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Case studies commentary 
Cambridge Assessment International Education bears no responsibility for the example answers 
contained in this publication. 

Chapter 1 Introducing economics 

Plantains and tobacco, page 23 

a The opportunity cost of a decision is defined as the value of the next-best alternative that could 
have been chosen. In Jacob’s case, the decision is to produce more tobacco. He can only do this 
by producing fewer plantains, so the opportunity cost is the plantains forgone in switching the 
land to producing tobacco. 

b Figure ACS1.1 shows a production possibility frontier (PPC) for Jacob’s choice between 
plantains and tobacco. Notice that it is drawn as a curve rather than a straight line to reflect the 
fact that some of the land may be more suitable for one of the crops, so the opportunity cost of 
tobacco in terms of plantains changes as more land is used for tobacco production. 

 

Figure ACS1.1 Plantains and tobacco 

c i See point A on Figure ACS1.1. 

ii Any point such as B that lies somewhere on the PPC shows a situation in which Jacob uses 

some of his land for growing tobacco, and the rest for plantains. 

iii If Jacob does not use all of his land, then he will be operating at a point somewhere within 

the PPC, for example at C. 

Singapore, online case studies page 1 

a On the face of it, the Singapore government did seem to intervene quite a lot in the 
development of the economy. This was a one-party state that exerted control over the media 
and over wages. The government was active in providing housing and infrastructure for 
business. This was certainly not an economy in which a free market dictated the allocation of 
resources. 

b However, there are also indications that markets were allowed to operate. Businesses were 
given incentives to be enterprising, and foreign investment was encouraged. It would seem that 
the government provided a secure environment in which business could flourish and the 
economy became highly competitive. Although not apparent in the passage, although wages 
were controlled, this was done in a way that enabled markets to work, in the sense that wage 
levels were raised to reflect the high skill levels of workers, which in turn reflected investment 
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in education. Personal freedom was sacrificed in order to allow the economy to develop 
rapidly. 

Singapore used strong central planning to stimulate economic growth, but in a way that helped 
markets to work, rather than trying to override them.  

Chapter 3 Elasticity 

Fish, page 53 

a Once the fishermen have returned from their fishing, the supply of fish is fixed, so supply is 
likely to be perfectly inelastic on that day. Fish cannot have been stored from the previous day, 
as this is not possible. The supply curve is vertical.  

b If there is a record catch of fish, the supply will be far to the right. With demand unaffected, the 
result will be that price will be much lower. You can see this in Figure ACS3.1. 

 

Figure ACS3.1 The market for fish 

  Here, Sn represents supply on a ‘normal’ day and D represents the demand curve. The 
equilibrium price is Pn. When there is a record catch, supply is to the right at Sr, and with 
demand unchanged, the equilibrium price falls to Pr. 

c On the next day, it is possible that some fishermen will be so discouraged by the fall in the 
price of fish that they will not think it worthwhile to go out fishing. If this is the case, they may 
choose to do something else the next day, and this will mean the supply curve is likely to be 
further to the left. Another way of interpreting this is that the supply curve is more elastic in the 
long run than in the short run. 

d A technological advance that reduces the cost of catching fish (e.g. in terms of the opportunity 
cost of other activities) will shift the supply curve to the right. 

e One way of looking at this change is that the size of the market has increased, as fish can now 
be sold to the neighbouring island as well as ‘at home’. This would be seen as a shift of the 
demand curve, which (ceteris paribus) would result in a higher equilibrium price. In the longer 
term, this may lead more islanders to engage in fishing, thus shifting the supply curve also. 

Bicycles, online case studies page 2 

a One important reason is likely to have been the increase in real incomes of households. With 
higher incomes, more households may be able to afford to buy cars, rather than relying on 
bicycles or public transport. It is also possible that cars have become more available in China as 
part of the economy’s transformation to a more diversified structure. However, the passage 
does not tell us about this. 

b It is quite possible that the income elasticity of demand for bicycles in China could be negative 
— at least in the urban areas. In other words, bicycles could be an example of an inferior good, 
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whereby as incomes rise, more people demand cars, and therefore reduce their demand for 
bicycles. 

c On the other hand, the income elasticity of demand for cars is likely to be positive, and perhaps 
strongly so. Here we have an example of a normal good, possibly even a luxury good (a good 
for which the income elasticity of demand is greater than 1). 

d By reducing the number of journeys that people need to take to travel to work if they work 
from home we would expect the demand for cars to fall. This would be reinforced if at least 
some of those who cannot work from home decide to cycle to work because it has become safer 
and quicker. Whether the net effect on the environment will be positive or negative may depend 
upon the impact on traffic congestion. Fewer cars on the road may be beneficial, but if the 
reduction in road space causes large-scale congestion, this may have a negative effect. 

Rice, online case studies page 2 

a The demand for rice is likely to be price inelastic.  

b In the passage, we read that rice is a staple food, and a part of the daily diet of many people in 
Southeast Asia. This suggests that the demand for rice is likely to be inelastic. Another way of 
interpreting the fact that a commodity is a staple food is to say that there are no substitutes that 
people find acceptable for it: they perceive rice to be a necessity. This being the case, demand 
is likely to be highly inelastic. An increase in the price of rice will not have a substantial effect 
on demand, as people will continue to demand it. This is further supported in the passage, 
which describes how some households have reduced their consumption of other commodities 
such as meat in order to be able to maintain their consumption of rice. 

c Will government intervention to control the price be effective? This is discussed in Chapter 5, 
but you may have begun to anticipate this discussion. If there is not enough rice to go round, 
then no action by the government to control the price can reach the heart of the problem. 
Indeed, we may view price as one way of trying to ration a limited amount of a commodity. If 
the quantity of the commodity is limited, then some form of rationing is needed: if not price, 
then some other way. 

Chapter 4 Market equilibrium and the price system 

A healthy diet?, page 72 

a As consumers would be looking to buy more organic foodstuffs, the demand for non-organic 
products would shift to the left, as shown in Figure ACS4.1. In the short run, the supply of non-
organic foodstuffs is likely to be relatively inelastic, as producers would not be able to react 
quickly to the change in demand. We would expect to see a movement down along the supply 
curve. The equilibrium price would fall from P0 to P1 and the quantity traded would fall from 
Q0 to Q1. 

 

Figure ACS4.1 The market for non-organic foodstuffs in the short run 
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b In the market for certified organic produce, we would expect to see the reverse effect, with 
demand shifting to the right, as shown in Figure ACS4.2. Given the difficulty of attaining 
certified organic status, supply in the short run is likely to be relatively inelastic, as producers 
will not be able to expand production quickly. In this situation, we would expect to see a 
relatively large increase in price from P0 to P1 with a relatively small fall in the quantity traded 
from Q0 to Q1. 

 

Figure ACS4.2 The market for certified organic foodstuffs in the short run 

c If consumer preferences remain strongly in favour of organic produce, non-organic producers 
are likely to reduce the acreage devoted to production, and some farmers may choose to leave 
the market altogether. The supply curve will thus tend to shift to the left. Figure ACS4.3 
illustrates this. Whether the price recovers all the way to the original level is uncertain. 

 

Figure ACS4.3 The market for non-organic foodstuffs in the long run 

  Some previously non-organic producers may go through the process of switching to organic 
production in the longer run, and existing farmers may expand their production. This would 
mean a rightward shift in supply, as shown in Figure ACS4.4. Notice that this is tantamount to 
saying that supply becomes more elastic in the long run, as producers are able to adjust to 
changing market conditions. I have thus marked the long-run supply curve on Figure ACS4.4: 
this is labelled SL. 
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Figure ACS4.4 The market for certified organic foodstuffs in the long run 

Jewellery, online case studies page 3 

a The first paragraph indicates that the market starts off in equilibrium, with the jewellery sellers 
just making enough profit to remain in business. This can be seen in Figure ACS4.5, where D0 
represents the original demand curve, and S0 is the supply curve. 

 

Figure ACS4.5 The market for jewellery 

  The equilibrium price is P0 and the quantity traded is given by Q0. The publicity given to the 
jewellery results in a rightward shift of the demand curve to D1, and the equilibrium price rises 
to P1; the jewellery makers find that they are selling more jewellery — namely the amount Q1. 
There has been a movement along the supply curve. However, this situation does not last long, 
as new jewellery sellers join the market, shifting the supply curve to S1. The equilibrium price 
falls back to the original level P0, but with higher quantity traded of Q2. There has now been a 
movement along the demand curve, and the market has settled down again. 

b This depends upon the nature of the goods being sold by other stallholders: in particular, on 
whether they are producing goods that are substitutes or complements to the jewellery. It may 
well be that the only way in which they are affected is through the pressure on the stalls 
themselves, if there is high demand for stall-space. If some are producing goods that are not 
selling strongly, they might consider switching to making jewellery – if they have the right 
skills, of course. 

c It could be argued that local jewellery stores will not see the craft producers as being 
competitors. In other words, they may consider themselves to be operating in a different 
segment of the market. If they find that they are losing business, they might try to distance 
themselves by rebranding as selling high-quality products. 
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Chapter 5 The government in the microeconomy 

A bitter-sweet tax?, page 87 

a The analysis of the incidence of a tax suggests that the cost of paying the levy will be shared 
between producers and consumers, with the relative shares being influenced by the elasticities 
of demand and supply. 

b The relevant market failure arises from increasing concerns about the problems of obesity, 
especially among the young. Obesity raises the chances of diabetes. The sugar content of many 
soft drinks was seen to be a major part of the problem, as the recommended daily sugar intake 
could be exceeded by drinking a standard 330 ml can of cola. In terms of market failure, it 
could be argued that there is an information failure, such that individuals do not realise the risks 
that they are taking by consuming so many sugary drinks. Or it could be argued that the social 
costs of treating diabetes are not fully taken into account by consumers. A teenager interviewed 
on the day the levy came into effect said that she would continue to consume sugary drinks 
because she felt she was ‘addicted’ to them. If this were true, it would suggest a parallel with 
tobacco, and the taxes that have proved insufficient to discourage smoking. 

c The reduction in the estimated revenue has several causes. Part of the explanation may be that 
some manufacturers had acted to reduce the sugar content of their products in order to avoid the 
levy. To the extent that this happened, the levy could be viewed as achieving its intention – to 
reduce the amount of sugar being consumed. If the reduction arises because consumers are 
expected to be more price-sensitive than at first thought, this could also mean that the levy was 
expected to be effective – unless, of course, they are switching to other products that are 
exempt from the levy, such as smoothies. Notice that in itself the reduced expected revenue is 
not an issue, as revenue raising was not the prime reason for introducing the levy. 

A common problem, online case studies page 3 

a If a good is non-excludable, then individuals have an incentive to make as much use of it as 
possible. In the case of fishing, the incentive for fishers is to catch as many fish as they can in 
order to maximise their profits. The problem that follows is that so many fish are harvested that 
the stocks begin to fall, so that the good becomes ‘rivalrous’. This could continue to the extent 
that some species of fish become extinct. At one point this seemed to be occurring in Lake 
Victoria, and supplies of cod in the North Sea were in steep decline. 

b A similar problem could arise if the land surrounding a village is in common ownership, so that 
all villagers have the right to graze their cattle on this common land. Again, the land could 
become overgrazed, and its quality would suffer. Forests are another possible example, if there 
is overlogging. 

c What is needed is for there to be some form of agreement to limit the exploitation of the 
resource. For example, the countries surrounding Lake Victoria could agree quotas of fish that 
could be harvested. Indeed, there has been such an agreement between these countries, and the 
Lake Victoria Fisheries Organization has responsibility for managing fishing in the lake. 
However, some reports suggest that overfishing is still taking place. 

Chapter 7 Aggregate demand and aggregate supply 

analysis 

The Covid-19 pandemic, page 113 

Please note that there is no unique way to depict this sequence of events, as much depends upon the 
relative size of the shifts in the curves. So, if your diagram does not look exactly like mine, don’t 
worry. It is the direction of the shifts that matters. 
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a Figure ACS7.1 shows how we might show the effects of the pandemic, but remember that there 
are many other things going on in the background that we have not yet discussed, such as the 
impact of changes in international trade and the effect of interest rates, not to mention the 
impact on the stock market. 

 

Figure ACS7.1 Adjustment following the onset of the pandemic  

  Suppose an economy begins in short- and long-run equilibrium, with aggregate demand AD0, 
short-run supply at SRAS0 and long-run supply at LRAS. Real GDP is at its capacity level at YFE 
and the price level at P*. As the pandemic hits, the first impact is on aggregate demand, which 
shifts to AD1. Under normal circumstances, the effect in the short run would be a movement 
down along the short-run supply curve, with price falling to P1 and real GDP falling to Y1. 
However, the interruptions to the supply chain affect the supply side of the economy, so the 
short-run supply curve also shifts to the left. Indeed, the restrictions placed on firms mean that 
during the pandemic the full-capacity level of output was reduced, causing the long-run supply 
curve to be effectively shifted to the left. On my figure I have drawn the shift in the SRAS and 
LRAS in such a way that the price level remains at its original level P* while real GDP falls to 
Y*. There is no particular reason to expect this to be the actual result, so the economy could end 
up with a price level higher or lower than the original. 

b An economy emerging from the pandemic faces many problems. Getting people back to work 
has to be carefully handled to be sure that the virus does not reappear. There are likely to have 
been firms that ceased to trade during the pandemic that may not be able to start up again – and 
this may not be confined to small and medium-sized enterprises. The economy’s capital stock 
may have deteriorated during the shutdown, and investment projects that would otherwise have 
been completed (or started) may have been abandoned. This may mean that even when the 
economy begins to get back to normal, the capacity level of real GDP may remain below the 
original level. The government will have accumulated substantial amounts of debt, although 
with interest rates so low this may not be disastrous. On the positive side, there may be firms 
that have found that home working is an effective way of carrying out their business at lower 
cost. From an environmental perspective, pollution levels may have dropped during the 
pandemic – but these, of course, may climb back up as the global economy picks up again. 

Chapter 8 Economic growth 

China’s economic growth, page 124 

a Central planning has been seen as a costly and inefficient way of allocating resources, which 
has often resulted in large productive and allocative inefficiency. By allowing market forces to 
influence the allocation of resources, some of these inefficiencies are likely to be squeezed out 
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of the system, thus allowing resources to be more effectively used, and leading to a rightward 
shift of the long-run aggregate supply curve. 

b The problem with cross-border externalities is in negotiating an acceptable form of cooperation 
between the parties. China’s relations with its neighbours have not always been friendly, as 
there is a history of tension and conflict between them. However, China has acknowledged that 
there is an issue with air pollution, both within its own cities and in relation to its neighbours. 
Joint discussions have taken place between the three countries, and China has committed itself 
to taking action. 

c This is a highly contentious issue, with no ready solution. Rising car ownership may contribute 
to rising carbon dioxide emissions, which may then contribute towards climate change and 
global warming. However, from China’s perspective, they are a relatively young economy with 
relatively low average incomes and a high poverty rate. Why should they not be able to benefit 
from rising incomes when countries that developed in early periods were able to grow without 
worrying too much about the environment? China can also point to the fact that the lifestyles 
enjoyed by people in the already developed countries also contribute to global warming, but 
Americans and Europeans continue to drive gas-guzzling cars. There is no easy answer to this. 

Chapter 9 Unemployment 

The cost of unemployment, page 133 

a In evaluating the costs of unemployment from society’s perspective, you need to balance the 
negative effects (such as lost output or civil unrest) against the positives (such as the need to 
have a flexible labour market). 

b Again, the issues for discussion will need to cover the distinctions between short and long 
periods of unemployment, and the voluntary/involuntary aspects of unemployment. There is 
also the need to find a balance between protecting the vulnerable by providing benefits, and the 
need to give appropriate incentives for people to work and contribute to society. 
Unemployment is discussed further in Chapters 23 and 26. 

Chapter 10 Price stability 

Inflation and the economy, page 145 

a Excessive spending by governments in South America resulted in demand-pull pressures. The 
oil price rises in the 1970s caused cost-push pressures on prices. 

b Having low and stable inflation reduces uncertainty. Within a stable macroeconomic 
environment, firms are able to form good expectations about the future, and are likely to 
engage in investment, which then can lead to economic growth. 

c The passage identifies a range of possible costs of inflation – increasing inequality, rising 
transaction costs, menu and shoe-leather costs, and difficulty in identifying and reacting to 
price signals. 

d Most people would argue that it is the rising uncertainty caused by high and volatile inflation 
that is of most concern. If firms cannot form reliable and optimistic expectations about the 
future course of the economy, they are unlikely to be prepared to invest in new or improved 
capital, which may then reduce the rate of economic growth. 

e Your answer will depend on when you are tackling this question andn which country you are 
living in. 
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Chapter 11 Macroeconomic policy 

Macroeconomic policy instruments, page 163 

Monetary policy relies on using interest rates and money supply to influence the path of the 
economy. In the UK this is implemented through the MPC – the Monetary Policy Committee of the 
Bank of England, which was given independent power to use monetary policy to hit the 
government’s inflation target in 1997. In essence, the Bank operates by manipulating the bank rate, 
thus influencing interest rates in the economy, which in turn affects aggregate demand by 
influencing investment and consumption expenditure. There are also indirect effects that work 
through the exchange rate. Maintaining macroeconomic stability is seen as fundamental for the 
economy, as this provides a stable environment within which economic growth can be achieved. A 
key argument here is that stability in the macroeconomy encourages investment by firms, which 
then raises the productive capacity of the economy. 

Fiscal policy operates through the government’s spending and taxation, which together determine 
the government’s budget.  

One potential use for fiscal policy is to influence aggregate demand. However, it has been argued 
that too active a government will be potentially damaging. Where the private sector is more 
efficient (productively) than the public sector, an expansion of the public sector relative to the 
private sector would damage the long-run economic growth prospects for the economy, hence the 
need to maintain a balance between the private and public sectors. A balance between present and 
future generations is also sought. The idea here is that government borrowing (which has to be paid 
back by future generations) should be restricted to acts of investment that will benefit that future 
generation. Present consumption should be financed by the present generation. 

Supply-side policies use microeconomic incentives to affect the productive capacity of the 
economy, thus promoting economic growth directly. 

It is not possible to say that one type of policy is more important than the others. They each set out 
to achieve a different set of objectives, all of which are important to the modern economy. The 
important thing is to keep an appropriate balance between them in order that the economy follows 
the best possible path into the future. 

Infrastructure investment and the macroeconomy, online case studies page 4 

a In the short run, the expenditure by government constitutes an increase in aggregate demand, so 
the AD curve would shift to the right. The extent of the shift would not only depend on the 
direct expenditures, but also reflect multiplier effects. For example, as part of the project, 
construction workers would be hired, who in turn would spend their income, thus resulting in a 
second round of spending, benefiting local shops and other businesses. 
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Figure ACS11.1 An increase in aggregate demand in the short run 

  Figure ACS11.1 shows the effect in an AD/AS diagram. Aggregate demand shifts from AD0 to 
AD1, and as a result, national output increases from Y0 to Y1. There is also some upward 
pressure on the overall price level. 

b In the long run, the benefits from the project should increase the productive capacity of the 
economy, through the cost savings of faster travel and the easing of capacity on other routes. 

 

Figure ACS11.2 An increase in aggregate supply in the long run 

  Figure ACS11.2 shows the effect of an increase in aggregate supply from LRAS0 to LRAS1. The 
full-employment level of output rises from Y* to Y** and there is downward pressure on the 
overall price level. 

Chapter 12 International trade and protectionism 

International trade and the COVID-19 pandemic, pages 180–81 

a If a country that is a significant supplier of a good in the world market prohibits exports in 
order to ensure domestic supplies, the producers of the good will switch supplies to the 
domestic market, so there is an increase in supply of the good. As the supply curve shifts to the 
right, the equilibrium price will tend to fall (although the extent of this will also depend on 
whether the demand curve is shifting to the right). 

b In the world market, the restrictions on exports from a major supplier will induce a leftward 
shift in the supply curve, so the equilibrium price will tend to rise. 

c Domestic producers will face lower incentives to supply, as they now find they are selling in 
the domestic market at a lower price – at a time when world prices are increasing. It is even 
possible that the change in the relative world and domestic price will encourage smuggling 
activity. 

d Consumers in the home economy will benefit from having secure supplies of the good, and at 
lower prices than those in the world market. Consumers elsewhere face higher prices, and 
countries that do not have the capacity to produce the good themselves will be affected 
especially strongly. For countries that can potentially produce the good, there will be an 
incentive to encourage an expansion of productive capacity, and a move to become less 
dependent upon imports. In the long run, this could mean that when the emergency is over, 
firms in the original home country may find they have lost their export customers. 

e Protectionism through measures such as export prohibition or the imposition of tariffs may 
have some short-run benefit for a country. It may secure supplies for the domestic market, but 
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at the expense of fostering inward-looking attitudes. The measures may induce a response from 
other countries and reduce the extent to which countries work together to combat the pandemic. 
Furthermore, for some countries that cannot obtain necessary medical supplies, the impact of 
the pandemic will be deeper and longer lasting, raising the possibility of cross-infection as 
people travel between countries. In the long term, the willingness to engage in international 
trade may diminish, which entails the sacrifice of the potential gains from trade. 

Trump tariffs, online case studies page 5 

a The theory of comparative advantage suggests that there are potential economic gains to be 
made if countries choose to specialise in the goods and services in which they have a 
comparative advantage and then engage in international trade. This theory was set out by David 
Ricardo, writing in the early part of the nineteenth century. This is explained in Chapter 12.  

b There are several arguments that have been set out for moving away from free trade, some of 
which have some economic validity. For example, it might be prudent for a country to prevent 
some key strategic activities from becoming extinct. If a country were to become involved in a 
war, it would be crucial that it was still able to produce food and other key essential goods. This 
means that it would not be sensible to become totally dependent upon imports for such 
commodities. However, there are also dangers in trying to self-isolate against international 
competition, especially where goods and services are available in world markets at lower prices 
than would be possible from domestic producers. Furthermore, protection of domestic 
industries may not provide good incentives for producers to be efficient in their production 
activities. 

c Figure 12.7 in the textbook shows who are the gainers and losers from a tariff. The government 
gains tax revenue; producers get some windfall additional producer surplus. However, these 
gains are at the expense of domestic consumers, who must pay higher prices for the goods on 
which the tariff has been imposed – and there is a loss of consumer surplus. In the case of a 
tariff placed on imports of steel (or on other inputs into the production process), the consumers 
will mainly be firms that will then face an increase in their production costs. 

d Retaliation leads to a tariff war, from which nobody will gain. Successive increase in tariffs 
will damage both trading partners affected. 

Chapter 13 The balance of payments and exchange 

rates 

The UK balance of trade, page 196 

a The significance of having the trade balance measured in current prices is that these data do not 
take into account the effect of changing prices. As prices have risen during this period, the data 
shown in the graph overstate the extent to which the deficit has increased, as part of the 
increase is due to the higher prices. 

b The changing economic structure is important. As manufacturing activity has declined and 
service sector activity has increased, it is natural that the trade in goods should have declined, 
whereas services have offset this effect. 

c It is important to remember that the trade in goods is just one component in the current account 
and in the overall balance of payments, albeit an important one. Of more concern to the 
authorities is the overall picture.  
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Chapter 16 Private costs and benefits, externalities and 

social costs and benefits 

Healthcare: public or market?, page 233 

a Market failure is a situation in which the free-market mechanism does not lead to an optimal 
allocation of resources. This occurs when there is a divergence between marginal social benefit 
and marginal social cost, or between marginal private benefit and marginal social benefit. 
Economic decision-makers will take their decisions on the basis of the private costs and 
benefits, and thus may fail to take adequate account of the costs and benefits to society, 
therefore producing a sub-optimal allocation of resources. 

b The argument presented in the passage is couched in terms of a divergence between the 
benefits from vaccination received by an individual, and those that may accrue to society at 
large. An individual faces a risk of infection from a disease, but may regard the probability of 
infection as being relatively low. However, the benefits for society from a widespread 
vaccination programme are much higher, as it lowers the chance of there being an epidemic. 
One way of interpreting this is to see the vaccination programme as being associated with a 
consumption externality. The possible effects of this can be seen in Figure ACS16.1, where in 
a private market, individuals choose to be vaccinated up to Qmkt where marginal private benefit 
(MPB) is equal to marginal cost (MC). The optimal point for society is at Q*, where marginal 
social benefit (MSB) is equal to marginal cost. 

  The shaded area indicates the deadweight cost on society if the market is left to its own devices. 

 

Figure ACS16.1 A consumption externality 

Chapter 17 Types of cost, revenue and profit, short-

run and long-run production 

The costs of a hypothetical firm, page 255 

a TFC = AFC × quantity of output (Q) = $1,500 

  TC = TFC + TVC = 1,500 + 1,700 = $3,200 

  ATC = 3,200/100 = $32 

b TC = TC of producing 100 units + (MC × Q) = 3,200 + 1,400 = $4,600 

  TVC = TC − TFC = 4,600 – 1,500 = $3,100 

  AFC = 1,500/200 = $7.5 

  ATC = 4,600/200 = $23 

c MC = (TC of producing 300 units − TC of producing 200 units)/change in output = (5,700 − 
4,600)/100 = $11 
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  AFC = 1,500/300 = $5 

  ATC  = 5,700/300 = $19 

d Yes, the firm is experiencing economies of scale, as ATC is still falling. In other words, the 
average cost curve is downward sloping at this level of output. As fixed costs by definition do 
not vary with the level of output, AFC must fall as output increases – which indeed it does. 

e In order to identify the profit-maximising level of output, the firm would need to know about 
the demand curve: in particular, the way in which marginal revenue varies with output. The 
firm may also need to know how costs continue to vary as output continues to rise. Only then 
can it find the level of output at which marginal cost equals marginal revenue, where profits 
will be maximised. 

Chapter 18 Different market structures: perfect 

competition and monopoly 

Of cabbages and rings, page 275 

a It seems clear that the market for cabbages is close to perfect competition, whereas the market 
for diamond rings is a monopoly. 

b Remember the assumptions of perfect competition: 

1 Firms aim to maximise profits. 

2 There are many participants (both buyers and sellers). 

3 The product is homogeneous. 

4 There are no barriers to entry to or exit from the market. 

5 There is perfect knowledge of market conditions. 

 If you re-read the first paragraph, you should find that most of them appear, albeit not in the 
same words, thus leading to the conclusion that Ted Greens operates under conditions 
approaching perfect competition. 

  In contrast, Edward de Vere has some control over price, faces few substitutes and is able to 
increase profits by restricting output and raising price. He does not have to worry about 
competition from other firms as he is the only seller of diamond rings. This market meets the 
conditions specified for a market to be regarded as a monopoly. 

c The last sentence of the first paragraph indicates that there are some years in which Ted Greens 
‘barely covers his costs’. If this situation were to arise persistently, then Ted would probably 
give up and decide to grow some other crop. One of the characteristics of some commodity 
markets is that supply does tend to fluctuate from season to season, as growing conditions vary 
with the weather. This means that firms have to take decisions on the basis of expected price, as 
they cannot predict the weather with any degree of certainty, and by the time the cabbages are 
ready for market it is too late to switch production by growing something else. As cabbages 
cannot be stored indefinitely without loss of quality, supply is highly inelastic at harvest time. 
This is one way in which this market may not meet all of the conditions of the model of perfect 
competition. Specifically, freedom of exit may not be a valid assumption in the very short run. 

d In a perfectly competitive market, the prospects for increasing profitability are limited. Ted 
might try to go organic, and thus attempt to convince potential buyers that he has a premium 
cabbage crop for sale. This would be taking the market away from being perfectly competitive. 
The notion of product differentiation (which is what this would be) is introduced in Chapter 19. 

e The change can be seen in Figure ACS18.1. 
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Figure ACS18.1 A monopoly faces an increase in demand 

  Initially demand is at D0 and the corresponding marginal revenue curve is at MR0. The 
monopolist (Edward) maximises profit by choosing the level of output at which marginal 
revenue is equal to marginal cost, which is at Q0. Price will be set at P0. If demand increases to 
D1, the new profit-maximising output is at Q1, and the price charged will increase to P1. 

f The appearance of a rival firm on the scene is going to move the market away from being a 
pure monopoly. Edward will no longer be able to maintain his practice of restricting output and 
raising price, but will have to take decisions based on the strength of the new rival. This may 
introduce a strategic element into the firm’s decision making, as the actions and reactions of the 
rival firm will need to be taken into account. This creates an oligopoly situation, which is 
discussed in Chapter 19. 

Competition online, online case studies page 6 

a Before internet comparison sites, some dealers would have been able to charge prices above the 
minimum at which a good could be bought in the market. A key reason that allowed this was 
that search was costly for a potential buyer, so not every individual would keep looking until 
they found the lowest possible price. 

b If all traders have perfect information, then no trader is able to exert undue pressure to 
influence the price of a good or service. Firms are price takers, and consumers can buy at the 
going market price without fear of being exploited. 

c There are several reasons why prices may vary between suppliers. For some goods where the 
price is relatively low (such as salt, or onions), it is simply not worth it for buyers to check 
relative prices – in other words, buyers may choose not to collect information. In addition, 
some customers may prefer to buy from a particular seller. Some people prefer to do all their 
shopping at a supermarket because of the convenience; others may prefer to visit their local 
market. Some people may believe that they will get better after-sales service by buying from an 
actual shop, rather than going online. It may be that in practice a good may not be 
homogeneous between sellers. 

Chapter 19 Different market structures: monopololistic 

competition and oligopoly 

Competition in oligopolistic markets, page 291 

a The maximum profit that the firms could make would be the area wxzy on the figure. 

  If the two firms were to work together, the maximum joint profit they could make would be if 
they choose output such that MR = MC (which is at a), and then set a price at w. In doing this 
the two firms are acting as if they were a monopoly. This is effectively a collusive oligopoly. 
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b The solution turns out to be quite straightforward. Think about it first from A’s viewpoint: 
whatever B decides, A makes more profit if it chooses Low rather than High. In game theory 
terminology, Low is a ‘dominant strategy’ for A. It is reasonable, therefore, to conclude that A 
will choose Low. Turning to B’s decision, it can be seen that Low is also a dominant strategy 
for B. Thus while the monopoly outcome (High, High) generates the highest joint profit for the 
firms, our model predicts that both firms will choose Low and each will make a profit which is 
less than one half of the monopoly profit.  

c The issue is whether all of the restaurants would be able to agree to work together in setting 
their prices. It would only need one of them to depart from the agreement to trigger a price war. 
It could also depend upon whether the restaurants are producing similar types of food, or 
whether they are able to differentiate themselves. In practice, the competition seems to be quite 
fierce. 

Chapter 20 The growth and objectives of firms 

Coke versus Pepsi in India, page 309 

a The approach adopted by the firms seems to be aimed more at maximising the volume of sales 
rather than profits. 

b The strategy seemed to be to maximise sales volumes in order to maximise their market shares. 
This was seen to be costly in the short run, in the sense that profit margins were being 
squeezed. However, the managers of the firms seemed to see this as necessary in order to boost 
sales. 

c By cutting price to such a low level, it was crucial to be able to minimise costs. The firms used 
a number of ways to try to achieve this. One way was to reduce the weight of the bottles in 
order to reduce transport costs. Using cheap methods of transport in the rural areas also helped 
to reduce costs. Reducing the size of bottles for sale was expected to lead to an increase in 
demand from poor consumers by putting the cola within reach of those on low incomes. 

d It is difficult to evaluate the impact of PepsiCo’s record on corporate social responsibility, but it 
is likely to have had an impact on its reputation. It may have helped to counter the bad publicity 
resulting from the pesticide scare mentioned in the case study, which seems to have affected its 
market position. 

e The passage does not say anything specific about the firms’ long-term objectives. However, 
one possibility is that each firm hopes to gain a dominant market position that would then 
enable it to increase its profits in the longer term. It does seem that the market was recovering 
from a difficult period, but was growing rapidly. The firms may thus have seen it as being 
important to gain a high market share in this growing market — or at least, not to get left 
behind the other firm, and thus find themselves squeezed out of the market when things 
quietened down later. 

Acquiring Homebase, online case studies page 7 

a On the face of it, conditions seemed good for a DIY and garden centre retailer. With high home 
ownership and lots of old houses (especially by Australian standards), the demand for DIY 
products was likely to be strong. The multitude of keen gardeners in the population should have 
meant that there was also strong demand for garden centre products. 

b Given the potentially strong demand conditions, the prospects looked good, although perhaps 
Bunnings underestimated the competition provided by other DIY retail chains such as 
Screwfix, which has been performing strongly. Another question was the extent to which there 
were economies of scale in the garden centre business that would allow a large chain to 
compete effectively with local enterprises. 

c The assumption that the UK would welcome the warehouse style of retailing may have been 
overplayed, and dispensing with the senior managers and middle managers who were familiar 
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with the UK market is likely to have created problems for the company. In addition, the 
removal of the Habitat and Argos concessions was said to have wiped out £200 million of sales 
from the balance sheet. The synergies offered by these concessions may also have been 
underplayed by the new management. By keeping at least some of the management team, the 
company might have been able to understand the UK market more fully. 

Chapter 21 Government policies to achieve efficient 

resource allocation and correct market failure 

Plastic oceans, page 328 

a Plastic pollution caused by litter reaching the ocean is partly about responsible waste disposal, 
but a key part of the problem is the use of cheap plastic material in packaging (especially in a 
single-use situation). To the extent that this results from firms’ use of plastics instead of more 
expensive alternatives, we can view this as an example of a negative production externality, in 
the sense that the marginal private cost incurred by firms does not take into account the 
negative effects on society. In other words, marginal private cost (MPC) is lower than marginal 
social cost (MSC). The effect is shown in Figure ACS21.1. 

 

Figure ACS21.1 A production externality 

  In a free market, producers will choose to produce at Q1, where MPC = D(MSB). However, 
from society’s point of view, it would be better off at Q*, where MSC = MSB. The shaded area 
shows the welfare cost imposed on society resulting from overproduction. 

b Given that the problem is occurring on a global scale, it is not enough for one country to take 
action in isolation. Coordinating action across countries is a major challenge to be overcome. 

Chapter 23 Labour market forces and government 

intervention 

The minimum wage in New Zealand, page 361 

a Figure ACS23.1 shows the effect of increasing the minimum wage. The equilibrium wage in 
the absence of a minimum wage would be W*, with labour employed at L*. With the original 
minimum wage set at Wm0, labour demand is at Ldm0 and labour supply is Lsm0. The figure also 
shows the effect if the minimum wage is increased to Wm1. 
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Figure ACS23.1 The effect of an increase in the minimum wage 

b With the increase in the minimum wage, firms face higher labour costs, so there is a contraction 
in labour demand from Ldm0 to Ldm1. The increase in the minimum wage induces an extension of 
labour supply from Lsm0 to Lsm1. This is because more workers will be prepared to take jobs at 
the higher wage. 

c In Figure ACS23.1, unemployment increases from (Lsm0 − Ldm0) to (Lsm1 − Ldm1). This reflects 
both the contraction of labour demand and the extension of labour supply. The extent of the 
impact in this labour market will depend upon the elasticities of labour demand and labour 
supply. However, in the labour market overall, the impact will also depend on the number of 
workers who are covered by the minimum wage. Given that the minimum wage is almost 70% 
of the median wage, this may limit the overall impact, as many workers will be receiving an 
equilibrium wage that is above the minimum. 

d The impact of the minimum wage affects women more than proportionately. This may reflect a 
number of factors. More women than men tend to work part-time, which may attract lower 
hourly wage rates. In addition, many female workers are employed in the hospitality and retail 
sectors, which are also more heavily represented in terms of the number of workers who 
receive the minimum wage. There are other economic factors that affect the wage differential 
between male and female workers, such as education choices and childcare interruptions to 
careers. The gender gap in some societies may also reflect discrimination, although legislation 
has been introduced in many countries to improve equal opportunities for women. 

Valuing professional footballers, online case studies page 8 

a The marginal revenue that a player brings is the additional revenue received by the club that 
signs him. 

b By saying that team revenues tend to be win-elastic, the author is arguing that the revenues 
received by a club are sensitive to whether the team wins. Wins bring extra revenue. 

c This phrase refers to the fact that top players can bring revenue to the club through their 
activities off as well as on the field – for example, through TV advertising and sponsorship of 
products that keep the club in the public eye. 

d The most skilled footballers are in inelastic supply because of their innate talent and ability. 
This coupled with high marginal revenue helps to explain why they should command high 
wages. 

Notice that there may be many difficulties in trying to estimate the value of a player in practice. For 
example, there may be externality effects, where one player may perform better in partnership with 
another. This makes it difficult to isolate the incremental impact of a player on overall team 
performance. 
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Chapter 25 Economic growth and sustainability 

Deforestation, biodiversity and economic growth, page 391 

a The main beneficiaries of deforestation are likely to be the companies that profit from the 
timber that is harvested and from the subsequent use of the land that is released for other uses. 
Such uses include the mining of minerals. Such minerals are non-renewable, so questions may 
need to be asked about the optimal depletion rate of these resources. Companies may not take a 
long view about this. Other uses entail creating plantations to produce palm oil or biofuels, 
which may feed the profits of the companies that sell these on. On the cost side, if local people 
are deprived of their livelihood, they clearly bear a substantial part of the cost. However, to the 
extent that deforestation contributes to global warming through the emission of greenhouse 
gases, everyone may suffer. 

b Some externalities come directly through the very process of deforestation, as the release of 
greenhouse gases into the atmosphere is an externality that could affect us all. It has been 
estimated that some 20% of global greenhouse gas emissions stem from deforestation. The loss 
of biodiversity is another example of an externality, but one that is difficult to pin down given 
that we cannot put a value on something when we do not know whether or not it exists.  

Inequality and economic growth, online case studies pages 9–10 

a The key causes of inequality include: 

 inequality in the distribution of assets, including land or mineral resources 

 inequality in the distribution of wages 

 a rural-urban divide 

 differences in skill levels between individuals 

 differing access to education, etc. 

b Wealth confers economic power on those in possession of it. Ownership of assets such as land, 
mineral resources, property and financial assets generates income which entrenches the position 
of the wealthy in the income distribution as well. 

c Inequality in income and/or wealth can engender feelings of unfairness, which can turn into 
distrust of those in authority and civil unrest. The Brexit referendum vote in the UK partly 
reflected this sense of unfairness and distrust of remote politicians. The period that followed 
was not the most stable political environment that the UK has experienced… 

d The question asks you to outline things in your own words, so I will refrain from doing it for 
you! 

Chapter 27 Money and banking 

Loanable funds and government intervention, page 422 

Consider Figure ACS27.1. The equilibrium in this market for loanable funds occurs with the rate of 
interest at r*, at which point the amount of investment that firms wish to undertake is just matched 
by the amount of funds that savers are prepared to supply. 
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Figure ACS27.1 The market for loanable funds 

Suppose that the government is keen to encourage investment, and realises that firms would be 
prepared to undertake more investment if the cost of borrowing were lower – say, at r0. This seems 
at first glance to be a potentially valid policy, because if the interest rate were to be set at r0, firms 
would indeed be prepared to invest up to I0. But will it work? No. The problem is that when the 
interest rate is so low, savers are only prepared to supply loanable funds up to S0, so that is the 
maximum amount that firms will be able to obtain for investment. The effect is therefore that there 
will be less investment with interest rates held at r0 than if the market had been allowed to find its 
own equilibrium position. The policy has had the opposite effect than had been intended. 

The impact could be even worse than this, depending on how the available funds are allocated to 
borrowers. In the market equilibrium position, only projects with a rate of return of r* or above 
would obtain funding. However, in a rationed (disequilibrium) market, it cannot be guaranteed that 
only the most productive projects will be funded, so the average efficiency of the investment that is 
undertaken could also be low. Indeed, one real possibility is that relatively rich individuals in the 
economy will be able to borrow funds in order to finance their purchases of consumer goods. 

Asymmetric information, online case studies page 10 

a When individuals who have been granted a loan then decide to take more risk with their 
project, this is moral hazard. 

b If those who apply for loans are inherently less reliable or more likely to take risks, then this is 
adverse selection. 

c If reliable and low-risk borrowers choose not to borrow at the high rates of interest, then the 
only borrowers will be those likely to default. This could kill the market as banks will no longer 
be prepared to lend. 

Chapter 28 Macroeconomic policy 

Macroeconomic policy conflicts, page 445 

a It seems quite a challenge to be faced with all these competing demands, but there are strong 
arguments in favour of each of them, so we can regard all of them as valid objectives.  

  The problem is that there are conflicts that arise between many of the various objectives, as has 
been explained in the chapter. These arise because of trade-offs in the macroeconomy. For 
example, given the Phillips curve relationship, the simultaneous achievement of low inflation 
and low unemployment may not always be feasible. Depending on the policy context, high 
economic growth may not be compatible with a low deficit on the current account of the 
balance of payments. High economic growth may not be consistent with the maintenance of 
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high environmental quality. This has been seen in China in recent years, where the pursuit of 
economic growth has led to increasing problems with environmental pollution. 

  An overarching issue is that resources are scarce (which of course is the fundamental economic 
problem). Given high levels of national debt, there will not be sufficient resources to meet all 
the competing demands for government expenditure. 

  No doubt you can identify other potential conflicts that can arise here. 

b Can there be a policy package that could deliver on all of these objectives? Probably not. What 
is needed is to set priorities that are acceptable to as many people as possible, and to create a 
long-term strategy that will eventually allow targets to be achieved. Trying to do this while 
coping with the uncertainties of the Covid-19 pandemic makes this an even greater challenge… 

Policy dilemmas, online case studies page 11 

There is no simple or unique answer to this policy dilemma, as it will depend upon your normative 
judgement in evaluating the relative significance of the various pressures on the economy and your 
views about what is important for the economy. However, notice that many of the events described 
in the passage could be seen in the late 2000s. The UK economy had been experiencing a period of 
steady prosperity, with low inflation and steady economic growth. However, imports of consumer 
goods from China were growing rapidly, and some people feared that this would have 
consequences for domestic employment (although whether this was justified is another matter). 
Globally, some commodity prices were increasing rapidly, and the environmental lobby was vocal. 
Inflation was creeping towards the top of the range deemed acceptable, and house prices were 
riding high. What happened next was the financial crisis followed by recession. 

The UK’s national debt, online case studies page 11 

a A cyclical deficit occurs as an economy goes through a period of recession. In a recession, 
spending on social security benefits such as the Job Seekers’ Allowance increases, but revenues 
from income tax fall. As the economy recovers, the deficit will fall back. A structural deficit 
results from long-run factors affecting the economy. A factor that affects most advanced 
economies is the demographic structure of the population. With relatively low fertility rates and 
improved healthcare, the population gradually ages, so that the elderly comprise a higher 
proportion of the total population. This in turn means that government spending on healthcare, 
pensions and adult social care increases, adding to the government budget deficit. 

b An increase in the national debt means an increase in the debt payments on government 
borrowing, adding to the budget deficit. If interest rates were to rise in the future, this burden 
could become even higher. 

c The first priority may be to find ways of reducing expenditure and increasing revenues. 
However, such austerity measures are unpopular and politically difficult to implement. In the 
long run, supply-side policies that increase the productive capacity of the economy and result in 
economic growth could ease the pressures. In other words, looking for ways of shifting the 
aggregate supply curve to the right may be the long-run way to tackle the problem.  

Chapter 30 Economic and human development 

Wildlife tourism, page 488 

a A danger with introducing tourism into an area is that the construction of roads and other 
infrastructure may cause damage to wildlife habitats, and the intrusion of tourists may interfere 
with the lives of the animals that they come to see. The more tourists that come, the greater this 
danger may become. Interfering with local ecosystems may even cause the demise of some 
species of fauna or flora, thus affecting biodiversity.  

b Visiting tourists are likely to bring their own lifestyles and consumption habits, which could 
mean that local people see them as (inappropriate) role models. Tensions could arise because of 
the income differences between the visitors and the local population. The promotion of tourism 
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also carries an opportunity cost, in that funds used to provide infrastructure could have been 
used for other development projects. 

c Local communities may benefit in many ways from tourist activity. They can take advantage of 
improvements to roads and other aspects of the infrastructure. The tourists may provide a 
market for goods and services provided by people in the local community, and there may be 
multiplier effects that flow from this. 

d It is tempting to think that low-income countries that are heavily reliant on agriculture or other 
primary goods need to industrialise in order to achieve economic growth and human 
development. However, there are potential benefits from developing service sector activities 
that have the potential for earning foreign exchange that can contribute to the growth process. 

Ugandan coffee, online case studies page 12 

a When there was a monopsony on the purchase of coffee from farmers, the farmers lost out 
because they were not receiving a fair price for their produce, in spite of the fact that there was 
state ownership of the monopsony, as those responsible for visiting the farms to purchase the 
coffee were able to exploit their position. Furthermore, the farmers were not able to discover 
what a ‘fair’ price would be, as the communication links were poor. When the market was 
privatised, competition increased among the buyers, so farmers were able to benefit from 
higher prices. 

b With the coffee producers being so scattered in the rural districts, transport is a crucial part of 
the supply chain. Poor roads force reliance on bicycles or motorcycles for transporting the crop. 
Expansion and commercialisation of coffee production then becomes impossible.  

c If property rights over land are weak, then farmers may have limited incentive to improve the 
quality of the land. If they were to invest in improving the land, they would have no guarantee 
that they would benefit in the long run, as the land could be confiscated. 

d Having access to mobile phones can provide access to market information. Farmers would be 
able to discover the going price for coffee, and thus negotiate more effectively with the traders 
who visit to buy. Mobile phones can also give access to financial markets. 

e A prime objective of the UCDA is to improve productivity among coffee producers. For this, 
they need access to the farmers, in order to provide better seeds and fertilisers to improve 
productivity, and to disseminate advice and good practice on cultivation techniques. With an 
unknown number of farmers (possibly around half a million) disseminating advice is 
demanding – and expensive. The UCDA has developed an app that allows farmers to be 
registered, which is a key step in being able to contact them. Its website 
(https://ugandacoffee.go.ug) provides information about the price of coffee at various stages of 
processing on a daily basis, together with advice on production methods.  

Access to finance, online case studies page 12 

a Less developed countries face many challenges in mobilising savings, not least the fact that so 
many people must survive on very low incomes. Furthermore, even if people were able to save, 
if they do not have access to formal financial institutions, they are unable to allow their savings 
to be mobilised by potential borrowers. In this respect, financial markets fail to act as a channel 
by which available savings can be borrowed by investors. 

b The lack of secure property rights inhibits borrowing. A poor household or small enterprise that 
cannot prove that it has property rights over the land that it owns is unable to provide collateral 
that would allow a bank to provide funds for investment. The formal financial institutions do 
not have the local knowledge about potential borrowers, so would be reluctant to lend without 
some form of collateral or credit rating. 

c Improving the supply of rural credit is a major challenge for many less developed countries. 
Extending the coverage of the banking system is one possible approach, but is difficult to 
implement, although one option is to allow banks to set up new branches in profitable locations 
only if they also open new branches in less accessible places (India tried this approach with 
some success). Building a system of secure property rights is even more difficult. Microfinance 
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has proved successful in some areas, but banks with a less credible reputation than the Grameen 
Bank have struggled to survive without subsidies from non-governmental organisations or from 
government. 

Chapter 31 Relationships between countries 

Foreign direct investment and less developed countries, page 502 

There are many points for discussion here. In thinking about the question you may find it helpful to 
begin by listing the possible advantages that a less developed country would hope to achieve from 
attracting a multinational company (MNC). These might include capital and technology, 
employment, tax revenue, etc. Think also about the nature of MNCs: their characteristics and 
objectives. And be careful, MNCs are likely to be looking to maximise global after-tax profits – 
they are not humanitarian institutions looking to provide development assistance to low-income 
countries. In the light of these characteristics, think about how significant the gains will be under 
each possible advantage. You may find that you begin to wonder whether MNCs really do offer 
significant benefits to developing countries. However, you should also be aware that countries such 
as the tiger economies and China have gained from FDI, and many other countries are keen to 
attract more MNCs. How do you think that a less developed country could strengthen its bargaining 
position? 

Chapter 32 Globalisation 

Tariff retaliation, page 515 

a The joint payoff of the two countries would be where both imposed no tariffs. Each country 
would gain 100, a total of 200. 

b The worst possible state would be where both countries imposed a high tariff. Each country 
would then gain 40, a total of 80. 

c If country B imposes no tariff, country A maximises its payoff by imposing a medium tariff, 
thus making a gain of 125, with country B making only 50. 

d With country A imposing a medium tariff, country B will respond by setting a high tariff, 
which maximises its payoff. 

e Once country B has imposed a high tariff, country A’s optimum strategy is also to set a high 
tariff, so that each country gains 40. 

f What has happened here is that once one country has imposed a tariff, the ensuing tariff war 
escalates until both countries impose high tariffs, thus producing the worst possible joint 
outcome for the two countries. This is the nature of tariff wars, and could so easily happen 
when the trading partners of the USA begin to retaliate with their own tariffs. 


