in prices

. Why may government intervention be necessary to

achieve the allocatively efficient level of training?

A Average costs of firms that do not provide training
are higher than those that do

B External benefits are gained by firms that do not
provide training

C Private benefits are gained by firms that provide
training x

D Social costs of training equal private costs of training

. Which situation would result in the socially optimum

level of pollution being achieved?

A The government covers the full cost of eliminating
pollution

B The private sector covers the full cost of eliminating
pollution

C The marginal social cost and marginal social benefit
of pollution reduction are equal

D The marginal social benefit of pollution reduction
exceeds the marginal social cost of pollution
reduction

. Figure 14.5 shows the market for a product. What
should be the subsidy per unit given by a government to
achieve the socially optimum output?

MEGA
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Cost/ MSB

Benefits MSC
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MSB
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(o] Quantity
Figure 14.5

A OX

B YZ

C XY

D XZ

8. A government decides to ban rather than regulate

monopolies on a case by case basis. What may justify

this action?

A Monopolies always charge a higher price than

“. competitive firms

B Monopolies always produce at a higher cost per unit
than competitive firms

C The benefits of investigating monopolies may accrue
more to consumers than producers

D The costs of investigating might exceed the benefits

9. When is a tax defined as regressive?
A All income earners pay the same proportion of their
income in tax
B A low income earner pays less tax than a high
income earner
C The average rate of tax falls as income rises
D The marginal rate of tax is constant as income rises

10. Which type of tax is the most regressive?
A A flat rate value added tax
B A flat rate corporation tax
C A poll tax
D A proportional income tax

11. The table below shows the demand and supply schedules
before the imposition of a tax.

If a tax of $3 is imposed on the product, what
proportion of the tax will be borne by producers?
A The whole proportion
B Two-thirds
C Half
D One-third
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10 20 1280
9 60 1000
8 150 850
g 260 600
6 400 400
5 600 150
4 900 50

12. A government decides to reduce income tax and raise
indirect taxes. It raises the same amount of tax revenue.
What is the likely effect on the distribution of income
and work incentives?

Distribution of income Work incentives

A Less equal Decrease
B Less equal Increase
C  More equal Increase
D  More equal Decrease

13. Figure 14.6 shows the relationship between income and
the amount paid in tax. Which type of tax is illustrated?

Tax
payments
Tax
payments
450
Income

Figure 14.6

A Flat rate

B Progressive
C Proportional
D Regressive

14. What effect may a taxation policy which redistributes
income from the rich to the poor have on an
economy?

A It will increase aggregate demand if the marginal
propensity to consume of households is lower at
high levels of income

B It will increase a current account deficit if the
marginal propensity to import is higher at high
levels of income

Government Intervention in the Price System

15. What is meant by regulatory capture?
A It is when a firm gains control of the market and
uses its market power to push up price
B It is when a regulatory agency protects the interests
of producers
C It is when a regulatory agency restricts the prices
that producers can charge
D It is when shareholders influence a firms objectives
more than managers do
16. Figure 14.7 shows the cost and revenue curves of an
industry. Why would government intervention be
necessary to achieve allocative efficiency?
Cost/
Revenue

Figure 14.7

17.

151

C It will increase real gross domestic product if
progressive taxes act as a disincentive to work and
effort

D It will increase savings if the marginal propensity to
save is higher at high levels of income

MC
AR

o] A Output

MR

A A profit maximising private sector firm would
produce a higher output

B A profit maximising private sector firm would
produce where average cost equals average revenue

C The producer would make a loss at the allocatively
efficient output

D The producer would make supernormal profit at the
allocatively efficient output

Why might government intervention to correct market

failure, lead to greater inefficiency?

A The government bases its decisions on private
benefits rather than social benefits

B The government bases its decisions on social rather
than private costs

C There is no adverse effect on incentives as a result
of redistributing income from the rich to the
poor

D There is no time delay between recognising a
problem and implementing a policy measure
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18.

19.

In what circumstance is privatisation likely to increase

economic efficiency?

A Firms in the industry collude to set price

B Firms in the privatised industry produce where
average revenue exceeds marginal cost

C 'The privatised industry becomes more responsive to
changes in consumer demand

D The privatised industry expands and encounters
diseconomies of scale

A government imposes a maximum price, set below the
equilibrium price, on the rent of private accommodation
to help the poor. Why might this activity actually
disadvantage some of the poor?

A Tt would increase producer surplus

B It would increase the price elasticity of demand

C It would reduce the quantity of rented private
accommodation

D It would reduce the price elasticity of supply

A product is under-consumed. In which circumstance

would the introduction of a government subsidy to

consumers fail to move the quantity consumed to the

allocatively efficient level?

A Demand for the product is perfectly price elastic

B Demand for the product is perfectly price inelastic

C ‘The subsidy is shared between the consumer and the
producer

D The subsidy per unit is less than the marginal
external benefit

- Data ReSpdn;é_. O.qe's'_t_i_ciﬁ'g-;. o

Counting the cost

India has transformed itself from a primary agricultural
economy into a major industrial one in less than 60
years. Some argue that industrialisation results in
increased wealth-and a better standard of living. Certain
areas of India are better suited to this industrialisation
than others. The state of Odisha is one.

_ Odisha is a state of contrasts - 48% of its people live
below the poverty line; it is the most heavily indebted
Indian state; its literacy level is below the national average;
the level of infectious disease is high and malnutrition is
alarming; it is subject to natural disasters such as floods.
But, it has unrivalled natural resources including one of
Asia’s largest deposits of coal, large areas of forest and
extensive mineral reserves. These attract big industrial
companies. A new steel plant has been established which
will produce six million tonnes of steel a year.

In Odisha, a balance has to be achieved between
potential profits and benefits from industrialisation and
its cost to the people and the environment. The steel
company is recruiting from local engineering colleges
and is able to offer employment and new opportunities.
People have increased incomes. Farm workers earn
less than half of what the factory pays its workers. One
worker said ‘T used to work on the land and was at the
mercy of the weather. Now I do not have to pray for 2.
rain. The company also employs my sons and we are
much better off!

However, the factory is not labour-intensive and is
unlikely to employ the huge numbers of people seeking
work. Also, mining and infrastructure development

Itube.com

destroyed some of the forest. Industrial production
results in soil erosion and pollutes the air with the
dark smoke from factory chimneys which causes acid
rain. The rivers have also become contaminated with
toxic waste which is posing a threat to wildlife, such as
elephants, tigers and deer. As well as to local people.
The industrialisation meant that some people lost their
homes and had to be resettled elsewhere. The new
houses had safe water provision and drainage, unlike
some of the original homes, but people complained
about the poor way the houses were built in 2007,
13 were killed during a protest about the lack of
compensation for the loss of their homes.
(a) What is meant by industrialisation? [2]
(b) Why might some argue that the economic costs of
the exploitation of the natural resources in Odisha
are too high? [5]
Comment on whether the development of the steel
plant is likely to have been a benefit for the workers
in Odisha. [5]
It is said that the standard of living in Odisha
continues to be very low. Discuss whether the
evidence you have been given is sufficient to
support this view. [8]
Cambridge 9708 Paper 41 Q1 Oct/Nov 2009
The Deepwater Horizon disaster
In April 2010, an explosion on BP’s Deepwater Horizon
rig off the Gulf of Mexico, 50 miles from Louisiana,
killed 11 people and started a fire on the platform. After

two days it sank causing the biggest oil spill in America’s
history. More than 200 million gallons of oil gushed

(c)

(d)
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into the sea. There were a number of failed attempts to
stop the leak but it was not until 19 September 2010,
that it was finally plugged and the temporary ban on oil
drilling in the area was lifted.

Hundreds of workers who tried to control the spill
reported mystery illnesses and doctors in the area
reported an increase in respiratory infections, headaches,
nausea and eye irritations. The Gulf coast’s economy is
reliant on energy, seafood and tourism. The shrimp and
the tourism industries were particularly badly affected.

It was also estimated that more than 6,000 turtles, 82,000
birds and 26,000 dolphins and whales were killed.

BP has been criticised for trying to cut its costs by
using contractors'whose safety. standards it has not
sufficiently checked-out. It is lzkely to be more careful in
the future as.the dlsaster had a noticeable effect on its
proﬁts /At $pent over $13.6 billionin ‘responding to the
disaster and sealing the rupture. It has also set aside $20
billion dollars in a compensation fund.

(a) Explain two negative externalities created by the
Deepwater Horizon disaster. [4]

(b) Does the existence of negative externalities
necessarily mean that too many resources are

devoted to oil production? [5]
(c) What effect is the disaster likely to have on BP’s
profits? [3]

(d) Discuss whether a government should permit the
drilling of oil off its coast by foreign oil companies.
(8]
The taxi market

In most cities in the world, there is usually a large
number of taxi firms with each firm having a relatively
small share of the market. The service provided by taxi
firms is usually similar. There are not many barriers to
entry into and exit from the market and it is possible
to start a taxi firm with just one or two vehicles. Those
barriers which do exist usually arise from regulation.
The regulation of the taxi market can take three main

Government Interventionin the Price System 153

forms. These are limits on the number of firms that
can operate in an area, controls on the fares that can be
charged and on the imposition of quality standards.

The taxi market in a number of cities and countries

has been deregulated or at least partially deregulated.

In April 2012 the Greek government passed legislation
reducing the price of the licence needed to operate a taxi
firm from C80,000 to C3,000 and increased the number
of licences issued.

Deregulation may provide a number of benefits. It may
make a taxi market more contestable and may increase
economic efficiency. Taxi fares may fall, waiting times
may be reduced and there may be innovations, for
example, the introduction of taxis that cater for people
in wheelchairs.

There are, however, arguments for keeping some
regulation. If controls on fares are removed, passengers
may find it difficult to search out the most competitive
prices. Quality controls can benefit consumers. For
example, a government can set standards for the road
worthiness of taxis and its agencies can check that
these standards are being met and that drivers possess
a clean driving licence. Eliminating restrictions on
the geographical coverage of taxi firms may also cause
problems. There may be an over-supply of taxis and a
tendency for taxi firms to concentrate their vehicles in
city centres and key tourist spots. Lower profits which
may be caused by greater competition may encourage
taxi firms to cut out low value trips and reduce quality.
(a) What is meant by deregulation? [2]
(b) To what extent does the information suggest that
taxi firms operate under conditions of monopolistic

competition? [5]
(¢) Comment on whether a more contestable market
will increase competition. [5]
(d) Discuss whether deregulation will increase
*  economic efficiency in the taxi market. N [8]

2.

(a) Explain what is meant by an efficient market

equilibrium. [12]
(b) Discuss how the market mechanism might fail in
the allocation of resources. [13]

Cambridge 9708 Paper 41 Q2 May/June 2010

(a) Explain why the price mechanism may generate
negative externalities. [12]

(b) Discuss what policy measures a government could

use to reduce pollution. [13]
Discuss whether economic efficiency can be improved
if governments are involved in the regulation and

provision of goods and services when there is market
failure. [25]

Cambridge 9708 Paper 41 Q2 May/June 2011
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Theory and
Measurement in the
Macroeconomy
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@ explain the use of national income statistics
as measures of economic growth and living
standards

@ describe the GDP deflator

@ compare economic growth rates and living
standards over time and between countries

@ assess other indicators of living standards and
economic development

@ distinguish between broad and narrow money
supply

& assess the government's budget position and

deficit financing

explain the circular flow of income

distinguish between the Keynesian and

monetarist schools of thought

After you have studied this chapter, you should be able to:

@ expla wipg of qwggate
expenditure, th
aggregate e %aﬁb aﬁ heir
deterfriinant tau 0. con
& asses : j )

AE-income approach and the wnthdrawf
injections approach

explain the multiplier and the accelerator
describe the sources of the money supply in
an open economy

assess the Quantity Theory of Money
compare the Liquidity Preference Theory and
the Loanable Funds Theory of interest rate
determination.

9 9

99

KIRE National income statistics

Use of national income statistics as measures
of economic growth and living standards

National income (NI) statistics cover measures of
the country’s output in a year.

Gross Domestic Product (GDP) is the total
output produced in a country in a given time
period. It can be measured in three ways. These are
the output, income and expenditure methods. As
these names suggest, the output method measures
output directly, the income method measures all the
factor payments earned in producing output and
the expenditure method totals up all spending on
domestically produced products.

Gross National Product (GNP) is the total
output produced by the country’s population
wherever they produced it. Net property income
from abroad is added to GDP to calculate GNP.
Net property income from abroad covers profit,

interest, dividends and rent earned on the ownership
of foreign assets minus payments on assets in the
country owned by foreigners.

Gross National Income (GNI) is GDP plus
primary incomes received from the rest of the
world minus primary incomes payable to non-
residents. Primary income includes compensation
of employees (employment income from cross-
border and seasonal workers), taxes less subsidies
on production and property, and entrepreneurial
income. GNI is very similar to GNP - it just
makes two further adjustments in relation
to GDP.

Net National Product (NNP) is GNP minus
depreciation. So whilst GNP includes all investment,
NNP only includes net investment that is additions
to the capital stock.

Net Domestic Product (NDP) is GDP minus
depreciation. It can also be calculated as NNP minus
net property income from abroad.
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National income figures are initially measured at
market prices. This means they are measured in terms
of the prices charged in shops and other outlets. The
figures are then converted into factor cost, i.e., in
terms of the factor incomes earned in producing the
products. To convert NI figures from market prices to
factor cost, indirect taxes are subtracted and subsidies
are added.

National income figures are also measured at both
current prices and constant prices. GDP at current
prices (also referred to as money GDP) is measured
in terms of the prices operating in the year in
question. GDP at constant prices (also called real
GDP) is GDP adjusted for inflation.

GDP deflator

The GDP deflator is the price index used to adjust
money GDP and real GDP. GDP deflator includes
price changes of both consumer and capital goods
and takes into account the prices of exports but not
the prices of imports.

Comparisons of economic growth rates
and living standards over time and between
countries

Actual (short run) economic growth is measured
by changes in real GDP. Living standards have
traditionally been compared using real GDP per head
(also referred to as real GDP per capita). More recently,
GNI per head has become a popular measure.

Real GDP per head and real GNI per head are
readily available indicators of living standards
but they have a number of limitations. They are
narrow measures as they only take into account
one factor that influences living standards — income.
They do not consider, for instance, pollution, the
types of products pollution, leisure hours and
political freedom. GDP/GNI per head may also be
high but if income is very unevenly distributed,
only a small proportion of the population may
benefit. GDP/GNI per head may also be low but
living standards might be relatively high if there
is a large informal economy with significant
unrecorded economic activity.

MEGA
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Other indicators of living standards and
economic development

The Human Development Index (HDI), published
by the United Nations, measures more indicators
of living standards than real GDP/GNI per head.
It includes three major components. These are
education (measured since 2010 as mean years
of education received by adults aged 25 and
expected years of schooling for children of school
going age), life expectancy at birth and GNI

per head.

The Index of Sustainable Economic Welfare
(ISEW) is a wider composite measure. It takes into
account income inequality and adds items that
increase economic welfare, such as the value of
unpaid housework, and deducts items which reduce
economic welfare including pollution, crime and
traffic accidents.

| Money supply

A country’s money supply is the total amount of
money in an economy. Broad money includes
items which act both as a medium of exchange and
store of value. Narrow money; as its name suggests,
is narrower in scope and focuses on money as a
medium of exchange.

Government accounts — government budget,
deficit financing

The government’s budget shows the relationship
between its revenue, largely tax revenue, and
its expenditure. A budget surplus arises when
government revenue exceeds government
expenditure; a balanced budget when government
revenue equals government expenditure; and a
budget deficit when government expenditure
exceeds government revenue.

If a government spends more than it raises in tax
revenue, it can finance the deficit in four main ways.
It can borrow from the central bank (sometimes
referred to as resorting to the printing press), from
commercial banks, from the non-bank sector and
from abroad.
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Figure 15.1

Borrowing from the non-bank sector by selling
government securities to households and firms
does not increase the money supply. It makes use
of existing money. The other three methods do,
however, increase the money supply.

EEEER The circular flow of income
between households, firms,
government and international
economy

The circular flow of income describes how
expenditure and income moves around an
economy and the relationship between firms, the
government and the international economy as
shown in Figure 15.1.

Injections are additions to the circular flow.
The three injections are investment, government
spending and exports. Leakages are withdrawals
from the circular flow. The three leakages are
saving, taxes and imports. Figure 15.2 illustrates
injections and leakages.

Output

Y VRN

Investment — Expenditure Income —= Saving

P

Government
spending

Taxes

Figure 15.2

MEGA

EEZH Main schools of thought
on how the macroeconomy
functions: Keynesian and
Monetarist

Keynesian economists think there is a high risk
of market failure and that there is no guarantee
that-economies will operate at full capacity. In
contrast, monetarists think markets usually work
efficiently and that economies will either be
operating at full employment or moving towards
full capacity.

Monetarists think that inflation is caused by an
excessive growth of the money supply. Keynesians
argue that inflation can cause an increase in the
money supply, with firms and households borrowing
more money to keep pace with higher costs and
prices. Keynesians think inflation may be caused by
cost-push or demand-pull inflation.

Monetarists think that government borrowing
can result in crowding out with higher government
spending leading to a reduction in firms’
investment. If the government borrows more,
private sector firms may find it more difficult and
expensive to obtain funds. Keynesians, however,
claim that government borrowing may result in
crowding in, encouraging more investment. If
higher government spending causes income to rise,
more saving will provide the finance for investment
and higher consumer expenditure will encourage
more investment.
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| Aggregate expenditure injections | S+T+M
fundlon withdra\\?sgg
Aggregate expenditure (AE) is the total planned 14 G+ X!
expenditure at different levels of income. It is e
composed of consumer expenditure (consumption),
investment, government spending and net exports. — oo

Income determination using AE - income
approach and withdrawal/injection

approach
Income is determined where aggregate expenditure
equals output. Figure 15.3 shows this would beatan ~ Figure 15.4
output of Y. If aggregate expenditure rises, output
will increase until the full employment level of Aggregate Ex=Y
output (YFe) is reached. i
Aggregate
expenditure Expenditure (Ex) = Income (Y) a C+1+G+(X-M)
C+I+G+(X-M)
45° N
O Yee Y Money GDP
Figure 15.5
¢l The multiplier
(o] y Money GDP ) i
) The multiplier is the relationship between a change
Figure 15.3 in an injection and the final change in GDP. A
The equilibrium level of income is also where multiplier of 3, for instance, means that an increase
planned injections equal planned leakages (also in investment of $10 rni]lion_ would result in an
called withdrawals), in other words, where I + G increase in GDP of $30 million.
+ X =S8+ T+ M. An increase in injections would ;
cause income to raise until injections again equal Aggrg_gate Ex=Y
withdrawals as shown in Figure 15.4. BReRty &
C+1+G+(X-M
Inflationary and deflationary gaps ngf i e
An inflationary gap occurs when aggregate
expenditure exceeds the full employment level of
income as shown in Figure 15.5. At YFe, there is an
inflationary gap of ab.
A deflationary gap is experienced when
aggregate expenditure is below the full employment . T e
level of income. Figure 15.6 shows a deflationary - ;
gap of cd. Figure 15.6
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The multiplier can be calculated aftér a rise in
autonomous expenditure has worked through the
economy by using the following formula.

- change in GDP
change in injection

It can also be estimated before a change in
autonomous spending by using the following
formula.

Kk = 1
mps + mrt + mpm

Here mps is the marginal propensity to save, mrt is
the marginal rate of taxation and mpm is the marginal
propensity to import. This is the full version of the
multiplier. In a closed economy with no government
sector, the multiplier is 1/mps and in a closed
economy with a government sector it is 1/mps + mrt.

Figure 15.7 shows that the multiplier is Y1-Y/r-s.

Autonomous and induced investment — the
accelerator

Aggregate
expenditure Ex=Y
oo
r
/r/’éf I+G+(X-M)
5
450
o] Yy ¥y Money GDP

Figure 15.7

Autonomous investment is investment which occurs
independently of changes in income. Advances

in technology, for instance, might result in more
investment at the same level of income.

Induced investment is investment undertaken
because of an increase in income. With more income,
firms would expect consumer expenditure to rise and
so would be likely to undertake more investment.

The accelerator theory suggests that net
investment depends on the rate of change in GDP
and that a change in GDP will cause a greater
percentage change in net investment.

outube.com/meg:

EEXA Sources of money supply in an
open economy

The money supply may be increased by commercial
banks lending more, a government financing a
budget deficit by borrowing from the central bank
and commercial banks, and more money entering
than leaving the country.

When someone deposits money in a bank, it
enables the bank to use it as the basis for loans of
a greater value. Banks can lend more and so create
money, because only a small proportion of deposits
are cashed. Most deposits are transferred within the
banking sector. The credit multiplier shows the value
of new deposits that can be created as a result of a
change in a bank’s liquid assets. It is calculated by
the the following formula.

100
liquidity ratio

If a government borrows from the banking
sector or abroad, it will add to the money supply. If,
however, it borrows from the non-bank, domestic
sector it will be making use of existing money.

The total currency flow is the overall balance on
the current, capital and financial accounts excluding
the reserves. If there is a total currency flow surplus,
the money supply will increase.

Relationship between money supply, price
level and output as explained by the Quantity
Theory of Money

The Fisher equation of exchange is MV = PT
(sometimes expressed as MV = PY). M is the
money supply, P is the general price level, V is the
velocity of circulation and T or Y is the value of
transactions/output.

Monetarists developed the Fisher equation into
the Quantity Theory by assuming a change in the
money supply will not affect Vand T. With V.and T
constant, a change in the money supply will cause a
proportional change in the price level.

Keynesians reject the Quantity Theory, arguing
that V and T can be influenced by changes in the
money supply and so the equation cannot be used to
predict how a change in the money supply will affect
the price level.
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The Loanable Funds Theory suggests that the

rate of interest is determined by the demand for
loanable funds (from households, firms and the
government wanting to borrow) and the supply of
loanable funds (savings). If savings increase, the
availability of loanable funds rises. With greater
availability of funds to borrow the rate of

interest will fall. A fall in investment would also
reduce the rate of interest. In this case, it would
be because demand for funds to borrow would

decline.
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In contrast, according to the Liquidity
Preference Theory, the rate of interest is
determined by the demand for and supply of
money. There is thought to be three main reasons
why households and firms demand money (choose
to hold their wealth in a money form). These
are the transactions motive (money held to buy
products), precautionary motive (money held in
case of unexpected expenses and opportunities)
and the speculative motive (money held to take
advantage of changes in the price of government
bonds and the rate of interest). The Liquidity
Preference Theory claims that a fall in the rate of
interest can be caused by two possible changes. One
is an increase in the money supply and the other is a
fall in the demand for money.
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Mind map 15.6 Monetarist economics 3
3 _' Short Questlons'_"_:
1. What is meant by replacement investment? 11. Why does an injection cause a multiplier effect?
2. Explain two reasons why the size of a country’s informal 12. What is meant by the paradox of thrift?
economy may fall. 13. What effect would an increase in the marginal rate
3. What is meant by Gross National Happiness? of taxation have on the size of the multiplier?
4. Why is it difficult to measure the money supply? 14. Why might firms engage in net investment despite a rise
5. What is the relationship between the government’s in the rate of interest?
budget position and the national debt? 15. If there is a credit multiplier of 20, by how much can
6. What are the injections and withdrawals in a closed bank loans increase if there is a rise in liquid assets of $20
economy with a government sector? million?
7. Why do Keynesians think that unemploymént may be 16. Why might banks lend less than their liquidity ratios
a more significant problem than as the monetarists’ permit?
believe? 17. What is meant by the velocity of circulation?
8. What is the difference between the average propensity to 18. In terms of the Quantity Theory, why might an increase
consume and the marginal propensity to consume? in M cause an increase in T (Y)?
9. What effect would an increase in net exports have on 19. What is the difference between active money balances
aggregate expenditure and money GDP? and idle money balances?
10. What would reduce a deflationary gap? 20. What is meant by the liquidity trap?
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(a) The marginal propensity to consume is 0.75 of
disposable income. Initially there is no government
sector and the country is a closed economy.

If investment is $50bn, what is the value of
national income?

(b) A government sector does develop with a marginal
tax rate of 20% and government spending is $70bn.
Calculate:

(i) the new multiplier figure
(ii) the new level of national income

2.

(iii) the government’s budget position.

(c) The country then engages in international trade.
1/8™ or 12.5% of consumer expenditure is spent on
imports and export revenue is $40bn. Calculate:

(i) the new multiplier effect
(ii) the new national income
(iii) the trade balance
(iv) the budget position.

Complete the following table.

View on market failure

Significant

View on government failure

View on Quantity Theory

Cause of inflation

Main causes of unemployment

Effects of government borrowing

Crowding in

Significant

Support

Excessive growth of the money supply
Frictional and structural

Shape of LRAS curve Horizontal, then upward sloping
and then vertical
Macroeconomic policy Favour demand management

Government intervention

-

To be kept to a minimum. Main
responsibilities = remove market
imperfections and keep inflation low

3.

(a)

(b)
()

Decide whether the following statements relating to
money and banking are true or false.

Current (sight) accounts are included in both
narrow and broad measures of the money supply.
Banking is based on trust.

In banking, there is a conflict between profitability
and liquidity.

(d)
(e)

()

The Fisher equation is a truism.

A budget deficit will always increase the
money supply.

A credit crunch involves a surplus of
bank loans which stimulates economic
activity.

An economy’s gross domestic product is $90 billion

and its net domestic product is $75 billion. What can be
concluded from this information?

A Consumer expenditure was $15 billion

B Depreciation was $15 billion 3.
C Net exports were $15 billion

D Net property income from abroad was $15 billion
An economy’s GDP increased from $20bn in 2002 to
$39bn in 2012. Over the same period, population increased
from 20 million to 22 million and the price level increased
from 100 to 125. Assuming other influences remained
unchanged, what happened to living standards over this
period?

Itube.com

A Decreased as real GDP fell
B Decreased as real GDP per head fell
C Increased as real GDP rose
D Increased as real GDP per head rose

Why may an increase in national income per head

measured at constant prices underestimate the change in

a country’s standard of living?

A The average number of hours worked may be
reduced

B The rate of inflation may have increased

C The size of the informal economy may have fallen

D The size of the population may have increased
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4. The table below shows the level of consumer
expenditure at different levels of disposable income.

- Disposable income- - Consumer expenditure. -

($ billion) ($ billion)
100 120
200 200
300 270
400 320
500 350

What happens to the average and marginal propensities
to consume as disposable income increases?

Average propensity Marginal propensity to
to consume consume

A Decrease Decrease

B Decrease Increase

C Increase Increase

D Increase Decrease

5. What is the monetary base?

A Notes and coins in circulation

B Notes and coins in circulation plus the cash reserves

of the banking system

C Notes and coins in circulation, the cash reserves of
the banking system and sight accounts
Notes and coins in circulation, the cash reserves of
the banking system and sight and time deposits

6. Which of the following changes could result in a
reduction in the money supply?
A A decrease in commercial bank’s liquidity ratios
B A decrease in the rate of interest
C Anincrease in the budget surplus
D An increase in the current account surplus

D

7. Which way of financing a government’s spending is likely
to result in the greatest increase in the money supply?
A Increasing income tax rates
B Decreasing income tax rates
C The sale of government bonds to the non-bank sector
D The sale of treasury bills to the banking sector

8. Which of the following ideas is an important concept of
the monetarist school of thought?
A An increase in the money supply will increase
productive capacity
B If the money supply increases by a greater percentage
than real GDP, prices will rise
The government cannot take any action which will
reduce unemployment
The government can reduce unemployment by
increasing aggregate demand

=

D

9. Which combination of policy measures would be
considered to be a Keynesian approach to reducing
unemployment?

outube.com

A An increased budget deficit, increased
unemployment benefits and tax cuts

B A reduction in unemployment benefits, tax cuts and
deregulation

C A reduction in the growth of the money supply,

privatisation and a rise in the exchange rate

An increase in information about job vacancies, a

reduction in total government spending and a rise in

the rate of interest

10. According to the concept of crowding out, what effect
would an increase in public sector net borrowing have
on the interest rate and private sector investment?
Interest rate Private sector investment
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease

11. Figure 15.8 shows an economy in which the full
employment level of national income is Yfe.

Which distance represents the deflationary gap?
A RS
B TR
C TS
D XYFe

Aggregate .

expenditure =
H/C+I+G+(X—M}
T,é,s,/”/
0 X yra _ Money GDP
Figure 15.8
Aggregate Ex=Y
expenditure
Aggregate
W expenditure
C+l+(X-M)
45°
0 Yre Money GDP

Figure 15.9
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12. Figure 15.9 shows aggregate expenditure in an open
economy. What does the distance WX represent?
A An inflationary gap
B Government spending

C Savings
D Taxes
Injections/ S+T+M
leakages S+T
/ )
I+G+X
1+G
/A I
/ ABC D il

Figure 15.10

13. What is the equilibrium level of income (as shown in
Figure 15.10) in a closed economy with a government
sector?

A A BB CC DD

14. Which of the following is an injection into the circular
flow of income in an economy?
A Saving by citizens of the country
B Spending by domestic firms on capital goods
C Spending by citizens of the country on domestically

produced goods

D Tax revenue received by the government

15. If mpsis 0.1, mrt is 0.05 and mpm is 0.05, what is the
size of the multiplier?

A 2
B 4
c 5
D 10

16. Government spending in an economy is initially $15
billion and national income is $90 billion. Out of every
increase of $100 in national income, $10 is saved, $10
is taken in taxes and $20 is spent on imports. To raise
national income to the full employment level of $140
billion, by how much will the government have to
increase its spending?

A $5 billion

B $20 billion
C $35 billion
D $50 billion

17. What does the accelerator theory suggest?

A Income is a function of the growth of investment
B Investment increases at a faster rate than saving
C Investment is a function of the growth of income
D Saving increases at a faster rate than investment

outube.com

18. According to the Loanable Funds Theory, what will
cause the rate of interest to rise?
A A decrease in the money supply
B A decrease in the level of savings
C An increase in liquidity preference
D An increase in inflation

19. Why will someone hold money for speculative reasons?
A They expect the price of government bonds to fall
B They expect their income will fall
C They expect the rate of interest will fall
D They want protection against unforeseen
expenditure

20. Figure 15.11 shows the market for money is initially in
equilibrium at X. Commercial banks then give more
loans and the transactions demand for money increases.

What is the new equilibrium position?
A A B B € € D D

Rate of MS; MS MS,
interest

Pyl

. Psde
Aix\\ LPy
o P

RLFH

o Quantity of money
Figure 15.11

21. In a closed economy, government spending is $40m,
consumer expenditure is 0.75Y and investment is
$(70 - 2r) m. The full employment level of income is
$400m. What rate of interest is required to obtain this
level of income?

A 2%
B 5%
C 10%
D 15%

22. In an economy, 10% of extra income is paid in taxes,
10% is saved, 5% is spent on imports and the rest is
spent on domestically produced products. If exports
increase by $200m, what is the rise in consumer
expenditure?

A $150m
B $160m
C $600m
D $640m
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23. Figure 15.12 shows planned investment and planned 7

savings in an economy at different levels of income. Sz\.;rcllgs =
L4

What is the level of actual investment at an income investment A
level of Y? i

A MNB NPC PYD NY
24. According to Keynesian theory, there are a number ; N

of factors that influence demand for money including .
interest rates, the price level and real income. Which 57 P Iestrnne!
combination of changes in these influencing factors ¢

would always increase the demand for money? /;%

Interest rates The pricelevel  Real income Y Income
Decrease Constant Decrease
Decrease Increase Constant
Increase Decrease Decrease

Increase Constant Increase

Savings

OOw >

Figure 15.12

1. Interest rates, inflation and growth ... so the Federal Reserve acted
Between Ist July and 1st October 2007, the GDP of the US tocut E'O"m"g costs
rose at an annual equivalent rate of 4.0%. This was faster
than the forecast rate of 3.1%. The rise was caused by an
increase in consumer spending and by rising exports.
By November 2007, however, there were increased
signs of a housing market slump, a rise in oil prices and a | 35
fall in the value of the US dollar. These changes presented
the Federal Reserve (the US central bank) with a problem

~5.5

- 4.5

%

about interest rates. 25
America's housing market
is slumping. .. L 15
25
- 20 r T T T T 0.5
03 04 05 06 07
-15 US interest rate

-10 annual  Figure 15.14 US interest rate
%
5 change
The Federal Reserve had already cut interest rates in
-0 October 2007 and it reduced the interest rate again in
November in order to help defend the US economy against
e the worsening housing market.
10 Further interest rate cuts were thought unlikely, as

FT T LT T LRI R R ET LT G 1 0 = th ¥ th P - f ﬂ h. h b

88 00 07 ere was anxiety over the rising price of oil, which by
Year November 2007 had reached a record level. The Federal

Reserve said, ‘recent increases in energy and commodity

Figure 15.13 House price index prices may result in further inflation’

outube.com/m

LE,

meg

URE

galect
om



www.youtube.com/megalecture

Online Classes : Megalecture@agmail.com

www.youtube.com/megalecture
www.megalecture.com

Theory and Measurement in the Macroeconomy 167

But soaring oil prices pose 2. The challenges facing Brazil
an inflation threat... _ 100 i
In 2008, the Brazilian government thought
90 that the economy might go into recession. The
| 80 government injected extra spending into the economy
to reduce its deflationary gap and to avoid a fall in
ek real GDP. It was largely successful but it built up
-60 § per government debt.
| 50 Parel In 2010, Brazil had a growth rate of 7.5%, its
| 40 highest rate since 1986 and moved Brazil to the
position of seventh largest economy in the world.
30 The government was concerned about the economy
-20 overheating. Unemployment was at its lowest rate
| | : I : 10 since records began, inflation was at 6% which
W 01 02 03 04 05 06 07 was above the central bank’s target of 4.5% and the
Year currency was strong.

At the start of 2011, the government was concerned
Figure 15.15 US Crude oil price about the high level of aggregate demand and was
worried that its large budget deficit would lead to a high
interest rate. Table 1 shows the budget position and the
interest rate for a number of countries. The government
was planning to cut its spending and introduce some

(a) Name two components of aggregate demand not
mentioned in the first paragraph of the extract. [2]
(b) Calculate the percentage increase in the GDP of the

US between 1July and 1 October 2007. . (2] new taxes. Some economists also suggested imposing
(c) Why does Figure 15.15 refer to a ‘falling dollar stricter rules on banks’ liquidity ratios in order to reduce
when the trend of the line is upward? [2] consuines densand.
(d) Discuss the likely effectiveness of a reduction in interest ; ! 5
rates as a solution to a housing market slump. (6] \2) Howis econamic growih measured: (2]

(b) Using an aggregate expenditure diagram, explain

(e) To what extent does the data support the view that ;
how injecting government spending into the

the US economy was facing ‘conflicting policy

objectives’? 8] economy might reduce a deflationary gap? (5]
; ; (c) (i) Why might a large budget deficit lead to a
Cambridge 9708 Paper 41 Q1 May/June 2010 Bisghh fnterest rate? (3]
..and so does the falling s (ii) Explain whether the information in Table 1
dollar A ; confirms this relationship. [4]
(d) Discuss whether ‘stricter rules on banks’ liquidity
-1.4 ratios’ would reduce consumer demand. [6]
-1.3
~1.2
$
1.1
[+ Brazil -2.3 11.25
China -2.2 4.77
0.9
India -5.1 7.14
; r = . : . . : 0.8 Russia —-4.6 7.75
00 01 02 03 04 05 08 07 UK ~10.1 0.80
Dollars to the euro
USA -89 0.26

Figure 15.16 Dollars to the EURO
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Decline in Pakistan’s rate of economic growth

Between 1999 and 2008 Pakistan’s average economic
growth rate was 7.8%. In 2009, the country’s economic
growth rate fell because of the global recession. Floods in
2010 and 2011 also had an adverse effect on the country’s
output. In 2010, for instance, more than $2.6bn worth of
capital stock was destroyed.

In 2011, the country’s economic growth rate was below
its neighbours’ economic growth rates. Some economists
blamed this slowdown not only on the adverse effects of
the floods but also on the country’s lack of infrastructure
and underdeveloped markets. Investment in Pakistan is
lower as a proportion of its GDP than in its neighbouring
countries. Table 2 compares the components of GDP in
Bangladesh, China, India and Pakistan.

As well as the composition of the GDPs varying, the
size of the four countries, multipliers also differ.

The main industries in Pakistan are textiles and food
processing. The services sector is expanding although
most of it is relatively small scale and some of it operates
in the informal sector.

Country: ~ . Consumer ok

; _ ‘expenditure ($bn) Gl
Bangladesh 69 22
China 1695 2393
India 771 496
Pakistan 130 31

-~ The components of GDP in selected: é'c_l:u_r'itric_ﬁ 2011

; ._l_n_ves't_ment (Sbn):

Pakistan has a number of economic advantages.
In 2011 it had a relatively small negative output gap.
It has a young population with an average age of 21.7,
compared to 24.2 in Bangladesh and 25.1 in India. It
also has a range of natural resources, including copper
and gas and a potential for labour productivity to increase
significantly.
(a) Explain the effect that a fall in capital stock will have
on aggregate supply. [3]
(b) (i) Can it be concluded from the data in Table 1 that
the output of Pakistan’s economy was $163bn in

20117 Explain your answer. [3]
(ii) What was the level of domestic demand in India
in 20117 (2]
(c) Analyse why the size of the multiplier varies
between countries. [4]
(d) What is meant by a negative output gap? [2]
(e) Discuss whether consumer expenditure is likely to
increase in Pakistan. [6]

Imports

E\ports (bbn}

Gif:\-'e'r_ninen_t_'(-Sﬁ'n"J :
Poo i S L ($bn) 7
5 17 24
648 1346 1097
165 275 330
13 21 15,32

 Essay Questions

1.

7

(a) For what purposes do people demand money?
[10]

(b) Discuss the effect of an increase in the supply of
money on interest rates and national income.  [15]

Cambridge 9708 Paper 4 Q7 May/June 2008
(a) Explain how the impact of the Keynesian
multiplier process will change if a free-market

closed economy becomes a mixed economy with
foreign trade. [12]

(b) Analyse how a change to the equilibrium level of
income resulting from the multiplier process might
lead to unemployment or inflation. [13]

Cambridge 9708 Paper 41 Q6 May/June 2011

In 2010, the GDP per head of the Netherlands was four

times greater than that of Chile. Discuss whether this

means that people in the Netherlands enjoyed living
standards four times as great as that of people in Chile.
[25]
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Macroeconomic
Problems

mail.com

% distinguish between economic growth and

development

assess indicators of comparative development

and underdevelopment

# describe the characteristics of developing
economies

@ distinguish between actual and potential

economic growth

:a\'l

After you have studied *hfs chapter, you should be able to:

& define full employment and the natural rate of
unemployment

" analyse the causes of unemployment

@ discuss the consequences of unemployment

% analyse the links between macroeconomic
problems.

Economic growth and
development

Definition of economic growth and
development

Economic growth is, in the short run, an increase
in real GDP and, in the long run, an increase in
productive capacity.

Economic development is an improvement in
economic welfare. It is wider than economic growth
and involves, for instance, a reduction in poverty,
increased life expectancy and a greater range of
economic and social choices.

Economic growth is often but not always
associated with economic development. Higher
output can lead to more employment which can
move people out of absolute poverty. Increases in
the quantity and quality of housing may increase life
expectancy and some of the increase in tax revenue
can be spent on education and health care which can
also enable people to live longer and enjoy a higher
quality of life. However, a country may experience
economic growth but if it is accompanied by
more pollution, longer working hours and worse
working conditions, it may not experience economic
development. Similarly, it is possible that economic
development may occur without economic growth.

For instance, whilst income may not increase, a
more even distribution of income may promote
economic development. Greater political freedom
will give people more choices. Reducing any
tensions with other countries may give people a
greater sense of security.

Indicators of comparative development and
underdevelopment in the world economy

The United Nations classifies countries into those with
very high development, high development, medium
development and less development, according to the
Human Development Index. It also classifies them
according to high, middle and low incomes.

Characteristics of developing economies

It is important to remember that developing
economies are not all the same and any one economy
is unlikely to share all of the characteristics above.
Developing economies may have low income per
head, high population growth, high dependency
ratios, uneven distribution of income, a high
proportion of output and employment accounted
for by the primary sector, a reliance on a narrow
range of mainly primary exports, high rates of rural
to urban migration, net emigration, low levels of
literacy, low life expectancy and low productivity.
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Actual versus potential growth
in national output

Actual (short run) economic growth involves an
increase in real GDP. This can be illustrated by a
movement of the production point from within a
production possibility curve towards the curve or
the rightward shift of the aggregate demand curve
towards the full employment level.

Potential (long run) economic growth involves an
increase in productive capacity. This can be illustrated
by a shift to the right of a production possibility
curve or of a long run aggregate supply curve.

Factors contributing to economic growth

If there is spare capacity in the economy, actual
economic growth can be achieved by an increase in
aggregate demand. A rise in consumer expenditure,
investment, government spending or net exports
may encourage producers to increase their output.

Potential economic growth enables real GDP to
increase over time. It can be caused by an increase
in the quantity and/or quality of resources. The
quantity of resources may increase due to net
investment, immigration of workers. The quality
of resources may increase due to advances in
technology, improved education and training.

An economic (trade or business) cycle arises
when economic growth fluctuations around trend
(potential) economic growth.

Governments aim for steady economic growth.
This enables firms and households to plan ahead

Real |
GDP
Actual growth
Trend growh
Recession
o} Time

Figure 16.1

outube.com

and avoids inflation (during a boom) and
unemployment (during a recession).

Governments also aim for sustainable economic
growth. This is economic growth which does not
endanger future generations’ ability to grow by
depleting resources and creating pollution.

Costs and benefits of growth; including
using and conserving resources

Economic growth can raise living standards, reduce
unemployment, make the country more powerful
in global institutions and in global negotiations,
increase confidence and increase tax revenue
enabling governments to spend more on education,
health care and reducing poverty.

There is a possibility that living standards may
fall in the short run in order to achieve economic
growth. If a country is operating at full capacity,
the output of some consumer goods may have to be
sacrificed in order to produce more capital goods.
In the long run, of course, more capital goods will
enable more consumer goods to be produced.

Economic growth may be accompanied by
increased pollution, stress, longer working hours,
depletion of natural resources and some structural
unemployment.

Economies often face the question of whether to
use or conserve non-renewable resources such as
oil. Using resources now will contribute to economic
growth and so generate income and raise living
standards. It will also contribute to the country’s
export earnings and so its trade balance. Exploiting
resources now may be a wise decision if it is thought
that demand for the resources may fall in the future,
for instance, due to the development of synthetic
substitutes. Conserving resources, however, may
enable future generations to enjoy income from
them and may mean that the country will not
become dependent on other countries for resources.

43l Unemployment
Full employment and natural rate of
unemployment

Full employment is the highest possible use of a
factor of production. The term is often used in
relation to labour. Full employment of labour does
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not mean zero unemployment as there will always
be some people changing jobs. Some economists
suggest that full employment occurs when there is
approximately 3% unemployment although the rate
is likely to vary from country to country.

The natural rate of unemployment (also called the
non-accelerating inflation rate of unemployment
(Nairu)) is the level of unemployment which exists
when the labour market is in equilibrium. In this
situation, the total demand for labour equals the
total supply of labour and there is no upward
pressure on wages and the price level.

Causes of unemployment

The three main types of unemployment are
frictional, structural and cyclical unemployment.

Frictional unemployment exists even when there
is full employment. It is short term unemployment
which occurs when workers are in between jobs.
There are many forms of frictional unemployment.
These include voluntary, search, casual and seasonal
unemployment.

Voluntary unemployment happens when
unemployed people choose not to take up the job
vacancies on offer. Search unemployment occurs when
workers who have lost one job do not take the first job
offered to them. Instead they search around for a better
job. Casual unemployment occurs when workers
have periods of employment followed by periods of
unemployment; for example, film actors and festival
organisers. Seasonal unemployment is when people
work during certain periods of the year and then are
unemployed during off peak time. For instance, tour
guides will find work during peak holiday times but
may be out of work for the rest of the year.

Structural unemployment lasts longer than
frictional unemployment and can be on a significantly
larger scale. It exists due to the occupational and
geographical immobility of labour. The structure of
economies is always changing with some industries
and occupations declining whilst other industries and
occupations are developing and expanding. If workers
cannot move easily from declining to growing sectors
they will be unemployed.

Structural unemployment can take the forms
of international, regional and technological
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unemployment. International unemployment arises
when workers lose their jobs because industries
decline due to competition from foreign industries.
Regional unemployment refers to a situation where
industries and occupations decline in particular
areas of the country. Technological unemployment
occurs when industries and occupations disappear
due to advances in technology.

Cyclical unemployment (also called demand
deficit unemployment) can last for years and may
be on a very large scale. It occurs due to a lack of
aggregate demand and so affects most industries and
occupations.

Consequences of unemployment

The effects of unemployment depend on the cause of
unemployment, the duration of the unemployment,
the scale of unemployment, the groups affected and
the support given to the unemployed.

Unemployment can reduce inflationary pressure,
can enable firms to expand and give the unemployed
time to reflect on what they really want and to
resedrch job opportunities.

The costs of unemployment, however, are
generally thought to far outweigh any benefits.
The economy will lose potential output and so
living standards will be lower than possible. The
government will lose potential tax revenue and will
have to spend more on unemployment benefits. The
unemployed are likely to suffer a fall in income and
may experience health problems. The longer people
are unemployed, the more difficult they usually find
it to obtain another job. This is because their skills
may become out of date and firms tend to become
more reluctant to employ them.

3=l Inter-connectedness of
problems

Relationship between internal and external
value of money

A rise in the inflation rate will reduce the internal
value of money. As a result of reducing the price
competitiveness of the country’s products, it is also
likely to result in a fall in demand for exports and a
rise in demand for imports. These changes, in turn,
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will reduce demand for the currency and increase its
supply and so cause a fall in the exchange rate (the
external value of the currency).

A rise in the external value of money will raise its
internal value. An appreciation of the currency will
reduce the price of imports, meaning that people
will be able to buy more of them. The lower price of
imported raw materials will also reduce the costs of
producing some domestic products.

Relationship between balance of payments
and inflation

A current account surplus may contribute to
inflationary pressure by raising aggregate demand
and the money supply.

A higher inflation rate than rival countries may
cause an economy to experience deterioration in
its current account position. This is because its
products will become less price competitive.

Relationship between inflation and
unemployment

The traditional Phillips curve suggests that it is
possible for a government to reduce unemployment
by increasing aggregate demand but at the
expense of a higher inflation rate. Figure 16.2
shows an economy initially operating with a

9% unemployment rate and a 4% inflation rate.
Expansionary fiscal or monetary policy may reduce
unemployment to 3% but at the cost of an increase
in the inflation rate to 11%.

_ The expectations augmented Phillips curve
suggests that there is no long run trade off between

Inflation %
as indicated 11
by changes

in money
(wages)
4

Unemployment
%

Figure 16.2
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unemployment and inflation. It implies that
unemployment may be reduced in the short run

as a result of an increase in aggregate demand but
in the long run, unemployment will return to the
natural rate. Figure 16.3 shows that the natural

rate of unemployment is 6%. An attempt to reduce
unemployment to 4% by increasing aggregate
demand may succeed in the short run at the cost of
an inflation rate of 3%.

sec spc1 PO

Inflation g4\ \

%
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. a6 Unemployment
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Figufe 16.3

In the longer run, however, the economy will
return to the natural rate of unemployment as
workers and firms adjust to the new inflation rate.
Some workers realising their real wages have not
risen may resign. Others will press for wage rises
which will raise firms’ costs causing them to lower
output and employment. The economy is now on a
higher short run Phillips curve with expectations
of inflation built into the system. A new attempt to
reduce unemployment to 4% would push up the
inflation rate to 8%.

Some economists argue that with increased
global competition and advances in technology it
is possible to reduce unemployment close to full
employment without causing inflation.

A reduction in inflation reduces unemployment
as it tends to increase international competitiveness
of the country’s products. This may increase net
exports and so raise aggregate demand and reduce
cyclical unemployment.
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1. Identify the two main reasons why a country may have 10. Explain two reasons why external debt might hinder
a higher GNI than another country but a lower value on economic growth.
the HDL 11. Identify two disadvantages of cutting down rainforests

2. Why do countries with a low income per head tend to to increase real GDP.
have a high birth rate? 12. What is meant by voluntary unemployment?

3. Explain an advantage a rich country could gain from 13. Explain two factors that could reduce frictional
providing foreign aid to a poor country. unemployment.

4. How is the Malthusian theory of population related to 14. Why might unemployment increase despite a rise in real
the law of diminishing returns? GDP?

5. What is meant by a natural increase in population? 15.. Why might advances in technology create rather than

6. How is the concept of optimum population linked to dedarnyiotal
economic development? 16. What is meant by discouraged workers?

7. Distinguish between a supply constraint and a demand 17. Why may the internal value of money decline but its
constraint in connection with economic growth. external value rise?

8. Why is investment so significant in connection with 18. What does the slope of the traditional Phillips curve
economic growth? suggest?

9. Why might zero net investment be associated with 19. What does the long run Phillips curve show?
economic growth? 20. What would a traditional Phillips curve show?
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1. Using a production possibility curve diagram and an (a) A global recession
aggregate demand and aggregate supply diagram, explain: (b) The introduction of new technology which reduces
(a) actual economic growth the need for labour
(b) potential economic growth. (c) A reduction in the availability of information about
job vacancies

2. Complete the following table by writing low or high in
each box.

3. In each of the following cases, decide whether the changes
would cause frictional, structural or cyclical unemployment.

(d) A reduction in business and consumer confidence
(e) A decrease in demand for fish
(f) The increased popularity of biofuels over oil as a fuel.

GDP per head
Population growth
Proportion of population employed in agriculture

Urbanisation

HDI ranking

Foreign debt as % of GDP
Energy consumption
Enrolment in tertiary education
Life expectancy

Population per doctor

Labour productivity

Savings ratio

1. What is a common characteristic of a developing had on Indid’s current account, financial account and
country? net currency flow?
A Alarge population
B A large primary sector
C A low infant mortality rate

D A low rate of rural — urban migration A +$11m _$13m +$6m
2. Whatis included in tt'le Human Development Index? B +$5m —$7m —$2m

A 'The level of pollution

B The distribution of income c +$6m -$5m +$1m

C Time spent in education D + $8m —$3m —$6m

D Time spent on leisure activities

4. Selected data on four countries

3. A multinational company based in India owns a
subsidiary company in Germany which in 2013 made
a profit of $11m. $6m of that profit was set back to the

parent company in India and the remaining profit went P A i 4 e i .
towards the financing of a $13m investment project in ountry ,

Germany. The remaining finance for the investment Country B 2,000 62 10
project was borrowed from banks, $3m coming from CountryC 2,200 82 14
German banks and the remaining money coming from CountryD 2,400 N 05

India’s banks. What effect would these transactions have
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10.

11.

On the information provided, which country had the
highest standard of living?
A A B B 0! G D D

Why may developing countries seek to rely less on

primary products?

A 'The high price elasticity of primary products

B The high income elasticity of demand for primary
products

C The low cross elasticity of demand between primary
products and their artificial substitutes

D The low price elasticily of supply of primary products

What does an optimum population allow an economy to

achieve?

A An even distribution of income

B Equality between the birth rate and the death rate

C Full employment of resources

D The highest possible level of real income per head

What is meant by the optimum population?

A The largest population of any country in the world

B The largest population that can be supported with
existing resources

C The population which gives the highest average
output with existing resources

D The population which will exist in the absence of
immigration

A country’s real GDP per head rose but its HDI fell.

What could explain this combination of changes?

A  Life expectancy decreased

B Pollution increased

C Population increased

D Working hours increased

What could cause an economy to experience a rise in
real GDP despite a decrease in its productive potential?
A A decrease in consumer expenditure

B A decrease in investment

C An increase in taxation

D Anincrease in the budget deficit

Which change would directly cause long run economic

growth?

A A shift to the left of the aggregate demand curve

B A shift to the right of the aggregate demand curve

C A shift to the left of the long run aggregate supply
curve

D A shift to the right of the long run aggregate supply
curve

The growth in demand for electronic books results in a
number of bookshops going out of business. How is the
type of unemployment of bookshops classified?

A Casual

B Cyclical

C Search

D Structural

12.

13,

14,

15.

16.

17.

18.

O m
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What is meant by the natural rate of unemployment?

A - The level of unemployment which exists when the
demand for and supply of labour are equal

B The level of unemployment which exists when there
is zero economic growth

C Unemployment caused by a change in the economic
structure in an economy

D Unemployment caused by a lack of aggregate demand

What would be most likely to reduce an economy’s

natural rate of unemployment?

A An increase in the gap between paid employment
and unemployment benefit

B An increase in the gap between potential and actual
output

C An increase in net exports

D An increase in the money supply

What is the opportunity cost to the economy of
unemployed workers?
A Imports of products purchased
B State benefits paid to the unemployed
C The extra leisure time some of the unemployed may
gain
D The output which the unemployed would have
produced if they had been in work
A country experiences an increase in cyclical
-unemployment. The government does not change tax
rates or rates of unemployment benefit. What will be
the effect of the higher unemployment on government
spending and tax revenue?

Government spending Tax revenue
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease
Which change would cause inflation in a fully employed
economy?

A An increase in government spending on pensions
B An increase in labour productivity

C An increase in saving

D An increase in imports

What will be the effect of a country’s potential output
increasing more rapidly than its actual output?

A An increase in the inflation rate

B An increase in the size of the output gap

C A decrease in the unemployment rate

D A decrease in real GDP

Which of the following changes would increase the
circular flow of income?

A A decrease in government spending

B A decrease in investment

C An increase in exports

D An increase in savings
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19. An economy is experiencing demand-pull inflation, 20.
a current account deficit, a falling exchange rate and
unemployment. The government decides to increase
its spending. What does this indicate is its main, short
term, macroeconomic aim?

A To achieve price stability

B To improve the current account position
C To increase the value of the currency

D To reduce unemployment

What effect would a high and accelerating rate of
inflation be expected to have on the internal and
external value of money?

Internal value of money External value of money
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease

1. Tourism and local workers

Here are two accounts of the tourist industry in
Africa.

Article 1

"The Gambia, on the west coast of Africa, is ranked 160"
out of 173 on the United nations Human Development
Index. Over half the population lives on less than one
US dollar a day and survives on subsistence agriculture
and cannot compete with subsidised American farmers.

However, things are changing as The Gambia
expands its tourist sector, which is now a significant
part of the national economy, accounting for 7.8% of
GDP. It employs 5,000 directly and creates work for
6,000 others. Large European tour operators play a 2.
vital role in marketing, assuring quality, and providing
flights and accommodation. Tourism has the major
advantage that developed countries cannot place tariff
barriers on tourist exports. Tourists spend on average
US$40 to US$50 a day on meals, souvenirs, crafts and
tours. One third is spent in the informal sector, where
income is not recorded, providing a livelihood for taxi
drivers, craft workers and local guides.

However, there are disadvantages. Tourism is highly
seasonal, and tour operators negotiate low prices which
keep profit margins low — so low, in fact, that many
hotels have closed because they could not cover costs.

Article 2

A union official in Tanzania said that the tourism
sector is expanding in Tanzania but the return to
the country’s economy is low and the benefit to the
workers is about 0.5% of the total industry’s income.
In hotels, the lowest wages are around US$50 a month,
from which tax and rent have to be deducted. Someone
who has been working 5 years or more receives no
extra pay or promotion. Contracts are short-term
lasting for a year.

Hotel operators oppose workers joining trade unions.
Most tour operators come from outside Tanzania. Only
10% of each US dollar earned by the tourist industry

Itube.com

remains in the country, and most of that goes to the
management not the workers. Top managers are usually
foreign workers paid two or three times as much asa
Tanzanian manager.

(a) What evidence is there that The Gambia is a

developing country? [4]
(b) What does Article 1 mean when it says that tourism
created work for 6,000 others? [3]

(c) Article 2 mentions the low pay of hotel workers.
Why might many hotel workers receive low pay? [5]

(d) Does the evidence provided enable you to conclude
that tourism merely exploits resources and is of

little benefit? [8]
2 Cambridge 9708 Paper 4 Q1 Oct/Nov 2007
Poverty in the USA

In 2000, the US was experiencing positive economic
growth. Output increased most rapidly in the tertiary
sector which employs 80% of the labour force. The
country did, however, have an unemployment rate
of 10.1% and was experiencing a relatively high poverty
rate. The proportion of people living in poverty in 2008
was 13.2%. In 2010, it was reported that 46.5m out of the
population of 310m were living in poverty. This figure
was based on a poverty line of $22,025 for a family of four.
That same year the average income in the country was
$52,029.

In a country which was ranked 4" in the Human
Development Index in 2010, the number of homeless
people was increasing in many cities like Detroit
and Las Vegas. The number of children in these who
qualify for free school meals increased to nearly 50%.
Economists expressed concern that children were
growing up in poverty as a significant proportion of
these children are likely to be poor when they are
adults.

The problem of such a high proportion of the
population living in poverty was surprising in a country
which is classified as a developed country. The country
had an average life expectancy of 79.6 years in 2010 but
the poor have a shorter life expectancy.
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(a) What happened to the percentage of people living
in poverty in the US between 2008 and 2010?  [2]
(b) Explain the link between unemployment and
poverty. [3]
(c) What evidence is there in the extract that USA isa
developed country? [5]
(d) Explain why the children of the poor tend to be
poor when they are adults. [4]
(e) Discuss whether achieving the macroeconomic
objectives of full employment and economic growth
would reduce poverty. [6]

The following extract is adapted from an article that
appeared in 2003.

Diversification in Botswana

The Botswana government wishes to use the
wealth that the country obtains from diamonds to
diversify its economy. Botswana is the world’s largest
producer of diamonds, which accounted for 77% of
the country’s exports earnings and 45% of GDP in
2002.

‘The diamond industry is controlled by one company,
Debswana, which is a partnership of De Beers (a private
sector company) and the Botswana government. Each
owns 50% of Debswana but De Beers keeps 75% of the
profits.

Botswana has various incentives for investors. The
corporate tax is one of the lowest in Africa at 15% and
profits can easily be sent back to the home country
because there are no exchange controls. Wage rates are

Macroeconomic Problems 179

relatively low and the workforce is the most educated

in Africa. Botswana is also perfectly located to become
a financial hub for the 200 million people in the 14
African countries in the Southern African Development
Community.

However, there are problems for investors. Usable
water is in short supply and transport costs are high.
Labour is also in short supply because the population is
only 1.7 million and life expectancy is only 39.

Despite its problems, Botswana remains an example
of prosperity in conflict-ridden Africa. US President
George W Bush said ‘Botswana has demonstrated sure,
sound economic administration and a commitment to
free market principles!

(a) Identify two advantages of Botswana for foreign

investors. [2]
(b) What evidence is there in the article that Botswana
is a developing country? [4]

(c) What type of market structure exists in the
Botswana diamond industry? Use the article to
explain your answer. [3]

(d) President Bush said ‘Botswana has demonstrated
a commitment to free market principles! What
did he mean, and does the article support

this view? [5]
{e) Discuss the advantages to a developing economy if
it becomes more diversified. [6]

Cambridge 9708 Paper 4 Q1 May/June 2005

(a) Explain the differences between economic
development and economic growth. [12]

(b) Discuss whether multinational companies promote
economic growth in developing countries. [13]

(a) Explain how a government might seek to reduce

the natural rate of unemployment. [12]
(b) Discuss whether a decrease in unemployment
will cause inflation. [13]

For some years governments of developed countries

have been promoting Fair Trade, which means paying

a fair price for primary products bought from African
developing countries. Now the governments of developed

countries, anxious to conserve resources, are complaining

that the transport of products around the world increases

pollution and should be limited. They support instead

the purchase of goods produced at home. These are often

more expensive to produce. African farmers may be left

with products that their local people do not eat.

(a) Explain what might determine whether a country is
classified as developed or developing. [12]

(b) Discuss whether the old and the new approaches to
trade of the developed countries would help achieve
the conservation of resources. [13]

Cambridge 9708 Paper 41 Q5 May/June 2010

O m

megalecture

MEGA LECTURE



www.youtube.com/megalecture

Online Classes : Megalecture

www.youtube.com/megalecture
www.megalecture.com

Macroeconomic

mail.com

Policies

% describe the objectives of macroeconomic
policy

@ assess policies towards developing
economies

After you have studied this chapter, you should be able to:

@ discuss fiscal, monetary, exchange rate and
supply-side policies

@ evaluate policy options to deal with problems
arising from policy conflicts.

Objectives of macroeconomic
policy: stabilisation, growth

Governments seek to achieve low and stable
inflation, low unemployment, a balance of payments
equilibrium, sustained and sustainable economic
growth and avoidance of exchange rate fluctuations.

Low and stable inflation is sometimes referred to
as price stability. The lowest level of unemployment
possible is known as full employment.

Sustained economic growth occurs when
increases in aggregate demand are matched by
increases in aggregate supply. Sustainable economic
growth is growth which does not damage future
generations’ ability to enjoy increases in output.

The avoidance of fluctuations in economic activity
promotes greater certainty which in turn stimulates
investment.

RF#7H Policies towards developing
economies; policies of trade

and aid

International trade can bring a variety of benefits
to developing countries, including opportunities
to specialise, take advantage of economies of scale,
increased aggregate demand, increased economic
growth and increased employment.

MEGA

Developing countries experience a number of
disadvantages in international trade. They rely on
the exports of primary products which have a lower
income elasticity of demand than manufactured
goods. The Prebisch-Singer hypothesis argues
that the terms of trade move against developing
countries resulting in them having to export
more products to purchase the same quantity of
imports. In addition, developed countries impose
a number of trade restrictions on developing
countries whilst putting pressure on the developing
countries to remove trade restrictions against
them.

The International Monetary Fund (IMF) aims
to encourage the growth of world trade, promotes
economic stability and helps countries with balance
of payments difficulties.

The World Bank provides financial assistance
for investment projects in developing countries.

To obtain loans from the World Bank and the IME,
developing countries sometimes have to agree to
structural adjustment programmes which require
them to increase the role of market forces in their
economies, to remove trade restrictions and to
increase macroeconomic stability.

The World Trade Organisation seeks to promote
free trade. It encourages member countries to
remove trade restrictions and it presides over trade
disputes between members.
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Governments may have a number of motives for
giving aid. These include altruistic, political and
commercial reasons. Aid may be tied or untied,
bilateral or multilateral. Untied, multilateral aid
tends to be the most beneficial. Aid may compensate
for a lack of saving and may provide the finance for
investment in capital goods and human capital and
so contribute to economic growth and development.

There is a risk that countries may become
dependent on aid. Funds may flow from developing
to developed countries, if the servicing of the debt
arising from aid is greater than the new aid received
and if the aid is used for unproductive projects.

174<5 Types of policy
Fiscal policy
Fiscal policy covers government decisions on
taxation and government spending. It aims

to influence aggregate demand. Reflationary/
expansionary fiscal policy seeks to increase

the aggregate demand whereas deflationary/
contractionary fiscal policy seeks to reduce the
aggregate demand.

Discretionary fiscal policy covers government
decisions to change government spending and taxes
rates and/or tax coverage.

Automatic stabilisers are changes in government
spending and tax revenue that occur as a result of
changes in real GDP and which offset economic
fluctuations.

To reduce cyclical unemployment and to increase
economic growth when there is a negative output
gap, a government may implement reflationary fiscal
policy by increasing government spending and/or
reducing taxes.

To reduce demand-pull inflation and to reduce
a current account deficit, a government may
implement deflationary fiscal policy by reducing
government spending and/or increasing taxes.

A government imposes taxes for a variety of
reasons. As well as seeking to influence economic
activity, taxes are levied to raise revenue, to
discourage the consumption of demerit goods,
to reduce income and wealth inequalities and to
dissuade people from buying imports.

Direct taxes are taxes on income and wealth.
They are paid directly to the tax authorities. Indirect
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taxes, sometimes known as outlay taxes, are taxes
on spending. The incidence of indirect taxes is often
shared between producers and consumers.

Taxes are progressive, proportional or regressive.
A progressive tax is one which takes a higher
percentage of the income of the rich; a proportional
tax takes the same percentage as income rises and
a regressive tax takes a larger percentage of the
income of the poor. In the case of a progressive tax,
the marginal rate of tax is higher than the average
rate of tax. The marginal and average tax rates are
the same in the case of a proportional tax. In the
case of a regressive tax, the marginal rate of tax is
lower than the average rate.

The canons of taxation are the principles of
taxation. Adam Smith identified four qualities of a
good tax: equity, certainty, convenience and economy.
Since Adam Smith’s time, two additional qualities
have been added. These are efficiency and flexibility.

Government spending can be divided into current
expenditure, capital expenditure and transfer
payments. Current expenditure is spending on
the day to day running of, for instance, state owned
hospitals and schools. Capital expenditure is
government spending on the building of schools
and hospitals. Transfer payments are state benefits.

There are various upward pressures on government
spending. These include an ageing population,
advances in medical technology, military conflicts
and increases in the number of students going to
university.

The poverty trap is a situation where people find
it difficult to move out of poverty because when
their income rises they lose state benefits and begin
to pay income tax.

Monetary policy

Monetary policy covers government and/or central
bank decisions on money supply and the rate of interest.

Monetary policy aims to influence aggregate
demand. Reflationary/expansionary monetary
policy secks to increase aggregate demand whilst
deflationary/contractionary monetary policy seeks
to reduce aggregate demand.

To reduce cyclical unemployment and to increase
economic growth when there is a negative output
gap, the money supply may be increased or the rate
of interest reduced.
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To reduce demand-pull inflation and to reduce
a current account deficit, the growth of the money
supply may be reduced or the rate of interest increased.

Among the measures a central bank can take
to influence the money supply are open market
operations. These include the sale and purchase of
government bonds. If the central bank sells government
bonds, it will lower their price and so raise the rate of
interest and will reduce banks’ liquid assets and so their
ability to lend. If; on the other hand, the central bank
buys government bonds, it will raise their price which
will lower the rate of interest. It will also increase banks’
liquid assets and so increase their ability to lend.

Exchange rate policy

The manipulation of exchange rates is sometimes
included in monetary policy and is sometimes
treated as a separate policy.

A fall in the exchange rate may improve the
current account position if the combined PED for
exports and imports is greater than one. A lower
exchange rate may reduce unemployment and
increase short run economic growth.

To reduce demand-pull inflation, a government
or central bank may seek to raise the exchange rate.
A government or central bank may try to avoid
significant fluctuations in the exchange rate in order
to provide trade and foreign direct investment.

Supply side policy
Supply side policy seeks to increase aggregate supply
. by increasing the quantity and quality of resources.
Among supply side measures are education,
training, cuts in income tax, cuts in unemployment
benefit, cuts in corporation tax, privatisation,
deregulation and a reduction in trade union power.
Supply side policy has the potential to improve all
the government’s macroeconomic objectives in the
long run.

REAZH Evaluating policy options

Some fiscal policy measures work automatically to
offset economic fluctuations, fiscal policy measures
can have a multiplier effect and some can affect both
aggregate demand and aggregate supply.

Fiscal policy measures can experience a time lag,
may have unexpected results, the multiplier may be

miscalculated, some forms of government spending
are inflexible, some fiscal policy measures may have
an adverse effect on incentives and some may have
adverse side effects.

The rate of interest can be changed relatively
quickly, can influence three of the components of
aggregate demand and may affect aggregate supply
by altering investment.

A change in the rate of interest can take
between eighteen months and two years to
work through the economy and affect aggregate
demand, commercial banks may not pass on
interest rate changes to their customers, firms
and households may not react in the way expected,
there may be adverse side effects and if interest
rates are already low, a further fall will not have
much of an impact.

It can be difficult to decide what to include in
measures of the money supply and it can be difficult
to control the growth of the money supply.

A change in the exchange rate can offset changes
in the domestic price level and influence aggregate
demand. Attempts to influence the exchange rate
can be offset by movements in other countries’
exchange rates and by speculation.

Supply side policy measures can be selective
and can increase the efficiency of markets.
Increasing aggregate supply whilst there is a lack
of aggregate demand will not raise economic
performance. Some supply side measures take
a long time to have an effect, are expensive and
some may not work.

Policies that increase aggregate demand may
increase short run economic growth and reduce
unemployment but may increase demand-pull
inflation. Promoting economic growth may increase
a current account deficit.

Increasing incentives for firms and workers may
result in a more uneven distribution of income.
Increasing economic growth may reduce absolute
poverty but increase relative poverty. To achieve
a range of macroeconomic policy objectives, a
government may need to implement a range of
policy measures.

If an economy is experiencing both a high
inflation rate and a high unemployment rate, a
government may decide both to raise the rate of
interest and to spend more on training.
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Why do governments seek to keep unemployment low?

22

Explain one way in which fiscal and monetary policy are
connected.

2. Why may unemployment increase even if there is a
positive economic growth? 23. What is meant by globalisation?
3. What is meant by price stability? 24. Should tariffs be imposed on products produced by
4. What is the relationship between a positive output gap industries that use child labour?
and inflation? 25. Why may relaxing immigration controls be regarded as
5. What is the difference between a recession and a a supply side policy measure?
depression? 26. Explain whether cutting income tax is a fiscal policy
6. What are the stages of the economic cycle? measure or a supply side policy measure.
7. Explain one reason why a current account deficit now 27. Why may globa]jsation‘put doafnward pressure on
may lead to a current account surplus in the future. governments to cut their spending on education?
8. Why is it more useful to compare countries’ current 28. Why may globalisation put pressure on governments to
account balances as a percentage of GDP than in increase their spending on education?
absolute terms? 29. What could cause a conventional Phillips curve to shift
9. Identify three financial flows from developed to to the left?
developing economies. 30. What does the expectations augmented Phillips curve
10. Explain one way a government of a developed country suggest about the relationship between unemployment
could open up its markets to firms in developing countries. and inflation?
11. What is meant by the Prebisch-Singer hypothesis? 31. What is meant by ‘the vicious circle of poverty’?
12. Identify two reasons why a multinational company from 32 Identify !:hn.ae reasons why income may become less
a developed country may set up in a developing country. evenly distributed in an economy.
13. Explain one disadvantage of a government defaultingon 33 dentify two reasons why a government may want its
its overseas Toiuns. country’s exchange rate to fall in value.
14. Explain two reasons why workers’ remittances may 34. Explain two reasons why a government may move from
increase. operating a fixed to a floating exchange rate.
15. What is meant by the ‘canons of taxation’? 35. Why might an increase in unemployment reduce a
16. Whatis a ‘poll tax? current account deficit in the short run?

. . 3 . 36. Isit possible for a government to reduce unemployment
17. What is meant by a ‘flat tax’? to zeI;o? & e
18. What does th ? 4 ;

) _Oes & Lextiexenveshion _ 37. What is meant by an economy’s trend growth rate?
B Wi'.;y gk de{.;rease. = comnjnercm[ banks‘ Hepoi ity 38. Why may a government seek to reduce the economy’s
ratios not result in an increase in bank lending? ; h fate?
- . ) - economic growth rate?
20, 1dkntitycne Seperliis i euk i Seniea DANLSIEONS 39. What is meant by a counter cyclical policy measure?
rate may not increase bank lending. .
. ; A 3 40. Explain one benefit of inflation targeting.
21. What is meant by ‘quantitative easing’?
1. A government spends $20bn on goods and services and 2. (a) In 2007, Spain’s budget position changed from

provides benefits which are equal to 10% of real GDP.
The rate of taxation is 30%.

(a) Atwhich level of real GDP would the government
have a balanced budget?

What would be the budget position if real GDP is
$250bn?

Explain two reasons why government spending on
goods and services may increase as real GDP rises.

(b)

(c)

om/

E

a surplus to a deficit. By 2009, the deficit had
increased to 10% of GDP. In the same year, GDP
was reduced by 4.2% and its unemployment

had increased to 18%. The Spanish government
had started a large public works project and had
experienced a large fall in tax revenue. Mr Zapatero,
the Spanish Prime Minister, said, ‘T have always
thought of fiscal policy as an instrument that would
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respond to changes in the state of the economy’ He
promised to cut the budget deficit to 3% of GDP by
raising taxes.
(i) Using the information provided, explain why
Spain’s budget moved from surplus to deficit.
(ii) Comment on Mr Zapatero’s statement.

(b) In 2009, the Indian central government owned 246
enterprises. The enterprises employed nearly 1.6m
people and accounted for 8.3% of the country’s GDP.
Between 1999 and 2004, it sold a number of state
owned enterprises to the private sector. In 2009, it
was again considering privatisation largely because
it was facing a fiscal deficit of about 7%. Some
economists claimed that a better reason to privatise
is to invite others to run the businesses more
efficiently.

(i) What is meant by a ‘fiscal deficit'?
(ii) Explain two arguments in favour of
privatisation.

(c) A study published in 2010 found that in only
six of the thirty members of the OECD, a club
of mainly rich countries, had income inequality
increased over the decade. The six were Italy,
Poland, Portugal, Turkey, the UK and the US.
Income inequality increased less in the UK than
the OECD average. Wealth in the UK, however, is
distributed far more unequally than income with
the richest tenth in the country holding assets worth

one hundred times those of the poorest. Wealth

inequality also increased between 2000 and 2010.

(i) Identify, from the information given, one
reason why income inequality increased in the
UK.

(ii) Explain one government policy measure to
reduce income inequality.

(d) InJanuary 2010, the Venezuelan government devalued

the country’s currency, the bolivar, by nearly 50%. The
government was hoping to stimulate export-led growth.
Opponents, however, expressed concern that the
devaluation would increase the country’s already high
inflation rate. Some claimed it could raise the inflation
rate from 27% to as high as 40%.
(i) Explain why devaluation may promote ‘export-
led growth.
(ii) Why might devaluation increase a country’s
inflation rate?
A tax system allows people to earn $5,000 tax free. It
then imposes a tax rate of 20% on the first $10,000
of taxable income and 40% on taxable income above
$10,000.
(a) Calculate the marginal and average tax rates on an
income of $18,000.
(b) Is the tax system proportional, progressive or
. Tegressive?
(c) Ifa flat tax of 15% was introduced on all income,
how would the amount of tax paid by a person
earning $18,000 change by?

1. Without any change in government policy, what will be
the effect of a consumer boom on direct and indirect tax

revenue?
Direct tax revenue Indirect tax revenue
A Decrease Decrease
B Decrease Increase
C Increase Increase
D Increase Decrease

2. What is meant by a regressive tax?

A One which reduces economic activity

B One where the marginal tax rate is higher than the
average tax rate

C One which involves high income earners paying a
lower proportion of their income in tax than low
income earners

D One which involves high income earners paying less
in tax than low income earners

Which government policy measure would be
most likely to reduce a current account deficit and
unemployment?

A Devaluation

B Decrease in income tax

C Increase in the rate of interest

D Increase in corporation tax

Which of the following is not an automatic stabiliser?
A Income tax

B Sales tax

C State retirement pension

D Unemployment benefit

What is an example of a supply side policy measure?
A Deregulation

B Devaluation

C An increase in corporation tax

D An increase in the rate of interest
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6.

Inflation rate %

What does the traditional Phillips curve suggest?

A A direct relationship between unemployment and
raw material costs

B A direct relationship between unemployment and
inflation

C An inverse relationship between unemployment and
economic growth

D An inverse relationship between unemployment and
money wages

A government reduces unemployment benefit. What
type of unemployment is it most likely to be seeking to
reduce?

A Cyclical

B Frictional

C Structural

D Technological

Why is a rise in government spending matched by an

equal rise in tax revenue likely to increase aggregate

demand?

A A proportion of the income taken in tax would have
been saved

B A significant proportion of the government spending
may be devoted to imports

C Government spending usually accounts for a larger
proportion of aggregate demand than consumer
spending

D Taxes are a withdrawal from the circular flow
whereas government spending is an injection

Figure 17.1 shows a long run Phillips curve (LPC) and
three short run Phillips curves (SPC). The economy is
initially at the natural rate of unemployment of 8% with
an inflation rate of 5%.

LPC

SPCo
SPC spPCy

w

I~
13 16>

N

Unemployment %

Figure 17.1
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If inflationary expectations stay at 5% and the
government wants to eliminate inflation, what rate of
unemployment will it have to accept in the short run?
A 4% B 8% C 13% D 16%

Which type of unemployment comes from a lack of
aggregate demand?

A Cyclical

B Frictional

C Structural

D Voluntary

Which measure is a deflationary monetary policy

measure?

A A deliberate reduction by the central bank in the rate
of interest

B A deliberate reduction by the government of its
budget deficit

C A sale of government securities by the central bank

D A sale of state owned enterprises to the private
sector

A government replaces a progressive income tax system

with a regressive income tax system. What is the most

likely outcome of this action?

A A more equal distribution of income

B A greater incentive to work

C An increase in the rate of taxation on higher income

" groups

D A reduction in saving

Which combination of problems is most likely to result

in a government increasing taxation and cutting its

spending?

A Demand-pull inflation and a current account
deficit

B A current account deficit and unemployment

C Unemployment and a current account surplus

D A current account surplus and demand-pull
inflation

Which policy measure may increase the natural rate of
unemployment?

A A decrease in income tax

B A decrease in the rate of interest

C An increase in unemployment benefit

D An increase in labour market flexibility

Which policy measure may reduce demand-pull
inflation but increase cost-push inflation?

A Arise in the rate of interest

B A rise in government spending on training
C A decrease in corporation tax

D A decrease in import tariffs

Which method of training of financing government
spending would increase the money supply?

A Borrowing from the central bank

B Increasing income tax
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C Selling government bonds to the non-bank general
public
D Selling state owned enterprises to the private sector

An absence of a time lag

An absence of a recession in trading partners
A high marginal propensity to save

A low marginal propensity to import

OO w>

the world's people.

World population arranged by income

1.9 % of income

The poorest fifth
receives 1.4% of
total world income.

1.4 % of income

Figure 17.2

om

17. What determines whether a change in income tax rates
is a fiscal or supply side measure? 19. Why might a decrease in income tax reduce a budget
A Whether the change is intended to be short term or deficit?
long term A It may stimulate a rise in real GDP
B Whether the change is introduced by the B It may increase tax evasion
government or the central bank C It may cause fiscal drag
C Whether the intention is designed to influence D It may increase the tax base
aggregate demand or aggregate supply 20. What is meant by the incidence of taxation?
D Whether the intention is to reduce or increase A The extent to which a tax is progressive
aggregate supply B The extent to which a tax reduces incentives
18. What would reduce the effectiveness of expansionary C Who bears the tax
fiscal policy? D Who benefits from the tax
1. Poverty and Economic Growth poor people in a country and between rich and poor

At a time when there has been rapid economic growth countries. Economic growth and development should
in some parts of the world, there are many countries in be reconsidered to include a more even progress in areas
Africa where severe poverty and infectious diseases are such as basic living conditions, access to health and
still widespread. education.

In dealing with poverty in developing countries “ Despite economic growth, almost half the world’s
much is written about the need for aid from the rich population still lives in poverty on less than US$2 a day.
developed countries. The high profile given to aid hides This reveals a weakness in the argument that economic
the fact that financial, human and other resources are growth is the solution to poverty.
continuously taken from developing countries by these (a) Explain briefly what is meant by economic growth.
wealthy nations which are seeking their own economic (3]
growth. (b) Explain the possible link between developed

Economic growth in the last 50 years has occurred at aI::“iiVEIOP Ing colmtries in achieving ecorigmic (5]
the same time as a widening gap both between rich and © gA.n alysa; whether Figure. 17.2 supports the

Distribution of income statement that ‘almost half of the world’s population
% ; & still lives on less than US$2 a day. [5]
g e ﬁ?oglfmrmr::zm (d) 'The extract concludes with the statement that
= ' ‘there is a weakness in the argument that economic
growth is a solution to poverty! Discuss whether
11.7 % of income this is a correct conclusion from the evidence given.
(7]
4 | Each horizontal .

" :;‘;’;E‘;"ems I —— ‘ Cambridge 9708 Paper 4 Q1 Oct/Nov 2008

an equal fifth of 2. Private Sector Money and Development

The amount of money that workers employed in
foreign countries send home is worth US$$200 billion
a year and, therefore, the potential bencfits of this
to developing countries are huge. In some countries,
the amount of money sent home by those working
abroad is very significant when compared with official
development aid. For example, in Bangladesh and
Kenya, recent figures were as following.

megalecture
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US$464m US$2 2bn

Money sent

home by workers
Money given in ~ US$625m  US$1.4bn
aid

Even small amounts of money sent by individuals
can have an impact on development. The primary
education of many children is paid for by money sent
home by relatives working abroad. Some governments
actively encourage workers to send money home. India
has offered non-resident Indians special investment
opportunities, perhaps influenced by the example
of China where investment from Chinese living
abroad has been a big factor in the development of
the economy. The same story is true for Ghana and
Nigeria, which are developing ‘remittance partnerships’
with the UK to make it easier and cheaper for people
from those countries working in the UK to send money
home.

Further, the money could be worth even more if it is
directed not just within the family but into community
projects. In Mexico, local governments are matching
any private money from abroad invested in community
development with their own funds.

However, money is not the simple solution to poverty.
The director of an economic research centre rejects the
idea that income is the most significant contributor to
well-being. Instead, in the research centre, attention
is being turned to measures that seem to have little
to do with economists’ traditional indicators about
production and consumption. When asked to rank what
was important to them, poorer people said religion,
relationships and inner peace were more important than
income.

(a) Explain whether the money sent to Kenyans
working in the UK would be included in Kenya’s
GDP.

Analyse why many people from developing
countries might go to work in developed
countries.

How far does the article support the view that
economic development is largely the result of
private actions rather than government
policy? [5]
Discuss the suggestion that ‘traditional indicators
about production and consumption’ are of little use
as measures of welfare. [8]

Cambridge 9708 Paper 4 Q1 May/June 2009

(2]
(b)

(5]
(c)

(d)

Macroeconomic Policies 191

The rise of the BRICs

The term “BRICs’ to refer to Brazil, Russia, India and
China was first used by Jim O’Neele, an investment
analyst working for the investment bank, Goldman
Sachs. The BRICs are forecast to be the dominant
economies by 2050 and are already the four largest
economies outside the OECD (Organisation for
Economic Co-operation and Development).

The reasons why the BRICs are expected to overtake
the USA and other developed economies in a few
decades is their relatively rapid economic growth rates.
The BRICs avoided going into recession towards the
end of the first decade of the twenty first century but all
experienced a cyclical budget deficit.

When Jim O’Neill coined the term BRICs he was
not thinking of them as a trading bloc but they are
beginning to think of themselves as a group and they
held their official summit meeting in June 2009.

As the BRICs have continued to grow the value of
their exports and imports has also increased. Brazil and
India have recently experienced small current account
deficits whilst China and Russia have continued to
experience large current account surpluses. All the
countries impose a range of trade restrictions. Exports
account for more than a third of the gross domestic
product (GDP) of China and Russia but less than a
fifth of the GDP of Brazil and India. The table shows a
range of economic data on the BRICs.

Brazil 5.5 52 7.4 6,860
Russia 3.5 7.0 8.6 9,080
India 77 12.0 10.7 1,050
China 9.7 3.5 9.6 2,430

(a) Explain what is meant by a cyclical budget
deficit. [4]
(b) Analyse how economic growth may affect the value
of a country’s imports. [4]
(c) How far does the extract suggest the BRICs are
open economies? [6]
(d) Discuss the extent to which the extract supports the
view that the BRICs have a similar macroeconomic
performance. [6]
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192 Macroeconomic Policies

1. Analyse why the aims of government policy might 3. In 2006, it was reported that a country’s
conflict with each other and discuss which of these aims unemployment rate had remained steady and that
ought to be given priority. [25] its central bank, through its interest rate policy, had
Cambridge 9708 Paper 4 Q7 Oct/Nov 2007 prewlented an increase in inflation despite a sharp rise
& ’ y : in oil prices.
@ Ui e grenmat e s (o o v might cve cplyment. 1)
whether this is necessarily true. [10] ®) stcuss ho“f inirent iHte pulicyan gt preprats
rise in inflation. [13]

(b) Discuss whether a fall in the level of national
income is a good indicator that there has also been a
decline in the standard of living in the country. [15]

Cambridge 9708 Paper 4 Q6 May/June 2008

Cambridge 9708 Paper 4 Q5 May/June 2009
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Answers

Definition An excess of aggregate de.mand A rise in the costs uf productmn
Tlustrated by A shift to the right of the AD curve A shift to the left of the AS curve
Examples of causes A consumer boom Rise in wages
Increase in net exports Rise in price of imported raw materials
Rise in government spending Rise in indirect taxes
Impact on real GDP Increase up to the FE level May reduce
Policy to reduce Deflationary fiscal policy Supply side policy
Deflationary monetary policy
4 Core and supplement
Core Data
. I ata response
N Multiple choice Structured
ASlevel  Alevel 3 essay/essays
. A N
N / \ /
"
Divided into . Types of examinations
Skills tésted Grades awarded
Knowledge __— , , N |
and =7 /| \-.‘ N !
derstandi é \ T
BiBaanine. / ‘ \ Minimum marks
Data’ \ Communlcatlon / \
interpretataion 3
i " Evaluation
i Analysis ¥
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Imposition of a tariff on imports

Rise in price of imports

Fall in demand for imports

\J

Switch in demand to
rival domestic products

L

Increase in domestic output

Rise in domestic employment

Define Give the precise meaning

Describe Give an account of the main characteristics

Discuss Examine advantages and disadvantages, reasons
for and against, qualifying factors in a critical
way

Explain Make clear

Evaluate Assess a theory, policy, causes or
consequences

Identify Select and state

Justify Show adequate reasons for answer given

Outline Briefly describe the main features

Summarise Select the main points

Chapter 2

Diagrams for Section 3 Core
1. Negative externalities
. Positive externalities
. Under-consumption of merit goods
. Over-consumption of demerit goods
. Maximum price
. Minimum price
. Effect of imposing/increasing an indirect tax with
consumers bearing most of the tax
. Effect of imposing/increasing an indirect tax with
producers bearing most of the tax
9. Effect of an increase in direct tax on demand for a product.
10. Effect of a subsidy to producers with consumers receiving
most of the benefit
11. Effect of a subsidy to producers with producers receiving
most of the benefit
12. Effect of a subsidy to consumers

e B - L T S VU S ]

(=]

Ist question: D. Supply rises by 25% (100/400 x 100) whilst
price rises by 20% ($2/$10 x 100), so PES=
25%/20%.

2nd question: B. A perfect competitor is a price taker

whereas a monopolist is a price maker.

A is incorrect as both a perfect competitor and a monopolist can
earn supernormal profit in the short run. It is in the long run that a
monopolist can earn supernormal profit whereas, due to free entry
and perfect knowledge, a perfect competitor cannot.

C is wrong as AC will equal MC under conditions of perfect
competition in the long run. It is unlikely that AC will equal MC
under conditions of monopoly in either the short run or the long run.

D is incorrect as profit maximisation will occur where MC =
MR under conditions of both perfect competition and monopoly.

Examine carefully, bringing out the links

Analyse

Calculate Work out using the information provided
Comment onthe  Consider likelihood of something happening,
extent to which size of a change, significance of a change

Bring out the similarities and differences

Compare

The answer is D as the figure below shows.

Price D

Py

AN

S D,

Quantity
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Chapter 3

There is some evidence to suggest that India will consume more
sugar than the US in 2030. The information provided mentions
that some people in the sugar industry are predicting such an
outcome. India’s population is likely to continue to grow, albeit ata
slower rate, and incomes are likely to continue to rise.

The information does, however, state that ‘some Indians are
becoming more health conscious. If this trend spreads, sugar
consumption per head might fall. The information does not give
a figure for the current growth in the US nor provides predictions
on the relative growth of population and income of the US or
the views of others in the sugar industry. The information is not
sufficient to conclude that India will still exceed the US in sugar
consumption in 2030.

Four points from:

" The unemployment % fell consistently over the period
in Egypt

¢’ The unemployment % fluctuated over the period in
South Africa

v/ The unemployment % was lower at the end of the
period in both countries

v The unemployment % remained lower in Egypt over the
period

v Itis not shown how unemployment was measured in

the two countries - different measures might have

been used.

You should first recognise that the value of the Yen has risen over
this period. There is a tendency to think that a falling line must
mean that it a value has declined. When you look at the vertical
axis, however, you should recognise that what was happening was
that the number of Yens that had to be given to buy $1 was falling,
meaning that the value of the Yen increased.

You should mention that whilst the trend was for the Yen to rise,
it did actually fall in value in 2010.

You could then explain that a rise in the value of a currency would
lead to higher export prices and lower import prices. This might
reduce a current account surplus if demand for exports and imports
is elastic — the Marshall-Lerner condition. If PED < 1, it may increase
a current account surplus.

You should add cvaluative points. For instance:

/ The current account consists of more than trade in goods
and services. An increase in the combined trade in goods
and services balance may be offset by an increase in a deficit
on the income balance and/or current transfers balance.

MEGA
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s Figure 3.1 only shows the value of the Yen against one
currency. This is a major currency but it is possible that
whilst the Yen was rising in value against the US dollar,
it might have fallen against the euro and the Chinese
yuan (renminbi). It would be more informative to
compare the value against a trade weighted basket of
currencies.

Chapter 4

The accelerator theory is useful in explaining net investment.

It concentrates on the main influence on investment which

is changes in demand for consumer goods. Firms will invest
when the expected exceeds the cost of investment. If demand is
increasing, firms will expect to sell more goods and hence receive
more revenue.

However, the accelerator theory does not provide a complete
explanation of the behaviour of net investment. Demand for
consurner goods may rise without a greater percentage rise in
demand for capital goods. Indeed, there may be no change in
investment. Firms will not invest to expand capacity if they do not
believe that the increase in demand for consumer goods will last.
Expectations are a significant influence on investment. If firms are
pessimistic about the future they may not even replace machines as
they wear out.

Firms may also not buy new capital goods if they have spare
capacity. They will be able to respond to the rise in demand by
making use of previously unused or underused capital equipment
and plant.

So spare capacity in consumer goods may result in no ora
smaller change in demand for capital goods. In contrast, it may
be an absence of spare capacity in the capital goods industry
which may prevent firms from being able to purchase more capital
equipment. The consumer goods industries may want to buy,
example, more machines but the capital goods industries may not
have the resources to produce them.

Changes in technology may also mean that an increase
in demand for consumer goods may bring about a smaller
percentage increase in demand for capital goods. A new machine,
embodying advanced technology, will be able to produce more
goods than the machine or machines which it replaces.

Other influences on investment may change. For example,
there may be changes in the cost of machinery, corporation tax or
government subsidies. Investment is also influenced by changes in
the rate of interest. An increase in the rate of interest will increase the

opportunity cost of investment.

. Introduction - define the balance of payments and
identify the accounts that comprise it.

2. Current account - trade in goods, trade in services,

income and current transfers.
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Capital account.

Financial account.

Net errors and omissions.

Conclusion - current account receives the most
attention; financial account often involves the largest
figures.

Introduction - explain what is meant by a deficit and
mention that it is not always harmful.

2. Effects of a deficit - fall in AD, outflow of money.

3. Overall effect will depend on size and duration. A small
deficit which last a short term may not be a problem.
Large, long term deficit may build up international debt
and/or reduce reserves.

4. Overall effect influenced by cause - lack of price
competitiveness equals bad; low incomes abroad/import
of raw materials or capital goods may be self-correcting.

5. May be covered by inflow of FDI on financial account.

6. May reduce demand-pull inflation.

7. Government measures to reduce deficit may reduce AD
in short term and AS in long term.

8. Conclusion - whether harmful or not depends on size,
duration and cause and how government responds.

o

(b) 1.

Chapter 5

Answers to short questions

1. Two disadvantages of barter are the need to establish a double
coincidence of wants and the problem of deciding on the value
of products. When exchanging products, a person has to find
someone who not only wants the product s/he wishes to exchange
but also has something s/he wants in return. Finding such a double
coincidence of wants can be very time consuming.

When directly swapping products, there is also the problem of
deciding, for example, how many chairs should be exchanged for a
personal computer.

(Note there is also the problem of giving change, example, if
it is thought that a personal computer is worth two and a half
chairs.)

. Liquidity means the ability to turn an asset into cash quickly and
without loss. If, for instance, a bank has a lack of liquidity, it may
experience problems if a large number of its depositors seek to
withdraw money from the bank.

. Fixed capital is a term that covers capital goods which stay in the
business for some time and do not change their form during the
process of production. For instance, in a firm that produces toys,
the factory, warehouse and machinery would be classified as fixed
capital. .

Working capital, in contrast, covers capital goods which are used
up in the process of production. For instance, the toy firm would
classify as working capital the plastic it uses to make toy soldiers
and the card and wood it uses to produce jigsaw.

. Fixed capital formation is total spending on (investment in) fixed
capital goods including buildings, machinery and vehicles used by
firms.

. Most products are economic goods. Resources have to be
used to produce economic goods and so economic goods have
an opportunity cost. The resources used to provide a course

MEGA
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on economics might have been used to provide a course on
accountancy.

In contrast to economic goods, free goods take no resources to
produce them. As a result, they do not have an opportunity cost.
There are only a few free goods. Air and sunshine are examples.

. Health care is an economic good and not a free good. In some cases,

health care is provided free at the point of use. For instance, in the
UK people receive free medical treatment from the National Health
Service. The treatment they receive, however, takes resources to
produce it and these resources could have been used for another
purpose. The provision of health care, therefore, involves an
opportunity cost.

. The primary sector covers industries which are involved in the

extracting or growing of raw materials. Examples of industries in the
primary sector include agriculture, fishing, fuel extraction, forestry
and mining.

Secondary sector industries change raw materials into finished
and semi-finished goods. The secondary stage of production covers
construction and manufacturing. Examples of industries in the
secondary sector include building, chemical production, food
processing, printing and textiles.

The tertiary sector is the term used for those industries which
provide services. Tertiary industries include banking, health care,
insurance, tourism and transport.

. Teachers work in the tertiary sector, farmers in the primary sector

and car producers in the secondary sector.

. Microeconomics is concerned with economics on a small scale.

It covers the study of individual markets, industries, firms and
hotiseholds. In contrast, macroeconomics is economics on a large
scale. It is concerned with the economy as a whole and includes,
for example, the study of unemployment, inflation and economic
growth.

The theory of the firm is a micro topic as it is concerned with how
individual firms perform.

Answers to revision activities

arketiEconor
Allocative The price mechanism  State directives
mechanism
Key sector Private Public
Key decision Consumers The state
makers
Other names Free enterprise, Centrallyplanned,
laissez faire, collectivist, state
private enterprise owned
Example Hong Kong North Korea
Ownership Privately owned State owned
of means of
production
Provision of public No Yes
goods
The profit motive Present Not present
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2. (a) A constant opportunity cost — as more capital goods are
produced, the same amount of consumer goods would
have to be given up and as more consumer goods are
made, the opportunity cost in terms of capital goods will
not change.

(b) The movement of the PPC from AB to AC would mean
that the economy’s ability to produce consumer goods
has increased whilst its ability to produce capital goods is
unchanged.

(c) The PPC will have shifted either because the economy has
fewer resources or lower quality resources. For instance, the
decline in the quality of education may have decreased the
productivity of labour and so have reduced the quantity of
products that the economy can produce.

3. (a) Land: locations where films are shot.
Labour: camera operators, film directors.
Capital: cameras, editing equipment.
Enterprise: shareholders in the film company, producers.
(b) Capital intensive industry: the oil industry.
Labour intensive industry: hotel and catering.

() A range of factors influence the supply of labour to a
particular occupation including: the wage rate, bonuses,
working conditions, working hours, holidays, promotion
chances, job security, pensions.

(d) Enterprise and opportunity cost are linked as entrepreneurs
will take into account the return in the next most profitable
industry when considering whether to keep using their
skills in a particular industry. If profit falls below the normal
profit level, some entrepreneurs will switch their resources to
producing other products.

(e) The rent of land is usually higher than that of land in rural
areas as land is scarcer there relative to the demand for
it. In a city there are usually many competing uses for a
relatively small area of land. In contrast, there is usually less
competition for the use of land in rural areas.

4. (a) Cheques are not money. They are a means of transferring bank

deposits from one person to another.

(b) The function of money which allows products to be bought
on credit is a standard of deferred payments.

(¢) To actas a medium of exchange money has to be divisible
in order that payments of different values can be made and
change can be given.

(d) A sight deposit (current account) is more liquid than a time
deposit (deposit account).

(¢) The general acceptability/durability and durability/general
acceptability of money allows it to act as a store of value.

(f) Money acts as a unit of account when the value of praducts is
compared.

Answers to multiple choice activities

I. A Opportunity cost is the best alternative forgone. By deciding
to go to university, the woman has given up the opportunity of
earning income by working,

2. C A normative statement is a statement of opinion. It
is debatable whether the government should play a larger
role in a mixed economy. A, B and D are all positive
statements.
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B Complete specialisation means devoting all resources

to producing one type of product. B shows that all available
resources are employed providing capital goods. A and C show
a combination of consumer and capital goods being produced -
with A indicating some resources are unemployed. D is an
unattainable position.

. € The fundamental economic problem arises due to scarcity ~

infinite wants but finite resources. Due to the economic problem,
economies have to decide how to use their resources. A, Band D
are issues that may face certain economies at certain times but not
all economies at all times.

. € A mixed economy has both a private sector and a public

sector. The private sector covers firms that are owned by
individuals. In this sector, decisions on the allocation of
resources are based on the market forces of demand and supply.
The public sector covers state run organisations in which the
allocation of resources is determined by state planning. A and
B are likely to apply to market, mixed and planned economies
whereas it is unlikely that D would be found in any type of
economic system.

. D Ina planned economy, it is the government/state that

determines what produets are produced, how they are produced
and for whom.

. C Asnotall wants can be met, choices have to made.
. D A store of value enables people to save money to use in the

future. A enables people to compare the value of products and
assets, B enables them to buy and sell products and C permits them
te borrow and lend.

. B Land covers natural resources. A beach is an example of

a natural resource. In contrast, A, C and D are human made
goods used in the production of the holiday and so are capital
goods.

B To raise the production of capital goods from 20m to 50m,
resources have to be switched away from producing capital goods.
The output of consumer goods has to fall from 100m to 60m and
50 40m consumer goods have to be forgone in order to make 30m
more capital goods.

Answers to data response question

(a) Removal of price controls, removal of subsidies and
privatisation (sale of state owned enterprises).
(b) Primary
()
Capital
goods

0O Consumer goods

The ability of the Russian economy to produce products is
likely to have decreased, shifting the PPC to the left. This is
because life expectancy fell which probably reduced the size of



www.youtube.com/megalecture

Online Classes : Megalecture

mail.com

www.youtube.com/megalecture
www.megalecture.com

198 Answers

the labour force. The rise in unemployment would have moved
the production point further inside the curve.

(d) The inhabitants of Poland enjoyed a higher life expectancy

(e

in 2007 than those in Russia. The economic growth rate,
however, was higher in Russia than in Poland. Both countries
experienced a lower rate of economic growth and a higher
rate of inflation than China and Slovenia.

Whilst the economic growth rate figure covers six years,
the data on life expectancy and unemployment is for only
one year. It would have been useful to have additional
data including the countries’ current account position and
inflation rate.

Reasons why the sale may benefit the economy

v/ There may be competitive pressure on firms in the
private sector to be allocatively, productively and
dynamically efficient.

¢ Private sector companies may provide more choice,
higher quality and lower prices for consumers.

v There will be saving of government revenue if the firms
had been loss making.

Reasons why the sale may not benefit the economy

¢/ 'There may be a reduction in social provision for
worlers if an adequate state welfare system is not
developed.

«  Private sector firms may not take externalities into
account.

v Private sector monopolies may develop which charge
high prices and produce low quality products and do
not provide choice.

v/ There will be a loss of government revenue in the
long run if the state owned enterprises had been
profitable.

Answers to essay questions

1. (a) A production possibility curve (PPC) shows the amount of two

types of products that can be produced with existing resources
and technology. In practice, most PPC are bowed outwards. This
is because the opportunity cost of producing one type of product
increases the more of it that is produced. The best resources are
employed first, so as more is made, the more resources that have
to be used and so the more of the other product that has to be
given up.
The figure below shows the PPC of an econoniy that can

produce agricultural and industrial goods.

Industrial T ¢
goods

(o] D Agria.ﬂtural
goods

3

Production point A shows unemployed resources. Points
B, C and D are all productively efficient points and point E is
unattainable.

A PPC will shift to the right if the quantity or quality of
resources used in producing both types of products increases.
If the ability to produce only one type of product increases,
the shape of the PPC will change. If there is an increase
in the productivity of agricultural workers, the amount of
agricultural goods that can be produced will increase. The
figure below shows that the rise in the productive capacity of
producing agricultural goods will pivot out the PPC on the
horizontal axis.

Industrial

goods
C
G B
0] H | D F Agricultural
goods

The maximum amount of industrial goods that can be
produced remains at C whilst the maximum amount of
agricultural products that can be produced increases from
D to F. If originally, the economy had selected to produce at

“point B, it would have made G quantity of industrial goods

and H quantity of agricultural goods. After the increase in the
productivity of agricultural workers, G quantity of industrial
goods could now be combined with a higher quantity of
agricultural goods - I amount.

(b) Itis very unlikely that the problem of scarcity will ever be

solved as whilst the quantity and quality of resources tend to
increase over time, so do wants. Different economic systems
seek to manage the problem of wants exceeding resources in
different ways.

In a market economy the market forces of demand and
supply determine how resources are allocated. These forces
work through the price mechanism. Those whose services
are most in demand will earn the highest wages and will have
high purchasing power. If demand for a product decreases, its
price will fall which will result in a contraction in supply. As a
result, scarce resources will not be wasted producing products
that consumers are not willing and able to buy. In contrast, if
demand for a product increases, the resulting rise in price and
profitability will encourage producers to make more of the
product.

In coping with the economic problem, the price
mechanism has a number of advantages. It rations out goods
and services. Those who can afford the products can buy
them, It provides an incentive for firms and workers to be
efficient. The more productive workers are, the more they
will earn and the more responsive firms are to changes in
consumer demand, the higher the profits they will earn.

The price mechanism also works automatically and quickly,
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moving resources away from products declining in popularity
towards those increasing in popularity.

In practice, though, there may be market failure with the
price mechanism not resulting in productive, allocative and
dynamic efficiency. Monopoly power may develop which
can distort the allocation of resources. A monopoly firm
may create an artificial shortage in order to drive up prices.

A pure market system would fail to produce public goods,
and would under-produce merit goods as they would be
under-consumed and would over-produce demerit goods as
they would be over-consumed. Linked to merit goods and
demerit goods, consumers and producers in a pure market
system would also not take into account positive and negative
externalities. The greater the extent of market failure, the less
efficiently resources will be used and the greater will be the
problem of scareity.

In addition, in a pure market economy, different groups
will be affected by the problem of scarcity to different degrees.
Whilst the rich may be able to satisfy most of their wants,
the poor may not be able to meet even their basic needs. The
price mechanism reflects effective demand, that is not only
the willingness to buy products but also the ability to buy
them. It may be claimed that there is consumer sovereignty
but consumers do not have equal purchasing power. It is the
poor which experience scarcity to the greatest extent.

An advantage claimed for a planned economy is a relatively
even distribution of income. State planning may also mean
that externalities are taken into account, wasteful duplication
may be avoided, there may be full employment of resources,
public goods will be produced and the consumption of merit
goods will be encouraged whilst the consumption of demerit
goods will be discouraged.

Relying on state planning and directives to allocate
resources, however, is not guaranteed to be more efficient
in tackling the problem of scarcity than a market economy.
Whilst all resources may be employed, they may be
underemployed or not employed in the most productive
uses. There may be an overconcentration on capital goods.
State planning can be slow and may not accurately assess
consumers’ wants. The lack of incentives for workers and
SOEs may also mean that output is lower than possible and so
scarcity is more of a problem than necessary.

Which type of economic system is more effective in dealing
with the economic problem depends on the degree of market
failure and government failure. As there advantages and
disadvantages of market and planned economies, most countries
operate mixed economies. Such an approach may result in
greater equity and a more beneficial provision of products than
in a market economy and may provide more incentives and less
bureaucracy than in a planned economy. No type of economic
system, however, can eliminate the problem of scarcity.

2. Money can be defined as any item which carries out the

functions of money. There are four functions of money. One is
to act as a medium of exchange. This means that money enables
people to buy and sell products and resources and overcomes
the double coincidence of wants. A man can sell a carpet he has
made and use the money he receives to buy a rare book. In the
absence of money, he would have to find someone who is both
willing and able to sell a rare book and who wants a carpet.
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Another function is to act as a store of value. People can save
money over time. They can also use money to measure and
compare the value of products. This function is referred to as
a unit of account. The fourth function is to act as a standard
of deferred payments. This means that money allows people to
establish the price of future claims and payments so that they
can agree contracts and can borrow and lend.

To act as money, an item has to possess a number of
characteristics. A crucial one is that it has to be generally
acceptable and so must be limited in supply. An item also has to
be durable, divisible, portable, recognisable and stable in value.

To operate as a medium of exchange, an item clearly has to be
generally acceptable. People will only accept an item in payment
for a product if they can use it to buy other products. They also
have to recognise the item as money and be able to carry around
an jtem to use it to buy products (portability). Money can act
as a store of value only if it is durable, that is it will not perish,
and stable in value as otherwise savings in money could become
worthless. To act as a unit of account, which is sometimes known
as a measure of value, money must be divisible and stable in
value so that the price and cost of items can be compared. In
carrying out the function of a standard of deferred payments, two
important characteristics are general acceptability and stability in
value. People have to think that money will be acceptable in the
future and that it will not lose its value.

If an item loses the necessary characteristics, it will stop acting
as money. During a period of hyperinflation, a currency will be
losing its value at a very rapid rate. If it ceases to be generally
acceptable as means of payment, saving, comparison of value
and arranging future claims and payments, it will stop acting as
money.

3. (a) The basic economic problem is scarcity. Wants exceed

resources meaning there are not enough resources to produce
everything that people want. As a result of the problem, all
economies have to make choices. The three fundamental
choices they have to make are what to produce, how to produce
and for whom to produce.

If there was enough land, labour, capital and enterprise to
make all the products people desire to have, economies would
not have to answer the question of what to produce. In practice,
economies have to decide what they are going to use their
resources to make. If, for instance, an economy decides to make
more capital goods, the opportunity cost would be consumer
goods. The following figure shows that making full use of its
resources, an economy is producing 30m capital goods and
40m consumer goods. To produce additional 10m capital
goods, 12m consumer goods have to be forgone.
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An economy also has to answer the question of how to
produce. It has to decide which resources to use and in
what combinations. Its decision will be influenced by what
resources are available to it. For instance, an economy which
has a plentiful supply of labour and a shortage of capital
is more likely to make use of labour intensive methods
of production rather than capital intensive methods. It is
important to use the most efficient methods so that the
gap between what is produced and want people what is
minimised.

Economies have to answer the question of who should
receive the output produced as consumers will be competing
for a limited number of goods and services.

Different economic systems answer the three fundamental
economic questions in different ways but the existence of the
economic problem means that no type of economic system can
avoid finding answers to these questions.

(b) A market economy relies on the price mechanism to answer
the three fundamental questions which arise because of the
economic problem of scarcity.

A market economy is one in which capital is privately
owned, the role of the state is minimal and the market
forces of demand and supply, operating through the price
mechanism, determine the allocation of resources, the
methods of production and the distribution of income.

Consumers indicate their choices by the prices they pay
and the possibility of earning profit provides the incentive
for firms to respond to their choices. The price of resources
and their productivity influence the methods of production
and goods and services are distributed on the basis of who
can pay for them.

The price mechanism is not the only way to tackle the
basic economic problem. State planning is used in a planned
economy and a combination of state planning and the price
mechanism is used in a mixed economy. No mechanism can
solve the basic economic problem as wants will always exceed
resources.

The price mechanism does have a number of advantages.
It is an automatic method of allocating resources and one
which enables consumers to decide what is produced. If a
product becomes more popular, consumers will compete
for it, bidding up its price. A higher price will encourage
firms to produce more of it.

The price mechanism also promotes efficiency,
innovation, enterprise and hard work. If firms produce
what consumers are willing and able to buy at the lowest
possible prices, they can earn high profits. If, however,
they produce unpopular products or fail to keep their costs
down, they may be driven out of business. Entrepreneurs
that develop new products and new methods of production
and workers who are very skilful and diligent can be well
rewarded.

The price mechanism does also, however, have
disadvantages. The price mechanism does not take into
account externalities. In cases where there are negative
externalities such as pollution, there will be overconsumption
and overproduction with too many resources being devoted
to such products. Merit goods will be under-consumed

MEG A

and demerit goods will be over-consumed. There will be

no financial incentive for private sector firms to produce
public goods. There may be abuse of market power, with
monopolies restricting output and driving up prices. People
who have the highest incomes are able to buy the most
products and the poor may not be able to purchase many
products.

The price mechanism has the potential to tackle the
basic economic problem in an efficient manner but it
cannot solve it and there is no guarantee that relying on
market forces will result in the best outcome. The extent
to which the price mechanism is effective depends on the
degree of market failure which occurs.

Chapter 6

Answers to short questions

1.

8.

Demand curves slope down from left to right, showing that as
price falls, more is demanded. This is for two reasons. One is that
as a product becomes cheaper, people become more able to buy
it — their purchasing power increases. The other reason is that
people will become more willing to buy the product as it will
become more price competitive and relative to substitutes.

. Derived demand is when demand for one product depends on

demand for another product. For instance, demand for the labour
services of doctors depends on demand for health care. Similarly,
demand for air travel depends, in part, on demand for foreign
holidays.

. "Three factors that influence demand for air travel are the price

of air travel, the price of foreign holidays and income. A rise in
the price of air travel would be expected to cause a contraction in
demand for air travel. Foreign holidays are a complement to air
travel. If foreign holidays rise in price it s likely that demand for
foreign holidays will contract and so demand for air travel will
decrease. Air travel has positive income elasticity of demand and
so a rise in income would usually result in an increase in demand
for air travel.

. A contraction in demand for ice cream is caused by an increase

in the price of ice cream. Less ice cream is demanded because it is
more expensive. In contrast, a decrease in demand for ice cream is
caused by a change in any influence on demand for ice cream other
than a change in its price. For instance, a decrease in demand for ice
cream may be caused by a spell of cold weather.

. If a product has a perfect substitute, it will have perfectly elastic

demand. If the firm producing the product raises its price, it will
lose all of its sales.

. Two factors that could make demand more price inelastic is a

reduction in the degree to which other products are substitutes
and an increase in the extent to which the product is seen to be a
necessity.

. As price rises, demand becomes more elastic. A higher price makes

consumers more price sensitive.

An income elasticity of demand which is both positive and greater
than one means that as income rises, demand increases by a greater
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11.

12.

13.

14

15.

percentage. Demand for a number of services is both positive and
elastic, making them superior products.

. The cross elasticity of demand between one model of car and petrol

would be negative as they are complements. In contrast, the cross
elasticity of demand between the model and other models of cars is
positive. This is because they are substitutes.

. Three factors that could cause an increase in the supply of rice

are the granting of a government subsidy, a fall in the costs of
production and a period of suitable weather. The granting of
government subsidy would provide an incentive for farmers to
grow more rice. Lower costs of production would make farmers
more willing and able to grow rice. In addition, good climatic
conditions would be likely to increase the amount of rice grown
successfully.

A fall in the price of blankets would lead to a contraction in the
supply of blankets. Some resources used to produce blankets are
likely to be shifted to producing duvets. This would increase the
supply of duvets.

The more perishable a product is, the more inelastic supply tends
to be. This is because it is difficult to store the product and so
should price rise, supply cannot be raised by drawing on stocks.
Similarly, should price fall, it will be difficult to reduce supply.

The burden of an indirect tax in a market where demand is inelastic
and supply is elastic will fall mainly on consumers as shown in the
figure below. The price rises by most of the tax.

D

Price S,
S
Py
P /
Sy /
S
D
0 Q1G Qual;.t}ty

Adjustments in demand and supply move a market from
disequilibrium to equilibrium. If, for instance, supply exceeds
demand there will be a surplus. This surplus will drive price down
causing supply to contract and demand to extend until the two are
equal again.

The laws of demand and supply are predictions about how market
forces work. For instance, one ‘law’ is that an increase in demand
will cause a rise in price and an extension in supply.

. An increase in supply and a decrease in demand will reduce price.

The effect it will have on the quantity bought and sold is uncertain.
It will depend on the size of the relative changes. If the decrease in
demand is greater than the increase in supply, the quantity traded
will fall. In contrast, if supply increases by more than demand falls,
the quantity traded will rise.

. Joint demand arises when two products are complements. The

products are demanded to be used together such as a laptop and
a printer. In contrast, composite demand is when a product is
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18.

19.

20.
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demanded for two or more purposes. For instance, Soya may be
grown to be used in both food products and in biofuels.

The amount of consumer surplus received from the purchase of a
product differs between consumers because people have different
purchasing power and value the product differently.

The price mechanism rations products by limiting their
consumption to those who can afford to pay the prices. If demand
for a product increases, initially demand will exceed supply. Price
will rise until demand equals supply again.

The market price is the price charged in a free market. In the short

term it may not equate demand and supply; although in the longer
term market price should move to the equilibrium price.

Answers to revision activities

1.

(a) Anincrease in the cost of paper will raise the cost of producing
newspapers. This will lead to a decrease in supply, which in turn
will raise price and cause demand to contract as shown in the
figure below.

Priceof| D
newspapers s,
/ =
Py
2 2
D
S
S
0 Q, Q Quantity of
newspapers

(b) Newspapers and internet websites are substitutes, a reduction
in the quality of internet websites may encourage people
to switch to newspapers. This would increase demand for
newspapers, raise their price and cause supply to extend.

Priceof | Dy
newspapers | S
Py \
P '\
\ Dy
S D
0 Q Q Quantity of
newspapers

(c) Free gifts provided by newspapers are designed to increase
demand. Higher demand will push up price and cause a rise
in quantity supplied.
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Price of D, s
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(d) The introduction of more efficient printing presses will
reduce costs of production. Lower production costs will
increase supply which will lower price and cause demand

to extend.
Price of | D s
newspapers
Sy
P
P1 /
/ D
S s;
0 QQ Quantity of
newpapers

2. (a) PES=20%/25% - 0.8.

(b) Supply is inelastic.

(c) The car firm would want to make its PES more elastic, It
would want to be able to take full advantage of a rise in
price and to minimise the risk of making a loss if price
falls.

(d) The firm could seek to make its supply more elastic by cutting
its production time. This might be achieved by introducing
more advanced equipment and training workers.

3. (a) It would be expected that luxury wrapping paper would
be more elastic than standard wrapping paper. The
information does, however, suggest that the standard
wrapping paper has a closer substitute as it has a higher
positive XED figure.

(b) To raise revenue the firm should raise the price of the luxury
wrapping paper as demand will fall by a smaller percentage
than the rise in price. In contrast, it should lower the price of
standard wrapping paper, as demand is elastic.

(c) The firm should lower the price of the firm’s standard gift
tags as this would significantly raise sales of its standard
wrapping paper. It should leave the price of the luxury gift
tags unchanged.

(d) In the long run, the firm should concentrate on the luxury
wrapping paper. This is because the product is more income
elastic and would, therefore, benefit to a greater extent from
rises in income over time. It also faces less competition in
producing this type of wrapping paper.

MEG A

Answers to multiple choice questions

1. C The only factor that can cause a movement along a demand
curve is a change in the price of the product itself.

2. D Ashift to the right of the demand curve shows an increase in
demand. Popular films will encourage people to buy more cinema
tickets. A and C would cause a movement along the demand curve
and B a shift to the left of the demand curve.

3. D [ftotal expenditure remains unchanged when price falls by
8%, it must mean that the quantity demanded has risen by 8%. An
equal percentage change in price and quantity demanded means
that PED is unitary.

4. C 80 units is 40% of 200. To raise sales by 40%, price would have
to fall by - 0.8 =40%/? = - 50%. So price would have to fall by 50%
i.e. by $5.

5. A If demand is inelastic, a fall in price will cause a smaller
percentage fall in demand and so total revenue will fall.
Demand is not perfectly inelastic and so a rise in price will
cause demand to contract.

6. B The lower demand is, the more consumers will react to any
price change. The more consumers demand a product, the less they
will tend to reduce their demand when price rises.

7. D The existence of close substitutes would mean that a rise in
price would cause a greater percentage fall in demand and a fall in
price would cause a greater percentage rise in demand. A, Band C
would be likely to cause a low PED.

8. B Demand becomes more elastic, the higher the price and the
lower the quantity demanded. As price rises, fewer people will be
willing and able to buy the product.

9. B 'The price of Product X rises by 50%. Demand for Product Y
increases by 20%. So XED =20%/50% = 0.4.

10. B A negative figure shows two products are complements.

- 0.2 is low and so this suggests the two products are distant
complements.

11. D This is a straightforward question. Demand for inferior goods
falls as income rises.

12. B The shorter the time it takes to produce a product, the greater the
supply can be adjusted to market conditions. A would make demand
rather than supply more elastic. C and D would make supply more
inelastic.

13. C Price rises by 50%. With PES being 0.8, supply would
increase by 40%. This means supply rises to 2,800. The firm’s
revenue is $30 x 2,800 =$84,000.

14. C The figure below shows supply exceeding demand.

Price D
$ \ S
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8
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0 120 200 Quantity
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‘There is a surplus of 80 and price exceeds the equilibrium level
by $2.

15. C
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Price| D S

N
1 K

D

0 Q/Q, Quantity

Figure shows that an increase in demand and a decrease in supply
could raise price but leave the quantity traded unchanged.

16. B A rise in incomes would increase demand for laptops, shifting
the demand curve to the right. A reduction in the cost of producing

laptops would increase supply, shifting the supply curve to the right.

The new curves intersect at B.
17. D Producers’ revenue is initially $7 x 70 = $490. When the $3

per unit tax is imposed, producers’ revenue falls to $6 x 50 = $300.

There is a decline of $190. Consumers spend $450 after the tax is
imposed but $150 of this goes to the government in the form of
tax revenue.

18. C A subsidy to producers causes an increase in supply. A fixed
sum subsidy would cause a non-parallel shift.

19. C The consumer surplus is initially PWZ. After the rise in price,
the consumer surplus falls to PTWX. This is a decrease of PP1XZ.

20. C Consumers bear most of an indirect tax when demand is
inelastic and supply is elastic. When demand is perfectly inelastic
A consumers would bear all of the tax. When demand is elastic
C and D, producers bear most of the tax.

Answers to data response questions

1. (@) (i) The formula to calculate income elasticity of demand is:

YED = % change in quantity demanded
% change in income

{ii) Table 1 indicates that air travel has both positive income
elasticity of demand and income elastic demand. This
means that it is a normal good and a special type of normal
good, that is a luxury or superior good.

(b) (i) Demand for business flights is more price inelastic than

demand for leisure flights. Business passengers have less
choice as to where they are travelling to and when they
are travelling than leisure passengers. A rise in fares for a
flight from, for instance, London to Colombo in Sri Lanka
may not discourage a buyer from a UK clothes shop who
is seeking to sign a contract with a Sri Lankan clothes
manufacturer. It may, however, result in a holiday maker
changing her holiday destination to, for example, the
Maldives.
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(ii) Demand for short-distance flights is more price elastic
than demand for long-distance flights. This is because
there are usually closer substitutes available for short-
distance flights. For instance, a person could drive,
take a train of fly from New Delhi to Mumbai but, in
terms of time, there is not really a close substitute to
air travel in the case of travelling from New Delhi to
New York.

(c) The tables suggest that an airline would benefit from cutting

the fare of short-distance leisure flights. This is because as
demand is elastic, a fall in price would result in a greater
percentage change in quantity demanded and so a rise in
revenue. In contrast, cutting the fares on long-distance
international and short-distance business flights would reduce
revenue. This is because demand is inelastic and so a fall in
price would cause a smaller change in quantity demanded. In
the case of long-distance leisure flights, a fall in price would
cause an equal percentage rise in quantity demanded and

so leave revenue unchanged. Of course, an airline would be
advised to check that these figures are an accurate reflection
of current demand conditions before making any change in
prices.

(d) An increased demand for air travel would benefit the airline

industry. Revenue would increase and costs would fall if the
higher output enables the firms to take advantage of internal
economies of scale and benefit from external economies of
scale. For instance, airlines may be able to borrow more easily
and at a lower rate of interest (financial) and use larger, more
efficient aircraft (technical). The expansion of the airline

- industry would contribute to the trade in services balance of

the balance of payments. Employment in the industry is also
likely to rise with more pilots and cabin crew being taken on.
In addition, expanding airports will create employment in the
local area with, for instance, greater demand for the sources of
taxi drivers,

There is, however, a risk that the increased demand for air
travel might be at the expense of demand for other forms of
transport. If this is the case, there may not be a net positive
contribution to economic growth and employment. An
increase in air travel may also increase air and noise pollution
and may deplete supplies of oil more quickly, Countries which
do not have major airlines will experience a larger debit on its
trade in services balance.

Whether an increased demand for air travel will have a net
beneficial of harmful effect on an economy will depend on a
number of factors. It will be more likely to have a beneficial effect
if the increased demand adds to total demand for transport, if
new, less polluting airplanes are employed and the economy
operates major airlines.

2. (a) Pakistan’s share of the global cotton market was 9.3m/101m =

9.21%.

(b) A fall in the price of cotton may be caused by a rise in the

supply of cotton and/or a decrease in demand for cotton.

(c) Spices are an ingredient in national colouring. A rise in their

price would increase the cost of producing natural clothing and
so increase its price.

(d) The information suggests that the supply of spices is inelastic.

It mentions that it ‘takes some time to increase the quantity
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3. (a)

Answers

supplied. Indeed, it states that it takes five years to grow
nutmeg. With such a long growing period, it is difficult to
adjust supply to changes in demand.

The price of spices rose in 2011 because of an increase in
demand and an increase in supply. Demand increased due

to an increase in the popularity of spices and their wider use.
Supply decreases due to bad weather conditions and flooding.
The figure below shows the increase in demand and decrease
in supply pushed up price.

. D,
Price of S,
spices| D s
P \ /
1
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S
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Whether farmers will benefit from a rise in the price of
their products will depend on the cause of the rise and the
duration of the higher prices. A rise in price which results
from an increase in demand is likely to be more beneficial
than one which has been caused by a decrease in supply.
Higher demand will raise revenue and may reduce cost
per unit. A decrease in supply which results from bad
weather and flooding would raise the price and possibly
revenue of those farmers who are not so badly affected. It
may, however, destroy most or not all of the crops of other
farmers.

A rise in price may encourage farmers to plant more
crops. If price remains high, they may be able to increase
their revenue. If, however, price falls in the future they may
receive less revenue than they expected and may make a
loss.

Derived demand means that demand for a product is
dependent on demand for another product. The demand for
OTR tyres is influenced by demand for trucks. The more trucks
demanded, the more tyres are needed. In turn, demand for
trucks is dependent on demand for minerals.

(b) The supply of OTR tyres was highly inelastic in 2006. This

(@

means that a rise in the price of the tyres would have resulted
in a smaller percentage rise in quantity supplied. One reason
why supply was relatively unresponsive to price change was
that the tyre firms were working at full capacity. The firms
did not have spare resources available to make more tyres.

It was also not possible to switch resources from making car
tyres to making OTR tyres. In addition, stocks were very

low and so could not be drawn on to alter supply in any
meaningful way and there were no new factories predicted to
open before the end of 2007.

In 2006, demand for tyres increased by estimated 50%. This
large increase in demand would have caused price to rise

from P to P1 and the quantity supplied to extend from Q to

Q1 as shown in the following figure. The rise in price would
have been more significant than the rise in quantity supplied
because supply was inelastic.

Price of D, s
OTR|D
tyres \
Py
P
D
D 1
S
OTR tyres

(d) The productivity of mining companies would decline.

(e)

3

Productivity is output per factor unit per hour. With the
problem of obtaining new tyres, some trucks may have to
work with worn out tyres. This may mean that the trucks
break down more often, have to respond more frequently and
may have to be driven more slowly.

Some might argue that the shortage of OTR tyres might
require government intervention. This is because the market
is not working efficiently and this is restricting the growth
of mineral production. This, in turn, may restrict economic
growth and employment in the countries producing the
minerals.

On the other hand, the shortage may be corrected in the
longer term by market forces. The rise in price will encourage
existing firms to expand their capacity and may attract new
firms to enter the industry.

There is also no guarantee that a government will have the
knowledge and expertise to improve efficiency. Indeed, it may
move the market from a shortage to a surplus.

Answers to essay questions

1. (a) Cross elasticity of demand (XED) is a measure of the

responsiveness of demand for one product to a change in the
price of another product. It is measured by the formula:

% change in quantity demanded of product A

XED
% change in the price of product B

Cross elasticity of demand indicates not only whether
products are substitutes, complements or independent goods
but also the extent of any relationship. The sign shows the
relationship and the figure the extent of the relationship.

Substitutes have positive XED, For instance, a 10% rise
in the price of holidays in Thailand may cause a 2% demand
for holidays in Sri Lanka. This would give a positive XED of
0.2. Some people who might have visited Thailand may now
switch to Sri Lanka. The following figure shows this positive
relationship.
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The figure of 0.2 indicates that the two holiday
destinations are not very close substitutes. The more similar
consumers view products to be, the higher the degree of
positive XED they are likely to have.

Complements, in contrast, have negative cross elasticity
of demand. This means that a change in the price of one
product will cause demand for the related product to change
in the opposite direction. For instance, the 10% rise in the
price of holidays in Thailand may result in a 20% decrease in
demand for flights to and from Thailand. This would give an
XED figure of - 2.0. This would suggest that the two products
are close substitutes. The following figure shows this inverse
relationship between the changes in the price of holidays in
Thailand and flights to and from Thailand.

Price of {
holidays in
Thailand | D
Py

P

0 Q Q,
Demand for flights to and from Thailand

If products are unrelated, there will be a XED of 0. The
following figure shows that the rise in the price of holidays in
Thailand leaves demand for pineapple juice unchanged.

Price of D
holidays in
Thailand
P,
P

0 Q

Demand for pineapple juice

(b) Price elasticity of demand (PED) is the responsiveness of

demand to a change in price. The formula for calculating PED is:

MEGA
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% change in quantity demanded

% change in price

The PED for mobile phones has varied within countries
over time and continues to vary between models and
countries. When mobile phones were first introduced they
were seen as something of a luxury and most were quite
expensive. This made their demand relatively elastic. A rise in
their price caused a greater percentage fall in demand.

Now in many countries, however, people have become
reliant on their mobile phones for an increasing range of
functions. For many people a mobile phone has become a
necessity and this has made the demand for mobile phones
in general to be inelastic. In most countries if the price of
all models of mobile phones were to rise, there would be a
smaller percentage fall in demand.

More expensive models of mobile phones which have
substitutes in the form of other mobile phones have elastic
demand. A rise in the price of one model may cause a
significant number of consumers to switch to a rival brand.

In countries, such as Zimbabwe, where a relatively
small proportion of the population own mobile phones,
demand is likely to be relatively elastic. As more and more
people buy mobile phones and the phones carry out more
functions, demand will become more inelastic.

2. (a) Consumer surplus is the difference between the amount

consumers are prepared to pay for a product and the amount
they actually pay. If a woman was willing and able to pay

~ $20 for a product but is only charged $16, she would receive
consumer surplus of $4.

A subsidy to producers will increase supply. Producers will
be encouraged to supply more because of the extra payment.
The supply curve will shift to the right. The increase in supply
will lower price from P to P1 and the quantity traded will rise
from Q to Q1 as shown in the figure. The area of consumer
surplus will change from PAB to P1AC.

S
Price | D
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P
Py
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0 Q q Quantity

How much consumer surplus will increase will depend
on the size of the subsidy and the price elasticity of demand.
The larger the subsidy and the more inelastic the demand,
the greater will be the increase in consumer surplus.

(b) Whether a fall in the price of a product is accompanied by
a reduction in the quantity traded will depend on the cause
of the fall. A fall in price caused by a decrease in demand
will result in a contraction in supply. The following figure
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shows that the decline in demand results in a reduction in
the quantity traded of 50,000 units.

D S

)

P4

D
s D

0 150 200 Quantity (000s)

A fall in price caused by an increase in supply would,
however, lead to a rise in the quantity traded. The figure below
illustrates how a shift to the right of the supply curve causes price
to fall to P. And the quantity traded to increase by 80,000 units.

r
S
Price .
Sy
F
Py /
S
Sy D
0 120 200 Quantity [OCIOS.)L

It is also possible that a fall in price and an increase in
the quantity traded may be caused by a combination of an
increase in supply and an increase in demand. For this to
occur, supply would have to increase by more than demand.

The removal of a minimum price set above the equilibrium
price would increase the quantity traded. The figure below
shows that price is initially set at PX. At this price, there is
a surplus of 10,000 units. 25,000 units are supplied but only
15,000 units are purchased. Removing the minimum price
would permit the price to fall to the equilibrium price of P.
The quantity traded now rises by 6,000 units to 21000 units.

Price| p S
Py \
P
S D
0 15 2125 Quantity (000s)

3. (a)

3

The relationship between a fall in price and the quantity
traded will depend on the cause of the fall.

Equilibrium price occurs where demand and supply are
equal. If the price is above or below the equilibrium, market
forces will move it to the equilibrium level. The figure shows
a market initially in disequilibrium with supply exceeding
demand at a price of P.

Price| p

P

P,

AN

0 6 o GO

Quantity

The unsold surplus will drive down price to P1. At this
price, there will be no tendency for price to change. At P1
firms will be able to sell all that they are prepared to supply
and consumers will be able to buy all that they are willing and
able to purchase.

If price is below the equilibrium level, there will be excess
demand. The figure shows demand being greater than supply
at a price of P. The shortage created will lead some unsatisfied
consumers offer to pay higher prices and so the price will be
driven up. This will cause demand to contract and supply to
extend until demand and supply are again equal. In this case,

this is at a price of P1.

. s
Price D
P1
P \
5 D
0 Q@  Q Qs Quantty

Over time price moves from one equilibrium to another
equilibrium level and so on. What causes the equilibrium
price to alter is changes in market conditions. If, for instance,
demand increases, there will initially be a shortage. The
following figure shows that at what was the equilibrium price
of P, demand (Qa) will now exceed the quantity supplied (Q).
As indicated above, this situation will drive up the price toa
new equilibrium of P1.
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A decrease in supply will also cause the market to move
to a new, higher equilibrium price. A lower equilibrium
price will occur if either supply increases and/or demand
decreases.

(b) A change in income can have a major influence on demand
for a firm’s products. Some firms produce products which
have income elastic demand. This means that a change in
income causes a greater percentage change in demand.

To decide how firms will be affected by a change in
people’s income, it is necessary to examine not only the
degree of income elasticity of demand their products have but
also the type of income elasticity of demand they possess and
whether the country is experiencing economic growth or a
recession.

Inferior goods have negative income elasticity of demand.
This means that demand falls as income rises. In contrast,
normal goods have positive income elasticity of demand, with
demand and income moving in the same direction. Normal
goods which have an income elasticity of demand of more
than one are referred to as superior goods or luxury goods.

During a recession, a firm’s revenue would increase
if its product is an inferior one. Demand will increase as
income falls and this increases the firm’s revenue. Most years,
however, income rises and during times of economic growth,
a firm’s revenue earned from the sale of a normal good will
increase and may increase significantly if the productisa
superior good. For instance, if income elasticity of demand is
3, a 10% rise in income will lead to a 30% increase in demand
which will have a noticeable impact on total revenue. As
income usually rises, a firm is likely to want to concentrate on
products with positive income elasticity of demand.

Over a given income range, some products may have
zero income elasticity of demand. This means that as income
rises, demand does not change. For instance, a rise in income
may have no effect on demand for toothpaste in a developed
country,

As income changes over time, what are perceived to
be superior, normal and inferior goods may change. For
example, as income continues to rise in China, bicycles are
beginning to be seen as inferior goods, as more people start to
buy cars. Technological advances can also affect how products
are perceived and so their income elasticity of demand. In
a number of countries, digital radios have positive income
elasticity of demand whilst analogue radios now have negative
income elasticity of demand.
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Chapter 7

Answers to short questions

1.

10.

11.

To correct market failure arising from positive externalities, a
subsidy should be set at a level equal to marginal external benefit
(MEB). If MEB can be calculated accurately and a subsidy is given
equal to this, the quantity traded should be based on social benefit.

. “The polluter pays principle’ is the idea that those who create an

external cost should pay for it. In other words, an external cost
should be converted into an external benefit.

. If social costs are equal to private costs, it means there are no

external costs.

. If private benefits form a high proportion of social benefits,

students might be expected to pay a high proportion of
tuition fees.

. In carrying out a cost-benefit analysis it is often difficult to measure

external costs and external benefits. Where market prices do not
exist, estimated prices have to be used. These estimated prices are
called shadow prices.

. Education is a private good because it is both excludable and rival.

In some countries education is provided free to children by the
state. It is, however, possible to charge for education and there
are many private schools and universities throughout the world.
Those who are not willing to pay, can be prevented from gaining
access to education. Education is rival in the sense that if one
person is given a place in a university or in a school, that place is
not available for someone else.

. Electronic road pricing is charging drivers according to where and

when they drive. A person will pay more for driving into a city
centre at peak times than driving on an uncongested road. Being
able to charge drivers in this way indicates that those who do not
pay can be excluded from consuming road space.

. Merit goods are a special category of private goods. In the case of,

for instance, education and health care it is possible to exclude non-
payers and consumption is rival.

. A product may be treated as a demerit good in one country but

not in another because governments have different views on how
harmful some products are and how aware the public are of the
harmful effects. For instance, Singapore bans the import and sale
of chewing gum (except medicinal gum). Most other governments
allow people to chew gum despite the problems caused by people
disposing of chewing gum.

A government may provide free primary school education because
parents may undervalue the private benefits their children will
receive. Another reason is that parents will not take into account
the external benefits of education when they make decisions about
whether to send their children to school. In addition, a government
may want to provide free education on the grounds of equity.
Education is such an important product, that a government may
consider that every child should have access to it, whether their
parents could afford to buy it or not.

A maximum price is set below the equilibrium price. This will lead
to a shortage, with demand exceeding supply. Some consumers,
anxious to purchase the product may be prepared to buy from
traders selling the product at a price above the legally set level.
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12

17.

18.

19.

20.

A buffer stock may fail to stabilise the price of a commodity if not
all producers are members of the scheme. In such a situation, if the
non-members’ output accounts for a noticeable proportion of the
total, changes in the supply may lead to fluctuations in price. In
addition, some members of the buffer stock may cheat and sell the
product at a lower price in order to capture more of the market.

. A government may impose a tax on a product for two main

reasons. One is to raise revenue and the other is to discourage its
consumption.

The state might stop producing a product if the product changes
from being a public good into a private good. Initially, it was difficult
to prevent people who did not pay from receiving TV broadcasts. For
some time now this has been possible and more private sector firms
are transmitting TV programmes throughout the world and charging
directly for them. The state might also stop making a product if it
considers that the public’s desire for the product has declined.

. 'The level of government intervention in a country’s markets is

determined by both the perceived level of market failure and also its
view on whether intervention will be successful.

. A first and second party involved in the production and consumption

of air travel are the airline and a passenger. A third party is someone
living near the airport who experiences air, noise and visual pollution.
A government may not go ahead with an investment project despite
a CBA indicating it would provide a positive net present value if a
rival project would give a higher net present value or would be more
politically popular.

External costs being internalised means that they are changed into
private costs. For instance, taxing a polluting firm would increase
its private costs which may move its output to the allocatively
efficient level.

Operators of a buffer stock more often buy the commeodity than sell
it because the limits are usually set too high, relative to the long run
equilibrium level. This means that they have to intervene to buy the
commodity to stop its price falling.

A government does not have to run a country’s prisons. It does have
to finance their provision as they are a public good but it could pay
a private sector firm or firms to run them.

Answers to revision activities

1.

2.

(a) The information indicates that ice cream in China has positive
income elasticity of demand and is a normal good. As income
increased in the past, demand for ice cream increased.

(b) One external cost arising from the consumption of high fat
and high sugar foods to the increased burden placed on health
services. Those who do not consume the foods may have to
pay higher taxes or higher prices because of the increased
burden and may also experience delays in medical treatment.

(c) Firms selling dental products and diabetes testing devices
will benefit from increased sales. This rise in their sales is a
spillover effect resulting from the increased consumption of
the high fat and high sugar products.

(a) Private benefits: 2, 7.

Private costs: 6, 9.
External benefits: 5.
External costs: 1,3, 4, 8.

(b)

-(_')'illl}-'_ilil:.- 7 Social - Ma
(R ibenefit-\ < DS
20 100 920
21 120 20 100 10
22 150 30 120 20
23 200 50 150 30
24 240 40 190 40
25 260 20 220 30
2. The optimum output is 24 units since this where MSB = MSC.
3. (a) A buffer stock

(b) A smoking ban

(c) Regulation

(d) Government provision
(e) Government subsidy to dentists

Answers to multiple choice questions

1.

10.

C Ifmore people travel by train, others will benefit from their
action. These include road users. A is a private cost and B and D are
private benefits.

. B External costs are usually not taken into account in

consumption and production decisions. Their existence means that
costs are higher than the market reflects, leading the price being too
low and consumption being too high.

. D -If there is a net social benefit, it means that social benefits

exceed social costs. Social benefits are private benefits plus external
benefits. In this case, social benefits are $600m + $700m = $1,300m.
As private costs are $500m, it means that external costs must be less
than $800m.

. D A definition question. A public good is both non-rival and

non-excludable. A defines a merit good and C is a free good. There
is no specific term for a product that has no external benefits or
external costs.

. C Asitis not possible to charge directly for a public good, there is a

risk that some people will consume the product without paying for it.

. B A private good is both excludable and rival. It may be produced

by both private firms and state owned enterprises. It may also
generate external benefits as well as private benefits.

. B A government may decide to provide a private good such as

education so that everyone can consume it. If the government
thinks that people overvalue the benefits of consuming a
product, they may seek to discourage its consumption. Private
sector firms base their production decisions on private costs
rather than social costs and are able to charge for a private good.

. A The equilibrium price is $3. Setting a maximum price above the

price will have no effect on the market.

. C The maximum price is set above the equilibrium price and so

is ineffective. The price and the quantity will be determined where
demand and supply are equal.

A Ata maximum price of PT consumers would demand Q2
amount but would only be able to consume Q1 amount. Therefore,
the total expenditure is OPTXQI.
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11. C A demerit good is over-consumed and so its output is too
high. Tts price is too low as it does not fully reflect the costs
its consumers experience and does not take into the harmful
effects on third parties.

. A A government is likely to tax a demerit good in order to
discourage its consurnption. A public good will not be provided
by the market and so a government is likely to either provide it
directly or pay a private sector firm to provide.

B At a price of PE, supply will exceed demand. Consumers will
purchase YZ amount in order to maintain the price of PE.

C A taxon a product is known as indirect tax. A non-parallel
shift means that the tax as an actual amount increases the higher
the price.

C  The subsidy per unit is represented by the distance between the
original and the new supply curve.

C The tax per unit is $5 and so the tax revenue is $5 x 100.

A A subsidy granted to the consumers of the product would
increase demand and so shift the demand curve to the right. B
would shift the supply curve to the right, C the demand curve to
the left and D the supply curve to the left.

C If demand is elastic, the rise in price which will result from
the imposition of a tax will cause demand to fall by a greater
percentage. The tax should be set at a rate equivalent to marginal
external cost.

B The allocatively efficient level of output would be achieved

if people demand Z amount of the product. People will only buy
this quantity at a price parallel to X. To reduce price to this point,
a subsidy of WX per unit would be needed.

13.

14,

15.

16.
17.

18.

19.

20. B To improve efficiency, a government should seek to encourage
the consumption of a product which generates external benefits.
Placing a tax on such a product would have the opposite effect.

A, C and D should all increase efficiency.

Answers to data response questions

1. (a) (i) With limited resources, if the BBC decides to produce
more educational programmes, it would have to produce
fewer popular television programmes. The diagram shows
that to produce twenty more educational programmes,
the BBC would have to give up the production of ten
popular television programmes. The opportunity cost of
one educational programme is half a popular television
programme.

Educational
programmes

80
60

-

90 100 Popular television programmes
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If more money is available to the programme makers
from increased licence fees, more resources may be
purchased by the BBC. This will enable more of both types
of programmes to be made, shifting out the production
possibility curve to the right.

(ii) A television licence and a television set are complements
and so have negative cross elasticity of demand. If a
television licence becomes more expensive, demand for
television licences will contract. Demand for television
sets will decrease. The demand curve for television sets
will shift to the left. The lower demand for television sets
will cause their price to fall and supply to contract.

(b) Figure 7.10a shows that some viewers would be prepared to
pay a higher licence fee than that charged. They are getting
extra value in the form of consumer surplus. The area above
the price line and below the demand curve represents
consumer surplus as shown in the version of the diagram

shown here.
Annual
licence
fee
Consumer
surplus
£121 Annual licence fee
o 17 Households (Millions)

(c) (i) Figure 7.10b suggests that national defence has the
characteristics of a public good to a greater extent than
police services. It implies that it is completely impossible
to exclude free riders from enjoying the benefits of
national defence and that supplying the services for
one person has little effect on the ability to supply it to
someone else. In contrast, police services have a lower
degree of non-excludability and a significantly lower
degree of non-rivalry.
Education and health care are not public goods. They
are private goods as, in both cases, they are excludable
and rival. It is possible to prevent people who are not
willing to pay directly for the services from enjoying
them. Indeed, in a number of countries, education and
health care are sold through the market. Using resources
to provide education or health care for one person stops
someone else from consuming the services produced by
those particular resources. For instance, if one person is
operated on, the operating theatre, doctors and nurses
cannot be used to treat someone else at this time. In
addition, the marginal cost of supplying the services is
not zero and they are rejectable.

(ii)
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2. (a) Removing a subsidy will lead to a decrease in supply. The

reduction is supply will raise price and cause demand to
contract as shown in below.

i 4
Price D s,
S
Py
5 /
S, /
S
D
0 Q; Q Quantity of cigarettes

How much price rises and demand contracts will be
influenced by how large the subsidy was and the price
elasticity of demand. As demand for cigarettes is price
inelastic, the main impact is likely to be on price rather
than quantity.

(b) The price of soap was expected to rise less in actual amount

than the price of toothpaste but by a greater amount in
percentage terms — 600% as opposed to 300%.

(¢) The information does not suggest that subsidy given to

soap and toothpaste was sufficient to achieve the price the
government wanted. Although the government had subsidised
the products and imposed maximum prices, the products were
sold illegally on shadow markets.

(d) It is probably more justifiable to subsidise soap than potatoes.

Soap is a necessity. It may also be considered to be a merit
good. Some people may not fully appreciate the need to

wash on a regular basis. Keeping clean can cut down on the
transmission of diseases and reduce health costs. Some people
may also not be able to afford soap.

Potatoes are eaten in greater quantities by the poor than
the rich. So there may be a case for subsidising them on the
grounds of equity. There are, however, substitutes for potatoes
which provide greater health benefits.

3. (a) Figure 7.11 shows that the demand for and price of copper

move in the same direction. When the demand for copper rose
between 2004 and 2008 and between 2009 and 2011, so did
the price. In addition, when demand for copper fell between
2008 and 2009, so did the price. This may suggest that changes
in demand caused the changes in price. Of course, however,
price may also have changed as a result of changes in supply
conditions.

(b) (i) An external benefit and an external cost are both effects

on third parties that arise from the production and
consumption decisions of others. Whereas an external
benefit is a good effect on a third party, that he or she
does not pay for, an external cost is a harmful effect on
a third party for which he or she receives no financial
compensation.

(ii) Two external costs created by the operation of the
multinational company’s copper mine are respiratory
diseases and the destruction of crops. People living
near the copper mine are experiencing deterioration

MEGA

in their health, not through their own actions but as a
result of the multinational company’s mining activities.
They are losing crops not because of their own production
and consumption decisions but because of the way the
multinational company is mining.

(c) The Zambian government could regulate the copper mining

industry. It could set limits on the amount of sulphur dioxide
that mining firms can emit. Any firm that exceeds the limit
could be fined and/or its owners could face a prison sentence.
The Zambian government could also nationalise the
mine. In this case, it could run the mine on the basis of social
costs and benefits rather than private costs and benefits.

(d) The financing of the building and running of a local school by

the multinational copper company is likely to generate both
private and external benefits. The company may gain from
being able to employ more educated workers. Such workers are
likely to be skilled and hence more productive and so enable
the company to produce at a lower average cost of production.

The local population will experience an external benefit
from the provision of education for their children. The
increased knowledge, skills, better job opportunities and
possibly higher pay that the children may gain will be the
result of the expenditure by the mining company.

Answers to essay questions

1. (a) A normal demand curve slopes down from left to right

indicating that as price falls. The quantity demanded rises. All
the consumers in a market usually pay the same price for a

“product. They do not all, however, have the same willingness
to buy the product. In the figure below, the price charged is
$10 and 50 units are sold.

Price
$
D
16
13
10 D
0 8 20 50 Quantity

Eight units, however, could have been sold at $16. People
prepared to pay this amount would have enjoyed a consumer
surplus of $6. The term consumer surplus refers to the
difference between what people are prepared to pay for a
product and the amount they actually pay. The figure above
also shows that 20 units would have been demanded at a price
of $13. Those willing and able to pay $13 but actually charged
$10, in effect get a bonus of $3. People only prepared to pay
$10, however, would experience no consumer surplus.

The area of consumer surplus is that above the price line
and below the demand curve as illustrated by the stated area
in the following.

me:¢
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A fall in price will cause consumer surplus to rise. The
figure below shows the reduction in price from P to P1
leading to a rise in consumer surplus from PAB to P1AC.,

Price | A
p B
P, 2
D
0 Q Q Quantity

(b) The imposition of an indirect tax means that producers
have to pay the government money. This effectively raises
firms’ costs of production and so decreases supply. The
fall in supply raises price, passing some of the tax on to
consumers. The more inelastic demand is the greater the
proportion of the tax borne by consumers.

Price | A Sy
s
C
F"I
/ :
s, / D
S
0 Q Quantity

The diagram seems to suggest that consumers will suffer as
a result of the introduction of the indirect tax. They pay more,
consume less and experience a decrease in consumer surplus
from PAB to P1AC.
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If, however, the tax is put on a product which is a demerit
good, consumers may benefit. The higher price may move the
market closer to the allocatively efficient level. Consumers may
experience less harmful effects from their own consumption
of the product and from other people’s consumption. For
example, a tax on cigarettes may discourage some people from
smoking. This will improve their health, reduce expenditure
on smoking related illnesses and increase labour productivity.

Consumers may also benefit from government
expenditure financed by the indirect tax on the product.

This spending might go on merit goods and public goods.
Merit goods provide a greater benefit to consumers than
they themselves realise and provide external benefits. Public
goods will not be provided by the private sector as it is not
possible to exclude free riders from enjoying them.

Some consumers might also benefit from the introduction
of an effective maximum price. To be effective a maximum
price would have to be set below the equilibrium price. The
figure below shows that the effect of the maximum price will
be to create shortage.

Price | A
S
B
P
Py Maximum price
S D
0 Qo Q@ Qs  Quantity

The quantity demanded will exceed the quantity supplied.
Some consumers will benefit as they will be able to purchase
the product at a lower price and so will be able to enjoy more
consumer surplus. Other consumers, however, will not be
able to obtain the product. The excess demand may result in
a shadow market developing, selling the product above the
legally enforced maximum price.

The following figure shows that the consuimers who are
able to purchase the product at the maximum price of PX gain
an additional consumer surplus of Y. Those who are unable
to buy the product lose consumer surplus of X. With area Y
being greater than area X, there is a net gain to consumers.

Price '\ S
P x
Py X
D
0 Q, Q Quantity
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2. (a)

Answers

The more elastic demand and supply are, the more chance
there is that there will be a net loss in consumer surplus. The
figure below shows the loss in consumer surplus (X) is greater
than the gain in consumer surplus (Y).

Price
“--.._‘___‘ S
p X
Y
/.-"
Py D
0 Q Qy Quantity

Information failure can take a number of forms.
Consumers may lack information or they may have
inaccurate information. There may also be asymmetric
information with producers having more information than
consumers.

Information failure can result in market output being
above or below the allocatively efficient level. Information
failure often occurs when there are negative and positive
externalities. A lack of awareness of effects on third
parties can result in an inefficient use of resources.

If not all costs are taken into account, output will be too
high. In contrast, if not all benefits are considered, output
will be too low.

Information failure can be particularly significant in
the case of both merit and demerit goods. These products
generate externalities but are also more beneficial or
harmful to consumers than they themselves realise.
Consumers lack information or have inaccurate information
about merit goods and so they under-consume them. The
figure below shows that actual demand is DD whereas
demand based on full and accurate information about the
merit good is DXDX.

!
Price| Dy
D

Dy

0 Q Qg Quantity

The allocatively efficient output is QX but the market
output is below this at Q. The product is under-consumed
and so under-produced.

In the case of demerit goods, there is information failure
in terms of their harmful effects. As people do not fully
appreciate the adverse effects, consumption of such products
may have on themselves and on third parties, there is
over-consumption and so overproduction. The figure below
shows the market demand is DD whereas demand based on
full information would be DXDX.

Price] D
Dy S

D
s Dy

0 Qx Q Ouantit;f
Too many resources are devoted to the product.

(b) To correct market failure in the case of merit and demerit
goods a government may provide information, grant a
subsidy or impose an indirect taxation or use regulation.

In the case of a merit good, a government may provide
information, subsidise its production or consumption or
make its consumption compulsory. Providing information
about the beneficial effects of a merit good is designed to

“increase demand. The following figure shows the demand
curve shifting to the right, moving the market closer to the
allocatively efficient level of QX.

Price| D,
s

: o
P
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0 Q QQy Quantity

The provision of information works with the market
and can help to reduce information failure. To be effective,
however, the government must itself have accurate
information. It can be debated who is a better able to judge
how beneficial a product is — consumers themselves or the
government? There is also no guarantee that consumers will
be persuaded by the information.

A subsidy given to consumers is also designed to
increase demand. Higher demand will again move the
market closer to the allocatively efficient level. It may,
however, be difficult for a government to calculate the
amount of the subsidy. If it is too high, the product ay end
up being over-consumed.
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A subsidy given to producers would be designed to
encourage higher consumption by reducing its price.
The following figure shows a subsidy would shift the
supply curve to the right, lower price and cause demand
to extend.

r
Price D s
S,
p .
Py
s / D
Sy
0 Q Q Quantit?

A subsidy to a producer is a market based solution and the
resulting lower price can particularly benefit the poor. The
more elastic demand s, the larger the impact on the quantity
bought and sold is likely to be. A subsidy has to be set at the
right level and may involve a relatively high cost. It may also
take time to introduce and will be less effective if demand is
inelastic.

If it is thought that the product is very important for
people to consume, a government may make it compulsory
for people to consume it. For example, a government
may require people to send their children to school,
wear seat belts in cars and install smoke alarms in their
homes. Using regulation has the benefits of being backed
by law and simple to understand. It does, however,
require monitoring and if a significant proportion of the
population are not in favour of the law, may require a high
cost of enforcement.

To discourage consumption of a demerit good, a
government may provide information about the harmful
effects of consuming the product. This may discourage
demand and move the market to the allocatively efficient
level. As with providing information about a merit good,
however, the government must have accurate information and
consumers may not respond in the way expected.

A government may also use regulation by banning the
consumption of the product or not permitting children to
consume the product. Sometimes a ban can have a significant
impact on people’s behaviour. For instance, the smoking ban
in public places in Ireland has reduced smoking. There is a
risk, however, that a ban may give rise to a shadow market.
For example, the ban on the sale of ivory has resulted in an
illegal trade in ivory.

In addition to providing information and using regulation,
a government may impose a tax on a demerit good. The
imposition of an indirect tax will cause the supply curve to
shift to the left, price to rise and demand to contract as shown
in the figure.

MEG A
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This measure works with the market and raises revenue
for the government. It may not, however, be very effective if
demand is inelastic, will fall more heavily on the poor and
may contribute to inflation.

All policy measures have some advantages and some
disadvantages, and governments often use a combination
of measures. For example, governments run anti-smoking
campaigns using TV advertisements, tax cigarettes and
some require cigarette producers to put health warnings on
their packets, ban children from smoking and ban smoking
in public places.

A public good is one which is both non-rival and non-
excludable. Non-rival means that one person’s consumption
of the product does not stop another person consuming the
product. Non-excludable means that it is not possible to
prevent those not willing to pay for it, from consuming it. For

- instance, defence is a public good. Defending one more person

will not reduce the benefit other people gain from the defence.
As well as being non-rival, it is also non-excludable. It is not
possible to provide defence for some people whilst excluding
non-payers and so it is non-excludable.

The existence of free riders means that private sector
firms will lack an incentive to produce public goods. The
market will fail to make public goods as it is not possible to
charge for them directly. This is why the government has
to finance the production of public goods and pay for the
output from tax revenue. Advances in technology, however,
are converting a number of products from public goods to
private goods. For example, electronic road pricing has the
potential to turn road space into a private good.

(b) Cost-benefit analysis (CBA) is not perfect but it can help to

improve economic decision making. A CBA is usually applied
in the case of large scale public investment projects.

A private sector investment appraisal takes into account
private costs and private benefits. A private sector firm will
go ahead with an investment project if it estimates that the
revenue it will earn from the project will exceed the costs it
will incur. Such an approach does not take into account the
impact the project is likely to have on those not directly
involved in producing or consuming the product.

A CBA has the advantage that it seeks to include the
effects on the whole of society. As well as considering private
costs and private benefits, it also takes into account external
costs and external benefits. A CBA will recommend a project
if social benefits exceed social costs, giving rise to a positive
net present value.
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Conducting a CBA, however, is not an easy process.
Those likely to be affected by the project have to be identified.
The likelihood of costs and benefits occurring has to be
established and then a monetary value has to be placed on
the costs and benefits. This is particularly difficult in the case
of external costs and external benefits. There is a degree of
subjectivity in seeking to value such effects. For instance,
whilst the value of noise experienced by households living
close to a new rail line might be estimated by considering the
cost of sound proofing the accommodation; it is much harder
to decide how to value the visual pollution the residents may
experience. It is especially difficult to value the effect on the
environment. Asking people how they will be affected will not
necessarily provide reliable evidence as beneficiaries tend to
understate the positive effects they receive and those who will
be disadvantaged will tend to overstate the harmful effects.

Future costs and benefits are discounted to take into
account the greater value derived from revenue received now
and the more significant costs experienced now are. It can be
difficult to decide on the rate of discount as, for instance, it
will involve future interest rates.

A CBA may also be influenced by political factors. A
government may be influenced by lobby groups and may be
reluctant to accept the findings of a CBA if it thinks it will
make it politically unpopular.

In practice it is very unlikely that a CBA will cover all the
costs and benefits that will arise from an investment project.
It is also very unlikely that it will succeed in measuring
accurately those costs and benefits it does identify A CBA,
nevertheless, does consider more of the effects than a private
sector investment appraisal and is more likely to come closer
to a more efficient decision.

Chapter 8

Answers to short questions

1. International trade may differ from domestic trade in a number
of ways. It involves the exchange of products between countries,
may involve a greater distance and so higher transport costs, may
involve dealing with different currencies, may mean working in
different languages, may encounter trade restrictions and may
involve different tastes, cultures, rules and regulations.

. A supermarket may buy food from abroad because it may be
cheaper, may be of a better quality and may not be available in the
domestic market.

. Bilateral trade is trade between two countries whereas multilateral
trade is trade with many nations.

. A country may have an absolute advantage in producing a product
but not a comparative advantage if, whilst it is better at producing it
than another country, it is even better at producing another product.

. Itis possible to calculate in which product a country has a
comparative advantage by working out the opportunity cost ratios
of producing different products and by considering the difference in
the quantity it can produce per resource unit compared with other
countries. A country will have a comparative advantage if it can
produce it at a lower opportunity cost ratio than another country
and if it is even better or not so bad at producing the product.

10.

11.

12.

13.

14.

15.

16.
17.

18.

19.

20.

. Factor endowments influence what a country is good at producing.

For instance, if a country has good quality, fertile land with a
good climate, it may have a comparative advantage in producing
agricultural products.

. Free trade may increase competition. This may drive down price

and so increase consumer surplus.

. A tariff is a tax on imports whereas a quota is a limit on imports.

. A government may introduce an embargo on products that it

regards to be harmful for people to consume. It may also impose a
general embargo on trade with a country that it is at war with or has
a dispute with.

Imposing trade restrictions on a country that employs child and
slave labour may make the offending country poorer and worsen its
people’s living conditions. It is, however, generally thought that it is
legitimate to impose trade restrictions on countries which engage
in illegal labour market conditions.

Globalisation is the development of the world into one market by
breaking down barriers to the free movement of products, capital
and labour.

Trading blocs promote free trade between member countries
but not necessarily with countries which are not members of the

trading bloc.

Trading blocs consist of countries which are geographically close to
each other.

The terms of trade is:

The index of average export prices X100
The index of average import prices

In this case, the terms of trade are:

120x100 _
160

75

The terms of trade tend to move against agricultural products
because demand (and the price) of these products tend to rise

less than manufactured goods and services when income rises. In
addition, agricultural producers usually have less bargaining power
than producers of manufactured goods and services.

Merchandise exports are exports of goods.
An invisible trade deficit means that a country has earned less

from the sale of services to other countries than it has spent on
imports of services.

A balance of trade deficit means that the value of imported
goods is greater than the value of exported goods. If a country
has a balance of trade deficit and a current account surplus, it
must have a greater overall combined surplus on the three other
parts of the current account balance. The three other parts are
trade in services, income and current transfers.

Portfolio investment is spending on shares and debt securities of
foreign countries and foreigners’ spending on domestic shares and
debt securities.

Direct and portfolio investment and loans appear in the financial
account. These give rise to profit, interest and dividends which
appear as income in the current account balance.
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Answers to revision activities

1. (a) Country X has the absolute advantage in producing both
products as it can make more of both.

(b) In Country X the opportunity cost of product A is 2B whereas
in Country Y it is 6B. In Country X an increase in 16 units of
A involves sacrificing 32 units of B, a ratio of 1:2. In Country
Y, to produce 2 more units of A involves giving up 12 units
of B, a ration of 1:6.

(c) Country Y has the comparative advantage in producing product
B as it can produce it for a lower opportunity cost - one sixth as
opposed to a half.

(d) An exchange rate of 7 units of product B for 1 unit of
product A would not benefit both countries as it lies outside
the countries’ opportunity cost ratios. The exchange rate has
to be more than 2 units of product B and less than 6 units of
product B to benefit both countries.

2. Figure 8.2 shows that the country produces copper more cheaply
than the world price.

(a) Domestic consumers would be faced with a higher price and
lower quality.

(b) Domestic producers would benefit from selling a higher
quantity at a higher price.

(c) Foreign producers would face more competition and their
share of the market would be reduced.

3. (a) Trade in goods, credit item.
(b) Trade in goods, debit item.
(c) Trade in services, debit item.
(d) Trade in services, debit item.
(e) Financial account, credit item.
(f) Income, debit item.
(g) Current transfers, debit item.

Answers to multiple choice questions

1. C Country Y has an absolute advantage in both products as it
can make more of both products. It has a comparative advantage
in producing chairs as it can make these at a lower opportunity
cost — 1 chair equals a quarter of a TV as opposed to 1 chair
equals half a TV. Country X has the comparative advantage in
producing TVs - 2 chairs as opposed to 4 chairs.

2. A Country Y has the absolute advantage in both products.
It is even better at producing rice. Country X is not as bad at
producing cotton - it has the comparative advantage in this
product. Country Y should specialise in rice and Country X
should specialise in cotton.

3. C Country R has the absolute advantage in producing both
products. It is even better at producing wheat making 8 times
as much wheat but only 5 times as many cars. Country R has
the comparative advantage in making cars. Country R will
concentrate on making wheat and will export it in exchange for
cars from Country S.

4. B If there is perfect mobility of factors of production between
the countries, the resources may move rather than the products.
A and D would make trade more likely. In the case of C, trade is
based more on comparative rather than absolute advantage.

5. B To benefit both countries, the terms of trade have to lie
between the opportunity cost ratios of the two countries. This

10.

11

12.

13.

15.
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means that it must be more than 2 units of X (200/100) and less
than 4 units of X (100/25).

. B Country Y has the absolute advantage in producing both

products. Initially, its comparative advantage is in producing
manufactured goods and X’s comparative advantage in producing
agricultural goods. In Country Y, the opportunity cost of
producing 1 manufactured good is 3/5 of an agricultural good
whereas it is 2 agricultural goods in Country X. The opportunity
cost of producing agricultural goods is lower in Country X - ¥
manufactured goods as opposed to 1 % in Country Y. After the
change in technology, the opportunity cost ratios change for Y
but X continues to have the lower opportunity cost in producing
agricultural products (%4 manufactured good as opposed to

now 1 % in Country Y). Country Y also continues to have the
comparative advantage in producing manufactured goods (now
2/3 as opposed to 2 agricultural goods).

. A Ifacountry has a comparative advantage over its trading

partner in the production of X, it would be able to exchange the
product for more of Y through international trade. This would
increase the quantity of Y it could consume.

. D A country is said to have a comparative advantage in a

product if it can produce it at a lower opportunity cost than
another country.

. A Dumping is regarded as unfair competition as it involves

selling a product in a foreign market at less than cost price. B is not
regarded as a valid reason and C and D are unlikely to occur.

C  The tax per unit is UX and XY quantity of goods are imported
50 tax revenue is UVXY.

A The abolition of subsidies would reduce the protection given
to domestic producers. They would now have to compete on more
equal terms with foreign producers. B, C and D would all increase
protectionism.

C A tariff on imports of corn will raise the price of imported
corn. This will encourage consumers to switch to domestically
grown corn. The higher demand for domestically produced corn
and the reduction in competitive pressure is likely to increase the
price of domestically produced corn.

C A tariff is a tax on imports, Ad valorem means to the value or
perceutage.

. B The main difference between a customs union and a free

trade area is that a customs union requires member countries
to impose the same tariff on non-members whereas a free trade
area does not. A, C and D are possible features of an economic
union.

B The terms of trade is a measure concerned with export and
import prices. A favourable movement occurs when the number
gets larger. If initially the index of average export prices is 100 and
the index of average import prices is 100, the terms of trade would
be 100. Then if export prices fall to 90 and import prices fall to 60,
the terms of trade would increase to 150.

. C Inyear 1, the terms of trade was 400/500 x 100 = 80 and in

year 2 the terms of trade changed to 560/600 x 100 = 93. The
balance of trade changed from a deficit of $3m ($m - $7m) to a
deficit of $2.8m ($5.6m - $8.4m).

. B Foreign direct investment appears in the financial account of
the balance of payments.
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18. A A credit item involves money coming into the country. Money
spent in Pakistan by Egyptian tourists brings money into Pakistan
and would appear in the trade in services balance of the current
account, B and C would appear in the current account (trade in
services and trade in goods) but as credit items. D is a credit item
but one which would appear in the financial account.

19. C The current account is the visible trade balance plus trade in
services balance plus net income plus net current transfers.

20. A Expenditure by UK visitors in a New Zealand cinema
would appear in the trade in services (invisible balance) of New
Zealand's current account. B is an invisible import and Cis a
visible export. D would not appear in the current account until
any profit that arises from the revenue is sent back to the US.

It would then appear as a debit item in the income part of the
balance of payments.

Answers to data response questions

1. (a) (i) The balance of trade in goods between Australia and
Thailand in 2002 was $2,510m — $3,140m = a deficit of
$630m.

(ii) Australia exported minerals and agricultural products.
Thailand imported mainly manufactured products with the
exception of petroleum and seafood.

(iii) The differences in the products traded may have been
explained by comparative advantage. A country has a
comparative advantage in a product when it can produce
it at a lower opportunity cost than its trading partner.
Australia has factor endowments which favour the
production of minerals and agricultural products. It has
a plentiful supply of minerals and has a large quantity of
fertile land. Thailand possesses good supplies of capital
equipment with which to produce capital goods.

(b) (i) Two protective measures are quotas and embargoes.
(ii) The following figure shows the effect of removing a tariff.

Pricefp Domestic supply
P = World supply with tariff
Py \\ World supply without tariff
9/ Domestic demand
0 o4Q Quantity

Price falls from P to Plas there is more competition
from imported products. Domestic producers will
reduce their supply from Q to QI as they will be less
willing and able to supply the product at a lower price.

(c) There are arguments both for and against abolishing all
tariffs immediately. Such an approach makes it easier for
both countries to exploit fully their comparative advantage.
With Australia concentrating on minerals and agricultural
products to a greater extent and Thailand specialising more
on manufactured goods, output should rise as the data
suggests. Consumers should experience higher quality
products, lower prices and so more consumer surplus
because of the increased competition.

MEG A
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Abolishing all tariffs, however, would not necessarily
remove all protection. Other measures of protection,
including quotas and exchange control, may still exist and
may indeed increase. Reducing tariffs immediately may also
not give domestic firms time to adjust to the new competitive
challenge. For instance, Thailand’s car producers would have
had to cope with the tariff on large cars being abolished.

There are also arguments in favour of maintaining some
tariffs. These include to protect new industries known as
infant industries. They may need protection to become
established as they will not initially be able to take advantage
of economies of scale. Thailand might have been imposing
a tariff on wheat from Australia if it was trying to establish
wheat production. Another argument for imposing a tariff
is to prevent dumping. If Thailand thought that Australia
was dumping beef in the country and the country has beef
farmers, it may be justified in keeping its tariff.

Abolishing tariffs has the potential to increase efficiency and
welfare. It may, however, be difficult to abolish all tariffs immediately
and there may be some justification for keeping some tariffs.

A ban on exports of beef is intended to increase the supply of
beef on the domestic market. The following figure shows that a
shift to the right of the supply curve will lower price and cause
demand to extend.

D S
54
- E
P
5 7
g P1
o
D
S
Sy
0 Q Q
Quantity of beef

At a time when the overall supply was decreasing because
of the drought and a reduction in the quantity of land
devoted to beef production, this measure might actually
have stopped supply from decreasing and so may have
prevented price rising.

(b) A rise in the relative profitability of soyabean production

()

will encourage farmers to switch from beef production to

soyabean production.

(i) The European Union would have imposed a quota on
Argentine beef to protect its own farmers. By restricting the
amount of Argentine beef that can be sold in the EU, it is likely
that there would be more demand for EU produced beef.

(i) The data suggests that in 2010 the European Union’s quota
was not actually needed. Argentina’s exports were below
the quota and so the quota did not have any impact on the
quantity of imports.

(d) It is uncertain whether Argentina will export more beef in the

future. It may do so if the government removes restrictions on
exports and climate conditions remain favourable. It will also
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depend on whether demand for beef continues to rise and
also the price and quality competitiveness of Argentine beef.

There is a possibility, however, that Argentina may export
less beef in the future. Demand for beef may fall if there
is a global recession or a rise in vegetarianism. Importing
countries may impose more trade restrictions, including
tariffs and embargoes. Other countries, such as Uruguay, may
capture more of the global market. Comparative advantage
can change over time. For instance, Uruguay's farmers may
become more productive as a result of training and the
quality of cattle stock may be increased by selective breeding,
The reputation of Uruguayan beef may also increase over
time and the country may be better at negotiating free trade
agreements with other countries.

Argentina's comparative advantage may switch to other
products. The country may become more productive in other
agricultural products such as soyabeans or may switch more
of its resources to manufactured goods and services.

3. (a) (i) The price of copper in the middle of 2006 was higher by

approximately $6,000 compared to the middle of 2003.

(ii) An increase in demand may have caused the rise in the
price of copper. Demand might have increased due to
higher global output. If countries were producing more
products they would have bought more copper.

Alternatively, the price of copper may have been driven

up by a decrease in supply. For example, an increase in the
cost of producing copper would have shifted the supply
curve of copper to the left, pushing up its price.

(b) (i) The demand for copper is likely to have increased as

2006 was ‘a year of global growth. With higher incomes,
demand for products using copper in their production
would increase.

As well as higher demand, a decrease in supply is also
likely to have contributed to the higher price. The data
mentions there was a strike at the largest mine in 2006.
This would have reduced supply.

(ii) Inaddition to the information given in Figure 8.8, details
would be needed about the value of imports of goods,
the trade in services balance, income balance and current
transfers balance.

(c) (i) Copper, as part of Chile's exports, became more

important between 2002, and 2005. In 2002 copper
exports accounted for just over 40% of total exports but
approximately 60% in 2005.
(i) Specialising in the production and export of one
single product can allow a country to exploit fully its
comparative advantage. Concentrating ori one product can
enable considerable advantage to be taken of economies
of scale, lowering unit costs. The country may also gain
a reputation for producing the product, with buyers
automatically associating the country with the product.
Relying on producing and exporting one product is,
however, a high risk strategy. Demand for a product may
decrease due to a change in tastes, Rival countries may
also develop a comparative advantage in the product or
may impose trade restrictions on the product. There is
also a risk that supply problems may be encountered. This
is particularly true of agricultural products which can be
adversely affected by bad weather and disease.
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Concentrating on one product may also result
in resource depletion which may endanger future
generations’ living standards. In addition, production
of the product may not create high quality jobs which
develop workers’ skills and increase their incomes.
Most countries export a range of products to spread
their risks.

Answers to essay questions

1. (a) Trading internationally often involves sending goods longer

distances than when trading domestically. Longer journeys
involve higher transport costs. This, however, is not always
the case. For instance, a Chinese firm based in Nanning will
be sending its product a shorter distance to Hanoi in Vietnam
than to Beijing.

Engaging in international trade, unlike domestic trade,
may include dealing with other currencies. A Pakistani firm,
for instance, that buys imports from Germany will probably
pay in euros and one that exports to Japan will probably be
paid in yen. Changing these currencies into Pakistani rupees
(PRs) will involve time and effort. As well as these transaction
costs, there is a risk involved in exchanging currencies. For
instance, the firm may agree to pay 50,000 euros for some
imports when the exchange rate is 1 euro equals 100PRs. If
by the time the payment has to be made, the value of the PR
has fallen to 1 euro equals 125 PRs, the firm will have to pay
6.25mPRs instead of SmPRs.

Trade restrictions may occur when trading internationally
whereas they are absent in domestic trade. When a firm sells
a product within its own country, it is competing on equal
terms with other firms in the country. It may, however, be at
a competitive disadvantage when selling to other countries if
the governments of those countries impose trade restrictions.
A tariff may be imposed or a subsidy given to domestic
producers in a bid to make imports less price competitive.

A quota, exchange control or voluntary export restraints may
make it difficult for foreign firms to sell the quantities they
want. Even more significant would be an embargo which
would close a market to imports.

International trade provides importers with a greater
range of firms to buy from but also provides exporters with
both a larger market but also more of a challenge. They will
face more competition and may have to advertise and provide
information in a different language. Different standards and
laws may apply in different countries. Tastes may also vary
from country to country. With globalisation, however, there
is an increase in the similarity of tastes with some brands
becoming well known throughout the world.

(b) The global distribution of factors of production determines

what a country imports and exports to a certain extent. The
four factors of production are land, labour, capital and the
entrepreneur. Factors of production are not evenly distributed
throughout the world. For instance, Saudi Arabia is rich in oil,
Germany in advanced capital equipment and Hong Kong in
workers with well developed skills in the financial sector.

If a country has plentiful supplies of fish and workers skilled
in fishing, it may concentrate on fishing. Another country with
a plentiful supply of relatively low skilled labour may specialise
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Answers

in labour intensive, heavy industry. The theory of comparative
advantage states that countries will benefit from specialising
in products they have a lower opportunity cost in making. So
opportunity cost, in this case, reflects factor endowment.

Factor endowment, however, does not explain all of
international trade. A country may have, for instance, large
supplies of natural gas or may have the capital equipment and
workers who are skilled in producing cars but may still import
the products if the country’s demand exceeds its supply.

Trade restrictions can also distort the pattern of
international trade. A country may be relatively efficient
in producing a product but may not be able to export it if
other countries impose tariffs, quotas, embargoes or other
protectionist measures. The existence of trading blocs may
mean that member countries trade more with other members
and less with non-members.

The exchange rate may also lie outside the opportunity
cost ratios which will mean that a country may not benefit
from trading. In practice, it may be difficult to assess where a
comparative advantage lies as so many products and countries
are involved and the quantity and quality of factors of
production change over time.

Countries may want to produce products which do not
reflect factor endowments because they want to protect
strategic industries or build up infant industries.

So whilst factor endowments and comparative advantage
explain some international trade, they do not explain all of it.

Absolute advantage occurs when a country can produce more
of a product per resource unit. In the example below, Country
A has the absolute advantage in producing cars whilst
Country B has the absolute advantage in growing wheat.

untry 50 1
Country B 20 400

It is thought, however, that comparative advantage
explains a greater proportion of international trade. A
country is said to have a comparative advantage in a product
when it can produce it at a lower opportunity cost and is even
better at producing the product or not so bad at producing it.
In the example below, Country X has the absolute advantage
in producing both TVs and rice.

Country X has the comparative advantage in producing
TVs. The country can make four times as many TVs than
Country Y whereas it can only make twice as much rice. The
country has a lower opportunity cost in producing TVs, 25
rice as opposed to 50 rice in the case of Country Y.

Country Y has the comparative advantage in producing
rice. It can make only a quarter as many TV but half as much
rice. It has a lower opportunity cost - 1/50 of a TV as opposed
to 1/25 of a TV in the case of Country X.

Comparative advantage theory suggests that international
trade is beneficial for two countries even if one of them has
the absolute advantage in both products produced as long
as two conditions are met. These are that there should be a
difference in the relative efficiencies and that the exchange
rate should lie between the two countries’ opportunity cost
ratios, In the example above, the exchange rate would have to
be 1 TV exchanges for more than 25 rice and less than 50 rice.

(b) The main reason why a government may wish to pursue a

policy of free trade is that unrestricted international trade has
the potential to increase the living standards of its citizens,

Free trade can allow a country to exploit fully its
comparalive advantage. Il can concentrate on producing
what it is best at producing and import products at a lower
opportunity cost. If other countries follow a policy of free
trade, there can be an efficient global allocation of resources.
Global output can rise and people can consume more
products.

Higher level of competition which results from free
international trade can drive down prices, raising consumer
surplus. It can also raise the quality of what is produced.

There are, however, a number of reasons why it may not
always be to a country’s advantage to engage in free trade. If
other countries are imposing trade restrictions, the country
may need to protect its industries. If other countries are
subsidising their firms or dumping products in the country,
its firms may not be able to compete even if they have a
comparative advantage. '

It may also be thought that some of the country’s firms

~may be able to grow and develop a comparative advantage.
An infant (sunrise) industry may experience a fall in average
cost when it expands as it would be able to exploit economies
of scale to a greater extent. If it is not protected at the start,
it may be competed out of the market. It may, however, be
difficult to spot which new industries have the potential
to develop a comparative advantage. There is also a risk
that even if the industries with potential are selected, the
protection may make them become complacent and so they
may not go on to lower their average costs significantly.

A government may also want to protect a declining
(sunset) industry to prevent a sudden and large increase
in unemployment. By allowing an industry to decline
gradually, the number of workers can be allowed to fall
through what is called natural wastage. Over time workers
who leave through retirement and moving to other jobs
may not be replaced. There is a risk, however, that those
involved with the industry will fight to keep the industry
going. It may also be argued that it would be better to keep
unemployment down by giving support to infant rather than -
declining industries.

In addition, a government may want to protect its strategic
industries, including agriculture, to ensure their survival. A
government may not want to become reliant on imports for
essential products in case, for whatever reason, the supplics
are cut off.

In theory, free trade has the potential to create significant
benefits but in practice there are reasons why a government may
not always pursue a policy of free trade. Indeed, no government
in the world pursues a policy of completely free trade,
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3. (a) The terms of trade is the ratio of average export prices relative

to average import prices. A deterioration in the terms of trade
means that the number gets smaller and results from export
prices falling relative to import prices.

There are a number of possible causes of deterioration.
One is devaluation. A government may decide to lower the
value of its currency from one fixed rate to a lower one in
order to reduce a current account deficit.

Export prices may also fall relative to import prices as a
result of rising labour productivity in the country or higher
inflation in other countries from which the imports are
purchased. As with devaluation, these causes are likely to
increase the volume of exports sold and reduce the volume of
imports purchased. Whether export revenue rises and import
expenditure falls will depend on the price elasticity of demand
for exports and imports.

A less beneficial cause of deterioration is a fall in the
relative price of exports resulting from a decrease in demand.
In this case, fewer exports will be sold at a lower price,
causing export revenue to decline. A deterioration caused by
higher demand for exports may also have a harmful effect on
the current account of the balance of payments, although the
effect is more uncertain. This is because some of the imports
may be capital goods or raw materials which may later
contribute to the country’s exports.

(b) The effect that the formation of regional trading blocs will
have on competition will depend on the nature of the trading
blocs and may differ between those countries inside the blocs
and those outside.

A free trade area seeks to achieve free trade between
member countries. All the member countries agree to remove
trade restrictions on the free movement of products between
each other. This should promote competition within the
free trade area as now competition will not be distorted by
protectionist measures. If the firms in one member country
produce a product at a higher cost, the country’s government
cannot discourage its citizens from purchasing imports
by, for instance, imposing tariffs. The member countries
are, however, free to set whatever restrictions they want on
non-members. This means that the formation of a free trade
area may have a neutral effect in terms of competition with
non-members.

A customs union involves not only removing trade
restrictions on fellow members but also agreeing on imposing
the same tariff on the products of non-member countries.
Again this trading bloc should increase competition between
the members. ;

An economic union takes integration even further than a
customs union. As well as removing trade restrictions on other
member countries and imposing a common external tariff,
it involves the countries moving towards operating as one
economy. It has not only free movement of products but also
the free movement of labour and capital. People can work in
other member countries, with their qualifications recognised,
and firms can set up branches in other member countries.

An economic union involves the use of a common
currency. This means that a member country cannot gain a
competitive advantage over its fellow member countries by
devaluing its currency. A common currency contributes to
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a level playing field of competition and reduces transaction
costs and promotes price transparency. The harmonisation of
economic policies, such as minimum wage rates and similar
tax rates, also make it difficult for one government to protect
its industries from competition from other member countries.

The effect that the formation of regional trading blocs will
have on non-members will depend on whether any external
tariff is higher or lower than the average tariff member
countries were charging before their formation.

It will also be influenced by whether the increased
internal competitive pressures raise the efficiency of member
countries’ firms. If they do, firms in one trading bloc may
be able to compete more effectively with firms from other
trading blocs. Those countries outside of major trading blocs
may, however, have greater difficulty competing.

Chapter 9

Answers to short questions

1.

11.

ECT

The size of a country’s labour force could decrease as a result of
net emigration of workers and a rise in the school leaving age.

. Discouraged workers are people who are willing and able to work

but give up the search for employment after failing to find work.

. A country may experience a decrease in production but an increase

in labour productivity as a result of a rise in unemployment. With
fewer people in work, total output may fall but if the best workers
have been retained, output per worker hour may increase.

. A country may experience both an increase in employment

and unemployment if there is a rise in the labour force. More
people entering the labour force can increase both the numbers
employed and the numbers of unemployed.

. Among the reasons why someone may stop being unemployed are

s/he may find another job, may emigrate, may retire, may enter
full-time employment and may become a homemaker.

. Unemployment could cause unemployment as experiencing a

period of unemployment may result in people losing the work
habit, their skills becoming out of date and the longer people are
out of work, the less attractive they will appear to employers.

. The dependency ratio is the number of people who are too old,

too young or too sick to work as a percentage of the labour
force. In other words, it is those who have to be supported as a
percentage of those who will support them.

. In most countries, the weight attached to food declines over time.

This is because as people get richer, they may spend more in total
on food but a smaller proportion as they are likely to spend even
more on other items.

. The key factor which determines whether a country would benefit

from a period of deflation. It is likely to be beneficial if it has
arisen due to an increase in aggregate supply. If, however, it has
been caused by a decrease in aggregate demand, it is likely to have
an adverse effect on the economy.

. A fall in the real price of laptops would mean that laptops have

risen in price less than the inflation rate.

The three domestic components of aggregate demand are consumer
expenditure, investment and government spending.
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12.

13.

14.

15.

16.

17.

18.

19.

20.

A fall in income tax would be expected to increase aggregate
demand. Disposable income would rise which would increase
consumer expenditure, a component of aggregate demand.
Higher consumer expenditure would encourage firms to expand
and so increase investment, another component of AD.

A recession in one country would reduce spending in that country
including spending on imports. A main trading partner may
experience a decline in its net exports and so in its aggregate demand.
Dissaving is spending more than income. Dissaving can occur by
drawing on past savings and/or by borrowing.

A fall in profit levels will reduce the willingness and ability of
firms to invest. Firms will have less incentive to invest and will
have lower amounts to spend on investment.

A widespread flood would cause a decrease in aggregate supply as it
would damage and destroy some of the country’s resources. The top
soil would be removed from farmland, factories and other capital
goods would be damaged and some workers may lose their lives.

A change in investment has a particularly significant effect on an
economy as it increases both aggregate demand and aggregate supply.

An increase in resources would shift both the aggregate supply
curve and the production possibility curve to the right.

Macroeconomic equilibrium occurs when aggregate demand
equals aggregate supply. At this point there will be no tendency
for real GDP or the price level to change.

A decrease in aggregate supply and an even greater decrease in

aggregate demand could cause a fall in the price level and a fall in
real GDP as shown in the figure below.
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Answers to revision activities

1.

(a) A base year is a year whose index number is set at 100. Other
years are then referred back to this year. If a consumer price
index is, for instance, 108 two years later, it means that the price
level has increased 8% over the two years.

(b) Nothing can be concluded about the actual amount spent
as weights reflect the proportion spent. It can, however,
be concluded that people in Bangladesh spent the greatest
proportion of their spending on clothing and footwear out of
these three countrics and India the least, although there is not
much difference in the percentages.

(c) The weighting given to recreation, entertainment, education
and cultural services in Bangladesh would be expected
to increase over time. This is because income would be
expected to rise and as people get richer, they spend more on
recreation, entertainment, education and cultural services.

(d) Pakistan would have been more affected by a 10% rise in
the price of furniture as people in Pakistan spend a greater
proportion of their income on furniture.

2. (a) The Maldives - 15,950.
{(b) China - 708.24m.
(c) China - 60%.
(d) Maldives - 25%.
3. (a) Anincrease in AD and later an increase in AS.
(b) An increase in AD.
(c) An increase in AD.
(d) An increase in AD and an increase in AS.
(e) A decreasein AD.

Answers to multiple choice questions

1. D The labour force consists of both the employed and the
unemployed i.e., those who are economically active. A, Band C
are all economically inactive.

2. B 55% of the country’s working age population is in the labour
force i.e. 55% of 50m = 27.5m. Of the people who are in the
labour force 8% are unemployed and so 92% are employed. 92%
of 27.5m is 25.3m.

3. A Labour productivity is output per worker hour. A rise in
employment will decrease labour productivity if the newly
employed are less skilled and if they work with less capital.

4. A Iflabour productivity in the sugar industry has increased, it
means that output per worker hour has increased. If the output of
sugar has fallen it must mean that less labour is being employed in
the industry. This may be because fewer workers are employed and/
or the average number of hours worked per worker has decreased.

5. D Anincrease in the retirement age would mean that people
would work for a longer period of their life. People will stay in
the labour force for longer. C would reduce the size of the labour
force. B does not change the size of the labour force, just its
utilisation. A would mean that the size of the labour force is still
decreasing but at a slower rate.

6. A B, Cand D may not necessarily have occurred. The number
of people unemployed may have decreased if the size of the
labour force had fallen. The unemployment percentage may have
increased and the output of the country may have risen if labour
productivity has increased. The unemployed are part of the labour
force and the unemployment percentage may have increased
whilst the size of the labour force may have decreased, stayed the
same or increased.

The only thing that must have resulted from the rise in the
unemployment percentage is the gap between the output the
country is producing and the maximum output that the country
is capable of producing.

7. C The country’s labour force is 45m, so the labour force is
9m/45m x 100 = 20%.

8. A There are a number of groups who may be unemployed but
who are not entitled to receive benefits. C and D are incorrect and B
is included in both the claimant count and the labour force survey.

9. A Prices were still rising but rising more slowly. This will mean
that the cost of living has increased and the value of money has
decreased. Weights in the consumer price index may change but
in total they will stay at 100 or, in some cases, 1,000.
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10.

11

12.

13.

14.

15.

16.

17.

18.

19.

D  If the price levels falls, each unit of money will purchase more
products. The cost of living will fall. More information would be
needed to conclude what has happened to the standard of living
and international competitiveness, including what has happened
to wage rates and other countries’ price levels.

B

10% 1%

Food 1/10

X
Clothing 1/5 X -10% -29%
Housing 3/10 x 5% 1.5%
Other 2/5 x 12% 4.8%
products
5.3%

C 'The inflation rate was positive throughout the period. This
means that the price level increased throughout the period. The
cost of living rose throughout the period and the price level was
highest in December 2012.

B The weights in a consumer price index reflect spending
patterns. These spending patterns change over time and so the
weights have to be changed.

A A definition question. ‘Real, in economics, means adjusted
for inflation.

B The real rate of interest is the nominal rate of interest minus
the inflation rate i.e. 9%—3% = 6%.

C An increase in expenditure on education and training could
cause labour productivity and so increase the maximum potential
output of the economy. A and D could cause a movement along
the long run aggregate supply curve. B would result in a shift to
the left of the short run aggregate supply curve.

D As the following figure shows, an increase in aggregate
demand which occurs when there is considerable spare capacity

in the economy will increase country’s output but leave the price
level unchanged.

AD
AD 1 Lras

Price level

AD
~AD

0 AD AD, Real GDP

A Figure 9.10 shows an increase in aggregate demand. A
decrease in income tax would raise disposable income which
would be likely to increase consumer expenditure. B, Cand D
would all be likely to reduce aggregate demand.

C More people in the country would raise consumer
expenditure and may also increase investment and consumer
expenditure. More people of working age would also increase the
labour supply and raise productive potential.

MEGA
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20. C An increase in net exports would cause a shift to the right of

the aggregate demand curve. As the economy is approaching full
capacity, it would raise output and push up the price level.

Answers to data response questions

1. (a) A change in relative prices means that the price of some

products has altered at a different rate to others. A relative
fall in the price of car travel, for instance, may not necessarily
mean that car travel is actually falling in price, but is rising
more slowly than bus and train travel.

(b) Two reasons why household spending patterns may alter
over time are changes in income and changes in the products
available. A rise in income is likely, for example, to reduce the
proportion of household expenditure devoted to food and
non-alcoholic beverages whilst increasing the proportion
devoted to furnishings, household equipment and services.
The introduction of new goods and services can result in
spending on them taking up a sufficient share of household

expenditure for them to appear in the CPI basket. This was
clearly the case with tablet computers in New Zealand in 2011.

(c) (i) It cannot be concluded from Table 1 that people in Australia
spend more on alcoholic beverages and tobacco than people
in the UK. The Australians spend a higher proportion of
their total expenditure on this category, but if their total
expenditure is less, this might be a smaller actual amount.

(ii) A 10% rise in the price of housing and household utilities
would have more of an effect on the UK’s inflation rate
than on New Zealand’s inflation rate. This is because
spending on housing and household utilities accounts for
22.3% of total spending in New Zealand but only 13% in
the UK. With a weighting of 22.3/100, a 10% rise in the
price of housing and household utilities would contribute
22.3/100 x 10% = 2.23% points to the inflation rate of
New Zealand. With a weighting of 13/100, it would only
contribute 13/100 x 10% = 1.3% point contribution to the
UK’s inflation rate.

(d) A central bank examines consumer price indices to consider if
its own country’s inflation rate is sufficiently low and stable and
how it compares with other countries’ inflation rates. Ifa central
bank considers that its CPI is increasing too rapidly, especially
relative to rival countries, it may decide to raise the rate of
interest. In this case, the intention would be to reduce consumer
expenditure and so lower aggregate demand and demand-pull
inflation. In contrast, if the consumer prices index indicates that
the price level is below the government’s target inflation rate, a
central bank is likely to lower the rate of interest.

(e) No consumer prices index provides a totally accurate measure
of inflation. There may be sampling errors and whilst weights
are reviewed on a regular basis, there is nevertheless a time
lag. This can give rise to what is called a substitution bias. A
CPI has a fixed basket of goods and services for at least one
year. This means that it cannot reflect within that time period
the likelihood that consumers will switch away from buying
products which are becoming relatively more expensive
to those which are becoming relatively cheaper. Prices are
selected from a range of retail outlets but again these may not
fully reflect short-term changes in where consumers buy their
products from, including from cheaper outlets.
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There is also the problem that the quality of products
changes over time. For instance, a television set produced
now may be more expensive than one produced a year before
but it may have more advanced features, so like is not really
being compared with like.

The CPI is based on a basket of goods and services
purchased by a ‘typical’ household. Different types of
households and households in different regions are, however,
likely to experience differences in the changes to their cost of
living. Pensioners, for example, will suffer a higher rise in their
cost of living than the inflation rate indicates if they spend more
than the average on food and the price of food rises significantly.

In addition, there are variations in how different countries
measure their consumer price indices with some differences in
components. This can make international comparisons difficult.

2. (a) (i) Weights are used in constructing a CPI because a

change in the price of items which people spend a

high proportion of their total expenditure on is more
significant in influencing the cost of living than items on
which they do not spend much on.

(ii) The weight for alcohol and tobacco fell between 1992
and 2008. This would have been because people were
spending a smaller proportion of their total expenditure
on those items over the period. People may have
become more health conscious or higher taxes may have
discouraged consumption. In contrast, the weight for
transport doubled, indicating that transport accounted
for 14.8% of total expenditure in 2008 but only 7.4% in
2008. People may have been travelling more because of
rises in income or they may have been spending more
due to rise in the price of transportation.

(b) (i) Inflation is a sustained rise in the general price level.

(ii) Paraguay’s inflation rate was higher than Venezuela's from
1950 to approximately 1987. After that period Venezuela’s
inflation rate was higher.

(iii) Paraguay’s inflation rate was neither low nor stable at the
start of the period. It was lower during the 1960s but then
rose in approximately 1974, albeit not to the same high
levels as at the start of the period.

(c) There are a number of advantages in setting inflation targets.

An inflation target may convince people that the central bank
will keep inflation low. Firms may moderate prices, workers
may ask for lower wage rates and consumers may not rush
large item purchases. An inflation target also makes the
central bank accountable — it would have to explain if it failed
to achieve the target.

3% is a low rate of inflation and one which most
governments would find acceptable. Low inflation has a
number of benefits including maintaining international price
competitiveness, encouraging investment, avoiding a random
redistribution of income, and menu and shoe leather costs.

For some governments, however, 3% may be too
ambitious a target in the short term. If a country has been
experiencing a very high rate of inflation for some time, an
inflation rate of, example, 7% might be more achievable.

There is also a risk that setting an inflation target may make a
central bank concentrate on controlling inflation at the expense
of reducing economic growth and increasing unemployment.
For instance, a central bank’s decision to raise the rate of

interest when the inflation rate is 5% may lead to an increase
in unemployment which may create greater problems for the
economy than the 5% inflation. In addition, to be effective,

people would have to possess confidence in the central bank.

3. (a) (i) Aggregate demand (AD) is total demand for a country’s

-

products at a given price level. It consists of consumer
expenditure, investment, government spending and
net exports.

(ii) The information gives two reasons why aggregate
demand has increased in India in recent years. These
are a rise in consumer expenditure and an increase in
government spending. Consumer expenditure has been
rising due to increasing incomes. Higher incomes enable
people to purchase more goods and services. Consumer
expenditure is the largest component of AD. The
government has been spending more on infrastructure.
Government spending is another component of AD.

(iii) Aggregate supply (AS) has increased due to the higher
government spending on infrastructure and an increasing
labour force. Government spending on infrastructure
increases not only AD but also AS. More and better
infrastructure will lower firms’ costs of production and
make it possible for the country to produce more goods
and services.

A larger labour force also increases productive capacity.
With more workers, firms can increase their output and so
the country’s maximum potential output rises.

(Note the rise in total factor productivity also
increases AS as more can be produced with the same
quantity of resources).

(b) (i) India has the second highest growth in total factor

productivity. Its growth rate was 1.2% points below
China’s, 1.1% points above Indonesia’s, more than double
Japan's, UK’s and USA’s. It was significantly higher than
Brazil's and Russia's.

(ii) Total factor productivity growth would be 2% (5%—3%).

(c) Anincrease in a country’s labour force will benefit an economy

if the extra workers are employed. In this case, real GDP will
increase and inflationary pressure may be reduced. The effects
will be more beneficial, the more skilled the extra labour is.

The increase may not, however, be beneficial, at least in the
short run, if the extra labour is not employed. In this case, the
increase will raise the country’s productive potential but not
its actual output as shown here.
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The number unemployed will increase which will raise the
burden on state finances.
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Answers to essay questions

1. (a) There are a range of factors that determine the size of a country’s

labour force. Countries with large populations are likely to have
large labour forces. It is probable, however, that two countries
with the same population will nevertheless have different sized
labour forces. This is because there is likely to be a difference in
their age structures, school leaving ages, number of people who
g0 to university and attitudes to women working.

A country with children of the old forming a significant
proportion of its population will have fewer people of working
age than one with a higher proportion of its population aged
between approximately 16 and 65.

A country with a high school leaving age and a low
retirement age will also have a smaller working age
population than one with a low school leaving age and a high
retirement age. The larger the working age population, the
greater the potential labour force will be. It will, however, also
be influenced by the labour force participation rate. This is the
proportion of people of working age who are either employed
or secking employment. The labour force will be smaller if
more people go on to higher education but it will be of a
higher quality. People choosing to retire early will reduce the
size of the labour force as will a greater proportion of people
being too ill or disabled to work.

Attitudes to women working also influence the size of the
labour force. Countries with fewer women working have a
greater potential labour force than those which do not.

(b) A widespread shortage of labour may be a cause of inflation

but, at any one time, may not be the major cause.

If firms are experiencing difficulties in recruiting workers,
they are likely to raise wages in a bid to attract the scarce
labour. This may push up their costs of production, causing
a wage/price spiral. The following figure shows that the rise
in the wage rate leads to a decrease in SRAS and pushes up
the price level to P1. This is not a one off increase. The higher
wage rate will increase aggregate demand. The higher AD will,
in turn, increase demand for labour and push up the wage
rate again and so on.
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A widespread labour shortage, however, is not the only
cause of inflation. A country may have a plentiful supply of
labour but may still experience a rise in the price level if there
is another cause of an increase in the costs of production. For
instance, there may be higher fuel costs.

MEG A
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As well as cost-push factors, the price level may rise as a
result of demand-pull factors. If an economy is approaching
full capacity, an increase in aggregate demand will cause
demand-pull inflation as shown in the figure below.
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Higher aggregate demand may be caused by, for instance,
an increase in consumer expenditure resulting from a rise
in consumer confidence or a rise in net exports following an
increase in incomes abroad. It may also arise as a result of
an increase in the money supply. If the money supply grows
faster than output, the general price level will rise.

A widespread shortage of workers is one of a number of
possible causes of inflation. It may be the major cause but it
may also be making a smaller contribution than, for instance,
a rise in raw material costs or a consumer boom started
before the rise in wages.

In many countries, consumer expenditure is the largest
component of aggregate demand. There are a number of
influences on the amount households spend on consumer
goods and services.

Possibly the most important influence is income. As
income rises, people spend more in total. Once income
reaches a certain level, however, a further rise may reduce the
proportion that people spend. This is because they can now
afford to save. For instance, people with a disposable income
of $20,000 may spend $18,000 i.e. 90% of their income. If
their disposable income should rise to $30,000 they may now
spend $24,000. The actual amount they are spending has risen
by $4,000 but the proportion has fallen to 80%.

Another important influence on consumer expenditure is
consumer confidence. If people feel optimistic about future
economic prospects and anticipate a rise in income, they
may spend more now. In contrast, if consumers anticipate
a recession, they may decide to spend less and save more to
protect themselves against hard times.

Changes in the rate of interest can also affect consumer
expenditure. A rise in the rate of interest may reduce
consumer expenditure for three key reasons. One is that it
will increase the reward for saving. Another is that it will
make it more expensive to borrow. The third is that anyone
who has borrowed in the past at a variable interest will have
less money to spend.

Other factors that influence consumer expenditure include
population size, wealth and the distribution of income. An
increase in the number of people in the population will
increase consumer expenditure. The more wealth people have,
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the more likely they are to spend. They will be aware that
wealth can generate income and they will know that they can
borrow against their wealth. Consumer expenditure tends to
increase if income becomes more evenly distributed. Raising
the income of the poor will enable them to spend more whilst
reducing the income of the rich will probably not cause them
to cut back significantly on their spending.

(b) An increase in consumer expenditure will increase aggregate
demand, provided it is not more than an offset by a fall in any
of the other components of aggregate demand.

The impact of a higher aggregate demand will depend
on the initial state of the economy. If the economy is
initially producing with considerable spare capacity,
an increase in consumer expenditure may increase the
country’s output and leave the price level unchanged as
shown in the figure here.
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In the case of an economy operating at a point where the
economy is beginning to experience shortages of resources,
an increase in AD may raise both output and the price level.
The following figure shows the increase in aggregate demand
from AD to ADI causing real GDP to increase from Y to Y1
and the price level to increase from P to P1.
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If the economy is producing at full capacity, a rise in AD
will have no effect on output but will be purely inflationary. The
figure below shows that the rise in AD forces up the price level
to P1 but causes no change in output which remains at Y.
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A rise in consumer expenditure may stimulate an increase
in investment. This will further increase AD. It will also
increase aggregate supply. In this case, output will rise. The
effect on the price level will again depend on the initial
level of economic activity but also on the relative size of the
increases in aggregate demand and aggregate supply. The
following figure shows the rise in AS matching the rise in AD
and leaving the price level unchanged.
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3. (a) Labour productivity may vary between countries for a variety

of reasons. These include differences in the quantity and quality
of education and training, levels of investment, adoption of
new technologies, scientific innovation, quality and quantity of
infrastructure and the organisation of production.

Countries, including Germany and Singapore, which have
children receiving good quality education over a relatively
high number of years and workers receiving regular and good
quality training, usually have high labour productivity. A high
proportion of their workers are skilled, occupationally and
geographically mobile and able to work with complex equipment.

The more capital, workers work with, the higher their
output tends to be. In recent years, the rise in net investment
in China has been an important reason for the growth in the
country’s labour productivity.

As well as the quantity of investment, the quality of
investment is also important. Countries which buy capital
equipment which embodies new technology usually see an
increase in output per worker hour. South Korea and other Asian
countries have been adopting new technology rapidly in recent
years and this has contributed to their productivity growth.

Scientific innovation can cause rapid increases in
productivity. The silicon revolution in the US in the 1990s was
the major driving force behind the remarkable increase in US
productivity in that decade.
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Good infrastructure can promote rises in labour
productivity. It is generally thought that whilst India’s
labour productivity growth has been boosted by improved
education and advances in IT, it has been held back by poor
infrastructure.

Possibly, the easiest and most straightforward way of
increasing labour productivity is improving the organisation
of the factors of production. For instance, introducing shift
work may enable workers to make better use of scarce capital
equipment. Where people work such long hours that they
get tired, cutting working hours may increase both labour
productivity and total production.

(b) No measure of unemployment is perfect and whilst both the
claimant count and the labour force survey measures have
their strengths, they also both have some drawbacks.

A measure of unemployment seeks to include those
who are without jobs but also are willing and able to work.
The claimant count includes those who are receiving
unemployment related benefits. This is a relatively cheap
and quick measure as the information is collected when the
benefits are paid out.

There are, however, questions about the reliability of
the claimant count. Some of those included may not be
unemployed whilst others who are unemployed are not
included. Some people who are not actively seeking work,
sometimes referred to as voluntarily unemployed, may claim
benefit and some people who are employed in the informal
(shadow) economy may also be illegally claiming benefit. It is
generally thought that those who claim benefits who are not
entitled to them, are more than outnumbered by those who
are unemployed but are not allowed to claim unemployment
benefits. These include, for instance, those who have recently
given up a job and those with partners in work.

Differences in who is entitled to receive benefits, makes
it difficult to make comparisons over time and between
countries. The labour force survey is more suitable to make
international comparisons. This is because it is based on the
International Labour Organisation’s (ILO’s) definition of
unemployment which is used in most countries. The labour
force surveys asks a sample of the population if they are out
of work and if they are actively seeking employment and are
available for work in the next two weeks. It is thought that this
method includes more of those who are unemployed.

Its perceived greater accuracy and its usefulness for
international comparisons means that the labour force
survey is usually the more favoured measure. It is, however,
a relatively expensive measure. It takes time to collect the
information and the measure may be subject to sampling
problems. It is important that the sample is representative of
the population and that answers are carefully interpreted.

Chapter 10

Answers to short questions
1. Deflation is a sustained fall in the general price level.

2. The two main causes of deflation are a fall in aggregate demand
and a fall in the costs of production. The latter may benefit an
economy but the former may cause a fall in real GDP.
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. An excessive growth of the money supply may give rise to

demand-pull inflation.

. To turn the Fisher equation into the Quantity Theory of Money,

it has to be assumed that the velocity of circulation and output
(transactions) are constant for a period of time.

. Wage drift is the difference between an increase in workers’

earnings and the increase in wage rates.

. A rise in wages may not result in cost-push inflation if the rise is

matched by an increase in labour productivity. In this case, wage
costs per unit will not rise. It is also possible that other costs may
have fallen.

. A fall in the price of a currency may result in cost-push inflation

as it will increase the price of imported raw materials. Such an
increase may push up the costs of production if firms do not choose
or are unable to switch to domestically produced raw materials.

. A fall in the price of a currency may lead to demand-pull inflation

as cheaper exports and more expensive imports can result in a
rise in net exports and so aggregate demand. If aggregate demand
grows faster than aggregate supply, the general price level will

be pulled up.

. A consumer boom is a high level of consumer expenditure and is

likely to be associated with output and low unemployment.

A consumer boom may cause demand-pull inflation if the higher
aggregate demand is not met by an equal increase in aggregate
supply.

A fiscal boost is stimulus to the economy resulting from an
expansionary fiscal policy, that is a rise in government spending
and/or a cut in taxation.

A fiscal boost may result in inflation, if the government has
underestimated the size of the multiplier or overestimated the
size of a negative output gap and as a result increases government
spending or cuts taxation by too much.

Tax revenue tends to rise during inflation because of fiscal drag
~ tax rates do not always rise in line with inflation. Governments
are often net borrowers and if the rate of interest does not rise in
line with inflation, the real burden of debt falls.

The only thing that must definitely occur as a result of inflation
is a fall in the value of money. With higher prices each unit of
money will purchase fewer goods and services.

Anticipated inflation is a rise in the general price level at the
expected rate. In contrast, unanticipated rate is a rise in the
general price level at a different rate to that expected.

Menu costs are significant when inflation is high and
unanticipated.

Agflation is inflation caused by a rise in agricultural prices.
Cost-push inflation is likely to be associated with stagflation as
increases in the costs of production may be accompanied by high
unemployment and low economic growth. In contrast, demand-
pull inflation is likely to be accompanied by falling unemployment
and relatively high economic growth.

A trade deficit occurs when the expenditure on the imports of
goods and services exceeds the revenue earned from the sale of
exports and goods and services.

The current account and the financial account are linked in a
number of ways. Foreign direct investment, portfolio investment
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and other investment which appear in the financial account
give rise to profit, interest and dividends which are recorded in
the income section of the current account. A trade surplus may
encourage multinational companies to set up in the country,
foreigners to buy shares in domestic firms and foreign banks to
lend to domestic firms and so lead to an inflow of foreign direct
investment, portfolio investment and other investment.

One reason why a country’s reserves of foreign currency may
decline is that they may be used to finance a deficit on the balance
of payments. Another reason is that they may be used to buy

the currency to maintain a fixed exchange rate or to influence a
floating exchange rate.

Special Drawing Rights (SDRs) are a form of international reserve
asset that are issued by the International Monetary Fund and can
be used to finance a balance of payments deficit or to support an
exchange rate.

A merchandise trade deficit is a deficit in trade of goods (visible
balance deficit). A rise in a country’s real GDP may result in an
increase in a merchandise trade deficit for two reasons. One is
that as incomes rise, households may purchase more finished
imported products and firms may buy more imported raw
materials. The other reason is that domestic firms may divert
products originally intended for the export market to the more
buoyant home market.

There are a number of reasons why a conntry might experience
arise in its inflation rate but a fall in its merchandise trade

deficit. These include other countries’ inflation rates being higher
(making the country’s products relatively cheaper), a rise in
incomes abroad, other countries removing trade restrictions and a
rise in the quality of domestically produced products.

An increase in a trade deficit would, ceteris paribus, be expected
to increase unemployment. A fall in export revenue relative to
import expenditure would reduce aggregate demand and so may
result in cyclical unemployment.

An increase in trade deficit might be accompanied by a rise in the
current account surplus if an increase in a surplus on income and
current transfers outweighs it.

A fixed exchange rate provides the most certainty for traders. This
is because, at least for a period of time, the price of the currency
will not change. This means that traders will know how much
they will receive in their own currency when selling exports and
how much they will have to pay for imports.

An exchange rate system determined by a mixture of market
forces and state intervention is a managed float. The government
may allow the exchange rate to float within certain rargins but
intervene if the exchange rate rises too high or falls too low.

The concept of purchasing power parity is associated with a
floating exchange rate. In theory, a floating exchange rate will
move to a value where the same amount of products can be
purchased in the two currencies.

A revaluation will raise the price of exports in terms of forcign
currency and lower the price of imports in terms of the domestic
currency.

Hyperinflation will reduce the internal value of the currency. Each
currency unit will buy fewer goods and services. It is also likely to
reduce the external value of the currency. This is because a large
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rise in the price level is likely to make domestic products less price
competitive and so demand for the currency is likely to fall.

The government of a country operating a fixed exchange rate may
be under more pressure to reduce inflation than a government
operating a floating exchange rate as its currency will not adjust to
regain international competitiveness.

. Two factors that influence the PED of the products produced by a

country’s firms are the extent to which they have substitutes and
the extent to which they are seen as luxuries or necessities.

As the combined PED at - 0.7 is less than one, the Marshall-
Lerner condition is not met and a depreciation will increase the
country’s trade deficit.

A country’s trade balance may experience a reverse J-curve effect
as a result of an appreciation or revaluation. Initially if the value of
a currency rises, demand for exports and imports will be inelastic
as households and firms will not have had time to adjust their
purchase in response to the change in prices. With higher export
revenue and lower import expenditure, any trade surplus will get
larger. If, as time progresses, demand becomes elastic, the trade
balance may move into deficit.

A run on a currency occurs when there is a sudden and large increase
in the sales of the currency. Such an event can lead to a significant
depreciation or force a government to devalue the currency.

Two reasons why someone may sell US dollars to the UAEs
dirham is because she or he may want to go on holiday to the
UAE or because she or he may want to buy property in the UAE.

The foreign exchange market is the market in which currencies
are‘exchanged for each other. Dealers in foreign exchange operate
throughout the world linked by modern technology.

Net exports is a component of aggregate demand. An increase in a
country’s current account deficit will reduce aggregate demand.

Two causes of a fall in a current account deficit, other than
government policy, are a fall in the exchange rate resulting from
market forces and a rise in incomes abroad.

Answers to revision activities

1.

2.

(a) Hyperinflation is an inflation rate above 50% whereas
creeping inflation is a low rate of inflation.

(b) Core inflation is the underlying trend inflation which
excludes energy and food prices which can be volatile. In
contrast, the headline rate of inflation is the one which
receives the most publicity. This is usually the consumer price
index which includes energy and food prices.

(c) Inflation illusion is a situation where people confuse nominal
and real values whereas an inflationary gap occurs when
aggregate demand exceeds aggregate supply resulting in
demand-pull inflation.

(d) Stable inflation is a consistent rate of inflation with the price
level rising at a similar rate. Accelerating inflation occurs
when the inflation rate is increasing.

(a) False. The overall balance of payments always balances but the
current account is more commonly in deficit or surplus.

(b) False. Transactions in assets involve money leaving the
country and as such they appear as a debit item in the balance
of payments.
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(¢) True. The total value of debit items equals the total value of
credit items.

(d) False. A government may not be too concerned about a short
run, relatively low current account deficit or surplus. It may want
to give priority to another objective. For instance, it may want
to focus on reducing inflation and a current account surplus
may be the result of this and a current account deficit may result
from a government concentrating on reducing unemployment.

(e) False. The merchandise balance is the difference between the
value of exports of goods and the value of imports of goods.

(f) True. Devaluation may not reduce a trade deficit. If PED for
exports and imports is less than one, devaluation will increase
a trade deficit.

3. (a) The trade balance is initially 400m pesos — 500m pesos =a
trade deficit of 100m pesos.

(b) The trade balance changes to 600m pesos — 450m pesos =a
trade surplus of 150m pesos.

(c) The change in the trade balance indicates that the combined
price elasticities of demand for exports and imports is greater
than one. This is because the fall in the price of the currency
has moved the current account position from a deficit to a
surplus.

Answers to multiple choice questions
LC

15% = 6

Food 2/5 X

Electricity 1/10 X 10% — 1
Transport 1/5 X 20% == 4
Entertainment 1/10 x -10% = -1
Clothing 1/5 x 30% - 6

16

The overall rise in the cost of living (the inflation rate) was 16%.

2. C A fallin the price of the currency will increase import prices
including the prices of imported raw materials. More expensive
raw materials will push up costs of production. A, B and D may
cause demand-pull inflation.

3. B Fiscal drag is the term given to people’s incomes going into
higher tax brackets because a government has not adjusted tax
brackets in line with inflation. A is menu costs, C may occur but
does not have a specific term and D is unlikely to happen as, in
part due to fiscal drag, inflation tends to result in a redistribution
of income from taxpayers to the government.

4. A The Quantity Theory of Money, MV = PT, assumes the
velocity of circulation (V) and real GDP (Y) are constant in the
short run, so a fall in the stock money (M) will result in a fall in
the price level (P).

5. B Between January 2009 and January 2010, Pakistan
experienced a lower rate of inflation. This meant that the price
level was still increasing albeit at a slower rate. Higher prices will
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increase the cost of living. The internal purchasing power of the
Pakistani rupee will have fallen, the Pakistani consumer price
index will have increased. Costs of production are likely to have
risen with inflation.

. B Inflation can enable firms to reduce the real cost of labour

by raising wage rates by less than inflation. Lower real costs of
production enable firms to survive or may increase their profits.
A, C and D would all be disadvantages for firms.

. B A straightforward definition question. A is deflation, C is

stable inflation and D is core inflation.

. C Insurance is included in the trade in services (invisible) section

of the current account of the balance of payments, B the trade in
goods balance of the current account and D the financial account.

. D 'The current account has a surplus of $30bn (trade balance

= $20bn + net income —$20bn + current transfers $30bn). The
financial account balance has a deficit of— $10 + —$20bn +
—$10bn + $20bn = $20bn.

C An increase in the exchange rate would raise export prices
and lower import prices. If PED for exports and imports is greater
than one, a current account deficit would increase. A may reduce
imports and so decrease a country’s current account deficit. B and
D may increase the international competitiveness of the country’s
products and so again reduce the current account deficit.

C A depreciation of the Pakistani rupee against the Chinese
yuan would lower the price of Pakistan’s exports to China and raise
the price of Chinese imports to Pakistan. Pakistani’s airlines are
likely to gain extra passengers as their fares in yuans will be lower.
€hinese car producers may lose sales as their prices will rise in
terms of the Pakistani rupee, Chinese speculators holding Pakistani
rupees will find that their holdings are worth less in terms of yuan
and Pakistani students studying in China will be faced with higher
living costs and tuition fees in terms of their home currency.

A Arise in the rate of interest may encourage people to purchase
the currency and so raise the exchange rate. B would result in an
increase in the supply of the currency and so lower its value. C and
D may reduce the international competitiveness of domestic firms
and so lower export revenue and increase import expenditure. Such
changes are likely to reduce demand for the currency, increase its
supply and so put downward pressure on the price of the currency.
C A trade weighted exchange rate is the price of a currency

in terms of a basket of the currencies of the main countries, the
country trades with.

A With the price of the currency not changing, exporters

will know how much they will earn and importers will know

how much they will have to pay. B, C and D are advantages of a
floating exchange rate.

A If the value of Argentine imports increases, more Argentine
pesos will have to be sold to buy the foreign currency needed to
produce the imports. B would increase demand for the Argentinian
pesos. C and D would decrease the demand for the Argentine pesos.
A A decrease in foreign direct investment in Bangladesh would
reduce demand for takas and so may result in a fall in the price of
the taka. B, C and D could also lead to an increase in demand for
the taka and so a rise in the value of the taka.

D A fall in the price of a country’s currency would lower export
prices. To take advantage of the likely rise in the demand for
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exports, it is important that the supply of exports is elastic. A and
B would result in a deterioration in the trade balance and are not
directly linked to a fall in the price of the currency. C would mean
that the value of net exports would fall and so the trade balance
would deteriorate.

18. B Egyptians taking more holidays abroad would increase the
supply of Egyptian pound as Egyptians sell the currency to
purchase the currencies of the destinations they are going to.
Egyptian firms selling fewer products will result in a fall
in demand for the Egyptian pound. An increase in supply of
and a decrease in demand for the currency would push down
its price.

19. B A devaluation might more than offset a rise in the inflation
rate, making the country’s products more price competitive. A, C
and D would be likely to increase a current account deficit. A and
D would increase imports and C reduce exports.

20. D A freely floating exchange rate is determined by the
intersection of demand and supply. A and B involve government
intervention and may be used to influence a managed exchange
rate or to maintain a fixed exchange rate. C, again, involves
government intervention and tax rate changes are used to
influence aggregate demand.

Answers to data response questions

1. (a) (i) November (having to give fewer Kwacha to buy a US$
means that the value of the Kwacha has risen).

(ii) At the start of November 4,300 Kwacha had to be sold to
buy US$1. By the end of November, only 3,300 Kwacha
had to be exchanged. So the Kwacha had appreciated by
1,000 that is by 1,000/4,300 x 100 = 23.26%.

(b) Figure 10.2 suggests that Zambia uses a floating exchange
rate, that is an exchange rate determined by the market forces
of demand and supply. The evidence for this is the frequent
changes in the exchange rate.

(c) (i) Animproved export performance would increase
demand for the Kwacha. Those foreigners wishing to buy
Zambian products will have to purchase Kwacha. The
higher demand for the Kwacha will increase its price and
result in an extension in the supply of the currency as
shown in the figure below.
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D
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Price of kwacha in $S
o

\01

s D
0 Q
Quantity of kwacha

—

A reduction in foreign debt will mean that Zambia will
not have to sell as much of its currency to repay or service
the debt. This will reduce the supply of the Kwacha, which
will again push up the price of the currency and in this
case will cause a contraction in demand for the currency
as shown in the following figure.

(ii
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(d) An appreciation of the Kwacha would lead to a rise in the
price of Zambian exports and a fall in the price of Zambian
imports. Such price changes will lead to an improvement in
Zambia's terms of trade.

(¢) An appreciation of its exchange rate has both advantages and
disadvantages for a country. It means that each export can be
exchanged for more imports and that the foreign debt burden
will be reduced. For instance, if the Kwacha appreciates from
5,000 to US$1 to 4,000 to US$1, a Zambian export priced at
20,000 Kwacha would before have bought four US imports of
$1 each. With the appreciation, the Zambian export would

“now buy five US imports. If Zambia had to repay $10m of
foreign debt, initially it would have to pay 50,000mKwacha.
Now it would have to repay 40,000m Kwacha. An appreciation
of the exchange rate might also increase confidence in
the currency and as a result attract an inflow of portfolio
investment and make it easier to obtain loans.

In addition, an appreciation of the exchange rate can lower
inflationary pressure. The price of finished imports bought by
domestic consumers will fall, cheaper imported raw materials
will reduce costs of production and lower import prices will
put pressure on domestic firms to restrict price rises in order
to remain competitive.

On the other hand, an appreciation could result in a
current account surplus turning into a deficit, or a current
account deficit getting larger. This will occur if the combined
elasticities of demand for exports and imports are greater
than one. With elastic demand for exports and imports, net
exports will decline. Net exports are a component of aggregate
demand and with lower aggregate demand, unemployment
may increase and economic growth may be slowed.

2. (a) (i) Two ways the Chinese government could intervene in

the foreign exchange market to prevent the yuan rising in
value against the US dollar are to sell yuan and lower the
rate of interest.

(ii) A currency is described as undervalued if the exchange
rate does not reflect its purchasing power parity and if
it gives rise to a current account surplus over time. For
instance, if a basket of goods and services is priced at
$100 in one country and 1,000 rupee in another country,
the exchange rate would be expected to be
$1 =10 rupee. If the exchange rate was §1 = 15 rupee,
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the rupee would be regarded as undervalued. A country
which continues to experience a current account surplus,
such as China in recent years, may be claimed to be
operating an undervalued exchange rate.

(b) (i) More pence had to be given to buy US$1 over the period.

Between 2007 and 2010, the value of the pound fell by
17/50 = 34%. This indicates that the value of the pound
declined by rather more than 30%.

(ii) The slight fall in the value of the pound between 2007
and 2008 was accompanied by an increase in the current
account deficit. Over the whole period, however, the fall
in the value of the currency is accompanied by a decline
in the current account deficit. A fall in the value of the
pound would have made exports cheaper, in terms of
foreign currency, and import prices higher, in terms of
domestic prices. With elastic demand, export revenue will
rise and import expenditure will fall, reducing a current
account deficit.

(c) A depreciation in the exchange rate is likely to increase

the rate of inflation for two main reasons. One is the

higher price of imports. More expensive imports that the
country’s consumers buy will directly push up the country’s
consumer price index. A rise in the price of imported raw
materials will push up costs of production and can result

in cost-push inflation. Domestic firms may also be tempted
to raise their prices now they are competing with more
expensive imports.

The other reason why a depreciation may increase the rate
of inflation is because it may result in a rise in net exports
which will increase aggregate demand. If the economy was
initially operating close to full capacity, it will be difficult to
match the higher aggregate demand with higher aggregate
supply and demand-pull inflation may occur.

There is a chance, however, that a depreciation in the
exchange rate will not result in a rise in the inflation rate.

If the country is an important market for the products of
other countries, their firms may cut their prices in terms of
their own currency, so that they remain at the same price
when sold in the country. Even if the price of imported raw
materials rises, it may not have much effect on the country’s
inflation rate if firms can switch to domestic producers.
Higher aggregate demand may also not have much impact
on the price level if there is considerable spare capacity in
the economy.

3. (a) (i) Over the period 1980 to 2002, the US current account

position moved from a small surplus to a deficit
equivalent to approximately 4 % % of US GDP. For most
of the period, the current account was in deficit with only
three years, 1980, 1981 and 1991 in surplus.

(ii) Between 1992 and 2002, the US had a current account
deficit. This might have been financed by borrowing,
attracting financial investment or drawing on the
country’s reserves of foreign currency.

(b) If a surplus increases in size, it would be expected to increase

the price of the currency. This is because if more is being
spent on the country’s exports, demand for the currency

will increase. If less is spent on imports, the supply of the
currency will fall. The following figure shows that an increase
in demand for the currency combined with a fall in its supply
will result in an appreciation of the exchange rate.

Answers 229
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(c) (i) A lower price of the currency will reduce export prices and

increase import prices. If the Marshall-Lerner condition is
met, that is the price elasticity of demand for exports and
imports is greater than one, the depreciation will reduce a
current account deficit or increase a current account surplus.

(ii) The largest increases in the US$ which occurred between
1981 and 1985 and between 1996 and 2002 were largely
accompanied by a rise in the current account deficit. In
1991, a fall in the value of the US$ coincided with the
current account moving into surplus. There are, however,
exceptions to this. For instance, between 1985 and 1987,
the value of the US dollar fell but the current account
deficit increased. Of course, there may be a time lag as
suggested by the J-curve effect. It can take time for people
to recognise that prices have changed and adjust their
purchases. As a result, demand for exports and imports
can initially be inelastic leading to a fall in the exchange
causing a rising deficit. After a period of time, demand
may become more elastic.

(d) There are both arguments for and against a government

fixing the country’s exchange rate. One argument is that a
government can set it at a level to achieve one or more of its
macroeconomic objectives. For instance, a government may
want to set it at a low rate to improve its current account
position and promote economic growth and employment.
Alternatively, it may want to set it at a high rate in order to
reduce inflationary pressure.

A fixed exchange rate also can discourage speculation
and has the advantage of certainty. It can encourage trade as
exporters and importers will know the price they will receive
and the price they will pay. In addition, a fixed exchange rate
can force a government to tackle inflation. This is because it
will not be able to rely on a fall in the exchange rate to restore
international competitiveness.

There are, however, disadvantages in operating a fixed
exchange rate. One is that if it is not set at or close to the long
run equilibrium level, it will come under market pressure
to change its value. To maintain the price, the central bank
will have to keep reserves of foreign currency and this will
involve an opportunity cost. The central bank may also alter
the rate of interest to keep the value at the fixed rate and
this can have an adverse effect on some of the government’s
macroeconomic objectives. Indeed, a central bank may
be restricted in its use of interest rate changes to influence

itube.com/megalecture

LECTURE

negale | ) 1T

MEGA



www.youtube.com/megalecture

Online Classes : Megalecture

mail.com

www.youtube.com/megalecture
www.megalecture.com

230

Answers

domestic policy objectives because of concern about how a
change in the interest rate could affect the exchange rate. A
fixed exchange also does not, unlike a floating exchange rate,
adjust automatically to offset a current account deficit.

Answers to essay questions

1. (a)

Price level

Inflation is a sustained rise in the general price level. With prices
rising, the value of money must fall. Each currency unit will buy
fewer goods and services. There are two main causes of inflation.
One is cost-push inflation. If costs of production rise, aggregate
supply will decrease, pushing up the price level as shown below.
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A common cause of cost-push inflation is wage rates rising
faster than productivity. This can develop into a wage-price
spiral, with higher wages pushing up prices and then workers
demanding wage rises to maintain their real wage rates.
Significant wage rises are more likely to occur when trade unions
are strong and workers feel confident about retaining their jobs.

Another important cause of cost-push inflation is a rise in
the price of raw materials. Such a rise might occur as a result of
a fall in the exchange rate. Other causes of cost-push inflation
are rises in profit margins and increases in indirect taxes.

Demand-pull inflation, in contrast to cost-push inflation,
is caused by aggregate demand increasing more rapidly than
aggregate supply. This often occurs when an economy is at or
close to full employment. When the economy has little spare
capacity, it is difficult to match higher-aggregate demand with
an extension in aggregate supply. The figure below shows an
increase in aggregate demand from AD to AD1 pushing up
the price level from P to P1.
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(b)

Demand-pull inflation may be caused by an increase in
any of the components of aggregate demand. A consumer
boom with a significant increase in consumer expenditure can
lead to a shortage of both products and resources, resulting
in a rise in the price level. An increase in net exports or
government spending may also give rise to demand-pull
inflation when the economy is operating close to maximum
capacity. It is also possible that an increase in investment
could give rise to demand-pull inflation in the short run,
although in the long run an increase in net investment will
generate extra capacity to meet the higher aggregate demand.

Although cost-push inflation and demand-pull inflation
have different causes, they are linked and, in practice, it can
be difficult to determine what was the cause of inflation. For
example, rises in wages may coincide with a consumer boom
and it may be difficult to decide which came first.

A country experiencing inflation may encounter a balance

of payments problem but this will not necessarily occur.
Inflation will raise export prices and may make imports
relatively cheaper. If demand for exports is elastic, a rise in
their price will result in a fall in export revenue. Similarly, if
demand for imports is elastic, a fall in their price will result in
a rise in import expenditure. Such changes could result in an
increase in a current account deficit.

Inflation may also discourage inflows into the financial
account. Multinational companies may be reluctant to set
up in a country experiencing high and fluctuating inflation.
As well as foreign direct investment, inflation may also
discourage portfolio investment and make it more difficult for

“firms and the government to borrow from other countries.
People and institutions may be reluctant to buy the shares of
firms and government bonds in a country experiencing a high
rate of inflation. Banks may also be worried about lending
to firms and a government in a country whose economic
performance might be hindered by inflation.

Inflation, however, may not result in a balance of payments
problem for a number of reasons. One is that the inflation
rate may be lower than rival countries” inflation rates. In this
case, the country’s products will become more internationally
competitive. A low and stable inflation may also encourage
foreign direct investment and portfolio investment and may
make it easier to obtain loans from overseas.

Even if inflation is higher than rival countries, the
international price competitiveness of the country’s product
may not be lost if the upward pressure on the price of the
country’s exports is being offset by a fall in the value of the
country’s currency. Such a depreciation or devaluation will
also raise import prices.

Inflation may be caused by a rise in demand for exports
and so it may be accompanied by a decline in a current
account deficit. It also has to be remembered that the trade
balance is only part of the current account. The trade balance
may move into deficit but be offset by a rise in income or
current transfers.

In addition, if a country starts with a large current account
surplus, inflation may reduce the surplus but such a reduction
may not be considered that significant.

To decide whether a country experiencing inflation will
always have a balance of payments problem, it would be
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necessary to know its rate, its stability, its cause and what is
happening to other parts of the balance of payments.

2. (a) The exchange rate is the price of one currency in terms of

another currency or currencies. If the currency is a freely
floating one, its value is determined solely by the market
forces of demand and supply. If it is a fixed exchange rate,
the price is set by the government, or central bank acting
on behalf of a government, or group of governments. The
price of a managed exchange rate will be influenced by the
government or central bank.

A floating exchange rate will fall if demand for it decreases
and/or supply of it increases. There are a number of reasons
why these changes may occur. If the price of the country’s
products are rising and demand for its exports is elastic,
foreigners will spend less on the country’s exports and so
will buy less of the currency. Inflation can also result in an
increase in the supply of the currency if it leads to a rise in
import expenditure. This is because more of the currency will
have to be sold to purchase foreign currency in order to try to
buy imports. The effect of a loss in price competitiveness on
the price of a currency is illustrated in this figure.
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A relative fall in the quality or marketing of the country’s
products would have a similar effect.

The demand for and supply of currency is influenced
not only by changes in demand for the country’s products
and foreign products but also by direct, portfolio and other
investment flows and by speculation. If the country’s interest
rate falls, ‘hot money’ is likely to flow out of the country.
Financial investors will sell the currency to buy, the currencies
of those countries which offer a higher rate of interest. If the
economic performance of the country declines, some firms
may be encouraged to move abroad. This would again result in
an increase in the supply of the currency and a fall in its value.

A large part of the activity in the foreign exchange market
is accounted for by speculation. If people believe that the
value of a currency will fall in the near future, they will sell
it now to prevent encountering a loss. Of course, their action
can contribute to the very outcome they are expecting.

In the case of a fixed exchange rate or managed exchange
rate, a government or central bank may lower the price
either because the price cannot be sustained or because it is
thought that a lower value will help improve the country’s
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macroeconomic performance. If there is widespread selling
of the currency because it is thought to be overvalued,

there may not be sufficient reserves of foreign currency

to maintain the exchange rate and raising the rate of

interest may also prove ineffective. A government may also
encourage a central bank to move its exchange rate to a lower
price to improve its current account position or stimulate
economic growth and employment.

(b) A fall in a country’s exchange rate is likely to influence its

macroeconomic performance but the impact it will have is
somewhat uncertain.

A fall in the exchange rate will reduce the price of the
country’s exports, in terms of foreign currency, and will raise
the price of imports, in terms of the domestic currency. A
fall in the price of exports should make them more price
competitive and lead to higher demand. Whether revenue
will rise or not depends on whether demand is elastic or
inelastic. If demand is elastic, a fall in price will cause a
greater percentage rise in demand and so result in an increase
in revenue. A rise in import prices should lead to a fall in
demand for imports. The effect on expenditure of imports
will again depend on price elasticity of demand. If demand is
elastic, import expenditure will fall,

The importance of elastic demand is emphasised in the
Marshall-Lerner condition. This states that a fall in the value
of a currency will lead to an improvement in the trade balance
only if the sum of the price elasticities of demand for exports
and imports is greater than one.

~  'The J-curve effect suggests that a fall in the exchange rate
“may initially worsen the trade position before it improves it.
This is shown in the following figure.

+

Z

Time

Trade balance

When the exchange rate first falls, there is not sufficient
time for consumers to make much of an adjustment to the
change in prices. It can take a while for households and firms
to notice price changes, to change contracts and to find new
suppliers. With inelastic demand, export revenue will fall and
import expenditure will rise, Then as time progresses and
buyers find alternative sources, demand is likely to become
more elastic. This may cause export revenue to rise, import
expenditure to fall and so the trade balance to improve.

Net exports are a component of aggregate demand and
$0 a rise in net exports will increase aggregate demand. Such
an increase can result in a rise in real GDP, if there is initially
spare capacity in the economy. The following figure shows
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Price level

3. (a)

Answers

that a shift to the right in the aggregate demand curve will
cause a rise in real GDP from Y to Y1.
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The higher output is likely to reduce cyclical
unemployment. There is a risk, however, that the increase
in aggregate demand may result in inflation. If the economy
is operating close to full employment, the higher aggregate
demand may lead to shortages and so push up the price
level. Higher import prices also increase costs of production
as imported raw materials become more expensive, directly
raise the price of finished imported products and reduce the
pressure on domestic firms to keep their prices low.

Whether a fall in its exchange rate will improve or worsen
a country’s macroeconomic performance will be influenced
by the size of the fall, the price elasticities of demand for
exports and imports, the level of spare capacity in the
economy and how domestic firms respond.

There are a number of reasons why a government may seek
to avoid a current account deficit. One is that it will reduce
aggregate demand. Net exports are a component of aggregate
demand and if imports exceed exports, net exports will be
making a negative contribution to the total demand for the
country’s products. As a result a current account deficit can
slow down economic growth and can cause unemployment.

A current account deficit may indicate problems in the
economy. It may arise due to poor quality products being
produced or a relatively high inflation rate. A current account
deficit can also put downward pressure on the country’s
exchange rate. A fall in the price of the currency may
restore the current account to balance but there is a risk that
domestic firms will become reliant on such declines to restore
their price competitiveness. Such a tendency would lead to
a significant fall in the price of the currency. A lower value
of the currency may also give rise to inflationary pressure by
raising the cost of raw materials and the price of a range of
products bought by domestic consumers.

A current account deficit, especially if it is of a large size,
may reduce confidence in the currency and the strength of
the economy. This could result in an outflow of direct and
portfolio investment.

A current account deficit also means that an economy
is living beyond its means, in the sense that the country’s
population is enjoying more goods and services than it is
producing. This situation can lead the country into debt and

1tub
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there may be a concern that other countries will become
reluctant to continue to lend to the country.

Most governments seek to achieve a current account
balance in the long run. The extent to which it will be
concerned about a current account deficit will be influenced
by its cause, its size, its duration and whether it is offset by an
inflow of direct and portfolio investment.

(b) One advantage claimed for the adoption of a floating exchange

rate is that it will free a government to concentrate on domestic
problems. Whilst, however, it is likely to give a government
more influence over its domestic performance, it does not
mean that a government can neglect the balance of payments.

In theory, under a floating exchange rate, the balance of
payments or at least the current account will always move
to an equilibrium position. This is because if, for instance,
there is a current account deficit, the exchange rate will float
downwards and, in theory at least, export revenue will rise
and import expenditure will fall until an equilibrium is again
restored. This will occur without any government action. So
a government wishing to concentrate, for example, on raising
employment may not regard the balance of payments as a
constraint when it decides to increase demand. For even if a
reflationary policy initially results in an increase in demand
for imports, the resulting depreciation of the exchange rate
will reduce the number of imports purchased.

It is also claimed that a floating exchange rate enables a
government to have more control over its interest rate policy.
With a fixed exchange rate, a government may have to use interest
rate changes to maintain the exchange rate at the set value.

A floating exchange rate, however, whilst giving a
government more opportunity to concentrate on internal
problems will not in practice mean that it can neglect the
balance of payments. This is becausc a floating exchange rate
does not always guarantee a balance of payments equilibrium
and because movements in the exchange rate will have an
impact on the economy.

If there is a balance of payments deficit, the exchange rate
will float downwards. The depreciation, however, will not
restore a current account equilibrium if demand for exports
and demand for imports is inelastic. This is because, in this
case, a fall in the price of exports will result in a smaller
percentage increase in demand for exports and hence, a fall
in export revenue. Also, a rise in import prices will cause
a smaller percentage fall in demand for imports and so
expenditure on imports will rise.

A balance of payments deficit may also arise due to a net
outflow from the financial account. Higher interest rates
abroad, lower taxes and better economic prospects may cause
direct and portfolio investment to leave the country.

A government may be concerned that a fall in the value
of the exchange rate may give rise to inflationary pressures
since the rising import prices may increase raw material costs
and may stimulate wage demands. One disadvantage of a
floating exchange rate is the ratchet effect. This is that when
the exchange rate floats down workers, experiencing rises in
the cost of living, press for wage rises but when the exchange
rate floats upwards and the workers experience a reduction in
the cost of living, they do not ask for a wage reduction. So the
pressure over time is for wage rises.
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A government may also use the exchange rate to stimulate
economic growth and employment. Lowering the exchange
rate may increase aggregate demand, raise output and create
more jobs.

So although a floating exchange rate may be used as a
policy measure rather than a policy objective, the government
cannot ignore the balance of payments position nor can it
presume that a floating exchange rate will guarantee a balance
of payments equilibrium.

Chapter 11

Answers to short questions

1.

Exchange controls are an expenditure switching policy measure.
They are designed to encourage people to switch from imports
to domestic products by restricting how much of the domestic
currency can be changed into foreign currency to spend on
imports and investment abroad.

. Government subsidies can enable domestic firms to reduce their

prices. This can encourage people to switch their expenditure

" from imports to domestic products.
. Two factors that would restrict a central banlds ability to influence its

exchange rate are a lack of reserves of foreign currency and the effect
that a change in the interest rate will have on its macroeconomic
objectives. A central bank will not be able to raise the value of its
currency by buying the currency, if it does not have sufficient reserves
of foreign currency to do so. Raising the rate of interest to create an
increase in demand for the currency may have an adverse effect on
economic growth and employment if it reduced aggregate demand.

. A current account deficit may be self correcting if there is a floating

exchange rate. In this case if, for instance, imports are exceeding
exports of goods and services, there will be downward pressure

on the exchange rate. If the exchange rate falls, export prices will
decline and import prices will rise. If the Marshall-Lerner condition
is met, this will lead to an improvement in the current account.

. Expenditure dampening policies may reduce aggregate demand

if they lower consumption and investment more than they
increase net exports. If expenditure dampening policies do
reduce aggregate demand, they will lower economic growth and
employment. In contrast, expenditure switching policies are more
likely to increase aggregate demand and so increase economic
growth and employment.

. Removing trade restrictions, such as tariffs and quotas, may

reduce a current account surplus as it may result ifi-more spent on
imports. Removing tariffs is likely to reduce the price of imports
and removing quotas will permit more imports into the country.

. The imposition of import restrictions may increase the inflation

rate by raising both the price of imported products and the price of
domestically produced products. A tariff is a tax on import, and at
least some of this tax may be passed on to the consumer in the form
of a higher price. Observing that the price of imports has increased
may encourage some domestic firms to increase their prices.

. Two factors that would be likely to increase the effectiveness of

expenditure switching policies are rising incomes abroad and
a high price cross elasticity of demand between imports and
domestically produced products.
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9. Moving from a current account deficit to a current account
surplus could create inflationary pressure as it would increase
aggregate demand and bring more money into the economy.

10. A rise in the rate of interest may reduce spending on imports.
It will discourage borrowing and encourage saving and so
encourage spending on both imports and domestically produced
products. There is a possibility, however, that it may increase
expenditure on imports. This is because a higher rate of interest
may attract hot money flows from abroad and drive up the
exchange rate. A higher exchange rate will lower import prices
and so may encourage people to switch from buying domestically
produced products to buying imports.

11. It will rise, making Pakistan’s products less internationally
competitive. The real exchange rate is the nominal exchange rate
X domestic price level/foreign level.

* 12. Expenditure switching policies would be more likely to increase

aggregate demand. This is because they are designed to increase
exports and reduce imports. In contrast, expenditure dampening
policies are deflationary.

13. A firm may welcome a rise in its country’s exchange rate if it is an
importer or if it is an exporter of products which have inelastic demand.

14. Devaluation would lower the external value of the currency. So by
avoiding devaluation, the government is seeking to maintain the
external value of the currency. Adopting deflationary fiscal policy
would imply that the government is trying to prevent the internal
value of the currency falling.

15. A central bank may seek to reduce a current account deficit by
attempting to reduce the exchange rate. It may try to do this by
selling the currency and/or lowering the rate of interest. Selling
the currency may increase the domestic money supply if some of
the extra money comes back into the country. A rise in the money
supply can cause an increase in aggregate demand. A cut in the
rate of interest can also raise aggregate demand by encouraging
an increase in consumer expenditure and investment. Higher
aggregate demand can result in demand-pull inflation if there is a
lack of spare capacity in the economy.

16. The expenditure dampening measure is to change the rate of
interest and the expenditure switching measure is devaluation.

Answers to revision activities

e
Sale of the currency by the central bank

Increase in the supply of the currency

Depreciation of the currency
Fall in export prices allnd rise in import prices
Rise in net exports
Reduction

in current
account deficit

Rise in aggregate demand

Increase in Fallin
demand-pull unemployment
inflation
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A cut in the rate of Reduce cost-push inflation

interest Reduce unemployment

An increase in Increase economic growth
government spending on  Increase net exports
education

A rise in income tax Reduce demand-pull inflation

Reduce income inequality

The removal of tariffs Reduce a current account surplus
Reduce cost-push inflation

3. (a) A depreciation. A rise in the US rate of interest may
encourage some Australians to place money in US financial
institutions. In this case, they will sell Australian dollars to
buy US dollars. The rise in the supply of Australian is likely to
reduce its price.

(b) An appreciation. If incomes rise in the European Union,
demand for Australian exports is likely to rise. This will
increase demand for the Australian dollar.

(c) A depreciation. Demand for Australian exports will fall,
resulting in a fall in demand for the Australian dollar.
Australian demand for imports will increase, causing an
increase in the supply of dollars.

(d) A depreciation. Successful expenditure policies would result
in lower spending by Americans, including lower spending on
imports. Demand for Australian products would fall, causing
a fall in demand for Australian dollars.

(e) An appreciation. A large number of tourists would come to
Australia to witness events at the global sporting event. This
will increase demand for Australian dollars.

(f) An appreciation. Multinational companies will demand
Australian dollars to spend on setting up their overseas
branches.

4. Internal: (b), (c) and (e)
External: (a) and (d)

5. Decrease: (b), (c) and (d)

Increase: (a) and (e)

Answers to multiple choice questions

1. C An increase in the rate of interest may encourage foreigners to
put money into the country’s financial institutions. This will increase
demand for the currency, driving up the exchange rate. A higher
interest rate would increase savings but reduce investment. It would
also reduce aggregate demand and so increase unemployment.

2. A A devaluation of the currency would reduce export prices and
raise import prices. If demand for exports and imports is elastic,
this will result in an improvement in the balance of trade position.
B, C and D would all increase spending on imports and might
divert products from the export market to the domestic market
and so would tend to increase a balance of trade deficit.

3, A Moving to a deficit would result in money leaving the
country. A trade deficit would tend to increase unemployment,
reduce the exchange rate and reduce real GDP.
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B A government subsidy to domestic producers would reduce
the price of their products and so may encourage both domestic
consumers and foreigners to buy more domestically produced
products and fewer foreign produced products.

. D By lowering export prices and raising import prices,

devaluation will lower the terms of trade. Devaluation may raise
employment. It may be caused by a fall in the rate of interest but is
unlikely to cause it. If devaluation stimulates economic activity, it
may increase a budget surplus.

. B A reduction in government spending may lower aggregate

demand or at least lower the growth in aggregate demand. This
may reduce inflationary pressure. It may also lower expenditure
on imports and put pressure on domestic firms to increase
their exports.

. B An expenditure dampening policy would reduce consumer

expenditure. With consumers spending less, imports are likely to
fall and domestic firms may put more effort into selling products
to other countries.

. C  An upward revaluation of the currency would raise export

prices and lower import prices. This will reduce a current account
surplus if demand for exports and imports are elastic. Lower
import prices will reduce the prices of some finished products
produced, and may lower the prices of some domestically
produced products if they use imported raw materials. Higher
export prices do not affect the country’s inflation rate as the
country’s population does not buy exports.

. D An increase in income tax would reduce the country’s

inflation rate by reducing consumer expenditure and so aggregate
demand. It may also reduce a current account deficit if the fall

in consumer expenditure reduces spending on imports. A and

B would reduce a current account deficit but would increase
inflation. C might reduce the inflation rate but may also increase

a current account deficit by raising export prices and lowering
import prices.

B Lower government spending and a higher rate of interest would be
likely to reduce aggregate demand. This might lower the inflationary
pressure which might result from a current account surplus.

Answers to data response questions

(a) Both a customs union and a free trade area do not have
restrictions on the movement of products between member
countries. A customs union requires member countries to
impose the same tariffs on the imports from non-members. A
free trade area, however, allows member countries themselves
to decide whether they want to impose tariffs on imports from
non-members and, if so, what the tariffs should be.

(b) (i) The value of the Mexican currency fluctuated over the

period. It rose against the US dollar from the start of 1997

= through 1998 and then fell. Over the whole period, it rose by
approximately 15 index points. In contrast, the value of the
Argentine currency remained fixed throughout the period.

(ii) The value of the Mexican currency may have risen because
the price competitiveness of the country’s products may
have increased. A lower rate of inflation in Mexico may have
increased demand for Mexico’s exports and reduced Mexico’s
demand for imports. These changes would have increased
demand for Mexico’s currency whilst decreasing the supply.
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(iii) The fixed level of the Argentine exchange rate may have
been achieved by its central bank buying and selling the
currency to avoid fluctuations. The central bank may also
have changed its interest rate to influence the demand
and supply of the currency in order to offset market
fluctuations.

(c) (i) Mexico experienced an inflation rate of 50% from the

start of 1997 to the end of 1999. Argentina experienced
aslight fall in its price level over the period, in other
words, deflation.

Mexico’s high rate of inflation would be expected to cause
a fall in the exchange rate. With prices rising rapidly

in Mexico there is likely to have been a fall in Mexico's
exports and a rise in Mexico's imports. This would

have reduced demand for the currency and increased

its supply. The impact of the high inflation may have
contributed to the fall in the peso in 1999.

(ii

—

(d) The devaluation of a country’s exchange rate may improve the

country’s balance of trade position. If demand for exports and
imports is price elastic, and so the Marshall-Lerner condition is
met, export revenue will rise and import expenditure will fall.

If, however, demand is price inelastic, a devaluation will
worsen the balance of trade position. It is also possible that
whilst devaluation may cause demand for exports to rise by
a greater percentage than the fall in their price, it may be
difficult to increase exports if the economy is working at full
capacity. The effect of the devaluation may also be offset by a
fall in income abroad, the imposition of trade restrictions or
other countries devaluing.

2. (a) (i) Balance on services

(ii) Balance on goods

(b) The current account balance was 686.7m emalangeni in 2003,

—652.7m in 2005 and -461.8m in 2007. So the balance went from
a surplus to a deficit. The deficit fell slightly from 2005 to 2007.

(c) (i) Comparative advantage arises when a country can produce

a product at a lower opportunity cost than another.

(ii) The Central Bank’s report suggests that Swaziland
has a comparative advantage in agricultural products,
processed agricultural products and relatively low valued-
added manufactured products. Countries usually have
a comparative advantage in agricultural products when
they have fertile agricultural land and in low valued
manufactured products when they have a supply of low
skilled, low waged labour.

(d) For a depreciation to succeed in increasing a country’s export

(e

—

revenue, it is necessary for demand for exports and imports
to be price elastic, so that export revenue rises and import
expenditure falls. It is also necessary that the supply of exports
is elastic, so that advantage can be taken of higher demand.
In addition, it is important that other countries do not
devalue their currencies and that they do not improve import
restrictions on the country’s products.

Swaziland's use of tariffs may have been one of the reasons
why the EU removed its ban on Swaziland’s beef exports.
Tariffs also raise revenue for the government and may be
used to protect infant, strategic or declining industries. For
instance, Swaziland may want to build up its meat products
industry but the industry may not yet be large enough to
exploit the available economies of scale. In the short term,
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tariffs may also turn the country’s deficit into a surplus. In
the longer term, however, it may not reduce imports but
also reduce exports if the EU retaliates and a trade war
develops. Swaziland may also be reluctant to impose tariffs
on EU products if the EU imports put competitive pressure
on domestic firms to keep prices low or if the imports lack
domestic substitutes.

3. (a) A country might open its economy to free international trade

by removing tariffs and quotas on imports.

(b) (i) ]_apan‘é comparative advantage appears to lie in high

technology-intensive products. This suggests that Japan
benefits from high levels of investment and high skilled
workers. In contrast, at the time, China seemed to

have a comparative advantage in making lower quality

manufactured products due to its low productivity and
low wage labour.

(ii) The total value of trade was greater for Japan than China
in 2000 —$802bn compared to $465bn. As a percentage,
however, international trade was more important for
China as it accounted for 42% of its GDP whereas for
Japan it was 16%.

Both countries experienced a current account surplus,
and so in both countries, international trade made a
positive net contribution to aggregate demand. Japan had
a larger surplus as a percentage of GDP than China.

(c) Japan experienced a very low rate of inflation over the

previous ten years and actually experienced deflation in
2000. China’s inflation rate over the previous ten years was
noticeably higher than Japan’s - 6.3% points. In 2000, it

" experienced inflation but it was a very low rate.

(d) China presents both a threat and an opportunity to Japan.

In 2000, it was producing standard models of TVs and cars
and as the economy develops it may move into high quality
models and compete with Japan. China may also start to
compete with Japan in other products and may capture some
of its exports markets. Japanese multinational firms have set
up branches in China and more Japanese firms may decide to
relocate production to China. This may have an adverse effect
on Japanese employment and economic growth.

There is the possibility, however, that if Japanese firms
respond to the increased competition from China by raising
their efficiency, Japan may benefit from the economic
development of China. A growing Chinese economy will
purchase more imports. As the skills of Chinese workers and
their productivity rises, the country may provide Japan with
cheaper imports of raw materials. This would reduce Japanese
firms’ costs of production. It may also enable branches of
Japanese multinational companies, based in China, to send
greater profits back to Japan.

Answers to essay questions

1. (a) A currentaccount deficit means that the value of debit items on

the current account exceeds the value of credit iterns. This means
that there has been a net outflow of money on the current account.
The current account has four parts. These are trade in
goods, trade in services, income and current transfers. Trade
in goods is also sometimes known as the visible balance or the
merchandise balance. It is calculated by deducting the value
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of imports of goods from the value of exports of goods. Trade
in services is also referred to as the invisible balance. This part
covers, for example, transportation, travel, communications,
construction, finance and education. A trade in services
surplus means that the income earned from selling services to
other countries would exceed expenditure on services bought
from other countries. Income covers mainly investment
income and includes net flows of dividends, profits and
interest. Current transfers include food aid, subscriptions to
international organisations and workers’ remittances.

A current account deficit might result from a deficit
on all four parts or a deficit on one or some parts which is
greater than a surplus on one or more parts. For instance,
a trade in goods deficit may be larger than surpluses on the
other three parts.

(b) Imposing tariffs to correct a current account deficit is an

2. (a)

expenditure switching measure. It is designed to encourage
people to switch their spending from imports to domestically
produced products.

A tariff is a tax on imports. To cover the tax, foreign
producers are likely to raise the price of imports. If the tariffs
are large enough, the price of imports may fall. This may be
sufficient to correct a current account deficit. Imposing tariffs
may also permit infant industries to grow which in the longer
run may reduce imports and increase exports. Tariffs may also
be used to control dumping from foreign producers. There is
a risk, however, that tariffs may provoke retaliation and lead
to a price war, reducing not only imports but also exports.

If, however, the domestically produced substitutes are of
a poorer quality, people may not buy them even if they are
now cheaper than imports. It is also possible that foreign
producers may absorb most or all of the tax and so imports
may still remain price competitive. The imposition of tariffs
will also not be an effective policy measure, if the current
account deficit has arisen due to a net outflow of income and/
or current transfers.

Even if the imposition of tariffs does reduce a deficit in
the short run, it is possible that it may not be a long term
solution. If the deficit has been caused by high inflation or an
overvalued exchange rate, the problem is likely to reappear.
Indeed, tariffs may make the situation worse in the long run.
This is because they may reduce the competitive pressure
on domestic firms to keep their prices down and to raise the
quality of what they produce.

The government of a country which is a member of a
trading bloc will be restricted in its ability to impose tariffs.
Any country, whether a member of a trading bloc or not, has to
consider what has caused the deficit, whether imposing tariffs is
likely to impose the situation and what is the risk of retaliation.

A devaluation occurs when a government changes its fixed
exchange rate to a lower fixed exchange rate. It will reduce
the price of exports in terms of foreign currency and raise the
price of imports in terms of the domestic currency.

For a devaluation to succeed in reducing a trade deficit,
it is necessary for the combined elasticities of demand for
exports and imports to be greater than one. This is known
as the Marshall-Lerner condition. If the Marshall-Lerner
condition is met, there should be a fall in the gap between
import expenditure and export revenue. If, however, demand
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is price inelastic, reducing export prices and raising import
prices would increase a trade deficit.

The J-curve effect suggests that the price elasticity of
demand for exports and imports and that a depreciation may
make the trade deficit larger before it improves it. In the short
term, demand for exports and imports is usually price inelastic.
This is because it takes time for people to recognise that prices
have changed and to change contracts. With inelastic demand,
a devaluation will reduce export revenue and raise import
expenditure. In the longer term, when people have had time to
realise the price changes and to adjust their purchases, demand
may become price elastic and the trade position may improve.
The following figure shows that the country starts with a trade
deficit. This deficit initially increases before it moves into a
surplus, giving the curve its J-shape.

Trade
balance

o \_/ -

(b)-Some expenditure dampening policies may reduce a trade

deficit in the short run. For example, if increasing income
tax reduces consumer expenditure, demand for imports

is likely to fall. Lower demand for domestically produced
products may also encourage domestic firms to increase their
efforts in searching out new export markets. In addition,
lower consumer expenditure may reduce inflation and make
domestically produced products more price competitive.

In the longer run, however, if the trade deficit has been
caused by a lack of quality competitiveness or inflationary
pressure due to higher costs of production, any reduction in
a trade deficit may be short lived. As consumer expenditure
returns to its previous levels, imports will again increase.

There is also the risk that some expenditure dampening
policies may actually increase a trade deficit. A rise in the
rate of interest may reduce spending on imports by lowering
consumer expenditure, It may, however, also increase the value
of the currency by attracting hot money flows into the country
and so raising demand for the currency. The appreciation
of the exchange rate will increase export prices, which may
reduce export revenue, and lower import prices, which may
raise import expenditure. In addition, a higher interest rate
may discourage investment which, in the long run, may reduce
both the price and quality competitiveness of domestic firms.

A cut in some forms of government spending may also
reduce the price and quality competitiveness of domestic
firms. For example, a reduction in government spending on
education and training may lower labour productivity and
cuts in government spending on investment may reduce
praduct development and raise costs of production.
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Although expenditure dampening measures may reduce a
trade deficit in the short run, they may have adverse effects on
other macroeconomic objectives. In the long run, other policy
measures, including education and training may be more
effective in reducing a trade deficit.

3. (a) An appreciation of a currency means that its exchange rate rises

with each unit of the currency purchasing more of another
currency or currencies. It will result in a rise in export prices in
terms of foreign currencies and a fall in import prices in terms
of the domestic currency.

Domestic citizens do not buy their country’s exports and
exports are not included in the consumer price index, an
important measure of inflation. The citizens do buy imports
and lower import prices are likely to reduce inflationary
pressure in the country. This is for three main reasons. One
is that some of the products consumers buy will fall in price.
The more imports they do buy, the larger this impact will be.

The price of imported raw materials will also fall. This
will reduce domestic firms’ costs of production. This may
enable them to reduce their prices and possibly increase their
profit levels.

In addition, lower import prices will put pressure on
domestic firms that produce substitute products to avoid
price rises. So both directly and indirectly an appreciation can
lower a country’s inflation rate. The extent of its influence will
depend on the size of the appreciation and what proportion
of raw materials and products purchased by consumers are
imported.

(b) A rise in an economy’s inflation rate may result in a
depreciation of the floating exchange rate. If the economy’s
price level is rising more rapidly, this may make its products
less internationally competitive. This may result in a fall in
demand for its exports and a rise in demand for imports.
Demand for the currency will fall whilst the supply of the
currency will rise. As shown here, these changes will cause the
value of the currency to fall.

Priceofthe | D S
currency | p, S,

B,
7

S s/ D,

e} Q Q
Quantity of the currency

A rise in an economy’s inflation rate may put downward
pressure on a fixed exchange rate but may not cause the
exchange rate to change. This is because a central bank may
buy up the currency or raise the rate of interest to offset the
downward pressure.

Even in the case of a floating exchange rate, a rise in
an economy’s inflation rate will not necessarily cause a
depreciation in the exchange rate. Other countries may be
experiencing even higher rates. It is also possible that despite
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a high inflation rate, other countries will still want to purchase
the country’s exports. This may be because incomes abroad
are increasing or the quality of the country’s products is
improving.

As well as trade flows, there are other influences on the
exchange rate. An economy may currently be experiencing
arise in its inflation rate, but if its economic performance is
forecast to improve, speculators may increase demand for the
currency. In addition, foreign multinational companies may be
encouraged to set up in the country if consumer expenditure is
rising. This would again increase demand for the currency.

For an economy operating a floating exchange rate, a rise
in an economy’s inflation rate might be expected to cause
depreciation in the external value of the currency. There are a
number of reasons, however, why this might not be the case.

Chapter 12

Answers to short questions

1.

Economic inefficiency occurs when productive efficiency and
allocative efficiency are not achieved. Output is produced at a higher
cost than possible and does not fully reflect consumer demand.

. Productive inefficiency is illustrated on a production possibility

curve diagram by a production point inside the curve as
illustrated here.

X =Inefficient

& production point
8
o
=]
g °X
.
o
(6]

o Consumer goods

. If output is at a point where price is below marginal cost, too many

resources are being devoted to producing the product. The cost of
the last unit exceeds the value consumers place on it.

. Achieving economic efficiency will not solve the economic

problem. Wants are always likely to exceed resources. The gap,
however, will be lower than if there is economic inefficiency.

. The existence of long run shortages in a market indicates that a

market is inefficient. Devoting more resources to producing the
product would increase welfare.

. International trade may promote economic efficiency as it can

permit countries to specialise in producing those products
it is better at making. This way it can raise output and lower
production costs.

. The existence of unemployed resources means that national output

is lower than possible. The country will be producing below its
productive potential and will be productively inefficient.

CTURE

MEG A

o


www.youtube.com/megalecture

Online Classes : Megalecture

mail.com

www.youtube.com/megalecture
www.megalecture.com

238 Answers

8.

10.

1.

In the case of merit goods, allocative efficiency is not achieved. Not
enough resources are allocated to their production. They are under-
consumed and so under-produced.

. A tax on a demerit good will reduce efficiency if it is set so high that

it moves the market from over-consumption to even greater under-
consumption.

It is difficult to achieve allocative efficiency in the case of public
goods as it is difficult to assess how much consumers value

the products. This is because they do not have to reveal their
preferences.

Answers to revision activities

(a) A reduction in unemployment would increase productive
efficiency. More use would be made of factors of production
and output would increase.

(b) Reallocating resources from producing demerit goods to
producing merit goods would increase allocative efficiency.
This is because resources would be moved from producing
products that are overproduced to those that are under-
produced.

(c) A reduction in surpluses would increase allocative efficiency.
Resources would not be wasted.

(d) A reduction in labour productivity would reduce productive
efficiency. Costs per unit would be driven up above the
minimum level.

(e) A switch from producing less popular to more popular
products will increase allocative efficiency. Producers will be
responding more effectively to consumer demand.

(f) Organisational slack can also be referred to as X inefficiency.
It arises when firms do not minimise average costs due to
a lack of competitive pressure. It may involve managers
permitting some spare capacity to exist. If too much
organisational slack exists, a reduction may increase
both productive and allocative efficiency. If, however, all
organisational slack is eliminated, it may become difficult for
firms to adapt to market conditions and so both allocative and
productive efficiency may be reduced.

False. A shift to the right in the production possibility
curve shows that the economy is capable of producing
more. It does not in itself, however, indicate an increase

in productive efficiency. To assess whether productive

efficiency is being achieved or not, it would be necessary

to assess where the production point is relative to the
production possibility curve.

(b) True. If average revenue is above marginal cost, not enough
resources are being allocated to producing the product.
Consumers are valuing the product more than it is costing to
produce it - there is a welfare loss.

(c) True. When allocative efficiency is achieved, consumers are
paying an amount for the last unit consumed which matches
society’s valuation of the resources used to make that unit.

{d) False. To achieve economic efficiency, marginal social cost
should equal marginal social benefit.

(e) True. Information failure can result in people under-

consuming merit goods and over-consuming demerit

goods. This causes too few resources being devoted to
consumer goods and too many resources being devoted to
demerit goods.

—
2]
—
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Answers to multiple choice questions

1.

10.

11.

C  Allocative efficiency is achieved where the value consumers
place on a product (reflected in the price they are prepared to pay)
is equal to the cost of producing the last unit.

. B A more efficient allocation of resources will enable an

economy to produce more goods and services with existing
resources.

. B To be productively efficient an economy needs to be making

full use of its resources. The economic problem cannot be solved.
Macroeconomic equilibrium may occur at any level of economic
activity. If an economy can produce more of one good without
producing less of another good, it is inefficient.

. C Output C occurs where average revenue (price) equals

marginal cost. At this point allocative efficiency is achieved.

. D Ifataxis imposed which is equivalent to external costs,

output should occur where marginal social cost equals marginal
social benefit. Fewer resources will be devoted to the product.
Output will decrease and demand will contract rather than
decrease.

. C Points X and Y are both productively efficient as they both

occur on the production possibility curve. To know what effect
the movement along the production possibility curve has on
allocative efficiency, it would be necessary to have information on
consumers’ preferences.

. A International trade can allow countries to specialise which, in

turn, can increase output and reduce costs. B and D would reduce
efficiency and C does not directly affect efficiency.

. A Animprovement in the state of technology would increase

the amount that could be produced with existing resources. B, C
and D would not increase output and, indeed, D would reduce
productive capacity and may lower output in the longer term.

. C Producing inside a production possibility curve (PPC) means

that not all resources are employed. Making use of unemployed
resources means that more can be made of both products. It is not
necessary to switch resources from making less of one product

to making more of another product. A PPC does not provide
information about the distribution of income or prices.

B A Pareto improvement occurs when a change in the use

of resources causes at least one person to be better off without
causing any one else to be worse off. A movement from X to

B increases person R’s utility, whilst leaving person T’s utility
unchanged. A movement from X to A reduces both people’s
utility. A movement from X to C increases person R's utility but
reduces person T’s utility. Finally, a movement from X to D leaves
person Ris utility unchanged but reduces person T's utility.

D The tax on the substitute good might initially have meant
that its price exceeded its marginal cost and that it was under-
consumed. The introduction of a tax on a rival product may
increase the demand for the substitute moving consumption
closer to the efficient level. A tax on a complementary good may
also mean that this product was initially under-consumed. This
time, however, the introduction of a tax on a product which is in
joint demand will reduce demand for the complementary good. A
and D would also increase inefficiency as they would move price
away from marginal cost.

TURE

)T


www.youtube.com/megalecture

Online Classes : Megalecture

mail.com

www.youtube.com/megalecture
www.megalecture.com

12. D Producer surplus rises by PPXUV whilst consumer surplus falls

by PPXTYV, giving a net benefit of TVU. The cost to the government
is PX multiplied by quantity purchased which is YZ - giving a total
cost of YTUZ. So the net loss to society is YTUZ - TVU which is
equal to YTVUZ.

Answers to data response question

(a) In the short run, firms are regarded as being productively
efficient when they produce any given output at minimum
cost. In the long run, productive efficiency is achieved by
producing at the lowest point on the lowest average costs
curve. To be allocatively efficient, firms have to produce
where price equals marginal cost.

(b) The information mentions that a lack of competition reduces
the pressure on firms to keep their costs low. This indicates
that at least some Latin American firms might not have
been productively efficient. It also mentions that the lack of
competition reduces pressure on firms to ‘respond quickly
and fully to changes in consumer demand. This implies that
firms may be allocatively inefficient — not producing the right
products in the right quantities.

(c) Latin American governments could increase spending
on education and training and could provide investment
subsidies to increase efficiency. A more educated and
better trained labour force should have higher productivity.
This should reduce firms' costs of production. A more
educated and better trained labour force should also be
more geographically and occupationally mobile, should
adapt more quickly and fully to changes in consumer
demand and so increase efficiency.

Investment subsidies should encourage firms to undertake
more investment. New investment also often embodies
advanced technology. Having more and better quality capital
equipment should cut costs of production and may increase
flexibility of production. If this is the case, again productive
efficiency and allocative efficiency should increase.

(d) (i) The information in Table 1 is inconclusive. Venezuela

does have both the highest inflation rate and the highest

unemployment rate. Argentina, however, which has the
second highest inflation rate has only the fourth highest
unemployment rate. Chile has the lowest inflation rate
but the second highest unemployment rate.

A high unemployment rate is an indication of productive

inefficiency. When an economy has a high unemployment

rate, it will be producing inside its production possibility
curve. With unemployed resources, actual-output is
below potential output.

A high inflation rate may indicate inefficiency but this
is not necessarily the case. Producers becoming more
productively inefficient can contribute to cost-push
inflation. This type of inflation, however, may also be
caused by external shocks. Domestic producers may be
relatively efficient but a rise in the price of imported fuel
may drive up costs. In addition, inflation may be of a
demand-pull nature. Producers may be producing the right
products in the right quantities and at the lowest possible
cost. If, however, aggregate demand exceeds the maximum
output the country can produce, inflation will occur.

(ii)

MEGA
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Answers to essay questions

2.

1. Economic efficiency occurs when resources are used in a way that
maximises economic welfare. It is achieved when both allocative
efficiency and productive efficiency are attained. Allocative efficiency
occurs when the right products are produced in the right quantities.
Firms produce where price equals marginal cost and, in the wider
sense, where marginal social benefit equals marginal social cost.

Productive efficiency is achieved when firms produce at the
lowest possible average cost and the economy makes full use of its
resources.

Market forces can provide both an incentive (carrot) and a
threat (stick) for firms to be efficient. Those firms which make the
products consumers want at the lowest cost may earn supernormal
profits at least in the short run. In contrast, those firms which fail
to be allocatively efficient may be driven out of the market.

There are, however, a number of reasons why market forces
may not achieve economic efficiency and so why government
intervention may be needed. Private sectors, monopolies and
oligopolies, pursuing maximum profit, will produce where price
is greater than marginal cost.

Private sector firms are also likely to take into account in
making their production choices. They are likely to base their
decisions on private costs and benefits. For example, private
sector farms may cut back on costs by disposing of animal waste
in rivers and private sector factories may emit greenhouse gases
which contribute to climate change.

Private sector firms will also fail to produce public
goods, will under-produce merit goods and will over-produce
demerit goods. They will not make public goods as they
will have no financial incentive to charge directly for them.
This is because they will not be able to exclude free riders.
They will not devote sufficient resources to producing merit
goods as they will be under-consumed. In contrast, too many
resources will be devoted to demerit goods as these will be
under-consumed.

A lack of factor mobility may also result in shortages and
surpluses in markets. Labour market failure may occur leading to
unemployment.

Government intervention can seek to regulate private
sector monopolies and oligopolies. It can also try to convert
externalities into private costs and benefits, to encourage the
consumption and production of merit goods and discourage the
consumption and production of demerit goods. Government
policies, including educational policies, may promote an increase
in labour mobility and expansionary fiscal and monetary
policies may be used to increase aggregate demand and so lower
unemployment.

There is, however, no guarantee that government intervention
will reduce inefficiency. Government failure may occur, for
instance, if government intervention is based on inaccurate
information. There are disagreements, for instance, about the causes
of climate change and whether government intervention is needed.

(a) Efficiency in the use of resources covers both allocative
efficiency and productive efficiency. The following figure
shows the allocatively efficient output is X. At this level of
output the value people place on the last product consumed is
equal to the cost of that last unit. The right quantity of output
is produced.

me:
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An output of W would be allocatively inefficient. This is
because consumers value the product more than it is costing
to make it. There is an insufficient quantity of resources
devoted to making the product and there is a welfare loss |
represented by the area ABC. Mutually beneficial transactions
are being forgone. An output of Y would also be allocatively
inefficient. In this case, the cost of producing the product
exceeds the utility consumers gained. There is overproduction
and a welfare loss of CDE is created.

Productive efficiency occurs when firms are producing
the maximum output for a given quantity of resources and
producing that output at the lowest possible cost. This can
also be viewed as producing a given level of output with the
minimum quantity of resources.

Productive efficiency in an economy takes place when
production occurs on the production possibility curve as
illustrated by point Z in the following figure.

Capital goods

AC,
AC,
@8
§ AC
X
0 Qutput

(b) The government’s decision to spend a large amount of

money and resources to help with the reconstruction of
the area will have implications for taxation or government
spending. The government may raise tax rates or widen the
tax base to finance the extra expenditure. Alternatively, the
government may switch spending from, for instance, defence
or education to the restoration efforts. Either way, there
will be an opportunity cost. Taxpayers may have to forgo
some consumer expenditure or saving, or some government
departments may have to sacrifice some of their projects.
The government might also decide to borrow money to

finance their expenditure on the restoration. An increase in
government borrowing may push up the rate of interest. This
may result in crowding out with private sector firms reducing
their investment because of the higher interest rate and

-~ possibly shortage of loanable funds.
~ Extra government spending, however, may raise real
gross domestic product (GDP). Government spending is an
injection into the circular flow and, ceteris paribus, will cause
a multiple increase in real GDP. The following figure shows
a rise in government spending will cause a rise in aggregate
demand from AD to AD1. If the economy is initially
operating below full capacity, this can result in a rise in both
output and the price level.

AD, LRAS

AD

O Consumer gooc;s

X

)

Price level

If the economy is producing at point Y, thére are
unemployed resources and some industries may be losing
more resources than necessary for the output they are AD;
making. By employing all resources and by ensuring \
all industries are productively efficient, the economy’s AD
output can rise to Z. At production point Z, it will not be
possible to make more capital goods without making fewer
consumer goods and vice versa. 0 Y

For an individual firm, productive efficiency occurs when
it produces any given output at the lowest possible average
cost. Productive efficiency is sometimes defined as producing
at the lowest point on the lowest average cost curve, This is
shown as point X in the following figure.

Y4 Real GDP

Not all of the extra government spending may be injected
into the domestic economy. Some may be spent on imports.
In this case, any trade deficit may increase. The huge floods
would themselves have been likely to reduce exports. Some
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resources would have been destroyed and damaged which
would have lowered the output of a range of products,
including agricultural goods.

As well as considering the effects on the macroeconomy,
the government would have to decide how to spend the
money and allocate resources. The government may directly
provide goods and services in the region or may decide
to subsidise private sector firms to provide the products.

In making its decision, it will have to consider the relative
efficiency of the private sector and public sector.

Chapter 13

Answers to short questions

L

A change in the price of a product or a change in the marginal
utility gained from a product could cause consumers to change the
pattern of their spending,

. A person would be unlikely to consume a quantity of a product

where total utility is falling as this would mean that marginal utility
is negative. Consuming the last unit would have reduced total
satisfaction which would be irrational.

. If the price of one of the two products falls, the budget line will

rotate outwards. This shows that a larger amount of the product can

be purchased with a given level of income.

4. A rise in marginal product and a rise in the price of the product.

10.

1k

12.

13.

. More capital-intensive methods of production and improvements

in the capital equipment used have raised agricultural output.

. Labour is not demanded for its own sake but for what it can

produce. So the amount of labour demanded depends on the
demand for the products it can produce.

. One reason why demand for nurses has increased in most

countries in recent years is due to increase in life expectancy.
With people living longer, demand for health care has increased.
Another reason why demand for health care has increased and
so demand for nurses has also increased is a rise in income. As
people get richer they demand more and better health care.

. Three reasons why people may switch from a higher paid to a lower

paid occupation are that they may believe they will gain more job
satisfaction from it, it may provide more job security and it may
provide a better pension.

. A closed shop occurs when to work in a job, people have to belong

to a trade union.

Raising educational standards should increase workers' skills and
mobility. This is likely to mean that there will be a range of well-
paid jobs they can do. The gap between what they are earning now
and what they could earn in their next best paid job should narrow.
Fixed costs are costs which do not vary with output in the
short run. In contrast, variable costs rise as output rises. In the
long run all costs are variable costs as this is the time period
when the quantity of all factors of production can be altered.
Financial economies of scale, managerial economies of scale,
staff facilities economies of scale and, of course, risk bearing
economies of scale.

External economies of scale are sometimes referred to as
economies of concentration because they arise when the firms in
the industry are concentrated in one area. For instance, colleges
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are more likely to run specialist courses for car mechanics if there
are a number of car firms nearby.

Among the factors that may prevent a firm from expanding are
demand for a product not increasing, a lack of finance and difficulty
in attracting factors of production.

A sole trader can use retained profits or borrow to finance
investment. A large public limited company can also use retained
profits and borrow but it can also sell shares on the stock exchange.

A perfectly competitive firm's marginal revenue and average
revenue are equal and both will remain constant if the firm
increases its output. In contrast, a firm operating under
conditions of monopolistic competition, a firm’s average revenuc
will exceed its marginal revenue. Average revenue and marginal
revenue will also fall with output.

A firm might stay in an industry, despite making a loss, as long as
it can cover its variable costs and believes that in the longer term it
will return to profitability.

. Predatory pricing is designed to drive out rivals from an industry

whereas limit pricing is intended to prevent new firms coming
into the industry.

A firm may not seek to maximise profit either because it cannot
determine what the profit maximisation level of output is or
because it wants to pursue another objective such as sales revenue
maximisation.

A number of market imperfections may exist at any one time

and seeking to correct one market failure may increase another
market failure. The second best theory argues that governments
should seek to minimise the overall adverse effects on efficiency of
any government policy measure designed to reduce market failure
in one market.

Perfect competition is the highest level of competition possible
but it is not perfect. Whilst it offers consumers a choice of
producers, it does not provide a choice of differentiated
products. In addition, although firms will be allocatively efficient
in the sense of producing where price equals marginal cost,

they will not necessarily produce where marginal social benefit
equals marginal social cost.

A monopsony is a single buyer and an oligopsony is one of a few
dominant buyers.

. 'The kinked demand curve suggests that prices will be ‘sticky’

under conditions of oligopoly. This means that they will not
change on a frequent basis as firms will think that either raising or
lowering price will lose them revenue.

A bilateral monopoly occurs in a market when there is a single
buyer and a single seller - i.e. a combination of monopsony and
monopoly.

Two possible barriers to exit from an industry are long term
contracts and sunk costs. A long term contract will mean that a
firm may have to continue to provide a good or service for at least
a year, for example. Sunk costs are costs which are not recoverable
should the firm leave the industry. Spending on market research
and the cost of firm specific equipment are examples of sunk costs.
The theory of contestable markets suggests that privatisation may
make a market efficient even if the state owned enterprise is sold
off to one firm provided there is free entry into and exit from

the market. In such a situation, potential competition may be
sufficient to keep the market allocatively and productively efficient.
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27. A natural monopoly is an industry where economies of scale are

28.

so significant that average costs would be higher if there were to
be more than one producer.

The three conditions for a firm to engage in price discrimination
are that it must have the market power to set price, there must be
no seepage between the two markets and the price elasticity of
demand must be different in the two markets.

Answers to revision activities

29. The prisoners’ dilemma can be applied to emphasise the

interdependence of oligopolists. It suggests that firms consider
how their rivals will respond to their actions.

30. In monopolistic competition, the profit maximising output occurs

at a point below where average costs are minimised.

0 100 100 -

1 150 100 50
2 180 100 80
3 201 100 101
4 220 100 120
5 280 100 180
6 360 100 260

50 100 50 50
40 50 30 30
33.67 33.33 21 21
30 25 19 19
36 20 60 60
43.33 16.67 80 80

2. (a) True. A fall in the price of a product, for instance, will

increase people’s purchasing power (income effect) and will
encourage them to switch from substitutes to this product
(substitution effect).

(b) False. Average fixed costs always fall with output. Average
variable costs, however, tend to fall at first and then rise.

(c) True. Demand for skilled labour is usually more inelastic than
demand for unskilled labour. This is because it is more difficult
to replace skilled labour with machinery and with new workers.

(d) False. If the supply of labour is perfectly elastic, all of the
workers’ earnings will be transfer earnings.

(e) False. Although seeking to raise wage rates is a major function
of trade unions, it will not pursue this aim at all times.
During a recession, trade unions are more likely to pursue job
security for their members.

(f) True. One reason why small firms survive is that they cater for
a market which has a relatively small demand. Larger firms
may not find it profitable to make products for such a market.

No. of firms in the market Very many
Market concentration ratio Very low
Barriers to entry and exit None

Type of product produced Homogeneous
Influence on price Price taker
Ability to earn supernormal No

profit in the long run

(g) True. If marginal revenue is zero and PED is unitary, selling
one more unit will not add to total revenue. Total revenue will
be at its highest level.

(h) True. A perfectly competitive firm is a price taker. A change

~in the quantity it sells would be too insignificant to influence

price. What determines the amount it sells at the market price
is the relationship between that price and its marginal cost
(MR = MC). In contrast, a monopolist is a price maker. To
encourage people to buy more of the product, it would have
to lower price.

False. It is true that a perfectly competitive market is a
contestable market as both lack barriers to entry and exit.
It does not, however, follow that a contestable market is

a perfectly competitive market. It is possible for other
market structures to be contestable markets. What is
significant in the case of contestable markets is not

the actual competition in the market but the potential
competition.

Dominated by a few

large firms
Low High 100%
None or low High Very high
Differentiated Differentiated and Unique
homogeneous
Price maker Price maker Price maker
No Yes Yes
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10.

1

12,

13.

14.

B Total utility rises when marginal utility is positive. It reaches
its peak when marginal utility is zero and would decline if
marginal utility became negative. A zero marginal utility does
not indicate that the product is free and the consumer is in
equilibrium when the marginal utility of each product divided by
its price is equal.

. D The person is receiving a higher utility per $ spent on

product Y than on products X and Z. The marginal utility per
$ spent on product Y is 8 whereas it is 5 each on the other two
products.

. D This is the paradox of value. Whilst food has a high total but

low marginal utility, the reverse is true for diamonds.

. A The consumer would be able to buy less of good X. If the price

of good Y falls relatively more than the fall in income, the consumer
might be able to buy more of the good.

. B The total cost when output is zero is 20. The total cost and

average cost of the different units is shown below.

2 90 45
3 120 40
4 180 45
5 260 52

. D At 5 units of output, the average total cost is $110, so the total

cost is $550. At 6 units, the average total cost is $98 and so the total
cost is $588. Therefore, the marginal cost is $588 — $550 = $38.

. C  The firm's average fixed cost (AFC) is $2 (S10 — $8). AFC is

total fixed cost/output. In this case, $2 = $8,000/output. So output is
4,000 units.

. A A definition question. B is decreasing returns to scale. There are

no specific terms for C and D.

. B Diminishing returns set in when successive units of a variable

factor of production are applied to a fixed factor.

C  Between 450 and 600 tonnes, output is rising more slowly than
previously.

C A shift to the right of the demand curve for labour
indicates an increase in the demand for labour. An increase in
labour productivity would increase the return from employing
workers. A and B would cause a decrease in demand for
labour and D would result in a contraction in demand for
labour.

D Employing the third worker causes total output to rise by 40
units.
A The marginal product received per $ spent on factor Y is 7

whereas it is 5 for factor Z. 'Lhe higher return from factor Y suggests
more of it should be employed and less of factor Z.

B A backward sloping supply curve shows that at first a rise in
wages will encourage workers to work longer hours. At this stage the
substitution effect is dominant. Between W and W1 the income effect
becomes dominant and workers, in effect, buy more leisure time.

15.

16.

17.

18.

19.

20.

21.

22,

23.

24.
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C  The successful negotiation will set a wage floor of W1. Workers
will supply their labour for a wage of W1 or above. Employment
will fall from Y to X, the wage bill will fall to OW1X and the total

economic rent earned will decline.

A The number of workers employed is determined where the
marginal cost of labour (MCL) equals the demand for labour
(marginal revenue product of labour MRPL). The wage rate is then
found from the average cost of labour curve below where MCL
crosses the MRPL curve.

B The army is likely to be the only buyer of the labour of
soldiers. A national trade union may have monopoly power in
the sale of labour. The extent to which workers who possess skills
in high demand may have some degree of monopoly power will
depend on whether they negotiate collectively. The sole seller of a
particular brand of orange juice is likely to be competing to buy
the services of workers with other firms producing orange juice.
A The initial economic rent earned is MNT. It then rises to MPS -
an increase of NPST.

A A national minimum wage will increase employment if it
results in a rise in spending and so a need for more workers. If the
national minimum wage is set below the equilibrium level, it will
have no effect. The elasticities of demand for and supply of labour
will influence the extent to which unemployment might result from
the introduction of the national minimum wage.

A Ifaverage cost (AC) is falling, marginal cost (MC) will be lower
as shown in the figure here.

MC

“ Costs AC

o] Qutput

D Marginal cost is zero. This means that profit will be maximised
where marginal revenue is zero and this occurs where total revenue
is at a maximum.

C  Wages increased by 30% and output per hour by 15%, so
labour costs rose. Hours worked fell by 5% but output per hour
increased by 15%, so total output rose.

B Ifafirm can cover the direct costs of production and
possibly make some contribution to fixed costs, it may stay in
business if it also thinks conditions will improve in the future.
It may also be able to postpone paying some fixed costs but will
have to pay now for raw materials, for example.

A The supply curve shows the different quantities which will
be supplied at different prices. A profit maximising firm will
produce where marginal cost equals marginal revenue. Under
conditions of perfect competition, average revenue equals
marginal revenue. So the supply curve can be plotted from
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25.

26.

27.

28.

29,

30.

where the average revenue and marginal revenue line cuts the
marginal cost curve. In the short run, a firm will continue in
production if it can cover its variable costs and therefore, its
supply curve is based on its marginal cost curve above the
average variable cost curve.

D Monopolistically competitive firms make slightly different
products. In the long run, firms produce where average revenue
equals average cost and so makes only normal profit. There are no
or only low barriers to entry and exit.

A The firm will produce where MC = MR. This is where output is
M. Average cost is F and total cost is OFKM.

B Sales maximisation occurs at a higher level of output than
profit maximisation. To increase sales, the monopolist will have
to lower prices. To maximise sales, a firm is likely to increase
sales until average revenue equals average cost. Increasing
output past this point would be unlikely as it would involve
making a loss.

B At Q supernormal profit is GPJN. When the firm cheats, it will
produce where MC = MR and earn supernormal profit of PKLH.
So there is extra supernormal profit of JKLM minus the loss of
HMNG supernormal profit.

B The profit maximising output is where MC = MR, which is the
case at V. The allocatively efficient output is where MC = P (AR) -
which, in this case, is at Y.

A A contestable market is one in which there are no barriers to
entry and exit including no sunk costs. B and D would mean that

a market is not contestable. C, in itself, does not make a market
contestable or incontestable.

Answers to data response questions

1.

(a) The North Sea oil industry contributes to UK national income
in a variety of ways. Its output contributes to the country’s
gross domestic product and it generates employment. It also
contributes to net exports, making a positive contribution to
the country’s current account position.

(b) The information provided is not conclusive on whether the
North Sea oil industry is declining or expanding. There is
some evidence to suggest that it is declining. Figure 13.18
shows a decline in production in terms of the number of
barrels a day. The government was also trying to encourage
smaller and more enterprising firms in order to protect the
250,000 jobs.

The information does, also, however, provide some
evidence to suggest that the industry may be expanding.
Investment increased in 2006 and it is mentioned that the
‘il companies made huge profits’ Technological advances,
innovation and the possible discovery of new oil fields may
enable the industry to expand in the future.

(c) Figure 13.19 shows that the price of oil is rising so even
though less oil is being produced from the North Sea, revenue
may be rising. Higher profits would provide the incentive
and finance for investment. The new licences given out by the
government and the greater access to pipelines might also
encourage mall firms to invest.

(d) Small firms may exist because they are catering for a niche
market. This clearly does not apply in the case of oil which is

a largely homogeneous product demanded in large quantities.
Oil firms also do not provide a personal service. In addition,
the industry would appear to be one in which economies of
scale are likely to be significant.

Advances in technology, however, may be reducing the
cost advantages of large oil companies which may explain
the increase in the number of small firms drilling for oil.
Government support, which is mentioned in the information,
is a major reason for the existence of small firms. To get
established, firms new to an industry may need some help.
New firms entering a profitable industry is a reason given by
economists for the existence of small firms. A firm may start
off small and then grow.

1t is not uncommon for a profitable market to have new
small firms, especially when those firms receive government
support. It is, however, perhaps surprising that there is an
increase in the number of small firms in a market in which
the benefits of producing and investing on a large scale seem

so significant.

(2) The market for food retailing has become more concentrated.
In the past, there were a high number of small firms in the
market, essentially a monopolistically competitive market. It is
now dominated by a few supermarkets with 75% of sales being
made in supermarkets. The market has become an oligopoly
although it can also be viewed as a legal monopoly as Tesco has
a 30% share of supermarket sales.

(b) The article provides conflicting information on whether
the consumer is sovereign in food retailing. It mentions

_that ‘supermarkets gave the customers what they
wanted’. It also refers to the wide choice and low prices
that supermarkets offer. Nevertheless, it seems that
supermarkets are, to a certain extent, the decision makers.
For instance, it mentions that they have introduced a
store loyalty card but it does not suggest that this was in
response to consumer demand.

(c) There are a number of objectives a firm may pursue. The
best known is profit maximisation with a firm trying to
earn as much profit as possible to reward the owners of the
business. Another objective is sales maximisation. This may
permit a firm to gain a larger share of the market which
will increase its market power. In addition, a firm might
decide to engage in profit satisficing, This involves achieving
a level of profit which will satisfy the shareholders but
may also allow a firm to pursue other objectives including,
for instance, becoming more environmentally friendly or

" expand into new areas.

(d) There are some reasons why the size of a firm may not be
a cause of concern. A large firm may benefit consumers
with low prices because of economies of scale and high
quality of products because of the availability of finance
to spend on research and development and innovation.
The information provided mentions that the large
supermarkets are providing wide choice, reasonable prices
and 24 hours opening.

The information does, however, also mention that the
supermarkets earn large profits and have driven some small
shops out of business and have been criticised for damaging
the environment. A firm that comes to dominate its market
may push up price significantly above marginal cost, it may
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become complacent and the lack of competitive pressure
may also mean that the quality of products may not remain
high. A large share of the market may also mean that a
supermarket gains monopsony power relative to its suppliers.
This may result in it driving down the price it pays its
suppliers which may have an effect on their ability to invest
and innovate.

In assessing whether the size of a firm should be a source
of concern or not, it would be useful to consider the level
of actual and potential competition in the market. A large
firm in a contestable market may not be a source of concern
whereas a monopoly operating in a market with high barriers
to entry and exit may be.

3. (a) The information indicates that Coca-Cola is not a pure

monopoly. It does, however, indicate that it had a dominant
monopoly position in 2011 as it had a market share in
excess of 40%.

(b) A price war may be risky as it can result in all the firms that

engage in it losing out. There are circumstances, however,
when a firm may benefit from engaging in a price war. If a
firm has lower costs, more retained profits than its rivals or
can cross subsidise its products, it may be able to drive its
rivals out of business by reducing its price. If it does succeed
in forcing its rivals out of the market, it could then increase
its price.

(c) There is some evidence in the information that Pepsi-Cola

is becoming more allocatively efficient. Allocative efficiency
occurs when resources are allocated in a way that maximises
consumer satisfaction. Resources are devoted, in the right
quantities, to producing what consumers are willing and able
to buy. The information mentions that consumer demand

is switching away from making fizzy drinks to making
healthier drinks. Pepsi-Cola is seeking to produce a higher
proportion of healthier drinks in order to respond to a
change in demand.

(d) It is uncertain whether increasing spending on advertising

(e

—

will increase a firm's profits. It will do so if it increases revenue
by more than costs. There is a chance, however, that it may
not result in a significant rise in demand if the advertising
campaign is not popular. There is also the possibility that one
firm’s increase in expenditure on advertising may be less than
the rise in a rival’s advertising expenditure.

Pepsi-Cola’s approach to diversification is to diversify not
only into other soft drinks but also into food. Pepsi-Cola
has a wider product range than Coca-Cola. This has some
advantages. It means that its risks are spread. If, for instance,
demand for fruit drinks declines, the impact on the company’s
profit may not be very significant and resources could be
shifted from fruit juices to, for example, breakfast cereals.
Wide diversification may also enable workers to develop a
range of skills, will permit cross fertilisation of ideas and may
provide savings in advertising costs since advertising one
product may promote the whole company.

On the other hand, adopting Coca-Cold’s approach
to specialising in soft drinks, has a number of potential
advantages. It may be easier to manage and co-ordinate a
more focused range of products, The firm may also be able
to build up expertise and may gain a good reputation in
producing soft drinks.

Answers 245

Answers to essay questions

1. (a) According to utility theory, consumers would change their

spending patters if the satisfaction they gain from the products
or the prices of products alter. For instance, initially a consumer
may be allocating her spending between three products, X, Y
and Z such that:

Marginal utilityof X MUofY MUofZ

Priceof X Pof Y Pof Z
20 _35_15
4 7 3

She is maximising her total utility, as changing her
purchases cannot increase her satisfaction. She is gaining the
same marginal utility per dollar spent i.e. 5 units. If, however,
the price of product X fell to $2, she would not be maximising
her utility if she did not alter her purchases.

20_35 15

—_n—
2 7 3
She is gaining more satisfaction per dollar spent from X.
She will reallocate some of her spending from Y to Zand Z to
X. As she consumes more of X the marginal utility she gains

from it will fall. As she consumes less of Y and Z, the marginal
utility she gains from them will rise until she is again in

 equilibrium with her purchases.

12_42 18

s |

A change in the satisfaction she gains from one or
more of the products she buys would also cause her to
alter her spending pattern. If, from the above position,
she gained more satisfaction from product Y than before,
perhaps because of a rise in its quality, she would again be
encouraged to alter her spending pattern. For instance,
if the marginal utility of Y rose to 56 she would gain
8 units of marginal utility per $ spent but only 6 from
X and Z. This would encourage her to buy more of Y
and less of X and Z.

(b) Reducing the scale of production will reduce total costs of

production. With less being produced, less resources will

be employed and so total costs will be lower. What is more
uncertain is what will happen to average costs of production.
If economies of scale are being experienced, a fall in output
will raise average costs of production. For instance, less
discount might be given on the purchase of raw materials if
less are purchased. Few specialist workers may be employed,
banks may charge high interest rates and may be more
reluctant to lend to smaller firms and capital equipment might
be used less efficiently.

A smaller industry may also mean that less advantage can
be taken of external economies of scale. With fewer potential
students, colleges might decide to stop running courses.
Specialist services provided by financial institutions might be
withdrawn and specialist markets may be closed.
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It is, however, possible that a fall in the scale of
production may lower average costs if the firms and/or the
industry was initially too large. Smaller firms may have
less managerial problems. With fewer managers, decisions
might be made more quickly. With fewer workers and closer
contact between workers and managers, industrial relations
might be better.

With a smaller industry, external diseconomies of scale
may be reduced. Firms may find that they have to pay less
for factors of production and may have reduced transport
costs due to less congested roads and less demand for rail
services.

2. Inequalities in wage rates in an economy occur for a number of
reasons. Market forces explain why some workers are paid more
than other workers. Workers whose skills are in high demand
and in short supply are likely to be paid more than those

whose skills are demanded less and which are in greater supply.
Marginal revenue productivity theory suggests that demand

for labour will be high if labour productivity is high and/or the
product provided is in high demand. For example, top lawyers
are highly skilled and their services are in high demand. The
supply of top lawyers is also limited, with not many people
possessing the necessary skills, qualifications and experience.

In contrast, the supply of cleaners in many countries is high
relative to demand for their services. The following figure shows
that the wage rate of top lawyers is significantly higher than that
of cleaners.

3
Wage D S
rate of
top lawyers
w
s D
(0] Q Quantity of top
lowyers' labour
Wage
rate of
cleaners
D
S
w
/ \ 5
S
&) Q Quantity of

cleaners’ labour

It is interesting to note the differences in the elasticities of
demand and supply in the two labour markets. Most people could
work as cleaners and so supply is elastic whereas not many people
have the skills, qualifications and experience to be top lawyers.
Demand for cleaners is more elastic as it is easier to reduce the
number of cleaners required by introducing the use of more
capital equipment.

Some individual workers are so skilful in a particular field
and/or their services are in such high demand, that they can
enjoy considerable economic rent. For instance, whilst there
are many low paid actors, a few top actors earn considerably
more than in their next best paid job. This is illustrated in the
figure below.

Wage
rate of
top
actors
W
D
earnings
o] Q  Quantity of top actors’ labour

Whilst the need for particular skills or qualifications can act
as a'barrier to stop workers moving from low paid to high paid
jobs, other factors can keep people in low paid jobs. They may
not want to move from one region of the country to another
region, perhaps because of family ties. Workers also base their
decisions as to what jobs to do not just on the wage rate. They
take into account, for instance, promotion chances, job security
and working hours. Some nurses, for example, might earn more
in other jobs but stay working as nurses because of the job
satisfaction they gain.

Wage rates are also not determined just by demand and supply.
Governments and trade unions may influence the wages and
so the extent to which inequalities in wage rates occur. The gap
between the highest paid and the lowest paid workers may be less
in countries which operate a national minimum wage although
the effects of national minimum wage legislation are somewhat
uncertain. Governments also influence wage rates through the
wages they pay public sector workers and the education and
training they provide. The more educated and the better trained
workers are, the greater their earning potential.

Trade unions engage in collective bargaining with employers.
They seek to raise the wage rates of their members as well
as trying to achieve other benefits for their members. How
influential trade unions are in determining wage rates depend on
a number of factors. These include what proportion of workers
the union represents, whether the members are prepared to
take industrial action, the buying power employers have and the
relative bargaining strength and skills of the trade unions and
employers.

Wage negotiations may take place under conditions of
bilateral monopoly. This occurs when a monopolist trade union,
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representing everyone in a particular group of workers, and a
monoponsonist employer, the sole buyer of a particular group of
workers. The following figure shows such a market.

Wag:e MRPL Marginal cost
rate of labour
Average
Wy > cost ’
- of labour
Marginal revenue
product of labour
0 Y Quantity of labour

The employer will want a wage rate of W but the trade union
may be able to raise the wage rate to W1, If the trade union
is successful, it will not cause a loss of jobs as the new supply
curve of labour will become W1XY. If, however, the employer
operates in a competitive market, a trade union pushing up the
wage rate above the equilibrium level may cause unemployment.
The figure below shows that raising the wage rate from W to
W1, in this case, causes the quantity of labour employed to fall
from Q to Q1.

Wage D
rate S

|

Wy

w

#

0] 1 Q

MRPL

Quantity of labour

One group of workers may be paid less than another group if
there is discrimination. If, for example, employers in a country
think that female workers are less productive than male workers,
they may pay them less, The following figure shows that the wage
rate of female workers and their employment will be lower if there
is discrimination.

=z

Wage rate

Demand without
discrimination
“._Demand with
discrimination

et

0] Q Qy

Workers and jobs differ and so demand for and supply of
labour vary. Market forces, however, do not explain all of the wage
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differentials in an economy. Institutional factors and government
policy also play a role. In addition, in some cases, discrimination
may occur.

3. (a) Monopoly and monopolistic competition are two types of
market structure. In both cases, each firm in the market is a
price maker. A rise in its output will lower price. As a result,
its average revenue will exceed its marginal revenue and both
will decline with output.

A monopoly and a monopolistically competitive firm will
be likely to produce where neither allocative nor productive
efficiency is achieved. In the private sector, a monopoly and
a monopolistically competitive firm are likely to be profit
maximisers and will produce where marginal cost equals
marginal revenue, but also where price exceeds marginal cost
and where average cost is greater than marginal cost.

In a pure monopoly, however, there is only one firm in
the industry whereas in monopolistic competition there is a
relatively high number of firms. This means that in monopoly
there is a high degree of market concentration. Indeed, in
the case of a pure monopoly there will be a one firm market
concentration ratio of 100%. Even if a monopoly is defined in
terms of a firm with a share of 25% or more of the market or
a 40% plus share, one or two firms are likely to account for a
large share of the market. On the other hand, in monopolistic
competition the firms are small relative to the size of the
industry. As a result the market concentration ratio is low.

In a pure monopoly, there is a unique product with only
one firm producing the product. In monopolistic competition,

~  consumers can enjoy variations in the product. This is because
the firms produce slightly differentiated products.

A major difference between the two types of market
structure is that whilst there are high barriers to entry and
exit in the case of monopoly, there are no or low barriers
to entry and exit in the case of monopolistic competition.
This difference explains why a monopoly can protect any
supernormal profit in the long run but a monopolistically
competitive firm cannot. If a monopolistically competitive
firm does earn supernormal profit in the short run, new
firms will enter the market and compete it away. The diagram
here shows shows how the long run equilibrium output of a
monopolistically competitive firm which is producing where
MC = MR and where it is earning only normal profit.

Output
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(b) A monopoly may disadvantage consumers in a number of

4. (a)

ways. It may mean that consumers have a limited choice of
products. They may also have to pay a high price. This is
because a monopoly may restrict output below the efficient
level in order to drive up price.

There is another reason why price may be higher under
conditions of monopoly than under a more competitive
market structure. This is because average costs of production
may be higher under monopoly. Higher costs may result
from x-inefficiency or diseconomies of scale. X-inefficiency
refers to a lack of drive to keep costs low. Without the threat
of competition, a monopoly may not spend time and effort
searching for the cheapest raw materials, its managers may
take long breaks and it may employ out of date equipment
and too many workers. A monopoly may also experience
diseconomies of scale if it grows too large. The firm
may become difficult to manage and there may be more
industrial disputes.

Not all monopolies, however, are large and those that are
may experience economies of scale. A monopoly may earn
supernormal profit but if its average cost is significantly lower
than would be the case under more competitive conditions,
price might also be lower. The existence of supernormal profit
may also allow a monopoly to spend more on research and
development and innovation. This means that it is possible
that quality may be higher under conditions of monopoly. A
monopoly may also seek to improve the quality of its existing
products and develop new products in order to strengthen
barriers to entry. In addition, a monopoly may choose to
produce a range of products so that whilst consumers may
not have a choice of producers, they may have a choice of
products.

In the case of a natural monopoly, long run average costs
will be lower if one firm controls the market than if a number
of firms supply the market. One firm operating in a natural
monopoly market allows economies of scale to be exploited
fully and for wasteful duplication to be avoided. A state run
monopoly may also benefit consumers if it bases its production
and pricing decisions on social costs and social benefits.

There is the possibility that a monopoly may disadvantage
consumers by limiting choice, reducing quality, restricting
output and charging a high price and so reducing consumer
surplus. The outcome, however, is uncertain as it is possible
that a monopoly may result in lower average costs, lower prices
and better quality.

Price discrimination involves charging different groups of
consumers different prices for the same product. For price
discrimination to occur, three conditions have to be met.
These are that the firm must be a price maker, so that it can
set different prices in the different markets. The firm must

be able to keep the markets separate, so that people cannot
buy the product in the cheaper market to resell in the more
expensive market. Markets may be kept separate in terms

of time, geographical area and the age of the consumer etc.
The last condition is that the price elasticity of demand is
different in the different markets. If it was the same, the profit
maximising price would be the same in the two markets. The
following figure shows that the price will be higher in the
market which has more inelastic demand.
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There are different degrees of price elasticity of demand.

~First degree price discrimination is when a different price is
charged for each unit sold. This could eliminate consumer
surplus. It is very difficult to implement as it requires accurate
information about the willingness and ability of all consumers
to pay different prices. Second degree price discrimination
occurs when one price is charged for some units of the
product and a different price is charged for further units.
Third degree price discrimination if the standard form of
price discrimination. It involves selling the same product to
different consumers at different prices.

The evidence does suggest that third price discrimination
was occurring in the case of the sale of tickets on London
trains. Consumers were being divided into different markets
according to time of purchase, time of travel and age.

(b) The output and pricing policy of a firm will be influenced by

the type of market structure in which it operates. A perfectly
competitive firm is a price taker. It accepts the market price
and produces where marginal cost equals marginal revenue as
shown here.
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Its output will change if market forces change the price.
A rise in demand will push up the price and cause the firm
to supply more. It will also enable it to make supernormal
profit. This, however, is only a short term situation as the lack
of barriers to entry and exit will enable new firms to enter the
industry and compete away the supernormal profit.

A monopolistically competitive firm can also earn
supernormal profit only in the short term. It is, however,
a price maker. To sell more, it has to lower price and so its
average revenue exceeds marginal revenue. It will again
produce where marginal revenue equals marginal cost as
shown in the following figure.

Costs/ MC
Revenue AC
D/C
AR
0 Q \yr Output

The output and pricing policy is more complex under
conditions of oligopoly. An oligopolist may set price below
the profit maximising level in order to drive out current or
potential competitors. It may also collude with other firms
to drive up their joint profit or may decide to follow the
price set by a price leader. In making its output and pricing
decisions, an oligopolist will take into account how its
rivals will react.

A monopolist may make a range of output and pricing
decisions. For example, a state owned enterprise may
seek to achieve allocative efficiency and so produce where
marginal cost equals price as shown by output C in the '
following figure. It might also seek to maximise sales
revenue which is achieved where marginal revenue is zero.
This achieved at an output of B.

MC

Costs/Revenue

o) A BCD
MR

Output

Alternatively, it could seek to maximise sales whilst
still making normal profit — output D. The traditional
decision, of course, is to produce where marginal cost equals
marginal revenue in order to maximise profit - output A. If
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a monopolist decides on a given output, it will have to accept
the market price. It can determine output or price but
not both.

Under conditions of perfect competition, a firm’s output
and price are determined by the market. In contrast, a firm
producing under conditions of monopolistic competition,
oligopoly or monopoly can influence price or output.

Chapter 14

Answers to short questions

1.

10.

Asymmetric information is unbalanced information. One of the
parties to a transaction has more information than the other party.
For example, a dentist is more informed about the patient requires
than the patient.

. Factor immobility leads to market failure because it stops

markets making full adjustment to changes in demand. If
there is difficulty moving resources from making less popular
products to more popular products, there will be surpluses and
shortages.

. The more inelastic demand is, the greater the size of a deadweight

loss.

. Price discrimination usually reduces consumer surplus and

increases producer surplus. It pushes up the price paid by some
consumers and so reduces the surplus they receive whilst increasing
the surplus gained by producers.

. 'Fhe government should not necessarily prevent the consumption

of a demerit good unless it is very harmful to those consuming it
or to third parties. It is more likely to reduce its consumption to the
allocatively efficient level.

. A pure monopoly is a single seller. The firm has a 100% of the

market. This contrasts with a legal monopoly (25% or larger share
of the market) and a dominant monopoly (40% or greater share of
the market).

. Governments seek to promote efficiency to increase living

standards. An increase in efficiency should raise output and mean
that the output more fully reflects consumer demand.

. A perfectly equal distribution of income would not be equitable.

This is because people have different needs. A disabled person
who needs specialised equipment and medicines would need
more income than a fit person.

. There may be regulation requiring consumption of a product

example, the legal requirement in many countries that children
have to go to school. Regulation may also ban the consumption of
a product, for instance, making it illegal to buy and sell alcohol.

In addition, regulation may set standards. This may involve,

for instance, requiring restaurants to prepare food in hygienic
conditions and drivers to have their cars checked for road
worthiness on a regular basis.

The sale of cigarettes to children is banned by many
governments whilst adults are allowed to buy cigarettes because
it is thought that information failure is more significant in the
case of children.

. Income is a flow whereas wealth is a stock. Income is a payment

received on a regular basis. Income may be received in the form of
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12.

13.

14.

15.

18.

19.

20.

wages, dividends, interest, profits and state payments. Wealth isa
stock of assets and may include property, vehicles, savings etc. A
person may survive with zero wealth but not zero income.

One argument for a tax on wealth is that it may reduce income
inequality. Wealth generates income and a reduction in the
wealth of the rich would reduce their earning capacity. An
argument against a wealth tax is that it may discourage saving and
enterprise.

An argument for universal benefits is that it is a simple system to
operate. An argument against is that it is an expensive system with
some receiving the benefit who do not really need it.

Tradable pollution permits are licences which allow firms to
pollute up to a certain level which can be sold if firms pollute less
than their permits allow.

A government’s ability to raise the rate of corporation tax may be
restricted by other countries’ corporation tax rates. A government
may be worried that if it raises its corporation tax rate above other
countries’ tax rates, firms may move abroad.

. An increase in unemployment benefit may increase income

inequality if it encourages some people to become voluntarily
unemployed.

. Arise in income tax rates may reduce tax revenue if it causes

some people to work fewer hours, some to withdraw from the
labour force and some to move into the informal economy.

A government may decide to regulate a privatised industry if it
believes it is abusing its market power.

This is a system which integrates income tax and benefits.
‘There would be one transaction between taxpayers and the
government. People earning above a set level would pay tax
and those earning below the level will receive a payment from
the government (negative tax). Advocates suggest that such a
system is simpler and cheaper to administer than separate tax
and benefits system. It is also claimed that it could be used to
eliminate the poverty trap.

A privatised firm and a nationalised industry can use both
retained profits and can borrow. A privatised firm, but nota
nationalised industry, can also issue shares.

Answers to revision activities

L.

2.

(a) EAI (b) BAD
(c) EBDI (d) GCDH
(e) EBCF (f) FCG and HDI

(a) Energy security means that a country has sufficient supplies of
its own. It is not dependent on other countries for its energy
supplies.

(b) A first party is either an energy firm or a consumer
of energy. A third party who might suffer from the
government’s proposed scheme is a member of the
Ashanikas tribe.

(c) The imposition of an indirect tax of PYP1 per unit will cause
the supply curve to shift to the left as shown in the figure
below. This will raise price from P to P1 and cause demand
to contract from Q to Q1. The price the producer receives
falls to PY.

MEG A

Price Supply after tax
Supply
a
P1
PI—3
Py /
D
o QQ Quantity

Consumer surplus falls by bc amount and producer
surplus by de amount. The government receives tax revenue
of bd amount and so there is a deadweight loss of ce.

. (a) (ii) Unemployment benefits are designed to provide the

unemployed with a basic income.

(b) (i) A tax on cigarettes is designed to discourage the
consumption of a demerit good and move the market
towards the allocatively efficient output.

(c) (i) One of the motives behind privatisation is to put market
pressure on firms to respond to consumer demand and to
keep costs down.

(d)(iii) Providing state education free helps the poor and helps
increase labour productivity.

(e) (i) A cutin the top rate of tax would benefit the well paid and
would be designed to increase incentives.

(f) Tiii) A subsidy to providers of public transport will help the
poor and will increase the output of a product which was
previously under-consumed.

Answers to multiple choice questions
1. D Street lighting would not be provided by the private sector

as it is a public good. A, B and C all indicate a market working
efficiently.

. B Market forces will not provide public goods as it would not be

possible to charge directly for them. A and D would enable markets
to work more efficiently and merit goods are under - provided
rather than over-provided.

. C 'The monopolisation of the industry causes consumer surplus

to fall by RSUW. Of this, RSUV is converted into producer surplus
and UVW is lost.

. C An increase in the exploitation of economies of scale would

lower average cost and consumers might benefit from lower prices.
A, B and D may all be causes for concern.

. B Firms may be reluctant to train their workers for fear that once

trained, they will move to another firm and that firm will reap the
benefits of the training. A, Cand D would encourage firms to provide
training and would not necessitate government intervention.

. C  The socially optimum level of pollution is achieved where

the marginal social cost and marginal social benefit of pollution
reduction are equal. It would not be efficient to have zero pollution
if the allocation of resources devoted to achieving it exceeds the
benefits people receive from its elimination.
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10.

12.

13.

16.

. D The socially optimum output is achieved where marginal social
cost equals marginal social benefit. To encourage people to buy this
quantity, the price would have to fall to X and this would require a
subsidy of XZ per unit.

. D Ifit is expensive to investigate monopolies, a ban might be
used. A, B and C will not necessarily occur.

. C In the case of a regressive tax, the poor pay a greater
percentage of their income in tax than the rich. The marginal rate
of tax will fall as income rises, dragging down the average rate of
tax. In terms of the actual amount paid, the poor are likely to pay
less than the rich.

C A poll tax is the most regressive tax as it is a tax per head of the
population. Everyone pays the same amount regardless of income and
personal circumstances.

«D

9

8 150 850 150
7 260 600 50
6 400 400

5 600 150

4 900 50

After the tax, if a firm sells a product for $10, it will only receive
§7 as the $3 will have to be passed to the government. So the firm
would now supply at $10 what before it had supplied at $7 and so
on. The price rises by $2, so consumers are bearing $2/$3 of the
tax and producers are bearing the remaining third.

B Moving towards greater reliance on indirect taxes is a regressive
move as indirect taxes tend to take a higher proportion of the
income of the poor. Lowering income tax may encourage people to
work longer hours and accept promotion.

D Asincome rises the tax payment is rising but at a decreasing
rate. This means that the rich will be paying proportionately less
and the poor proportionately more.

. A The poor spend a higher proportion of their income than

the rich. Redistributing income from the rich to the poor would
be expected to raise spending and reducing saving. If the mpm
of households is higher at high levels of income, a redistribution
of income to the poor would reduce a current account deficit.

If progressive taxes act as a disincentive to work and effort, a
redistribution of income to the poor would reduce real GDP.

. B Thereis a risk that a regulatory agency may get too close to the

producers it is regulating, If this occurs, it may protect the interests
of the producers.

C  The allocatively efficient output is achieved where marginal cost
equals price (average revenue). In the case of a natural monopoly,
such as illustrated in Figure 14.7, this may be where average cost is
still falling and a loss would be made as average cost is greater than
average revenue,

MEGA
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A Failure to take into account social benefits may result in
allocative inefficiency. B, C and D would all increase the chances of
government intervention increasing efficiency.

. C If the privatised industry becomes more responsive to changes

in demand, it is more likely to be allocatively efficient. A, Band D
would all increase efficiency.

C The following figure shows that a maximum price on the

rent of private accommodation will cause the quantity of rented
accommodation to fall from Q to QX. The lower price will
encourage more people to seek to rent but the supply will fall and a
shortage will be created with demand (QY) exceeding supply (QX).
Producer surplus will fall and the PED and PES will be unaffected.

Price of rented
-w accommodation

Maximum
price

D

0] Qx Q Qy Quantity of rented

accommodation

B Ifdemand for the product is perfectly price inelastic, a subsidy
will not alter the amount consumed and so will not increase
allocative efficiency. The following figure shows the subsidy shifting
the supply curve to the right and the quantity purchased remaining
unchanged when demand is perfectly inelastic.

In contrast, when demand is price elastic, the quantity
bought will increase. C would move the market towards
allocative efficiency. So would D even if it would fail to reach
the allocatively efficient level.

Price o
?31
S /
Sy
(o} Q Quantity

Answers to data response questions

1.

(a) Industrialisation involves moving resources from agriculture
into manufacturing. :

(b) There are a number of economic costs that Odisha is
experiencing as a result of industrialisation. One is the
damage to the environment which includes soil erosion,
air and water pollution and loss of wildlife. Another cost is
people being forced to move to new homes. In addition, the
damage to the environment may reduce the fertility of land
and reduce farmers’ incomes.
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(c) It is debatable whether the development of the steel plant is
likely to benefit the workers in Odisha. On the one hand, it
is creating jobs which are better paid than agricultural work.
Those who are employed in the steel industry will experience a

rise in income and they may gain transferable skills. In addition,
the employment and wages will not be stopped by bad weather.

On the other hand, however, the factory is not labour-

intensive and not many people will be employed. Some people
may no longer be able to work on the land due to soil erosion

and some may have lost their land due to the building of the
steel industry. Not all of those who have lost their jobs in
agriculture will gain jobs in the steel industry. Some of those
who have gained jobs may have lost their homes and may
have had to move away from their community.

(d) There is some evidence to suggest that the standard of living
in Odisha is low. The information mentions that 48% of
the population lives below the poverty line, that its literacy
level is below the national average, that there is a high rate
of infectious disease and malnutrition. It does, however, also
mention that the area is attracting big industrial companies.
Whilst the steel industry is not creating many more jobs, the
other industries might be raising overall employment and
increasing income levels.

More information would be needed to come to a firm

conclusion on what is happening to the standard of living in

Odisha. It would be useful to have, for instance, GDP per head
figures, HDI figures for the area and levels of crime in the area.

2. (a) A negative externality is a harmful effect imposed on a third

party. Two negative externalities created by the Deepwater
Horizon disaster are the damage to the local shrimp industry
and the damage to wildlife. Those in the shrimp industry and
wildlife are not involved in the decisions of the oil industry.
Shrimp fishermen lost income and a high number of
mammals, birds and fish were killed.

(b) The existence of negative externalities does not necessarily mean

that too many resources are devoted to oil production. This is
because oil production may also generate positive externalities.
To decide whether too many resources are devoted to oil

production, it would be necessary to consider the relationship

between marginal social cost and marginal social benefit.
(c) The disaster is likely to have reduced BP's profits in the short

run. This is because the firm had to pay out a large amount in

compensation and because the adverse publicity is likely to
have reduced demand for its oil.

(d) There are both arguments for and against a government
allowing foreign companies to drill for oil off its coast. Oil
companies are likely to employ some workers from the
country. The government can also charge for the right to
drill in its waters and will gain some tax revenue. The oil
companies may also buy equipment and supplies from local
companiés and may sell oil to the country at a reduced rate.

The drilling for oil may, however, cause environmental
damage as in the Deepwater Horizon disaster. Foreign
companies may also generate less employment for the
country than any domestic oil companies and may pay less

corporate tax if some of the profits earned are returned home.

In addition, they may extract the oil at a fast rate whilst the
government may want to conserve oil supplies to ensure
energy security.

MEGA

3. (a) Deregulation involves the removal of legal restrictions on firms

usually with the intention of increasing competition in markets.

(b) The information largely suggests that taxi firms operate under

conditions of monopolistic competition. It indicates that there
is a low market concentration ratio as the industry has a large
number of small firms, which is a key feature of monopolistic
competition. It also mentions that the firms produce a slightly
differentiated product and that it is possible to enter the
market with one or two vehicles.

The information does, however, mention that regulation
can create a barrier to entry. It would be expected that
monopolistic competition would either have no barriers to
entry and exit or only low barriers. In order to judge whether
any remaining regulation in this case is consistent with
monopolistic competition, it would be necessary to assess
how strong a barrier it creates.

(c) A more contestable market means that it easier to enter

and exit a market and that firms that come into the market
will not be at a disadvantage compared to incumbent firms.
A more contestable market will increase potential but not
necessarily actual competition. If supernormal profits are
being made new firms will come into the market. Indeed,
there may be hit and run competition. Firms may enter
and then leave when the circumstances that gave rise to the
supernormal profits disappear.

At any one time, however, a more contestable market does
not necessarily mean that there will be more firms in the
market. Indeed, a contestable market may consist of only one
firm. What will provide the competitive pressure will be the

“_threat from outside the market.

(d) Economic efficiency is achieved when both productive

efficiency and allocative efficiency are achieved. :
Deregulation may increase economic efficiency in the taxi
market. Removing restrictions on the number of firms

that can operate in the market will be likely to increase
competition. Greater competitive pressure can make firms
more sensitive to changes in consumer demand and more
determined to keep costs low. It can also push down fares
and may encourage firms to innovate to increase the quality
competitiveness. In addition, more firms in the market can
reduce waiting time for passengers.

There is, however, no guarantee that deregulation will
increase economic efficiency. Any increase in the number of
firms in the market may cause congestion in city centres and
tourist spots. Removing controls on the geographical coverage
of taxi firms may result in more remote areas not being
covered. Allowing taxi firms to charge whatever fares they
want may also cause problems, Fares to destinations without
a return fare may rise significantly. Consumers may not have
the time or confidence to find the lowest fare, especially if
they have to hail down taxis in the street.

Answers to essay questions
1. (a) A market is in equilibrium when demand and supply are equal

and there is no pressure for the price and the quantity traded to
change. An efficient market equilibrium would mean that the
equilibrium is occurring at a point where economic efficiency is
achieved. Economic efficiency is attained when both allocative
and productive efficiency are achieved.
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Allocative efficiency means that resources are allocated in
a way that maximises utility. Producers make the products
consumers demand in quantities where demand and
supply are equal and there are no surpluses or shortages.
This desirable outcome is achieved where price (reflecting
consumer utility) equals marginal cost.

Productive efficiency is achieved when a given level of
output is produced at minimum cost. In the long run, this
can be taken to be at the lowest point on the lowest average
cost curve.

In theory, perfectly competitive firms are always
allocatively efficient. This is because they produce where
marginal cost equals marginal revenue and as marginal
revenue equals average revenue, it is where marginal cost
equals average revenue (price). They also produce at the
lowest possible average cost and, in the long run, at the
lowest point on the average cost curve. The following figure
shows the long run output position of a perfectly competitive
firm with it producing where marginal cost equals marginal
revenue and marginal cost equals average cost.

C\’JS(S.I'Jk MC AC
revenue \ /
P/C MR=AR=P
(0] Q Output

In contrast, firms that are price makers may not be
allocatively efficient as they may restrict output to drive up
price above marginal cost. They may also fail to produce at
the lowest point on the average cost curve. The figure below
shows a monopolist producing where price exceeds marginal
cost and average cost exceeds marginal cost.

Cost MC
revenue

o — X

L AR

AC

-

o] QOutput
\ MR

Of course, it is possible that a monopolist state owned
enterprise may be instructed to produce where marginal cost
equals average revenue and so may be allocatively efficient. It is
also possible that average costs may be lower under conditions
of oligopoly and monopoly if economies of scale are significant.

(b) There are a number of reasons why the market mechanism

might fail in the allocation of resources. One is that there
may be information failure about the benefits and costs of

MEG A
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consuming a product. In the case of merit goods, too few
resources are devoted to the production of the product. This
is because consumers do not fully appreciate the benefits
they gain from consuming the product. As a result, the
products are under-consumed and so under-produced.
Demerit goods, in contrast, will have too many resources
allocated to them. Consumers do not recognise the full costs
of consuming the product and so their demand is above the
allocatively efficient level.

The market mechanism reflects consumer demand and
producer supply. When making their decisions on what to buy
and what to produce, consumers and producers usually only
take into account private costs and benefits. This means that
the existence of positive and negative externalities can result
in inefficiency. The following figure shows that the presence
of positive externalities will result in too few resources being
devoted to the output of the product.

}
MSB
Costs/ % MSC
benefits|MPB
MSB
MseC MPB
o] Q Qx Quantityh

The allocatively efficient output is QX since this is
where marginal social benefit equals marginal social cost.
Consumers, ignoring the external benefits arising from
consuming the product, however, will only demand Q
amount and this is the quantity producers will provide.

There is likely to be an even more significant failure in the
case of public goods, i.e., goods which are both non-rival and
non-excludable. As people can act as free riders, it is very difficult
to make consumption dependent on payment. This problem may
discourage private sector firms from providing public goods.

Private sector firms may also use any market power they
possess to restrict output below the allocatively efficient level.
They may do this in order to drive up price and and increase
their profits. A lack of competitive pressure may also mean
that firms do not strive to keep their costs low.

Firms may want to respond to consumer demand in an
efficient manner, but a lack of factor mobility may prevent
them doing so. Workers, for instance, may lack the skills
necessary to move from declining to expanding industries.

To work efficiently, the market mechanism needs perfect
information, the absence of externalities and possibly perfect
product and factor markets.

2. (a) Negative externalities are the harmful effects on third parties

arising from the production or consumption by others. Those
suffering from these adverse effects are not compensated
through the market. So those who create these negative
externalities by their production or consumption activities
do not pay those who suffer as a result of their activities.
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When private sector firms decide on their output and price
they take into account private costs and benefits. For example,
a chemical firm will consider its wage, fuel, advertising and
other production costs and the revenue it will receive from
selling the chemicals it produces. Without government
intervention, it is unlikely to consider the external benefits,
for example employment generated in the local area and the
external costs such as employment generated in the local area,
and the visual, air and noise pollution, it creates.

The following figure shows a firm seeking to maximise
profits produces where marginal private cost equals marginal
private benefit.

A

Costs/ | MSB MSC

benefits MPC
P ] ab=Marginal
4 external
5 cost

MSC MsB
MPC

o Q Q

The output of Q is above the allocatively optimum level
of QX. The price of P also fails to reflect the social cost and is
below the allocatively efficient price of PX.

(b) There are a number of measures which a government could

introduce to reduce pollution. One measure is to seek to
internalise the external cost of polluting by taxation. This
means seeking to change pollution from an external cost into
a private cost so that social cost equals private cost. To achieve
this, the government would have to impose a tax on polluting
firms which is equal to marginal external cost. The revenue
raised could be used to treat pollution or compensate suffers.
However, in practice, it is difficult to estimate external
costs as they do not go through the market. There is the risk
that a tax may add to inflationary pressure, especially if the
demand for the products produced by the polluting firms is

inelastic. A tax may also reduce international competitiveness .

and place a greater burden on the poor than on the rich.

An alternative approach is to regulate. Legislation could
be passed which sets rules for the maximum permitted level
of pollution emissions from different industries. As with a
tax, this measure should internalise the external cost and
shift the supply curve to the left. Regulation is more common
than imposing a pollution tax but regulation also has its
drawbacks. As with a tax, it is difficult to determine the ‘right’
level of pollution. Levels of pollution have to be checked and
this involves a cost. Regulation also does not compensate
the victims and does not provide firms with an incentive to
reduce pollution below the maximum level.

One measure which does build in an incentive to reduce
pollution is tradable pollution permits. This involves issuing
permits to firms which allow them to pollute up to a certain
level. Firms that pollute more have to buy additional permits.
‘Those that pollute less can sell some of their permits. This
should mean that high polluting firms will experience a rise
in costs which should reduce their output whilst low polluting
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firms will gain extra revenue, encouraging them to expand. It is
important that the level of pollution set reflects an efficient level.
If, for instance, it is set too high, no firm would have to purchase
additional permits. Money would have to be spent monitoring
firms and, in practice, it can be difficult to determine where
some pollution has come from. The measure is also more likely
to be successful if it is introduced on a global scale as otherwise,
firms may relocate to countries not operating tradable permits.

A measure that has become popular in some countries,
including the US, is extending property rights. By giving
local inhabitants ownership rights over, for instance, fresh air,
rivers and the sea, it makes it easier for people to take legal
action against a firm that pollutes. People could be given the
right to sell pollution opportunities to firms. The allocatively
efficient level of pollution might be achieved if they sell these
rights at a price equivalent to marginal external cost. There
may, however, be disagreements over ownership and it may
be expensive for a firm to negotiate with a high number of
people if the pollution is widespread.

A government might also decide to subsidise the installation
of equipment which will generate less pollution. This will
involve government expenditure. This might involve reducing
spending on other areas. It might also involve higher taxes
which will involve a transfer of income from tax payers to the
firms which cause the pollution.

In the case of all the measures discussed, there is the
problem of measuring external costs accurately. Each measure
has a number of disadvantages and advantages.

3. (a). Economic efficiency occurs when both productive efficiency and

allocative efficiency are achieved. In such a situation, resources
are being fully used to produce, at the lowest possible cost, the
products which consumers are demanding. Market forces may
not always lead to economic efficiency. In situations where
there is market failure, there is the possibility that government
intervention may improve economic efficiency although there
is also the risk of government failure. Government intervention
may take the form of regulation or state provision. Regulation
covers legally enforced requirements or standards made by

the government of a country. State provision involves the
government providing products to consumers.

One situation where market failure occurs is when there
are negative externalities. Households and firms base their
consumption and production decisions on private costs and
benefits. If there are negative externalities, overconsumption
and overproduction of products will occur. In this case, a
government might seek to restrict the consumption and or
output of the products involved. For example, a government
may place limits on the amount of pollution firms are allowed
to emit. Such a limit will increase economic efficiency if
the government can measure the marginal external cost
accurately and set the limit appropriately. A government
might also decide to produce the product itself so that its
output level is based on social costs and benefits.

A government may also decide to produce merit goods
and provide them free at the point of delivery. Merit goods
not only generate external benefits but also greater private
benefits than their consumers realise. An alternative or
additional measure is for a government to pass a law
requiring, for instance, children to attend school and people
to have vaccinations against certain diseases.
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There is a strong case for government provision of public
goods. This is because, if left to market forces, these types of
products would not be produced. Market forces do not provide
an incentive for private sector firms to produce public goods as
their characteristic of non-excludability makes it impossible to
charge directly for them. A government may decide to produce
a public good itself or pay a private sector firm to produce it.

A government may intervene in an economy if it thinks
that the private sector lacks sufficient finance to undertake the
necessary investment in an industry. Efficiency may also be
increased if a government decides to produce a product made
under conditions of natural monopoly. In such a situation,
average cost will be lowest with one producer. A private sector
firm may not produce where price equals marginal cost. This
is both because such an output may result in the firm making
a loss and because it may be tempted to exploit its monopoly
power by restricting its output to ensure price exceeds
marginal cost. A state owned enterprise may have both the
finance and the motivation to achieve allocative efficiency.

As well as providing products produced under conditions
of a natural monopoly, a government may decide to regulate
private sector monopolies. This may take the form, for
instance, of placing limits on the amount by which the
monopolies can raise price. In addition, a government may
employ regulation in order to create the market failure which
occurs in the case of demerit goods. These goods are over-
consumed and so overproduced. A government may ban
their consumption or production completely or may place age
restriction on those who can consume the product.

Regulation and state provision have a number of
advantages. They are both backed by the force of law. For
instance, those who do not obey government regulation may
be fined or even imprisoned and private sector firms can
be stopped from competing with state-owned enterprises.
Regulation may also be relatively easy to understand and state
provision can take into account social costs and benefits.

These forms of government intervention, however, may
have a number of disadvantages which may lead to government
failure. For example, it may be difficult for a government to
measure external costs and benefits and so there is no guarantee
that state intervention will move output to a more efficient level.
A government may also find it difficult to estimate the extent of
information failure in the case of merit and demerit goods and
the efficient level of output when it decides to provide products
itself. Regulation involves costs of enforcing and monitoring
and state provision obviously involves a cost, In addition, there
is the risk that stated owned enterprises may be inefficient due
to a lack of both competition and the profit motive.

Chapter 15

Answers to short questions

1. Replacement investment is investment undertaken to replace worn
out and obsolete capital equipment.

2. A country's informal economy may fall if tax rates are reduced and if

the rules and regulations that firms have to comply with are reduced.

3. Gross National Happiness is a measure of the quality of life

developed in Bhutan. It takes into account a variety of influences
on happiness including culture, the environment as well as the
quality of products consumed.

10.
11.

13.

14.

15.

16.

17.

18.

19.

20.
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. It is difficult to measure the money supply as it is difficult to

decide what to include in any measure. The items that are used as
money can change relatively quickly.

. The government’s budget position is the relationship between

its spending and revenue. If a government spends more than
it receives in revenue, it has a budget deficit. To finance this, it
will have to borrow. The national debt is the accumulation of
government borrowing that has built up over time.

. A closed economy is an economy which does not engage in

international trade. In such an economy, the injections are
investment and government spending and the withdrawals are
savings and taxation.

. Keynesians think that there may be large scale unemployment

which will continue without government intervention. In
contrast, monetarists think that in the long run, unemployment
will return to the natural rate.

. The average propensity to consume is the proportion of total

income that people spend. The marginal propensity to consume is
the proportion of extra income that people spend.

. An increase in net exports will increase aggregate expenditure and

increase money GDP by a multiple amount.
An increase in aggregate expenditure would reduce a deflationary gap.

An injection causes a multiplier effect as extra spending generates
income. Some of this income is spent which, in turn, raises
income and so on until the injection is matched by withdrawals.

. The paradox of thrift suggests that a decision by people to save

more can, in the longer term, result in them saving less. This is
because an increase in saving means a fall in spending. If people
spend less, firms may produce less and incomes may fall. With
lower incomes people will not be able to save as much.

A rise in the marginal rate of tax will increase the size of the
multiplier. Less of extra spending caused by an injection will leak
out of the circular flow. For example, if initially mps is 0.2, mrt is
0.1 and mpm is 0.1, the multiplier would be 1/0.4 = 2% . If mrt
then increased to 0.2, the multiplier would fall to 1/0.5=2.

Firms may buy more capital equipment despite a rise in the rate of
interest if they expect the yield will exceed the cost of the investment.
During a consumer boom, firms may expect to earn more profit
from expanding, even if they are paying a higher rate of interest.

If there is a rise in liquid assets of $20 million with a credit multiplier
of 20, bank loans will rise to $380 million ($400m— $20m).

Banks may lend less than their liquidity ratios permit due to a
shortage of credit worthy borrowers.

The velocity of circulation is the number of times, on average,
money is spent. It is calculated by dividing GDP by the money
supply. For instance, if GDP is $80bn and the money supply is
$20bn, the velocity of circulation is 4.

An increase in the money supply may cause an increase in output
as the resulting rise in spending may encourage firms to increase
their output rather than prices.

Active money balances covers money held for transactions and
precautionary motives. In contrast, idle balances are held for
speculative purposes.

The liquidity trap occurs when the rate of interest is so low (and
the price of government securities is so high) that it becomes
impossible to lower it further. A central bank may increase the
money supply in a bid to reduce the rate of interest but if people
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think it will rise in the future and so the price of government
securities will fall, they will hold all the extra money. This means
that the rate of interest will remain unchanged.

Answers to revision activities

1. (a) National income = injection x multiplier.
Investment is the injection. The multiplier is 1/mps=
1/0.25=4.
So national income = $50bn x 4 = $200bn.
(b) (i) mrt=02and mps=0.25x08=02k=1/02+02=
1/04=2 %,
(ii) T+ G=3$50bn + $70bn = $120bn.
National income = $120bn % 2 % = $300bn.
(iii) Tax revenue = 0.2 x $300bn = $60bn.
Budget balance = tax revenue — government spending =
$60bn - $70bn = -$10bn.
There is a budget deficit of $10bn.
(c) (i) mrtis0.2, mpsis 0.2 and mpm is 1/8 of
0.8=0.1.
Sok=1/02+02+01=1/0.5=2.
(ii) NY=]xk=I+ G+ X xk=$50bn + $70bn + $40bn x
2=$320bn.
(iii) The trade balance=X-M
= $40bn - 0.1 x $320bn
= $40bn - $32bn
= $8bn.
There is a trade surplus of $8bn.
(iv) The budget position=T - G
=0.2 x $320bn - $70bn
= $64bn - $§70bn

=-$6bn.
There is a budget deficit of $6bn.

onetarists

View on market Not very significant

failure
View on Not very significant  Significant
government failure
View on Quantity  Reject Support
Theory
Cause ofinflation ~ May be demand-pull  Excessive growth of
or cost-push the money supply
Main cause of Frictional, structural  Frictional and
unemployment and cyclical structural
Effect of Crowding in Crowding out
government
borrowing
Shape of LRAS Horizontal, then Vertical
curve upward sloping and
then vertical
Macroeconomic Favour demand Favour supply-side
policy management policies
Government Needed to ensure the Tobekepttoa
intervention smooth running of  minimum. Main
the economy responsibilities =
remove market
imperfections and
keep inflation low.

3. (a) True. Current accounts are included in both measures. In
contrast, deposit (time) accounts are only included in broad
measures.

(b) True. By engaging in credit creation, banks create more
accounts than they have cash. This practice will not cause a
problem as long as bank customers believe they could get the
cash out of their accounts - which in fact they could not do.

(c) True. The more liquid a bank’s assets are, the less profitable
they are. The bank's most liquid asset is cash which does
not earn any money whereas its advances (bank loans) are
profitable but not liquid.

(d) True. Both sides represent total spending on goods and services.

(e) False. A budget deficit may increase the money supply but it
may not do so. If the government finances it by borrowing
from the banking sector or from abroad, it will do so. If,
however, it finances it by selling government securities to the
non-bank sector, it will just be using existing money.

(f) False. A credit crunch involves a shortage of bank loans which
can lead to a recession.

Answers to multiple choice questions

1. B The difference between GDP and NDP is depreciation. Net
property income from abroad is the difference between a national
and a domestic income measure, Net exports and consumer
expenditure are included in both national and domestic measures.

2.D  Real GDP in 2012 was $30bn x 100/125 = $24bn. Real GDP in
2002 per head was $20bn/20m = $1,000. In 2012, it was $24bn/22m
=$1,090.91.

3. A A fall in the average number of hours worked would mean
that people are enjoying more leisure time and this is likely to
have increased people’s standard of living. B and D are taken into
account in national income per head measured at constant prices.
C may mean that total output has risen by less than the official

figures suggest.

1.2

200 1.0 0.8
300 0.9 0.7
400 0.8 0.5
500 0.7 0.3

5. B A definition question. The monetary base forms the basis of
bank credit.

6. C An increase in the budget surplus may result in more money
being taken out of circulation. A and B may result in an increase
in bank lending and so an increase in the money supply. D would
mean more money would be entering the economy.

7. D The sale of treasury bills to the banking system would increase
the liquid assets of the commercial banks, permitting them to lend
more. A, B and C would all be making use of existing money.

8. B Monetarists believe that inflation is caused by an excessive
growth of the money supply. They do not think that an increase
in the money supply will increase productive capacity. They also
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11.

12,

13.

14.

15.
16.

17.

18.

19.

think the government may be able to reduce unemployment by
a variety of supply side measures including the gap between paid
employment and unemployment benefit. Keynesians think the
government can reduce cyclical unemployment by increasing
aggregate demand.

. A Keynesians favour increasing aggregate demand to reduce

unemployment. B contains a supply side policy. C contains two
monetarist policy measures and a rise in the exchange rate is

not likely to be favoured by either group as a measure to reduce
unemployment. D also contains two monetarist policy measures
and one measure, a rise in the rate of interest, which again would
not tend to be favoured by either Keynesians or monetarists as
solution to unemployment.

. D The crowding out view suggests that a rise in government

borrowing will push up the rate of interest and reduce the quantity
of loanable funds available to private sector firms.

A Aggregate expenditure would need to cut the 45 degree line at
R to ensure full employment. There is a gap in expenditure of RS.

B Aggregate expenditure consists of C +1 + G + (X - M). The
difference between aggregate expenditureand C + 1+ (X - M) is G.

C Inaclosed economy with a government sector, the injections
will be I + G and the leakages will be S + T. The equilibrium level of
income is where injections equal leakages.

B Investment is an injection into the circular flow. A and D are
leakages and C is part of the circular flow.

C k=1/0.1+0.005=0.05=5.

B In this case, mps is 0.1, mrt is 0.1 and mpm is 0.2. So the
multiplier is 1/0.4 =2 % . To raise national income by the $50bn
desired, the government would have to increase its spending by
$50bn/2 ¥ = $20bn.

C A definition question. A is a partial explanation of the
multiplier. In terms of B and D, actual saving will always equal
actual investment.

B The Loanable Funds Theory argues that the rate of interest is
determined by the demand for and supply of loanable funds. The
supply of loanable funds comes from savings. A decrease in the level
of savings would cause a rise in the rate of interest as shown here.

iﬁz:fegz R S
S=8avings
Ry
A
8y
S / D

(0] Q Q Quantity of

loanable funds

A If people expect the price of government bonds to fall, they will
want to hold money now. This is because they will not want to buy
bonds as they will anticipate making a loss and will not be forgoing
much interest. D is concerned with the precautionary motive and

20.

21.

22,

23.

24,
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B with the transactions motive. An expectation that the rate of
interest will fall C, would encourage people to reduce their holdings
of money. They would want to buy bonds, expecting the price of
bonds to rise.

C Arise in bank lending would increase the money supply.
Liquidity preference will increase as a result of more money being
demanded for transactions purposes.

B Inaclosed economy, Y = C + I + G. In this case, C=0.75x
$400m = $300m. C + G = $340m, so investment must be $60m.
$60m =$(70-2x5) m.

D The multiplier is 1/0.1 + 0.05 + 0.1 = 1/0.25 = 4. National
income will increase by $200m x 4 = $800m. Consumer
expenditure will rise by 80% of $800m = $640m. Note of this
$40m will be spent on imports and $600m on domestic products.

D Consumer expenditure is MN. Planned investment is PY. Firms
make MP amount of consumer goods but only MN is sold. This
means there are unsold stocks of NP. Actual investment consists
of planned investment and changes in stocks, which in this case is
PY + NP =NY.

B Ifinterest rates decrease, it means that the price of bonds has
increased. People will want to hold money now as they will expect
the price of bonds to fall in the future. They will also sacrifice less
by holding money. If the price level increases, people will want

to hold money for transaction purposes. Real income remaining
constant will have a neutral effect. So with two of the influencing
increasing demand for money will increase. In the case of A,

the decrease in interest rates will increase demand for money

but a fall in real income will reduce the transactions demand for
money - so the effect is uncertain. C - all of the factors would
reduce demand for money. D - the increase in interest rates would
reduce demand for money, a constant price level is neutral and the
increase in real income would increase demand for money. This
means that the effect is again uncertain.

Answers to data response questions

L

(a) Investment and government spending are not mentioned in the
first paragraph of the extract.

(b) Between 1st July and 1st October 2007, the US economy grew
at a rate equivalent to a 4% annual rate, so in three months it
grew by 4%/4 = 1%.

(c) Figure 15.15 shows that over the time period more dollars
had to be given to buy a euro. For instance, in 2002, it cost
approximately $0.9 to buy 1 euro but by 2007, this had risen
to $1.4. This means that the value of the dollar fell over the
period — dollars were able to buy fewer euros.

(d) A reduction in the rate of interest would be designed to
encourage an increase in consumer spending and investment.
A lower interest rate would reduce the cost of borrowing. This
may encourage more people to borrow to buy houses. Higher
demand for houses would encourage house building firms to
supply more houses. People, however, may not borrow more
if they are worried about future economic prospects or if they
expect the rate of interest to rise fairly soon. In addition, if the
rate of interest is cut from a very low rate of interest such as
0.75% to 0.5% it may have little effect.

(e) The data does seem to support the view that the US economy
was facing conflicting policy objectives. The Federal Reserve
was considering cutting the rate of interest. Such a policy
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measure may stimulate the housing market. A more buoyant
housing market may reduce unemployment and increase
the economic growth rate, two of the main government
macroeconomic objectives.

A cutin the rate of interest may also mean an outflow
of hot money flows which reduces the exchange rate. If the
combined elasticity of demand for exports and imports
is greater than one, this would improve a current account
deficit which is another government macroeconomic
objective.

A lower rate of interest could, however, make it more
difficult for the government to achieve the objective of a low
and stable inflation rate. If it stimulates higher consumer
spending and the economy would experience demand-pull
inflation. There may also be cost-push inflation with the
falling exchange rate pushing up the price of imported raw
materials, including imported oil.

2. (a) Economic growth is usually measured by increases in real

gross domestic product (GDP).

(b) A deflationary gap occurs when there is not sufficient
aggregate expenditure to achieve full employment. Injecting
government spending into the circular flow will cause a
multiple increase in GDP. If the multiplier has been calculated
accurately and sufficient government spending has been
injected, a deflationary gap may be reduced. For instance, if
there is a deflationary gap of $20bn and the multiplier is 4, the
government would have to increase its spending by $5bn. In
the following figure, there would be a deflationary gap of ab
unless government spending rises to G1.

Aggregate Ex=y
expenditure
C+l+G'+(X-M)
a
b C+1+G +(X-M)
50
0 Y ¥Yre  Money GDP

(c) (i) A large budget deficit will mean that the government will
have to borrow a considerable amount to finance the gap
between its spending and its revenue. The high demand for
funds may result in a high interest rate.

(ii) The information in Table 1 does not really confirm this
relationship. UK had the largest relative budget deficit
but only the third highest interest rate. The US had the
second largest deficit but the lowest interest rate. The
country with the highest interest rate, Brazil, had the
second to lowest budget deficit. Of course, only a small
number of countries are shown. It is also possible that a
large budget deficit may be associated with a low interest
rate when both high government spending and a low
interest rate are used to stimulate economic activity.

(d) Liquidity ratios are the percentages of liquid assets that

commercial banks have to keep relative to their liabilities

(deposits). For instance, a liquidity ratio of 10% would mean

that a bank with deposits of $200m would have to keep liquid

MEG A

3. (a)

assets of $20m. If a central bank raises a formal liquidity ratio
requirement from 10% to 12 % %, this would mean that $20m
of liquid assets would only be able to support deposits of $160m.
This would reduce the amount the bank could lend from $180m
($200m - $20m) to $140m ($160m — $20m). A reduction in
bank loans (advances) could reduce consumer spending.

It is possible, however, that whilst a bank may have been
able to lend $180m, demand for loans might have only been,
for instance, $120m. In this case, the increase in the liquidity
ratio would have no effect. Even if demand for loans is $180m
or more, an increase in the liquidity ratio, may not reduce
bank lending if banks can arrange loans through their foreign
branches. Consumer demand may also increase, even if
loans are being reduced, if income is rising or consumers are
becoming more confident.

A fall in capital stock would be expected to reduce
aggregate supply. This is because there will be a reduction
in resources and so the economy would be capable of
producing less.

(b) (i) It cannot be concluded that the output of Pakistan’s

(c)

economy was $163bn in 2011. This is because although
its GDP as measured by C+ T+ G + (X - M) was
$163bn, the information states that there was informal
economic activity. Such undeclared output is not
recorded in GDP.
(ii) Domestic demand consists of C + I + G. In India in 2011
this amounted to $1,432bn.
The size of the multiplier varies between countries because
of the tendency to withdraw extra income from the circular
“flow. The marginal propensity to save, the marginal rate
of taxation and the marginal propensity to import differ
between countries. If people in a country save a higher
proportion of their income, are taxed more and spend a
higher proportion of their income on imports than in another
country, the size of the multiplier will be smaller. Less of
any extra income will spent on the economy’s products. For
example, if one country’s mps, mrt and mpm are 0.2, 0.2 and
0.2, the multiplier will 1/0.6 = 1.67. In contrast, if another
country has a mps, mrt and mpm of 0.1, 0.05 and 0.05, its
multiplier will be 1/0.2 = 5.

(d) An output gap occurs when an economy is not producing

(e)

at full capacity. A negative output exists when an economy’s
output is below its potential output.

Consumer expenditure may increase in absolute terms if
disposable income rises in Pakistan. Of course, there is the
possibility that as income rises, the average and marginal
propensities to consume may fall. This is because as people get
richer they are more able to save.

Consumer expenditure might increase even if income does
not rise if people become more confident about the future or
if the rate of interest falls. In the latter case, the reward from
saving will fall and it will become cheaper to borrow to buy
items such as cars. In addition, a rise in wealth may increase
consumer expenditure. If, for instance, the value of housing
and/or shares increases, people may spend more as they will
feel richer and will have more collateral to borrow against.

If, however, income falls, confidence declines, the rate
of interest rises or the value of wealth decreases, it would be
expected that consumer expenditure would decline,
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Answers to essay questions

1. (a) Households and firms demand money when they decide

to hold some of their wealth in 2 money form. Demand for
money is called liquidity preference. There are three main
motives for demanding money. One is the transactions
demand for money. This is money kept to make everyday
purchases. Households keep some of their money in cash,
notes and current bank accounts in order to buy goods and
services. Firms also keep some money in a liquid form in
order to, for instance, pay for raw materials and pay wages.

Most households and firms keep more money than they
think they will need for transaction purposes. This is because
they want to be able to meet unexpected expenses and take
advantage of unexpected bargains. This motive is referred to
as the precautionary motive.

Together the transactions and precautionary motives are
known as active balances. This is because the money held
is likely to be spent in the near future. Both motives tend to
be relatively interest inelastic. This means that they are not
significantly affected by a change in the rate of interest. A rise in
the rate of interest, for instance, would not cause households and
firms to cut back on the money they keep in a liquid form. The
following figure shows the inelastic demand for active balances.

Rate of L
interest
Ry
R
L = Liquidity preference
(Demand for money)
O Q;Q  Quantity of money

The third motive for holding money is the speculative
motive. Money may be held to avoid making a loss on financial
assets and to be ready to take advantage of changes in the price
of government bonds (securities) and the rate of interest. If the
price of government bonds is high and the rate of interest paid
on them is low, households and firms may want to hold money
for two related reasons. They are likely to expect the price of
bonds to fall and so they will not want to make a loss by buying
bonds. They will also not be forgoing much as interest is low. In
contrast, if the price of government bonds is low and the rate
of interest is high, households and firms will want to minimise
the amount of money they hold for speculative purposes.

The speculative motive is also referred to as the demand
for idle balances. The figure below shows the demand for idle

balances.

4
Rate of
interest L\
\ L
0 Quantity of monrey
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Together the demand for active balances and idle balances
make up the demand for money as shown here.

Rate of| L
interest
L
o] Quantity of money

(b) An increase in the supply of money will be expected to reduce

the rate of interest and increase national income.

A rise in the money supply will increase the money
balances people hold. Some of these balances are likely to be
used to purchase government bonds. An increase in demand
for government bonds will raise their price and lower the
rate of interest. The following figure shows an increase in the
money supply from MS to MS1 causing the rate of interest to
fall from R to R1.

Rate of] | MS MS,
interest
R
FiI
L
o} Q Q; Quantity of money

If the rate of interest is initially very low, an increase in the
money supply may have no effect on the rate of interest. This
is referred to as the liquidity trap. The figure below shows that
at the rate of interest R, demand for money becomes perfectly
elastic. With the rate of interest being so low, the price of
government bonds will be very high. People will expect the
price of government bonds to fall and they will not be sacrificing
much interest. As a result all of the extra money will be held.

In most cases, however, an increase in the rate of interest
is likely to reduce the rate of interest. This, in turn, would be
expected to increase consumer expenditure and investment.
People will probably save less, borrow more and so spend
more. Firms will be encouraged to invest more as it will be
cheaper to borrow and they will be expecting consumer
expenditure to rise.

There is a possibility that a fall in the rate of interest
will not increase consumer expenditure and investment.
People may not spend more and firms may not increase their
investment if they are not confident about the future. They
may also think that the fall in the rate of interest may not last.

If the rate of interest does increase consumer expenditure
and investment, this will increase aggregate expenditure and
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increase it by a multiple amount. The size of the increase will
depend on the initial injection and the size of the multiplier.
The following figure shows national income rising as a result
of an increase in aggregate expenditure.

Ex=y
C+14+ G+ (X-M)
: C+14G+(X-M)
45°
(o] Y Yre Money G;F'

2. (a) A free market closed economy is an economy without a

government sector and without an international trade sector.
In such an economy, there are only two sectors. These are
households and firms. This means there is one injection into
the circular flow of income, which is investment, and one
leakage (withdrawal) from the circular flow, which is savings.

The size of the multiplier is influenced by how much of
extra income is spent on domestically produced products. The
more that is passed on in the circular flow, the larger will be
the multiplier. This means that the size of the multiplier varies
inversely with the tendency for extra income to be withdrawn
from the circular flow - the marginal propensity to withdraw.
It is calculated byl/marginal propensity to withdraw. In the
case of a two sector economy, this is 1 divided by the marginal
propensity to save (mps). For example, if people save $20 out
of an increase in income of $100, the mps will be 0.2 and the
multiplier will be 1/0.2 = 5.

In a mixed economy with foreign trade, there will four
rather than two sectors. These are households, firms, the
government and international trade. There are now three
injections which are investment, government spending and
exports and three leakages which are saving, taxation and
imports. The formula for the multiplier is:

1

marginal propensity to save (mps) +
marginal rate of tax (mrt) +
marginal propensity to import (mpm)

If mps is 0.2, mrt is 0.1 and mpm is 0.2, the multiplier is
1/0.5=2.

The size of the multiplier is likely to be lower in a mixed
economy than in a free-market, closed economy as there
are more leakages. There is, however, a greater chance that
national income will change as there are more injections and
leakages.

(b) An injection into the circular flow will cause national income

to rise by a multiple amount. This is because extra spending
will result in further spending and so on. For example, a rise
in government spending will increase demand and output.

MEG A

The higher demand and output will generate more income
which will increase spending further. The multiplier process
will continue until the injection is matched by an equal rise in
leakages.

If, for instance, government spending rises by $30m and
the multiplier is 3, national income will increase by $90m.
Leakages will rise by $30m to match the injection of $30m.

If an economy is initially operating below full
employment, a rise in national income would be expected to
cause unemployment to fall. Figure ? shows an increase in
government spending causing national income to rise, closing
a deflationary gap and resulting in full employment.

Ex=
Aggregate 4
expenditure
C+l+G+ (X-M)
a C+1+G+(X-M)
- /
ab = Deflationary
gap
o Y YFe Money G[;P

There is a risk that an injection may take national income
beyond the full employment level. For example, a government
fnay underestimate the size of the multiplier and may increase
national income by too much. In this case, an inflationary gap
will be created as shown in the figure below.

Aggregate Esy
expenditure
C+1+ G+ (X-M)
e / C+l+G+(X-M)
ef = Inflationary
gap
0 Y YFeY1 Money GDP

3. To decide whether people in the Netherlands enjoy living
standards four times as great as that of people in Chile, more
information than the GDP per head would be needed.

It would be necessary to know real GDP per head as the
difference in GDP per head would be exaggerated if the
Netherlands experienced higher inflation than Chile and would
have been understated if Chile’s price level had risen by a greater
percentage.

It would also be useful to know what type of products is
being produced. A country may have a high output relative
to its population but if it devotes a significant proportion of
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its resources to its armed forces, its population may not enjoy
many consumer goods and services. A country’s output might
consist of a high proportion of capital goods. This might mean
higher living standards in the future, but relatively low living
standards now.

It is also important to check whether the GDP per head figures
have been compared using purchasing power parity, that is an
exchange rate based on the cost of a given basket of products. This
would prevent a misleading impression being given of the gap
by the comparison being made when there has been a significant
change in the market exchange rate which does not reflect the
internal purchasing power of the currencies.

GDP per head takes into account differences in population
size but it does not provide information about the distribution
of income, If income is very unevenly distributed in a country
with a higher GDP per head, only a small proportion of the
population may enjoy higher material living standards than
those in a country with a lower but more evenly distributed
GDP per head.

Income plays a key role in determining the living standards
people enjoy, but it is not the only determinant. A number
of other measures of economic welfare take into account not
only income per head but also other indicators. For instance,
the Human Development Index (HDI) also considers the
education people experience and the life expectancy they
enjoy. A good quality education increases a person’s career
choices, earning capacity and often their interests. Higher life
expectancy indicates better quality health care. The Index of
Sustainable Economic Welfare (ISEW) includes in its measure
income inequality, environmental damage and depletion of
environmental assets.

It is difficult for a measure of a country’s income to take
into account all economic activity since not all such activity
is declared. A country may have a smaller real GDP per head
than another country but if it has a larger informal economy,
depending on its composition, its citizens may enjoy higher
living standards. The quality of the products produced and
differences in working hours and working conditions also have
to be considered.

In addition, cultures and climates vary between countries.
People living in a non-materialistic culture may be satisfied with
fewer goods and services. People living in cold climates may
have to spend more on heating than people living in warmer
climates, just to experience the same standard of living,

GDP per head figures give some indication of living standards
but other factors have to be considered to gaima fuller picture of
the quality of people’s lives. :

Chapter 16

Answers to short questions

1. A country may have a higher GNI than another country but a lower
value on the HDI due to lower life expectancy and people spending
less time in education,

2. Countries with a low income per head tend to have a high birth
rate for a number of reasons. The countries often have a high
infant mortality rate and so some people have a relatively high
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number of children because they do not expect them all to
survive. In the absence of a welfare system, people have children
to provide for them in old age. In addition, women receive less
education and are likely to marry younger and so have more
children. There may also be a lack of knowledge and availability of
contraception.

. Ifa rich country provides aid to a poor country, it may enable

the poor country to grow. As the poor country experiences a
rise in income, it may buy more products from the rich country.
This would increase the rich country’s exports and contribute to
economic growth.

. The Malthusian theory of population states that whilst

agricultural output grows arithmetically, population has a
tendency to grow geometrically. In other words, population
growth tends to outstrip the growth of food supplies. The theory
assumes that the supply of land is fixed and that as more workers
are employed on the land, agricultural output would increase but
at a diminishing rate.

. A natural increase in population occurs when the birth rate exceeds

the death rate.

. If population grows above the optimum level it may hinder

economic development. This is because if output per head falls,
people’s material living standards may decline and less tax revenue
per head may be raised to spend on education and health care.

. A supply constraint means that a lack of aggregate supply is limiting

economic growth. When an economy is operating at full capacity,
it will not be able to produce more unless there is an increase in
aggregate supply. In contrast, a demand constraint occurs when
afailure of aggregate demand to increase stops economic growth

taking place.

. Net investment is very significant in generating economic growth

because it both increases aggregate demand and increases aggregate
supply to meet the higher aggregate demand.

. Zero net investment may be associated with economic growth

if replacement investment incorporates advanced technology.
With a better quality of investment, aggregate supply will
increase.

. External debt may hinder economic growth for a number

of reasons. One is that some of the export revenue earned
may have to be spent on servicing the debt rather than, for
instance, buying imported capital goods to expand output.
Another reason is that foreign financial institutions may be
reluctant to lend to a country which has a high level of debt.
This may restrict spending on, for instance, the country’s
infrastructure.

Cutting down rainforests could contribute to global warming

as rainforests absorb carbon dioxide. It may also restrict future
economic growth by depleting a natural resource.

Voluntary unemployment occurs when unemployed people refuse
to accept the jobs on offer.

. Frictional unemployment might be reduced by providing more

information about job vacancies and by cutting unemployment
benefit. More information may enable people to switch jobs more
quickly. Cutting benefit may reduce search unemployment with
people becoming more willing to accept the first or second job
on offer.
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14.

15.

16.

17.

18.

19.

20.

Unemployment might increase despite a rise in real GDP,

if the rise in real GDP is below the increase in potential
output. With improved education, training and advances in
technology, an economy may be able to produce more with
fewer workers. If aggregate demand rises but at a slower
rate than productive potential, there is likely to be a rise in
unemployment.

Advances in technology may create jobs by increasing
productivity and so raising international competitiveness. This
may increase aggregate demand and real GDP and so may
create jobs. In addition, advances in technology can lead to the
development of new products, for example the ipad, and so can
generate demand and jobs.

Discouraged workers are unemployed people who drop out of the
labour force because they give up hope of finding a job.

The internal value of money may decline but its external value
rises if the country experiences a lower inflation rate than its
main rivals. The inflation will reduce the internal value. Its lower
rate, however, may increase the country’s international price
competitiveness. This could increase demand for its currency and
S0 raise its external value.

The slope of the traditional Phillips curve is steeper at higher
levels of inflation and less steep at lower levels of inflation. This
suggests that as unemployment falls, it takes larger increases in
unemployment to reduce inflation further.

The long run Phillips curve is vertical at the natural rate of
unemployment. It shows the relationship between the inflation
rate and unemployment rate when the actual and expected
inflation rates are equal.

A horizontal Phillips curve suggests that it is possible to reduce
the rate of inflation without increasing the unemployment rate.
This may occur if advances in technology and international
competitiveness keep inflationary pressures in check despite the
increase in aggregate demand which is likely to accompany falling
unemployment.

Answers to revision activities

1.

(a) The following figure shows actual economic growth using a
production possibility curve diagram.

Capital goods
PN

0 Consumer goods

Moving from production point A to production point
B, by employing previously unemployed resources, raises
national output.

MEGA

The figure below also shows actual economic growth,
this time using an aggregate demand and aggregate supply
diagram.

Price LRAS
level
AD AD,
P;
P
AD,
AD
o] Y Y Real GDP

The increase in aggregate demand form AD to ADI results
in a rise in real GDP from Y to Y1.
(b) The following figure shows potential economic growth using a
production possibility curve diagram.

Capital B
goods
A

(0] A B Consumer
goods

The shift to the right in the PPC from AA to BB shows
that the economy is capable of producing more goods and
services.

The following figure also shows a rise in productive
capacity, this time illustrated by a shift to the right in the
aggregate supply curve.

Price AD LRAS LRAS1
level
P
P1
AD
0 YY Real GDP
3. (a) Cyclical  (b) Structural (c) Frictional

(d) Cyclical (e) Structural (f) Structural
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GDP per head High

Population growth Low High
Proportion of population employed Low High
in agriculture

Urbanisation High Low
HDI ranking High Low
Foreign debt as % of GDP Low High
Energy consumption High Low
Enrolment in tertiary education High Low
Life expectancy High Low
Population per doctor Low High
Labour productivity High Low
Savings ratio High Low

Answers to multiple choice questions

1. B Developing countries tend to have a large primary sector,
with a relatively high proportion of its GDP and employment
accounted for by agriculture, mining and forestry. Developing
countries often have large population growth rather than large
populations. They also tend to have infant mortality rates and a
high rate of rural - urban migration.

2. C The Human Development Index takes into account, Gross
National Income per head, life expectancy at birth and years of
schooling. It does not include A, B and D.

3. C Indid’s current account would have benefited from $6m
coming into the income section. The financial account covers
direct investment, portfolio investment and bank loans. The $5m
borrowed from Indian banks would come out of India’s financial
account. This would mean that the net currency flow would have
been $6m - $5m = $1m.

4, C Country C has the second highest GNI per head, by far the
longest life expectancy and the largest time spent in education.

5. D The inelastic supply which primary products tend to have

makes it difficult to adjust supply to changes in market conditions,

Primary products tend to have low income elasticity of demand
and have a relatively low price elasticity of demand. A low cross
elasticity of demand between primary products and artificial
substitutes would be an advantage for developing countries.

6. D A definition question. An optimum population is the
population which maximises output per head and so allows
income per head to be maximised.

7. C A slightly different way of defining the optimum population.

8. A Life expectancy is included in the HDI but not real GDP
per head. Both HDI and real GDP per head are adjusted for
inflation. Neither measure takes into account pollution or
working hours. ;

9. D
aggregate demand could increase real GDP despite a decrease in
productive capacity. This is illustrated in the following figure.

B would cause a decrease in aggregate supply but also a
decrease in aggregate demand and so a fall in real GDP. A and D
would reduce aggregate demand and real GDP.

MEGA

If an economy is producing below full capacity, an increase in

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

Answers 263

Price AD LAAS LRAS1
level
P
P1
AD
0 YY Real GDP

D Long run economic growth increases productive capacity and
this is illustrated by a shift of the long run aggregate supply curve.

D  The closure of bookshops and the resulting unemployment of
bookshop assistants is affecting one industry. It has resulted from a
change in supply conditions - a structural change. A and C are types
of frictional unemployment which arises when people are in between
jobs. B is caused by a general lack of demand for all products.

A The natural rate of unemployment is the rate of
unemployment which is consistant with a stable rate of inflation.
This occurs when the aggregate labour market is in equilibrium
with no upward pressure on wages and the price level.

A An increase in the gap between paid employment and
unemployment benefit may encourage the unemployed to seek
work more actively. C may cause cyclical unemployment. D might
reduce cyclical unemployment but not the natural rate. Bis a
consequence rather than a cause of a reduction in an economy’s
natural rate of unemployment.

D Potential output is forgone. B and C are not sacrificed - they
are experienced. More or fewer imports may be purchased as a
consequence of unemployment. If imports are being purchased
they are not being forgone.

A With more people being unemployed, the government would
spend more on unemployment benefit. It will also be receiving less
direct and indirect tax revenue as income and spending will fall.

A Ina fully employed economy, any cause of an increase in
aggregate demand, not matched by an increase in aggregate
supply would cause inflation. Increased government spending on
pensions would raise aggregate demand. B, C and D would reduce
inflation. This is because B would increase aggregate supply and C
and D would reduce aggregate demand.

B An increase in potential output raises the productive capacity. If
real GDP does not rise in line, there will be unemployed resources.
C  Exports are injections into the circular flow of income. An
increase in injections or a fall in leakages would increase the
circular flow. A and B are reductions in injections and D is an
increase in a leakage.

D Increasing government spending would increase aggregate
demand. This would reduce unemployment as firms will expand
to produce the extra products being demanded. Higher aggregate
demand, however, would increase demand-pull inflation. More
government spending will raise GDP by a multiple amount. This
will increase consumer expenditure, some of which will be spent
on imports. This will increase a current account deficit and reduce
the value of the currency.
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20. A Inflation reduces the internal value of money as each unit of
money will be able to buy less. A high and accelerating inflation
rate would also be likely to reduce demand for the country’s
exports. This, in turn, would reduce demand for the currency
which would reduce the exchange rate and so the external value
of money.

Answers to data response questions

1. (a) A developing country is one which has a variety of
characteristics including low income per head and, by
definition, low development. There is a range of evidence in
Article 1 to suggest that The Gambia is a developing country.
It mentions that it was ranked low in the HDI, more than
half of the population lives on less than one US dollar per
day, there is subsistence farming and there is a relatively large
informal sector.

(b) As well as employing workers directly, the tourism industry
creates work for people employed by firms that supply the
needs for the industry. For instance, an expanding tourism
industry will cause more workers to be employed by coach
companies, taxi firms, firms supplying food to hotels and
firms providing entertainment for tourists.

(c) There are a number of reasons why hotel workers might
be lowly paid. They are low skilled and have low marginal
revenue productivity. Hotel workers often suffer from
seasonal unemployment, being out of work during the off-
peak season, and this reduces their earning potential. Many
hotel workers are not in trade union and so have relatively
weak bargaining power against their employers, some of
whom are powerful multinational companies.

(d) The evidence is mixed on whether tourism exploits resources
and is of little benefit. The second article suggests that tourism
does not treat domestic workers well. It mentions that they are
low paid and that the high paid jobs go to foreign workers. It
also implies that 90% of the income earned from Tanzania's
tourist industry leaves the country.

The first article is rather more positive about the
contribution that tourism makes to an economy. It mentions
that the industry accounts for 7.8% of the GDP of The
Gambia and creates jobs for 11,000 people. It does suggest,
however, that tour operators abuse their market power to
drive down the prices that they pay the hotels.

To decide whether tourism exploits resources and is harmful,
it would be useful to have more information. For example, is
the industry paying workers a wage equivalent to their marginal
revenue product? In addition, is it damaging the énvironment
to make a short term gain by, for instance, using up scarce
resources of water in swimming pools and bottled water?

2. (a) It rose by 1.8% points to 15%.

(b) Unemployment and poverty are usually directly linked. A
rise in unemployment would be expected to increase poverty.
Most people experience a fall in income when they lose their
job. The longer they are unemployed, the more financial
difficulties they may experience.

(c) There are a pieces of evidence to suggest that USA isa
developed country. Although there is a significant proportion
of the population living in poverty, the poverty line is set at
a relatively high rate. In many countries, an increase of, for

instance, $20,000 for a family of four would be considered to
be a high income but in the US it would result in the family
being classified as poor. Being ranked 4* in the Human
Development Index (HDI) is strong indicator that the USA
is a developed country. The HDI takes into account GDP per
head, education and life expectancy. An average income of
$52,029 is high. Long life expectancy, such as the 79.6 years
that USA enjoys, is a sign of a developed country. A high
percentage of the labour force employed in the tertiary sector
also provides evidence that the US is a developed country.

(d) The children of the poor tend to become poor adults because
they are likely to have grown up in poor housing and may
have only a few years of education. The resulting poor health
and limited skills and qualifications reduces their earning
capacity. They may also have lower expectations which will
also limit the types of jobs they apply for.

(e) Achieving the macroeconomic objectives of full employment
and steady and sustainable economic growth is likely to
reduce absolute poverty but not necessarily relative poverty.
With more people in work, more people may have access
to basic necessities. Economic growth may result in a rise
in income per head. It should also increase tax revenue and
some of this may be spent on education, health care and
benefits which may reduce absolute poverty.

Higher employment and economic growth may, however,
be accompanied by a widening of the gap between those
receiving a high income and those receiving a low income.
Successful entrepreneurs and workers with skills in high
demand may experience significant increases in their incomes

“ during prosperous times. More people may be in work but
some may be in low paid jobs and the standard of living that
they are able to enjoy may be significantly lower than that of
the highest paid. To reduce relative poverty, a government
may have to pursue another macroeconomic growth, that is a
redistribution of income.

3. (a) A low corporate tax rate and a low cost but educated

workforce. Also, absence of exchange controls, financial hub
of the Southern African Development Community, absence of
exchange controls, adoption of free market principles.

(b) There is evidence to suggest that Botswana is a developing
country. Its exports are dominated by one primary product,
diamonds, which also accounts for nearly half of its output.
Wage rates are low in the country, there is a lack of usable
water and life expectancy is low.

(c) Itisa pure monopoly. The article mentions there is only one
company, Debswana. The company seems to enjoy high profits
which may be supernormal profits. Government involvement
in the company may indicate that the government considers it
necessary to ensure that it does not abuse its market position.

(d) A commitment to free market principles means that the
government is allowing the free market forces of demand and
supply to allocate resources. The price mechanism would be
allowed to act as a signal to producers of what consumers are
demanding. The profit incentive would encourage them to
respond by shifting resources away from unpopular to popular
products. The article suggests that the Botswana economy
is making some commitment to free market principles. It
is operating a low corporate tax and puts no restrictions on
profits out of the country. It does, however, mention that the
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(e)

government owns half of Debswana. State ownership of firms
is more a feature of a planned or a mixed economy.

There are a number of advantages that a developing country
may gain from becoming more diversified. Building up new
industries will create more products for consumers to enjoy.
It may also increase employment and the jobs may be better
paid and may develop skills to a greater extent.

A more diversified economy may also allow advantage
to be taken between industries. The diamond industry
could provide diamonds for a domestic jewellery industry
which, in turn, can provide products for domestic jewellery
sellers. Agricultural producers can also provide products
for domestic food processing firms and provide demand for
manufactured products including tractors.

A more developed economy also reduces the risk of
its output and exports being seriously affected by a fall in
demand or supply problems. With a greater range of products
being produced, it is likely that if demand for some is
declining, demand for others will be increasing.

An economy needs to be not too narrowly focused but
also to have some specialisms. It also has to recognise that the
structure of its economy also has to be adaptable to changing
economic conditions.

Answers to essay questions
1. (a)

Economic growth is concerned with output and the ability to
produce output whereas economic development is concerned
with welfare.

Actual economic growth occurs when the output of an
economy grows. With higher output comes higher income
and higher expenditure. Potential economic growth enables
an economy to continue to produce more products and so
earn higher incomes. It is achieved when the productive
capacity of the economy increases due to a higher quantity
and/or quality of resources.

Economic growth may lead to an increase in economic
development but, depending on how it is achieved, it may
reduce economic development. A country will experience
economic development if its population achieves an
improvement in their economic welfare. It is possible that
a rise in real GDP, especially if it is evenly distributed, may
improve the quality of people’s lives. People will be able to
enjoy more goods and services and this may be particularly
important in the case of people lacking basic necessities.
Higher income will also be expected to raise tax revenue,
some of which may be spent on education and health care -
key influences on economic welfare. A high GDP per head
is one of the main indicators of a developed country. High
incomes also enable more saving which, in turn, can increase
investment and lead to further economic growth.

Economic growth, however, may come at the cost of
economic development if it is accompanied by a rise in
pollution, longer working hours and worse working conditions.
Economic growth also involves change, with workers often
having to develop new skills and some may find this stressful.

(b) Multinational companies (MNCs) often contribute to the

economic growth of developing countries, at least in the short
term. Their impact on economic development is, however,
more debatable.

2. (a)

Answers 265

A MNC is one which produces in more than one country.
It has its headquarters in one country but may have plants in a
number of countries.

When setting up in another country, MNCs usually
add to that country’s output unless they replace domestic
firms. MNCs' output may increase more rapidly than that
of domestic firms and they tend to export a relatively high
proportion of their output. They may also promote economic
growth in a developing country by providing workers with
transferrable skills, introducing new technology and working
methods and sometimes building transport links.

Their contribution to the economic growth of a particular
developing country may be short lived if, after a period of time,
they decide to relocate their production to an economy with
lower costs or a larger market. MNCs may be less committed
to the country than domestic firms. It is also possible that the
MNCs may deplete some of the country’s natural resources,
thereby reducing the country’s ability to grow in the future.

MNCs may promote economic development by providing
employment, higher wages, training and better working
conditions. It may also raise economic welfare by introducing
new products. The more skilled are the jobs on offer, the
more economic development there is likely to be. In some
cases, MNCS may offer mainly low skilled jobs which may
not allow workers to make much progress. For instance,
foreign owned hotels may employ managers from their own
countries whilst employing waiters and cleaners from the
developing country.

MNCs may pay workers less in a developing country than

- it pays workers in developed countries. If, however, it pays

them more than the wages in the country, it may nevertheless
promote economic development. Generic training is likely to
be more beneficial than firm specific training as the workers
will be able to make use of it in other jobs.

The working conditions provided by MNCs may not be as
good as they provide in their home countries but again may
be better than in the developing countries.

They may introduce products which help to make life
easier and promote health care. Some of the products they
produce and sell in developing countries, however, may
be demerit goods and may clash with the culture of the
countries. MNCs may also cause environmental damage and
may take risks in terms of health and safety to save costs. They
may also put pressure on national governments to pursue
policies beneficial to them but not necessarily to the country’s
economic development.

The effect MNCs have on developing countries varies
across the world and really needs to be considered on a case
by case basis.

The natural rate of unemployment is the unemployment
which exists when the labour market is in equilibrium with
all those wanting to work at the going wage rate are able

to find a job. As there is no shortage of workers there is

no upward pressure on wages and so no upward pressure
on the price level. The following figure shows the labour
market in equilibrium at a wage rate of W. The aggregate
labour force, however, is greater than those willing and
able to work at the wage rate on offer. The natural rate of

unemployment is Q - Q1.
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ASL = Aggregate supply of labour

Wage 4 ApL
rate
ALF = Aggregate labour force
w
ADL = Aggregate
ASL Demand for labour
ALF
0] Q QqNo. of workers

To reduce the natural rate of unemployment a government
would implement supply side measures. One such measure
would be to cut unemployment benefit. The intention behind
this measure is to encourage the unemployed to look more
actively for work and so reduce the search unemployment
component of the natural rate.

A government might also reduce the gap between paid
employment and benefits by reducing income tax. Such a
reduction would increase disposable income and so would provide
a financial incentive for the unemployed to take the jobs on offer.

In some countries, it might be thought that trade unions are
pushing wage rates above their equilibrium levels and engaging
in restrictive practices. These actions may be discouraging
some employers from taking workers on and so a government
may decide to pass laws to reduce trade union power.

The natural rate of unemployment may be reduced by
increasing the occupational and geographical mobility of
labour. The main way to increase occupational mobility is to
promote education and training. This might be achieved, for
example, by giving tax incentives to firms which undertake
training. To increase geographical mobility a government
might remove any restrictions on building homes in areas of
the countries where industries are expanding so as to reduce
the cost of housing there.

So there are a number of measures a government might
take to reduce the natural rate of unemployment. The concept
is, however, a somewhat controversial one and even its
supporters admit, it can be difficult to determine what is the
natural rate at any one time.

(b) According to the traditional Phillips curve, a decrease in

unemployment will cause inflation. In the following figure, a
fall in unemployment from 6% to 4% causes an increase in
the inflation rate from 4% to 7%.

InflatkmJ
%

46 Unemployment %

1
When unemployment falls, aggregate demand increases,

firms compete more for labour and trade unions become

more powerful. These forces can push up the price level.

The expectations-augmented Phillips curve suggests that
attempts to reduce unemployment below the natural rate
will cause inflation. It also suggests that, in the long run,
unemployment will return to the natural rate but with a higher
inflation rate. In the figure that follows, the economy is initially
operating at the natural rate of unemployment of, in this case,
6% and on the short run Phillips curve (SPC). A government
attempt to reduce unemployment succeeds in the short run
in lowering unemployment to 3%. It does, however, also
cause inflation of 5%. When some workers realise that with
inflation the real wages they are being paid have not risen,
they leave employment. Some firms will also realise that their
real profits have not gone up and so will reduce the number of
workers they employ. In this case, unemployment returns to
6%. Having experienced an inflation rate of 5% workers and
firms will anticipate that inflation will continue. As a result
they will behave in a way, for instance by asking for wage rises
and by increasing prices, that will cause inflation to continue.
The economy will move on to a higher short run Phillips curve
(SPC1). Now any further attempt to reduce unemployment
below 6% will generate even higher unemployment.

Inflation SPC 1LPC
rate| SRC
%
5
0 = Unemployment y,
==y SPC 1 0
SPC

It is, however, possible to argue that a fall in unemployment
will not necessarily cause inflation. Unemployment may
decrease because workers become more educated or better
trained. In this case, the higher aggregate demand which will
result from more people being in work may be matched by
the higher aggregate supply resulting from the increase in
labour productivity. Aggregate supply may also be increased
by advances in technology which again may offset any
inflationary pressure arising from lower unemployment. In
addition, increased global competition may make it difficult
for firms to raise their prices even if domestic demand is
increasing. It is possible that the nature of the relationship
between unemployment and inflation may be changing in
some countries. The following figure shows a new type of
Phillips curve with a reduction in unemployment from 6% to
3% having no effect on the inflation rate which remains at 4%.

Inflation
rate
%

5

0 3 &  Unemployment %
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3. (a)

Low investment

There are reasons to think that a fall in unemployment
may contribute to inflation by raising both aggregate
demand and costs of production but the relationship is not
clear cut.

There are a number of indicators which can be examined

to determine whether a country should be classified as
developed or developing. It does, however, have to be
remembered that no country’s characteristics will fit entirely
into one of these two categories.

One of the key indicators is real GDP per head. A
developed country would be expected to have a high GDP
per head, giving its citizens the ability to consume a high
number of goods and services. A developing country would
be likely to have a low GDP per head. This does not mean that
everyone in the country will be poor. Indeed, a developing
country may contain a number of rich people but, on average,
income will be low.

A higher proportion of the labour force would be
expected to be employed in the primary sector and it
would be anticipated that this sector would make a larger
contribution to GDP in a developing country than in
developed country. In contrast, the tertiary sector would
usually make a larger contribution to employment and output
in a developed country.

Primary products may also form a high proportion of the
exports of developing countries. There may also be a narrow
range of products forming those exports.

The labour force in developing countries usually has
a lower productivity than that in developed countries.

With lower income, the amount spent on education and
training per head is likely to be lower, leading to lower
skilled workers and hence lower productivity. In turn, lower
productivity can result in lower income which can keep
saving and investment low. This vicious circle of poverty is
illustrated in the figure here.

Low productivity

e

Low income

\ e /

One of the reasons why spending on education per
head may be low is because of high population growth.
Developing countries tend to have higher population
growth than developed countries. Their birth rates and
death rates tend to be higher in developing countries,
giving them a pyramid shaped population pyramid as
shown here.
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This contrasts with the typical population pyramid of a
developed country which has a narrower base and wider apex
as shown in the following figure.
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The population structure of developing countries leads to
a higher dependency ratio. This means that a high proportion
of economically inactive dependants rely on a relatively small
proportion of economically active workers to supply them
with goods and services.

Migration patterns may also be examined to decide
whether a country should be classified as a developing
country or developed country. Developing countries tend to
experience net emigration as some people leave the country
in search of employment and higher incomes abroad. Many
are also experiencing rural to urban migration as people
leave the countryside to move to towns and cities again
in search of employment and higher income. In contrast,
many developed countries experience net immigration and
have already achieved a relatively high level of urbanisation.

Countries might also be classified according to a
composite measure of living standards such as the Human
Development Index. In practice, developing countries have
differences as well as similarities. These differences include,
for instance, disparities in factor endowment, the inequality
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of income and economic growth rates. Developed countries
also exhibit a range of differences.

(b) The ‘old’ approach referred to in the question refers to
fair trade. This is trade on equal terms that is without any
restrictions and without any country seeking to gain an
unfair advantage. The restrictions may be in the form of, for
instance, tariffs and quotas and an unfair advantage may be
sought by giving subsidies to domestic producers.

Allowing countries to trade on equal terms should
allow them to concentrate on producing those products in
which they have a comparative advantage. If countries can
specialise in those products that they are best at producing,
global output should increase which will raise global living
standards. Resources should be used in an allocatively
efficient way, meaning that they should not be wasted. Of
course, it is not always easy to identify where comparative
advantage lies. Transport costs may also offset comparative
advantage.

The ‘new’ approach emphasises that resources may be
wasted transporting products which could be produced at
home. It also mentions an external cost, pollution, which
arises from transporting products around the world. The
existence of external costs may result in production occurring
where marginal social cost being greater than marginal social
benefit and so may create allocative inefficiency.

If some of the products that are currently produced in
developing countries and are exported to developed countries
were to be produced in the developed countries, there is no
guarantee that a better use of resources would be achieved.

It may take considerably more resources to produce the
products in developed countries if their factor endowment
does not favour their production. For example, a country may
not have a suitable climate or sufficiently fertile land to grow a
particular crop. This may mean that the crop would have to be
grown under expensive artificial conditions.

In addition, there is no guarantee that relying on domestic
production will reduce transport costs as significantly
as it might first appear. Local producers may make more
individual journeys and may not be able to take advantage of
economies of scale.

Transport costs do have to be taken into account but if
they do not offset the comparative advantage experienced
by the developing countries in primary products, both
developing countries and developed countries would lose
from adopting the new approach. Both could make better use
of resources by engaging in fair trade,

Chapter 17

Answers to short questions

1.

2

Governments seek to keep unemployment low in order to protect
people’s living standards and encourage economic growth.

Every year most countries’ ability to produce products with the same
number of workers increases because of improvements in education and
training and because of advances in technology. If output rises by less
than potential output, firms are likely to dismiss some of their workers.

. Price stability does not mean the price level remaining unchanged.

It means the price level rising at a low and steady rate.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

. A positive output gap occurs when output is higher than potential

output. This is an unsustainable output in the long run and will be
accompanied by a rise in the price level. The higher the positive
output gap, the higher the rate of inflation is likely to be.

. Both a recession and a depression involve a fall in real GDP.

Whilst a recession involves a decline in the economy’s output over
a period of six months or more, a depression is usually taken to
mean a decline in the country’s output over a period of three years
or longer or a decline that exceeds 10%.

. There are four main stages to the economic cycle. These are the

upturn, the boom, the downturn and the recession.

. A current account deficit which has resulted from the import of

raw materials may lead to a current account surplus if the raw
materials are converted into products, some of which are exported
and some of which replace imports.

. It is more useful to compare current account balances as a

percentage of GDP than in absolute terms because this allows for
the difference in size of economies. A country may have a larger
absolute current account deficit than another country but if its
economy is much larger, it may be of less significance.

. Financial flows from developed to developing countries include

commercial loans, workers' remittances and foreign aid.

A government of a developed country could open up its markets
to firms in developing countries in a number of ways including
removing tariffs and quotas on imports and stopping subsidies
given to domestic producers.

The Prebisch-Singer hypothesis suggest that the terms of trade of
developing countries that specialise in producing and exporting
primary products tend to deteriorate.

A multinational company may set up in a developing country
because the country may have a supply of labour available at
relatively low wages and may have a growing market for the firm's
products.

One disadvantage of a government defaulting on its overseas
loans is that it may be difficult for it to obtain loans in the future.
Workers' remittances may increase if more of the country’s
population go abroad to work or if the same number of people
working abroad earn more.

The ‘canons of taxation’ mean the principles of taxation - in other
words, what qualities taxes should possess.

A poll tax is a tax per head of the population. This type of tax is
sometimes referred to as a neutral tax as it does not influence
what people buy, where they live, what jobs they do and how
many hours they work. It is, however, a regressive tax as it takes a
larger percentage of the income of the poor.

A flat tax is a tax which has one rate of tax. This can apply to
income tax, corporation tax or the whole range of taxes.

The Laffer curve shows that tax revenue is zero when the tax
rate is zero, then rises and then falls reaching zero when the
tax rate is 100 per cent. It suggests that a cut in a high tax rate
would increase tax revenue as it would increase the incentive
to work.

A decrease in commercial banks’ liquidity ratios would increase
their ability to lend but they may not be able to do so if people do
not want to borrow.

A cut in a central bank's interest rate may not increase bank lending
if commercial banks do not pass on the cut to their customers.
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22,

23.

24,

25.

26.

27.

28.

29.

30.

L

32.

33.

34.

. ‘Quantitative easing’ is increasing the money supply through
expansionary open market operations.

One way in which fiscal policy and monetary policy are
connected is through the budget position. An expansionary fiscal
policy may result in a budget deficit and this budget deficit may
be financed by increasing the money supply.

Globalisation is the creation of a global economy as a result of:

v/

the increased mobility of products, capital and labour,
arising from lower transport costs and advances in
technology and the removal of some trade restrictions

v

the development of common tastes, encouraged by
an increase in travel and greater exposure to the same
products through films, TV and websites.

There is an argument for imposing tariffs on products produced
by industries that use child labour as such a practice can be
regarded as unfair competition and socially undesirable. There

is, however, a risk that imposing trade restrictions may increase
poverty in the countries and increase the use of child labour.
Relaxing immigration controls may be regarded as a supply side
measure as it may be intended to increase the size of the labour
force in order to increase productive capacity.

Whether cutting income tax is a fiscal policy measure or a supply
side measure is determined by whether its prime objective is to
increase aggregate demand or aggregate supply. If it is the former, it
is a fiscal policy measure whereas if it is the latter, it is a supply side
policy measure.

Globalisation may increase tax competition. Governments may
think they have to lower their spending on education and other
areas so that they can reduce tax rates. They may consider that
lower tax rates are needed to attract and keep MNCs in the country.
Globalisation may put upward pressure on governments to
increase their spending on education in order to raise labour
productivity and so remain internationally competitive and to
attract and keep multinational companies in the country. Of
course, this pressure may conflict with the pressure arising from
the need to be tax competitive.

A conventional Phillips curve would shift to the left if any given rate
of unemployment is accompanied by a lower inflation rate. This could
occur if workers press for lower wage rises when unemployment falls.
This may be the result of reduced expectations of inflation.

The expectations augmented Phillips curve suggests that whilst it may
be possible to reduce unemployment in the short run by increasing
aggregate demand, in the long run, unemployment will reduce to the
natural rate of unemployment but at a higher inflation rate.

The vicious circle of poverty is the tendency of poverty to lead

to low levels of saving which, in turn, results in low levels of
investment. The low levels of investment give rise to low levels of
productivity which then results in poverty.

Among the reasons why income may become less evenly
distributed are a rise in unemployment, a fall in the minimum wage
and an increase in the pay of chief executives.

A government may want its country’s exchange rate to fall in value
in order to reduce a current account deficit and to raise employment.
A government may move from operating a fixed to a floating
exchange rate in order to concentrate on other policy objectives and
to avoid the need to keep significant levels of foreign reserves.

MEGA

35.

36.

37.

38.

39.

40.
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An increase in unemployment may reduce a current account
deficit in the short run for two main reasons. One is that the
resulting fall in income is likely to result in a fall in demand for
imports. The other reason is that lower income at home may force
domestic firms to compete more aggressively in export markets
and they may be successful.

It is not possible for a government to reduce unemployment to
zero. This is because some workers will always be in between

jobs - taking some time between leaving one job and taking

up another job. There may also be some workers who lack the
necessary skills or commitment to find employment.

An economy’s trend growth rate is the expected percentage change
in its potential output. In most cases, the productive capacity of

an economy would be expected to grow because of advances in
technology and improvements in education and training,

A government may seek to reduce the economy’s economic
growth rate if it thinks that the growth rate is unsustainable. A
rapid increase in aggregate demand which is not matched by an
equal increase in aggregate supply may lead to higher output in
the short run but also inflation and possible balance of payments
problems. A government may try to reduce the growth in
aggregate demand so that it equals the growth in aggregate supply.
A counter cyclical policy measure is one designed to work against
the economic cycle and smooth out fluctuations in economic
activity. When the economy is going into a downturn, a counter
cyclical policy measure would seek to increase aggregate demand.
In contrast, during an upturn a counter cyclical policy might try
tg reduce the growth in aggregate demand.

One benefit of inflation targeting is that it can reduce inflation

by lowering inflationary expectations. If people are convinced

by a central bank, being set an inflation target, that it will keep
inflation low, they will act in a way that causes inflation to be low.
Consumers will not rush their purchases, workers will not push
for wage rises and firms will not push up their prices.

Answers to revision activities

1.

(a) $100bn ($20bn + $10bn = $30bn).

(b) A surplus of $35bn ($75bn - $20bn + $25bn).

(c) As GDP rises a government would gain more tax revenue to
spend as people will earn and spend more, and so both direct
and indirect tax revenue will rise. In addition, as income
rises people demand a higher quality of publically financed
services. Indeed, demand for education, health care and
roads, for example, is income elastic.

(a) (i) Spain’s budget position moved from a surplus to a deficit
because the economy went into recession which reduced
tax revenue and increased government spending on
benefits and because the Spanish government introduced a
large public works project.

Mr Zapatero was implying that he had expected that
automatic stabilisers would have offset the recession.
Automatic stabilisers should reduce economic fluctuations
but may not be sufficient, by themselves, to avoid a
recession. Planning to cut a budget deficit by raising taxes
may work in the short run. There is a risk, however, that in
the longer run higher taxes may reduce economic activity

and so lower tax revenue.

(ii)
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(b) (i) A fiscal deficit is another term for a budget deficit. So when
there is a fiscal deficit, it means that government spending
exceeds tax revenue.

(ii) One argument in favour of privatisation is that it will raise
revenue for the government in the short run. The effect
on government revenue in the long run will depend on
whether the state owned enterprises were profitable or not.

Another argument touched on in the extract is
to increase efficiency. Operating in the private sector
provides both a ‘carrot’ and a ‘stick’ to be allocatively and
productively efficient. Firms that are efficient may earn high
profits whilst those which arc not may go out of business.

(¢) (i) The increase in wealth inequality would have increased
income inequality. Wealth gives rise to income in the form
of interest, profit and dividends.

(i) An increase in state benefits would reduce income
inequality. It would raise the incomes of vulnerable groups
such as the sick, the old and the unemployed and would
narrow the gap between their incomes and the incomes
of richer people in the country. Other government policy
measures include increasing the top rates of progressive
taxes, education and training.

(d) (i) Devaluation may promote economic growth as it may
result in a rise in net exports and so a rise in aggregate

" demand. If the economy has spare capacity, higher
aggregate demand will lead to a rise in real GDP.

(ii) Devaluation may increase a country’s inflation rate as it will
increase the price of imported raw materials which may
push up domestic costs of production and will increase
the price of finished raw materials purchased by domestic
consumers. It will also reduce the pressure on domestic
firms to keep their prices low as rival imported products
will be more expensive.

(a) 'The amount of tax paid would be $5,200 (0% on first $5,000 of
income, 20% on income $5,000-$15,000 = $4,000 and 40% on
income $15,000-$18,000 = $1,200).

The average tax rate (art) is $5,200/$18,000 x 100 =28.89%.

The marginal tax rate (mrt) is 40%.

(b) The tax system is progressive. Tax rates rise as income rises
and the mrt exceeds the art.

(c) The person would pay $18,000 x 15/100 = $2,700. So she or he
would pay $2,500 less.

Answers to multiple choice questions

1. C An economic boom would increase income and so lead to

higher direct tax revenue. It would also increase spending and so
result in more indirect tax revenue.

. C A regressive tax takes a larger percentage of the income of the
poor. The rich are likely to pay more in absolute amount but will
pay a lower percentage than the poor.

. A Devaluation would reduce the price of exports and increase the
price of imports. These price changes could result in an increase
in net exports. Such a change would improve the current account
position and the resulting higher aggregate demand would reduce
cyclical unemployment.

. C An automatic stabiliser is a form of government spending or
tax revenue which changes, without an alteration of government

MEG A

10.

11.

12.

13.

14.

policy, to dampen down economic fluctuations. Income tax and
sales lax revenue will automatically rise whilst unemployment
benefit will automatically fall during an economic boom. Higher
tax revenue and lower government spending will reduce the growth
of aggregate demand. In contrast, the amount paid out in a state
retirement pension is influenced by the age of the population rather
than economic activity.

. A Deregulation, the removal of laws and rules, is designed to

improve the efficiency of markets and so increase aggregate supply.
B would be designed to increase aggregate demand and Cand D to
reduce aggregate demand.

. D The traditional Phillips curve shows an inverse relationship

between unemployment and money wages, although money wages
are usually taken to be an indicator of inflation. The relationship
between unemployment and inflation is inverse rather than direct.

. B A reduction in unemployment benefit may encourage those

made redundant to seek work more quickly and so may reduce
unemployment.

. A Some of the income taxed may have been saved and so one

leakage will replace another leakage. For instance, a government
spends an extra $100m and raises taxes by a $100m. If the savings
ratio is 20%, the rise in taxes will reduce private sector spending
by $80m and so there will be a net injection of spending of $20m.
B would reduce the impact on aggregate demand. C is not true for
most countries and is anyway concerned with absolute amounts
rather than changes. D is true but does not explain why a rise

in government spending matched by an equal increase in tax
revenue is likely to increase aggregate demand.

. C “If inflationary expectations are at 5%, the economy is

operating on the second short run Phillips curve. To remove
inflation from the system, unemployment would have to rise to
the point where the short run Phillips curve cuts the horizontal
axis. In this case, this would be at an unemployment rate of 13%.
A A straightforward definition question. Cyclical unemployment
is also sometimes known as demand-deficient unemployment as it
arises from aggregate demand being too low to provide sufficient
jobs for the labour force.

C A deflationary monetary policy measure is a measure designed
to reduce aggregate demand by reducing the money supply/growth
of the money supply and/or raising the rate of interest. A sale of
government securities by the central bank would take money out
of circulation and, by lowering the price of government securities,
raises the rate of interest. A is an expansionary monetary policy
measure, B is a deflationary fiscal policy measure and D is a supply
side policy measure.

B A regressive tax system will take a smaller percentage of the
income of the rich than of the poor. This may encourage some
people to work longer hours or to take promotion. It is also likely to
result in a more uneven distribution of income, a fall in the rate of
taxation on higher income groups and a rise in savings as the rich
tend to save a higher proportion of their income than the poor.

A A risein taxation and a cut in government spending would
reduce household spending. Lower spending may reduce demand-
pull inflation and, by reducing spending on imports, may lower

a current account deficit. Lower household spending would raise
unemployment and may increase a current account surplus.

C  The natural rate of unemployment is the rate of unemployment
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which exists when the labour market is in equilibrium and the
rate of inflation is stable. An increase in unemployment benefit
may put less pressure on the unemployed to find jobs. It may
also push up wages as employers will have to make employment
more attractive. A and D would tend to reduce the natural rate
of unemployment as they would make work more financially
rewarding and would make labour more mobile. B may reduce
cyclical unemployment.

15. A Arise in the rate of interest may reduce consumer
expenditure and investment and so reduce demand-pull inflation.
It will, however, push up the costs of production of firms which
have borrowed in the past and so may raise cost-push inflation.
B might increase demand-pull inflation in the short run but
reduce cost-push inflation in the long run. C and D may reduce
cost-push inflation.

16. A Borrowing from the central bank is sometimes referred to as
‘resorting to the printing press’ and will increase the money supply.
B, C and D involve making use of existing money.

17. C A fiscal policy measure is one designed to influence aggregate
demand whereas a supply side policy measure is one intended to

influence aggregate supply.

18. C A high marginal propensity to save would reduce the size of the
multiplier and so reduce the impact of expansionary fiscal policy. A,
Band D would all tend to increase the effectiveness of expansionary
fiscal policy.

19. A A decrease in income tax rates may increase spending and
the incentive to work. Both effects may result in a rise in real
GDP and employment. An increase in real GDP and employment
may increase tax revenue and reduce government spending on
unemployment benefits and so may reduce a budget deficit. A
decrease in income tax rates is likely to reduce tax evasion. Fiscal
drag may arise due to inflation and a change in income tax rates
does not affect the tax base.

20. C A definition question. The incidence of taxation relates to
which group or sector a tax falls on. For instance, the incidence of
an indirect tax may be on both producers and consumers.

Answers to data response questions

1. (a) Economic growth involves an increase in real gross domestic
product (GDP) in the short run and an increase in productive
capacity in the long run. If there is spare capacity in the
economy, an increase in aggregate demand can result in more
goods and services being produced. In the longer run, to
continue to increase output, the quantity and!or qual.lty of
resources have to be increased.

(b) Developed countries may help to stimulate economic growth
in developing countries in 2 number of ways. Multinational
companies (MNCs) from developed countries set up in
developing countries and contribute directly to the countries’
economic growth rates. They may also contribute indirectly
to economic growth by training workers and financing
infrastructure projects.

In addition, developed countries can provide aid to
developing countries. Such aid may increase the quantity
and quality of the countries’ resources if the aid is used, for
instance, to improve education and increase investment.

Developing countries, in turn, contribute to the economic

Answers 271

growth of developed countries by providing markets for their

products and resources for their industries. As developing

countries grow, the higher incomes of their people result

in developed countries’ exports rising. The raw materials

purchased from developing countries are turned into finished

products and sold at home and abroad and labour from
developing countries can be employed in their own countries
by MNCs or as migrant workers in developed countries.

Figure 17.2 shows that income inequality is unevenly

distributed with the richest 20% of the population receiving

82.7% of total global income and the remaining 80%

receiving only 17.3%. Tt cannot, however, be concluded

from the figure that almost half of the world’s population
still lives on less than US$2 a day. It does not show the
actual income earned. Whilst the poorest 20%, for instance,
receive only 1.4% of income, it is not indicated how much
that is per head of population. It cannot be calculated from
the data what is the share of the poorest 50% or, indeed,
what the average income is. Figure 17.2 also does not show
global income distribution over time and so it cannot be
concluded that half of the world’s population continues to
live in poverty.

(d) Economic growth has the potential to reduce absolute and
relative poverty. Increases in the country’s output can result in
rising employment and rising income. The extract mentions
that many countries in Africa experience severe poverty and
that there has been an increase in the gap between the rich
and the poor within countries and between rich and poor

~  countries.

' The extract, however, does not provide evidence on how
economic growth has affected poverty. No data is given on
economic growth and poverty over time. Economic growth
may have led to a decline in poverty. Even if data indicated
that poverty continued to exist during a period of economic
growth, it is possible that poverty might have been higher
without economic growth. In addition, the extract does not
provide any evidence on the cost of living. Incomes might be
low but if living costs fall, poverty could decline.

(c

—

2. (a) Gross domestic product is the output produced in a
country in a given time period. The money sent to Kenya
by Kenyans has been earned as a result of producing
products in other countries and, as such, would not be
included in Kenya's GDP.

(b) There is a range of reasons why pecple from developing
countries might go to work in developed countries. One
possible reason is the greater availability of work. In their
home countries there may be a shortage of workers with
their skills. Pay may be higher in developed countries which
may enable the migrant workers to save some of their
income for the future and to send some home to improve
the working conditions of their relatives. In addition, there
may be a greater variety of jobs, better promotion prospects
and more training available in developed countries. In rural
areas of some developing countries, the focus is likely to be
on employment in the primary sector and the jobs available
may be low skilled. Promotion prospects may be greater in
countries which have well developed secondary and tertiary
sectors. Access to good training may attract some people to
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children should have an increased chance of gaining a well-
paid job, better health care and more choices. The extract also
states that investment financed by Chinese living abroad and
remittances from Ghana and Nigeria have been significant
factors in the development of the countries. Tn addition,

it shows that money sent home by workers to Bangladesh
was more significant than aid in 2005. Data, however, is not
available for a range of countries over time.

The article also states that in Mexico local governments
match any private sector money and shows that money given
as aid was greater than workers’ remittances in the case of
Kenya in 2005.

To draw a firm conclusion as to whether private actions
rather than government policy play a more important role
in economic development, it would be necessary to examine
data covering more countries and for more than a year.

(d) The most traditional indicators about production and

3. (a)

consumption are real GDP and real GDP per head. The

latter is better indicator of welfare as it takes into account
population size. Figures on real GDP per head are available to
compare over time and between countries. The figures are not
always accurate, however, and do not provide a full picture of
the quality of people’s lives.

Care has to be taken in measuring real GDP. In using the
output measure it is important to avoid double counting, in
the income method transfer payments should not be included
and in the expenditure method exports must be added and
imports deducted. Real GDP per head figures may understate
production and consumption to a significant extent if there is
a large informal economy with people not declaring economic
activity either because it is illegal or because they want to
evade paying tax. Real GDP per head figures do not include all
the aspects which affect welfare. As a result, economists use a
number of other measures including the Human Development
Index, which as well as GDP per head, also includes education
and life expectancy. The HDI, however, also fails to include a
number of key factors that influence welfare including hours
of leisure time. Both real GDP per head and HDI would
also be increased by a number of changes which might not
result in higher welfare. For instance, a rise in the number
of policeman and policewomen due to higher crime would
increase both indicators but would be unlikely to raise welfare
- most people would rather have less crime and so less people
in the police force.

The traditional indicators about production and consumption
are of some use as measures of welfare. They are starting points but
they can be added to although some factors that influence welfare,
including the quality of relationships are difficult to measure.

A budget deficit arises when government spending exceeds tax
revenue. A cyclical budget deficit is an excess of government
spending over tax revenue caused by a downturn in economic
activity. When an economy enters a recession, direct and

indirect tax revenue falls as income and expenditure declines.
Government spending on unemployment related benefits
increases as more people lose their jobs.

(b) Economic growth is usually associated with a rise in the

(9]

value of products a country imports. As an economy’s output
increases, its firms may buy more imported raw materials to
produce products to sell at home. As incomes rise, households
produce more finished products including some from abroad.
Higher the marginal propensity to import, the greater will

be the rise in the value of imports purchased. It is, however,
possible that for a period of time a government may seek to
promote economic growth by means of an import-substitution
policy. In this case, a government may subsidise domestic
producers and impose trade restrictions.

An open economy is one which engages in international trade.
The more open an economy is, the greater its exports and imports
will be as a proportion of its gross domestic product (GDP).

China and Russia appear to be more open economies
than Brazil and India as they export a higher proportion of
their GDP. No specific information, however, is given on the
proportion the countries import although as Brazil and India
have only a small current account deficits, the value of their
imports must be relatively close to the value of their exports.

The extract mentions that all of the BRICs impose trade
restrictions which limits international trade. It does, however,
state that the BRICs are exporting and importing more as
economic growth occurs but no data is given of how exports
as a percentage of GDP has changed over time.

All that can be concluded from the extract is that at one
ﬁoim in time, China and Russia sold a higher proportion of
their output to people in other countries, that all four BRICs
restrict international trade but all are trading more.

(d) There is only limited evidence in the extract to support the view

that the BRICs have a similar macroeconomic performance.

It mentions that all the BRICs have high growth rates and this
comment is supported by the economic growth rate figures
given in Table 1 for three of the economies but not for Russia. It
is also predicted that all four will become important economies
by 2050. In addition, Table 1 shows that all four had relatively
high unemployment rates and the extract mentions that all four
economies impose trade restrictions, had avoided going into a
recession but had a cyclical budget deficit.

Table 1 does, however show a variation in inflation rates
and a noticeable difference in income per head with, for
instance, people in Russia enjoying an income level nearly
nine times higher than that experienced in India. The data is
also restricted to one year and it is not stated what measures
of inflation and unemployment are being used. For instance,
one country might be measuring the inflation rate using a
consumer price index whilst another might be using the GDP
deflator and one country might be measuring unemployment
using the labour force survey whilst another may be using the
claimant count.

In addition, the extract mentions that Brazil and India
have recently experienced small current account deficits
whilst China and Russia have experienced large current
account surpluses. It suggests China and Russia are more
open economies than Brazil and India.

To decide the extent to which the BRICs have a similar
macroeconomic performance, more information would be
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needed on the sources of data provided, figures for more
than one year would be necessary and data on, for instance,
exchange rate movements would be useful,

Answers to essay questions

1. Whether the aims of government policy will conflict will be
affected by the time period under consideration, the current state
of the economy and the type of economic policies pursued. If
there is a conflict, which aim should be given priority will again be
influenced by the current state of the economy, future predictions,
the costs involved and which aim the government thinks it will be
most effective in achieving.

In the short run, if an economy is operating close to full
employment, there may be a conflict between reducing the
inflation rate or at least ensuring the inflation rate remains stable.
If a government seeks to reduce unemployment by expansionary
fiscal policy, the higher aggregate demand may result in
inflationary pressure. In the figure as aggregate demand (AD)
increases, output is increased rises closer to the vertical part of the
aggregate supply curve (AS) and the price level rises from P to P1.

AS
AD, AD
o
5
8
= P
P,
\ AD
AD,
o) Y, Y Real GDP

If, however, the economy has considerable spare capacity,
with a noticeable output gap, it may be possible to reduce
unemployment by a noticeable amount without causing
inflationary pressure.

In the short run, the objectives of economic growth and a
stable inflation rate may also conflict. As the previous diagram
shows, higher AD causes real GDP to rise but it also pushes up
the price level. As an economy’s AD increases, more resources
are used and they become in shorter supply and the rising
competition pushes up their prices. Firms know they can change
more for their products and so they are willing te increase their
prices.

Economic growth may also conflict with a balance on the
current account of the balance of payments. If economic growth
occurs, incomes will rise. This may result in demand for goods
and services. As a result imports of finished products and raw
materials may increase. Some products originally intended for
the export market may also be diverted to the home market. Of
course, it is possible that economic growth may be export led
and in such a circumstance may be accompanied by a declining
current account deficit.

In the long run, if a government follows effective supply-side
policy measures it may be able to achieve all of its objectives.
This is because such policies, such as improved education and
training, will shift the aggregate supply (AS) curve to the right
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enabling AD to increase, lowering unemployment, achieving
economic growth without causing inflation. Effective supply
side policy measures can also improve the current account
position by improving the quality and price competitiveness of
domestic products. Of course, a government may also have to
ensure that both AD and AS increase in line with each other.
In the figure below; both AD and AS rise. These shifts keep the
price level at P and raises real GDP from Y to Y1.

AS
= AD, AS 4

Price level

\ AD,
AD

Real GDP

0 Y v,

In practice, a government is likely to need to use a range of
policy measures to achieve its objectives. In the short run, whilst
unemployment and economic growth are likely to be helped by
an increase in AD, a reduction in AD may be needed to reduce
demand-pull inflation and a current account deficit. In the long
run, however, all the objectives should benefit from an increase
in AS which matches an increase in AD. This is why some
economists claim that sustained economic growth should be
given priority. If both aggregate demand and aggregate supply
shift to the right, inflation and unemployment should be kept low
and the current account close to balance. In the short run, if there
is significant and rising unemployment whilst inflation is low
and stable, there is still positive economic growth and the current
account position is close to balance, a government is likely to
prioritise reducing unemployment. If, however, unemployment is
of a short-term duration and on a downturn trend whilst inflation
is unanticipated and of a cost-push nature, a government may
decide to concentrate on reducing inflation.

2. (a) An increase in taxes would reduce national income. Higher

income tax would reduce disposable income. Lower disposable
income would be likely to reduce consumer expenditure.
Higher indirect taxes would also probably result in lower
consumer expenditure. A decline in consumer expenditure,
ceteris paribus, will reduce aggregate demand. Lower aggregate
demand can reduce real GDP as shown in the figure here.

A
AD, 5
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2
3
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Answers

The extent to which an increase in taxes will reduce
national income will be influensed by the size of the rise in
taxeea,which taxes are raised and how firms and households
react.A small increase in taxea will not have much effect. A
rise in the top rates of progressive taxes may also not cause
national income to fall significantly. L{ the rich have to pay

higher taxés-they iy reduce their savings rather than their
spending. Higher direct taxes may increase tax evasion and,

as a result, not increase tax revenue. A rise in indirect taxes
on products with inelastic demand or on products with
substitutes that are not taxed may also mean that consumer
spending does not fall by much.

It is even possible that during periods of high inflation or
large government debt, a rise in taxes may increase consumer
and business confidence and so raise aggregate demand.

(b) A fall in the level of national income may be accompanied by

a decline in the standard of a living in a country but this will
not necessarily occur. A decline in real national income with
the same population size will result in a fall in income per
head. Lower income will reduce people’s material standard of
living as people, on average, will be able to buy fewer goods
and services.

It is, however, possible that national income may fall but
real national income may rise. If the price level has fallen, it is
possible that more products have been produced and so people
may be able to experience a rise in material living standards. It
is also possible that national income may have declined but the
population might have fallen by a greater extent. In this case,
national income per head would have risen.

In addition, there are a number of reasons why a decline
in national income per head might be accompanied by a rise
in the standard of living for most people. One is that income
may have become very evenly distributed so that whilst some
people may have experienced a decline in their material living
standards, the majority may have been able to enjoy more
goods and services. Another is that the size of the informal
economy may have increased so despite the official figures,
more goods and services may have been produced.

The quality of people’s lives may also have increased if the
composition of output has changed. For instance, a rise in the
output of leisure goods and a fall in the output of weapons may
make people happier. There is a range of factors not measured
by national income that affect the quality of people’s lives
including working conditions, working hours and pollution.

Whilst GDP per head is a common measure of the
standard of living over time and across countries, economists
use a number of other measures. One is the Human
Development Index which, in addition to GDP per head,
includes life expectancy and education as measured by adult
literacy and primary, secondary and tertiary school enrolment
ratios. Another measure is the Index of Sustainable Economic
Welfare which seeks to measure welfare by deducting items
that reduce the quality of life including the costs of crime,
loss of wildlife habitats and pollution, whilst adding items
that improve the quality of life such as unpaid housework and
takes into account income inequality.

Changes in national income can have a significant
influence on the standard of living but they have to be
interpreted carefully and it has to be recognised that the
quality of people’s lives is influenced by far more than income.

3. (a) There is a range of causes of unemployment, some more serious

than others. Even in a booming economy there is likely to be
some frictional unemployment. This type of unemployment
occurs when workers are in between jobs. Some people leave
or lose one job before taking up another job. This type of
unemployment may not be much of a problem and can be
reduced by improving information about job vacancies.
Seasonal unemployment is a form of frictional
unemployment. It arises when people are out of work because
demand for their services occurs only at certain times of the
year. For instance, tour guides and some hotel workers may
lose their jobs when holiday periods end and fruit pickers may
be out of work during certain seasons of the year. This type
of unemployment might be reduced by finding workers jobs
during off peak periods or by increasing the length of time when
their services are in demand. For instance, hotels may develop
conference facilities in order to create demand out of season.
Another form of frictional unemployment in search
unemployment. Some of the unemployed may not accept
the first jobs offered to them but may spend time looking
for a better job. The existence of relatively generous
unemployment benefits may encourage them to do this. They
may also encourage voluntary unemployment with some
people preferring to live on benefits rather than working. To
tackle this type of unemployment, a government may cut
unemployment benefits.
Structural unemployment tends to be more serious
than frictional unemployment as it can involye more
_people and can be long lasting. Structural unemployment is
unemployment which results from changes in the structure
of the economy. These may be from the demand or the supply
side. Workers may lose their jobs because some products
may become less popular or because changes in methods of
production, often caused by advances in technology, mean
that fewer workers are required. At any one time, the number
of jobs in some industries is likely to be declining. These job
losses may be matched by new jobs in other industries but if
workers are either geographically or occupationally immobile,
unemployment is likely to persist. To reduce this type of
unemployment, a government may seek to promote training.
The most serious type of unemployment is cyclical
unemployment. This arises due to a lack of aggregate demand
and can result in large numbers of people losing their jobs
across all industries and staying unemployed for some time.
Cyclical unemployment will be associated with a negative
output gap. During a recession, cyclical unemployment
may reach a high level. To reduce cyclical unemployment, a
government is likely to try to increase aggregate demand by
means of expansionary fiscal or monetary policy.

(b) A rise in the rate of interest may reduce demand-pull inflation.

Indeed, interest rate changes are the main policy measure used
by central banks to influence changes in the price level. It may,
however, not always be successful in reducing demand-pull
inflation and may add to cost-push inflation.

Demand-pull inflation occurs when aggregate demand
increases by more than aggregate supply. As an economy
approaches full employment, it becomes increasingly difficult
to meet higher aggregate demand with increased output as
resources become scarcer. A rise in the rate of interest is
likely to reduce aggregate demand by reducing or lowering
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the growth of three of the components of aggregate demand.
Consumer expenditure is likely to be reduced because saving
will become more rewarding, borrowing will become more
expensive and anyone who has borrowed before on a variable
interest rate will have less money to spend. Investment may
be discouraged as again borrowing will be more expensive,
firms may decide to save their money rather than spend it
on capital goods and may expect consumer expenditure to
be lower. Net exports may also fall. This is because a rise in
the rate of interest may stimulate an inflow of hot money in
search of a high return. The resulting increase in demand for

the currency would raise the value of a floating exchange rate.

This, in turn, would increase the price of exports and lower
the price of imports. Given elastic demand for exports and
imports, export revenue would fall and import expenditure
would rise. '

A decline in aggregate demand, or at least a decline in
the growth of aggregate demand would reduce demand-pull
inflation. The following figure shows that restricting the
growth of aggregate demand to AD1 would result in a smaller
rise in the price level than would be caused by a larger rise in
aggregate demand to AD2.

5 AS
AD
@
P
\ AD,
AD
0 Y Y, Real GDP
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The decision to raise the rate of interest charged by the
central bank does, however, take time to work through the
economy to affect aggregate demand. Commercial banks
have to change their interest rates in response (and there is no
guarantee they will do so). Firms and households then have
to respond to any change. By the time aggregate demand is
reduced, demand-pull inflation may have disappeared.

Higher interest rates may also not discourage firms from
investing and households from spending if they are very
optimistic about the future.

Higher interest rates may occur at a time when another
influence on aggregate demand is changing. For instance,
if incomes abroad are rising, export revenue may increase
despite a higher exchange rate.

If the government has made a mistake in analysing the
cause of inflation and it is actually cost-push, raising interest
rates may increase inflation. Higher interest rates will increase
the costs of any firms that have borrowed on variable interest
rates and they may raise their prices to cover their higher costs.

Interest policy has the potential to prevent a rise in
demand-pull inflation by restricting the growth of consumer
expenditure, investment and net exports. It will, however,
work with a time lag and may not be very effective during a
consumer boom when confidence is high.
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