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

Chapter 1 Introducing economics 

Exercise 1.1 

a The overall level of prices in an economy is an example of a macroeconomic phenomenon. 

b The price of ice cream is microeconomic in nature. 

c The overall rate of unemployment in an economy is a macroeconomic variable. 

d The unemployment rate among catering workers in Karachi is microeconomic in character. 

e The average wage paid to construction workers in Kuala Lumpur is also a microeconomic 
phenomenon.  

Exercise 1.2 

If English was Abdul’s next-best choice of subject, then the opportunity cost of choosing French is 
that he is unable to study English. 

Exercise 1.3 

a When a firm chooses to switch from producing DVDs in order to increase its output of Blu-ray 
discs, it is making a decision about what to produce. 

b If the government reduces the highest rate of income tax, it affects the for whom question. 

c A firm that introduces labour-saving machinery in response to a change in labour costs is 
making a decision about how to produce. 

d An increase in social security benefits affects the for whom question.  

e If the owner of a curry shop decides to close down and take a job in a local factory, this affects 
what is produced. 

Exercise 1.4 

a Timber is a natural resource that is renewable. Timber grows naturally and, provided that 
replanting takes place, the stocks can be renewed.  

b The services of a window cleaner are an example of a human resource. 

c Natural gas is a non-renewable natural resource. Once the reserves are used, they cannot be 
replaced. 

d Solar energy is an example of a renewable natural resource.  

e A tractor is an example of a produced resource. 

f A computer programmer is another example of a human resource… 

g …whereas a computer is a produced resource. 
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Exercise 1.5 

a This is point C, where Bijal picks no coconuts.  

b Point E is beyond the PPC, so is unreachable. 

c An example of such a point is B; of course, there are many other examples at points along the 
PPC. 

d This is point A, where Bijal ignores the fish. 

e In this situation Bijal spends only part of her time fishing and gathering coconuts, and thus ends 
up at a point within her PPC, such as at D. 

Chapter 2 Demand and supply curves 

Exercise 2.1 

a See Figure A2.1. 

 

Figure A2.1 The demand for trinkets 

b 20 trinkets would be sold if the price were at $65. You can read this from the graph you have 
drawn. 

c 50 trinkets would be demanded if the price were at $45. 

Exercise 2.2 

a A digital camera is likely to be a normal good, as we expect demand to increase as consumer 
incomes increase. 

b If the demand for magazines increases as consumer incomes increase, then this is likely to be 
an example of a normal good. On the other hand, if increasing incomes lead to a fall in 
demand for magazines because more people rely on the internet instead of reading magazines, 
then a magazine would become an example of an inferior good. 

c Potatoes are a classic example of an inferior good, because as consumer incomes increase, so 
people tend to switch to other types of food. This may be especially the case for low-income 
families, where potatoes may form a high portion of the diet, but an increase in incomes 
enables the purchase of a wider range of foodstuffs. 
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d Again, it is difficult to say whether a bicycle is a normal or an inferior good, as this may 
depend upon context. There may be situations in which rising consumer incomes lead to a fall 
in the demand for bicycles, as consumers are able to afford motor bikes or cars. For example, 
this has been seen in China, where rapidly rising incomes have led to a substantial shift from 
bicycles to cars in recent years. On the other hand, in some less developed countries, an 
increase in incomes may enable more people to purchase bicycles. Remember that the 
distinction between normal and inferior goods is wholly about how the demand will respond to 
a change in consumer incomes. 

e A new car is likely to be an example of a normal good, as demand will tend to increase as 
incomes rise… 

f whereas a second-hand car may be an inferior good, if people with rising incomes buy new 
cars. 

Exercise 2.3 

In this exercise, there are three possible responses, represented by Figures A2.2, A2.3 and A2.4. 

 

Figure A2.2 A leftward shift of the demand curve 

 

Figure A2.3 A rightward shift of the demand curve 
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Figure A2.4 A movement along the demand curve 

a If the campaign is successful, people will eat less chocolate, and the demand curve will shift to 
the left – less will be demanded at any given price. See Figure A2.2.  

b As the price of apples increases, some people may choose to buy oranges instead (in other 
words, we would expect apples and oranges to be substitutes), so the demand curve for 
oranges will shift to the right – more will be demanded at any given price. See Figure A2.3. 

c A decrease in the price of oranges will induce a movement along the demand curve; more 
oranges will be demanded, but the demand curve does not shift. See Figure A2.4. 

d Blu-ray discs and Blu-ray players are considered to be complements, so a decrease in the price 
of Blu-ray players is likely to increase the demand for Blu-ray discs – the demand curve shifts 
to the right. See Figure A2.3. 

e In general, private transport is expected to be a normal good: as incomes rise, more people are 
likely to have their own cars rather than relying on the buses. Thus, a rise in consumer incomes 
will lead to a rise in the demand for private transport, and the demand curve will shift to the 
right. See Figure A2.3. 

f In contrast, public transport tends to be regarded as an inferior good: demand falls as income 
rises. Thus, an increase in consumer incomes will lead to a shift of the demand curve to the left. 
See Figure A2.2. 

Exercise 2.4 

a See Figure A2.5. 

 

Figure A2.5 The supply of trinkets 
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b If the price is $35, the quantity supplied will be 55. 

c If the quantity supplied is 65, the price would be $45. 

Exercise 2.5 

In this exercise, there are three possible responses, represented by Figures A2.6, A2.7 and A2.8. 

 

Figure A2.6 A rightward shift of the supply curve 

 

Figure A2.7 A leftward shift of the supply curve 

 

Figure A2.8 A movement along the supply curve 
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a The introduction of more efficient computer software would lead to an increase in supply – that 
is, the supply curve would shift to the right, as in Figure A2.6. 

b An increase in the tax paid on sales would result in a decrease in supply (as in Figure A2.7). 

c A rise in the selling price of ice cream would lead to an extension of supply – a movement up 
along the supply curve, as in Figure A2.8. 

d If firms leave the market, the market supply curve will shift to the left (Figure A2.7). 

Exercise 2.6 

a If consumers are convinced of the benefits of organic vegetables, the demand curve will shift to 
the right. 

b If firms can produce bicycles using fewer numbers of inputs (e.g. of labour), the supply curve 
will shift to the right. 

c A severe frost in Brazil will shift the supply curve of coffee to the left. 

d An increase in the rate of value added tax will shift the supply curve to the left. 

e An increase in the real incomes of consumers will affect demand curves: for normal goods, the 
demand curve will shift to the right, whereas for inferior goods, the shift is to the left. 

f Assuming coffee and tea are substitutes, the demand for coffee will shift to the left and there 
will be a movement along the demand curve for tea. Whether supply behaviour will also 
change depends upon how prolonged the change in relative prices is, and whether it is possible 
for coffee producers to switch their production to tea.  

g Assuming that coffee and sugar are complements, a fall in the price of sugar will tend to lead to 
an increase in the demand for coffee, so there will be a shift of the demand curve to the right. 

Chapter 3 Elasticity 

Exercise 3.1 

a See Figure A3.1. 

 

Figure A3.1 The demand for Pedro’s olive oil 

b The elasticity is calculated as the percentage change in quantity demanded divided by the 
percentage change in price. When the price rises from $8 to $10, the quantity demanded falls 
from 40 to 20. The percentage change in quantity is thus 100 × −20/40, and the percentage 
change in price is 100 × 2/8. Therefore, the elasticity is −50/25 = −2.  
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c An increase in price from $6 to $8 (which is an increase of 33.3%) leads to a decrease in the 
quantity demanded from 60 to 40 (which is −33.3%), so the elasticity is −1.  

  This is because we are starting at the mid-point of the demand curve, which is the point at 
which we observe unit elasticity. 

d An increase in price from $4 to $6 (which is an increase of 50%) leads to a decrease in the 
quantity demanded from 80 to 60 (which is −25%), so the elasticity is −0.5.  

  This demonstrates the way in which the price elasticity of demand varies along a straight-line 
demand curve, being elastic at relatively high prices and inelastic when price is relatively low. 
Unit elasticity occurs at the mid-point. 

Exercise 3.2 

a An increase in the quantity demanded from 150 to 165 is an increase of 10%, so the YED is 
10/5 = +2. This is an elastic normal good. 

b YED is −0.5. This is an inelastic inferior good. 
c YED is +0.4. This is an inelastic normal good. 

d YED is −4. This is an elastic inferior good. 
e If the quantity demanded does not change, the YED is zero: there is no relationship between 

income and quantity demanded. 

Exercise 3.3 

a If the quantity demanded of a good increases from 200 to 260 following a 15% increase in the 
price of another good, the XED is calculated as the percentage change in quantity demanded 
(30% in this case) divided by the percentage change in the price of the other good. In this case 
the XED is +2, so the two goods are (elastic) substitutes. 

b The XED is −1.5: the goods are (elastic) complements. 
c The XED is +0.8: the goods are (inelastic) substitutes. 

d The XED is −0.4: the goods are (inelastic) complements. 
e If the quantity demanded does not change, the XED is zero: the goods are unrelated (neither 

substitutes nor complements). 

Exercise 3.4 

a If the quantity supplied increases from 500 to 800 (60%) following an increase in price of 20%, 
the PES is +3: supply is price elastic.  

b The PES is +0.5: supply is price inelastic. 

c The PES is 0: supply is perfectly inelastic. 

Exercise 3.5 

First of all, notice that your company is making a loss, so you need to take some action. The first 
piece of information you look at is the price elasticity of demand, where you see that you face 
elastic demand, with the price elasticity being −1.58. So if you were to increase your fares by 10% 
(and if your company faced the same elasticity as the average for the market), you would expect to 
see a fall in demand of 15.8%, and a fall in revenues. On the other hand, if you were to reduce your 
fares by 10%, revenue would increase following a 15.8% increase in demand. 

However, you need to be aware of market conditions. The economy is heading into a recession, and 
you are faced with an income elasticity of demand that is strongly negative (−2.43). In other words,  
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bus travel is an inferior good. This is good news for you as it means that, as incomes fall in the 
recession, more people will use the buses, and you will enjoy an increase in demand. 

Whether the cross-price elasticity will be helpful to you depends on what is happening in the 
market for rail travel. If you happen to know that rail fares are about to increase, then again this is 
good news for you, as bus travel is a strong substitute for rail travel. For a 10% increase in train 
fares, there will be a 32.1% increase in the demand for bus travel. 

These elasticities thus help you to make a reasoned decision on pricing, depending on what is 
happening in the economy as a whole, and in the markets for close substitutes such as rail travel. 
The price elasticity of supply is less helpful to you. It tells you how you would respond to a change 
in price – but you would probably know that anyway. 

Chapter 4 Market equilibrium and the price 

system 

Exercise 4.1 

The equilibrium price is Pc at the intersection of demand and supply. 

Exercise 4.2 

a Before answering this question, you need to make an assumption about whether bus travel is a 
normal good or an inferior good. Bus travel is often perceived to be an inferior good – in other 
words, as consumer income rises, it is thought that the demand for bus travel falls. If this is 
indeed the case, then Figure A4.1 illustrates the effect on equilibrium price and output. The 
demand curve shifts from D0 to D1, equilibrium price falls from P0 to P1, and quantity also falls, 
from Q0 to Q1. If you were to assume that bus travel was a normal good, demand would have 
moved to the right, and equilibrium price and quantity would both have increased. 

 

Figure A4.1 A change in the demand for bus travel 

b The firm here faces an increase in its production costs, and will be prepared to supply less 
output at any given price. The supply curve shifts to the left in Figure A4.2; equilibrium price 
rises from P0 to P1, and quantity falls from Q0 to Q1. 
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Figure A4.2 A change in the supply of paint 

c This reverses the effects seen in the previous question. The new computers improve efficiency 
and result in a reduction in the firm’s costs, so it is prepared to supply more at any given price, 
and the supply curve shifts to the right (see Figure A4.3). The equilibrium price falls from P0 to 
P1, and quantity increases from Q0 to Q1. 

 

Figure A4.3 A change in the supply of accountancy services 

d The switch from chicken to pizza affects demand in the two markets, as shown in Figure A4.4. 
In the market for chickens demand shifts to the left, from Dc0 to Dc1; the equilibrium price falls 
from Pc0 to Pc1, and the quantity traded falls from Qc0 to Qc1. In the market for pizza the reverse 
happens: demand increases from Db0 to Db1, equilibrium price increases from Pb0 to Pb1, and 
quantity increases from Qb0 to Qb1. 

 

Figure A4.4 An outbreak of bird flu 
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Exercise 4.3 

The price of oil is notoriously volatile, and can have effects that spread across many markets. You 
might like to brainstorm this question with your fellow students to see how the effects might 
spread. 

Exercise 4.4 

a Given Table 4.1 and a market price of $14, only consumers A, B, C and D would be prepared 
to buy the good. 

b Consumer A would have been prepared to buy the good even if the price had been $20, so 
enjoys a surplus of $6 if only $14 has to be paid. 

c The total consumer surplus with the price at $14 would be $12 (as A has a surplus of $6, B of 
$4 and C of $2). 

d With the price at $16, the total consumer surplus would be only $6. Consumer A would get a 
surplus of $4, and B would get $2. However, C would get no surplus, and D would no longer 
be prepared to buy the good. 

Exercise 4.5 

a With the initial supply curve S0, consumer surplus is given by the area ACP0. A shift in the 
demand curve to S1 brings a fall in consumer surplus, to ABP1. 

b With the initial supply curve S0, producer surplus is given by the area P0CF. A shift in the 
supply curve to S1 brings a fall in producer surplus, to P1BE. 

c Both consumer surplus and producer surplus are lower after the decrease in supply. This makes 
intuitive sense, given that production costs have risen. Both consumers and producers lose out 
as a result. Notice that the extent to which of the surpluses are affected depends upon the 
elasticities of demand and supply. 

Chapter 5 Government microeconomic 

intervention 

Exercise 5.1 

Figure A5.1 shows the situation when demand is perfectly inelastic – in other words, when the 
demand curve is vertical. When an indirect tax is imposed, the price rises from P0 to P1, which is 
the full amount of the tax, so that the incidence of the tax is wholly on consumers. This is because 
they will buy the same quantity (Q) regardless of the price. 

 

Figure A5.1 The incidence of an indirect tax when demand is perfectly inelastic 



Cambridge International AS & A Level Economics exercise answers 

Cambridge International AS & A Level Economics 

© Peter Smith, Adam Wilby, Mila Zasheva/Hodder & Stoughton Ltd 2021 

11 

Figure A5.2 shows the opposite extreme – when demand is perfectly elastic (horizontal). In this 
case, the imposition of the tax has no effect on price whatsoever, and the whole incidence of the tax 
is on the producers. The quantity demanded falls from Q0 to Q1. 

 

Figure A5.2 The incidence of an indirect tax when demand is perfectly elastic  

Exercise 5.2 

Assuming that prices are generally in equilibrium, volatility in prices from one year to the next 
must come either from volatility in demand conditions or from volatility in supply. 

One source of variation in the level of demand over time is the business cycle, by which the level 
of economic activity tends to fluctuate through time according to a regular cycle of boom and 
recession. On the supply side, volatility may result from changes in supply conditions. Volatility 
may be especially likely in markets for agricultural commodities, where the level of supply is 
closely related to the weather conditions in a particular period. A good harvest year resulting from 
favourable weather conditions may force prices down, especially for perishable products. On the 
other hand, a poor harvest may push prices up. Notice that within the global economy, the prices 
prevailing in international markets may reflect market conditions in the economies of the major 
producers. A frost in Brazil may be great news for smaller producers of coffee in other countries. 
The impact of volatility of supply or demand is relatively high in agricultural markets, where 
demand and supply tend to be relatively inelastic. 

Buffer stock schemes are one method under which producers may try to stabilise prices from year 
to year. Such schemes operate by buying up surplus stock in bumper years and selling it off when 
supplies are low. These measures can be effective so long as the majority of producers are included 
in the scheme, and so long as the target price is set at an appropriate level. Too high a price will 
mean that stocks accumulate, as more stock will be bought to maintain the price than will be sold. 
The storage and administrative costs can then become very high. 

The main benefits to producers and consumers are to reduce uncertainty about future market 
conditions, and allow them to form good expectations, which allows them to take better decisions. 

Exercise 5.3 

Table A5.1 shows the ratios of top decile to bottom decile and top quintile to bottom quintile, with 
the values for Pakistan and the USA for comparison. 

Table A5.1 Decile and quintile ratios 

Country Ratio of top decile  

to poorest decile 

Ratio of top quintile  

to poorest quintile 

South Africa 56.1 28.4 

Belarus 5.1 3.6 

Pakistan 7.4 4.8 
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USA 18.0 9.4 

These calculations seem to suggest that South Africa is characterised by much higher inequality 
than any of the countries considered so far. The ratios of top decile (quintile) to bottom decile 
(quintile) for South Africa are far larger than for the other countries, reflecting the fact that the 
richer households in South Africa receive a far greater percentage of household income – and the 
poor a far smaller share. In contrast, Belarus shows a more equitable distribution than the other 
countries.  

Chapter 6 National income 

Exercise 6.1 

GDP at market prices is calculated as gross value added plus taxes on production minus subsidies, 
so in this example this is 1,275 + 91 − 9 = 1,357.  

GNI is then GDP + net income from abroad, that is 1,357 + 86 = 1,443 

Exercise 6.2 

a If the government cancels a road improvement scheme, this is a decrease in injections. 

b If people choose to save more, this is an increase in leakages. 

c If exports from the country increase, this is an increase in injections. 

d If the government reduces the rate of income tax, this will mean a decrease in leakages. 

e If people choose to take more overseas holidays, this increases imports, and is an increase in 
leakages. 

f If firms reduce their investment spending, this is a decrease in injections. 

Chapter 7 Aggregate demand and aggregate 

supply analysis 

Exercise 7.1 

a Aggregate demand is C + I + G + X − M 

  which is 75 + 30 + 25 + 50 − 55 = 125 

b The trade balance is given by exports minus imports, which is 50 − 55 = −5. 

Exercise 7.2 

a The discovery of a new source of a raw material that reduces its price will lower costs, and 
enable firms to supply more output at any given price, so SRAS will shift to the right. 

b An increase in the exchange rate (ceteris paribus) has a major impact on aggregate demand, by 
reducing the competitiveness of domestic exports. However, there may also be a supply-side 
effect, because an appreciation of the exchange rate reduces the domestic price of imports, so 
firms that rely on imported intermediate goods may find that their costs have decreased, 
encouraging them to supply more output at any given price. 

c An increase in wage rates (i.e. in labour costs) means that firms will be prepared to supply less 
output at any given price, so the SRAS would shift to the left. 
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d A fall in oil prices reduces firms’ costs, so they are prepared to supply more output at any given 
price, and SRAS shifts to the right. 

Exercise 7.3 

a A fall in the exchange rate that affects the prices of imported inputs will raise the costs faced by 
firms, so in the short run, aggregate supply will shift to the left. Whether the shift will also 
affect the long-run aggregate supply curve is less clear, as the fall in the exchange rate may be 
only temporary, depending on what caused it. It is likely that the exchange rate will readjust in 
the long run. 

b An increase in the rate of immigration allows the workforce to expand, and should shift the 
long-run aggregate supply curve to the right, as there has been an increase in the potential 
capacity of the economy. 

c An increase in the price of oil would shift the short-run aggregate supply curve to the left, as it 
increases the costs faced by firms. The price of oil has shown fluctuations over the years, so it 
may well be that the increase will not be long-lasting. 

d A reduction in corporation tax improves the profitability of firms, so a rightward shift in 
aggregate supply would be expected. If this is a permanent change, then long-run aggregate 
supply would be affected. 

e The introduction of new improved computers reduces costs faced by firms and raises 
productivity, expanding the long-run ability of the economy to produce. Long-run aggregate 
supply shifts to the right. 

Exercise 7.4 

a A technological advance that improves the efficiency of capital raises the productive capacity 
of the economy and shifts the aggregate supply curve to the right, as in Figure A7.1, where 
aggregate supply moves from LRAS0 to LRAS1. Initially the equilibrium general price level was 
P0 and real output was Y0; after the supply shift the general price level falls to P1 and real 
output rises to Y1. 

 

Figure A7.1 A supply shock 

b If a financial crisis reduces the demand for exports, the impact is on aggregate demand. Figure 
A7.2 illustrates the effects. Aggregate demand shifts from AD0 to AD1. In the short run, the 
economy moves along SRAS0 with price falling to P* and real GDP falling to Y*. However, 
firms will find that their costs tend to fall, so the short-run aggregate supply curve shifts to the 
right (to SRAS1) and the price falls further to P1 while real GDP returns to YFE. The long-run 
result is a large fall in the general price level, from P0 to P1, but no change in real output. 
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Figure A7.2 A decrease in aggregate demand 

c If firms increase their investment spending because they are more optimistic about future 
demand for their goods, the aggregate demand curve shifts to the right, as in Figure A7.3.  

 

Figure A7.3 A rightward shift in aggregate demand 

  When aggregate demand moves from AD0 to AD1, the general price level rises from P0 to P1, 
but in the long run real output remains at YFE. The effect here is only on price rather than on 
output because the economy starts at full capacity. Notice that if the increase in investment 
spending leads to an increase in productive capacity, then the (very) long-run effect is a shift of 
the LRAS curve as well. 

d If firms face an increase in transport costs, this will induce them to supply less output at any 
given price level, and the aggregate supply curve will shift to the left, as in Figure A7.4. 
Following a shift of aggregate supply from LRAS0 to LRAS1, the general price level rises from 
P0 to P1 and real output falls from Y0 to Y1.  
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Figure A7.4 A negative supply shock 

Chapter 8 Economic growth 

Exercise 8.1 

The correct answer is B. 

A shift from A to B is a movement on to the PPC from a position within it. This is achieved by 
improving utilisation of existing resources, so is actual, not potential economic growth. 

A shift from B to C is potential economic growth, as it entails a shift of the PPC from PPC0 to 
PPC1, which can only be accomplished by expanding productive capacity. 

A move from C to A reduces utilisation of factors of production, and is negative actual economic 
growth. This may describe what happened during the Covid-19 pandemic, when many economies 
were operating well within their potential capacity to produce. 

A move from C to D is a movement along the PPC, and does not represent economic growth. 

Exercise 8.2 

a An increase in the rate of change of potential output is genuine economic growth, and would be 
represented by an outward movement of the PPC, or a rightward shift of the long-run aggregate 
supply curve. 

b A fall in the unemployment rate is a move towards the PPC, so is not what we mean by 
potential economic growth, although it is measured as actual economic growth. It is remedying 
a former inefficiency in the labour market. 

c Improved work practices that increase labour productivity are regarded as potential economic 
growth, as this entails an outward movement of the PPC, or a rightward shift of the aggregate 
supply curve. 

d An increase in the proportion of the population joining the labour force is the equivalent of an 
increase in the size of the labour force, and represents an increase in the productive capacity of 
the economy, i.e. a rightward shift of the aggregate supply curve. Therefore, it is potential 
economic growth. 

e An increase in the utilisation of capital is a movement towards the PPC, as it does not entail an 
increase in the potential productive capacity of the economy; in other words, it is simply 
removing a productive inefficiency. Just as a reduction in unemployment means better use of 
existing labour input, so an increase in capacity utilisation entails the better use of existing 
capital. 
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f A rightward shift of the long-run aggregate supply curve is an increase in potential productive 
capacity – and is exactly what is meant by potential economic growth. 

Exercise 8.3 

See Table A8.1. 

Table A8.1 Real GDP in the USA, 2005–18 

Year Real GDP ($ trillion) Growth rate of real GDP 
(% p.a.) 

2005 14.333  

2006 14.742 2.85 

2007 15.018 1.87 

2008 14.998 −0.13 

2009 14.617 −2.54 

2010 14.992 2.57 

2011 15.225 1.55 

2012 15.567 2.25 

2013 15.854 1.84 

2014 16.243 2.45 

2015 16.710 2.88 

2016 16.972 1.57 

2017 17.349 2.22 

2018 17.856 2.92 

Growth was at its highest from 2017 to 2018, when real GDP grew by 2.92%; it was at its lowest 
between 2008 and 2009, when real GDP fell by 2.54%. 

Chapter 9 Unemployment 

Exercise 9.1 

Remember that the working population is made up of three groups: those in employment, the 
unemployed and the economically inactive. We can therefore calculate the number of unemployed 
as the population minus the employed and the economically inactive. For Greece in 2019, this is 
6,935 − 3,945 − 2,205 = 785 (thousands). 

The percentage unemployment rate is calculated as the number unemployed as a percentage of the 
workforce (i.e. those employed plus the unemployed). So, the unemployment rate in this example is 
100 × 785/(3,945 + 785) = 16.6%. 

This sounds really high, but Greece in 2019 was still recovering from a deep recession. Indeed, this 
represented an improvement on previous years. 

 



Cambridge International AS & A Level Economics exercise answers 

Cambridge International AS & A Level Economics 

© Peter Smith, Adam Wilby, Mila Zasheva/Hodder & Stoughton Ltd 2021 

17 

Exercise 9.2 

a If unemployment arises as a result of the decline of the manufacturing sector and the expansion 
of financial services, this is regarded as structural unemployment. Manufacturing and 
financial services require quite different skills, and former factory workers cannot become 
international bankers without some considerable retraining. In other words, this is 
unemployment that arises from changes in the structure of economic activity within an 
economy. 

b When a worker leaves one job to search for a better one, this is frictional unemployment, and 
is part of the proper working of the labour market.  

c This is cyclical unemployment. 

d This is seasonal unemployment. 

e This is technological unemployment, and is a sort of structural unemployment. 

Chapter 10 Price stability 

Exercise 10.1 

a Table A10.1 shows inflation rates for each country from 2007 to 2018.  

Table A10.1 Inflation (rate of change of CPI, % p.a.), 2007–18 

Year Malaysia Pakistan Sri Lanka 

2007 2.03 7.60 12.84 

2008 5.44 20.29 22.56 

2009 0.58 13.65 3.46 

2010 1.62 13.88 6.22 

2011 3.17 11.92 6.72 

2012 1.66 9.68 7.54 

2013 2.11 7.69 6.91 

2014 3.14 7.19 3.18 

2015 2.10 2.53 3.77 

2016 2.09 3.77 3.96 

2017 3.87 4.09 7.70 

2018 0.88 5.08 2.14 

b See Figure A10.1. 
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Figure A10.1 Inflation in Malaysia, Pakistan and Sri Lanka, 2007–18 

c Between 2006 and 2018, the percentage change in prices over the period was 32.7% in 
Malaysia, 176.2% in Pakistan and 134.4% in Sri Lanka. 

d All three countries demonstrate some variation in the inflation rate over this period, but to 
different extents. Malaysia showed much more stability in prices during this period, only 
exceeding 5% in one year (2008). Pakistan showed the greatest overall increase in prices 
between 2007 and 2018. All three countries experienced a spike in inflation in 2008 at the time 
of the financial crisis, but inflation in Pakistan took longer to return to relative stability. 
Inflation seemed to show some stability in the period after 2014 in all three countries. 

Exercise 10.2 

Deflation occurred in 2009, when prices fell by 0.5%. Disinflation occurred in 2008 (when 
inflation fell from 4.3% to 4.0%, and in 2009 when inflation fell from 4.0% to −0.5%. Inflation 
took place in all years except 2009. 

Exercise 10.3 

If inflation rises to 15% per annum next year but incomes rise by the same percentage, then, strictly 
speaking, the real purchasing power of income will not have changed, so why should anyone be 
worse off?  

One reason is that the costs of undertaking transactions have risen. Firms find that to keep pace 
with changing prices they have to alter their prices more often – these are the menu costs of 
inflation. In addition, people will tend to leave their money in the bank for longer than previously, 
as there is a cost in holding money balances. They will therefore have to visit the bank or ATM 
more often – these are the shoe-leather costs of inflation. These costs both reduce the efficiency 
with which markets are working, so there is some cost imposed on society as a result. 

It is also possible that some people will lose out – say, if their incomes are not inflation-protected. 
For example, pensioners or others on fixed incomes may find that their incomes do not rise by the 
15% needed for them to keep up with the rising cost of living. Thus, there may be redistribution 
costs of inflation.  

More important is the case when high inflation also means less predictable inflation. If firms 
become more pessimistic about the future, and revise downwards their expectations of future 
demand, they may be less prepared to undertake the productive investment that would increase the 
productive capacity of the economy. This may damage the rate of economic growth that can be 
achieved within the economy. Most commentators regard this as the most serious cost of high 
inflation. 
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Chapter 11 Macroeconomic policy 

Exercise 11.1 

Table A11.1 Average and marginal tax rates 

Income ($) Tax paid ($) Average tax rate (%) Marginal tax rate (%) 

1,000 100 10  

2,000 300 15 20 

3,000 600 20 30 

4,000 1,000 25 40 

Exercise 11.2 

Suppose that in Figure A11.1 the economy begins at full employment with real GDP at YFE and 
price level P0. An expansionary fiscal policy leads to an increase in aggregate demand, so the AD 
curve shifts to the right from AD0 to AD1. In the short run, there is a movement up along the SRAS0, 
with the price level rising to P1. At the same time, real GDP rises above the full-employment level 
to Y1. This is achieved because firms can increase the utilisation of factors of production – for 
example, by paying their workers overtime. This is not sustainable in the long run, as the increase 
in costs faced by firms causes a shift to the left of the SRAS0 to SRAS1. This takes the economy 
back to the full-employment level of real GDP, but now with an even higher price level at P2. If the 
government does not want this upward pressure on the price level, it will have to reverse the 
expansionary policy. 

 

Figure A11.1 The effects of an expansionary fiscal policy  

Exercise 11.3 

The key issue for debate here is how to balance the future benefits of improving the road network 
against the present benefits of improving the provision of healthcare. People need healthcare in the 
present, but improving the road network would help to keep British firms competitive by reducing 
transport costs in the future. 
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Chapter 12 International trade and 

protectionism 

Exercise 12.1 

a If Here produces 200 scooters, it can produce 400 coats, and if There produces 100 scooters, it 
can produce 300 coats, so total coat production is 400 + 300 = 700. 

b The number of scooters produced is the same as before: 300. However, the production of coats 
is now 800. The net result of this is that total world output has increased. This illustrates the 
potential gains from trade, as both countries could be made better off than in the no trade 
position. A separate question is how those gains will be distributed between Here and There. 

Exercise 12.2 

The interpretation of the terms of trade rests on its definition as the ratio of export prices to import 
prices. Let’s start with United Arab Emirates (UAE), where the terms of trade index increased to 
165.6 in 2018 compared with the base year of 2000. This suggests that the price of UAE’s exports 
relative to the price of its imports increased by 65.6% between 2000 and 2018. This reflects the fact 
that UAE is an oil exporter, and the price of oil increased substantially between these dates. 
Bangladesh was in a very different situation, seeing its export prices fall (relative to import prices) 
by 37.8%. The USA’s terms of trade changed hardly at all over this period. 

Exercise 12.3 

If a tariff has been in place, and is removed by the authorities, there will be an impact on 
consumers, producers and the government. The impact puts into reverse the effects that were 
identified for the imposition of a tariff, namely: 

a Consumers will benefit from a lower price of the good, and will gain consumer surplus. 

b Producers will lose the additional producer surplus that they had enjoyed while being protected 
from foreign competition. 

c The government will lose out because of the tariff revenues that it previously received. 

Notice that this could be a painful adjustment for producers and the government. The producers are 
likely to put pressure on the government to resist the removal of protection. The government will 
find that it is losing revenue, but may be under pressure to provide assistance to workers who lose 
their jobs in the previously protected sector. 

Chapter 13 The balance of payments and 

exchange rates 

Exercise 13.1 

The overall balance for trade in goods and services is calculated as the balance on trade in goods 
(24.8 − 57.4) plus the balance on trade in services (5.3 − 10.4). So, the trade balance was −$37.7 
billion. The balance on secondary income is not relevant to this calculation, although it is of course 
part of the overall current account balance. 
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Exercise 13.2 

a The sterling price if the firm buys in the USA is £100,000.  

b The firm is likely to buy in the USA, as the UK price is higher at £125,000.  

c However, if the exchange rate depreciates to £1 = $2, the US price is now £150,000, although 
the dollar price is unchanged. 

d The firm will now buy in the UK, as the depreciation has made British goods more competitive. 

e With the improvement in competitiveness of British goods in international markets, we would 
expect to see an increase in the demand for exports, and a fall in demand for imports 
accompanied by an increase in the domestic demand for goods that are import-competing. The 
key question is whether British firms will be able to respond to these changes, or whether the 
effect will be to put pressure on domestic prices. In other words, the short-run elasticity of 
supply of British goods is crucial in determining the impact of a depreciation on the current 
account of the balance of payments.  

Chapter 14 Marginal utility and consumer choice 

Exercise 14.1 

a See Table A14.1.  

Table A14.1 Nazim’s utility from good X 

Units of X Total utility (utils) Marginal utility (utils) 

1 10  

2 19 9 

3 27 8 

4 34 7 

5 40 6 

6 45 5 

7 49 4 

b See Figure A14.1. 

 

Figure A14.1 Nazim’s marginal utility 
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Exercise 14.2 

As with the example used in the book, I am getting Jennifer to allocate her budget between apples 
and bottles of cola, although this time I am looking at her choices over a week. Figure A14.2 shows 
the way that Jennifer reacts to an increase in the price of apples.  

 

Figure A14.2 The effect of an increase in the price of apples  

Her initial choice point is at A, at 30 apples and 10 bottles of cola, on her budget line BL0. After the 
increase in the price of apples, the budget line moves to BL1, and she now consumes 26 apples and 
8 bottles of cola per week. Notice that her consumption of both goods has changed. The change is 
due partly to the fact that the budget line has moved inwards, and partly due to the change in the 
slope of the budget line, reflecting the increase in the price of apples, with cola prices remaining 
unchanged. 

Separating out the income and substitution effects explicitly is more complicated. In order to do 
this, I have drawn on a ‘shadow’ budget line which is parallel to the old budget line but shifted 
down to pass through the new decision point. This line is dashed in the figure. If it had been 
Jennifer’s income (budget) that had changed, this is how the new budget line would have appeared, 
and in that situation she may well have ended up at a point such as C. The movement from A to C 
is thus the income effect. The movement along the dashed budget line from C to B must then 
represent the substitution effect of the price change. 

Chapter 15 Efficiency and market failure 

Exercise 15.1 

a Point B is productively inefficient, as it lies inside the frontier. By employing resources more 
effectively, more of each product could be produced. 

b Point C is Pareto-superior to B, as more of both products are produced. 

c Points A and C both represent points of productive efficiency, as both lie on the frontier. 

d This is trickier: in order to identify a point of allocative efficiency, we need information about 
consumer preferences. Either A or C could be such points, but we do not have enough 
information to be sure. 

e Point D is outside the frontier, and thus cannot be reached given existing resources. The only 
way to reach it would be to expand the productive capacity of the economy. This could occur if 
there was an improvement in technology, or an increase in the amount of labour, capital or 
other inputs available in the economy. 
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Exercise 15.2 

A problem that arises in this situation is information asymmetry – unless Mary is a roofing expert. 
Suppose that the stranger knows more about the building trade and about market conditions than 
Mary, who may not be in a position to judge whether his assessment of the situation is accurate. He 
may thus be able to charge a price that is above the value of the work – or even to convince Mary 
that unnecessary work is essential. This is a form of market failure. A solution is to address the 
cause of the market failure, by providing a way in which Mary can check whether the stranger is a 
reputable builder, and whether he is presenting the facts accurately and truly. For example, there 
could be a register of reliable local builders prepared to do work for the elderly – such registers do 
exist. This is one way of trying to address the problem of information asymmetry. 

Exercise 15.3 

a A hard drug is an example of a demerit good – sometimes known as a ‘merit bad’. The core 
argument here is that consumers overvalue the benefits from using a drug such as heroin, and 
may also impose costs on society – for example, if they resort to crime in order to pursue their 
addiction. 

b The provision of law and order enforcement is an example of a public good. A police officer 
on the beat does not provide a service only to those who pay for it, so it is non-excludable. The 
non-rivalrous element is perhaps less obvious, as a single policeman on the beat is not 
inexhaustible. However, the amount of protection provided to one person does not diminish the 
amount available for others when the law and order service as a whole is considered. Having 
said that, the question of how much policing should be provided is, of course, a debatable issue. 

c Vaccination against measles could be seen as an example of an externality. The benefits to 
society of an individual being vaccinated exceed the private benefits to the individual. 
Vaccination reduces the risk of infection for an individual, but reduces the probability of an 
epidemic when viewed at the level of a society. In other words, the social benefits exceed the 
private benefits, but these are not reflected in market prices. Another way of looking at this is 
that there could be an information failure present, in the sense that private individuals do not 
perceive the full benefits of being vaccinated. There may thus be an extent to which a 
vaccination could be viewed as a merit good. 

d If a firm cannot easily monitor how hard an employee is working, then there is an information 
problem. Indeed, we might argue that this is an example of information asymmetry, in the 
sense that the workers themselves have better information about their qualities than the 
employers do. This can affect the wages that employers will pay to their workers. An employer 
who knows that the labour force includes both good workers and shirkers will realise that 
paying a wage that reflects the average productivity of all workers may make the good workers 
dissatisfied, so they are likely to feel undervalued and leave the company. Paying a higher 
wage encourages the good workers to stay, and also raises the opportunity cost of being caught 
shirking. 

e In this situation, the firm has more market power than the consumers, and is able to exploit the 
situation in order to increase profits. This will be discussed in Chapter 18. 
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Chapter 16 Private costs and benefits, 

externalities and social costs and benefits 

Exercise 16.1 

Private costs are $75 and external costs are $20, so total social cost is $95. 

Private benefits are $90 and external benefits are $15, so total social benefit is $105. 

So, on balance, the production of this product provides positive benefits for society. 

Exercise 16.2 

The answers to this exercise are discussed in the main text. 

Exercise 16.3 

I cannot predict the examples that you will have identified. Externalities are common in everyday 
life, as there are many costs and benefits that are not explicitly reflected in market prices, affecting 
either production or consumption. Aspects of pollution, traffic congestion and the dropping of litter 
all tend to have negative effects. Positive externalities are perhaps less common, but I expect you 
came up with some. Perhaps your town has some striking buildings or statues from which you get 
pleasure, or perhaps your neighbour has a well-kept garden. 

Exercise 16.4 

a In this numerical example, marginal social benefit is equal to marginal private cost when the 
quantity produced is 50,000 per week. This is the quantity that would be produced in an 
unregulated market. 

b At this level of output, marginal social cost is 90, whereas marginal private cost is 48, so the 
difference is 42. 

c Marginal social benefit is equal to marginal social cost when production is at 40,000 per week. 
This is the best market situation for society as a whole. 

d In order to induce firms to supply this quantity of output, firms would need to face marginal 
costs of 60, but marginal private cost is 32. A tax would need to bridge the difference, so would 
need to be set at 28. 

Exercise 16.5 

This is an example of a facility that could easily produce a NIMBY (Not-In-My-Back-Yard) 
syndrome. Waste disposal is one of those essential requirements of life, but everyone would prefer 
that the facilities for waste disposal were sited away from their own house. 

Landfill as a form of waste disposal has been especially contentious, as it may have long-term costs 
for society in terms of permanently damaging the land. Nonetheless, society generates vast 
amounts of waste that have to be disposed of in some way. Recycling can help to reduce the size of 
the problem, but even with higher levels of recycling there will remain the problem of disposing of 
waste that cannot be recycled. Landfill is one way of doing this. If the necessity for this is accepted, 
then sites have to be chosen, and it may sometimes be that these sites have to be located in the 
vicinity of residential sites. There will then be local costs for residents, in terms of traffic to and 
from the site, the possible air pollution (smell) and perhaps an effect on house prices. These costs 
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are borne by the local residents, and from their perspective they face high private costs from a new 
landfill site. The benefits – in terms of waste disposal – accrue to society more generally, so that 
there is a divergence between private and social costs. Most people suffering the costs of this 
would object under these circumstances. 

Exercise 16.6 

Externality A arises because marginal private benefit is greater than marginal social benefit. This is 
a negative consumption externality, resulting in too much of the good being produced. 

Externality B arises because marginal private cost is greater than marginal social cost. This is a 
positive production externality, resulting in too little of the good being produced. 

Externality C arises because marginal private benefit is lower than marginal social benefit. This is a 
positive consumption externality, resulting in too little of the good being produced. 

Externality D arises because marginal social cost is greater than marginal private cost. This is a 
positive production externality, resulting in too much of the good being produced. 

Chapter 17 Types of cost, revenue and profit, 

short-run and long-run production 

Exercise 17.1 

As I do not know where you live, I cannot comment in detail on how you will have responded to 
this question. However, I can make some educated guesses.  

Of course, it is possible that there is a large-scale enterprise located in your town or city. Perhaps 
there is a car factory or a chemical plant operated by a multinational company that operates on a 
global scale. Notice that such large manufacturing enterprises do tend to concentrate their 
production in certain locations. As the discussion proceeds, you will realise that this is because of 
the costs that they face, which means that production on a relatively large scale is more efficient 
than in small establishments. 

Even if there are no large manufacturing firms in your vicinity, there will be firms that do operate 
on a national (or global scale). For example, there may be local branches of banks, accountants, 
supermarkets and so on – not to mention the rail network, National Express buses and the postal 
service. You may also have branches of McDonald’s or Burger King. 

There will also be smaller-scale local economic enterprises that may serve much smaller 
geographic markets. These are likely to include hairdressers, bakeries, restaurants, gymnasiums or 
taxi firms that are not part of a national chain. 

As a further exercise, you might like to think about the characteristics that these small-scale 
enterprises have in common that might prevent them growing into global businesses. 

Exercise 17.2  

a Short-run total cost (STC) is STFC + STVC = 300 + 140 = 440. 

  Short-run average total cost (SATC) is STC/output = 440/40 = 11. 

  Short-run average variable cost (SAVC) is 140/40 = 3.5. 

  Short-run average fixed cost (SAFC) is 300/40 = 7.5 
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b STC = 300 + 200 = 500 

  SATC = 500/50 = 10 

  SAVC = 200/50 = 4 

  SAFC = 300/50 = 6 

  SMC = (change in STC)/(change in output) = (500 − 440)/(50 − 40) = 6 

c If STC = 660 and STFC = 300, then STVC = 660 − 300 = 360 

Exercise 17.3 

a As a firm becomes established in a market, and learns the best way of utilising its factors of 
production, it becomes able to produce at lower average cost for any given level of output. This 
learning-by-doing effect would cause a shift downwards of the long-run average cost curve. 

b If a firm observes that average cost falls as it expands its scale of production, it is moving along 
its cost curve. 

c Similarly, as a firm grows and encounters diseconomies of scale because of the difficulties of 
managing a larger enterprise, it is moving along its long-run average cost curve. 

d If average cost falls for any given level of output – perhaps because of the adoption of new 
computers – this is a shift of the long-run average cost curve. 

Exercise 17.4 

Different firms face different market conditions and technical characteristics. You need to think 
about these characteristics of firms and whether the possible causes of economies (and 
diseconomies) of scale would be relevant to them. 

Exercise 17.5 

a The calculations may be found in Table A17.1. Average cost is column (2) divided by column 
(1); marginal cost is the change in total cost as output increases. (Strictly speaking, marginal 
cost is the change in cost divided by the change in output, but in this example the change in 
output is 1.) 

Table A17.1 Output and long-run cost 

(1) Output 

(000 units/week) 

(2) Total cost 

(£000) 

(3) Average cost 

(£000) 

Marginal cost 

(£000) 

0 0   
32 

16 

34 

58 

88 

124 

1 32 32.0 

2 48 24.0 

3 82 27.3 

4 140 35.0 

5 228 45.6 

6 352 58.7 

b See Figure A17.1. 
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Figure A17.1 Average and marginal cost 

c Long-run average cost is at a minimum at output level 2 (thousand) units. 

d This is also 2 (thousand) units – since marginal cost always equals average cost at the minimum 
point of average cost. 

e Up to 2 (thousand) units – this is the range over which average cost falls as output rises. 

f Above 2 (thousand) units, as long-run average cost now rises as output rises. 

Exercise 17.6 

a To calculate the level of profit at any output level, you need first to calculate total cost and total 
revenue. Total cost (TC) is average cost (AC) multiplied by the quantity sold, and total revenue 
(TR) is the price (i.e. average revenue) also multiplied by quantity sold. Profit is then TR − TC. 
Table A17.2 shows the calculations. 

Table A17.2 Calculating profit 

Price (AR) 

($) 

Quantity sold Average cost 
(AC) ($) 

Total revenue 
(TR) ($) 

Total cost (TC) 
($) 

Profit ($) 

35 200 24 7,000 4,800 2,200 

30 300 18 9,000 5,400 3,600 

25 400 18 10,000 7,200 2,800 

20 500 20 10,000 10,000 0 

15 600 25 9,000 15,000 −6,000 

b The firm makes abnormal profit at quantities 200, 300 and 400.  

c The firm makes normal profit at quantity 500. 

d The firm makes a loss at quantity 600. 

Exercise 17.7 

a To maximise profits the firm must choose output such that MR = MC. When price is at P1 this 
is at output C; at P2 profits are maximised at B, and at P3 A is the level of output at which MR = 

MC. 

b At output level C, with price at P1, average revenue is above average cost, so the firm makes 
supernormal profits (profits above the opportunity cost of capital). At output level B, with price 
at P2, the firm finds that average revenue equals average cost, so it makes only normal profit. 
At output level A, with price at P3, the firm finds that average revenue is equal to average 
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variable cost; the firm is therefore making such a loss that it makes no contribution towards 
variable cost, and is better off closing down and leaving the market, even in the short run. 

Chapter 18 Different market structures: perfect 

competition and monopoly 

Exercise 18.1 

a Where there is a fairly large number of firms in a market selling differentiated products, the 
most likely model of market structure would be monopolistic competition. Fast-food outlets in 
a city centre offering various styles of cuisine would be one example of this. 

b An island’s only airport would be a monopoly. An example is on the UK’s Scilly Isles. 

c A large number of farmers producing onions at a common price would be best described as 
perfect competition. 

d Where there is a market with just a few sellers (in this case producing commercial vans), there 
is a state of oligopoly. 

Exercise 18.2 

a With the price at 40, the firm would maximise profit at output where MR = MC: namely at 
output 500 (remember that in perfect competition price equals marginal revenue because the 
firm is a price taker). Supernormal profit per unit would be AR − AC = 40 − 30 = 10. 

b With the price at 25, the firm would maximise profit at output 400. Supernormal profit per unit 
would be AR − AC = 25 − 25 = 0. 

c With the price at 20, the firm would attempt to maximise profit at output 200. The firm would 
make a per unit loss of AR − AC = 20 − 40 = −20. 

Each of these points represents a point on the firm’s supply curve, which tracks the marginal cost 
curve. 

Exercise 18.3 

Consider Figure A18.1. 

 

Figure A18.1 Adjustment to long-run equilibrium under perfect competition 

Suppose that market demand (in the right-hand panel) is initially at D0 and price is at P*. S0 
represents the short-run supply curve, compiled from the sum of the short-run marginal cost curves 
of all the firms in the industry. The typical firm is shown in the left-hand panel, and at P* the firm 
maximises profits by setting marginal cost equal to marginal revenue, producing q* output and 
breaking even, i.e. just making normal profits. This is just sufficient to encourage the firm to 
remain in the market.  
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Now suppose there is a decrease in market demand, so in the right-hand panel the demand curve 
shifts to D1, leading to a fall in the market price. In the short run firms respond to this by reducing 
output, sliding along their short-run marginal cost curves. (I have not marked this on the left-hand 

panel, as it would get too messy.) Price in the short run thus falls to a new equilibrium at P1. Firms 
are now making losses, and some will exit from the market. As firms leave the market the industry 
supply curve moves to the left, and the process will continue until it has reached S1, at which point 
the price will have risen back to P* and the market will be back in long-run equilibrium, with the 
remaining firms just making normal profits.  

In other words, the short-run adjustment occurs by existing firms reducing their individual output 
levels; adjustment in the long run occurs by firms leaving the market. 

Exercise 18.4 

a See Table A18.2. (Remember that price is the same as average revenue, so total revenue is 
column (1) multiplied by column (2). Marginal revenue is the change in total revenue from one 
level of output to the next. This is divided by the change in output – which in this case is 1.) 

Table A18.2 Calculating total revenue and marginal revenue 

(1) Demand 

(000 units/week) 

(2) Price 

($000) 

(3) Total revenue 

($000) 

(4) Marginal revenue 

($000) 

0 80 0  
70 

50 

30 

10 

−10 

−30 

−50 

1 70 70 

2 60 120 

3 50 150 

4 40 160 

5 30 150 

6 20 120 

7 10 70 

b  

 

Figure A18.2 Revenue of a monopolist 

  (Remember that when you plot MR the points need to be located half way between the output 

levels.) 
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c  

 

Figure A18.3 Total revenue 

d Total revenue is at a maximum at output level 4 (thousand). 

e Marginal revenue is zero at output level 4 (thousand). (It is no coincidence that MR is zero at 
the maximum point of TR: this is a mathematical property of these curves.) 

f Unit price elasticity of demand is also at the point where TR is at a maximum and MR is zero, 
i.e. at output level 4 (thousand). 

g Revenue is maximised at the point where MR = 0. A profit-maximising monopolist will always 
choose output such that MR = MC, and since MC will always be positive this will be to the left 
of the MR = 0 point. Thus, the profit-maximising monopolist will always produce less output 
than a revenue maximiser. 

h As demand is price elastic to the left of the MR = 0 point, the monopolist will choose to 
produce in the elastic range of the demand curve. 

Exercise 18.5 

Whether the firm is able to maximise profits as a monopolist depends on a number of factors. For 
example, although the firm has a monopoly to operate trains on the route, this does not necessarily 
mean that there are no substitutes for the firm’s product. The firm may need to take into account 
competition from bus companies, or be aware that individuals may choose to travel by car if the 
fares charged are perceived as being too high. Furthermore, if the monopoly were seen to be 
exploiting its market position to make excessive supernormal profits, there is always the possibility 
that the franchise would be withdrawn. However, in recent years the problem facing UK rail 
franchise companies has been rather different, as some have made substantial losses and have had 
to be rescued by government intervention. 

Chapter 19 Different market structures: 

monopolistic competition and oligopoly 

Exercise 19.1 

a Profits are maximised where MR = MC, at output N. 

b Price A. 

c At output N and price A, supernormal profits are given by the area ABEC (that is, the difference 
between AR and AC, multiplied by the output level). 

d As the firm is making supernormal profits and there are no barriers to entry under monopolistic 
competition, this must be a short-run equilibrium. 
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e The lure of supernormal profits will attract new firms into the market. As more firms enter, the 
firm shown in the figure will find that its demand curve shifts to the left, as some of its 
customers shift to buying the new firms’ products. Furthermore, as there are now more 
substitutes for the firm’s product, the demand curve will become more price elastic. This will 
continue until the typical firm in the market is no longer making supernormal profits – which 
occurs when the demand curve is just at a tangent to the average cost curve at the output level 
at which MR = MC. Once this point is reached, there is no further incentive for entry. 

f AC is at a minimum at output level R, and this is the point at which productive efficiency is 
reached. The market will not reach this position under monopolistic competition. 

Exercise 19.2 

a If firm Y chooses a high price, firm X maximises profits by choosing a low price (15 units 
rather than 10). 

b If firm Y chooses a low price, firm X again maximises profits by choosing a low price (4 units 
rather than 1). 

c This shows that firm X has a dominant strategy of choosing a low price, as this is the profit-
maximising choice regardless of what firm Y chooses. 

d The game is symmetric, so firm Y will also have a dominant strategy of choosing low. 

e The two firms’ joint profits would be maximised if they both chose a high price. 

f This outcome could only be achieved through collusion, and provided each firm was fully 
satisfied that the other would not cheat on the deal. 

g If the game were to be repeated over many periods, there is a greater chance that the collusive 
outcome could be sustained, as each firm would be able to threaten a punishment strategy for 
future periods should cheating occur. This could work so long as the threat of such a strategy 
was credible; in other words, the question is whether it would be in a firm’s best interest to 
carry out its threat to punish. 

Exercise 19.3 

a If no surplus above marginal cost is made, then the price charged is 0D, and quantity traded is 
0H. Consumer surplus is given by the area above price but under the demand curve up to 
quantity 0H, which is the area ADF. 

b At a price 0B, the quantity falls to 0G, and consumer surplus has fallen to the much smaller 
triangle ABC. 

c Two things have happened. First, the firms, by colluding, have increased their joint profits, so 
that the area BCED, which was previously part of consumer surplus, is now profit made by the 
firms. The rest of what was formerly consumer surplus (the area CEF) is a deadweight loss, and 
represents the social cost of this collusion by firms to take advantage of their market power. 

Exercise 19.4 

a Where there are a large number of firms in a market selling differentiated products, the most 
likely model of market structure would be monopolistic competition. 

b A sole supplier of postal services would be a monopoly. 

c A large number of farmers producing cauliflowers at a common price would be best described 
as perfect competition. 

d Where there is a market with just a few sellers (in this case, banks), there is a state of oligopoly. 

e A sole supplier of rail transport may be a monopoly provider of rail transport, but yet may face 
competition from suppliers of other forms of transport such as coach or air travel. 
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Exercise 19.5 

In tackling this exercise, it is important to bear in mind the key characteristics of a contestable 
market, and then judge the extent to which the various markets have exhibited change in those 
characteristics in recent years. These key characteristics are that there are no barriers to entry or 
exit, and no sunk costs. 

a Looking back in time, optometrists had a monopoly in the supply of glasses until technology 
moved on. In the UK, the market was deregulated in the 1980s as part of Margaret Thatcher’s 
drive for privatisation and deregulation. This allowed market entry, as dispensing opticians 
could now sell glasses, not to mention supermarkets and pharmacies. This seemed to improve 
the intensity of competition within the market, but it cannot be viewed as a contestable market 
because of the continued existence of economies of scale, and the relatively high fixed costs of 
setting up in business as an optician.  

b When it comes to travel agents, superficially, the market looks to be highly competitive, with 
many high street travel agency offices operating. However, it is not only the number of offices 
that is important, but also the number of firms in the market, and the distribution of the 
business between them.  

  However, it seems clear that the market is becoming more contestable. The growing ability of 
consumers to by-pass the local travel agent by making their own bookings online suggests that 
the travel market is highly contestable. It is now possible for a potential holidaymaker to find 
their flights, hotel accommodation, car rentals or hotel transfers from their PCs or mobile 
devices. This can be done either by booking direct with airlines and hotels, or by using one of 
the growing number of online firms, such as Expedia, the world’s largest online travel agent.  

  The travel agents have thus had to respond to these new online entrants to their market. They 
have done so partly by themselves going online, and developing their own websites and online 
sales. They have also responded by looking for niche markets, offering specialist advice on 
long-haul holidays, adventure trips or skiing packages. 

  The intensity of this competition is likely to be beneficial for consumers in terms of the prices 
that can be obtained for package holidays. Inevitably, there may also be dangers. For example, 
it may be that online purchase of the separate components of a holiday is more risky than 
buying from a travel agent. However, some of the large travel agents such as Thomas Cook 
have not been able to stay in business. 

c Financial services – such as retail banking – also went through a process of deregulation, 
allowing entry from new firms. For example, in the UK the supermarket Tesco started to 
provide financial services such as travel insurance and even mortgages; many former building 
societies such as Abbey National demutualised and became retail banks; a number of online 
banks have also launched into the market. This seems to suggest that some segments of this 
market at least are contestable, although the high street remains dominated by a few big 
players. The credit crunch of 2008 was in part due to excessive lending by the banking sector – 
so perhaps in this case, the deregulation went too far.  

d The postal service is another market that for hundreds of years was a monopoly protected by 
the state. In the UK, the Royal Mail was established in 1516 by Henry VIII. However, from 
January 2006 the market was liberalised, and any licensed operator was able to deliver mail to 
business and residential customers. The market was not perfectly contestable, as licensees had 
to pay an application fee of £1,000 and an annual fee of £1,000; there were other legal 
requirements that had to be fulfilled. New measures introduced in January 2008 reduced the 
application fee to £50, abolished the annual fee and removed some of the restrictions on 
licensees – this was intended to encourage more small and medium-sized enterprises into the 
market. This suggests that this market has become more contestable. However, the extent to 
which competition will increase may vary in different segments of the market. Delivering mail 
to an isolated croft in the Scottish Islands is not going to be as attractive as delivering mail to 
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businesses in a metropolitan area such as London. The Royal Mail continues to have an 
obligation to make deliveries across the whole of the UK. It was privatised in 2013. 

e Aircraft manufacture is an example of a market that cannot be contestable. The barriers to entry 
are substantial, and the fixed costs of joining the market are enormous. Indeed, the surprise is 
that there are still two firms (Boeing and Airbus) operating in the market for commercial 
aircraft. Indeed, it is probable that without some form of state assistance, one or other of these 
giants would have exited the market. 

Chapter 20 The growth and objectives of firms 

Exercise 20.1 

a The merger of an instant coffee factory with a coffee plantation is an example of a vertical 
merger, involving firms in the same market, but at different stages of the production process. 

b The merger of a soft drinks manufacturer and a bakery is a conglomerate merger, involving 
firms in separate markets.  

c The merger of a soft drinks manufacturer and a crisp manufacturer is also a conglomerate 
merger. There may be some complementarity in consumption, e.g. if people eat crisps with 
their cola, but in production terms they are different activities.  

d The merger of a soft drinks manufacturer with a chain of fast-food outlets is a vertical merger 
to the extent that the fast-food outlets provide a distribution channel for the soft drinks. 

e The merger of an internet service provider with a film studio may be seen as having some 
elements of a vertical merger, as the internet service provider may provide a distribution outlet 
for digitised films. The merger of AOL with Time Warner may be viewed in this way. 

f The merger of two tyre producers is an example of a horizontal merger – a merger between 
two firms in the same market, and at the same stage of production. 

Exercise 20.2 

a In this case, the owners of the firm are the principals and the managers act as the agents, 
running the firm on behalf of the owners. 

b Here the department store is the principal, and the employees undertake work on the store’s 
behalf. 

c The customers are now the principals and the department store is the agent, providing retail 
services to its customers. 

d The consumers of electricity are the principals, and the electricity supplier is the agent, 
supplying electricity. Notice that it may be difficult to establish effective ways in which the 
supplier can be held to account if they fail to deliver effective services, as coordinated action 
may be problematic. 

e Here the dentist is the agent, and the patients the principals. 

Exercise 20.3 

I do not know which large firms you looked at, but I would be surprised if any of them failed to 
itemise a range of activities in which they engage to demonstrate their commitment to corporate 
social responsibility. 
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Exercise 20.4 

In tackling this question, remember that the key conditions for price discrimination to be possible 
are for different consumers (or groups of consumers) to have different price elasticities of demand, 
and a situation in which the market can be segmented, i.e. where the product cannot be resold – if 
that were possible, we would expect a process of arbitrage to take place, and price discrimination 
could not be sustained. 

a Hairdressing is certainly a product that cannot be resold. But would there be different 
elasticities of demand? One possibility is that pensioners and/or students might be prepared to 
visit hairdressers at off-peak times of the day, so that hairdressers could offer discounts to such 
groups. 

b Peak and off-peak rail travel is a common example of price discrimination, reflecting the fact 
that the product cannot be resold, and that commuters display more price-inelastic demand than 
travellers who are free to travel at any time of day. 

c Sellers of apples are unlikely to be able to practise price discrimination, as apples can readily 
be resold, and there may be no identifiable groups of consumers displaying differing price 
elasticities of demand. 

d In the case of air tickets, price discrimination can occur in a number of ways. One possibility 
would be to charge higher prices for travellers who book late, as these are more likely to be 
business travellers who need to attend business meetings, whereas holiday passengers may plan 
further ahead. Similarly, you might interpret business-class (or first-class) fares as an example 
of price discrimination, where again there may be a difference in the elasticity of demand 
between business travellers (who may have their tickets paid for by their companies) and other 
travellers. (The situation is less transparent than some of the other examples, as the quality of 
service provided is also different.) 

e In the case of newspapers, the possibilities for price discrimination may again be limited, 
although some firms do offer discounts to students; this may be with the aim of encouraging a 
habit of reading a particular newspaper that may persist in post-student life. 

f Plastic surgery is certainly a product that cannot be resold, and there may be widely differing 
sensitivities to price among consumers. It may even be that surgeons can negotiate individual 
prices with individual clients, thereby creating first-degree price discrimination. 

Exercise 20.5 

There are several issues that you will need to discuss here. In general, consumers tend to benefit in 
the short run during the period of a price war, as they are able to purchase goods or services at a 
low price. Even here, whether they benefit or not may depend upon whether firms reduce the 
quality of their products in order to conduct the price war. However, the crunch comes in the longer 
term. If the firm that initiated the price war is successful in forcing its rivals out of business, then it 
is likely to raise price in the longer term in order to increase its profits. Of course, this will also 
apply if one of the other firms in the market wins the war. Over the long term, consumers probably 
do not benefit – and may even be worse off. 
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Chapter 21 Government policies to achieve 

efficient resource allocation and correct market 

failure 

Exercise 21.1 

At the heart of this argument is the notion that nationalised industries are run by managers (the 
agents) who may be insufficiently accountable to their many customers (the principals). These 
multiple principals would not be able to coordinate themselves in order to pressure the managers 
into becoming efficient. Privatisation puts ownership into the hands of the shareholders, who then 
become the principals. This would increase the extent to which the managers were accountable for 
their actions. In practice, most privatised industries are also made subject to regulation as a further 
inducement to become more efficient. 

Exercise 21.2 

First consider the market for rented accommodation in the short run, as depicted in Figure A21.1.  

 

Figure A21.1 The short-run impact of rent controls on the market for rented accommodation 

In a free market, the equilibrium rent would be R*, but if the government imposes a rent control 
such that landlords cannot set a rent above Rmax, some landlords will not be prepared to supply 
accommodation, so there is a movement down along the supply curve, with quantity supplied 
falling from Q* to QS. At the same time, the demand for rented accommodation will rise, so there is 
also a move down along the demand curve. There is now a severe shortage of rented 
accommodation with demand (QD) greatly exceeding supply (QS). Notice that I have drawn supply 
as being relatively inelastic, as it may not be possible to vary the supply very much in the short run, 
given that tenants have existing contracts. Demand may be more sensitive – perhaps some young 
adults living at home may wish to move out, or some homeless people may be able to afford the 
new lower rents. The problem is that the supply does not match the demand at the lower rent. 

In the longer run, the position becomes even worse, because landlords can withdraw more 
properties from the rental market. This is shown in Figure A21.2. 
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Figure A21.2 The long-run impact of rent controls on the market for rented accommodation 

In the long run, supply shifts to the left, and with the rent still held at Rmax¸the shortage becomes 
larger, as more potential tenants cannot find accommodation. 

How about the market for owner-occupied dwellings? 

 

Figure A21.3 The short-run impact of rent controls on the market for owner-occupied 

accommodation 

The initial equilibrium in Figure A21.3 is with a price of P0 and quantity Q0. In the short run, there 
will be some people who had been in rented accommodation who now wish to become owner-
occupiers, so the demand curve will shift to the right, from D0 to D1. Supply is likely to be 
relatively inelastic in the short run, so price increases by a relatively large amount, from P0 to P1, 
whereas quantity increases only from Q0 to Q1.  

In the longer run, as landlords release houses and flats that were previously rented, the supply of 
housing will increase, as shown in Figure A21.4. 

 

Figure A21.4 The long-run impact of rent controls on the market for owner-occupied 

accommodation 
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Supply shifts to the right from S0 to S1. Price eases a little, falling to P2, with quantity increasing to 
Q2 in the new equilibrium. Whether price falls to its original level depends upon the extent to 
which the curves move, but with the rent controls still in place, the shortage of housing overall 
remains, so there may be pressure on the government to find a way of encouraging the provision of 
more affordable housing. 

Chapter 22 Equity and redistribution of income 

and wealth 

Exercise 22.1 

a If the prime concern is to reach the most needy, the funds would be channelled to group 2, 
bringing the income of individuals in this group up from $250 to $300 per person.  

b The best way of raising the incomes of people to the poverty line is to channel the funds to 
group 1, raising their incomes from $450 to $500 and thereby halving the number of people 
living below the poverty line. 

c The strategy that has the biggest impact on the poverty line has the effect of neglecting the 
most needy in society. If the objective is to help those most in need, setting the target in terms 
of the poverty line causes policy to be misdirected, as the poverty line ignores the intensity of 
poverty.  

  A similar sort of argument has come into play at national level, where there is a choice to be 
made in directing overseas assistance. The question here is whether to direct aid at the countries 
most in need of assistance, or to direct it to the countries best equipped to make use of the 
funds.  

Chapter 23 Labour market forces and 

government intervention 

Exercise 23.1  

There are three possible options that apply in this exercise.  

Figure A23.1 shows an increase in labour supply (i.e. a shift in the curve to the right). 

 

Figure A23.1 An increase in labour supply 
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Figure A23.2 shows a decrease in labour supply (i.e. a shift in the curve to the left). 

 

Figure A23.2 A decrease in labour supply 

Figure A23.3 shows a movement along the labour supply curve. 

 

Figure A23.3 A movement along the labour supply curve 

a An increase in the number of engineering graduates is an increase in supply (Figure A23.1). 

b If the wage rate rises, there will be an extension of supply (a movement up along the labour 
supply curve), as shown in Figure A23.3. 

c An increase in the wage paid to web designers will induce some computer programmers to 
switch, so there will be a decrease in labour supply of computer programmers, as in Figure 
A23.2. 

d If qualifications are tightened, there will be a decrease in labour supply (Figure A23.2). 

e An improvement in non-pecuniary benefits will encourage an increase in labour supply (Figure 
A23.1). 

f An epidemic that causes a decrease in the size of the working population results in a decrease 
in labour supply (Figure A23.2). This is what happened across much of sub-Saharan Africa in 
the HIV/AIDS epidemic. Although the Covid-19 pandemic affected the elderly 
disproportionately, it would also have reduced the size of the working population. 
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Exercise 23.2 

If a firm experiences a fall in the selling price of its product, this reduces the marginal revenue 
product of labour, so the demand curve for labour will shift to the left. This is shown in Figure 
A23.4. Demand shifts from DL0 to DL1, and the result is that there is a fall in the equilibrium wage 
rate and a fall in the quantity of labour employed. 

 

Figure A23.4 A fall in the selling price of a firm’s product 

Exercise 23.3 

a The demand for labour is given by the marginal revenue product of labour curve (MRPL). 
Under perfect competition, the average cost of labour curve ACL represents the supply curve of 
labour, so equilibrium is where supply equals demand, with the wage rate at 0C, and the 
quantity of labour employed 0J. 

b As a monopsony, the employer is the sole buyer of this sort of labour, and will employ labour 
up to the point where the marginal cost of labour equals the marginal revenue product. Because 
the firm is a monopsony, its marginal cost of labour is higher than the average cost. In other 
words, as it hires more labour, it must offer higher wages not only to the additional workers 
whom it hires, but to its existing labour force as well. It thus hires 0H workers, at a wage of 0F. 

c The area 0FGH is the wage bill – the wage paid multiplied by the quantity of labour. 

d This generates a surplus to the firm given by the area FABG. 

Exercise 23.4 

Figures A23.5 and A23.6 illustrate the effects of imposing a minimum wage in a competitive 
labour market under differing assumptions about the elasticity of the demand for and supply of 
labour. 

In Figure A23.5, S is the supply of labour and Da and Db represent the demand for labour curve, 
where Db is relatively more elastic. In equilibrium, the wage would be W* and employment would 
be at L*. If a minimum wage of Wmin is imposed, labour supply increases from L* to LS. With the 
relatively inelastic demand for labour curve Da, the demand for labour falls to LDa. In other words, 
the demand for labour falls by relatively little (because demand is relatively inelastic). 
Unemployment increases, but mainly because the higher wage being paid attracts more workers 
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into the market. When demand is relatively more elastic, the demand for labour falls to LDb, and 
unemployment increases by substantially more, as firms are unwilling to hire as many workers at 
the higher wage. 

 

Figure A23.5 The effect of a minimum wage and the elasticity of demand for labour 

In Figure A23.6, the demand for labour is given by D, and Sa and Sb represent labour supply, with 
Sb being relatively more elastic. The effect of imposing a minimum wage is that the increase in 
unemployment that arises from more workers being attracted into the market is greater, the more 
elastic is the supply of labour – which intuitively is exactly what we would expect. The impact of 
the minimum wage on the demand for labour is the same whatever the elasticity of supply, as this 
depends upon the elasticity of demand. 

 

Figure A23.6 The effect of a minimum wage and the elasticity of supply of labour 

Chapter 24 The circular flow of income and the 

multiplier 

Exercise 24.1 

Saving in year 1 is the amount of income not devoted to consumption, so this is 200 − 160. The 
average propensity to save in the initial year is thus 40/200 = 0.2.  

After the change saving has increased to 46, and the marginal propensity to save is thus (46 − 40) / 
(220 − 200) = 0.3. 

Exercise 24.2  

If households save 20% of additional income and spend 10% on imports, with a marginal tax rate 
of 10%, the marginal propensity to withdraw is 0.2 + 0.1 + 0.1 = 0.4, so the multiplier is 1/mpw = 
1/0.4 = 2.5. 

If the marginal tax rate increases to 20%, the mpw is now 0.5, and the multiplier is 2. 
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Thus, an increase in the marginal tax rate reduces the size of the multiplier. 

Exercise 24.3 

a Saving by households is a leakage; an increase in saving would trigger a negative multiplier 
effect. 

b Expenditure by central government is an injection; an increase triggers a positive multiplier 
effect. 

c Spending by a country’s residents on imported goods and services is a leakage; an increase 
would trigger a negative multiplier effect. 

d Expenditure by firms on investment is an injection; an increase triggers a positive multiplier 
effect. 

e Spending by overseas residents on home-produced goods and services is an injection; an 
increase triggers a positive multiplier effect. 

f Income tax payments are a leakage; an increase would trigger a negative multiplier effect. 

Exercise 24.4 

Figure A24.1 illustrates a situation in which actual income (Y0) is below the equilibrium level. This 
means that aggregate expenditure (AE0) exceeds actual income (output). 

 

Figure A24.1 Actual income below equilibrium level 

Will equilibrium be restored? One impact of this is that firms will find that their inventories are 
being run down, so will tend to increase output in order to prevent this continuing. This is one 
mechanism by which equilibrium will tend to be restored.  

However, there may be other mechanisms at work also. We have so far assumed that government 
expenditure is autonomous, so would not be expected to change in this situation. However, in a 
real-world context this may not be the case. If real output (and thus incomes) are low, then tax 
revenues will also be low, and the government will face a budget deficit. It may respond to this. 
Furthermore, there may be an effect working through net exports. Firms may react to falling 
inventories by selling more goods domestically and reducing exports, or consumers may look to 
buy more imported goods if domestic firms cannot supply their demands. This would then be 
expected to affect the exchange rate. We will be exploring some of these effects in the chapters to 
come. 
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Chapter 25 Economic growth and sustainability 

Exercise 25.1 

Weak governance can have wide-ranging effects on the effectiveness of policy measures. If 
markets are missing or underdeveloped, it is difficult for a government to cope with a multitude of 
challenging issues. For example, if the process for administration of taxes is not fully developed, or 
is ineffective, then the authorities may not be able to raise the revenue that they need to support 
education or healthcare (not to mention funding needed infrastructure), and fiscal discipline may be 
hard to achieve. In the absence of effective financial markets, it may be difficult to control the 
economy through monetary policy.  

If a government is aware that it faces an uncertain political future, it is likely to focus more on the 
short term than on planning for a future that is beyond the government’s expected time in power. 
At times, this has led to short-termism and self-seeking actions by governments, notably in some 
sub-Saharan African countries.  

Exercise 25.2 

Early childhood development: Supporting early childhood development is clearly a policy that 
will only yield benefits in the long term, but the early years of life are crucial in laying the 
foundations for later investment in human capital. If early childhood development is neglected, 
children will later be less able to take full advantage of educational opportunities, and may be 
disadvantaged in terms of health and nutrition. Their social development may also be affected. 

Conditional cash transfer programmes: Making cash transfers subject to means testing ensures 
that the transfers reach those families in most need, rather than just going to those who are 
relatively well off – who may be more able to cope with the administration of applying for 
transfers. 

Universal access to good-quality education: Making quality education available to all children is 
crucial in raising potential human capital in the long run. If children of low-income households do 
not receive good education, they may not be able to escape poverty later in life, as they may face 
fewer income-earning opportunities. In some countries, there is also the danger that children will be 
drawn into employment at an early age. Child labour is a major problem in some countries. There 
are also countries in which the main focus of education is on males, and females are more likely to 
drop out of school – even those who manage to enrol in the first place. In particular, female 
children may find themselves expected to look after younger children in the family, rather than 
attending school.  

Universal healthcare: Access to healthcare for all is also crucial for human capital. For children, 
low levels of health and nutrition mean that they gain less benefit from education. For adults, poor 
health tends to mean low productivity. Providing good standards of healthcare for all is a key part 
of a strategy to achieve strong and sustained economic growth. 

Enhanced infrastructure to connect lagging and poor regions: A feature of many countries, 
whether advanced or less developed, is regional inequalities in income. For example, in the UK and 
Italy, there are significant differences in living standards between the north and south of these 
countries. In many less developed countries, there are substantial inequalities between urban and 
rural areas. The disparity between urban and rural regions often results in large-scale migration 
from rural to urban areas, as people search for higher-paid urban employment. This in turn can lead 
to the emergence of shanty towns and pressure on urban infrastructure. Improving the infrastructure 
in the rural areas can boost economic growth. 

Income-earning opportunities for the poor: Poverty is a major challenge for many less 
developed countries. One thing that makes it difficult for the poor to escape from poverty is the 
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lack of income-earning opportunities, or the lack of access to credit that would allow people to 
improve their productivity and living conditions. 

Chapter 26 Employment and unemployment 

Exercise 26.1 

The informal economy has raised much debate over the years. Some commentators argue that it is 
beneficial for the economy because it provides income-earning opportunities for workers who 
otherwise would not be able to find a job in the formal part of the economy. In countries where 
there are limited jobs available in the modern sector, and where those jobs that are available require 
skills that most local workers do not have, the informal economy may be the only escape route 
from poverty for some households. 

However, others have argued that workers in the informal economy have inadequate working 
conditions, with no protection against redundancy or poor health and safety conditions. This lack of 
regulation may mean that workers are exposed to unnecessary risks, and there may be weak quality 
control that could result in harm to consumers of the products. The state may also be unable to raise 
tax revenue from this part of the economy. 

Exercise 26.2 

a If unemployment arises as a result of the decline of coal mining and the expansion of financial 
services, this is regarded as structural unemployment. Coal mining and financial services 
require quite different skills, and former coal miners cannot become international bankers 
without some considerable retraining. In other words, this is unemployment that arises from 
changes in the structure of economic activity within an economy. From the perspective of the 
worker, this is involuntary unemployment. 

b When a worker leaves one job to search for a better one, this is frictional unemployment, and 
is part of the proper working of the labour market. This is voluntary unemployment. 

c If the real wage is held above the labour market equilibrium, there is excess supply of labour, 
and therefore unemployment. The root cause is the sluggishness of the labour market in 
reaching equilibrium – or it may be caused by trade union action holding wages above the 
market equilibrium level. In some circumstances the imposition of minimum wage legislation 
can have a similar effect in some segments of the labour market. This sort of unemployment is 
involuntary, as workers would like to take jobs at the going wage rate but cannot find 
employment. 

d If unemployment arises from a slow adjustment to a fall in aggregate demand, this may be 
regarded as demand-deficient unemployment. It should fade away once wages adjust to the 
equilibrium level. 

e When low-paid jobs offer less than a worker can obtain in unemployment benefit, the worker 
may choose to remain unemployed. This is voluntary unemployment, and arises where 
benefit levels are overgenerous relative to wages. Changes in the eligibility requirements for 
unemployment benefit have attempted to eliminate this sort of unemployment. 

f An engineer taking a job as a taxi driver is not strictly unemployed. However, this is a form of 
hidden unemployment, as the engineer is not using the skills that he has acquired. 

Exercise 26.3 

Figure A26.1 shows how the labour markets of Poland and the UK might have looked before the 
expansion of the EU. 



Cambridge International AS & A Level Economics exercise answers 

Cambridge International AS & A Level Economics 

© Peter Smith, Adam Wilby, Mila Zasheva/Hodder & Stoughton Ltd 2021 

44 

 

Figure A26.1 Labour markets in Poland and the UK 

Demand and supply curves are so positioned that there is a wage differential with both markets in 
equilibrium. Supply in the UK is relatively limited, and demand is relatively strong. 

When Poland joined the EU single market, it became more possible for workers to move between 
the two countries. The relatively high wages in the UK would be expected to attract workers to 
migrate. Figure A26.2 shows how things could finish. As workers migrate, the supply curve of 
labour in Poland shifts to the left, whereas in the UK the supply curve shifts to the right. This 
process would continue until wages are equalised across the two countries, as shown at W*. 

In fact, of course, a wage differential may persist, given that it is costly to migrate, so a small wage 
differential may not be enough to attract workers to migrate. 

 

Figure A26.2 Labour markets in Poland and the UK revisited 

Chapter 27 Money and banking 

Exercise 27.1 

a If you save for a holiday, you are using money as a store of value. 

b If you go online to compare prices, you are using money as a unit of account. 

c By agreeing a wage for a weekend job, you are using money as a standard of deferred 
payment. 

d When you buy lunch, you are using money as a medium of exchange. 
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Exercise 27.2 

In the equation, M represents the money supply. A classical economist would assume that this was 
exogenous – that is, it is set by the monetary authorities. 

V is the velocity of circulation – the speed at which money circulates in the economy. Under 
classical assumptions, this would be constant through time. 

P is the aggregate price level. In the classical model this is determined by the other variables. 

Y is level of real income, which in the classical world would be at its steady-state level, so would 
not vary. 

Taking these assumptions together, any change in money supply would be reflected in the price 
level, as neither V nor Y would vary. 

In a modern economy, the money supply is not fully exogenous (determined by the monetary 
authorities), as the banking system can create credit. Furthermore, the quantity of money and credit 
in the economy cannot be precisely measured or monitored, because of the wide range of assets 
that are ‘near-money’. 

Some Keynesians would argue that the velocity of circulation may be unstable, as the expectations 
of economic agents can vary and affect the position of the demand for money. 

Some Keynesians would also argue that the level of real income can also vary over time, and that 
the macroeconomy could settle at an equilibrium below the full-employment level (natural rate of 
output). However, the neoclassical economists would argue that the economy will return rapidly to 
equilibrium at the natural rate. 

Exercise 27.3 

The effect on the interest rate of an increase in money supply is shown in Figure A27.1. When 
money supply increases from MS0 to MS1, the equilibrium rate of interest falls from r0 to r1. 

 

Figure A27.1 The effect of an increase in money supply 

Chapter 28 Macroeconomic policy 

Exercise 28.1 

There is no unique correct answer to this question, and views may differ as to which of the 
objectives of macroeconomic policy is of most importance to a society. However, many would 
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argue that economic growth is fundamental, as it allows an increase in the standard of living of a 
country’s inhabitants. 

Exercise 28.2 

Let’s look at each country in turn, starting with France. Figure A28.1 shows the scatter plot of 
inflation against unemployment. Notice that I have restricted the x-axis to show only the range of 
unemployment above 7% to make it easier to discern the patterns. When you come to look at the 
graphs for Italy and Germany, you will see that the range I have plotted is slightly different in each 
case, reflecting the variation in unemployment rates between the three countries. 

 

Figure A28.1 Inflation and unemployment in France, 2006–17 

When looking at the graph, it is important to remember that the financial crisis affected all of the 
countries in 2008–09, so we might expect to see some shift in the relationship as the economies 
adjusted to new conditions. This is clear in the graph for France, where the relationship appears to 
shift between 2009 and 2010 (as it did in the case of the UK, shown in the main text). However, 
there is a generally negative relationship between these variables between 2006 and 2009 and 
between 2010 and 2017. Notice that the pattern differs from that shown for the UK, where 
unemployment fell more strongly after 2013. 

I will look at Italy next, shown in Figure A28.2. 

 

Figure A28.2 Inflation and unemployment in Italy, 2006–17 

In some ways the graph for Italy shows some similarity with that for France, in that there is a 
negative relationship between inflation and unemployment between 2006 and 2009, which could be 
said to resemble a Phillips curve. There is then a shift in the relationship, but a longer transition, so 
that the relationship does not seem to settle until about 2012, and there seems to have been a much 
larger increase in unemployment. This reflects the way that the crisis affected the Italian economy. 
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Finally, let’s look at Germany, shown in Figure A28.3. 

 

Figure A28.3 Inflation and unemployment in Germany, 2006–17 

The pattern here is quite different. The pre-crisis period from 2006 to 2008 shows a clear negative 
pattern, but inflation fell abruptly in 2009 without any change in the rate of unemployment. 
Inflation then accelerated between 2009 and 2011, with unemployment falling, but between 2011 
and 2015 both unemployment and inflation fell, before the negative relationship seemed to be re-
established in the last years shown. Notice that the UK also showed a negative relationship in these 
last 3 years. 

It is worth being aware that data for less developed countries may show quite a different pattern. 
For example, Figure A28.4 shows data for Bangladesh. This appears to show a somewhat similar 
pattern, with a negative relationship between unemployment and inflation. However, this is perhaps 
rather flatter than the other countries we have examined in this exercise. 

 

Figure A28.4 Inflation and unemployment in Bangladesh, 2005–18 

Exercise 28.3 

The fundamental aim of adopting a rules-based approach to fiscal and monetary policy is to 
influence the expectations of economic agents.  

In the case of fiscal policy, the adoption of a rule is designed to be a pre-commitment by the 
government to exercise fiscal discipline. For example, this may assure voters that the incumbent 
government will not manipulate government expenditure to curry favour in advance of an election, 
perhaps by stimulating aggregate demand to bring about a reduction in unemployment at the 
expense of higher inflation in the longer term.  
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In the case of monetary policy, setting an inflation target, and then delegating responsibility for 
achieving the target to the central bank, again reduces uncertainty about the future so that economic 
agents can form their expectations in the secure knowledge that inflation will not get out of hand. 

Exercise 28.4 

a An increase in government expenditure is primarily an example of fiscal policy. By increasing 
expenditure, the government can influence the position of the aggregate demand curve. 
However, if such a policy is introduced when the economy is already at full employment, the 
only effect of rising government expenditure will be to increase the overall price level in the 
economy. Some types of expenditure could also be part of supply-side policy – for example, if 
there is spending on retraining of workers. 

b A decrease in the rate of unemployment benefit (ceteris paribus) will encourage higher labour 
force participation, as some workers who previously have chosen to live on benefit will find 
work more attractive. This constitutes a supply-side policy, as it directly affects aggregate 
supply – with more workers in the labour force, the productive capacity of the economy is 
increased. The effects can be seen in Figure A28.5: an increase in productive capacity 
associated with a rightward shift of the aggregate supply curve from LRAS0 to LRAS1 leads to 
an increase in real output from YFE0 to YFE1, and a fall in the general price level, from P0 to P1. 

 

Figure 28.5 A shift in long-run aggregate supply 

c A fall in the rate of interest is an example of monetary policy. A fall in the interest rate is seen 
as a fall in the cost of borrowing, and can be expected to encourage higher spending by 
households and higher investment by firms. In the short run, this means a movement of the 
aggregate demand curve to the right, and an increase in equilibrium real output and the general 
price level. The extent to which the effect is felt in output and prices will depend upon whether 
or not the economy begins at full employment. In the long run, a higher level of investment by 
firms will lead to an increase in productive capacity, and a rightward shift of the aggregate 
supply curve. 

d Legislation to limit the power of trade unions is a supply-side policy, which improves the 
flexibility of the labour market and thus increases the productive capacity of the economy, 
shifting long-run aggregate supply to the right. 

e Encouraging more students to attend university is a supply-side policy. The expectation is that 
in the long run students with a university degree will be more productive in the labour force, 
thereby raising the productive capacity of the economy and shifting long-run aggregate supply 
to the right. 

f Retraining in the form of adult education improves the flexibility of the labour market, and 
helps to reduce structural unemployment. It is thus a supply-side policy, which will increase 
the productive capacity of the economy and shift long-run aggregate supply to the right. The 
provision of such retraining also entails government expenditure, so there would be a side-
effect on aggregate demand. 
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g A reduction in the highest rate of income tax may be seen as an example of fiscal policy, to the 
extent that it increases salaries of high-income earners and leads to an increase in consumption 
– and thus in aggregate demand. However, the impact of this may be limited, as high earners 
tend to have a relatively high propensity to save. More important may be the incentive effects 
of reducing marginal tax rates to high income earners. If the change encourages a higher level 
of labour input, it raises the productive capacity of the economy and shifts long-run aggregate 
supply to the right. In this case, the measure is an example of a supply-side policy. 

h Measures to break up a concentrated market are intended to reduce the extent to which firms 
abuse their monopoly power in a market by restricting output and raising price in order to 
maximise profits. If successful, this will improve allocative efficiency in the economy, raising 
the productive capacity and shifting long-run aggregate supply to the right. It can therefore also 
be regarded as an example of a supply-side policy. 

i The bank rate is the interest rate used as a policy instrument by the Bank of England. An 
increase in the bank rate is therefore an example of monetary policy, and will have the effect 
of reducing aggregate demand. In other words, this is answer (c) in reverse. 

Chapter 29 The balance of payments and 

exchange rates 

Exercise 29.1 

See Table A29.1. 

Table A29.1 The real US$/rupee exchange rate 

Year Real exchange rate 
(US$/rupee) 

2007 0.024185 

2008 0.025423 

2009 0.025426 

2010 0.029657 

2011 0.030662 

2012 0.028680 

2013 0.028588 

2014 0.028727 

2015 0.028899 

2016 0.028593 

2017 0.029608 

2018 0.028858 
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Figure A29.1 Real and nominal exchange rates (US$/Indian rupee) 

I have added the nominal exchange rate on to the graph, as this helps to set the context. The 
nominal exchange rate shows a gradual fall in the exchange rate over time, suggesting that the 
competitiveness of Indian goods relative to the USA improved steadily during the period. 
However, the real exchange rate shows that when we take into account the movement of relative 
prices, competitiveness worsened slightly at first, but remained fairly constant from 2012 onwards. 
In other words, the exchange rate adjusted in response to the change in relative prices. The 
purchasing power parity theory argues that this is exactly what we should expect to happen. 

Exercise 29.2 

The statements capture the key arguments that have been advanced in examining whether fixed or 
floating exchange rates are recommended for a country.  

a A floating exchange rate system is fairly robust in the face of external shocks, enabling 
adjustment to take place through movements in the exchange rate, rather than through output 
and employment. Fixed exchange rates force governments to intervene to support the currency 
in response to an external shock, which can lead to increasing unemployment and slower 
growth.  

b With a fixed exchange rate system, there is more certainty about future trading conditions – 
unless there is a devaluation, of course.  

c Some countries in the euro area struggled in the financial crisis of the late 2000s and the 
subsequent recession because they were unable to adopt independent policies – being a member 
of the euro area means that monetary policy is set by the European Central Bank, leaving little 
scope for manoeuvre by individual nations. The monetary policy stance that is appropriate for 
Germany may not (and did not) suit Greece. 

d Under a fixed exchange rate system, it may prove necessary to find a way of controlling 
imports because of a deficit on the current account of the balance of payments. Imposing tariffs 
or non-tariff barriers may be damaging to overall welfare in society. 

You should discuss these issues with your fellow students, and come to a view about the question. 
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Chapter 30 Economic and human development 

Exercise 30.1 

A first point to notice in the table is that both countries have similar levels of GNI per capita, 
although country A’s is marginally higher. However, on all of the other indicators, country B 
performs significantly better, especially in relation to the poverty headcount, but also in years of 
schooling, life expectancy and infant mortality.  

This very clearly indicates the danger of relying only on GNI per capita as an indicator of relative 
living standards in the two countries. 

In part, these differences may reflect differing emphasis given to policy objectives in the two 
countries. It could, for example, be that country B has devoted more of its resources to health and 
education, rather than to achieving economic growth. Or it may be that the HIV/AIDS epidemic 
has had a devastating impact on the standard of living in country A. We cannot really tell from 
these data alone. 

If you were exploring these countries in more depth, it would also be helpful to have some idea of 
how incomes are generated, by finding out about the balance of different economic activities in the 
two economies. Furthermore, you would want to find out why poverty is so prevalent in country A, 
given its GNI per capita level. 

Exercise 30.2 

Your answer will depend on which country you chose to look at, but I chose to create a diamond 
for Sierra Leone, shown as Figure A30.1. 

 

Figure A30.1 A development diamond comparing Sierra Leone with sub-Saharan Africa 

Sierra Leone is ranked 181st out of 189 countries for which the HDI is available. The diamond 
shows that Sierra Leone performs weakly on each of the indicators, with GNI per capita being 
especially far below the average for sub-Saharan Africa. Life expectancy is closer to the average, 
but is still below. The key calculations needed to produce such a diamond are expressing each 
indicator for the country as a proportion of the regional average. You could instead compare two 
countries, of course.  

Exercise 30.3 

Picking the country with the highest GNI per capita looks fairly straightforward, as country C 
shows lower life expectancy, low flows of foreign direct investment, and high levels of 
unemployment, HIV/AIDS and infant mortality. The other two countries are perhaps more closely 
aligned on the indicators shown, and you may have found it more difficult to choose which would 
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have the lower GNI per capita. However, did you get things right? A point made in the textbook is 
that there is considerable diversity among countries in terms of the configuration of characteristics 
that they display. It was also emphasised that GNI per capita does not always provide a true picture 
of the relative living standards across countries. In the table, country A is Madagascar with the 
lowest GNI per capita at PPP$1,404. Country B (Kenya) had more than double Madagascar ’s GNI 
per capita, at PPP$3,052. Country C (Eswatini, formerly Swaziland) has by far the highest GNI per 
capita, at PPP$9,359, showing how misleading the GNI per capita level can be. Clues that might 
have given country C away are the relatively low dependence on agriculture, and the very high 
prevalence of HIV/AIDS, which has a knock-on effect on other indicators. 

Exercise 30.4 

A wide range of measures could be discussed here. It may help you to organise your discussion in 
some way. For example, one approach to reducing inequality would be to increase the progressive 
nature of the tax system, forcing the richer members of society to pay a higher proportion of their 
income in direct taxes. The problem with this approach is that it may remove the incentives for 
people to work hard in order to reach those high-income groups. For example, if individuals know 
that (say) 90% of any additional income earned will be taxed away, then their incentive to earn that 
extra income is poor. Hence the dilemma. This approach is even more difficult for a country in 
which the administration of taxation is not well developed. Where this is the case, there may be tax 
evasion and avoidance that allows richer members of society to minimise their tax bills, in which 
case these measures will not be successful. 

An alternative approach would be to examine the causes of inequality. For example, policies to 
improve education and training may help weaker groups in society to earn higher incomes in the 
longer term. Such measures are long-term in nature, but may be effective by targeting the causes of 
inequality, whereas taxing income targets the results. 

Exercise 30.5 

Try discussing this with your fellow students. The key point for debate is whether taxing the rich 
more heavily in order to reduce inequality and alleviate poverty will affect the incentives for the 
rich to be appropriately enterprising and risk taking. This is another version of an old debate about 
whether you should tackle basic needs in order to stimulate economic growth, or stimulate 
economic growth in order to acquire the resources with which to tackle basic needs provision. 

Chapter 31 Relationships between countries 

Exercise 31.1 

Import substitution is a trade policy under which a country facing a foreign exchange shortage tries 
to economise on its use of foreign exchange by encouraging domestic industries to produce goods 
that were previously imported, thereby substituting domestically produced goods for imports. 
Typically, this is done by erecting trade barriers that offer domestic firms some protection from 
foreign competition – for example, by the use of tariffs. The hope is that these infant industries will 
grow to become efficient in time. 

One of the major problems with this sort of strategy is that for many LICs and LMICs the domestic 
market tends to be relatively small, so the chance of an industry being able to exploit economies of 
scale is limited. This means that such infant industries may never grow to the point at which they 
are able to compete with larger (and more experienced) foreign firms. In addition, the protection 
that domestic firms receive means that they never have to withstand the full force of competition, 
and thus may have little incentive to learn best-practice techniques or become innovative. These 
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inward-looking attitudes may become ingrained, so that, the longer the protection is in place, the 
more difficult it is to contemplate removing it. 

In contrast, export promotion is a much more outward-looking trade policy, whereby a country 
looks to earn foreign exchange by selling in world markets. If the country can identify appropriate 
activities in which it can develop a comparative advantage, this is a more promising approach, as 
by tapping economies of scale firms can become efficient. However, the problem is in achieving 
credibility as a new producer, and gaining entry to markets that may be dominated by global 
oligopolists who may act to prevent entry. Some Southeast Asian economies have had considerable 
success with this strategy, identifying sectors that were suited to their resources and gradually 
moving to more capital-intensive activities as they gained better access to capital. However, for 
today’s LICs the position is more difficult, as the global environment has altered. 

I have identified the key issues relating to this important topic. You should make sure that you can 
produce the diagrams needed to support the analysis – for instance by analysing the effects of a 
tariff (see Figure 12.7 in the textbook), which can be seen to have welfare implications for the 
society that imposes them. 

Exercise 31.2 

There are many key issues that you will need to address in discussing this issue, and if you were to 
debate the matter with your fellow students, I would guess that you would find people holding very 
different views. This is not surprising, as economists are not in full agreement over these schemes, 
and they remain contentious. Nonetheless, fair trade schemes have been increasing in visibility and 
accessibility to consumers in the UK and other countries. Many consumers seem prepared to pay a 
premium price in order to ensure that producers get a fairer price for their produce – and some 
people get to feel very passionate about the subject. However, it is important to keep a perspective, 
and to be aware of the economic arguments relevant to the issue. There are perhaps two key issues 
at the heart of the debate. One is whether the fair trade schemes actually deliver what they claim to: 
in other words, do the producers benefit as much as the schemes claim that they can? This is a 
question about whether the companies concerned can be trusted. This is not primarily an economic 
issue. More pertinent is the question of whether the schemes are well aimed – in other words, are 
the schemes appropriately targeting the sorts of economic activity that will ensure a good and 
sustainable allocation of resources, and provide the right incentives to farmers in LICs? 

Exercise 31.3 

There are many ways in which good government is an important factor influencing whether 
internal and external resources can be mobilised for development.  

Within a country, the issue is partly one of accountability. In a democratic society, the government 
is accountable to its electorate, and only a ‘good’ government will earn the trust of its citizens. If 
people do not trust their government, then they will not be likely to cooperate with its policies, or 
be ready to meet their obligations in relation to tax. If the government does not command respect, it 
will not expect to survive the next election, in which case it does not have the incentive to use 
resources for long-run development purposes, but will be more likely to try to buy popularity in the 
short run. In this way, resources may not be used in the best long-run interests of society. 

Externally, the reputation of the government is also important when it comes to attracting flows of 
foreign direct investment or overseas assistance. Multinational companies will want to locate in 
countries where they can be sure that there is a stable and favourable political environment, rather 
than one in which their production activities may be disrupted by civil unrest, or where they may 
find their enterprises being nationalised. From the point of view of a potential donor of overseas 
aid, there is a need to be sure that funds provided will be used wisely and be effective in 
stimulating development. After all, donor governments are also accountable to their electorates, 
and charities to the people who provide them with funds. 
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Chapter 32 Globalisation 

Exercise 32.1 

The arguments for and against globalisation have been rehearsed in the book. Now it is time for 
you to decide where you stand and how you see that countries at different levels of development 
have been affected. Try to base your views on objective economic reasoning, and do not be 
distracted by the subjective factors that abound surrounding this topic. In particular, you need to 
consider the trade-off between the flow of benefits in good times and the contagion that may occur 
in times of crisis.  

Exercise 32.2 

Your answer will depend on which country you are living in and when you are tackling this 
exercise. 


