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

Chapter 1 
1.1 There are some key ‘needs’ that we can all relate to – such as basic food, water and some 

sort of shelter. Our ‘wants’ may vary – I like to eat fresh mangoes, and would like to go to 
the opera more often, but these are clearly not essential for my existence. Your preferences 
for your ‘wants’ are no doubt different ones! 

1.2 The government undertakes expenditure in a variety of ways, through its provision of health 
and education services, law and order, national defence, road building, upgrading the rail 
network and providing administrative support for Parliament, etc. It also makes transfer 
payments such as social security benefits for the vulnerable.  

1.3 The opportunity cost of a project such as building a new school hall is seen in terms of the 
alternative uses to which the funds could be put. This might include a range of different 
alternatives, such as improving the quality of school meals, upgrading the computer 
network…and many other things that I am sure you have identified. 

1.4 This is a normative statement – the clue is in the words ‘ought to’, which indicates that the 
statement is an expression of opinion, not fact. In other words, it is a value judgement. 

1.5 Examples of labour, capital, enterprise and land would be (respectively) a bus driver, a bus, 
an inventor launching a start-up company and a plot of land on which an office has been 
built. 

1.6 Possible disadvantages of overspecialisation are that individual workers find the work to be 
tedious, so become bored and careless. Overspecialisation may also cause inflexibility and 
vulnerability. 

1.7 A household may have committed to an annual subscription that cannot be cancelled until 
the end of its term. It may take time for an individual or household to be sure that (for 
example) a price increase is permanent, or they may simply take time to get around to 
making a change – in other words, habits may persist. 

1.8 Almost every economy in the world operates as a mixed economy, as markets are used to 
allocate resources in an environment influenced by government action. The extent of 
government intervention varies substantially between economies.  

1.9 This would lead to an outward shift of the PPC. 

1.10 An example of a public good would be a lighthouse. Free school lunches are an example of a 
merit good, whereas drinks containing high levels of sugar could be seen as demerit goods. 

Chapter 2 
2.1 This would come under the fourth heading as your preferences have been affected by the 

popularity of the good. 
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2.2 It is a change in the price of the good that would show the law of demand. The law states that 
there is an inverse relationship between quantity demanded and the price of a good or 
service, ceteris paribus. 

2.3 A normal good is one for which the quantity demanded increases with an increase in 
consumer income. 

2.4 In general, people tend to respond more strongly to a price change in the long run than in the 
short run. For example, they may continue with their normal spending habits until they 
realise that the price change is permanent, or it may be that it is costly to change those habits. 

2.5 Other things being equal, firms will be prepared to supply more output at a higher price 
because this will improve profits. Notice that the assumption that firms operate in a 
competitive market is important in this context. 

2.6 An extension of demand occurs when demand changes in response to a fall in the price of a 
good (a movement along the demand curve); an increase in demand involves a shift in the 
demand curve in response to a change in one of the conditions of demand. 

2.7 An increase in the market price of a good or service would lead to an extension of supply (a 
movement up along the supply curve). 

Chapter 3 
3.1 The PED is always negative because the demand curve is downward sloping, so that an 

increase in price will result in a fall in quantity demanded (and vice versa). 

3.2 A PED of −0.3 indicates that demand is relatively inelastic. 

3.3 When demand is relatively elastic, an increase in price would lead to a fall in total revenue, 
as the percentage fall in quantity demanded would more than offset the increase in price per 
unit. 

3.4 The YED in this case would be −2. 

3.5 A negative XED would indicate that the goods were complements. 

3.6 The PES is positive because the supply curve is upward sloping – firms in a competitive 
market will be prepared to supply more output at a higher price. 

3.7 The supply curve is likely to be shallower in the long run, because the firm has more time to 
adjust to a changing market environment. 

Chapter 4 
4.1 If there is excess demand for a good in a competitive market, we would expect the price to 

be bid upwards until it reaches equilibrium. 

4.2 The factors that affect the position of the supply curve are production costs, the technology 
of production, taxes and subsidies, the price of related goods, firms’ expectations about 
future prices and the number of firms operating in the market. 

4.3 The one thing we know for sure is that the demand curve has shifted to the right. There may 
also have been shifts in the supply curve, depending on the relative movement of the two 
curves. 
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4.4 The shortage of CO2 would be likely to lead to a rise in its price. Given that CO2 is an 
important input used in producing fizzy drinks, the likely result would be an increase in their 
price, especially if the shortage persisted. 

4.5 Alternative demand occurs when two goods are treated as substitutes by consumers, so that 
they will switch between them if the price of one good changes. Examples could be bananas 
and pineapples or tea and coffee. Joint demand occurs when two goods are seen as being 
complements. Examples could be cars and petrol or coffee and milk. 

4.6 If there is a good market, the supply curve has shifted to the right, so (ceteris paribus), the 
equilibrium price would fall. 

4.7 The demand curve can be interpreted as representing the willingness of consumers to pay for 
the good at any given price. The total area under the demand curve up to the price charged is 
the total value that its consumers place on the good. The surplus over and above what they 
have paid for the good then reflects the net gain that the consumers (jointly) gain from 
consuming the good. 

4.8 If firms earn a surplus that is below the minimum that would keep them in the market, they 
would have no reason to remain in that market, at least in the long run. In other words, 
producer surplus is closely related to profitability. 

Chapter 5 
5.1 A lighthouse is non-exclusive, as ships that pass by cannot be excluded from seeing it. It is 

non-rivalrous because one ship passing by does not reduce the amount of light left for the 
next one. It is non-rejectable because a ship cannot pass by without seeing the light. 

5.2 The free-rider problem arises because if people cannot be excluded from consuming a good 
that others have bought, they have no incentive to pay for it. This operates in the context of 
national defence because no individual could pay for it if it were provided by a private 
company, but everyone in the country ‘consumes’ the good. National defence is funded 
through general taxation, so all taxpayers contribute. 

5.3 A merit good is a good that brings unanticipated benefits to consumers, such that 
government believes it will be underconsumed in a free market: examples would be 
museums or art galleries. A demerit good is a good that the government believes will be 
overconsumed in a free market: examples would be tobacco or alcohol – or petrol, where 
overconsumption damages the environment. 

5.4 After the tax is removed, the quantity demanded (and thus traded) will rise, unless demand is 
perfectly price inelastic. 

5.5 If demand was relatively more elastic, then the subsidy would have a greater impact on 
quantity traded as consumers will react more strongly to a fall in price. 

5.6 Although the government needs to ensure that public goods are provided if necessary for the 
benefit of the public, this does not always mean that it needs to provide them directly. It may 
just need to raise taxation in order to be sure that the good is provided by a private enterprise. 

5.7 Setting a minimum price below the equilibrium would be ineffectual, as it would not affect 
firms’ behaviour. 

5.8 A key reason for inelastic demand for tobacco is that the drug is addictive. After people start 
smoking they find it difficult to give up once the habit has become ingrained. There may also 
be social pressure to smoke. Furthermore, it may also be that people do not fully appreciate 
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the damage to health caused by smoking, in spite of the repeated government warnings. 
People who take up smoking at an early age may discount the future damage that they may 
suffer. 

5.9 An example of an asset that is part of a household’s wealth is a house, where the occupier 
has paid off the mortgage, so it is owned outright. 

5.10 The decile ratios are 7.4 for Pakistan, 18.0 for the USA and 11.3 for China. These are the 
same rankings as for the quintile ratio, but the difference for the USA is more marked. 

5.11 The Lorenz curve for Brazil is further from the equality line than that for the USA.  

Chapter 6 
6.1 GDP (gross domestic product) is a measure of the economic activity carried out in an 

economy over a period of time. 

6.2 This would be nominal GDP. Real GDP would be described as GDP at constant prices. 

6.3 If we are interested in the volume of output being produced in a period, it is important to 
separate out the effect of changing prices in order to avoid overestimating the changes in 
‘real’ output. 

6.4 Nominal GDP is real GDP multiplied by the price index (divided by 100). In this case, this 
would be $120(bn) × 1.05 = 126. 

6.5 Net income from abroad, i.e. income received by residents of the economy that is brought 
into the country, less income that is generated in the economy but sent abroad.  

6.6 GNI (‘gross’ national income) includes depreciation (the rate at which physical capital 
deteriorates over time), whereas NNI (‘net’ national income) excludes this. 

6.7 In this context a closed economy is one in which all transactions are within the system, so 
here is no international trade or government intervention. There is no country in the world 
that fits this description, but it provides a simple starting point. Notice that we may refer to a 
relatively ‘open economy’ to denote a country that is heavily dependent on international 
trade. You will meet this language later. 

6.8 A fall in investment expenditure would mean that injections into the circular flow had fallen. 

Chapter 7 
7.1 Firms undertake investment expenditure – but so also does the government. 

7.2 Changes in any of the components of aggregate demand would shift the curve, but a change 
in the overall price level would lead to a movement along it. 

7.3 An increase in the average overall price level. 

7.4 A fall in labour costs would encourage firms to supply more output at any given price, so the 
SRAS would shift to the right. 

7.5 This is because it is more costly to pay overtime than to hire enough workers at normal 
wages to remove the need for overtime. Overtime gives flexibility in the short run, but is not 
sustainable in the long term. 
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7.6 An increase in aggregate demand may lead to an increase in real output in the short run, but 
only by incurring higher costs. This will not be sustainable in the longer run, as it would not 
be profitable, and short-run aggregate supply would shift back to the left. 

Chapter 8 
8.1 An increase in the full-employment level of real GDP is equivalent to an increase in the 

potential capacity of the economy, so is long-run economic growth. 

8.2 This would be real GDP. Nominal GDP would be described as GDP at current prices. 

8.3 The problem is that we never know when the economy is at its maximum potential capacity 
– indeed, it may never reach that point in practice.  

8.4 The level of GDP in New Zealand increased by 2.8% in 2018, which was a lower rate of 
growth than in the previous year. In other words, GDP continued to grow, but at a decreasing 
rate. GDP did not fall. 

8.5 Productive capacity can increase through an increase in the quantity of factor inputs, or in 
the efficiency with which they are utilised. 

8.6 Gross investment includes depreciation. 

Chapter 9 
9.1 The unemployed are part of the workforce, because they are available and looking for work, 

so they are economically active. 

9.2 There are likely to be some people who for various reasons are between jobs and searching 
for a new one. Or they may be active in looking but not prepared to accept the jobs that are 
available. 

9.3 Cyclical unemployment, as a period of recession is part of the fluctuations that are seen to 
occur in the time path of real GDP. 

9.4 Structural unemployment is likely to take time to disappear because workers displaced from 
declining sectors will need retraining in order to acquire the skills required to enter new 
occupations. 

Chapter 10 
10.1 104. 

10.2 Perhaps the main reason for pensioner households showing a different pattern of 
consumption is that in many cases they would have paid off the mortgages on their property. 
This would make a difference to the RPI in particular. Pensioner households may also spend 
on different goods and services. 

10.3 This would be disinflation; deflation would only be used when the rate of change of prices 
was negative. 

10.4 Firms’ costs could rise because trade unions negotiate wage increases. Some other factor 
input costs could increase, such as raw materials or capital costs. These would also result in 
an increase in the costs faced by firms. 
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10.5 Cost-push inflation is initiated on the supply side of the economy, in contrast to demand-pull 
inflation which (as its name suggests) starts with an increase in aggregate demand. 

10.6 If wages rise by 3% when inflation is running at 5%, the result is a 2% fall in real wages. 

10.7 When inflation is running at a high rate, firms have to keep changing their prices. This raises 
the costs of transactions. 

Chapter 11 
11.1 Economic growth enables an increase in the resources available within an economy. This 

allows an increase in the standard of living of the population. Other macroeconomic 
objectives are important insofar as they create the conditions in which economic growth can 
take place, by assuring a stable macroeconomic environment in which firms are encouraged 
to undertake the investment that allows an increase in overall productive capacity. At the end 
of the day, governments want to see the overall wellbeing of their citizens increasing over 
time. 

11.2 This would be a budget deficit. 

11.3 They are progressive, in that they make up 1.6% of disposable income of households in the 
bottom quintile, but 4.8% of income of those in the top quintile. 

11.4 When the demand for a good is relatively price inelastic, producers will be able to pass on an 
increase in indirect taxes to consumers, as they are insensitive to price. The opposite applies 
when demand is price elastic, as consumers will switch away from buying the good if the 
price is raised. 

11.5 A project of this kind, designed to increase the long-run supply of energy, would be part of 
capital expenditure. 

11.6 A example of a fiscal measure to increase aggregate demand would be public expenditure on 
infrastructure – or any other item of government expenditure such as social security benefits. 
A reduction in taxation would also increase aggregate demand through its impact on 
consumer spending power.  

11.7 Investment may be sensitive to changes in the rate of interest because the rate of interest is 
seen as the cost of borrowing. 

11.8 A rise in interest rates would raise the cost of borrowing for firms and consumers, so there 
would be a leftward shift of the AD curve. 

11.9 Human capital is the stock of skills and expertise that contribute to a worker’s productivity, 
as explained in Chapter 8. 

11.10 If firms realise that trained workers may be poached by rival firms, they may be reluctant to 
spend on training. From the government’s perspective, this reduces the flexibility of the 
labour market, so it is a form of market failure that can be addressed if firms can be 
encouraged to change their attitude. 

11.11 The key issue is what the spending is intended to achieve. If it is aimed at increasing 
aggregate demand, it is a demand-side policy, but if it is aimed to increase future aggregate 
supply, it is a supply-side measure. 
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Chapter 12 
12.1 No: it is comparative advantage that creates the potential for gains from specialisation and 

trade. 

12.2 Country B, as it has the lower opportunity cost ratio. 

12.3 The terms of trade have deteriorated, and the country will be able to receive a lower volume 
of imports in exchange for a given volume of exports. 

12.4 For many LDCs with a natural comparative advantage in primary production, export 
revenues have depended on agricultural products or minerals. Over time, if the prices of 
these tend to fall relative to other goods, the countries concerned will find that their exports 
purchase fewer imported goods, leaving them in a vulnerable position. 

12.5 Consumer surplus is reduced partly by a redistribution effect, whereby producers are 
subsidised for increasing their production, and the government generates tax revenue. 
Furthermore, consumers pay a higher price for the good, and there is a deadweight loss 
associated with the policy. A further deadweight loss arises because of production 
inefficiency. 

12.6 If domestic supply is highly inelastic, then the tariff will have little effect on domestic 
production, as suppliers are unable to respond to the higher price they receive for selling the 
good. The cost to the government (taxpayer) will be high, and the effect will be more on 
price than on output. 

12.7 Such a measure would slow the paperwork for importing the product, and would raise costs 
for importers while giving an advantage to domestic producers. There was a time when all 
imports of video recorders into France had to be processed through Poitiers, a small and 
relatively inaccessible office. This made life difficult for Japanese exporters. 

12.8 A key issue here is incentives. An industry that is insulated from international competition 
may not have the incentive to learn to become competitive. Once protected, it may expect 
this protection to continue indefinitely, so will not strive for peak efficiency. 

Chapter 13 
13.1 The overall balance of payments must always be zero, because the size of outflows must 

always equal the size of inflows. The ‘net errors and omissions’ item adjusts for inaccuracies 
in the actual recording of transactions. 

13.2 No: an inflow of foreign direct investment would be an item in the financial account. 
However, the income stream generated from that investment in the future would be part of 
the current account, as it is part of primary income. 

13.3 The largest change was a smaller deficit in trade in goods, but there were also reductions in 
the surplus on trade in services and secondary income. Taken together, the net result was a 
reduction in the overall balance. 

13.4 With the exchange rate at $1 = €0.8, €60 would exchange into $75 (i.e. 60/0.8). 

13.5 If Europeans decide they want to buy fewer British goods, then the demand for pounds will 
fall, and the demand curve will shift to the left. 
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13.6 I cannot know whether recent events that you have observed have caused changes in the 
foreign exchange rate for your country. However, examples for the UK in the recent past 
include the onset of the financial crisis in the late 2000s and the result of the Brexit 
referendum in 2016, which led to a sudden (and large) fall in the value of the pound. 

13.7 If an economy experiences a persistent inflow of foreign direct investment, the result is an 
increase in foreign ownership of domestic assets. As time goes by, there will be a flow of 
income from those foreign-owned assets to overseas residents. That income is part of the 
primary income balance, so this would contribute to a persistent tendency to deficit on the 
current account. 

Chapter 14 
14.1 Majida’s total utility would be 30 + 26 + 21 + 15 = 92 utils. This is the sum of the marginal 

utilities for each successive bar of chocolate she eats. 

14.2 I don’t know how often you have a haircut, but if I have just recently had my hair cut, my 
marginal utility from having it cut again would drop off rapidly. 

14.3 Sometimes, people can be persuaded to buy a good that they would not normally purchase 
because of advertising or special offers – or because it is said to be the ‘go-to’ good this 
week. They may regret this later if it disappoints. 

14.4 If Abdul had more money to spend, the budget line would shift outwards, remaining parallel 
to the old budget line. This will be discussed and illustrated as the chapter progresses. 

14.5 Remember that utility rises as Abdul moves to an indifference curve that is further from the 
origin. Point B is on a higher indifference curve, so Abdul gets more utility at this point than 
at A. 

Chapter 15 
15.1 The difficulty arises because the economy can only produce more agricultural goods if it 

sacrifices production of manufactured goods. This trade-off could only be resolved by 
knowing more about society’s preferences. 

15.2 The two key aspects of efficiency are productive efficiency (whether firms are producing on 
the PPF), and allocative efficiency (whether firms are producing an appropriate balance of 
goods to meet consumer preferences). 

15.3 In the case of a merit good, the government believes that consumers do not fully perceive or 
value the benefits of consuming the good, so too little will be consumed from the perspective 
of society. This was discussed in Chapter 5. 

15.4 If parents or relatives have attended university, they will have seen the benefits of tertiary 
education (and the networking opportunities that it provides). They thus have better 
information about the benefits of a university education than those who have had no 
experience of it. 

15.5 Possible forms of market failure are externalities, information failure, public goods, 
imperfect competition and merit/demerit goods. 
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Chapter 16 
16.1 The difference is marginal external cost. 

16.2 Overproduction. 

16.3 Underconsumption. 

16.4 In the presence of a positive production externality, too little of the good would be produced. 
Each unit of output that is produced below the society optimum imposes a cost equal to the 
vertical distance between MSC and MPC. The area thus needs to represent the difference 
between marginal social cost and marginal benefit over the range of output between the 
optimum output and the free-market level of output.  

16.5 There are several potential externality effects associated with smoking tobacco. One is the 
danger of passive smoking – or simply the impaired enjoyment of non-smokers having to 
breathe smoky air. In the longer term, the higher costs of healthcare for smokers must be met 
by non-smoking taxpayers. 

16.6 School drop-out rates may be high because parents undervalue education of their children, or 
fail to perceive the extent to which society benefits from having a well-educated population. 
This could be seen as a negative consumption externality, as the perceived marginal private 
benefits are lower than marginal social benefits. 

16.7 This is an example of moral hazard. 

Chapter 17 
17.1 The law of diminishing returns is a short-run concept because it relies on the assumption that 

the quantity of capital is fixed. This assumption would not hold in the long run. 

17.2 Business rates would be a fixed cost for an ice cream factory in the short run, but overtime 
pay is variable, as it varies with the level of production. Interest payable on a loan that is 
taken out on variable terms would not meet the definition of a variable cost, as it does not 
vary with the level of output. 

17.3 Average (total) cost is fixed cost (4,000) plus total variable cost (2,500) divided by the 
number of units produced. This is 6,500/50 = $130. 

17.4 The marginal cost curve always passes through the minimum point of the average cost curve. 

17.5 This would be decreasing returns to scale, as the percentage increase in output is smaller 
than the percentage increase in inputs. 

17.6 Economies of scale occur for a firm when an increase in the scale of production leads to 
lower long-run average cost. However, this will not always be the case. For example, an 
expanding firm may find that its management team cannot cope with a larger and more 
complex organisation. 

17.7 There are many factors that can lead to economies of scale, such as the technology of an 
industry, management and marketing, and finance procurement. A large diversified firm may 
also benefit from facing lower risk. 

17.8 Average revenue and price are the same when a firm sells all its output at the same price. If 
price is increased when demand is elastic, total revenue will fall. 
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17.9 If the price of a product was not covering its variable cost, the firm would be better off by 
leaving the market, even in the short run. If price is above variable cost, then at least the firm 
is making some contribution towards the fixed costs that it cannot avoid. 

17.10 If a firm were to be operating at a level of output where marginal cost exceeded marginal 
revenue, it would be making a loss on the marginal unit produced, so it would increase 
profits if it were to reduce its output. 

Chapter 18 
18.1 Perfect competition would be seen as being the opposite of monopoly. 

18.2 Barriers to entry (and exit) are significant because they inhibit firms from moving into 
profitable markets (or from leaving markets that are unprofitable). This has a big influence 
on the way in which the market will operate. Holding a patent is one example, but not the 
only possible barrier. A firm may have some cost advantage over potential entrants, perhaps 
by having experience of operating in the market, or it may have control of a key raw 
material.  

18.3 Perfect knowledge of market conditions is important in perfect competition because without 
it, some traders would be able to take advantage, as we have seen in the discussion of 
asymmetric information. 

18.4 If the firm is a price taker, it will face a horizontal demand curve, as it can sell as much as it 
wishes at the going price. 

18.5 The firm’s supply curve in the short run is the short-run marginal cost curve above the 
shutdown price. 

18.6 A firm under perfect competition will exit the market if the price (AR) is below long-run 
average cost – in other words, if the firm is not making normal profit. 

18.7 A firm under perfect competition makes just normal profits in long-run equilibrium. 

18.8 If a monopoly faces competition from substitute products, it is not the only seller of the 
good, so it is not a monopoly. 

18.9 Not necessarily: it depends upon the position of the cost curves. 

18.10 A natural monopoly occurs when a firm faces such strong economies of scale that there is 
only room for one firm in the market. In the case of building a rail network, the first firm in 
the market can always undercut any potential rivals, as the scale economies are so substantial 
that they act as an effective barrier to entry. 

Chapter 19 
19.1 Product differentiation is important, as it is a way in which a firm can maintain some 

customer loyalty, and thus continue to face a downward-sloping demand curve, with some 
influence over price. 

19.2 If a firm under monopolistic competition is making supernormal profits, this will attract new 
firms into the market, so the firm will find that its demand curve will shift to the left and 
become more elastic. 
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19.3 Under monopolistic competition, a firm will be charging a price that is above marginal cost, 
so it could make more profit if it sells more. Under perfect competition, a firm can sell as 
much as it likes at the going price, so price is equal to marginal cost. 

19.4 Non-price competition could take a number of forms – for example, by firms differentiating 
their products through advertising, packaging or product development. They may also find 
ways of promoting brand loyalty through loyalty systems. 

19.5 A dominant strategy is a situation in game theory where a player’s best strategy is 
independent of those chosen by others. In Des’s situation, he is better off confessing, 
regardless of what Al does. 

19.6 Firms are attracted to undertake hit-and-run entry into a market to cream off supernormal 
profits in the short run, but do not want to be committed to remaining in the market in the 
longer term, so they need to know that they can exit the market when they want to do so. 

19.7 The 4-firm concentration ratio would be calculated as the share of the largest four firms in 
the market’s total sales. 

19.8 If the minimum efficient scale is small relative to market demand, it is not possible for a firm 
or firms to dominate the market by exploiting economies of scale, so there is room for many 
firms to compete in the market. 

Chapter 20 
20.1 Yes: this would be seen as organic growth, which is where a firm expands internally by 

reinvesting past profits or by borrowing, rather than growing through a process of mergers 
and acquisitions. 

20.2 Diversification occurs when a firm expands by operating in a new product market. 

20.3 Forward integration is where a firm merges with another firm that is operating at a later stage 
of the production process. An example would be an oil refining company acquiring a fleet of 
oil tankers. 

20.4 A conglomerate firm is one that operates in more than one different product market. 

20.5 It is beneficial for a firm to have control over its supply chain, as it is less vulnerable to 
interruptions in the supply of components and can influence the profit margins along the 
chain. 

20.6 A cartel is seen to be a way in which firms may abuse their market power. Cartels are 
declared illegal in order to protect consumers from this abuse. 

20.7 Collusion is likely to be more difficult if individual firms cannot readily monitor the actions 
of other firms. For example, the more firms there are in the market, the more difficult it will 
be to monitor behaviour. Also, if firms are producing differentiated products, or have excess 
capacity to expand output, then collusion becomes more difficult to sustain. 

20.8 The conflict is likely to arise when the owners and managers have different motivations, and 
where the managers (the agents) are not fully accountable to the owners (the principals). 

20.9 Satisficing behaviour is where the managers of a firm aim to produce ‘satisfactory’ rather 
than maximum profits – satisfactory being sufficient profits to keep the shareholders content. 



Cambridge International AS & A Level Economics test yourself question answers 

Cambridge International AS & A Level Economics 

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

12 

20.10 Firms attempt to demonstrate corporate social responsibility in various ways. For example, 
they might encourage their workers to raise funds for a local charity, or to take on roles in 
the local community, such as being governors of local schools. 

20.11 Sales volume maximisation is about the volume of sales, whereas sales revenue 
maximisation is concerned with the value of sales. The two may differ if the firm has to 
reduce its price in order to increase its sales. 

20.12 If the product could be resold by consumers, they could buy at the low price, and resell at the 
higher. This would eventually wipe out the difference in price. 

20.13 The incentive for a firm to practise price discrimination is that it would be able to make 
higher profits than if it charged the same price to all consumers. 

20.14 Setting a price equal to average cost is the limit pricing strategy. It deters entry from new 
firms, and ensures that the incumbent firm is able to remain in business and continue to make 
normal profits in the long run. 

20.15 On the contrary, under the kinked demand curve price will be stable over time, as each firm 
will be reluctant to change price. 

Chapter 21 
21.1 If the government imposes too high a tax on pollution, too much of society’s resources will 

be devoted to tackling pollution. This is because the marginal cost of reducing pollution will 
be higher than the marginal benefits that the policy delivers. 

21.2 If demand is relatively inelastic, then the subsidy would have only limited impact on quantity 
traded as consumers would not react strongly to a fall in price. 

21.3 In this situation, there would be excess demand, as individuals would react to the lower price 
by expanding their demand. At the same time, producers would have less incentive to supply 
rice, so the quantity supplied would contract. If the change were to be sustained in the long 
run, producers would begin to switch production to other crops. 

21.4 A government would not want a natural monopoly providing goods such as electricity, gas, 
or water to be seen to be making supernormal profits on an essential good to which all 
citizens should have access. 

21.5 Competition has flourished more easily in telecommunications than in (say) gas or electricity 
generation because of developments in technology. In particular, the development of mobile 
phone technology and smartphones led to intense competition among providers, whereas in 
the UK BT had been a natural monopoly when all depended upon land lines. 

21.6 If the regulator has less information about the workings of the industry that it is trying to 
regulate, then it will be more difficult to monitor performance. 

21.7 Many public goods are essential for any society, such as law and order, national defence and 
street lighting. However, the characteristics of such goods are such that the free market will 
not provide them because of the free-rider problem. 

21.8 There are many problems in trying to quantify the size of a tax to reduce pollution to a 
desired level. The external costs of pollution are not easily measured, nor are the benefits 
from controlling pollution. In a typical market environment, there is likely to be variation in 
the efficiency of production among firms, with some producing more pollution than others. 
Setting the tax at a level that is appropriate for all firms is not straightforward. 
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21.9 Asymmetric information is where some parties to a transaction have better information than 
others. They may be able to use their information advantage to disadvantage other 
participants in the market. 

21.10 During the Covid-19 pandemic, there was lots of evidence of individuals volunteering to 
help vulnerable people, although this was putting their own health at risk. Many firms were 
also contributing to fighting the virus, although this did not add to their profits. Many would 
see this as irrational behaviour. There are other instances of situations in which people act 
from humanitarian motives.  

Chapter 22 
22.1 I don’t know in which country you are living, but unequal treatment can occur in many 

areas. It might be that age is an issue, if older workers are treated less well than younger 
workers, or there may be differences in the treatment of different ethnic groups. 

22.2 As the value of the poverty line is measured in terms of dollars, it is important to make sure 
that the line continues to represent the threshold for the support of human life in the face of 
changing prices over time. 

22.3 The UK’s poverty threshold level (which is 60% of the adjusted household disposable 
median income) in 2017 was £12,597, so the median must have been 12,597/0.6 = £20,995.  

22.4 A means-tested benefits system requires knowledge about the incomes of potential 
recipients. This is costly to collect, check and monitor. A universal basic income that is paid 
to everyone regardless of their economic circumstances is much simpler from an 
administrative point of view. 

Chapter 23 
23.1 The demand for capital machinery is a derived demand because a firm demands the machine 

not for its own sake, but for the output that is produced using it. 

23.2 The main factors that influence the position of the labour demand curve are the productivity 
of labour, the revenue that the firm receives from selling the output that it produces and the 
state of demand for the product. 

23.3 Making designer jewellery involves a labour-intensive production, so it will not be 
straightforward to substitute capital for labour. The skills of the workforce are paramount. 

23.4 In the short run, the firm will be constrained in its operation, being unable to vary its capital 
input very quickly. However, in the long run, capital can be varied, and the firm is able to 
adjust more fully to changing market conditions. 

23.5 Under perfect competition, an individual firm cannot influence the price of labour (i.e. the 
wage rate). It can thus employ as many workers as it likes at the going wage rate, so the 
supply curve of labour is perceived to be horizontal (i.e. perfectly elastic). 

23.6 An out-migration of nurses would lead to a decrease in supply – there would be fewer nurses 
available at any wage rate, so the supply curve would shift to the left. 

23.7 If the economy is at full employment, there will be a shortage of labour, so the supply of 
labour will be relatively inelastic. 
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23.8 If trade unions are successful in raising wage rates above the equilibrium rate, the demand 
for labour by employers will fall, so there will be fewer jobs available. Notice that the extent 
to which there is unemployment in the market depends upon two things. On the one hand, 
there are some workers who would have been employed at the market equilibrium wage We 
in Figure 23.12, but there are also other individuals who would not have offered themselves 
for work at We, but who would work at W*. In other words, there has been an extension of 
labour supply.  

23.9 A monopsonist gains by facing lower labour costs, and makes higher profits. 

23.10 Arguments advanced in favour of a minimum wage are to protect low-paid workers against 
exploitation by employers, to provide incentives to encourage people to take jobs rather than 
relying on benefits, and to alleviate poverty by raising the living standards of the poorest 
groups in society. 

23.11 If the accountant remains in her current position because the offered salary is only 
marginally higher than what she is already earning (6,200 ringgits compared with 5,800 
ringgits), this suggests that her current salary reflects her transfer earnings. 

Chapter 24 
24.1 If households decide to save more at any given level of income because they feel pessimistic 

about the future, then the consumption function will shift downwards. 

24.2 If there is a fall in demand for firms’ products, firms will reduce investment expenditure, 
causing a decrease in aggregate demand, which will then trigger negative multiplier effects. 
The change would also mean that the potential capacity of the economy is lower than it 
otherwise would have been. 

24.3 If there are unanticipated changes in inventories, firms respond by adjusting their output 
levels, which then takes the economy back towards equilibrium. 

24.4 An increase in the marginal propensity to consume implies a decrease in the marginal 
propensity to save, and thus a decrease in the marginal propensity to withdraw. This means 
that the multiplier will be higher than before. 

24.5 A fall in injections reduces aggregate demand, and the multiplier will cause additional 
reductions in aggregate demand. This shows what happens when the multiplier goes into 
reverse. 

24.6 The term ‘deflationary gap’ is appropriate when the economy is below full employment, as it 
is expected that the price level will fall in the movement back to equilibrium. However, price 
is fixed in this model, so this does not occur within the model. 

Chapter 25 
25.1 Actual economic growth is the rate of change of GDP observed in an economy. The potential 

rate of growth is the rate of change of the maximum potential productive capacity of the 
economy. 

25.2 There will be a negative output gap. 

25.3 The boom phase would be characterised by upward pressure on prices and falling 
unemployment. 
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25.4 With a positive output gap, more people would be employed (at least in the short run), so this 
would mean higher tax revenues for the government. Furthermore, unemployment would be 
likely to fall, so there would be less expenditure on unemployment and other social security 
benefits. These things would push the government budget towards surplus. 

25.5 An increase in capital investment would have an effect in the short run, because there would 
be an autonomous increase in expenditure by firms, which would shift the AD curve to the 
right. This movement would be reinforced by a multiplier effect. As the investment came on 
stream, there would be a further effect in the long run, with an increase in the potential 
capacity output of the economy, so LRAS would shift to the right. 

25.6 Human capital is the stock of skills, expertise and other characteristics that contribute to a 
worker’s productivity. Investment in human capital through education, training and 
improved healthcare is a key ingredient of economic growth, as it raises the potential 
effectiveness of labour inputs. Investment in physical infrastructure such as transport or 
communication networks raises the potential capacity output of the economy by indirectly 
increasing the productivity of firms. 

25.7 A major problem that arises when negative externality effects cross international borders is 
in terms of accountability and responsibility. If rainforest is destroyed in Brazil or Indonesia, 
this has effects on climate change that have an impact on countries around the world, but 
those countries may not have influence on the countries that are inflicting the damage. 

Chapter 26 
26.1 There are likely to be some people who for various reasons are between jobs and searching 

for a new one. Or they may be active in looking but not prepared to accept the jobs that are 
available. 

26.2 One possibility is that trade unions are able to resist downward pressure on wages, or it may 
simply be that workers have formal contracts that guarantee them a certain level of wages. In 
the case of some low-paid occupations, the imposition of a minimum wage will hold wage 
rates above the market equilibrium. 

26.3 If there is a high wage differential between different occupations, this will encourage some 
workers to try to switch to earn higher incomes.  

26.4 The more immobile is labour, the less elastic will be labour supply, and the greater wage 
differentials will be needed to persuade workers to move. 

26.5 As in other contexts, the answer to an information problem is to provide information. Good 
advertising of jobs and the provision of information on the internet may help to bring 
opportunities to the attention of those who could benefit from them. 

26.6 Imbalances between regions are reflected in differences in rates of unemployment. A policy 
that encouraged firms to relocate into areas with relatively high unemployment could result 
in an overall reduction in unemployment. 

Chapter 27 
27.1 The savings account with a high street bank is more liquid because it can be accessed with 

very little bother, whereas a shareholding needs to be sold before it can be used to buy 
something. 
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27.2 The velocity of circulation is nominal income divided by money supply, so in this case it is 
3,600/720 = 5. 

27.3 If an economy is experiencing persistent inflation, the function of money as a standard of 
deferred payment will be affected, as individuals will attempt to negotiate a price or wage for 
future payment that will include an estimate for expected inflation.  

27.4 The real interest rate is the nominal rate minus the inflation rate, which in this case would be 
31.2 − 40.9 = −9.7%. If you think that these figures are unrealistic, they are in fact 
approximately the actual data for Argentina in 2016. 

27.5 Liquidity in this context refers to the financial resources that the banks can access in the very 
short run to meet their obligations. 

27.6 Credit card loans are risky compared to other forms of lending such as mortgages and 
government securities – and they are unsecured. As the loans are unsecured, the credit card 
companies cannot ask for collateral to cover them, so they need to cover the risk of default 
by borrowers. 

27.7 The bank is able to make profits because it charges a higher rate of interest on its lending 
than it gives to its depositors. 

27.8 If the demand for money is relatively inelastic and there is an increase in money supply, 
equilibrium will only be maintained by a relatively large fall in the interest rate. If you sketch 
a quick diagram, you will see that this is the case. 

Chapter 28 
28.1 Whether rapid economic growth will lead to higher inequality in income depends upon who 

benefits from the higher real GDP. If the benefits are concentrated in a relatively small group 
of people in the country (such as entrepreneurs), then inequality will be likely to increase. 

28.2 If a country has lower inflation than its trading partners, the international competitiveness of 
its goods will be affected. Exports will be more attractive to foreign buyers, and domestic 
consumers will demand fewer imports. The current account of the balance of payments 
should improve (move towards or further into surplus). 

28.3 A government might want to increase a feeling of wellbeing among the electorate by 
lowering unemployment, knowing that the effect on inflation would not be immediate. This 
could give rise to what has become known as the ‘political business cycle’. The problem 
with such an approach is that eventually inflation has to be brought back under control, so 
unemployment would rise again.  

28.4 An increase in structural unemployment means that the natural rate of unemployment would 
also increase. 

28.5 This could put the ‘crowding out’ effect into reverse – a process known as ‘crowding in’. 
The private sector would be able to borrow more readily, and there would be resources 
available for investment and expansion. 

28.6 A large increase in the national debt, such as occurred during the Covid-19 pandemic, means 
that future generations carry much of the burden of repaying the debt. Sustainability is all 
about safeguarding the rights of future generations, so adding to the national debt goes 
against that. 
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28.7 Quantitative easing is a measure taken by the central bank to increase the availability of 
credit by purchasing assets from banks using electronically created money. It is a way of 
expanding the money supply because, when assets are purchased from the commercial 
banks, money is injected into the system. 

28.8 When managers are accountable to a multitude of shareholders, the degree of accountability 
may be low. Managers may then be able to pursue their own objectives as long as they make 
enough profit to keep their shareholders satisfied. For example, they may choose to 
maximise their utility, or to maximise market share. 

28.9 A key issue here is incentives. An industry that is insulated from international competition 
may not have the incentive to learn to become competitive. Once protected, it may expect 
this protection to continue indefinitely, so will not strive for peak efficiency. 

28.10 When President Trump decided to extend his proposed levy (tariff) on imported steel to 
include Canada and Mexico (not to mention the EU), this threatened major job losses in 
Canada and Mexico. The natural response was to retaliate. Economists would regard such a 
trade war, with tariff rates escalating, as highly damaging for all of the countries involved. 

Chapter 29 
29.1 Data on the items that make up the balance of payments accounts are published in nominal 

terms only. By expressing the items as a percentage of GDP we get a clearer picture of the 
changes over time, as this is a way of abstracting from variations in prices over time. 

29.2 The income from portfolio investment is an item on the current account. The purchase of 
equities (which would involve a change in ownership of assets) would be an item on the 
financial account. 

29.3 Foreign direct investment would be an item on the financial account in the present, but the 
income outflows in the future would be a debit on the current account. 

29.4 A fall in the real effective exchange rate suggests that competitiveness has improved. 

29.5 If the equilibrium rate is below the official rate, there will be excess demand for pounds (for 
example), so the authorities will need to buy foreign exchange (adding to reserves) in order 
to release more pounds onto the market. 

29.6 The key issue here is whether producers in the home country can respond rapidly to the 
increase in demand for their exports – and whether firms producing substitutes for imported 
goods can also respond. If they cannot respond, then the deficit may worsen in the short run. 

29.7 Differences in inflation rates across countries are problematic in a fixed exchange rate 
system as they affect relative competitiveness. Countries then see a need to seek re-
alignment of their currencies. Maintaining fixed exchange rates then becomes more difficult. 
In the case of the breakdown of the dollar standard, the USA had been financing the Vietnam 
War partly by expanding money supply. With the dollar being the base currency for the 
system, this led to an acceleration of inflation in many countries around the world. 

29.8 A depreciation increases the relative competitiveness of a country’s exports, so we would 
expect the demand for exports to increase.  

29.9 If the government is committed to maintaining a fixed exchange rate, it cannot use monetary 
policy to stimulate aggregate demand by expanding money supply, as this would move the 
exchange rate away from its official value. 
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Chapter 30 
30.1 It is important to consider GNI per capita in order to take into account the differing size of 

population across countries. 

30.2 Growing vegetables or picking fruit in your garden for your own consumption would be one 
example. Do-it-yourself is another example. There may also be transactions that are not 
reported if they are of doubtful legality. However, remember that if the illicit proceeds are 
spent in the legal sector, this will be picked up in the expenditure measure of GDP. 

30.3 Official exchange rates may reflect government policy, especially where exchange rates are 
tied to another currency such as the US dollar. If exchange rates are freely floating, they will 
reflect the relative prices of internationally traded goods, and goods that are not traded 
internationally will not be picked up.  

30.4 Perhaps the most important are health and education, but the standard of living is also 
affected by the environment in which people live – which covers many things such as clean 
air, traffic congestion, the stress of everyday living, and so on. 

30.5 The large difference between mean and expected years of schooling indicates that there have 
been significant improvements in educational provision, as children entering school now can 
expect many more years of schooling than previous generations received. This promises well 
for the future. 

30.6 India performed better on health (life expectancy) than on knowledge (mean years of 
schooling). 

30.7 The other indicator that contributes to the HDI is GNI per capita, so the lower value for the 
HDI must have reflected lower GNI per capita for women. In fact, female GNI per capita 
was only about 53% of the male level. 

30.8 Access to information is important, as it is related to the way in which people participate in 
society. There are also significant economic considerations – for example, farmers in rural 
areas need to know about market conditions, such as prices of crops. This helps them to 
charge an appropriate price for their products, and to plan which crops should be planted. 

30.9 The main reason is that medical knowledge has been brought in from higher-income 
countries, and vaccination against some diseases has had significant effects on death rates. 
However, in many countries, social norms have been slow to adjust, resulting in persistently 
high birth rates and a high rate of population growth. 

30.10 With half of the population below working age, the burden on those in the workforce is high, 
as they need to produce enough output to provide for the large number of young people. One 
result may be that children are drawn into the labour force. In Mali in 2018, it is estimated 
that 37.1% of male children aged between 7 and 14 were in employment. 

30.11 When agricultural productivity is low, it is difficult for exports to be competitive in 
international markets. This is not made easier by the restrictions placed on the import of 
agricultural goods into some HICs. 

Chapter 31 
31.1 The imposition of a tariff reduces imports, so the current account of the balance of payments 

improves. The government gains from the revenue that it raises, and producers gain 
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additional producer surplus. However, these effects are at the expense of consumers, and 
there is a deadweight loss for society as a whole. 

31.2 In some cases, this might be crucial for an LIC. However, such schemes are expensive and 
may sometimes provide more reputational gain for the donor than development gain for the 
country. It all depends on what the country actually needs most.  

31.3 Access to a mobile phone may allow a farmer to discover current market prices for goods, 
and may also allow remote financial transactions. 

31.4 The way in which employment is affected will depend upon the nature of the multinational 
company involved. It may be looking to use local labour, in which case there may be a 
beneficial impact on employment. However, the company may poach all the best workers, at 
the expense of local firms. Or it may be more interested in exploiting mineral resources, 
bringing its own skilled labour in order to do so. 

31.5 The demand for oil was relatively inelastic because countries depended on it as an energy 
source and as an input to fertilisers, and were committed to technologies that used oil that 
could not readily be altered. 

31.6 The provision of infrastructure is seen as an interventionist strategy, as the government is 
stepping in to provide a good that the market is not able to supply (i.e. it is a public good). 
However, it is an investment that will help markets to operate more effectively in the long 
run. 

Chapter 32 
32.1 The sharing of knowledge can help firms to keep abreast of advances in product design and 

production technology. It can help consumers to know about new products and how to 
source them. Workers can learn about job opportunities. All of these things can result in 
intensified competition, which may encourage efficiency.  

32.2 In general, in-migration can stimulate economic growth by expanding production capacity 
through an increase in labour supply. This effect would be especially strong where migrant 
workers have skills complementary to those of workers in the host country. The picture may 
be less clear if migrants compete with native workers if the effect is to drive down wages in 
those sectors. 

32.3 A customs union has a common tariff barrier against non-members. 

32.4 Member countries either share a common currency or have permanently fixed exchange 
rates, which means that they cannot pursue independent monetary policies, with a common 
interest rate. 

32.5 This is trade creation. 

32.6 Overall efficiency in resource allocation will only improve if the increased opportunities for 
trade between member countries provide a lower-cost alternative to domestic production or 
imports from non-members – in other words, if trade creation is stronger than trade 
diversion.  

 


