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This book provides coverage of the IB diploma
syllabus in economics and offers support to students
preparing for their examinations. The book will

help you revise the study material, consolidate

the essential concepts and models, understand the
assessment criteria and improve your approach to
IB examinations.

All topics are illustrated by annotated examples of
student answers to sample examination questions,
explaining why and how marks may be achieved
or missed.

Overview of the book structure

The first four units of the book focus on content-
specific guidance, following the structure of the IB
DP economics syllabus:

e Unit 1: Introduction to economics
e Unit 2: Microeconomics

e Unit 3: Macroeconomics

®  Unit 4: The global economy.

Each of these four units is divided into sub-units
with summaries of the key syllabus content, useful
advice and related question practice.

Subsequent units examine the modes of assessment
for this course.

All standard level (SL) and higher level (HL)
students must complete the internal assessment

and take papers 1 and 2 as part of their external
assessment. HL students have an additional external
assessment, paper 3.

¢ Unit 5: paper 1 requires extended responses.
You need to answer one question from a choice
of three. The questions are each subdivided into
two parts, (a) and (b) and are drawn from the
four units of the syllabus. This unit unpacks the
mark bands used by examiners to award marks
for parts (a) and (b). You may want to refer to the
descriptors for each mark band (on pages 194
and 195) as you go through the sample paper 1
question across Units 1-4. This unit includes a
sample question based on Unit 2 content and a
sample student answer.

e Unit 6: paper 2 requires responses that use the
text/data provided. You need to answer one
question from a choice of two. The questions are

INTRODUCTION

each subdivided into seven parts, (a), (b), (c), (d),
(e), (f) and (g). Unlike paper 1 questions, where
parts (a) and (b) of any one question tend to
focus on the content from the same unit, paper 2
questions may cover contents from all four units
within the same question. A sample question is
included along with a sample student answer.
Parts (a) to (g) of that sample question are
drawn from the four units of the syllabus, so you
might need to complete all content-based units
to attempt this sample question or any sample
paper 2 question. However, sample parts (a) to
(f) are included throughout Units 1-4.

e Unit 7: paper 3 requires calculations and
responses that use the text/data provided.
You must answer two compulsory questions. The
questions are subdivided into parts (a) and (b)
where part (a) has subparts. These are drawn
from the four units of the syllabus. A sample
question is included with a sample response.
This question draws on Units 2 and 3 of the
syllabus. Sample part (a) questions are also
included throughout Units 1-4. Paper 3 is not
included in the SL mode of assessment.

e  Unit 8: this section focuses on the internal
assessment (IA) task, which requires candidates
to write three commentaries based on news
articles. This unit addresses the difficulties
commonly encountered by students while
carrying out the IA task. The specific elements
of each assessment criteria will be examined.
Two sample IA portfolios are provided, each
related to content from Unit 2 of the syllabus.

¢ Unit 9: (practice exam papers) includes examples
of IB-style practice questions like those found
in papers 1, 2 and 3, written exclusively for this
book. These examples give you the opportunity
to test yourself before the examination, as they
provide additional practice problems for the
material featured in all the units. The answers
and solutions are given online at: www.
oxfordsecondary.com/ib-prepared-support.

Concepts

Nine concepts underpin the DP economics course.

They are:
® scarcity * sustainability

e choice e change
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e efficiency e interdependence Command | 1B Sample Notehhe
e equity e intervention term definition 2‘uaersktsion and following
¢ economic Well-belng. Define Give the Define the You should know
There is no universally accepted definition of these precise term economic | how to define
concepts; you are not expected to memorize the Tf?\:‘v:r% growth. _[3] frzlet?oeutflmfsm
definitions included in Unit 1 (page 2); what matters phrase, ' =2 | of the syllabus.
is your understanding of these concepts, both in concept or You should also
general and in economics. physical be familiar with
quantity. the functions of
. = . - institutions listed
Assessment overview List Give a Listtwo | inthe syllabus.
sequence responsibilities
The internal and external assessment marks are of brief of a country’s
combined, as shown in the following table, to give answers central bank.
your overall DP economics grade, from 1 (lowest) to g::)r;annoation E]
7 (highest). s
Assessment | Task Weight | Task Weight | | Describe | Givea Using The questions
Paper 1 1 hour and 30% | 1hourand 20% detailed gnfcrmation may seem
15 minutes 15 minutes account. from Table 1, easy, yet many
examination examination describe the candidates do
changes in the not achieve full
Paper 2 1 hour and 40% 1 hour and 30% business cycle. | marks because:
45 minutes 45 minutes [4] | they write
examination examination == | | answers that are
Paper3 (HL) | — e thourand | 30% #* | 100 theoretical
45 minutes Outline Give a brief | Qutline one t[r/&lo:;x;i:;rtg?,g
examination e P ’
account or dlﬁflcultg in or their answers
Internal 3 written 30% 3 written 20% summary. measuring are too superficial
assessment | commentaries commentaries poverty. (2] (the answer is too
(1A) E} short and does
not provide detail,
or the answer
Command terms just repeats a
In the examination questions, command terms ke .fmm
the text without
are the words that tell you how to approach the adding value).
question, especially in terms of depth. It is crucial :
that you understand these terms correctly. State bive a . Youranswer may
specific characteristics | be very brief, just
Before you answer a question, you should: name, ofa a few words or
value or monopolistic bullet points.
e underline the command term other brief | market
e look at the mark weighting of that question a?tshvt:i; R _[;]
e match your answer to the depth required for the explanation /s
command term. (c);IcuIa tion

Some candidates do not achieve high marks because
they do not pay sufficient attention to the command
terms and therefore do not fully address the
requirements of the question.

Command terms fall into four categories, as follows.

Knowledge and understanding

Some command terms assess your ability to
demonstrate knowledge and understanding of the
subject—the ability to recall previously learned
concepts. These are the most accessible questions
such as definitions, which tend to be worth 2 marks.

Application and analysis

Some command terms assess your ability to
demonstrate application and analysis. Application
refers to the ability to use learned concepts and
models in new and concrete situations. Analysis
refers to the ability to break down economic theory
into its parts to explain its essential features. These
command terms come with more demanding tasks
where questions are worth more marks and require
longer responses.
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Command term | IB definition

Sample question and marks

Note the following

Give a detailed account
including reasons or causes.

Explain

Explain two possible causes of
a fall in the demand for a good.
[10]

/

This command term is frequently used across
all three papers.

A common reason why candidates do not
achieve high marks is that they tend to
describe rather than explain theory. For
instance, listing the non-price determinants
of demand is describing theory. Establishing
the link between the change in a non-price
determinant and a fall in demand using, for
example, a diagram is explaining theory.

Distinguish Make clear the differences Distinguish between positive One common reason why many candidates do
between two or more concepts | and normative economics. [4] | not achieve high marks is that they describe
oritems. = | | one concept and then the other and they do not

#° | focus on the difference(s) between the two.

Analyse Break down in order to bring Analyse the impact of Analysis requires a rigorous and systematic
out the essential elements or asymmetric information on the | approach, as you must pay attention to all
structure. allocation of resources. [4] | variables involved and their relationships with

= | one another.
P

Apply Use anidea, equation, principle, | Apply the concept of price Applying means making explicit links between
theory or law in relationto a elasticity of demand (PED) to “theory” and the text/data. In this example, the
given problem or issue. the changes in consumption concept of PED may be used to determine the

illustrated in Table 1. [4] | relative elasticity of the demand for a good.
/s
Comment Give a judgment based on a Comment on the significance Your judgment must have economic value. For

given statement or result of a
calculation.

of the value of the price
elasticity of demand. [2]

Wi

instance, you should state that “demand is
price-inelastic” and not “PED is low”.

Synthesis and evaluation

Some command terms assess your ability to demonstrate synthesis and evaluation. Synthesis refers to the
ability to connect different outcomes or viewpoints to provide an overview of an argument or discussion.
Evaluation refers to the ability to formulate judgments supported by sound rationale and theory. These

questions are worth 10 marks or 15 marks.

weighing up the strengths and
limitations.

evaluate the consequences of a
price ceiling. [15]

=

Command term | IB definition Sample question and marks Note the following

Discuss Offer a considered and Using information from the These command terms are frequently used
balanced review that includes | text/data and your knowledge of in paper 1 and paper 2 questions.
arange of arguments, factors economics, discuss the possible There are two main reasons why many
or hypotheses. Opinions economic effects of Peru’s trade candidates do not achieve high marks
or conclusions should protection policies on the domestic Some candidates do not present '
be presented clearly and market for agricultural products. balanced arguments, focusing either on
su%ported by appropriate [15] the advantages or disadvantages (for
evidence. ‘“'f'_} “discuss”], or on strengths or limitations

(for “evaluate”).
Evaluate Make an appraisal by Using real-world examples, Some candidates do not clearly present

a conclusion after presenting a balanced
range of arguments.

vi
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differences between two (or
more) items or situations,
referring to both (all) of them
throughout.

Command term | IB definition Sample question and marks Note the following
Recommend Present an advisable course Using the data provided and This command term is used in paper 3
of action with appropriate your knowledge of economics, questions and will be examined in greater
supporting evidence or reason | recommend a policy that could be | detail in Unit 7.
in relation to a given situation, | introduced by the government of
problem or issue. Norway to reduce inflation.  [10]
b
Compare Give an account of the Compare adverse selection Compare requires you to focus on
similarities between two (or and moral hazard as sources of similarities. Contrast focuses on the
more) items or situations, asymmetric information. [4] | differences.
rEferrlr;]g to both (all] of them 3 Candidates sometimes do not score high
throughout. marks because they describe one concept
Contrast Give an account of the Contrast deflation and disinflation. | @nd then the other, without pointing out the

similarities or differences.

Compare and Give an account of similarities

Using information from Table 1,

Candidates may not score high marks if

or concept in a way that
uncovers the assumptions and
interrelationships of the issue.

examine the consequences of the
lack of a pricing mechanism for
common access resources.  [15]

7

contrast and differences between two compare and contrast GDP per they provide a descriptive response or either
(or more) items or situations, capita and GDP per capita at compare or contrast (which is only half of
referring to both (all) of them | purchasing power parity (PPP).[4] | the requirements of the command term).
throughout. =
Vd
Examine Consider an argument Using real-world examples, Candidates may not achieve high marks if

they do not consider the consequences on
all stakeholders or parties involved.

Consider the merits or
otherwise of an argument

or concept. Opinions and
conclusions should be
presented clearly and
supported with appropriate
evidence and sound argument.

To what extent

To what extent does the unequal

income distribution impact

economic development in China?
[15]

/s

You are advised to:

e consider a range of perspectives and
viewpoints

e write a balanced answer

e reach a precise, explicit conclusion.

Quantitative skills

Some other command terms assess your quantitative skills (ability to draw adequate diagrams and calculate

relevant economic figures).

Command term | IB definition

Sample question and marks

Note the following

answer.

decrease in monthly corn
consumption following the
imposition of the price floor. [1]

Nl

Calculate Obtain a numerical answer Calculate the producer revenue | Candidates may not achieve full marks if they
showing the relevant stages in | following the imposition of a forget to include their workings or units (in this
the working. $1 tax. [2] | case, dollars).

/
Construct Display information in a Using the information, Some candidates do not achieve full marks
diagrammatic or logical form. construct the Lorenz curve. [2] | because they do not fully and correctly label
== | their diagram.
A
Determine Obtain the only possible Determine the size of the Candidates often forget to provide the

unit (such as $) or misinterpret the data
(for example some figures are expressed
in thousands but the final answer fails to
recognize that).

Vii
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Command term | IB definition Sample question and marks Note the following

Draw Represent by means of a On the diagram above, draw the | Just as for “construct”, the main reason
labelled, accurate diagram or firm’s demand curve following | candidates do not achieve full marks is due to
graph, using a pencil. Aruler the introduction of subsidy of missing or incorrect labels.

(straight edge) should be used | US$2 per unit of the product.
for straight lines. [2]
s
Identify Provide an answer from a Identify the level of output at These command terms are often used in paper
number of possibilities. which the firm would maximize | 3 questions (refer to Unit 7).
profits. [2]
W4
Label Add labels to a diagram. Label the welfare loss resulting
from the imposition of a tariff.
(1]
.

Plot Mark the position of points ona | Using the data provided, plot Plotting is often done on graph paper or a grid.
diagram. the demand curve for fuel. [2]

Sketch Represent by means of a Sketch a short-run Phillips This command term should not be confused
labelled diagram or graph. The | curve. [2] | with “plot”, which requires curves to accurately
sketch should give a general = | reflect the data provided.
idea of the required shape or /Z
relationship and should include
relevant features.

Key features of the book

Summaries focus on the main points of each sub-unit’s topic. They cover all the key contents on which you
may be examined.

Annotated student answers show you real answers written by IB candidates, which mark they achieved and
why. Positive or negative feedback from examiners about these answers is given in the green and red pullout
boxes. These comments will help you understand how marks may be achieved or missed.

> Assessment tip

Q% Content link
Link to your IA

Assessment tips give advice to help you optimize your examination
techniques, warning against common errors and showing how to approach
particular questions and command terms.

Links to your IA (internal
assessment) help you connect
your IA and your examination
revision, as your |A consists of
commentaries in which you show
application of economic concepts.

Concept links connect the contents of the sub-unit to the concepts of
scarcity, choice, efficiency, equity, economic well-being, sustainability,
change, interdependence and intervention.

Link to other sub-units

Content links to other sub-units
connect different sub-units that
you could revise together, as they
offer complementary perspectives
on the same topic.

Test yourself

Test yourself features contain questions relating to the main text, which
invite students to consolidate their learning,

An examination paper icon
indicates that the question has
been taken from a past IB paper.

2 Revision tip

Revision tips give advice to help you structure your revision. ]

viii
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ECONOMICS

I | WHAT IS ECONOMICS?

You should be able to:
v/ define the terms

v/ scarcity, choice, efficiency, equity, economic well-being,
sustainability, change, interdependence and intervention (the
nine central key concepts)

v the factors of production—land, labour, capital and
entrepreneurship (entrepreneurs)

v/ opportunity cost
v/ economic goods and free goods

v explain that economics is a social science, which is divided into two
branches—microeconomics and macroeconomics

v/ explain that economics studies the ways that scarce (finite)
resources (factors of production) are allocated to meet the unlimited
needs and wants of individuals

v/ explain how different economic systems answer the three basic
economic questions

v/ explain that as a result of scarcity, choices have to be made,
resulting in an opportunity cost

v explain how a production possibilities curve (PPC) model may be
used to illustrate the concepts of scarcity, choice, opportunity cost
and a situation of unemployed resources and inefficiency

v distinguish, using a PPC model, between actual (short-term) and
potential (long-term) growth

v/ explain, using a circular flow of income model, how the economic
decision-makers interact and make choices in an economy.

Summary

Microeconomics studies particular markets and segments of the
economy. For example, the increase in the price of surgical masks in
early 2020 is a microeconomic issue as it is related to the market for a
specific good. Macroeconomics studies the whole economy and looks
at “aggregate” variables such as GDP, unemployment and inflation.
For instance, the impact of the Australian Central Bank’s decision to
decrease the interest rate in 2020 is a macroeconomic issue, since the
implications of such a policy would affect all consumers (households)
and producers (firms) in the Australian economy).

There are nine key concepts that are central to economics. You will need to
draw links to a different key concept for each of your internal assessment
(IA) commentaries. There is more on this in Unit 8 and you will also find
regular “Concept link” boxes in relevant units of this book.

INTRODUCTIONTO

This sub-unit introduces
economics, a social science that
studies the behaviour and social
relationships of individuals
using scientific methods (such
as data collection and analysis,
hypothesis testing).



INTRODUCTION TO ECONOMICS

Scarcity—also known as “the central problem
of economics”, scarcity refers to the limited
availability of resources relative to society’s
unlimited wants and needs. Economics is the
study of how to make the best possible use

of limited (scarce) resources to satisfy those
unlimited human wants and needs.

Choice—the scarcity of resources means that
not all economic wants can be fulfilled. Choices
must thus be made. Economic decision-makers
continually make choices between competing
alternatives, and economics studies the
consequences of these choices, both present
and future.

Efficiency—(scarce) resources must be

used with minimal wastage to produce
combinations of goods and services to satisfy
the many wants of members of society. This is
known as allocative efficiency.

Equity—this refers to the concept of fairness.
Policies that seek to achieve equity often aim for
a more equal distribution of income, wealth or
human opportunity. As fairness is a normative
concept, it means different things to different
people and there is thus much debate on the
degree to which governments should intervene
in markets to redistribute income and/or wealth.

Economic well-being—this refers to the
living standards (quality of life) of residents
and citizens in a country. The dimensions of
economic well-being include:

e present and future financial security
¢ the ability to meet basic needs

¢ the ability to make economic choices to
achieve personal satisfaction

e the ability to maintain adequate income
levels over the long term.

Sustainability—this is the ability to use

scarce resources without compromising their
availability for future generations. Economic
activities are sustainable when they do not incur
environmental damage, resource depletion or
degradation that will negatively affect future
generations.

Change—the world is in a continual state

of flux. Economic theory does not focus on
the value of the variables it investigates,

but on their change from one situation to
another. Economists study continuous change
at institutional, structural, technological,
economic and social levels.

Interdependence—the economic agents

of governments, firms, households and
consumers are not self-sufficient. They
interact with each other within and across
nations. Decisions by certain economic
agents are likely to generate many, and often
unintended, economic consequences for other
agents. A consideration of possible economic
consequences of interdependence is essential
to economic analysis

Intervention—governments need to
intervene in markets when they fail to
achieve certain societal goals, such as equity,
economic well-being or sustainability. There
is often disagreement among economists
and policymakers on the need for, and
extent of, government intervention. There

is a considerable debate about the merits of
intervention versus the free market.

At the heart of economic theory is the problem of scarcity. Resources
(factors of production) are finite (limited). The factors of production
needed to produce goods and services are classified into four categories.

¢ Land—this includes the natural resources (gifts of nature) used
for production. Some are renewable (e.g. wheat); some are non-
renewable (e.g. crude oil).

e Labour—this is the human contribution (physical and mental)

to production.

e Capital—this refers to the stock of manufactured resources (e.g.
factories, equipment, tools, refined oil) needed for production.

e Entrepreneurs—these are the people willing to take risks to
make business decisions and organize the other three factors of
production in the production process.

Scarcity implies that societies cannot fulfil the unlimited human needs
and wants and so choices must be made. Every time an entrepreneur
allocates resources to the production of a particular good, these



1.1 WHAT IS ECONOMICS?

resources are no longer available to the production of other [ ot ]
goods. For example, in deciding to produce wheat, a farmer (the

entrepreneur) dedicates a plot of land, deploys workers (labour),
uses fertilizer (capital), which will not be available to produce :
another crop such as corn. In choosing to produce wheat, the

farmer has sacrificed the production of corn. This sacrifice (the [
alternative forgone) is the opportunity cost of that choice. The
opportunity cost is the value of the next best alternative forgone
when an economic decision is made. In the farming example, the [ Production of goods and services ]
opportunity cost of producing wheat is the production of corn that
was sacrificed.

Entrepreneurs ]

A Figure 1.1.1 The factors of production

Economic goods are produced using scarce resources, so they come
with an opportunity cost. In contrast, free goods such as air and
seawater are not produced using scarce resources and thus have a zero
opportunity cost of production. The production of economic goods is
sustainable if it does not lead to resource depletion or degradation, or
environmental damage.

Since not all needs and wants can be satisfied, societies must decide
on how scarce resources are to be used answer the three fundamental
economic questions.

e What to produce? e For whom to produce?
e How to produce?
Three systems allocate resources and answer these three questions.

e The free market economy is an economy where the factors of
production are privately owned. The market forces (demand
and supply) determine what and how much to produce, how to
produce and for whom to produce.

e The planned economy exists where factors of production are
owned by the state (except labour). The state determines what and
how much to produce, how to produce and for whom to produce.

e The mixed economy has elements of planned and free market
economies. In reality, all economies are mixed. What differs is the
degree of state intervention from country to country.

A production possibilities curve (PPC) is an economic model showing
the maximum combinations of two goods that an economy can produce
in a given time period, if all the resources are being used fully and
efficiently and the state of technology is fixed. A PPC diagram illustrates
the concepts of scarcity, choice, opportunity cost and efficiency.

The PPC on Figure 1.1.2 illustrates the choices available to an

economy that devotes all of its resources to the production of two

goods: X and Y. (X and Y can be any goods or services such as corn

and rice, or education and national defence.) The economy can

produce at A where it only produces good Y or point B where it only Good Y,
produces good X, or any other combination of X and Y in between
points A and B, such as points, C, D or E. Figure 1.1.2 illustrates

the concept of opportunity cost. Due to the scarcity of resources,
producing more of one good, for example X, implies that resources
must be diverted away from the production of other goods, in this
case Y. A movement from point C to point D implies that to produce
an additional 100 units of X, resources need to be reallocated from
the production of Y and thus 40 fewer units of Y will be produced.
The opportunity cost of 100 units of X is thus 40 units of Y. A Figure 1.1.2 The PPC

200} --===
160} ------d---3

100 formmmm o

e ———

300 400 500 Go‘;dX
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Note that the shape of the PPC is concave, implying that the
opportunity cost is increasing as the economy increases the
production of X. Going from point D to point E, the opportunity

cost of another 100 units of X is now 60 units of Y. This means that

to produce more of one good, an economy must sacrifice increasing
amounts of the other good. The reason for increasing opportunity costs
is that resources are not equally suited for producing different goods.
Going from points C to D and eventually to E means that the economy
concentrates more on producing X, diverting resources such as labour
from the production of Y. At first, the workers who are more suitable
for the production of X will be redeployed. Eventually, producing more
X implies using more workers who might be more suitable for the
production of Y and less productive in producing X. This means that
increasingly more resources must be used to produce additional equal
amounts of X. Consequently, increasing amounts of Y are given up to
produce additional amounts of X.

Point F lies below the PPC and thus represents a combination of goods
and services that is attainable, but the economy does not make full
use of the resources available. For instance, point D (which is on the
PPC) comes with more of both Y and X. Any point below the PPC
reflects inefficiency in the allocation of resources since the economy
is producing less than the maximum it can—the PPC represents the
productive capacity of the economy. Moving from a point below
the PPC (such as F) towards a point closer or on the PPC represents
an increase in the production of goods and services, also known
as actual (short-term) economic growth. This may occur
GoodY A when unemployed workers are given jobs producing goods
and services.

Point G lies beyond the PPC and is thus a combination of Y
and X that is unattainable with the current level of resources
and technology. Potential (long-term) economic growth,
which occurs when the amount and/or quality of resources
increases or with technological improvements, would

allow for greater production combination of the two goods.
Potential (long-term) economic growth is represented by

an outward shift of the PPC (Figure 1.1.3). Combinations of
goods that were previously unattainable, such as point G,
may now be achieved.

>
Good X
A Figure 1.1.3 Potential (long-term) growth

The circular flow of income is an economic model representing

the interaction between economic agents (governments, firms,
households, the foreign sector) in an economy. Households own the
factors of production (capital, land, labour and entrepreneurship) and
they provide these to firms. In exchange, firms offer payments and

so households receive rents (for land owners), wages (for labour/
workers), interest (for capital owners) and profits (for entrepreneurs).
The sum of these factor payments makes up national income. The
factors of production, which are provided by households, are used by
firms to produce goods and services. Households use their income to
purchase these goods and services and so household expenditure on
goods and services is received by firms.

There are two types of flows. These are:
e the real flows (factors of production, goods and services)

e monetary flows (income from factor payments, expenditure on
goods or services).



1.1 WHAT IS ECONOMICS?

This model demonstrates an important principle: the value of goods
and services (total output produced) must be equal to the income
received by households and the expenditure on goods and services.
In short: output = income = expenditure.

Not all income will be spent on goods and services within the
circular flow, some income will leave the circular flow as leakages
(withdrawals), including savings, taxes and imports (since the
payment for imported goods will be received by firms in other
countries). Similarly, some spending on domestic goods and services
may not originate from households. These are called injections and
consist of exports, government spending and investment (spending
by firms on capital goods, to produce other goods and services).

This question is adapted from the November 2021 examination paper. ..._=/
Using a production possibilities curve (PPC) diagram, explain how
the importing of new technology and capital equipment might affect
Thailand’s production possibilities (potential output). [4]
Response 1
1 a h
Lo Phe diagram illustrates an
outward shift of the PPC but there
are no labels for the axes. As this
is a 4-mark question, 2 marks are
usually awarded for the diagram
and another 2 marks for the
explanation. Since it is not fully
labelled, the diagram can only be
PPC2 . awarded 1 mark.
prca| \ /
sy ; , -~ o
The additional capital goods allow Thauand to produce moresothere o (g explanation identifies
ls an Lnerease Ln PYDdlActl:\/e capucitg. the correct change in productive
capacity (an increase) but does not
This response could have achieved 2/4 marks. fpre kel &l [ Al o Thisio i
also no reference to the diagram.
Therefore, only 1 mark can be
kawarded to the explanation. 0
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Response 2
Quantity 4
of good X
X2
Xt
Aihe diagram is fully and
correctly labelled. The arrows
clearly indicate the direction of the
shift of the PPC.
TRy RY2 uantity”
L L : of good Y ...
Ahere is an adequate The Limported capital equipment imply a greater amount
justification for the outward z ,
shift of the PPC (the increase in ofaa?"tal' 9000{5 and hence a hbghelf amount offactors "f
factors of production and access production. The access to mported technology would also Lead
to technology). There is also an S S ———— L R
adequate reference to the diagram. to greater cfﬁcwwog. The combined Lmpact D‘\C mwore faotors D‘f
~ production and technology would thew lead to an inerease in the
 maximum that Thailand can produce, which is reflected by the
outward shift of the PPC from @1@YLto @XRY2.
This response could have achieved 4/4 marks.
This question is adapted from the May 2016 examination paper. =
Using a production possibilities curve (PPC) diagram, explain the effects
of the violence in Timor-Leste on production possibilities (potential
output). [4]
gooot x A
A
Ahe diagram is fully and

correctly labelled and the direction
of the shift of the PPC is clearly
indicated by an arrow.

9000 Y



1.1 WHAT IS ECONOMICS?

The violence has resulted in death and many workers leaving Ahe response explains that
. . Sk é the potential output decreases due
the country. This has resulted Ln a reduction tn qua ntity of to a decrease in the quantity of

factors of production. Reference is

labowy; a factor of production. This Led to a fall in production also made to the diagram.

possibilities (potemtial output) which is reflected by an inward
shift of the PPC from AB to A®.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the November 2016 examination paper. = 7
il Vhe candidate is alluding

to the problem of scarcity, which

is the central theme of this essay
question. This could be better
explained. What are the resources
that are scarce? Economic theory
must be fully explained for essay
questions. Here the issue of scarcity
Economles have scarce resources and thus must decloe on what ®—{_is not well developed.

Using a production possibilities curve (PPC) diagram, explain why
choices have to be made in all economies. [10]

Response 1

v
must be produced. So there is a choice to be made. -
, , (- Vhe diagram the candidate
This can be showw on a PPC aluzgmm. has included is correctly labelled,
but it is not sufficiently explained
9000t A
(the response makes no reference
to it).
e s

Vhere is some understanding
that the choice has to be made
because economies cannot produce
all goods, but the candidate does
not adequately link this to the
- issue of scarcity, so the demands
AS we can see, an gGDMVM’g can ‘Prodlx(.oe eLtl'leV good A or good L of the question are on]y parﬁally

addressed.

» G000 B

B. When they produce more good B, they produce less good A
A paper 1 question also tests your

and hence they must make a chotee to produce more good B at use of economic terminology: The

the expense of the production of good A or more good A and choice being referred to involves an
) : opportunity cost but that term is
less 9000[ B. ot mentioned. )

This is a paper 1 style of question. Marks are awarded based on a set of
descriptors. This response meets some of the descriptors of the second mark
band (3—4) and some of the third mark band (5-6).

e The specific demands of the question are understood but partially
addressed.

e Relevanteconomic theory is mostly described rather than explained.
e Only some economic terms are included.
e Adiagram is included but not explained.

This response could have achieved 5/10 marks. Refer to Unit 5
(pages 194-195] for a full explanation of the paper 1 level descriptors.
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Ahe issue of scarcity (of
resources) is introduced and
clearly explained (with reference
to unlimited human wants and
needs). The candidate also explains
the related concept of resources

k(capital, land and labour).

Aihe paragraph explains how
the PPC diagram illustrates the
issue of scarcity. The candidate
also mentions that resources have
kalternative uses.

"

Ahe diagram is fully
explained. Making references to
the diagram helps the candidate to
establish a link between the choices
made due to scarcity and the PPC.
The concept of opportunity cost is
also introduced.

Ahis is a good summary
statement showing that the
demands of the question are fully
addressed—economies must make
choices because of scarcity, since
not all goods can be produced.

Response 2

o AllL economies face the problem of searcity, also known as the

central problem of economics. Resources are finite but individual
wants and needs are infinite. Since there is a Limited amount
of land, Labour and capital (the factors of production) which
entrepreneurs can use to produce goods and services, it follows
that not all wants and needs can be fulfilled.

The factors of production are limited but they have alternative
use. Bvery time resources are allocated to the production of one
good, they cannot be allocated to another. This can be illustrated
by a production possibilities curve (PPC) diagram below. The PPC
shows the maximum combination of two goods which can be
produced whew all resources available in the economy are fully
ewployed.

butter

I OLinS .

This economy faces the choice of producing agricultural goods
(referred to as butter) or wmilitary goods (guns). At point A,
they produce a certain amount of butter and guns. Moving
from polnt A to B, more guns are produced. However, since the
resources are scarce, to produce wmore wilitary goods, some of the
workers were transferred from farming production to factories.

~ This meant that Less agricultural goods can be produced. BB
s the amount of butter sacrificed in order to produce G, &_ . This

sacrifice is known as the opportunity cost. _
Economies face searcity and this implies that they must
choose what to produce. Bvery time they allocate more scarce
resourees to the production of one good, they forgo the
production of another good—and so the PPC is downward
sloping. Because all choices tnvolve an opportuwitg cost,
economies must decioe on which wants and weeds to fulfil.

@



1.2 HOW DO ECONOMISTS APPROACH THE WORLD?

&

This response meets all the descriptors of the top mark band (9-10).
e The specific demands of the question are understood and addressed.
e Relevant economic theory is fully explained.

e Relevant economic terms are used appropriately throughout the
response.

e Where appropriate, relevant diagrams are included and fully explained.

This response could have achieved 10/10 marks.

1.2 HOW DO ECONOMISTS APPROACH

THE WORLD?

You should be able to: This sub-unit distinguishes
between positive and normative
economics and presents a brief
v explain the evolution of economic thought in an historical context. history of economic thought.

v/ distinguish between positive and normative economics

Summary

Economic methodology uses “scientific methods” to formulate theories
(consideration of data including statistics, observation of patterns and
prediction of results). Economists distinguish between “positive” and
“normative” economics.

Positive economic statements are objective and verifiable (they can be
proven right or wrong). For instance, “actions by the central bank will
bring inflation below 2% by the end of this year” is a hypothesis that
can be verified. Positive economics uses logic to formulate hypotheses,
which are then tested against empirical evidence (information that is
acquired by observation or experimentation) before being formulated
into economic models and theories. These models and theories are open
to refutation, meaning they may be rejected or modified if they are not
supported by the empirical evidence. An important part of testing
positive economic statements is the assumption of ceteris paribus,
which means “other things equal” or “all else constant” in Latin.

In order to examine a possible relationship between two economic
variables, economists assume that no other variable changes.

Normative economic statements are opinions, points of view or value
judgments (about what ought to be, about whether something is
desirable or undesirable). For example, take the idea that taxes on high
income earners should be increased to finance goods and services for
low income individuals. If this cannot be tested so that it can be refuted
or accepted, then it is open to interpretation. Normative economics
deals with the issue of equity. Equitable means fair, it does not mean
equal. However, different people have different ideas of what is fair.
Going back to the idea of increasing taxes on high income earners to
provide more for low income individuals—many would argue that this
would create disincentives to work among low income individuals and
that it is unfair to deprive high income earners of the full rewards of
their hard work. Equity is therefore a normative concept.
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The evolution of economic thought is set out below.

18th century: Adam Smith—Ilaissez-faire

Adam Smith (1723-1790) saw individual
behaviour as self-interested. Since individuals
behave in a self-interested way, they try to do
the best for themselves and this leads to orderly
results. Smith believed that markets should be
allowed to operate with minimal government
intervention. This approach is often referred to
as the “invisible hand” or laissez-faire (French
for “let it be”) approach.

19th century: Classical economics

10

Alfred Marshall (1842-1924) introduced
diagrams to illustrate the workings of
competitive markets.

William Stanley Jevons (1835-1882) contributed
the utility theory and the concept of the
margin—what matters is not total utility
(satisfaction) but the additional utility from
consuming one more unit of the good. The
concept of the margin was later extended to
supply: marginal productivity and marginal cost.

Jean-Baptiste Say (1767-1832) claimed that
production is the source of demand, meaning
that households will purchase goods and
services as long as households are engaged in
the production of other goods and services,
which provides them with an income to finance
their expenditure.

Classical economic thought’s biggest critique
came from Karl Marx (1818-1883), who

predicted that the tension between capital

and labour would eventually bring about the
collapse of the modern economic system. His
book Das Kapital (also known as Capital) inspired
a political movement calling for social, economic
and political change.

20th century: After the Great Depression

John Maynard Keynes (1889-1946) challenged
the notion that governments should keep their
involvements in markets to a minimal role. He
advocated that it is expenditure on goods and
services that determines the level of production.
If spending is insufficient to reach full
employment, the government should intervene.

Milton Friedman (1912-2006) led the monetarist
school of thought. This mostly opposed
Keynesian ideals and championed deregulation
and a return to free markets.

21st century

There is an increasing dialogue with

other disciplines. Behavioural economists
challenge the conventional rational decision-
making approach, considering the effects of
psychological, cultural and other social factors
on economic decisions.

There is a growing awareness of the need for
sustainability due to the interdependence
between the economy and the environment.



You should know about:
v/ demand

v/ supply
v/ competitive market equilibrium
v

S X X X

the maximizing behaviour of consumers and
producers

2.1

DEMAND

You should be able to:
v/ define the terms

v’ market v’ demand

v/ explain the negative causal relationship between the price and quantity

demanded, as stated by the law of demand

MICROECONOMICS

elasticities of demand

elasticity of supply

the role of government in microeconomics
different types of market failure

the market’s ability to achieve equity.

This sub-unit introduces
the concept of competitive
markets. To analyse how
markets function, we
need to examine first the
factors that affect choices
made by consumers in

v describe the relationship between an individual consumer’s demand and the competitive markets.

market demand

v distinguish, using a diagram(s), between a change in demand and a change in

quantity demanded

v explain how changes in non-price determinants of demand may change the

demand for a good.

HL In addition to the points above, for HL you should be able to:
e explain the assumptions behind the law of demand
e the income and substitution effects

¢ the law of diminishing marginal utility.

Summary

Economists use the term market to refer to the interaction of
consumers (buyers) and producers (sellers) that determines the price
for goods and services.

The demand for a good is the quantity that consumers are willing and
able to buy at various prices per period of time, ceteris paribus.

The law of demand states that there is an inverse (negative)
relationship between the price and the quantity demanded for a good,
meaning that if the price of the good increases ceteris paribus, then the
quantity demanded for that good will decrease.

Q% Content link

Link to other sub-units

Refer to sub-unit 1.2. In order to
focus on the relationship between
the two economic variables price
and quantity demanded, we need
to assume ceteris paribus—that
no other variable (e.g. income) is
changing.

11
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HL The negative relationship between price and e The law of diminishing marginal utility—
quantity demanded is supported by the following the word “marginal” in economics means
factors. additional, while “utility” refers to the

satisfaction someone gains by consuming

a good. The law of diminishing marginal
utility states that as a person consumes
more of a good per period of time, the
(additional) utility derived diminishes with
additional units of the good consumed.

If this law holds then a consumer will be
willing to pay less to consume additional
units per period.

¢ The substitution and income effects—the
substitution effect states that if the price of
good X increases then other goods become
relatively cheaper, so consumers may
switch away from X towards other goods.
The income effect states that if the price
of good X rises then the real income (the
purchasing power) of consumers decreases,
so they typically buy less of good X.

Price per An individual consumer’s demand curve examines the willingness
unit (P] 4 and ability of one consumer to purchase a good at various prices.
The market demand curve is the sum of the quantity demanded by
all consumers in the market at each price.

The demand for a product is influenced by both the price of the good
itself and the non-price determinants of demand.

A change in the price of a good, ceteris paribus, leads to a change in
p quantity demanded. This change is represented by a movement along

3000 5000 Quantty  the demand curve. Figure 2.1.1 shows that the increase in the price of
perperiod  the good from $10 to $20 led to a decrease in quantity demanded from
© 5000 to 3000 units per period.

A Figure 2.1.1 The demand curve A change in a non-price determinant of demand leads to a shift of the

demand curve—at each price, more or less quantity is demanded per
period. The main non-price determinants of demand (“shift” factors)
are listed below.

e Number of consumers—a change in the number of consumers for
a good would lead to a shift of the market demand for the good.
For example, when the number of residents in a town increases,
it typically increases the demand for utilities such as water. The
quantity demanded for water per period increases at each price.
This is illustrated by a shift of the demand curve to the right from
DO to D1 on Figure 2.1.2. If, on the other hand, people are moving
out of the town then the market demand for water will decrease
(a shift to the left from DO to D2 on Figure 2.1.2).

Price per
unit (P)4

* Income—as income increases, the demand for most goods will rise.
Such goods are called normal goods. For some goods, known as
inferior goods, an increase in income will lead to a decrease in
demand. Inferior goods are usually goods of poor quality for which
there are better quality substitutes.

> Quantityper o The price of related goods—substitutes and complements—affects
period (0) demand.
A Figure 2.1.2 Shifts of the N

Substitutes are goods that satisfy similar wants or needs (e.g.
demand curve

Nike running shoes and Adidas running shoes, Pepsi and
Coke). The increase in the price of one good will lead to an
increase in the demand for a substitute.

¢ Two goods are considered complements if they are
consumed together (e.g. coffee and milk). The increase in

12



the price of a good may lead to a decrease in the demand for
its complements.

* Changes in tastes and preferences affect the willingness of
consumers to purchase a good. The release of the 2003 animation
movie Finding Nemo made clownfish popular aquarium pets, and
this led to an increase in the demand for clownfish at pet stores.

e Future price expectations—if consumers expect the price of a
good to increase in price, they are likely to buy more of it now
and this will increase the demand for the good. Similarly, if
they expect the price to decrease soon, they will probably delay
purchases and the demand will decrease.

QUESTION PRACTICE

This question is adapted from the May 2018 examination paper.

N

A demand curve is drawn under the assumption of ceteris paribus. Using
an example, outline why the assumption of ceteris paribus is necessary
when analysing the effect of a change in price on the quantity

demanded of a product. [2]

SAMPLE STUDENT ANSWER

Response 1

(t is necessary because “ceteris paribus” means “all other things o

remaining constant”.

This response could have achieved 1/2 marks.

Response 2

There are many variables which could affect a consumer’s decision to

2.1 DEMAND

VPhe candidate
understands the
meaning of ceteris
paribus but does
not explain why the
assumption is necessary
in this case—that is, to
isolate the impact of
the change in price on
quantity demanded
from other variables
that could also affect

purchase a product besides the price. For example, Lf the price of coffee
increases, we expect quantity demanded for coffee to decrease but if, at
the same time, there are reports that researchers discovered that drinking
coffee daily prevents heart failure thew quantity demanded might not @
decrease despite the higher price. To isolate the impact of the change in
the price of the good itself on quantity demanded, we need to assume
“ceteris paribus”, which means “other things equal’. So that everything
else that could have affected quantity demanded has remained the same
and the change in gquantity demanded is purely attributed to a change

n price.

Lquamtity demanded.

’
Ahis response clearly

explains that a change
in any of the non-price
determinants, such as

a change in taste and
preferences, may distort
the effect of the change
in price, meaning that
the impact of the change
in price alone cannot be
determined if we do not
assume that everything

This response could have achieved 2/2 marks.

Lelse remains the same.

13
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QUESTION PRACTICE

This question is adapted from the November 2021 examination paper. ==

A The candidate identifies
income as a non-price determinant

£
of demand. Distinguish between the effect of an increase in income and an increase
in the price of a good on the demand for the good. [10]

The demand for a good refers to the quantities of a good that consumers are willing and able to
purchase at various prices, ceteris paribus. There are two main causes for a change in the gquantity
that conswmers may demano—a change in the price of the good itself and a change in a non-price
determinant of demand, such as the consumer’s income.

e following diagram depicts a demand curve (), which is a graphical representation of the
demand for a good. The demand curve is downward sloping due to the Law of demand, which states
that there is an Lnverse relationship between the price and the quantity demanded for the good,
ceteris paribus. For example, an increase b the price of the good from $2 to $10 Led to a fall in

quantity demanded from 20 to 15. An Lnerease in the price (3)

price of a good Leadls to a movement along the demand

curve from polnt A to point B where we have a higher price I
but Lower quantity demanded. As we move along the |

demand curve, we assume ceteris paribus or “everything | —
else is constant” so the only variable affecting quantity

> QUOaNLLLL

demanded is the price of the good.

. Y-8 On the other hand, an tnerease in Lincome is a change in a now-
Relevant theory is

explained—the law

of demand. Relevant
terms such as “quantity
demanded” and “ceteris
paribus” are used
appropriately throughout
the paragraph. The
diagram is used effectively
to illustrate the impact of a
k(:hange in price.

price determinant of demand. As income increases, the consumers’
willingness and ability to purchase goods and services change

as well. For most goods, also known as normal goods, an tncrease
in bincome would Lead to an increase in the demand for the good

as conswmers have a greater purchasing power. This is reflected by
the shift of the demand curve from Do to DL on the next diagram.

7/ Assuming once again ceteris paribus, the increase in tincome

N\ bmplies at the same price g, the consumer Ls willing and able to
Ahe rest of the relevant  |~® P P O‘f-‘H; "9

theory is explained. The
candidate continues to
make effective use of
diagrams to illustrate the
response. As the candidate
has now explained both
the impact of an increase
in price and an increase in
income, the requirements
of the question have been
met. While examples are
not required for part (a),
the hypothetical example
provided helps illustrate
the concept of inferior
goods.

. J
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consume more so quantity demanded has increased from 20 to 25.
We can see that the inerease n bncome, a non-price determinant

of demand has Led to a rightward shift of the demand curve—the
quantity demanded has increased at every price point. It is possible
that the increase in lincome may lead to a decrease in demand for
what economists call inferior goods. For example, whew consumers
get higher income, they buy Less of unbranded running shoes and
more of branded rnuaning shoes such as Adidas and Nike shoes.



2.2 SUPPLY

Therefore, a change in price leads to a movement along the demand
curve as only the gquantity demanded changes while a change in
income leads to a shift of the demand curve where the quantity
demanded at every price point has changed.

Price (£)4

Ahe candidate provides
a brief summary of the
response.

DL

L » QUANELE Y

This response met all the descriptors of the top mark band (9-10).

e The specific demands of the question were understood and addressed.
e Relevant economic theory was fully explained.
e Relevant economic terms were used appropriately throughout the response.

e Where appropriate, relevant diagrams were included and fully explained.

This response could have achieved 10/10 marks.

Referto Unit 5 (pages 194—195] for a full explanation of the paper 1 level descriptors.

You should be able to: This sub-unit examines the
factors that affect the choices

v/ define the terms - .
made by producers (firms) in
v supply v subsidies competitive markets.
v indirect taxes

v/ explain the positive causal relationship between the price and quantity supplied, as stated by the law
of supply

v describe the relationship between an individual producer’s supply and the market supply
v distinguish between a change in supply and a change in quantity supplied

v/ explain how changes in non-price determinants of supply may change the supply of a good.

15
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HL In addition to the points above, for HL you should be able to:

e explain the assumptions behind the law of supply

e the law of diminishing marginal returns

* increasing marginal costs.

Summary

The supply of a good is the quantity that producers (firms) are willing

Q% Content link
Link to other sub-units

Refer to sub-unit 1.2 In order to focus
on the relationship between the two
economic variables price and quantity
supplied, we need to assume ceteris
paribus—that no other variable (e.g. a
tax or subsidy] is changing.

and able to offer at various prices per period of time, ceteris paribus.

The law of supply states that there is a direct (positive) relationship
between the price and the quantity supplied for a good, meaning that
if the price of the good increases ceteris paribus, then the quantity

supplied for that good will also increase per period.

HL Producers (firms) are assumed to be profit-
maximizers, implying that they would produce
more if the additional quantity produced can

be sold at a price high enough to at least cover

the cost of producing the additional units of the
good. Firms have fixed capacity in the short run,
so producing increasing quantities of a good per
period may become more difficult and thus costly.
This is the result of two factors.

e The law of diminishing marginal returns—in
the short run, firms are unable to access more
or all factors of production. Some will be easily
varied (variable factors) and some may not be
changed (fixed factors). Consider a bakery as a
firm producing breads and pastries. The bakery
may easily increase production of breads and
pastries by procuring more flour, sugar and
eggs and might easily find new workers to
increase production—those factor inputs and
the workers are the variable factors. The bakery
would not be able to get more kitchen space
and additional machines at short notice, so the
capital equipment is the fixed factor.

In the short run, firms may only produce more

An individual firm’s supply curve examines the
willingness and ability of one firm to offer a good at
various prices. The market supply curve is the sum
of the quantity supplied by all firms in the market at
each price.

The supply of a product is influenced by both
the price of the good itself and the non-price
determinants of supply.

A change in the price of a good, ceteris paribus,
leads to a change in quantity supplied. This
change is represented by a movement along the
supply curve. Figure 2.2.1 shows that the increase
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goods per period by adding more of the variable
factors to the fixed factors—the baker may

hire more workers and get more supplies of
sugar, flour and eggs (the variable factors) but
the workers will need to produce breads and
pastries in the same kitchen space and share the
existing equipment (the fixed factors). The law
of diminishing marginal returns states that as more
and more units of a variable factor are used with a
fixed factor, there is a point beyond which the total
quantity produced will continue to rise, but at a
decreasing rate. In short, the additional variable
factors (newly hired workers) contribute less to
the production of goods (breads and pastries).

¢ Increasing marginal costs—marginal cost is
the cost of producing an additional unit of the
good. If an additional unit of variable factors
leads to fewer and fewer additional units of the
good being produced (as it was the case in our
previous example of a bakery), then a greater
number of those variable factors will be needed
to produce equal additional numbers of the good.
It follows that the marginal cost will increase
and thus firms will only be willing and able to
produce a higher quantity at a higher price.

in the price of the good from $20 to $40 led to an
increase in quantity supplied from 3000 to 5000 units
per period.

A change in a non-price determinant of supply
leads to a shift of the supply curve—at each price,
more or less quantity is supplied per period. A
decrease (fall) in supply is reflected by a leftward
shift of the supply curve as illustrated on Figures
2.2.2 and 2.2.3. This may be interpreted as producers
offering a lower quantity for the same price (Figure
2.2.2) or producers offering the same amount per
period at a higher price (Figure 2.2.3).



Price perunit 4

in$ (P)

20

3000 5000 period (0)
A Figure 2.2.1 The supply curve
Price 4 52
S1
P1 / /
A
02 o1 » Quantity
Price 4
P2 52
S1
P1
-
» Quantit
o1 uantity

A Figures 2.2.2 and 2.2.3 Decrease (leftward shift) of the
supply curve

These are the main non-price determinants of
supply (“shift” factors).

e Number of firms—if the number of firms in the
market increases, this will lead to an increase in
the market supply for the good.

® Changes in prices of factors of production
(FOPs)—increases in wages, the prices of raw
materials and other FOPs will result in a higher
unit cost of production. Firms will thus offer

» Quantity per

2.2 SUPPLY

the same quantity of a good at higher prices (as
shown on Figure 2.2.3).

Prices of related goods

¢ Goods in joint supply are goods that are
produced together. For instance, cattle
farms may produce both beef and leather.
If the price of beef increases, there is higher
incentive for farmers to increase their beef
production (a movement along the supply
of beef). As more cows are slaughtered to
meet the increase in beef production, more
of their skins can be used to produce leather
and there is therefore an increase in the
supply of leather.

* Goods in competitive supply are goods
that are produced using the same resources
(e.g. potato chips and frozen fries). If the
price of potato chips increases, firms may
allocate more resources to the production of
potato chips (a movement along the supply
of potato chips) and as such, those resources
can no longer be used to produce frozen
fries. The supply of frozen fries will decrease.

Indirect taxes and subsidies

e Indirect taxes are a government levy
on expenditure. They increase the cost
of production of a good or service and
this leads to a decrease in supply as
producers offer the same quantities per
period at higher prices (as shown on
Figure 2.2.3).

* Subsidies are financial aid per unit
produced given to firms by the government.
Subsidies help absorb parts of the firms’ cost
of production and so they increase supply.

Future price expectations—if the price of

a good is expected to increase, producers

may temporarily withhold production and
accumulate stocks. They would only release
stocks once the price has increased. The supply
of the good would therefore decrease in
anticipation of the higher market price.

Technological improvements lead to increases
in efficiency and hence an increase in supply
since a higher quantity will be produced per
period with the same amount of FOPs.
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QUESTION PRACTICE

This question is adapted from the May 2019 examination paper.

A

Outline the reason why the quantity supplied increases as the price
rises. [2]

SAMPLE STUDENT ANSWER

Response 1

f N
Yhe law of supply states that —® Because of the law of supply.

the quantity supplied will increase

when the price rises but it does not

in itself provide a reason for the

direct relationship between price
Land quantity supplied.

This response could have achieved 1/2 marks.

Response 2

N . , . .
Ahis response identifies the e Since marginal costs of producing goods rise due to the furms
increasing marginal costs as the
justification for firms requiring

a higher price to produce more willing to offer more units per period at a higher price.
&(increase quantity supplied).

facing diminishing marginal returns, producers will only be

This response could have achieved 2/2 marks.

QUESTION PRACTICE

This question is adapted from the May 2018 examination paper.

A

Two products are in competitive supply. Using an example, outline
how the supply for one of them is likely to be affected by an
increase in the price of the other. [2]

SAMPLE STUDENT ANSWER

A valid example is given, Wheat and corn are two goods in competitive supply since they
showing that the candidate 7
understands that both goods are both can be produced with the same resources such as land,

produced using the same resources. tractors, workers.

A farmer with a fixed plot of land and a fixed nuwmber of
workers and tractors may allocate those resources between

the productions of wheat and corn. An nerease in the price of
wheat will cause an increase in the quantity supplied of wheat
as the farmer is tncentivized to produce more wheat due to the

possibility of higher profits. To produce more wheat, wmore of the
Ahe candidate has clearly
explained how the reduced amount

of resources for corn would lead to those resourees are no longer available to produce corn, the supply
a fall in the supply of corn.

farmer’s resources ave allocated to the production of wheat. Since

of corn decreases. The farmer is thus less willing and able to
prodluce corn at the current price of corn.

This response could have achieved 2/2 marks.
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2.3 COMPETITIVE MARKET EQUILIBRIUM

2.3 COMPETITIVE MARKET EQUILIBRIUM

You should be able to: This sub-unit outlines the role of
competitive markets in allocating
scarce resources.

v/ define the terms

v excess demand (shortage) v/ producer surplus
v excess supply (surplus) v social (community) surplus
v/ market equilibrium v allocative efficiency

v/ consumer surplus

v/ explain, using diagrams, how demand and supply interact to produce
a market equilibrium

v/ explain, using diagrams, how changes in the determinants of demand
and/or supply result in a new market equilibrium

v/ explain, using diagrams, that price serves a signalling function and an
incentive function, which result in a reallocation of resources

v/ explain that the best allocation of resources from society’s point
of view is at the competitive market equilibrium, where social
(community) surplus is maximized (where marginal benefit =
marginal cost).

HL In addition to the points above, for HL you should be able to:

¢ calculate the consumer surplus and producer surplus from a diagram.

Summary Price per
unit (P)
The price of a good and the quantity transacted are E
. X ; xcess supply s
determined by the interaction between consumers -

(demand) and producers (supply) in a competitive
market. The market equilibrium is determined where SN /
the demand curve intersects the supply curve (where E
quantity demanded equals quantity supplied) and
there is no tendency for the price to change (PeQe on A
Figure 2.3.1). '

.

P1 5

.

Consider the demand and supply diagram on Figure Excesd demand .

2.3.1. If the price of the good is below the market
(equilibrium) price, for example P1, then the quantity ~
demanded for the good (Q2) will exceed the quantity 01 Qe 02 Quantity
supplied of the good (Q1) at that price, leading to per period (0]
excess demand (shortage), Q1Q2. The excess demand
puts pressure on the price to rise, resulting in a greater
quantity supplied and lower quantity demanded (as stated by the laws of
supply and demand) until the market reaches the equilibrium, E.

A Figure 2.3.1 Market equilibrium

If the price of the good is above the market (equilibrium) price, for
example P2, then the quantity supplied for the good (Q2) will exceed the
quantity demanded of the good (Q1) at that price, leading to excess supply
(surplus), Q1Q2. As a result of the excess supply, there is pressure on the
price to decrease, resulting in a decrease in quantity supplied and increase
in quantity demanded until the market clears at the equilibrium, E.
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(:,3 C R As prices are determined by the intersection of demand and supply in
ontent link s S .
. . a competitive market, changes in prices are due to changes in demand
Link to other sub-units and/or changes in supply.
Refer to: Consider the market diagram Figure 2.3.2, where the initial equilibrium
* sub-unit 2.1 for more on price and quantity are Pe and Qe respectively. Assuming that the
the changes in non-price good traded is a normal good, an increase in income (a non-price
determinants of demand determinant of demand) would lead to a shift of the demand curve
e sub-unit 2.2 for more on to the right, D1 to D2. There will be an excess demand at the previous
the changes in non-price equilibrium price, Pe. This will cause the price to rise to Pe” and
determinants of supply. quantity to increase from Qe to Qe’. A new equilibrium is attained at E2

with a higher equilibrium price, Pe” and a higher equilibrium quantity,
Qe’. Similarly, a decrease in demand would create an excess supply,
which would lead to fall in equilibrium price and equilibrium quantity.

An increase in supply would also lead to changes to
equilibrium price and equilibrium quantity. If, for
\ s1 instance, the cost of a factor of production (a non-
E price determinant of supply) decreases, supply will
A increase—as reflected as the shift of the supply curve
EL/ Y \\\ to the right from S1 to S2 on Figure 2.3.3. There is
Pe N Excbss demand an excess supply at Pe and this will cause the price
\ D2 to fall. As the price falls, the quantity demanded
\ increases and quantity supplied decreases until
D1 both are equal at Qe’. The equilibrium is once again
restored at E2 with a lower equilibrium price, Pe’
0e e’ Ouar‘fmg and a higher equilibrium quantity, Qe’. Similarly, a
per period (0) decrease in supply would lead to excess demand,
resulting in an increase in equilibrium price and
decrease in equilibrium quantity.

Price per unit (P)
b

Pe'

A Figure 2.3.2 Increase in demand

Price per unit (P) You learned in sub-unit 1.1 that scarcity forces
$1 societies to make choices in allocating resources.
In competitive markets, those choices are made
by consumers and producers. The interaction
E1_~" Excess supply between consumers and producers determines
N / the quantity of goods and services produced and
W% hence the resources allocated to the production
e’ of those goods and services. Changes in demand
D1 and/or supply result in changes in resource
e allocation. Changes in price provide signals
‘ > and incentives to consumers and producers.
oe O Ouantityperperiod (0)  As signals, prices communicate information to
A Figure 2.3.3 Increase in supply consumers and producers. For example, a higher
price may be a signal to consumers that they can
afford less of the good, to the firms that the good
is in greater demand. As incentives, higher prices motivate consumers
and producers to respond to the information. For example, firms
allocate more resources to the production of the good attracted by
higher profits, consumers respond by looking for cheaper substitutes.

S2
—_—

Pe

Pe'

In any market, there are consumers who are willing to pay more than
the market price. The consumer surplus is the additional benefit or
utility received by consumers by paying a price that is lower than the
highest price they are willing to pay. Similarly, there are producers
who are willing to provide the good at a lower price than the market
price. The producer surplus is the additional benefit received

by producers by receiving a price that is higher than the lowest
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2.3 COMPETITIVE MARKET EQUILIBRIUM

price they are willing to receive. The consumer Price per unit (P)
surplus and producer surplus measure the
welfare of consumers and producers respectively.
The sum of consumer and producer surpluses
represents society’s welfare, also known as social

(community) surplus. consumer

surplus
Competitive markets are said to be allocatively producer
efficient as they achieve the best allocation surplus
of resources for society. Allocative efficiency

takes place when social (community) surplus is
maximized. Since consumers are willing to pay
according to how much utility (benefit) they derive
from consuming the good, the demand curve shows
the benefit derived from consuming one more unit
of the good, which is the marginal benefit (MB).

The supply curve is also the marginal cost (MC)
(the cost of producing one more unit of the good since firms are only
willing to offer more units of a good if the price covers the cost of
producing those additional units). When MB > MC, the production and
consumption of additional units of the good bring more benefits than
costs. When MB = MC, allocative efficiency is achieved.

D=MB

Oof-—-———mmmmeee - Xm

Quantity per period (0)

A Figure 2.3.4 Consumer, producer and society
(community) surpluses

QUESTION PRACTICE

. Lo . T ’ ~
This question is adapted from the November 2017 examination paper. = Zhe candidate identifies
Using a demand and supply diagram, explain how the market for coffee fthe correct Change in supply (an
in Papua New Guinea could be affected by improved irrigation. [4] merease) and price (a decrease).
/ ( Wo reason is given for the
Response 1 increase in supply. The change in

_K market quantity is not indicated.

P , , For questions about the impacts of
The supply will Lnerease and this would Lead to a Lower price, as a market, you need to comment on

shown on my diagram. changes in price and in quantity.
: The candidate cannot make effective

references to the diagram because
+1 Lit lacks labels.

Vhe supply curves have
identical labels and there is no
arrow to indicate the direction. The
@—| candidate has also not projected the
prices and quantities along the axes
and “$” is not a valid label for the
vertical axis of a demand and supply
diagram. No mark can be awarded
kfor this diagram.

This response could have achieved 1/4 marks.
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Ahis diagram is fully and 1
correctly labelled. The labels for
both axes are correct. The direction
of the shift in supply and changes
in price and quantity are clearly
indicated with arrows.
. /
-

Aihe response provides an
adequate reason for the increase
in supply. The candidate also
identifies the decrease in price and
increase in quantity, with effective
k1'eferences to the diagram.

Response 2
Price
s
S
<
_—
PE
—8 l
= : /‘
D
> Quantity
R—>Q

tmproved Lirigation systems would represent a “technological
bmprovement” for farmers. tt would make their Land wore fertile,
® and this would increase the supply of coffee. This increase

Ahe diagram illustrates the
correct shift in demand. There are
no arrows to illustrate the changes
in price and quantity, as was the
case in the previous response,
but the labels (P1, P2, Q1 and Q2)
Lclearly indicate the changes.

in supply would Lead to a Lower market price (P7) and higher
market quantity ().

This response could have achieved 4/4 marks.

QUESTION PRACTICE

Using a demand and supply diagram, explain how an increase in
population size would affect the market for rice in Thailand.

N

(4]

J
Wnfortunately, the supply
curve is not labelled. The diagram
can only be awarded 1 mark.
o J
. . )
Aihe explanation provides
a valid reason for the increase in
demand. The changes in price and
quantity are correctly identified,
with reference to the diagram. y

22

Price
b
—i .
\
P2 :
PL
D2
-9
D1
TR > Quantity
As the number of consumers is a non-price determinant of
—® demand, we should expect an increase in the demand for rice
in Thatland should the population increase. This would Lead
to a higher price (P2 instead of P1) and a greater quantity

demanded and supplied (@2 instead of c1).

This response could have achieved 3/4 marks.
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Test yourself

Demand and supply diagrams, also known as market diagrams, are used to explain real-world price changes. In the
past two practice questions, we have examined impacts of changes in either demand or supply on markets. When
either demand or supply changes, the impact on both price and quantity is certain. If the demand increases, we know
the equilibrium price and quantity will both increase. If the supply decreases, the equilibrium price will increase, and
the equilibrium quantity will fall (as shown on Figures 2.3.2 and 2.3.3). However, you may come across news articles
describing a situation where both demand and supply change at the same time. In early 2020, an outbreak of swine
flu (a disease affecting pigs] led to a significant drop in the supply of pork in China. At the same time, the upcoming
lunar new year celebrations caused an increase in demand for pork, which is used in many traditional dishes during
the festivities. We know that a decrease in supply and an increase in demand both put upward pressures on price
but have different impacts on quantity. The overall impact on quantity will depend on the magnitude of the shifts of
demand and supply. When both demand and supply shift, the impact on either price or quantity will be uncertain.
Test yourself by drawing diagrams with both curves shifting to identify all possible outcomes—be sure to check that
all labels, curves and intercepts along the axes are appropriately labelled. Be mindful that your selected internal
assessment article may depict changes in both demand and supply so make sure to aptly reflect the magnitude of
both shifts to illustrate the changes in price and quantity described in the article.

Equilibrium price Equilibrium quantity
| A Demand (demand curve shifts right) () i
I J Demand (demand curve shifts left) J J
I A Supply (supply curve shifts right) J A
| J Supply (supply curve shifts left) 0 N2
| 4 Demand and 4 Supply uncertain 0
| J Demand and |, Supply _ .uncertain LD
|_ A Demand and {, Supply 0 uncertain
I J Demand and 4 Supply ¥ uncertain

QUESTION PRACTICE

This question is adapted from the November 2018 examination paper.

A

The following figure illustrates the market for cotton in the country of
San Marcus. Quantity is in thousands of kilograms (kg).
A

20

18 efhahd (D Supply [S)

16

14 =

12

10

Price ($ kg)

0 20 40 60 80 100 120 140
Quantity per period (thousands of kg)

(i) Define the term consumer surplus. [2]
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-
Yhe consumer surplus is not

the entire benefit or utility derived
from consuming the good (it is not
the entire area below the demand
Lcurve).

p
Ahis is an adequate definition.

Unlike the previous response, this
one clearly identifies the consumer
surplus as the difference between
the price consumers are willing

to pay and the price they end up
kpaying (the market price).

\

SAMPLE STUDENT ANSWER

Response 1

The consumer surplus is the benefit that consumers receive
—®  from consuming a good.

This response could have achieved 1/2 marks.

Response 2

The consumer surplus is the additional benefit received by
consumers by paying a price that is lower than they are
~®  willing to pay.

J
This response could have achieved 2/2 marks.
(Question adapted from the November 2018 examination paper
continued.)
(i) Calculate the social (community) surplus in the market for cotton in
San Marcus. [2]
Response 1
Consumer surplus:
10 X 50
T = 250
2
Ahe candidate understands Producer SuY‘PLM.S:
that the social (community) surplus
is the sum of consumer and -9 ©&X50
. —— =150
producer surpluses. Workings are
provided. The unit for the social ,
(community) surplus is also Soctal surplus: 250 + 150 = $+00
hcorrect (%9). : )
Whfortunately, the candidate This response could have achieved 1/2 marks.
did not interpret the quantities Response 2
correctly. Quantities are in
thousands of kilograms so the
answer should be $400,000.
o 7 16% 50000
Ahis candidate has chosen g
a different approach and has PS
calculated directly the area of the =4400 000
combined consumer and producer
surpluses. This approach is valid
as it reflects an understanding of This response could have achieved 2/2 marks.
the concept. Workings are provided
Lancl the unit is correct ($). n
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2.4 CRITIQUE OF THE MAXIMIZINGBEHAVIOUR OF CONSUMERS AND PRODUCERS

Q’b Content link

Link to your IA

Your article may describe changes in the price of one or more products.
Make sure to identify the reason(s) for the change (the correct non-price
determinant of demand and/or supply). If both demand and supply factors
are responsible for the change in market forces, try to identify the more
significant factor. For example, your article may mention a significant
increase in wages (increase in the cost of resources) and a slight

increase in population. In such a case, your diagram and analysis should
acknowledge the varying magnitude in changes in demand and supply.
This would make your analysis more effective, helping you achieve a higher
mark on criterion C: Application and analysis.

| Concept link

e Change—your article may describe how a change in a non-price
determinant of demand or supply (technology, taste and preference,
the weather, for instance) might have significantimpacts on
stakeholders. For example, a news story on better use of fertilizers for
wheat production and the resulting changes in income of farmers and
nutritional status of the population could allow for a rich discussion on
the impact on society of a change in production.

e Choice—changes in price force consumers and producers to alter their
choices. Look out for indications that producers have switched to the
production of other products and/or consumers have had to change
their consumption patterns.

2.4 CRITIQUE OF THE MAXIMIZING

BEHAVIOUR OF CONSUMERS AND
PRODUCERS

You should be able to: HL This sub-unit provides

v/ define the terms an overview of behavioural
economics that challenges
rational choice theory.

v/ imperfect information v/ consumer nudges
v choice architecture

v evaluate the assumptions of consumer rationality, utility
maximization and perfect information

v discuss the limitations of the assumptions of rational consumer
choice established in behavioural economics

v discuss the significance of organizing the context in which
consumers make decisions (choice architecture) to improve the
choices they make

v evaluate the effectiveness of nudges in altering consumer choices

v/ compare and contrast the business objective of profit maximization
and alternative goals of businesses, including corporate social
responsibility, market share, growth maximization and satisficing.
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Summary

a high-paying job. However, the average
wage for such a job may be $12 or more.

HL Most mainstream economic assumptions
and theories are based on rational choice theory.
The assumptions underlying rational choice R

theory are as follows.

Consumer rationality— consumers make
purchasing decisions based on the following
assumptions.

e Completeness—consumers make choices that
can be made with certainty. When presented
with two baskets of goods, A and B, it is
assumed that consumers can state whether
they prefer basket A to basket B, basket B
to basket A or whether they are indifferent
when choosing between the two baskets.

e Transitivity—if basket A of goods and
services is preferred to basket B and basket
B preferred to basket C, then basket A must
be preferred to basket C (consumers make
consistent choice decisions).

* Non-satiation—more of a good is always
better.

Utility maximization—consumers choose
baskets of goods and services that maximize
their utility (benefit) within their budget
(income).

Perfect information— consumers have all the
information they need about their alternatives.

According to behavioural economists, rational
choice theory faces some limitations.

26

Consumer decisions are subject to biases and
these lead to choices that may not be optimal.

* Rules of thumb are decision-making
shortcuts that help people make a quick
and simplified choice, which may be
satisfactory but not optimal. For example,
a common health recommendation is to
consume 2% cups of vegetables and 2 cups
of fruit daily. However, consumers may
have differing understanding of what a
cup of fruit and/or vegetables entails.
Also, not all fruits and vegetables have the
same nutritional value.

® Anchoring occurs when consumers rely
on pre-existing but irrelevant or obsolete
information, or the first information they
come across, in the decision-making
process. For example, if your classmate
gets a job paying $10 an hour and you
subsequently get offered $12 an hour for
a similar job, you may think you landed

Framing bias occurs when consumer
choices are influenced by how options are
presented. A yoghurt brand with a “99% fat
free” label may seem more appealing than
one with a “1% fat” label although both
contain the same amount of fat.

e Availability bias occurs when consumer
decisions are influenced by recent,
significant or convenient information.
Smokers may continue buying cigarettes at
the risk of developing lung cancer because
they know of an elderly person who is a
long-time smoker and whose health does
not seem to have been affected by this.

Bounded rationality is the idea that
individuals satisfice (a combination of satisfy
and suffice) rather than maximize their utility
(benefit). Consumers do not have ready access
to information, they face time constraints in
obtaining information and they do not have
an unlimited capacity to process information
(the complexity of some products makes choice
difficult—for example, few people understand
the full range of investment products available
to them). Consumers may thus be rational but
within limits.

According to rational choice theory, consumers
maximize utility (benefit) by consuming a good
as long as the price of the good exceeds the
marginal benefit they derive from consuming
an additional unit of that good—rational
consumers stop consuming when P = MB. In
reality, consumers have bounded self-control
and often do not stop consuming even when

it is sensible to stop (they consume even
though the price of the good is greater than the
marginal benefit they gain from consumption).
Examples are over-eating and excessive
drinking. They often make decisions that they
come to regret later.

Rational choice theory assumes that individuals
act in their best self-interest to maximize the
satisfaction they expect to receive from their
economic decisions. Behavioural economists
have proposed that utility maximization

may be limited by bounded selfishness—
individuals are selfish only within limits.

For example, consumers may continue to
purchase goods from a neighbourhood shop
out of friendship or loyalty even if the good is
cheaper if purchased online.



2.4 CRITIQUE OF THE MAXIMIZINGBEHAVIOUR OF CONSUMERS AND PRODUCERS

e Rational consumer choice theory is based on the
assumption of perfect information. In practice,
consumers do not have all the information
about prices and available products. Markets
are subject to imperfect information as
stakeholders cannot have at their disposal all the
necessary information to make decisions.

Choice architecture suggests that the decisions
we make are affected by the layout, sequencing
and range of choices that are available. Choice
architects are individuals or organizations that
arrange the context in which choices are made,
with the intention to alter those choices to achieve
socially desirable outcomes. Three main methods
are available to choice architects.

e Default choice is a choice made by default (the
option that results when one does nothing).
Individuals tend to follow the default choice—
even if that is not their preferred choice.

For example, in some countries everyone is
registered as an organ donor. To opt out of
the scheme, a person needs to start an official
procedure. This default choice has helped
address the lack of organ donors.

* Restricted choice—too many choices can
result in bad decisions due to imperfect
information, so options can be restricted to
encourage people to make choices resulting in
a better outcome. For example, all Singaporean
residents must contribute to a compulsory
savings scheme, where a portion of an
individual’s monthly salary is set aside for
retirement. Singapore residents have the option
to see their retirement funds grow at a risk-free
interest rate or invest their savings in financial
products with the hope of greater disbursement
upon retirement. However, to mitigate the
risk of excessive losses, the choice of financial
products is restricted.

* Mandated choice is a choice between
alternatives that is made mandatory
(compulsory). Individuals are still free to
choose which option they like, but what is
mandatory is for the person to make a choice.
In the US state of Illinois, in order to get a
driver’s license renewed, it is mandatory to
answer a question on whether one wishes to be
registered as an organ donor.

 QUESTION PRACTICE

Define the term consumer nudges.

Behavioural economists also propose the use of
nudges to help individuals make better choices.
Consumer nudges are positive reinforcement
and indirect suggestions used to influence the
behaviour and decision-making of consumers.
Nudges do not restrict consumer choices and do
not offer a financial incentive. As such, they are
an inexpensive tool to achieve socially desirable
outcomes. To attend to the growing incidence of
obesity, the New York City authorities have made
it compulsory for restaurants to display calorie
information on their menus. The information
nudges consumers to opt for meals with a lower
calorie count.

Standard economic theory assumes that rational
businesses are driven by self-interest and seek to
maximize profits (there is more on this in sub-unit
2.11). However, firms may have other objectives.

e Corporate social responsibility—the self-
interest behaviour of firms that comes with the
pursuit of profit maximization often leads to
negative consequences for society. Examples
are pollution, unsustainable use of resources
and use of child labour. Corporate social
responsibility is a business objective in which
companies make a commitment to ethical
and environmentally responsible production
methods, even if there are more cost-effective
ways to produce.

e Market share refers to the percentage of total
sales in a market that is earned by a single firm.
Seeking a greater market may increase a firm'’s
market power and long-term profits (there is
more on this in sub-unit 2.11).

Growth maximization—businesses may wish
to grow the size of their firm to enjoy more
economies of scale. Firms may also wish to
diversify into other products to reduce their
dependence on a narrow range of goods. Firms
often seek greater market share or growth by
cutting price to increase sales, which leads to
lower profits in the short term.

e Satisficing—given the informational
constraints faced, businesses may not try to
maximize profits or sales but instead seek a
satisfactory level of profits.

(2]

N
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SAMPLE STUDENT ANSWER

Response 1

Vhis definition is vague. It ; , , :
could also apply to many economic It Ls an tncentive ‘fDY consumers to behave dufferethg, n
policies (e.g. taxes, subsidies). For
example, a higher tax on cigarettes
is an incentive for consumers to
reduce consumption of cigarettes.

a better wa Y-

This response could have achieved 1/2 marks.

Response 2

( Aihis is a precise definition. )" t is a positive reinforcement which leads consumers to make
better decisions without restricting their chotee.

This response could have achieved 2/2 marks.

QUESTION PRACTICE

Explain the methods by which choice architecture may impact ==
consumer choice. [10] ”

SAMPLE STUDENT ANSWER

Ahe candidate introduces the Consumers make choices such as what goods to purchase given

concept of “choice” then identifies their budget constraints. Those choices may be influenced
the main methods used by choice s & L
architects. through choice architecture, which we may define as the

structuring or presentation of choices in a cevtain form or
manner to influence consumer choices. The three main methods
available to cholce architects are “Default cholce”, “Restricten
chotee” and “Mandated choice”.

-\ - g
&he candidate explains Default choice may change or influence market outcomes as
how default choice may impact ~® consumers ave often predisposed to opt for the “easy option” (the

consumer behaviour. The choice i = B Z
affected is clearly identified. pre-determined choice made for thewm by the choice architect),

While real-world examples are
not required for 10-mark essay

questions, they may be used to know there are other options available to them. An example of
killus’cra’ce answers.

believe that the “default” option is the best one, or may not even

J default chotce i action is fast food chain KFC supporting
Singapore’s No Straw Initiative. The initiative tries to affect
conswmption of disposable plastic straws, which have caused
damage to marine Life. Lnder the initiative, consumers are
neither given nor offered a plastic straw for their beverages at
check out. Lnless consumers make a regquest for one, no straw
is the default choice for all KFC consumers.

Cholce architecture in the form of a restricted choice impacts
consumer decisions by Limiting the options available to them
and thus not offering the options that the choice architect believes
Will result in Less-than-optimal outcomes. Many takeaway salad

&
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shops that believe tn healthy Living have offered options for
SRS 9 "9 0(:fe i -{:D Zihe second method available

salad dressing—regular dressing”, “reduced dressing” or “no to choice architects is clearly

dressing” on order forms. There Ls wo “extra dressing” optiow, to explained using an example.

prevent consumers from overindulging in salad dressings, which
can be high in fats. This shows how offering a restricted choice
mpacts the demand for unhealthy food, by simply removing
options that the choice architect determines to be unolesirable.
Finally, a mandate choice forces consumers to make a choice
between alternatives. n some countries, to attendl to the low
number of organ donors, the authorities made it mandatory to
answer a guestion on joining the organ donor programme when
renewing or registering a driver’s license. tf applicants do not
make a cholce between “opting Ln” or “opting out” of an organ

donor programme, they will not have their request for a drivi e
Preg g A fD "9 Another example illustrates

license PYDGCSS&DL n this case, individuals are forcwl to think use of the third method in
influencing consumer choice. While

about the option. and make a choice. This shows how having chotee the previous two examples were

architecture in the form of a mandated choice impacts consumer less precise than the first (there
. , , , - was no name or brand for the salad
chotce by resulting in consumers making choices that they do shop and no country name), they

remain effective in explaining the
relevant economic theory for part
etther options, consumers are foreed to consider cholees that come (a) questions.

op \

not typically consider While they remain free to choose between. @—

with a moral or ethical dimension.

This response meets all the requirements of the top mark band [9-10]. Note that no diagrams were drawn for
this question. Diagrams should only be included where appropriate. Itis important that candidates only include
diagrams when they enrich the economic analysis.

This response could have achieved 10/10 marks.

Q’Q Content link

Link to your IA

Itis unlikely that you could sustain a full commentary on this unit alone. However, consumer nudges and choice
architecture are often used to address market failure (which will be the focus of sub-unit 2.8). You may consider a
news article on the use of nudges or choice architecture to reduce the consumption of plastic bags, electricity or
tobacco, for example.

e Economic well-being—nudges and choice architecture help individuals to make choices thatlead to better
outcomes. We saw earlier that restricted choices protect Singapore residents from significant loss of their
retirementincome. This assures their future financial stability. Restaurants with all-you-can-eat options have
also started providing diners with smaller plates to prevent overeating and promote healthier living. However,
nudges and choice architecture have also been used extensively by businesses to convince consumers to make
decisions that are not in their bestinterest.

e Sustainability—nudges and choice architecture help consumers to make more optimal choices. Often nudges
are used to address environmental degradation. Consider how any choices affected by nudges or choice
architecture mentioned in the article help us satisfy our current needs without compromising the needs of future
generations.
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2.5 ELASTICITIES OF DEMAND

You should be able to:

v/ define the terms
v price elasticity of demand (PED)
v income elasticity of demand (YED)

explain the determinants of PED

S N X X

explain the significance of the sign of YED

This sub-unit introduces the
concepts of price elasticity of
demand and income elasticity of
demand, and their calculations.

explain, using diagrams, the relationship between PED and total revenue

discuss the significance of PED for firms and government decision-making

v distinguish between normal goods (YED > 0) and inferior goods (YED < 0)

v distinguish between necessity goods (0 < YED <1) goods and luxury goods (YED > 1)

v/ explain, using an Engel curve, that the demand for services and luxury goods tend to be income elastic
while the demand for necessities tend to be income inelastic.

HL In addition to the points above, you should be
able to:

* explain how and why the value of PED
changes along a linear demand curve

e explain why the PED for primary
commodities is generally lower than the PED
for manufactured products

e discuss the significance of YED for firms

e discuss the significance of YED in explaining
the sectoral structure of an economy.

Summarg Since the law of demand states that price and
quantity demanded are inversely related, PED is
always a negative number. As such, the negative
sign is often omitted (except in calculations).

The price elasticity of demand (PED) is a measure
of the responsiveness of the quantity demanded of a
good to a change in its price. It is calculated as:

Q2-Q1
% A quantity demanded 1 2-Q1 P1
PED = quantity - _ee-arn
% A price P2 -P1 P2-P1 Q1
P1
Magpnitude Interpretation Diagram
PED>1 Demand is price elastic. A change in price resultsina PA

more than proportionate change in quantity demanded.
For example, PED = 3 implies thata 10% increase in price
results in a 30% decrease in quantity demanded.

The demand curve for a good with PED > 1 has a gentler \ D

slope, because the quantity demanded responds
significantly to a change in price. The more price elastic
the demand (the higher the value of PED), the gentler the
slope of the demand curve.
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2.5 ELASTICITIES OF DEMAND

Magnitude
PED< 1

Interpretation Diagram

Demand is price inelastic—a change in price results in P4
aless than proportionate change in quantity demanded.
For example, PED = 0.5 implies thata 20% decrease in
price results in a 10% increase in quantity demanded.

The demand curve for a good with PED < 1 appears to

be steeper, because the quantity demanded will not
change much in response to a change in price. The more
price inelastic the demand is (the closer PED is to 0], the
steeper the slope is. D

PED=1 Demand is unit-price elastic—a change in price leads to P4
a proportionately equal change in quantity demanded
(a demand curve of unitary elasticity is a rectangular

hyperbola).

PED=0 Demand is perfectly price inelastic—a change in price P4 D

does not resultin a change in quantity demanded.

v
L=)

PED = Demand is perfectly price elastic—any change in price P4
would result in an infinitely large change in quantity

demanded.

> (

The main determinants of PED are as follows. an increase in the price of oil is likely to result
in a less than proportionate fall in quantity
demanded (demand is inelastic) since oil is
necessary for cars, industrial engines and
central heating systems. Some goods, such as
cigarettes, are addictive and consumers might
have difficulty cutting down their consumption
in response to an increase in price, making

demand price inelastic.

¢ The number and closeness of substitutes—
consumers are likely to respond more to a change
in price if there are substitutes for the good,
especially if there are close substitutes. For example,
the demand for a specific brand of rice is expected
to be rather price elastic because an increase in its
price would probably result in consumers easily
switching to other brands—most consumers do not

see noticeable differences between different brands
of rice so they consider most brands to be close
substitutes. Note that if we defined the good more
broadly as “rice”, rather than a “specific brand

of rice”, it is likely that demand for it would be
inelastic since many consumers would not see other
staple foods such as maize, bread or pasta as close
substitutes for rice.

The nature of the good—consumers are
unlikely to alter their consumption of
necessities due to price changes. For instance,

The proportion of income spent on the good—a
change in price is unlikely to affect consumers’
spending if they only spend a small proportion
of their income on the good. The PED for salt is
likely to be very low because most consumers
spend a negligible share of their income on
salt. They might not even notice an increase in
price. The demand for most goods and services
is thus more price inelastic for higher income
individuals, as the expenditure on a good
accounts for a smaller proportion of their
higher income.
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¢ Time—consumers take time to adjust their more environmentally friendly electric cars. In
consumption following a change in price. most cases, consumers need time to find out
They may need time to gather information more about the ease of charging, driving range
on substitutes available or may be bound by and models of electric cars available before they
contracts in the short term. Demand is likely to switch from a petrol car to an electric one. The
be more price elastic over a longer time period. demand for petrol cars remained relatively price
For instance, the price of petrol cars has increased inelastic after the increase in price.

in many countries in a bid to push drivers to

HL The price elasticity of a downward sloping straight-line Price

demand curve varies from infinity when it meets the price

axis (point A), to zero where the demand curve reaches the

quantity axis (point B). At the midpoint, demand is unit-price

elastic (point M). Mathematically, this can be explained by the

formula for PED: P
AQ_ Pl

PED = a0 01

PED=oo § A"

0

. . AQ. . 5 -
The first component of the equation, -A—g is the inverse of the e Ulaptty
slope of the demand curve and hence a constant throughouta A Figure 2.5.1 PED along a demand curve

straight line.

The second part, g, will go from 0 if the price is zero all the way to « as quantity approaches 0 (dividing a

number by 0 results in «). Another way to justify the varying PED along a full demand curve is to go back
to one of the determinants of PED, the proportion of income spent on the good. The smaller the price, the
more price inelastic the demand because a change in price is insignificant to consumers. If the price rose so
high that consumers could barely afford the good, the demand would be highly price elastic.

Total revenue (TR) is the revenue gained by a firm from the sale of a | PED [ Price TR
particular quantity of a good. It is calculated as: PED>1 | 1 1

TR=PxQ ‘ N 0
If PED > 1, a decrease in price would result in a more than | PED< 1 1 T
proportionate increase in quantity demanded and hence total revenue | { {

would increase. For example, PED = 3 would imply that a 10% decrease in
price would result in a 30% increase in quantity demanded and hence
an increase in TR since it is P x Q.

If PED < 1, an increase in price would result in a less than proportionate decrease in quantity demanded and
thus total revenue would increase. For example, PED = 0.5 would imply that a 10% increase in price would
result in quantity decreasing by 5% and this would thus increase TR.

The importance of PED for firms and for government decision-making

Firms with knowledge of PED are able to predict the impact a change in price would have on total
revenue. As we saw earlier, firms that estimate the demand for their good to be price inelastic may
increase their prices to increase revenue. Those who expect the demand for their good to be price
elastic should decrease prices if they seek higher revenues. Firms may also use PED data to determine
the proportion of an indirect tax they can pass on to consumers. The more price inelastic the demand,
the higher the share of an indirect tax that can be transferred to consumers. For example, the demand
for tobacco-related products is highly inelastic because consumers are addicted to them. As such,
tobacco companies are unlikely to expect significantly lower revenue or reduce production in
anticipation of an increase in tax. They know that they may increase the price of cigarettes without fear
of a significant drop in quantity demanded. However, a significant tax on cigarettes could make the
demand price elastic for low income consumers as the proportion of income spent on cigarettes may
become prohibitively high.
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HL Primary commodities are goods derived Price A s1
directly from the earth and include both
agricultural products (e.g. corn, rice, wheat) and

) : P3f----
non-agricultural products (e.g. coal, copper, oil).
Manufactured goods (e.g. laptops, cars, textiles) are Pl T~
produced by the application of labour and capital PiL| B izt
to raw materials and other intermediate factors P4f==-f---- -
of production. The PED of primary products is
[Ty PO R S D(manufactured product)

relatively low because they are necessities without
close substitutes—if the price of corn increases,
producers of cereals such as Kellogg’s would N
continue purchasing corn since wheat cannot be Quantity
used to produce cornflakes.

D(primary product)

A Figure 2.5.2 Primary versus manufactured products
In contrast, the PED of manufactured products

tends to be higher because of the presence of

substitutes and their purchase may often be delayed (consumers may wait to replace a laptop or

car, for example). Expenditure on primary products such as fruits and vegetables also take a smaller
proportion of the typical consumer’s income compared to the expenditure on manufactured goods such
as laptops. Agricultural products are often subject to variations in supply due to weather conditions.
Using Figure 2.5.2, a bad harvest would lead to a reduction in supply (S1) and a good harvest to a higher
supply (S2). Those changes in supply, coupled with a low PED, result in significant fluctuations in price
(P3 to P5). In contrast, the supply of manufactured goods is less prone to changes and even when supply
changes, the higher PED results in smaller variations in price (P2 to P4).

Q . The income elasticity of demand (YED) is a measure of the
2 Content link ) ; .
- . responsiveness of demand for a good or service to a change in the
Link to other sub-units income of consumers. It is calculated as:
Refer to sub-unit 2.1. Income
. . . Q2-Q1
is one of the main non-price % A quantity demanded 0L o1 v
determinants of demand. An YED = qo/ A 4 - @ _@e-er
. o o A ncome Y2-Y1l y2-y1 Q1
increase in income may lead to R
an increase in demand for normal
goods and a decrease in demand While PED values are usually negative and the sign is often ignored, YED
for inferior goods. values may be either positive (normal goods) or negative (inferior goods).

The magnitude of the coefficient is also of significance.

Sign and magnitude Interpretation
YED<O An inferior good—as income increases, consumers turn to “better substitutes” (see sub-unit 2.1).
O<YED<1 Demand is income inelastic—a change in income results in a less than proportionate change in quantity

demanded. For example, YED = 0.2 implies thata 10% increase in income results in a 2% increase in quantity
demanded. The necessity goods (e.g. milk, bread, rice) fall in this category as consumers are unlikely to make
significant changes to their consumption in response to a change in income.

YED>1 Demand is income elastic—a change in income leads to more than proportionate change in quantity
demanded. For example, YED = 2 implies that a 10% increase in income results in a 20% increase in quantity
demanded. Luxury goods (e.g. sports cars, jewellery) and most services (e.g. movie screenings, cruises, gym
memberships) have high YED.

Engel curves are shown on Figures 2.5.3a, b and c. These diagrams illustrate the relationship between
income (Y) and the quantity demanded (Qd) for a good or service. If the Engel curve is negatively sloped
(E1 on Figure 2.5.3a) then the good is an inferior good (YED < 0). This may be the case for home (generic)
brand peanut butter, for example—a 50% increase in income may result in a decrease in quantity demanded
from Q to Q1 as consumers switch to branded peanut butter of higher quality. Engel curves that are
positively sloped (E2 and E3 on Figures 2.5.3b and 2.5.3¢) indicate normal goods (YED > 0). For goods with
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an income inelastic demand (0 < YED < 1), the Engel curve (E2) will cut the horizontal axis—as those goods
are necessities such as bread, consumers will buy them even at very low (or no) income—a 50% increase in
income would lead to a less than proportionate increase in quantity demanded for bread, from Q to Q2. The
Engel curve cuts the vertical axis for goods with an income elastic demand (YED > 1) as they are consumed
when consumers reach a certain threshold level of income. For households on a limited budget, an increase
in income might, for example, allow for foreign holidays for the first time—a 50% increase in income would
lead to a more than proportionate increase in quantity demanded from Q to Q3.

E2

i
. d
0 02 0

A Figure 2.5.3a A Figure 2.5.3b A Figure 2.5.3c

HL

The importance of YED for firms

Household income fluctuates based on the state of the economy—economic growth brings an increase in
income for most households while recessions come with decreases in income. Knowledge of YED allows
firms to forecast changes in demand for their products and reallocate production from normal goods

to inferior goods during recessions. Consider, for instance, car manufacturers who usually offer a wide
range of models from entry-level cars to sports model, SUVs and other lifestyle cars that are usually
expensive—YED would differ across the range of models. Car manufacturers would be likely to shift
more of their production to entry-level models during recessions.

The significance of YED in explaining sectoral change in an economy

Economic activities are organized into three sectors—primary sector (agriculture, forestry,

fishing and mining), secondary sector (manufacturing) and tertiary sector (services). As countries
experience economic growth and incomes increase, the demand for normal goods increases.
Producers of goods and services with higher YED will see the expansion of their industries.
Agricultural goods tend to have a low YED, so the demand for agricultural products does not

grow as fast as income increases over time. In contrast, manufactured products tend have a YED
that is greater than 1 and services have even higher YED. As countries go from low income to
middle income, they typically see their primary sector lose importance in relation to the production
of goods and services. High income countries tend to have the highest share of their economic
activities in the tertiary sector.

2> Revision tip

N
Elasticity terminology is often a source of confusion. Candidates often forget that elasticity is measured

using proportional or percentage changes (relative values). An income or price elastic demand is a case
of a change in income or price leading to a “less than proportionate” and not a “small” or “smaller”
change in quantity demanded. The terms “small” or “smaller” do not capture the notion of proportions.
Absolute changes do not convey the significance of the change. A $10 price change might be significant
for the price of a cup of coffee because it is could signify a 200% change in price, but insignificant if it
is applied to the price of a car, where it might not even represent a 0.1% change. As such, economists

L always consider relative rather than absolute changes.
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QUESTION PRACTICE

This question is adapted from the May 2021 examination paper.

=

Define the term income inelastic demand. [10]
Response 1 Wrhe quantity does not

change a lot” is not as precise as
The quantity demanded of the product does not change a Lot “the quantity changes by a less than

3 : X , proportionate amount”. Elasticity

whew tncome chawgcs, meanLNgG Ltt’s ‘PYDbleLg a MGCSSLtH. is measured using proportional or

percent changes (relative values).
This response could have achieved 1/2 marks.
Response 2
ncome nelastie demand Ls whew the quaw’ci’cg demanded Aihe candidate understands

that YED measures relative
changes. Adding that 0 < YED < 1
tncome. It happens when YED Ls more than zero but Less thaw one. | adds precision to the definition.

changes by a smaller percentage change than the change in

This response could have achieved 2/2 marks.

This question is adapted from the November 2014 examination paper. %'
The following table provides data on the price and quantity demanded '
(per month) of two goods in Zestria.
Good A Good A
Price Quantity Price Quantity
($ per unit) demanded ($ per unit) demanded
January 2014 8 160 10 200
February 2014 | 6 220 _ 12 160
(i) Calculate the price elasticity of demand for Good A when its price falls
between January 2014 and February 2014. [2]
(ii) Calculate the price elasticity of demand for Good B when its price
increases between January 2014 and February 2014. [2]
Response 1
27.5% RED = 1.5 (without the
PED="2"C— 4 5 negative sign) would also be a
257 correct answer.
This response could have achieved 2/2 marks.
Response 2
PED =1 Wull marks cannot be awarded

if no working is provided, even

when the final answer is correct.
This response could have achieved 1/2 marks.
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QUESTION PRACTICE

This question is adapted from the November 2020 examination paper. =

/

(Explain how knowledge of price elasticity of demand could be
used by a firm that is considering changing the price of its product.

(10)

SAMPLE STUDENT ANSWER

The price elasticity of demand (PED) for a good measures the
responsiveness of gquantity demanded of the good in response to a
change in the price of the good, ceteris paribus. tt is caleulated as:

% A {Mma’ty demanded
% Aprice

PED =

Ahis is a good brief introduction

Because of the law of demand, PED values are usually negative
J—‘ and the sigwn is ignored. we distinguish between PED < 1

to PED.
when a change in price will not Lead to a significant change in
quantity demanded. in such cases the demand is said to be price
inelastic. (f the PED > 1 thew the change in quantity dewmanded
will be significant and demand is said to be price elastic.
A Wi a good's PED can helj to anticipate fut
Aihe candidate correctly i D'f — i P ﬁwws —— fu —
identifies the concept of total @ changes wn total revenue. n particular, PED can wndicate how
o furms’ total revenues will change when the price of their good
Terms used (such as “demand is . , ” a "
elastic”) are adequate. tnereases or decreases. Constder the following diagram tn the
A fictitious example is used market for Wi«dgets: ‘ﬁlﬂ% X ‘Plfoduces the PYDdM.Ot at DM.tPlz(.t 1
jo illustrate the answer. While and price PL. O this part of the demand curve, PED is more than
examples are not needed for
part (a), it is fine to use them for il for WVWPLC PED = 1.2,
Lillustration of theoretical concepts. y

Price

loss in TR

%.. —_

e ﬂ\/\,tl,tg
Q1 =

ZAihe candidate makes good Thus, if widget firms wants to increase revenue, it shoulad
use of a numerical example and . , , ,
effective referencing to the diagram decrease the price of widgets. A decrease in price of 10% (from
to illustrate the increase in TR due P1 to P2) would lead to a 12% increase tn qua wtitg demanded

to a lower price. > ,
(from @1 to R2). Since TR = P X K, it would Lead to an

increase in revenues. As You can see on my diagram, the
gain in revenue ts more thaw the loss in revenue from the
Lowered price.
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5 . ’ Zihe candidate continues to
Conversely, if the furms know that the demand for widgets is explain the link between PED and

iweLastic—magbe PED = 0.8, the eﬁcects Df changes n ‘PYLGC on TR with appropriate terms and a
, , ical le.
total revenues would differ. in that case, the furm should increase  \o o 2P

the price because consumers are less responsive to changes in
price. Hence, a 10 increase in price would decrease quantity
demanded by only 2% and total revenue would still increase.

Price
A

~
VYhe diagram is not used
®— cffectively: no reference is made to

kpoints or areas on the diagram.

I
I
I
EERYSN
1
]

> QUA tht@
s Gy

? 2 Ahis is a brief summary of the
Consequently, firms must consider the PED of thelr goods/ @ esponse. While a conclusion is not

services in ordler to predict the Lpact of price changes on total necessary, it does contribute to a
good essay structure.

revenue. For goods with an elastic demand, they should decrease
prices and for goods with an inelastic demand, they should
ncrease prices.

This response meets all the descriptors of the highest mark band
(9-10). The candidate addresses the specific demands of the

question (there is adequate application of the concept of PED to a

firm considering a change in price]. The concepts of PED and TR are
explained with appropriate use of economic terms. While effective
references to the first diagram allow for a full explanation, the second
diagram is hardly explained. This keeps the response in the lower range
of the (9—10) mark band.

This response could have achieved 9/10 marks.

QUESTION PRACTICE

This question is adapted from the May 2021 examination paper.

.-\I"

Explain why the price elasticity of demand for primary commaodities
is often relatively low while the price elasticity of demand for
manufactured goods is often relatively high. [10]

SAMPLE STUDENT ANSWER

Primary commodities are goods which are extracted from the

Ahis is a clear distinction
between the two types of goods.

factor of production, land. Manufactured goods are goods which
90 through the manufacturing process and therefore have added

value, such as cars.

©
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Aihe concept of PED is
explained using appropriate and
precise terminology (such as
“demand is inelastic”, “smaller
percentage change”) and effective

references to the diagram.

Wwould be good to provide
the formula for PED when
explaining the significance of the
“low” and “high” values.

Ahis is an adequate
justification for the low PED of
primary goods with reference to the
relevant determinants of PED.

Ahe higher PED of
manufactured goods is justified
with references to the determinants
of PED. The theoretical examples
aptly illustrate the analysis.

Vhere is no consideration of
the proportion of income spent
on primary commodities versus
manufactured goods.
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Price elasticity of demand (PED) refers to the responsiveness

of quantity dewmanded as a result of a change in price. The
demand for primary commodities tends to be more price
inelastic, meaning that PED is low. Bspecially whew compared
to manufactured goods which come with higher PED and so are
wore price elastic demand. That may be seen o the following
diagram. Tne demand for primary products is a Lot steeper than
the demand for manufactured goods. Due the relatively low PED
of primary commodities, the percentage increase in price causes
a smaller percentage change in quantity demanded from @1
to @2 compared to the higher price of P2. Ow the other hand,
manufactured goods have a relatively high PED, they
experience a greater percentage orop in quantity demanded

(1 to @2) in response to the higher price.

Primary commodities Manufactured goods

Price A Price 4

P2 fommemmas

PR}-="3
P fmmen

I
I
i
PLf-—mmmmm- -
)
]
]
3
I
1

-l g

D

Rt @2 Quantity @2 @hantity

The difference in PED is due to different determinants of PED.
Mawny primary commodities such as oil have Limited substitutes.
There is solar energy but if the price of oil increases, Yyou can't
switch every engine from using oil to solar energy easily.
Another reasow is due to the degree of necessity of the good. As
many primary commodities are agricultural goods, which are
essential due to being needed for survival, their PED is rather Low.
As a result, consumers would be Less willing to change to another
good, and hence are less sensitive to changes in price.

Ow the other hand, as manufactured goods tend to have many
more substitutes, consumers can change to another good, with
more ease. For example, there are many brands of cars so when a
brand becomes more expensive, consumers can turn to another.
Furthermore, many manufactured goods are not deemed to be

as essential, and even seen to be luxuries in some cases such

as hanobags and televisions. As such, they have a greater PED
(demand is more elastic).
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This response meets all the descriptors of the highest mark band
(9-10). The candidate addresses the specific demands of the question
(explaining the differing PED values). The response also demonstrates
adequate use of economic terminology and effective use of a diagram.
However, the candidate could have better explained the economic
theory—there is no mention of the proportion of income spenton
agricultural versus manufactured goods (and that plays a significant
partin determining the relatively elasticity). As such, the response is
kept to the lower end of the (9—10) band.

This response could have achieved 9/10 marks.

2.6 ELASTICITY OF SUPPLY

This sub-unit introduces the You should be able to:
concept of price elasticity of

supply and its calculation. v define the term

v price elasticity of supply (PES)
v explain the determinants of PES

HL In addition to the points above, you should be able to:

e explain why the PES for primary commodities is generally
lower than the PES for manufactured products.

Summary

The price elasticity of supply (PES) is a measure of the responsiveness
of the quantity supplied of a good to a change in its price. It is
calculated as:

02-01
PES = Yo A quantzty.supplzed . Q. _@-o1 P
% A price P2-P1  pr_p1 Q1
P1

Since the law of supply states that price and quantity supplied are
directly (positively) related, PES values are always positive.

2.6 ELASTICITY OF SUPPLY

Magnitude Interpretation

PES > 1 Supply is price elastic. A change in price results in amore than
proportionate change in quantity supplied. For example, PES = 2 implies

A price elastic supply curve must cut the vertical (price] axis.

that a 10% increase in price results in a 20% increase in quantity supplied.

Diagram

P

3
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Magnitude

Interpretation Diagram

PES<1

Supply is price inelastic—a change in price results in aless than PA
proportionate change in quantity supplied. For example, PED = 0.4 implies 8
that a 10% decrease in price results in a 4% decrease in quantity supplied.
A price inelastic supply curve must cut the horizontal (quantity) axis.

| PES=1

Supply is unit-price elastic—a change in price leads to a proportionate PA
change in quantity supplied. Any straight line supply curve passing 3
through the origin (0) has a PES of 1.

PES=0

Supply is perfectly price inelastic—a change in price does notresultina | pA
change in quantity supplied. S

PES=c0

Supply is perfectly price elastic—any change in price would resultinan | pA
infinitely large change in quantity supplied.

40

The main determinants of PES are as follows.

e The time period involved—firms need time to acquire more
factors of production to increase output. Economists distinguish
between the momentary run (the time period when no change
can be made to factors of production (FOPs), so no adjustment to
production is possible), the short run (when some but not all FOPs
can be increased) and the long run (when all FOPs can be changed).
The shorter the time period, the more price inelastic the supply.

e Mobility of factors of production—a price elastic supply implies
that production can be easily adjusted when demand and thus
price increase. When it is easy to reassign resources from the
production of one good to another (for example an electronics firm
may easily recalibrate machines and redeploy workers from the
production of laptops to smartphones), factor mobility is high and
the supply is more likely to be price elastic.

e Unused capacity—when firms are producing at full capacity,
increasing production is difficult. If they have spare capacity,
production can increase easily to respond to higher demand and
price. The PES of manufactured goods tends to be higher during
economic downturns when firms are producing below capacity.




2.6 ELASTICITY OF SUPPLY

* Ability to store—if the good is not perishable and if it can be
stored easily, firms are more likely to produce additional units to
accumulate stocks that can be released when prices increase. For
example, firms can store frozen fish but not fresh fish, so the supply
of frozen fish is more price elastic than the supply of fresh fish.

e The rate at which costs increase—increasing production might
be costly. For instance, mining companies need to use extremely 3 Content link
expensive earth-moving equipment so they would be willing to Link to other sub-units
increase output only at a much higher price. The additional cost
(marginal cost) to raise output would be very high. In such cases,
the supply would be more price inelastic as the price increase
needs to be sufficient to cover the high marginal cost.

Refer to sub-unit 2.3. The supply
curve is also the marginal cost
(MC).

HL You learned in sub-unit 2.5 that the PED of primary commodities is lower than the PED of
manufactured goods. Similarly, the PES of primary commodities is also lower than the PES of
manufactured goods. To explain this, we need to go back to the determinants of PES. Additional land,
labour and capital are needed to increase production. For example, it is very difficult—if not impossible
in the short run—to convert non-agricultural land for farming use or find additional sources of minerals
for mining. Agricultural production is also subject to long gestation periods as farmers may only harvest
crops a certain time after planting. By contrast, the production of manufactured good can be more easily
adjusted, sometimes by asking workers living in nearby dormitories to work overtime, and hence supply
is more price elastic.

QUESTION PRACTICE

This question is adapted from the May 2019 examination paper.

N

The time taken to produce goods is an important determinant of the
price elasticity of supply. Apart from time, explain two factors which
influence the price elasticity of supply. [4]

SAMPLE STUDENT ANSWER

Response 1

Vhe candidate identifies two
determinants of PES but they are
not explained. This would be a

This response could have achieved 2/4 marks. weELiel e e o il I,fl‘:iﬂf,s el e
command term been “list”.

The existence of spare capacity and the time period lnvolved.

Response 2

1. Whether the furm has excess capacity available: if it does,
thew Lnereasing output in response to higher price will be easier

so supply will be more price elastic.

,ro , o Ahe candidate provides and
2. Mobility of factors of production: the easier it is for a explains two valid determinants
producer to switeh resources from one use to another; the easier of PES.

it will be to increase the gquantity supplied in response to an
increase in the price of the good, so supply will be more price
elastic.

This response could have achieved 4/4 marks.
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QUESTION PRACTICE

This question is adapted from the November 2014 examination paper. :5}

The final of the 2018 Football World Cup is expected to be held in the
Luzhniki stadium, Moscow. The capacity of the stadium is 80,000.

The expected cost of holding the final is US$12 million, which is not
dependent on the number of people attending the match. All tickets will
be sold for the same price.

State the value of the price elasticity of supply (PES] for tickets to the

2018 Football World Cup final. [1]
Since the quantity supplied
does not change with the price
(there is only a fixed quantity :
available), supply is perfectly price PES =0
inelastic. As the command word is : ?
“state”, no workings or justification
are required. This response could have achieved 1/1 mark.

Q'Q Content link
Link to your IA

Sudden changes in the price of agricultural goods are often reported in the
news. You may apply the concepts of demand and supply to explain the
cause of the price change and elasticity to explain the magnitude of that
price change. If the weather or natural disasters are responsible for a sharp
increase in price, then you need to consider a shift of the supply curve and
the PED. You may also come across news articles recounting an unexpected
increase in the demand for manufactured goods, such as medical supplies,
and the resulting increase in price. In such a case, you should consider the
increase in demand and the elasticity of supply.

Concept link QD

Change—the prices of goods and services are constantly affected by
changes in non-price determinants of demand and supply. A single
occurrence might have a far-reaching impact on stakeholders. Use demand
and supply analysis, and elasticity concepts, to explain the extent of a
change in one economic variable on stakeholders. Change may affect
consumers and producers very differently. It may affect low income
consumers differently from how it affects high income consumers and
small firms differently from large multinationals. Keeping in mind the low
PED of agricultural products, a bad harvest means higher market prices
and higher total revenue for farmers of larger farms that might be better
equipped to protect their crops. Those running smaller farms may see
their production wiped out and be thrown into poverty. The higher prices
will incur higher consumer expenditure on the agricultural product,
leaving a smaller share of consumers’ income to be spent on other goods
and services.
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2.7 ROLE OF GOVERNMENT IN

MICROECONOMICS

You should be able to: This sub-unit examines the tools
ilable t ts f

v/ define the terms .aval a e' © governmen s tor

intervention in markets.

v/ price controls v price floor

v price ceiling (minimum price)

(maximum price) v welfare loss

v/ explain the reasons for government intervention in markets %
Content link

v/ explain, using diagrams, the impact of government policies,
including price controls, taxes and subsidies on market outcomes
and stakeholders Refer to sub-unit 2.2. Changes in

non-price determinant of supply

such as taxes and indirect taxes
lead to shifts of the supply curve.

Link to other sub-units

v/ explain the impact of government policies such as (command and
control) regulation and legislation, and the direct provision of
services on markets and stakeholders

v/ discuss, with the aid of real-world examples, the consequences for
markets and stakeholders of government policies.

HL In addition to the points above, you should be able to:
¢ explain the impact of consumer nudges on markets and stakeholders
e calculate the effects of price ceilings, price floors, indirect taxes and subsidies on:

® quantity demanded and quantity supplied e welfare loss

or equilibrium quantit :
q q y * consumer expenditure

e consumer surplus
B e total revenue

¢ producer surplus e government expenditure

e discuss, with the aid of real-world examples, the effectiveness of consumer nudges in influencing
consumer behaviour and affecting market outcomes.

Summary

Governments intervene in markets to:

¢ earn government revenue through indirect taxes

¢ support certain producers, usually farmers and other small businesses

¢ support low income individuals, by making sure that basic goods
and services (e.g. food, housing) are affordable

* correct market failure by encouraging the production and/or
consumption of socially desirable goods (merit goods) and
discouraging the production and/or consumption of socially
undesirable goods (demerit goods)—there is more on this in
sub-unit 2.8.

e promote equity as free market economies tend to lead to growing
inequalities (there is more on this in sub-unit 2.12).

There are a few standard microeconomic tools available to government
for intervention in specific markets.
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Price per Price controls
unit (P) A
A price ceiling (maximum price) is the highest price a

firm may legally charge for a good. A price ceiling must
be set below the market equilibrium for it to be effective.
Price ceilings are often used to make necessities (e.g. food,

. fuel, housing) more affordable. In cities with a high cost of
living, authorities may set a maximum price on rental of
Prax flats, also known as rent control.

Maximum price
Consider the market shown on Figure 2.7.1. If the
government feels that the price of a necessity (e.g. rice) is too
high for low income individuals, it may set a price ceiling
0s O 0 0 anztg per (maximum price) at Pmax, below the equilibrium price (Pe).
— period (0) At Pmax, the quantity producers are willing and able to

Shortage offer (Qs) is lower than the quantity consumers are willing

A Figure 2.7.1 Impact of a price ceiling (maximum and able to buy (Qd). This results in a shortage (QsQd).

price) on market outcomes

E,
|
i
|
I
i
|
|
|
i
|
|
|
I

These are the consequences and implications of a
price ceiling.

* Governments must introduce a non-price rationing
mechanism to deal with the shortage, for example as
follows.

e Allocation to resources may be on first come-first
served basis. For example, Australia adopts such
a system for public housing. Interested applicants
are placed on a waiting list.

e Allocation may be based on sellers” preferences. This
often happens when authorities set a maximum rent
on rental flats and landlords who receive multiple
offers choose tenants based on personal preference
(e.g. profession or number of children).

¢ Allocation by ballot could be used. For instance,

in Singapore where private flats are expensive,
most residents buy government flats at controlled
prices. Due to the affordability of these properties,
there are often more applicants than flats available
when new flats are released for sale. The flats are
allocated by ballot.

Price per .

(7] For some items, there may be government
uni h

rationing using coupons. This tends to be done in
S wartime when food is scarce.
e Aparallel (illegal) market may emerge when

1 producers sell goods at higher prices illegally.

Pe ® Product quality may deteriorate in the long term.
This is common in rental housing markets if
landlords feel they do not receive sufficient returns
to fund renovation or repairs.

Pmax

e There may be more severe shortages in the long
> term as the maximum price deters firms from

O Do 0d Quantity per joining the industry.
period (Q)

A Figure 2.7.2 Welfare impact of a price ceiling With reference to Figure 2.7.2, the welfare effects of a price
(maximum price) ceiling are shown in Table 2.7.1.
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WV Table 2.7.1 Welfare effects of a price ceiling

2.7 ROLE OF GOVERNMENT IN MICROECONOMICS

Before the price ceiling [A]

After the price ceiling [B]

Net effect ([B]-[A])

Consumer surplus (CS) 1+4 142 2-4
Producer surplus (PS) 2+3+5 3 —-(2+5)
Social (community) surplus 1+2+3+4+5 1+2+3 —-(4+5)
(CS + PS)
The consumer surplus changes from area (1 + 4) to area (1 + 2). The

consumers who are able to find the good at the lower pr
Those who end up without the good are worse off.

The producer surplus shrinks to area 3. Revenues decrease as prices are
lower and quantity sold falls to Qs. Producers are thus worse off. Social
surplus decreases by areas (4 + 5), which represents the welfare loss to
society—the loss of economic efficiency that can occur when the market
for a good does not achieve allocative efficiency (which would only

occur at the market equilibrium in this case).

A price floor (minimum price) is the lowest price a firm may legally

ice are better off.
% Content link

Link to other sub-units

HL students may want to refer to
sub-unit 2.5.

The prices of agricultural products
tend to fluctuate due to changes
in supply (changes in weather)
and a low PED.

charge for a good. To be effective, the price floor must be set above the

market equilibrium. Price floors are often imposed on
agricultural products to protect farmers against price
fluctuations due to changes in weather, which would
result in significant decreases in farmers” incomes.

Governments may impose a price floor to discourage
the consumption of demerit goods (there is more

on this in sub-unit 2.8). For example, a minimum
unit price applies to alcohol in some places such

as Scotland. A price floor may also apply to labour
markets—a minimum wage ensures a socially
acceptable level of income for workers.

Consider the market shown on Figure 2.7.3. If the
government feels that the price of wheat is too low
to generate sufficient income for farmers, it may set
a price floor (minimum price) at Pmin, above the
equilibrium price (Pe). At Pmin, the quantity that
consumers are willing and able to purchase (Qd) is
lower than the quantity farmers are willing and able
to sell (Qs). This results in a surplus (QdQs).

These are the consequences and implications of a
price floor.

¢ To support the minimum price, the government
usually buys the surplus. There is an opportunity
cost involved as the public funds are no longer
available to finance other public services.

* Protecting producers with a high price floor
(especially when the government buys the
surplus) may lead to inefficiencies. Producers
may not feel the need to innovate and find ways
to reduce the cost of production, such as using
modern farming tools or chemical fertilizers.

* The government must find a way to clear the
surplus, either by storing it (for semi-perishable
crops such as rice and wheat), destroying it (which

Price per
unit (P) A S

Pmin \

Pe fr=mmms

Minimum price

S o g e

R ———. ' ]

Quantity per
period (0)

E=}
(=N
E=}
o

Surplus

A Figure 2.7.3 Impact of a price floor [minimum price) on
market outcomes

Price per
unit (P) 4
z N
1
Pmin
2 4 6
Pe 9
3 5
D + government
5 g purchases
welfare loss \
D

e Uua:tﬂg per
period ()

0d

A Figure 2.7.4 Welfare impact of a price floor (minimum price)

represents a

huge waste of resources) or selling it abroad (or donating it as

foreign aid).
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With reference to Figure 2.7 .4, the welfare effects of a price floor, assuming

the government purchases the surplus, are shown in Table 2.7.2.

W Table 2.7.2 Welfare effects of a price floor

| Before the price floor [A] After the price floor [B] Net effect ([B]-[A])
Consumer surplus (CS) 1+2+4 |1 -(2+4)
| Producer surplus (PS) 3+5 2+3+4+5+6 2+4+6
Government spending (G) - "—[4+5+5+?+8+9]* .—[4+5+6+?+8+9]
'Social(communitg]surplus 1+2+3+4+5 1+2+3-(7+8+9) —(4+5+7+8+9)
(CS+PS+G)

*Since government spending occurs an opportunity cost, it represents a loss to society.

A price floor incurs a greater welfare loss than a price ceiling due to the
large amount of government spending, which is born by taxpayers.

Indirect taxes and subsidies
Governments impose indirect taxes to:
e raise tax revenue to fund public expenditure

e discourage the consumption of demerit goods or reduce carbon
emissions by limiting the production of polluting industries (see
sub-unit 4.8)

e reduce the flow of imports and protect domestic producers (such
indirect taxes are known as tariffs; see sub-unit 4.2).

On the other hand, subsidies are granted to:

® decrease the price of essential goods and services (just as price
ceilings do)

* help certain industries to expand and increase the revenues of
producers, usually farmers (in the same way that price floors do)

* encourage the consumption of merit goods (see sub-unit 4.8)

® increase export competitiveness and/or protect local producers
from cheaper imports (this will also be examined in sub-unit 4.2).

We saw in sub-unit 2.2 that indirect taxes and subsidies

Price per are non-price determinants of supply. Imposing an
unit (P) A indirect tax results in a leftward shift of the supply curve,
S + tax while granting a subsidy leads to a rightward shift of the
S supply curve.

An indirect tax is considered an additional cost of
production to producers and thus supply decreases, from
Pc S to S + tax on Figure 2.7.5. This results in a higher market
pe|— 1 2|3 price, Pc and lower market quantity, Qt. While consumers
pay Pc for each unit purchased, producers only receive
7 Pp per unit since the difference (PpPc) is paid to the
government as tax.

Indirect payments have a higher impact on low income
consumer. Economists classify such taxes as “regressive”
(this concept will be examined in greater detail in
sub-unit 3.4).

D

0t Qe Quantity per
period (0)

A Figure 2.7.5 Impactof anindirecttax on

market outcomes The tax may also affect the production of other goods if it

is imposed on capital goods.
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With reference to Figure 2.7.5, the welfare effects of an indirect tax are
shown in Table 2.7.3.

W Table 2.7.3 Welfare effects of an indirect tax

Consumer surplus decreases [A] -(1+2+3)
Producer surplus decreases [B] -(4+5+86)
Government revenue increases™ [C] 1+2+4+5
Welfare loss incurred as community or society surplus -(3+86)
decreases ([A]+ [B]+ [C])

*Since the government revenue may be spent on infrastructure and other public
expenditure, it represents a gain to society.

A subsidy decreases costs of production and thus supply
increases, from S to S + subsidy on Figure 2.7.6. This
results in a lower market price, Pc and higher market
quantity, Q1. While consumers pay Pc for each unit
purchases, producers receive Pp per unit since they

Price per
unit (P) 4

get Pc from consumers and the subsidy (PpPc) from S + subsidy

the government.

Pp
Other firms may enjoy lower costs of production if the 4 °

good subsidized is a capital good. k4 6

Pc

With reference to Figure 2.7.6, the welfare effects of a
subsidy are shown in Table 2.7 4.

You learned in sub-unit 2.3 that competitive markets are / D
allocatively efficient as they achieve the best allocation of
resources for society. This is why any deviation from the
market equilibrium due to the imposition of any of the
four microeconomic tools examined above (price ceiling,
price floor, indirect taxes and subsidies) lead to a welfare
loss. However, please note that this welfare loss analysis ¥ Table 2.7.4 Welfare effects of a subsidy

fe 01 Quantity per
period (0)

A Figure 2.7.6 Impact of a subsidy on market outcomes

is based on the assumption that “markets do not fail”

(this is the focus of sub-unit 2.8) Consumer surplus increases [A] 1+2+3
. Producer surplus increases [B] |4+5
° (Co.mm'and a.nd Contr91) r.egulatlon and Government spending incurred [C] —-(1+2+3+4+
legislation—intervention in markets may also come 54+6)
in the .forms of. rules and laws. The con'sumption Welfare loss incurred as social _6
of socially desirable goods (e.g. education, (community) surplus decreases
vaccines against infectious diseases) may be made ([A]+[B]+[C])

compulsory. The production and consumption of

undesirable goods (e.g. cigarettes, intoxicating drugs, weapons)
may be subject to bans or restrictions. Regulation and legislation
are often used to correct market failures (there is more on this in
sub-unit 2.8).

* Direct provision of services—governments may opt to provide
essential services directly (often education and healthcare services
through the provision of state schools and national health systems).
This ensures that all members of societies have access to those
services. A major drawback to this form of intervention is that
public enterprises tend to be inefficient and incur avoidable losses
due to the lack of profit incentive.

47



MICROECONOMICS

e Consumer nudges—consumer nudges may be used to reduce imperfect information and affect
market outcomes. In sub-unit 2.4, it was mentioned that New York City restaurants must display
calorie information on their menus. This enables consumers to make more informed decisions and
the intention is that the demand for high calorie meals will decrease while the demand for dishes
with a lower calorie count will increase.

Test yourself

Practise drawing diagrams to illustrate the impacts of indirect taxes, subsidies, minimum price and maximum price
on market outcomes and stakeholders. All three examination papers require the use of diagrams to explain an
aspect of the theory within a specific context. For paper 1, you will need to provide real-world examples. Search for
examples for each government tool and be sure to check the purpose of the policy. For example, Scotland imposed
a minimum unit price on alcohol in order to reduce the consumption of low cost alcoholic beverages, which were
seen as a source of drinking problems.

In Brazil, the government imposes minimum prices on various agricultural products such as wheat, coffee and
oranges and regularly reviews those prices based on changes in farmers’ cost of production. In this case, the
purpose of the policy is to protect the income of farmers.

QUESTION PRACTICE

This question is adapted from the specimen examination paper. 3
Draw a demand and supply diagram showing the effect of imposing a
minimum price (price floor). [3]
Response 1
Ahe candidate has illustrated o
the surplus. The curves and axes PA
are correctly labelled.
. S s
Surplus
E—
Yhe diagram is not fully
labelled—quantity demanded e
and quantity supplied after the
price floor are not projected on the
horizontal axis. The minimum price
k‘is not labelled on the vertical axis.
D
> (0
Whis is a correct explanation The minimum price is set above equilibrivum and leading to an
but this question does not require 7 v 7 e ; s
an explanation, so this will not be nerease Ln gquantity SM.‘F‘PLLCd as prooluaers will be willing to
st Aleys pay cliinion [ offer wore at a higher price. O the other hand, consumers will
command terms—in this case, the = £ & .
command term was “draw”. bug less of the product as it Ls more expensive since there s an

nverse relationship between price and quawtitg demanded.
This results in a surplus or excess SUpply.

This response could have achieved 1/3 marks.
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Response 2
P
Ahis diagram is correctly
and fully labelled. The impact on

: ) ) ’S ) quantities and price as well as the

) \ / resulting excess supply (surplus)
L are clearly indicated.

2 ERETPERE SR

e

s
0

-— Qil—>

€XCESS
suppl Y

This response could have achieved 3/3 marks.

QUESTION PRACTICE

This question is adapted from the November 2018 examination paper.

N

The following diagram illustrates the market for cotton in the country of

San Marcus.
A
20 : -
18 -\ Demand (b [ L]
. - Supply (S)
16 1 1 I il !
o 14 L] /
&2 1 - -
3 12 ; //
5 BEAEREE
3 10
a g //
) | A1
4
2
0 - >
0 20 40 60 80 100 120 140

Quantity per period (thousands of kg)
The government of San Marcus decides to provide a subsidy of $8 per
kilogram of cotton to producers.

(i) Draw and label the new supply to illustrate the impact of the
subsidy to domestic cotton producers. [2]

(ii) Calculate the cost to the government of San Marcus of
providing this subsidy to domestic cotton producers. [2]

(iii) Calculate the change in the producer surplus resulting
from the subsidy. [2]

49



MICROECONOMICS

SAMPLE STUDENT ANSWER

L)
r A
Aihe new curve is correctly 20 [
drawn and labelled. The —o HEEE
government expenditure on the 18 T Q)
subsidy was shaded even though 16 il
it is not requested in the question | |
and was probably done by the = 14 ™17
candidate to identify the area to be = 13 | | S=Subsidy
calculated in (ii). There is no mark &> i :_._ /_ 111
. . = <
kpenal’cy for doing this. 4 3 0 i
T g
§
5 T
4 i
2
~ 0 - | L5
Bhe answer is valid and 0 20 40 60 80 100 120 140

workings are provided (subsidy Quantity per period (thousands of kg)

amount multiplied by the new
quantity). The candidate has
not forgotten that the figures are
expressed in thousands.

—® )8 X F5=4e00000

J
([ m i t, full 1
e answer is correct, fu e _

workings are provided. Note that to L) mitial producer surplus = 0.5 X 50 000 X (10 - 4)

calculate the producer surplus after = #150 000

the subsidy, the initial supply curve S =

(9) is used and not the new curve (S MW_’PYDD[M.GCY SV.VPLM.S =05 X #5000 X (13 -4)

+ subsidy). The producer surplus = $337 500

is the difference between the price i

received ($5 from consumers and change tin proolucer SM,Y_‘PLIA.S = $337 500 - $150 000

$8 from the government = $13) _

and the lowest price producers = $187 500

were willing to receive (which is

reflected by the original supply This response could have achieved 6/6 marks.

curve).
_ J

,\

For calculation from a diagram (for example the government expenditure incurred in granting a subsidy), shading
the relevant areas on the diagram can help minimize the risk of errors. There is no mark penalty for providing
additional information on diagrams for paper 3, as long as the required information is clearly provided (that is, the
new supply curve for this question).

Check that your calculation results are consistent with economic theory. For example, if you are asked to calculate
the change in producer surplus after a subsidy, the theory states that the producer surplus will increase, hence

your calculation should give you a positive value. If it does not, then your calculation is incorrect.
. 2y
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2.8 MARKET FAILURE—EXTERNALITIES

AND COMMON POOL RESOURCES

This sub-unit examines two types ~ You should be able to:
of market failure—externalities

v/ define the terms
and common pool (common

access) resources—and the v/ market failure v merit goods
corresponding government v externalities 7 demertaneds
responses.

v/ common pool (common access) resources

v/ explain the concepts of marginal private benefits (MPB), marginal
social benefits (MSB), marginal private costs (MPC) and marginal
social costs (MSC).

v/ explain, using diagrams, the concept of market failure as a
failure of the market to achieve allocative efficiency where MSB
equals MSC, resulting in a welfare loss (social (community)
surplus is not maximized)

v/ explain, using diagrams, the concepts of negative and positive
externalities of production and consumption, and the welfare
loss associated

v/ explain the concept of common pool (common access) resources
with reference to the “tragedy of the commons”

v/ evaluate, using diagrams and real-world examples, the use of
government policies, including taxes (indirect taxes and carbon
taxes), subsidies, regulation and legislation, and education
(awareness creation) to correct externalities and manage common
pool resources

v/ evaluate, with the aid of real-world examples, the recourse
to tradable permits, international agreements, collective self-
governance and government provision to correct externalities and
manage common pool resources

v discuss, using real-world examples, the strength and limitation of
international cooperation in fighting threats to sustainability.

HL In addition to the points above, you should be able to:

e calculate the welfare loss associated with externalities from a diagram.
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Q% Content link

Link to other sub-units

Refer to sub-unit 2.7 for the
consequences of government
policies, including indirect

taxes and subsidies, (command
and control) regulation and
legislation, and the direct
provision of services for markets
and stakeholders.
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Summary

In sub-unit 2.3 you learned that competitive markets are
allocatively efficient as they achieve the best allocation of
resources for society (where MB = MC, social (community)
surplus is maximized). Market failure refers to cases where
markets fail to achieve allocative efficiency at equilibrium,
leading to either too much or not enough of the good produced
and consumed. When this happens, resources are misallocated
and social (community) surplus is not maximized.

Externalities are a case of market failure. An externality arises
when the production or consumption of a good imposes costs or
creates benefits to a third party (one who is neither a consumer
nor a producer) for which the latter does not get compensated or
does not pay for, respectively. As third parties can be positively or
negatively affected by the consumption or production of a good or
service, there are four types of externalities to consider—negative
and positive externalities from consumption, negative and positive
externalities from production.

In the market for a good, consumers and producers only consider
their own benefits and costs respectively, ignoring any external
benefit and/or external cost (those to the third party) that are
generated from the consumption or production of the good. The
demand curve and supply curve thus only reflect the marginal
private benefit of consuming a good (MPB) and marginal
private cost of producing a good (MPC) respectively (which we
simply refer to as MB and MC in the absence of market failure).
When externalities are incurred, we can no longer use the criteria
MPB = MPC (MB = MC) for allocative efficiency as we need

to account for welfare of third parties affected by the market
transaction. We therefore consider the marginal social benefit
(MSB) and marginal social cost (MSC). MSB is the extra benefit
or utility to society of consuming an additional unit of output,
including both the private benefit and the external benefit. MSC
is the extra cost to society of producing an additional unit of
output, including both the private cost and the external costs. The
condition for allocative efficiency is thus MSB = MSC.

Only private costs and benefits are considered in a market
transaction, so the equilibrium quantity takes place where

MPB = MPC. However, the presence of externalities implies a
divergence between either MPB and MSB or MPC and MSC.

As such, at the market equilibrium, we have either MSB > MSC
(positive externalities) or MSC > MSB (negative externalities).
Where MSB > MSC, additional production and consumption
generate more benefits than costs for society—there is thus an
under-allocation of resources since social (community) welfare
increases with additional resources allocated to the production of
the good. On the other hand, MSC > MSB implies over-allocation
of resources since resources were allocated beyond MSC = MSB
where allocative efficiency occurs. The under-allocation or over-
allocation of resources imply a welfare loss as social (community)
surplus is not maximized. It follows that in the absence of
externalities, MSB = MPB (or just MB) and MSC = MPC (or just
MC), the market equilibrium is then allocatively efficient and so
there is no welfare loss.



2.8 MARKET FAILURE—EXTERNALITIES AND COMMON POOL RESOURCES

Type of externality Diagram
Positive externality from consumption Price per period A
S=MPC=MSC
®  Forexample, the consumption of vaccination generates
external benefits for third parties who face a lower h
robability of falling sick. i
P 4 & . MSB = MSC |- - - -\c -- L)
e Due to the presence of external benefits from consumption, i !
MSB > MPB. Assuming no externality from production, e : !
MSC = MPC. | R
e Atthe market equilibrium (Qe), MSB > MSC and thus E : MSB
there is underconsumption (QeQs) and a welfare loss ! !
(shaded area). ! i D=MPB
I ! s
Ve 0s Quantity per period
Negative externality from consumption Price per period A
e Forexample, the consumption of cigarettes leads to
external costs on third parties who inhale second-hand S = MPC = MSC
smoke.
e Due to the presence of external costs from consumption,
MSB < MPB*. Assuming no externality from production, Pe
MSC = MPC. E
e Atthe market equilibrium (Qe), MSC > MSB and thus there is L ' E
overconsumption (QsQe) and a welfare loss (shaded area). ! | D=MPB
1
1 i MSB &
0s Qe Quantity per period
"Tgpe of externality "Diagram
Price per period A
S=MPC

Positive externality from production

e Forinstance, a beekeeper’s production of honey may

benefit a nearby farmer (a third party) who gains a higher MscC
crop yield when bees pollinate plants bearing fruits.
. Pelmommmmmama

e Due to the presence of external benefits from production, o !

MSC < MPC*. Assuming no externality from consumption, MSB=MSC | ====mm==se [

MSB = MPB. 4
e  Atthe market equilibrium (Qe), MSB > MSC and thus there is 1 E D= MPB = MSB

underproduction (QeQs) and a welfare loss (shaded area). : ! N

e 0s Quantity per period

Negative externality from production Price per period A

e Power-plants generate external costs associated with MSC

burning fossil fuels. The production of electricity generates

external costs in the form of greenhouse gases, which S=MPC
contribute to environmental degradation. MSB=MSC | ---=-mmmmmm
e Due to the presence of external costs from production,
MSC > MPC. Assuming no externality from consumption, S
MSB = MPB.

e  Atthe market equilibrium (Qe), MSC > MSB and thus there is D =MPB =MsB

overproduction (QsQe) and a welfare loss (shaded area).

-

Os Oe Ouantitg’per period

* External costs from consumption are not reflected on the cost curves (MPC, MSC) because they are generated from the consumption
of the good and hence are independent of the production process. They are reflected as “negative benefits”—society benefits less than
consumers. Similarly, positive externalities from production are reflected on the costs curves.
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N
This sub-unitintroduces you to four different externalities diagrams. Candidates often confuse the costs and
benefits curves, the market equilibrium and social optimum outcome and/or the area corresponding to the
welfare loss.
Consider this step-by-step approach in learning and drawing your diagrams.
e Always start by drawing a demand and supply diagram. Add the MPB and MPC labels and project the market
equilibrium along the axes (Pe, Qe).
e |dentify the origin of the externality; does it arise from consumption or production?
— Ifitis from production then D = MPB = MSB assuming no externality from consumption.
— Ifitis from consumption then S = MPC = MSC assuming no externality from production.
e Are you illustrating a positive or negative externality? This will determine the position of the MSB (for
externalities from consumption) or MSC (for externalities from production).
e Project the social optimum level of output on the horizontal axis (where MSC = MSB).
e Shade the welfare loss.
— Ifitis a negative externality, it must be a triangle showing MSC > MSB.
— Ifitis a positive externality, it must be a triangle showing MSB > MSC. )

As the market fails to achieve allocative efficiency
when externalities are generated, the social optimum
can only be reached if the government: intervenes

to limit consumption or production of goods
generating negative externalities; or encourages
consumption or production for goods generating
positive externalities. The authorities do not
intervene in all markets where externalities are
incurred. For example, the production of honey does
not generate sufficient external benefits to justify
subsidies.

Governments intervene in the markets for merit and
demerit goods. Merit goods are goods or services
that generate significant positive externalities (e.g.
education) and are thus deemed socially desirable.
Demerit goods are goods or services that generate
significant negative externalities (e.g. tobacco) and are
deemed socially undesirable.

The overuse of common pool (common access)
resources is another case of market failure which
calls for government intervention. Common pool
resources not owned by anyone and are usually
available for use without payment. They include
fisheries (areas where fish are caught), forests and
lakes.

They are resources with these characteristics.

e Non-excludable—it is difficult to prevent access
to the resources. For instance, fisheries are non-
excludable, because it is difficult to prevent
people from catching fish.

¢ Rival—the use of the resources by one person
diminishes the quantity or quality of the
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resource available to other people.
Using the example of fisheries: the same fish
cannot be caught more than once.

As they are non-excludable and subtractable,
common pool resources are usually overused, a
problem known as the “tragedy of the commons”—a
situation in which individuals use the resources

for their own short-term gains without considering
the long-term costs. As fisheries are common pool
resources, overfishing may result when fishermen
catch fish faster than the fish can reproduce, leaving
fewer fish available for other fishermen to catch.
Overfishing damages ecosystems and may lead to
the extinction of varieties of fish. The overuse of
common pool resources therefore poses a threat to
sustainability.

A negative externalities diagram may be used to
explain the overuse of common access resources
where MSC is greater and steeper than MPC. This
will show that the external costs increase with
production as the common pool resource is depleted.

Here are the common policy responses to the under-
provision of merit goods, over-provision of demerit
goods and over-use of common access resources.

¢ Indirect (Pigouvian) taxes (e.g. taxes on tobacco
products) will result in a leftward shift of the
supply curve and thus an increase in the price
of a demerit good. If the tax is exactly equal to
the external cost, then the market will reach
an equilibrium at the social optimum quantity
(MSB = MSC). In such a case, the market has
“internalized the externality”.



2.8 MARKET FAILURE—EXTERNALITIES AND COMMON POOL RESOURCES

e Carbon taxes are taxes levied on businesses
that burn carbon-based fossil fuels (e.g. coal, oil,
natural gas). Carbon taxes are proportionate to
the amount of carbon dioxide emitted during
production.

* Subsidies on merit goods (e.g. education and
healthcare services) lead to rightward shift of
the supply curve and thus a decrease in price. To
reach the social optimum outcome, the subsidy
must be equal to the external benefit.

¢ Government provision (e.g. through state
schools and national health services) ensure that
merit goods are available to all.

¢ Legislation and regulation may be used to
make consumption of merit goods compulsory
(most countries have mandatory primary
school education) and reduce or eliminate the
production and/or consumption of demerit
goods (examples are restriction on smoking in
restaurants and prohibited sale of weapons and
intoxicating drugs). Legislation is especially
effective in addressing the overuse of common
pool resources where imposing a tax is not
feasible (since the resources are not traded). For
instance, some countries only allow fishing and/
or hunting of wildlife during an “open season”
so that the fish and wildlife have sufficient time
to be replenished.

* Increasing awareness through education
campaigns involves providing more information
to alter consumers’ preferences. For instance,

QUESTION PRACTICE

recycling and energy efficiency campaigns
address the clearing of forests and excessive
burning of fossil fuels.

Tradable permits (also known as cap and trade
schemes) may be issued to firms, allowing them
to emit a specific amount of greenhouse gas.
Firms who reduce the greenhouse gas emissions
may sell their permits.

International agreements may be required due
to the global nature of threats to sustainability.
For instance, governments must agree on
regulation of fishing in international waters
where no single government has authority. The
most significant global climate agreement to
date is the Paris Agreement, signed by nearly
every nation in 2015. By signing the agreement,
countries committed to cut their greenhouse gas
emissions. The agreement builds on multiple
past climate agreements, such as the Kyoto
protocol, which were not ratified by the biggest
emitters of greenhouse gases—one of which,
the USA, briefly withdrew from the Paris
agreement in 2020. International agreements
require a consensus by governments (who often
have different priorities and perspectives on
what causes a threat to sustainability) and are
therefore difficult to reach.

Collective self-governance is an alternative

to intervention by the government where the
ownership and regulation of common pool
resources is passed on to a group of individuals.

This question is adapted from the November 2021 examination paper. Va

Using an externalities diagram, explain how coal-fired power plants in

the USA might be causing market failure .

SAMPLE STUDENT ANSWER

Response 1
£ A MseC
S=MPC

1
i

=) RS A o
! I
! l

]

! '
! ]
] ! D = MPB = MSB
-
Rs @

» QU0 wtétéj

(4]

While the diagram clearly

®—| illustrates a negative externality
from production (MSC > MPC),
there are two errors. The label
for the vertical axis, “$” is not
acceptable—it should be “Price”—
and the welfare loss is incorrectly
shaded: it is not the area where
MSC > MSB. There are too many
errors on the diagram for it to be

Lawardecl any marks.
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\ @

Ahe candidate correctly
identifies negative externalities , L.,
from production as the cause of Coal-fired power plants generate negative externalities in the
market failure. The external cost is g ‘T : : .
roduction of electricity. The tmpact of the burni ssil
kiden’riﬁecl (global warming). ~e P 0{ g ) P . of ng o-ffo
7 fuels Leads to global warming, which impacts society and future
h , , , ’re
Wnfortunately, this is only —® generations and this causes a threat to su.stmwabuutg.
a partial response. The candidate
does not make reference to the
e ot off Teowiicss o Bis This response could have achieved 1/4 marks.
fact that MSC > MSB, which are
needed to explain the concept of Response 2
market failure (the requirement
of the question). There is also no Price g
reference to the diagram.
\ J/ .
MseC
S = MpPC
1
Ahe diagram is fully and ]
correctly labelled. The welfare loss . |
. . . Pl pEmm mmm = -
is also correctly identified. [P
froeety
i D = MPE = MSE
Qs e Quantity
, The coal-fured power plants are partly responsible for global
Ahe cause of market failure ) : ﬁ P P a P 2 g rep s fo ,@,
as a negative externality from —o  warming. They burn fossil fuels in producing electricity and
production is identified and the emit greenhouse gases in the process. They clearly generate
misallocation of resources is
established. The candidate also negative externalities in producing electricity. As shown on
specifies that MSC > MSB at the , ,
market equilibrium. the diagram, MSC exceeds MPC and this leads to a market
\ y equilibrium ®e where MSC > MSB. As such the free market has

Led to the over-allocation of scavce resources to the production of
electricity.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the specimen examination paper.

N

i) Define the term welfare loss. [2]

i) Using the information from the following diagram, calculate the welfare loss
resulting from the over-consumption of sugary drinks in New Zealand. [2]

4

Price (NZ$ per litre)

IMSB

0 200 400 600 800
Quantity of sugary drinks (millions of litres per year)

0
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Ahis is a good definition. It
1) welfare Loss is the value lost by society from the refers to the “social optimal level
, , . of output” and “MSB = MSC”.
conswmption or production of a good or service does not It could be awarded 2 marks.
take place at the socially optimal Level of output @s, which is
determined where MSC = MSB.
’, ’ ’ ’ ’ . _‘
i) 60 milliow Litres are consumed in excess therefore the Yhe candidate has
, sios _ onng misinterpreted the diagram. The
welfare Loss is 0.5 x 60 million x 1.2 = NZ 4 36 million et i 10 el

not 60 million. The final answer
- . would not be given a mark but the
This response could have achieved 3/4 marks. workings are correct, so 1 mark can

be awarded.
v

Q‘% Content link
Link to your IA

Externalities are a popular topic for internal assessment. An article with sufficient scope for a commentary is likely
to be one that describes a policy to address the associated market failure. You should comment on the effectiveness
of the policy in the context set in the article—do not just provide theoretical strengths and limitations of policies.
Read the article carefully to identify information that may help you contextualize your evaluation of policies as well
as your diagrams. For example, if the article gives an idea of the magnitude of the external cost, illustrate this in your
diagram with an adequate gap between the two curves (MSB and MPB or MSC and MPC). Or, if the article suggests
that consumers are not responding to a tax, draw a steep demand curve to reflect the low price elasticity of demand.

Concept link

e Sustainability—negative externalities associated with polluting activities and the depletion of common access
resources representa threat to sustainability. An article that establishes how action by the present generation may
compromise future generations’ ability to meet their own needs would be a good link to this key concept.

e Interdependence—there is interaction between economic agents (individuals, governments and nations).
Market failure shows that individuals are interdependent since their economic choices may impact third parties.
The management of common pool resources requires international cooperation since the cost of depletion is
shared by all nations (which is another form of interdependence). Yet, such agreements are often hard to reach
due to a lack of consensus, which shows that government actions may impact international efforts.

2.9 MARKET FAILURE—PUBLIC GOODS

This sub-unit introduces You should be able to:
government responses to the lack v

A — define the term

v/ public goods

v/ explain, with reference to the free rider problem, how the lack of
public goods constitutes a case of market failure

v discuss, using real-world examples, the implications of government
policy responses to the lack of public goods.

57



MICROECONOMICS

Summary
Unlike common pool resources, which are non-excludable but rival, %3 Content link
public goods (e.g. national defence, streetlights) have the following Link to other sub-units
characteristics.
Refer to sub-unit4.10 on the
¢ Non-excludable—once the good is provided, it becomes available strengths and limitations of
to all. For instance, no one can be excluded from enjoying the government intervention in
security that comes with the defence provided by the military. TSR @ e e T
National defence is thus non-excludable. approaches to achieve
* Non-rival—the consumption by one individual does not decrease economic growth and economic
the quantity of the good available to others. Going back to the development.
example of national defence, one resident benefiting from the work Public goods (e.g. sewage
of the armed forces in preventing foreign attacks does not affect the systems, roads, national defence)
provision of national defence for the rest of the population. may be necessary for economic
If individuals cannot be excluded from enjoying a good, they have no activitg,.so they may lead to
incentive to pay for it, allowing them to behave as “free riders”. Due economic development.

to the free rider problem, private firms (who usually aim to make the
highest possible profits) will not be willing to produce public goods. This represents a case of market failure:
the free market will not allocate resources to the production of public goods.

Direct provision is the most common form of intervention to address the lack of public goods. The provision
of public goods may increase the government debt if this provision is financed by higher taxes or increased
borrowing. As government enterprises tend to be inefficient due to the lack of profit incentives, the authorities
may contract out the provision of public goods to the private sector. For instance, military equipment and
streetlights are seldom produced by state-owned enterprises and instead the relevant government agencies
purchase them from private firms.

2 Revision tip

Do not confuse the economic term “public good” with the English word “public” which implies provided by the state,
government or authorities. A lot of goods and services preceded by the word “public” are neither non-excludable nor
non-rival, so they do not qualify as public goods. Considerpublic schools, public swimming pools and public libraries.

In all three cases, the service provided is rival—an additional student in a classroom implies one place less for others,
overcrowding of swimming pools diminishes the enjoyment of other swimmers and a book borrowed needs to be returned
before another person can read it. These are also excludable services because entry can be charged for swimming pools,
amembership card is required to enjoy a library’s full facilities and students need to be registered with a school.

= 4
This question is adapted from the May 2006 examination paper. 3

Distinguish between the market failures associated with merit goods
and public goods. [10]
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2.9 MARKET FAILURE—PUBLIC GOODS

SAMPLE STUDENT ANSWER

Merit goods and public goods are sources of market failure,
which Ls the failure of the free market to allocate scarce
resources to achieve the highest possible social surplus. That is
the failure of the market to achieve a level of conswmption ana

roduction where marginal soctal benefits (MSR) is equal 'S ~N
P e , 9 ﬁ ( ) E 4 o— Ahis is an effective
to marginal social costs (MSC). The -(-‘uwalamwta L alufferewce introduction. It defines the key
, , concept of market failure and
between these two types of market failure is that the market establishes the main difference
allocates wo resources to the production of public goods while between merit goods and public
e = = goods in terms of resource

market forces allocate insufficient resources to the production allocation. As the command term

. f this question is “distinguish”

i J o q g ,
of werit goods which requires candidates to nake
A merit good is one which generates significantly positive clear the differences between two or

more concepts, this introduction

externalities and is deemed to be socially desirable. For shows the candidate is addressing

exanmple, education is under-conswmed because conswmers do j¢ the specific demand of the question. 3
not understand the full benefits of education or they ignore
p

the external benefits borme on thivd parties. Given that Llessons el  Mhis paragraph clearly explains i
the concept of a merit good. A fully
and correctly labelled diagram

schools, stuoents will observe good hggiem and reduce the is used to explain the resource
misallocation. A generic example

on hygiene and sanitation are taught in most primary

spread of diseases—this clearly benefits thivd parties. As is provided. While it is not a
such, the MSB is higher than the MPB (which is also the requirement for 10-mark essay
IR 2 questions, generic and hypothetical
demand curve) and the market ealuLLLbnlAVM. iswhered = S examples can help illustrate
or MPB = MPC, which is Less thaw the allocatively efficient g Tpuments. 4

outcome MSB = MSC. Hence the market fails to achieve
allocative efficiency by reaching Ke. The underconsumption of
education Rsee reflects that resources are under-allocated tn
this market and that a welfare Loss is created.

Price of

education welfare loss

S = MPC = MsC

]

I

]

1}

! MSE

I

: D = MPB

L > QmmLLtg
. 23 of education
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&he candidate
continues to explain
relevant economic
theory. This
paragraph explains
why public goods
are a source of
market failure.

N\
EPY

F Ahis paragraph
summarizes
the main point,
making it clear
that the candidate
has distinguished
between the two
concepts and so
has addressed the
question.

'

Public goods are goods that are non-excludable — 1 the good becomes
available to even one consumer; thew the good is automatically available
for all. An example is streetlights. Public goods are also non-rival — each
wndividual consumption of the good does not decrease the amount available
for other users. Using the same example of the streetlights, if an individual
can benefit from the light provided by the streetlight so will anyone else
nearby. Tne fact that one person can enjoy the Light does not take away the
benefit any other individual has. Public goods are a case of market failure
as they are goods and services that are not supplied by the market due to
the free-rider problem — conswmers will not be willing to pay for them since
they can enjoy access without paying. Firms have no incentive to produce
thew as they will not be able to make profits. The market will allocate no
resource to thelr production. There is no diagram to tlustrate public gooods
since producers are not willing to supply them and consumers are not
willing to pay for thew — so there is neither demand curve nor supply curve.
As such, both merit goods and public goods are cases of market fatlure.
However, they differ from the reasons for their under/lack of provision. For
merit goods it is due to consumers Lgnoring or not understanding the full
benefits to the rest of society, whereas for public goods it is the self-interest
of individuals who are not willing to pay for them. n terms of resource
allocation, they also differ as no resource is allocated to public goodls, but
nsufficlent resources are allocated to wmerit goools.

This response meets all of the descriptors for the highest mark band
(9-10) and could have achieved 10/10 marks.

2.10 MARKET FAILURE—ASYMMETRIC
INFORMATION

You should be able to:

v/ define the terms

v/ asymmetric information

v/ adverse selection

HL This sub-unit examines
the problems of adverse
selection and moral
hazard, which result from

v/ moral hazard .. .
asymmetric information.

v explain, with reference to the concepts of adverse selection and/or
moral hazard, how asymmetric information is a cause of market failure

v evaluate, using real-world examples, the effectiveness of government
policies and private responses to address asymmetric information.
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Summary
HL Asymmetric information occurs in an economic ~ instance, some insurance purchasers may drive
transaction when one party (e.g. a producer or more recklessly after insuring their car, knowing
consumer) has more or better information than they will not bear the cost of the damage caused.

the other party. In such situations, the buyers or
sellers make uninformed decisions and the market

equilibrium may not lead to an optimum allocation . o )
of resources, resulting in market failure. Asymmetric ® Regulation and legislation is established to

The common government responses to
asymmetric information are as follows.

information can lead to two distinct problems: ensure quality standards and quality features
adverse selection and moral hazard. that must be maintained by sellers. For instance,
Adverse selection occurs when the buyer and busi1.1esses may be obligated e repair, replace ot
seller do not have the same information, causing a provide a refund for a c.iefectlve good. This forces
transaction to take place based on uneven terms. them to ensure that their products are defect-free.
This might occur in the following situations. * Provision of information to consumers—

governments may provide information or force
businesses to provide certain information. For
example, in the UK, food businesses are given
a food hygiene rating from 5 to 0 by the food
standard agency for aspects such as handling

¢ The buyer has more or better information than
the seller. For example, in the market for health
insurance, buyers may not disclose their full
health history to health insurance companies.

e The seller has more or better information than of food and cleanliness of facilities. It is a legal
the buyer. This is common in the second-hand requirement for food businesses in Wales
car market where sellers may not disclose all and Northern Ireland to display the rating at
known information about the condition of cars. their premises and online so that consumers

can make more informed choices about the

Moral hazard occurs when a party changes businesses they buy from.

behaviour after an economic exchange. For

The private responses to asymmetric information =~ ® Screening is done by the party with limited
include the following. information and consists in inferring additional
information from other observable characteristics.
For instance, health insurance companies may
require a medical check-up or to be granted
access to past medical records before quoting

the cost of a policy to potential buyers and/or
approving an application for health insurance.

e Signalling takes place when the party with
more information (usually the seller) convinces
the buyer that the product being sold is of good
quality through methods such as extended
warranties.

Test yourself
Read the following passage and consider the questions that follow.

Since October 2013, a Chinese law has given car buyers a right to free repair of faults or replacement

of defective vehicles. Customers have the right to a full refund or replacement vehicle if serious safety
issues, such as problems with steering or brakes, are not resolved after two repairs within a two-year,
50,000 km (30,000 miles) warranty period. Before the law was introduced, car dealers and automakers
in China were under no obligation to buy back or replace cars with such defects.

Does the law described in the passage address asymmetric information? Does it help reduce the problem of
adverse selection? Most countries have laws protecting consumers from retailers who sell defective goods or
misrepresented services. Such laws help reduce the problem of adverse selection. Find out more about the laws in
your countries that protect consumers. Those could be good real-world examples.

| QUESTION PRACTICE

This question is adapted from the specimen examination paper.

N

Explain two ways a government might respond to the existence of
asymmetric information in a market. [10]
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SAMPLE STUDENT ANSWER

Asy mmmetric nwformation is a situation where, in a market, sellers and
buyers do not have equal access to information. As such, either the buyers or
the sellers make uniformed decisions, and the market equilibrivum may not
lead to maximum community welfare. Adverse selection and woral hazard
are the two problems that asywmmetric information can lead to.

Adverse selection takes place whew one party in the transaction has more
information thaw the other party (either the seller has wore information than
the buyper or the opposite). (n the pharmaceutical industry, pharmaceutical
companies have more information about the risks tnvolved with the
consuwmption of drugs thaw the consumers who may not have the medical
knowledge to understand the side effects of drugs. While the pharmaceutical
companies will definitely make profits from the sale of these drugs
(especially if more consumers buy drugs not knowing the full risks),
consumers may be seriously affected—if not die. To remedy to this, the
government can force firms to provide consumers with more information
about new drugs. The government may also make it compulsory for
pharmaceutical companies to disclose all possible side effects and this may
even have to be mentioned during television advertisements for the drug.

I some countries, the authorities have volunteer schemes for those who wish
to help elderlies with their daily tasks, such as understanding the risks
associated with their medications. This would ensure the consuwmers have
meore information about the product (the drug).

Moval hazavd takes place whew one party does not bear the full of costs of an
economic decision and the other party has to bear those costs. The insurance
market is one where consumers may wot bear the full costs of their decisions.
Buyers of car insurance have more information since the insurance
companies do not know the buyers’ intentions. e buyers may drive
recklessly after obtaining car insurance because they think the insurance
company will pay for car repairs in the event of an accident. e government
may adoress the problem of adverse selection through regulation such as
making co-pa ywent for nsurance clatms mandatory. n many cowntries,
the person making a claim must pay a certain portion of the repair.
Legislation may also be in place to seriously punish reckless driving. These
laws and rules force consumers to constoer the full costs of thelr actions.

To address the issues of adverse selection and woral hazard, the government
may wmake use of Legislation or the provision of information.

This response meets all of the descriptors for the highest mark band (9-10) and could
have achieved 10/10 marks.
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Ahis is a good
introduction to
the essay. The
candidate explains
the key concept in the
question, asymmetric
information, and
introduces the issues
of adverse selection

and moral hazard.
.

o

I Aihis paragraph
clearly shows how
the provision of
information may
help address adverse
selection. The use of
a generic (theoretical)
example helps
illustrate the workings

f the policy.
| of the policy

~

v,

[ #nisisa good
explanation of
legislation and
regulation as a form
of intervention to
address moral hazard.
It is good that the first
example considered
a market where
producers have more
information than
buyers and the second
example involves
buyers having more
information. This
demonstrates a
full understanding
of asymmetric
information.




2.11 MARKET FAILURE—MARKET POWER

2.11 MARKET FAILURE—MARKET POWER

You should be able to: HL This sub-unit examines the behaviour of firms and the
conditions that lead to firms having market power in their
industries. Government responses to the abuse of market
v/ market power power are also discussed.

v/ define the terms

v’ perfect competition

v/ monopoly v Dbarriers to entry
v oligopoly v/ economies of scale
v/ monopolistic competition ¢ normal profits, abnormal profits and losses

v distinguish between the various levels of economic profits—normal profits, abnormal profits
and losses

v explain that the goal of profit maximization is achieved when the difference between total revenue
(TR) and total costs (TC) is maximized or where marginal revenue (MR) = marginal costs (MC)

v calculate profits, MC, MR, AC (actual costs), AR (actual revenue) from data
v/ explain that the condition for allocative efficiency is P = MC or MB = MC

v/ draw diagrams illustrating the output and pricing decisions of profit-maximizing firms in perfect
competition, monopolistic competition, collusive oligopoly and monopoly

v/ explain, using diagrams, that a perfectly competitive firm is a price-taker

v/ explain, using diagrams, why, in the short run, a perfectly competitive firm may make abnormal
profits or losses but will make normal profits in the long run

v/ explain, using a diagram, why a perfectly competitive market is allocatively efficient

v/ with reference to economies of scale, and using diagrams and real-world examples, explain the
meaning of the term “natural monopoly”

v/ explain, using diagrams, why the profit-maximizing choices of a monopoly firm (and collusive
oligopoly) lead to allocative inefficiency (welfare loss)

v/ using diagrams and real-world examples, compare and contrast a monopoly market with a
perfectly competitive market, with reference to factors including efficiency, price and output,
research and development (R&D) and economies of scale

v/ describe, using examples, types of non-price competition employed by oligopolistic and
monopolistically competitive firms

v discuss the role of interdependence in the dilemma faced by oligopolistic firms—whether to
compete or to collude

v/ explain how game theory can illustrate strategic interdependence and the options available
to oligopolies

v/ explain how a concentration ratio may be used to identify an oligopoly

v/ explain, using diagrams, why, in the short run, a monopolistically competitive firm may make
abnormal profits or losses but will make normal profits in the long run

v evaluate, using real-world examples, the desirability of large firms having significant market power

v evaluate, using real-world examples, policy responses to the abuse of significant market power.
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Summary

HL In sub-unit 2.4, you learned that economic
theory assumes that rational businesses are driven
by self-interest and seek to maximize profits.

Economic profits, (typically denoted with the
Greek letter m) are equal to the difference between
the total revenue (TR) and the total costs (TC)
incurred in production:

n=TR-TC

You already know from sub-unit 2.5 that TR is
calculated as TR = P x Q. The concept of economic
costs is a little tricky as economists distinguish
between explicit and implicit costs.

e Explicit costs refer to payments made by
firms for the factors of production they use or
employ (e.g. wages paid to workers).

e Implicit costs refer to the value of firm-owned
resources used in the production process
that involves no accounting costs, since the
firm does need to pay for them, but incur an
opportunity cost. For example, if a firm owns
a warehouse, the implicit cost is the rent that
could have been earned if the warehouse was
leased to another firm.

While accounting costs (those normally declared
by businesses in financial reports) only include
explicit costs, economic costs include both explicit
and implicit costs.

Levels of economic profits

Normal profits =0 This does not imply that the entrepreneur does not get any money out of his or her investment or work.

(TR=TC) Keep in mind that economic costs include implicit costs such as the forgone rent on premises owned by
the firm or entrepreneur and the salary the entrepreneur could have gained if employed by another firm.

This makes it the minimum level of profits the entrepreneur requires to continue the business activity.

Q‘b Content link

Abnormal profits | TT>0 In such a case, the total revenue exceeds both explicit and implicit costs. The entrepreneur’s returns are
(TR>TC) higher than they would be in an alternative investment. The chance to make abnormal profits signals
to other entrepreneurs that they should join the industry.
Losses m<0 This does not necessarily mean that the firm is making accounting losses—the total revenue may
(TR<TC) be enough to cover explicit costs but not implicit costs. In such a case, a rational entrepreneur would

leave the industry and either join another industry or work as an employee of another firm.

HL You learned in sub-unit 2 that marginal cost (MC) is the cost of
Link to other sub-units producing one more unit of the good. Similarly, marginal revenue
Refer to sub-unit 2.4. Firms may (MR) is the revenue from selling one more unit of the good. When
have goals other than profit MR > MC, the revenue gained from selling additional units of the
maximization. good exceeds the cost of producing those additional units so profits

increase since 1 = TR — TC. Firms increase their output until MR

= MC when profits are maximized. MR = MC is thus the profit-
maximizing level of output.

The average revenue (AR) is the revenue per unit sold. The average cost (AC) is the cost per unit of

output produced.
Average revenue Average cost
veragerevenue | \g= TR _PxR _p g AC =&
0 0 0
Marginal revenue Marginal cost
b MR = ATR b mc = AT
AQ AQ
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A firm is a business that employs factors of production to produce a good or service while anindustry is
a group of firms producing the same or similar goods or services. For example, McDonald’s is a firm in
the fast-food industry, Nike is a firm in the sports shoe industry. Industries are classified according to the

three main characteristics that determine the market structure. These are:

* the number of firms in the industry

¢ the type of product—the products offered can be differentiated or homogeneous (identical)

* how easily firms may enter the industry—the existence of barriers to entry such as economies of
scale (unit-cost advantages that a business may experience from increasing its scale of operations),
high start-up costs or technical knowhow may prevent the entry of new firms into an industry.

Perfect competition Monopoly Monopolistic Oligopoly
competition
Number of firms very many one very many afew
Type of product homogenous unique slightly differentiated | homogenous or differentiated
Entry conditions no barriers to entry, perfect high barriers low barriers to entry significant barriers to entry
information and perfect mobility of | toentry
factors of production

HL Firms in perfect competition have no market power, which refers to the ability of a firm (or group of firms
in the case of collusive oligopolies) to raise and maintain price above the level that would prevail under
perfect competition. The lower the level of competition in the industry, the greater the market power enjoyed
by firms. The existence of market power leads to market failure as the market does not achieve allocative
efficiency—the ability of firms to charge higher prices means that part of the consumer surplus is absorbed by

firms.

Perfect competition

HL

e Firms in perfect competition are small with no market power. They

can only accept the market price (Pm on Figure 2.11.1). As they sell
a homogeneous product, charging a price above Pm would result in
consumers switching to another of the many firms selling the exact
same product. They also have no incentive to lower the price as they
can sell their entire output at the market price. Perfectly competitive
firms are price-takers.

Since the firms must accept the price, Pm, they face a perfectly
price elastic demand curve (note that d is the demand curve faced
by the firm, it is not the market demand curve, D).

Since the additional revenue earned is always the market price,
Pm, it follows that d = AR = MR.

Assuming a firm seeks to maximize profits, it will produce where
MC = MR, at Qi. The sum of all firms” output across the industry
adds up to Qm.

Some of the assumptions are unrealistic, so perfect competition
does not exist in its pure form. The closest examples are firms
selling agricultural products (e.g. fruit and vegetable stalls).

™ Content link

Link to other sub-units

Refer to sub-unit 2.2 on supply.

The shape of the MC curve
is explained by the law of
diminishing marginal returns

The MC curve is also the firm’s
supply curve.
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P/unit P/unit &

L8

MC
AC

/ /dzAR:MR

> (/period

Market/industry

Qi
Individual firm

» (/period

A Figure 2.11.1 A perfectly competitive firm making abnormal profits (short-run equilibrium)

HL The following points explain how firms go
from short-run equilibrium to long-run equilibrium
in perfect competition.

e A perfectly competitive firm may only enjoy
abnormal profits (as shown on Figure 2.11.1)
in the short run. Abnormal profits create
incentives for new firms to join the industry.
As there are no entry barriers, new firms are
entering the market, increasing the market
supply (S shifts right).

e This puts a downward pressure on the market
price, Pm, and abnormal profits are competed
away.

e When profits earned are normal there is no
longer incentive for any other firm to enter
the market.

e Similarly, if perfectly competitive firms are
making losses in the short run, this will be an
incentive for them to leave the industry. The

Monopoly
HL

* Since there is only one firm in the market,
the monopoly firm faces the full (downward
sloping) market demand curve (see Figure
2.11.2). The monopoly firm is a price-setter
(price-maker) as it can set any price.

¢ The market power enjoyed by monopoly firms
is also referred to as monopoly power.

e Assuming the monopoly firm is a profit-
maximizer, it will produce quantity Qm where
MC = MR. The firm enjoys abnormal profits
equal to:

(AR - AC) x Q [(Pm —¢) x Q]

® As there are strong entry barriers, the
monopoly firm (unlike the perfectly
competitive firm) will maintain the abnormal
profits in the long run.
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market supply will decrease, leading to a rise
in price. Firms will stop leaving the industry
when normal profits are earned.

® Therefore, abnormal profits or losses are never
sustained in the long run.

We saw in sub-unit 2.3 that a market is allocative
efficient when MB = MC (MB is the market demand
curve and MC is the market supply curve—and

MB = MC at Qm on Figure 2.11.1). At the firm level,
allocative efficiency takes place where P = MC. The
price, P, reflects the consumer’s willingness to pay
for a good based on the derived utility or satisfaction.
MC is the producer’s value of additional output
based on the cost of the additional inputs required.
When P > MC, additional units of the good are worth
more to consumers than producers. There is under-
allocation of resources and production should
increase until allocative efficiency is achieved, at

P =MC.

¢ For the last unit the monopoly produces Qm, P
> MC, hence it is allocatively inefficient, there
is a welfare loss (shaded area). Qs is the socially
optimum output where social (community)
surplus is maximized.

P/unit 4
MC
AC
Pm = (AR) \
C=(AC)
N/
/ g !
i D=AR
L » 0/period
o 05 0/perio

A Figure 2.11.2 Amonopoly firm making abnormal profits
(short-run and long-run equilibrium)



We have seen that firms in perfect competition do
not hold market power while a monopoly enjoys
the highest possible market power. Comparing
an industry dominated by a monopoly from

one in a perfectly competitive market, the main
disadvantages of a monopoly (and large firms in
general) are as follows.

e There is allocative inefficiency (welfare loss).
The loss of consumer surplus to the monopolist
may be interpreted as consumer exploitation.

*  Monopoly firms restrict output to raise price in
order to maximize profits, resulting in higher
prices and lower output levels, as compared to
a perfectly competitive market (assuming they
share the same cost structure—see the counter-
argument on economies of scale below).

e Higher inequalities arise as income is
transferred from consumers to producers
through higher prices.

e There is lack of product variety for consumers.

There are, however, some benefits from a
monopoly firm (and other large firms).

*  Monopoly firms tend to be large firms, so
they can achieve lower unit cost due to

Oligopoly

HL An oligopoly market is dominated by a few
large firms. The significant barriers to entry
prevent other firms from entering the market.
Such barriers to entry include financial start-up
costs (e.g. the purchase of planes for airlines, the
initial investment for R&D and global distribution
network for smartphone producers).

Concentration ratios are used to provide an
indication of the extent of competition and so the
market power in an industry. For example, CR3
indicates the collective market share held by the
three largest firms in the market.

Sales of largest 3 firms in the market

Total market sales A

Since there are only a few firms in the market, each
firm must take the potential reaction of its rival(s)
in making its own decisions. As such, oligopoly
firms are said to be interdependent.

Oligopoly firms are affected by the decisions of
their rivals, so they face the dilemma of whether to
collude or compete.

e Oligopolies may collude to reduce uncertainties
and maximize joint profits (in which case they

2.11 MARKET FAILURE—MARKET POWER

the economies of scale they enjoy. Even if
monopoly firms restrict output to enjoy higher
profits, consumers may still enjoy lower prices
than they would in a perfectly competitive
market if the cost-saving advantages due to
economies of scale are significant.

Monopolies make abnormal profits, which
allows them to invest in research and
development (R&D). However, due to the

lack of competition, monopolies may not have
the incentive to invest in product innovation
(oligopolies, in contrast, would feel the need to
innovate as part of their non-price competition
strategies).

A natural monopoly may emerge if the market
is so small that it makes it difficult for two

or more firms to be profitable. This is often

the case for water and electricity distribution
services. A firm in such an industry typically
faces very high running costs, such as the

cost of maintaining extensive wire and pipe
networks from production facilities to each
home. It is often impossible for two firms to
split the market and remain profitable.

act together as a monopoly and the monopoly
diagram on Figure 2.11.2 may be used to illustrate
the market). They usually do so by agreeing on
price. Collusive agreements are hard to maintain
over time as firms face the incentive to cheat

on the agreement. Formal collusion is illegal in
most countries so oligopolies may resort to tacit
collusion (informal agreements).

Oligopolies may compete to capture a portion
of their rivals” market shares and profits. Price
competition can lead to a price war, resulting
in lower profits for all firms in the oligopoly
market. Since this practice is harmful,
collusive oligopolies usually adopt non-price
competition including:

* heavy advertising

* branding

* innovation—developing new products

e offering volume discounts

e providing customers with after-sale service
* offering extended guarantees

e continuous product differentiation.
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Figure 2.11.3 is a “game theory” matrix that
illustrates the interdependence of oligopolies and
the dilemma of whether to compete or collude.
Assume the oligopoly market is made up on two
firms, A and B. Each firm may adopt one of two
possible strategies. The firm can keep its current
price or attempt to compete for market share by
reducing price to attract consumers. If the firms are
not allowed to communicate (collusion is illegal),

there is an incentive to compete and reduce the price

since each firm’s outcome depends on the decision

of the other firm. If firm A thinks that firm B is likely

to maintain its current price, it pays off to cut price
and enjoy a higher profit of $200 million. If on the
other hand, firm A thinks firm B will also reduce
its price, firm A will do so as well as the outcome
of $50 million is higher. If both firms anticipate the

action of their rivals, they will end up reducing their

prices. This price war leads to lower profits for both
firms. However, the best outcome for both firms is
to collude as each get a profit of $150 million and a
combined industry profit of $300 million.

Monopolistic competition

HL Typical examples of monopolistically
competitive markets include hair salons,
restaurants, bars and cafés where barriers

to entry are low. As firms in such industries

sell a slightly differentiated product (a close
substitute to other goods in the market), they
have some degree of market power. Similarly, to
a monopoly, a monopolistically competitive firm
faces a downward sloping demand curve (see
Figure 2.11.4) since it may increase the price of
its differentiated product and lose some but not
all customers as some will still show a certain
preference for this firm’s product (in contrast,

a perfectly competitive firm would lose all its
customers since all goods in such an industry
are homogeneous).

The following points explain how firms go from
short-run firm equilibrium to long-run firm
equilibrium in monopolistic competition.

* A monopolistically competitive firm making
abnormal profits would look a lot like a
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Oligopolies face a downward sloping demand
curve since they can lower the price of their goods
and lose some but not all customers. As such, they
will always produce at a point where

P > MC and are thus allocatively inefficient.

Firm A
Maintain price Reduce price
$150 million $200 million
8
&
£
©
E
[}
=
QED $150 million $25 million
i $25 million $50 million
8
s
[}
)
o
[}
o
$200 million $50 million

A Figure 2.11.3 Matrix showing the dilemma of whether to
compete or collude

monopoly firm making abnormal profits (Figure
2.11.2). However, the demand curve faced by a
monopolistically competitive firm is likely to be
more price-elastic due to the existence of slightly
differentiated substitutes.

* Due to the lack of barriers to entry,
monopolistically competitive firms that
enjoy abnormal profits in the short run will
incentivize more firms to enter the market.
While this process is similar to the entry
of firms in a perfectly competitive market,
it is represented as a fall in demand for
the monopolistically competitive firm. As
entry takes place, the demand faced by each
individual firm will:

e decrease (the demand curve will shift to the
left) as each firm’s market share is reduced

® become more price elastic (form a flatter
slope) as more substitutes become
available.
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This process will continue until normal profits are earned by each firm (Figure 2.11.4) and there is no

longer an incentive for firms to enter the market.

e Similarly, if monopolistically competitive firms are making losses in the short run, they will have the
incentive to exit the market and switch to their next best alternative. The remaining firms” demand curve
will increase and be less price elastic. This will continue until firms stop exiting the industry when normal

profits are earned.

e Therefore, firms in both monopolistic competition and perfect competition never sustain abnormal profits or

losses in the long run.

P/unit A

Pm = (AR=AC)

N
_

Om 0Os

<

» (/period

A Figure 2.11.4 Amonopolistically competitive firm making normal profits

(long-run equilibrium)

Monopolistically competitive firms are allocatively inefficient since the socially optimal level, Qs (where
P = MC), is greater than the firm’s equilibrium, Qm (where P > MC ). There is thus under-allocation of
resources and a welfare loss (shaded on Figure 2.11.4). However, since consumers in monopolistically
competitive markets may easily switch to a close substitute, firms cannot charge a price that is
significantly higher than marginal cost. As such, the degree of market power and allocative inefficiency
in monopolistically competitive markets is smaller than in oligopoly and monopoly markets.

Government intervention

HL As significant abuse of market power
(specifically in monopoly and oligopoly markets)
may lead to consumer exploitation (where part

of the consumer surplus is absorbed by firms),
government intervention is needed to address

the market failure. There are a number of tools
available to policymakers to ensure that consumers
do not pay high prices for (essential) goods and
services and to create incentive for firms

to innovate.

* Heavy fines for uncompetitive behaviour can
be imposed. For example, the Competition and
Consumer Commission of Singapore issued a
S$27 million (about US$20 million) fine to 13
distributors of fresh chicken in 2018. The firms,
which controlled 90% of the fresh chicken sold
in Singapore (CR13 = 90%), were found guilty
of price fixing and informally agreeing not to
compete for a period of seven years.

Mergers and acquisitions are monitored. In
the USA, antitrust laws prohibit firms from
colluding or merging to form a monopoly
without government approval.

Prices are regulated (for instance by imposing
a maximum price). This is often done for
essential services where a private monopoly
or oligopoly controls the market. For example,
although UK railways were privatized in 1993,
the government continues to control the fares.

Monopolies can be broken up through forcing
them to sell off parts of their companies. In
1984, the US telephone service company AT&T
was broken up into seven smaller companies.
This had benefits for consumers. For example,
AT&T service subscribers had to rent phones
from AT&T (there was no option to purchase
phones) and they were not allowed to connect
phones from other manufacturers. The
restrictions ended with the break-up.
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) Assessment tip

You may need to evaluate the desirability of large firms (oligopolies and monopolies) and the need for government
intervention as part of a paper 1 question or for your internal assessment commentary. We saw earlier that

large firms come with benefits and disadvantages and, as such, it is not easy to decide whether consumers and
society benefit from the market being controlled by large firms and/or if those firms’ dominant market position
justifies intervention.

To answer such a question appropriately and show assessors evidence of evaluation, you need to assess the
desirability of monopolies and oligopolies in context (set by your chosen article for a commentary or by the real-
world examples you chose in answering part (b) essay questions). Here are some key questions to consider.

What good does the firm/do the firms have control over? Is it an essential good? Could the economic well-being
of consumers be significantly affected by restricted output and higher price? Consider, for instance, the earlier
example of price fixing in Singapore’s fresh chicken market. This clearly affected low income consumers who are
likely to spend a significant portion of theirincome on food.

Does this industry offer sufficient opportunities for economies of scale that could translate into lower prices for
consumers? Could the firm be considered a natural monopoly? Could the abnormal profits translate into spending
on R&D for product innovation? For example, the presence of economies of scale and ability to invest in fuel-
efficient planes could justify allowing an airline to monopolize a specific travel route—especially if the market size
is so small it makes the airline a natural monopoly with respect to that specific route.

What is the level of market concentration? Is there sufficient product variety for consumers?
b =

QUESTION PRACTICE

Define the term monopolistic competition. [2]

SAMPLE STUDENT ANSWER

Response 1

N

Vhis definition is too vague
because it could also apply to
perfect competition.

An industry with many firms.

This response could have achieved 1/2 marks.

Response 2

Aisting the characteristics of Awn industry with the following characteristics:
a market structure is an adequate 1. Very man s
way to define it. ; Y Y ﬁ' : :
2. &ach fuw sells a differentiated product
3. Low barriers to entry

This response could have achieved 2/2 marks.

This question is adapted from the November 2020 examination paper.

N

The following diagrams illustrate a perfectly competitive market and a profit-maximizing firm operating at its
short-run equilibrium level of output.

. Perfectly competitive market . Perfectly competitive firm (i) State the level of economic profit
24 = . AC made by this firm. [1]

(ii) Draw and label relevant curves
to reflect the changes in market
condition which bring this firm

S to a long-run equilibrium.  [2]
it Fol—a (i) Usin i
; d=AR=MR g your answer to part (ii),
i explain how the market brings a
- D, Quantity 0' > Quantity  perfectly competitive firm to its
o] [o]

long-run equilibrium. [4]
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SAMPLE STUDENT ANSWER
’
L) The -ﬁrm s mahiwg economie Losses. Lam Zihe correct level of economic
profit (economic losses) is identified
(AR is lower than AC at Q0). No
() justification or explanation is
needed since the command term is
-
Perfectlyy competitive market Perfectly competitive flrm 2 J
~ 2 AC s A
2f = All the curves are drawn
& a @—| correctly and are fully labelled.
Although it was not required, the
P AR B candidate has shaded the economic
+g [ 2o %ﬁ\ﬁs\éﬁ" / losses. There is no penalty for
N A= AR MR doing so and, on the contrary, you
; are advised to annotate diagrams
» Quantity : - QUANEEL for paper 3 if it helps you identify
% correct answers.
J
4
(iiL) At Poro the -ﬁrm Ls -(-‘aamg losses—total revenue does mot ~ @  Zihis paragraph clearly
establishes the adjustment at the
cover total costs. For the firms that ave facing losses, it Ls not market level. The candidate makes
financially viable to stay in the market so they start leaving | adequate reference to the diagram. )

the market. As the number of firms leaves the market, supply
decreases (shifts to the left from S to S1) as fewer furms are
operating in the market. This results in an excess demand that

Aihis paragraph clearly
will PM'SM gradua LLg Pmes p fmm AR explains how the firm will earn
Perfectly competitive furms are price-takers, they huve no ahowe normal profits due to the price

increasing and hence reach its
but to accept the market price and enjoy a higher price when long-run equilibrium.

furms Leave the market. Whew the price reaches P1, AR = AC
ano normal profits are made. There Ls wo longer an incentive
for firms to leave the industry. The market is at its long-run

equilibrivm.

This response could have achieved ?/7 marks.

QUESTION PRACTICE

This question is adapted from the May 2017 examination paper.

A

The following table illustrates the demand conditions faced by a

monopolist.
Price per unit ($) Quantity demanded per week (units)
12 0
10 12
8 24
6 36
4 48
2 60
i) Calculate the marginal revenue resulting from a fall in price from
$81t0 $6. 2]
ii) State the average revenue when output is equal to 48 units
per week. [1]

iii) Calculate the economic profit if output is equal to 12 units per week

and average cost is equal to $8. [2]
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R Y SAMPLE STUDENT ANSWER |
Workings are provided and B

valid. Unfortunately, the unit is

L i ATR 2Box6)— (4X8 24
Lmlssmg $). -0 [ )MR = — ( )- G ) —

AR (BT

= 2.

\,

Z&he answer is correct. No :
calculation is needed since AR is —8® l'i) AR=P= #-4—
the price, which is given in the

Ltable. The unit ($) is provided. r / UL U= TR-TC =10 X 12) - (8 X 12) = $48

Ahe answer is correct and L This response could have achieved 4/5 marks.
workings are provided. Note
another way to calculate this:
| TE AR A0 0
This question is adapted from the November 2017 examination paper. 3
Explain why firms in oligopolistic markets may prefer to use non-price o
competition. [10]
Aw oligopolistic tndustry Ls one with the followt
Aihis is a good introduction. QD? ’ i fo "9
It defines the concept of oligopoly characteristics: a 'fCW Lﬂ}’ge 'ﬁWWS control most D‘f the market,
and explains that oligopoly may . . ,
either compete through lower the products ave slightly differentiated products and there are

price or by resorting to non-price high barriers to entry preventing the entrance of other firms.
competition. , ,
Because the furms sell differentiated products, each firm faces
downward sloping demand curve. tt can choose to decrease

the price but obviously it will lose some customers. Those who
see the other goods as inferior will continice to buy. As such,
oligopolies have some market power and can thus try to
increase their market share by decreasing the price of their good
(price competition) or by means of non-price competition.

The fact that there are only a few firms in the market makes

Ahe candidate has introduced

the concept of interdependence, -ﬁrms Lwtemlepew_dewt sinee the outcome of any dectlsion of
which is the main reason for , , ,

the lack of price competition in one firm depends o the reaction of its rivals. A game theory
oligopoly. matrix helps to explain the situation of interdependence and the

consequences of engaging in price competition.

Flrm A
high price Cut price
£200 million £250 million
©
Q
2
a
<
D
)
-
2 4200 willion £20 wmillion
E £z0 willion #50 million
©
Q
N
a
D
4
O L .
£250 million £50 million
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, , , , Interdependence and the
Let's assuwme we have two furms in this oligopoly market: A possibility of price war are clearly
and B. €ach firm can either maintain the price of its good explained with reference to the

matrix.

(maintain a high price) or cut it to attract consumers. As
furms are interdependent the outcome of the strategy of one
furm will depend on the reaction of the rival. n the pay-off
matrix we can see all the possible scenarios ana their outcome.
The values on the box ave the profit each furm would earn in each
scenario expressed in millions of dollars. we can see that if
either of the firm cuts the price of its good, the rival firm may
either maintain its high price and earn a profit of $30 million
or also cut the price and get a profit of $50 million. As such,
any price cut will be followed by the rivals and a price war will
ensue. However, the matrix clearly shows that the best outcome
for both firms is to keep thelr prices high as each firm gets
$200 willion of profits.

Ahis is a clear explanation

Sinee it is not beneficial for firms to compete by cutting of the concept of non-price
prices, firms have to Look for other ways to compete. They competition and suitable examples

i i . e are given.
do so by engaging in non-price competition, for example
by advertising to convince consumers that their product
is superior and build brand loyalty. They may also invest
n research and development to bring consumers improved
products. Or they may offer extended warranty or free after-
sales service.

, .., . . Zhis is a good conclusion.
Like all profit-maximizing furms, oligopoly furms will choose It sums up the essay and clearly
to employ strategies which result in the highest profits. Since addresses the demands of the

question.

price competition leads to price wars, uncertainties and Lower
profits, they naturally prefer non-price competition.

This response meets all of the descriptors for the highest mark band
(9-10) and it could have achieved 10/10 marks.

~ QUESTION PRACTICE

This question is adapted from the May 2017 examination paper.

A

Using real- world examples, discuss the view that perfect competition
is a more desirable market structure than monopoly. [15]
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SAMPLE STUDENT ANSWER

w Mownopoly is one of the four market structures with the
Ahis is a good introduction. 9 Df fo

It defines both types of market ) fDLLDWfMQ assumed characteristics: stch dominant -ﬁrm,
structure and establishes that

monopolies and perfectly high barriers to entry and unigue product with no close

competitive industries usually substitutes. For example, Paypal has a monopoly over
operate in different markets. > , , .
The candidate also provides online transactions in many e-platforms Like e-bay. Perfect

Lreal'world examples. p competition (PC) is another market structure with the

following asswmed characteristics: Large nwmber of small
furms, homogeneous product and wo barrier to entry. PC lsa
highl.g theoretical market structure, there is no pure Perfeottg
competitive market in the real world. However, the closer we
can get to this model is the market for agricultural products
as they tend to be very homogeneous (for example rice) and
it is also velatively easy to enter the industry because of
velatively low barrier to entry. Therefore, it is clear that the two
market structures tend to apply to very different industries
and therefore the desirability of either market structure may
depenal on the product sold in that market.

From the viewpoint of society a monopoly is less desirable

Ahe candidate explains L, S, , , , ,
that a perfectly competitive firm than perfect competition as it is allocatively inefficient while
may be more desirable since it the theoretical PC furms are allocativel efﬁciewt. This can
is allocatively efficient. This is ﬁ d i
explained with reference to a be seen onn ﬁgure 1, the demand curve faccal bg aPC -ﬁrm. Ls
diagram.

perfectly elastic as finms are price-takers and they accept the

price P*. Assuming they are profit-maximizing fums, they
will produce at @* where MR = MC and that Leads to an output
which is also allocatively efficient since = MC.

P/unit 4
et AC

\ L
A=

o
v AR = MR = d

'Q*

» Q/period

Flgure 1- a PC flrm bn the long run

Flgure 2 Ulustrates a monopoly which faces a downward slopi
Bomparing the allocative 1 9 N fi loping

inefficiency in a monopoly with ~® demand curve as the fum has the abiutg to set the price of its
the more desirable outcome in a

perfectly competitive industry product. The monopolist must Lower the price to sell additional

helps establish the relative units of the good hence the marginal revenue (MR) Lies below the
desirability of the perfectly
competitive model. average revenue (AR) curve. As such, at @m where MC=MR,

v
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2.11 MARKET FAILURE—MARKET POWER

P > MC. The monopoly is therefore allocatively inefficient and
there is a welfare Loss (ABC). If the monopolist was to behave like

a PC fum andl produce where P = MC, the price would be Lower at

Ppe and the quantity would be higher; @pe on figure 2.

P/unlt A

AC

AR = MR = o

MR

'
'
'
'
"

1

]
'
'

: » Q/perioot
m Qpe
Flgure 2= a monopoly flrm vs: a PC flime

’ ’ ’, r
However, this does not necessarily imply that that a PCfirn o

would charge a Lower price and produce a higher quantity than
a monopoly. This analysis assumes that the cost structure
would be the same across both types of market structure.
However, we kinow that monopolies tend to be large furms and
therefore would enjoy economies of scale. A small fruit stall

at a local market does not have the potential to reap a Lot of
economies of scale such as division of Labour. However, a Large
public utilities company has a Lot more scope for economies

of scale. This translates into Lower average costs which can be
passed on to consumers, allowing them to enjoy goods at Lower
prices. n some cases, the large economies of scale do not allow
more than one firm lnto the market. Such cases ave natural
wmonopolies. This is why the provision of electricity in small
countries is often monopolized by one company.

Another advantage of a monopoly is that it can make
abnormal profits in the long run unlike a PC furm which can
only make normal profits in the long run. The high profits give
the ability to monopolies to fund research and development
(REP) projects which result in better quality products and/or a
wider range of products for consumers. For example, Microsoft
controls most of the market for computer operating

systems through wWindows and has spent millions of dollars
over the years to innovate create different apps such as MS

Ahis is a good counter-
argument to the theoretical analysis
of a perfectly competitive firm as
being more efficient. References
to the diagram and real-world
examples help illustrate the
analysis. The candidate offers a
good evaluation point—that the
presence of economies of scale is

Lnot relevant to all markets.

\

Aihis is another balanced
argument to compare the
desirability of both market
structures, enriched with
real-world examples.
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e

teams, SharePoint, ete. Onee again, this argument does not
seem to apply to firms we expect to see in PC markets such as
fruit and vegetable shops as they have limited scope for product
development.

Hence, monopolies ano PC firms have different strengths anad
limitations. tt should however but noted that they tend to cater
to different markets where economies of scale, scope for RED...
may or may wot apply. This being said, some monopolies may

Ahis is an effective conclusion , ) i
with evidence of synthesis (the enjoy economies of seale and need to Lnnovate but SM.P‘PL5
main arguments brought forward

in the essay) and evaluation essential goods for which the price should not be too high, like
(judgment over the danger of Gilead sciences who has a wmonopoly over HIV drugs granted
monopolies controlling the price of e 3
essential goods). bg a patent. The abLLL‘tg Df a IM,DV\/DPDLg to charge the highest
price for an essential product in order to maximize profits is
socially undesirable.
This response meets all of the descriptors for the highest mark band
(13-15) and could have achieved 15/15 marks.
Qb PR Concept link D
Link to your IA e Change—we have seen that perfectly competitive and monopolistically

competitive markets are subject to constant changes as the entry and exit of

This topic offers some S e
firms will bring firms to a long-run equilibrium where normal profits are earned.

opportunities for economic

commentaries. You may choose e Efficiency—this conceptwas prominent throughout the topic of market

an article covering a change in failure. Besides the ability of a market to achieve allocative efficiency, you
the level of competition within may consider the opportunities for economies of scale in a market.

an industry. For instance, the The greater the scope for economies of scale, the more cost-efficientare
COVID-19 pandemic has made larger firms.

some goods and services such e Choice—the level of choice available to consumers varies greatly

as surgical masks and food depending on the market structure of the industry. In perfectly

delivery services more profitable. competitive markets, consumers have a choice of producer or
Evidence of higher profits led to seller but goods are homogeneous so there is no product variety.

the entry of new firms in such In monopolistically competitive markets, consumers have a choice of
industries. Another possible topic sellers and products since the products are differentiated. However, the
fora commentary is the nature opportunity cost of that wide choice is the lack of innovation as firms
of competition between firms in do not have abnormal profits to invest in R&D. As such, oligopolies may
an oligopoly market—look out for offer limited choice but offer the benefit of improved quality over time.

hints of both price (or the absence
of price competition) and non-
price competition in the article.
You may also consider an article
covering intervention in oligopoly
and monopoly markets to protect
the well-being of consumers.

e Interdependence—you have learned in this topic that firms in
oligopolistic markets are interdependent. This may explain why
extensive non-price competition is employed in some markets.
This interdependence may lead to innovation and product variety
that benefit consumers. It may also lead to wastage as resources
are channelled to advertising to convince consumers that a product
they do not need is superior.

e Intervention—governments may intervene to address significant
abuses of market power. However, intervention might also have created
barriers to entry. Examples could be the need for licenses or existence
of complex bureaucratic processes that deter the entry of firms, or
corruption that maintains the position of dominant firms.
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2.12 THE MARKET’S INABILITY TO

ACHIEVE EQUITY

HL This sub-unit examines the inequalities that naturally occur in

free markets.

You should be able to:

v/ explain, using a circular flow model, that due to unequal
ownership of factors of production, the free market economy
may not result in an equitable distribution of income. °

Summary

HL The ideas of equality and equity often arise

in relation to the distribution of national income
(how a nation’s total income, often measured by
GDP, is distributed across its population). Equality
in the distribution of national income would
imply that each resident receives the same share
of national income (GDP). Equity in the income
distribution refers to the national income (GDP)
being distributed in a way that is considered to be
fair or just.

The circular flow of income model tells us that
output = income = expenditure. Households
finance their expenditure on goods and services
with the income they receive from supplying factors
of production in relevant factor markets—rents
(from land), wages (from labour services), interest
(for capital) and profits (for the entrepreneurs).

It is clear that those who own more factors of
production or have access to higher valued factors
of production will receive more income and will be

Q% Content link

Link to other sub-units
Refer to sub-units 1.1 and 1.2 for:

e thecircular flow of income
model

the meaning of equity and
equality.

able to finance greater expenditure on goods and
services. Households with less valued skills and
those without the means to start a business (become
an entrepreneur) will receive lower income and
therefore have a lower ability to buy goods and
services. Think back to the definition of demand

in sub-unit 2.2—it is the quantity that consumers
are willing and able to buy at various prices per
period of time, ceteris paribus. Some households
may need and be willing to buy essential goods, but
unfortunately be unable to buy them. Free markets
may be said to ignore low income individuals.
Intervention is often needed as most societies judge
that access to essential goods and services should
be granted to all, regardless of income. As equity is
a normative concept, there is no unique perspective
on what is an acceptable level of inequality and
thus a desirable degree of intervention.

Content link
Link to your IA

In sub-unit 2.7 you learned about intervention of the government in markets. Such intervention is often done to
remedy the inequalities created by market forces. An article on price controls (including minimum wages), taxes or
subsidies can be the start point of an economics commentary.

Concept link

e Intervention—as free markets lead to inequalities,
governments may choose to intervene and influence
the workings of markets. News articles often describe
policies seeking a more equal distribution of income,
but the most interesting articles present opposing
views on a policy that may seek more equality but
may seem by many not to be fair (equitable).

e Efficiency—governmentintervention distorts market
forces, which may lead to inefficiencies. For example,
subsidies and minimum prices create disincentives
for producers to be cost-efficient. As a result of
intervention, resources may be misallocated (as

evidenced by the welfare loss) and hence allocative
efficiency cannot be achieved.

e Economic well-being—Intervention in markets may
help low income households to achieve financial
security through a minimum wage scheme or result
in higher income for farmers who benefit from a
price floor (minimum price] on the goods they sell.
Subsidies and maximum prices also help vulnerable
households to meet basic needs (e.g. housing, food,
clothing, education, transportation, healthcare,
childcare].
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3 MACROECONOMICS

You should know about:
v/ measuring economic activity economics of poverty and inequality

v aggregate demand (AD)
and aggregate supply (AS)

monetary policy

fiscal policy
¢/ macroeconomic objectives

S N X

supply-side policies.

3.1 MEASURING ECONOMIC ACTIVITY AND
ILLUSTRATING ITS VARIATIONS

You should be able to: This sub-unit introduces
macroeconomic theory. The

measures of national income
v/ gross domestic product (GDP) and GDP per capita and economic well-being will be

v/ define the terms

v/ gross national income (GNI) and GNI per capita discussed.
v distinguish between the nominal value of GDP and GNI and the real value of GDP and GNI

v distinguish between the real value of GDP per capita and real GNI per capita and the real value of GDP
per capita and GNI per capita at purchasing power parity (PPP)

v explain, with reference to a circular flow diagram, the equivalence of the output approach, the income
approach and the expenditure approach to measuring national income

v evaluate the appropriateness of the use of national income statistics (GDP per capita or GNI per capita)
in comparing economic well-being over time or across countries

¢/ examine the OECD Better Life Index, the Happiness Index and Happy Planet Index as alternative
measures of economic well-being

v explain the long-term growth trend in the business cycle diagram as the potential output of the economy.

% Content link Summary

Link to other sub-units The first macroeconomic concept we will be looking at is national
income, the total value of all income made by households in a
country. National income accounting refers to a set of principles
and methods used to measure a country’s national income.

Refer to sub-unit 1.1 for the difference
between microeconomics and
macroeconomics.

The circular flow of income model The gross domestic product (GDP) and gross national income
demonstrates that output = income = (GNI) are the most common measures of national income. GDP
expenditure. is the total value of all final goods and services produced in an

economy in one year. In contrast, GNI is the total value of final
goods and services produced by residents of a country, irrespective of
whether they are located within the country or abroad, in one year.

GDP considers all income made by residents of a country while
GNI focuses on income earned by nationals of a country.

GNI = GDP + factor income from abroad — factor income sent abroad
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3.1 MEASURING ECONOMIC ACTIVITY AND ILLUSTRATING ITS VARIATIONS

For example, Germany’s GNI will include profits earned by German companies located in Switzerland
(factor income from abroad) but Germany’s GDP will not include these since the profits are not made
within Germany. On the other hand, Germany’s GNI will exclude remittance by Italian citizens working in
Germany (factor income sent abroad) but these will be included in Germany’s GDP since the Italian workers
earned income for producing goods and services in Germany.

Since output = expenditure = income, national income can be measured using the output method, the
expenditure method or the income method, defined in Table 3.1.1.

W Table 3.1.1 Output, expenditure and income methods of measuring national income

Output method This method sums up the value of all the final goods and services produced from each industry (e.g. forestry,
mining, banking).

Expenditure method This method sums up the various types of expenditure in an economy,GDP =C +1+ G + (X — M):
e consumption (C)—expenditure by households

e investment (I]—expenditure by firms

e government expenditure (G)

e netexports (X — M]—expenditure by foreigners on domestically produced goods and services (exports)
minus domestic spending on foreign goods and services (imports).

Income method This method sums up all factor income (wages, interests, rent, profits).

The three approaches should, with some minor adjustments, yield the same result. As we know from the
circular flow diagram, what is produced = what is spent = what is being earned.

Nominal GDP is calculated at current prices. This value of GDP can increase when the production of goods
(output) and/or their prices have increased.

Real GDP is measured output, at constant prices, produced in one year. This value of GDP only increases if
there is an increase in the production (output) of goods and services.

The GDP deflator is a price index used to convert nominal GDP to real GDP:

GDP deflator = _nominal GDP -,
real GDP
Real GDp = 2ominal GDP 0
GDP deflator

It is essential to isolate the effect of changes in prices to allow for comparison over time and between
countries (more on this later).

The real GDP of a country increases over the long term, but this increase is not continuous. The business
cycle refers to the circular movement of GDP around the potential (long-term) output as it moves from
contraction (recession) to expansion. Business cycles are identified as having four distinct phases: peak,
contraction (recession), trough and expansion (recovery).

GDP/GNI per capita is obtained by dividing GDP/GNI by the population of a country. As GDP/GNI is a
measure of both income and output, GDP/GNI per capita can be used to estimate the basket of goods and
services enjoyed by the average resident or citizen of a country (the material standard of living).

For ease of comparison across countries, GDP/GNI per capita data are converted to a common currency,
usually the US dollar. Yet, prices of goods and services can vary significantly across countries. For instance,
in restaurants a can of Coca Cola may be priced at more than US$4 in Switzerland, about US$2 in Ireland
and as little as US$0.5 in India. To account for differences in costs of living, economists use “purchasing
power parity” (PPP) exchange rates.

In the hypothetical example shown in the following box, 5$2,000 buys the same basket of goods and services
as US$1,000 or £500. Hence $1 PPP = §$2 = £0.5 will be the PPP exchange rate used when converting national
income statistics to a common currency. The PPP exchange rate accounts for differences in cost of living and
makes comparisons across countries more meaningful.
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Price of a basket of similar goods and services Real GDP/GNI per capita (and preferably at PPP) allows for
comparison of the economic well-being of residents or citizens

price |n:|5n$gz %%r; } S$2=$1PPP of a country over time. China’s real GNI per capita has increased
price in the US by 83% between 2010 and 2020, implying that the income earned
=US$1,000 by the average Chinese citizen has almost doubled in 10 years.
£0.5=$1PPP Since this increase allows for greater financial security and an

rice in the UK
P —£500 ability to meet more basic needs and/or access more goods that

bring personal satisfaction, it follows that an increase in GNI per
capita signifies an improvement in economic well-being.

W Table 3.1.2 Real GNI per capita for Real GDP/GNI per capita at PPP is also used to compared economic
three countries well-being across countries. Consider the real GNI per capita in 2020

- — for Cambodia, China and Switzerland shown in Table 3.1.2.
China | Switzerland |

$16,201 $65,011 | This tells us that the average Chinese citizen enjoys more than four
times more goods and services than Cambodian citizens but only a
quarter of what a Swiss citizen may enjoy.

. Cambodia
$4,033

Using GDP/GNI statistics as estimators of the economic well-being
comes with some limitations.

e Real GDP/GNI per capita is an average measure that does not
consider income inequality. An increase in real GDP/GNI per capita
implies an increase for most or maybe just some residents or citizens.
An increase in real GDP per capita may come with an increase in
inequality. China’s real GNI per capita at PPP in 2020 was $16,201
but China is also home to many billionaires who probably enjoyed a
much greater increase in income than the rest of the population.

* Anincrease in real GDP/GNI per capita does not reflect changes
in the quality of goods and services. An increase in real GDP/
GNI per capita may underestimate improvements in economic
well-being in a less developed country if the quality of healthcare
services improves concurrently.

¢ Real GDP/GNI per capita does not provide information about
the composition of output. An increase in real GDP/GNI per
capita may come from greater production of merit goods such as
education but it may also come from increased production of goods
that bring society fewer benefits.

e The increased production of goods and services may be
accompanied by negative externalities from production such as
environmental degradation. In such cases, the increase in real
GDP/GNl is not sustainable and thus the economic well-being of
future generations will deteriorate.

3 Contentink e Real GDP/GNI does not reflect leisure time—an increase in real

- . GDP/GNI may come from an increase in work hours and stress.
Link to other sub-units

e Real GDP/GNI does not account for changes in the intangible
aspects of economic well-being such as freedom of expression and
civil liberties.

Refer to sub-unit 1.1 for the
meaning of economic well-being.

Given the limitations of GDP/GNI statistics in measuring economic
well-being, composite indicators have been proposed to capture the
multidimensional nature of economic well-being.

e The Better Life Index, developed by the Organisation for Economic
Co-operation and Development (OECD) covers 11 topics identified
as essential: housing, income, jobs, community, education,
environment, civic engagement, health, life satisfaction, safety, and
work and life balance.
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¢ The Happiness Index, developed by the United Nations Sustainable Development Solutions Network,
includes six variables: real GDP per capita, social support, healthy life expectancy, freedom to make life
choices, generosity and perceptions of corruption.

e The Happy Planet Index (HPI) was introduced by the New Economics Foundation of London.
The HPI includes three variables: average life expectancy, average subjective well-being and
ecological footprint.

All these indicators provide insights into the qualitative aspects of economic well-being that are not reflected
in national income statistics. Critics have pointed out that the three indices are comprehensive but hard to
measure and some variables are subjective (e.g. environment, generosity). Some feel that more qualitative
indicators should be included such as family time and religion. Data is also not available for all nations—the
Better Life Index is only computed for 40 countries.

Test yourself

Figure 3.1.1 is a map of mainland China. As you can see, the GDP per capita varied across provinces from just over
20,000 yuan to over 100,000 yuan in 2016, implying wide regional income inequality. The map also shows the
internet penetration rate for each province. While in some provinces less than 40% of residents have access to the
internet, in others it is over 80%.
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GDP/GNI per capita is often given for an entire country. Does Figure 3.1.1 illustrate some of the limitations of using
the overall GDP per capita to measure economic well-being for the entire population of mainland China?

With some research and with reference to the output method, explain the wide differentials in GDP per capita across
mainland China. Consider access to the internetin identifying high value-added industries that may have difficulties
operating in provinces with lower internet penetration rate (e.g. industries reliant on e-commerce). Which industries
are likely to dominate in these provinces? Find out about the provinces that rely on agricultural production and/or
manufacturing. Are those low or high value outputindustries?
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QUESTION PRACTICE

This question is adapted from the May 2014 examination paper. %
1. The following table presents national income statistics for selected variables related to Country Z for o
2012 and is expressed in millions of dollars.
_ National Income Statistics | $ (million)
Government spending on goods and services 3300
Wages and salaries 6900
Investment spending 1020
Consumer spending 6520
Direct taxation 4150
Exports 2295
Profits of companies 5475
Imports 2450
(a) Calculate the gross domestic product (GDP) for country Z in 2012. [2]
(b) The population in country Z is 420,000. Calculate per capita GDP for country Zin 2012. [2]
Response 1

a)c+ti+g+ X-M) =5pP

e expen diture approach is 26520 + 1020 + 3300 + (2295 - 2450)

used adequately to calculate GDP.

Workings are provided and the
units are included ($). = 10685 Answer: £ 10685 million

in mitllions

0) pop: 420000

P
(" Wore ] 5 — PP per capits = op —
ere1sa Sl EEa . EEACESIO00I00) = 25440476 Answer: $ 2544048 (20p)
copying the value for consumption, o 420 000 . o
SO the final answer is incorrect.
>
| This response could have achieved 4/4 marks.
~
( As the workings illustrate Response 2
a correct understanding of the
demands of the question, 1 mark @c+1+g+ X-M) =e250 + 1020 + 22300 +

can be awarded for part (a). AN
\ S—8® (2295 - 2450) = $10,415 wmillion

RBue to the error in part (a),
the real GDP per capita figure is
incorrect. However, IB examiners
apply the “own figure rule”. If a
figure was calculated incorrectly for
one part of the question and used SR
for subsequent parts, full marks —® (b) 10, 415 million/420,000 = 24, 79762
may be awarded as long as the
method used is correct. As a correct
calculation method is shown, 2
krnarks can be given for part (b).

>

This response could have achieved 3/4 marks.
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3.1 MEASURING ECONOMIC ACTIVITY AND ILLUSTRATING ITS VARIATIONS

) Assessment tip

No matter how simple the calculation, always provide the workings.
Everyone makes arithmetic errors and interprets data incorrectly every
now and then. Providing workings for calculation ensures that you may be
rewarded for a correct understanding of economic methodology even if
the final answer is incorrect.

QUESTION PRACTICE

This question is adapted from the specimen examination paper.

N

Using a numerical example, explain the importance of presenting
“GDP per capita” statistics at purchasing power parity (PPP).

SAMPLE STUDENT ANSWER

Response 1

(4]

GDP per capita measures economic well-being and if we do not o
use purchasing power parity values, we are not considering
the cost of Living. For example, after conversion to USD, the

Aihe candidate shows some
understanding of the usefulness of
using PPP exchange rates to adjust
for differences in the cost of living
and gives a numerical example.

GPP per capita could be USH 1200 but if we consider PPP

p
it would only be USH 1000 because the cost of Living in the

country is high.

"

over time.
\

Wowever, the example and
explanation do not highlight the
usefulness of PPP values in making
comparisons across countries or

This response could have achieved 2/4 marks.

Response 2

GDP per capita measures economic well-being and the
purchasing power parity allow for meaningful comparisons
across countries because it discounts differences in cost of Living
in different countries. So, Lf we want to compare the GDP per
capita of different countries it is best to use the GDP per capita

Both the explanation and the
example highlight the importance
of adjusting real GDP for
differences in cost of living in order
to make meaningful comparisons
of economic well-being across
countries.

at PP

Ex: Country A has a GBP per capita of US$ 1000 and country
B USH 1200 we can conclude that country B has higher living
standards than country A as - on average — the residents

of country B enjoy higher income. However, this could be
wisleading as we are not considering the cost of Living. Let's
asswme that country B has much higher prices for the same
goods sold in country A. So, if we look at the GDP per capita at
PPP of each country we have: country A is at US$ 900 while
country B is at US$ £00.
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Therefore, one can conclude that country A has better living
standards than country B as individuals are able to purchase
mwore goods and services with thelr income than individuals
from country B.

This response could have achieved 4/4 marks.

Q3 Content link

Link to your IA

GDP and GNI are fundamental macroeconomic variables that may appear in your chosen article. If you decide to use
data provided, do not simply list changes mentioned in the article. For instance, “real GDP increased by 2% in 2019
butonly by 1.5% in 2020 and 0.8% in 2021” does not reflect any economic analysis, it simply quotes information
from the article. “The continuous decrease in the growth rate of real GDP from 2% in 2019 to 0.8% in 2021 suggests
the economy is reaching the peak of a business cycle” is clear evidence of economic analysis.

Concept link QO

 Change—variations in economic activity (GDP) reflect changes in economic variables. For instance, a fall in
exports would lead to a fall in GDP, which, in turn, may lead to changes in other variables such as economic
well-being. As macroeconomics looks at the entire economy rather than specific markets, groups of firms
or consumers, the changes might be wide reaching. You will soon learn how a change in real GDP may affect
inflation, unemployment and equity.

e Sustainability—the economic performance of a country is often judged based on the increase in real GDP.
However, this may come with significant negative externalities from production, especially if the increased
production comes from exploiting natural resources. Consider carefully the information given in your article. The
industries that have expanded might give a clear indication of the threat to the environment (e.g. mining).

» Economic well-being—economic well-being is a multidimensional concept and it should not be measured by
national income statistics alone. Consider the limitations of GDP/GNI per capita outlined earlier before reaching a
conclusion on changes in economic well-being. However, keep in mind that you are commenting on the contents
of the article, do not discuss what is not mentioned or suggested in the text. For instance, you may consider the
limitation of national income statistics in reflecting income inequalityonly if your article acknowledges or suggest
the presence of inequalities. An example would be an indication that the increase in real GDP comes from the good
performance of medical and pharmaceutical industries, which are known to employ highly paid workers.
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3.2 VARIATIONS IN ECONOMIC ACTIVITY—AGGREGATE DEMAND AND AGGREGATE SUPPLY

3.2 VARIATIONS IN ECONOMIC ACTIVITY—
AGGREGATE DEMAND AND AGGREGATE

SUPPLY

You should be able to: This sub-unit introduces the
' aggregate demand and aggregate
R supply (AD/AS) model used to
v aggregate demand (AD) explain variations in economic

activity (national income).

v aggregate supply (AS)

v the components/determinants of AD—consumption (C), investment (I), government spending (G),
net exports (X — M)

v deflationary or recessionary gap v inflationary gap

v explain, using a diagram, how the AD curve can shift because of changes in consumption, investment,
government spending and/or net exports

AN

explain, using a diagram, how the short-run aggregate supply (SRAS) curve can shift in the short run

¢ explain, using a diagram, the shape of long-run aggregate supply (LRAS) curve in the Monetarist/New
Classical model

v explain, using the Monetarist/New Classical AD/AS model, that the economy may be in a short-run
equilibrium at a level of real output below (above) the full employment level of output

v/ explain, using a Monetarist/New Classical AD/AS model, while there may be short-term fluctuations in
real output, the economy will always return to the full employment level of output in the long run

v explain, using a diagram, that the Keynesian model of the AS curve has three sections because of
“wage/price” downward inflexibility and different levels of spare capacity in the economy

v explain, using the Keynesian AD/AS model, that the economy may be in equilibrium at any level
of real output where AD intersects AS and that, in contrast to the Monetarist/New Classical model,
the economy can remain stuck in a deflationary or recessionary gap

v explain, using a diagram, how the Monetarist/New Classical LRAS and Keynesian AS can shift to
the right

v discuss, with the aid of real-world examples, the limitations of the Monetarist/New Classical and
Keynesian models and their implications for government policies.

Summary 2 Content link

Aggregate demand (AD) is the total planned spending on domestic Link to other sub-units

goods and services at different price levels per period of time. AD is Refer to sub-unit 3.1 for the

the sum of expenditures by households, firms, the government and different types of expenditures in
the foreign sector, so the components or determinants of AD are an economy.

the different types of expenditure used in the expenditure method
of measuring national income—consumption (C), investment (I),

government (G) and net exports (X — M). Price level |
AD=C+I+G+(X-M) —>

An increase in AD is represented by a rightward shift of the AD curve oL

(see Figure 3.2.1). Conversely, a decrease in AD corresponds to a r
leftward shift of the AD curve. AD2

AD1

AD will shift when either of the determinants of AD changes. For
example, an increase in export revenue would result in an increase in Y1 Y2 Real output
AD—since itis C + I + G + (X — M)—reflected by the rightward shift

A Figure 3.2.1 Anincrease in AD
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from AD1 to AD2 on Figure 3.2.1. This increase in AD implies that total
expenditure is higher at every price level.

The main factors affecting the determinants of AD are given in
Table 3.2.1.

W Table 3.2.1 The main factors affecting AD

e Consumer confidence
* Interestrates

e Wealth

* Income taxes

¢ Household indebtedness

Consumption (C)

| » Expectations of future price level

| o Interest rates
* Business confidence
Technology

e Business taxes

Investment (1)

e Corporate indebtedness

¢ Economic priorities

e Political priorities

Government
spending (G)

* Income of trading partners

Exchange rates

(x-M)

e Changes in trade policies

Net exports

QQ e Aggregate supply (AS) is the planned level of output domestic firms

Link to other sub-units are willing to offer at different price levels per time period.

Although Keynesian and Monetarist/New Classical economists
agree on the shape of AD, they have different perspectives on AS.
The Monetarist/New Classical model includes a short-run AS
(SRAS) and a long-run AS (LRAS).

The impact of changes in
exchange rates and trade policies
will be the focus of sub-units 4.2
and 4.5.

Q‘b Content link

Link to other sub-units

Refer to sub-unit 1.2 for the evolution of economic thought in the 20th century.

Price level § The Monetarist/New Classical model

SRas2 In macroeconomics, the short run is the period of time when the price

of factors of production are not responding much to changes in price

PLe «— ~SRASL level. In particular, nominal wages (the cost of labour, which makes up
/ most of the cost of production) are fixed as they do not adjust to match
FL1 changes in the price level. The short-run aggregate supply (SRAS)
/ gives us the real output for each price level in the short run.

> The main factors that affect SRAS are given in Table 3.2.2.
Y Real output

A Figure 3.2.2 Adecrease in SRAS
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W Table 3.2.2 The main factors affecting SRAS

Resource prices (costs of production)—for example, an increase in wages leads to higher costs of production for firms and they pass
on the higher costs to consumers through higher prices—see Figure 3.2.2, where the higher cost of production leads to a higher price
level, PL2 for the same level of real output, Y.

Changes in indirect taxes and subsidies—higher indirect taxes such as the value-added tax (VAT) imposed in all EU countries, or the
goods and service tax GST) implemented in Australia would result in a decrease in SRAS. Similarly, subsidies on essential factors of
production such as energy (e.g. oil] would result in a rightward shift (increase) of the SRAS curve.

Supply shocks—sudden changes that reduce the availability of factors of production, or the ability of firms to produce, result in a
decrease in SRAS. For instance, a six-day blockage of the Suez Canal in 2021 led to major disruption in international trade as 12% of all
goods traded internationally, including barrels of oil and canisters of liquefied natural gas, pass through the Suez Canal. The inability to
obtain resources for six days and the resulting backlog led to increases in cost of transportation for many firms, which had to resort to
air transportation. For many countries, this supply shock resulted in a leftward shift of the SRAS curve.

According to Monetarist/New Classical economists, nominal wagesand (%

the price of other resources are assumed to be flexible in the long-run Q Content link

and always bring the economy to its potential output (full employment Link to other sub-units

output). The long-run aggregate supply (LRAS) is vertical at potential S S gL oL T Pl

output, as shown on Figure 3.2.3. You will learn in sub-unit 3.3 that the and the LRAS both illustrate the

potential output, also known as full employment output, is the level potential output. The factors that

of output where the only unemployment present is the natural rate of affect the PPC are thus also the

unemployment (NRU). factors that affect the LRAS.

A shift to the right of the LRAS curve occurs for these reasons. Refer to sub-unit 3.1 on the theory

e There is an improvement in the quantity of factors of production. | 0f business cycles—the potential
This may happen as a result of an increase in retirement age, which (long-term) outputincreases over
increases the size of the labour force. time.

e There is an improvement in the quality of factors of production.
Greater access to education and worker retraining schemes make
labour more productive.

Price level A LRAS1  LRAS2

* There is an improvement in technology, which will allow firms to —
produce more with the same amount of factors of production.

e Institutional changes occur. For example, deregulation of economic
activities or reduction in bureaucracy (such as introducing an easier
process to obtain a business license) and privatization of public >
enterprises may lead to an increase in efficiency in the use of P P Realoutput

factors of production. A Figure 3.2.3 Anincrease in LRAS

The Monetarist/New Classical model distinguishes between short-
run and long-run macroeconomic equilibria (note that the plural
of “equilibrium” is “equilibria”). The short-run macroeconomic
equilibrium is determined where AD = SRAS. Any factors affecting \ SRAS
AD or SRAS will shift either of the curves, resulting in an adjustment PL2

of the economy and thus a new short-run equilibrium. For instance, an PLL
increase in government spending would lead to a rightward shift of EL
AD (see Figure 3.2.4). This results in an increase in price level from PL1 AD1

to PL2 and an increase in real output from Y1 to Y2. >
Y1 Y2 Realoutput

Price level 4

AD2

In the long run, the economy will reach an equilibrium at the potential
(full employment) level of output. For instance, an increase in AD might
lead to a short-run macroeconomic equilibrium beyond the potential
output, as shown on Figure 3.2.5, where the new macroeconomic
equilibrium is at real output Y2 and price level PL2. In such a case, the
distance between real output and potential output (YPY2) is called an
inflationary gap—the economy is overheating. Since the price level has
increased to PL2 but money wages are constant, the real wage of workers
decreases. When employment contracts expire and workers adjust their
expectations, firms will need to pay workers higher wages, resulting in

A Figure 3.2.4 Anincrease in real
outputin the shortrun
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Price level A
LRAS  paso
pL3 |-k spast
PL2 f--==22l
PL1
AD2
AD1

YP
e

Y2 Realoutput

real output >
potential output

A Figure 3.2.5 Aninflationary gap

Price level 4 LRAS
SRAS1
P1
P2 e SRAS2
AD1 -7
P3 e
g AD2
Y2 EYP Real output

real output <
potential output

A Figure 3.2.6 Adeflationary gap

Price level 4

AD2

AD1

PL

)

AS

o,

Y1

YP ReaITJutput

A Figure 3.2.7 The Keynesian AS

Q‘b Content link

Link to other sub-units

Refer to sub-unit 3.1 for the theory
of business cycles—the real
output of a country fluctuates

in the short term around the
potential (long-term) output

as it moves from contraction
(recession) when the economy is
arecessionary gap to expansion
when the economy goes towards
an inflationary gap.
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an increase in costs of production and so a decrease of the SRAS. As
SRAS slowly shifts to the left, from SRAS1 to SRAS2, the economy
reaches its potential output at YP with price level PL3.

Similarly, a decrease in AD might result in a level of output that is
less than the potential output and the level of unemployment is
greater than the NRU, which is shown on Figure 3.2.6. Here Y2YP is
called a deflationary gap. As the prices of resources are assumed to
be flexible in the long run, the nominal wages and prices of resources
will decrease, and the cost of production will fall. This leads to a
downward shift of the SRAS from SRAS1 to SRAS2. The economy
returns to its potential output. Note that under the Monetarist/New
Classical model, the automatism of the market through adjustment
in prices implies that government intervention is not required to
reach full employment.

The Keynesian AD/AS model

The equilibrium level of real output (real GDP) and price level are
determined by the intersection of AD and the Keynesian AS. The
model does not adhere to an automatic adjustment. Keynesian
economists see wages as “sticky downwards”; that is, they may
increase but do not easily decrease. This is for numerous reasons,
including the existence of trade unions and employment contracts
that prevent a decrease in nominal wages. As such, a deflationary
gap would not result in a decrease in wages that would bring

the economy back to the potential output. The economy would
remain stuck in this deflationary gap.

The Keynesian school of thought sees AS as having three distinct
sections based on the level of spare capacity in the economy, as
shown on Figure 3.2.7.

e Atany level of output below Y1, the AS is horizontal due
to excessive spare capacity (a lot of unused resources). Any
increase in AD up to AD1 will lead to an increase in output
without increasing the price level, PL. Employing more
factors of production does not lead to increase in their prices
due to their great availability.

e Atlevels of output between Y1 and Y2, AS slopes upward as
resources start to become scarce for some industries which
face “bottlenecks” in production (since different industries
need different types of factors of production). An increase in
AD within that range will lead to an increase in output (from
Y1 to Y2) as well as a rise in price level. The closer the increase
in AD brings the economy to full employment, the greater the
increase in price level.

®  Once the economy reaches its potential output of YP, AS is
vertical. Increases in AD only result in increases in price level
as there is no additional resource for firms to use to increase
production. The economy is said to be overheating.

Since the prices of resources do not adjust to bring the
economy back to full employment, if follows that it is
purely AD that determines the equilibrium level of output.
Keynesian economists advocate government intervention
to raise AD when real output is below potential output or
decrease AD when the economy is overheating.
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Note that the analysis for the rightward shift of the LRAS curve in the
Monetarist/New Classical model is the same for the Keynesian AS.
For example, improvements in technology would result in a rightward
shift of the AS curve in the Keynesian model.

In short, in contrast to the Monetarist/New Classical model, the
following apply in the Keynesian model.

e Wages are “sticky downwards”.

e There is no automatic adjustment to potential output. The economy
may remain in an equilibrium where real output is not the potential
output.

* The government must try to increase or decrease AD to bring the
economy to its potential output and avoid overheating.

QUESTION PRACTICE

This question is adapted from the November 2017 examination paper.

Country Y is currently in a position of long-run equilibrium (assuming a Monetarist/New Classical model). %ﬁ
The following diagram illustrates the aggregate demand (AD) and short-run aggregate supply (SRAS) curves for
Country Y.
Average price level An increase in consumer confidence has caused
aggregate demand to increase by $25 million.
o I (i) On the diagram, draw and label the new
| aggregate demand curve. [1]
|
240 : (i) Determine the average price level once the
i pem economy has returned to a position of
220 i il long-run equilibrium. [1]

(iii) Explain how the economy would move back
200 \ / to this position of long-run equilibrium. [4]

180

160

N [ |

L1 N\ / ||

| |
140 -

I 1] \/ [
120 '

100 /
80

60

0 20 40 60 80
Real output ($ million)
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SAMPLE STUDENT ANSWER

Response 1

D)
Average price Level

-~

Ahe diagram shows a clear 260
increase in AD of exactly $25
million and the curve is labelled. 240

Note that the vertical axis is

labelled “Average price level”, oo I
which means the same as “Price B ] [ (¢
level”. |

200 | /

il ot R b
R Y, S N . T W_— '/
140 bt =) /

120 /\
100 )

Sk
W mmmr mm- mAY: =]

SRAS

20
( Ahis is correct. Do not hesitate .
to draw LRAS at Y = $30 million to | |-+-+e-eem @ mm e e e e
help you answer the question. Note _ e =0 e eo &0
that a price level is an index so it S ' S O'u{‘put' (% million)
comes with no unit (that is, it is not S T e e
expressed in $ or other monetary —8  (ii) 220
terms). ree oo SN,
\ J
Ahe question states that - (i) The shift of AD to the right will create an inflationary gap.
the economy was initially in its - The economy is above the level Of fV.LL CVWPLOHMCM As wages
long-run equilibrium and thus $30 L =
million is the potential output. The |—®@ are flextble in the long run, the shortage of Llabour will
SRAS curve will need to shift left 2 s . . ot
to bring back the economy to full .. SN AV LCIEDS LI COsE prrodu._ctww whichbrebuny
employment and this will occur will decrease SRAS (shift of the curve to the left) until the
where PL = 220. The answer to part
(iii) makes use of the data from the v PROGONAR) returns to the fuLL level D'\C eme5WWt (Us# =0
diagram and would be likely to million of output ) where the average price level is 220.
kachieve full marks. ) ! : ! R i

This response could have achieved 6/6 marks.
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QUESTION PRACTICE

This question is adapted from the November 2015 examination paper. =

N

Explain why, using the Monetarist/New Classical model, the economy
will always return to the potential (full employment) output following a
recession. [10]

SAMPLE STUDENT ANSWER

Bconomies go through cycles of expansion and recessions, which
is known as business cycles. The Monetarist/New Classical

Ahis is a good introduction
to the Monetarist/New Classical

gravitate towards its long-term output in the long ruwn, a position, | view that the economy will return

7 , to full employment. The concept of
that is referred to as the full employment Level of output. It is full employment output (potential

not @ situation where there is no unemployment but rather that output) is clearly explained.

perspective is that the economy will always self-adjust and

the only unemployment is what is called the natural rate of
unemployment (NRIL) which happens even when an economy

Ls performing well.
An economy goes through the recession phase of the business ™ paragraph is a good 3
ey cle when aggregate demand (AD) decreases and this leads to explanation of the concept of a

recession with reference to the

a fall in real output known and thus a recession. For instance, business cycle model learned in

consumption may decrease following a sudden decrease in @—| sub-unit 3.1. A generic example
, is used to explain a situation
the va Ll/(.e Df YCaL estate, thh WDM.Ld decrease the WCDILth D“c that brings an economy toa
households. This drop in the consumption expenditure (C) \ecesstonary gap- J
component of AP would result in a Lower AD since
AD =C+ [+ G+ (X-M). As you can see on my furst diagram
odrawn below, the orop in AD would result in a macroeconomic
equilibrivum (Where AD = SRAS) with Lower real output. This is
a short-term equilibrivum since real output is lower than the full
employment output, YR The distance between real output and
full employment output is kinown as a recessionary gap.
N
Brice Level Vhe diagram drawn is
] LRAS correct and fully labelled but more
SRAST references are needed to explain it.
@ Forexample, the drop in AD could
be described as “a fall in AD from
PL g
PL:% %= SRASZ2 AD1 to A]?Z p thfe real f)utpl.lt. due
l to the fall in AD is not identified as
Y2 and the recessionary gap could
PL=2 be referred to as Y2YP.
L~ \ ADL \ i
= AD2
Yo LE real Drw‘:PWC
—

91



MACROECONOMICS

)

. 0 N ’ ’ ’ ’
Aihis paragraph providesa Whew the economy is going through a recessionary gap, there is
good explanation of the automatic : =
mechanism that brings the not enough demand for goods and services so fewer factors

economy back to full employment
through a decrease in the price of

resources. The candidate has thus =@ goodls. This leads to SIA_YPLM.SCS of resources Lw the fuc’cor market.
addressed the demands of the , 7 2
[ question. Over the long term, prices including wages are assumed to e
flexible L the Monetarist/New Classical model and thus the

prices of resources would start to decrease. This Leads to Lower costs

of production are needed since firms need to produce fewer

of production for firms and hence SRAS increases, meaning it

Wgain, the candidate should g 4 i
/ shifts to the right as showwn on the next diagram.
make more references to the 9
diagram, for instance “the SRAS The real output goes back to the 'ﬁ/LLL CVM:pLDg ment Level, Y®

increases from SRAS1 to SRAS2”.

Price level
LRAS
SRASL
Pl \ SRAS2
l P2 3 —
PL3
3 /./' ADL
. AD2
Y2 ye real output
—_—

As sueh, tn the Monetarist/New Classteal model, the economy

Aihis is a good conclusive alwa Ys goes back to the 'ﬁd.LL empLogmewt Level Df output n the
statement, highlighting the main , ) 2 b
assumption of the model (price long run. This full automatism of the economy to adjust back
flexibility in the long run). toYPis only possible due to the asswmption of prices and thus

wagges betng flexible.

This response meets all the descriptors of the highest mark band (9—10).
However, the diagrams are not sufficiently explained to be awarded

full marks. Refer to Unit 5 pages 194—195) for a full explanation of the
paper 1 level descriptors.

This response could have achieved 9/10 marks.

QUESTION PRACTICE

This question is adapted from the May 2016 examination paper 3
Using the Keynesian AD/AS diagram, explain why an economy may be in
equilibrium at any level of real output. [10]
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Unlike the New Classieal economists, The Key nestan economists Aihis is a good introduction
, , , , , , to Keynesian belief that prices do
dow't believe tn wages being flextble even in the Long run. not adjust downwards. The quote
(ndeed, John Maynard Keywes once said that “in the long run, from John Maynard Keynes is not
. : . necessary but it helps explain this
we are all dead”, meaning that he did wot believe the economy central assumption of the model.
will eventually work, itself out in any reasonable time. It coulo
take years for the economy to self-adjust.
The aggregate supply (AS) curve in the Keynesian model has
three distinct section depending own the extend of spare capacity,
which can be seen on this diagram.:
. f
General price Level Ahe candidate provides a
’ correct and fully labelled diagram
4 and points out that the shape of the
AS curve depends on the level of
apLz A\ @—| spare capacity. Note that “general
price level” is another commonly
\ used type of price level and “real
aplo GDP” is also a valid alternative for
oGPl /\ AP L”real output”. 4
AD2.
ADL
Y1 YP  real gpP

Adding the aggregate demand (AD) gives us the macroeconomic
equilibrivum, that is the polnt where AD = AS, which gives us

the equilibrium real GDP For instance, the economy could be at
Y1, where APL = AS. At this point, the economy is along the
horizontal section of the AS curve where there s a Lot of spare
capacity, meaning this is insufficient demand for goods and
services. At that polnt a Lot of resources are not in use and thus

a Lot of workers are unemployed. Since the model does not believe
that the workers will accept Lower wages (a phenomenon called

“downward price stickiness”), there is no decrease in price Ahe concept of

macroeconomic equilibrium is
explained. The candidate has

The economy would remain at that Positiow until there s a explained why an economy could
remain in a situation of high
unemployment. There are also
adequate references to the diagram.

of the Labour resowrce which classical economists believe tin.

change in a component of AD.

Ow the other hand, the economy could be along the vertical
section of the AS curve, which is shaped that way because

it represents a stage in the economy where all the resources
are employed and hence the real PP at that point is also the

&
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Bois paragraph explains that potential GBE P - meaning that it is the maximum GpP

the economy could also remain that can be produced with all resowrces fuLLg CVIA:PLD%&DL Sucha
in another situation where the
economy produces at full capacity.

The candidate continues to make level is high (GPL3). Unless theve is a decrease in one of the
adequate references to the diagram. :

situation may oceur where AD is as high as APz and the price

components of AD, the economy will remain in this situation of
inereasing price Level.

Weally, the economy should be near full employment, along

the intermediate section of the AS curve, for example where

AD 2= AS and real PP is Y2. At that point, where there are
some shortages of resources in some industries, the economy does
not experience high price levels and the unemployment is Limited.
This stage can only be achieved, according to the Keynesian

Stating that the model sees model, if the government intervenes to either boost AD for Low
intervention as necessary to bring AD level such as ADL or dampen Lncreases tn AD when at AD3.
the economy to an “ideal” level of . . L Gt
output is a good way to end this Without Lintervention, the economy could be stuck at any
response. possible Level of output.

This response meets all of the descriptors of the highest mark band
(9-10). so it could have achieved 10/10 marks.

Q-‘b Content link

Link to your IA

AD/AS diagrams are often needed for Unit 3 commentaries. They help
explain changes in economic activity (often GDP). Make sure you identify
both the reason for the change in GDP (thatis, a change in AD and/or AS)
and the factor(s) causing that change. For example, if an article describes
afallin real GDP due to a reluctance of consumers and firms to spend,
identify the low levels of business or consumer confidence as the source
of the decrease in consumption (C] and investment (1), both of which

are components of AD. If the economy sees an increase in AD during a
recession as a result of greater government spending, you might want

to point out that the authorities are adopting a Keynesian approach to
management of the economy.

Concept link QDO

* Intervention—many governments adopt a Keynesian approach to the
management of recessions. You will learn about the policy responses
in sub-units 3.5 and 3.6 as well as other forms of intervention in sub-
unit 3.7. Some articles may hint to the “downward stickiness” of wages,
forinstance if they mention tensions with trade unions or frequent
worker strikes. These factors would suggest that the economy will not
self-adjust, as wages are unlikely to decrease.
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3.3 MACROECONOMIC OBJECTIVES

You should be able to: This sub-unit introduces the
macroeconomic objectives of a

v define the terms .
government—economic growth,

v short-term and long-term v demand-pull and low unemployment, and a low
economic growth cost-push inflation il sElbile mie of Sninon,
v/ recession v deflation
v cyclical (demand-deficient), v/ disinflation
structural, seasonal and v .
government (national)

frictional unemployment debt

v/ the natural rate of
unemployment (NRU)

v/ explain, using a production possibilities curve (PPC) diagram
or an AD/AS diagram, the causes of short-term and long-term
economic growth

v calculate the rate of economic growth from a set of data

v discuss, with the aid of real-world examples, the possible
consequences of economic growth

v calculate the unemployment rate from a set of data
v/ explain the difficulties in measuring unemployment

v/ explain, using a diagram, that the imposition of a minimum wage
may result in unemployment

v/ explain, using a diagram (or diagrams), that cyclical unemployment
is caused by a fall in aggregate demand

<

explain, using a diagram, that structural unemployment is caused
by changes in the demand for particular labour skills, changes in
the geographical location of industries and labour market rigidities

explain the limitations of using the CPI in measuring inflation
explain, using AD/AS diagrams, the causes of inflation and deflation

explain the possible consequences of a high inflation rate and deflation

S N X

calculate the inflation rate from a set of data, using quantities
purchased as weights in the CPI

AN

discuss, with the aid of real-world examples, the costs of
unemployment versus inflation

v discuss, with the aid of real-world examples, the potential conflicts
between the macroeconomic objectives.
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HL In addition to the points above, for HL you should be able to:
e construct a weighted price index, using a set of data provided

e explain the importance of a sustainable level of government
(national) debt and the costs of a high government (national) debt

¢ discuss, with the aid of real-world examples and using short-
run and long-run Phillips curve diagrams and/or an AD/AS
diagram, the view that there is a possible trade-off between the
unemployment rate and the inflation rate.

Summary

Economic growth

Economic growth refers to an increase in real output (real GDP) over
time. It is the percentage change in real GDP between two years. For
example, the economic growth rate for an economy between 2021 and
2022 would be:

rGDP,, - rGDP,,
rGDP,,

x 100

Short-term economic growth (actual growth) results from the greater
use of existing resources. This may be illustrated using a PPC model or
an AD/AS model.

Qb Content link

Link to other sub-units
Refer to:

e sub-unit 1.1—a PPC may be used to illustrate both short-term and
long-term economic growth

e sub-unit 3.2—an increase in potential output (LRAS/Keynesian AS)
represents long-term economic growth

® sub-unit3.2—an increase in AD may resultin anincrease in real output
and hence short-term economic growth.

Long-term growth (potential growth) results from an increase in
potential output (productive capacity of the economy). This may also
be illustrated using the PPC and AD/AS models.

Economic growth may have the following results.

e It may lead to an improvement in living standards (economic
well-being). The increase in real output may lead to an increase in
real GDP per capita if real output grows faster than the population
as it implies, on the average, greater access to goods and services
for the population. As you learned in sub-unit 3.1, there are
limitations to using real output per capita to measure changes in
economic well-being over time.

e There may be negative and positive impacts on the
environment. The increase in output may come from increased
production of goods that may generate negative externalities,
posing a threat to sustainability. On the other hand, in high
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income countries, rising real incomes have
given society the ability to devote resources to
protect the environment and combat the threat
to sustainability.

* There may be decreases and increases in income
inequality. Economic growth may be driven
by increased production in some industries or
regions, resulting in regional inequalities (refer
to Figure 3.1.1, page 81, the map of mainland
China for an illustration). In the industries or
regions where production rises faster, this is
likely to be accompanied by faster increases in
wages, widening income inequality—as you
learned in sub-unit 2.12, the free market leads
to inequalities due to differences in ownership
of factors of production. However, economic
growth implies higher tax revenue (both from
sales taxes and income or business taxes) for
the authorities, which enables them to finance
redistribution policies.

The opposite of short-term economic growth is a
recession, which refers to a decrease in real output
(real GDP) over time. A recession is often the result
of a decrease in AD.

Low unemployment

Unemployment occurs when those who are

actively looking for work do not have a job. The
unemployment rate is the number of unemployed
workers expressed as a percentage of the total labour
force (which refer to the active population, the sum
of the employed and unemployed):

Number of unemployed

Unemployment rate = x 100

Total labour force

There are many difficulties in measuring
unemployment. Official figures may
underestimate the true unemployment rate for
these reasons.

e Discouraged workers—those who have stopped
looking for a job but would be happy to accept
one—are not captured in official statistics.

e Official figures do not take underemployment
into account. Some workers in part-time jobs
are actively looking for full-time employment.

3.3 MACROECONOMIC OBJECTIVES

As they have a job, they are not considered
unemployed. Underemployment also
includes individuals in jobs for which they are
overqualified.

“Hidden (disguised)” unemployment includes
the underemployed and discouraged workers.

The unemployment rate may also be
overestimated when:

— workers are employed in illegal or unofficial
activities

— individuals do not reveal that they are
employed, in order to claim unemployment
benefits or avoid paying income tax.

The economic costs of unemployment include:

e Joss of real output (real GDP) as unemployment
implies that the economy is operating below its
potential output (below the PPC)

¢ areduction in tax revenue for the government

¢ higher government expenditures to finance
unemployment benefits and retraining
programmes

¢ in the case of prolonged unemployment,
widened inequalities and increased poverty.

The personal and social costs include:

e psychological stress from being unable to finance
daily expenses

e loss of health insurance for people in countries
where there is no national healthcare system,
and individuals have health insurance provided
by their employer

¢ greater social problems such as increased
homelessness, alcoholism and drug abuse, and
higher crime rates (e.g. thefts).

Four categories are used to reflect different types of
unemployment and their causes. These categories
are described below. Governments identify the type
of unemployment to adopt appropriate policies.
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Cyclical unemployment (also known as demand-
deficient unemployment) results from a decrease

in AD that decreases the demand for labour. This
type of unemployment takes place during recessions
when the economy is not producing at the potential
output. Since the demand for labour is derived from
the demand for goods and services the workers
produce, Figure 3.3.1 shows the demand for labour
decreasing from D(L)1 to D(L)2, as a result of AD
decreasing from AD1 to AD2 during a recession.

(a)

Assuming that wages are “sticky downwards” (due
to employment contracts, trade unions, for example),
the labour market will not reach an equilibrium

at W2. At W1, the number of workers willing to
work (supply of labour) is greater than the number
of jobs offered (demand for labour) and there is

a disequilibrium (surplus) in the labour market.

This surplus is the number of workers in cyclical
unemployment.

(b)

Wage 4

Price level A s(U)
AS -
A B
w1
e W2
PLL fomma / v \
PL2 AD1 /
(U1
AD2 D(L)2
Y2 YP Real output L2 L1 Labour

A Figure 3.3.1 Cyclical (demand-deficient) unemployment

You learned in sub-unit 3.2 that even when

an economy has reached its potential output,
some members of the labour force are part of
the natural rate of unemployment (NRU). The
NRU is the sum of three types of equilibrium
unemployment—seasonal unemployment,
frictional unemployment and structural
unemployment.

Seasonal unemployment occurs when individuals are
out of work because their usual job is “out of season”.
For example, some farm workers may be without work
for a few weeks in winter when cold weather makes it
impossible to harvest crops.

Frictional unemployment refers to the members
of the labour force who are between jobs. It arises
because it takes time for individuals who enter
the labour force or who have left their existing
jobs to find employment. Job seekers may remain
temporarily in frictional unemployment as they
need time to gather information on job vacancies.
Similarly, employers may not fill a vacancy
immediately in hope of finding a better-qualified
person. As both frictional unemployment and
seasonal unemployment are short term in nature,
they do not represent a significant concern to
governments.
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Structural unemployment is due to skills
mismatch and labour market rigidities. The pattern
of demand and production methods change in

the long term, resulting in a permanent fall in the
demand for a particular type of skills. Outsourcing
and cheaper labour cost in foreign markets may
also lead to a permanent drop in demand for
labour. Workers who are unable to adjust to the
new requirements of the industry and/or are
unable to join other industries find that their

skills have become obsolete. This is illustrated on
Figure 3.3.2, which shows the labour market for a
specific type of worker. For instance, developments
in artificial intelligence now allow for the use of
robots as waiters in restaurants. These robots can
take orders from customers, serve meals and return
dirty dishes to the kitchen. The adoption of this
technology would probably result in a permanent
drop in the demand for restaurant staff from

D(L)1 to D(L)2. Figure 3.3.2 may look like Figure
3.3.1b, which shows cyclical unemployment.
However, structural unemployment is a long-

term problem that lasts longer than recessions

and thus the wage may adjust over time, to W2
(while a disequilibrium remains for cyclical
unemployment). The means that the workers with
this skillset will need to accept a lower wage to
remain employed. L2L1 reflects those who are
structurally unemployed.



Structural unemployment may be the result of labour
market rigidities (laws and regulations that make it
difficult for the labour market to adjust to changes in
the demand for labour and/or supply of labour).

Wage 4

S(L)
w1 \\
w2

-‘.-—
D(L)1
D(L)2
L2 L1 Labour

A Figure 3.3.2 Structural unemployment
due to a permanent drop in the demand for
specific skills

Q-b Content link

Link to other sub-units

A minimum wage legislation is an application of the
price floor analysis you learned in sub-unit 2.7.

The minimum wage, if above the market equilibrium
(W2 on Figure 3.3.3) would result in more workers being
willing to work than firms are willing to hire. The market
disequilibrium in affected labour markets leads to
structural unemployment of L2L1.

Wage 4
S(L)
A B
w1
e /\
D(L)
L2 L1 Labour

A Figure 3.3.3 Structural unemployment due to
minimum wage legislation
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Low and stable rate of inflation

Inflation is the increase in price level over time. It is
usually measured using the consumer price index
(CPI), which is the weighted average of the prices of
a basket of goods and services bought by the typical
consumer in a country. For instance, the inflation rate
in a country in 2019 can be calculated as:

CPL, - CPIL,
Inflation rate 2019 =———— x 100
18
So, if the inflation rate in 2019 was 5%, it means
that prices, on the average, increased in 2019 by 5%

compared to 2018.

HL Calculating the CPI for a particular year
involves summing up the weighted price of
each item in the representative basket of goods
and services. The weights, which represent the
relative importance of a good to households, are
the quantities bought of each good in the basket.

So, the CPI for a particular year is:
twpP,

where P is the price of a good and w the weight
assigned to that good in the basket.

expenditure on the good

"~ total household expenditure

Using the CPI to measure inflation has some
limitations.

* The basket of goods and services—that is,
the items included and the weight given to
each item—represents the typical household
expenditure. A “typical household” may not exist,
though, due to wide variation in consumption
habits, especially in large countries. For example,
in the USA the consumption of fuel for heating
is much greater in arctic Alaska than in tropical
Florida, so an increase in the price of fuel may
affect US households differently—the weights
may not be representative of all households.
Staple foods (rice, bread, pasta) may differ in
multicultural societies such as Australia, Canada
and Singapore, making it hard to identify the
items that represent “the typical household”.

* The CPI captures changes in the price of goods
included in the basket without consideration
for improvements in quality. For instance,
smartphones may become more expensive, but
they also offer more functions.
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¢ The basket of goods and services needs to be
reviewed over time as consumption patterns of
the “average household” changes. For instance,
in 2021, the UK’s office for national statistics
(ONS) added hand weights and hand sanitizers
to the basket of goods and services used to
measure inflation to reflect the greater purchase
of home gym equipment and other goods that
became common household items because of the
COVID-19 pandemic. However, new products

Test yourself

1.58%

Z
Beverages and cigarettes

. - 0.88%
Garments, footwear '

- | 2.22%
HF= Housing and
] EI

constructlon matenals
Household

h equipment and goods ;
- 2.70%
Medu:lne and

healthcare service

A Figure 3.3.4 The CPlin Vietnam 2020

© 1.26%

may take time to be included or old items time
to be removed, making changes in the CPI a

less reliable measure of changes in the cost of
living—hi-fi systems were only replaced by
streaming portable speakers by the ONS in 2019,
for example.

The growing number of online purchases makes
it difficult to select representative prices for
goods in the basket due to significant differences
between online and high-street prices.

| 11.27%

Food and foodstuff

¥ 10.66%

Transport

=

.“‘. ¥ 0.58% ﬁ
‘ Post and communication
3.85% .

4.17%

Educatlon

lloss%

Culture, entertainment

’ “.and tourism

- 2.44%
Other

Figure 3.3 .4 illustrates the increase in Vietnam’s CPl in 2020. The broad categories of the goods included in the basket

are provided. While the CPl increased by 3.85%, the increase was not uniform across all categories. How does this graphic
help illustrate some of the limitations of the CPI mentioned above? Are all consumers likely to be equally affected? Do you
foresee that some households would be concerned about the cost of education while others would not be affected? Is
transportation equally important to those living in urban centres and those living in rural areas?

A high rate of inflation comes with these costs.

e Inflation increases uncertainty as it makes it
difficult for businesses to determine whether an
investment project will be profitable.

e Income inequality may increase as the
purchasing power (real income) of fixed income
earners (wage earners, pensioners) decreases
while variable income earners (professionals
such as architects or lawyers, entrepreneurs) see
their earnings increase with prices.

¢ High inflation leads to a loss of export
competitiveness, especially when the inflation
rate at home is higher than it is in other
economies producing similar goods for exports.
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e Inflation distorts the signalling and incentive
function of prices. If all prices are rising at the
same time, producers are unable to identify
which price increases are due to a relatively
greater demand from consumers, and which
they should allocate more resources to.

e Inflation may lead to panic buying when
households fear continued high increases
in prices.

Inflation may come from increases in any of the
components of AD. The closer the economy is to
its potential output (YP on Figure 3.3.5), the higher
the increase in the price level resulting from an
increase in AD. Figure 3.3.5 shows that the initial
increase in AD (AD1 to AD2) leads to an increase
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in the price level from PL1 to PL2. A subsequent increase in AD of an Q3 i
equal magnitude (AD2 to AD3) brings about a significantly higher

increase in price level, PL2 to PL3—you learned in sub-unit 3.2 that S SO COF RIS

firms face “bottlenecks” in production as the economy approaches Refer to sub-unit 3.2 for the
full employment. The increase in price level from PL1 to PL3 is due to factors that affect the components
increases in AD and is called demand-pull inflation. of AD. The main causes of

Note that only high demand-pull inflation is a concern. A mild demand-pullinflation tend to be:

rate of inflation (averaging 2%) is a sign that the economy is growing. 0 GEEER ICEREES I

Figure 3.3.5, where AD increases from AD1 to AD2, shows that the OV spending
increase in price level is accompanied by a significant increase in real (G), sometimes to gain
output (Y1 to Y2). popular support or as part of
fiscal policy (which will be
Inflation may also arise when all firms face increases in the cost of examined in sub-unit 3.6)

production, resulting in a decrease in SRAS. In Figure 3.3.5 this is
reflected as SRASI shifting left to SRAS2, resulting in a higher price
level, PL2. This type of inflation is called cost-push inflation and often
occurs due to a rise in the price of oil, which is used in most industries
for transportation and manufacturing, and/or wages increasing faster
than labour productivity. An increase in the price of agricultural crops
because of a bad harvest also causes cost-push inflation since crops are
used in food production.

® excessive increases
in the money supply
by government—what
Monetarist economists see
as a situation of “too much
money chasing after too few
goods”; (monetary policy and
quantitative easing will be
A decrease in the price level (CPI) over time is a phenomenon called examined in sub-unit 3.5)
deflation. It usually follows a period of disinflation that takes place q
when the inflation rate decreases, which means that the price level is
still increasing but at a decreasing rate. Deflation usually comes from
prolonged decreases in AD.

highincreasesinCand |
due to high consumer and
business confidence when
the economy is doing well

It is argued that deflation is a greater problem than inflation for an e asudden increase in exports
economy. The costs of deflation are as follows. * expectations of high inflation,
e There is uncertainty as firms are unwilling to commit to investment which resultin households
projects if they fear that the price of their goods will continue to bringing forward expenditure
decrease. on durable goods.
¢ The bigger risk associated with deflation is deferred Price level A
consumption as consumers put on hold the purchase of
houses, cars and other consumer durables in anticipation AS
of lower prices in the future. This could start a deflationary D2 AD3
spiral as the AD curve continues to shift left, resulting in ADL
high levels of cyclical unemployment and bankruptcies. o3 S
* The real value of household and corporate debt increases b2 \
and this limits the ability of consumers and firms to borrow, PL1 —
limiting increases in AD. I\ .

.. .. . . . Y1 Y2YP Real output
e There is inefficient resource allocation as prices lose their P

signalling power. A Figure 3.3.5 Demand-pullinflation

e Deflation may worsen inequalities—some households will ~ Price level A
enjoy an increase in the real value of their savings. SRAS?

¢ Deflation may also make monetary policy ineffective as
households and firms may not respond to the lower interest PL2 SRAS1
rates due to high business and consumer pessimism and
interest rates cannot easily be negative. The workings of
monetary policy will be examined in greater detail in / AD1
sub-unit 3.5.

PL1

Y2 Y1 Real output

A Figure 3.3.6 Cost-push inflation
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Y Assessment tip

Government intervention is needed to achieve a low unemployment rate and a low and stable rate of inflation.

As you learned earlier in this sub-unit, inflation and unemployment are complex issues—there are two types of
inflation (cost-push and demand-pull inflation) and four types of unemployment (cyclical, structural, seasonal and
frictional). The policy responses to high inflation and unemployment will be covered in sub-units 3.5-3.7 but, as
you might have guessed, some policies are more suitable for specific types of inflation and/or unemployment. For
example, fiscal policy (the focus of sub-unit 3.6) may reduce cyclical unemployment but is unlikely to affect other
types of unemployment. A common mistake of candidates is to evaluate the effectiveness of policies in addressing
overall unemployment or inflation without considering the impact of the policy on each type of unemployment or
inflation separately. Very often, part (b) of paper 1 questions that test on inflation or unemployment require you to
distinguish between the types of inflation or unemployment. Failing to do so may result in your response ‘partially

addressing the demands of the question” and this will keep you in the (?—9) mark band of the 15-mark question.
.

The relationship between unemployment and inflation

You have learned that there are costs to both (high) inflation and unemployment. You might have noticed
that if AD is so low that the economy is in a recessionary gap, some individuals will fall into cyclical
unemployment (Figure 3.3.1, page 98). On the other hand, if AD is so high that the economy reaches full
employment, the economy experiences high demand-pull inflation. There is thus a a trade-off between the
inflation rate and the unemployment rate. Referring to Figure 3.3.1, if the government could increase AD,
the unemployment would reduce at the expense of higher inflation.

HL This inverse relationship between the inflation rate and  Inflation rate (%)
the unemployment rate is shown on Figure 3.3.7. Point A )
may refer to an economy in a recession where 5% of the
workforce is out of job. Following an increase in AD due
to government intervention, the unemployment reduces to
3% but this increase in AD has increased the inflation rate R
from 2% to 6%. This is illustrated by the short-run Phillips 2 puilipseue
curve. It follows that movements along the Phillips curve
(e.g. from A to B) correspond to shifts of the AD curve on an . T — >
AD/AS diagram. « ployment rate (%)

This short-run Phillips curve is aligned to the Keynesian 4 Figure 3.3.7 The short-run Phillips curve
idea that an economy may remain stuck at any level of

output and thus an economy may also remain at point A on Figure 3.3.7 since there is no automatic
mechanism that leads to changes in wages and prices of other factors of production. On the other
hand, Monetarists believe that there is no trade-off in the long run since the economy will return to
the potential output. This belief is reflected by the long-run Phillips curve, which is vertical at the
potential output (LRPC on Figure 3.3.8).

) Inflation rate (%) LRPC
Price level 4 LRAS SRAS? i
E
] TN SRAS1 6 \ E
D D
PL2 .
C
he , : SRPC2
AD2 SRPC1
AD1
» Real output =
YP Y2 3 4 Unemployment rate (%)

A Figure 3.3.8 The short-run and long-run Phillips curve

Consider Figure 3.3.8, which shows an economy operating at potential output at point C where
ADI1 = SRASI1. On a Phillips curve diagram, this is reflected as a situation where the unemployment rate is
4% and the inflation rate is 2%. Since the economy is at full employment, it follows that the NRU is
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the only form of unemployment and therefore
the LRPC cuts the horizontal axis at that rate of
unemployment. If the government attempts to
reduce unemployment by increasing AD, the
economy will move to point D where there is

an inflationary gap—where unemployment is
temporarily reduced to 3% but with a higher rate
of inflation (which is illustrated by the higher

3.3 MACROECONOMIC OBJECTIVES

price level, PL2). The inflationary gap will lead
to higher wages in the long term and thus higher
cost of production, the SRAS1 curve will shift left
to SRAS2. This corresponds to a shift of the SRPC
curve to the right. The economy returns to full
employment at point E where unemployment

is back to 4% (the NRU) but with a rate higher
inflation of 6%.

Sustainable level of government (national) debt

HL The government (national) debt refers to what
a government owes domestically (the internal
debt—owed to national creditors) as well as to
foreigners (the external debt). The internal debt
builds up with every budget deficit, which is a
situation that exists when government spending
exceeds government revenue. A government may
incur a budget deficit in order to increase AD in

the economy. This will be examined in sub-unit 3.6.

The government (national) debt is expressed as

a share of GDP. Comparing what a country owes
to its national income (GDP) gives insights into
that particular country’s ability to service the debt
(the amount that needs to be paid to cover the
repayment of interest and principal on a debt per
period). Looking at national debt in absolute terms
would be misleading. For instance, in 2021, the
national debt of the USA exceeded US$28 trillion
while the national debt of Japan was slightly over
US$12 trillion. However, the USA’s national debt
was about 100% of its GDP while Japan’s debt was
more than 250% of its GDP.

The presence of a national debt is not a bad thing,
as long as the debt is incurred to finance necessary

Conflicting macroeconomic goals

Low unemployment and low inflation—we saw earlier that

there is a trade-off between unemployment and inflation. As such,
governments may need to prioritize one of the two macroeconomic
objectives in the short term. There is no convention on which is
more important, it varies from country to country. For instance,

an export-driven economy with exports that face competition .
from other exporting nations may prioritize a low inflation rate
over a low rate of unemployment. In contrast, if a country has
experienced a prolonged recession the government may prefer to
focus on unemployment to prevent the social problems that tend to

accompany long periods of unemployment.

public expenditure, bring about macroeconomic
stability or finance economic development.
Governments should, however, make sure the
national debt is manageable or sustainable as a
high national debt comes with the following costs.

® Debt servicing carries a high opportunity
cost. A high debt-GDP ratio implies that a
significant share of tax revenue will go to
service the debt. For less developed countries,
a high debt-GDP ratio makes it difficult to
finance essential goods and services such as
education and healthcare.

e Alower credit rating is given to countries
with high debt-GDP ratio by international
credit rating agencies. The low rating signals
to creditors that the country may not meet its
debt obligations and hence makes it difficult
for countries with low ratings to borrow
funds to finance public expenditure and
development.

¢ If the debt-GDP ratio is high, governments
may be forced to reduce public spending and
increase taxes.

Q—Q Content link

Refer to the impacts of economic
growth on the environment, earlier
in this sub-unit.

Economic growth:

may be accompanied by
pollution and environmental
degradation

* inhigh income countries has
also spurred the development
of green technologies.

High economic growth and low inflation—in the short term,

increases in AD may bring increases in economic growth at the cost
of an increase in demand-pull inflation. The closer the economy is
to its potential output, the higher the inflation rate when short-term
economic growth is not accompanied by long-term economic growth.
An economy with a lot of spare capacity would be likely to prioritize
short-term economic growth over the management of inflation.
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¢ High economic growth and environmental sustainability—
governments have varying levels of commitment to sustainable
growth. Some still give subsidies to high carbon-emitting industries
to promote economic growth.

¢ High economic growth and equity in income distribution—to
avoid a conflict between these two objectives, governments must
aim for inclusive growth. The Organisation for Economic Co-
operation and Development (OECD) defines inclusive growth
as economic growth that is distributed fairly across society and
creates opportunities for all. As mentioned earlier (page 97), higher
real output may come with higher income inequality but it also
provides governments with the tax revenue to finance poverty
reduction policies, allowing for inclusive growth.

This question is adapted from the November 2021 examination paper. =;f
Read the following passage and answer the question that follows.

Over the last decade, annual economic growth in Burundi has been between 4% and 5 % and is expected to remain
strong in 2016. Inflation continues to decline reaching 3.9 % in July 2016, down from 24 % in March 2012, partly
due to a recent decrease in the prices of imports, especially oil, which is an essential input.

Using an AD/AS diagram, explain why the “decrease in the prices of imports, especially oil” might reduce
inflationary pressure. [4]

SAMPLE STUDENT ANSWER

Response 1
N .
Vhe diagram is fully labelled Price AS
and does illustrate a decrease in level
inflationary pressure. However,
the passage does not suggest that - \‘_
the lower inflationary pressure is l
caused by decreases in AD. This ® Yoo \
makes the diagram incorrect in this APL
context. ' ADD
\, J
.Y2 .Yi > Real GDP
(f the prices of Lmports decrease, the residents of the country will
g . , , ,
Yhe response does not align buy a Lot wmore of them — especially oil because they will want to
with the information provided. The . -
passage clearly indicates that oil use move fuel for their cars and probably will go on wore road
sy e e St (et (i i trips. With a Lot more lmports, AD will decrease since AD = C +

production). While cheaper imports
may lead to a greater spendingon  [® 4+ g + (X - M). As You can see on. my diagram, the sh’bﬁ of

imports (depending on the PED for , , ,
imports), the passage indicates a AD from ADL to AP2 Will result in a Lower price Level anol thus

Ero(;wth rate of 4-5%, so AD cannot redluce the iwﬂa’ciowrg pressures.
| be decreasing.

It is likely that this response would not be awarded a mark (0/4 marks).
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Response 2
Average A
price level SRASO
N (—— : SRAST
PUL fmmmep oot Lo ‘
R
; 1 AD
I 1
i
L 1
P
Yo i » ool OGP
As imported factor nputs are going down, producers will
2 ? 7 Ahe diagram is fully and
ewjoy lower costs of production for manufacturing goods correctly lagbelled. Theycandidate
using these materials tn Burundi. This leads to an increase correctly identifies the reduced
= inflationary pressure as an increase
in the short-run aggregate supply, from SRASO to SRAST, in SRAS.

accompanied by a decrease in the average price Level from PLO
to PLL, which indicates Lower cost-push inflation and so the
inflationary pressure would decrease.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the May 2014 examination paper.

A

Distinguish between structural and cyclical (demand-deficient)
unemployment. [10]

SAMPLE STUDENT ANSWER

tnemployment oceurs whew individuals, of legal working age,

are actively seeking employment but do not have a job. There are

different causes for unemployment, some short-term and others

more long-term. As such, unemployment is often categorised to his is a good introduction—
reflect such differences. Cyelical and structural wunemployment ﬁiﬁiﬁg}f&:ﬁﬁ’;ﬁ Dlishes
are two D‘f the fou.r tg?gs g-f M.MVWPLO%VWCVW. that cyclical and structural

unemployment have different
causes.

one of the main distinctions between the two types of
unemployment is that structural unemployment will always
be present in an economy as it oceurs even whew an economy

is at its potential output, also known as the full employment
output. That is, even when the economy has reached tts long-
term equilibrivum output, some individuals will not have ujob.
They are part of what is called the natwral rate of unemployment
(NRW) - the unewmployment that exists even at the full
employment Level of output. The NRI consists of
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Aihis paragraph clearly
explains the concept of structural
unemployment. There is already
an attempt to distinguish between
(make clear the differences
between) the two types of
unemployment by stating that
structural unemployment is part of
the NRU and always present in an

_economy.

W diagram could have
been used to illustrate structural
unemployment—either a diagram
to illustrate the permanent drop in
the demand for specific labour or a
minimum wage diagram.

Ahis is a clear explanation
of cyclical unemployment. The
diagram is fully and correctly
labelled, and adequately
referenced.
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frictional, seasonal, and structural unemployment - cyelical
unewmployment on the other hano does not contribute to

the NRIL. Structural unemployment oceurs due to a skills
mismateh in labour markets as employers (who “demand”
Labowr) Look for workers with skills that those who are
structurally unemployed do not have. There is thus a demand
for workers but the members of the Labour force who are seeking
employment are unable to join the labour markets in these
industries due to a lack of suitable qualifications. There are three
main origins to structural unemployment. The first is due to
changes in the geographical location of industries — for example
outsourcing whew companies want to produce in a country with
a Lower labour cost. Another cause of structural unemployment
is the change in the demand for particular skills due to changes
in wmethods of production and technology such as automatic
check-outs in supermarkets that result in a permanent drop in
the demand for cashiers. Finally, labowr market rigidities may
impede adjustment in the labour market and result in structural
unewmployment. Minimum wagge Legislation can be the cause of
Labour market rigidities as wages in a specific labour market
may not be able to adjust to changes in the demand for, or

supply of, labour.

n contrast, ochLoaL unemployment Ls assoclated with the
recessionary phase of the business cycle and thus may wnot
always be present in an economy while the NRIL exists even
during periods of economic growth. A recession is the result of a
fall in aggregate demand (AD) which Leads to a Lower real output
in the short ruun. Since the demand for Labour depends on the
demand for the goods and services they produce, the fall in AD
wouldl inevitably result in a drop in the demand for Labowr (from
furms). This is illustrated on the graph below. As real AD falls, the
demand for Labour also falls from DL to DL2. Since wages are
sticky downwardls in the short term due to the presence of strong
trade unions and rigid labour contracts, the wage remains at
Wi and this results in a surplus (RA®1) in the labour market.
This surplus is the cyclical unemployment.
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wages ()

S (workers) Vhere are a few references to

the AD/AS model and an AD/AS
\-—— diagram could have been drawn
W1-=- Hnemployment next to the labour market diagram.
This would have allowed for a
clearer diagram analysis of cyclical

b4 N Bl BL (firms) unemployment.
: > cuantity
@ et of Labour

The main distinction between the two types of unemployment

il N
Zhis conclusion helps

summarize the main difference
recessions anal disappears when the economy recovers. . @—| between the two types of

- . unemployment. This reflects a good
contrast, structural unemployment Ls long-term tn nature and understanding of the command

WLl Last in all phases of the business cyjele. term, “distinguish” befween (fo
make clear the differences between

two or more concepts or items).
.,

is that cyclical unemployment is short term, it oceurs during

This response meets all of the descriptors of the highest mark band
(9-10) and could have achieved 9/10 marks. However, there was
insufficient use of diagrams to answer the question. In particular, a
labour market diagram with a permanent fall in the demand for labour
with a lower wage (such as Figure 3.3.2, page 99) would contrast with the
cyclical unemployment diagram drawn in this response.

QUESTION PRACTICE

This question is adapted from the May 2014 examination paper.

i

Using real-world examples, evaluate the view that the benefits of
economic growth will always outweigh the costs. [15]

SAMPLE STUDENT ANSWER

Economists distinguish between short-term economic growth
and long-term economic growth. The former refers to the lncrease
tn real GBP over a period of time while the latter comes with an
inerease in potential output. There are many benefits to economic
growth, which tnclude an increase tn economic well-beitng, a
reduction in cyclical unemployment and greater tax revenice for
the government which can be used to finance public expenditure

and economic development. Unfortunately, economics growth
Zhe candidate introduces

might come with costs to society such as higher inequalities, the concept of economic growth

environmental degradation if economic growth does not and distinguishes between short-
= - sz — = term and long-term growth. This

come with potethaL growth, the ‘PDSSLbLLLtEj o-f high Lwﬂ,utbow. introduction also provides a brief

outline of the body of the essay.

with proper management of the economy, the costs could be

minimizeol.
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Aihis paragraph establishes
some benefits of economic growth.
There is evidence of economic
analysis as the candidate considers
other economic concepts such as
economic well-being, inflation and
unemployment. The real-world
examples and the diagram help
killustrate the arguments.

108

Short-term economic growth comes from increases in aggregate
demand (AD). Depending on the existence of spare capacity,

an tnerease tn AD would result bn an Lnerease tn real GDP

as long as the lnerease in real output outstrips the inerease

n population and thus real PP per capita increases. This
lnerease in per capita GPP mplies greater economic well-being
as residents of the country would enjoy a higher income which
veflects a greater ability to meet basic needs and financial
security. For instance, China’s real GDP per capita was unoler
US$1,000 in 1990 but over US$20,000 tn 2020 and thus,
over one generation, the average Chinese resident can afford 20
tlmes wmore goodls and services. The increase tn real GBP after a
recession would also signal lower cyclical unemployment. For
instance, on the following diagram, an economy positioned

at Y1 has a Lot of spare capacity and this would Lmply some
cycelical unemployment. We could consider this to be the UsSA
n 2020 as the COVID-19 pandemic brought about much
uncertainty and the inability to travel or even go out to spend on
goods and services. At that point, the inerease in AD that came
with an improvement in the COVID-19 situation saw an increase
n AD to AD2 which Led to growth in real GDP (Y1 to Y2) but a
negligible increase in the price Level (PLL to PL2). Such growth
was beneficial since it came with a decrease in unemployment
and the end of bankrupteies for many restaurants and other
businesses affected by the pandenic.

Price level A AS

PL3

PL2
PLL

Ve erg » Reol GDP

However, if the economy is near or at full employment, this
tnerease in AD would result tn high inflation, which can be
negative especially for fixed income earners who tend to be Low-
Lncome earners, such as unskilled workers. Referring to the
diagram drawn above, an economy reaching Y= would only
overneat if AD increased further. This could be the USA in early
2022 whew the inflation rate was 7% but the unemployment

©



3.3 MACROECONOMIC OBJECTIVES

, Aihis paragraph establishes the
rate was below 4%, which was probably wostly the natural costs of economic growth. The
candidate makes use of economic
analysis (e.g. reference to the AD/
AD would result tn Migher Lwﬂa’ciow with mintmal decrease AS model), real-world examples
and references to the diagram.

rate of unemployment. At that point any further increase in

in unemployment. Business owners who can adjust the price

of their goods and professionals who can tncrease theilr fees

such as lawyers and architects would be able to maintain

thelr purchasing power. Those with fixed income would be

able to afford fewer goods and services. n general, statistics
such as real GDP per capita may overestimate the benefits of
economic growth in terms of equity since GDP per capita is an
average measure which does not consider that tncome will rise
disproportionately. Real PP increases also do not reflect the
Lmpact on the environment. Economic growth may be the result
of the exploitation of natural resources. For example, Mexico
enjoyed increases in export revenue whew deposits of Lithivum
were found in the Mexican state of Sowora. Since AD = C + [ +
G + (X - M), the inerease in exports Leads to an tnerease in AD
and hence growth. However, mining Lithivum needs a Lot of watey,
may result in chemical spills and this natural resowrce is being
mined faster thaw it can be replenished. As such, growth from
exporting lithium is unsustainable and would negatively affect
future generations.

ZAihe candidate considers the

Many of the benefits such as the increase in well-being of costs of economic growth relative
0 7 to the benefits and hence addresses
householas who extt cﬁchaL uwemPLog ment are short term the demands of the question. The

since the individuals could Lose thelr job again at the next @— consideration of the short-term
and long-term nature of those costs

recesston while some of the the costs such as the LVWPﬂct and benefits also demonstrates
an ability to evaluate. Real-world
examples are once again used

damage is irreversible. tt would thus appear that the costs | effectively.

on the environment from mining are long term since the

could outwelgh the benefits in the Long term. However,
many of those costs are avoidable. inflation must be kept in
check by the authorities, policies must be in place to make
sure that economic growth is inclusive and the impact

ow the environment must be wmitigated by Legislation to
Limit negative externalities. Going back to the example of
china, the 200% increase in real GDP per capita in 30 years
has come with a growing tncome divide but the fact that
tertiary education enrollment has gone from 3% to 58%
over that sawme time period clearly indicates an itncrease

&
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Ahis conclusion demonstrates
evidence of synthesis (drawing on bn opportunities and thus that the government has made
the key points of the essay).

use of the increased tax revenue from economic growth

to finance economic development. Economic growth has
also allowed for the financing of green technologies such
as solar energy and electric vehicles, which help reduce
the Limpact of greater economic activity (real GBP) on the

environment.

As long as governments intervene to mitigate the costs of
economic growth brought about by unregulated markets,
economie growth can come with more benefits thaw costs. The
biggest threat comes from unsustainable growth as the damage
to the environment may) be irreversible while other costs and
benefits seem to be a Lot more short-term tn nature.

This response meets all of the descriptors of the highest mark band
(13-15) and could have achieved 15/15 marks.

This question is adapted from the May 2018 examination paper. %’
| Population aged over 16 years Employed Unemployed
20.45 million 13.72 million ' 1.12 million
Using the information provided above, calculate the unemployment rate. [2]
Response 1

‘Phe workings are incorrect:
the unemployment rate is the — ELEE)
share of the labour force (and so @ wnenployment rate = 20.45
not the entire population) that is -

X 100% = 547%

Sl eyt J This response would probably not be awarded a mark (0/2 marks).
Response 2
‘Vhe workings are correct but
the unemployment rate is always —® wnenmployment rate = ) R | X 100 = 1—12
expressed as a percentage of the _ labour fbroe 1272 + 112
labour force. The correct answer is X 100 = 755
L7.55%.

This response could have achieved 1/2 marks.
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This question is adapted from the May 2021 examination paper. —='/
The following table provides data relating to Country Y.
TCh e e ) Inflation rate (%) (i) Identify a period in which Country Y experienced
disinflation. [1]
2011 6.3 4.2 |
2012 6.8 35 | (ii) With refgrencg to the short.-run f’hillips curve, describe
013 75 32 | Fhe relationship between inflation and unemployment
in Country Y
2014 6.5 37 | for the period 2011 to 2016. [2]
2015 > 41 : (iii) Outline how the data for the period 2016 to 2018 may
AL Le = reflect a change in the short-run Phillips curve for
2017 6.4 5.7 | Country Y. [2]
2018 78 74 |

SAMPLE STUDENT ANSWER
Wisinflation refers to a

([,) 2011-201= @®—| decrease in the rate of inflation.
Since the inflation rate decreases
from 4.2% to 3.5% and then to 3.2%,

(it) There is an tnverse relationship between inflation there is indeed disinflation between
[ 2011 and 2013.

and unemployment between 2011 and 2016. When the /
unemployment tnereased from 2011 to 2013, inflatton s ~
i Y ﬁ ﬂﬂ Zihe short-term trade-
decreased and when unewployment decreased from 2014 to @ off between inflation and
, . . . unemployment is clearly explained
2016, inflation tncreased. This reflects the trade-off between | with reference to the data. A

inflation and unemployment illustrated by the downwarol
sloping short-run Phillips curve.

Ahe candidate has pointed

(iil) Between 2016 and 2018, both the inflation rate and the out that both inflation and
unemployment rate increased. Since the Phillips curve is unemployment rates increased

. . £ , and this does not correspond to
downwarad SLO‘PLV\@, Lt must be that the curve shbﬁed. n this case, a movement along a short-run

it must be that the curve shifted to the right. Phillips curve.

This response could have achieved 5/5 marks.

CQ Content link
Link to your IA

The pursuit of the macroeconomic objectives is a good topic for a Unit

3 commentary. Where the information from the article allows, establish

the threats to macroeconomic stability or the causes of high inflation,
unemployment or recession (or economic slowdown). If you choose an
article that discusses policy responses to macroeconomic problems, make
sure to consider the sub-units on monetary policy, fiscal policy and supply-
side policies. You are advised to choose an article that focuses on one or
two macroeconomic objectives. It would be difficult to do a proper analysis
of more objectives within the 800-word limit.
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inequality.
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Concept link QD

Efficiency—unemployment and recessions indicate spare capacity
in the economy, implying that resources are not fully utilized. Even
unemployment statistics may underestimate the level of inefficiency
due to underemployment and discouraged workers (refer to the
difficulties in measuring unemployment on page 97). An increase in
AD might thus reduce inefficiencies in the use of scarce resources.
However, too much of an increase in AD might lead to high inflation
which, as you learned earlier, might lead to growing inequalities. As
such, the goal of equity might be compromised in trying to achieve
greater efficiency. If your article suggests such a conflict, you might
have an opportunity to use your key concept as part of an evaluative
statement (judgment].

Economic well-being—the macroeconomic objectives are linked to
the concept of economic well-being. High inflation, unemployment and
recessions affect households in terms of lower (real] income, which
will affect their present and future financial security and the ability to
meet essential needs. While economic growth might seem positively
related to greater well-being, it must be inclusive growth to benefit all
households and sustainable growth to protect the economic well-being
of future generations.

ECONOMICS OF INEQUALITY
AND POVERTY

This sub-unit examines the causes
and consequences of poverty and

v

You should be able to:

define the terms

v absolute poverty

v relative poverty

v progressive, regressive and proportional taxes
v transfer payments

explain how a Lorenz curve may be used to illustrate the
distribution of income

explain how the Gini coefficient (index) is derived and interpreted

explain how poverty may be measured using single and
composite indicators

explain possible causes of economic inequality and poverty

discuss, with the aid of real-world examples, the impact of income
and wealth inequality on economic growth, economic well-being
(standards of living) and social stability

evaluate, with the aid of real-world examples, the effectiveness of
direct and indirect taxes as a mechanism to redistribute income

distinguish between progressive, regressive and proportional taxes

evaluate, with the aid of real-world examples, the use of non-tax
policies to reduce poverty, income inequality and wealth inequality.



3.4 ECONOMICS OF INEQUALITYAND POVERTY

HL In addition to the points above, for HL you should be able to:

e define the terms average tax rate and marginal tax rate

* construct a Lorenz curve from income quintile data.

Summary

Income inequality is due to an uneven distribution of national income
across the population. Income includes wages, interest from savings
accounts, rent from property, pensions, and so on.

Wealth inequality—wealth includes both money and assets (e.g.
savings, stocks and bonds, houses) minus what a household may owe.
High income earners tend to accumulate assets over time that can be
passed on across generations, so wealth inequalities are more severe
than income inequality.

A Lorenz curve illustrates the degree of income inequality in an
economy. The horizontal axis displays the cumulative percentage
of people in the population (usually expressed as income quintiles).
From left to right, we go from the lowest to the highest income
households. The vertical axis shows the cumulative percentage of
national income. Looking at Figure 3.4.1, the lowest quintile (the
poorest 20% of the population) receives only 8% of national income.
The poorest 40% receive 20% of national income (implying that

the second quintile receives 20 — 8 = 12% of national income). The
poorest 80% receive 60% of national income, implying that the top
quintile gets the rest, 40% of national income. The diagonal line,
also known as the line of perfect equality, represents a hypothetical
situation where income is distributed equally. The farther away the
Lorenz curve is from the line of perfect equality, the more unequal
the distribution of income.

Income inequality may also be measured by the Gini coefficient
(index), which is the ratio of the area between the Lorenz curve and
the diagonal line to the whole area below the line of perfect equality.
Area (A)
Area (A + B)

The Gini coefficient (index) can vary from 0 to 1 (0% to 100% when it
is expressed as the Gini index. The greater the Gini coefficient (index),
the greater the income inequality.

On Figure 3.4.1, it is: Gini coefficient =

National income is unevenly distributed, so some households will

be poorer than others. Poverty focuses on the lower quintiles of the
population (the left side of the Lorenz curve). Economists distinguish
between two types of poverty.

* Absolute poverty refers to a situation where households are unable

to meet basic needs for survival. It is the income necessary for a
person to afford sufficient food, housing, healthcare and education
for survival.

Relative poverty is a comparative measure of poverty. Individuals are
said to be in relative poverty if they do not reach some specified level
of income (e.g. 50% of the average or median income of the country).

National income

Q‘b Content link

Link to other sub-units

There is more on the concepts

of equality and equity in sub-
units 1.2 and 2.12. Equality is

a positive concept, equity is a
normative concept. Markets do not
achieve equity, so government
intervention is required.

While equity and equality mean
different things, government
policies often focus on reducing
inequalities.
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A Figure 3.4.1 The Lorenz curve
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Poverty is usually measured in terms of income.

A common single indicator of absolute poverty

is determined by a minimum income level called
the “poverty line”. Most countries set their own
poverty line. In addition, the World Bank has set
the international poverty line as US$1.9 a day.
Individuals who earn less than that amount are,
according to the World Bank, living in absolute
poverty. The World Bank reviews this international
poverty line regularly. Another single indicator of
poverty is the minimum income standards (MIS)
developed by the Joseph Rowntree Foundation.

The MIS is determined through surveys with the
general population to determine the needs of different
household types (e.g. single person, families) and
therefore the minimum household budgets they
require to function normally in society. According to
the foundation, the MIS in the UK in 2021 for a single
person was £20,400 a year and combined income of
£34,200 for a couple with two children. Individuals
with an income lower than the MIS would not reach
a minimum acceptable standard of living in the UK
in 2021.

The Multidimensional Poverty Index (MPI) is a
composite indicator (a summary measure of several
indicators) introduced by the Oxford Poverty and
Human Development Initiative (OPHI) and the
United Nations Development Programme (UNDP)
to measure poverty in economically least developed
countries. The MPI includes 10 indicators to reflect 3
dimensions of poverty—health, education and living
standards. Each of the 10 indicators is given a weight
(e.g. child mortality has a weight of %).

10 Indicators

Poverty is a normative concept. People have
different understanding of what is an acceptable
level of economic well-being (living standard).
There are also different methods to measure
poverty (as we have seen above) as different
countries use different methods and indicators.

Some information needed can only be collected
from household surveys, which are not done
regularly and, in some cases, hard to obtain.

For example, the housing indicator of the

MPI is measured in terms of deprivation of
“adequate housing materials in any of the three
components: floor, roof, or walls”. Accurate data
requires home visits as survey respondents may
not answer truthfully or may misunderstand the
question. Income data may also be unreliable
due to omissions or undeclared income. For
example, omissions include homeless people,
who may not be included since they cannot be
contacted for mail surveys—and yet they are, by
definition, in poverty. There might be divergence
in cost of living that underestimates the level

of poverty. For instance, the cost of living is
higher in cities so some urban residents might
be unable to afford necessities despite being
above the poverty line. Individuals within the
same household might not face the same level
of poverty. For example, in developing countries
women often do not have the same access to
education as men. Such inequalities may not be
reflected in measures of poverty.

Poverty is often measured based on income
and may ignore inequalities in terms of wealth.
Some households may earn a low

Child
mortality
(1/6)

School
attendance
(1/6)

Nutrition
(1/6)
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Health(1/3)

Education(1/3)

Drinking water (1/18)

Living standards(1/3)

income but be rich in terms of
assets.

The common causes of
economic inequality and
poverty are as follows.

Electricity (1/18)
Assets (1/18)

Housing (1/18)

¢ Inequality of opportunity—
individuals do not have the
same opportunities in terms of
education and employment.

3 Dimensions of poverty

A Figure 3.4.2 The MPI

The MPI reflects the deprivations (essential things
that people do not have) at the individual level. If a
person is deprived in 3 or more of the 10 weighted
indicators, the MPI identifies them as “MPI poor”.

The above single and composite indicators are
some of the commonly used measures of poverty.
Economists face the following difficulties in
measuring poverty.
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Education, even when

subsidized, is an expensive
experience, especially in less developed
countries where parents need their children to
contribute to household income (the opportunity
cost of education). Parental background does
not only affect the chances of obtaining a
comprehensive education but also access to
internships, jobs and business opportunities.
Individuals whose parents work in established
firms and businesses may gain employment
through their parents’ network or borrow the
funds needed to start a business.



Q"b Content link

Link to other sub-units

Refer to sub-unit 2.12. Households receive income
from providing factors of production to firms.

If there is a highly unequal ownership of the
factors of production, there will be a highly unequal
income distribution.

3.4 ECONOMICS OF INEQUALITYAND POVERTY

These policies will be examined in greater detail
in sub-unit 3.7.

These are the impacts of income and wealth
inequality.

Economic growth—low income households may
not be able to afford adequate education for their
children and for themselves, resulting in lower

Different levels of resource ownership—as
you learned in sub-unit 2.12, households
receive income from providing factors of
production to firms. If the ownership of the
factors of production is highly unequal, income
distribution will also be highly unequal.

Different levels of human capital—workers
with specialized skills and higher levels of
education or work experience earn higher
wages than those who are less skilled,
educated or experienced.

Discrimination (gender, race, religion and other
forms)—workers may have difficulties in finding
jobs and may be paid less than their peers with
the same qualifications.

Unequal status and power—individuals who
live in countries where industries are controlled
by large firms (which HL students may identify
as monopolies and oligopolies) may face higher
prices due to a lack of competition. This results
in lower real income for consumers and high
profits for a few large firms. Concentration of
power in the hands of some members of society
may lead to income inequality. Business permits,
contracts and jobs may be granted to those with
connection to the political or social elite.

Government tax and benefits policies—
governments may redistribute income by taxing
proportionately more high income individuals
to finance subsidies and access to necessities
for low income individuals. However, some
countries may impose lower rates of tax on
income, profits and wealth, making their
governments less able to finance such benefits.
Highly indebted countries may need to divert
tax revenue away from benefits for the poor to
service the national debt.

Globalization and technological change—these
factors may result in economic inequality.

Market-based supply side policies—these aim
to increase potential output by reducing the
level of government intervention. Privatization,
deregulation and labour market reforms are
some of these policies. Unfortunately, they tend
to lead to lower wages, less powerful trade
unions and less favourable working conditions.

productivity. Those who are trapped in poverty
are often unable to save and when poverty is
widespread in an economy, banks have limited
funds to lend to firms and businesses who wish
to purchase capital goods. The combined effect
of low investment in human capital and physical
capital limits long-term economic growth. It
also makes increases in income difficult, which
traps households in poverty. (The poverty cycle
will be covered in sub-unit 4.9.) High income
households, on the other hand, tend to buy
more imported luxuries (especially in the least
economically developed economies), spend
more on holidays and invest overseas when

the opportunities are limited at home (which
contributes to leakages from the circular flow).
The middle income class, which typically saves
the most, is squeezed by the high inequality.
Thus, overall savings and investment are low,
resulting in low economic growth.

* Economic well-being (standards of living)—
those trapped in poverty may not be able to
afford essential goods and services and their
inability to save affects their future financial
security. Low income individuals may also need
to take two jobs and this may lead to high stress
and less leisure time.

® Social stability—high levels of income and
wealth inequalities lead to discontent among
those who are trapped in poverty or suffer from
the inequalities. This may result in protests, riots
and a higher crime rate.

Taxes may be used to redistribute income and so
reduce income inequalities. There are two broad
types of taxes.

e Direct taxes are are levies paid by individuals
and businesses.

e Personal income taxes are imposed on
wages, rental income, dividends and other
forms of income earned by households.

e Corporate income (business) taxes are
imposed on profits.

*  Wealth taxes are levied on personal assets
(e.g. property taxes and inheritance taxes).

¢ Indirect taxes are taxes imposed on goods and
services (taxes on expenditure). In contrast to
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direct taxes, they are paid by consumers through
the sellers—the person paying for the tax does
not pay the tax directly to the government.

Q’Q Content link

Link to other sub-units

Refer to sub-unit 3.3. Changes in the geographical
location of industries and technological advances may
lead to a permanent drop in the demand for labour.
Hence, global competition and technological advances
may depress wages of workers who face structural
unemployment.

Taxes can be progressive, proportional or regressive.

e A tax is progressive if the share (%) of
income paid to the tax increases when income
increases. For instance, most countries have
a progressive personal income tax. As their
income increases, individuals pay a higher
share (%) of their income as personal income
tax payment to the tax authorities. Table 3.4.1
shows the 2022 income tax rates in Belgium.

Belgian residents with an annual income of €10,000

will pay €2,500 in income tax (25% of their income).

Other residents who earn €20,000 in a year will
pay 25% on the first €13,870 earned and 40% on the
rest since an income of €20,000 covers two income
tax brackets. The total paid to income tax is 13,870
x 25% + 6,130 x 40% = €6,099.5 (which is 30.5%

of these individuals” entire income). The Belgian
residents with a higher income pay a higher share
of their income to income tax and thus Belgium’s
income tax structure is progressive.

Taxable income (€) Rate (%)
0-13,870 25
13,871-24,480 40
24,481-42,370 45
42,371 and above 50

A Table 3.4.1 Taxrates in Belgium (2022)

e A taxis proportional if the share (%) of income
paid to that tax does not change with income.
The island of Jersey charges a flat tax of 20%
on personal income—regardless of the level
of income earned, residents of Jersey pay 20%
of their income to the authorities as personal
income tax.

e A taxis regressive if the share (%) of income
paid to the tax decreases when income increases.
Most expenditure taxes are regressive. For
example, a 20% VAT applied to a €1,000 watch
implies a tax payment of €200. For individuals
with an income of €20,000, that is 1% of their
income paid for that tax but for someone with a
higher income of €40,000, it is only 0.5% of the
individual’s income.

HL A tax may be identified as progressive, proportional or regressive by comparing the average tax
rate (ATR), which is the proportion of income paid to tax, and the marginal tax rate (MTR), which is the
additional payment to tax as a result of additional income earned.

Average tax rate (ATR)

T
ATR=—
Y

Marginal tax rate (MTR)

_ AT
MTR = AY

Let’s go back to the example above of Belgium’s income tax structure. We saw that Belgian residents
earning €20,000 a year would pay 30.5% (which is the ATR). If those residents’ salary increases by €2000
a year, their additional income is taxed at 40% (the MTR) since the income tax rate for the (13,871 —
24,480) income bracket is 40%. It follows that when MTR > ATR and/or the ATR rises with income, the
tax is progressive. Conversely, if MTR < ATR and/or ATR falls with income then the tax is regressive. Of
course, ATR = MTR occurs when ATR does not change with income, which applies to proportional taxes.

Since regressive taxes affect low income earners
more than high income earners while the

latter pay a higher proportion of their income
to progressive taxes, it follows that the use of
progressive taxation to raise government (tax)
revenue helps achieve a more equal income
distribution. However, high income and
corporate (businesses) taxes can create:

e disincentives to work (for example, a Belgian
citizen earning €43,000 may not want to work
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overtime or accept a promotion with more
responsibility since 50% of the additional income
will be paid in tax) and this limits increases in
real output

e lower productivity of labour when workers do
not feel sufficiently rewarded for their work.

Countries with high tax rates also have higher
occurrence of unrecorded activities as workers seek
to escape taxes. Many high income economies have
an ageing population, which results in a relatively
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smaller share of residents being of working age and
thus progressive taxes cannot be the sole source
of government revenue. This has led to increases

unable to find a job to maintain an acceptable
standard of living.

in regressive taxes in countries with an ageing
population.

The following are further policies to reduce poverty,
income and wealth inequality.

Policies to reduce inequalities of opportunities
through investment in human capital may be
used—unrestricted access to quality education
and healthcare services increases someone’s
chances to gain employment, earn higher wages,
and it increases the productivity of labour.

Transfer payments, which are payments
individuals receive without contributing to
the production of goods or services, may be

¢ The government can subsidize or directly

provide targeted goods and services such as
education, healthcare and food vouchers. The
authorities may also target areas with higher
incidences of poverty. For instance, there may
be provision of basic education programmes on
hygiene, nutrition, farming methods or family
planning in remote rural areas.

Universal basic income, which is a regular cash
payment given to all adult citizens, regardless of
employment status, may be provided to alleviate
poverty.

Policies to reduce discrimination would
improve access to education and employment.

used. For instance, unemployment benefits and
state pension payments are transfer payments
allowing those who are no longer working or

* A minimum wage policy would increase the
incomes of low skilled workers.

2 Content link

Link to other sub-units

Refer to sub-unit 3.3. The imposition of a minimum wage prevents the labour market from reaching an equilibrium.
Such labour market rigidity may resultin structural unemployment.

QUESTION PRACTICE

This question is adapted from the November 2021 examination paper. :7;
Vanuatu is an island nation in the west of the Pacific Ocean. The government of Vanuatu is currently reforming the '
tax system to lower the reliance on indirect taxes and implementing a more progressive tax system to increase
government revenue.

Using a Lorenz curve, explain how the tax reform could change Vanuatu’s income distribution. [4]
SAMPLE STUDENT ANSWER
Ahe diagram is fully and
3 correctly labelled. The inward
Qi shift of the Lorenz curve is clearly
3 jg: indicated and referenced in the
§ 5 explanation.
s S
(.
<
v

%-of population
(cumulative)

The Lorenz curve illustrates changes in the distribution of
ncome. Indirvect taxes such as goods services taxes are regressive.
BY reducing the reliance on indirect taxes, the government

of Vanatu would make goods cheaper and since Lower income
households tendl to spend meost of their income, they would
benefit more from Lower indivect taxes than high tncome earners.
mplementing a more progressive tax structure would mean that

)
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Aihe candidate clearly
explains the redistributive effect of
lower regressive taxes and higher
progressive taxes.

( Ahe workings are valid: the

candidate has identified the correct
Ltax rate for each income bracket.

7

e

high income earners would pay more taxes. The combined effect

would make vanuat's income distribution less unequal

and so the Lorenz curve moves from LL to L2, closer to the
line of perfect equality.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the specimen examination paper.

N

Table 1 below shows the income tax rates in New Zealand for the
2015-2016 tax year.

Table 1
Taxable income Tax rate
Up to NZ$14 000 10.5%

' Over NZ$14 000 and up to NZ$48 000 | 175%

' Over NZ$48 000 and up to NZ$70 000 30.0%
Remaining income over NZ$70000 33.0%

In New Zealand, the Good and Services Tax (GST) is an indirect tax
charged on all goods and services at a standard rate of 15%.

Maya and Takeshi live and work in New Zealand. Table 2 shows their
annual income and tax details. Read the information in Table 2 carefully
and use it to answer the questions which follow.

Table 2
Maya Takeshi

Income (NZ$) 28000 88000
Income tax paid (NZ$) | 3920 I

Disposable income (Yd) (NZ$) 24080
| % of Yd spent 100 80
| 65T paid (NZ$) 3140.87

Total tax paid (NZ$) 7060.87
| Average rate of tax

(i) Calculate the annual income tax to be paid by Takeshi. [2]
(i) Calculate the GST paid by Takeshi per year. [3]

(iii) Calculate the average rate of tax (including both directand

indirect tax)

paid by Maya and Takeshi. [2]

(iv) Explain the likely impact on New Zealand’s Gini coefficient if the

government

e (1) Taxdue =

—s

o
. Y
Unfortunately, the unit, $,
is missing so only 1 mark can be
awarded here.
\ v,
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increased the rate of GSTto 20 % in 2017. [4]

SAMPLE STUDENT ANSWER

(14 000 X 10.5%) + (34 000 X 175%) +
(22000 X 20 %) + (18 000 X 23%) = 1470 +
5950 + 6600 + 5940 = 19 9¢0

This response could have achieved 1/2 marks.



3.4 ECONOMICS OF INEQUALITYAND POVERTY

SAMPLE STUDENT ANSWER

(it) Takeshi's disposable income = 82 000 - 19 960 = $68 040

He spendls 0.2 X 68040 = $54 432 _ _ o

15

GSTpaid = 54 432 X (227) = $7099.23

This response could have achieved 3/3 marks.

(7-Dé0.87- )

(i) Maya: (=) X 100 = 25.22%

Tokeshi: (222272052 x 100 = 20 75%

K000

This response could have achieved 2/2 marks.

(iv) GST is a regressive tax as GST paid on any good/service.
It constitutes a smaller percentage of income for those on
higher incomes. Thus, increasing GST will make New
Zealand's overall tax system wmore regressive, meaning that
Lower ncome individuals will be affected more thaw the high
income earners.

Hewnce, individuals in the lowest tincome quintile will see a

relatively higher drop in real income and so the Lorenz curve
will move away from the line of perfect equality. This Lmplies

a higher Gind coefficient and hence higher inequality in
New Zealand.

This response could have achieved 4/4 marks.

Lalso inclusive of payment for GST.

Ahe candidate has calculated
the disposable income (income
after deduction for income tax)
and the amount spent on goods
and services. There is a clear
understanding that, since the prices
of goods and services already
include GST, Takeshi’s spending
on goods and services of $54,432 is

hLﬁnal values are given as % values.

All calculations are correct.
Workings are provided and the

Ahe candidate has identified
GST as a regressive tax and
explained that its increase would
affect low income earners the most.

Ahe impact of a more
regressive tax structure on the Gini
coefficient is explained.

Q‘b Content link

Link to your IA

individuals and high income earners differently.

Even if poverty and income inequality are not the focus of the chosen article, consider the links we have established
to economic growth, inflation and unemployment. Turn to the government policies introduced in this sub-unitand in
sub-units 3.5-3.7. You may wish to evaluate these policies by examining theirimpact on the distribution of income
and poverty. Economic policies, which aim to achieve the macroeconomic objectives, often affect low income

'Concept link

D

¢ Equity—we often equate government efforts to achieve a more equitable distribution of income and wealth as
attempts to make things more equal. Since markets tend to lead to growing inequalities, it follows that intervention is

needed to reduce inequalities. Adequate levels of intervention and acceptable degrees of inequality are closely linked
issues that may divide societies. You might want to offer your own opinion on this debate but be sure to support your
viewpoint. This may be done by considering the impact of a poverty-reducing policy on the macroeconomic objectives.

Efficiency—progressive taxes and transfer payments help redistribute income but might create disincentives to work,
which negatively impact efficiency in the utilization of the economy’s resources in the long run by limiting increases in
LRAS. The provision of essential services (e.g. healthcare services, education, sanitation, clean water supplies) might
have the opposite impact, resulting in higher productivity of labour and hence higher potential output.
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3.5 DEMAND MANAGEMENT—MONETARY
POLICY

This sub-unit introduces You should be able to:
monetary policy, which falls

under the authority of the central
bank (monetary authority). v/ monetary policy (contractionary and expansionary)

define the terms

v central bank
v real and nominal interest rates
¢ calculate real interest rates from given data

v explain how central banks influence interest rates to achieve
macroeconomic objectives

v explain, using an AD/AS diagram(s), the mechanism through
which contractionary and expansionary monetary policies can help
an economy close deflationary (recessionary) and inflationary gaps

v evaluate, with the aid of real-world examples, the effectiveness of
monetary policy in achieving the macroeconomic objectives.

HL In addition to the points above, for HL you should be able to:

e explain, using a demand and supply of money diagram, how equilibrium interest rates
are determined

* explain how commercial banks create money

¢ explain the tools of monetary policy.

Summary

The policies to achieve macroeconomic objectives can be categorized into: demand management (demand-
side) policies, which aim to either increase or decrease AD; and supply-side policies, which seek to increase
potential output (increase AS/LRAS). This sub-unit will examine the first of two demand-side policies,
monetary policy.

Monetary policy refers to changes in the money supply or interest rate, carried out by the central bank to
influence AD and thus the level of economic activity, employment and price level. The central bank of a
country has the following functions or responsibilities.

¢ It conducts monetary policy to achieve and maintain price stability.

e Itserves as “lender of last resort” to commercial banks—these banks may borrow from the central bank
if they do not have sufficient funds to meet their obligations. This helps prevent a banking crisis when
all account holders lose faith in the banking system and try to withdraw their money at the same time.

e [t regulates commercial banks to prevent excessive lending that could make it difficult to meet their
obligations to depositors.

e Itis banker to the government—the government borrows by selling bonds through the central bank. The
central bank also manages the government’s finances.

e Itis the sole provider and printer of notes and coins in circulation.

e [t oversees exchange rate policies (which will be examined in sub-unit 4.5).



3.5 DEMAND MANAGEMENT—MONETARY POLICY

The real interest rate is the interest rate that has been adjusted for Qb BonteniinE

inflation. The real interest rate is calculated as: - X
Link to other sub-units

real interest rate = (nominal interest rate — inflation rate) Refer to sub-unit 3.2. The interest

For instance, if banks offer an interest rate of 2.5% but the inflation rate rate is the cost of borrowing

is 2% per annum, the real interest rate is 0.5%. and the reward for saving. The
interest rate affects both the C
and | components of the AD, so
manipulating the interest rates
helps influence the AD.

HL The interest rate is determined by the supply of, and demand for, money in the money market.
Money refers to anything generally acceptable as a means of payment. It can be cash and deposits in
checking accounts (which can be withdrawn at short notice). Money does not earn interest (the interest
payment on a checking account is often at or very near 0%). Holding on to money—whether in the
form of cash or checking account deposit—comes with an opportunity cost, the interest rate payment
people may receive by keeping their savings in bonds, or any other financial asset that offers an interest
payment. Individuals demand money to make transactions such as buying groceries. The demand for
money is downward sloping (see Figure 3.5.1)—as the interest rate increases, the quantity of money
demanded by households and firms decreases. With higher interest rates, it becomes less attractive to
hold money because of the foregone interest rates. The supply of money is fixed at a level decided upon
by the central bank. It follows that the central bank can alter the interest rate by either increasing the
money supply (from MS1 to MS2 on Figure 3.5.1, for example) or decreasing it (from MS1 to MS3).

Commercial banks contribute to the creation of
money. Commercial banks are the intermediaries
between “savers” and “borrowers”. Banks pay
savers an interest, which is lower than the interest
they charge to borrowers; the difference reflects
profits of commercial banks. Banks use as much of
the deposits from savers to issue as many loans as
r2 \ they can, as this is the way they increase their profits.
There is, however, a minimum reserve requirement
> Quantity set by the central bank. This is the minimum amount
ofmoney  of reserves (cash held in its vaults or as deposits in
A Figure 3.5.1 Interest rate determination in the the central bank) that commercial banks cannot lend
money market out—to ensure that they have sufficient liquidity to
meet their obligations to depositors.

Interest rate A MS3  MS1 MS2

r3

rl

MD

M3 M1 M2

As such, commercial banks can create money by issuing loans. The process can be illustrated with a
numerical example. Let’s assume there is a minimum reserve requirement of 20%. For every deposit

the bank receives it can lend 80% and keep the remaining 20% as reserves. Let’s consider an initial
deposit of $1,000 at a commercial bank. That deposit does not affect the money supply (currency in
circulation plus demand deposits). However, the $1,000 deposit allows the commercial bank to create

a loan of $800 (since only 20% = $200 must be kept in reserves). The $800 will be spent by the borrower
and be deposited in another bank account, which increases the money supply by $800 and allows for a
subsequent loan of $640 (80% of $800). The process will go on until no additional loan can take place out
of the original $1,000 deposit. As shown in Table 3.5.1, the initial $1,000deposit has in fact contributed
$5,000 to the money supply.
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W Table 3.5.1 Bankloan example

Deposit ($) 20% required as Loans issued ($) |
reserves ($)

1,000 200 800

800 160 640

640 128 512

Total deposits ($) | Total required Total loans ($)
reserves ($)

5,000 1,000 4,000

The increase in the money supply is given by the
money multiplier:
1

Money multiplier = - -
required reserve ratio

In this case, the multiplier = 0—12 = 5. The increase in
the money supply is 5 x $1,000 = $5,000.

The central bank has, at its disposal, tools that
allow for changes in the money supply.

® The central bank may alter the money
supply by changing the minimum reserve
requirement. Increasing the minimum reserve
requirement would result in a smaller money
multiplier so it would reduce the money
supply. On Figure 3.5.1, this would be reflected
by a leftward shift of M1 to M3 and hence a
higher interest rate, at r3.

In times of recession or economic slowdown, the
central bank may lower the interest rate (increase
the money supply) in the hope of increasing AD.
This is known as expansionary monetary policy
(also known as loose or easy monetary policy). An
expansionary policy could also be used to combat
deflation or reduce cyclical unemployment.

e The central bank may sell or buy outstanding
government bonds from commercial banks—
which is called open market operations.
When the central bank purchases bonds, the
payments made by the central bank enter the
economy and so the money supply increases
(there is a rightward shift to M2, resulting in a
lower interest rate, r2).

e There may be changes in the central bank
minimum lending rate (different countries
use different terms to refer to this rate, such
as the base rate, discount rate and refinancing
rate). It is a special interest rate on loans that
the central bank makes to commercial banks.
If the minimum lending rate is lowered,
commercial banks can obtain additional
reserves by borrowing from the central bank.
With these additional reserves, commercial
banks can lend more. This increases the
money supply.

* Quantitative easing works like open market
operations but at a larger scale and includes
other types of financial assets. By purchasing
a wide variety of long-term (5-year or 10-
year) assets that commercial banks hold,
the central bank increases the reserves of
commercial banks and so the money
supply increases.

In contrast, the central bank may adopt the opposite
measure, a contractionary monetary policy (also
known as tight monetary policy) by raising interest
rates (decreasing money supply) when the economy
is facing inflationary pressures.

c':".b Content link

Link to other sub-units

and unemployment.

* Referto sub-unit 3.2. Lowering interest rates may increase consumption and investment as the cost of borrowing
and reward from saving are reduced and conversely when increasing interest rates.

e Anexpansionary policy may increase AD and close a deflationary (recessionary) gap while a contractionary
policy may decrease AD and close an inflationary gap.

e Theimpact of the fall or the increase of AD on the real output and price level depends on the position of the
economy with respect to potential output when using a Keynesian AD/AS model.

* Refer to sub-unit 3.3. Adopting a contractionary monetary policy to combat high inflation may have negative
impacts on economic growth and employment. An expansionary monetary policy may have the opposite effect.

* Sub-unit4.5 will examine how changes in interest rates may affect exchange rates, impacting inflation, growth
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Table 3.5.2 summarizes the effectiveness of monetary policy in influencing AD.

W Table 3.5.2 Strengths/advantages and limitations of monetary policy in influencing AD

Strengths/advantages Limitations

* Monetary policy is flexible. Central bank authorities can * Monetary policy is more effective in reducing inflation than in
easily call for a committee meeting and rapidly adjust fighting a recession. Consumer and business pessimism have
interest rates. In contrast, fiscal policy (which will be covered a stronger impact on the decision to borrow and invest than
in sub-unit 3.6) requires changes in the government budget changes in the cost of borrowing.

whichis only adjusted once per (fiscal) year. * The central bank has limited scope for expansionary monetary

e Itisincremental. The interest rate can be adjusted by 0.25% policy when the interest rate is near zero.
at a time. This allows central banks to monitor the impact
of changes in interest rates and further adjust the interest
rate as necessary. This makes monetary policy, unlike fiscal
policy, easily reversible.

* Monetary and fiscal policies are subject to time lags—it
takes time for policymakers to identify economic problems,
implement policy changes, and consumers and firms take time
to react to changes in interest rates (for monetary policy).
e Central banks are often independent from the government, The implementation lag is however shorter for monetary policy
so they are less subject to political pressure. as central banks can decide quickly, whereas changes to the
budget needed for fiscal policy have to go through the
legislative process.

QUESTION PRACTICE

This question is adapted from the November 2020 examination paper. =

N

Outline how monetary policy is used to lower the inflation rate in
an economy. [2]

SAMPLE STUDENT ANSWER

i . . . 5
Aihe candidate identifies
the correct monetary policy:

The money supply Ls reduced and this will Lead to higher tinterest contractionary monetary policy:

rates. Stnee the cost of borrowing is highey, consumers and furms ®=| The link between higher interest
rates and lower C and I is also

may not be willing to take loans. There is also a greater incentive established. An alternative or

to save. As such, C and { decrease and both ave components of AD additional point is that the higher
interest rate would lead to an

and this will result in Lower inflationa ry pressures. appreciation of the currency, which

reduces (X — M) and thus AD.
(There is more on this in

This response could have achieved 2/2 marks. Lsub-unit 45.)

QUESTION PRACTICE

This question is adapted from the May 2016 examination paper.

N

Read the extract below and answer the question that follows.

In mid-2013, Indonesia’s inflation rate neared 10 %. In response, Bank
Indonesia (the central bank of Indonesia] tightened monetary policy.
This slowed down inflation, but also slowed economic growth.

Using an AD/AS diagram, explain why “tightened monetary policy” may
have “slowed down inflation” and “slowed economic growth”. [4]
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SAMPLE STUDENT ANSWER

Avernoe A SRAS
price
Level
Ahe diagram is fully and
correctly labelled, the changes in l m
both the average price level and

real GDP are clearly indicated. =

\ ADL
» Real opP

A “tightened monetary policy” refers to a contractionary
Aihe response clearly explains o -

how higher interest rates would monetary policy, meaning the interest rate is increased and so

lower AD. The candidate makes would reduce AD = (C + (+ G + [X — MI). Tne higher inkerest
adequate references to the diagram N i
to establish the impact both on the rates would al_eter bDH’DW_LV\@_ bg hou.sehoLqu awd ﬁrms Thts

price level (and hence inflation) and

real GDP (and hence growth). would lead to Lower spending by households and firms, the ¢

and | components of AD. As AD decreases from APL to APZ, the
average price Level is reduced from P1 to P2 and this implies a
lower inflation rate. Real GP would go from Y1 to Y2 lmplying

slower economic growth.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the November 2021 examination paper. —

N

The following shows the values of the consumer price index (CPI)
between 2016 and 2020 in Kanyaland.

cPl
2016 176.3
2017 174.2
2018 172.9
2019 174.4
2020 180.2

With reference to the CPI data in the table, describe the most likely
monetary policy response adopted at the end of 2018 by the central
bank of Kanyaland. [1]

SAMPLE STUDENT ANSWER

The central bank would adopt an expansionary monetary policy

Aihe candidate identifies a fall
in the CPI and hence deflation. The
usual response from the central to combat deﬂatiow._ tt wouldl decrease Lnterest rates to boost
bank is to increase money supply
(decrease interest rates) in an
attempt to increase AD.

consumption and lnvestiment.

This response could have achieved 1/1 mark.
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3.6 DEMAND MANAGEMENT—FISCAL POLICY

You should be able to: This sub-unit introduces fiscal
policy, which unlike monetary
policy is conducted by the

v fiscal policy (contractionary and expansionary) government.

v/ define the term

v explain how fiscal policy can influence the level of AD in an
economy to achieve the macroeconomic objectives and other goals
of the government

v explain, using an AD/AS diagram, the mechanism through
which contractionary and expansionary fiscal policies can help an
economy close deflationary (recessionary) and inflationary gaps

v evaluate, with the aid of real-world examples, the effectiveness of
fiscal policy in achieving the macroeconomic objectives.

HL In addition to the points above, for HL you should be able to:
e define the terms
— automatic stabilizers

— marginal propensity to consume (MPC), marginal propensity to save (MPS), marginal propensity
to tax (MPT) and marginal propensity to import (MPM)

e explain, with reference to the concepts of leakages (withdrawals) and injections, the Keynesian
multiplier

* use the multiplier to calculate the effect on GDP of a change in an injection in investment,
government spending or exports.

Summarg Like monetary policy, fiscal policy can be used to
increase or decrease AD. The government can make
use of expansionary fiscal policy (also known as
loose or easy fiscal policy), which is a situation
where government spending exceeds tax revenue
with the intention of increasing AD. Conversely, a

Fiscal policy is a demand-side policy implemented
by the government. It involves changing
government expenditure and/or revenue (from
taxation) to influence AD.

Government expenditure includes capital contractionary fiscal policy (also known as tight
expenditure (public investment on infrastructure), fiscal policy) decreases AD, as government revenue
current expenditure (salaries on public sector exceeds government spending.

employees, expenditure on health and education)
and transfer payments (pensions, unemployment
benefits and other cash transfers).

Fiscal policy may help achieve the following
economic objectives.

¢ Short-term and long-term economic growth—
expansionary fiscal policy, especially by means
of increased government spending, is more

Government revenue mostly comes from direct and
indirect tax payments.

When government expenditure exceeds government effective than monetary policy during severe
(tax) revenue (G > T), the government is running a recessions when households and firms do not
budget deficit. If government (tax) revenue is higher respond to decreased interest rates due to low
than government expenditure (G < T), then the consumer and business confidence. Increased
government has adopted a budget surplus. government spending on infrastructure can also

lead to an increase in AS/LRAS and hence allow
for long-term growth.
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Q-b Content link

Link to other sub-units

e Ifgovernment spending (G) increases, then AD will directly increase as government spending (G) is a component
of AD.

e Referto sub-unit 3.2—lowering (increasing] personal and business taxes increase (decrease) the disposable
income of households and after-tax profits of firms. This may lead to higher (lower) consumption and investment
(the Cand | components of AD).

e Anexpansionary policy may increase AD and close a deflationary (recessionary gap) while a contractionary policy
may decrease AD and close an inflationary gap.

e The impact of the fall or the increase of AD on the real output and price level depends on the position of the
economy with respect to potential output when using a Keynesian AD/AS model.

HL Automatic stabilizers are features of fiscal policy that are built into the government budget to
automatically counter-balance short-term fluctuations in economic activity. For example, no legislative
approval is needed to pay unemployment benefits during recessions—they are automatically paid,
cushioning the drop in consumer spending (the C component of AD). Conversely, when the economy
experiences high economic growth and incomes and profits rise, progressive income and business taxes
lead to an increase in the share of income and profits that is paid in taxes (hence slowing the increase in C
and I), reducing the risk of overheating.

) Assessment tip

As fiscal and monetary policies are demand-side policies, you should specify the components of AD the policy may
affect—C, I, G and/or (X — M). Note that only fiscal policy by means of changes in government spending willdirectly
impact AD. The impact of changes in interest rates and direct taxes may have on consumption (C) and investment

(1) expenditures depends on the response of households and firms. They may not wish to borrow more in response

to lower interest rates or spend more when tax rates are lowered.
&

Q,3 Content link ¢ Low unemployment—expansionary fiscal policy can help decrease

cyclical unemployment.
Link to other sub-units y pioy

e Price stability—although monetary policy is more commonly used
to control inflation, contractionary fiscal policy may also dampen
inflationary pressures.

e Sub-unit 3.3—anincrease
in AD leads to short-term
economic growth and reduces

cyclical unemployment. * Reduction in business cycle fluctuations—fiscal policy and, in
A reduction in AD reduces particular, automatic stabilizers, may help reduce fluctuations in
the price level and hence economic activity.
inflationary pressures. e Equitable distribution of income—expansionary fiscal

e Sub-unit3.1—a business policy through increased transfer payments (cash handouts,
cycle refers to the circular unemployment benefits) and contractionary fiscal policy through
movement of a GDP around increased progressive taxes help reduce income inequality.
the potential (long-term)

¢ External balance—fiscal policy can be used as an expenditure-
reducing method to decrease a trade (current account) deficit (HL

® Sub-unit 3.4—progressive students will be learn more about this in sub-unit 4.6.)
taxes and transfer payments

may be used to redistribute
income.

output.
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HL The circular flow of income model tells us that an individual’s spending becomes another
individual’s additional income, which in turn leads to additional spending and that spending becomes
another person’s additional income, and so on. As such, injections into the economy—investment (I),
government spending (G) or exports (X)—result in an increase in national income (Y) that is greater
than the increase in the original injection. This is called the Keynesian multiplier effect. For instance, if
the government spends $100 million on infrastructure as part of expansionary fiscal policy (the original
injection), this increase in government spending (G) gives rise to an initial increase in national income
equal to $100 million (the value of the infrastructure project). The income received by the firms building
the infrastructure will be distributed to the workers who can spend it within the economy (but some
income will be withdrawn as savings, taxes and imports). This process continues, resulting in an increase
in national income that is greater than the initial injection of $100 million.

AY = kAG where k is the multiplier.

The size of the multiplier depends on the proportion of income earned that is spent within the
circular flow. The smaller the leakages, the greater the increase in national income and therefore the
greater the multiplier.

1 1 1
k= = =
(MPS + MPT + MPM) MPM  (1-MPM)

¢ The marginal propensity to save (MPS) is the additional income that is saved by households.

¢ The marginal propensity to pay tax (MPT) is the additional income that is taken in tax.
¢ The marginal propensity to import (MPM) is the additional income that is spent on imports.

¢ The marginal propensity to consume (MPC) is the additional income that is spent on domestic
goods and services.

e The marginal propensity to withdraw (MPW) is the sum of MPS, MPT and MPM (MPW =1 - MPC).

22 Revision tip (HL)

The multiplier can be a very powerful tool for evaluating the effectiveness of expansionary fiscal policy in
increasing AD. Consider how reliant the country is on imports, the magnitude of direct taxes and the attitude to save
of the residents.

Table 3.6.1 summarizes the effectiveness of fiscal policy in influencing AD.

¥ Table 3.6.1 Strengths/advantages and limitations of fiscal policy in influencing AD

Strengths/advantages Limitations

e Anincrease in government expenditures is the only direct way to e Unlike monetary policy, fiscal policy is often
increase AD. The effectiveness of other demand-management tools dependent on the political agenda. Decisions to alter
depends on many variables and in particular on consumer and expenditures and tax rates may be motivated by the
business confidence, which is often low in times of recession. need to win elections.

* Anincrease in government spending will lead to multiplied increase in | ®  Fiscal policy is subject to longer time lags than

national income (HL only]. monetary policy. It takes time for changes in
expenditures and taxes to be approved by the
legislature. The implementation lag is also longer
due to the time needed to disburse the funds to the
relevant government agencies.

* The government may increase expenditure on specific sectors such
as education or healthcare, or infrastructure that supports industries,
depending on the need of the economy.

e Theincrease in government spending could also target specific regions

where the unemployment rate is higher than the national average. * Thereis arisk of unsustainable government [national]

debt from the accumulation of budget deficits.
e Long-term growth may result if the increased spending is on

infrastructure, research and development (R&D) or retraining workers. | * Tax cuts may not induce more spending due to poor

) o : consumer and business confidence and may resultin
e Taxcuts can target low income individuals and thus help achieve a higher income inequality or less inclusive growth.

more equitable distribution of income.

e Automatic stabilisers do not need to go through the legislative process
and are thus characterized by a shorter time lag (HL].
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HL An expansionary fiscal policy implies that the government is running a budget deficit and will likely
need to borrow to fund this deficit (a process known as “deficit spending”). This increases the demand
for loanable funds (which refers to all forms of funds available for borrowing, such as savings deposits
in commercial banks) and pushes interest rates up, resulting in higher borrowing costs. This deters
private investment and consumption, a situation known as the “crowding out” effect. Since increased
government spending (G) may be accompanied by a drop in investment (I) and consumption (C), AD
may not increase as much as expected. This limitation is of expansionary fiscal policy is debatable
because in times of recessions when economic activity is low, the demand for loanable funds by firms to
make investment and by households to buy durables tends to be low, so interest rates may not increase.

Using an AD/AS diagram, explain how a country’s shift from a budget surplus to a budget deficit might affect the %
price level. [4]
Price Level
Aihe diagram is fully and

correctly labelled, the changes in
both the average price level and
real GDP are clearly indicated. Note
that the candidate uses a Keynesian
AD/AS model so the impact on the
price level and real output depends
on the position of the economy
kwith respect to potential output.

_.. TPLZZ

Aihe response shows a clear
understanding of expansionary
effect of a budget deficit on the
economy. There are adequate
references to the diagram.
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PLL ADD

> Real output

A budget surplus mplies that the government expenditure is

Less thaw the revenue from taxes. n contrast, a budget deficit

Ls the opposite, implying that the government is making use of

expansionary fiseal policy thus increasing AD as & increases

and/or C and | Lincrease due to Lower tncome and business
 taxes. As AD inereases from ADL to AD2, the average price

level is increased from PLL to PL2 and this lmplies a higher

inflation rate.

This response could have achieved 4/4 marks.

QUESTION PRACTICE

This question is adapted from the November 2019 examination paper. =

N

Explain two reasons why fiscal policy may prove effective in lifting
an economy out of a deep recession. [4]



3.6 DEMAND MANAGEMENT—FISCAL POLICY

SAMPLE STUDENT ANSWER

An expansionary fiseal policy in the form of higher government
spending (G) will have a dirvect effect on aggregate demand @
(AD) since G is a component of AD. tt will thus not be Limited
by low confidence during a deep recession.

Spending by the government may decrease unemployment @

and thus improve confidence Levels.

Ahe candidate clearly explains
why fiscal policy may be effective
in increasing AD in times of poor
consumer or business confidence,
which characterizes a deep

Lrecession.

Vhis point lacks clarity. The
link to a “recession” is missing.
For example, the candidate could
have mentioned that an increase
in government spending leads to
a multiplied increase in economic

This response could have achieved 3/4 marks.

QUESTION PRACTICE

This question is adapted from the May 2019 examination paper.

~
Government economists have estimated that citizens of Fairland spend
10% of any additional income on imported goods and pay a tax rate of
20% on every extra dollar of income. The marginal propensity to save for
Fairland’s citizens is 10%.
(i) Usingthis information, calculate the value of the Keynesian
multiplier. [2]
(ii) Usingyouranswer to part (i}, calculate the increase in
government spending necessary to increase nominal GDP
by $100 billion. [2]
®
;. ak 1
Multiplier = = =25
MPS + MPT + MPM 01+ 02+ 01 o—
(it) Ay = RAG
$#100 billion = 2.5 X Aq
G

kact’ivity and so the creation of jobs.

Ahe candidate has correctly
identified the values of MPS,
MPT and MPMV, all of which
must be expressed as decimals
when calculating the Keynesian
multiplier. The workings are also
kprovided.

Ahe answer is valid. Workings
are provided and the unit (billion $)

AG = $40 billion

This response could have achieved 4/4 marks.

kis included in the final answer.

J
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3.7 SUPPLY-SIDE POLICIES

This sub-unit examines the
range of market-based and
interventionist supply-side
policies available to governments.

Q'b Content link

Link to other sub-units

* Referto sub-units 1.1 and
3.2—supply-side policies lead
to an increase in potential
output. This is reflected
by anincrease in the PPC
(Figure 1.1.3, page 4] and
rightward shift of the AS/LRAS
( Figure 3.2.3, page 87).

* Referto sub-unit 3.2 for the
factors leading to an increase
in LRAS.
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You should be able to:
v/ define the terms

v (interventionist/market- v privatization

based) supply-side policy v trade liberalization

v deregulation v infrastructure

v/ explain, using an AD/AS diagram, how market-based and
interventionist policies can increase the productive capacity of
an economy

v/ explain that supply-side policies may lead to an increase in AD in
the short term

v/ explain that fiscal policies may impact long-term economic growth

v evaluate, with the aid of real-world examples, the effectiveness of
supply-side policies in achieving the macroeconomic objectives.

Summary

Supply-side policies are government policies that aim to increase
productivity and efficiency in the economy. Supply-side policies
increase the productive capacity (potential output) of the economy,
resulting in long-term economic growth.

Market-based (market-oriented) supply-side policies promote
competitive markets with limited or reduced government
intervention. They can be grouped under three sub-categories,
examined below.

Encouraging competition among firms forces them to be more efficient
in production, resulting in lower costs and improved quality of goods
and services. The government may achieve this in various ways.

e Privatization refers to the sale of state-owned enterprises. This may
increase efficiency as private firms are profit-motivated and will
seek to reduce costs by reducing the underutilization of resources
(particularly labour). The lower costs of production may be passed
on to consumers as lower prices. However, privatization may lead
to job losses and higher prices if the privatized firm becomes an
unregulated monopoly.

e Deregulation refers to the elimination or reduction of some
government regulations that make it difficult for entrepreneurs to start
and operate a business. Deregulation may lead to investment, reduced
costs for firms (on a diagram, the SRAS curve shifts right) and greater
number of businesses and overall increase in efficiency (the LRAS
curve shifts right). However, the removal of some regulations such as
health and safety regulations or environmental protection laws (for
example to attract foreign mining companies) may negatively impact
the well-being of residents and pose a threat to sustainability.

e Trade liberalization (the process of reducing trade barriers)
increases competition domestic firms face, resulting in lower prices
for consumers, product innovation and improved global resource



allocation. However, increased import penetration may result in
structural unemployment and domestic markets being dominated by

multinational corporations. (The benefits and disadvantages of free(r)

trade will be examined in greater details in sub-units 4.1 and 4.4.)

* Anti-monopoly regulation may prevent anti-competitive
behaviour, which limits competition. For example, governments
may break up large firms that have been found to engage in anti-
competitive behaviour, or prevent mergers of firms if it is feared
that consumers may be negatively affected.

Labour market reforms aim to reduce labour market rigidities
(increase labour market flexibility) and therefore reduce the natural
rate of unemployment (NRU), which implies a higher potential
output. They may also lead to lower costs for firms, which encourages
investment; encourage R&D; attract foreign direct investment

(FDI), which will be covered in sub-unit 4.10. However, they tend

to negatively affect the well-being of workers and are considered
responsible for increased income inequality. Common labour market
reforms include the following.

*  Minimum wages could be decreased or abolished.

e Labour (trade) unions that resist cuts in the wages of their
members could have their power reduced. Reducing their power
would allow for wages to adjust to market changes.

¢ Reducing unemployment benefits will increase the incentive
to accept a lower paying job. However, this may lead to
underemployment as individuals may be forced to take jobs that
underutilize their skills.

e There could be reductions in labour costs such as medical and
dental benefits.

Incentive-related policies could be used, especially the reduction of
high (direct) taxes, which may otherwise discourage workers from
working longer hours (in exchange for overtime pay) and firms
from investing.

e Personal income tax rates could be decreased, with the aim to
incentivize individuals to join (or return to) the labour force,
encourage the unemployed to accept the earliest job offers and
workers to work longer hours.

* Business (corporate) taxes could be decreased, with the aim to
encourage investment by firms. Lower capital gains taxes may
increase financial investments into stocks and bonds, which provide
firms with funds for investment. However, empirical work suggests
that such corporate tax cuts have had minimal impact accelerating
investment spending and have mostly led to higher profits and
increased income inequality.

In contrast, interventionist supply-side policies favour greater
intervention by the government when free markets fail to achieve the
macroeconomic objectives. They include the following.

* Public investments in education, training and healthcare lead
to higher labour productivity (increase in human capital). The
increased access to healthcare services allows for a healthier
workforce, reducing the loss of output due to workers taking sick
leave. As a merit good, education benefits both the individuals

3.7 SUPPLY-SIDE POLICIES

Qb Content link (HL)

Link to other sub-units

Refer to sub-unit 2.11 for
information about government
intervention in response to abuse
of significant market power.

Q‘) Content link (HL)

Link to other sub-units

Supply-side policies may also
help reduce unemployment and
lower inflationary pressures.

Refer to sub-unit 3.3. Labour
market reforms help reduce or
remove labour market rigidities
that may be the cause of
structural unemployment.

Policies such as trade
liberalization and reduction of
minimum wage legislation help
decrease the costs of (imported)
inputs and labour costs, which
make up most of the cost of
production for firms. This leads
to a shift of the SRAS curve to
the rightand hence reduces
inflationary pressures.

131



MACROECONOMICS

c:",') Content link

Link to other sub-units
Supply-side policies may have a
demand-side effect (the AD curve
shifts right).

Refer to sub-unit 3.2. A decrease
in personal income and/or
business taxes (incentive-related
policies) will also resultin an
increase in AD.

Some of the ways supply-side
policies may resultin an increase
in AD in the short term are:
increased government spending
(G) on infrastructure; increased
investment (1) resulting from
deregulation; incentives for R&D.
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and society. This also reduces long-term income inequality and
facilitates economic development.

¢ Public investment in infrastructure may take place. This refers
to large-scale capital usually provided by government that is
necessary for economic activity. Infrastructure includes roads,
railways, ports, water supplies, sewage systems and power grids.
Adequate and reliable infrastructure favours private investment
and can be a major attraction for FDI in economically least
developed nations.

e Public investment in R&D allows for the development of new
technologies, resulting in new or improved capital goods and
increased labour productivity. R&D generates positive externalities
from production and would be insufficiently provided if left to
markets. Firms may also be reluctant to invest in research due to
poorly established or enforced intellectual property rights. The
authorities may give tax incentives and grants to firms to invest in
R&D and strengthen laws protecting firms from infringement of
property rights.

e Industrial policies target specific sectors (e.g. manufacturing)
or industries that the government see as essential to achieve
structural change in the economy. For instance, economically
least developed countries may adopt industrial policies to reduce
dependency on the agricultural sector by providing firms (mostly)
in the manufacturing sector with subsidies, low interest loans, tax
cuts and allowances, and protection from foreign competition.
Advanced economies also make use of industrial policies to
promote high tech industries. For instance, many governments
support firms developing 5G applications, services and products.

Analysing the expected impact of supply-side policies using
an AD/AS diagram

Supply-side policies lead to an increase in potential output, YP to YP” and
this is reflected (depending on the AD/AS model used) by the shift from
LRASI1 to LRAS2 on Figure 3.7.1 and AS1 to AS2 on Figure 3.7.2. Using
Figure 3.7.1, you could also illustrate the shift of the SRAS curve to the
right (SRAS1 to SRAS2) to show the impact of lower production costs
resulting from supply-side policies such as deregulation, labour market
reforms or trade liberalization but it is not necessary (as the analysis of
supply-side policies tends to focus on the long-term impact). As described
above, some supply-side policies such as cuts in personal income and
business taxes have a demand-side effect and so AD might shift right as
well (AD1 to AD2). As shown on Figures 3.7.1 and 3.7.2, the increase in
AD does not result in (significant) upward pressure on the price level
when supply-side policies successfully increase productive capacity.

Table 3.7.1 summarizes the effectiveness of supply-side policies in
achieving the macroeconomic objectives.



3.7 SUPPLY-SIDE POLICIES

W Table 3.7.1 Strengths/advantages and limitations of supply-side policies in achieving the macroeconomic objectives

Strengths/advantages Limitations
* Thereis improved allocation of resources * Increased reliance on unregulated markets leads to growing
as reduced interference by the government inequalities (which was covered in sub-unit 2.12]. Privatization and
- allows prices to provide accurate signals deregulation may lead to monopolies and oligopolies, resulting in a
§ and incentives to consumers and producers transfer of income from consumers to producers through higher prices.
2 i i -uni . . R .
- (which you learned in sub-unit 2.3). * There are long time lags as gains from privatization, deregulation and
E * These policies do not incur higher labour market reforms may take years to materialize and increase
= government expenditure and thus do not potential output.
increase the government debt. e Deregulation could lead to more lax environmental protection laws
and hence environmental degradation.
* Industrial policies may target essential  Some policies may be very costly (public investment in
© infrastructure and industries with high infrastructure, healthcare and education], resulting in an increased
‘e potential for economic growth and government debt, which may be an issue for countries with a
-.g development. significant debt burden.
f>_’ * These policies may come with very long time lags, for example because
g infrastructure takes time to be built, the benefits of education may take a
- generation to show results. However, they may come with positive short-
term demand-side effects on the economy.
Price level A L LR Price level A
_ g SRAS1
SRAS2 AS1 AS2
PL 6 AD2
AD1
] —* CAD2 A
'\ 1
AD1 PL1
o
Real output 3
P VP > P P T Real output
A Figure 3.7.1 Impact of supply-side policies A Figure 3.7.2 Impact of supply-side policies
(Monetarist/New Classical diagram) (Keynesian diagram)

,\

Governments often use a mix of demand-side (fiscal and monetary) policies and supply-side policies. For instance,
if the unemployment rate is higher than the NRU (usually the case during a recession), a government may make
use of expansionary fiscal policy to reduce cyclical unemploymentand subsidize labour retraining programmes
(an interventionist supply-side policy) to reduce structural unemployment. Similarly, demand-pull inflation (in

the presence of an inflationary gap) may be addressed by contractionary monetary policy in the short term by
decreasing AD. However, supply-side policies should be used concurrently to increase potential output and thus
reduce the “bottlenecks” in production. A mix of demand-side and supply-side policies would also help avoid short-
term conflicts between macroeconomic objectives, which you learned in sub-unit 3.3, such as economic growth
and low inflation.

You have learned that some supply-side policies have a demand-side effect (AD increases). In a similar way,
expansionary monetary and fiscal policies may also have a supply-side effect. For instance, increased government
spending on infrastructure during a recession will lead to increases in both AD and LRAS/AS. Lower interest rates
may incentivize firms to invest in physical capital and this would also increase productive capacity.

Here are a few questions to guide you when evaluating the effectiveness of demand-side and supply-side policies.

e Isaspecific policy or type of policy required? For example, are demand-side policies needed in order to reduce
cyclical unemployment?

e Do the circumstances make a particular policy unlikely to succeed? For instance, monetary policy may not
work due to low confidence of consumers and firms.

e Does the nature of the economic problem call for a mix of policies?

e Are there additional demand-side or supply-side effects?
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QUESTION PRACTICE

This question is adapted from the November 2020 examination paper. 3
Using real-world examples, evaluate the view that fiscal policy is the '
best way to reduce unemployment. [15]

SAMPLE STUDENT ANSWER

Fiscal policies are demand-management policies, carried out

by the government to shift the aggregate demand (AD) by
manipulating government spending and direct taxes. To combat
unemployment, e)qsawsiowurg fiscal policies are used to bring
the economy to full employment — a situation where the economy
is at potential output. Unemployment refers to the members of
the labour force who are without work but actively looking for a

Job. There ave four types of unemployment: structural, frictional
Ahe candidate has defined
fiscal policy and unemployment,
the two concepts in the question. unemployment and cyclical unemployment, which undertines
The introductory paragraph has , : " )
also identified expansionary fiscal =@ @ ale-ﬁ.owwcg . the country’s AD anal typteally happens during
policy as a tool to reduce cyclical
unemployment. This provides a

and seasonal unemployment, which make up the natural vate of

a vecession. Fiscal policy would only be effective in reducing

good overview of the effectiveness ey clical ummpLog Ment.
of fiscal policy in addressing - P
_unemployment. cyclical unemployment was prevalent across Canada tn 2020
7
and 2021 as wmore Canadians became unemployed when
his is a valid real-world ) AD decreased due to falls in consumption and Lnvestiment

example—an illustration of cyclical
unemployment and how the

Canadian government has used almeost 5.5% in 2020, which represents a significant recession.
Lﬁscal policy in response. — v

—8 throughout 2020, resulting in a fall in AD. The real GDP fell by

J  The Canadian government resorted to massive stimulus

spending to support households and firms. This is a form of

N , , s ; ,
Wowever, the example fiscal policy and its aim is to shift AD to the right.
is underdeveloped. What did the
government spend on? Which APL (4) A LRAS
Lworkers or industries benefited? 2 SRAS
P2
PLL
—
AD2
ADL
> Reol GDP

pERA

e

e

Recesstonary gop
Ahe candidate includes a Because this significant drop in GBP mplies that Level of real

relevant diagram to illustrate the , , ,
workings of expansionary fiscal output of the Canadian economy was below its potential output
policy. An additional labour market 1 < a recessiona courred. it Lmenlies that on the
diagram might be helpful in (Y YP)' R PSSV p— " —
illustrating the reduction in cyclical of the natwral rate of unemployment, which still oceurs at full
unemployment.

employment, there was also cyclical unewmployment. The increase

o
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n government spending was meant to push APL to AD2, siince
G is a direct component of AD, and in this way decrease the
cyelical unemployment. tf such expansionary fiscal policy is
effective, the economy will come back to its potential output.
Howevey, the natural rate of unemployment will not be reduced.

Fiscal policy is usually more effective than wmonetary policyy @
to reduce cyclical unemployment during a recession as it has
a direct effect on the AD if it is done by wmeans of increasing

3.7 SUPPLY-SIDE POLICIES

’
Ahe question is asking

candidates to consider whether
fiscal policy is the “best way”.

This implies that one of the
requirements is to compare

policies in the context of reducing
unemployment. Here, the
candidate also evaluates the
relative effectiveness of fiscal policy
in reducing cyclical unemployment,
using the context set by the real-

government spending. The effectiveness of monetary policy

will depend on the Level of consumer and business confidence,
which is likely to be Low during recessions — as it was in canada
in 2020 when many firms went banknupt or faced high
uncertainty which deterred them from borrowing. Fiscal policy
may not be so effective if it is done by means of decreasing tax
rates as consumers may also not respond to Lower taxes due to
pessimism.

Fiscal policy, as a demand-management tool, would not

reduce the natural rate of unewmployment. While seasonal

and frictional unewmployment are usually not concerns of

the government, structural unemployment poses more severe
long-term problems. Since structural unemployment is due

to a skills mismateh, increasing the demand for domestically
produced goods and services would not Lead to a reduction in
this type of unemployment. nstead, interventionist supply-
side policies Like providing retraining for workers whose skills
are considered obsolete - or at least in their region — may gain
new skills relevant to other industries. ALtethiveLn(j, market- @
oriented labour market reforms may help reduce rigidities such

world example.
. v

VYhe candidate understands that R
some types of unemployment may
not be solved by fiscal policies.
However, no real-world example
is provided. The paragraph could
be improved by an example of
one industry where structural
unemployment is prevalent and
the supply-side policy or policies
implemented to address this

as minimum wage legislation that may contribute to structural

ummPLog ment.

To conelude, fiscal policies may be the best policies to adoress
cyelical unemployment, especially in times of deep recessions
such as the 2020 recession bn Canada where consumer and
business pessimism may render monetary policy ineffective.
Howevey, demand-management policies would never be the

best policies to address the natural rate of unemployment, and
especially structural unemployment, since a deficlency in AD is
ot the cause of the problem. tn such cases, supply-side

policies would be the “best way”.

©

1 f
\ unemploymen

Ahis is a good synthesis of the
essay. The candidate reiterates the
limitation of fiscal policy during the
recession in Canada. The lack of a
real-world example for structural
unemployment made it difficult to
offer an evaluative judgment for

h policies.
 such policies
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Note that while supply-side policies were not mentioned in the question, they had to be considered to establish the
relative effectiveness of fiscal policy.

This response meets all the descriptors of the (10—12) mark band. To move to the highest mark band (13—15),

the candidate must better develop the real-world examples to illustrate the analysis. You are strongly advised to
build a pool of real-world examples for demand-side and supply-side policies that have addressed various types of
economic problems. These will be useful for paper 1 questions.

This response could have achieved 12/15 marks.

QUESTION PRACTICE

This question is adapted from the May 2019 examination paper.

:\lll

Using real-world examples, evaluate the view that inflationary pressures in an economy are best reduced using
supply-side policies. [15]

SAMPLE STUDENT ANSWER

nflation refers to a sustained Lncrease in the price level. inflation
may come from supply-shocks or general increases in the cost
of production, which decreases SRAS, and in such cases we
talk of cost-push inflation. The USA has experienced much
cost-push inflation in 2021 and 2022 due to supply shocks
such as the blockage of the Suez canal which disrupted the
international flow of goods and services, as well as higher fuel
prices, leading to decreases in SRAS. nflation may also be the
result of increases in aggregate demand (AD =C + 1 + g +
(X = M)) when the economy is near or at full employment and
the shortages of resources push up the price Level, a situation
veferved to as demanod-pull inflation. This is clearly a situation
happening in the USA where economic activity has increased
following a recession in 2020 and consumers and firms are

meore optimistic about the economy.

Aihis is a good introduction to
the concept of inflation with real-

world examples to illustrate the the productive capacity of the economy and thus Lead to an
types of unemployment.

s»q:pLg—side policies are those policies which aim to increase

nerease tn potem,tLaL output. They may be market-based where

the government minimises tnterference to the market forces

and prefers to remove existing rigidities or create tncentives for
economic agents. For nstance, the government of Scotland

has recently introduced RED tax credits to encourage firms
spending on the development of new techinologies which

would allow for better ways to produce and possibly increase
productivity of labour thus increasing potential output. Supply-
side policies may also be interventionist where governments fear
free markets may not achieve destred outcomes, or not achieve
them fast enough. For instance, the Serbian government is

@
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providing subsidies to those who wish to install solar panels

to generate electricity at home and in their offices. This would
reduce costs to households and firms and thus dampen the cost-
push inflation from higher fuel prices. The 2022 US budget also
saw awn increase of close to 42 billion to environment-relateo
agencies. This will allow public investments in renewable energy

development, including winad farms. This will allow for an Zhis is a good overview of

increase in the potential output and reduce cost for businesses if | supply-side policies with many
examples to distinguish market-

remewable energy ls cheaper than conventional fuel. based and interventionist policies.

An economy, Like the USA in 2022, facing inflationary
pressure as the economy is now producing beyond the potential
output, at Y2, would ideally want to see an increase in LRAS
from supply-side policies, which would result from LRASL to
LRAS2 and thus prevent further inflationary pressures, and a
further decrease in SRAS since the economy would no longer

be in an inflationary gap. The policies [ mentioned above would
lead to research into, possibly, energy-reducing technology in
Scotland and greater availability of windpower energy in the
USA and hence they would Lead to an inerease in LRAS. Those
policies which help reduce costs would also Lead to an inerease in
SRAS from SRASL to SRAS2 thus reducing the inflationary
pressure from PLL to PL2. However; such supply -side policies have
very long time Lags. tt will take a Long time for the winopower
plants to be built and incentives for RSP may not bear fruits
for years. Interventionist policies also Lead to increases in AD
since they involve increase in government spending, which
worsens demand-pull inflation. For instance, the $2 billion
increase in the US budget mentioned above would significantly
increase AD and also builds up the already high US government
debt. As such, to prevent an inerease tw dema na-pull inflation,
interventionist supply-side policies should be accompanied by

reduction in government spending in other areas to neutralise Bhe candidate includes a

the increase Ln AD due to higher pubLio spewalim@ associated with relevant diagram and explains
;. p o T o it using the examples earlier
such policies. Otherwise, tnterventionist polictes would only mentioned. The policies are also

add to iwﬂatiowarg pressures. evaluate.d in terms of time .la.gs and
costs of interventionist policies.
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e

Price level A LRASL LRAS2
i SRASL
]
i
SRAS2
el
i 7
et ADL
» Reol GDP

while suppLg—siole policies would indeed be Loeal to dampen the
Ahe candidate explains

another policy that might be better inflationary pressure, their long time lags make demand-side
suited to reduce inflation in the
short term—the demands of the
questions have been addressed. - part of the inflation in the USA is demand-pull in nature,

the Federal Reserves (the US central bank) has increased the
Lnterest rates to increase incentives to save and reduce the cost of
borrowing. Tis Led to a fall of AD to AD2 and keeps the price Level
at PLL. Hence, the mixed approach of the US government, using

policies an attractive alternative, at least in the short term. Sinee

both demand-side and supply-side policies, will reduce inflation
tn both the short term ana long term.
n concluston, cowtractiomrg demand-side policies are better

suited to reduce inflation in the short-term. If supply-side
Aihis paragraph shows i f PPYY

evidence of synthesis and j ‘PDLI:GI:GS are used, tlneg should Qng be used GDMMYYBV\_;tLg with

luation. . z ’ s
evaluation, contractionary demand-side polictes. Govermments should not

rely purely on supply-side policies as this would result in high

~ inflation sinee such policies take a long time to bear results
and may even worsen inflation through higher government
spending. Special circuwmstances should also be constoered such
as the Level of government debt as well as mpact on equity since
some suppLg—siole policies, in particular Labour market reforms,
may have other side effects.

This response meets all the descriptors of the highest mark band
(12—15) and could have achieved 15/15 marks.
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) Content link
Link to your IA
A news article on government intervention (demand-side and/or supply-

side policies) may be used for a commentary. Here are a few points to
consider.

Your diagrams should reflect the situation as described in the article.
For example, if the economy is facing a slowdown in economic activity
(and so growth rates are slowing but still positive), you should not draw
an AD/AS diagram with a lot of spare capacity (with a high deflationary
gap such as the horizontal section of the Keynesian AS). Similarly, if the
economy is overheating, the AD should cut the Keynesian AS along or
close to the vertical section where the slope is steeper, or intersect with
the SRAS beyond potential output on a Monetarist/New Classical model.
The magnitude of the shift of AD (AS) should also reflect the (expected])
effectiveness of the demand-side (supply-side) policy described in
your analysis.

Use information and data from the article to evaluate the effectiveness
of the policy. Was the policy timely (at the early stage of the relevant
phase of the business cycle)? Can you infer the level of confidence of
consumers and firms that might make lower direct taxes and interest
rates less effective? (For example, if the article mentions a few interest
rates cuts earlier in the year, this would signal that consumers and firms
are not responding.) Is the current government debt allowing for more
expansionary fiscal policy?

Concept link O

While application of intervention is obvious, you might also want to
consider these key concepts when examining the impacts of demand-side
and/or supply-side policies.

Equity and economic well-being—a country’s residents benefit from
lower unemployment, price stability and sustained economic growth.
However, policies used to achieve these goals affect individuals
unevenly. Progressive taxes (fiscal policy) and changes to interest
rates (monetary policy) may impact the distribution of income and
residents’ ability to make economic choices—positively or negatively.
Higher interest rates may have a redistributive effect between debtors
(borrowers) and creditors (savers). Supply-side policies may also lead
to such mixed impacts. Market-based supply-side policies tend to lead
to non-inclusive growth. For instance, labour market reforms may result
in lower worker benefits. In contrast, interventionist policies such as
provision of education and healthcare may improve the standards of
living of low income individuals.

Sustainability—a lot of tax breaks and R&D have focused on the
development of green technologies. However, industrial policies may
lead to increased negative externalities, especially in economically
least developed nations where weak or poorly enforced environmental
protection laws have led to environmental destruction. Similarly,
deregulation may remove or reduce such environmental laws, resulting
in unsustainable growth.

3.7 SUPPLY-SIDE POLICIES
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THE GLOBAL ECONOMY

You should know about:

v/ balance of payments
v/ the benefits of international trade pay
. v/ sustainable development
v types of trade protection
. v measuring development
v/ arguments for and against trade control
or protection v Dbarriers to economic growth and/or economic
- . development
v/ economic integration
v/ economic growth and/or economics

exchange rates development strategies.

4.1 THE BENEFITS OF INTERNATIONAL TRADE

This sub-unit introduces key You should be able to:
terms, ideas and principles

associated with international
trade. v free trade

v define the term

v explain the benefits of free trade

v illustrate the quantity of exports or imports on a trade diagram.

HL In addition to the points above, for HL you should be able to:
e define the terms
e absolute advantage e comparative advantage

e calculate the quantity of exports or imports and export revenue or import expenditure on a
trade diagram

e distinguish between “absolute advantage” and “comparative advantage”
e explain the sources of comparative advantage

e illustrate comparative advantage on a PPC diagram

e calculate opportunity costs to identify a country’s comparative advantage

e discuss the limitations of the theory of comparative advantage with the aid of real-world examples.

Summary

Free trade refers to international exchange of goods and services that takes place without any government
imposed barriers (e.g. tariffs, quotas or subsidies).

There are many benefits of free trade.

e It results in increased competition between domestic and foreign firms, which leads to lower prices,
innovation and greater efficiency in production.

e Itallows greater choice for consumers, who are no longer limited to domestic goods and services.

e Firms may acquire resources (factors of production) that may not be available locally or may be more
expensive when purchased from domestic producers.
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Firms may enjoy economies of scale when they export goods and services to larger markets.

Foreign exchange is earned from the sale of exports, which importing firms can use to finance imports.

A more efficient world resource allocation results as countries specialize in goods and services they can

produce more efficiently.

HL A country has an absolute advantage in the
production of a good (or service) when it can

be produced using fewer resources (factors of
production) than another country. For example,
Country B has the absolute advantage in the
production of good X if it can produce it using 3
units of labour, whereas Country A must use 5
units of labour. So, Country B produces good X at a
lower absolute cost.

A country has a comparative advantage in the
production of a good (or service) when it can be
produced at a lower opportunity cost than in another
country. For example, Country B has a comparative
advantage in the production of good X if
producing an unit of X requires the sacrifice of 10
units of good Y whereas Country A must sacrifice
12 units of good Y. Country B can produce good X
at a lower relative cost.

The following are the main sources of comparative
advantage.

e The quantity and quality of resources (factors
of production) —fertile land allows for higher
productivity in the production of agricultural
goods or a highly educated and trained labour
force allows for more efficient production of
knowledge-based goods.

e Differences in technology—greater access to
capital goods and the latest technology allow
for more efficient production of manufactured
goods.

Some of the limitations of the theory of
comparative advantage are as follows.

* Resources (factors of production) are
not perfectly mobile—the principle of

specialization is based on the assumption

that resources are occupationally and
geographically mobile but labour, for example,
is often highly specialized or unable to relocate.

Opportunity costs may not be constant (the
PPC may not be a straight line but rather bow
outward). Transferring resources from one
industry to another may be increasingly costly.

The assumption that all firms operate in

a perfectly competitive market producing
homogeneous goods is not realistic. In reality,
large firms that enjoy market power and
economies of scale dominate world trade.
Goods are seldom perceived as homogeneous
by consumers.

Transportation costs may outweigh gains from
exporting a good.

Excessive specialization may expose a country
to fluctuation in economic activity in the event
of changes in world demand.

Specialization may impede structural
change and hence economic development
for developing countries, which often have a
comparative advantage in the production of
agricultural goods.

Governments may create a comparative
advantage in an industry by investing

in human and physical capital. For
example, introducing IT courses in schools
and investment in high-speed internet
infrastructure may lead to a comparative
advantage in IT-related industries.
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This question is adapted from the May 2019 examination paper.

7

The market for oranges in Country Z is illustrated below.
st - : : Calculate Country Z's revenue from exporting oranges.  [2]
»
@
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0 = i .
0 50 100 150 200 250 300
Quantity of oranges (thousands of kg per month)
E :
Ahe candldatg understands quuwtitg D‘f exports = 150 - 50 = 100
that the country is a net exporter
as the world price is above e
the domestic price, and shows
workings. export revenue = $3 X 100 = $300
. J
. a
Wnfortunately, the candidate has This response could have achieved 1/2 marks.
not considered the unit provided
on the horizontal axis. The correct i |
answer is 100 thousand (100,000). -
. This question is adapted from the May 2018 examination paper. 2_“/
i N The following diagram illustrates the production possibilities of two
Alth‘?“gh the quantity of - countries, Country A and Country B, in the production of cotton and
exports is incorrect, the working b
. ananas.
allows the examiner to award 1
mark for a correct understanding of 350
k’che concept of export revenue. o

300

250 \ —— ]
200 AN

LREENG
100 !

Country B

) Assessment tip

Do not forget to label the world
supply curve or world price
line. Atrade diagram is not fully
labelled if the “S(world)” or
“World price” label is missing.

Quantity of cotton (tonnes)

50

1 ]
0 100 2000 400 500 600 700 800

Quantity of bananas (tonnes)

Using information provided in the diagram to support your answer,

0 determine which country should specialize in the production of cotton.  [2]
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~
Country B should specialize in the production of cotton sinee _ Bhe candidate correctly
i , identifies the lower opportunity
it faces a lower opportunity cost. cost as the justification for
comparative advantage. )
L/ £ * —-\
Country As opportunity cost of producing a tonne of cotton Ivformation from the diagram
s L ' i is used to support the answer.
is tonnes of bananas while country B's opportunity cost of PP i
producing a tonne of cottow is 1 tonne of bananas.
This response could have achieved 2/2 marks.
2> Revision tip
~
¢ The opportunity cost of producing the good on the horizontal axis is the slope of the PPC.
e The country with the flatter PPC has a comparative advantage in the good on the horizontal axis (in the diagram,
Country A has a comparative advantage in the production of bananas).
* Once you have calculated the opportunity cost of producing a unit of one of the goods for a country, the
opportunity cost of producing the other good is just the inverse (Country A’s opportunity cost
of producing a tonne of bananas is% tonnes of cotton).
4
This question is adapted from the May 2017 examination paper. i
Explain two limitations of the theory of comparative advantage. [4]
Yh didate is listi d k
Response 1 e cap '1 ate is .1st.1ng. an
not explaining the limitations.
There are 2 marks allocated for
Transport costs exist. o— each limitation. Listing a point

(t would also mean that the country would not evxjog economic

development. o

This response could have achieved 1/4 marks.

Response 2

Sowe of the asswmptions of the theory of comparative advantage
may wot hold in the real world. One such asswmption is that @

there is no transportation cost involved. (w real Life, a cowntry

without explanation is usually only
awarded 1 mark.

J

(- . .
VPhis answer is too vague.

It would not be awarded a mark.
There are many barriers to
economic development that are not
krelated to comparative advantage.

might prefer not to import from a cowntry with a comparative
acvantage because the difference in cost might be less thaw the
transport costs incurred in getting the item delivered across
countries.

J
-
Aihis clearly explains an
assumption of the theory that may
not hold in the real world—that
transportation costs could offset
any potential cost-reduction from
Lcomparaﬁve advantage. ¢
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VYhe lack of incentive for

structural change in developing The application of comparative advantage may not bring
countries is a valid example. k X .
This part of the answer is more —® gbout the bewe-ﬁts wnherent Ln the theorg. n pa rticular,

precise than the previous answer.
However, the point is not

adequately linked to the theory of needed for economic development.
comparative advantage so only 1
mark would be awarded for this
paragraph. To achieve 2 marks, the
candidate should have explained
that most developing countries This response could have achieved 3/4 marks.

have a comparative advantage in

agricultural goods. )
- Revision tip

Discussion topics may be tested as part (b) of essay questions (paper 1),
which candidates need to illustrate with real-world examples. There’s one
discussion topic for this unit—the limitations of the theory of comparative
advantage. Consider researching countries that may not benefit from
specialization according to their comparative advantage. Build up your
own list of real-world examples.

developing countries may wot pursue structural change

4.2 TYPES OF TRADE PROTECTION

This sub-unit introduces key
terms, ideas and principles

You should be able to:

v define the terms associated with trade protection.
v trade protection v tariff
v/ quota v/ subsidies and export subsidies

v/ administrative barriers

v discuss the effects of a tariff, quota, subsidy or export subsidy, or
administrative barriers on markets and stakeholders with the aid of
real-world examples

v illustrate the effects of a tariff, quota or subsidy or export subsidy
on price, production, consumption, expenditures, revenues and
welfare on a trade diagram.

HL In addition, for HL you should be able to:

e calculate with reference to a trade diagram, in cases where there are changes in tariff, quota or
subsidy or export subsidy, the changes in

e the quantity of exports or imports
e export revenue or import expenditure
e government revenue or spending
e consumer and producer surpluses

e welfare loss.
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Summary

Trade protection refers to government policies that limit imports
and/or encourage exports by setting up trade barriers.

These are the main types of trade barriers.

e Atariff is a duty (tax) that is placed upon imports. Tariffs serve the purposes of protecting domestic
industries from foreign competition and raising revenue for the government.

* A quota sets a limit on the quantity of a good that can be imported.

¢ Asubsidy is an amount of money paid by the government to firms to lower costs of production.
Subsidies give domestic firms an advantage over foreign competition. Subsidies may be given to firms
competing with imports in the domestic market. Export subsidies are given to exporting firms to
increase their revenue from sales in foreign markets.

¢ Administrative barriers are the legal barriers (e.g. technical standards, health and safety requirements,
environmental standards) that make it difficult and costly to import goods.

Trade protection always benefits domestic producers and leads
to inefficiency (welfare loss). The effects on consumers and the
government depend on the type of trade protection.

' Impacts on consumers, governments and foreign producers

Tariff Consumers: higher price, lower level of consumption and hence lower consumer surplus
Government: tax revenue collected

Foreign producers: lower export revenue

Quota Consumers: higher price, lower level of consumption and hence lower consumer surplus

Government and foreign producers: impacts depend on the quota system. Governments may auction
licenses to export, raising government revenue—this system involves a cost for foreign firms. When
governments do not charge foreign firms for the right to export, foreign firms will charge a higher price,
enjoying higher export revenues.

Subsidy Consumers: no change in price, level of consumption or consumer surplus
Government: spending incurred

Foreign producers: lower export revenue

Export subsidy Consumers: higher price, lower level of consumption and hence lower consumer surplus

Government: spending incurred

Foreign producers: lower revenue

Test yourself
This question is adapted from the November 2021 examination paper.
Practise drawing trade diagrams to
illustrate the effects of tariffs,
quotas and subsidies. Look for
real-world examples of each type
of trade protection.

Wi

Using a tariff diagram, explain the likely effect on consumer surplus of a
25% tariff on all wooden furniture imported into the US. [4]
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VPhe explanation lacks
clarity. Two variables need to
be considered to determine the
consumer surplus—price and
quantity demanded. The candidate
does not mention the impact on
the quantity demanded and the
increase in price is not identified
as the cause of the fall in consumer
Lsurplus. This is not a valid answer. A

Ahe candidate has drawn a
correct and fully labelled diagram.
The impact on the consumer
surplus is identified correctly. This
response could be awarded 2 marks

for the di .
\Jor the diagram -

Ahe diagram is correct and
fully labelled. The candidate
identifies the change in the
consumer surplus. The diagram
could be awarded 2 marks.

There is a clear explanation that
the increase in price and decrease
in quantity demanded lead to a
smaller consumer surplus, which
could achieve 2 marks.

. v
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Response 1

Price of wooden furniture in US
A
sa

Sw +25% tariff

E : \ sw (worldl supply)
| [ !
ool D

. f ,Qmwtébd of wooden
furniture in Us

Whew there is a 25% tariff on wooden furniture imported
lnto the US, the price of wooden furniture in US increases
from Pw, assuming US is a price-taker, to Pw + 25%, as the
tariffs Lead to a shift of would supply curve upwards from
Swto Sw + 25%. nitial consumer surplus is represented

by (@ +b+c+d+e+ o) area and tariffs lead to a fall in

consumer surplus to area (a + b).

This response could have achieved 3/4 marks.

Response 2
Price .
Dowmestie
A sm}:%
Pw F taviff € ID yy S, T tadf
i taviff(25%)
il I/J i\l'l' ek Sy = world
Lo : iC supply curve
beeeed R R 1Y
t t > Quﬂwtitg
B
RIRERA T R2

t t
B
Dmports

after taviff

bmports befove tariff
Flogure 1 Tariff on wooden furniture
Due to the introduction of a tariff consumers are required to pay
a higher price from Pw to Pw + tariff and quantity demanoled
reduces to R4 from 2. This causes consumer surplus to decrease
from the area denoted by AFC to ABD, negatively affecting
conswmers (Fig.1).

This response could have achieved 4/4 marks.



Response 3

loss of eonsuomer surpiiis

Pw et %W\\*\I -
BN

SertT

t
R3- QA R
— —

Quantity of
wooden furniture

Tariff is a form of trade protection and is indirect tax on
tmported goods. Due to tariff, the price of wooden furniture
increases from Pw to Pw + t. The quantity of domestic
production of wooden furniture increases from @1 to @s,

and the gquantity of import decreases from R1R2 to Rz3R4+.
Therefore, the quawtitg that consumer buas decreases from @2
to R4 Hewnce, consumers are Worse oﬁc and consumer surpLu.s
decreases. Consumer surplus is defined as the benefit for
people who buy at Lower price thaw that they are willing to pay
for. The loss of consumer surplus is shown by the shaded area,
as price increases from Pw to Pw + t, and quantity decreases.

This response could have achieved 4/4 marks.

This question is adapted from the November 2020 examination paper.

N

Country B grants rice producers an export subsidy of $2 per kilogram
of rice.

12—‘ 11 1114131 -+

114

- T
o S(world) i+ s LT

T ISworg ) 11T

Price [ $ per kilograms)

0 1 2 3 4 5 6 7 8 9 10 11 12
Quantity of rice (millions of kilograms per year)

Using the diagram provided, calculate the welfare loss as a result of
Country B granting the export subsidy.

2]

4.2 TYPES OF TRADE PROTECTION

Mnlike the previous two
diagrams, this one does not
illustrate the original consumer
surplus (before the imposition
of the tariff) but it does show the
reduction in consumer surplus
(shaded area). This approach is
valid as it illustrates the effect
of the tariff on the consumer
surplus, answering the question.
The response also clearly states
that the higher price and lower
quantity demanded would imply a

Lreducﬁon in the consumer surplus.
J

2 Assessment tip

For many questions you need to
calculate or identify an area on
a diagram [consumersurplus,
welfare loss, for example).
Responses 2 and 3 looked at
the original and new consumer
surpluses to determine the
change. Response 3 went for
amore “direct approach” by
identifying the change (the
shaded trapezium). lllustrating
the area by shading worked well
for response 3 as the candidate
focused on a single area.

However, shading may make it
hard to read a diagram if there
are multiple areas identified, as
was the case for responses 1
and 2. The annotations for those
responses clearly identified the
areas in the explanations.

Similarly, a change in consumer
surplus can be calculated by
subtracting the new consumer
surplus (triangle AED in response
2] from the old consumer
surplus (area AFC) or the change
can be directly calculated

from the diagram (the shaded
trapezium in response 3] but
attention must be paid to include
the correct sign as it reflects
whether the consumer surplus
increased or decreased. Which
approach works best for you?

/
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Aihe candidate identifies the
correct areas and notes that the
quantities are in millions.

0.5 X (2 X2) +0.5X (2 X2) =4%5wmillion

This response could have achieved 2/2 marks.

demanded and supplied.

The previous question asked you to calculate but
notidentify the welfare loss associated with the
export subsidy on the diagram. Even if itis nota
requirement of the question, shading the welfare
loss or identifying the changes in quantities
demanded and supplied on the diagram might
make it easier for you to calculate the welfare loss
and avoid missing or miscalculating an area.

Going back to the previous diagram, let’s identify
the welfare loss and domestic quantities

Price ( $ per kilograms)

(B _::_::_I:__ e N
':gsj::::.;osz B W7 ::\: Qd1
I T T

Lialie
o0 1 2 3 4 5 6 7 8 9 10 11 12
Quantity of rice (millions of kilograms per year)

Ahe candidate introduces
the purpose of a tariff. Some
understanding of the term
“stakeholders” is demonstrated.

148

Using real-world examples, discuss the impact of tariffs on markets
and stakeholders. [15]

A type of trade protection, a tariff is a tax that is placed on
Lmports. It serves the purposes of protecting domestic industries
from foreign competition and raising revenue for the
government. Tariffs will directly lmpact the conswmers and
producers of goods on which they are mposed and may also
Lmpact other stakeholders indirectly especially if the tariff leads
to retaliation by trading partners.

o
Y
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Price

Flgure ¢
—— T - e
As can be seen in Flgure 1, a 25% tariff lmposed by the Lnited Aihe tariff diagram is included
7 z , , @®— and explained with adequate
States in 2018 on Lmported steel Leads to a higher price of steel reference to the diagram. )
on the US market, from Pw to Pwi. This would Lead to a Lower
a .
quantity of steel consumed by US consumers, from @4 to Yhe candidate could have
e @—| shown on the diagram the tariff
®= as fewer consumers are willling and able to consuwme at the revenue and the impact on foreign
higher price. The consumer surplus is reduced by area PW1CDPW.  producers. J
Steel factories in the US would benefit as they produce a higher
quantity, @2 instead of @1, since some firms which were
previously unwilling or able to produce at price Pw are now
willing and able to produce steel. They receive a higher revenue
of OPW1C®R= instead of OPWAGL. The producer surplus is also
increaseo by aren PWABPWL. The US government also benefits
through the collection of the tariff revenue, which can be used to
reduce their budget deficit. From this diagram analysis, it is
clear that domestic producers and the government benefit from
the taviff while conswmers are disadvantaged. - \
Aihe candidate elaborates on
the impact of tariffs on producers
To inerease production from @1 to @2, the domestic producers — @— and related stakeholders such
as employees.
wiLL need to hire more workers, and this would Lead to Lower
: e ™
unemployment. n the case of US steel, the tariff would Lead Vhere is an interesting
;o , , comment about the type of
to a significant decrease in structural unemployment since unemployment that is reduced,
this industry is labour-intensive. The higher revenue earned butithe candidate doesmob
explain it sufficiently. S

by producers would also allow thew to pay higher wages to the
worRers and this could Lead to higher economic well-belng,.
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Flgure 2 Quankity

Zhe candidate shows

awareness of the demand of the Sowe tmported goods (such as steel) are also used bg other firms

question set by the command as factors of production, the tariffs may therefore Lead to higher
term—"discuss”—Dby providing , , , ,

a balanced view on the impact on costs of production for furms. This can be seew in Figure 2 where
firms in the USA.

the supply changes from S1 to S2. Going back to our example
of the 25% tariff on steel Limported into the US, firms producing
canned foool and cars use steel ano would have to pass on the

higher cost of production to the consumers through higher prices
(from P1 to P2 on Flgure 2).

Tariffs may also lead to retaliation whew trading partners also
Wamples could be used more umpose tariffs on US exports. This happened as a result of the US
effectively, for example by naming , . , , z
the affected car, canned food or Lmposing tariffs on steel and other products in 2018. A series

motorbike producers. of trade wars with the U and China Led to the increase Ln the

tariffs imposed on US-made motorbikes, for example. This means
that while the producers of steel benefit from the tariffs, the
motorbike makers will be disadvantaged.

The extent of the lmpact on consumers ana producers will depend
on varying factors such as the value of the tariff, the type of
industry and how easily the Lmported good can be substituted
with domestic production. For example, the Lnited States bmposes
tariffs on steel, peanuts and wool sweaters, among other goods.
Howevey, the tariff on wool sweaters is only about 15% and may
not have a large impact on branded sweaters whose demand can

Here the candidate makes
better use of real-world examples. &
The numbers quoted are not exact LDngL‘tg al/\rd not want to bua MS—MRdC sweaters Lfthea 'ﬁ‘i&L tl’le
(“about 15%”, “over 130%") but
they are sufficient to show a good

knowledge of the issue. —e over 120% and would make imported peanuts more than twice

There is also evidence of evaluation the price of forelgn peanuts and this would make consuwmers
and synthesis in this conclusion.

be quite price-inelastic since consumers may show some brand

quality is inferior to foreign sweaters. The tariff on peanuts is

\.

wmore Likely to switeh to Local peanuts due to the significant
inerease bn price. Finally, the US tariff on steel is 25%. while
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it is only slightly more thaw the tariff on wool sweaters, it will
have a much larger impact on domestic producers because steel is
a vather homogeneous product so US consumers (the US furms
that require steel as factor of production) will be more willing to
switeh to Local steel. So, it is clear that the tariff will only benefit
furms who are protected by the tariff if they can easily increase
production and offer products of similar or better quality to
bmported ones. The tariffs will disadvantage furms who need to
pay for the tariff on Lmported factors of production and those who
face the consequences of retaliation by trading partners.

This response meets all the descriptors in the second highest mark
band (10-12) and could achieve 12/15 marks. To reach mark

band 13-15, the candidate should discuss further the impact on
consumers and/or foreign producers rather than focus so much on one
stakeholder (the domestic producers).

Refer to Unit 5 (pages 194—195) for a full explanation of the paper 1
level descriptors.

¢ Intervention—trade protection is a form of government intervention. The government becomes involved in the
workings of markets (free trade takes place in free markets) with the aim of achieving important macroeconomic
and societal goals. Can you identify the costs and benefits of intervention through trade protection in your
chosen article? You may also consider some of the points learned in sub-unit 4.1, as the benefits of free trade
offer possible drawbacks of intervention. The benefits of free trade that a country forgoes by opting for trade
protection are the opportunity cost of trade protection.

e Efficiency—if the article provides insights into wastages of scarce resources (e.g. lack of scope for economies
of scale, no incentive for technological improvement) then you could also consider efficiency as key concept for
your commentary.

Q’Q Content link

Link to your IA

You may choose an article on trade protection for your third commentary. If so, you will likely draw a diagram to illustrate
the effects of the trade protection(s) mentioned in the article. Keep in mind that trade protection diagrams come with a
lot of information—quantities produced and consumed domestically, quantities imported/exported, different types of
expenditures and revenues as well as the resulting welfare losses. Focus on whatiis relevant to your article. Presenting
alengthy, generic diagram analysis may result in a lower mark on criterion C: Application and analysis).

151



4.3 ARGUMENTS FOR AND AGAINST TRADE
CONTROL OR PROTECTION

This sub-unit builds on sub- You should be able to:
units 4.1 and 4.2 and reviews the
arguments for and against trade
control or protection.

v explain the arguments for and against trade protection with the
aid of real-world examples

v evaluate trade policies (trade protection and free trade) for a
given country

'% Content link Summary

Link to other sub-units These are the main arguments for trade protection.
Refer to sub-unit 3.3. Industrial e [t can protect or create local jobs and in particular prevent or
jobs may be lost due to lower cost reduce structural unemployment if the workers’ skills are not
imports. This is represented on a transferrable to other industries.
di byafallinthed df . . .

'agram by a fallin the demand for e Trade protection can correct a trade (current account) deficit
labour for a particular country. . ;

on the balance of payments (see sub-unit 4.6 on expenditure

switching policies to reduce a persistent current account deficit).

*  Domestic producers are protected from unfair practices such as
dumping (the sale of goods at a price below the cost of production
or below the price charged in the home market).

* A country’s strategic industries are protected and its continued
access to goods such as staples, steel and weapons is ensured.
This is also known as the national security argument.

e Tariffs raise government revenue. There are often high tariffs on
luxury goods in economically least developed countries (ELDCs).

* Trade protection encourages diversification of economic activities,
by preventing specialization in agricultural goods in ELDCs.

e [t protects new domestic industries, known as infant (sunrise)
industries that lack the efficiency and economies of scale of
established foreign competitors. This is often used to justify trade
protection in ELDCs.

* The sale of goods that may not meet the health and safety
standards of the importing nation is prevented.

* Production of goods is reduced in countries with lower
environmental standards that may pose a threat to sustainability.

The reasons governments give to justify trade protection must be
carefully evaluated. Trade protection is popular with industries
competing with imports and governments may hide populist policies
behind unfounded economic claims. Accusations of dumping may be
unfounded (dumping can be hard to prove) and countries imposing
trade protection on goods that do not meet environmental standards
are sometimes those with poor records of environmental protection.

These are the main arguments against trade protection.

¢ Consumers pay higher prices and face fewer choices if they are
unable to afford the higher-priced imports.

e Trade barriers may lead to retaliation and start a trade war.
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¢ Trade protection leads to misallocation of resources as goods are
not produced by countries that use the fewest resources to produce
them (efficiency in production).

* Domestic firms may pay higher costs if they import factors of
production. This may affect export competitiveness if exporting
firms are reliant on imported resources.

* Domestic firms may lack incentive to become more efficient.

Test yourself

e 5
Proton Holdings Berhad (Proton for short) was established in 1985 in Malaysia to produce the developing
country’s first national car. Identified as an infant industry, Proton benefited from protection from foreign
competition as Malaysia imposed tariffs as high as 300% on imported cars. Since its foundation the company
also received a total of USD 3 billion in subsidies from the government. “It is a national car industry. It's not
justabout a car. It's about engineering. A country without engineering skill and knowledge will never become a
developed country,” commented the Prime Minister of Malaysia.

In the beginning, Proton was reliant on imported factors of production such as car chassis made by Mitsubishi
Motors. Proton gained the technological knowledge to train workers to build cars entirely in their Malaysian
factories after 15 years. In 1993, Proton cars accounted for 74% of all new cars sold in Malaysia. In 2016, a
decade after the government reduced tariffs on imported cars as part of its participation in a Southeast Asian
free-trade pact, Proton cars only accounted for 12.5% of new car sales in Malaysia.

Adapted from https://www.livemint.com/Industry/WfScncX?7 2isx6B6GPCWOGL/Malaysia-eyes-sale-of-Proton-

as-Mahathir-Mohamads-auto-drea.html
X A

Read the above passage and identify at leasttwo arguments for and two arguments againstimposing tariffs
on foreign cars in Malaysia.

Hint: consider the size of the tariff (as high as 300%) —would such a tariff help raise government revenue?
Would it lead to a significant increase in prices for consumers? Keep in mind that the passage introduced
Malaysia as a developing country. Are some of the common arguments for trade protection in ELDCs applicable?

Research other cases of infant industries. Try to find a least one industry that is now established and no longer
needs protection from foreign competition (a success story). This would be a good real-world example to
illustrate a part (b) essay question on this topic.

) Assessment tip

Diagrams are very important in economics. The highest mark bands for the 15-mark questions in papers 1 and 2
stress the importance of diagrams—Where appropriate, relevant diagram(s] are included and fully explained. Note
that diagrams need to be included and fully explained or what examiners sometimes call effective use of diagrams.

What does it mean to use diagrams effectively? Diagrams are meant to illustrate your arguments to convince the
examiner that your point is anchored in economic theory. Your diagrams must be woven into your answers. Link the
diagrams learned in sub-units 4.1 and 4.2 to the arguments for and against trade protection (where appropriate).
For example, explain the argument of higher prices for consumer with reference to thehigher price on a tariff or
quota diagram. The higher quantity supplied by domestic producers can support the argument forjob creation.

The welfare loss is evidence of the misallocation of resources.
o =

This question is adapted from the May 2012 examination paper. =

Using real-world examples, discuss the view that it is never desirable for
countries to resort to trade protection. [15]
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Ahis shows good
understanding of the key concept,
trade protection.

Aihe candidate has included
a diagram and has customized
the labels to the real-world
example (e.g. “S(China)” instead
of “S(World)”; “Price of steel and
Laluminium” instead of just “Price”.

A full explanation of the
kdiagram is included.

Ir
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Trade protection is defined as the partial or complete protection

of dowestic industries from forelgn competition in domestic
markets. There are many types of trade protection such as tariffs,
quotas and subsidies, and regulatory barviers. Trade protection,
although aimed at benefitting domestic industries, may bring
about numerous harms. For example, the US tmposed a series of
tariffs on Chinese lmports from 2018 to 2019, such as a steel
and alwminivm tariff in February 2018.

Price of steel and aluminivun

A
SUS

TPQ ; ; T Schtina+ taviff
A SBL D )

P /‘ (RN . Schina
I ' 1 I
boBal ol Dus
| ' [ i ;

o | t | t CQMHVLtL‘;@ O{S“:EEL

™R, R:* Ry and atiomdintion

Dlagram 1

with the tariff, the prices of steel and aluminium in the Us
rises from P1 to P2, shifting the Chinese supply curve upwards
from S (China) to S(China) + tariff (Dlagram 1). At the
higher price, more US dowmestic producers are willing and

able to supply steel and aluminivm, increasing quantity
supplied by R1IR2. US consumers are less incentivised to
purchase at the higher price P2, causing quantity demanded
to fall by RzR4. Thus the volume of Lmported steel and
aluminium reduces from R1R4 to R2&Q=. Tariffs result in a
loss of consumer surplus of areas A + B + C + D as domestic
consumers consume Less of the good at a higher price P2. While
dowestic producer surplus increases by area A as total revenue
tnerease from (PL X @1) to (P2 X ®2) and the government
earns tariff revenue equivalent to area C, society suffers a net
welfare Loss of areas B + D of consuwmption in efficiency is
represented by area D which is a loss of conswmer surplus. Area
B represents production inefficiency due to the extra cost paid
as the US economy shifts steel and aluminium purchases
away from efficient foreign producers to relatively inefficient

domestic firms.



4.3 ARGUMENTS FOR AND AGAINST TRADE CONTROL OR PROTECTION

Thus trade protectionism almost always guarantees a reduction
in efficiency, especially production inefficieney which results  ®7]
n global resource misallocation. n addition, tariffs on Chinese
steel and aluminivm wmay breed dependency on such protection
in domestic producers, reducing their incentive to inmnovate, Lower
costs and operate efficiently. Long-run efficlency thus declines ®
as competition is effectively reduced.

Trade protection also increases the probability of a trade war

Aihe candidate continues to
make use of the diagram to support
the argument that trade protection
is not desirable.

~

=

\(

Vhere is a real-world example
but it is not fully developed. Who
are the consumers of steel and
aluminium? What is the impact
of the higher prices for them in
particular? The candidate could
have mentioned US companies that
use the metals in production; their

oceurring, where protectionism results tn retaLi.atorg protectionist
measures Lmposed by the other country. For example, China
retaliated to the tariffs set by the US by bmposing higher tariffs
on US soy and automobile exports in 2019. As both countries
became increasingly protectionist, there was a significant
reduction in the volume of trade between them, reducing the
gains from free trade. Stnce export earnings are an injection
into the global cirewlar flow of income, and especially given that @—
both US and China ave large global economies, there may be a
significant impact on world trade. with increased instability

and volatility, long-term growth and investment is hindered.

Howevey, trade protection may bring about desirable benefits

bn some circwmstances. For example, Ecuador imposed wew
regulatory barriers on Lmported goods such as cereals in 2013,
in the form of quality control measures and bmport Licensing.
It also increased tariffs on raw materials and capital equipment

7
o

L goods will become more expensive.J

Ahis judgement demonstrates
the candidate’s ability to
evaluate the argument—that
trade protection might have
more significant impacts for

 Some countries.

Aihe candidate is meeting the
requirements set by the command
term (“discuss”) by providing
a counter-argument to the
proposition that trade protection is
never desirable.

A real-world example is developed.
References to the tariff and AD/AS

which are also produced in Ecuador. Such measures were aimen
at protecting infant industries, new domestic industries that
have not had time to establish themselves and achieve production
efficiencies and may therefore be unable to compete with mature
forelgn tndustries.

BY reducing the volume of imports such as through tariffs as in
Dlagram 1 (R1R4 to R2K3), competition is reduced, allowing
infant industries to increase market share and efficlencies. Such
policies may be especially necessary for developing countries such
as Ecuador to expand production tnto new industries that give
them a comparative advantage, allowing for long-term economic
growth and development. For example, if Ecuador grows its cereal
export industry, export earnings may increase, increasing net

Ldiagrams help support the analysis.
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Ahere is a clear attempt at
synthesis, which summarizes some
of the key points raised in the essay.

exports (X-M) and thus AD from ADL to AP2 (Dlagram 2). Real
GPP inereases from Y1 to Y2, causing actual growth. (f economic
growth is sustained or industries gain wore funds from profits,
investiment in physical and human capital may increase,
increasing Keynesian AS from Keynesian ASL to Keynesian
AS2; potential output increases to Y4 while real GDP increases to
Y3, allowing both short-term and Long-term growth.

ceneval price.Level

Keywnesian Ast

Kzgjwesmw
AS2

» Real GDP

Dlagram 2

tw conclusion, trade protection is often deemen undesirable
because of its negative implications for parties involved, not
only the country on which protectionism is bmposed but also

the dowmestic economy of the country Lmposing trade protection.
Negative repercussions also extend to countries not directly
involved, having global implications. However, a country's
context may decide whether the benefits of protection can
outweigh its harms. Especially in economically Less developed
countries, trade protection may be necessary in the short-term to
grow infant industries and its economy. Hence, countries may
fund it desirable to resort to trade protections at times, but must

oo so with caution.

This response could achieve 13/15 marks. It meets all of the descriptors for
the highest mark band (13-15). However, the real-world examples are not
always well developed to support the arguments.

.

Pay attention to the command term. “Discuss” was the command term of this question practice. A discussion needs
to be balanced. In the question, the balance comes in the form of considering arguments that support the idea that
trade protection is not desirable, but also considering the opposite view—that trade protection can be desirable.

An unbalanced answer to a discussion question would probably receive a lower mark as it would not meet the first
descriptor of the highest mark bands—the specific demands of the question (which are partly determined by the
command term) would not be addressed.
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4.4 ECONOMIC INTEGRATION

Q’b Content link
Link to your IA

Trade protection is covered extensively in the news and so candidates often opt for this topic for their third
commentary. A good article would point to the reasons that pushed the government to impose the trade barrier.

For example, a mention of job losses could signal the fear of structural unemployment; a difficulty to compete

with imports from more established firms could indicate an infant (sunrise) industry that needs time to grow; a
depreciating currency is often the symptom of a high current account deficit. Also pay attention to other information
given in the article that could provide arguments against the implementation of trade barriers. For example, a
mention of rising inflation would suggest that consumers’ real income would be significantly affected by higher
prices of imports. Explaining those arguments in favour and against trade protection in economic terms and with
reference to the contents of the article is important (criterion C: Application and analysis) but it is important to
assess the validity of the arguments in context (criterion E: Evaluation).

South Africa imposed tariffs on imported chicken meatin 2020, for example. Would the infant industry argument
make a valid reason to support the tariff? Could chicken farmers be part of a new industry in South Africa?

As mentioned in sub-unit 4.2, a commentary that allows for some debate on free trade versus trade protection may
illustrate the key concepts of efficiency and intervention. Here is another key concept you may consider.

Interdependence—the focus of the article may be the impacts of trade protection on trading partners, especially
in terms of lower income, unemployment and the risk of retaliation. Such an article would allow you to explore the
interdependence of nations in a globalized world.

4.4 ECONOMIC INTEGRATION

You should be able to: This sub-unit introduces the
iff f ing blocs.
v define the terms different types of trading blocs
v preferential trade v/ customs unions

agreements
& v/ common markets

v free trade areas or .
v/ monetary union
agreements

v explain the arguments for and against joining a trading bloc
v evaluate a country’s decision to join a trading bloc

v/ explain the objectives and functions of the World Trade
Organization (WTO) and the common criticism of the WTO.

HL In addition to the points above, for HL you should be able to:
e define the terms
e trade creation e trade diversion

e evaluate a country’s decision to join a monetary union.

Summary

Economic integration refers to the process by which two or more
countries cooperate on economic and other matters. The most common
form of economic integration is a preferential trade agreement (PTA).
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APTA is a trading bloc that encourages trade liberalization (the process
of reducing trade barriers) by giving member countries preferential
access to certain goods and services (e.g. through reduced tariffs) .

PTAs may be bilateral (between two countries), regional (between
many countries) or multilateral (agreed through the WTO) agreements.

The degree of economic integration varies with the type of PTA or
trading bloc.

e Afree trade area or agreement is the lowest form of economic
integration—where member countries reduce or remove trade
barriers against each other. Each country keeps its own trade
policies with countries outside the free trade area or agreement.

* A customs union is an agreement between countries to reduce or
remove trade barriers and adopt common external barriers against
non-member countries.

* A common market is the highest form of economic integration—
member countries agree to reduce or remove trade barriers, adopt
common external trade barriers and permit free movement of
capital and labour. In addition, members may adopt common
policies on product regulation.

In addition to the benefits of free trade (see sub-unit 4.1), the
advantages of joining a trade bloc include the following.

* (HL) When trade barriers are reduced, goods that were previously
produced domestically will now be imported from producers who
can produce them more efficiently (at a lower cost). This situation
is known as trade creation.

* Membership in a trading bloc may allow for stronger bargaining
power in multilateral negotiations. As a common market, the
European Union (EU) has signed economic agreements with some
of the largest economic markets, which individual EU member
states may not be able to negotiate on their own. For example, the
EU-China Comprehensive Agreement on Investment (CAI)
“grants EU investors a greater level of access to China’s market”
(https:/ /ec.europa.eu/trade/policy/in-focus/eu-china-
agreement/).

e There is greater political stability and cooperation within the
trading bloc as countries become more interdependent.

e With permitting free movement of labour, there are greater
employment opportunities for residents of a common market.

In addition to the arguments for trade protection (see sub-unit 4.3),
membership to a trading bloc may also lead to:

* (HL) trade diversion, a situation where a member country of a
trade bloc no longer imports goods from a more efficient (lower
cost) producer outside the trading bloc and instead imports them
from a less efficient producer within the trading bloc

* aloss of sovereignty as economic decisions may no longer be taken
independently, especially in customs unions and common markets
where countries adopt common trade and other economic policies

¢ areduction in the incentive to participate in multilateral trading
negotiations through the WTO.



4.4 ECONOMIC INTEGRATION

HL A trading bloc may further integrate economic activities as a
monetary union where member countries share the same currency
and have a common central bank.

Besides the advantages of a trading bloc, members of a monetary
union may also benefit from:

e the elimination of exchange rate conversion costs and risk
associated with exchange rate fluctuations

e greater inflows of foreign direct investment due to the greater
stability resulting from the lower currency risk.

Members of a monetary union may also suffer a loss of
independence in implementing monetary and exchange
rate policy.

The WTO is a multilateral organization seeking to liberalize trade.
The functions of the WTO are to:

* setand enforce rules for international trade

e provide a forum for negotiating trade liberalization

e monitor further trade liberalization

e resolve trade disputes

* increase the transparency of decision-making processes

* cooperate with other major international economic institutions
involved in global economic management to help developing
countries benefit fully from the global trading system.

The WTO has faced many difficulties in reaching agreements on
services and primary products. Developing countries often denounce
the policies of the WTO that they feel benefit developed countries
more than developing countries.

Test yourself

A common central bank is shared by 13 members of the EU as part of a monetary union, the Eurozone. The European
Central Bank is responsible for its monetary policy.

WV Table 4.4.1 Inflation and economic growth rates for selected Eurozone members (2018)

| _Estonia  Greece | Germany Poland | Spain | Eurozone average
Inflation (%) 3.44 0.63 1.73 1.81 1.68 1.70
Economic growth (%) 4.13 1.60 1.09 5.35 2.30 1.84

As you can see, inflation and growth rates vary across the Eurozone. Would you say all countries want the same
monetary policy? As the President of the European Central Bank, would you adopt a contractionary or expansionary
monetary policy?

> Assessment tip

The EU is the largest common market with 27 member countries. Croatia was the last country to join the EU in
2013 but other countries such as Serbia and Turkey are currently negotiating membership to the common market.
Research the (potential) benefits and problems of an EU membership for those countries. Those could be good
real-world examples for paper 1 questions.
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This question is adapted from the November 2021 examination paper.

List two functions of the World Trade Organization (WT0). [2]
~
While it looks as if the Response 1
candidate has highlighted two
functions of the WTO, they are o . .
I R To negotiate rules and to settle disputes.
rules for? What kind of disputes
does the WTO help to resolve? ) This response would probably not be awarded a mark.
Response 2
Zhis response is a lot clearer. i =
If you compare it to the previous —® 1. Settles trade disputes.
response, here the candidate > i a o tiatione betwi i
clearly states that the disputes . Provides a forum for trade negotiations between countries.
are trade-related.

J This response could have achieved 2/2 marks.

4.5 EXCHANGE RATES

This sub-unit introduces key
terms, ideas and principles
associated with exchange rates.

You should be able to:
v define the terms
v exchange rate
v fixed, floating and managed exchange rates
v/ appreciation and depreciation
v’ devaluation and revaluation
v overvalued and undervalued exchange rates

v explain the reasons for a change in the demand of, or supply for,
a currency

v illustrate changes in exchange rates on a diagram
v calculate changes in the value of a currency from a set of data

v discuss the consequences of a change in exchange rate on economic
indicators with the aid of real-world examples

v illustrate the impact of a change in exchange rate on an AD/AS
diagram

HL In addition to the points above, for HL you should be able to:

* evaluate a country’s decision to change its exchange rate system.

Summary
An exchange rate is the price of a currency in terms of another currency.

Currencies are transacted (“exchanged”) on the foreign exchange market. For example, residents of the UK
who wish to visit France will need to exchange British pounds for euro since the British pound is not accepted
by most hotels, restaurants and shops in France. That currency exchange is both a purchase and a sale.
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®  British pounds are sold—this increases the supply for the British pound on the market for British pounds.
* Euro are purchased—demand for the euro increases on the market for euro.

The exchange rate, being a price, changes with the changes in market forces. In the above example, the
exchange rate for the British pound decreases and the exchange rate for the euro increases.

There are three types of exchange rate system.

e The floating exchange rate system—the exchange rate is determined by market forces (the demand
for, and supply of, the currency on the foreign exchange market) without government or central
bank intervention.

* The fixed exchange rate system—the value of a currency is fixed, or pegged, to the value of another
currency by the central bank. In this system, constant intervention is needed to counter changes in the
exchange rate resulting from movements in the demand for, and/or supply of, the currency.

¢ The managed exchange rate system—the exchange rate is allowed to change within limits. In this system,
regular intervention by the central bank is required to prevent excessive appreciation or depreciation.

Appreciation (depreciation) refers to the increase (decrease) in the value of a currency resulting from
movements in market forces. These terms are used to refer to exchange rate changes in floating and
managed exchange rate systems.

These are the main reasons for changes in the demand for, and supply of, a currency.

¢ Changes in the demand for exports and imports—for example, importing electronic devices from Korea
results in an increase in the demand for the Korean won since the currency is needed to pay for the
electronic devices.

e Inward or outward flow of foreign direct investment or portfolio investment and remittances—shares
issued by a company in Norway can only be purchased with Norwegian krones. Foreigners will need
to sell their currency to purchase the Norwegian krone to pay for the shares. The purchase of shares
represents an inward flow of portfolio investment for Norway and hence an increase for the demand for
Norwegian krones.

When Mexican workers in the USA send money back to their families (an inward flow of remittances for
Mexico), they convert US dollars to Mexican pesos. In doing so, they sell US dollars (the supply of US
dollars increases) to purchase pesos (the demand for Mexican pesos increases).

* Speculation—when a currency is expected to appreciate, foreigners may wish to purchase it ahead of the
higher exchange rate. This would lead to an increase in the demand for the currency. If the Indonesian
rupiah is expected to appreciate next year, speculators may decide to buy it now at the lower exchange
rate to sell the currency at a higher price next year. This would lead to an increase in the demand for the
Indonesian rupiah.

e Changes in relative inflation rates—if inflation in Canada exceeds the US inflation rate, US goods may
become cheaper than Canadian goods over time. This would lead to greater imports of US goods in
Canada, and reduced Canadian exports to the USA. Both the demand for, and supply of, the Canadian
dollar would change as a result, leading to a depreciation of the Canadian dollar.

* Changes in growth rates—economic growth leads to increases in income. With higher income, residents
of a country may buy more goods and services, some of which will be imported. Also, the higher
economic growth may attract foreign investment. This would lead to increases in the supply of, and
demand for, the currency. The overall impact on the currency would depend on the magnitude of the
changes in demand and supply.

e Changes in interest rates—a higher interest rate in Australia implies higher return on bank deposits at
Australian banks. Foreigners may want to convert their savings to Australian dollars, and hence increase
the demand for the Australian dollar, to transfer savings to an Australian bank account.

¢ Central bank intervention—under fixed and managed exchange rate systems, central banks buy and
sell currencies. To counter a downward pressure in the currency, the central bank of Vietnam may need
to sell some of its foreign currency reserves to purchase the excess of Vietnamese dong on the foreign
exchange market (this results in an increase in demand for the Vietnamese dong). When it needs
to counter an increase in the value of the Vietnamese dong, the central bank may purchase foreign
currencies using Vietnamese dong. This would increase the supply of the Vietnamese dong.
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Revaluation (devaluation) refers to the increase (decrease) in the value of currency through intervention by the
country’s central bank. Thus, these two terms describe changes in exchange rates resulting from intervention in
fixed exchange rate systems.

When the central bank tries to maintain the value of a currency lower (higher) than what it would be in a
floating exchange rate system, the currency is said to be undervalued (overvalued).

The central bank maintains the value of a currency mostly through the sale and/or purchase of its currency
in the foreign exchange market, and/or changes in interest rates.

HL These are the advantages of a floating exchange rate.
* Abalance of payment disequilibrium is automatically corrected.

* Monetary policy can be used to achieve domestic objectives (e.g. higher economic growth). Under a
fixed or managed exchange rate, interest rates may need to be adjusted to maintain or influence the
exchange rate.

® There is no necessity to hold foreign reserves.
These are the advantages of a fixed exchange rate.

e Uncertainty caused by fluctuation in exchange rates is reduced. Prices of imports, revenue from
exports, foreign debts and return from foreign investment will not fluctuate.

e A fixed exchange rate encourages fiscal discipline. A fixed exchange rate regime may not be
sustainable with relatively high inflation rates, which would lead to changes in demand for, and
supply of, the currency. As such, governments are less likely to adopt expansionary fiscal policy.

* Firms will not benefit from a currency depreciation, which makes exports cheaper in foreign
currency terms. It forces firms to remain efficient to keep the prices of their goods competitive.

® There is higher export revenue and economic growth if the exchange rate is fixed below the market
value of the currency (it is an undervalued currency).

Changes in exchange rates will impact the economy through changes in the prices of export and imports.

* Achange in the (X - M) component of aggregate demand will affect demand-pull inflation, economic
growth and unemployment.

* There will be changes in the price of imported resources, which will affect cost-push inflation.

*  More (less) affordable imported goods and services would lower (increase) the cost of living and
improve (worsen) residents’ standard of living.

) Assessment tip

One descriptor of the highest mark band for questions carrying at least 10 marks is theappropriate use of economic
terms. A lot of terms are introduced in this sub-unit, and some may seem to describe a similar phenomenon. For
example, devaluation and depreciation both refer to a fall in the value of a currency. However, a devaluation is the
result of the central bank’s intervention, while a depreciation is the result of changes in market forces.

This question is adapted from the May 2021 examination paper.

W

Define the term depreciation. [2]

VPhis could also apply to a
devaluation. If a definition can
apply to two different economic
s e i e, s —® A depreciation is the fall in the value of a curvency expressed in
candidate should have specified
that this fall in the currency’s value terms o-f another currency.
is the result of a change in market
forces (or that it takes place in a

el el il T This response could have achieved 1/2 marks.
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4.5 EXCHANGE RATES

An exchange rate diagram may look like ademand and supply diagram, but the vertical axis should not be labelled
as just “price”. An exchange rate is the price of a currency in terms of another currency. Therefore, the label for the

exchange rate for the euro in terms of the US$ may be “price of euro in US$” or “exchange rate%".
ur

Note that if you use a currency pair (such asﬁ] for your vertical axis label, the currency on the denominator is
euro

the currency listed on the horizontal axis (it is the currency that is bought and sold).
\

=
This question is adapted from the November 2021 examination paper. 3
Using an exchange rate diagram, explain the effect on the South
Korean won’s exchange rate of South Korea’s central bank selling
US dollars. [4]
[‘P i
Response 1
. ” . -
BY selling US dollars, the demand for wow increases, sincethe @~ e explanation establishes
. . , a link between the sale of US$ and
South Korean central bank is demanding wown in exchange the demand for Korean wor.
for us dollars. This shifts demand for won from B to D1, - "
L ing t 5 wm t | ( )
tnereasing the exchange rate of won from ERe to ERL Ahe candidate clearly indicates
) the rightward shift of the demand
value of Korean won i US ($) curve and the increase in the
2 o exchange rate with arrows.
. v,
ERL [=m=mmeommana ' 7
: ®—  Wowever, the vertical axis is not
Ere ' labelled correctly—it should be
i ! “price of Korean won in US$” and
1, not “value of Korean won in US$”.
£ It is likely that this diagram would
. only be given 1 mark.
! ! .

Qe R

LAAAWELEY 07 MaonéL

This response could have achieved 3/4 marks.
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Ahe candidate explains that
by selling US dollars, the central
bank buys Korean won and this
causes an increase in demand.
The diagram is correctly labelled
and the changes in the demand
curve and exchange rate are

kclearly shown.

Ahe candidate clearly indicates
the rightward shift of the supply
curve and the decrease in the
exchange rate with arrows.

Aihe response clearly
establishes the link between the
lower interest rate and the sale
of the Thai baht as savings are
converted to another currency.
There are adequate references
to the diagram to explain the
kcleprecia’rion.
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: Response 2

Price of South Korean won ' in US (4)

D2

Quantity of Seuth Korean won

The South Korean wow appreciates from PL to P2 as the central
bank is selling its foreign curvency reserves to buy (demand)
South Korean wown. This has the effect of decreasing the demand
for the won and thus there is a rightward shift from D1 to B2.

This response could have achieved 4/4 marks.

This question is adapted from the November 2021 examination paper. E‘}
Using an exchange rate diagram, explain how a decrease in the interest
rate in Thailand might influence the value of the Thai baht. [4]

Price of baht in Us (4) <4

Vd s2

a1 a=
Quantity of baht

@ As seen ln the figure above, a decrease in interest rates

disincentivises saving in Thailand by domestic and foreign
savers, as the return on savings falls. Tus, savers sell That baht
to buy other currencies to save in other countries with higher
interest rates, increasing the supply of baht S1 > S2, thus
decreasing the value of the baht in terms of USE, PL—> P2.

This response could have achieved 4/4 marks.
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This question is adapted from the November 2020 examination paper.
Read the following passage and answer the question that follows.

The depreciation of the Argentinian peso causes imported oil prices to
go up, further raising inflation. The falling real incomes of households
combined with higher interest rates will affect the economy negatively,
possibly leading to a recession. Interest rates will remain high for some
time, discouraging investment. Economists expect Argentina to fall into
recession, for the fifth time in a decade.

Using an AD/AS diagram, explain how the peso’s weakness is
“raising inflation”.

(4]
Response 1

Price Level (peso)
SRAS

PL1

PL2

Yy

real GpP

A weaker peso will malke imports more expensive and exports
cheaper. This can increase the exports from Argenting with an
Lnerease bn export quantity and export revenue. At the same time,
as imports become more expensive, domestic consumers will turn
to cheaper alternative dowmestic products, decreasing consumption
of Lports. Together, the weaker peso can increase net export (X-
M) in the country bgj raising export (X) ana reducing bmports
(M), shifting aggregate demand from ADL to AD2. As such, the
general price Level increases from PLL to PL2. Hence, the peso’s

’
.-

4.5 EXCHANGE RATES

While a depreciation could
lead to an increase in aggregate
demand if export revenue increase
due to the lower prices of exports
in foreign currency terms and/
or lower import spending due to
more expensive imports, that is
not what the passage describes.
On the contrary, the mention of a
recession in the passage points to
a decrease in aggregate demand
so this response is incorrect. Paper
2 questions always refer to text
and/or data provided and must be

weakmness raises inflation.

It is likely that this response would not be awarded a mark.

Response 2

A odeprecation of the peso means that imports become more
expensive, Leading to cost-push inflation. This is shown in the
diagram. below.

answered in context.
\ v

Ik contrast to response 1,
this response clearly points to the
higher price of imported factors of
production, which lead to cost-
push inflation as suggested by the
text. The diagram is correctly and
fully labelled with a leftward shift
of the SRAS and the corresponding
increase in the price level to reflect
the higher inflation rate. Arrows
clearly indicate the changes in

LSRAS and the price level.
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Veraoe P‘(J/,C\," level
SRAST
= SRAS

I

' i

i

! : VAD
|

YLiEy
real GpP

Aggregate supply is the total amownt of goods and services

Vhere is no reference to the produaed i an economy at a givew Pﬂce Level over a per’wd D'f tlme.
specific imported factor of
production that leads to higher

production costs (oil). shifting the SRAS curve Left to a new equilibrivum at P1. The
average price Level of the economy has increased, therefore,
bported inflation has occurved due to the weakness of the peso.

nereased tmport prices causes costs of production to inerease,

This response could have achieved 3/4 marks.

Q‘% Content link
Link to your IA

News articles on the impact of a change in exchange rate on economic indicators are a good choice fora
commentary—in particular, if the article provides the reason for the change in the currency (e.g. fall in demand due
to lower export revenue). This allows you to apply economic theory to explain both the change in the price of the
currency and the impact on the economic indicator (on inflation, for example].

However, be mindful that there are a few ways a change in currency may affect the rate of inflation—as we saw in the
previous practice question. The article may establish that the higher inflation rate is due to a significant increase in
export revenue, which would point to demand-pull inflation. It could also be that the higher price of imports following
a depreciation has led to cost-push inflation. Make sure you explain the correct impact to achieve the highest mark
on criterion C: Application and analysis.

e Change—a change in an economic variable can have very differentimpact on different stakeholders. For example, the
price of the traditional Peruvian staple food, quinoa, increased significantly when it became popular as a superfood in
overseas markets. The resulting increase in the value of Peruvian exports led to the appreciation of Peru’s currency, the
sol. This was good news for quinoa producers who enjoyed higherincome cheaperimports in domestic currency terms.
Firms who had taken foreign loans benefited from smaller repayments in domestic currency after the appreciation of
the sol. In contrast, it was not good news for the residents of Peru who were not quinoa producers and had to spend
so much more on food that they had little income left to enjoy cheaper imports. This impact of the change in trend for
superfood on the exchange rate of the sol and the differing impact of that exchange rate appreciation on the welfare of
the people of Peruis an aptillustration of the concept of change.
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4.6 BALANCE OF PAYMENTS

This sub-unit examines the You should be able to:
different accounts (and their

components) of the balance of
payments and the interdependence v/ balance of payments
between those accounts.

The relationship between the

v define the terms

v/ current, capital and financial accounts

current account and the exchange v list and explain the components of each of the accounts in the
rate is another important feature balance of payments
of this sub-unit. v calculate the deficit/surplus in any one of the accounts of the

balance of payments

v explain that the sum of the current, capital and financial accounts
equals zero.

HL In addition to the points above, for HL you e evaluate the effectiveness of expenditure
el e el e switching policies, expenditure reducing
policies and supply-side policies as measures
to correct a persistent current account deficit
with the aid of real-world examples

¢ explain why a deficit (surplus) in the current
or financial account of the balance of payments

may result in downward (upward) pressure on
the exchange rate of the currency e apply the Marshall-Lerner condition to the

effect of a currency devaluation or depreciation

e discuss, with the aid of real-world examples, on the current account

the implications of a persistent current account
deficit e explain the J-curve effect, with reference to the

. Marshall-Lerner condition
e explain the methods a government can use to

correct a persistent current account deficit e discuss, with the aid of real-world examples,
the possible consequences of a persistent
current account surplus.

Summary

The balance of payments is a record of all the transactions between the residents of a country and the
residents of all other countries over a year.

The transactions in the balance of payments are categorized into three accounts.

e The current account includes the funds related to the trade in goods and services (export revenue minus
import expenditure), net investment income flows (profit, interest and dividends) and net current
transfers (foreign aid, grants and remittances).

* The capital account includes all capital transfers (e.g. debt forgiveness, payment for inheritance taxes),
and transactions in non-produced assets (e.g. land rights such as land sold to embassies) and non-
financial assets (e.g. patents and copyrights) between countries. The capital account is usually the
smallest of the three accounts on the balance of payments.

e The financial account includes flows of funds related to foreign direct investment (FDI) and portfolio
investment, the purchase and sale of a country’s reserve assets (official assets) and funds related to
official borrowing (by governments).

Credits (+) are inflows of funds and debits (=) are outflows of funds. There is a surplus (deficit) in an account
of the balance of payment when the credits exceed (fall short of) the debits for that account.
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Q’b Content link

Link to other sub-units

Referto sub-unit4.5as a
reminder of the reasons for
changes in the demand for, and
supply of, a currency.

More on the reserve assets (official
assets)

A central bank keeps reserve assets to settle urgent
international transactions, intervene in the foreign
exchange market to influence the exchange rate or
finance balance of payments deficits (see the next
point on financial account surplus compensating
for current account deficit). Reserve assets include
foreign currency deposits and government bonds
(e.g. US Treasury Bills). Note that the use (spending)
of reserve assets will be recorded as a credit (+)

on the balance of payments account whereas the
accumulation (purchase) of official reserves is
recorded as a debit (-). For example, if the People’s
Bank of China (the central bank of China) spends
some of its US$ reserves, the transaction will be
recorded as an inflow or credit on China’s balance
of payments.

An account may be in deficit or surplus, but the
balance of payments should always “balance”—the

HL A current account deficit may become a
concern if it is persistent and represents a
significant proportion of the country’s GDP. A
persistent deficit in the current account may lead
to these situations.

e A depreciation of the currency may help
decrease the current account but may lead to
cost-push inflation and foreign investors losing
confidence in the economy.

e Higher interest rates may be set, to
attract financial investment to increase the
financial account inflows. This may have a
contractionary impact on the economy.

® There may be sales of sale of domestic assets
to foreigners to increase inflows into the
financial account.

* The country will experience indebtedness
if the current account deficit forces the
government to borrow from abroad to
finance the deficit. The increase in foreign
debts worsens the economic standing of the
country and leads to a poor credit rating by
international agencies.
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HL Credits (such as the export revenue) lead to an increase in the
demand for the currency on the foreign exchange market. This puts
an upward pressure on the exchange. Debits (e.g. FDI outflows)
increase the supply for the currency. This leads to a downward
pressure on the exchange rate.

sum of all the accounts in the balance of payment
should always be zero:

current account + capital account + financial account
=0

The sum of credits should balance with the sum of
debits across all accounts. As the capital account is
usually small (almost insignificant), an imbalance in
the current account is mostly compensated by the
financial account. If portfolio investment and FDI
inflows are insufficient to finance the current
account deficit then, to ensure that the balance of
payment balances:

e either the Central Bank uses its official reserves
to finance the deficit (and we saw earlier that
using reserve assets is recorded as a credit (+))

* or the country must resort to official borrowing,
(which will also appear as a credit (+) on the
balance of payments).

e Contractionary demand-side policies may be
used to reduce lower import spending (see the
next point on expenditure reducing policies). This
may, however, lead to an economic slowdown.

e The combined effect of a lower (X — M)
component of the aggregate demand, lack of
investment due to poor confidence and inability
of the government to finance infrastructure
due to high government debt will likely lead to
lower economic growth prospects.

To reduce a persistent current account deficit,
governments may consider these measures.

¢ Expenditure switching policies may be used,
such as trade protection and/or a currency
devaluation (or sharp depreciation if the
currency operates in a managed exchange rate
system). A devaluation (sharp depreciation)
will only be effective in reducing a current
account deficit if the Marshall-Lerner condition
(explained below) is satisfied.

¢ Expenditure reducing policies may be used,
such as contractionary fiscal policy and
contractionary monetary policy, to reduce



A currency devaluation or depreciation implies that the foreign
price of exports decreases and the domestic price of imports
increases. The impact the changes on the prices of exports and
imports have on the current account depend on the PED for exports
and the PED for imports. *  sub-unit 3.7 on supply-

The Marshall-Lerner condition states that a currency devaluation
(or a sharp depreciation) will improve the current account balance

4.6 BALANCE OF PAYMENTS

consumers’ willingness and ability to spend on all goods, inclusive Q-3 Content link
of imports. Such policies may also help decrease inflationary
pressures (which could be the root cause of the current account
deficit) but could worsen an economic slowdown or recession.

Link to other sub-units

Consider the advantages and

limitations of the policies learned in:
Supply-side policies may be used to promote efficiency and

reduce firms’ costs to raise export competitiveness, but these
policies are often difficult to implement and only yield results
in the long term.

® sub-unit 4.3 for additional
arguments in favour and
against trade protection

e sub-units 3.5 and 3.6 for
additional notes on the
effectiveness of demand-side
policies

side policies and their
effectiveness.

only if the sum of PED for exports and PED for imports is greater
than 1. That is:

PEDx+PEDm>1

The Marshall-Lerner condition usually does not hold in the short run as price elasticities are low.
Exporters and importers need time to adjust to price changes following the devaluation or depreciation.
As a result, a current account will initially widen and only after a period of time will it narrow. This is
known as the J-curve effect.

Current L
Depreciation/
account .
devaluation occurs
surplus

Time

-
|PeD +PEDm |<1

A Figure 4.6.1 The J-curve effect

A persistent surplus in the current account may lead to these situations.

There may be an appreciation of the currency and hence reduced export competitiveness.

There may be lower cost-push and demand-pull inflation due to lower prices of imports and lower
(X=M) component of aggregate demand.

A higher rate of employment may result as jobs are created in export and import-competing industries.

The current account surplus implies greater production (exports) than consumption (imports) and
thus relatively low levels of domestic consumption (the residents of the country could enjoy a
higher standard of living by consuming more imports).

The current account surplus is likely to be compensated by a financial account deficit (since the
capital account is usually a small part of the balance of payments). Portfolio and FDI outflows
imply that domestic investors favour foreign markets over the domestic markers, leading to less
domestic investment.
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Test yourself

There are debits (outflow of funds) and credits (inflow of funds) associated with each component of the balance of
payment. Can you provide a real-world example for each component—credit and debit—on your country’s current
and financial accounts? Can you explain each flow’s impact on the exchange rate? (Remember that credits lead to
an increase in the demand for the currency and debits lead to an increase in the supply of the currency.)

WV Table 4.6.1 Examples of credits and debits on specific countries’ balance of payments

Account Component Country ‘| Real-world examples Impact on the exchange rate diagram
Current balance of trade in goods | India credit: revenue from the demand for Indian rupees T
account exports of rice

L T -

s

Financial | portfolio investment USA credit: payments for the demand for the US dollar t
account purchase of Uber (a US
company] shares by
Canadian residents

debit: payments for the supply for the US dollar T
purchase of Japanese

government bonds by US
residents

debit: expenditure on supply of Indian rupees T
imports of petrol

You may not find examples for all components but try to at least have examples for the balance of trade in goods,
balance of trade in services, FDI and portfolio investment flows.

This question is adapted from the May 2018 examination paper.

N

Table A provides information relating to the balance of payments for
Urbania for 2017.

Table A: Urbania 2017 balance of payments

Item | $ million

Exports of goods 1527
Imports of goods 1393
Exports of services v
Imports of services 954
Netincome -35
Net current transfers —49
Net capital transfers 11
Net transactions in non-produced, 6
non-financial assets

Net direct investment I —-196
Net portfolio imvestment 285
Reserve assets w

Urbania has a current account deficit of $125 million in 2017.

(a) Using the information in Table A, calculate the value of V
(exports of services) for Urbania in 2017. [2]
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V = $779 million

This response could have achieved 2/2 marks.

(b) Using the information in Table A, calculate the financial

account balance.

(2]

N

Current account + capital account + financial account = o0

— 125 + (& + 11) + financial account = 0

Flnancial account = $102 million

This response could have achieved 2/2 marks.

(c) Using your answer to part (b), calculate the value of W (reserve

assets] in Table A.

(1]

Net portfolio + net divect investment + W = funancial

account
285 — 196 + W =108
W = £19 million

This response could have achieved 1/1 mark.

(d) Using your answer to part (c), describe how the level of reserve

assets in Urbania has changed in 2017.

The Level of reserve assets has decreased.

This response could have achieved 1/1 mark.

[1]

With the aid of real-world examples, evaluate the view that expenditure

switching policies are the most effective methods to correcta

persistent current account deficit.

[15]

N

\

4.6 BALANCE OF PAYMENTS

ZAihe candidate identifies all
the components of the current
account. Workings are given
and the units (millions of $) are
included in the final answer.

Ahe candidate demonstrates
a clear understanding that the
balance of payment must always
balance (equal 0). The workings are
correct and the units (millions of $)
are included in the final answer.

All relevant components of
the financial account are identified.
As the table does not include any
data on “official borrowing”, it
is assumed the government from
Urbania is neither borrowing from
abroad nor lending money to other

governments.
\ /

Ahe previous answer was (+)
$19 million. As long as the answer
is a positive value (a credit item),
it means that reserve assets have
decreased. Official reserves are
considered to be assets residing
outside the country or economy.
A positive value (as in this case)
means that the reserves have left
the central bank to flow into the

Lcountry or economy.
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Aihis is a good introduction of
the first concept mentioned in the
question, the current account. The
candidate has also brought in one
real-world example.

Ahe candidate demonstrates
a good understanding of the main
forms of expenditure methods—
trade protection and devaluation.
The answer considers some of the
factors that affect the effectiveness
of such policies. There is a real-
world example of trade protection
and a diagram to illustrate the

limitations of a devaluation.
& J

4 ™
Vhere is no diagram to

illustrate how tariffs work, although
that is chosen as the real-world
example. The J-curve is included
but not used effectively. There

is also no example of countries
opting for a devaluation to reduce
their current account deficit. Even
the real-world example for trade
protection is not precise—when did
the US impose a higher tariff on

steel?
\
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The curvent account is one of the three accounts of the balance
of payments. The curvent account is in deficit whew there are
more debits than credits on all international transactions
related to the trade in goods and services, income flows and
curvent transfers. A current account defieit is often the result
of expendliture on mports exceeding the revenue from exports.
For example, the USA is a country which usually suffers from
a current account defieit due to its trade deficit.
Expenditure-switehing methods include trade protection ana
curvency devaluation. Trade protection methods such as tariffs
and quotas help make Lmports more expensive and therefore
Lead to a reduction in the curvent account. For example, the
USA increased its tariffs on imports of aluminum and steel.
A tariff is a tax on bmports which protects dowmestic producers
from forelgwn competition. The higher price of aluminum and
steel incentivized US producers of these goods to increase
production. The amount of steel purchased by domestic
consumers decreases due to the higher price but a higher share
of the aluminum and steel purchased comes from local furms.
Trade protection is especially appropriate for countries with the
combined problems of a persistent current account deficit ana
Low economic growth or high unemployment. As the import
expenditure reduces but other components of aggregate demand
ave wot affected, unlike for expenditure-reducing methods,

the aggregate demand will increase, and this leads to higher
economic growth and reduced wunemployment.

(f the country is on a fixed exchange rate system, the central
bank may consider a devaluation to make exports cheaper

in terms of foreign curvency and Lmports more expensive in
terms of domestic currency. This would also inerease aggregate
demand, but it would Llead to other problems such as mported
inflation and increase the value of forelgw debts. A devaluation
is also only effective in reducing a current account deficit when
the Marshall-Lerner condition holds. That is when PEDX + PEPM
> 1. The Marshall-Lerner condition usually does not hold in the
short-term and hence a devaluation often worsens the current
account defieit before it improves it. This can be seen in the
following diagram.
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+ ndllion current account balance
surplus
+
& 42 18 24 months
defielt
The main reason countries may not want to use expenditure / \

Ahe candidate offers an
SWL’CGVII:V\Q methods is that tl’l65 often Lead to retaliatlon b5 trade  ® alternative to expenditure
switching methods and this helps
establish the relative effectiveness
anol China mpose tariffs on US goods. Alternatively, expenditure of expenditure switching methods
” - ” to reduce a current account deficit.
reducing policies such as contractionary monetary and fiscal A sufficient understanding of the

policies and their workings is
kdemonstrated.

partners. This was especial,l,g the case n the USA which saw the EU

policies may be used to reduce a curvent account deficit. They are
demand-side policies which are conducted by the central bank,
and the governiment respectively. The central bank may opt for

contractionary monetary policy through aw increase in interest
rates in ordler to create incentives for consumers to save more and
reduce thelr consuwmption on goods and services, ano some of those
would be imported goods. The higher interest rates may also attract
forelgn savings into local banks and so tnerease the funancial
account, which would help increase the value of the balance of
paywments. Contractionary fiscal policy, through increases in divect
taxes, may also reduce conswmers’ disposable income. With a Lower
disposable income, consumers would be Less able to afford goods and
services and hence would buy Less of imports.

A contractionary monetary policy may not be effective if
consumers do not respond to the higher interest rate maybe
due to high confidence in the economy. Contractionary fiscal
policy may also not be effective if the majority of imports are
necessities which consumers would still purchase whew their
disposable decrease. Furthermore, the main problem with using
contractionary policies is that they Lead to a fall in AD and b candidate considers the

this may not be advisable for countries which are faaiwg an policies and evaluates those
policies.

economle slowdoww or a recession. deally, a country which

faces high economic growth and high demand-pull inflation
would use contractionary demand-side policies to reduce its
curvent account deficit and at the same time reduce inflationary
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Supply-side policies are a
valid alternative to expenditure
switching policies. The argument
helps establish the relative
effectiveness of expenditure
switching policies and so it answers
the question. There is also a real-
world alternative to illustrate the

are underdeveloped. The candidate
might have run out of time to
explain this point. It would have
been more strategic to elaborate

on this method to reduce the
current account deficit instead of
expenditure reducing methods
since an example could be provided
for this argument. One alternative
method would have been sufficient
to answer the question.

kargument. i
4 N
Phe example and the
workings of supply-side policies e

o

Aihere is evidence of synthesis
in this concluding paragraph.

I
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pressures — especially since a high rate of inflation is often the
root cause of a current account deficit and so targeting inflation
may help maintain export competitiveness.

Moreovey, both expenditure-reducing and expenditure-switching
methods are short-term wmeasures in nature as they oo not
target the root of the problem, which is that domestic consuwmers
prefer to buy bmported goods. Supply-side policies may be a
good alternative. They help Limprove export competitiveness and
make Local products wore attractive than bmports. Singapore

Ls a country with a good record of use of supply-side policies to
inerease export revenue. The Singapore authorities have invested
a Lot in infrastructure to facilitate the growth of the bio-medical
industries which now contribute significantly to the country’s
export revenue. Supply-side policies are more long-term in
nature and have the great advantage of also leading to reduced
cost-push inflation and higher long-term growth.

To conclude, expenditure switching methools may be wore
effective than expenditure reducing methods to help reduce

a persistent account deficit but they lead to trade wars.
Governments should also consioer the bmpacts policies may
have on other macroeconomic variables such as economic growth
tn dectding on which would be the most desirable and effective
policy to reduce a current account deficit.

This response meets some but not all the descriptors of the second highest
mark band (10-12). The candidate demonstrates a good understanding

of the requirements of the question—all arguments are relevantand

help to answer the question. The economic theory is explained, economic
terms are used appropriately and there is evidence of evaluation and
synthesis. However, although there are real-world examples, they are often
underdeveloped and sometimes missing. A second diagram to illustrate
the workings of a tariff should also be included.

This response could have achieved 10/15 marks.
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4.7 SUSTAINABLE DEVELOPMENT

This sub-unit introduces You should be able to:
the concepts of economic
development and sustainable
development.

define the terms
v/ economic development v sustainable development

v explain how a country’s population would benefit from the pursuit
of (any of) the Sustainable Development Goals (SDGs) and their
contribution to sustainability.

HL In addition to the points above, for HL you should be able to:

¢ explain that the existence of poverty in economically least developed countries (ELDCs) creates
negative externalities through over-exploitation of land for agriculture, and that this poses a
threat to sustainability.

Summary

Economic development is a process leading to improvements in standards of living, reduction in poverty,
improved health and education along with increased freedom and economic choice.

Sustainable development is the economic development that meets the needs of the present generation
without compromising the ability of future generations to meet their own needs.

To achieve sustainable development, governments must strike a balance between three major goals.

¢ Economic development—the improvements in the standards of living, both material (more goods
and services) and non-material (e.g. better healthcare and education)

® Social progress—the improvements in well-being must not be limited to economic gains but also
include social improvements (e.g. empowerment of women, freedom of expression and the rule of law)

e Environmental protection—the use of resources must be sustainable to ensure that future generations
continue to enjoy the same improvements in standards of living.

The United Nations introduced the 17 Sustainable Development Goals (SDGs) in 2015. The SDGs guide
both developed and developing countries on their path to achieving sustainability by addressing economic
development, social progress and environmental protection.

HL Low incomes in developing countries often do not permit farmers to adopt sustainable farming
methods, forcing them instead to employ intensive methods. The use of unsustainable farming
methods leads to pollution and the loss of land fertility, which will affect future generations.

Q‘b Content link

Link to other sub-units

e Developmentis closely related to sub-unit 2.8 on market failure relating to externalities and common pool
(common access]) resources.

e Environmental degradation in less developed countries is often the result of the poor management of common
pool (common access) resources such as forests.

e The threat to sustainability is a global problem, unsustainable activity in a (less developed or developed)
country will affect citizens of all other countries and it calls for international cooperation.
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Test yourself

Visit the United Nations’ dedicated website to find out more about the 17 SDGs (https:/sdgs.un.org/goals).

In particular, find out how the World Bank and governments are working towards meeting the SDG(s] in specific
countries. Paper 2 questions may cover sustainable development issues. You should be able to identify the SDG(s)
that specific policies or programmes help to achieve.

Some of the SDGs may be very obvious (for example, a development programme providing women greater access
to healthcare and family planning services will help achieve SGD 3—good health and well-being and SGD 5—gender
equality); others may not come to mind immediately. For instance, world bank funds could be used to finance
access to electricity in rural areas. Since poverty levels are often higher in rural areas in developing countries than
in industrial areas, such a programme may help the transition from agricultural to manufacturing activities, reducing
poverty and inequalities (SGDs 1 and 10).

This is a sample paper 2/3 question.

<
Using an externalities diagram, explain how poverty in less developed
countries poses a threat to sustainability. [4]
Price/Cost/Benefit
MSC
Ahe diagram is fully labelled MPE=S
and shows that the social costs AT el gt sinlcpre bbbt
are greater than the private costs,
leading to a welfare loss.
PE [---mmmm oo f—ng
i i
1 I
]
! 1D = MPB = MSB
-~
. . > Quantity
2 RS .. QE
Ahe explanation establishes a w Less developea countries, farmers who do not have access to
clear link between poverty in less ,
developed countries and external funds for modern tools may clear forests and land for farming
costs. The candidate also refers to using unsustainable methods such as slash and burn. Such

the diagram.

wethods Leadl to the emission of large amounts of carbon dioxiole
and affect the ozone layjer. This induces climate change, destroys
the natural habitat of many species and indigenous people.
Using slash and burn methods will also remove nutrients that
forests had, leading to infertility of the soil in the future. Hence,
the use of these unsustainable methods which come about from
poverty leads to external costs and the MSC is greater than the
MPC ow the diagram. There is thus market failure as seen by the
overproduction (RS RE) and the resulting welfare Loss, shaded
ow the diagram.

This response could have achieved 4/4 marks.
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4.8 MEASURING DEVELOPMENT

You should be able to: This sub-unit looks at
. T . . the various indicators of
v explain the multidimensional nature of economic development "
economic development.
v explain how economic development may be measured using single

and composite indicators

v discuss the strengths and limitations of using single and composite
indicators to measure economic development

v distinguish between economic growth and economic development

v discuss the relationship between economic growth and economic
development.

Summary

Economic growth can easily be measured by calculating the increase in
real GDP, but economic development has multiple dimensions. It may
come with changes in many variables such as higher income, reduced
poverty and inequalities, better access to healthcare and education, and
increased employment opportunities. As such, there are many possible
ways to measure economic development.

A composite indicator is a summary measure of several indicators of
development and so it aims to capture different aspects of economic
development. The most famous is the Human Development Index
(HDI), which looks at improvements made by a country in terms of
healthcare, education and income. However, economists often use
single indicators such as GDP/GNI per person (per capita) at PPP for
ease of comparison since higher income implies greater access to goods
and services, so it is often accompanied by greater well-being.

Other single indicators may focus on specific aspects of economic
development (e.g. life expectancy at birth or access to healthcare and
the Gini coefficient for determining the degree of income inequality in
the country).

Economic growth often leads to economic development. Economic
growth implies rising incomes and thus greater household spending
on goods and services and greater tax revenues that a government may
use to finance access to healthcare and education. However, economic
growth may not lead to economic development if it is not inclusive
and only a small proportion of households (such as business owners or
government officials) see their incomes increase. It is also possible for a
country to achieve economic development without growth in the short
term if resources are diverted towards the production of merit goods.

Q% Content link

Link to other sub-units

e Referto sub-unit 3.1 on measuring economic activity where GDP/GNI
per person (per capita) and the Happy Planet Index are covered.

e Many of the strengths and limitations of GDP/GNI statistics in
measuring economic well-being also apply to the use of such indicators
in comparing levels of development across nations.
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¥ Table 4.8.1 Strengths and limitations of indicators used to measure economic development

Strengths

Limitations

Single indicators:

GDP/GNI per person (per
capita) at PPP

health and education
indicators

economic or social inequality
indicators

energy indicators

environmental indicators

Single indicators are easily
accessible as data such as
GDP/GNI and population size are
available for most countries.

These indicators allow
comparison on specific aspects
of economic development.

For example, primary school
enrolment data provide a

better indication of access to
education than the HDI.

Single indicators cannot adequately reflect the
multidimensional aspects of development.

Increases in GDP/GNI per capita may reflect
economic growth but not development if the increase
inincome is not enjoyed by all households—GDP/
GNI per capita reflects “average income” but the
increase in the “average” may come with a greater
variation in income]). The higher GDP/GNI per capita
may come from the production of goods that leads to
environmental degradation. Hence growth would not
lead to sustainable development.

Composite indicators:

the Human Development
Index (HDI)

the Inequality adjusted HDI
(IHDI)

the Gender Inequality Index (Gll)
the Happy Planet Index

Composite indicators capture
multiple dimensions of
economic development.

Composite indicators are

more reliable indicators than
GDP/GNI statistics for countries
that achieve growth without
development.

Not all dimensions of development can be captured
by a single indicator. For example, the HDI does

not provide insights on women’s empowerment—
although the IHDI and Gll try to reflect such
inequalities.

Data is not always available for many indicators

in less developed nations, making comparisons
between countries difficult.

> Assessment tip

small group of people.

The last question on paper 2 may ask candidates to look at the impact of
economic policies on economic development. Here is an example.

Using information from the text or data and your knowledge of economics,
evaluate the impact on economic development of the Tanzanian
government’s policy of spending on infrastructure projects.

Sometimes, because candidates cannot identify sufficient arguments to
respond, they write about the impact of policies on economicgrowth—
rather than development (which is the requirement of this question).
Indeed, for this question some candidates wrote about the increase

in aggregate demand and the resulting increase in real GDP, which
come from increased government spending. Looking at the impact

on economic growth would not be answering the questionunless the
link between growth and development s established in the response,
forinstance by using the example of greater tax revenue to finance
infrastructure. Also keep in mind that growth may not always lead to
development. For example, the construction of infrastructure may lead
to environmental degradation, or the infrastructure may only benefita

~

J
Wducation and healthcare
are some of the dimensions e
of economic development the =!}

HDI considers but they are not This question is adapted from the November 2018 examination paper.
components or indicators. Any
two of the following would have

answered the question:

List two components of the Human Development Index (HDI). [2]

life expectancy at birth

® mean years of schooling

o milye eiethading Education and healthcare.

* GNI per person (per capita)
at PPP.

This response would likely not be awarded a mark.
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This question is adapted from the May 2016 examination paper. ?}

Using data from Table 1 with reference to Rwanda and Nigeria, explain
why higher gross national income (GNI) per capita may not lead to
higher scores on the Human Development Index (HDI). [4]

Table 1 Selected economic data for Rwanda and Nigeria. (Source:
adapted from www.hdr.undp.org accessed 29 September 2014.)

Rwanda Nigeria
Life expectancy at birth 64.1 52.5
Expected years of schooling 13.2 9.0
Gross national income (GNI) per 1403 5353
capita (2011 purchasing power parity
(PPP) US$)
Human Development Index (HDI) 0.506 0.504
value (2013)
HDI rank (2013) 151 152

From the data, we can see that both countries have similar HDI

scores, but Nigeria has a much higher national income per capita

(Us $53253) than Rwanda (US $1403). As GNI per capita

Ls one of the components of the HDI, it must be that the other

components of the HDI (Life expectancy at birth, mean years of the‘gglc ?:glifpi’;ﬂ?ﬁ;g;;r
schooling and expected years of schooling) have pulled down that includes more than just GNI
Nigeria's score (life expectancy at birth and expected years of i

schooling are showwn to be higher in Rwanda in table 1).

while average income s higher tn Nigeria, it does not mean that
all vesidents of Nigeria have access to education and healtheare
services. It highly Likely that income inequality is much

higher in Nigeria than Rwanda and that has prevented poorer

households tn Nigeria from having access to education and
Ahe candidate provides a
possible reason to justify the two
countries’ similar scores for the
HDI despite their significantly
different GNI per capita scores.

healthcare, which would add to economic development as
veflected by a higher score on the HDI.

This response could have achieved 4/4 marks.
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4.9 BARRIERS TO ECONOMIC GROWTH
AND/OR ECONOMIC DEVELOPMENT

This sub-unit looks at the factors You should be able to:
that may lead to a low level of

economic development and/or a
low economic growth rate in less v poverty trap (poverty cycle) v capital flight
developed nations.

v/ define the terms

¢ informal economy v infrastructure
v/ property rights

v explain how some individuals or communities may be caught in a
poverty trap (poverty cycle)

v explain the economic, social and political barriers to economic
growth and/or economic development

v discuss the significance of specific barriers to economic growth
and/or economic development using real-world examples.

e e
low income
A poverty trap (poverty cycle) is a circular chain of events starting and

ending in poverty. Poor communities are unable to invest in physical,
human and natural capital due to low or no savings; poverty is
therefore transmitted from generation to generation.

The economic barriers to economic growth and/or economic
development include the following.
¢ High levels of income and wealth inequalities —these result in a
significant number of residents being unable to afford healthcare
and education. This leads to low levels of human capital , which
does not allow communities to break the poverty trap (poverty

cycle), as they are unable to overcome the “low productivity”
segment of the trap (cycle).

{ low productivity l low savings ‘

e The lack of access to infrastructure and appropriate technology
makes it difficult for structural change to take place, often
keeping communities in low productivity agricultural activities.
Infrastructure refers to the large-scale physical capital typically
financed by governments that is essential for economic activity
to take place (e.g. roads, utilities, telecommunications, sanitation).

e Another economic barrier is dependence on the primary sector,
which is often characterized by low and fluctuating prices.

e The lack of access to international markets due to protectionist
measures in developed countries makes diversification of economic
activities difficult.

* The high share of workers employed in the informal economy,
which refers to the part of an economy where activity is not
officially recorded, regulated or taxed, forms an economic
barrier. It makes it difficult for governments to raise funds to
finance development.
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¢ Indebtedness often leads to tax revenue being diverted from the
provision of merit goods to service debts and this means that
investment in human capital remains low.

e Capital flight occurs, which is when assets flow out of a country
to seek a “safe haven” in another country. The financial capital
that flows out of the country cannot be used to finance domestic
investment, which could help break the poverty cycle.

*  You will see in the sub-unit 4.10 that trade strategies may help to
achieve economic growth and development. However, the lack of
sea access for landlocked countries increases the shipping
cost of exports and imports and makes such strategies difficult
to implement.

e Tropical climates may result in low or fluctuating yields and
endemic diseases affect labour productivity.

The political and social barriers to economic growth and/or economic
development include the following.

¢ A country’s institutional framework refers to the system of laws,
regulations and procedures that govern socio-economic activities.
Economic activity can be hindered by a weak institutional
framework, which could be caused by:

e aninadequate legal system where laws are not applied and
enforced fairly

e an ineffective taxation structure, which limits the ability of
the government to raise funds to finance pro-development
expenditures—for example, the prevalence of informal markets
makes it difficult for the authorities to collect tax payments

¢ an underdeveloped banking system that fails to provide poor
and small-scale producers with the access to the funds needed
to invest in physical, human and/or natural capital

® poorly established property rights (the exclusive, legal,
authority to own property and determine how that property
is used, whether it is owned by the government or by private
individuals)—well-defined and legally protected property
rights permit the poor to use their land or property as collateral
against a loan to start a business.

* Gender inequality is an economic barrier in a country where
women have limited access to education and work opportunities.
This leads to lower rates of economic growth as the country is
deprived of the skills, talents and efforts of approximately half of
the population.

¢ Lack of good governance or corruption often lead to public funds
being diverted away from economic development.

¢ Unequal political power and status permits certain groups to
influence the government into adopting policies that advance their
own narrow economic and political interests and not the interests
of the economy.

Q% Content link

Link to other sub-units

You learned about PED and YED in
sub-unit 2.5.

The PED for primary
commodities is generally
lower than the PED for
manufactured products. As
the production of agricultural
commodities is subject to
supply shocks (e.g. changes
in weather), the changes

in supply coupled with the
low PED lead to wide price
fluctuations.

Agricultural products have a
low YED so economic growth
will not lead to significant
increases in demand over
time and thus prices of
agricultural products do not
increase as much as prices of
manufactured goods.

Q"b Content link

Link to other sub-units
Refer to sub-unit 4.2.

Trade protection leads to

low export revenue as less
developed nations are unable
to export manufactured goods
that offer a more stable source
of income.

Use tariff and quota diagrams
to illustrate the reduction

in export revenue when
developed countries impose
trade protection on goods from
less developed countries.
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Test yourself

B malaria transmission occurs
limited risk
no malaria

A Figure 4.9.1a
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A Figure 4.9.1b

Figure 4.9.1 shows two maps of the African continent. Figure 4.9.1a shows the regions where the temperature,
precipitation and relative humidity drive the abundance of mosquitoes, which transmit the debilitating tropical
disease of malaria. Figure 4.9.1b illustrates the railway network of African nations. Try to identify countries where
economic growth and development might be limited by the lack of infrastructure, lack of sea access and easy
spread of tropical diseases. You may also consider doing some research on the growth rates and development
indicators of those countries. Those would be good real-world examples to illustrate your essays.

Ahis response explains why
low incomes make it difficult to
Lincrease productivity.

7
Wowever, the candidate does

not establish that the low income
will self-perpetuate (there is no
~Lnotion of a cycle or trap).

Ahis candidate clearly explains
why low income would make it
Ldifficult to escape poverty.
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This question is adapted from the May 2017 examination paper.

A

Define the term poverty trap (poverty cycle).

[2]
!

Response 1

The poverty cycle takes place when Low ncomes Lead to
low savings, resulting in low investiment which keeps
productivitg Low.

This response could have achieved 1/2 marks.

Response 2

The poverty cycle Ls a self-perpetuating cireular chain of events
starting and ending in poverty. A low income would tmply
difficulties in saving and this would Likely Lead to low capital
accumulation or tnvestiment in humawn capital (e.g. education),
which are necessary to increase productivity. Without an increase
n producti\/itg, income will not tnerease and thus individuals
remain trapped in poverty.

This response could have achieved 2/2 marks.



4.9 BARRIERS TO ECONOMIC GROWTH AND/OR ECONOMIC DEVELOPMENT

I

This question is adapted from the May 2017 examination paper.

Explain two reasons for which a highly unequal income
distribution may prove a barrier to economic development.

[4]

A highly unegqual distribution of income implies that the
poorest might not be able to afford education. This would
make it difficult for them to gain skills for increased Labour
productivitg. As low Productivitg Leaodls to Low tncome, they are
unable to break the poverty cycle.

A highly unequal distribution of income may Lead to Lower
consumption and thus lower AD (because the rich have a lower
propensity to conswme) leading to slower growth.

The first reason given by the candidate could be awarded 2 marks;
the second reason is only a partial answer and as such would only be
rewarded with 1 mark.

This response could have achieved 3/4 marks.

This question is adapted from the November 2009 examination paper.

A

Using real-world examples, evaluate the view that, to achieve greater
economic growth and development, countries must lessen their

dependence on the production of primary commodities. [15]

Firstly, it is important to distinguish economic growth from
economic development. While economic growth is a wmore

quantitative concept (ncrease in ncome/production), economic

development is a wmore qualitative concept which comes with
multiple dimensions. One of the barriers to economic growth
andl development in Less developed countries (LDCs) is the over-
reliance on primary commodities, which refer to the resources
of natural origin. Commodities tnclude minerals such as coal,

copper, irow ove, rough diamonds and crude oil, and agricultural

products such as wheat, coffee beans or cotton.

Economic growth is the sustained tnerease tn economic
activity, often measured by the increase in real GDP over time.
t usually comes from increases in aggregate demand (AD).
As expenditure on domestically produced goods increases,

B

o—

Zihe lack of access to education
is indeed a barrier to economic
development. The candidate
establishes a clear link between the
low levels of education and low
levels of economic development
Lthrough the poverty trap.

r . . .
‘Weonomic growth is indeed

needed for economic development
but the candidate does not establish
a link to economic development.
That link could have been
established by mentioning the
difficulties in funding education
and healthcare due to lower tax
revenue, or by pointing out that
income would remain low and keep

Lpeople trapped in poverty. 4

ZAhe main concepts that
appear in the question are clearly
introduced and the candidate
establishes the idea of over-
reliance on the primary sector as
a barrier to economic growth and
development.

Relevant economic theory
(economic growth) is explained.
A diagram is also included.
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furms respond by producing more goods and services. This is
tllustrated on the diagram below where the increase in AD (ADL
to AD2) leads to a new equilibrium (E2) with real GPE Y2 is
greater thaw the initial real GPB Y1. To be sustained, economic
growth must also be accompanied by long-term growth, which
is an increase in productivity capacity. This happens with the
financing of infrastructure or linvestiment in physical, human
and/or natural capital and is veflected by an increase in the
LRAS.

Price level
A

LRAS

SRAS
e
—b\‘

\
P %
AD2

> 4
v
=

Y1 Y= real GpP

Aihe candidate explains why I many LBCs, the majoritg of workers are employed n
the over-reliance on agricultural = b e bt
products is a barrier to economic agriculture and the production of other commeodities depending
growth. The argument is illustrated
by a real-world example. There
are also adequate references to the also makes up a large ‘PYO‘PDY’CLDV\« of export revenue — for exa VWPLC,
diagram to illustrate the argument.

on the resource endowment of the country. The sale of commodities

Bolivia's main exports are natural gas, zine ore, gold and
soybeans. As such, changes in AD are largely corvelated to
changes ow expenditure on commaodities. Unfortunately, many
comwmodities, especially agricultural products, are subject to wide
price fluctuations. Agricultural products are subject to weather
conditions. Whewn good weather allows for a bountiful harvest,
the supply for agricultural products will increase. Similarly, the
supply will decrease with floods or drought. For exawmsple, the world
price of soybeans had increased a Lot in 2012 and 2013 due to dry
soil conditions and hot tewperatures - this is shown by the shift
from S1 to S2 on the next diagram which Lllustrates the market
for soybean. Bad weather conditions and increased production

in South America, motivated by the previous increase in price,

led to an increase in supply of soybean (from S1 to S2 on the
diagram) from 2014 and the price of soybeans dropped by 50%
(from P1 to P3) between 2014 and 2019. The wide fluctuation

in prices (P2 to P3)which come from the changes in supply are
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4.9 BARRIERS TO ECONOMIC GROWTH AND/OR ECONOMIC DEVELOPMENT

due to the demand for most agricultural products like soybean
being price-inelastic as they are necessities. The plunge in the
price of soybeans, coupled with the price-inelastic demand, Led

to smaller export revenue from soybeans for Bolivia over the
years - PR3 is smaller than PLRL. This means that Bolivia's
falling export revenue put downward pressure on the country's
AD and hence Limited economic growth. tn addition, the demand
for agricultural products tewd to be income-inelastic so there is
Limited scope for growth over time.

Price

h
PR pEnnmmEmamT
Ll e o
P3 fpremmzifsns
Quﬂvrntﬁtg
Economic development takes place when the residents of a Ahe candidate explains why

over-reliance on the primary sector
may be a barrier to economic
nquimd -(:or economic aleveLopmwt to take place n the long-run. development. (A diagram is used to
explain the poverty cycle.)

nation enjoy higher standards of Living. Economic growth is

Economic growth leads to higher income and this allows access

to healtheare and education. tt also leads to higher tax revenue
which may finance infrastructure and the provision of merits
goods. Without economic growth, the prospects for higher tncome
ave Limited. On the contrary, farmers involved in traditional
agricultural often Live in poverty. Their low income is reinforced
over time due to the poverty cycle as farmers do not have the means
to lnvest into capital goods to raise productivity. Bven when

prices of agricultural products tnerease, the inerease in tncome

Lw the community may be offset by higher spending on food for (" dhe candidate builds on E
restdents who are not tnvolved in the production of those crops. previous arguments to establish
L ) P , Df ) — the need for diversification to
(t would wrong to dismiss the contribution of commodity lessen dependence on primary
, , , commodities. This paragraph
production to economic growth and economic development. Some | 41 esces the specific demands
countries have enjoyed considerable export revenie from the of the question as it evaluates
i S S some of the arguments brought
production of minerals which are Less prone to supply shocks. forward earlier, such as the lack
. . . . . of investment in the agricultural
A country Like Australia enjoyed high economie growth rates sector. More real-world examples
thanks to high export revenie from. iron orve. Bolivia also enjoyed | arealso used as illustrations. o
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some economic growth due to growth i the export revenue of
petrolewm, iron ore and golal. tt would also be incorrect to state
that no lnvestiment takes place in agriculture. The Bolivian
government approved the use of some genetically engineered

seeds for soybeans in 2019. It is also considering approving the
use of biotechnology for corn and cotton. The new technology
wouldl increase production of those crops and hence supply, further
depressing prices. However, the issue is not that the production

of commodities does not Lead to economic growth and economic
development but that the over-reliance on primary products does
pose a barvier to economic growth and development. A country like
Australia is highly diversified with a high share of its workdforce
employed in the secondary and tertiary sector. When the export
revenue from commodities oropped due to Lower demand from
Ching, revenue from other sectors was able to help witigate the orop
b economic growth and continie to contribute to government tax

revenue to funance infrastructure, merit and public goods.

ABhere is evidence of synthesis To conclude, communities whitch are over-rellant on Pﬁmurg

and evaluation in the conclusion. commodities are often trapped Ln poverty due to Low fluctuatt
The candidate has presented = Dﬁ: PP P g = ﬂ = W@
some judgments and summarized prices and a lack D‘f scope for growth due to the Lncome-Lnelastic
the main arguments given in the demand, espcciaLLg for agricultural crops. While there is
response.
evidence of some Linvestiment in agricultural production, it may
be diffieult for farmers with low tncome to afford mproved
capital. Governments should seek to diversify their economies.
Diversification to reduce the reliance on one sector is one of the
strategies avatlable to governments to overcome the barrier to
economic growth and development posed by the over-reliance of the
economy on a narrow range of commodities.
This answer meets all of the descriptors for the highest mark band
(13-15) and could achieve 15/15 marks.
» Assessment tip

Paper 2 text materials may depict the problems faced by less developed countries. The specific barriers to
economic growth and/or development may not be stated in the text but they are implied. For example, a table
showing a high proportion of workers employed in the primary sector suggests that the country faces the economic
barrier of dependence on primary sector production. A passage from the text might mention that women are less
likely to attend primary school and that would point to the social barrier of gender inequality.

Identifying the barriers faced by a country in your response demonstrates greater use of economic terminology
and understanding of economic concepts. It also helps you suggest appropriate policies and strategies to

overcome those barriers to growth and/or development.
h J
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4.10 ECONOMIC GROWTH AND/OR

ECONOMIC DEVELOPMENT STRATEGIES

You should be able to: This sub-unit introduces the
policies and strategies available

to governments to promote
v/ import substitution v official development economic growth and/or
assistance (ODA) economic development.

v’ define the terms

export promotion
v non-governmental
organizations (NGOs)

Lot piad v multilateral development

v
¢/ economic integration
v
v development aid assistance

v/ humanitarian aid

v/ explain the strategies used by governments and /or multilateral
institutions to promote economic growth and/or economic
development

v evaluate the effectiveness of strategies and policies in promoting
economic growth and/or economic development with the aid of
real-world examples

v discuss the strengths and limitations of government intervention
in contrast to market-oriented approaches to achieve economic
growth and/or economic development with the aid of real-world
examples

v evaluate the effectiveness of policies or strategies in meeting
specific SDGs.

Summary

The governments of less developed countries (LDCs) may aim to
promote economic growth and development using the following
strategies.

Trade strategies

e Import substitution—this advocates replacing imports with
domestically produced goods and services. This strategy requires
the use of trade protection and is better suited to countries with
large domestic markets allowing local firms to enjoy sufficient
economies of scale to offer domestic consumers low prices.

e Export promotion—this is a strategy targeting the expansion
of export industries. In contrast to import substitution, export
promotion focuses on the external rather than internal demand
for goods and services. This policy is more suitable for countries
with smaller markets that may not achieve sufficient economies
of scale should firms focus on production for the domestic
market. Note that countries with large markets may still
prefer export promotion over income substitution for reasons
such as avoiding tensions with trade partners resulting from
trade protection.
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<:% Bontehtink ¢ Economic integration—LDCs can form larger markets through
regional free trade agreements. Protectionist measures from developed
Link to other sub-units nations may also be reduced through free trade agreements.
Many of the strategies and policies . .
aim to overcome the barriers Diversification
to growth and development Diversification of economic activities can:

introduced in sub-unit4.9. . . . .
. e reduce vulnerability to price fluctuations of commodities
e Trade strategies try to

overcome the lack of access * allow for structural change.
to international markets and .
diversify economic activities. Market-based policies

e Diversification of economic * Trade liberalization can be used to encourage the growth of export
activities may reduce a industries, attract foreign firms and increase competition and
dependence on the primary efficiency in domestic markets.
sector. e Privatization of public enterprises allows public funds to be

e Market-based policies require redirected to merit goods. The profit-driven private firms will try
less government spending to cut costs and decrease inefficiencies, leading to lower prices.

than interventionist policies
and thus help overcome high
indebtedness.

e Reducing red tape and unnecessary bureaucracy through
deregulation of markets leads to higher efficiency and thus
lower prices.

* Increased access to healthcare
and education allows higher Interventionist policies
productivity, breaking the

poverty cycle ¢ Redistribution policies such as progressive tax structures,

transfer payments and minimum wage regulations help to reduce

e Multinational corporations inequalities, which tend to be high in LDCs.
(MNCs) bring expertise and

technology, and guarantee an
export market.

¢ Provision of merit goods through education and health
programmes may be used to increase labour productivity.
Greater access to (improved) education and healthcare services
also improves the living standards of the population and so it
directly promotes economic development.

(:,3 Content link

Link to other sub-units

Refer to sub-units 4.1, 4.3 and 4.4
for the strengths and limitations
of free trade, trade protection and

economic integration. Multinational corporations

* There may be provision of infrastructure including energy,
transport, telecommunications, clean water and sanitation that
decreases the overall cost of economic activity. This will attract
foreign investment and promote local entrepreneurship.

Multinational corporations (MNCs) can be attracted by facilitating

C foreign direct investment (FDI) inflows. Refer to Table 4.10.1 for
% Content link the strengths and limitations of FDI as a source of growth and, it is
Link to other sub-units hoped, development.

Review sub-unit 3.7 for the Aid
strengths and limitations of !

supply-side policies. Aid is an important policy tool that developed countries can use to
promote economic development in poorer countries. Foreign aid
refers to grants, concessional loans and/or technical assistance from
developed to developing countries to promote economic development.
Refer to Table 4.10.1 for the strengths and limitations of aid in
promoting growth and/or development.

¢ Aid may come as official development assistance (ODA)—from
governments and multilateral organizations such as the World
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Bank. Aid may also come from non-government organizations
(NGOs), which are private organizations that promote economic
development and/or humanitarian ideals and /or sustainable
development (Amnesty International is one example).

There are different types of aid. Humanitarian aid is given to meet
short-term needs (food aid, medical aid and emergency relief aid in
the event of natural catastrophe or war). Development aid refers to
the long-term assistance provided to developing countries in their
development efforts (project aid, programme aid and debt relief).

High indebtedness implies large debt repayments. The opportunity
cost of debt servicing is the provision of infrastructure, education,
healthcare and other public programmes. Debt relief refers to
measures to reduce or refinance the high debt of LDCs to allow for
the financing of growth and development strategies.

Multilateral development assistance is the aid provided by
international organizations such as the World Bank and the
International Monetary Fund (IMF). They help channel financial
contributions from developed countries to LDCs.

e The main aims of the World Bank are to provide aid and advice
to LDCs, as well as reducing poverty levels and encouraging
and safeguarding international investment.

e The IMF is an organization working to foster global monetary
cooperation, secure financial stability, facilitate international
trade and reduce poverty.

Social enterprises

Governments may choose to facilitate the growth of social enterprises.
These organizations are not profit-motivated and instead prioritize the
welfare of local producers (e.g. farmers).

Institutional change

Improved access to banking, including microfinance and mobile
banking, allows farmers and small business owners to borrow
funds to finance investment and break the poverty cycle.

Women’s empowerment is increased through increased access
to education, job opportunities or funds to start small businesses.
(Evidence suggests that the majority of microfinance scheme
recipients are women. Some microfinance institutions issue loans
exclusively to women.)

In many counties an important aim is reducing corruption that
often leads to higher transaction costs and deters FDIL

Establishing property rights and in particular land rights
provides legal recognition and protection of assets (e.g. land for
farmers). Assets may then be used as collateral to borrow funds
for investment.
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V¥ Table 4.10.1 Strengths and limitations of different strategies or policies to

achieve economic growth and development

Policy/strategy

Strengths

Limitations

FDI

This is direct spending by foreign firms (MNCs] on

physical capital (the | component of AD increases).

FDI contributes to the host country’s exports
earnings and reduces balance of payments

FDI may lead to the depletion of natural resources
and threaten sustainability.

FDI'may lead to future balance of payment deficits
as profits are repatriated.

deficits. *  MNCs may put political pressure on governments.

e Technological transfer and training of workers lead

. L e The tax contribution may not be significant
to higher productivity.

because business tax rates are kept low to
e Aresult of FDIis more jobs and higher income attract MNCs.
than in the agricultural sector, helping to break the

* Notalljobs created will be given to locals. Some
poverty trap.

MNCs may not train local workers and give higher

e Thereis diversification of economic activities. skill positions to foreign workers.

e  FDlis asource of foreign exchange.

Foreign aid e Project aid may lead to the building of *  Aid may lead to indebtedness, with future public
infrastructure to attract investment and diversify funds diverted away from development spending
economic activities away from agriculture. to service the debt.

e Programme aid in the areas of education and *  Receiving aid may lead to dependency.
healthcare may help increase productivity and *  Aid may be political.
income and break the poverty cycle.
e Funds may not be channelled to development due
to corruption.
*  Aid may come with strict conditions, which the
recipient country may not be able to meet.
This question is adapted from the November 2019 examination paper. =
Outline one possible disadvantage of foreign direct investment (FDI) for
economically less developed countries. [2]
Response 1
Yhe candi ) ;
e candidate has not —® MNCs may repatriate profits.
explained why the repatriation of
funds is a concern for economically
less developed countries—for . .
example, the repatriation of profits This response could have achieved 1/2 marks.
may lead to a deficit in the balance
of payments. Attention must Response 2
be given to the command term,
“outline” (to give a brief account or i B 3
summary). g Dowestic furms may wot be able to compete with MNCs and this
could Lead to bankrupteles. This is especially the case for infant
h , , , ,
A clear cause for concern tndustries and small firms, which ma Yy wot reap suffictent
for economically less developed . .
_countries is established. J—O economies of scale to offer prices as low as MNCs.

This response could have achieved 2/2 marks.
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Using real-world examples, evaluate the view that foreign aid is an
effective means to achieve economic growth and developmentin less

”
developed countries (LDCs). [15] Wistead of listing all relevant
terms at the beginning of the essay,

the candidate should define them
as they are used in the essay.

N\

Explaining the relationship

, , between economic growth and
Economic growth consists of short-term and long-term growth. @ economic development (that

Short-term growth refers to an increase in real GBR Long-term economic growth is necessary
, , i , , for economic development, but
growth refers to an increase in productive capacity. Economtie that economic growth may not

necessarily lead to economic
development) might allow for a
standards. _more effective introduction.

development refers to a sustained improvement in living

Wid is a broad concept.
Assistance from donor countries
typieally a less-developed country (LBC), by a donor country or and/or multilateral organizations

& = may come in many forms—grants,
multilateral organisation. concessional loans and/or technical
assistance. A good essay on foreign
aid needs to acknowledge that aid
Forelgn aid can promote economic growth and development in _may come in various forms.

Foreigwn aid refers to the assistance received by a country, -

S
LPCs. Papua New Guinea (PNG) has received AUg477 million
’ ’ ’ { N
from Australia to promote economic development, specifically e Avalidlinkis established
, P between aid and economic
to help women and children. The money was spent on providing development (that is, access to
free education for women and children as well as the Provis'ww of healthcare and education). A real-
, , A B world example is also provided.
vacelnes to protect Young children from diseases such as polto. | /
" “
e . VYhe paragraph starts by
price/cost/benefit MPC. = MSC - stating that aid can promote both

h

economic growth and economic
development. However, no link to
growth is established.

The candidate could have specified
the type of aid received by Papua
LNew Guinea (development aid).

Ps

Pefm-mmmmmmm - 1

MSE

Quantity of
> , :
education

©

underconsumption

Looking at the market for education and assuming that
marginal private cost (MPC) = marginal social cost (MSC), the

w’
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marginal social benefit (MSB) is greater thaw the marginal
private benefit (MPR). Not only will individuals receive

an education, these educated individuals tend to be more
enterprising, which would Lead to thew bringing wore efficiency

. . . R

.l el et ] to the economy whew they enter the workforce. Hence, because
the accompanying diagram are
theoretically correct, market bemﬁts are eV\:jDHCd b5 thivd purt:',es who are not bnvolved L the
failure is not directly relevant to , , , P
this question. The focus should consumption or production of education, the market equilibrivum
be on economic growth and —® s found where MPR intersects with MPC, at &e but the social
development. It is important not i N i .
to drift away from the focus of the DPtLVMMVM. LS fouwd where MSB ntersects MSC, at ®s. The fDYCLgV\,

essay question because it signals
to the examiner that you do not

u}?der stand the specific demands of underconsuwmption of education by increasing the supply of
the question.
\.

aid money spent by PNG o education will help reduce the

/ education bn PNG.

Aihis is another valid argument
to support the claim that foreign aid [—~@ Moreovey, foreigw atd couwld VICL‘P communities break the 'Povertg
may lead to economic development.
The poverty cycle diagram is
krelevant to the question.

cycle, illustrated below. A higher Level of education and

healtheare in PNG would result in a higher Level of human

capital and thus productivity. This would increase the Level of
Lncome. Stop the self-perpetuating poverty cycle allows for a
sustained incerease in living standards.

Low Lncome -

hY

Cow productivity Low savings

Low Lnvestiment

However, there are some factors that may affect the effectiveness
Ahe candidate considers some { 5 .ﬁCe

of the factors that could limit the D‘f -(:oreigw atd as a tool to promote economic growth and
effectiveness of aid. This reflects
some understanding of the specific

demands of the question. of funancial aid being diverted to the pockets of government
officials. Foreign aid may also lead to dependency and the
over-reliance on aid may make it difficult for governments to

development. The prevalence of corruption may lead to parts

Wo real-world examples continue to funance economic growth and development if aid is
are provided to illustrate this , ,
argument. discontinued.

This response meets most of the descriptors of the (7—9) mark band.
Here are some pointers to push this response to a higher mark band.

e Theresponse does notaddress all the demands of the question—
no link is established between foreign aid and economic growth.
This could have been done by considering the contribution of
aid in the form of debt relief to greater government spending on
domestically produced goods and services (higher aggregate
demand), leading to short-term growth. The contribution of project
aid to finance infrastructure would also lead to long-term growth.
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4.10 ECONOMIC GROWTH AND/O

e Economic theoryis not fully explained. The candidate should
have explained that aid may come in various forms (e.g. debt
relief, project aid, concessional loans, technical assistance) and
that economic growth is needed for economic development to
take place but that economic growth may not necessarily lead to
economic development.

e The diagrams are not all relevant to the question. The poverty
cycle is an adequate diagram, but the market failure diagram is not
necessary to answer the question. An AD/AS diagram to illustrate
the contribution of foreign aid to economic growth would have been
more appropriate.

e Onereal-world example is provided but more variety is needed.
Examples could have illustrated different types of aid (one example
of a debt relief programme could have been given) or the limitations
of foreign aid (e.g. countries with high level of corruption).

This response could have achieved ?/15 marks.

e Economic well-being—economic development and sustainable
development come with improvements in the economic well-being
of the residents of a country. Using the different aspects of economic
well-being could also help you establish whether a policy or project
promotes economic development or sustainable development.

e Interdependence—policies in developed countries (e.g. trade
protection, provision of aid) affect LDCs. Some practices in LDCs
pose a threat to sustainability, which affects all nations.

¢ Intervention—what type of policies are described in the article? Are
they market-based or interventionist? Consider the strengths and

limitations of government intervention in the context setin the article.

e Sustainability—poverty often leads to unsustainable practices and
the over-exploitation of natural resources. Policies that help reduce
economic well-being often help LDCs on their path to sustainability.

R ECONOMIC DEVELOPMENT STRATEGIES

Q% Content link
Link to your IA

Few candidates opt fora
commentary on economic
development or sustainable
development for Unit 4. After

all, there are plenty of news
articles on trade-related issues
and currency fluctuations.
However, many of the past topics
(international trade, supply-side
policies, for example) can be
examined in the context of LDCs.
Sub-units 4.7—4.10 also provide
you with links to some of the key
concepts (see “Concept link”).

Always draw your diagrams using
a 2B pencil. This will mean that
you draw dark lines or curves and
make clearer diagrams. Using a
ruler is always a good practice

as it makes your diagrams more
presentable. In this book, many
diagrams in sample answers

are given in colour, but bear

in mind the following. Your

exam scripts are scanned in
black and white, so do not use
coloured pencils to distinguish
between lines or curves on a
diagram—the examiner will not
be able to distinguish between
colours on the scanned script.
You may continue to use colours
for digitally assessed work
submitted as PDF files.
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5 PAPER 1

5.1 PAPER 1: STRUCTURE AND TIPS

The paper 1 questions require extended responses (essays).
The structure of this paper is the same for SL and HL.

Duration: 1 hour 15 minutes
Weighting: 30% (SL)/20% (HL) of the final grade

Syllabus coverage: questions are drawn from the four units of the syllabus (HL extension topics are
included for the HL paper 1). However, each question focuses on a specific unit of the syllabus.

Format: answer one question from a choice of three. Each question is subdivided into two parts, (a)
L and (b). The paper carries a total of 25 marks—10 marks for part (a) and 15 marks for part (b).

Part (a)

This part of a paper 1 question tests your ability to explain relevant
economic theory using economics terms and, where appropriate,
illustrate your explanation with diagrams. The command terms
associated with part (a) questions are almost invariably “explain”

or “distinguish”. Refer to the Introduction, page vi, for a detailed
explanation of these command terms. Any of the topics associated with
these command terms in the “You should be able to” sections of each
sub-unit could be the tested as a part (a) question.

Examiners use mark bands to assess your answers, so it is important
that you are familiar with the descriptors for the highest mark bands to
understand the expectations of this task.

Marks Level descriptors

1-2 e Theresponse indicates little understanding of the specific demands of the question.
e The economic theory is stated but itis not relevant.

e Economic terms are stated but they are not relevant.

3-4 e Theresponse indicates some understanding of the specific demands of the question.
*  Relevanteconomic theory is described.

. Some relevant economic terms are included.

5-6 e Theresponse indicates understanding of the specific demands of the question, but these demands are only partially addressed.
*  Relevanteconomic theory is partially explained.

e Some relevant economic terms are used appropriately.

e Where appropriate, relevant diagram(s) are included.

7-8 le The specific demands of the question are understood and addressed.

e Relevanteconomic theory is explained.

*  Relevanteconomic terms are used mostly appropriately.

e Where appropriate, relevant diagram(s) are included and explained.

9-10 e The specific demands of the question are understood and addressed.
e Relevant economic theory is fully explained.

e Relevant economic terms are used appropriately throughout the response.

e Where appropriate, relevant diagram(s) are included and fully explained.
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5.1 PAPER 1: STRUCTURE AND TIPS

Part (b)

This part of the question tests the higher-order thinking skills of
synthesis and evaluation. The command terms used are usually
“discuss” or “evaluate”. Refer to the Introduction, page vi, for a
detailed explanation of these command terms. Part (b) questions
always start with the instruction “Using real-world examples”.
Therefore, you must illustrate your response with real-world examples
to reach the higher mark bands for this part of a paper 1 question.
These examples should be explained in relation to the question asked
rather than simply stated.

The mark bands used by examiners to assess part (b) responses are
included below. If you compare the descriptors for the highest mark
band for both parts of a paper 1 question, you may notice that part (b)
includes two additional descriptors. These descriptors relate to the use
of real-world examples and evidence of synthesis or evaluation. It is
therefore essential that these elements feature prominently in this part
of a paper 1 response.

Marks Level descriptors

1-3 e Theresponse indicates little understanding of the specific demands of the question.
e Economic theory is stated but itis not relevant.
e Economic terms are stated but they are not relevant.
e Theresponse contains no evidence of synthesis or evaluation.

e Areal-world example(s) is identified but it is irrelevant.

4-6 e  Theresponse indicates some understanding of the specific demands of the question.
*  Relevanteconomic theory is described.

e Some relevant economic terms are included.

e Theresponse contains evidence of superficial synthesis or evaluation.

e Arelevantreal-world example(s) is identified.

’-9 e  Theresponse indicates understanding of the specific demands of the question, but these demands are only partially addressed.
*  Relevanteconomic theory is partly explained.

e Some relevant economic terms are used appropriately.

e Where appropriate, relevant diagram(s) are included.

e Theresponse contains evidence of appropriate synthesis or evaluation but lacks balance.

e Arelevantreal-world example(s) is identified and partly developed in the context of the question.

10-12 e The specific demands of the question are understood and addressed.

e Relevanteconomic theory is explained.

e Relevanteconomic terms are used mostly appropriately.

e Where appropriate, relevant diagram(s) are included and explained.

e Theresponse contains evidence of appropriate synthesis or evaluation that is mostly balanced.
e Arelevantreal-world example(s) is identified and developed in the context of the question.

13-15 e The specific demands of the question are understood and addressed.

e Relevanteconomic theory is fully explained.

e Relevanteconomic terms are used appropriately throughout the response.
e Where appropriate, relevant diagram(s) are included and fully explained.

¢ Theresponse contains evidence of effective and balanced synthesis or evaluation.

e Arelevantreal-world example(s) is identified and fully developed to support the argument.

Here are some guidelines to help you do well when answering
paper 1 questions.

e Research real-world examples as you go through the syllabus.
All possible part (b) topics are listed in the “You should be able
to” sections with the command terms “discuss” and “evaluate”.
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You need to compile more than a simple list of examples. For each
example, identify causes, consequences and any other information
that will help you illustrate the relevant concept. For instance, an
effective real-world example of a price floor should be developed
to include the method used by the authorities to deal with the
surplus of a good, possible storage problem when the government
buys the surplus or the supporting policies to make sure low
income individuals may still be able to access the good on which
the price floor is imposed.

Examples are not expected for part (a) but sometimes they can
help you explain your economic analysis. If so, do not hesitate

to use examples, even if generic or theoretical, in part (a). For
instance, a question asking you to explain the difference between
merit and demerit goods might be more easily explained using
examples—in this case, the generic examples vaccines and
cigarettes may be used to explain why some goods are deemed
socially desirable or undesirable.

Make effective use of your five-minute reading time to choose
your question. Part (a) is easier, so candidates tend to choose their
question based on that part but it only carries 40% of the entire
marks for this paper. Instead, consider part (b) and make sure you
can develop good real-world examples for that part. You should
also make sure you understand the requirements of both parts.

Use your time effectively. Candidates often spend as long on part
(a) as they do on part (b). You should spend no more than 25-30
minutes writing your response to part (a) because part (b) is more
demanding and carries more marks. However, you are advised
against writing your response straight away. Instead, spend about
five minutes planning your answers to both parts to give your
answer logical progression and avoid unnecessary repetition.

Do not repeat what you have already explained in part (a). It is

not uncommon for part (b) to test on a concept explained in part
(a). For instance, part (a) might ask you to distinguish between
merit goods and public goods while part (b) asks you to evaluate
the effectiveness of subsidies in increasing the consumption of
merit goods. In such a case, you do not need to explain again in
part (b) what economists call merit goods. Similarly, you might
want to refer to a diagram you have drawn in part (a). Refrain
from explaining the same concept or drawing exactly the same
diagram twice as examiners will not award marks the second time.
Instead, you may state “as explained in part (a)” or “as illustrated
by diagram 1 in part (a)”. This being said, candidates sometimes
realize as they write their response to part (b) that some of their
part (a) response belongs to part (b) and does not address the
demands of the part (a) question. This shows the need to plan your
responses to both parts of the question before you start writing.

A good way to end a part (b) answer is to provide a brief
summative evaluation. This should not merely repeat the response,
but should consider, for example, whether subsidies are effective
in increasing consumption of all merit goods. For instance, do they
work equally well for tertiary education and vaccination?



5.2 SAMPLE PAPER 1 QUESTION AND RESPONSE

5.2 SAMPLE PAPER 1 QUESTION AND

RESPONSE

You will find part (a) and part (b) practice questions throughout Units
1-4. A full paper 1 question is also included in this section.

~ QUESTION PRACTICE

This question is adapted from the May 2021 examination paper.

N

(a) Explain how the price mechanism reallocates resources when
there is a decrease in the supply of a good. [10]

(b) Using real-world examples, evaluate the effectiveness of
legislation in achieving a reduction in the consumption of
demerit goods. [15]

SAMPLE STUDENT ANSWER

a) The price mechanism is a system where the forces of demand
and supply determine the prices of goods and services. BY
bringing consumers (demand) and furms (supply) together,
the market mechanism allocates society’s searce resources. A
change in supply would affect the price of the good and this
would act both as signal and incentive to consumers and furms,

which would alter the allocation of resources. Supply refers to the e notion of price serving as

ua WtLtLCS that firvs are willl to produce at va Y’LDHS H:GCS. N signal and an incentive, a central
- ﬁ T P theme in the answer, is introduced.

When the supply of a good decreases (maybe due to higher costs
of production), (from S1 to S2 on the following diagram on

the left) a shortage (R*@1) is created at the existing price, P1.

The shortage places upward pressure ow the price of the good. The
higher price sends a signal to consumers that the good is less
affordable and an Lncentive to search for substitutes (stmilar
goods such as Lee-cream and popeorn that are interchangeable)
and so the quantity demanded for this item decreases. The higher
price also sends a signal to firms that production of the good s

wore. This leads to a higher quantity supplied. This process carries relevant theory (signaland
incentive functions of price) with

on until a new equilibrivum is achieved with a higher price (P2) reference to a diagram. Adequate
economic terms (e.g. “quantity
demanded”, “quantity supplied”)
are also used.

and Lower equilibrivum quuwtitg (@2).

&
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Zihe candidate continues to
explain relevant theory to establish
that the change in price leads
to reallocation of resources, as
required by the question. (The
specific demands of the question
are understood and addressed.)
Real-world examples are not
required for part (a) of paper 1
questions but this hypothetical
example demonstrates the
candidate’s understanding of
economic theory. The diagram is

kalso fully explained.
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For example, in the market for iee-cream, a decrease in supply
(maybe due to higher storage cost) leads to a shortage of @*@1,
resulting in a higher price (P2). Consumers such as moviegoers
may not be willing to pay the higher price and thus switch to
popeorn because ice-cream and popeorn are substitutes. Tis
nerease in the price of a substitute, a non-price determinant of
demand, leads to an increase in the demand for popeorn (from
D1 to P2 on the diagram on the right). The higher price serves

as signal and incentive in the market for popeorn, leading to a
higher price and higher quantity (P2, @2). Firms produce Less
Lee-cream (R1 to @2 ow the left-side diagram) and wmore popeorn
(@1 to @2 on the right-side diagram). The producers will allocate
fewer resources such as labour and sugar to iee-cream production

and more to popeorn production.

Looking at the level descriptors on page 194, this answer meets all the
descriptors of the highest mark band (9—10).

e The specific demands of the question are understood and
addressed—the candidate understood that the signalling and
incentive functions of price had to be explained to answer the
question.

e Relevanteconomic theory is fully explained—the mechanism by
which a change in price, due to a decrease in supply, leads to a
change in the allocation of resources is explained.

* Relevant economic terms such as “quantity demanded”,

“quantity supplied”, “demand” and “supply” are used appropriately
throughout the response.

e Diagrams are clearly needed to illustrate the impact of the change
in price on resource allocation. These diagrams are adequately
explained with multiple references (“changes in supply”, “change in
price”) included and fully explained. While the diagrams are correct,
itwould be wise to use different annotations for the prices and
quantities across both markets to avoid confusion (e.g. P3, P4, 03,

04 for the market for popcorn).

This response could have achieved 10/10 marks.



5.2 SAMPLE PAPER 1 QUESTION AND RESPONSE

(b) Demerit goods refer to goods which generate significant
negative externalities from conswmption and are deemed
socially undesirable by the government. Because consumers
and producers only consider their own benefits and costs, a free
market transaction — one where the price mechanism determines
resource allocation as explained in part (a) — Lgnores the external
costs (ow thivdl parties) generated in the conswmption of demerit
goods. Tne free market outcome will always be one where denerit
goods are over-conswmed. The authorities must Lintervene to alter
the allocation of resources to try to achieve allocative efficiency.
However, economics being a social science deals with individuals

and so it Ls not possible to make an accurate estimation of the o : &
Aihis is an effective

bmpact of government tools in achieving an exact outcome where introduction—it introduces

o z 7 relevant economic theory (market
MSB = MSC or even estimate the external cost with cevtainty. failure) and clearly estab}iighes the

Hewee this essay does not attempt to judgge the effectiveness of ~ @—| difficulties in reaching a socially
optimum level of output. Relevant

LC@ tslatton tn achieviwg the soctal D‘Pt’LVM.bLVM, outcome but rather economic terms such as “allocative
kefficiency” are used.

get closer to it by reducing conswmption.

Legislation refers to the set of laws and rules set by the
government and public agencies and which tndividuals are
expected to follow, otherwise they face legal consesuences. They
may help reduce the consumption of demerit goods and/or reduce
the third party costs. The need for such intervention can be
Wustrated on the following diagram, which depicts the market
for cigarettes. As mentioned earlier, the interaction of consumers
and producers determines the market equilibrivum quantity, QE,
Llgnoring the external costs on third parties (those who wneither
consume clgarettes nor produce/sell clgarettes). As such the
marginal soctal benefit (MS®B) curve is Lower thaw the marginal
private benefit (MPB) curve which is also the demand curve. The
socially optimum Level of output is where the MS® is equal to the I Ahe candidate clearly

. . . establishes the need for
marginal social cost (MSC), RS. Governments therefore aim to @ ¢overnment intervention with
bring the market closer to RS. | feference to a diagram.

Price

Aihe diagram is fully and
correctly labelled. The candidate
has not shaded the welfare loss
associated but since the question
is about the effectiveness of
legislation in reducing demand, the
welfare loss is not relevant to the
discussion—but it would have been
®— relevant had the question asked

about effectiveness in “reducing the
Lmisallocation of resources”.

P Quantity

A
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Legislation may help reduce the demand for a demerit good.
the case of clgarettes, most countries have laws that prohibit the
sale of cigarettes to Young people and this cuts away an entire
consumer grouwp. Hawail raised the minimum age for buying
cigarettes from 18 to 21 in 2017 This effectively led to a fall in
demand for clgarettes since people aged 12 to 20 could no longer
buy cigarettes. Hence the demand on the above diagram shifts
from D=MPB to the left, possibly to B2 and hence and probably
closer to MSB where the new quantity, @2 is closer to RS. Some
laws may also help reduce the external cost. For example, most
European nations have banned smoking in restaurants while
Hong Kong has banned smoking in most bus stations. This
reduces the third-party exposure to second-hand smoke and thus
MSE® shifts closer to MPB.

Legislation and regulation can be more effective thaw alternative
policies such as taxes because the demand for cigarettes is price-
inelastic and as such conswmers may still be willing to pay a

higher price for cigarettes but they are obliged to follow the laws

Ahis paragraph explains , " , ;o
the workings of legislation and and rules put n place by the authorities. Legislation ts a wore
regulation with reference to the targeted approach thaw other tools of the government such as
diagram and with the aid of real- . , , ) 3
world examples. taxes and education campargns. For Lnstance, tncreasing the

minimum legal age for smoking targets Young smokers who
may develop a long-term addiction when they are less mature
to make decisions impacting their health. Legislation is also

a wore appropriate tool for demerit goods which come with such
significant external cost that their use needs to be strictly
controlled and possibly banned for public use. For example,
guns are deemed to be socially undesirable in most nations
because of the high external cost in terms of Lives and accidents
when they are used recklessly. Alternative policies such as
taxes and awareness campaigns may not reduce the demand
significantly enough. nstead, most countries simply keep the
use of weapons to Law enforcement agencies.

The effectiveness of legislation may depend on two Limportant

criteria — the ability to enforce laws and strong deterrents to
ensure that individuals follow theme. ndeed, enforcing laws
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5.2 SAMPLE PAPER 1 QUESTION AND RESPONSE

5 7 7 7 > Ahis paragraph establishes the
requires police officers in sufficlent number and many nations | ggengths of legislation in reducing

are unable to bncrease thetr police budget to allow for suffictent the demand for demerit goods
i v 9 i fo ﬁ:” , and thus helps address the specific
control and checks. It ts well knowwn that before it was legaliseo demands of the question set by the

in many US states, the ban on cannabis Led to illegal trade. command. ferm.

Because police coula not control homegrown production, it
weakened the effectiveness of the ban. The punishiment for not
following the laws may also vary considerably. Those caught
with illicit drugs risk the death penalty in Malaysia whereas
n Luxemburg, the consumption of such drugs can be punished

by a fine of no wmore than €2500 and/or a prison sentence not
Ahis paragraph evaluates
the effectiveness of legislation by
effecti\/e deterrent tn MuLags'm thawn Lw@mburg. establishing the limitations of such
policy. Real-world examples are
used to illustrate the arguments.

exceeding & months. As such, the Laws ow Lllicit drugs are a wore

It is clear that legislation is an effective tool bn Limiting the
conswmption and production of demerit goods especially

cowsioleriwg the Limitation 0'(" alternative ‘PDLiol:es such as taxes Aihis is a good synthesis. It
establishes the main strengths

and limitations of legislation, as
aleohol, LlLicit drugs). However, they come with Limitations such established in the body of the essay.

glven the addictive nature of most demerit goods (cigarettes,

as the high cost of enforcement. As such, legislation may be more
effective if used tn tandew with other policies, as is often the case.
For instance, high taxes on tobacco-related products help finance
law enforcement agencies.

Looking at the level descriptors on page 195, this response meets all the
descriptors of the highest mark band (13-15).

¢ The specific demands of the question are understood and
addressed—the candidate understands that the effectiveness of
policies addressing market failure is determined by their ability to
reach allocative efficiency.

* Relevant economic theory is fully explained—the workings of
legislation in changing market outcomes are explained.

n o«

* Relevant economic terms such as “allocative efficiency”, “external
cost” and “demerit goods” are used appropriately throughout the
response.

e Diagrams are used to illustrate the workings of legislation in
achieving allocative efficiency. There are multiple references to
the diagrams in the explanation.

e The candidate establishes the strengths and limitations of policies
(evaluation) and ends the response with an overall judgment on the
relative effectiveness of legislation (synthesis).

e Thereal-world examples are fully developed to illustrate the
effectiveness and limitations of legislation.

This response could have achieved 15/15 marks.
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6 PAPER 2

PAPER 2: STRUCTURE AND TIPS

6.1

The economics paper 2 task tests your ability to apply economic theory
to unseen texts and data. The structure of this paper is the same for SL
and HL.

Duration: 1 hour 45 minutes
Weighting: 40% (SL)/30% (HL) of the final grade

Syllabus coverage: questions are drawn from the four units of the syllabus (HL extension topics are
included for the HL paper 2).

Format: answer one question from a choice of two. Each question is subdivided into seven parts, (a), (b),
L (c), (d), (e), (f) and (g). Parts (a) and (b) both have subparts.

The paper carries a total of 40 marks, which are distributed across the
7 subparts. The questions are designed to have an incline of difficulty.
The initial subparts are intended to be comparatively easy and carry
only a few marks. The last subpart carries the most marks and tests the
higher-order thinking skills of synthesis and evaluation.

| Part(a) | Part(b) | Part(c) | Part(d) = Part(e) | Part(f) | Part(g) @ Total
Maximum '
marks 4 5 4 4 4 4 15 40
Part [a] to be awarded full marks for the definition of

appreciation or revaluation.
This part is divided into two subparts, (i) and (ii). PP

Part (a) usually requires candidates to define two
economic terms, but candidates may also be asked
to list the functions of an institution (e.g. central
bank, WTO) or components of a composite indicator
(e.g. HDI).

e Definitions should also be concise. As a
general rule, definitions should not exceed two
sentences. Marks are not deducted for over-
elaborating on a concept but you may self-
penalize by having less time for other subparts,
especially part (g), which carries a lot more

Here are some points to keep in mind.

¢ Definitions should be precise. A statement
that could apply to two different concepts is
considered too vague to be awarded 2 marks.
For example: “the responsiveness of quantity
in response to a change in price” could apply
to both PED and PES—specifying “quantity
demanded” or “quantity supplied” would
narrow the response down to the right concept.
Similarly, “an increase in the price of a currency
in terms of another currency” can be applied to
both appreciation and revaluation—specifying
the type of exchange rate system is needed
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marks. Use the mark allocation as a guide of the
time you should spend answering a subpart.

¢ Diagrams and examples are not required.

Part (b)

This part may also be divided into subparts

and tests your ability to draw or sketch relevant
diagrams and/or calculate economic figures (e.g.
PED, GDP) from data (and/or from an area from a
diagram for HL candidates).

Here are some guidelines for answering part (b).



®  You are allowed to use a calculator for this
paper. All part (b) subparts can be answered
using a four function (plus, minus, multiply,
divide) calculator but graphic display calculators
(GDCs) are also allowed. Note that you may
not use other electronic devices such as mobile
phones to perform calculations.

¢ Always show your workings for calculation
questions. You may not be awarded full marks
if workings are not shown, even if your final
answer is correct. You may receive parts of the
marks if your final answer is incorrect but your
workings reflect some understanding of the
steps required to reach the answer.

e Unlike parts (c)—(f), which may require you
to draw and explain diagrams, you are not
required to explain diagrams for part (b).

Parts (c])—(f)

These subparts carry 4 marks each and require
candidates to apply economic theory to explain a
situation described in the text or reflected in the
data, almost invariably with the aid of a diagram.
The responses are usually awarded 2 marks for the
explanation and 2 marks for the diagram.

Here are some guidelines and tips on answering
parts (c)—(f).

® Most questions refer you to a specific text and
passage, or a table or chart. Make sure you
use the information provided in answering
the question. Candidates sometimes provide
theoretically sound answers that do not reflect
the information in the text/data—and so cannot
be awarded marks—because the candidate
ignored the stimulus material. For instance,
a question asking you to explain the impact
of currency depreciation on inflation may
theoretically come with two possible answers—
demand-pull inflation if we consider the impact
on the (X — M) component of AD and/or cost-
push inflation if the country relies on imported
inputs. If the text/data only suggests one of
those two theoretical causes of inflation, then only
one explanation is valid.

e Take time to draw clear—and sufficiently
large—diagrams, preferably using a ruler. Make
sure all curves and axes are fully and correctly
labelled. Any one missing or incorrect label will
lead to a loss of marks.

®  Where a diagram is required, you should explain
the diagram by making references to it in your
response. Refer to the movements in curves (e.g.

6.1 PAPER 2: STRUCTURE AND TIPS

AD) and the changes in variables (e.g. price,
quantity, real GDP). Use dotted lines to project
variables along the axes (e.g. P1, P2) for easy
referencing. In particular, make sure you have
projected and referred to the variable tested

in the question. For instance, if the question

is asking you to explain the impact of higher
interest rates on economic growth, then you
must refer to the changes in real GDP on your
diagram (e.g. Y1, Y2).

e The answer should focus on the question’s
requirements and avoid giving additional
(unnecessary) diagram analysis. This often
happens with trade protection diagrams (e.g.
tariffs) where candidates provide a full welfare
analysis (consumer surplus, producer surplus,
government revenue, welfare loss) when the
question does not call for it. There is no penalty
for over-elaborating but it leaves you less time
for the 15-mark question.

Part (g)

Unlike previous subparts, which only require you
to apply economic theory to a specific passage or
table, part (g) requires you to use information from
all texts and data to formulate reasoned economic
arguments with evidence of evaluation and/or
synthesis. The command terms testing synthesis
and evaluation are given in the Introduction
(pages vi—vii). The most common command

terms are “discuss” and “evaluate”. Refer to the
“You should be able to” sections, especially those
throughout Unit 4, for topics associated with these
command terms, which could be tested for part (g).

The descriptors for the highest mark band are given
below for reference.

Mark 13-15
Descriptors | ©

The specific demands of the question are
understood and addressed.

e Relevant economic theory is fully
explained.

*  Relevanteconomic terms are used
appropriately throughout the response.

e Where appropriate, relevant diagram(s)
are included and fully explained.

e The response contains evidence of
effective and balanced synthesis or
evaluation.

e The use of information from the text/data
is appropriate, relevant, and is used to
formulate a reasoned argument supported
by analysis/evaluation.

203



PAPER 2

Here are some guidelines to help you do well when
answering part (g).

Read the question carefully. It is not uncommon
for candidates to answer a slightly different
question from the one asked, possibly to fit

a rehearsed response to a similar practice
question. Consider these two questions:
“evaluate the role of FDI in promoting economic
growth in Ethiopia” and “evaluate the role of FDI
in promoting economic development in Ethiopia”.
They may look similar but their specific
demands are clearly different.

Make sure you refer to the text/data. Some
candidates approach this question as if it was

a paper 1 (b) question and are awarded a low
mark for providing responses that are mostly
theorical—"no use of text/data” is a descriptor
for the lowest mark band (1-3). However, do not
simply repeat the text/data, without analysis

or evaluation—"limited use of text/data” only
takes you into the second lowest mark band
(4-6).

Consider building on your answers to previous
subparts. Parts (b)—(f) may hint at information
that is relevant and useful when answering part
(g). For instance, you might have been asked

to illustrate the impact of a tariff on domestic
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production in a 4-mark question. You could
refer to that earlier diagram and analysis if

you wanted to elaborate on the benefits of
trade protection in part (g). Even calculation
questions in part (b) may have useful
information—a question asking you to calculate
GNI from GDP might suggest the extent of
profit repatriation by MNCs, for example.

[lustrate your arguments with the aid of
diagrams, as long as the explanation of the
diagram fits what the question requires and/or
the information in the text/data. For instance, an
AD/AS diagram may help explain the impact of
an economic policy on economic growth or the
inflation resulting from currency depreciation. If
you have drawn a diagram in parts (b)—(f) that is
relevant, you may refer to that diagram in part
(g)—do not redraw exactly the same diagram in
part (g) as you will not be awarded marks twice
for the same diagram.

A good way to end a part (g) answer is to
provide a brief summative evaluation. This
should not merely repeat earlier sections, but
should consider, for example, whether foreign
aid is, overall, effective in achieving economic
development, or the short-run and long-run
impacts of increased use of trade protection.



6.2 SAMPLE PAPER 2 QUESTION AND RESPONSE

6.2 SAMPLE PAPER 2 QUESTION AND

RESPONSE

Instructions
*  You are allowed to use a calculator for this paper.

¢ Unless otherwise stated in the question, all numerical answers must be given exactly or correct to two
decimal places.

* You must show all your workings.
* Use fully labelled diagrams and references to the text/data where appropriate.

¢ The maximum mark for this examination paper is [40 marks].

Sample paper 2

Read the extracts and answer the questions that follow.

Text A: An overview of Papua New Guinea

1. Papua New Guinea (PNG) is a country in the Pacific Ocean with a population of 9 million.
The population is young (one third is aged 14 and below) and grows at an annual rate of 2%.

2. Economic activity is dominated by the primary sector and in particular:
¢ the agricultural, forestry and fishing industries, which employ 57% of PNG’s labour force

* mining and energy extraction, which attract most of the country’s foreign investment funds and
accounted for 77% of export earnings in 2019.

The manufacturing sector remains largely underdeveloped due to the limited public infrastructure,
skills shortage and lack of access to finance.

3. The rise in commodity prices in the early 2010s led to the expansion of mining and energy extraction
activities. PNG quickly became a large exporter of liquified natural gas. The economic growth rate was
15.4% in 2014, at the height of the commodity boom.

4. The economy’s reliance on petroleum and gas-related activities made it vulnerable to external
commodity-price shocks and natural disasters. Indeed, economic activity slowed after 2014 as a result
of sharp falls in energy prices due to a decrease in global demand. Energy prices remained low until
2017 when the economy grew by just 2.8%.

5. Economic growth decreased further to 0.3% in 2018 when the country was hit by a devastating
earthquake, which caused extensive damage to basic infrastructure. The production of liquefied natural
gas and other mining activities were also disrupted. The resulting contraction in the mining sector
almost fully offset growth in other sectors of the economy:.

6. There are limited employment opportunities outside of the agricultural sector. Mining and energy
extraction are capital-intensive activities and thus generate fewer jobs than agriculture. Agricultural

production is dominated by small farms and mostly takes place in the informal economy.

7. The authorities decided to reduce the dependency on the mining and energy sector after the

poor economic performance in 2018. They planned for a budget deficit with increased government
spending on infrastructure and education to address the skills shortage. Government efforts now
target agriculture, fisheries and tourism, which offer ample employment opportunities for women and
young people.
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8. To finance their development policies and address the shortage of foreign exchange, the government
successfully raised 1.7 billion kinas (the currency of PNG), the equivalent of US$500 million, through
the sale of a 10-year bond on the international market. The bonds carry an interest rate of 8.4%.

Text B: Foreign direct investment (FDI) in PNG

1. PNG is home to many multinational corporations (MNCs), many of which come from Australia. The
two countries have enjoyed a close relationship, which goes beyond investment projects. Australia is
also a contributor of development aid to PNG.

2. This close relationship may change as new taxes and stricter environmental protection are
threatening the profitability of foreign firms. The government has vowed to put an end to the
unsustainable exploitation of primary resources by MNCs. Taking advantage of PNG’s inadequate
taxation system, Australian mining companies have paid little or no corporate tax. In 2018, economic
activities in mining and energy extraction contributed to almost 90% of PNG’s export revenue but to
less than 10% of government revenue.

3. The recent change in regulations and higher taxes have however not deterred foreign investors, who
hope to benefit from the recent pick up in global demand for energy. A French MNC has just signed

an agreement with the PNG government for a US$13 billion project which will double the country’s
liquified natural gas exports by 2024. Under the deal, the government will own 22.5% of the project but
it will also need to contribute US$900 million to the initial investment cost.

4. To reduce the economy’s reliance on foreign investment, the authorities will continue to facilitate local
investment in agriculture and small-scale manufacturing. Farmers will be taught the use of sustainable
practices and natural fertilizers to export organic coffee and rice, which sell for higher prices than
traditional foodstuffs in developed nations. The higher revenue could allow poverty-stricken farmers

to purchase modern farming tools. Progress is also seen in the development of small manufacturing
centres. Compasses and surveying equipment are already finding export markets in the Netherlands and
in Australia.

Text C: Malnutrition and lack of food security

1. Almost half the children of PNG suffer from stunting due to malnutrition. A child is stunted if his
or her physical development is hindered, resulting in lower productivity when the person reaches
working age. The economic cost of malnutrition is estimated to be 8.45% of gross domestic product
(GDP). Malnutrition is also the main cause of PNG'’s high infant mortality.

2. The country has sufficient fertile soil and natural resources to feed its people. The issue is not the
quantity but quality of food. Mothers need education about sanitation and an understanding of
essential protein, fats, vitamins and minerals needed for the physical growth of their children. The
authorities are conscious of this problem but lack the financial means to provide nutrition education
programmes that would improve human capital in the long term.

W Table 1 Selected components of PNG’s balance of payments (2018)

Exports of goods and services (US$ million) - 10 597
Imports of goods and services (US$ million) 5492
Net income (US$ million) -616
Net current transfers (US$ million) 382

W Table 2 Selected national income data for PNG

2018 2019
Nominal GDP (US$ million) 24 110 24 751
GDP deflator 126 128
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W Table 3 Indicators of health (2019)
PNG World
| average
Under-5 mortality rate (per 1000 lives born) 453 377
Prevalence of stunting (% of children under 5) 48.3 22.44
(a) (i) Define the term interest rate indicated in bold in the text (Text A, ;
paragraph 8). [2] |
The Lnterest rate is the cost of borrowing and the reward for _ Ahis is a precise definition of ]
s interest rate.

saving.
This response could have achieved 2/2 marks.

(ii) List two single indicators of economic development other than the

under-5 mortality rate and prevalence of stunting (Table 3). [2] Z
Ahe Gini coefficient is a social
indicator of economic development;
it gives us some understanding of
The Gind coe fﬁoic nt and the HDL. ._Lthe level of inequality. y

Phe HDI is not a single indicator,
it is a composite indicator.
. s

This response could have achieved 1/2 marks.

(b) (i) Using information in Table 1, calculate the current account
balance in 2018. (2]

NI

, > : Yhe workings are correct
Current account = exports — mports + net tncome + net current but the final answer does not give

the unit. The correct answer is
trans
- fers US$4871 million.

=10597 - 5492 - 616 + 382
=4g71 '

This response could have achieved 1/2 marks.

(ii) Using information in Table 2, calculate PNG’s economic growth rate in
2019. [3]

NI

All figures are correct and
calculated to two decimal places.
The workings are also shown.

Real GPP in 2018 = (% )X 100 = $19134.92 million

Real GPP in 2019 = RAZSL ) X 100 = 419 336.72 million
o) -

Seonomic growth rave in 2019 = [(19 336,72 . 19 15432)/(13
134.92)] X 100 = 1.54%

This response could have achieved 3/3 marks.
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All figures are correct and
calculated to two decimal places.
The workings are also shown.

Ahe candidate has identified
relevant information from the
passage—PNG is an exporter of
liquefied natural gas—and
applied this to the AD/AS
model adequately. There are
also adequate references to the
diagram to establish that real

kGDP is increasing.

Ahe diagram is correct and
fully labelled.

)

Aihe candidate has clearly
established the link between the
sale of bonds to foreigners and the

mereasing demand for the currency. y

~
Wnfortunately, the response

does not answer the question—
what happens to the exchange rate?
The candidate should have pointed
out that the exchange rate would
appreciate (preferably with a
reference to the diagram, (e.g. from

[ E1to E2). )
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(c) Using an AD/AD diagram, explain how PNG achieved a high rate of
economic growth in 2014 (Text A, paragraph 3).

NI

(4]

Price Level
.

SRAS
52 it S 7
|
1
I8 shrim it i X ey
! : ADR
e
i IADL
- » el DEP
Yi—>Yz

PNG is an exporter of Liquefied natural gas, the country
benefitted from higher export revenue during the commodity
boom. Stnce export revenue is a component of AD, the rightward
shift of AD from ADL to AD2 led to an ncrease in real GDB

Y1 to Y2 and hence economic growth.

This response could have achieved 4/4 marks.

(d) Using an exchange rate diagram, explain the likely impact of the
sale of government bonds on the exchange rate for the kina (Text A,
paragraph 8).

Ul

[4]

Price of king
(in UsSD)
A

o] e iy

2l el Tets

Quantity of kinas

The bonds are sold on the international market and so forelgners
who want to purchase those bonds will need to pay for thewm using
PNG kinas. Since they very likely do not hold the king, the
interested bond buyers will first need to purchase the kina and

This response could have achieved 3/4 marks.
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() Using a poverty cycle diagram, explain how exports of organic food
may help farmers break the poverty cycle (Text B, paragraph 4]. [4]

N

Low income Aihe poverty cycle includes all

o ’ ' required elements—“low income”,
; “low savings”, “low investment”
and “low productivity”.

Low productivity Low savings

N

Low Lnvestiment

Farwmers are trapped in poverty because of their Low income which
does not allow thew to save and tnvest into capital equipment.

The higher revenue they get from the sale of the wore Lucrative Bhe candidate has clearly

organic food will allow them to purchase modern tools which explained how the higher revenue
. — . : from the export of organic food
may Lead to higher productivity and hence higher tncome. would help break the poverty cycle.

This response could have achieved 4/4 marks.

(f) Using a PPC diagram, explain the likely impact of greater provision of

nutrition education programmes on the potential output of PNG (Text C, Z|
paragraph 2. [4]
capital goods
~
Ahe diagram is correct and
fully labelled. The arrows clearly
indicate the direction of the change
P in the PPC.

>
Consuneption

gooeds

The provision of nutrition education programmes would help

wmothers prepare healthy wmeals for their chiloven. Fewer children Ahis clearly establishes that
: the PCC would shift outward

would svt(:(:er ‘ﬁfDVW WLV\'M.tY‘l:t’LDVb a'/\:d bC stuntea. -WN,«S would Wal’\a due to an improvement in factors
of production.

healthier and hence more productive workers in the future. This

inerease in the quality of human capital would lead to an increase
in potential output, represented by an outward shift of the PPC.

This response could have achieved 4/4 marks.

209



PAPER 2

Ahis is an effective start.
The candidate establishes a
link between FDI inflows,
diversification strategies and
economic development—which
is the exact requirement of the
question. The text is used and
the candidate also refers to a
diagram drawn previously instead
of redrawing it (showing effective
use of time). The paragraph is a
good overview of the rest of
the response.

Zhe candidate makes use
of the text to establish the need
for diversification. Note that
information is not just lifted from
the text but it is enriched with
economic analysis (e.g. the risk of
further fluctuations in economic
activity is explained).

8

Ahis paragraph considers
the strengths and limitations of
the diversification strategies in
achieving economic development
(which is part of the demands of
the question). There is effective use
of text/data. There is also effective
evaluation (e.g. judgment on the
effectiveness of the promotion of

(g) Using information from the text/data and your knowledge of
economics, evaluate the contribution of foreign direct investment
inflows and diversification strategies to economic development in Papua
New Guinea. [15]

A

SAMPLE STUDENT ANSWER

PNG has a small population of nine million and given that
one thivd of the population is below the age of 14, it means it is a
small market with a Limited nwumber of consumers to generate
growth without trade. Focusing on export revenue is a good way
for the country to enjoy an increase in AD since AD = C + | +
G + (X - M). Beonomic growth does not imply an Limprovement
in the quality of life, which is economic development. However,
—®  economic growth may allow for economic development if
increases in income allow farmers to break the poverty cycle and
greater tax revenue allows for the provision of public healtheare
and education. Theoretically, FoUinflows and diversification
can Lead to growth and hence development. ndeed, FBI vefer to
the long-term Lnvestiment by MNCs who wouldl operate in PNG
with the tntention to export commodities. Diversification also

allows for a greater variety of exports and hopefully higher value
exports. With higher export revenue, AD would increase thus
Leading to growth — as illustrated ow the diagram in (¢) — and
hopefully development.

—® ttis clear that the economy of PNG is not sufficiently
diversified. Most workers are employed in the primary sector,
which is also the main source of export revenue (Text A, paragraph
2). Tis is a problem because the dependence on the primary sector

is a barrier to economic development. We saw that the economy
of PNG suffered from the price volatility of commeodities

which is thetr main — alwost thetr only - export source (Text

A, paragraphs 4 and 5). The fact that MNCs are once again
investing in the primary sector in PNG to take advantage of
the lncrease in global demand (Text B, paragraph 2) means the
economy s again being too reliant on the priveary sector and
maybe heading to another fall in economic growth if another
commodity) boom ends in the future.

—®  Thus, diversification strategies would be very good to ensure

korganic farming).
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&

n AD and to focus on goods which have a wore income elastic
demand such as manufactured goods. Manufacturing may
also offer more jobs which are wot in the informal sector: There are
too many agricultural workers in the informal sector (Text A,
paragraph &) where there is wo protection of workers and no tax
revenue generated for the government to finance development
expenditure. Unfortunately, most foreign direct investment
flows into mining and energy extraction and it seems that

the government is diversifying within the agricultural sector
with organic farming as much as trying to diversify away
from the primary sector with small-seale manufacturing.

This Ls a wmistake because even if organic rice and coffee are
wmore expensive than traditional crops, they are still subject to
fluctuations due to changes in weather. Whewn prices of coffee ana
rice drop, the income of farmers may drop and make it difficult
to break the poverty cycle. If incomme for farmers or workers in
commodity-velated industries falls because of a supply shock,
they may wot be able to save to tnvest Lin Phgsicm. capital (such
as modern farming tools) and human capital through the
education of their children — this would prevent thew from
breaking the poverty cycle at point A and/or B.

— Low Lncome —l

low savings

tow productivity low bnvestment Low bimvestiment
A n humwman in phgsiam
capital capital

|

o 4
While MNCs help generate government revenue now that they &=

PaY higher taxes, mining and energy extraction generate few
Jobs sinee the activities are mostly capital intensive (Text A,
paragraph &) and so few residents of PNG would benefit in
terms of employment and income from more activities by MNCs

Aihe diagram is relevant as it
illustrates an important economic
development concept. A poverty
cycle appears in part (e) but this
one includes more information.
Redrawing it here is justified.

Aihe discussion remains
focused on the impact on the
standard of living of residents
of PNG and hence economic
development. This paragraph
is focused on the strengths and
limitations of FDI inflows—so the
response consistently addresses the

and so their material quality of life may not inerease directly
from wore FBL. It is also Likely that wmost of the proceeds from the
sale of liquified natwral gas will be repatriated as profits. That
may be why the net income component of the current account is
negative in table 1. Howevey, the government is now demanding

©

hques’cion’s specific demands. i
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a 22.5% share of the mining and energy extraction projects

of close (Text B, paragraph 3) and this could provide a steady
flow of government revenue to finance development projects

such as the nutrition education programimes which would have

a good mpact on the well-being of PNG residents. However,
given the important government commitment of $900 million
to the lnvestment projects, it might take a few years before the
government breaks even and have funds to finance development.
Aihis is an effective synthesis )—C It seems that diversification Ls the wa Y forward especia Ly glven

RSN that mining and energy extraction are Likely unsustainable if

the resources ave extracted faster than they can be replenished.
However, the government revenue generated from the activities

of MNCs may help finance more diversification efforts in the
long term and exports can be diversified away from the export of
Ligquified natural gas towards more manufactured goods such as
compasses and other equipment (Text B, paragraph 4).

This response meets all the descriptors of the highest mark band and
could have achieved 15/15 marks.

Test yourself

Use these additional questions as practice for answering paper 2 questions.

1. Define the term informal economy indicated in the text (Text A, paragraph 6). [2]

2. Define the term human capital indicated in the text (Text C, paragraph 2). [2]

3. Using a demand and supply diagram, identify the cause of the sharp fall in the price of energy (Text A,
paragraph 4). [4]

4. Using an exchange rate diagram, explain the likely impact of the inflows of development aid from Australia
on the exchange rate for the kina (Text B, paragraph 1). [4]

5. Using information from the text/data and your knowledge of economics, evaluate the challenges to
economic development faced by Papua New Guinea. [15]
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PAPER 3: STRUCTURE AND TIPS

HL The economics paper 3 task includes both quantitative and qualitative questions. The last subpart
of each question tests your ability to select and use economic data to make policy recommendations.

This paper is not part of the SL assessment.

s ™)
Duration: 1 hour 45 minutes
Weighting: 30% of the final grade (HL only)
Syllabus coverage: questions are drawn from the four units of the syllabus including the HL extension topics.
Format: the paper carries a total of 60 marks, which are distributed acrosstwo compulsory questions. Each
question is subdivided into two parts, (a) and (b). Part (a) has subparts, many of which require the use of a
calculator.
< J
Part (a)

Many of the subparts are quantitative questions,
which are associated with command terms such
as “calculate”, “construct”, “identify”, “plot”,
“sketch”. Some may be qualitative questions with
command terms such as “define”, “describe”,
“list”, “outline”, “state”, “comment” or “explain”.
Familiarize yourself with the requirements of
these command terms, which are defined in the
Introduction on pages v—viii. The subparts will
carry from 1 to 4 marks each. Unlike papers 1 and
2, responses are not written on a separate answer
booklet but directly on the question paper in
answer boxes. Indeed, one of the instructions on
the cover page of the paper will read “Answers
must be written within the answer boxes
provided”. The command term should guide you
on the expectations of each subpart and how much
to write, especially for the qualitative questions.
You may also check the number of marks allocated
and the size of the answer boxes as a rough guide.
Questions earning 1 mark usually have much
smaller boxes than the 4-mark question or the
10-mark question. However, if you find the space
provided in the answer box insufficient, especially
for part (b), you may request an answer booklet
during the examination.

Here are some things to keep in mind.

¢ Consider the command term carefully. Unlike
paper 1 and paper 2 questions, paper 3 uses
a wide range of command terms. You may
face a combination of command terms such

as “sketch”, “calculate”, “state”, “outline”

and “explain” across the (a) subparts. It is

not uncommon for candidates to miss marks
because they have misinterpreted the command
term. For instance, one may state factors rather
than explain them simply because the previous
subpart had “state” as a command term.

Always show your workings for calculation
questions. You may not be awarded full marks
if workings are not shown, even if your final
answer is correct. You may receive parts of the
marks if your final answer is incorrect but your
workings reflect some understanding of the
steps required to reach the answer.

Remember to show the units. Units are not
required for intermediate workings but must
be accurate for final answers.

Round correctly for calculations. Although
there is no requirement for rounding at any
particular stage in a calculation, you should
be aware that rounding at intermediate stages
may produce a different answer from that
derived from a final rounding only. Examiners
will reward both ways equally as long as the
workings are given and the final figure is
rounded to two decimal places (dp).

Advice on definitions and 4-mark questions given
in Unit 6, which covered the paper 2 assessment,
remain applicable. (Refer to pages 202 and 203 for
tips on how to do well when answering parts (a)
and (c)—(f) of paper 2 questions.)
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Part (b)

This subpart is worth 10 marks and requires an extended response. The command term for part (b)
questions is “recommend”. Candidates are required to present an advisable policy that is supported by
economic theory and the information from the text/data provided. There is no right or wrong policy—
your policy is valid as long as you can support it. Note that you should only recommend one policy—a
second policy, if needed, should only be included as a complementary policy (for example “legislation
may be required to enforce the price floor and prevent the establishment of a parallel market”) or to
establish the relative effectiveness of your policy (for example “legislation is more effective than a tax
since demand is very price-inelastic”). Your recommendation must reflect evaluation of the policy—that
is, you must establish its strengths (possibly in comparison to other policies) but also show awareness of
its limitations in the context given in the materials provided.

The highest mark band (9-10) for part (b) includes the following descriptors.

9-10 e The response identifies and fully explains an appropriate policy.

e The response uses relevant economic theory effectively to support
the recommendation.

e Relevant economic terms are used appropriately throughout the
response.

e Theuse of information from the text/data is appropriate, relevant
and supports the analysis/evaluation effectively.

e The response contains evidence of effective and balanced
synthesis or evaluation.

Here are some guidelines to help you do well when answering part (b) questions.

e Make sure to refer to the text/data in formulating your recommended policy. Candidates might
be tempted to approach this 10-mark question as if it were a paper 1 (a) question and explain all
possible theoretical strengths and limitations of the policy rather than consider those in the context
given in the question. Such a response may not be awarded more than 6/10 marks—*“the response
includes some relevant information from the text/data to support the recommendation” is one of
the descriptors for the (5-6) mark band. However, make sure you do not simply repeat the text/data
without analysis or evaluation.

¢ Consider all information provided throughout the question, including your answers to part (a). For
instance, you might have been asked to calculate the price elasticity of demand for a good in part (a).
Alow magnitude would indicate that a tax may need to be high to be an effective policy to reduce
consumption of this good.

e Diagrams are not required but they may be included if they help support your recommendation.

* Do not only focus on the strengths of your recommended policy and fail to address its limitations or
its advantages over other policies. Providing a “mostly balanced” response is necessary for entering
the (7-8) mark band.

*  Your response to part (b) could end with a summative evaluation of the policy recommended.
For instance, you might conclude “the government should choose a price ceiling since, as it was
established, this policy comes with multiple long-term benefits and most of its limitations may be
addressed in the short term. In particular, it has the advantage of not requiring the government
spending associated with a subsidy, which this government cannot afford”.
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7.2 SAMPLE PAPER 3 QUESTION AND

RESPONSE

Instructions
*  You are permitted access to a calculator for this paper.

® Unless otherwise stated in the question, all numerical answers
must be given exactly or correct to two decimal places.

*  You must show all your workings.

* The maximum mark for this question is [30 marks].

QUESTION PRACTICE

A minimum unit pricing (MUP) on alcohol was introduced in the Republic 2
of Ireland. The introduction of this price floor on alcohol pushed up

prices of wine and spirits (strong alcoholic drinks such as whisky]) in

shops and supermarkets throughout the country.

The following table presents the price per litre) of a specific type of
wine and the quantity sold by retailers in Ireland before and after the
MUP was introduced.

Pricein€ Quantity of litres
(per litre) (thousands/week)
Before MUP 5.75 27.2
After MUP 6.15 26.4
(a) (i) Define the term price elasticity of demand. [2]

(ii) Calculate the price elasticity of demand for this specific type

of wine in Ireland. [2]
(iii) Using your answer to part (a] (ii), sketch an appropriate

demand curve to show the impact of the MUP on revenues

collected by Irish wine retailers. [2]
z , , , Phis definition could also
(i) The responsiveness of the quantity of a good to a change in o | sl PR ety ez,
lts price, ceteris Paﬁbu& PED measures the responsiveness
of quantity demanded.
. J
This response could have achieved 1/2 marks. ~
MWhile only the final answer
needs to be rounded to 2 dp, this
= - % A b quantitu demanded — [%I—:ZZB] candidate decided to also round
W) peD> = 4 Al 9 = 1 the intermediate results to 2 dp
& Ainprice [ex2-577] (e.g. ~0.03 instead of ~0.02941176)
7 which is fine, as long as it is clearly
_ =0.03 _ _ 0.42 indicated in the workings. Note
0.07# I that the minus sign is not required
for PED calculations. An answer of
e L0'43 would be accepted. )
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&)

(tit) Price
\ (e/Litre)
Ahe candidate has drawn a : \
steep demand curve to reflect that B I N T
the increase in price from €5.75 to : i
€6.15 has resulted in a less than o T T Al
proportionate fall in quantity gfg) [ [

demanded, so total revenue (P x

Q) has increased. Note that since T

the command term is “sketch”, the

demand curve need not be drawn 575
kto scale. (P1)

i |
!
1 +
]
! |
]
]
| ] | |
264 2F2 @awt’ut!j (thousands
(R2)=(c1) of Litres per week)

This response could have achieved 2/2 marks.

QUESTION PRACTICE

e Three out of five Irish people aged 15-17 drink alcohol.

N

e Youths tend to be ill-informed of the risks associated with consuming inexpensive but high-alcohol content
drinks. An Irish mother, whose 16-year-old daughter died in her sleep after drinking at a party, welcomed the
introduction of the MUP.

e Alcohol misuse impacts society by causing a greater burden on the criminal justice system, and health and
social work services.

(iv) Using an appropriate diagram, explain why the free market leads to an inefficient allocation of resources in the
market for alcohol. (4]

SAMPLE STUDENT ANSWER

Price A
MSC

S = MPC

Yhis diagram illustrates a
case of negative externality from !
production but it is the consumption ]
of alcohol that generates negative :
externalities—so no mark can be i
awarded for this diagram. RNy

Consumers and producers of aleohol do not consider the third-

D = MPE = MSB

» Quantity

party costs from excessive drinking of aleohol. The external costs
ineurred tnclude overcrowoled hospitals, with fewer beds available
because of accidents due to drink driving. If we consioer these

)
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7.2 SAMPLE PAPER 3 QUESTION AND RESPONSE

external costs, the social optimum is RS (Where MSB = MSC),
ZAihe candidate establishes that

which is Less than the market equilibrivum, @M. The wmarket for since the market quantity is higher
aleohol Leads to allocative inefficiency as it has over-allocated than the social optimum quantity,
resources are over-allocated.

resources and theve is a welfare loss (shadled).

This response could have achieved 2/4 marks.

QUESTION PRACTICE

Some argue that the greatest burden of alcoholism on society is the
loss in productivity. Close to 73% of working men’s deaths in Ireland are
alcohol-related [e.g. traffic accidents, liver and heart diseases, strokes).

N

(v) Using a PPC diagram, explain the impact of excessive alcohol
consumption on the economy. [4]

SAMPLE STUDENT ANSWER

goodt A A
QRAL

RAZ

Ahe diagram is correct and
fully labelled, although an arrow
could help to indicate clearly the
direction of the change in the PPC.

3 0000l B
Re2 RB1

Excessive drinking leads to a reduction tn the number of workers
due to death from aleohol-related diseases and accidents. Some
workers may also be Less productive at work since they are
mpaired by Liver anod heart diseases. There is a reduction in

the quantity and qualit humawn capital. This results tn a
A 9 a 9 faa P Ahe response clearly establishes

reduction in potential output, represented bg an bnward shift the link between excessive drinking
Df the PPC. fmm QRALQRAL to RARRED. and the potential output, with
! | ; E reference to the diagram.

This response could have achieved 4/4 marks.

The following table provides information on government expenditure =
and revenue for the Republic of Ireland. s
Government revenue | Government expenditure
(€ billion) (€ billion)

2016 74.7 76.6

2017 ’79 78.8

2018 83.9 _ 83.4

2019 89.1 87.6
(vi) Calculate the government budget in 2019. [2]
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Morkings are provided and the
unit (€ billion) is included in the
final answer.

Note that 2017 is also a
valid answer since government
expenditure also exceeded
government revenue in that year.

All workings were provided
and the final answer is correct.
Be careful here: the total spending
includes the VAT payment so
indirect tax paid = amount spent
on goods and services x [t/ (1 + t)]
where t is the tax rate.
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SAMPLE STUDENT ANSWER

The government budget = government revenue — government
expenditure
= g9.1 - €76 = €1.5 billion

This response could have achieved 2/2 marks.

QUESTION PRACTICE

(vii) Identify one year in which the governmentran a

budget deficit. [1] Zd

201c.

This response could have achieved 1/1 mark.

Irish households earning less than €36,800 a year pay an income tax of E}

20%. The current VAT rate (an indirect tax on all goods and services) .

is 23%.

(viii) Calculate the average tax rate (ATR) (including both direct and

indirect tax) for a household earning €20,000 a year, assuming that

all disposable income is spent (no savings). [3]

lncome tax paid = 0.2 X €20000 = €4.000

disposable income = €20000 - €4000 = €16000

2 —_— o023 —
amount patd to VAT = €16000 X 222 = €2991.87
— T — 4000+2991.87 _ —

ATR = Sl 0.384 = 3496%

This response could have achieved 3/3 marks.

e Expenditure on healthcare in Ireland increased by 6% from 2018 to 5}
20189. Ireland spent 6.7% of its GDP, or €23.8 billion, on healthcare =
in 2019. The majority of health expenditure (74%) is funded by
the government.

e |nScotland and Wales, where an MUP had been implemented
earlier, the households that bought the most alcohol were most
likely to reduce the amount they bought by at least 7%. However,
the households that bought the most alcohol and also fell into the
lowestincome bracket (€20,000 a year and below) did not appear
to buy any less.

(b) Using the data provided and your knowledge of economics,

recommend one policy other than an MUP (price floor) that the

Irish government could introduce to reduce the overconsumption

of alcohol. [10] &



7.2 SAMPLE PAPER 3 QUESTION AND RESPONSE

| recommend that the rish government uses a tax on aleoholic
drinks tnstead of the MUR A tax has the same impact as an
MUR it increases the price of drinks with some aleohol content.
The tax can be based on the content of aleohol so a drink with 40%
aleohol content would be taxed more thaw a drink with just 5%
aleohol — the higher the aleohol content, the higher the tax.

unlike the MUR the tax will not Lincrease the revenues of
producers, as we saw b part (a) (iil). nstead, the producers of
aleohol will see their revenue decrease and the bmpact should be
greater for higher alcohol-content drinks. This would incentivize
producers to reduce the aleohol contents of their drinks or even
produce more aleohol-free party drinks such as mocktails. Hence
the external costs would be reduced with Lower aleohol content in
drinks consumed. Another advantage of a tax over the MUP is
that the tax would increase government revenue. Stnce the trish
government ran a budget deficit for 2 of the past 4 years, the
revenue could help pay back some of the past deficits (i.e. reduce
the government debt). The revenues would also help finance the
cost of Law enforcement. With wore police, they might be able

to conduct more road checks for drunk drivers and reduce the
nwmber of accidents, which Lead to a Loss of productivity. The

tax revenue can also help funance the cost of soctal work and
healtheare services, which have been increasing from 6% to

& 7% of GPR n this way, the revenue can help wmitigate some of
the external costs of excessive drinking. The tax would thus help
internalize the externality.

The government can also use the tax revenue to finance
awareness campaigns and school programmes to inform the
public, especially Youths, of the dangers associated with aleohol.
A tax would be a good Long-term. solution since it would address
future inereases in healtheare costs and change the habits of o

CONSUMEYS.

Ahe candidate has identified
a policy, an indirect tax on alcohol,
and briefly explained how the
policy would work.

Zihe candidate establishes
some of the benefits of a tax in
comparison to another policy, the
MUP. The information provided is
used to support the arguments and
the candidate also uses relevant
economic terms such as “internalize
the externality”.

Oowne limitation is that since the tax would be based on the
aleohol content, it will be Lower for drinks such as wines, which
have typically Less aleohol content thaw spirits. Since the
demand for wines can be price-inelastic, as caleulated in

(a) (il), thew the conswmption of aleohol may not drop
significantly for such drinks. Another concern is that the

o

»
. A
Ahe candidate evaluates
the effectiveness of the tax by
considering the long-term benefits
of the policy.
\ L J/
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ATR for low-income consumers is already very high and so,
since this tax is regressive, Low-income consumers woulal be
badly affected.

Actax seems to an advisable policy givew that it comes with
Aihe candidate has considered =
the limitations of the policy, based more advantages thaw disadvantages. Many of the latter can
on evidence from the materials and

be mitigated if the tax revi is spent wisely. Besides t
previous sub-parts (e.g. the ATR). . i f Meteeenis P #Y Besidesthe

awareness campaign mentioned above, it could also be used to
increase the nmumber of social work, services, which may help Low-

Ahis is a good summative LMOVWC individuals or even 'FLM WwCe retmiwiwg 'Pl’ogl’ﬂ mmes to
statement (synthesis) and it
addresses some of the limitations of
the policy (evaluation). objectives of the government.

help them get higher paying jobs. This would thus help meet other

The response meets all the descriptors of the highest mark
band (9-10).

e Theresponse identifies a tax as a policy and explains why a tax
would be an appropriate policy.

e Theresponse uses relevant economic theory such as market failure
and the need for a sustainable level of debt to support the policy
recommendation.

e Relevanteconomic terms such as “government debt” and
“regressive” are used appropriately throughout the response.

e Information from the text/data is used to support the analysis
(why a tax would be appropriate) and for evaluation (looking at
the strengths and limitations, especially in comparison to other
policies).

e The response contains evidence of effective and balanced
synthesis and evaluation since both strengths and limitations of a
tax are considered. The conclusion also provides a good summary
of the response.

This response could have achieved 10/10 marks.

Test yourself

Recommend another policy to answer part (b}, such as legislation.
Check your response against the level descriptors for the 9—10 mark
band (page 214).
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INTERNAL

ASSESSMENT

8.1 THE ECONOMICS COMMENTARIES

The economics internal assessment (IA) task requires you to produce a portfolio of three
commentaries on published extracts from the news media. Each of the three commentaries
should be no longer than 800 words, be based on different units of the syllabus (excluding
Unit 1: Introduction to economics) and demonstrate the application of a different key
concept (scarcity, choice, efficiency, equity, economic well-being, sustainability, change,
interdependence, intervention).

The IA is very different from the external assessment (papers 1, 2 and 3). It is not performed
under timed examination conditions and allows you to demonstrate the application of
economic concept to topics of your choice. The IA requirements are the same for SL and HL
students but the IA portfolio contributes 30% to the final grade for the SL course and 20% to
the final grade for the HL course.

It is recommended that you discuss your choice of article with your economics teacher
before writing a draft commentary—some articles may be very interesting but may not
have enough scope for an economics commentary. The first step of selecting a suitable
article is arguably the most important in the process of writing a good commentary. It is not
uncommon for commentaries that reflect a good understanding of economic theory to be
awarded low marks on a few criteria due to a lack of application to the article.

Your economics teacher can provide feedback on one draft for each of your three
commentaries. After reworking your draft, you submit the final commentary file (cover
page, article and commentary) to your teacher for submission on the IB portal. It is
recommended that you submit all final documents in PDF format to avoid a loss of
formatting when uploaded—IA documents are submitted in digital format.

Choosing an article

What makes an appropriate article?

Source Your news article may be from printed press (newspaper, journal) or from the internet—you will need to provide aclear
scan of printed articles so internet sources might be more convenient (most candidates use articles from internet
sources).

The following are not valid sources:

e video and audio files (e.g. podcast)

e opinion pieces from social media accounts (e.g. blogs and Facebook pages)
e advertisements

° governmentreports.

Each article must be taken from a different source.

Contents Your article must have sufficient content for analysis and evaluation.Try to focus only on what the article is about
unless some information that is not in the article is mentioned briefly as part of an evaluation For example, if the
article covers an increase in cigarette purchases but does not mention government policies to reduce consumption of
cigarettes, you should not elaborate on the use of policies such as taxes or legislation in your commentary. Including
references to other news articles or sources in a bibliography would be inappropriate (as a general rule, commentaries
should not need a bibliography).
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Avoid articles that are heavy in economic analysis as you may end up summarizing the article. In such a case, the credit
for economic analysis will not go to you but to the author of the article. Candidates who do an internet search using
economic terms such as “externalities”, “expansionary fiscal policy” or “current account deficit” will probably end up

with an article that already contains economic analysis because those are technical terms—"“cigarette tax”, “stimulus
package” or “trade deficit” are layman terms and thus more likely to return suitable articles on a web search.

Finally, keep in mind that one key concept needs to be linked to the article. Go back to the concept links in Units 2—4
for suggestions. Unit 2 commentaries are often easier to link to efficiency, interdependence and sustainability; Unit 3 to
intervention and equity; Unit 4 to economic well-being, change, interdependence, intervention and efficiency. An article
may have a lot of scope for application of economic theory but offer no easy link to one of the key concepts.

Date of Articles used must have been published no earlier than one year before the writing of the commentary. You may need
publication time to discuss the article with your teacher then write the commentary so it is advisable to select an article no more
than 10 months old.

Length Avoid articles that are too brief as there will not be enough content in the article to base the commentary on. Lengthy
articles are not advisable either as it becomes difficult to write an effective commentary when there is a lot to analyse.
As a general rule, articles should be at least one printed page long but not exceed three pages.

You are advised to highlight the section(s) of the article upon which your commentary is based. This will help you focus
on relevant content and it directs the assessor’s attention to the sections of the article you are commenting on.

Presentation
Each commentary should be submitted with a cover page and a copy of the news article.

The cover page should reflect:

e the title of the article * the commentary's word count
e the source of the article e the relevant unit of the syllabus
e the article's publication date ¢ the key concept being used.

¢ the date the commentary was written

You are advised to place the copy of the news article before the commentary since the assessor must read the
article, or at least the sections of the article you highlighted, before assessing your commentary.

Summary
Figure 8.1 summarizes the process of writing each of your economics commentaries.
~
e Choose a news article that llustrates the application of economic concepts from Unit 2, 3 or 4 and one of the key concepts
* Discuss your choice of article with your teacher before writing your draft commentary
Select article
J
™
» Write a commentary that does not exceed 800 words
* Your teacher may only provide feedback once per commentary so invest time and effortinto your draft
Submit draft * Submit your draft to your teacher for feedback
commentary J
~
* Revise your commentary based on your teacher's feedback
* You cannot revise your commentary once submitted so check the document carefully, especially diagrams for missing or
o incorrect labels (see sub-unit 8.2 for a more comprehensive checklist)
Submit final . ) . .
e Submit the final version of your commentary, preferably in PDF format
commentary
=4

A Figure 8.1 Writing your economic commentary: a three-stage process
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8.2 THE IA ASSESSMENT CRITERIA

Each of your three commentaries will be assessed using five
criteria, A-E.

Criterion Commentary section Marks
A Diagrams 3

B Terminology [2

G Application and analysis E

D Key concept 3

E Evaluation 2
Total 14

There is one additional criterion for the whole portfolio.

Criterion | Commentary section | Marks |

F | Rubric requirements 3 |

The maximum for the portfolio is 45 marks: (14 marks x
3 commentaries) + 3 marks = 42 + 3 marks.

Criterion A: Diagrams

This criterion assesses your ability to construct and explain diagrams.

Marks Descriptor

0 The work does not reach a standard described by the descriptors below.

1 Relevant diagram (s] are included but not explained, or the explanations are incorrect.

2 - Relevant, accurate and correctly labelled diagram(s) are included, with a limited explanation.
3 ‘ Relevant, accurate and correctly labelled diagram (s) are included, with a full explanation.

The table below sets out what is required for your diagrams to be
awarded 3 marks on criterion A.

Your diagrams must be:

relevant e Your diagram(s) should relate to the article. For example, you should only draw an AD/AS diagram to
illustrate the impact of expansionary fiscal policy if the article mentions an increase in government
spending and/or reduction in direct taxes.

e Note that the criterion A descriptors state diagram(s)—it is possible to be awarded 3 marks with a single
diagram. If there are no obvious other diagrams to illustrate your economic analysis, then keep to one
diagram. If you only use one diagram it should be dynamic—more on this later. Adding unnecessary
diagrams will probably lead to a lower mark on this criterion as the diagrams used must be relevant and
fully explained [within the 800-word limit).

e Statistical tables and charts are not considered to be diagrams.

accurate *  Your diagrams must be adapted to precisely describe the contents of the article. For example, if your
article describes both an increase in cost-push and demand-pull inflation but it is made clear that most
of the increase in the price level comes from higher costs of production, then the leftward shift in SRAS
must be greater than the rightward shift in AD.

e Do not use diagrams downloaded from the internet or scanned from a textbook. They are not your
own diagrams and since they are not adapted to the article, they are generic. If you have difficulties
constructing your diagram (s) using software, it is preferable to draw them by hand, scan them and
insert them at the appropriate part of the commentary.
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correctly labelled These are common reasons for candidates losing marks on criterion A.

* Missing labels—make sure all axes and curves are labelled. Candidates tend to forget to label the world
supply/price line on international trade diagrams.

e Incorrect labels—in particular, candidates sometimes mix microeconomic and macroeconomic labels
(e.g. they include an AD/AS diagram with axes incorrectly labelled as “price” and “quantity”).
* lItisalways a good idea to customize the labels of your diagrams. For example, use the label “Price of oil”

instead of just “price”; “SChina” instead of ‘SWorld” if imports are only coming from China; “$7” instead of
“P1”if the article states that the price is $7.

* Onlyinclude labels next to curves and axes. Do not add brief explanation notes on your diagram to go
around the 800-word limit. Note that the word count does not include:

e labels on diagrams—of 5 words or fewer
* headings on diagrams—of 10 words or fewer.

e Labels and headings that exceed these word limits must be included in the word count of
your commentary.

fully explained e Diagrams need to be sufficiently referenced in your explanation. The best way to make sure your
diagrams are effective is to: draw dynamic diagrams (ones that illustrate movements in curves—static
diagrams have limited scope for referencing); refer to the changes in curves and variables in your

o«

explanation (e.g. “price increases from P1 to P2”, “aggregate demand decreases from AD1 to AD2").

e Position your diagrams judiciously. Diagrams tend to be more effective when their explanation appears
on the same page. You are strongly advised against placing all your diagrams together at the end of
your commentary.

Criterion B: Terminology

This criterion assesses the extent to which appropriate economic terminology is used.

Marks Descriptor
0 The work does not reach a standard described by the descriptors below.
1 Economic terminology relevant to the article is included in the commentary.
2 Economic terminology relevant to the article is used appropriately throughout the commentary.

The table below shows what is required to be awarded 2 marks on criterion B.

The economics terms
you use must be:

relevant e Economic terms, learned as part of the IB course, must be included in your analysis. It is a test of your
ability to convert layman terms used in the article to economic terms. For example, if the article mentions
the “medical costs borne by the family members of smokers”, you need to identify those as “third-party
costs” or “external costs”; “cash handouts during a recession” are “transfer payments”, which are part of
“expansionary fiscal policy”.

e Tryto be as specific as possible—"negative externalities from production”, “direct taxes”, “structural

unemployment” and “cost-push inflation” are more precise terms than “externalities”, “taxes”,
“unemployment” and “inflation”.

used appropriately e Do not misuse terms or include terms that are not relevant to the article or analysis.

* Note that you are not required to define the economic terms you use. This criterion assesses your ability
to use economic terms, not to define them. However, to reach the highest mark on criterion C, you might
need to explain the concepts central to your economic analysis and sometimes a definition may help
with the economic analysis. For example, if the article is about carbon taxes imposed in Canada, you
would probably need to explain that the taxes are necessary to internalize negative externalities from
production. To be effective, you would probably establish the external costs incurred. In such a scenario,
you might find it useful to define negative externalities from production. In short, you should only define
terms if it makes your analysis more effective; do not define terms indiscriminately.

Criterion C: Application and analysis

This criterion assesses the extent to which you apply and analyse economic theory in the context of
the article.

224



8.2 THE IA ASSESSMENT CRITERIA

Marks Descriptor

0 The work does not reach a standard described by the descriptors below.

1 Relevant economic terminology is applied to the article with limited analysis.

2 Relevant economic terminology is applied to the article throughout the commentary with appropriate economic analysis.
3 | Relevant economic terminology is applied to the article throughout the commentary with effective economic analysis.

To be awarded 3 marks on criterion C, the commentary must demonstrate both application and effective
analysis.

Application is the identification of the correct economic concepts and theories applicable to the context set
in the article. Examples would be identifying the correct type of market structure, unemployment, demand-
side policy or trade protection. Discussing structural unemployment when the article is describing cyclical
unemployment would not be applying relevant economic theory to the article.

Analysis is the detailed examination of the economic issue(s). For instance, you might examine the sources
of inflation or the consequences of higher income tax. Analysis is effective when it is consistently applied to
the context set in the article. A purely theoretical analysis (as presented in textbooks) without adaptation to
the article’s contents will not reach the highest mark on this criterion.

Criterion D: Key concept

This criterion assesses the effective application of one of the nine key concepts to the article (scarcity, choice,
efficiency, equity, economic well-being, sustainability, change, interdependence, intervention).

Marks Descriptor

0 Either the work does not reach a standard described by the descriptors belowor the key concept identified has already
been used in another commentary.

1 Akey concept is identified and there has been no attempt to link it to the article.

2 ' Akey concept is identified and the link to the article is partially explained.

3 Akey concept is identified and the link to the article is fully explained.

To be awarded 3 marks on criterion D, you need to do the following.
* Choose a different key concept for each commentary.

* Choose a key concept that can be applied to the issue(s) discussed in the article. If the link to the article
is superficial, it is likely that only 1 mark will be awarded. Consider the “Concept link” suggestions in
Units 2, 3 and 4.

¢ Make explicit references to the key concept in your commentary. It is advisable to write the key concept
in bold type whenever you mention it. This will remind the assessor that you have applied the key
concept. Note that the key concept should not be mentioned just once in the introduction and/or once in
the conclusion. The link to the article must be fully explained, not briefly mentioned. That is why when
choosing an article, you must make sure there is an appropriate key concept to use that hasn’t yet been
used.

Criterion E: Evaluation

This criterion assesses the extent to which your judgments are supported by reasoned argument.

Marks @ Descriptor

0 The work does not reach a standard described by the descriptors below.

il I Judgments are made that are supported by limited reasoning.

2 Judgments are made that are supported by appropriate reasoning.

3 Judgments are made that are supported by effective and balanced reasoning.

Evaluation is demonstrated when you reach judgments based on economic analysis and the information
provided in the article. Some ways to demonstrate evaluation follow.

225



INTERNAL ASSESSMENT (IA)

e Establish the most and least likely causes or consequences of an economic problem. For example, inflation
may lead to a loss in export competitiveness and greater inequality. Is there evidence in the article that the
country is reliant on exports or that the distribution of income is highly unequal? Then you could establish
the most serious consequence of inflation for the country under study. Phrases such as “the most effective
policy ...” or “the weakest argument in favour of ...” are helpful in introducing evaluative statements.

e Distinguish between the short-term and long-term benefits and/or costs of policies. For instance, stricter
environmental protection laws introduced in Papua New Guinea may reduce the profitability of firms
engaged in mining activities. This may lead to a short-term cost to the economy as fewer MNCs invest
in Papua New Guinea, but the policy comes with a long-term benefit as the laws reduce the threat to
sustainability.

e Discuss the validity of the author’s arguments, using economic rationale. The author might not have
considered all perspectives on the economic issue(s) discussed.

e Establish the limitations of economic theory in the context of the article. Many economic concepts and
models come with assumptions that may not hold. For instance, trade protection may not be effective in
protecting domestic producers if consumers do not see imports and local products as close substitutes.

e Discuss the likely effectiveness of policies or strategies. For example, would expansionary monetary
policy be effective in boosting consumers” and firms” spending if the article suggests poor business and
consumer confidence?

To be awarded 3 marks on criterion E, judgments must be as follows.

*  Your own—the article's author might give a personal opinion and summarizing it is not evaluation (but
finding flaws in the author’s economic reasoning is clearly good evaluation).

e Supported—it is not sufficient to state that reduced export competitiveness is the biggest threat from
inflation. Why is export competitiveness so important in this case? Similarly, stating that green taxes
come with a short-term cost must also be supported. What is the cost and what is the short-term impact?

Judgments must be supported by effective and balanced reasoning. Your reasoning is effective if it is

based on two components: information from the text—for example, you might say that reduced export
competitiveness is the biggest threat from inflation sinice the article states that 20% of workers are employed in
export industries; and economic theory—for instance, you can logically deduce that the loss of jobs in export
industries might lead to structural unemployment. Balanced reasoning implies that all relevant information
and perspectives are considered. For example, ignoring a statement that the country’s inflation is at very
nearly the same level as inflation in other economies would reduce the validity of the claim that inflation is a
threat to export competitiveness.

Criterion F: Rubric requirements

Under this criterion, 3 marks are awarded for meeting the following requirements for your commentaries.
e Each article is based on a different unit of the syllabus.

e Each article is taken from a different and appropriate source.

e Each article was published no earlier than one year before the writing of the commentary.

Marks | Descriptor

0 The work does not reach a standard described by the descriptors below.
1 One rubric requirement is met.

2 Two rubric requirements are met.

S Three rubric requirements are met.
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8.3 THE IA CHECKLIST

Use this list to check that your commentaries have all the elements required for the highest scores.

Item | Check? |

The article was published less than a year ago.

The article is taken from an appropriate source (e.g. not a blog or Facebook page) and the source was not used for any
other commentaries.

The article illustrates economic theory learned in Unit 2, 3 or 4.

The article allows for a clear link to one key concept (which has not been used for any other commentaries).

D00 00

The relevant sections of the article are highlighted.

The cover page indicates the sequence of the commentary in the portfolio (that is, commentary 1, commentary 2 or
commentary 3).

The cover page states the title of the article.

The cover page states the source of the article.

The cover page states the date the article was published.

The cover page states the date the commentary was written.

The cover page states the word count of the commentary.

The cover page states the unit of the syllabus.

The cover page states the key concept.

N o

The diagrams are fully labelled (axes and curves) and the labels are correct.

All labels on diagrams meet the 5-word limit and diagram headings meet the 10-word limit. Labels and headings that exceed
these word limits are included in the word count.

The diagrams are fully explained and references are made to them in the commentary.

The diagrams are adapted to the context of the article where possible (e.g. they have customized labels).

The commentary focuses on the issues or policies mentioned in the article and these are explained using economic theory.

Relevant economic terms are used throughout the analysis.

The key concept was not used in other commentaries.

The link to the key concept is explained.

The key concept is written in bold type every time it is mentioned in the commentary.

Judgments are supported by information from the article and economic theory.

o o o | o

Each article is based on a different unit of the syllabus.

Each article is taken from a different and appropriate source.

Each article was published no earlier than one year before the writing of the commentary.

All files are in PDF format.

o]} o} o
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8.4 SAMPLE IA COMMENTARY 1

Cover page
Commentary number | 1
Title of the article Indonesia parliament tells government to tax a wider range of
plastic products
Whe article is t0o old. The Source of the article https://www.reuters.com/artlcle/us-lndonesm-economg-tax-
. idUSKBN20DODH
commentary was written more
than a year after the article was Date of publication 18 February 2020
published so the portfolio will not Date the commentary | 15 May 2021
achieve 3 marks on criterion F. was written
Number of words 692
Section of the Unit 2: Microeconomics
syllabus (Unit)
Key concept Economic well-being
Article

Ahe candidate has highlighted Ind . li t tell ttot id £
the sections of the article relevant to ndonesia pariiament tells government to tax a wiaer range o

the commentary. plastic products
JAKARTA (Reuters) - Indonesia’s parliament on Wednesday told the government

to tax a wider range of plastic products than it had proposed, but held off on the
administration’s plans to levy sweet drinks and polluting vehicles.

The government had at first proposed to impose excise taxes on plastic
bags, sweetened beverages and vehicles that emit carbon dioxide, to
discourage their use, cut waste and reduce pollution in Southeast Asia’s
largest economy.

The government proposal came amid weak tax collection after the economy grew
atits slowest pace in three years in 2019. Indonesia had a nearly $15 billion
revenue shortfall last year due to weak company profits and falling exports.

Finance Minister Sri Mulyani Indrawati said after the parliamentary hearing
that she would have to redesign her policy, as lawmakers’ approval was for
duties on a wider range of products than originally asked for.

The Indonesian Olefin, Aromatic and Plastic Industry Association rejected
parliament’s move, with its secretary general, Fajar Budiyono, suggesting
the government should apply duties only on imported plastic goods.

“It will be very difficult to apply excise on end products made of
plastic . . .Too many small players,” Budiyono said, adding that he
predicted smuggling of plastic products would increase.

Indrawati had also asked to levy taxes ranging from 1,500 rupiah to 2,500
rupiah ($0.11 to $0.18) per litre on sweetened beverages to control the
rise of diabetes and obesity levels, which have steadily increased in
Indonesia over the past decade.

Some 2% of Indonesians aged 15 and above suffered from diabetes in
2018, up from 1.1% in 2007, while the number of obese adults rose from
10.5% in 2007 t0 21.8% in 2018.

o
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Another proposal was to impose duties on new vehicles that emit carbon
dioxide as part of efforts to control pollution.

Parliament wants the finance minister to provide further explanation of the
plans to implement excise taxes on sweet drinks and vehicles, said Dito
Ganinduto, chairman of parliament’s finance commission.

The total additional revenue expected from Indrawati’s original proposal
per fiscal year was 23.56 trillion rupiah ($1.72 billion).

https:/www.reuters.com/article/us-indonesia-economy-tax-idUSKBN20DODH

8.4 SAMPLE |IA COMMENTARY 1

\
VYhe candidate summarizes the

article, which is unnecessary since
the assessor must read the article,
or at least the highlighted sections.
As neither economic analysis nor
economic terms are applied, this
paragraph does not contribute to
any of the A-E criteria.

‘Yhe candidate should have
used the term “demerit good” here.

Commentary

This article recounts the effort of the Indonesian government to fight the rise in
the rates of obesity and diabetes, as well as pollution in Indonesia. A series of
taxes were proposed to reduce the use of plastic bags, polluting vehicles and
consumption of sugar. The article also points out the Indonesian economy
grew at its slowest pace in three years and that tax revenue has fallen.

The Indonesian government deems consumption of sweet drinks
undesirable due to the negative effects of the excessive consumption has
on health, which can cause diseases such as diabetes and obesity.

The consumption of sweet drinks generates negative externalities such as
added burden on a country’s healthcare system, resulting market failure as
resources are overallocated to the market for sweet drinks. To mitigate this,

Indonesia has adopted taxes on sweet drinks. rs

Negative externalities refer to costs borne by third parties who are notinvolved
in the consumption of production activity, for which there is no compensation.
Market failure is defined as failure of the market to achieve efficiency in the
allocation of society’s resources, resulting in an over-allocation or under-
allocation of resources in the absence of government intervention.

Price of p
sweet
drinks

S = MPC = MsSC

welfare Loss

Pe

Ahe candidate makes good
use of terms to establish the
economic issue discussed in
the article.

~

Vhe tax on sweet drinks was
proposed but not implemented.
It is the tax on plastic that was
implemented. The commentary
should reflect the exact contents of
the article to achieve 3 marks on
kcriterion C.

Wefinitions do not contribute
to marks on criterion B. There
is limited value in defining
negative externalities and market
failure here. The definition of
externalities might have been more
adequate as part of the analysis in
Lthe next paragraph.

‘Phe diagram is correct but
not fully explained. What is the
difference between MPB and
MSB? What is the socially optimal
quantity and what is the market
quantity on the diagram? Hardly
any reference is made to the
diagram and this would affect the

MPB =D

Quantity of sweet drinks
Figure 1

With reference to Figure 1, those who consume sweet drinks tend to consider
only private benefit and not take into account negative externalities, which
include effects such as pressure on the national healthcare system due to
“prevalence of diabetes and obesity levels”. Because of this, the marginal
social benefit (MSB] is less than the marginal private benefit (MPB).

The analysis that follows assumes no externalities generated from the
production of sweet drinks, thus marginal private cost (MPC) equals marginal
social cost (MSC). Without government intervention, the diagram shows that

o

mark awarded on criterion A.
\
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Vhe candidate refers to
“overproduction” when this is a
case of negatively externality from
consumption. The correct economic
 term is “overconsumption”.

Ahe welfare loss is correctly
Lidentified and explained.

Ahere is good use of
information (data) from the article.
This diagram is better explained
than the previous diagram
with effective references to the
annotations made.

Wowever, the candidate
continues to state that the tax
was imposed when it was only
Lproposecl.

Vhis judgment is not
supported. Why will it help in the
Lshort term?

Zhe candidate establishes
a link to the key concept, which
is written in bold to attract the
kassessor ’s attention.

&

Phe key concept is mentioned
late in the commentary and the link
superficial. Is economic well-being
Lonly about health?

e

-
VPhe difficulty in establishing

the amount of the tax is a
theoretical judgment but the notion
that it could cause damage to
firms is supported by the article.
However, there is no evidence that
the producers of sweet drinks are
exporters. The argument would
have been more effective had

it considered the tax on plastic,

as production of many goods
[ plastic.

=1

the socially optimal quantity is less than the market quantity, resulting in
overproduction.

This overproduction results in social costs being greater than social benefits,
causing a welfare loss, as represented by the shaded area in the graph. This
results in social inefficiency and market failure, as scarce resources are
being over-allocated to producing sweet drinks.

To reduce market failure by reducing consumption of sweet drinks, the
Indonesian government has imposed a “levy excise taxes of 1,500 rupiah

to 2,500 rupiah (US$0.11-US$0.18) per litre on sugar- and artificial sugar-
sweetened beverages”. Ideally, this tax would be equal to the external cost,
shifting the MPC curve upward to the MPC + tax curve, as shown in Figure

2. This causes the price per unit of sweet drink to increase from Pe to Pel,
thereby reducing quantity demanded from Qe to Qs, the socially optimal level.

Price of4 S1 (MPC + tax)

sweet

drinks

MPC = MSC
PeLfprmmmmmm——
Pef
MPB =D
@< ®e Quantity of sweet
drinks
Figure 2

The immediate increase in price would likely discourage consumption in the
shortterm.

Itis a good policy because it willimprove the health of the people in
Indonesia and hence improve their economic well-being. The government
can utilise the tax revenue generated for on medical services, especially if
pre-existentimpacts of heavy consumption of sweet drinks have placed a
strain on the healthcare system. Tax revenue can also be used to support
funding for information provision to advocate against high consumption of
sugar, such as low-sugar drink campaigns in schools.

However, there are also disadvantages. It would be difficult for the
government to measure the marginal external cost and set the tax at exactly
the correct value. Should the tax be too light, overproduction would still
occur. Should the tax be too hefty, underproduction would occur. This would
be particularly harmful in Indonesia, which has already been experiencing
“weak company profits and falling exports”.
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d . 3
? | Vhe conclusion makes an
. L . . interesting point but the article
In conclusion, a reduct!on in consumption cannot.be accomplished through does not suggest it. The candidate
ataxalone. Though an increased price in sweet drinks may help toreduce  ®= could explain this point with some
consumption in the short run, Indonesia’s heavy entrenchment in the culture economic terminology. It seems
of consuming sweet drinks may cause citizens to adapt to the higher prices that the suggestion is that demand
in the long run and still consume the initial quantity. The increase in prices o prige Aneleie, Wi dfsaneiion
luh h hasi findividual that the higher prices would affect
may merely hurt the purchasing power of individuals. purchasing power was another
| | opportunity to link to the key
concept.
. P J
Marks awarded

Criterion | Mark Justification

A 2 The diagrams are fully and correctly labelled but not always fully explained. In particular, the first diagram was
hardly explained. More effective referencing, especially for Figure 1, would likely see the grade increase to 3
marks.

B 1 Relevant economic terms were used in the commentary, but some terms were missing (e.g. “demerit goods”) or
used incorrectly (e.g. “overproduction”).

C 2 There is valid analysis that relates to the article, but the analysis is not always effective. The tax on sweet drinks
was only proposed but the commentary suggest it was implemented. On the other hand, the tax on plastic,
which is mentioned multiple times in the article, is not considered in the commentary.

D 2 Alink to the key concept is established but it is rather superficial. There are a lot of dimensions to economic well-
being. Considering the impact of the tax on plastic on producers of affected products, and the risk of informal
employment (smuggling is mentioned in the article, would have allowed for a fuller discussion].

E 1 Judgments are not always supported or they are supported by limited reasoning (e.g. theoretical arguments).
The article has scope for effective evaluation, especially in considering the difficulties in implementing the tax on
plastic. There is also a mention of parallel markets that could affect the effectiveness of the tax.

TOTAL 8

As the article is more than a year old, the portfolio will be awarded a maximum of 2 marks on criterion F.

8.5 SAMPLE IA COMMENTARY 2

Cover page
Commentary number 2
Title of the article New Zealand unveils $8,600 subsidy for electric vehicles to
reduce emissions
Source of the article https://www.theguardian.com/environment/2021/jun/14/
new-zealand-unveils-8600-subsidy-for-electric-vehicles-to-
reduce-emissions
Date of publication 14 June 2021
Date the commentary 02 March 2022
was written
Number of words 789
Section of the syllabus Unit 2: Microeconomics
(Unit)
Key concept Intervention
Article
New Zealand unveils $8,600 subsidy for electric vehicles to reduce
emissions
The New Zealand government is introducing subsidies to make electric
vehicles thousands of dollars cheaper and new petrol and diesel cars
more expensive, as the country tries transition to an emissions-free fleet.
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Ahe candidate has highlighted
the sections of the article relevant to
the commentary.

232

The changes follow New Zealand’s Climate Commission recommendations
which laid out sweeping changes required to get the country closer to its
emissions targets.

The subsidies for electric and some hybrid vehicles would be up to
NZ$8,625 (£4,360) for new vehicles and NZ$3,450 (£1,744) for used
cars. They will start next month.

Transport now makes up almost 33% of long-lived greenhouse gas emissions
in Aotearoa, and last week, the Climate Commission laid out new benchmarks
for the country to transform the makeup of its fleet. The commission’s
recommended plan included banning imports of petrol and diesel cars by
2032, and that road transport be almost completely decarbonised by 2050.
To meet its goal for transport emissions, the commission concluded electric
vehicles would need to make up half of all light vehicle registrations by 2029,
and 100% by 2035.

“Our transport emissions are the fastest growing source of greenhouse
gas emissions in New Zealand, so we need to start taking action now if we
are going to meet our 2050 targets,” transport minister Michael Wood said
in a written statement.

“New Zealand is actually lagging behind on the uptake of EVs, so we
are playing catch up internationally,” he said. He said the policy would
prevent up to an estimated 9.2m tonnes of carbon dioxide emissions.

The subsidies would be funded by introducing new charges on imports of
high-emission utility vehicles and SUVs. For example, an imported Toyota
Hilux — one of New Zealand’s more popular utes — could incur a fee of
NZ$2,900. Those fees would kick in at the start of January 2022.

New Zealand is one of the world’s worst performers on emission
increases, and hitting its climate goals will require a reversal of its current
trajectory. The country’s emissions rose by 57% between 1990 and 2018
—the second greatest increase of all industrialised countries. Earlier this
year, data showed that New Zealand’s emissions had increased by 2% in
2018-189.

Climate change minister James Shaw said that at present, low emissions
vehicles were financially out of the reach of many New Zealanders.

“As technology develops and more manufacturers decide to stop making
petrol and diesel cars, the cost of low emissions vehicles will come down.
However at the moment they are still more expensive to buy. Today’s
announcement helps to address that,” he said.

The policy has sparked some criticism. Centre-right opposition party
National said tying the rebates to fees on higher-emissions vehicles
meant it amounted to a “reverse Robin Hood” strategy — imposing

fees on lower and middle-income New Zealanders while subsidising
those wealthy enough to afford a new electric vehicle. The policy would
“unfairly hurt farmers, tradespeople and low-income earners for whom
low-emission vehicles will still be too expensive or unsuitable for their
lifestyle,” said shadow transport spokesperson Michael Woodhouse.

Woodhouse said National supported incentives for people to buy EVs but
disagreed with financially punishing those who didn’t.

Wood said that the policy “only applies to new and used cars arriving
in New Zealand, so the existing secondhand market of cars that lower
income families tend to purchase from will not be affected”.
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Shaw said the policy “will also stimulate the second-hand market, so in
the years to come even more people can access low carbon transport
options”.

Many other nations already have subsidies for electric vehicles. Germany
introduced a €4,000 (NZ$6,785) subsidy for electric vehicles back in
2016. Slightly less-generous subsidies exist in the UK, where buyers can
geta grant for an electric cars of £2,500 (nearly NZ$5,000) — reduced
from £3,000 in March.

Other countries have taken more radical steps. In Norway, electric cars
now make up 54% of market share, after the country exempted fully
electric vehicles from taxes imposed on those relying on fossil fuels. That
move made new electric models cheaper than some comparable petrol
cars for Norwegians.

https://www.theguardian.com/environment/2021/jun/14/new-zealand-
unveils-8600-subsidy-for-electric-vehicles-to-reduce-emissions

Commentary

Electric vehicles (EVs) are substitutes for conventional cars, which will be
referred to as high-emission vehicles. While EVs contribute as much to traffic
congestion as high-emission vehicles, they help to reduce greenhouse

gas emissions and hence reduce some of the costs incurred to society Ahe candidate has introduced
from the use of high-emission vehicles such as air pollution and global the economic issue presented in

ino. Hioh S . hicl | dditi | h h the article (threat to sustainability)
warming. High-emission vehicles also generate additional costs to those who which is explained using economic

may have to deal with health impacts from pollution due to the excessive concepts from Unit 2. The key
greenhouse gas emissions. Hence, the use of high-emission vehicles concept is also introduced and
brings about negative externalities. They impose costs on third parties linked to the article.

such as those who suffer from poor health due to pollution and the future
generations as global warming reduces results in the loss of biodiversity.
Moreover, “New Zealand is one of the world’s worst performers on emission
increases”, implying that the external costs are rapidly increasing as the
country’s emissions rose by 57% between 1990 and 2018 — the second
greatestincrease of all industrialised countries”. The threat to sustainability
is a global concern, international cooperation is needed, and New Zealand
must do its part. Vehicle markets will to be regulated hence theintervention
through subsidies for electric vehicles and higher tax on some high-polluting
vehicles.

Price of Eve
E

1] S .

[ e e o LR

Ahe diagram is fully and

> Quantity of Evs correctly labelled. The labels for
axes are customized to the relevant
market.
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A Figure 1 Effect of a subsidy on EVs
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Aihe candidate makes
effective references to the diagram
to explain it. Evaluation is also The subsidy on EVs decreases the costs of production, hence the supply
evident through acknowledgment curve shifts downwards and increases as shown by the new supply
of the limitations of the analysis curve, S2 on Figure 1. The subsidy results in a new equilibrium at E2 and
(that there is no consideration of L2 . , .
externalities from EVs). areduction in price by NZ$8,625 for new vehicles from Pe to Pe’, which
incentivizes consumers to increase the consumption of EVs, resulting in
the quantity demanded moving to Qe’. This analysis does not consider the
third-party impact of EVs (such as traffic congestion) or the impact of the
production of their batteries on the environment. This analysis is limited to
the impact of lower prices of a substitute to high-emission vehicles.
Price of private
transportation by high-
enLssLon cars

MsC

MPC =S

(e e e ettt e

1 1

1 1

Pl

. 4 D=MPB=MSE

i i

i i ) )

. - ~ = > Quantity oﬁmvate/
Ahe diagram is fully and transportation by high-
correctly labelled. The labels are emission cars

customized, where applicable.
(Note that the labels for each axis | _g 4 Figure 2 The market for private transportation by high-emission cars
exceed five words so they must be

Lincluded in the word count.) . Figure 2 illustrates the market for private transportation by high-emission
cars before intervention. By driving high-emission cars, drivers incur costs
Zihe analysis remains focused 1 on third parties. The Marginal Social Cost (MSC) is thus greater than the
on the context set in the article. The Marginal Private Cost (MPC). However, the market only considers private
second diagram is explained. The costs and benefits and will settle at E1 (Pe, Qe). At Qe, there is allocative

candidate has also made effective  |_g inefficiency since MSC > MSB, and private transportation is overproduced
use of information from the article . . . K .
in relation to the socially optimum amount (Qs). This suggests an over-

(the price of EVs). . h . . . .

\. o allocation of resources in the production of private transportation by high-
emission cars, resulting in market failure and hence a welfare loss (shaded
area). To achieve (s, the New Zealand government opted forintervention
through the subsidy of NZ$8,625 and NZ$3,450 for new and used EVs
respectively and taxes on the most polluting cars (SUVs).

Price of private
transportation by high- o MSC
emission cars
MPC =S
Ps
Pefmmmmmm o ;
I
: i
i N D D=MPR=MSE
| ]
Ahe diagram is fully and : i Quantity of private
correctly labelled. The labels were e e transportation by high-
customized, where applicable. emission cars )

(Note that the labels for the axes
will count to the word count as
they exceed the five-word limit.)

A Figure 3 Impact of intervention

‘ ©

234



In the market for high-emission vehicles, the EV subsidy leads to a change in
a non-price determinant of demand. The demand for private transportation
by high-emission cars decreases from D to D’ on figure 3, due to the lower
price of a substitute — EVs. The supply also decreases, from Sto S’, due to
the higher tax (for SUVs). The market for high-emission cars will settle at E2
where D’ =S’ At this new equilibrium, Qs is reached, and the welfare loss

is eliminated. Although it is unlikely thatintervention is precise enough to
reach E2. The change in prices due to subsidies and taxes create incentives
to consumers but theirimpacts are hard to estimate. Consumers also

need time to react, especially in the short-term as cars are long time
commitments and itis likely that residents who recently purchased a
vehicle will take time to react to the lower-priced EVs. That may be why the
New Zealand authorities set a long-term target “to meet its goal for transport
emissions... by 2035”.

&=

While governments may struggle to fund the subsidies, the imposition of
an indirect tax simultaneously on high-emission vehicles helps generate
revenue to fund the subsidy. This ensures that the intervention does
notincur an opportunity cost as the government does not need to forgo

-
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Lkey concept).

Ahe analysis continues to
be anchored on the contents of
the article. There is apt use of
information from the article (the
long-term target). Evaluation is
evident in the form of consideration
of limitation and effectiveness of
intervention (which is also the

expenditure elsewhere. Furthermore, over time, there will also be more
second-hand EVs which are more affordable options. More importantly, with
improvements in technology, firms can increase the supply of EVs in the
market and eventually decrease the price of EVs. This can help to reduce the
need for a subsidy since a subsidy is not a sustainable policy. With a gradual
increase in the supply of EVs, the price of EVs for consumers will reduce,
resulting in an increase in consumption and achieving the target set by the
government to have all cars being EVs in 2050.

Marks awarded

Lcontents of the article.

Aihe candidate formulates
some judgments that are supported
by economic theory and the

Criterion | Mark Justification

A 3 The diagrams are fully and correctly labelled. They are also fully explained.

B 2 Relevant economic terms (e.g. “substitutes”, “non-price determinant of demand”, “market failure”) are used
throughout the commentary.

C 3 There is valid analysis that relates to the article—every paragraph contains economic analysis that is based on
the contents of the article.

D 3 Alink to the key concept is established and many attempts are made to bring the key concept into the analysis
as well as the evaluation.

E 3 Judgments are made and supported both by the article and economic analysis.

Total 14
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PAPERS

PRACTICE EXAMINATION

By this point, you will have refreshed your understanding of the content from the four units of the IB
economics syllabus. Additionally, you will have picked up some key techniques and skills to refine your

examination skills. It is now time to put these skills to the test; in this unit you will find original examination
questions for each paper. After you have written your answers, you can check them using the mark schemes

that

are available at www.oxfordsecondary.com/ib-prepared-support.

9.1 PAPER 1

This sub-unit presents two sample paper 1 examinations. The first sample paper tests common SL and

HL topics. The second sample paper focuses on HL extension topics. However, HL papers may also test

common SL and HL content.

Instructions e Answer one question.

e Duration: 1 hour 15 minutes e Use fully labelled diagrams where appropriate.

* You are not permitted access to a calculator for

this paper. is [25 marks].

Sample paper 1 (SL and HL)

1

(a) Explain two reasons why governments might intervene in agricultural markets.
(b) Using real-world examples, examine the consequences of price controls in agricultural markets.
(a) Explain two government policies which might cause economic inequality and poverty in an economy.

(b) Using real-world examples, evaluate the view that government policies which aim to achieve a more
equal distribution of income will inevitably lead to a slower rate of economic growth.

(a) Explain how gender inequality and the prevalence of informal activities are barriers to economic
development in economically least developed countries (ELDCs).

(b) Using real-world examples, discuss the impact of an openness to foreign direct investment (FDI) on
economic development in economically least developed countries (ELDCs).

Sample paper 1 (HL)

1

236

(a) Explain how a natural monopoly may arise.

(b) Using real-world examples, evaluate the view that industries with a large number of small firms are
more desirable than industries dominated by a few large firms.

(a) Using the concept of the multiplier, explain how an increase in government spending might affect
aggregate demand.

(b) Using real-world examples, evaluate the view that there is always a trade-off between inflation
and unemployment.

(a) Explain how membership to a preferential trading bloc may lead to trade diversion.

(b) Using real-world examples, evaluate the view that membership to a trading bloc will create
winners butalso losers.

[10]
[15]
[10]

[15]
[10]

[15]

[10]
[15]
[10]

[15]
[10]

[15]

¢ The maximum mark for this examination paper

A

W
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9.2 PAPER?2

Instructions e Unless otherwise stated in the question, all
numerical answers must be given exactly or

* Duration: 1 hour 45 minutes correct to two decimal places.

*  You are permitted access to a calculator for this
paper.

* Answer one question.

*  You must show all your working.

* Use fully labelled diagrams and references to the
text/data where appropriate.

* The maximum mark for this examination paper
is [40 marks].

Sample paper 2 (SL and HL)

1. Read the extracts and answer the questions that follow.

Text A: An overview of Australia

1. Australia is a large country in terms of land area but its population size of 25.7 million makes it a
relatively small market. An open economy with minimal trade protection on imports of goods
and services, Australia has signed free trade agreements (FTAs) with multiple countries in Asia,
New Zealand and the USA.

2. The country’s openness to trade has kept Australian firms competitive, increasing productivity and
keeping inflation low. The majority of Australia’s imports are manufactured goods from low wage
countries. This has resulted in job losses in manufacturing, especially in textile, clothing, footwear
and leather manufacturing industries.

3. Australia’s abundant natural resources attract high levels of foreign direct investment (FDI). The
significant revenue from the exports of minerals, metals, energy and food have allowed for two
decades of high economic growth.

4. However, economic activity slowed considerably in 2018. A sharp fall in commodity prices and
slower economic growth in Asia reduced export revenue significantly. Political tensions with China,
the world’s largest consumer market, had a significant impact on the economy. The value of the
Australian dollar decreased by 9.85% against the US dollar in 2018.

5. Although Australia and China signed an FTA in 2015, the two nations have engaged in a trade
war since 2019. Despite being members of an FTA with Australia, China imposed tariffs on
imports from Australia, in particular beef, barley, coal, cotton, seafood and wine. Iron ore, a major
Australian export and a critical input for China’s massive steel sector, has been spared.

6. Australian wine producers were most affected by the trade sanctions as China imposed high tariffs
on Australian wine following allegation of dumping. Sales to China represented 39% of the total
export value of Australian wine in 2020, followed by the USA (15%) and the UK (13%).

Text B: Greater economic integration with India and the UK

1. Australia signed two trade agreements in 2022, one with India and the other with the UK. They
will result in the removal of tariffs on more than $17 billion worth of Australian exports to the two
nations. Some tariffs will be removed immediately while others will be progressively removed over
10 years. In return, Australia will remove tariffs on almost all imports from India and the UK.

2. Australian agricultural producers are especially anxious to gain greater market access to India, the
world’s second most populous nation, in light of increased trade protection by China. Exports of
Australian wines to India, however, will be subject to a reduced tariff of 75% instead of the current
rate of 150%. This tariff will be reduced to 25% over 10 years. The agreement with the UK will
result in the immediate elimination of UK tariffs on wine.
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1.

3.

The Australian government will also issue more visas for young people from India and the UK

to participate in working holidays. It is hoped that this scheme will not only provide Australian
businesses with a source of short-term workers but also boost the tourism industry, which suffered
from a decline in demand in recent years.

The agreements will also ease labour market rigidities by making it easier for businesses to hire
skilled workers from the three countries. Australia will especially facilitate the employment of
Indian and UK workers in high value industries such as research and development, artificial
intelligence, renewable energy and engineering. Australian trade unions are concerned the FTAs
may result in structural unemployment.

Text C: Australia’s commitment to reduced carbon emissions

Australia, the world’s top coal and a major gas exporter, has been criticized for having one of
the biggest carbon emissions per capita. Following the 2021 United Nations Climate Change
Conference, Australia set a target of net zero carbon emissions by 2050 but activists say that date
is too distant.

The Australian authorities had initially declined to join the multilateral pledge to curb fossil fuels,
which account for a major part of Australia’s export revenue. Mining and agricultural industries,

which are the main contributors of carbon emissions, are a main source of jobs in rural areas.

3. However, Australia faced the threat of higher tariffs on its exports if it did not agree to commit
to the reduction in emissions. The EU had planned to charge EU-based businesses that import
Australian carbon-intensive products such as cement, iron, steel, aluminium and fertilizer.

W Table 1 Selected national income data, Australia

2017 2018 2019
Nominal GDP (US$ billion) 1,330 1,430 1,390
GDP deflator 112.22 114.29 118.19
(a) (i) Define the term foreign direct investment (FDI] indicated in bold in the text (Text A, paragraph 3). [2]
(i) Define the term structural unemployment indicated in bold in the text (Text B, paragraph 4). [2]
(b) (i) Using the information in Table 1, calculate the economic growth rate in Australia in 2018. [3]

(i) Nustrate the impact of the change in FDI inflows on Australia’s production possibilities on a PPC diagram
(Text A, paragraph 3). [2]

(c) Using an exchange rate diagram, explain the change in the value of the Australian dollarin 2018 (Text A,
paragraph 4). [4]
(d) Using an international trade diagram, explain the change in the revenue of Australian wine producers as a
result of trade sanctions from China (Text A, paragraph 6). [4]
(e) Using an AD/AS diagram, explain the likely impact of the working holiday scheme on Australia’s real output
(Text B, paragraph 3). [4]
(f) Using an externalities diagram, explain why the market for steel might be a source of market failure
(Text C, paragraph 3). [4]

(g) Usinginformation from the text/data and your knowledge of economics, evaluate the economic
consequences of Australia’s openness to trade. [15]
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2. Read the extracts and answer the questions that follow.

Text D: An overview of Indonesia

1. Indonesia is the largest economy in Southeast Asia. High rates of economic growth have allowed
for a reduction in the number of people living below the international poverty line, which the
World Bank sets at $1.90 (PPP) a day. However, one fifth of Indonesia’s population still lives
on $3.20 (PPP) or less a day, an additional poverty line set by the World Bank for lower-middle
income countries.

2. One source of poverty is the quality of human capital. While most Indonesians have access to basic
primary education, the quality of education varies significantly across provinces. Enrolment in
vocational education programmes is low, particularly among women. The low participation rate of
women in the labour force and a gender wage gap have prevented households from breaking the
poverty trap.

3. Access to essential health services remains limited in rural areas because of a shortage of qualified
workers, healthcare infrastructure and medical supplies. However, Indonesia achieved notable
success in reducing the child stunting rate from 37% in 2013 to under 24.4% in 2021. Stunting is
associated with improper nutrition in children and affects their future work productivity.

4. High reliance on mining and agricultural exports makes the economy vulnerable to supply shocks
and price fluctuations. Export revenues of agricultural crops such as palm oil tend to decrease
with good harvests. Manufacturing exports have remained competitive thanks to Indonesia’s low
labour costs.

5. The government introduced a ban on the export of unprocessed minerals in January 2014 to
diversify economic activities. The aim of the ban is to force mining companies to build domestic
processing plants and export processed minerals that fetch higher prices. The ban on the export
of unprocessed nickel, which is used in the production of stainless steel and batteries for electric
vehicles, was successful in attracting Chinese foreign direct investment (FDI).

Text E: An overview of Thailand

1. Thailand, a country in Southeast Asia, has enjoyed four decades of economic growth, which has
pulled millions of people out of poverty. Public investments have brought universal access to
primary school education, child nutritional health and a national healthcare programme for all
Thais. However, social assistance schemes are unevenly accessible between urban and rural areas.
Ethnic tensions have led to some instability in the southern part of Thailand, where conflicts have
claimed 6,000 lives since 2004.

2. Thailand’s ageing population will also put a strain on government finances through rising public
pension and healthcare costs. In 2018, the number of elderly persons exceeded the number of
youths for the first time. This will result in a continuous reduction in the labour force.

3. The growth prospects from export promotion that financed much of Thailand’s economic
development seem to have diminished significantly, owing to a stagnation in productivity.
Private investment declined from more than 40% in 1997 to 16.9% of GDP in 2019. FDI inflows
have also stagnated.

4. The manufacturing sector faces increasing competition from regional neighbours. Travel and
tourism, the country’s main service industries, present relatively few diversification prospects
when compared to the rest of the service sector.

5. Greenhouse gas emissions have risen markedly with Thailand’s rapid economic growth. In July
2021, a fire at a chemical factory producing polystyrene foam in the outskirts of Bangkok, the
capital of Thailand, forced nearby residents to evacuate their homes for a week. It is feared that
the incident caused air and water contamination, which may have severe effects on health. The
accident underscored the need for better safety regulations and urban planning in Thailand.
Thailand is also a major marine plastic polluter on land, in river systems and along coastlines.
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Text F: Development policies in Indonesia and Thailand
L.

The Indonesian government is working with the World Bank on a programme to bring health and
nutrition services to millions of pregnant women and children across the country. In addition,

the programme provides women with basic financial management skills. The World Bank is also
helping to improve the quality of education in Indonesia’s remote areas and supports efforts to
reduce deforestation.

To facilitate sectoral transformation from agricultural to manufacturing activities, the Indonesian
authorities are helping micro, small and medium-sized enterprises to gain access to finance.

The World Bank is also supporting peacebuilding efforts in Thailand’s south and assists Thai
industries to reduce the use of unsustainable technologies. The government has also established
training programmes that equip workers with the skills needed by industries. Moreover, tax
benefits are granted to firms that invest in research and development.

The government of Thailand has imposed a minimum wage of 313 Thai baht (about US$9.20)

per day and has designated standardized pay for 83 specific professions. This has allowed those
who have passed standardized tests for each profession to receive between 345 and 825 Thai baht
(US$10.20-24.40) per day. Thailand also issues multiple scholarships to students to help them enter
the workforce with adequate skills.

Table 2 Selected national income data for Indonesia and Thailand

Indonesia Thailand
2000 2019 2000 2019
GNI per capita, purchasing power parity (PPP) (current international $) 4,430 11,940 7,160 18,530
Gini coefficient 0.29 0.37 0.43 0.35
Population living $1.90 (PPP) a day (% of population) 349 2.7 2.4 0.1
Population living $3.20 (PPP) a day (% of population) 772 19.9 18.3 0.3
Population (million) 211.51 270.63 62.95 69.63
Population growth (%) 1.38 1.10 1.04 0.28
Urban population growth (%) 4.30 2.29 2.40 1.76
Life expectancy at birth (years) 66 2 70 7?
Expenditure on education, public (% of government expenditure) J:159% 20 28.34 14.49
Expenditure on health, public (% of government expenditure) 3.59 8.68 12.67 13.87
*2001 data
Table 3 Current account data for Indonesia and Thailand (2019)
Indonesia Thailand
Exports of goods and services (current US$, billion) 206.43 323.77
Imports of goods and services (current US$, billion) 212.66 272.92
Net income (current US$, billion) —-34.02 -20.05
Net current transfers (current US$, billion) 763 72
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(a) (i) Define the term human capital indicated in bold in the text (Text D, paragraph 2). [2]

W

(ii) Define the term export promotion indicated in bold in the text (Text E, paragraph 3). [2]

(b) (i) Using the information in Table 2, sketch a Lorenz curve diagram to illustrate the change in the income
distribution of Indonesia between 2000 and 2019. [2]

(i) Using the information in Table 3, calculate the current account balance in Indonesia and Thailand in 2019.
(3]

(c) Using an exchange rate diagram and your answer to b (ii), explain the likely impact of Thailand’s current
account balance on the exchange rate for the Thai baht. [4]

(d) With reference to the concept of price elasticity of demand (PED), explain the possible magnitude of the
PED for palm oil (Text D, paragraph 4]. [4]

(e) Using an AD/AS diagram, explain the likely impact of unprocessed commodity export ban on Indonesia’s
potential output (Text D, paragraph 5). [4]

(f) Using an externalities diagram, explain the external costs associated with the production of polystyrene
foam (Text E, paragraph 5). (4]

(g) Using information from the text/data and your knowledge of economics, compare and contrast factors that
may contribute to Indonesia and Thailand achieving the following sustainable development goals:

e SDG 8 Promote sustained, inclusive and sustainable economic growth
e SDG 10 Reduce inequalities. [15]

9.3 PAPER 3 (HL)

Instructions

Duration: 1 hour 45 minutes
You are permitted access to a calculator for this paper.
Answer all the questions.

Unless otherwise stated in the question, all numerical answers must be given exactly or correct to two
decimal places.

You must show all your working.

The maximum mark for this paper is [60 marks].

Sample paper 3 (HL)

Answer all the questions.

1.

A

* Exportrevenues contributed to 18% of Japan’s GDPin 2018.

e Japan saw its exports increase at a slower rate from 2017 to 2019, partly due the rise in trade protection by
one of its major trading partners.

* Aglobal recession in 2020 resulted in Japan’s export revenue decreasing by more than 11%.

2017 2018 2019 2020 Table 1 Japan's GDP growth (%)
168 0.56 0.27 —4.59

(a) (i) With reference to the expenditure method used to calculate GDP, explain the likely reason for
Japan’s negative growth rate in 2020. [4]
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(ii) Usingthe information in Table 1, illustrate the short-term fluctuations in real output between 2017 and
2020 on a business cycle diagram. [3]

e Japanis one of the most indebted industrialized countries with a debt to GDP ratio of over 200%.

¢ The government has been running large and rising budget deficits in 2021 and 2022 to support the

economy.
(iii) Define the term real GDP. [2]
(iv) Using an AD/AS diagram, explain the likely impact of Japan'’s fiscal policy on real GDP. [4]

* Income inequality is high in Japan where the Gini coefficient is 0.54 since 2010.

e Therecentincrease in the sales tax from 8% to 10% has also affected real income.

2021
lowest 20% 2.7
second 20% 8.6 .
third 20% 21 Table 2 Share of national
T BT = income held by Japapese
households (% of national

highest 20% \ income)

(v] Calculate the share of national income held by the highest 20% (V in Table 2). [1]

(vi) Using the information in Table 2 and your answer to (v}, construct Japan’s Lorenz curve in 2021. [3]

e Japan’s labour ministry recommended that the minimum wage be raised around 3% to almost $8.50
per hour.

e Manufacturing firms are concerned this will make their exports less competitive.

e Japan’s minimum wage is low compared to other industrialized economies such as France and Germany
where the minimum wage is at least $12.0 but it is higher than the minimum wage of $7.3 in the USA,
Japan’s main trading partner.

(vii) Explain the likely impact of the increase in the minimum wage on Japan’s Gini coefficient. [3]

e Japan has experienced two decades of poor economic performance, which has led to a stagnation
of wages.

e Government efforts have focused on business incentives and labour market reforms to revive the
economy. This has helped increase the profits of large firms and the income of the richest 10% of earners.

¢ Lowincome individuals are the most prone to cyclical and structural unemployment. They also tend to fall
into hidden unemployment. Market-based labour rigidities have resulted in manufacturing firms cutting
costs by relying more on part-time and temporary workers who are paid less benefits.

e In2019, Japan introduced a work permit scheme to encourage foreign workers with the relevant skills to
enter the Japanese labour market and address the issue of skills mismatch.

(b) Using the data provided and your knowledge of economics, recommend one policy the Japanese
government could implement to reduce income inequality. [10]

2. Srilanka, asmallisland in the Indian Ocean, is a less developed country.

2019 2020
Real GDP (US$ billion) 92.12 88.83
Real GNI (US$ billi 89.45 86.44
eal 6N [USS bilion) Table 1 Selected
Consumer price index (CPI) 155.5 165.1 . .
national income
Current account balance (US$ billion) | —1.84 -1.08 ke, Sl Lenle

(a) (i) Explain why the real GNI of Sri Lanka is lower than the country’s real GDP. [2]
(ii) Calculate the real GDP growth rate in 2020. [2]
(iii) Calculate the inflation rate in 2020. [2]
(iv) Ignoring the capital account, outline why the financial account must be in surplus. [2]
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* Srilankaimposes a tariff of 10% on imported milk powder.

e The domestic price of milk powder, after tariff, was 880 rupees per kg in 2018.

9.3 PAPER 3 (HL)

e The following are the estimated quantities of milk powder produced and consumed in Sri Lanka in 2018:

Quantity (million kg)

produced by domestic
producers

consumed by domestic
consumers

without tariff

40

190

with tariff

62

160

(v) Using the information provided, draw an international trade diagram illustrating the impact of the tariff
on the price, domestic consumption and production in Sri Lanka.

(vi) Calculate the tariff revenue collected by the government.

(vii) Calculate the change in consumer surplus resulting from the imposition of the tariff.

(3]
2]
(2]

e Toreduce its persistent current account deficit, Sri Lanka’s central bank devalued the Sri Lankan rupee
(SLR) against the United States dollar (USD) by 15% in 2022. The exchange rate before the devaluation was
USD 1 =SLR 287. The weaker rupee is expected to lead to significantly higher prices of food and result in
an inflation rate of 20%.

e With more than USD 50 billion in total external debt, the government of Sri Lanka faces a high annual debt
servicing cost of USD 7 billion, the equivalent of 79% of GDP. Sri Lanka has among the highest debt servicing
costs in emerging markets.

(viii) Using an AD/AS diagram, explain the impact of the devaluation of the Sri Lankan rupee on the rate of
inflation. [4]

(ix) Calculate the annual debt servicing obligations in Sri Lankan rupees after the devaluation. [1]
e The country’s main industries are tourism, textiles and clothing, tea, rice and other agricultural products.

e The importation of food and beverages accounts for 10% of all imports. Sri Lanka’s other main imports
include fuel, medicine and inputs for production.

e Around 80% of agricultural production comes from small farms where productivity is low. Farmers lack
knowledge of modern farming methods, and access to finance to purchase capital goods and diversify into
higher-value products.

(b) Using the data provided and your knowledge of economics, recommend one policy, other than a currency
devaluation, that the Sri Lankan government could implement to reduce the persistent current account deficit. [10]
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marginal private cost (MPC) 52, 53, 54, 55
marginal propensity to consume (MPC) 127
marginal propensity to import (MPM) 127
marginal propensity to pay tax (MPT) 127
marginal propensity to save (MPS) 127
marginal propensity to withdraw (MPW) 127
marginal returns 16
marginal revenue (MR) 64, 74-5
marginal social benefit (MSB) 52, 53, 55, 56,
57,59
marginal social cost (MSC) 52, 53, 54, 57, 59
marginal tax rate (MTR) 116
marginal utility 12
market demand curve 12
market diagrams 20, 23
market equilibrium 19



market failure 51-76
asymmetric information 60-2
definition 52
externalities 52-7
market power 63-76
public goods 57-60
market outcomes
indirect taxes 46
price ceiling (maximum price) 44
price floor (minimum price) 45
subsidies 47
market power 63-76
government intervention 69-76
monopolies 65, 66-7, 71-6
monopolistic competition 65, 68-9,
70
oligopolies 67-8, 72-3
perfect competition 65-6
market share 27
market structure 65
market supply curve 16
markets 11
access to 180
competitive market equilibrium
19-25
and equity 77
supply-side policies 130-1
see also market...
Marshall, Alfred 10
Marshall-Lerner condition 169
Marx, Karl 10
maximum price (price ceiling) 44, 45
MB see marginal benefit
MC see marginal cost
measurement of economic activity 78-84
sample student answers 82—4
merit goods 54-5, 58-60, 188
microeconomics 1, 11-77
choice architecture 27, 28-9
competitive market equilibrium
19-25
consumer rationality 26
demand 11-15, 31, 32, 121
government intervention 43-50
income elasticity of demand 334
market failure 51-76
asymmetric information
60-2
externalities 52-7
market power 63-76
public goods 57-60
markets and equity 77
price elasticity of demand 30-3,
35-9, 169, 215
price elasticity of supply 39-42
rational choice theory 26-7
supply 15-18, 121, 122
minimum income standards (MIS) 114
minimum lending rate 122
minimum price (price floor) 45-6, 48-9
minimum reserve requirement 121, 122
minimum unit pricing (MUP) 215-20
minimum wage 99, 117
MIS see minimum income standards
mixed economy 3
MNCs see multinational corporations
Monetarist/ New Classical model 86-8, 89,
91,133
monetary policy 1204
aggregate demand 120, 123

expansionary monetary policy 122
interest rates 121
money demand/supply 121
sample student answers 1234
monetary union 159
money, demand for/supply of 121, 122
see also currency
monopolies 65, 66-7
anti-monopoly regulation 131
breaking-up of 69
sample student answers 71-6
monopolistic competition 65, 68-9, 70
moral hazard 61
MPB see marginal private benefit
MPC see marginal private cost; marginal
propensity to consume
MPI see Multidimensional Poverty Index
MPM see marginal propensity to import
MPS see marginal propensity to save
MPT see marginal propensity to pay tax
MPW see marginal propensity to withdraw
MR see marginal revenue
MSB see marginal social benefit
MSC see marginal social cost
MTR see marginal tax rate
Multidimensional Poverty Index (MPI) 114
multinational corporations (MNCs) 188
MUP see minimum unit pricing

national debt 103
national defence/security 58, 152
national income 4, 113

see also gross domestic product;
gross national income
national income accounting 78-84

output, expenditure and income
methods 79
natural monopolies 67
natural rate of unemployment (NRU) 98,
102-3, 106
necessities (goods), price elasticity of
demand 31
New Zealand, subsidies for electric vehicles
231-5
non-government organizations (NGOs) 189
non-price competition 67
normal profits 64, 69
normative economics 9
NRU see natural rate of unemployment
nudges, consumer 27, 29, 48

official assets (reserve assets) 168, 171
official development assistance (ODA) 188-9
oligopolies 65, 67-8, 72-3

online purchases 100

open market operations 122

opportunity costs 3, 4,7, 103, 141, 143
outline, definition v

overconsumption 53

overproduction 53

paper 1 see extended responses (essays)
paper 2 see economic theory

paper 3 see quantitative and qualitative
questions

Papua New Guinea (PNG) 205-12
Paris Agreement (2015) 55

PED see price elasticity of demand
perfect competition 65-6, 70-1, 73—6
perfect information 26, 27

INDEX

personal income taxes 115, 131
Peru, exchange rate appreciation 166
PES see price elasticity of supply
Phillips curve, short-run/long-run 102, 103,
111
Pigouvian taxes 54
planned economy 3
plot, definition viii
PNG see Papua New Guinea
pork, supply and demand, China 23
portfolio investment 161, 170
positive economics 9
potential (long-term) economic growth 4, 96
poverty 112-19, 176, 206
causes of 114-15
measurement of 113-14
policies to reduce 117
types of 113
“poverty line” 114
poverty trap (poverty cycle) 180, 182, 209
PPC see production possibilities curve
PPP see purchasing power parity
practice exam papers iv, 23643
preferences, consumers’ 13
preferential trade agreements (PTAs) 157-8
price
equilibrium price 23
future price expectations 13
sample student answers 13-15
substitutes and complements
12-13
price ceiling (maximum price) 44, 45
price controls 44-6
price elasticity of demand (PED) 30-3, 35-9,
169, 215
demand curve 32
determinants of 31-2
and firm/government decision-
making 32
manufactured products 33
primary products 33
terminology 38
price elasticity of supply (PES) 39-42
determinants of 40-1
manufactured products 41
primary commodities 41
sample student answers 41-2
price floor (minimum price) 45-6, 48-9
price mechanisms 197-8
price-takers 65
prices, regulation of 69
see also consumer price index
primary commodities /sector 33, 37, 38, 180
income elasticity of demand 34
over-reliance on 184-5
price elasticity of supply 41
privatization 130, 188
producer surplus 20-1
production
absolute advantage 141
“bottlenecks” in 88-9
comparative advantage 141, 1434
costs of 87
marginal returns 16
positive/negative externalities
from 53
spare capacity 40
see also factors of production
production possibilities curve (PPC) 3-4
sample student answers 5-9
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INDEX

profit
abnormal profits 64, 66, 67
maximization of 64, 70-1
normal profits 64, 69
progressive taxes 116
property rights 181, 189
proportional taxes 116
Proton (car manufacturer) 153
PTAs see preferential trade agreements
public goods 57-60
non-excludable goods 58
non-rival goods 58
sample student answer 58—-60
use of “public” term 58
public investment 131-2, 141
purchasing power parity (PPP) 79, 80, 83

quality of life 2
quality standards 61
quantitative easing 122
quantitative and qualitative questions (paper
3)iv, 213-20

guidelines 213-14

practice exam paper 241-3

sample paper and response 215-20
quantitative skills, command terms vii-viii
quinoa exports 166
quotas 145

R&D see research and development
rational choice theory 26-7
real interest rate 121
recessions 94, 97, 112
recommend, definition vii
redistribution policies 188
regressive taxes 116, 119
regulation
anti-monopoly regulation 131
market interventions 47
merit goods 55
of prices 69
quality standards 61
relative poverty 113
research and development (R&D),
investment in 132
reserve assets (official assets) 168, 171
resource misallocation 153
resource prices (costs of production) 87
resource scarcity 2, 3,7, 8
restaurants, consumer nudges 27, 48
restricted choice 27
revaluation (currency value) 162
rules of thumb, consumer decisions 26

satisficing 27

Say, Jean-Baptiste 10

scarcity (of resources) 2, 3,7, 8

screening 61

SDGs see Sustainable Development Goals
seasonal unemployment 98

self-control / selfishness, bounded 26
self-governance, collective 55

services, direct provision of 47

servicing of debt 103

short-run aggregate supply (SRAS) 86-8, 90,
92

short-run Phillips curve (SRPC) 102, 103, 111
short-term economic growth (actual
growth) 4, 96

shortage (excess demand) 19, 20
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signalling 61
signals, price changes 20
Singapore, savings scheme 27
single indicators 177, 178
sketch, definition viii
Smith, Adam 10
social (community) surplus 21
social costs, unemployment 97
social enterprises 189
social progress 175
sovereignty 158
spare capacity 40
specialization, cost of 141
speculation, currency demand 161
SRAS see short-run aggregate supply
SRPC see short-run Phillips curve
state, definition v
storage, factors of production 41
structural unemployment 98-9, 105-7
subsidies 17, 46-7, 87, 117
for electric vehicles 231-5
export subsidies 145
merit goods 55
sample student answer 49-50
substitutes (goods) 12, 31
substitution effect 12
sunrise industries 152, 153
supply 15-18
future price expectations 17
law of supply 16, 18
money supply 121, 122
non-price determinants 16, 17
prices of related goods 17
see also price elasticity of supply
supply curve 16, 17, 20, 21-2, 23
supply shocks 87
supply-side policies 115, 130-9, 169
AD/AS model 132-3
government use of 133, 139
incentive-related policies 131
interventionist policies 131-2
labour market reforms 131
market-based policies 130-1
sample student answer 136-8
surplus (excess supply) 19, 20
sustainability 2, 193
consumer choices 29
demand-side/supply-side
policies 139
and economic growth 104
government debt 103
negative externalities 57
real GDP 84
threats to 54, 55, 152, 176
sustainable development 175-6
Sustainable Development Goals (SDGs) 175,
176
synthesis skills, command terms vi-vii

tariffs 145-51, 153

taxes 115-17, 181
business (corporate) taxes 131
carbon taxes 55
direct taxes 115
government policy 115
indirect taxes 17, 467, 54, 87,
115-16, 118-19
Indonesia 228-31
personal income taxes 115, 131
Pigouvian taxes 54

progressive taxes 116
proportional taxes 116
regressive taxes 116, 119
sample student answers 117-19
tariffs 145-51, 153
technological improvements, and supply 17
third party, externalities 52
“to what extent” questions, definition vii
total revenue (TR) 32, 36, 37
tradable permits 55
trade creation 158
trade diversion 158
trade liberalization 1301, 158, 188
see also international trade,
benefits of
trade protection
Malaysia 153
pros and cons 152-7
sample student answers 145-51,
153-6
types of 144-51
trade unions 131
“tragedy of the commons” 54
transfer payments 117

underconsumption 53

underemployment 97

underproduction 53

understanding, command terms v

unemployment 97-9, 112
cyclical 98, 102, 105-7
economic costs of 97
frictional 98
government intervention 102
and inflation 102-3, 111
labour market reforms 131
natural rate of 98, 102-3, 106
personal and social costs of 97
rate of unemployment 97, 110-11
sample student answers 110-11,
134-6
seasonal 98
structural 98-9, 105-7

universal basic income 117

unused capacity 40

USA, balance of payments 170

utility maximization 26

utility theory 10

Vietnam, consumer price index 100

wage rates 87-8, 94, 98
see also minimum wage
wealth inequality 113, 180
impacts of 115
policies to reduce 117
wealth taxes 115
welfare effects
indirect taxes 47
price ceiling (maximum price) 44,
45
price floor (minimum price) 45, 46
subsidies 47
women’s empowerment 189
World Bank 176, 189
World Trade Organization (WTO) 158, 159

YED see income elasticity of demand
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