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CAMBRIDGE IGCSE « Unit 1

The Basic Economic Problem

Muc tiéu Unit: Phan biét nhu ciu (needs) va mong mudn (wants); hi€u van dé kinh té co' ban — ngudn luc
khan hiém (dat dai, lao dong, von, doanh nhan) trong khi mong mudn ctia con ngudi 13 vo han; tinh chi
phi co hdi (opportunity cost) cho ngudi tiéu dung, ngudi lao dong, doanh nghiép va chinh phu; phan biét
bén yéu t6 san xuat va phan thudng tuwong (ng (rent, wages, interest, profit); hi€u chuyén mén hoa va
phan céng lao déng; vé va phan tich dudng gidi han kha nang san xuat (PPC) — diém trén/trong/ngoai
dudng cong, di chuyén doc dudng cong (chi phi co hdi ting dan) va dich chuyén toan bd dudng cong
(tadng trugng kinh té&); so sanh ba hé thong kinh té: thij trudng, k& hoach hoa tap trung, va hén hop.

1.1 The Nature of the Economic Problem

1.1.1 Needs and wants

A need is something essential for survival — food, water, shelter, clothing, and basic healthcare. A
want is something people would like to have but which is not essential for survival — a second pair
of trainers, a smartphone upgrade, a holiday abroad. In everyday speech people use "need” loosely
("l need a new phone”), but in economics the distinction matters: needs are finite and relatively fixed
for any individual, while wants are effectively unlimited — as soon as one want is satisfied, another
tends to appear, and no society has ever run out of things its members would like to consume.

This is the starting point of economics as a discipline: human wants, taken together, are un-
limited, but the resources available to satisfy them are limited (scarce). This mismatch between
unlimited wants and limited resources is called scarcity, and it is scarcity — not poverty in any one
country — that creates the economic problem faced by every individual, firm, and government on
earth, rich or poor.

- GIAI THICH TIENG VIET
Nhu cau (needs) [a nhirng thir thiét yéu dé ton tai (thirc an, nuéc udng, chd &, quan do, cham
séc y té ca ban), trong khi mong mudn (wants) |3 nhirng thr con ngudi muén cé nhung khéng
thiét yéu cho su song con (dién thoai d&i mdi, du lich, quan 4o hang hiéu). Nhu cau cé gidi
han, nhung mong mudn cia con ngudi la vé han — thod man mong mudn nay thi mong muén
khac lai xuat hién. Su chénh léch gira mong muén v6 han va nguon luc cé han chinh |3 sy
khan hiém (scarcity) — géc ré ctia moi van dé kinh té&, & bat ky quéc gia ndo, giau hay nghéo.

Examples of needs Examples of wants

Clean drinking water A branded soft drink

Basic nutritious food A restaurant meal at a luxury venue

Simple, weatherproof shelter A larger house with a swimming pool

Emergency and essential healthcare  Cosmetic (non-essential) medical
treatment

1.1.2 Scarcity in every economy, rich or poor

It is tempting to think scarcity is only a problem for poorer countries, but this is incorrect. Even
the wealthiest economy in the world cannot produce enough of everything to satisfy every want
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of every citizen simultaneously — its government still cannot fund unlimited healthcare, unlimited
defence spending, and unlimited environmental protection all at once, and its richest citizens still
face a finite number of hours in each day. Scarcity is therefore universal and relative: it describes
resources being insufficient relative to wants, not an absolute shortage of goods in a physical sense.

[Khai niém cot 16i] Scarcity does not mean "extreme poverty.” A resource is economically scarce
whenever the quantity demanded of it, at a zero price, would exceed the quantity freely avail-
able — true of clean air in a polluted city, of prime city-centre land in a wealthy capital, and of
a top surgeon’s time in the best-funded hospital, just as much as it is true of food in a famine.

- GIAI THICH TIENG VIET
Khan hiém khéng déng nghia v&i nghéo déi. Ngay ca nén kinh té€ giau nhat cling khéng thé
san xuat du moi thr d€ thod man moi mong muén cung lic — chinh pha gidu nhat van phai lua
chon gitra cac khoan chi tiéu, ngudi giau nhat van chi cé 24 gio méi ngay. Khan hiém 13 khai
niém tuong déi: ngudn luc khan hiém khi lugng cau & mirc gid bang khéng vuot qua lvong
cung san cé — dung véi ca khéng khi sach, dat dai trung tam thanh phd, hay th&i gian cia bac
si gioi nhat.

1.1.3 Scarcity and the central economic questions

Because resources are scarce relative to the demands placed upon them, every society — regardless
of its economic system — must find some way of answering three fundamental questions. This is
known as the basic economic problem.

[Khai niém cot 16i] The basic economic problem: unlimited wants but limited (scarce) resources
force every economy to decide:
o What to produce, and in what quantities — which goods and services should be made with
the scarce resources available?

e How to produce it — which combination of land, labour, capital, and enterprise, and which
techniques, should be used?

e For whom to produce it — how should the output be distributed among the members of
society?

Different economic systems (studied later in this chapter) are, at heart, simply different institu-
tional mechanisms for answering these same three questions — through the price mechanism of a
market, through the directives of a central planning authority, or through some combination of both
in a mixed economy.

. GIAI THICH TIENG VIET

Vi ngudn luc khan hiém so véi nhu cau, moi nén kinh té€ — du theo hé théng nao — déu phai
tra 107 ba cau haoi kinh té co ban: san xuit cai gi (what), san xuat nhu thé nao (how), va san
xuat cho ai (for whom). Cac hé théng kinh té khac nhau (thi trudng, k& hoach hoa, hén hop)
chi 12 nhirng cach thirc thé ché khac nhau dé tra 161 cung ba cau hoi nay.

1.1.4 Renewable and non-renewable resources
Natural resources — one component of the factor of production called land (Section 1.3) — can be
divided into two categories that matter enormously for long-run economic decision-making.

¢ Renewable resources can be replenished naturally within a relatively short period, provided they
are not exploited faster than they regenerate: forests (if replanted), fish stocks (if not overfished),
fresh water, solar energy, and wind energy are all renewable.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 8
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¢ Non-renewable resources exist in a fixed physical stock and, once used, cannot be replaced within
a human timescale: crude oil, coal, natural gas, and metal ores (iron, copper, bauxite) are all non-
renewable.

The renewable/non-renewable distinction reinforces why scarcity is not simply a short-run in-
convenience: even resources that appear abundant today (fish stocks, forests) can become genuinely
scarce if used unsustainably, while non-renewable resources are, by definition, permanently dimin-
ishing in total available quantity as they are extracted and consumed.

. GIAI THICH TIENG VIET

Tai nguyén thién nhién chia thanh tai nguyén tai tao dugc (renewable) — co6 thé phuc héi tw
nhién néu khong khai thac qua mdrc (rirng, thuy san, nang lugng mat trdi, nang lugng gid) —
va tai nguyén khong tai tao dugc (non-renewable) — ton tai véi trir lwgng c6 dinh, khai thac
dén dau mat dén do, khong thé phuc hoi trong thai gian cia mot doi ngudi (dau mo, than da,
khi dét, quang kim loai). Ngay ca tai nguyén tudng nhu déi dao ciing c6 thé tré nén khan hiém
néu khai thac khéng bén virng.

1.1.5 Scarcity forces choice at every level

Scarcity is not an abstract idea confined to textbooks — it forces every economic actor, at every level,
to make choices continuously.

Scarcity forces choice

e Consumers have limited income and limited time, so they must choose which goods and
services to buy and which to forgo.

e Workers have a limited number of hours in a day, so they must choose how to divide their
time between paid work, leisure, and other activities, and which occupation to pursue.

¢ Firms have limited factors of production (land, labour, capital, finance), so they must choose
what to produce, how much, and using which production methods.

e Governments have limited tax revenue and limited resources under their control, so they
must choose how to allocate spending between competing priorities such as healthcare,
education, defence, and infrastructure.

Every one of these choices, made under conditions of scarcity, involves giving something up —
which brings us to the single most important concept in this chapter: opportunity cost.

GIAI THICH TIENG VIET

u khan hiém bubc moi cap dé cta nén kinh té phai lva chon: nguai tiéu dung vai thu nhap
gidi han phai chon mua gi; ngwoi lao dong véi quy thdi gian gidi han phai chon lam viéc hay
nghi ngoi, lam nghé gi; doanh nghiép v&i nguén luc gidgi han phai chon san xuat gi, sdn xuat
nhu thé ndo; chinh phl véi ngan sach giéi han phai chon phan bé chi tiéu cho linh vuc nao.
Moi lua chon dudi diéu kién khan hiém déu phai danh déi (trade-off) — day chinh |3 nén tang
dan t&i khai niém chi phi co hoi.

1.2 Opportunity Cost

1.2.1 Defining opportunity cost

Opportunity cost is the value of the next best alternative that is given up (sacrificed) when a choice
is made. It is essential to understand precisely what this definition does — and does not — mean.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 9
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[Khai niém cot 16i] Opportunity cost is not simply "what a choice costs” in the everyday sense
of a price paid. It is specifically the value of the single next best alternative that had to be
sacrificed. If a consumer has three options ranked in order of preference — Option 1 (chosen),
Option 2, Option 3 — the opportunity cost of choosing Option 1 is Option 2 alone, not Option
3, and not the sum of Options 2 and 3. Resources (time, money, land) can typically only be
applied to one alternative use at a time, so only the alternative that would otherwise have
been chosen is truly forgone.

GIAI THICH TIENG VIET

hi phi co hdi (opportunity cost) la gia tri cia phwong an tot nhat ti€p theo bi tir bé khi ta
dua ra mét lva chon — khong phai 13 "gia tién phai trd” theo nghia thong thuong. Néu co 3 lua
chon dugc xép hang theo mirc d6 wa thich, chi phi co hdi cta viéc chon phuong an sé 1 chila
phuong an sé 2 (phuong an tét nhat tiép theo), khéng phai la phuong an sé 3, va ciing khong
phai la téng cla ca hai phuong an con lai.

1.2.2 Opportunity cost for the consumer

Consumers face opportunity cost whenever their income (or time) cannot stretch to cover every
good they might like to buy.

Vi du mau - Worked example — a consumer’s opportunity cost

Mai has $60 in spending money. She is considering three uses for it, ranked in order of pref-
erence: (1) a new video game, $60; (2) a pair of running shoes, $60; (3) putting the $60 into
her savings account. Mai buys the video game. What is her opportunity cost?

Mai’s opportunity cost is not the $60 she paid — that is simply the price of the game. Her op-
portunity cost is the value of her next best alternative: the running shoes she gave up buying.
Saving the money was only her third preference, so it is not counted as the opportunity cost
at all — she would not have chosen to save instead of buying the game.

GIAI THICH TIENG VIET

hi phi co héi cia Mai khong phai 1 $60 c6 da tra cho tro chaoi dién tir — dé chi |a gia tién
(price). Chi phi co héi chinh 12 déi giay thé thao — phuong an tét nhat ti€p theo ma cé da tir
bd. Viéc gl tiét kiém chi xép th ba nén khong duoc tinh 1a chi phi co hoi.

1.2.3 Opportunity cost for the worker

Workers face an opportunity cost whenever they allocate a fixed number of hours to one activity
rather than another.

Vi du m3u - Worked example — a worker’s overtime decision

Duc can work 5 hours of overtime at his factory job, paid at $22.50 per hour, giving total over-
time pay of 5 x $22.50 = $112.50. Alternatively, he could spend those same 5 hours giving
private tutoring lessons at $18 per hour, giving 5 x $18 = $90. He chooses to work the over-
time shift. What is his opportunity cost?

Duc’s opportunity cost of working overtime is the $90 he could have earned tutoring — his
next best alternative use of those 5 hours. Because $112.50 > $90, working overtime is also
the financially better choice for Duc in this case (a net benefit of $112.50 — $90 = $22.50), but
the opportunity cost itself is still measured as the full $90 forgone, not the net gain.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 10
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. GIAI THICH TIENG VIET

Chi phi co héi ctia Duc khi chon ting ca 1a $90 — sé tién anh c6 thé kiém dugc néu day kém
thay vi tang ca — khéng phai 13 phan chénh léch ($22.50). Chi phi co hdi luén dugc do bang
toan bd gia tri ctia phuong an bi tir bo, du Iwa chon cuéi cung van ¢é loi hon.

1.2.4 Opportunity cost for the firm

Firms with limited factory capacity, labour, and finance must choose which product line to expand,
incurring the opportunity cost of the output not produced.

Vi du mau - Worked example — a firm’s product-line decision

A furniture manufacturer’s factory has enough capacity, for one month, to produce either 200
wooden tables (profit of $40 per table) or 500 wooden chairs (profit of $15 per chair), but not
both at the same time, since both use the same workers and machinery. Total possible profit
from tables: 200 x $40 = $8,000. Total possible profit from chairs: 500 x $15 = $7,500. The
firm chooses to produce tables. What is the opportunity cost of this decision?

The firm’s opportunity cost of producing tables is the $7,500 of profit it forgoes by not pro-
ducing chairs instead — its next best alternative use of the same factory capacity.

. GIAI THICH TIENG VIET

Nha may chi c6 du nang luc san xuat mét trong hai mat hang trong thang: ban gb (Igi nhuan
$8,000) hodc ghé& gb (loi nhuan $7,500). Khi chon san xuat ban, chi phi co hdi cia doanh nghiép
la $7,500 loi nhuan tir gh€ bi bé 16 — day 1a phuong an tét nhat tiép theo ma doanh nghiép da
tir bo.

1.2.5 Opportunity cost for the government

Governments face opportunity cost when allocating a limited budget between competing areas of
public spending.

Vi du mau - Worked example — a government’s budget trade-off

A government has $2 billion of new budget available this year. It could use the entire budget to
build 10 new hospitals (at $200 million each, so 10 x $200 million = $2 billion), or to purchase
4 new fighter jet squadrons for national defence (at $500 million each, so 4 x $500 million =
$2 billion). Both options cost exactly the same total budget, so the government cannot do both
with this $2 billion. It chooses the fighter jet squadrons. What is the opportunity cost?

The opportunity cost of the government’s decision is the 10 hospitals that will not be built —
the healthcare capacity forgone by choosing defence spending instead. This illustrates that
opportunity cost for a government is very often non-monetary in its ultimate effect (fewer
hospital beds, longer waiting times) even though the initial budget figures are expressed in
money.

- GIAI THICH TIENG VIET
V6i ngan sach $2 ty, chinh pha chi c6 thé chon mét trong hai: xay 10 bénh vién mai hodc mua
4 phi doi may bay chién dju — ca hai phuong an déu tén dang $2 ty. Khi chon quéc phong, chi
phi co hdi la 10 bénh vién khéng duoc xay — hau qua thuc té cua chi phi co hoi déi véi chinh
phu thuong khéng chi la con sé tién té ma con la dich vu cong bi mat di.
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Decision-maker = Choice made Opportunity cost (next best al-
ternative)

Consumer (Mai)  Buy a $60 video game The pair of running shoes not
bought

Worker (Duc) Work 5 hours of overtime  $90 of forgone tutoring income

Firm (furniture Produce 200 tables $7,500 of forgone profit from

maker) chairs

Government Fund 4 fighter squadrons 10 hospitals not built

Opportunity cost applies everywhere

Opportunity cost is not a narrow technical trick confined to exam questions — it applies to
essentially every deliberate decision made under scarcity: a household’s monthly budget, a
student’s choice of subjects to study, a firm’s choice of which market to enter, a bank’s choice
of which loan applications to approve, and a government’s entire annual budget, all involve
weighing a chosen option against its single best alternative.

(1) Léi thueng gap: Hoc sinh thudng nham "cost” (gia tién / chi phi bang tién) véi "opportunity
cost” (chi phi co héi). Gia tién chi |4 s6 tién phai tra cho lua chon da chon; chi phi co héi la gia
tri cta phuong an tét nhat tiép theo bj tir bé — hai khai niém hoan toan khac nhau va khong
nén dung thay thé cho nhau trong bai thi. Ngoai ra, chi phi ca héi chi tinh phuong an tét nhat
ti€p theo, khong cong don tat ca cac phuong an bi tir choi khac.

1.3 Factors of Production

Every good and service is produced by combining four categories of resource, known as the factors
of production. Each factor earns a distinct type of income (its "reward”) in return for its contribution
to output.

1.3.1 Land

In economics, land refers not only to the physical surface of the earth used for building or farming,
but to all natural resources used in production: agricultural soil, forests, rivers and oceans, mineral
deposits, oil and gas reserves, and even the electromagnetic spectrum used for telecommunications.
As discussed in Section 1.1, these natural resources may be renewable (fish stocks, timber, solar and
wind energy) or non-renewable (oil, coal, metal ores). The reward earned by the owners of land for
allowing its use in production is rent.

e Agricultural land — soil used for growing crops or raising livestock.
¢ Mineral resources — metal ores, coal, and other deposits extracted through mining.

¢ Energy resources — oil and gas reserves, and renewable sources such as sunlight, wind, and flow-
ing water.

e Marine and forest resources — fish stocks, timber, and other resources drawn from oceans and
forests.

GIAI THICH TIENG VIET

at dai (land) trong kinh té€ hoc khong chi la mat dat ma 1a toan bd tai nguyén thién nhién
dung trong san xuat: dat nong nghiép, khoang san, ning luong (dau khi, nang lwong tai tao),
tai nguyén bién va rirng. Phan thuéng cho chi s& hiru dat dai |3 tién thué (rent).
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1.3.2 Labour

Labour is the physical and mental human effort used in production. Two dimensions of labour matter
for an economy’s productive capacity:

¢ Size of the workforce — determined by total population, the proportion of the population of
working age, the labour force participation rate, the retirement age, and net immigration/emigra-
tion.

¢ Quality of the workforce — determined by the level of education, vocational training, skills, ex-
perience, and health of workers, all of which affect labour productivity (output per worker).

Two further concepts describe how easily labour can be reallocated between uses: occupational
mobility is the ease with which workers can switch between different types of jobs or industries
(limited by the specific qualifications, training, or licenses a job requires); geographical mobility is
the ease with which workers can move between different locations to take up work (limited by
family and social ties, the cost of relocating, and differences in housing costs between regions). Low
occupational or geographical mobility is a major reason why unemployment can persist in one region
or industry even while unfilled vacancies exist elsewhere. The reward earned by labour is wages (or
salaries).

GIAI THICH TIENG VIET

ao dong (labour) duoc danh gia qua quy mé luc lwgng lao déng (dan s6, ty Ié tham gia lao
déng, tudi nghi huu, di cu) va chat lwong lao déng (trinh dd hoc van, dao tao, ky nang, sirc
khoé — quyét dinh nang suat lao déng). Tinh linh dong nghé nghiép (occupational mobility)
13 kha nang chuyén déi gilra cac loai cdng viéc khac nhau; tinh linh ddng dia ly (geographical
mobility) 1 kha nang di chuyén gilra cac vung dé tim viéc. Tinh linh déng thap 13 ly do chinh
khién that nghiép van tén tai & mét viing/nganh du noi khac dang thiéu lao dong. Phan thudéng
cho lao dong |a tién lvong (wages).

1.3.3 Capital

Capital is a man-made (produced) resource used to produce further goods and services — it is not a
natural resource like land, and it is not simply money. Machinery, tools, factory buildings, vehicles,
and computer equipment are all examples of capital goods. Capital is usefully divided into two types:

¢ Fixed capital — capital goods used repeatedly over a long period without being physically used
up in a single act of production, e.g. a factory building, an assembly-line robot, or a delivery van.

e Working (circulating) capital — stocks of raw materials, part-finished goods, and finished-goods
inventory that are used up or sold within a single production cycle, e.g. the flour held by a bakery
or the unsold loaves of bread awaiting sale.

The reward earned by those who supply capital (through their own savings or through lending)
is interest.
- GIAI THICH TIENG VIET
Vén (capital) 13 nguén luc do con ngudi tao ra dé san xuat ra hang hoa/dich vu khac — khong
phai tai nguyén thién nhién va khéng phai la tién. Von cé dinh (fixed capital) dugc sir dung lap
lai nhiéu [an (nha xudng, may mdc, xe tai); von luu dong (working capital) |a nguyén vat liéu
va hang ton kho bi tiéu thu/ban trong mét chu ky san xuat (bét mi, banh mi chua ban). Phan
thuang cho vén a tién 13i (interest).

(') L6i thuong gip: Mot 16i rat phé bién: nham vén (capital) — yéu t& san xuat, tirc 1a may
méc/nha xudng/cdng cu do con ngudi tao ra dé san xuat thém hang hod — véi "vén bang

tién” (money capital), tirc 13 tién mat, tién tiét kiém, hay co phi€u. Tién chi la phuwong tién dé
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mua cac loai von thuc (may moc, nha xudng); ban than tién mat khoéng truc ti€p san xuat ra
bat ky hang hod nao, nén tién khong phai la mot yéu té san xuat.

1.3.4 Enterprise

Enterprise is the factor of production supplied by the entrepreneur — the individual who organises
the other three factors of production (land, labour, capital) into a functioning business, and who
bears the financial risk of the venture.

Functions of the entrepreneur

¢ Risk-bearing: the entrepreneur commits their own money (or borrowed money) to the busi-
ness with no guarantee that it will be repaid or generate a return; if the business fails, the
entrepreneur — not the workers or the landlord — absorbs the loss.

¢ Organising and combining the other factors: deciding what to produce, how much land,
labour, and capital to employ, and coordinating them into an efficient production process.

The reward earned by the entrepreneur is profit — the residual amount left over after all other
costs (rent, wages, interest) have been paid. Unlike rent, wages, and interest, profit is not guaranteed:
it can be very large in a successful year, very small, or even negative (a loss) if the business does not
generate enough revenue to cover its costs.

[Khai niém cot 16i] Rent, wages, and interest are all contractual payments, fixed in advance
regardless of whether the business ultimately succeeds — a landlord, a worker, and a lender
must all be paid what was agreed even if the firm makes no profit at all. Profit alone is residual
and uncertain: it is whatever remains (if anything) after every other factor has already been
paid, which is precisely why bearing this risk is treated as a distinct factor of production in its
own right.

GIAI THICH TIENG VIET

oanh nhan (enterprise) thuc hién hai chirc nang: chiu rti ro (bé von ra kinh doanh ma khéng
duwoc dadm bao cé 13i, va 1a ngudi ganh chiu thua 16 néu doanh nghiép that bai) va té chirc, két
hop ba yéu t6 san xuat con lai (dat dai, lao dong, von) thanh mot quy trinh san xuat hiéu qua.
Phan thudng ctia doanh nhan 1a lgi nhuan (profit) — phan con lai sau khi da trd hét tién thué,
tién lvong, tién lai; khac vai ba phan thudng kia, lgi nhuan khéng duoc dam bao va co6 thé am
(16).

1.3.5 The rewards to the factors of production

The table below summarises the four factors of production and their corresponding rewards, along-
side the figure that follows it.

Factor What it is Reward Example

Land All natural resources: soil, forests, Rent A farmer’s field
water, minerals, oil and gas

Labour Human physical and mental effortin  Wages A factory worker
production

Capital Man-made goods used to produce Interest A delivery van
further goods (fixed or working)

Enterprise Risk-bearing and organisation of the Profit A business founder

other three factors
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Land > Rent
Labour P> Wages
Capital > Interest

Enterprise P> Profit

The four factors of production and the income (reward) each earns for its contribution to output.

Vi du miu - Worked example — classifying the factors of production

A small bakery rents a shopfront on the high street, owns one large industrial oven, and employs
three bakers. Its founder invested her own life savings to start the business and personally
decides what to bake each day, bearing full responsibility if the bakery fails. Classify each
input as a factor of production and state the reward each would earn.

Shopfront (rented premises): land — natural/property resource used in production; reward =
rent. Industrial oven: capital — a man-made produced good (fixed capital) used to bake further
goods; reward = interest (on the finance used to buy it). Three bakers: labour — human effortin
production; reward = wages. Founder: enterprise — she bears the financial risk and organises
the other three factors; reward = profit (the residual after rent, wages, and interest are paid).

GIAI THICH TIENG VIET
Trong vi du tiém banh: mat bang thué = dat dai (thudng: tién thué); 16 nwéng céng nghiép =
von (thudng: tién 13i); ba tho 1am banh = lao déng (thudng: tién lwong); ngudi sang lap chiu
rdi ro va té chirc kinh doanh = doanh nhan (thuéng: loi nhuan — phan con lai sau khi tra hét
tién thué, luong, 13i).

(1) L6i thuong gap: Diung nham hai phan thudng 13i suat (interest) va Igi nhuan (profit). L3i
suat 13 phan thudng cho vén — trd cho ngudi cung cap tai chinh dé mua vén thuc (may mac,
nha xudng), thuong cd mirc 13i sudt tuong déi c6 dinh va dugc ddm bao theo hop déng vay.
Loi nhuan 13 phan thudng cho doanh nhan — phan con lai sau khi da tra tién thué, tién lvong,
va tién l3i; loi nhuan khéng duwoc ddm bao va gan lién vdi rai ro kinh doanh, c6 thé rat cao
hoac tham chi am (16). Hoc sinh thudng gan nham ”loi nhuan” cho vén va "lai suat” cho doanh
nhan.

1.3.6 Mobility and interconnection of the factors of production

Production almost always requires combining all four factors together — a bakery needs land (its
shopfront), labour (its bakers), capital (its oven), and enterprise (its founder) simultaneously; none
of the four can produce output alone. This interconnection matters for a second reason introduced
earlier for labour (Section 1.3.2, occupational and geographical mobility): land and capital can also
be immobile. A field of farmland cannot be relocated to a city where housing is in short supply; a
specialised piece of machinery built to stamp car body panels cannot easily be converted to bake
bread instead. The immobility of factors between alternative uses is precisely why, as Section 1.5.3
will show, the production possibility curve is normally bowed outward rather than a straight line:
resources shifted from one use to another are frequently not equally productive in their new use.
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Natural resource Renewable? Why

Fish stocks Renewable Reproduce naturally if not
overfished

Forests (timber) Renewable Can be replanted and re-
grown

Solar and wind energy ~ Renewable Naturally replenished, ef-
fectively inexhaustible

Crude oil and natural Non-renewable Fixed underground stock,

gas does not regenerate

Metal ores (iron, cop- Non-renewable Fixed physical deposits,

per) extracted not replaced

GIAI THICH TIENG VIET
an xuat hau nhu luén can két hop ca bén yéu td san xuat cung lic — khong yéu té nao tu néd
tao ra san pham. Ngoai lao déng, dat dai va von ciing c6 thé kém linh déng: mot thira ruéng
khoéng thé di doi dén thanh phd; mot may moc chuyén dung dé dap vé xe hoi khéng thé dé
dang chuyén sang nuéng banh mi. Chinh su kém linh déng nay giai thich vi sao duéng PPC
thuong cé dang 16i ra ngoai — ngudn luc khi chuyén tir cong dung nay sang cong dung khac
thuong khong hiéu qua nhu nhau.

1.4 Division of Labour and Specialisation

An entire economy — not just a single factory — becomes more productive when workers, firms,
regions, and even whole countries specialise in producing a narrower range of goods and services
rather than each trying to be self-sufficient. Division of labour is the breaking down of a production
process into a sequence of separate, specialised tasks, with different workers each responsible for
only one stage rather than the whole process. Specialisation is the broader idea that a person, firm,
region, or country concentrates on producing what it can produce comparatively well, relying on
others for everything else.

1.4.1 Advantages of division of labour

' Advantages of division of labour

e Higher productivity through practice: a worker who repeats the same narrow task be-
comes faster and more skilled at it than someone who must perform an entire production
process alone.

e Faster and cheaper training: it takes far less time to train a worker in one specific task than
to train them in every stage of production.

e Workers can specialise in what they do best: different workers have different natural apti-
tudes; division of labour lets each person focus on the tasks suited to their particular skills.

e Enables use of specialised machinery: once a task is narrowly defined and repeated many
times, it becomes worthwhile to design and install machinery specifically for that single
task, further raising output.

. GIAI THICH TIENG VIET

Phan céng lao ddng (division of labour) |4 chia quy trinh sdn xu3t thanh nhiéu céng doan nho,
moi cong nhan chi ddm nhan mét céng doan. Loi ich: nang suat ting nho luyén tap I3p lai mot
cong viéc; dao tao nhanh va ré hon vi chi can day moét ky ndng hep; cong nhan dugc lam ding
s& trudng; va c6 thé stir dung may moc chuyén dung cho tirng cong doan cu thé.
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1.4.2 Disadvantages of division of labour

Disadvantages of division of labour

e Monotony: performing the same narrow task repeatedly, day after day, can be tedious,
reducing worker motivation and potentially reducing the quality of output through care-
lessness.

e Over-dependence between stages: because each worker or machine handles only one
link in the chain, a breakdown, strike, or shortage at any single stage can halt the entire
production process.

e Risk of structural unemployment: a worker who has spent years mastering one narrow
task may have few transferable skills; if that task is automated or the industry declines,
the worker can find it very difficult to move into a different occupation (low occupational
mobility).

. GIAI THICH TIENG VIET

Nhugc diém cta phan céng lao ddng: don diéu, nham chan do 13p lai mét cong viéc hep; phu
thudc 1an nhau giira cac cong doan — mot khau ngirng hoat dong (dinh cong, hdng may) cé thé
lam té liét toan bd day chuyén; va nguy co that nghiép co ciu (structural unemployment) —
cdng nhan chi thanh thao mét ky nang hep sé khé chuyén sang nghé khac néu cong viéc doé bi
tu dong hod hay nganh dé suy thoai, do tinh linh déng nghé nghiép thap.

1.4.3 Specialisation beyond the factory

The same logic that applies to individual workers on a factory floor applies at larger scales too. Firms
specialise by concentrating on a narrow range of products rather than trying to make everything
they need in-house; regions within a country specialise according to their local resources and skills
(a coastal region in fishing, a region with fertile soil in arable farming); and, as later chapters of this
course develop in full, countries specialise and trade internationally for exactly the same reasons
— to raise total output and allow each producer to concentrate on what it produces comparatively
well.

Specialisation at different scales

Workers specialise in a single task within a firm (division of labour).

Firms specialise in a narrow range of goods or services rather than being self-sufficient.

Regions specialise according to their local natural resources, climate, and accumulated skills.

Countries specialise and trade internationally, a topic developed fully in a later unit of this
course.

GIAI THICH TIENG VIET

huyén mon hod khong chi xay ra & cap nguaoi lao dong (phan cong lao dong) ma con & cap
doanh nghiép (tap trung vao mét nhém san pham hep), ving mién (theo tai nguyén va ky ning
san cd), va qudc gia (chuyén mén hoa va thuong mai quéc t&€ — cha dé sé hoc sdu hon & chuong
sau).

1.5 The Production Possibility Curve

The production possibility curve (PPC), also called the production possibility frontier, is a graphical
model that shows the maximum combinations of two goods (or two categories of goods) that an
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economy can produce, given its currently available resources and technology.

1.5.1 Definition and assumptions

[Khai niém cot 16i] The PPC is built on three simplifying assumptions:
¢ Only two goods (or two categories of goods, e.g. "consumer goods” and "capital goods”) are
considered at a time.

e The quantity and quality of factors of production available to the economy are fixed over
the period being considered.
o The state of technology is fixed over the period being considered.
Total resources are fixed, but they can be reallocated between the production of the two goods.

GIAI THICH TIENG VIET
Duong gidi han kha nang san xuat (PPC) thé hién cac to hgp téi da cua hai loai hang hoa ma
mot nén kinh té€ cé thé san xuat véi ngudn luc va cong nghé hién cé. Ba gia dinh: chi xét hai
hang hoa; s luwgng va chat lwong yéu té san xuat cé dinh; cdng nghé cé dinh. Téng ngudn luc
c6 dinh nhung cé thé tai phan bé gilra hai loai hang hoa.

Real economies, of course, produce far more than two goods, and their resources and technology
are constantly changing. The two-good, fixed-resource simplification is deliberate: it lets scarcity,
choice, and opportunity cost be shown clearly on a single two-dimensional diagram, without the
model becoming unreadable. Once the underlying ideas are understood for two goods, they gener-
alise naturally to an economy producing millions of different goods and services simultaneously.

Why economists use the PPC model

e |llustrates scarcity directly: any point outside the curve is simply impossible with today’s
resources.

e Makes opportunity cost visible and measurable as the slope of the curve between two
points.

e Distinguishes clearly between using existing resources better (movements toward the
curve) and genuine economic growth (outward shifts of the curve).

e Provides a simple visual basis for comparing how efficiently, and in what direction, different
economies are developing over time.

- GIAI THICH TIENG VIET
M& hinh PPC chi xét hai hang hoa va gilr nguon luc/cong nghé cé dinh — day 13 su don gian
hoa c6 cha dich dé thé hién rd rang khai niém khan hiém, lua chon, va chi phi co hdi trén mét
d6 thi hai chiéu duy nhat. M6 hinh gitip: (1) minh hoa truc ti€p su khan hiém; (2) do ludng chi
phi co hoi qua d6 doc dudng cong; (3) phan biét viéc sir dung nguén luc hiéu qua hon (tién vé
phia dudng cong) véi ting trudng kinh té€ thuc su (dich chuyén dudng cong ra ngoai).

1.5.2 Points on, inside, and outside the curve
Consider a hypothetical economy that can produce only Bicycles and Computers.
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Computers (thousands)

RS growth: PPC
shifts outward

V: outside
*\ (unattainable

Bicycles (thousands)

The production possibility curve for Bicycles and Computers. Points P, Q, R, S, T lie on the curve (productively efficient,
all resources fully and efficiently employed); U lies inside the curve (resources unemployed or underused — still
attainable but wasteful); V lies outside the curve (unattainable with current resources and technology). The dashed curve
shows an outward shift caused by economic growth.

Points on the curve (P, Q, R, S, T) are productively efficient: all available resources are fully and
efficiently employed, and producing more of one good is only possible by producing less of the other.
A point inside the curve, such as U, is attainable but represents underused resources — unemployed
workers, idle factories, or resources used inefficiently; the economy could produce more of both
goods simply by putting these resources to work, with no need to sacrifice anything. A point outside
the curve, such as V, is currently unattainable: the economy simply does not have enough resources
or sufficiently advanced technology to produce that combination — though it may become attainable
in the future if the whole curve shifts outward (Section 1.5.4).

GIAI THICH TIENG VIET
Cac diém trén dudng cong (P, Q, R, S, T) 1a cac diém hiéu qua san xuat — moi ngudn luc dugc
str dung day du va hiéu qua. Diém bén trong dudng cong (U) van kha thi nhung thé hién ngudn
lwc chua dugc sty dung hét (that nghiép, nha may nhan réi) — nén kinh té c6 thé san xuat nhiéu
hon cd hai hang hod ma khéng can danh déi gi. Diém bén ngoai duong cong (V) 1a khéng thé
dat duwgc véi nguon luc va cong nghé hién tai.

1.5.3 Movements along the curve: the law of increasing opportunity cost

Moving from one point to another along the same PPC represents a reallocation of the economy’s
existing (fixed) resources from one good to the other — it always involves an opportunity cost, since
producing more of one good is only possible by producing less of the other.

Vi du mau - Worked example — reading opportunity cost from the PPC (1)

Using the Bicycles/Computers PPC above, the economy moves from point Q (20,000 bicycles,
90,000 computers) to point R (40,000 bicycles, 70,000 computers). Calculate the opportunity
cost of this increase in bicycle output.

Change in bicycles: 40,000 — 20,000 = 20,000 (an increase). Change in computers:
70,000 — 90,000 = —20,000 (a decrease). Opportunity cost of the additional bicycles =
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20,000 computers forgone
20,000 extra bicycles

= 1 computer per bicycle.

Vi du miu - Worked example — reading opportunity cost from the PPC (2): increasing opportunity cost

Calculate the opportunity cost of each successive 20,000-unit increase in bicycle output along
the same curve: P—Q, Q—R, R—=S, S—T.

P—Q: computers fall from 100,000 to 90,000 (—10,000) for 420,000 bicycles: OC =
10,000,/20,000 = 0.5 computers per bicycle.

Q—R: computers fall from 90,000 to 70,000 (—20,000) for +20,000 bicycles: OC =
20,000/20,000 = 1.0.

R—S: computers fall from 70,000 to 40,000 (—30,000) for -+20,000 bicycles: OC =
30,000,/20,000 = 1.5.

S—T: computers fall from 40,000 to 0 (—40,000) for +20,000 bicycles: OC = 40,000/20,000 =
2.0.

The opportunity cost rises steadily — 0.5 — 1.0 — 1.5 — 2.0 computers per bicycle — as bi-
cycle output increases. This is the law of increasing opportunity cost, and it is the reason the
PPC is normally bowed outward (concave) rather than a straight line.

- GIAI THICH TIENG VIET
Di chuyén doc theo dudng PPC (tir Q sang R, vi du) nghia |a tai phan b8 nguén luc ¢é dinh
gitta hai hang hod — luén c6 chi phi co hdi. O vi du trén, chi phi co hoi tdng dan 0.5 — 1.0 —
1.5 — 2.0 may tinh cho méi xe dap khi san luong xe dap tang — day 13 quy luat chi phi co hoi
tang dan, ly do khién PPC thudng cé dang [6i ra ngoai (concave) thay vi 1a dudng thang.

Why does opportunity cost rise like this? Most factors of production are not equally suited
to producing both goods — some resources (specialised computer-assembly machinery, engineers
skilled in electronics) are highly productive at making computers but comparatively poor at making
bicycles, and vice versa (metalworking tools, welders skilled in frame assembly). As bicycle output
expands, the economy must draw in progressively less-suitable resources away from computer pro-
duction; each extra bicycle then costs more and more computers in forgone output, bowing the
curve outward from the origin.

- GIAI THICH TIENG VIET
Nguyén nhan chi phi co héi tdng dan: hau hét nguon luc khéng phu hop nhw nhau vai ca hai
loai hang hoa — mot s6 ngudn luc rat hiéu qua khi san xuat may tinh nhung kém hiéu qua khi
san xuat xe dap (va nguoc lai). Khi san lugng xe dap tang, nén kinh t&€ budc phai chuyén nhirng
ngudn luc ngdy cang kém phu hop hon sang san xuat xe dap, khi€n méi don vi xe dap ting
thém "ton” ngay cang nhiéu may tinh bi tir bo — day chinh 1a ly do dudng PPC c6 dang 16i ra
ngoai (bowed outward).

1.5.4 Shifts of the whole curve: economic growth and decline

A shift of the entire PPC is fundamentally different from a movement along it: a shift means the

economy’s total productive capacity has changed, so that more (or less) of both goods can now be
produced.
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ll Causes of PPC shifts

Outward shift (economic growth) — an increase in the quantity of resources (population and
labour force growth, new capital investment, discovery of new natural resources) or an in-
crease in the quality/productivity of resources (improved education and training, technological
progress, more efficient organisation of production).

Inward shift (economic decline) — war damage or destruction of capital and infrastructure,
natural disasters (earthquakes, floods) destroying land or capital, depletion of non-renewable
natural resources, or net emigration of the workforce.

- GIAI THICH TIENG VIET
Dich chuyén toan bé duédng PPC khac vai di chuyén doc dudng cong — né thé hién téng nang
Iuc san xuat cta nén kinh té€ da thay déi. Dich chuyén ra ngoai (ting trudng kinh té): ting s6
lwgng nguon luc (dan s6, dau tu von mai, phat hién tai nguyén mai) hodc tang chat lvong/nang
suat ngudn luc (gido duc, cong nghé, t6 chirc hiéu qua hon). Dich chuyén vao trong (suy thoai):
chién tranh tan pha, thién tai, can kiét tai nguyén khong tai tao, hoac di cu lao dong.

(1) L6i thueng gap: Ding nham di chuyén doc theo dudng PPC (movement along) véi dich
chuyén toan bé dudng PPC (shift). Di chuyén doc dudng cong chi | tai phan bé nguén luc
hién cé gilra hai hang hoa (t6ng nang luc san xuat khdng dai, ludn cé chi phi co hdi — phai tir
boé mot phan hang hoa nay dé cé thém hang hoa kia). Dich chuyén toan bd dudng cong nghia
|3 téng nang luc san xuat da thay déi (do thay déi s6 lwong/chat lwong ngudn luc hodc céng
nghé&) — cho phép san xuat nhiéu hon (hoac it hon) cd hai hang hoa cung luc, khong don thuan
la danh déi.

Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

Movement along the curve

Shift of the curve

Cause

Total capacity

Opportunity cost

Reallocating  existing  re-
sources between the two
goods

Unchanged

Always incurred

Change in the quantity or
quality of resources, or in
technology

Increases (outward) or de-
creases (inward)

Not directly relevant; more (or
less) of both goods possible

Good B
A

» Good A

Movement along the curve:

reallocating existing resources
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Left: a movement along a fixed PPC reallocates existing resources between two goods and always carries an opportunity
cost. Right: a shift of the whole PPC changes what the economy is capable of producing at every combination of the two
goods.

1.5.5 The special case of a straight-line PPC: constant opportunity cost

A PPC does not always have to be concave. If the resources used in an economy are equally well
suited to producing either good — so that transferring a unit of any resource from one good to the
other always yields the same fixed amount of the second good, regardless of how much is already
being produced — then the PPC is a straight line, and opportunity cost is constant rather than in-
creasing.

Good Y (units)
A

7546

»— Good X (units)
50

A straight-line PPC: each additional 10 units of Good X always costs exactly 15 units of Good Y (constant opportunity
cost = 1.5), because resources are equally well suited to producing either good — unlike the bowed-outward curve of
Section 1.5.2.

Vi du mau - Worked example — constant opportunity cost on a linear PPC

Using the linear PPC above, with points (0, 75), (10, 60), (20, 45), (30, 30), (40, 15), (50, 0), cal-
culate the opportunity cost of each successive 10-unit increase in Good X.

Every step reduces Good Y by exactly 15 units: 75 — 60, 60 — 45, 45 — 30, 30 — 15,15 — 0
— each a fall of 15. Opportunity cost of each 10-unit increase in Good X = 15/10 = 1.5 units
of Good Y, in every interval. Unlike the Bicycles/Computers example (where opportunity cost
rose 0.5 — 1.0 — 1.5 — 2.0), here it is constant at 1.5 throughout, because resources can be
transferred between the two goods with no loss of productivity at the margin.

. GIAI THICH TIENG VIET

Né&u ngudn Iwc phtt hop nhu nhau véi ca hai hang hoa, duong PPC |a dudng thang va chi phi co
hoi khéng d&i — mdi 10 don vi Good X ting thém ludn "tén” ding 15 don vi Good Y (OC = 1.5
khéng d6i), khac véi trudng hop 16i ra ngoai & trén (noi chi phi co héi tang dan).
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Opportunity cost

A
M concave PPC (rising opportunity cost)

M linear PPC (constant opportunity cost)

Successive block of output
Block 1 Block 2 Block 3 Block 4

Opportunity cost of each successive equal-sized block of output on the two PPCs already examined: on the concave

Bicycles/Computers PPC (Section 1.5.3), opportunity cost rises 0.5 — 1.0 — 1.5 — 2.0 computers per bicycle across

four equal blocks of bicycle output; on the linear Good X/Y PPC (Section 1.5.5), opportunity cost stays constant at 1.5
throughout.

Vi du miu - Worked example — identify and explain: a farmer’s land reallocation

A farmer owns 100 acres, currently split between wheat and soybeans. Wheat earns $300
revenue per acre; soybeans currently earn $350 revenue per acre after a recent rise in soy-
bean prices. The farmer reallocates 20 acres from wheat to soybeans, keeping her total 100
acres unchanged. Identify what kind of change this represents on a wheat/soybean PPC, and
calculate the opportunity cost of the switch.

Because her total land (100 acres) has not changed — she has only reallocated an existing,
fixed resource between two uses — this is a movement along the PPC, not a shift of the curve.
Revenue gained from the extra soybean acres: 20 x $350 = $7,000. Revenue forgone from the
wheat no longer grown on those acres (the opportunity cost): 20 x $300 = $6,000. Net benefit
of the switch: $7,000 — $6,000 = $1,000. The opportunity cost of the switch is the $6,000 of
wheat revenue given up — even though the switch is worthwhile overall, the opportunity cost
is still measured as the full value of the alternative forgone, not the net gain.

GIAI THICH TIENG VIET
Néng dan chuyén 20 m3u dat tir lGa mi sang dau nanh nhung téng dién tich dat khéng dai (100
mau) — day 1a di chuyén doc theo PPC, khéng phai dich chuyén dudng cong. Chi phi co hoi
cua viéc chuyén déi 13 $6,000 doanh thu ltGa mi bi mat, du lgi ich rong van duong ($1,000) vi
dau nanh hién cé gia tri cao hon.

1.6 Economic Systems

The three central questions of Section 1.1 — what, how, and for whom to produce — must be an-
swered by every economy. The mechanism used to answer them defines a country’s economic
system. Real-world economies differ mainly in the degree to which resource-allocation decisions are
made through free markets versus through government direction.

Mixed economy:

Market economy: public + private sectors

Planned/command economy:

minimal government, government decides &
price mechanism owns resources
4 4 <
0% 20% 40% 50% 60% 80% 100%

Degree of government control over resource allocation
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The spectrum of economic systems, classified by the degree of government control over resource allocation: from 0% (a
pure market economy) to 100% (a pure planned/command economy), with mixed economies occupying every point in
between.

GIAI THICH TIENG VIET

Ba hé théng kinh t€ nam trén mot quang phé (spectrum) theo mirc do can thiép cta chinh phu
vao phan bé ngudn luc: tir 0% (thi trudng tu do hoan toan) dén 100% (k€ hoach hoé tap trung
hoan toan), véi nén kinh t& hén hgp ndm & giira.

1.6.1 The market economy

In a market economy, resource allocation decisions are made almost entirely by individual consumers
and firms interacting through free markets, with minimal government intervention. Prices, set by the
interaction of supply and demand (the price mechanism), answer all three central questions: what
to produce is signalled by which goods consumers are willing to pay for; how to produce is decided
by firms competing to minimise costs; for whom is decided by who is willing and able to pay the
market price.

Market economy: advantages and disadvantages

Advantages: consumer sovereignty — production responds directly to what consumers actu-
ally demand; an efficient, decentralised allocation of resources without the need for a central
authority to gather information; strong incentives for firms to cut costs, innovate, and improve
quality in order to win customers and profit.

Disadvantages: can generate significant inequality, since goods go to those who can pay
rather than those who need them most; markets tend to under-provide goods that are not
very profitable to sell privately even though they benefit society (public and merit goods);
markets take no automatic account of externalities — costs or benefits that fall on third par-
ties outside the transaction.

- GIAI THICH TIENG VIET
Kinh té€ thj trudng (market economy): phan bé ngudn luc gan nhu hoan toan qua co ché gia ca
do cung cau quyét dinh, chinh phu can thiép t6i thiéu. Uu diém: chi quyén ngudi tiéu dung,
phan b8 ngudn luc hiéu qua, tao déng luc d6i mai/cat gidm chi phi. Nhuoc diém: cé thé gay
bat binh dang I6n, thiéu hut cung cap hang hoa cong/hang hoé thiét yéu it Igi nhuan, va khéng
tu dong tinh dén ngoai tac (externalities).

1.6.2 The planned (command) economy

In a planned (or command) economy, the government owns the factors of production and makes the
central decisions about what, how, and for whom to produce, typically through a central planning
authority rather than through market prices.

Planned economy: advantages and disadvantages

Advantages: the government can direct resources deliberately toward social priorities (eg-
uity of provision, strategic industries) regardless of whether they would be profitable in a free
market; can avoid the wasteful duplication of resources that sometimes occurs when many
competing private firms all produce similar goods.

Disadvantages: without market prices to signal relative scarcity and consumer preference,
planners can easily misallocate resources, producing too much of goods nobody wants and
too little of goods that are needed; the absence of a profit incentive for individual enterprises

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 24



BENO.}SHO Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

can lead to inefficiency and little pressure to innovate or cut costs; central planning of an entire
economy requires a very large administrative bureaucracy, itself costly and slow to respond
to changing conditions.

GIAI THICH TIENG VIET

inh té ké hoach hoa tap trung (planned/command economy): chinh pha s& hitu yéu t6 san
xuat va ra quyét dinh trung tdm vé san xuat cai gi, nhu thé ndo, cho ai. Uu diém: cé thé uu
tién cong bang xa hdi va tranh trung I3p lang phi ngudn luc. Nhugc diém: thiéu tin hiéu gia
ca dan dén phan bé sai nguon luc, thi€u déng luc loi nhuan gay kém hiéu qua, va bd may quan
liéu cong kénh, phan trng cham.

1.6.3 The mixed economy and the role of government

In practice, no real-world economy sits at either extreme of the spectrum. A mixed economy com-
bines a private sector (households and firms making decisions through markets) with a public sector
(government providing certain goods and services, and regulating economic activity), with the pre-
cise balance between the two varying by degree from country to country. Even within a single mixed
economy, government typically plays several distinct roles:

¢ Providing public goods — goods and services that private markets tend to under-supply because
they are difficult to sell profitably to individual buyers (e.g. national defence, street lighting).

e Regulating markets — setting rules to promote fair competition and protect consumers.

¢ Redistributing income — using taxation and welfare payments to reduce inequality between
richer and poorer members of society.

e Correcting market failure — intervening where free markets alone would produce an inefficient
or undesirable outcome.

These four roles are introduced here only in outline; each is examined in far greater depth later
in this course, once the tools of demand, supply, and market failure have been developed.

Typically private-sector responsibil- Typically public-sector responsibil-
ity ity

Manufacturing consumer goods National defence

(clothing, food)

Retail and hospitality services Street lighting and basic road infras-
tructure

Most agricultural production State-funded schooling (in many
countries)

. GIAI THICH TIENG VIET

\
Kinh t&€ hén hop (mixed economy) két hop khu vure tu nhan (thi trudng) va khu vue céng (chinh
phu), véi mic d6 can thiép khac nhau tuy quéc gia. Vai tro cta chinh pht trong nén kinh té
hén hop gdbm: cung cap hang hoa cong, diéu tiét thj trudng, tai phan phdi thu nhap, va khac
phuc that bai thi trudng — cac vai trd ndy sé duoc tim hiéu sdu hon & cac chuong sau.
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1.6.4 Comparing the three systems at a glance

Feature Market economy Mixed economy Planned economy

Ownership of Mostly private Private and state, in Mostly state

resources varying proportions

Who decides Prices, via consumers Combination of prices Central planning au-

what/how/for and firms and government deci- thority

whom sions

Role of the Central, drives all allo- Important but mod- Minimal or absent

price mecha- cation ified by government

nism policy

Main advan- Efficient, responsive to Balances efficiency Can prioritise equity

tage consumer demand with some social pro- and strategic goals
tection

Main disad- Inequality; under- Can inherit weak- Misallocation without

vantage provision of public nesses of both systems price signals; bureau-

goods cracy

Vi du miu - Worked example — comparing economic systems

Consider two hypothetical economies deciding how a new smartphone model will be produced
and distributed. In Economy A, private manufacturers decide how many phones to produce
based on consumer demand, compete with each other on price and features, and sell to who-
ever is willing to pay the market price. In Economy B, a central planning committee decides the
total quantity of phones to manufacture and allocates them to regions by administrative rule,
not by price. Identify each economic system, and give one advantage and one disadvantage
of each in this context.

Economy A is a market economy. Advantage: production responds quickly to actual consumer
demand, and competition can improve quality and lower price. Disadvantage: households un-
able to afford the market price may be excluded even if they have a genuine need for a phone.

Economy B is a planned (command) economy. Advantage: the planning committee can guar-
antee a more equal distribution of phones across regions regardless of income. Disadvantage:
without price signals reflecting actual consumer demand, the committee may set production
far above or below what people actually want, causing shortages in some regions and un-
wanted surpluses in others.

- GIAI THICH TIENG VIET
Kinh té€ A (tw nhan quyét dinh san lugng theo nhu cau, canh tranh gid) 13 kinh té thi trwong: vu
diém dap (ng nhanh nhu ciu, nhuoc diém loai trir ngudi khéng da kha nang chi tra. Kinh té B
(uy ban trung wong quyét dinh san lwong va phan phéi theo quy dinh hanh chinh) |4 kinh té ké
hoach hoa: wu diém phan phéi céng bang hon theo ving, nhuoc diém dé sai léch cung-cau
do thiéu tin hiéu gia.

1.7 Synthesis: From Scarcity to Economic Systems

The four building blocks of this chapter connect into a single logical chain that underlies the whole of
economics. Scarcity — unlimited wants confronting limited resources — forces choice at every level
of decision-making, from the individual consumer to the national government. Every choice made
under scarcity carries an opportunity cost: the value of the next best alternative given up. The pro-
duction possibility curve is simply a graphical model of this same scarcity-choice-opportunity cost
relationship, applied to an entire economy producing two goods: it shows the maximum combina-
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tions available (scarcity), the trade-off involved in producing more of one good (choice and oppor-
tunity cost, visible as movements along the curve), and the possibility of producing more of every-
thing through growth (shifts of the curve). Finally, different economic systems — market, planned,
and mixed — are simply different institutional answers to the same underlying problem of scarcity:
they differ in who makes the what/how/for-whom decisions (individual consumers and firms through
prices, or government through central planning) and therefore in how the available (scarce) resources
ultimately end up allocated among competing uses.

[Khai niém cot 16i]
e Scarcity: unlimited wants confront limited resources (land, labour, capital, enterprise).

e Choice: scarcity forces every consumer, worker, firm, and government to choose.
e Opportunity cost: every choice sacrifices the single next best alternative.

e The PPC: models scarcity, choice, and opportunity cost graphically for a whole economy
producing two goods.

e Economic systems: market, planned, and mixed systems are different institutional mecha-
nisms for deciding how scarce resources are actually allocated.

- GIAI THICH TIENG VIET
B&n khai niém cta chuong ndy néi thanh mét chubi 16-gic: Khan hi€m (mong muén vé han,
nguoén luc hiru han) budc phai lua chon; moi lwa chon déu cé chi phi co héi; duwong PPC la mo
hinh d6 thi hod méi quan hé khan hiém-lua chon-chi phi co hdi cho ca nén kinh té; va cac hé
théng kinh t& (thi truong, k€ hoach hoa, hén hop) chi 1a nhirng cach thic thé ché khac nhau
dé quyét dinh nguén luc khan hiém doé cudi cung duwgc phan bé nhu thé nao.

1.8 Problem Bank

Bai tap luyén tap

The basic economic problem arises because:

(A) Governments spend too much money (C) Firms want to maximise profit

(B) Unlimited wants confront limited (scarce)
resources (D) Prices tend to rise over time

Lo giai chi tiét

The basic economic problem is the mismatch between unlimited human wants and the limited
resources available to satisfy them, forcing every society to decide what, how, and for whom
to produce. (B).

Bai tap luyén tap

Which of the following is best described as a want rather than a need?

(A) Clean drinking water (C) Basic shelter

(B) A second, more expensive smartphone (D) Emergency medical treatment
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Loi giai chi tiét

A need is essential for survival (water, shelter, emergency healthcare); an additional, more
expensive phone is not essential and is therefore a want. (B).

Bai tap luyén tap

Define opportunity cost, and explain why it is not simply "the price paid” for a good.

Loi giai chi tiét
Opportunity cost is the value of the next best alternative forgone when a choice is made. It is
not the price paid because the price is only the monetary amount handed over for the chosen
option; opportunity cost instead measures what was sacrificed — the next best alternative that
could have been chosen instead — which may not even be measured in money (e.g. leisure time,

another good entirely).

Bai tap luyén tap

A student has 3 free hours before an exam. She could either work a part-time retail shift
earning $12 per hour, or use the time to revise for the exam. She chooses to revise. Calculate
her opportunity cost of revising, in dollar terms.

Lai giai chi tiét

Opportunity cost = 3 hours x $12/hour = $36 — the retail wages she forgoes by choosing to
revise instead of working those 3 hours.

Bai tap luyén tap
Which of the following is not one of the four factors of production?

(A) Land (C) Labour
(B) Money (D) Enterprise

Loi giai chi tiét
Money is not itself a factor of production — it is only a means of purchasing the real factors

of production (e.g. using money to buy machinery, which is capital). The four factors are land,
labour, capital, and enterprise. (B).

Bai tap luyén tap

A delivery company owns a fleet of vans, rents a warehouse plot on the edge of town, and
employs 40 drivers. Its founder invested his own savings to start the company and personally
organises its operations, bearing the risk if it fails. Classify each of these four inputs as a factor
of production.

Lai giai chi tiét

-

Fleet of vans: capital (a man-made, produced resource, fixed capital, used repeatedly). Ware-
house plot: land (a natural/property resource). 40 drivers: labour (human effort). Founder:
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enterprise (bears risk and organises the other three factors).

Bai tap luyén tap

The reward earned by the owner of a natural resource such as agricultural land is called:

(A) Wages (C) Rent
(B) Interest (D) Profit

Loi giai chi tiét

Rent is the payment made for the use of land (all natural resources) in production. (C).

Bai tap luyén tap

The reward earned by an entrepreneur for bearing risk and organising a business is called:

(A) Rent (C) Interest
(B) Wages (D) Profit

Loi giai chi tiét

Profit is the residual reward to enterprise, left over after rent, wages, and interest have all been
paid; unlike the other three rewards, it is not guaranteed and can be negative. (D).

Bai tap luyén tap

Distinguish between fixed capital and working (circulating) capital, giving one example of each.

Loi gidi chi tiét
Fixed capital is used repeatedly over a long period without being used up in a single act of
production, e.g. a delivery van or a factory building. Working (circulating) capital is a stock of

raw materials or finished goods used up or sold within a single production cycle, e.g. the flour
held by a bakery, or its unsold finished bread awaiting sale.

Bai tap luyén tap

A qualified electrician retrains to become a plumber instead. This best illustrates:

(A) Geographical mobility of labour (C) Division of labour
(B) Occupational mobility of labour (D) An outward shift of the PPC

Loi giai chi tiét

Switching between two different types of occupation (electrician to plumber) is an example of
occupational mobility of labour. (B).
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Bai tap luyén tap

Using the example of a car assembly line, explain two advantages and two disadvantages of
division of labour.

Lai giai chi tiét

Advantages: (1) each worker repeats one specific task (e.g. fitting a windscreen) and becomes
highly fast and skilled at it, raising productivity; (2) training a new worker for one narrow task is
much quicker and cheaper than training them to build an entire car alone. Disadvantages: (1)
performing the same single task all day can be monotonous, potentially lowering motivation
and quality; (2) if one stage of the line breaks down or workers there go on strike, the entire
assembly line halts, since every stage depends on the ones before it.

Bai tap luyén tap

A major long-term disadvantage of division of labour is that a worker who has only ever per-
formed one narrow task may face which of the following if that task is automated?

(A) Guaranteed promotion (C) Structural unemployment, due to low oc-
cupational mobility
(B) A higher wage automatically (D) An outward shift of the PPC

Loi giai chi tiet

A worker with only one narrow, non-transferable skill has low occupational mobility, making it
hard to move to a different job if that task is automated — a risk of structural unemployment.
(C).

Bai tap luyén tap

A point lying inside a country’s production possibility curve represents:

(A) An unattainable combination of output (C) The maximum efficient output of the

(B) A combination with unemployed or un- economy

derused resources (D) An economy with no scarcity

Loi giai chi tiet

A point inside the PPC is attainable but reflects resources that are unemployed or used in-
efficiently; more of both goods could be produced by fully and efficiently employing existing
resources. (B).

Bai tap luyén tap

A point lying outside a country’s current production possibility curve represents:

(A) A combination currently unattainable (C) A point representing unemployment
with existing resources and technology

(B) The most efficient point on the curve (D) A point that is always attainable next year
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Loi giai chi tiét

A point outside the current PPC cannot be produced with the resources and technology cur-
rently available — it may become attainable only if the whole curve shifts outward. (A).

Bai tap luyén tap

An economy produces Wheat (tonnes) and Steel (tonnes). Four attainable combinations on its
PPC are:

Combination A B C D

Wheat (tonnes) O 10 20 30
Steel (tonnes) 50 45 38 28

Calculate the opportunity cost of increasing wheat output (a) from combination A to B, and (b)
from combination C to D. Comment on how opportunity cost changes as wheat output rises.

Loi giai chi tiét

(a) A—B: wheat rises by 10 tonnes (0 — 10); steel falls by 5 tonnes (50 — 45). Opportunity
cost = 5/10 = 0.5 tonnes of steel per tonne of wheat.

(b) C—D: wheat rises by 10 tonnes (20 — 30); steel falls by 10 tonnes (38 — 28). Opportunity
cost = 10/10 = 1.0 tonne of steel per tonne of wheat.

Opportunity cost rises from 0.5 to 1.0 as wheat output increases — an illustration of the law
of increasing opportunity cost, consistent with a concave (bowed-outward) PPC.

Bai tap luyén tap

Which of the following would most likely cause an outward shift of a country’s production
possibility curve?
(A) A severe earthquake destroying factories (C) Net emigration of skilled workers

(B) Alarge improvement in workforce educa-
tion and training (D) Depletion of the country’s oil reserves

Loi giai chi tiét

Improved education and training raises the quality/productivity of the labour force, increasing
the economy'’s total productive capacity and shifting the whole PPC outward — economic
growth. (B).

Bai tap luyén tap

Which of the following would most likely cause an inward shift of a country’s production pos-
sibility curve?

(A) New capital investment in factories (C) War damage destroying a large amount of
capital and infrastructure

(B) Discovery of new mineral deposits (D) Improved technology raising productivity
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Loi giai chi tiét
War damage that destroys capital and infrastructure reduces the economy’s total available
resources, shrinking its productive capacity and shifting the PPC inward. (C).

Bai tap luyén tap

Explain why a production possibility curve is normally drawn as bowed outward (concave)
rather than as a straight line.

Loi giai chi tiét

Most factors of production are not equally well suited to producing both goods — some re-
sources are highly productive at making one good but comparatively poor at making the other.
As output of one good expands, progressively less-suitable resources must be transferred
away from the other good’s production, so each additional unit costs more and more of the
other good in forgone output. This rising (increasing) opportunity cost is what bows the curve
outward from the origin.

Bai tap luyén tap

A straight-line (linear) production possibility curve implies that:

(A) Opportunity cost rises as more of one either good

good is produced (C) The economy has no scarcity

(B) Opportunity cost is constant, becausere- (D) The economy is experiencing economic
sources are equally suited to producing growth

Loi giai chi tiét

A straight-line PPC has a constant slope, meaning the opportunity cost of producing more of
one good is the same at every point — this occurs because resources can be shifted between
the two goods without any loss of productivity at the margin, i.e. they are equally well suited
to both. (B).

Bai tap luyén tap

An economy produces Rice (tonnes) and Machinery (units). Attainable combinations include:

Combination B C D E

Rice (tonnes) 10 20 30 40
Machinery (units) 48 43 35 24

Calculate the opportunity cost of increasing rice output (a) from B to C, and (b) from D to E.
What pattern do these results confirm?

Lai giai chi tiét

(@) B—C: rice rises by 10 tonnes; machinery falls from 48 to 43, a fall of 5 units. Opportunity
cost = 5/10 = 0.5 machines per tonne of rice.

(b) D—E: rice rises by 10 tonnes; machinery falls from 35 to 24, a fall of 11 units. Opportunity
cost = 11/10 = 1.1 machines per tonne of rice.
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Opportunity cost rises from 0.5 to 1.1 as rice output increases, confirming the law of increasing
opportunity cost along a concave PPC.

Bai tap luyén tap

A market economy relies primarily on which mechanism to decide what, how, and for whom
to produce?

(A) Central government planning (C) Religious custom

(B) The price mechanism (supply and de-
mand) (D) Military allocation

Lai giai chi tiét

In a market economy, prices set by the interaction of supply and demand allocate resources
and answer the what/how/for-whom questions with minimal government intervention. (B).

Bai tap luyén tap

A defining feature of a planned (command) economy is that:

(A) Consumers have complete freedom to and for whom to produce

buy anything they wish at any price (C) Firms compete freely to maximise profit

(B) The government owns the factors of pro- (D) Prices are always set below the market
duction and centrally decides what, how, equilibrium

Loi giai chi tiet

-

In a planned economy, the government owns the factors of production and a central planning
authority — not market prices — decides what, how, and for whom to produce. (B).

Bai tap luyén tap

A mixed economy is best defined as an economy in which:

(A) The government owns 100% of all factors (C) Both a private sector (markets) and a pub-
of production lic sector (government) play a role in allo-

(B) Resource allocation is decided entirely by cating resources, in varying degrees

private markets with zero government in-
volvement (D) Only agricultural goods are traded

Loi giai chi tiét
A mixed economy combines a private sector, where households and firms interact through

markets, with a public sector, where government provides certain goods and services and
regulates economic activity; the exact balance between the two varies by country. (C).

Bai tap luyén tap

State and briefly explain two roles that government plays within a mixed economy.
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Loi giai chi tiét

Any two of: (1) Providing public goods — supplying goods such as national defence or street
lighting that private markets tend to under-provide because they are difficult to sell profitably
to individual buyers. (2) Regulating markets — setting rules to promote fair competition and
protect consumers. (3) Redistributing income — using taxation and welfare payments to re-
duce inequality. (4) Correcting market failure — intervening where a free market alone would
produce an inefficient outcome.

Bai tap luyén tap

Which sequence best represents the logical relationship between the following four economic
ideas?

(A) Opportunity cost — Scarcity — Choice —+ (C) PPC — Scarcity — Opportunity cost —

PPC Choice
(B) Scarcity — Choice — Opportunity cost — (D) Choice — PPC — Scarcity — Opportunity
PPC cost

Lai giai chi tiét

Scarcity (unlimited wants, limited resources) forces choice; every choice carries an opportunity
cost; the PPC is the graphical model of this same relationship applied to a whole economy. (B).

Bai tap luyén tap

In a short paragraph, explain how scarcity ultimately leads a society to adopt a particular eco-
nomic system. Your answer should use the terms opportunity cost and production possibility
curve.

Loi gidi chi tiét

Because resources are scarce relative to unlimited wants, every society must decide what,
how, and for whom to produce; the production possibility curve models the maximum combi-
nations of goods attainable with those scarce resources, and moving along it always involves
an opportunity cost, since producing more of one good requires producing less of another. An
economic system is simply the institutional mechanism a society uses to make these choices
— a market economy lets prices and individual decisions allocate the scarce resources shown
on the PPC, a planned economy lets a central authority decide, and a mixed economy blends
the two — but in every case the underlying problem being solved is the same: scarcity forces
choice, and choice always carries an opportunity cost.

Bai tap luyén tap

A country’s PPC for Consumer Goods and Capital Goods is currently bowed outward (concave).
Explain, using the concept of opportunity cost, why choosing to produce more Capital Goods
today could allow the whole PPC to shift outward in the future.

Loi giai chi tiét

Producing more capital goods today (e.g. machinery, factories, infrastructure) means producing
fewer consumer goods now — an opportunity cost incurred today, shown as a movement along
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the current PPC. However, capital goods directly increase the economy’s stock of productive
resources; once built, they raise the economy’s total productive capacity, allowing more of
both consumer and capital goods to be produced in future periods. This is why investment in
capital goods today, despite its immediate opportunity cost, is one of the main causes of an
outward shift of the PPC (economic growth) over time.

Bai tap luyén tap

Explain why "capital” in economics is not the same thing as "money.”

Loi giai chi tiét

Capital is a factor of production: a man-made, produced good used to produce further goods
and services, such as machinery, tools, or factory buildings. Money itself does not directly
produce anything — it is only a means of purchasing real capital goods (or land, labour, and
enterprise’s other inputs). A large sum of cash sitting unused, for example, is not capital in the
economic sense until it is used to acquire an actual capital good.
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The Allocation of Resources

Muc tiéu Unit: Co ché gia va ba chilrc ndng cla gia (bdo hiéu, khuyén khich, phan phai); cau thi truong
va cac yéu t6 phi gid quyét dinh cau (thu nhap, thj hiéu, gid hang thay thé/bé sung, dan s6, ky vong, l3i
suat/tin dung); cung thi trudng va cac yéu t6 phi gia quyét dinh cung (chi phi, cdng nghé, sé luong nha
san xuat, thué/tro cap, thoi tiét); can bang thj trudng va qua trinh diéu chinh; thing du tiéu dung va
thang du san xuat; do co gian cla ciu theo gia (PED), theo thu nhap (YED), chéo (XED) va dd co gian
clia cung theo gia (PES); that bai thi trwdong (ngoai (rng, hang héa céng, hang khuyén dung/hang cé hai);
va cac chinh sach kiém soat gia (gia tran, gia san).

2.1 The Price Mechanism: Allocating Scarce Resources

Every economic system must solve the same basic problem: resources (land, labour, capital, enter-
prise) are scarce, while human wants are effectively unlimited. In a market economy, this allocation
problem — deciding what to produce, how to produce it, and for whom — is solved almost entirely
through the price mechanism: the interaction of demand and supply that generates a price for every
good, service, and factor of production, and that price in turn allocates the resource among compet-
ing uses.

The three functions of price

1. Signalling function: a price change transmits information about relative scarcity throughout
the economy without any central authority issuing instructions. A rising price signals that
a good has become scarcer (relative to demand); a falling price signals the opposite.

2. Incentive function: a price change creates a financial incentive for buyers and sellers to
change their behaviour. A higher price encourages existing producers to supply more, en-
courages new firms to enter the market, and encourages consumers to economise on their
use of the good (or switch to a substitute). A lower price does the reverse.

3. Rationing function: because resources are scarce, not everyone who wants a good at a
zero price can have it. Price rations the available quantity to those consumers who are
both willing and able to pay the market price; those unwilling or unable to pay go without.

These three functions work together and continuously: a shortage pushes the price up (signal),
which encourages producers to expand output and some consumers to drop out of the market
(incentive), which resolves the shortage by rationing the now-scarcer good toward those who
value it most highly in monetary terms (rationing).

- GIAI THICH TIENG VIET
Co ché gia 13 cach chinh ma nén kinh té thi trwong phan bé nguén luc khan hiém, thuc hién
ba chirc ndng: bao hiéu (gia thay déi truyén tai thong tin vé su khan hiém tuong déi ma khéng
can mot co quan trung wong ra lénh), khuyén khich (gia tang khuyén khich nguoi ban san xuat
nhiéu hon va ngudi mua tiét kiém hon; gia gidm thi nguoc lai), va phan phai (gia phan bd s6
lwong hang héa khan hiém cho nhirng ngudi vira sdn Iong vira cé khd ndng chi tra mirc gia do
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— nhirng ai khéng san long hodc khéng du kha nang chi tra sé khéng mua duoc hang). Toan
bé chuwong nay phan tich chi tiét cach cau va cung tuong tac dé tao ra mirc gia dé, cing nhu
nhirng trudng hop co ché gia that bai trong viéc phan bé nguén luc mét cach hiéu qua.

The remainder of this chapter builds up the full model of the price mechanism: first demand,
then supply, then their interaction at market equilibrium; then the tool economists use to measure
how responsive demand and supply are to price and other changes (elasticity); and finally the cir-
cumstances in which the free market price mechanism fails to allocate resources efficiently, and the
tools governments use to correct that failure.

2.2 Demand

2.2.1 Individual and market demand

Demand is the quantity of a good or service that consumers are both willing and able to buy at a
given price, over a given period of time (e.g. per week, per month). Individual demand is the demand
of a single consumer; market demand is the horizontal sum of all individual consumers’ demand at
each price — that is, at every price level, add up the quantity each individual consumer would buy to
obtain the total quantity demanded by the whole market.

(1) L6i thuong gap: "Demand” in economics is not the same as “desire” or "want” A consumer
who would love to own a yacht but has no money to buy one does not contribute to market
demand for yachts — demand requires both willingness and the financial ability to pay. This is
why demand is sometimes called effective demand.

Vi du mau - Worked example — From individual to market demand

Three consumers, A, B, and C, are the only buyers of a good. Their individual weekly demand
schedules are shown below. Find the market demand schedule.

Price($) Q. Qp Qr MarketQ,=Q,+Qp+ Q¢

2 10 8 6 24
4 7 5 4 16
6 4 3 2 9
8 2 1 0] 3

Market demand at each price is simply the horizontal sum (the sum of quantities, at a given
price) of every individual consumer’s demand. At a price of $4, for instance, market quantity
demanded is 7+ 5 +4 = 16 units — this is the point plotted on the market demand curve. Note
that as price rises, not only does each individual’s own quantity demanded fall, but consumer
C eventually drops out of the market entirely (buying zero at $8), illustrating how the market
demand curve is built up from the entry and exit of individual buyers as price changes.

2.2.2 The law of demand

Law of demand

The law of demand states that, ceteris paribus (holding all other influences on demand con-
stant), as the price of a good falls, the quantity demanded of that good rises; as price rises,
quantity demanded falls. This gives the demand curve its characteristic downward (negative)
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I slope when price is plotted on the vertical axis and quantity on the horizontal axis.

Two complementary reasons justify this inverse relationship. First, the income effect: a fall in the
price of a good effectively increases a consumer’s real purchasing power (the same money income
now buys more), so consumers tend to buy more of that good (and, often, more of other goods too).
Second, and more fundamentally, the law of diminishing marginal utility provides an intuitive justifi-
cation for why the demand curve slopes downward at all: each successive unit of a good consumed
in a given period yields less additional satisfaction (marginal utility) than the unit before it. Since a
rational consumer will only buy an additional unit if the satisfaction gained from it is at least worth
the price paid, a consumer will only be willing to purchase further units of a good if its price falls to
match the falling marginal utility of those extra units. This is why a lower price is needed to induce
consumers to buy a larger quantity.

GIAI THICH TIENG VIET
Quy luat ciu: trong diéu kién cac yéu to khac khéng dai, khi gia cia mot hang hoa giam, luong
cau vé hang héa do tang; khi gia tang, luvong cau giam — day la ly do duong cau ludn déc xudng.
Cé hai ly do giai thich: (1) hiéu rng thu nhap — gia gidm lam tang strc mua thuc té clia nguoi
tiéu dung; (2) quy luat hiru dung bién giam dan — mbi don vi hang héa tiéu dung thém mang
lai mirc d6 théa man (hiru dung bién) thap hon don vi trudc do, nén ngudi tiéu dung chi san
long mua thém néu giad giam tuong (rng véi mirc hiru dung bién dang giam dan.

2.2.3 Movement along vs. shift of the demand curve
It is essential to distinguish two very different causes of a change in quantity demanded.

A change in the good’s own price causes a movement along a fixed demand curve (called an
extension of demand when price falls and quantity demanded rises, or a contraction of demand
when price rises and quantity demanded falls). A change in any non-price determinant of
demand causes the entire demand curve to shift — rightward for an increase in demand (more
is demanded at every price), or leftward for a decrease in demand (less is demanded at every
price).

Price Price
AN AN
D,
#» Quantity D% Quantity
Movement along D Shift of D
(caused by a change (caused by a change in
in the good’s own price) a non-price determinant)

Left: a change in the good’s own price causes a movement between points A and B on a fixed demand curve. Right: a
change in income, tastes, or the price of a related good shifts the entire curve, here from D, to D, — an increase in
demand (more is bought at every price).
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(1) L6i thweng gédp: The single most common error in this topic is describing a shift as "demand
increased because price fell.” Price can never shift the demand curve for its own good — a
change in own price only ever produces a movement along the existing curve. Only a change
in income, tastes, the price of another good, population, expectations, or credit conditions can
shift the whole demand curve.

. GIAI THICH TIENG VIET

Phan biét hai khai niém dé nham lan: di chuyén doc theo dudng cau (movement along) xay ra
khi CHINH gia ctia hang hoa dé thay d6i — diém di chuyén trén cuing mot dudng ciu ¢ dinh.
Dich chuyén duéng cau (shift) xay ra khi mét yéu té phi gia thay déi (thu nhap, thi hiéu, gia
hang lién quan, dan s, ky vong, tin dung) — toan bé dudng cau di chuyén sang trai hodc phai.
L&i phd bién nhat [a néi "gia giam nén ciu ting” — gia cia CHINH hang hda dé khéng bao gid
lam dich chuyén dudng ciu clia nd, chi cé thé gay ra su di chuyén doc theo dudng cau.

2.2.4 Non-price determinants of demand

Determinants of demand

¢ Income: for a normal good, a rise in consumer income shifts demand right (more is bought at
every price) — most goods are normal. For an inferior good, a rise in income shifts demand
left — consumers switch away from the inferior good toward higher-quality substitutes as
they can now afford them (e.g. instant noodles, second-hand clothing, long-distance bus
travel). This asymmetric response to a change in income is the income effect referred to
earlier, and is measured precisely by income elasticity of demand, developed later in this
chapter.

¢ Tastes, fashion, and advertising: a good becoming more fashionable, more socially desir-
able, or more heavily and effectively advertised shifts its demand curve right; a good falling
out of favour (health warnings, changing social norms, a damaging news story) shifts de-
mand left.

¢ Price of substitutes and complements: a substitute is a good that can be used in place of
another to satisfy a similar want (e.g. tea and coffee, Coca-Cola and Pepsi). If the price of
a substitute rises, demand for this good rises (shifts right), as some consumers switch over.
A complement is a good consumed together with another (e.g. printers and ink cartridges,
cars and petrol). If the price of a complement rises, demand for this good falls (shifts left),
because the complementary pair becomes more expensive to consume as a unit. This qual-
itative relationship is measured precisely by cross elasticity of demand (XED), covered in a
later section: a positive XED confirms a substitute relationship, a negative XED confirms a
complementary relationship.

¢ Population size and structure: a larger population (through natural increase or net migra-
tion) shifts market demand right, simply because there are more potential buyers. Changes
in the age structure of the population also shift demand for specific goods — an ageing pop-
ulation increases demand for healthcare and retirement housing, while a rising birth rate
increases demand for childcare and baby products.

e Expectations of future price changes: if consumers expect a good'’s price to rise in future,
current demand shifts right as they buy now to beat the price rise (e.g. stockpiling); if con-
sumers expect prices to fall, current demand shifts left as they delay purchases (common for
consumer electronics, where waiting typically brings a lower price and better specification).

¢ Interest rates and credit availability: many durable goods (cars, houses, furniture, appli-
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ances) are commonly bought using borrowed money. A fall in interest rates lowers the cost
of borrowing and shifts demand for these goods right; tighter credit conditions (banks less
willing to lend, higher deposit requirements) shift demand left, independent of the good'’s
own price.

- GIAI THICH TIENG VIET
Cac yéu to phi gia lam dich chuyén duong cau: thu nhap (hang théng thudng: thu nhap tang
—s CAu ting; hang th cap: thu nhap ting — cau GIAM vi ngudi tiéu dung chuyén sang hang
chat lvong cao hon); thi hiéu/quang cao; gia hang thay thé (gia hang thay thé tang — ciu hang
nay ting) va gia hang bé sung (gia hang b6 sung ting — cau hang nay gidm); quy mé va co ciu
dan s6; ky vong vé gia tuwong lai (ky vong gia ting — mua ngay by gio — cau hién tai tang);
va l3i suat/kha nang ti€p can tin dung dé&i vai hang 1au bén (6 t6, nha ctra) mua bang vay ng.

Vi du miu - Worked example — Classifying a change in demand

For each event, state whether market demand for the named good shifts left or right, and iden-
tify which determinant is responsible. (a) The price of butter (a close substitute for margarine)
rises sharply — effect on demand for margarine. (b) National average income falls during a
recession — effect on demand for long-distance intercity bus travel (widely regarded as an in-
ferior good). (c) The central bank cuts interest rates sharply — effect on demand for new cars
financed by loans.

(a) Butter and margarine are substitutes. A rise in the price of butter causes some consumers
to switch to margarine, so demand for margarine shifts right (determinant: price of a substi-
tute).

(b) Bus travel is inferior: as income falls, consumers who previously drove or flew switch to
the cheaper option, so demand for bus travel shifts right (determinant: income, inferior good
— note the direction is opposite to what a normal good would show).

(c) Lower interest rates reduce the cost of loan-financed purchases, so demand for new cars
shifts right (determinant: interest rates/credit availability).

2.3 Supply

2.3.1 Individual and market supply

Supply is the quantity of a good or service that producers are willing and able to offer for sale at a
given price, over a given period of time. Individual supply is the supply from a single firm; market
supply is the horizontal sum of the supply of every firm in the industry at each price.

Vi du mau - Worked example — From individual to market supply

Two firms, X and Y, are the only producers of a good. Their individual weekly supply
schedules are shown below. Find the market supply schedule.

Price($) Qyx @y MarketQ,=0Qy +Qy

3 0 2 2
5 4 6 10
7 8 10 18
9 12 14 26
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Market supply at each price is the horizontal sum of every individual firm’s supply. At a price
of $5, market quantity supplied is 4+ 6 = 10 units. Notice that firm X supplies nothing at all at
$3 — its production costs are too high to profitably sell at that price — but enters the market
once price reaches $5, illustrating how a rising market price progressively draws in higher-cost
producers, expanding market supply.

2.3.2 The law of supply

Law of supply

The law of supply states that, ceteris paribus, as the price of a good rises, the quantity supplied
rises; as price falls, quantity supplied falls. This gives the supply curve its characteristic upward
(positive) slope.

The underlying reason is that marginal cost (the cost of producing one additional unit) normally
rises as output increases in the short run, because at least one factor of production (typically capi-
tal/plant size) is fixed while firms add more of a variable factor (typically labour) to it. Beyond some
point, each additional worker adds progressively less to total output than the worker before (the
tendency toward diminishing returns), so the cost of producing each successive unit rises. A firm
will only be willing to supply an additional unit if the price it receives is at least equal to the cost of
producing that unit — so a higher price is needed to call forth a larger quantity supplied.

GIAI THICH TIENG VIET

uy luat cung: khi gid tang, lvong cung tang; khi gia giam, luong cung gidm — dudng cung
doc 1én. Ly do cot 16i: chi phi bién (chi phi san xuat thém mét don vi) thuong TANG dan khi
san lvgng tang trong ngan han, vi it nhat mot yéu té san xuat (thudng 1a vén/nha xudng) bi
c6 dinh trong khi doanh nghiép thém ngay cang nhiéu yéu té bién déi (lao dong) vao dé — dan
dén nang suat bién gidm dan. Doanh nghiép chi san long cung thém mét don vi néu gia ban
it nhat bang chi phi san xuat don vi dé, nén can gia cao hon dé khuyén khich cung mét lwong
I&n hon.

2.3.3 Non-price determinants of supply

Determinants of supply

e Costs of production / input prices: a rise in the price of any input (raw materials, wages,
rent, energy) raises the cost of producing every unit, shifting supply left (less is supplied at
every price); a fall in input costs shifts supply right.

e Technology: an improvement in production technology (more efficient machinery, better
production techniques) lowers the cost of producing each unit and/or raises output from
the same inputs, shifting supply right.

e Number of producers/firms in the industry: as more firms enter an industry (attracted, for
example, by profits), market supply shifts right; as firms exit the industry, market supply
shifts left.

¢ Indirect taxes and subsidies: a per-unit indirect tax (e.g. excise duty) imposed on a good
adds directly to the cost of supplying each unit, shifting supply left (equivalently, upward,
since a higher price is now needed to cover the tax at every quantity). A subsidy — a
payment from government to producers — lowers the effective cost of supplying each unit,
shifting supply right (downward).
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e Weather and other natural factors: for primary-sector goods (agriculture, fishing),
favourable weather (good rainfall, mild growing season) increases supply (shifts right); ad-
verse weather (drought, flooding, disease, pests) reduces supply (shifts left). Natural dis-
asters affecting extraction (mining, oil) have the same left-shifting effect on supply of raw
materials.

e Producer expectations: if producers expect the price of their good to rise in future, they
may withhold current supply (shifting current supply left) in order to sell at the higher ex-
pected future price; if they expect prices to fall, they may increase current supply to sell
before the price drop.

Price

S, (after an indirect tax)
S, S, (after a subsidy)

> Quantity

An indirect tax raises the cost of supplying each unit, shifting supply left/upward from S, to S,; a subsidy lowers the
cost of supplying each unit, shifting supply right/downward from S, to S.

- GIAI THICH TIENG VIET
Cac yéu t6 phi gia 1dam dich chuyén dudng cung: chi phi dau vao (nguyén liéu, tién luong, tién
thué tang — cung giam — dich trai); cdng nghé (cai ti€én — cung tang — dich phai); sé lwgng nha
san xuat (nhiéu doanh nghiép gia nhap — cung tang); thué gian thu (Iam tang chi phi méi don
vi — cung dich trai/lén trén) va trg cap (lam gidm chi phi méi don vi — cung dich phai/xuéng
dudi); thoi tiét (d6i vai néng san: thoi tiét thuan lgi — cung ting, thai ti€t xau/han han/IG lut
— cung giam); va ky vong ctia nha san xuat vé gia tuong lai.

Vi du miu - Worked example — Classifying a change in supply

For each event, state whether market supply for the named good shifts left or right, and iden-
tify which determinant is responsible. (a) A new fertiliser technology allows farmers to grow
20% more wheat from the same land — effect on supply of wheat. (b) The government im-
poses a new excise duty on cigarettes — effect on supply of cigarettes. (c) An unusually severe
frost destroys much of a country’s orange crop — effect on supply of oranges.

(a) The new technology lowers the effective cost of producing each unit of wheat (more output
from the same inputs), so supply shifts right (determinant: technology).

(b) The excise duty raises the cost of legally supplying each unit, so supply shifts left (determi-
nant: indirect tax).

(c) The frost destroys crops that would otherwise have been supplied, reducing the quantity
available at every price, so supply shifts left (determinant: weather/natural factors).
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2.4 Market Equilibrium

2.4.1 Determining equilibrium

Market equilibrium

Market equilibrium occurs at the price where the demand curve and the supply curve intersect
— the equilibrium price P, at which quantity demanded exactly equals quantity supplied, the
equilibrium quantity .. At this price there is no economic force acting to change the price
further: everyone willing and able to buy at P, can do so, and every unit producers wish to
sell at P, finds a buyer.

2.4.2 Adjustment from disequilibrium
Away from equilibrium, market forces automatically push price back toward P..

e If price is above P.: quantity supplied exceeds quantity demanded, creating a surplus (excess

supply). Unsold stock accumulates, so sellers competitively lower price to clear it; as price falls,
qguantity demanded rises (extension of demand) and quantity supplied falls (contraction of supply)
until the surplus is eliminated at P..

If price is below P.: quantity demanded exceeds quantity supplied, creating a shortage (excess
demand). Frustrated buyers bid the price up; as price rises, quantity demanded falls (contraction
of demand) and quantity supplied rises (extension of supply) until the shortage is eliminated at

P.
Quick reference — disequilibrium adjustment: Price > P, = @), > @, = surplus = price falls.
Price < P, = @, > @, = shortage = price rises. In both cases, the adjustment continues only
until price returns to P,, where @, = @, exactly and no further pressure to change price re-
mains — this self-correcting tendency of a free market, with no outside intervention needed, is
itself a direct expression of the price mechanism'’s incentive and rationing functions introduced
at the start of this chapter.

Vi du mau - Worked example — Solving for equilibrium price and quantity

The market demand and supply functions for a good are given by ), = 500 — 20P and Q, =
—100+30P, where P is price in dollars and () is quantity in units per week. Find the equilibrium
price and quantity.

At equilibrium, @, = Q.:

500 — 20P = —100 + 30P = 600 = 50P = P* = §12.

The equilibrium price is $12 and the equilibrium quantity is 260 units per week.

Q* = 500—20(12) = 500—240 = 260 (check supply: —100+30(12) = —100+-360 = 260 as requirg

od)

2.4.3 Simultaneous shifts of demand and supply

When demand and supply shift at the same time, the change in equilibrium price and quantity de-

pends on the direction and relative size of each shift.
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If demand and supply shift in the same direction (both increase, or both decrease), the change in
equilibrium gquantity is unambiguous (both rise together, or both fall together), but the change
in equilibrium price is ambiguous — it depends on which shift is relatively larger. If demand and
supply shift in opposite directions (e.g. demand increases while supply decreases), the change
in equilibrium price is unambiguous (both effects push it the same way), but the change in
equilibrium quantity is ambiguous.

Vi du miu - Worked example — Simultaneous shift of demand and supply

A good becomes more fashionable (demand increases, shifting D, — D,) at the same time as
a rise in the cost of a key raw material (supply decreases, shifting S; — S,). Determine the
direction of change in equilibrium price and quantity, and state which variable’s direction is
certain.

The rise in demand pushes price up and pushes quantity up. The fall in supply pushes price
up and pushes quantity down. Both effects agree that price rises, so the equilibrium price
definitely rises. The two effects disagree about quantity (one pushes it up, the other down),
so the change in equilibrium quantity is ambiguous — it depends on whether the increase in
demand or the decrease in supply is proportionately larger. If the rightward shift of demand is
larger, quantity will rise overall; if the leftward shift of supply is larger, quantity will fall overall;
if the two shifts are of equal proportional size, quantity could be unchanged even though price
has risen.

S 2% Quantity

Demand increases (D; — D,) at the same time as supply decreases (S; — S,). Both shifts push price up
unambiguously (from E, to E,); the effect on quantity is ambiguous in general and depends on the relative size of the
two shifts — in this particular case quantity happens to rise slightly.

- GIAI THICH TIENG VIET

Can bang thi trudng 1a mirc gia ma tai do luong cau bang lwong cung; néu gia cao hon mic
can bang sé c6 du thira (surplus) khién ngudi ban ha gia; néu gia thap hon mdrc can bang sé cé
thiéu hut (shortage) khién gia bi day 1én — thj trudng tu dong diéu chinh vé mirc can bang. Khi
CA cau va cung cuing dich chuyén: néu dich chuyén CUNG chiéu, lugng can bing chic chin
thay d6i theo chiéu dé nhung gia thi KHONG chic chin (phu thudc dd 16n tuong ddi); néu
dich chuyén NGU'QOC chiéu, gia can bang chic chan thay déi nhung luong thi KHONG chic
chan.
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2.4.4 Consumer and producer surplus

Consumer and producer surplus

Consumer surplus is the difference between the maximum price consumers are willing to pay
for each unit (shown by the height of the demand curve at that quantity) and the price they
actually pay (the market price) — graphically, the area above the equilibrium price line and below
the demand curve, up to the equilibrium quantity. Producer surplus is the difference between
the price producers actually receive and the minimum price they would be willing to accept
(shown by the height of the supply curve) — the area below the equilibrium price line and above
the supply curve. The sum CS + PS measures total economic welfare (community surplus)
generated by the market, which is maximised at the free-market equilibrium in the absence of
market failure.

onsumeisurplus

f

Producer gurplus

D

¥ Quantity

Q*
Consumer surplus (area above price, below demand) and producer surplus (area below price, above supply) at market
equilibrium E.

Vi du miu - Worked example — Calculating consumer and producer surplus

Demand and supply for a good are given by @, = 200 — 4P and @, = —40 + 4P (P in dollars,
Q in units).

Step 1 — equilibrium: 200 —4P = —40+4P = 240 = 8P = P* = $30,and Q* = 200—4(30) =
80 units.

Step 2 — choke price (demand-curve intercept): setting @, = 0: 0 = 200 — 4P = P = $50.
This is the maximum price the most eager buyer would pay.

Step 3 — supply-curve intercept: setting @, = 0: 0 = —40 + 4P = P = $10. This is the
minimum price the least eager seller would accept.

Step 4 — surplus areas (each is a triangle with base Q* = 80):

CS =

N|—=

X Q" X (Ppax — P*) = 3 x 80 x (50 — 30) = $800.

PS =1 x Q" x (P — Ppn) = & x 80 x (30 — 10) = $800.

Total community surplus = C'S + PS = $1,600.
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. GIAI THICH TIENG VIET

Thang du tiéu dung |3 phan chénh I&ch gilra mirc gia cao nhat ngudi mua sin sang tra va mirc
gia ho thuc su tra (dién tich phia trén duong gia, dudi dudng cau). Thang du san xuat |a phan
chénh léch gitra mirc gia ngudi ban thuc nhan va mirc gia téi thi€u ho chip nhan ban (dién tich
phia duéi dudng gia, trén dudng cung). Ca hai duoc tinh bang céng thirc dién tich tam giac
don gian: $ x day x chiéu cao. Téng phuc lgi cong dong (C'S + PS) dat gia tri I6n nhat tai diém
can bang thi truong tu do khi khéng cé that bai thi truong.

2.5 Price Elasticity of Demand

Elasticity measures how responsive one variable is to a proportionate change in another. Price
elasticity of demand (PED) measures the responsiveness of quantity demanded to a change in the
good’s own price.

% AQ,
% AP

Because demand curves slope downward, PE D is normally negative. Economists classify de-
mand by the magnitude |PED|:

e |PED| > 1: demand is price elastic — quantity demanded changes proportionately more

PED =

than price.

e |PED| < 1: demand is price inelastic — quantity demanded changes proportionately less
than price.

e |PED| = 1: demand is unit elastic — quantity demanded changes in exactly the same

proportion as price.

e PED = 0: demand is perfectly inelastic (a vertical demand curve — quantity does not
respond to price at all).

e PED — —oo: demand is perfectly elastic (a horizontal demand curve).

Price Price
Py
Pl
P
2 P2
D
B » Quantity % Quantity
Q, Qs Q4 Q2
Steep D (inelastic): a large Flat D (elastic): the same
% AP gives a small %AQ, % AP gives a large %AQ

Comparing a steep (inelastic) and a flat (elastic) demand curve: the same proportionate fall in price from P, to P,
produces only a small increase in quantity demanded when demand is inelastic (left), but a much larger increase when
demand is elastic (right).
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2.5.1 Worked calculations of PED

Vi du mau - Worked example — PED calculation (elastic demand)

The price of a good rises from $20 to $25 (a 25% rise), causing quantity demanded to fall
from 1,000 to 700 units per week (a 30% fall). Calculate PED and classify demand.

25 — 20 700 — 1,000
% AP = x 100 = 25% % AQ, = ——————— x 100 = —30%
1,000
PED = —30% _ —1.2
25%

Since |[PED| = 1.2 > 1, demand is price elastic: a given percentage change in price produces
a larger percentage change in quantity demanded.

Vi du mau - Worked example — PED calculation (inelastic demand)

The price of a good rises from $15 to $18 (a 20% rise), causing quantity demanded to fall
from 600 to 540 units per week (a 10% fall). Calculate PED and classify demand.

18 —15 540 — 600
—10%
PED = — = .
0% 7

Since |PED| = 0.5 < 1, demand is price inelastic: quantity demanded changes proportion-
ately less than price.

As a third worked variety, consider a cinema raising its ticket price from $12 to $15 (a rise of
15212 5100 = 25%) and observing weekly attendance fall from 900 to 800 tickets (a fall of 503390 x

—11.1%
100 ~ —11.1%): PED =
%) 25%

substitutes at short notice and represent a small share of a typical consumer’s budget.

The two extreme cases named in the keyfact above are rarely observed exactly in reality, but
some goods come close. Insulin for a diagnosed diabetic is close to perfectly inelastic (PED ~ 0):
patients must keep buying roughly the same quantity regardless of price, because there is no substi-
tute for a life-sustaining medicine and no discretion to simply consume less. At the other extreme,
an individual wheat farmer selling into a large, highly competitive world market faces demand that
is close to perfectly elastic: since countless other farmers sell an identical, undifferentiated product
at the going world price, this single farmer could sell any quantity at the prevailing price but would
sell nothing at even a slightly higher price, as buyers would simply purchase from another farmer
instead.

~ —0.44, again price inelastic, since cinema tickets have few close

2.5.2 Factors affecting PED

Determinants of PED

¢ Necessities vs. luxuries: necessities (staple food, basic utilities, essential medicine) tend
to have inelastic demand, since consumers must keep buying them even at a higher price;
luxuries (holidays, jewellery, premium electronics) tend to have elastic demand, since con-
sumers can more easily postpone or forgo the purchase.

¢ Availability and closeness of substitutes: the more (and closer) the substitutes available,
the more elastic demand — consumers can easily switch away if price rises. A good with no
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close substitutes (e.g. petrol in the short run, insulin for a diabetic) has inelastic demand.

¢ Proportion of income spent on the good: goods that take up a small share of a consumer’s
budget (salt, matches, chewing gum) tend to have inelastic demand, since a price change
barely affects the household budget; goods that take up a large share (rent, a car, a foreign
holiday) tend to have more elastic demand.

e Time period: demand is more inelastic in the short run (consumers have not yet found
substitutes or adjusted habits) and becomes more elastic over a longer time period, as con-
sumers have time to seek alternatives, change suppliers, or adapt technology (e.g. demand
for petrol is far more inelastic in the short run than over several years, once consumers can
switch to more fuel-efficient or electric cars).

¢ Addictiveness / habit-forming goods: goods such as tobacco, alcohol, and other addictive
substances tend to have inelastic demand, because consumers continue purchasing them
even as prices rise substantially.

¢ Narrow vs. broad definition of the good: demand for a narrowly defined good (e.g. "Granny
Smith apples”) is more elastic than demand for a broadly defined category (e.g. "food”),
because a narrowly defined good has many close substitutes (other apple varieties, other
fruit) while the broad category does not.

GIAI THICH TIENG VIET

ac yéu to anh huang dén PED: hang thiét yéu (co gian thap) so véi hang xa xi (co gian cao);
cang nhiéu va cang gan vdi hang thay thé thi ciu cang co gian; ti trong thu nhap chi cho hang
hda cang I&n thi cau cang co gian; thai gian cang dai thi cau cang co gidn (ngudi tiéu dung co
thoi gian tim hang thay thé); hang giy nghién thuong cé cau kém co gian; va hang hoa dugc
dinh nghia cang hep (vi du: mot loai tdo cu thé) thi cang co gian hon so vdi dinh nghia réng (vi
du: "thuc pham” néi chung).

2.5.3 PED and total revenue
Total revenue TR = P x (. The effect of a price change on total revenue depends entirely on
|PED|:

e If demand is elastic (|PED| > 1): a price rise causes TR to fall (the proportionately larger
fall in quantity dominates); a price fall causes T'R to rise.

e If demand is inelastic ((PED| < 1): a price rise causes T'R to rise (the small fall in quantity
is outweighed by the higher price per unit); a price fall causes T'R to fall.

e If demand is unit elastic (| PED| = 1): total revenue is unchanged by a price change, since
the percentage rise in one variable exactly offsets the percentage fall in the other.

Vi du mau - Worked example — Revenue effect under elastic demand

Price rises from $10 to $12; quantity demanded falls from 500 to 350 units. Find PED and
the change in total revenue.

1210 350 — 500 —30%
100 = 20 AQ, = 2222 100 = —30 PED = —_>2°
8 R 500 % 20%

Since |PED| = 1.5 > 1, demand is elastic. T'Rptore = 10 X 500 = $5,000. T'R e, = 12 x 350 =
$4,200. As predicted for elastic demand, the price rise causes total revenue to fall (by $800).

% AP = =—1.9
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Vi du miu - Worked example — Revenue effect under inelastic demand

Price rises from $5 to $6; quantity demanded falls from 200 to 180 units. Find PED and the
change in total revenue.

6—5 180 — 200 —10%
100 = 2 AQ, = ——————x100 = —1 PED =
x100 =20%  %AQ, 500 % 00 0% 0%

Since |PED| = 0.5 < 1, demand is inelastic. TRy qore = 5 % 200 = $1,000. TR, ger = 6 x 180 =
$1,080. As predicted for inelastic demand, the price rise causes total revenue to rise (by $80).

% AP = =—0.5

2.5.4 Business and government uses of PED

Firms use knowledge of PED to set profit-maximising prices: a firm facing inelastic demand for its
product can raise price to increase revenue, whereas a firm facing elastic demand should generally
avoid price rises (and may instead compete on price cuts to gain revenue and market share) or focus
on non-price competition (branding, quality, advertising) to make demand less elastic. Governments
use PED to predict the effect of an indirect tax: a tax on a good with inelastic demand (e.g. tobacco,
petrol) raises significant, predictable tax revenue with only a small fall in quantity traded, and con-
sumers bear most of the tax burden (incidence); a tax on a good with elastic demand causes a large
fall in quantity traded and raises relatively little revenue, with producers bearing more of the burden.
This is why governments favour taxing inelastic goods (tobacco, alcohol, fuel) when the main goal
is raising revenue, though a demerit-good tax aimed at discouraging consumption is more effective
the more elastic demand becomes over time.

- GIAI THICH TIENG VIET
Theo PED, téng doanh thu (TR = P x Q) phan &rng véi thay déi gia nhu sau: néu ciu co gian
(|PED| > 1), tang gia lam doanh thu GIAM:; néu cau kém co gian (|PED| < 1), tang gia lam
doanh thu TANG; néu co gian don vi, doanh thu KHONG déi. Doanh nghiép dua vao PED dé
dinh gia téi wu; chinh pha dua vao PED dé du doan s6 thué thu duoc va ai (nguwdi mua hay
nguoi ban) sé ganh chiu phan Ién thué gian thu (incidence) — hang héa cé cau cang kém co
gian thi nguoi tiéu dung cang ganh chiu phan thué Ién hon.

2.6 Income Elasticity of Demand (YED)

% AQ,

9% Aincome

Sign convention: Y ED > 0 indicates a normal good (demand rises as income rises); Y ED < 0
indicates an inferior good (demand falls as income rises). Among normal goods, a further dis-
tinction matters: 0 < YED < 1 identifies a necessity (demand rises less than proportionately
with income — e.g. bread, basic clothing), while Y ED > 1 identifies a luxury (demand rises
more than proportionately with income — e.g. overseas holidays, luxury cars).

YED

Vi du miu - Worked example — YED calculation and interpretation

Average household income rises from $30,000 to $33,000 per year (a 10% rise). Quantity
demanded of a good rises from 1,000 to 1,150 units (a 15% rise). Calculate YED and interpret
the result.
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33,000 — 30,000

1,150 — 1,000
Ai — 100 = 10 AQ, = 22— 200 00— 15
% Aincome 30,000 h hAQ 1000 %
15%
YED = 22 _ 15
10%

Since YED > 0, this is a normal good; since Y ED > 1, demand rises more than proportionately
with income, so the good is classified specifically as a luxury. A firm producing this good would
expect strong sales growth during an economic boom (rising average incomes) but a sharper-
than-average fall in sales during a recession.

- GIAI THICH TIENG VIET
YED do ludng mirc dd phan &rng cla lwong cau khi thu nhap thay déi. Dau duwong: hang
thong thudng (thu nhap ting — cau tang); ddu am: hang thi cap (thu nhap tang — cau giam).
Trong nhom hang théng thudng: néu 0 < YED < 1 13 hang thiét yéu (ciu ting cham hon thu
nhap); néu Y ED > 1 la hang xa xi (cau tang nhanh hon thu nhap). Doanh nghiép ban hang xa
xi chiu anh hudng manh hon tir chu ky kinh té (tdng trwdng manh khi kinh té ting trudng, sut
gidm manh khi suy thoai) so v&i doanh nghiép ban hang thiét yéu.

2.7 Cross Elasticity of Demand (XED)

7% AQq, 4
% APy

XED , p measures how the quantity demanded of good A responds to a change in the price
of a different good, B. Sign convention: XED > 0 indicates A and B are substitutes (a rise in
the price of B increases demand for A, as consumers switch); XED < 0 indicates A and B are
complements (a rise in the price of B decreases demand for A, since the two are consumed
together); XED ~ 0 indicates the two goods are unrelated. The larger | X ED|, the stronger
(closer) the relationship between the two goods.

XED, 5=

Vi du m3u - Worked example — XED calculation and interpretation

The price of petrol rises by 10%. As a result, quantity demanded of new cars (good A) falls by
4%. Calculate X E D, petrol and interpret the sign.

—4%
XEDcars,petrol - W% =—04

Since XED < 0, cars and petrol are complements: arise in the price of petrol (the complement)
makes running a car more expensive overall, reducing demand for new cars. Since | XED| =
0.4 < 1, the relationship is present but relatively weak.

- GIAI THICH TIENG VIET
XED do lvong lvgng cau ctia hang hda A phan (rng thé nao khi gia ctia hang héa B (khac) thay
déi. Dau duong: A va B 13 hang thay thé (gia B ting — cau A tang, ngudi mua chuyén sang
dung A); ddu am: A va B |a hang bé sung (gia B ting — cau A gidm, vi hai hang dugc dung
cung nhau); gia tri gan 0: hai hang khéng lién quan. Gia tri tuyét d6i cang I&n thi moi quan hé
gilra hai hang cang chat ché.
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2.8 Price Elasticity of Supply (PES)

% AQS

% AP

Because supply curves slope upward, PES is normally positive. PES > 1: supply is elastic;
PES < 1: supply is inelastic; PES = 1: unit elastic, PES = 0: perfectly inelastic (vertical
supply — e.g. a unique painting, or land in a fixed total area); PES — oo: perfectly elastic
(horizontal supply).

l Determinants of PES

e Spare capacity: a firm with unused machinery and idle workers can expand output quickly
and cheaply when price rises, making supply more elastic; a firm already operating at full
capacity can only expand output slowly (requiring new investment), making supply more
inelastic.

PES =

¢ Ease of storing stock: goods that can be stockpiled (manufactured goods, non-perishables)
allow firms to draw on stored inventory to meet a price rise quickly, increasing elasticity;
perishable goods (fresh produce, flowers, seafood) cannot be stored, reducing elasticity.

¢ Time period: in the very short run, output is largely fixed (especially for agriculture, where
the harvest for the season is already determined), so supply is highly inelastic; over a longer
period, firms can hire more labour, invest in new capital, and new firms can enter the in-
dustry, making supply progressively more elastic.

¢ Ease of switching resources between uses: if a firm’s factors of production (machinery,
skilled labour) can be easily redeployed to produce this good instead of something else,
supply responds quickly to a price change (elastic); highly specialised factors that cannot
be redeployed make supply more inelastic.

Vi du mau - Worked example — PES calculation

A manufacturer with spare factory capacity sees the market price of its product rise from
$8 to $8.80 (a 10% rise). In response, quantity supplied rises from 2,000 to 2,500 units per
month (a 25% rise). Calculate PES and classify supply.

8.80 — & 2,500 — 2,000 25%
AP =272 100 = 10 AQ, = 22— 20 100 = 25 PES =222 _95
% g o RAQ, 2.000 % 10%

Since PES = 2.5 > 1, supply is price elastic, consistent with the firm’s spare capacity, which
allows it to respond to the higher price with a proportionately larger increase in output.

As with PED, real goods rarely sit at the exact theoretical extremes of PE.S, but some come
close. Land in a fixed, already fully built-up city centre has supply that is close to perfectly inelastic
(PES ~ 0): no matter how high the price of land rises, the physical quantity of land within the city’s
existing boundary cannot increase (a vertical supply curve). By contrast, a mass-produced consumer
good manufactured by a firm with abundant spare capacity and easy access to more raw materials
and labour can have supply close to perfectly elastic over a meaningful price range: the firm is willing
to supply as much as the market wants at the prevailing price, but has little reason to supply extra
at a lower price, since costs per unit are roughly constant across that output range.

- GIAI THICH TIENG VIET
PES do ludng mirc dé phan &rng cua lugng cung khi gia thay déi. PES > 1: cung co gian;
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PES < 1: cung kém co giadn. Cac yéu to dnh hudng: nang luc san xuat du thira (mady méc/lao
dong nhan réi — dé ting cung — co gian hon); kha nang lwu trir hang tén kho (hang dé bao
quan — co gian hon; hang dé héng — kém co gian); th&i gian (ngan han: cung kém co gian vi
san lvong gan nhu ¢d dinh, dic biét véi néng san; dai han: co gian hon vi c6 thé dau tu thém
von, thué thém lao déng, doanh nghiép mai gia nhap); va kha ning chuyén déi ngudn luc giira
cac muc dich stir dung khac nhau.

(1) L6i thuong gap: Do not confuse the sign conventions across the three elasticities: PED is
(almost always) negative, because price and quantity demanded move in opposite directions
along a normal demand curve. YED and X ED can be either sign, and the sign itself carries
the essential economic information — a negative Y E D signals an inferior good (not an error?),
and a negative X E'D signals complements (not substitutes). Always state both the numerical
value and its sign when reporting an elasticity, and interpret the sign before the magnitude.

Measure Formula Sign / range Key determinants
A . . .
PED (?;A%j Normally negative; clas-  Substitutes, necessi-
0 sify by [PED| vs. 1 ty/luxury, % of income,
time, addictiveness,

breadth of definition

YED M > 0 normal (0-1 neces- Nature of the good,
%Aincome . i . . .
sity, > 1 luxury); < 0in- income level of typical
ferior buyer
XED % > 0 substitutes; < 0 Closeness of the relation-
%APp complements; ~ 0 un- ship between A and B
related
PES HAQ, Normally positive; clas- Spare capacity, storabil-
AP sify vs. 1 ity, time period, factor
mobility

2.9 Market Failure
2.9.1 Defining market failure

Market failure

Market failure occurs whenever the free market, left alone, fails to allocate resources at the
socially optimal level — that is, the market produces either too much or too little of a good
relative to what would maximise total welfare for society as a whole. The root cause in most
cases is a divergence between private costs/benefits (borne or enjoyed only by the individual
consumer or producer directly involved in the transaction) and social costs/benefits (borne or
enjoyed by society as a whole, including third parties not directly involved in the transaction).

Social cost = Private cost+External cost Social benefit = Private benefit-+External benefit

An externality is exactly this gap — a cost or benefit falling on a third party who is not part of
the original market transaction, and which the free market price therefore fails to reflect.

Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels
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- GIAI THICH TIENG VIET
That bai thi trudng xay ra khi thi trudng tu do khéng phan bé ngudn luc & mirc téi wu cho
toan x3 hdi — san xuat/tiéu dung QUA NHIEU hoic QUA IT so vai mirc t&i wu xa hoi. Nguyén
nhan cot 16i 1a su chénh Iéch gitra chi phi/lgi ich tu nhan (chi ngudi mua/ngudi ban truc ti€p
ganh chiu hoac hudng lgi) va chi phi/lgi ich xa héi (toan x& hoi, bao gébm ca bén th& ba khong
tham gia giao dich). Ngoai (rng (externality) chinh Ia khoang chénh |éch nay — chi phi hoac loi
ich roi vao bén thir ba ma murc gia thi trwvong tu do khéng phan anh duoc.

2.9.2 Negative externalities

A negative externality arises when the social cost of an activity exceeds its private cost — a third
party bears an external cost that the producer or consumer does not pay for (classic example: a
factory’s pollution imposes health and clean-up costs on nearby residents who are not party to the
factory’s transactions).

Because a producer generating a negative production externality only takes its own private
costs into account when deciding output, it ignores the external cost imposed on third parties.
The free market therefore settles at the quantity where D = M PC (marginal private cost) —
a level of output greater than the socially optimal quantity, where D = M SC (marginal social
cost = MPC + external cost). The good is overproduced and overconsumed relative to the
social optimum, and the units produced between the optimal quantity and the (larger) market
quantity represent a net welfare loss to society, since their social cost exceeds the value society
places on them.

Price / Cost
A~ MSC

MPC

Qope (sOC

(market)

H—> Ruaptity M S B

Qothm

Negative externality (e.g. pollution): M SC lies above M PC by the external cost of each unit. The free market produces
Q,,, Where D = M PC); the socially optimal output is the smaller Q__, (where D = M SC). Output between Q,p: and
Q,,, creates a welfare loss (shaded), since M SC' exceeds the value consumers place on those units.

opt

GIAI THICH TIENG VIET
Ngoai (rng tiéu cure xay ra khi chi phi xa hoi (1. SC) LON HON chi phi tw nhan (M PC) — vi du
dién hinh: 6 nhiém tir nha may gay chi phi strc khée va don dep cho cu dan xung quanh ma
nha may khong phai tra. Vi doanh nghiép chi tinh chi phi TU' NHAN khi quyét dinh san luong,
thi truong tu do sé san xuat & mirc Q,, (giao diém D = M PC) — LGN HON mdrc t6i uu xa hoi
Q,p: (gia0 di€m D = M SC). Két qua: hang hoa bi san xuat va tiéu dung QUA MU'C so Vi t6i
uu, gy ra ton that phic lgi xa hoi (welfare loss) & phan san luong gilta Q,,,; va Q,,,.
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2.9.3 Positive externalities

A positive externality arises when the social benefit of an activity exceeds its private benefit — a
third party receives an external benefit that they do not pay for (classic examples: education raises
a worker’s own income and produces a more productive, better-informed workforce and citizenry
that benefits the whole economy; vaccination protects the vaccinated individual and reduces disease
transmission to others through herd immunity).

Underconsumption of positive-externality goods

Because a consumer deciding how much of such a good to consume weighs only their own
private benefit, ignoring the external benefit to third parties, the free market settles at the
quantity where D = M PB (marginal private benefit) = S — a level of consumption smaller
than the socially optimal quantity, where M SB (marginal social benefit = MPB + external
benefit) = S. The good is underproduced and underconsumed relative to the social optimum.

GIAI THICH TIENG VIET
Ngoai trng tich cuc xay ra khi lgi ich xa hoi (1.5 B) LON HON lgi ich tw nhan (M PB) — vi du:
gido duc mang lai thu nhap cao hon cho ca nhan VA tao ra luc luwong lao ddng ning suat cao
hon cho ca nén kinh té; tiém ching bao vé nguoi dugc tiém VA gidm lay lan bénh cho ngudi
khac (mién dich cong dong). Vi ngudi tiéu dung chi can nhic lgi ich TU NHAN, thi truong tw
do sé tiéu dung & mirc THAP HON mirc t6i wu x3 hdi — hang héa bj tiéu dung duéi mirc can
thiét.

2.9.4 Public goods, private goods, and merit/demerit goods

Two entirely separate classification systems are commonly confused at this level, so each must be
kept distinct.

Public vs. private goods — defined by the good’s characteristics

A private good is both excludable (a non-payer can be prevented from consuming it) and rival
(one person’s consumption reduces the amount available to others) — most goods are private
goods (a sandwich, a haircut, a car). A public good is both non-excludable (impossible, or
prohibitively costly, to prevent anyone — including non-payers — from consuming it) and non-
rival (one person’s consumption does not reduce the amount available to anyone else) — classic
examples are national defence, street lighting, and a lighthouse.

Non-excludability creates the free-rider problem: since no one can be forced to pay, and non-
payers cannot be excluded from enjoying the good once it exists, rational self-interested in-
dividuals have every incentive to consume without paying, hoping others will pay instead.
Because no private firm can profitably charge for a good it cannot exclude non-payers from,
and because a public good would still cost real resources to provide even though one more
user costs nothing extra, a competitive free market will provide zero (or a socially insufficient
quantity) of a pure public good — this is a complete, rather than partial, market failure.

Vi du miu - Worked example — The free-rider problem, illustrated numerically

A small coastal town would benefit from a lighthouse costing $10,000 per year to build and
maintain. There are 500 ship-owners who use the surrounding waters, each of whom privately
values the safety benefit of the lighthouse at $30 per year. The town relies on voluntary con-
tributions, since no ship can be prevented from seeing and benefiting from the light once it
exists. Suppose that, in practice, only 60 of the 500 ship-owners choose to contribute their
full $30 valuation. (a) Compare total social value to total cost. (b) Compare voluntary contri-

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 54



8020

ENGLISH

Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

butions actually raised to the cost. (c) Explain the outcome.

(a) Total social value = 500 x $30 = $15,000, which comfortably exceeds the $10,000 cost —
building the lighthouse is socially worthwhile (an efficient use of resources).

(b) Voluntary contributions raised = 60 x $30 = $1,800, far short of the $10,000 needed.

(c) Despite the lighthouse being worth far more to society than it costs, the free market (relying
on voluntary payment) fails to provide it, because each ship-owner reasons that the lighthouse
will shine for them regardless of whether they personally pay (non-excludability), and that their
own contribution makes no perceptible difference to whether it is built (non-rivalry in benefit).
This incentive to free-ride on others’ contributions means a purely private, voluntary-payment
market persistently under-funds — or entirely fails to provide — a good that is clearly worth
building from society’s point of view. This is why pure public goods are instead funded through
compulsory taxation and provided directly by government.

Merit good Demerit / ordinary good
Private (ex- Private healthcare, private ed- Cigarettes, alcohol, sugary
cludable & ucation, private gym member- snacks (demerit); most ordi-
rival) ship nary consumer goods (neither
merit nor demerit)
Public (non- State-funded basic research (Rare in practice — most de-
excludable & with wide social spillovers; merit goods are privately sup-
non-rival) herd-immunity-generating plied and consumed)

mass vaccination programmes

The "public vs. private” row/column depends only on excludability and rivalry; the "merit/demerit” column depends only
on externalities and information failure. The two classifications are independent — a good can occupy any cell.

Merit and demerit goods — defined by information and externalities, not excludability

A merit good (e.g. education, healthcare, vaccination) is a good that generates positive ex-
ternalities and/or is under-valued by the individual consumer due to imperfect information
about its true long-run benefits — so the free market under-provides it relative to the social
optimum, even though it may be perfectly excludable and rival (a private school place is both
excludable and rival, yet education is still a merit good). A demerit good (e.g. tobacco, alcohol,
gambling) generates negative externalities and/or is over-valued by the consumer due to im-
perfect information about long-run harms (addiction, underestimating health risk) — the free
market over-provides it relative to the social optimum.

(1) L6i thweng gap: Students very frequently confuse merit goods with public goods, but the
two classifications answer entirely different questions. "Public vs. private” is about the good's
physical/technical characteristics — excludability and rivalry — and determines whether a pri-
vate market can function at all. "Merit vs. demerit” is about externalities and information
failure, and applies even to goods that are fully excludable and rival, sold every day in ordinary
private markets (education and healthcare are usually excludable and rival — a hospital bed
used by one patient is unavailable to another — yet both are classic merit goods). A good can
therefore be private and a merit good at the same time (private healthcare); it is incorrect to
assume "merit good” automatically means "public good.”
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. GIAI THICH TIENG VIET

Hang héa céng (public goods) dugc dinh nghia bdi hai dic diém: khéng loai trir (khéng thé
ngan ngudi khoéng tra tién sir dung) va khong canh tranh (mét ngudi dung khong lam giam
lugng san c6 cho ngudi khac) — vi du: quéc phong, dén dudng. Dic diém khéng loai trir dan
dén van dé nguoi 3n theo (free-rider problem), khién thij truong tu do KHONG cung cap (hodc
cung cap qua it) hang hda cong — day la that bai thi truong HOAN TOAN. Hang khuyén dung
(merit goods, vi du: gido duc, y t€) va hang c6 hai (demerit goods, vi du: thudc 14, rwou bia)
duoc dinh nghia dua trén NGOAI NG va THONG TIN KHONG HOAN HAO, hoan toan khac
vGi hang héa cong/tu. Mét 16i rat phé bién 13 nham 1an hang khuyén dung véi hang héa cong
— thuc t&, y t& tu nhan van cé tinh loai trir va canh tranh (13 hang héa TU) nhung van 13 hang
khuyén dung vi tao ra ngoai trng tich cuc.

2.9.5 Government responses to market failure

Matching each policy to the failure it corrects

¢ Indirect taxes (e.g. a Pigouvian tax equal to the external cost per unit) raise the private
cost of a good with a negative externality, shifting M PC up toward M SC and reducing
output toward the social optimum — used against demerit goods and negative externalities
(tobacco duty, carbon tax, sugar tax).

e Subsidies lower the private cost (or effective price) of a good with a positive external-
ity, shifting supply/demand toward the social optimum and increasing output/consump-
tion — used to encourage merit goods and positive externalities (subsidised vaccination,
subsidised public transport, subsidised education).

e Regulation and legislation (bans, minimum ages, emissions standards, compulsory seat-
belt/helmet laws, advertising restrictions) directly restrict or mandate behaviour, used es-
pecially against demerit goods and negative externalities where price-based tools alone
may be insufficient (e.g. a total ban on a highly dangerous substance).

¢ Direct government provision of a good funded from general taxation is the standard re-
sponse to public goods, since the free-rider problem rules out private provision entirely
(national defence, street lighting, and — commonly — provision or heavy subsidy of core
merit goods like state education and public healthcare).

¢ Tradeable permits (a cap-and-trade scheme) set a legal limit on total pollution (or another
externality-generating activity) and allow firms to buy and sell permits within that cap, using
the price mechanism itself to find the lowest-cost way of reducing a negative externality
to a targeted level.

¢ Information campaigns (health warnings on cigarette packets, government advertising pro-
moting exercise or vaccination) correct the imperfect-information element of merit/de-
merit goods directly, without altering price — used alongside taxes/subsidies for goods
where the failure is partly informational rather than purely a matter of externalities.

. GIAI THICH TIENG VIET

Mai cdng cu chinh sdch nham dung vao mét loai that bai thi trudng cu thé: thué gian thu (thué
Pigou) danh vao hang c6 ngoai (rng tiéu cwc/hang co hai dé day M PC 1én gan M SC; trg cap
khuyén khich hang c6 ngoai (rng tich curc/hang khuyén dung; quy dinh phap luat (cAm, dé tudi
toi thi€u, tiéu chuan khi thai) 4p dung khi cong cu gia khéng da manh; nha nuéc cung cap truc
tiép |a gidi phap chuan cho hang hoa cong (vi van dé ngudi an theo loai trir khd ning tu nhan
cung cap); gidy phép cé thé giao dich (cap-and-trade) dung co ché gia dé giam & nhiém & mdrc
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chi phi thap nhat; chién dich théng tin khic phuc van dé théng tin khéng hoan hdo ma khéng
can thay déi gia.

Vi du miu - Worked example — A subsidy correcting under-consumption of a merit good

Demand and supply for a vaccination programme (priced per dose, provided through a mix of
clinics) are Q, = 400 — 5P and Q, = —50 + 5P. The government introduces a subsidy of $10
per dose paid to providers, to correct the positive externality (herd immunity) that the free
market ignores. Find the free-market equilibrium and the new equilibrium after the subsidy.

Before the subsidy: 400 — 5P = —50 + 5P = 450 = 10P = P = $45, @ = 400 — 5(45) = 175
doses.

After the subsidy: a provider receiving consumer price P now effectively receives P + 10 once
the subsidy is added, so @, = —50 + 5(P + 10) = 5P. Setting Q, = Q,:

400 — 5P =5P = 400 = 10P = Proy, = $40,  Qpew = 400 — 5(40) = 200 doses.

Providers receive 40 + 10 = $50 per dose (check: @, = 5(40) = 200 as required). The subsidy
simultaneously lowers the price consumers pay ($45—$40) and raises the amount providers
receive ($45—$50), while quantity rises from 175 to 200 doses — moving consumption closer
to the socially optimal level that fully accounts for the external (herd-immunity) benefit to third
parties.

Type of failure Typical example Effect on free-market Mainremedy

outcome
Negative external- Factory pollution Overproduction/overconsundipéicin - tax;
ity at too low a price regulation;
tradeable
permits
Positive external- Education, vaccination  Underproduction/undercdnssiaytiondi-
ity rect provision
Public good National defence, street Zero (or minimal) pri- Direct gov-
lighting vate provision — free- ernment
rider problem provision
(tax-funded)
Demerit good Tobacco, alcohol Overconsumption rela- Tax; reg-
tive to true long-run ulation;
cost to the user information
campaigns
Merit good Healthcare, education Underconsumption rel-  Subsidy;  di-
ative to true long-run rect provision;
benefit to the user information
campaigns
Vi du mau - Worked example — Negative externality and a Pigouvian tax
A factory’s private marginal cost of production gives @, = —20 + 5P and demand (equal to

marginal social benefit, since there is no externality on the consumption side) is Q,;, = 220 —
5P. Every unit produced also imposes an external (pollution) cost of $4 on nearby residents.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 57



BENO.}SHO Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

Find (a) the free-market equilibrium, (b) the socially optimal equilibrium, (c) the size of the
overproduction, and (d) the per-unit tax that would correct it.

(a) Free-market equilibrium (D = MPC): 220 — 5P = —20 + 5P = 240 = 10P = P, =
$24, @Q,, = 220 — 5(24) = 100 units.

(b) Social supply curve: the external cost of $4 per unit means the minimum acceptable price at
every quantity is $4 higher, so M SC: solving P = %120 44 = 0.2Q +8 gives Q°% = —40+5P.
(c) Socially optimal equilibrium (D = M SC): 220 — 5P = —40 + 5P = 260 = 10P = P,
$26, Q,, = 220 — 5(26) = 90 units.

(d) Overproduction = Q. —Qopr = 100—90 = 10 units, at a market price ($24) that is $2 below

the true social optimum price ($26) — exactly as the theory predicts for a negative externality:
the market both overproduces and underprices the good.

pt

(e) Correcting tax: an indirect (Pigouvian) tax of exactly $4 per unit — equal to the external
cost — shifts private supply Q, = —20 + 5P to ), = —20 + 5(P — 4) = —40 + 5P, which is
precisely the social supply curve M SC. The tax internalises the externality: the firm’s after-tax
private cost now equals the true social cost, and the market settles at the efficient outcome
Qopt = 90, P, , = $26.

2.10 Price Controls

Governments sometimes intervene directly in a market by legally fixing a price away from its free-
market equilibrium, rather than only shifting demand or supply through taxes and subsidies.

2.10.1 Maximum price (price ceiling)

Price ceiling

A maximum price (price ceiling) is a legal upper limit on the price that may be charged for a
good, typically imposed to make an essential good more affordable (e.g. rent controls, price
caps on staple foods or medicines during a crisis).

(1) L6i thuwong gap: A price ceiling only has any effect if it is set below the free-market equi-
librium price. A ceiling set above equilibrium is not binding — the market simply settles at
its normal equilibrium, below the legal maximum, and the policy has no practical effect at all.
(Symmetrically, a price floor only has any effect if set above equilibrium — a floor set below
equilibrium is not binding.) This single condition — "binding” means below equilibrium for a
ceiling, above equilibrium for a floor — is the most heavily tested idea in this topic.

Because a binding ceiling holds price below the level that would normally equate quantity de-
manded and quantity supplied, quantity demanded exceeds quantity supplied at the controlled price:
a persistent shortage. Consequences of a shortage under a price ceiling include: queues and waiting
lists for the scarce good; the need for a non-price rationing mechanism to allocate the good among
excess demanders, since price itself can no longer perform its rationing function (examples include
first-come-first-served queuing, ration coupons/cards, a waiting-list system, or supplier discretion
— each with its own fairness and efficiency problems); and the emergence of a black market, where
the good is illegally resold at a price above the legal maximum (often approaching, or even exceeding,
the free-market equilibrium price) to buyers unable to obtain it through official channels.
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_________________ (ceiling)

max

H—» Quantity

Q; Q" Qq

\
4

Shortage

A maximum price (price ceiling) set below the equilibrium price P* causes quantity demanded (Q ;) to exceed quantity
supplied (Q,) at the controlled price — a persistent shortage.

Vi du mau - Worked example — Calculating the shortage under a price ceiling

Demand and supply for a staple food are Q,; = 300 — 5P and Q, = —60 + 5P (P in dollars per
sack, Q in sacks per week). The government imposes a maximum price of $30 per sack to keep
the good affordable. Find the free-market equilibrium and the size of the resulting shortage.

Free-market equilibrium: 300—5P = —60+5P = 360 = 10P = P* = $36, Q* = 300—5(36) =
120 sacks.

Since the ceiling ($30) is below the equilibrium price ($36), it is binding. At P = $30:
@, = 300 — 5(30) = 150 sacks Q, = —60 + 5(30) = 90 sacks

Shortage = Q; — Q, = 150 — 90 = 60 sacks per week.

At the legal maximum price, 60 sacks of excess demand each week must be rationed by queu-
ing, ration cards, or another non-price mechanism, and a black market is likely to emerge in
which some sacks are resold above $30.

GIAI THICH TIENG VIET

Gia tran (price ceiling) 1a mdrc gia t6i da hop phap, CHI c6 tac dung khi dit THAP HON gia can
bang — néu dat cao hon gia can bang thi hoan toan khéng cé hiéu luc (thi trudng tu diéu chinh
vé murc can bang binh thudng). Khi gia tran rang budc (dudi can bang), lugng cau vuot lwong
cung, gay ra thiéu hut (shortage), dan dén x&p hang, can co ch& phan phai phi gia (tem phiéu,
danh sach chg), va cé thé phat sinh chg den (black market) noi hang héa dugc ban lai véi gia
cao hon mirc tran hop phap.
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2.10.2 Minimum price (price floor)

Price floor

A minimum price (price floor) is a legal lower limit on the price that may be charged, typically
imposed to guarantee producers a minimum income (e.g. agricultural price supports/guaran-
teed prices, a national minimum wage in the labour market).

Because a binding floor holds price above the level that would normally equate quantity de-
manded and quantity supplied, quantity supplied exceeds quantity demanded at the controlled price:
a persistent surplus. In agricultural markets, the government (or an intervention agency) typically
must buy up and store (or destroy/export at a loss) the unsold surplus at the guaranteed minimum
price, in order to keep the floor price from collapsing back toward equilibrium — an ongoing cost
to the taxpayer, on top of the loss of allocative efficiency from producing beyond the level actually
demanded.

______________________ P

min

(floor)

H— Quantity

Qd Q* Qs

yi \
N 4
Surplus

A minimum price (price floor) set above the equilibrium price P* causes quantity supplied (Q ) to exceed quantity
demanded (Q ) at the controlled price — a persistent surplus.

Vi du mau - Worked example — Calculating the surplus under a price floor

Demand and supply for a farm product are @, = 400 — 8P and @, = —80 + 8P (P in dollars
per tonne, () in tonnes per week). The government guarantees farmers a minimum price of
$40 per tonne. Find the free-market equilibrium and the size of the resulting surplus.

Free-market equilibrium: 400—8P = —80+8P = 480 = 16P = P* = $30, Q* = 400—8(30) =
160 tonnes.

Since the floor ($40) is above the equilibrium price ($30), it is binding. At P = $40:

Q4 = 400 — 8(40) = 80 tonnes Q, = —80 + 8(40) = 240 tonnes

L=
Surplus = Q, — Q, = 240 — 80 = 160 tonnes per week.

To maintain the $40 floor, the government must purchase and store (or otherwise dispose of)
160 tonnes per week that the free market alone would not absorb at that price.
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GIAI THICH TIENG VIET

Gia san (price floor) 13 mirc gia téi thiéu hop phap, CHI cé tac dung khi dit CAO HON gia can
bang. Khi gia san rang budc, lwvong cung vuot lugng cau, gay ra du thira (surplus) — vi du dién
hinh 13 chinh sach gia ndng san, budc chinh pht phai mua va luvu kho phan du thira dé duy tri
mdrc gia san, gay tén kém ngan sach. Day 13 hinh anh DOI XUNG véi gia tran: gia tran (dudi
can bang) — thiéu hut; gia san (trén can bang) — du thira.

(1) L6i thueng gdp: Do not mix up the direction of the two controls and their consequences. A
ceiling is a maximum set below equilibrium, causing a shortage (queues, black markets). A floor
is a minimum set above equilibrium, causing a surplus (government stockpiles, wasted output).
A useful anchor: think of the ceiling as a "lid pressing the price down” (so the price cannot rise
enough to choke off excess demand — a shortage), and the floor as "a platform holding the
price up” (so the price cannot fall enough to choke off excess supply — a surplus).

A common real-world refinement of a simple minimum price is the buffer stock scheme, widely
used to stabilise agricultural prices that would otherwise swing sharply from one harvest to the next
due to weather. A government (or commodity board) sets both a minimum and a maximum price
around the long-run average equilibrium. In a bumper-harvest year, supply shifts right and price
would otherwise fall below the minimum; the board buys up the surplus at the guaranteed minimum
price and adds it to a stored buffer stock. In a poor-harvest year, supply shifts left and price would
otherwise rise above the maximum; the board releases stored stock onto the market, increasing sup-
ply back toward the target range and preventing the price spike. Over time, purchases in good years
are intended to be offset by sales in bad years, in principle allowing the scheme to be self-financing
— though storage costs, spoilage of stockpiled produce, and the risk of persistent oversupply (if
the guaranteed price is set too high relative to the true long-run equilibrium) are common practical
weaknesses of buffer stock schemes.

2.10.3 Indirect taxes and subsidies as alternative intervention tools

Price ceilings and floors fix a price directly and prevent the market from clearing at all, generating a
persistent shortage or surplus for as long as the control remains binding. Indirect taxes and subsi-
dies, covered earlier as determinants of supply and as government responses to externalities, work
differently: they shift the supply curve itself (raising or lowering the cost of supplying each unit),
and the market is then left free to find a new equilibrium at the shifted intersection of demand and
supply. Unlike price controls, a tax or subsidy therefore does not by itself create a shortage or sur-
plus — the market still clears, but at a different price and quantity than before, with the tax/subsidy
per unit driving a wedge between the price paid by consumers and the price received (net of tax, or
including subsidy) by producers.

Vi du miu - Worked example — Tax incidence: who really pays?

Demand and supply for a good are ; = 300 — 3P and Q, = —60 + 9P. The government
imposes a per-unit tax of $8, collected from producers. Find (a) the equilibrium before the tax,
(b) the new equilibrium price paid by consumers and price received by producers after the tax,
and (c) how the $8 tax burden splits between consumers and producers.

(a) Before the tax: 300 — 3P = —60 + 9P = 360 = 12P = P = $30, Q = 300 — 3(30) = 210
units.

(b) After the tax: a producer who receives price P from the consumer keeps only P — 8 after
paying the tax, so the supply curve in terms of the consumer price becomes @, = —60+9(P —
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8) = —132 + 9P. Setting Q,; = Q,:
300—3P = —13249P = 432 = 12P => P.rcumer = $36,  Qpew = 300—3(36) = 192 units.

Producers receive P, qucer = 36 — 8 = $28 per unit (check supply: —132 + 9(36) = 192 as
required).

(c) Incidence: consumer price rose from $30 to $36 — consumers bear $36 — $30 = $6 of the
$8 tax per unit. Producer price received fell from $30 to $28 — producers bear $30 — $28 = $2
of the tax per unit. ($6 + $2 = $8 as required, the full tax.) Consumers bear three-quarters
of this tax, because demand here is comparatively less responsive to price than supply (the
demand curve'’s quantity response, 3 units per $1, is smaller than supply’s, 9 units per $1) —
confirming the general rule that the side of the market with the less elastic response bears
the larger share of an indirect tax. Total tax revenue raised = $8 x 192 = $1,536.

2.11 Practice and Exam-Style Questions

Bai tap luyén tap

Which of the following best describes the "signalling” function of the price mechanism?

(A) Prices ration a scarce good to those will- (C) A price rise motivates producers to sup-
ing and able to pay for it ply more

(B) Prices transmit information about the rel-
ative scarcity of a good throughout the (D) Government sets a legal minimum price
economy to protect producer incomes

Loi giai chi tiét
The signalling function specifically refers to prices conveying information — a rising price sig-
nals growing scarcity, and vice versa — without requiring any central instruction. Option (A)

describes the rationing function; option (C) describes the incentive function; option (D) is un-
related to the price mechanism’s own functions (it is a government price control). (B).

Bai tap luyén tap

Explain, using the three functions of price, how a sudden shortage of a popular smartphone
model would be resolved by the free market without any government intervention.

Loi giai chi tiét

The shortage (quantity demanded exceeding quantity supplied at the current price) causes the
price to rise — this is the signalling function, informing the market that the phone has become
relatively scarcer. The higher price then acts as an incentive: existing manufacturers increase
production, new firms may consider entering the market, and some consumers decide the
higher price is no longer worth paying and drop out of the market or delay purchase. Finally,
price performs its rationing function: at the new, higher price, the smaller number of phones
actually available goes to those consumers most willing and able to pay that price, while others
go without — resolving the shortage without queues, ration cards, or any government action.
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Bai tap luyén tap

A rise in the price of coffee (holding all else constant) leads to a fall in the quantity of coffee
demanded. This is best described as:

(A) A decrease in demand (C) A contraction of demand

(B) An increase in demand (D) An extension of demand

Lai giai chi tiét

A change caused by the good’s own price is always a movement along the existing demand
curve, not a shift of it. A price rise causing quantity demanded to fall is specifically called a
contraction of demand (the reverse of an extension). (C).

Bai tap luyén tap

State, for each event, whether market demand for the named good shifts left or right, and
name the determinant responsible. (a) A sharp rise in national income — effect on demand
for restaurant meals (a normal good). (b) A widely reported health study links a food addi-
tive in a snack brand to illness — effect on demand for that snack brand. (c) The price of a
complementary good (games consoles) falls sharply — effect on demand for video games.

Loi giai chi tiet

(a) Restaurant meals are a normal good, so rising income shifts demand right (determinant:
income). (b) Negative publicity reduces consumer tastes for the product, shifting demand left
(determinant: tastes/fashion). (c) A fall in the price of a complement (consoles) makes gaming
overall cheaper, shifting demand for the complementary good (video games) right (determi-
nant: price of a complement).

Bai tap luyén tap

A government imposes a new per-unit tax on sugary drinks. Using a supply-and-demand dia-
gram in words, explain the effect on the market supply curve, and distinguish this effect clearly
from a change in the price of sugary drinks itself.

Loi giai chi tiet

An indirect (per-unit) tax raises the cost of supplying each unit of the drink, so the entire
supply curve shifts left/upward — at every price, producers are now willing to supply less than
before, because part of the revenue from each unit must be paid to the government. This is
fundamentally different from a change in the good’s own market price: a market price change
would only cause a movement along a fixed supply curve, whereas the tax changes producers’
underlying cost structure and therefore shifts the whole curve. Following the shift, the market
settles at a new equilibrium with a higher price and lower quantity than before the tax.

Bai tap luyén tap

A severe drought devastates the wheat harvest in a major exporting country. Explain the effect
on the market supply curve for wheat and predict the effect on the world equilibrium price and
quantity of wheat.
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Loi giai chi tiét
Drought is a natural/weather-related determinant of supply: with a smaller harvest, less wheat
is available at every price, so the supply curve for wheat shifts left. With demand for wheat

unchanged, this leftward shift of supply along a fixed demand curve raises the equilibrium price
and lowers the equilibrium quantity traded.

Bai tap luyén tap

Demand and supply for a good are ; = 600—15P and Q, = —150+35P. Find the equilibrium
price and quantity.

Loi giai chi tiet

Setting Q,; = Q,: 600 — 15P = —150 + 35P = 750 = 50P = P* = $15. Then Q* =
600 — 15(15) = 600 — 225 = 375 units (check supply: —150 + 35(15) = —150 + 525 = 375 as
required).

Bai tap luyén tap

A market is initially at equilibrium. Simultaneously, (i) consumer incomes rise sharply, and this
is a normal good, and (ii) a new, more efficient production technology is adopted industry-
wide. Determine the certain direction of change in equilibrium quantity, and explain why the
change in equilibrium price is ambiguous.

Loi giai chi tiét

Rising income for a normal good shifts demand right (increase); the new technology lowers
production costs and shifts supply right (increase) too — both shifts are in the same direction.
Since both an increase in demand and an increase in supply independently raise equilibrium
quantity, the equilibrium quantity definitely rises. However, the increase in demand alone
would raise price, while the increase in supply alone would lower price — the two effects work
in opposite directions on price, so the net change in equilibrium price is ambiguous, depending
on which shift is proportionately larger.

Bai tap luyén tap

Demand and supply fora good are ; = 180—3P and @, = —60+3P. Calculate the equilibrium
price and quantity, then calculate consumer surplus and producer surplus.

Lai giai chi tiét

Equilibrium: 180 — 3P = —60 + 3P = 240 = 6P = P* = $40, Q* = 180 — 3(40) = 60
units. Demand-curve (choke) price intercept: @, = 0 = P = 60. Supply-curve intercept:
Q,=0= P =20.

cS = %x60><(60—40) = %x60><20 = $600 PS = %x60><(40—20) = %x60><20 = $600

Total community surplus = $1,200.
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Bai tap luyén tap

Price rises from $40 to $50 (a 25% rise), and quantity demanded falls from 800 to 720 units
(@ 10% fall). Calculate PED and classify demand, and state what happens to total revenue.

(A) PED = —0.4, inelastic, revenue rises (C) PED = —0.4, elastic, revenue falls
(B) PED = —1.25, elastic, revenue falls (D) PED = 2.5, inelastic, revenue rises

Lai giai chi tiét

50 — 40 720 — 800 _10%
AP — 100 = 25%. %AQ, — ~ 0 L 100 = —10%. PED — — 04
% 0 7. PAQq 800 % 25%

Since |PED| = 0.4 < 1, demand is inelastic. T'Rpcoe = 40 x 800 = $32,000; TR ey =
50 x 720 = $36,000. As predicted for inelastic demand, the price rise causes total revenue to
rise (by $4,000). (A).

Bai tap luyén tap

Price falls from $25 to $20 (a 20% fall), and quantity demanded rises from 300 to 480 units (a
60% rise). Calculate PED, classify demand, and state the effect on total revenue.

Lai giai chi tiét

20— 25 480 — 300 60%

— 0
Since |PED| = 3.0 > 1, demand is strongly elastic. TR} .t,.e = 25 x 300 = $7,500; TR ger =
20 x 480 = $9,600. As predicted for elastic demand, the price fall causes total revenue to rise
(by $2,100).

Bai tap luyén tap

List and briefly explain three factors that would make demand for a specific brand of table salt
highly price inelastic.

Loi giai chi tiet

Any three of: (1) Table salt is a necessity in cooking, purchased regardless of small price
changes. (2) It typically represents a very small proportion of household income/spending,
so even a large percentage price change has a negligible effect on the household budget. (3)
A specific branded salt may still have few genuinely close substitutes if consumers are loyal
to the brand or perceive quality differences, though the wider category ("salt in general”) is
even more inelastic than one brand. (4) Salt has essentially no habit/behavioural switching
cost argument against it, but being a minor, low-cost, habitual purchase in the short run also
reduces the incentive to search for alternatives when price rises.

Bai tap luyén tap

Household income rises from $40,000 to $44,000 (a 10% rise). Quantity demanded of instant
noodles (widely regarded as an inferior good) falls from 500 to 450 packs per year (a 10% fall).
Calculate YED and interpret the result fully.
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Loi giai chi tiét

. 450 — —1 .
%Aincome = 10%. %AQ, = 450 =500 x 100 = —10%. YED = U = —1.0. Since
500 10%

YED < 0, instant noodles are confirmed to be an inferior good: as income rises, consumers
buy less of it, presumably switching to higher-quality substitutes they can now better afford.

Bai tap luyén tap

Which value of YED would classify a good as a necessity (rather than a luxury or an inferior
good)?

(A) YED = —0.5 (C) YED =138
(B) YED =0.6 (D) YED = 0 exactly

Lai giai chi tiét

A necessity is a normal good (YED > 0) whose demand rises less than proportionately with
income, i.e. 0 < YED < 1. Only YED = 0.6 satisfies this. (A) is negative (inferior good); (C)
exceeds 1 (luxury); (D) would mean demand for the good does not respond to income at all.

(B).

Bai tap luyén tap

The price of flights (good B) falls by 20%. Quantity demanded of hotel bookings at the desti-
nation (good A) rises by 8%. Calculate XED , 5 and interpret both its sign and its magnitude.

Loi giai chi tiet

XED,y g = S _ —0.4. The negative sign confirms flights and hotel bookings are comple-

—20%
ments — cheaper flights make the whole trip (flight + hotel) cheaper, encouraging more hotel

bookings even though the price of hotels themselves has not changed. Since | XED| = 0.4 < 1,
the complementary relationship, while genuine, is relatively weak.

Bai tap luyén tap

Two independent, unrelated goods - laundry detergent and cinema tickets - would be ex-
pected to show a cross elasticity of demand close to which value, and why?

(A) Close to +1 (C) Closeto 0
(D) Impossible to say without more informa-
(B) Close to —1 tion

Loi giai chi tiét

Since the two goods are genuinely unrelated (neither substitutes nor complements), a change
in the price of one should have essentially no systematic effect on demand for the other, so
XED =~ 0. (C).
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Bai tap luyén tap

A firm operating well below full capacity, holding easily storable inventory, sees the price of
its product rise by 12%; quantity supplied rises by 30%. Calculate PES, classify supply, and
explain - using two determinants of PES - why this firm’s supply responds so strongly.

Loi giai chi tiét

30%
PES = 129

capacity: the firm is not operating at full capacity, so it can raise output quickly using existing
machinery and labour without new investment; and (2) ease of storing stock: because the
good is easily storable, the firm can draw on inventory to meet the higher price immediately,
rather than needing time to produce more before it can sell more.

Bai tap luyén tap

Explain why the market supply of a fresh, highly perishable crop (such as strawberries) in the
very short run (the day of harvest) is likely to be almost perfectly price inelastic, using the
concept of PES.

Loi giai chi tiet

On the day of harvest, the quantity of strawberries available is essentially fixed by decisions
and biological/weather processes that occurred weeks earlier - growers cannot quickly grow
more strawberries in response to a sudden price rise, nor can they easily store unsold straw-
berries as inventory to sell later, because the crop is highly perishable. With almost no ability
to adjust quantity supplied regardless of the price on that particular day, PES ~ 0: the very-
short-run supply curve is close to perfectly inelastic (near-vertical). Over a longer time period
(the next growing season), farmers could plant more (or less), making supply progressively
more elastic.

= 2.5. Since PES = 2.5 > 1, supply is price elastic. This is explained by (1) spare

Bai tap luyén tap

Distinguish between a private cost and a social cost, and use your answer to explain why a free
market operating without government intervention tends to overproduce goods that generate
negative externalities.

Lai giai chi tiét

The private cost of production is the cost borne directly by the producer (wages, raw mate-
rials, rent, etc.). The social cost is the total cost to society of producing the good, equal to
the private cost plus any external cost imposed on third parties who are not part of the trans-
action (e.g. costs of pollution borne by nearby residents). Because a profit-seeking producer
bases its output decision only on its own private cost (and the price it receives), it ignores the
external cost entirely. The market therefore keeps expanding output as long as price covers
only private marginal cost, well beyond the point at which price would just cover the full social
marginal cost - resulting in an equilibrium quantity greater than the socially optimal quantity:
overproduction.
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Bai tap luyén tap

Which of the following is a positive externality of an individual getting a flu vaccination?

(A) The individual is personally less likely to (C) People who come into contact with the
catch the flu vaccinated individual are less likely to
catch the flu from them

(B) The individual pays a fee to the clinic for (D) The vaccine manufacturer earns a profit
the vaccination on the sale

Loi giai chi tiét

An externality, by definition, is a cost or benefit falling on a third party outside the original
transaction. The vaccinated individual being personally protected (A) is a private benefit, not
an externality; (B) and (D) are simply the payment within the transaction. Reduced disease
transmission to other people (C) is a benefit received by third parties who did not pay for the
vaccination - a genuine positive externality, and the basis for herd immunity. (C).

Bai tap luyén tap

Explain, with reference to non-excludability and non-rivalry, why a private firm operating for
profit would not choose to build and maintain a lighthouse, even though ships in the area
clearly benefit from it.

Lai giai chi tiét

A lighthouse is non-excludable: once its light is shining, it is impossible (or far too costly) to
prevent any particular ship from seeing and benefiting from it, whether that ship’s owner paid
toward the lighthouse or not. It is also non-rival: one ship using the light to navigate safely
does not reduce its usefulness to any other ship at the same time. Because no ship owner can
be forced to pay (non-excludability) and each has an incentive to free-ride on other owners’
payments, a private firm could not collect enough in voluntary fees to cover its costs, even
though the lighthouse is clearly valuable to society as a whole. This is why pure public goods
like lighthouses are typically provided directly by government (or a body funded by compulsory
charges/taxation) rather than by the free market.

Bai tap luyén tap

Distinguish clearly between a "public good” and a "merit good,” and explain why private, fee-
charging healthcare is still classified as a merit good even though it is both excludable and
rival.

| Loi gidi chi tiét

"Public vs. private” is a classification based on a good’s technical characteristics: excludability
(can non-payers be kept out?) and rivalry (does one person’s use reduce what is left for oth-
ers?). "Merit vs. demerit” is a completely different classification, based on externalities and
information failure, regardless of excludability. Private healthcare is excludable (non-payers
can be refused treatment) and rival (a doctor’s time or a hospital bed used by one patient is
unavailable to another) - so, technically, it is a private good. It is nonetheless a merit good
because healthcare generates positive externalities (a healthier population is more productive
and less likely to spread infectious disease to others) and because individuals tend to under-
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value their own future healthcare needs due to imperfect information - causing the free mar-
ket, left alone, to under-provide it relative to the social optimum. The two classifications are
independent of one another.

Bai tap luyén tap

For each government policy, state which specific market failure it is designed to correct: (a) a
carbon tax on fossil fuel producers; (b) a total ban on selling cigarettes to anyone under 18; (c)
free state-funded primary schooling; (d) a subsidy for households installing solar panels.

Loi giai chi tiét

(@) A carbon tax raises the private cost of production to reflect the external cost of carbon
emissions - correcting a negative externality (Pigouvian tax). (b) An age-restriction ban is a
form of regulation used against a demerit good, protecting a group (minors) judged especially
vulnerable to imperfect information/addiction. (c) Free state schooling is direct government
provision correcting the underprovision of a merit good (education) that generates positive
externalities and is undervalued privately. (d) A solar panel subsidy lowers the private cost
of an activity that generates a positive externality (reduced carbon emissions benefiting third
parties), encouraging more of it than the unaided market would provide.

Bai tap luyén tap

A government sets a legal maximum price for rented apartments in a city, at a level below
the free-market equilibrium rent. Using the concept of a binding price ceiling, explain three
consequences that are likely to follow, other than the headline effect of "lower rent for tenants
who already have a flat.”

Loi giai chi tiét

Any three of: (1) A persistent shortage of rental housing, since quantity demanded (tenants
wanting flats at the low controlled rent) exceeds quantity supplied (landlords willing to offer
flats at that rent). (2) Because price can no longer ration the scarce flats, a non-price rationing
mechanism emerges - long waiting lists, landlords selecting tenants by criteria other than
willingness to pay, or informal queuing - which may be less fair or efficient than price-based
rationing. (3) A black market may develop, with under-the-table "key money” or informal pre-
miums paid to secure a rent-controlled flat, pushing the effective price actually paid back up
toward (or above) the free-market level. (4) Landlords facing a controlled rent below equilib-
rium have less financial incentive to maintain or invest in their properties, potentially reducing
the quality of the rental housing stock over time, and some landlords may exit the rental market
altogether, worsening the long-run shortage.

Bai tap luyén tap

Demand and supply for rice in a country are @, = 500—10P and Q, = —100+10P (P in dollars
per 50kg sack, @ in thousands of sacks per month). To keep rice affordable, the government
sets a maximum price of $25 per sack. Find the free-market equilibrium, confirm the ceiling is
binding, and calculate the resulting shortage.
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Loi giai chi tiét

Free-market equilibrium: 500 — 10P = —100 + 10P = 600 = 20P = P* = $30 per sack,
Q* = 500 — 10(30) = 200 thousand sacks (check supply: —100 + 10(30) = 200 as required).
Since the ceiling ($25) is below the equilibrium price ($30), it is binding. At P = $25: Q, =
500 — 10(25) = 250 thousand sacks; @), = —100 + 10(25) = 150 thousand sacks. Shortage
= Q@ — Q, = 250 — 150 = 100 thousand sacks per month, which must be rationed by queuing
or another non-price mechanism, and which may encourage a black market in rice sold above
the legal maximum.

Bai tap luyén tap

Demand and supply for a manufactured good are ); = 350 — 7P and Q, = —70 + 7P. The
government sets a legal minimum price of $35. Find the free-market equilibrium, confirm the
floor is binding, and calculate the resulting surplus.

Loi giai chi tiét

Free-market equilibrium: 350 — 7P = —70 + TP = 420 = 14P = P* = $30, Q* = 350 —
7(30) = 140 units (check supply: —70 + 7(30) = 140 as required). Since the floor ($35) is
above the equilibrium price ($30), it is binding. At P = $35: Q, = 350 — 7(35) = 105 units;
Qs = —70 4+ 7(35) = 175 units. Surplus = Q, — Q, = 175 — 105 = 70 units, which the
government (or an intervention agency) would need to buy up and store to maintain the $35
floor.

Bai tap luyén tap

A government wants to reduce smoking. Compare, using the concept of PED, why an indirect
tax on cigarettes might raise substantial government revenue in the short run but be a com-
paratively weak tool for reducing the quantity of cigarettes smoked in that same short run -
and explain why the policy becomes more effective at reducing quantity over a longer time
period.

Lai giai chi tiét

In the short run, demand for cigarettes is highly price inelastic (| PED| < 1), because cigarettes
are addictive/habit-forming and existing smokers have few readily available substitutes for
satisfying nicotine dependence. Because |PED| < 1, a tax-driven price rise causes only a
small proportionate fall in quantity demanded, so total spending (and hence tax revenue col-
lected per unit times the still-large quantity still sold) remains substantial - but the policy only
modestly reduces the actual quantity smoked in the short run. Over a longer time period,
however, PED for cigarettes rises (demand becomes more elastic) as smokers have more time
to seek cessation support, substitutes (e-cigarettes, nicotine replacement) become more es-
tablished, and social norms adjust - so the same tax produces a progressively larger fall in
quantity smoked the longer it remains in place, even as revenue collected may decline some-
what as quantity falls.

Bai tap luyén tap

A local government is deciding between three possible policies to address traffic congestion
(a negative externality of driving): (i) building more free public car parks, (ii) introducing a con-
gestion charge (a per-trip fee for driving into the city centre at peak times), (iii) launching an
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advertising campaign encouraging cycling. Identify which of these policies directly targets the
negative externality itself through the price mechanism, and explain why the other two are
less directly matched to that specific failure.

Loi giai chi tiet

The congestion charge (ii) directly targets the negative externality through the price mecha-
nism: it raises the private cost of driving into the city centre to better reflect the external cost
(congestion, pollution, lost time) that each additional driver imposes on other road users, shift-
ing the effective "supply/demand” for road space toward the socially optimal level of traffic
- essentially a Pigouvian tax on driving. Building more free car parks (i) does not address the
externality at all; it may actually worsen congestion by lowering the (parking) cost of driving
and encouraging more car trips. An advertising campaign (iii) targets the information failure
element of the problem (encouraging drivers to reconsider cycling) but does not change the
price incentive to drive and so is likely to have a smaller and less reliable effect on quantity of
car trips than a direct price-based tool like the congestion charge.

Bai tap luyén tap

Four consumers make up the entire market for a good. At a price of $6, their individual quanti-
ties demanded are 5, 3, 2, and O units respectively. At a price of $4, their individual quantities
demanded rise to 8, 5, 4, and 2 units respectively. Find market quantity demanded at each
price, and state the economic principle used to obtain it.

Loi giai chi tiét
Market demand is the horizontal sum of individual demand at each price. At P = $6: 5 + 3 +
240 = 10 units. At P = $4: 8+5+4+2 = 19 units. Note that at $6 the fourth consumer buys
nothing at all (has dropped out of the market), but re-enters once price falls to $4 — market

demand is built up from summing every individual consumer’s quantity demanded at a given
price, including consumers who currently buy zero.

Bai tap luyén tap

Demand and supply for a good are @, = 250 — 2P and ), = —50 + 8P. The government
imposes a $5 per-unit tax on producers. Find the equilibrium before the tax, the new price
paid by consumers and price received by producers after the tax, and state which side of the
market bears the larger share of the tax burden, with a brief explanation.

,

Before tax: 250 — 2P = —50 + 8P = 300 = 10P = P = $30, Q = 250 — 2(30) = 190 units.
After tax: producer’s supply in terms of consumer price becomes @, = —50 + 8(P — 5) =
—90 + 8P. Setting Q; = Q,: 250 — 2P = —90 + 8P = 340 = 10P = P...cumer = $34, Qrew =
250 — 2(34) = 182 units. Producers receive 34 — 5 = $29 per unit (check: —90 + 8(34) = 182
as required).

Consumer burden = 34 — 30 = $4 per unit; producer burden = 30 —29 = $1 per unit ($4 +$1 =
$5 as required). Consumers bear the much larger share (four-fifths) of the tax, because demand
here is far less responsive to price (quantity changes by only 2 units per $1) than supply (8 units
per $1) — confirming that the side of the market with the more inelastic response bears the
greater tax burden.
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CAMBRIDGE IGCSE . Unit 3

Microeconomic Decision Makers

Muc tiéu Unit: Vai trd cha tién té va hé théng ngan hang (bon chirc ndng cua tién, dic diém cta mét
loai tién t6t, vai trd ngadn hang thuong mai va ngan hang trung uong); hd gia dinh vai tu cach nguai tiéu
dung (cac yéu t6 quyét dinh tiéu dung va tiét kiém); ngudi lao dong vai tu cach ngu'di cung irng lao dong
(cung-cau lao dong, xac dinh tién luong, chénh léch tién lwong, céng doan, phan céng lao ddng); doanh
nghiép (co ciu phap ly, muc tiéu, chi phi, doanh thu, lgi nhuan, kinh t&/phi kinh té theo quy mé, tang
trudng va sap nhap, phan tich diém hoa vén); ciu trac thj trwdng (canh tranh hoan hao va déc quyén);
va so d6 chu chuyén thu nhap hai khu vuec.

3.1 Money and Banking

3.1.1 From barter to money

Before money existed, exchange took the form of barter — trading one good or service directly for
another. Barter can work in a very small, simple economy, but it breaks down quickly as an economy
grows, because it depends on the double coincidence of wants: a shoemaker who wants rice must
find a rice farmer who, at that very moment, happens to want shoes. If the farmer instead wants
tools, no trade can occur until the shoemaker first finds someone who wants shoes and has tools to
offer. Barter also creates problems of divisibility (how does a farmer buy "half a cow’s worth” of rice?),
storage (perishable goods cannot be saved for later trades), and measurement (there is no common
unit to compare the value of a cow against a pair of shoes). Money evolved precisely to solve these
problems: it is anything generally accepted, by convention or law, as payment for goods and services
and in settlement of debts.
- GIAI THICH TIENG VIET
Trao déi hang d6i hang (barter) |3 hinh thirc trao déi truc ti€p hang hoa |3y hang hod, khong
dung tién. Van dé I&n nhat cua barter |a su trung khép kép vé nhu cau (double coincidence
of wants): hai bén phai dong thoi cé thir d6i phuong can thi trao d6i méi xay ra dugc — diéu
nay rat hiém khi nén kinh té€ c6 nhiéu loai hang hoa. Barter con gap kho khi hang hoa khéng
thé chia nho, khéng thé cat trir 1au, va khéng c6 don vi chung dé so sanh gia tri. Tién ra doi dé
gidi quyét chinh nhirng van dé nay.

3.1.2 The four functions of money
Cambridge IGCSE Economics identifies four functions that any form of money must perform.

The four functions of money

1. Medium of exchange: money is accepted by everyone in payment for goods, services, and
debts, removing the need for a double coincidence of wants. A seller accepts money not
to consume it, but because they know others will accept it from them in turn.

2. Unit of account: money provides a common measure of value, so the price of every good
and service can be expressed in the same units (e.g. Vietnamese dong or US dollars) and
compared directly.
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3. Store of value: money can be saved and used to buy goods and services in the future,
because (unlike, say, fresh fish) it does not perish and normally keeps its purchasing power
reasonably well, provided inflation is not too high.

4. Standard of deferred payment: money allows debts and future obligations (loans, wages
owed, instalment payments) to be fixed and settled at a later date in agreed monetary terms.

Vi du miu - Worked example — Classifying a function of money

For each situation below, identify which function of money is being illustrated.

(a) A supermarket labels a carton of milk at $1.20 so shoppers can compare it with a $0.90
carton of soy milk.

(b) A worker signs a one-year loan agreement to repay $6,000 in monthly instalments of $500.
(c) A market vendor accepts cash for vegetables, confident she can later use that same cash to
buy rice elsewhere.

(d) A family keeps $3,000 in a savings account to use for next year’s school fees.

(a) Unit of account — prices expressed in a common unit allow direct comparison of value.

(b) Standard of deferred payment — the loan fixes a future obligation in monetary terms.

(c) Medium of exchange — money is accepted because it can be passed on and accepted by
others.

(d) Store of value — money retains purchasing power to be used at a later date.

GIAI THICH TIENG VIET
B6n chirc nang cha tién: (1) phuong tién trao déi — duoc chap nhan rong rai d€ thanh toan;
(2) don vi hach toan — do lwdng va so sanh gia tri hang hoa; (3) phuong tién cat trir gia tri —
gilr duwoc sirc mua dé dung sau nay; (4) phuong tién thanh toan tra cham — cho phép an dinh
cac khoadn no/nghia vu trong tuong lai bang don vi tién té.

3.1.3 Characteristics of good money

Not every object can serve as effective money. Economists identify several characteristics that a
good form of money should have:

Durability — it must not decay, tear, or wear out quickly, so it can circulate repeatedly and be
stored.

Divisibility — it must be divisible into smaller units so both very cheap and very expensive trans-
actions can be made precisely.

Portability — it must be easy to carry and transfer, especially for large-value transactions.

Acceptability — it must be widely and confidently accepted by the community (or backed by law
as legal tender).

Scarcity (limited supply) — it must not be so freely available that anyone can produce it; if supply
is not controlled, its value collapses.

Modern currency (banknotes and coins issued by a central bank) and, increasingly, bank deposits
accessed electronically, satisfy all five characteristics far better than historical forms of money such
as cattle, shells, or salt.
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Characteristic

Cattle / salt (historical)

Modern banknotes / bank de-
posits

Durability

Divisibility

Portability

Scarcity

Cattle die; salt dissolves or
washes away

Cannot be split into
small, equal units with-
out killing/wasting the item
Cattle are heavy and slow to
move; salt is bulky

Can be bred/mined, supply
hard to control

Banknotes are replaceable when
worn; deposits exist only as secure
records, so they cannot physically
wear out

Divides precisely into cents/dong
and smaller electronic units

Notes are light; electronic deposits
transfer instantly

Central bank tightly controls the
supply of currency

- GIAI THICH TIENG VIET
Mot loai tién tét can co: do bén (khong hu hdng nhanh), kha ning chia nho (chia duoc thanh
don vi nho dé giao dich chinh xac), tinh di déng (dé mang theo, dé chuyén giao), tinh duoc
chap nhan (cong dong tin tudng va san sang nhan), va tinh khan hiém (khéng ai c6 thé tu do
tao ra, néu khéng gia tri sé sup dé). Bang trén cho thay vi sao tién hang hoa cé xua (gia suc,
mudi) kém hiéu qua hon nhiéu so véi tién gidy/tién gri ngan hang hién dai.

3.1.4 Commercial banks

A commercial bank is a financial institution that provides everyday banking services to households
and firms. Its core functions are:

¢ Accepting deposits: current accounts (for everyday transactions, withdrawable on demand) and
savings accounts (which typically pay interest in exchange for less frequent withdrawal).

e Lending: commercial banks lend a large proportion of the money deposited with them, as per-
sonal loans, mortgages, and business loans, earning interest income — the difference between the
(higher) interest rate charged on loans and the (lower) interest rate paid on deposits is a major
source of bank profit.

e Payment services: enabling cheques, bank transfers, direct debits, and card payments, so money
can move between accounts without physical cash changing hands.

¢ Credit creation: because banks only keep a fraction of deposits in reserve (expecting that not all
depositors will withdraw at once) and lend out the rest, and because loaned money is typically
re-deposited elsewhere in the banking system and lent out again, the banking system as a whole
can expand the total amount of money and credit in the economy well beyond the value of the
original deposits.

- GIAI THICH TIENG VIET

Ngan hang thuong mai nhan tién gli (tai khoadn vang lai — rat bat c ltc ndo; tai khoan tiét
kiém — c6 |ai nhung rat han ché hon), cho vay dé ki€m l3i (chénh léch gitra |3i suat cho vay va
|3i suat tra cho ngudi glri), va cung cap dich vu thanh toan. Vi ngan hang chi gilr lai mét phan
tién giri lam du trir va cho vay phan con lai — va tién cho vay lai thudng dugc gl lai vao hé
théng ngan hang réi ti€p tuc duoc cho vay — nén toan bd hé théng ngan hang co thé tao ra
tin dung (credit creation), khién tong lugng tién lvu thong I6n hon nhiéu so véi lvong tién guri
ban dau.
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A simple illustration of credit creation: suppose a bank receives a $1,000 deposit and keeps
only 10% ($100) as reserves, lending out the remaining $900. If that $900 is spent and then
re-deposited in (the same or another) bank, which again keeps 10% in reserve and lends out
$810, and this process continues, the total value of deposits and loans circulating in the banking
system can end up several times larger than the original $1,000 deposit. This is why the banking
system as a whole is said to "create” credit — the full multiplier arithmetic behind this process
is developed further when money supply is studied in later chapters.

3.1.5 The central bank

Every country’s banking system is headed by a central bank (e.g. the State Bank of Vietnam, the
Bank of England, the Federal Reserve), which does not compete with commercial banks for ordinary
customers but instead regulates and supports the whole financial system.

l The five roles of a central bank

1. Issuing currency: the central bank has the sole legal right to print banknotes and mint coins.

2. Banker to the government: it holds the government’s accounts, manages government bor-
rowing (issuing bonds), and handles government payments and receipts.

3. Banker to commercial banks: commercial banks hold accounts and reserves at the central
bank and settle payments with one another through it.

4. Regulator and supervisor of the banking system: the central bank sets and enforces rules
(e.g. minimum reserve requirements, capital adequacy) to keep banks safe and depositors
protected.

5. Lender of last resort: if a solvent bank faces a short-term shortage of cash (e.g. many
depositors withdrawing at once), the central bank will lend to it so it does not collapse,
protecting confidence in the whole banking system.

The central bank also sets the economy’s base (policy) interest rate, the benchmark rate that in-
fluences all other interest rates in the economy — this is the central bank’s key tool of monetary pol-
icy. Raising the base rate makes borrowing more expensive and saving more attractive, which tends
to reduce spending; cutting the base rate has the opposite effect. How monetary policy interacts
with government fiscal policy (taxation and spending) to manage the whole economy is examined in
a later chapter of this course.

. GIAI THICH TIENG VIET

Ngan hang trung uong c6 nam vai tro: (1) phat hanh tién — doc quyén in tién gidy, dic tién
Xu; (2) ngan hang cta chinh pht — quan ly tai khoan va cac khoan vay cta chinh pha; (3) ngan
hang ctia cac ngan hang thuong mai — cac ngan hang gtri du trir va thanh toan qua ngan hang
trung wong; (4) giam sat, diéu tiét hé théng ngan hang — dat ra quy dinh an toan; (5) nguoi
cho vay cudi cung (lender of last resort) — c(ru mot ngan hang dang gap khoé khan thanh khoan
tam thoi d€ bao vé niém tin vao ca hé théng. Ngan hang trung wong con dit 13i suat co ban —
cong cu chinh cua chinh sach tién té — dé diéu tiét vay va tiéu dung trong nén kinh té.

(1) L6i thuwong gap: Do not confuse capital in the sense used later in this chapter (a factor
of production — man-made goods such as machinery, tools, and factories used to produce
other goods) with money capital (funds raised by a firm, e.g. by selling shares or borrowing,
used to purchase those physical capital goods). A firm’s "capital” on an exam answer should
be identified precisely: if the question is about production, it usually means physical capital
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I goods; if the question is about financing a business, it usually means money capital.

3.2 Households as Consumers

3.2.1 Consumption and saving

Every household receives income from supplying factors of production (mainly labour, in the form
of wages). Each period, that income is allocated between consumption (spending on goods and
services now) and saving (postponing spending to the future, typically by depositing money with a
bank or other financial institution). Because income is finite, consumption and saving are the two
competing uses of any given income: Income = Consumption + Saving.

3.2.2 Determinants of consumption and saving
Several factors determine how a household splits its income between consumption and saving.

¢ Level of income: households with higher income can, after meeting basic needs, afford to save a
larger proportion of each extra dollar earned; households with very low income may not be able
to save at all, and some borrow or run down past savings just to maintain consumption.

e Stability of income (permanent vs. temporary income): households tend to base their regular
consumption on their expected long-run (permanent) income rather than on any single month'’s
income. A one-off, temporary payment — such as a bonus or lottery win — is more likely to be
saved (or spent on a one-off purchase) than added to ongoing weekly spending, because house-
holds do not expect it to recur; by contrast, a permanent pay rise is more likely to raise ongoing
consumption, because the household now expects a higher income indefinitely.

¢ Interestrates: a higher interest rate is both a greater reward for saving (more future consumption
can be bought by giving up a dollar of consumption now) and a higher cost of borrowing, so higher
rates tend to increase saving and reduce borrowing-financed consumption; lower rates have the
opposite effect.

e Consumer confidence: households who feel optimistic about future job security and incomes
tend to spend more and save less now; households who are worried about a recession or job
losses tend to save more as a precaution and cut back on consumption.

¢ Availability and cost of credit: if credit (loans, credit cards, instalment plans) is easy and cheap to
obtain, households can consume more than their current income by borrowing; if credit is scarce
or expensive, consumption is constrained closer to current income.

¢ Age and life-cycle stage: young adults (often borrowing for education, a first home) and retired
people (living off savings and pensions) frequently consume more than their current income (dis-
saving); people in their middle working years, with fewer major expenses ahead and higher earn-
ings, tend to save the largest proportion of income.

e Wealth effects: households who own assets that rise in value (e.g. property, shares) often feel
wealthier and increase consumption even without any rise in current income, because they per-
ceive their overall financial position has improved — for example, a homeowner who sees the
market value of their house rise sharply may choose to spend more or save less this year, even
though their monthly salary has not changed at all.

Seven determinants of household consumption/saving to remember: (1) level of income, (2)

stability of income (permanent vs. temporary), (3) interest rates, (4) consumer confidence, (5)
availability/cost of credit, (6) age and life-cycle stage, and (7) wealth effects.
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Vi du mau - Worked example — Permanent versus temporary income

Two employees at the same firm each unexpectedly receive extra money this month: Employee
A receives a permanent $400-per-month pay rise; Employee B receives a one-off $400 bonus.
Explain why their spending responses are likely to differ, even though both received the same
amount.

Employee A now expects $400 extra every month indefinitely — this is a rise in permanent
income — so Employee A is likely to raise ongoing monthly consumption (e.g. a bigger grocery
budget, a new subscription) close to the full $400, confident the higher income will continue.
Employee B’s $400 is a one-off, temporary receipt that will not recur; a household basing
spending on its long-run income is more likely to save most of this bonus (or spend it on a
single one-off item) rather than permanently raise weekly spending, since ongoing income has
not actually changed. This distinction — permanent versus temporary income — helps explain
why one-off government stimulus payments are often saved more than economists initially
expect.

GIAI THICH TIENG VIET
%c} gia dinh chia thu nhap thanh tiéu dung va tiét kiém. Cac yéu té dnh hudng: mirc thu nhap
(thu nhap cao hon thudng tiét kiém duoc ty & I6n hon), tinh 6n dinh cha thu nhap (thu nhap
thuong xuyén dnh hudng tiéu dung nhiéu hon thu nhap tam thoi/mét [an), 13i suat (13i suat
cao khuyén khich tiét kiém, han ché vay), niém tin ngudi tiéu dung, kha nang ti€p can tin dung,
d6 tudi/giai doan cudc doi (ngudi tré va ngudi gia thudng tiéu nhiéu hon thu nhap hién tai), va
hiéu (rng clia cai (tai san tang gia tri khién ngudi ta cdm thay giau hon va chi tiéu nhiéu hon).

3.2.3 Income, consumption, and the savings ratio

A useful simplified relationship in this course is that, as household income rises, the proportion of in-
come saved (the savings ratio, sometimes called the average propensity to save) tends to rise as well:
low-income households often spend all (or more than all) of their income simply meeting basic needs,
while higher-income households, having already met those needs, can set aside a growing share of
each additional dollar earned. This is one reason government policies that redistribute income (e.g.
progressive taxation) can affect the economy’s overall saving rate as well as its consumption level.

Income = Consumption + Saving. As income rises, both consumption and saving normally rise
in absolute terms, but for higher-income households the proportion saved (savings ratio) tends
to be higher than for lower-income households.

3.2.4 Consumer choice and consumer protection

Households make consumption decisions with limited income and, often, limited information, so
making good choices matters as much as having the income to spend. Consumer choice refers to a
household’s freedom to decide which goods and services to buy, based on price, quality, and per-
sonal preference, in a market offering a range of competing products. This freedom of choice works
best when consumers have reasonably good information; where sellers might otherwise mislead
buyers (e.g. false advertising, unsafe products, hidden charges), governments commonly introduce
consumer protection measures — laws on product safety and accurate labelling, rules against mis-
leading advertising, and agencies that investigate complaints — to help households make informed
decisions and to maintain trust in the market. The wider question of when and why governments
intervene in markets on behalf of consumers is developed further later in this course.
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. GIAI THICH TIENG VIET

Luwa chon clia ngudi tiéu dung (consumer choice) 13 quyén tu do lua chon hang hoa/dich vu
dua trén gia cd, chat luong va sd thich cd nhan. DE viéc lua chon nay thuc su o y nghia, ngudi
tiéu dung can cé théng tin day da va chinh xac — day 1a ly do chinh pha thudng ban hanh cac
quy dinh bao vé nguai tiéu dung (an toan san pham, nhan mac trung thuc, cdm quang cao gay
hi€éu [am) dé€ bao vé quyén lgi ngudi mua va duy tri niém tin vao thj truong.

3.3 Workers as Suppliers of Labour

3.3.1 The individual labour supply decision

Each individual worker effectively chooses how to divide a fixed amount of time (e.g. 24 hours a
day) between paid work and leisure (all non-working time, including rest, family time, and unpaid
activities). Every extra hour spent working earns a wage but means giving up an hour of leisure;
every extra hour of leisure means forgoing the wage that could have been earned. The wage rate is
therefore the opportunity cost of an hour of leisure (and, in reverse, an hour of leisure is "purchased”
at the opportunity cost of the wage foregone) — a direct application of the opportunity-cost concept
introduced earlier in this course. As wages rise, working becomes more rewarding relative to leisure,
which is generally expected to encourage individuals to supply more hours of labour, at least up to
a point.
GIAI THICH TIENG VIET
Mai ngudi lao dong phai lua chon gilra lam viéc (ki€ém tién lwong) va nghi ngoi/giai tri (leisure).
Tién lwong chinh 13 chi phi co hdi cia mot gio nghi ngoi — néu nghi ngoi, nguoi dé mat di
khoan luong 18 ra kiém duoc. Khi tién luong ting, 1am viéc trd nén hap dan hon so véi nghi
ngoi, nén thong thudng ngudi lao dong sé cé xu hudng cung (rng nhiéu gio lao dong hon.

3.3.2 Determinants of the supply of labour to a particular occupation
The number of workers willing and able to supply their labour to a specific occupation depends on:

e Wage rates: a higher relative wage in an occupation attracts more workers into it (and away from
lower-paid alternatives).

¢ Qualifications and training required, and the time needed to acquire them: occupations demand-
ing long, costly training (e.g. medicine, engineering) restrict the pool of qualified workers able to
supply labour, holding supply down relative to demand.

¢ Non-monetary factors: working conditions, job satisfaction, social status, and fringe benefits
(e.g. pension, health insurance, holiday allowance) all affect how attractive an occupation is, in-
dependent of the wage itself; a pleasant, high-status job can attract labour even at a somewhat
lower wage.

¢ Geographical mobility of labour: workers’ willingness and ability to move location to take a job;
barriers include family ties, the cost of moving and housing, and language or cultural differences.

¢ Occupational mobility of labour: workers’ ability to move between different types of job; barriers
include the time and cost of retraining, and licensing/qualification requirements that must be met
before a worker can legally practise a new occupation.

3.3.3 Labour mobility and its limits

When labour is highly mobile, workers can respond easily to changing wages and job opportunities,
which helps keep wage differences between similar jobs modest and helps the whole economy re-
allocate labour efficiently as some industries grow and others decline. In practice, labour is often
significantly immobile, which sustains larger and more persistent wage differentials than a perfectly
mobile labour market would produce.
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e Geographical immobility: workers may be unwilling or unable to relocate for a better-paid job
because of family and social ties, the financial cost and disruption of moving house, large dif-
ferences in housing costs between regions, and language or cultural barriers (particularly across
national borders).

¢ Occupational immobility: workers may be unable to move into a better-paid occupation because
they lack the specific qualifications, skills, or experience required, and retraining takes time and
money that not every worker can afford to give up — this is the same barrier, from the demand
side, discussed above as a determinant of the supply of labour to skilled occupations.

Because immobility prevents workers from simply moving toward higher-paid opportunities, it is one
of the underlying reasons wage differentials between occupations and regions can persist for long
periods rather than being competed away.

GIAI THICH TIENG VIET
Di chuyén lao dong (labour mobility) cang dé dang thi chénh léch tién luong gilra cac cong
viéc tuong tu cang nho, vi ngudi lao déng ¢ thé chuyén sang noi trd lwong cao hon. Trong
thuc té, lao dong thuong kém di dong: kém di dong theo dia ly (rang budc gia dinh, chi phi
chuyén nha, chénh léch gia nha gitra cac ving, rao can ngodn nglr/van hod) va kém di ddng theo
nganh nghé (thi€u bang cap/ky ning can thiét, chi phi va thai gian dao tao lai). Chinh su kém
di ddng nay khién chénh léch tién lwong ton tai lau dai thay vi bi san bang bai canh tranh.

3.3.4 Determinants of the demand for labour

Firms do not want labour for its own sake — they want it in order to produce goods and services that
consumers demand. Demand for labour is therefore a derived demand: it depends on, and moves
with, the demand for the final good or service that the labour helps to produce. Demand for labour
in a given occupation or industry depends on:

¢ Demand for the good or service produced: if demand for new houses rises, demand for con-
struction workers rises with it; if demand for a product collapses, demand for the workers who
make it collapses too.

¢ Productivity of labour: more productive workers (through better training, technology, or man-
agement) produce more output per hour, raising the value each worker adds to the firm and
increasing the wage firms are willing to pay for that labour.

¢ Price and availability of substitute capital: if machinery or automation becomes cheaper or more
capable relative to a given type of labour, firms will substitute capital for labour, reducing demand
for that labour; if capital is expensive or unavailable, firms rely more heavily on labour.

. GIAI THICH TIENG VIET

Cung lao déng cho mot nghé cu thé phu thudc vao: mirc luong, yéu ciu bang cap/thoi gian
dao tao (nghé cang khé dao tao thi cung cang han ché), cac yéu té phi tién té (diéu kién lam
viéc, su hai long, dia vi xa héi, phuc loi), va kha ning di chuyén cta lao déng (theo dia ly va
theo nganh nghé). Cau lao dong |13 ciu phai sinh (derived demand) — bt nguén tir cau déi véi
hang hoa/dich vu ma lao dong dé tao ra — va con phu thudc vao nang suat lao déng cling nhu
gia/kha nang thay thé bang may moc (vén).

3.3.5 Wage determination

Just as in a goods market, the wage rate in a competitive labour market is determined by the inter-
action of demand and supply — except that here the "price” is the wage rate (1) and the "quantity”
is the quantity of labour (Q,), typically measured in workers or worker-hours. The demand curve
for labour slopes downward (firms demand more labour at a lower wage), and the supply curve of
labour slopes upward (more workers are willing to work, or work more hours, at a higher wage). The
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market wage settles at the equilibrium wage (17,), where the quantity of labour demanded exactly
equals the quantity supplied.

S (supply of labour)

Woage ra‘tgé, w

|
|
|
|
|
l
|
| D (demand for labour)
|

|

Quantity@f labour, Q ,,

The labour market: the demand for labour (D, derived demand, downward sloping) and the supply of labour (S, upward
sloping) determine the equilibrium wage rate W_ and equilibrium quantity of labour employed Q..

Vi du mau - Worked example — Shifting the labour market

A surge in tourism sharply raises demand for the goods and services produced by hotel work-
ers. Using the labour market diagram above, explain the effect on the equilibrium wage and
quantity of hotel workers employed.

Because demand for hotel workers is a derived demand, a rise in demand for hotel services
shifts the whole demand-for-labour curve (D) to the right (more workers demanded at every
wage). With the supply curve of hotel labour unchanged in the short run, the new intersection
of D and S occurs at a higher equilibrium wage and a greater equilibrium quantity of hotel
workers employed. If the boom persists, the higher wage may in time also draw more workers
to train for or move into hotel work, gradually shifting supply outward too.

GIAI THICH TIENG VIET

Gng giéng thi trudng hang hoa, thi trvdong lao dong cé duwdng cau lao déng doc xudng (cau
phai sinh) va dudng cung lao déng ddc Ién, giao nhau tai mirc lwong can bang (17,) va lugng
lao ddng can bang (Q.). Khi ciu vé hang hoa/dich vu tang, dudng cau lao déng dich chuyén
sang phai, dam luvong can bang va luong lao dong duoc thué déu ting.

3.3.6 Wage differentials

In practice, different occupations (and different workers within the same occupation) are paid very
different wages. These wage differentials arise from several factors:

¢ Skill and qualification levels: occupations requiring rare or advanced skills have a restricted sup-
ply of qualified workers, pushing the equilibrium wage up relative to occupations anyone can
enter.

e Degree of risk, danger, or unpleasantness: dangerous or unpleasant jobs (e.g. deep-sea diving,
mining) must often pay a wage premium (a "compensating differential”) to attract workers, since
fewer people are willing to supply labour to such jobs at an ordinary wage — this restricts effective
supply and raises the equilibrium wage.

¢ Trade union bargaining power: strongly unionised occupations can negotiate wages above what
an unregulated market would produce.
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¢ Government minimum wage legislation: a legal minimum wage directly raises pay for the lowest-
paid workers above the market-clearing level.

¢ Discrimination: unequal pay for equally productive workers based on characteristics such as
gender, ethnicity, or age (rather than genuine differences in productivity or working conditions)
is a real-world cause of wage gaps, and is the target of equal-pay legislation in many countries.

¢ Regional/geographical differences: wages for the same occupation often differ between regions
because of differences in the cost of living, local demand for labour, and how easily workers can
move between regions.

¢ Applied example — the gender pay gap: in many countries, average pay for women remains below
that for men in comparable roles. Explanations offered include occupational segregation (women
historically over-represented in lower-paid occupations), career breaks affecting experience and
seniority, and outright discrimination; closing this gap is a common target of government equal-
pay policy.

Market A: unskilled labour Market B: skilled/trained labour

A wage differential explained by restricted supply. In Market A (unskilled work — no training barrier), supply is relatively
abundant, giving a lower equilibrium wage W . In Market B (skilled work requiring years of training), the supply curve
sits much further left (only qualified workers can supply this labour), so despite a similar demand curve the equilibrium

wage W, is substantially higher.

Vi du mau - Worked example — Explaining a wage differential

A hospital surgeon earns far more than a hospital cleaner. Using labour market analysis, ex-
plain this wage differential.

Supply-side factors: becoming a surgeon requires many years of expensive, difficult training
and a licence to practise, so the supply of qualified surgeons is small relative to demand —
this is exactly the "Market B” case above. Cleaning requires little or no formal training, so
the supply of workers able to do the job is comparatively large — the "Market A” case. Addi-
tional factors: surgery carries much greater responsibility, stress, and risk (e.g. legal liability
for errors), which also commands a compensating wage premium; cleaning work carries far
less risk and responsibility. Demand-side factors: a surgeon’s labour is highly productive in
value terms (a life-saving operation is worth a great deal to a hospital and patient), whereas a
cleaner’s marginal contribution to hospital revenue, though genuinely valuable, is much lower
in market terms. Together, restricted supply (training barrier), a risk/responsibility premium,
and higher derived demand explain why the equilibrium wage for surgeons sits far above that
for cleaners.
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- GIAI THICH TIENG VIET
Chénh léch tién luvong (wage differentials) bat nguén tir: trinh dé ky nang/bang cap (nghé can
dao tao lau c6 ngudn cung han ché& nén luong cao hon), mirc do rui ro/nguy hiém/kho chiu cua
codng viéc (can "phu cap bu dap”), siic manh thuong luong ciia cong doan, luat lwong toi thiéu,
su phan biét doi xtr, va su khac biét ving mién. Vi du ap dung: khoang cach lwong theo gigi
thuong duoc giai thich béi su phan bé khéng déu gilra cdc nganh nghé, gian doan su nghiép,
va ca yéu té phan biét dai xur.

3.3.7 Trade unions

A trade union is an organisation of workers that negotiates collectively with employers over pay and
working conditions, rather than each worker bargaining individually.

e Purpose: collective bargaining gives workers far greater negotiating power than any one worker
could have alone, since an employer facing the loss of its entire workforce (rather than one indi-
vidual) has a much stronger incentive to agree to union demands.

¢ Methods: collective bargaining (union representatives negotiate pay and conditions on behalf of
all members with the employer, rather than each worker negotiating alone); and, if negotiation
fails, industrial action such as strikes (workers withhold their labour entirely, imposing an imme-
diate cost on the employer through lost production), working-to-rule (workers do the absolute
minimum required by their contract, slowing operations without formally striking), and overtime
bans (workers refuse extra hours beyond their contract), all intended to pressure the employer
into a more favourable settlement.

e Advantages to workers: higher wages and better conditions than individual bargaining would
likely achieve; job security protections; a collective voice in disputes and disciplinary matters;
support during disputes with management.

¢ Possible disadvantages: if a union successfully negotiates a wage above the level that reflects
workers' productivity, this acts much like a legal minimum wage — a price floor in the labour
market — and can price some workers out of jobs: firms respond to the higher cost of labour
by employing fewer workers (or investing in labour-saving machinery instead), so some union
members may be better paid but a proportion of workers who would have been employed at the
market wage lose out. Excessive wage demands can also make a firm less competitive, potentially
threatening the survival of jobs in the longer run.

A trade union (or a legal minimum wage) that pushes the wage above the free-market equi-
librium acts as a price floor in the labour market: at the higher wage, the quantity of labour
supplied exceeds the quantity demanded, creating a surplus of labour — that is, unemployment
among those willing to work at the union/minimum wage but not hired.

- GIAI THICH TIENG VIET

Coéng doan (trade union) thuong lugng tap thé thay mit nguoi lao dong dé dat duoc luong va
diéu kién lam viéc tét hon so véi tirng ca nhan tu thuong lugng — bang dam phan, hoic néu
that bai thi bang dinh cong/hanh déng céng nghiép. Loi ich: lwvong cao hon, diéu kién tét hon,
ti€ng noi tap thé. Bat loi tiém an: néu céng doan day lwong Ién cao hon ning suat lao déng
phan anh, diéu nay hoat déng gidong mot mirc gia san (price floor) trén thi trwong lao dong —
c6 thé khién doanh nghiép thué it lao déng hon, ddy mét s6 ngudi lao dong ra khoi viéc [am
(du cung lao dong = that nghiép).
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3.3.8 Division of labour and specialisation revisited

Division of labour occurs when the production process is broken into many small, repetitive tasks,
with each worker specialising in just one (or a few) of them, rather than each worker carrying out
an entire production process alone. Adam Smith'’s classic illustration used a pin factory: one worker
performing all eighteen steps of pin-making alone could produce only a handful of pins in a day,
whereas ten workers, each specialising in just one or two of those steps, could together produce
many thousands of pins per day — an enormous rise in output per worker achieved purely by reor-
ganising exactly the same workers and tools around specialisation rather than by adding any extra
resources.

¢ Advantages: workers become highly skilled and fast at their one task through repetition; no time
is lost switching between different tools or tasks; specialisation makes it worthwhile to design
and use specialised machinery for each narrow task — all of which raise output per worker (pro-
ductivity).

¢ Disadvantages: repeating one narrow task all day can cause monotony and boredom, lowering
job satisfaction and potentially motivation and quality; workers who have only ever learned one
narrow task risk structural unemployment if that specific skill becomes obsolete (e.g. through
automation) and they lack the broader skills to move easily into another role; and production
becomes interdependent — if workers at one stage of a specialised production line stop working
(e.g. through illness or a dispute), the entire line may be forced to halt, since later stages depend
completely on earlier ones.

. GIAI THICH TIENG VIET

Phan céng lao dong (division of labour): chia nhd quy trinh sdn xuat thanh nhiéu céng doan,
moi cdng nhan chuyén mét cong doan (y tudng “"nha may dinh ghim” cia Adam Smith). Loi ich:
cdng nhan thanh thao va nhanh hon, khéng mat thoi gian chuyén déi cong viéc, c6 thé dung
may moéc chuyén dung cho tirng cong doan — nang suat tang manh. Bat lgi: cong viéc lap di
lap lai gdy nham chan, gidm su hai Iong; cdng nhan chi biét mét ky nang hep dé bi that nghiép
co cau néu ky nang dé 16i thoi; va cac cong doan phu thudc IAn nhau — mét cdng doan ngirng
c6 thé 1am ngirng toan bé day chuyén.

3.4 Firms: Legal Structure and Objectives

3.4.1 Legal structures of business

A business can be legally organised in several different ways, each with different implications for
who owns it, who is liable for its debts, how easily it can raise capital, who controls decisions, and
how long it continues to exist.

e Sole trader: a business owned and run by one person. Simple and cheap to set up, with the owner
keeping all profit and full control, but the owner has unlimited liability (personal assets can be
seized to pay business debts) and capital is limited to what the owner can provide or borrow
personally.

¢ Partnership: a business owned jointly by two or more people (partners) who share capital, decision-
making, and profit according to a partnership agreement. More capital and shared expertise/-
workload than a sole trader, but partners typically also have unlimited liability, and disagreements
between partners can disrupt the business; the partnership may also end if a partner leaves or
dies (unless otherwise agreed).

e Private limited company (Ltd): a company owned by shareholders (often family and friends, since
shares cannot be offered to the general public), whose liability is limited to the amount they
invested. It can raise more capital than a sole trader or partnership by selling shares privately,
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and it continues to exist independently of any one owner, but shares cannot be freely traded on
a public stock exchange, and it must file more paperwork/accounts than a sole trader.

Public limited company (Plc): a large company whose shares can be bought and sold by the
general public on a stock exchange. This allows access to very large amounts of capital, and
owners (shareholders) have limited liability, but the original founders may lose some control as
shares are sold to outside shareholders, and the company faces stricter regulation, more public
disclosure of accounts, and the risk of a hostile takeover.

Public corporations / state-owned enterprises: businesses owned and controlled by the govern-
ment rather than private shareholders (e.g. a national railway or postal service), often set up to
provide an essential service or to run a natural monopoly, rather than purely to maximise profit.
Because the government stands behind them, they can usually raise finance relatively easily and
are guaranteed continuity regardless of profitability, but they may lack the profit incentive to con-
trol costs efficiently, and important decisions can be influenced by political considerations rather
than purely commercial ones.

Unlimited liability in practice: if a sole trader’s business runs up $50,000 of debt and the busi-
ness itself has no assets left to cover it, the owner’s own personal possessions — savings, car,
even their house — can legally be sold to repay the remaining debt. Limited liability (private
and public limited companies) caps this risk: a shareholder can lose, at most, the amount they
paid for their shares, and no more, however large the company’s debts.

Structure Liability Capital-raising Control Continuity

Sole trader Unlimited Very limited Full control by Ends if owner
(owner’s own one owner retires/dies
funds/loans)

Partnership Unlimited (usually) Limited but Shared among May end if a
greater than sole partners partner leaves
trader  (multiple
partners)

Private limited Limited to invest- Larger — shares Heldbyfounder/- Continues in-

company ment sold privately family sharehold- dependently of

ers owners

Public limited Limited to invest- Very large — Diluted among Continues in-

company ment shares sold on many sharehold- definitely

stock exchange

ers

Vi du mau - Worked example — Classifying a legal structure

Mai runs a small flower stall by herself. She keeps all the profit but is personally responsible
for any debts the stall runs up, and the business would simply cease if she stopped trading.
Identify Mai's legal structure and justify your answer using its key features.

Mai's business is a sole trader. The defining features match precisely: single owner with full
control and full claim to profit; unlimited liability (she is personally responsible for debts, mean-
ing her personal assets are at risk); and no separate continuity from the owner (the business
ends when she stops trading, since it has no separate legal identity of its own).
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GIAI THICH TIENG VIET

VN
B&n hinh thirc phap ly chinh: doanh nghiép tu nhan/ca thé (sole trader) — mét chu, trach

nhiém vé han; hgp danh (partnership) — nhiéu ch chung vén, thudng van trach nhiém vo
han; céng ty TNHH tu nhan (private limited company) — c6 phan khéng ban ra cong ching,
trach nhiém hiru han; céng ty cé phan dai chiang (public limited company) — ¢6 phan giao dich
trén san chirng khoan, huy déng vén rat I6n nhung cha sang 1ap c6 thé mat quyén kiém soat.
Ngoai ra con cé doanh nghiép nha nuwéc do chinh pha sé& hiru.

3.4.2 Obijectives of firms

Standard economic analysis usually assumes firms aim for profit maximisation — producing at the
output where the gap between total revenue and total cost is greatest (equivalently, where the
cost of producing one more unit, marginal cost, just equals the extra revenue earned from selling it,
marginal revenue). In reality, firms may instead (or additionally) pursue:

Growth maximisation: expanding market share and size, even at some cost to short-run profit,
because bigger firms often gain economies of scale, market power, and prestige.

Sales/revenue maximisation: maximising total revenue rather than profit, sometimes because
managers’ pay or status is linked to firm size/turnover rather than profit itself.

Managerial/behavioural objectives: in large firms, managers (who run day-to-day operations)
may pursue goals that benefit themselves (job security, larger budgets, easier working life) rather
than strictly maximising profit for shareholders — a divergence sometimes called the "principal-
agent problem.”

Survival: especially during a recession or a price war, a firm’s overriding short-term objective may
simply be to survive (cover costs and stay in business) rather than maximise profit — for instance,
a restaurant facing a sharp fall in customer numbers during a downturn may deliberately cut its
prices to below its normal profit-maximising level, accepting a temporary loss, purely to keep
enough cash flowing in to cover rent and wages and remain open until demand recovers.

Social/ethical objectives: some firms deliberately pursue environmental or social goals (e.g. fair-
trade sourcing, reducing pollution) alongside or instead of pure profit, partly to build reputation
and long-run customer loyalty.

. GIAI THICH TIENG VIET

Muc tiéu phé bién nhat trong ly thuyét kinh t€ 13 téi da hoa lgi nhuan. Tuy nhién trong thuc té
doanh nghiép c6 thé theo dudi: t6i da hoa tang trwdng (md rong thi phan), téi da hoa doanh
thu, muc tiéu cta nha quan ly (d6i khi khac lgi ich c6 dong), sw sdng con (dac biét trong suy
thoai), hoac muc tiéu xa hdi/dao dirc (méi trudng, cong dong).

3.5 Firms: Costs, Revenue, and Profit
3.5.1 Costs of production

Fixed costs (FC): costs that do not change with the level of output in the short run (e.g. rent,
insurance, salaried management) — they must be paid even if output is zero.

Variable costs (VC): costs that rise directly with the level of output (e.g. raw materials, piece-rate
wages, packaging) — zero if nothing is produced.

Total cost (TC): TC = FC + V(.
Average cost (AC): the cost per unit of output, AC = TC = Q.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 85



859%9 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

¢ Marginal cost (MC): the extra cost of producing one more unit of output — conceptually, MC =

ATC . :
———, the change in total cost when output changes by one unit.

AQ
e Short run vs. long run: in the short run, at least one factor of production (typically capital —
the size of the factory/machinery) is fixed, so a firm can only expand output by using its existing
capital more intensively (e.g. more workers, more shifts). In the long run, all factors of production
are variable — the firm can build a new factory, buy more machinery, or change its entire scale of
operation.

Vi du miu - Worked example — Average and marginal cost from a cost schedule

A workshop reports the following total cost at each output level: Q = 1, TC = $50; Q = 2,
TC =9%90; Q =3, TC = $120; Q = 4, TC = $160; Q = 5, TC = $210. Calculate average cost
(AC) and marginal cost (MC) at each output level, and comment on the pattern.

AC =TC +Q: Q = 1: 50/1 = $50.00; Q = 2: 90/2 = $45.00; Q = 3: 120/3 = $40.00; Q = 4:
160/4 = $40.00; @ = 5: 210/5 = $42.00.

MC (change in TC per extra unit): Q = 2: 90 — 50 = $40; Q = 3: 120 — 90 = $30; Q = 4:
160 — 120 = $40; Q = 5: 210 — 160 = $50.

Aslong as MCis below AC (as at Q = 2, 3), AC keeps falling; once MC rises above AC (at Q = 5,
MC = $50 > AC = $40 from the previous unit), AC starts to rise again ($40 — $42) — this is
the standard relationship between marginal and average cost: MC pulls AC toward it.

- GIAI THICH TIENG VIET
Chi phi c6 dinh (FC) khéng d6i theo san luvong (VD tién thué mat bang); chi phi bién déi (VC)
tang theo san lwong (VD nguyén vat liéu); tdng chi phi (TC) = FC + VC; chi phi binh quan (AC)
= TC chia san lugng; chi phi bién (MC) 1a chi phi ting thém dé san xuat thém mot don vi. Trong
ngan han, it nhat mot yéu té san xuat (thudng 13 vén/nha xudng) 1a ¢é dinh; trong dai han, moi
yéu t6 san xuat déu c6 thé thay déi.

(') L6i thueong gdp: Do not label a cost "fixed” or "variable” based only on its type of expense
in isolation — always ask whether it changes with the level of output. Rent and machinery-lease
payments are fixed because the business pays the same amount whether it produces 10 units
or 10,000 (in the short run); raw materials and piece-rate wages are variable because more
output directly requires more of them. A common error is assuming all wages are variable — a
salaried manager’s pay, unlike a factory worker paid per unit produced, is a fixed cost.

3.5.2 Revenue and profit

¢ Total revenue (TR): the total income a firm receives from selling its output, TR = P x @ (price
per unit multiplied by quantity sold).

¢ Average revenue (AR): revenue per unit sold, AR = TR -+ Q; under the simple assumption of a
single selling price for every unit, AR equals the price, P.

e Profit: Profit =TR —TC. If TR > TC, the firm makes a profit; if TR < T'C, it makes a loss.

e Normal profit: the minimum return needed to keep an entrepreneur/owner running this partic-
ular business rather than switching to their next best alternative use of their time and capital.
Crucially, normal profit is treated as a cost of production (a reward for enterprise, just as a wage
rewards labour), not as a surplus — it is already included in a firm’s costs (TC) in economic analysis,
even though it does not appear as an explicit cash expense.
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e Abnormal (supernormal) profit: any profit earned above and beyond normal profit — a genuine
economic surplus that gives the owner more return than their next best alternative, and is the
profit figure ('R — T'C) referred to in the cost/revenue calculations above.

(1) L6i thuong gap: Do not treat “normal profit” as meaning "zero profit” or as a synonym for
"no profit at all.” Normal profit is a cost — the payment necessary to keep the entrepreneur in
this line of business — and a firm earning only normal profit is doing perfectly well by economic
standards (it is covering all its opportunity costs, including the owner’s time and capital). Ab-
normal (supernormal) profit is the separate concept: profit earned in excess of normal profit,
over and above what is needed to keep the firm operating.

- GIAI THICH TIENG VIET
Téng doanh thu (TR) = gid ban x san lwong; doanh thu binh quan (AR) = TR chia san luong,
thudng bang gid ban. Loi nhuan = TR — TC. Loi nhuan théng thudng (normal profit) |4 mirc
lgi nhuan téi thi€u dé gilr chan doanh nhan & lai nganh nay — dugc coi Ia mét chi phi (giéng
tien luong tra cho lao dong), KHONG phai phan du ra. Loi nhuan siéu ngach (abnormal/su-
pernormal profit) md&i 1a phan lgi nhudn vuot trén mdrc loi nhuan thong thuong dé.

Vi du miu - Worked example — Costs, revenue, and profit (a profitable outcome)

A workshop makes wooden deckchairs. Fixed costs are $2,000 per month; variable cost is $15
per chair; the workshop sells 500 chairs in a month at $35 each. Calculate TC, TR, profit, AC,
and AR.

TC = FC + (VC per unit x Q) = 2,000 + (15 x 500) = 2,000 + 7,500 = $9,500.

TR =P x Q = 35 x 500 = $17,500.

Profit =TR —TC = 17,500 — 9,500 = $8,000.

AC =TC = Q = 9,500 = 500 = $19.00.

AR =TR -+ Q = 17,500 + 500 = $35.00 (equal to price, as expected).

Since AR ($35.00) > AC ($19.00), the workshop earns a profit of $16.00 per chair, matching
the total profit of $8,000 over 500 chairs.

Vi du mau - Worked example — Costs, revenue, and profit (a loss-making outcome)

A small bakery has fixed costs of $1,200 per week and a variable cost of $3.50 per loaf. In a
week when demand is weak, it sells only 300 loaves at $6.00 each. Calculate TC, TR, profit or
loss, AC, and AR, and comment.

TC = 1,200 + (3.50 x 300) = 1,200 + 1,050 = $2,250.

TR = 6.00 x 300 = $1,800.

Profit = TR — TC = 1,800 — 2,250 = —$450 — a loss of $450.

AC = 2,250 + 300 = $7.50; AR = 1,800 = 300 = $6.00.

Because AC ($7.50) > AR ($6.00), the bakery loses $1.50 on every loaf sold, totalling the $450
loss. Unless demand recovers or costs fall, the bakery cannot sustain this position indefinitely.

3.6 Economies of Scale and Growth of Firms

3.6.1 Economies and diseconomies of scale

As a firm expands its scale of production in the long run, its long-run average cost (LRAC) often
falls at first — these cost savings are economies of scale — before eventually rising again as the firm
becomes too large to manage efficiently — diseconomies of scale.
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l Internal economies of scale

¢ Purchasing (bulk-buying) economies: larger firms buy raw materials in bulk and can nego-
tiate lower prices per unit from suppliers.

e Technical economies: larger-scale production allows the use of more efficient, specialised
machinery and mass-production techniques that are not viable at small scale, spreading the
(fixed) cost of the machinery over far more units.

¢ Financial economies: large, well-established firms can usually borrow at lower interest
rates and access a wider range of finance (e.g. issuing shares/bonds) than small firms, which
lenders view as riskier.

e Managerial economies: large firms can afford to employ specialist managers (e.g. dedicated
finance, marketing, and human-resources managers) rather than one generalist manager
trying to do everything, raising efficiency in each area.

e Marketing (and risk-bearing) economies: the cost of a national advertising campaign, or
of maintaining a sales force, can be spread over a much larger output, lowering the mar-
keting/advertising cost per unit; a larger, more diversified firm can also spread risk across

multiple products or markets, reducing the impact if any one product or market performs
poorly.

External economies of scale arise not from the size of an individual firm but from the growth of
the whole industry in a particular area — for example, a concentration of firms in one industry in a
region can support a local pool of appropriately skilled labour, a network of specialist local suppliers
and support services, and good specialised infrastructure, benefiting every firm located there (even
small ones), regardless of that individual firm’s own size.

Diseconomies of scale occur when a firm grows so large that unit costs start to rise again, typically
because of:

o Communication and coordination problems: information can be delayed, distorted, or lost as it
passes through many layers of a very large organisation, leading to slower and worse decisions.

¢ Poor motivation: workers in a huge organisation may feel like a small, replaceable part of a dis-

tant machine, reducing morale, effort, and productivity compared with a smaller, more personal
workplace.

Economies Diseconomies
of scale of scale

Long-run average cost (LRAC)

Output (9¢H& of production)

The long-run average cost (LRAC) curve. LRAC falls as output rises while the firm captures economies of scale, reaches a
minimum at the minimum efficient scale (MES), then rises again if diseconomies of scale set in beyond that point.
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Vi du miu - Worked example — Identifying types of economies of scale

A supermarket chain grows from 5 stores to 200 stores. As it grows, it: (i) negotiates a 12%
discount from food suppliers because of the huge volumes it now orders; (ii) borrows money
for a new distribution centre at a lower interest rate than a small independent shop could
get; (iii) hires a dedicated logistics manager and a dedicated marketing manager instead of
one generalist store manager doing both jobs; and (iv) spreads the cost of a single national
television advertising campaign across all 200 stores. Identify the type of economy of scale
illustrated by each example.

(i) Purchasing (bulk-buying) economy — lower per-unit input prices from bulk ordering.

(ii) Financial economy — access to cheaper borrowing due to size and lower perceived risk.
(iii) Managerial economy — specialist managers replacing one generalist, raising efficiency.
(iv) Marketing economy — the fixed cost of the campaign is spread over far more units of
output (many more stores’' worth of sales), lowering the advertising cost per unit sold.

GIAI THICH TIENG VIET

inh té theo quy md ndi bd (internal economies of scale) gom: kinh t&€ mua hang (mua sé
lwong I&n dugce giam gid), kinh té ky thuat (dung may moc chuyén dung hiéu qua hon), kinh té
tai chinh (vay von lai suat thap hon), kinh té€ quan ly (thué quan ly chuyén mon hod), va kinh té
marketing/phan tan rdi ro (chi phi quang cio/rui ro dugc san sé trén san lugng I6n). Kinh té
theo quy md bén ngoai (external economies) dén tir s phat trién clia ca nganh tai mét khu vuc
(nguon lao déng lanh nghé, nha cung cap chuyén biét). Phi kinh té theo quy mé (diseconomies
of scale) xay ra khi doanh nghiép qua I&n dan dén van dé giao tiép/phéi hop va dong luc lam
viéc kém, khién chi phi binh quan dai han tang tro lai.

3.6.2 Reasons firms grow, and types of integration

Firms have several motives for wanting to grow larger: capturing the internal economies of scale
described above to reduce unit costs; gaining greater market share and market power, which can
allow more control over price; spreading risk across a wider range of products, customers, or markets;
and, in some cases, growth is pursued by managers for the prestige, job security, and higher pay
that often come with running a larger organisation, even where this does not maximise profit for
shareholders.

Firms can grow either internally (organically) — expanding by reinvesting profit to build new
capacity, hire more staff, or open new outlets — or externally, through merger (two firms agreeing
to combine) or takeover (one firm acquiring control of another). Organic growth tends to be slower
but lower-risk and easier to finance from a firm’s own profits; external growth is typically much faster,
immediately acquiring an established brand, customer base, or supply chain, but can be expensive,
carries the risk of clashing management styles or cultures between the combining firms, and can be
classified by direction:

¢ Horizontal integration: joining with a firm at the same stage of production in the same industry
— e.g. one car manufacturer merging with a rival car manufacturer. Motive: increased market
share and economies of scale by combining similar operations.

e Vertical integration (backward): joining with a firm at an earlier stage of the same production
chain (a supplier) — e.g. a furniture manufacturer taking over a timber-supply company. Motive:
securing control over inputs, supply, and quality.

¢ Vertical integration (forward): joining with a firm at a later stage of the same production chain
(closer to the final customer) — e.g. a clothing manufacturer taking over a chain of retail shops.
Motive: securing control over distribution and direct access to customers.
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¢ Conglomerate integration: joining with a firm in a completely unrelated industry — e.g. a soft-
drinks company acquiring a film-production studio. Motive: diversifying risk by spreading oper-
ations across unrelated markets, so poor performance in one industry can be offset by others.

Vi du miu - Worked example — Identifying the type of integration

Identify the type of integration described in each scenario.

(a) A national coffee-shop chain merges with its biggest rival coffee-shop chain.

(b) A smartphone manufacturer buys a company that mines the rare-earth metals used in its
batteries.

(c) A clothing manufacturer buys a chain of retail stores to sell its own clothes directly to the
public.

(d) An airline company buys a chain of unrelated hotels.

(a) Horizontal integration — same stage of production, same industry (direct competitors).

(b) Backward vertical integration — acquiring a supplier at an earlier stage of the production
chain.

(c) Forward vertical integration — acquiring a business at a later stage, closer to the final con-
sumer.

(d) Conglomerate integration — acquiring a firm in a completely unrelated industry, to diversify
risk.

(1) L6i thuong gap: To tell backward from forward vertical integration, trace the production
chain from raw material to final consumer and ask which direction the takeover moves: a firm
moving toward its suppliers (upstream, toward raw materials/inputs) is backward integration;
a firm moving toward its customers (downstream, toward the final point of sale) is forward
integration. Do not confuse either with horizontal integration, which stays at exactly the same
stage of the same industry (e.g. two rival producers combining) rather than moving up or down
the chain.

GIAI THICH TIENG VIET
Doanh nghiép c6 thé ting trudng ndi bo (tai dau tu lgi nhuan) hoic bén ngoai (sap nhap/thau
tom). Sap nhap ngang (horizontal): hai doanh nghiép cung nganh, cung cong doan (VD hai
hang xe hoi hgp nhat). Sap nhap doc ngugc (backward vertical): thau tdm nha cung cap (cong
doan truéc). Sap nhap doc xudi (forward vertical): thau tom khau phan phdi/ban lé (céng doan
sau, gan khach hang hon). Sap nhap té hop (conglomerate): thau tdm doanh nghiép & nganh
hoan toan khac dé phan tan rui ro.

3.6.3 Break-even analysis

Break-even output is the level of output at which a firm’s total revenue exactly equals its total cost
— it makes neither profit nor loss.

Contribution per unit = Price — Variable cost per unit — the amount each unit sold contributes
toward covering fixed costs (and, beyond break-even, toward profit).
Fixed costs

Break-even output = : —.
v utpu Contribution per unit
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Vi du miu - Worked example — Break-even output (contribution method)

A company manufactures phone cases. Fixed costs are $12,000 per month; variable cost is $4
per case; the selling price is $10 per case. Calculate the break-even output, and verify it using
total revenue and total cost.

Step 1 — contribution per unit: 10 — 4 = $6 per case.

12,000
Step 2 — break-even output: — = 2,000 cases per month.

Verification at Q = 2,000: T'C' = 12,000 + (4 x 2,000) = 12,000 + 8,000 = $20,000; TR =
10 x 2,000 = $20,000. Since TR = T'C, this confirms 2,000 cases is indeed the break-even
output.

30,000 | TR
Prefit
24000 | TC
® A
o L _______._
L 20,000
c |
(] |
>
[9) |
[a'd |
~ |
= 12,000 ‘
(%] |
O |
O |
|
|
Loss |
|
|
0 % ‘
0 2,000 3,000

Output (units)

Break-even chart for the phone-case example above. Total cost (T'C) starts at fixed costs ($12,000) and rises with
output; total revenue (T R) starts at zero and rises faster (steeper slope, since price exceeds variable cost per unit).
Below the break-even output of 2,000 units, T'C' > T' R (shaded loss region); above it, TR > T'C (shaded profit region).

Break-even analysis relies on simplifying assumptions that should be kept in mind: that price and
variable cost per unit remain constant regardless of output, that every unit produced is actually sold
(no unsold stock building up), and that fixed costs genuinely stay fixed over the whole output range
being considered. In reality, a firm may need to cut its price to sell a larger quantity, or fixed costs
may rise once output grows beyond the capacity of existing premises/machinery — any such change
would shift the TR or T'C' line and move the break-even point itself.

GIAI THICH TIENG VIET
Dong gbp trén mét don vi (contribution per unit) = gid ban — chi phi bién déi trén mot don vi
— day |3 phan mbi san pham ban ra déng gép dé bu dap chi phi ¢d dinh (va sau diém hoa vén,
déng goép vao lgi nhuan). San luwgng hoa vén = chi phi c¢6 dinh chia cho dong gbép trén mét
don vi — tai d6 TR = T'C, doanh nghiép khéng l3i ciing khéng 16. Luu y phan tich hoa vén gia
dinh gid ban va chi phi bién déi trén don vi khong déi theo san luong.

3.7 Market Structure: Perfect Competition and Monopoly

3.7.1 The spectrum of market structures

Real-world markets sit along a spectrum according to how much market power individual firms hold,
ranging from many small firms with essentially no power over price at one end, to a single dominant
firm with substantial power over price at the other. Between these extremes lie market structures
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such as monopolistic competition (many firms selling similar but not identical products, e.g. restau-
rants) and oligopoly (a small number of large firms dominating an industry, e.g. major mobile-network
operators), which this course does not require in the same depth — the two structures examined in

full here are the two ends of the spectrum: perfect competition and monopoly.

Perfect competi- Monopolistic com- Monopoly
tion petition / oligopoly
Number of firms Very many, each Monopolistic com- One (or one domi-
tiny petition: many; nant firm)
oligopoly: few,
large
Product Homogeneous Differentiated (sim- Unique, no close
(identical) ilar but branded) substitute
Barriers to entry  None Some, moderate Very high

Firm's
power

price

None — price taker

Some price-setting
power

Substantial — price
maker

3.7.2 Perfect competition
Perfect competition is a theoretical market structure defined by a strict set of assumptions:
e Many small firms, each producing only a tiny fraction of total industry output.

¢ Homogeneous product: every firm's output is identical (indistinguishable) to every other firm'’s,
so buyers have no reason to prefer one firm’s product over another’s.

e Freedom of entry and exit: no barriers prevent new firms from entering the industry (attracted
by profit) or existing firms from leaving (if making a loss).

e Perfect information: all buyers and sellers know all prices and relevant information.

Because each firm is so small relative to the whole market, and its product is identical to every rival’s,
no individual firm can influence the market price at all — every firm is a price taker, simply accepting
whatever price the whole market determines. If a firm tried to charge even slightly above the market
price, buyers would switch instantly to an identical, cheaper product elsewhere; there is no need to
charge below the market price, since the firm can already sell all it wants at the going price. This
means each firm faces a horizontal (perfectly elastic) demand curve at the market price — it can sell
any quantity it chooses at that one price, but nothing at all above it.

Freedom of entry and exit also has an important consequence for profit. If firms in the industry
are earning abnormal profit, that profit signals an attractive opportunity, and — because there are no
barriers stopping them — new firms are free to enter, increasing total industry supply and driving the
market price back down until abnormal profit is competed away, leaving only normal profit in the
long run. If firms were instead making a loss, some would exit, reducing supply and pushing the price
back up, again until only normal profit remains. This tendency for abnormal profit to be eliminated
by entry and exit is a defining long-run feature of perfect competition, and stands in sharp contrast
to monopoly, discussed next.

3.7.3 Monopoly

A monopoly is, in the strict theoretical sense, a single firm that is the sole supplier of a good or
service in a market, with no close substitutes available (in practice, the term is also applied more
loosely to a firm with a dominant, though not literally 100%, market share). Because high barriers
to entry (described below) prevent new firms from entering even when abnormal profit is being
earned, a monopolist can potentially go on earning abnormal profit indefinitely — unlike a firm in
perfect competition, whose abnormal profit is only ever a temporary, short-run phenomenon.
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Barriers to entry that sustain a monopoly

o Patents and legal barriers: laws granting a firm the sole legal right to produce a good or
use a process for a period of time.

e High start-up/sunk costs: industries requiring enormous upfront investment (e.g. building
a national power grid) deter potential rivals who cannot easily recover such costs if they
fail.

e Control of essential resources: a firm controlling a scarce raw material or resource that
competitors need can prevent them from entering at all.

e Brand loyalty and advertising: a well-established brand with strong customer loyalty is
difficult and expensive for a new entrant to compete against.

e Predatory pricing: an incumbent monopolist can temporarily slash prices below cost when
a new firm tries to enter, deliberately forcing the entrant out of business before raising
prices again once the threat is gone.

Because a monopolist is the only supplier, it faces the entire market's downward-sloping de-
mand curve directly: to sell a larger quantity, it must lower the price (on all units sold, under simple
assumptions). This makes the monopolist a price maker — it can choose its own price (though it
cannot choose price and quantity independently, since higher quantity necessarily requires a lower
price along the demand curve).

Perfect competition (firm) Monopoly (whole market)

d=AR=MR

Pricey
Price

Q Q
Demand facing the firm under each market structure. A perfectly competitive firm faces a horizontal (perfectly elastic)
demand curve at the ruling market price — it is a price taker. A monopolist faces the entire downward-sloping market
demand curve — it is a price maker, able to influence price by restricting quantity.

Vi du mau - Worked example — Classifying market structure

Classify each scenario as closest to perfect competition or monopoly, with justification.

(@) Hundreds of small family farms sell an identical grade of wheat into a national market; no
single farm’s output is large enough to affect the market price.

(b) A single company owns the entire national electricity transmission grid, and no other firm
is permitted to build a rival grid.

(a) Perfect competition: many small, price-taking sellers of a homogeneous product (wheat is
graded and effectively identical across producers) with no single firm able to influence price.

(b) Monopoly: a single supplier with an enormous barrier to entry (the huge sunk cost of build-
ing arival grid, reinforced by legal restriction) — a classic example of a natural monopoly, where
the market can be served more efficiently by one large firm than by many small duplicating
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firms.

(1) L6i thueng gip: Do not confuse price taker with price maker. A price-taking firm (perfect
competition) has no power to set its own price — it simply accepts the price set by the whole
market and decides only how much to produce at that price. A price-making firm (monopoly)
faces the downward-sloping market demand curve directly and can choose its price, though
doing so also fixes the quantity it can sell at that price (it cannot sell an unlimited quantity at
a high price).

3.7.4 Monopoly: advantages and disadvantages

¢ Disadvantages to consumers/the economy: monopolists can charge higher prices and restrict
output/choice compared with a more competitive market, since there is no rival to undercut them;
with no competitive pressure, monopolists have less incentive to innovate, improve quality, or cut
costs, potentially leading to X-inefficiency (production at a higher cost than necessary, because
there is no competitive pressure to eliminate organisational slack).

¢ Possible advantages: a large monopolist may achieve substantial economies of scale, and if any
of that cost saving is passed on, prices could still be lower than many smaller competing firms
could offer; monopoly profits can fund significant research and development, potentially financ-
ing innovation that smaller, more financially constrained competitive firms could not afford; and
in industries with very large fixed infrastructure costs (natural monopolies, e.g. water or elec-
tricity networks), a single provider avoids the wasteful duplication of building multiple competing
networks.

Because of these potential harms, many governments intervene to limit the damage a monopoly
can do: setting up dedicated regulatory bodies to oversee prices and service quality in industries
dominated by a single firm (especially natural monopolies such as water or electricity networks);
passing competition law that reviews or blocks mergers and takeovers likely to substantially reduce
competition in a market; and, in some cases, imposing price controls or breaking up a firm that is
judged to be abusing its dominant position. The full range of tools governments use to intervene in
markets is explored in more depth later in this course.

- GIAI THICH TIENG VIET

Canh tranh hoan hao: rat nhiéu doanh nghiép nho, san pham déng nhat, tu do gia nhap/rut lui,
thong tin hoan hdo — mdi doanh nghiép 1a ngudi chap nhan gia (price taker), d6i mat dudng
cau nam ngang (co gian hoan toan). Pdc quyén: mot doanh nghiép duy nhat, cé rao can gia
nhap 16n (bang sang ché, chi phi chim cao, kiém soat ngudn luc, uy tin thuong hiéu, dinh gia
huy diét) — 1a nguai dinh gia (price maker), d6i mat dudng cau déc xuéng cla toan thi truong.
Ddc quyén cé thé gay hai (gid cao hon, san lvong/lua chon it hon, kém dong luc déi mdi —
phi hiéu qua X), nhung ciing c6 thé mang lai loi ich trong mét sé trudng hop (kinh té theo quy
md, ngudn quy cho nghién ctru & phat trién, tranh trung 13p ha ting lang phi & déc quyén tu
nhién).

3.8 The Circular Flow of Income

The circular flow of income is a simplified model showing how income flows continuously between
the two main groups of economic decision-makers studied in this chapter: households and firms. It
distinguishes two linked types of flow:

¢ Real flows: the physical movement of factors of production and of goods and services.
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¢ Money flows: the payments that flow in the opposite direction to compensate for those real
flows.

Households supply factors of production (land, labour, capital, enterprise) to firms; in return, firms

pay households income (wages, rent, interest, and profit) for the use of those factors. Firms use those

factors to produce goods and services, which they supply to households; in return, households pay

firms consumer expenditure for those goods and services.

Goods and services

(real flow)
Y Land, labour, capital, 4
" 0 { 1-a \ \
HOUSEHOLDS Consumer expenditure \ FIRMS
) (money flow) L

AN

Wages, rent, interest,
profit (money flow)

The two-sector circular flow of income. Real flows (navy): factors of production pass from households to firms, and
goods/services pass from firms to households. Money flows (pink): firms pay income to households for the use of their
factors, and households pay expenditure to firms for goods and services.

This is a deliberately simplified two-sector model, involving only households and firms. Later
chapters of this course add a government sector (with taxation as a leakage from the flow and
government spending as an injection into it) and an international trade sector (with imports as a
leakage and exports as an injection), building up to the full circular flow of income used to study the
whole macroeconomy.

- GIAI THICH TIENG VIET

So d6 chu chuyén thu nhap (mé hinh hai khu vuc) mé t3 dong chay gilra ho gia dinh va doanh
nghiép: hd gia dinh cung cap cac yéu t6 san xuat (dat dai, lao déng, vén, doanh nhan) cho
doanh nghiép (dong thuc), d6i lai nhan thu nhap (tién lvong, tién thué, 13i suat, lgi nhuan —
dong tién); doanh nghiép san xuat hang hoa/dich vu cung cap cho hé gia dinh (dong thuc), doi
lai nhan chi tiéu tiéu dung (dong tién). Day |a mé hinh don gidn hoa hai khu vure; cac chuong
sau sé bé sung khu vuc chinh pha va khu vuec nude ngoai (thuong mai quéc té) dé hoan thién
so do.

3.9 Practice

Bai tap luyén tap

Which of the following is not one of the four functions of money?

(A) Medium of exchange (C) Factor of production
(B) Unit of account (D) Standard of deferred payment

Loi giai chi tiét
The four functions of money are medium of exchange, unit of account, store of value, and stan-

dard of deferred payment. "Factor of production” refers to land, labour, capital, and enterprise
— a different economic concept entirely. (C).

Bai tap luyén tap

Explain, using the concept of the "double coincidence of wants,” why barter is inefficient in an
economy with many different goods and services.
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Loi giai chi tiét

Barter requires that two people each happen to want exactly what the other is offering at the
same time (a "double coincidence of wants”). As the number of different goods and services in
an economy grows, the probability that any two people’s wants line up this way falls sharply,
making direct trades increasingly hard to arrange without a huge amount of searching — money

solves this by being accepted by everyone, so a seller no longer needs to find someone who
wants precisely what they are selling.

Bai tap luyén tap

State and briefly explain three characteristics that a good form of money should possess.

Lai giai chi tiét

-

Any three of: durability (must not decay or wear out, so it can be reused and stored); divisibility
(must split into smaller units for transactions of different sizes); portability (must be easy to
carry/transfer); acceptability (must be widely and confidently accepted); scarcity (supply must
be limited, or its value collapses).

Bai tap luyén tap

Which function of the central bank is illustrated when it lends emergency funds to a solvent
commercial bank facing a short-term shortage of cash?

(A) Issuing currency (C) Lender of last resort

(B) Banker to the government (D) Regulator of the banking system

Loi giai chi tiét

This describes the central bank acting as lender of last resort — supporting an otherwise sol-
vent bank through a short-term liquidity crisis to protect confidence in the whole banking
system. (C).

Bai tap luyén tap

Distinguish between the roles of a commercial bank and a central bank in the banking system.

Loi giai chi tiét

A commercial bank deals directly with households and firms: accepting deposits (current and
savings accounts), lending, and providing payment services, earning profit mainly from the
interest-rate spread between loans and deposits. A central bank sits above the commercial
banking system: it alone issues currency, acts as banker to the government and to commercial
banks, regulates/supervises the banking system, acts as lender of last resort, and sets the base
interest rate as its main tool of monetary policy — it does not compete with commercial banks
for ordinary retail customers.

Bai tap luyén tap

A household receives a one-off inheritance rather than a permanent rise in salary. Using the
concept of permanent versus temporary income, explain why this household is more likely to
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save most of the inheritance than to permanently raise its weekly spending.

Loi giai chi tiét

Households generally base ongoing (regular) consumption on their expected permanent in-
come, not on any single windfall. Because an inheritance is a one-off, non-recurring receipt, the
household does not expect its long-run income to be any higher afterwards, so raising weekly
spending permanently would be unsustainable once the inheritance is spent. It is therefore
more rational (and more typically observed) for the household to save most of the inheritance,
or use it for a one-off purchase, rather than build it into ongoing consumption habits.

Bai tap luyén tap

Which of the following would most likely reduce household saving, other things equal?

(A) A rise in the central bank’s base interest (C) Easier availability of cheap consumer
rate credit

(B) A fall in consumer confidence about fu- (D) An increase in household income with no
ture job security change in spending habits

Loi gidi chi tiét

Easier, cheaper credit allows households to finance more consumption without needing to
draw on or build up savings, and can even encourage borrowing instead of saving — this tends
to reduce saving. A higher interest rate rewards saving more, and lower confidence about the

future typically raises precautionary saving — both would tend to increase, not reduce, saving;
an income rise with unchanged spending habits raises saving, not reduces it. (C).

Bai tap luyén tap

Explain why the demand for labour is described as a "derived demand,” using an example of a
fall in demand for new cars.

Loi giai chi tiet

Firms do not employ labour for its own sake; they employ it only because that labour helps to
produce a good or service that is itself demanded. If demand for new cars falls, car manufac-
turers need to produce fewer cars, so they need fewer assembly-line workers — demand for
that labour falls purely because it is derived from the (now lower) demand for the final product
(cars), not from any change in workers’ own characteristics.

Bai tap luyén tap

A particular occupation requires a costly, five-year professional qualification. Explain how
this is likely to affect the equilibrium wage in that occupation compared with an occupation
requiring no formal training.

Lai giai chi tiét

The long, costly qualification acts as a barrier that restricts the number of people able to supply
labour to this occupation, shifting the labour supply curve to the left (or keeping it far to the
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left) relative to an untrained occupation. With demand for labour held roughly constant, this
restricted supply intersects demand at a higher equilibrium wage than in an occupation anyone
can enter freely — this is the supply-side explanation for why highly qualified occupations tend
to pay more.

Bai tap luyén tap

Explain two non-wage (non-monetary) factors that might make a lower-paid job more attrac-
tive to a worker than a higher-paid alternative.

Lai giai chi tiét

Any two of: better working conditions (e.g. safer, more comfortable, more convenient hours);
greater job satisfaction (more interesting or meaningful work); higher social status associated
with the role; and better fringe benefits (e.g. pension contributions, health insurance, paid
holiday, subsidised training) — any of these can make a lower-paid job more attractive overall
than a higher-paid job lacking them.

Bai tap luyén tap

A trade union successfully negotiates a wage for its members that is above the free-market
equilibrium wage. Using the concept of a price floor, explain the likely effect on employment
in that labour market.

Lai giai chi tiét

A wage set above the free-market equilibrium acts as a price floor: at that higher wage, the
quantity of labour supplied (workers willing to work) exceeds the quantity of labour demanded
(workers firms are willing to hire), creating a surplus of labour. In practice, this means some
workers who would have been employed at the market-clearing wage are now priced out of
jobs — those still employed may enjoy a higher wage, but total employment in that market is
likely to be lower than it would be at the free-market wage.

Bai tap luyén tap

Which of the following best explains why division of labour tends to raise output per worker?

(A) Every worker learns every stage of pro- (C) Workers are paid less, which increases
duction equally well. firm profit.

(B) Workers specialising in one narrow task
become faster and more skilled at it, and (D) Specialisation eliminates the need for any
no time is lost switching tasks or tools. machinery.

Lai giai chi tiét

Division of labour raises productivity because repeated practice at one narrow task builds
speed and skill, no time is lost switching between different tools or tasks, and specialisation
makes dedicated machinery for each task worthwhile. (B).
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Bai tap luyén tap

Explain one disadvantage of division of labour for an individual worker whose factory later
replaces their specific task with automated machinery.

Loi giai chi tiét

Because the worker specialised narrowly in one repetitive task under division of labour, they
may have few other transferable skills, making it hard to move quickly into a different role once
their task is automated — this risk of structural unemployment (unemployment caused by a

specific skill becoming obsolete) is a direct disadvantage of narrow specialisation, as opposed
to a more broadly skilled worker who could more easily switch tasks.

Bai tap luyén tap

A furniture workshop has fixed costs of $800 per month and a variable cost of $2.50 per chair.
It sells 250 chairs in a month at $6.50 each. Calculate (a) total cost, (b) total revenue, (c) profit
or loss, and (d) average cost.

Lai giai chi tiét

-

~

TC = 800 + (2.50 x 250) = 800 + 625 = $1,425.
TR = 6.50 x 250 = $1,625.

Profit = 1,625 — 1,425 = $200 (a profit).

AC = 1,425 = 250 = $5.70.

(a
(b
(c
(d

—_— =

Bai tap luyén tap

A juice stall has fixed costs of $450 per week and a variable cost of $1.50 per cup. It sells cups
at $3.00 each. Using the contribution method, calculate the break-even output per week, and
verify your answer.

Lai giai chi tiét

Contribution per unit = 3.00 — 1.50 = $1.50.

Break-even output = 450 + 1.50 = 300 cups per week.

Verification: TC' = 450 + (1.50 x 300) = 450 + 450 = $900; TR = 3.00 x 300 = $900. Since
TC = TR, 300 cups is confirmed as the break-even output.

Bai tap luyén tap

"A firm earning only normal profit is failing as a business.” Evaluate this statement.

(A) True, because normal profit means the portunity costs and can continue indefi-
firm is making a loss. nitely.

(C) True, because only abnormal profit

(B) False, because normal profit is a cost that X .
counts as real profit in accounting terms.

fully compensates the entrepreneur for
their time and capital in this line of busi- (D) False, because normal profit only applies
ness, so a firm earning it is covering all op- to monopolies.
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Loi giai chi tiét

Normal profit is treated as a cost of production (the minimum reward needed to keep the
entrepreneur in this business rather than their next best alternative). A firm earning exactly
normal profit is covering all its costs, including this opportunity cost of enterprise, and has no
economic reason to exit the industry — it is not failing. (B).

Bai tap luyén tap

Amir and two friends jointly own and run a small accounting practice, sharing profits and man-
agement duties according to a written agreement between them. If the business fails, each
partner’s personal assets could be used to repay business debts. Identify the legal structure
of this business and justify your answer.

Loi giai chi tiét
This is a partnership: it is owned and run jointly by two or more people (Amir and his two

friends) who share capital, management, and profit under an agreement, and — as stated —
they have unlimited liability for business debts, which rules out a limited company structure.

Bai tap luyén tap
Which of the following is the main reason a public limited company (Plc) can typically raise far
more capital than a sole trader?

(A) Plcs are exempt from paying tax on profit. (C) Plcs are always owned by the govern-

(B) Plc shares can be sold to the general pub- ment.

lic on a stock exchange, and shareholders
have limited liability, encouraging many (D) Sole traders are legally forbidden from
outside investors to buy shares. ever expanding.

Loi giai chi tiét
A Plc can sell shares to the general public via a stock exchange, and because shareholders’
liability is limited to their investment, many more people are willing to invest than would risk

unlimited personal liability — giving access to vastly more capital than a sole trader relying only
on personal funds and loans. (B).

Bai tap luyén tap

A national bakery chain takes over a wheat-flour milling company that previously supplied it
with flour. Identify the type of integration and explain one likely motive.

Loi giai chi tiét

This is backward vertical integration: the bakery chain is moving toward an earlier stage of its
own production chain (its supplier), not toward a rival bakery (which would be horizontal) or
toward retail/distribution (which would be forward). A likely motive is to secure control over

the quality, reliability, and cost of its key raw material input (flour), reducing dependence on
an external supplier.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 100



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

Bai tap luyén tap

A large supermarket chain negotiates a lower per-unit price from its suppliers because it now
orders in much larger volumes than before. Which type of economy of scale does this illus-
trate?

(A) Technical economy (C) Managerial economy

(B) Purchasing (bulk-buying) economy (D) External economy of scale

Loi giai chi tiet

Negotiating lower per-unit prices from suppliers due to large-volume ordering is a purchasing
(bulk-buying) economy — an internal economy of scale arising directly from the firm’s own
increased size. (B).

Bai tap luyén tap

Distinguish between an internal economy of scale and an external economy of scale, using an
example of each.

Loi giai chi tiét

An internal economy of scale arises from the growth of an individual firm itself — for example,
a large firm negotiating bulk-buying discounts from suppliers, a benefit available only because
that specific firm has grown large. An external economy of scale arises from the growth of
the whole industry in a local area, benefiting all firms located there regardless of their own
individual size — for example, a cluster of technology firms in one city supporting a large pool
of skilled IT workers and specialist local suppliers that any firm in that area, even a small one,
can draw on.

Bai tap luyén tap

Using the long-run average cost (LRAC) diagram, explain what happens to a firm’s unit costs if
it expands output beyond the minimum efficient scale (MES).

Loi giai chi tiét

Beyond the minimum efficient scale, the LRAC curve turns upward: unit costs start to rise again
as the firm becomes too large to manage efficiently. This reflects diseconomies of scale —
typically communication and coordination problems as information travels through too many
layers of a very large organisation, and poor worker motivation as employees feel like a small,
replaceable part of a huge, impersonal organisation, both of which raise costs per unit despite
the larger scale.

Bai tap luyén tap
Which assumption is not part of the standard model of perfect competition?

(A) Many small firms (C) Freedom of entry and exit

(B) A single dominant firm controls the ma- (D) A homogeneous (identical) product
jority of output across all firms
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Loi giai chi tiét
Perfect competition assumes many small firms, a homogeneous product, freedom of en-

try/exit, and perfect information — the exact opposite of a single dominant firm, which de-
scribes monopoly instead. (B).

Bai tap luyén tap

Explain why a firm operating in perfect competition is described as a "price taker” rather than
a "price maker."

Loi giai chi tiét

Because each firm in perfect competition is tiny relative to the whole market and sells a prod-
uct identical to every rival’s, no individual firm can influence the market price by changing its
own output. If it tried to charge above the market price, buyers would switch instantly to an
identical product from a competitor; it has no reason to charge below the market price, since it
can already sell all it wants at the going price. It must therefore simply accept ("take”) the price
set by overall market demand and supply — hence "price taker,” facing a horizontal (perfectly
elastic) demand curve at that price.

Bai tap luyén tap

Explain two barriers to entry that help a monopolist maintain its dominant market position.

Loi gidi chi tiét

Any two of: patents/legal barriers (exclusive legal right to a product or process); high start-
up/sunk costs (deterring rivals who cannot easily recover large upfront investment if they fail);
control of an essential resource that rivals need; brand loyalty/advertising built up over time,

which a new entrant would need to overcome at great expense; and predatory pricing, where
the incumbent temporarily cuts prices below cost to force a new entrant out of business.

Bai tap luyén tap

State one possible advantage and one possible disadvantage of monopoly for consumers.

Loi giai chi tiét

Possible advantage: a monopolist may achieve substantial economies of scale (or fund signif-
icant research and development from its profits), potentially lowering costs or driving inno-
vation more than a fragmented competitive industry could. Possible disadvantage: with no

competitive pressure, a monopolist can charge higher prices, restrict output/choice, and has
less incentive to innovate or control costs, potentially leading to X-inefficiency.

Bai tap luyén tap

A single company is the only supplier of piped water to an entire city, due to the enormous
cost of laying a second, competing network of pipes. Explain why this is described as a "natural
monopoly,” and state one way this can still benefit consumers.
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Loi giai chi tiét

This is a natural monopoly: because the fixed infrastructure cost (laying pipes across an entire
city) is so enormous, it is far more efficient for a single firm to serve the whole market than for
multiple competing firms to each build and maintain their own duplicate networks — competi-
tion here would waste resources on unnecessary duplication. This can still benefit consumers
because a single large provider can achieve substantial economies of scale in building and run-
ning the network, potentially keeping the average cost of supplying water lower than if several
smaller, competing networks each bore their own fixed costs.

Bai tap luyén tap

In the two-sector circular flow of income, which of the following correctly pairs a real flow
with its corresponding money flow?

(A) Real flow: consumer expenditure; money firms to households)

flow: goods and services .
(C) Real flow: taxation; money flow: govern-

(B) Real flow: factors of production (from ment spending

households to firms); money flow: in-
come (wages, rent, interest, profit, from (D) Real flow: imports; money flow: exports

Lai giai chi tiét

-

In the two-sector circular flow, households supply factors of production (land, labour, capital,
enterprise) to firms as a real flow; in return, firms pay households income (wages, rent, interest,
profit) as the corresponding money flow. (Taxation/government spending and imports/exports
belong to the government and international sectors added in later chapters, not the basic two-
sector model.) (B).

Bai tap luyén tap

Explain why the circular flow of income studied in this chapter is described as a "two-sector”
model, and name the two additional sectors added in a fuller model of the whole economy.

Loi giai chi tiét

It is called a two-sector model because it includes only households and firms, ignoring any
role for government or trade with other countries. A fuller model of the whole economy adds
a government sector (with taxation as a leakage from the flow and government spending as

an injection into it) and an international trade sector (with imports as a leakage and exports
as an injection), each covered in later chapters of this course.

Bai tap luyén tap

A restaurant chain increases the quality of its ingredients and raises prices even though its
main rival’s product remains identical and cheaper. Yet the chain’s sales barely fall, because its
brand carries strong customer loyalty built up over many years of advertising. Explain, using
the concept of price takers and price makers, why this behaviour would be impossible in a
market that truly satisfied all the assumptions of perfect competition.
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Loi giai chi tiét

Under the strict assumptions of perfect competition, every firm sells a completely homoge-
neous product, so buyers have absolutely no reason to prefer one firm’s identical output to
another’s, and each firm is so small that it cannot influence the market price — it must act
purely as a price taker. If the restaurant chain in this scenario can raise its price above a rival's
without losing most of its customers, this shows its product is not perceived as identical (brand
loyalty and quality differences give it some power over price), meaning the market does not
satisfy the perfect-competition assumption of a homogeneous product — the firm is behaving
with some elements of a price maker, which is inconsistent with pure perfect competition.
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CAMBRIDGE IGCSE « Unit 4

Government and the Macroeconomy

Muc tiéu Unit: Ndm muc tiéu kinh t&€ vi mo ctia chinh pha va cach do lwdng tirng muc tiéu; xung doét gitra
cac muc tiéu (ting trudng néng, danh déi that nghiép-lam phat, ting trudng va can can thanh toan);
tang truong thuc té€ va ting trudng tiém nang; chu ky kinh té&; chinh sach tai khoa (ngan sach, thué truc
thu/gian thu, thué luy tién/luy thoai/ty 18, tham hut ngan sach va ng cdng, chinh sach mé& rong/thit
chat); chinh sach tién té (Iai suat, co ché truyén dan, chinh sdch m& réng/that chit); chinh sach trong
cung (thi trudng tu do va can thiép); chi s6 gia tiéu dung (CPI), lam phat do cau kéo va chi phi day, hau
qua cua lam phat; bén loai that nghiép, nguyén nhan va chinh sach &rng pho; va cach phéi hop/xung doét
gilra ba nhém chinh sach.

4.1 Aggregate Demand, Aggregate Supply and the Tools of Policy

Before studying each aim and each policy in turn, it is useful to see how the different tools of macroe-
conomic policy fit into a single picture. Total planned spending in an economy in a given period is
called aggregate demand (AD): the sum of consumption spending by households (C), investment
spending by firms (I), government spending (G), and net exports (exports X minus imports M), so
that AD = C+ 1+ G+ (X — M). Aggregate supply (AS) reflects the total output the economy is able
to produce, given its resources, technology and productivity - closely related to the economy'’s pro-
ductive capacity and the production possibility curve (PPC) introduced in Chapter 1 and developed
further in Section 4.2 below.

Government policy affects the macroeconomy chiefly by shifting one side or the other of this
relationship:

e Fiscal policy (Section 4.3) and monetary policy (Section 4.4) are demand-side policies: fiscal pol-
icy changes G and T directly; monetary policy changes interest rates, which alter borrowing costs
and therefore C and I. Both work by shifting aggregate demand.

e Supply-side policy (Section 4.5) works differently: instead of shifting AD, it aims to shift aggregate
supply outward - raising the economy’s productive capacity (equivalently, shifting the whole PPC
outward) so that a given, or growing, level of demand can be met by more output rather than
mainly higher prices.

Demand-side tools (fiscal and monetary policy) manage the level of spending in the economy,
mainly to smooth out the short-run fluctuations of the business cycle (Section 4.2). Supply-
side tools raise the economy’s productive capacity, mainly to raise long-run potential output. A
rounded macroeconomic strategy typically uses demand-side tools for short-run stabilisation
and supply-side tools to raise the economy’s long-run ceiling - used together thoughtfully, the
two can complement each other; used carelessly, they can also conflict (Section 4.9).

- GIAI THICH TIENG VIET
Tong cau AD = C +1+G+ (X — M) la tong chi tiéu dy kién trong nén kinh té; tong cung (AS)
phan anh kha nang san xuat t6i da dua trén nguén luc, cong nghé va nang suat (lién hé truc
ti€p v&i duong gidi han kha nang san xuat - PPC - & Chuong 1). Chinh sach tai khoa va tién
té |3 chinh sach "phia cau” - tac déng vao G, T hoic |3i suat dé thay d6i C, I, tir dé dich chuyén
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TONG CAU. Chinh sach trong cung la chinh sach "phia cung” - nang cao nang luc san Xuat,
dich chuyén TONG CUNG (hay ca dudng PPC) ra ngoai. Day 13 ly do chinh sach trong cung cé
thé gitp ting san lugng ma it gay ap luc lam phat hon so véi chinh sach phia cu thuan tuy.

4.2 The Five Macroeconomic Aims

Governments do not manage an economy for its own sake - they pursue a small set of widely shared
macroeconomic aims (objectives), and judge the performance of the whole economy against these
targets using published statistics. These aims give the government a scorecard: each year, ministries
and central banks publish the statistics introduced below, compare them against past performance
and against other countries, and use the gap between the actual outcome and the aim to decide
whether - and how - to intervene using the policy tools developed later in this chapter. Cambridge
IGCSE Economics identifies five traditional aims.

The five macroeconomic aims

1. Low unemployment - as many people who want to work as possible are in paid employ-
ment.

2. Low and stable inflation - the general price level rises only slowly and predictably.
3. Economic growth - a sustained increase in the economy'’s real output (real GDP) over time.

4. A stable balance of payments (external balance) - the country’s trade and financial trans-
actions with the rest of the world do not generate persistent, unsustainable deficits.

5. A fair (equitable) distribution of income - the gains from economic activity are not con-
centrated too narrowly among a small share of the population.

GIAI THICH TIENG VIET
N3am muc tiéu kinh té vi moé truyén théng ma hau hét chinh pha theo dudi: (1) that nghiép
thap; (2) lam phéat thap va 6n dinh; (3) ting trudng kinh té€; (4) can can thanh toan &n dinh vaéi
phan con lai cta thé gidi; (5) phan phéi thu nhap cong bang. Day I3 nhirng chi tiéu ma chinh
pha dung dé danh gia "strc khoé” ctia nén kinh té&, va cling |13 cin c& dé lua chon chinh sach tai
khod, tién té, trong cung.

4.2.1 How each aim is measured
Each aim corresponds to a specific, regularly published statistic.

¢ Unemployment is measured by the unemployment rate: the number of people without work
who are actively seeking and available for work, expressed as a percentage of the total labour
force.

e Inflation is measured by the percentage annual change in the Consumer Price Index (CPI) - the
inflation rate (explored fully in Section 4.7).

e Economic growth is measured by the annual percentage change in real GDP (gross domestic
product adjusted for inflation, so that only genuine changes in the physical quantity of output
are captured, not price rises).

¢ Balance of payments stability is assessed using the current account balance - broadly, the dif-
ference between the value of a country’s exports and imports of goods and services (plus net
income and transfers) over a period. A persistent, large current account deficit signals instability;
rough balance, or a small manageable deficit/surplus, is the aim.
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¢ Income distribution is assessed conceptually using a measure such as the Gini coefficient, a sin-
gle number between 0 and 1 summarising how unequally income (or wealth) is spread across a
population: a coefficient close to 0 indicates a very equal distribution, while a coefficient close
to 1 indicates extreme inequality (one person/household holding almost all income). IGCSE does
not require you to calculate a Gini coefficient - only to understand what it represents and that a
rising Gini coefficient over time signals worsening inequality.

- GIAI THICH TIENG VIET
Cach do tirng muc tiéu: that nghiép — ty 1€ that nghiép (% luc lugng lao dong); lam phat —
% thay déi hang nam cta CPI; ting truédng — % thay doi GDP thuc; cdn can thanh toan — s6
du tai khoan vang lai (chénh léch xuat khiu - nhap khau va cac khoan thu nhap/chuyén giao);
phan phdi thu nhap — hé s& Gini (O = hoan toan binh ding, 1 = bat binh dang cuc dé). Hoc
sinh IGCSE khéng can tinh hé s6 Gini, chi can hi€u y nghia cta né.

Macroeconomic aim Statistic used to measure it

Low unemployment Unemployment rate (% of the labour force without work,
seeking work)

Low and stable inflation Inflation rate (% annual change in the CPI)

Economic growth Real GDP growth rate (% annual change in real GDP)

Stable balance of payments Current account balance (exports minus imports of good-
s/services, plus net income/transfers)

Fair income distribution Gini coefficient (conceptual; 0 = perfect equality, 1 =
maximum inequality)

Applying the aims to real data. Suppose a finance ministry publishes four headline statistics for the
year: (i) real GDP rose by 3.2%; (ii) the CPI rose by 4.5%; (iii) the current account moved from a
small surplus to a deficit equal to 2% of GDP; (iv) the Gini coefficient rose from 0.31 to 0.36. Statistic
(i) relates to economic growth and is an improvement (assuming it is not so rapid as to overheat
the economy); (ii) relates to inflation and, at 4.5% (above most countries’ target of around 2-3%),
is a deterioration; (iii) relates to balance of payments stability and is a deterioration; (iv) relates to
fair income distribution, and a rising Gini coefficient indicates a deterioration - income has become
more unequally distributed.

4.2.2 Conflicts between macroeconomic aims

In practice, the five aims frequently pull against one another, forcing governments to accept trade-
offs rather than achieve every aim simultaneously.

Growth versus inflation ("overheating”). If aggregate demand grows faster than the economy’s
productive capacity can supply, firms respond to excess demand by raising prices rather than rais-
ing output further. This state - growth so rapid that inflationary pressure builds - is often called
an overheating economy. A government that stimulates very fast growth therefore risks pushing
inflation above its target.

Low unemployment versus low inflation (the short-run trade-off). Pushing unemployment very
low usually requires strong aggregate demand; but very strong demand also tends to bid up wages
(as firms compete for increasingly scarce workers) and prices. This is sometimes described as a short-
run trade-off between unemployment and inflation: policies that succeed in driving unemployment
down often do so partly by allowing inflation to rise, and vice versa.

Growth versus the balance of payments. Faster growth raises household incomes and firms'’
output, and richer consumers and expanding firms typically buy more imported goods, components
and raw materials. Rapid growth can therefore “suck in” imports, widening the current account deficit
even while domestic output and incomes are rising strongly.
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Growth versus environmental sustainability. A modern, additional constraint on the pursuit of
growth is environmental sustainability: rapid increases in output often raise resource use, pollution
and carbon emissions, so a government pursuing maximum growth may have to weigh this against
environmental costs and the long-run sustainability of that growth.

Fair income distribution versus incentives (equity-efficiency trade-off). Achieving a fairer distri-
bution of income usually requires higher, more progressive direct taxes on higher earners and more
generous benefits for lower-income households (Section 4.3). But, as noted in Section 4.3’s discus-
sion of direct taxes, very high marginal tax rates can weaken the incentive to work extra hours, take
a promotion, or start a business, while generous benefits can weaken the incentive to seek work
at all - so pursuing the fifth aim too aggressively can reduce the economy’s overall efficiency and
long-run output, a trade-off often summarised as the equity-efficiency trade-off.

Vi du mau - Worked example — identifying a conflict between macroeconomic aims

Country Z reports the following changes over five years: real GDP growth accelerates from 2%
to 7% per year; the unemployment rate falls from 8% to 3%; the inflation rate rises from 2%
to 9%; and the current account moves from balance into a growing deficit as import spending
rises sharply. ldentify two distinct conflicts between macroeconomic aims illustrated by this
data.

Conflict 1 - growth vs. inflation: as growth accelerates from 2% to 7%, inflation rises sharply
from 2% to 9% - a classic sign that demand is growing faster than the economy’s productive
capacity, i.e. the economy is overheating.

Conflict 2 - growth vs. the balance of payments: the same burst of growth is associated with
a current account moving into deficit, because faster growth and rising incomes have pulled in
a sharply higher volume of imports.

(A third acceptable answer: the fall in unemployment from 8% to 3% alongside the rise in
inflation from 2% to 9% also illustrates the short-run unemployment-inflation trade-off.)

4.3 Economic Growth and the Business Cycle

4.3.1 Defining economic growth

Economic growth is a sustained increase in an economy’s real output (real GDP) over time. Because
it is measured in real terms, growth reflects genuine increases in the quantity of goods and services
produced, not simply rising prices.

4.3.2 Actual growth versus potential growth

IGCSE distinguishes two conceptually different kinds of growth, both best understood through the
production possibility curve (PPC) introduced in Chapter 1: a boundary showing the maximum com-
binations of two types of output (e.g. capital goods and consumer goods) an economy can produce
when using all its resources fully and efficiently.

e Actual growth occurs when an economy that was previously operating inside its PPC (with spare
capacity - unemployed workers, idle factories) increases output by putting that spare capacity
to use. On the diagram, this is a movement of a point from inside the PPC toward the boundary.
Actual growth requires no increase in the economy’s maximum potential output - it simply uses
existing resources more fully.

e Potential growth occurs when the economy’s maximum possible output rises - more factors of
production become available (a larger labour force, more capital, newly discovered natural re-
sources) or the same resources are used more productively (improved technology, better edu-
cation and training, more efficient organisation). On the diagram, this is an outward shift of the
entire PPC, raising the ceiling on what the economy could produce even if it made full use of its
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resources.

Capital goods
A

Capital goods
A

/

X

» Consumer goods » Consumer goods

Actual growth
point X moves from inside
the PPC toward the bound-
ary (spare capacity used)

Potential growth
the entire PPC shifts outward (more
resources or better technology)

Left: actual growth is a movement from a point (X) inside the PPC toward the boundary, using previously idle capacity.
Right: potential growth is an outward shift of the whole PPC, raising the economy’s maximum possible output.

GIAI THICH TIENG VIET
ang trudng thuc té (actual growth): nén kinh té dang hoat déng dudi mirc téi da (c6 ngudn
luc nhan réi - lao dong that nghiép, nha may chuwa dung hét cong suat) va san lugng ting 1én
nho sir dung t6t hon cac ngudn luc sdn c6 - trén do thi 13 mot diém di chuyén tor TRONG
dudng PPC ra phia dudng bién. Tang trudng tiém nang (potential growth): san lvong téi da
ma nén kinh t&€ CO THE dat duoc ting 1én - do cé thém ngudn luc (lao ddng, von, tai nguyén)
hoac céng nghé/nang suat tét hon - trén do thi 4 toan bé dudng PPC dich chuyén ra ngoai.

4.3.3 Costs and benefits of economic growth

Benefits: rising real incomes and living standards, as households have more goods and services
available to them; more tax revenue flowing automatically to the government (without needing to
raise tax rates), since a larger national income generates more income tax, corporation tax and VAT
receipts, helping to fund public services or reduce the budget deficit; more jobs created as firms
expand output and hire additional workers to meet rising demand; and typically greater business
and consumer confidence, which itself can encourage further investment and spending, reinforcing
the expansion.

Costs: growth that is too rapid relative to the economy’s productive capacity can generate
demand-pull inflationary pressure (an overheating economy, Section 4.1 and Section 4.7); growth is
frequently associated with environmental damage and depletion of natural resources (pollution, de-
forestation, depletion of non-renewable resources, rising carbon emissions), raising concerns about
the long-run sustainability of that growth; and the benefits of growth are not automatically shared
evenly across the population - some individuals, regions or industries may gain much more than oth-
ers, potentially worsening income distribution (Section 4.1’s fifth aim) even while average measures
of income and output are rising.

Because real GDP growth does not by itself capture how evenly income is shared, how much
leisure time people have, or the state of the environment, some economists argue living standards
should be assessed using broader measures alongside real GDP (for example, composite indices that
also factor in life expectancy and education) - a reminder that “growth” and “rising living standards
for everyone” are related but not identical concepts.
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4.3.4 The business (trade) cycle

Real GDP rarely grows smoothly. Instead, most economies experience a recurring pattern of fluc-
tuation around a rising long-run trend, known as the business cycle (or trade cycle), conventionally
divided into four phases:

e Boom: real GDP is growing rapidly, unemployment is low, consumer and business confidence are
high, and inflationary pressure tends to build as the economy approaches or exceeds its produc-
tive capacity.

e Downturn / recession: growth slows and then turns negative; a widely used working definition
of a recession is two or more consecutive quarters of falling real GDP. Unemployment begins
rising as firms cut back production.

e Trough / slump: the low point of the cycle - output and confidence are at their weakest, and
unemployment is typically at its highest.

e Recovery: real GDP growth turns positive again; output, employment and confidence gradually
rise back toward (and eventually beyond) their previous peak, beginning a new cycle.

Boom

long-run trend-

Real GDP

Trough / slump

Time

The business (trade) cycle: actual real GDP (solid curve) oscillates around a rising long-run trend (dashed line), passing
repeatedly through boom, downturn/recession, trough and recovery.

Vi du miu — interpreting business-cycle data

An economy records the following annual real GDP growth rates over five years: Year 1: +5%;
Year 2: +2%; Year 3: —1%; Year 4: —2%; Year 5: +3%. ldentify the business-cycle phase most
likely occurring in each year.

Year 1 (+5%, rapid growth): consistent with a boom.

Year 2 (+2%, growth slowing sharply): the beginning of a downturn.

Years 3-4 (growth turns negative for two consecutive years): a recession, reaching its trough
around Year 4.

Year 5 (growth turns positive again after two years of contraction): the start of a recovery.

Vi du mau — actual growth or potential growth?

An economy currently has 12% of its workforce unemployed and many factories running be-
low full capacity. Classify each development below as actual growth or potential growth. (a)
A rise in consumer confidence increases spending, and previously idle workers and factories
are brought back into use to meet the extra demand. (b) The government funds a major na-
tional programme of investment in new technology, machinery and infrastructure that raises
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the economy’s maximum possible output.

(a) Actual growth: no new resources or technology are involved - existing spare capacity (un-
employed workers, unused factory space) is simply put back to work, i.e. a movement from
inside the PPC toward the boundary.

(b) Potential growth: new technology and infrastructure raise the maximum output the econ-
omy could ever produce, i.e. the whole PPC shifts outward.

(1) L6i thuwong gip: Do not treat “growth” as a single undifferentiated idea. Actual growth is
a movement toward an unchanged PPC (using spare capacity that already existed); potential
growth is an outward shift of the PPC itself (a rise in the economy’s maximum capacity). An
economy can experience actual growth even while its potential output is unchanged (simply
by using idle resources), and conversely its potential output can rise (through investment or
new technology) without any actual growth occurring immediately, if the new capacity is not
yet fully used.

4.4 Fiscal Policy

Fiscal policy is the use of government spending (G) and taxation (T') to influence the level of eco-
nomic activity. Every year, a government sets out a budget: its planned revenue (mainly from tax-
ation) and planned spending for the coming fiscal year. Comparing planned revenue with planned
spending, and choosing how to raise each tax and allocate each pound/dollar of spending, is itself
a set of deliberate policy choices with real consequences for aggregate demand, the distribution of
income, and the incentives facing households and firms.

4.4.1 The government budget: revenue and spending
Governments raise revenue mainly through taxation, distinguished into two broad categories:

¢ Direct taxes are levied directly on the income, profits or wealth of individuals and firms, and are
paid directly to the government by the person or firm on whom they are levied. Examples: income
tax (on wages and salaries), corporation tax (on company profits), and wealth or inheritance tax
(on the value of assets held or transferred).

¢ Indirect taxes are levied on spending - on goods and services - and are collected by sellers on
the government’s behalf, but the burden ultimately falls, at least partly, on the buyer through a
higher price. Examples: Value Added Tax (VAT) or general sales tax, and excise duties on specific
goods such as tobacco, alcohol and fuel.

Government spending falls into three categories, which matter for distinguishing what does and
does not count as part of GDP:

e Current (recurrent) spending: spending on the day-to-day running of public services, such as
public-sector wages (teachers, doctors, civil servants) and the running costs of hospitals and
schools.

e Capital spending: spending on long-lived infrastructure and assets that add to the economy’s
productive capacity, such as new roads, hospitals, schools and rail networks.

¢ Transfer payments: payments made by the government for which no good or service is received
in return, such as pensions and unemployment benefits. Because no output is produced in ex-
change for a transfer payment, transfer payments are not counted as part of GDP expenditure -
unlike current and capital spending, which are direct purchases of goods and services and there-
fore do count toward GDP.
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GIAI THICH TIENG VIET

m%hi tiéu chinh phu gém ba loai: chi thudng xuyén (current spending) - VD luong céng chirc,
gido vién, bac si; chi dau tu (capital spending) - VD xay duong, bénh vién, trudng hoc (Ilam
tang nang luc san xuat); va chi chuyén nhuong (transfer payments) - VD luong huu, trg cap
that nghiép. Diém quan trong: chi chuyén nhuong KHONG dugrc tinh vao GDP vi khéng cé
hang hoa/dich vu nao duoc tao ra dé déi 1ay khoan chi dé - khac vai chi thuong xuyén va chi
dau tu, von la cac khodn mua hang hoa/dich vu thuc sw nén dugc tinh vao GDP.

lllustrative government budget Category Counted in
item GDP?
Teachers’ and doctors’ salaries Current spend- Yes
ing
New motorway/hospital con- Capital spend- Yes
struction ing
State retirement pensions Transfer pay- No
ment
Unemployment benefit Transfer pay- No
ment

4.4.2 Progressive, regressive and proportional taxation

Taxes are classified by how the average rate of tax (tax paid = income, as a percentage) behaves as
income rises:

¢ Progressive tax: the average rate of tax rises as income rises - higher earners pay a larger pro-
portion of their income in tax. Most income tax systems are progressive, achieved through rising
marginal tax rates in higher income bands.

e Regressive tax: the average rate of tax falls as income rises - lower earners pay a larger proportion
of theirincome in tax. Indirect taxes on necessities tend to be regressive in effect, because poorer
households spend a larger share of their income on such goods.

¢ Proportional tax: the average rate of tax stays constant as income rises - everyone pays the same
percentage of income regardless of how much they earn (a “flat tax”).

30 1
£ 20 | T
; TTe-al L —— Progressive
[y} —— Proportional
-+
(0] - - - Regressive
&
§ 10 ¢
<

0

0O 10 2 30 40 50 60 70 80 90 100
Income ($’'000)

Average tax rate against income under progressive, proportional and regressive tax systems (illustrative). Under a
progressive tax the average rate rises with income; under a proportional tax it is constant; under a regressive tax it falls.
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Vi du mau — worked example: a progressive income-tax system
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A country taxes income as follows: the first $10,000 is tax-free; income from $10,000 to
$30,000 is taxed at 20%; income above $30,000 is taxed at 40%. Calculate the average tax
rate for (a) a person earning $20,000 and (b) a person earning $40,000, and confirm the system
is progressive.

(a) Tax on $20,000 = 20% x (20,000 — 10,000) = 20% x 10,000 = $2,000. Average rate =

2,000
T~ 10%.
20,000 0%

(b) Tax on $40,000 = 20% x (30,000 — 10,000) + 40% x (40,000 — 30,000) = 20% x 20,000 +

8,000
40% x 10,000 = 4,000 + 4,000 = $8,000. Average rate = 40’ 000 = 20%.

Because the average rate rises from 10% (lower income) to 20% (higher income), the tax is
confirmed to be progressive.

Vi du mau — worked example: comparing three earners

Using a different tax system - first $6,000 tax-free; $6,000-$16,000 taxed at 10%; $16,000-
$40,000 taxed at 25%; above $40,000 taxed at 35% - calculate the average tax rate for three
earners with incomes $15,000, $30,000 and $50,000.

Earner 1 ($15,000): tax = 10% x (15,000 — 6,000) = 10% x 9,000 = $900. Average rate
= 900/15,000 = 6%.

Earner 2 ($30,000): tax = 10% x 10,000 + 25% x (30,000 — 16,000) = 1,000 + 3,500 = $4,500.
Average rate = 4,500/30,000 = 15%.

Earner 3 ($50,000): tax = 10% x 10,000 + 25% x 24,000 + 35% x (50,000 — 40,000) = 1,000 +
6,000 + 3,500 = $10,500. Average rate = 10,500/50,000 = 21%.

The average rate rises steadily - 6% — 15% — 21% - as income rises, confirming the system
is progressive.

4.4.3 Direct versus indirect taxes: advantages and disadvantages

Direct taxes

Indirect taxes

Advantages

Disadvantages

Based on ability to pay (linked to in-
come/wealth); cannot be avoided by
simply changing consumption habits;
can be made progressive to reduce in-
equality

Very high marginal rates may reduce the
incentive to work, save or invest (a dis-
incentive effect); can be complex/costly
to administer and enforce

Cheap and easy to collect (collected by
sellers at the point of sale); can be tar-
geted at specific goods, e.g. high excise
duty to discourage consumption of de-
merit goods (tobacco, alcohol); harder
for taxpayers to notice/resist

Tend to be regressive in effect, since
lower-income households spend a
larger share of income on taxed goods;
raising indirect taxes directly raises
prices and can fuel cost-push inflation

Thay Tudong 0332747 169 -

C6 Nancy 0983422 692

Cambridge IGCSE Economics - Trang 113



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

Vi du miu — classifying direct and indirect taxes

A government introduces a new tax deducted directly from wages according to an employee’s
income bracket, and separately raises the sales tax rate applied to all retail purchases. Classify
each tax as direct or indirect, and give one advantage and one disadvantage of each.

The wage-based tax is a direct tax (levied on income, paid straight to government by the
earner): advantage - based on ability to pay; disadvantage - very high rates can discourage
extra work effort.

The sales tax is an indirect tax (levied on spending, collected by retailers): advantage - cheap
and simple to collect; disadvantage - regressive in effect, since it takes a larger share of a
low-income household’s spending than a high-income household’s.

4.4.4 Budget deficit, budget surplus and the national debt

Comparing government revenue and spending in a single year (a fiscal year) gives the government’s
budget position:
e Budget deficit: government spending exceeds tax revenue (G > T) in that year.

e Budget surplus: tax revenue exceeds government spending (T > G) in that year.

¢ Balanced budget: government spending exactly equals tax revenue (G = T).

A government running a budget deficit must finance the shortfall, almost always through government
borrowing (issuing government bonds). Each year’s new borrowing adds to the national debt - the
total, accumulated stock of everything the government has borrowed and not yet repaid, built up
over many years of deficits (partly offset by any years of surplus).

(1) L6i thwong gap: Do not assume every item of government spending counts toward GDP.
Current spending (e.g. public-sector wages) and capital spending (e.g. new infrastructure) are
direct purchases of goods and services, and both count as part of GDP expenditure. Transfer
payments (pensions, unemployment benefits) involve no good or service being produced in
exchange, so they are excluded from GDP - even though they are a very large part of many
governments’ total budgets.

Classifying a budget position. In a given fiscal year, a government collects $420 billion in tax revenue
and spends $455 billion. The budget balance is revenue minus spending: 420 — 455 = —$35 billion.
Because spending exceeds revenue, the government has a budget deficit of $35 billion, which must
be financed by government borrowing, adding $35 billion to the national debt (assuming no other
financing source).

A budget deficit is a flow - the shortfall between spending and revenue in one year. The na-
tional debt is a stock - the total accumulated borrowing built up over all previous years. Run-
ning a deficit adds to the national debt; running a surplus can be used to pay down the national
debt. A country can therefore have a large national debt even in a year when it runs only a
small deficit (or even a surplus), simply because of the accumulated effect of many past years
of deficits.

Vi du mau — budget deficit (flow) versus national debt (stock)

A government’s national debt stands at $150 billion. Over the next three years it runs budget
deficits of $10bn, $6bn and $14bn respectively, with no debt repaid. Calculate the national
debt at the end of each of the three years.
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End of Year 1: 150+10 = $160bn. End of Year 2: 160+6 = $166bn. End of Year 3: 166+14 =
$180bn.

Each year’s deficit (a flow of $10bn, $6bn, then $14bn) adds directly onto the accumulated
stock of national debt, which rises from $150bn to $180bn over the three years.

(1) L6i thuong gap: Do not confuse a budget deficit with the national debt. The deficit is
measured over one year (a flow); the national debt is the total accumulated borrowing built up
over many years (a stock). A government that “reduces its deficit” is still very likely adding to its
national debt every year, just by a smaller amount than before - the national debt only falls if

the government runs an actual budget surplus large enough to repay some of the accumulated
debt.

4.4.5 Automatic stabilisers and discretionary fiscal policy

Not all changes in G and T are the result of a deliberate new policy decision. Automatic stabilisers
are features of the tax and benefit system that change automatically, without any new legislation,
in a way that smooths out fluctuations in the business cycle: during a downturn, tax revenue auto-
matically falls (as incomes and spending fall, progressive income tax and VAT receipts fall with them)
while spending on unemployment benefits automatically rises (as more people become eligible) -
both effects cushion the fall in aggregate demand without the government having to act. During a
boom, the reverse happens automatically: tax revenue rises and benefit spending falls, dampening
the risk of overheating. This is distinct from discretionary fiscal policy: a deliberate, one-off change
in tax rates or spending programmes that the government announces and legislates in response to
current economic conditions (the expansionary/contractionary measures discussed below).

A related idea is fiscal drag: if income tax bands are not adjusted for inflation, rising nominal
(money) wages can push taxpayers into higher tax brackets over time even though their real income
has not risen, quietly increasing the average tax rate paid without any deliberate policy change.

GIAI THICH TIENG VIET

B6 6n dinh tu ddng (automatic stabilisers): thué€ va tro cap tu déng thay déi theo chu ky kinh
t€ ma khong can chinh pha ra quyét dinh méi - suy thodi — thu thué tu dong gidm, chi trg
cap that nghiép tu dong tang (gitp gidm nhe suy thoai); tang trudng ndng — thu thué tu dong
tang, chi trg cap giam (gitip ha nhiét). Khac vai chinh sach tai khoa chi dong (discretionary) -
la quyét dinh thay d6i thué€/chi tiéu c6 cha dich cta chinh phu.

4.4.6 The multiplier effect

When the government (or any other sector) increases spending, the eventual rise in national in-
come is often larger than the initial injection of spending. This is the multiplier effect: one person’s
spending becomes another person’s income, and that person, in turn, spends part of their new in-
come, generating a further round of income for someone else, and so on - each round smaller than
the last, but the rounds sum to a total rise in national income greater than the original injection.
The size of the multiplier depends on how much of each extra unit of income is re-spent within
the domestic economy versus how much “leaks out” (is saved, taxed, or spent on imports - col-
lectively the marginal propensity to withdraw, A/ PW). A simple version of the multiplier formula
N Multiplier = ——~
ultiplier = APW
where a smaller M PW (more of each extra dollar of income is re-spent domestically) produces a
larger multiplier, and a larger M PW (more leaks out immediately) produces a smaller multiplier.
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Applying the multiplier. Suppose a government increases infrastructure spending by $20 million,
and in this economy households save, pay tax on, or spend on imports 20% of every extra dollar of
income they receive (M PW = 0.2). The multiplier is 1/MPW = 1/0.2 = 5, so the eventual total
change in national income is $20m x 5 = $100 million - the initial injection of government spending
eventually raises national income by five times as much, as it circulates through successive rounds
of spending and re-spending in the domestic economy.

GIAI THICH TIENG VIET
6 nhan (multiplier): mot khoan chi tiéu ban dau (VD chi tiéu chinh phut) sé tao ra mdrc ting thu
nhap qudc dan LGN HON khoan chi ban d4u, vi chi tiéu ctia ngudi nay 1a thu nhap cta nguodi
khac, va nguai dé lai ti€p tuc chi tiéu mét phan thu nhap méi nhan dugce. S6 nhan = 1/ M PW,
trong do M PW (xu hudng "ro ri” bién - tiét kiém, thué&, nhap khiu) cang nho thi s6 nhan cang
I&n.

4.4.7 Crowding out: a limitation of debt-financed fiscal expansion

A commonly cited limitation of expansionary fiscal policy, particularly when financed by heavy gov-
ernment borrowing, is crowding out: to finance a larger deficit, the government borrows more from
the same pool of domestic savings that private firms would otherwise borrow from to fund their own
investment. If this extra government borrowing pushes up interest rates, private-sector investment
can fall, partly or fully offsetting the intended boost to aggregate demand from higher government
spending - an important reason expansionary fiscal policy and a very tight (high-interest-rate) mon-
etary stance can work against each other, as discussed further in Section 4.9.

4.4.8 Expansionary and contractionary fiscal policy
Fiscal policy can be used deliberately to manage the level of aggregate demand:

e Expansionary (reflationary) fiscal policy: the government raises spending (G) and/or cuts taxes
(T), increasing the budget deficit (or reducing any surplus), in order to boost aggregate demand.
This is typically used to fight a recession or high unemployment.

e Contractionary (deflationary) fiscal policy: the government cuts spending (G) and/or raises taxes
(T), reducing the budget deficit (or increasing any surplus), in order to reduce aggregate demand.
This is typically used to fight demand-pull inflation or to cool an overheating economy.

Vi du mau — classifying a fiscal policy

An economy is experiencing rising unemployment. The government responds by cutting the
corporation tax rate and increasing spending on new roads and hospitals. Classify this policy
and explain how it should affect aggregate demand.

This is expansionary fiscal policy: cutting corporation tax leaves firms with more after-tax
profit to spend or invest, and increased infrastructure spending directly raises government
expenditure (G). Both actions raise aggregate demand, which should stimulate output and
reduce unemployment (though at the risk of adding to inflationary pressure and/or the budget
deficit).

4.5 Monetary Policy

Monetary policy is the use of interest rates and related tools, normally controlled by a country’s
central bank, to influence the level of economic activity.

4.5.1 Tools of monetary policy

¢ The policy interest rate: the main, most commonly used tool. The central bank sets a bench-
mark interest rate that influences the rates commercial banks charge borrowers and pay savers
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throughout the economy.

¢ Open market operations: the central bank buys or sells government bonds in the financial mar-
kets. Buying bonds injects money into the banking system (pushing interest rates down); selling
bonds withdraws money from the system (pushing interest rates up).

e Control of the money supply: more broadly, the central bank can influence the total quantity
of money circulating in the economy - a larger money supply is generally associated with lower
interest rates and more borrowing/spending, and vice versa.

As a broad rule of thumb, if the money supply grows persistently faster than the economy’s
real output, there tends to be more money chasing the same quantity of goods and services,
placing sustained upward pressure on the general price level - one reason central banks watch
money-supply growth closely alongside interest rates when assessing inflation risk.

Monetary policy in most countries is set by a central bank (e.g. a country’s national/reserve bank),
often operating with a degree of independence from the elected government and a published infla-
tion target, so that interest-rate decisions are guided primarily by the state of the economy rather
than short-term political pressure. Under inflation targeting, a central bank publicly commits to
keeping inflation close to a specific numerical target (commonly around 2-3% per year in many
economies) and adjusts interest rates up or down as needed to keep actual and expected inflation
close to that target - giving households and firms a clear, credible benchmark for what to expect,
which itself helps keep inflation anticipated rather than a destabilising surprise (Section 4.7).

4.5.2 The transmission mechanism of an interest rate change

A change in the policy interest rate does not affect the economy instantly - it works through a chain
of linked steps, known as the transmission mechanism. For a rise in the interest rate:

1. Borrowing becomes more expensive (higher interest charged on loans, mortgages, credit) and
saving becomes more attractive (higher interest paid on deposits).

2. Households and firms respond by borrowing and spending less, and saving more.

3. Consumption (C) and investment (I) both fall.

4. Aggregate demand falls.

5. With aggregate demand growing more slowly (or falling), demand-pull inflationary pressure eases.

Afallin the interest rate works through the same chain in reverse: cheaper borrowing and less attrac-
tive saving — higher C' and I — higher aggregate demand — a stimulus to output and employment
(at the risk of adding to inflationary pressure).

An additional channel operates through international capital flows: a higher domestic interest
rate (relative to other countries) tends to attract foreign “hot money” inflows seeking the higher re-
turn, increasing demand for the domestic currency and causing it to appreciate. (The consequences
of exchange rate movements for trade and competitiveness are developed fully in Chapter 6.)

Central bank Bo.rro.wmg. Consumption & Aggregate de-
L costlier; saving -
raises interest rate . investment fall mand falls
more attractive

The transmission mechanism of a contractionary (interest-rate-raising) monetary policy. A fall in the interest rate works

inflation eases

Demand-pull |

through the identical chain of links in reverse.

4.5.3 Expansionary and contractionary monetary policy

e Expansionary monetary policy: the central bank cuts interest rates (and/or expands the money
supply through open market bond purchases), to stimulate borrowing, spending, aggregate de-
mand, output and employment.
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e Contractionary monetary policy: the central bank raises interest rates (and/or contracts the
money supply through open market bond sales), to reduce borrowing, spending and aggregate
demand, easing demand-pull inflationary pressure.

4.5.4 Advantages and limitations of monetary policy

Monetary policy can typically be adjusted quickly and flexibly - a central bank can change interest
rates at short notice, often faster than a government can legislate changes in tax rates or spending
programmes, which usually require parliamentary approval and take time to implement. However, it
also has real limitations: it works through several linked steps (the transmission mechanism above),
so it takes time - often many months - for a rate change to fully affect consumption, investment and
inflation (a time lag). In a severe downturn, monetary policy may also become less effective: even
very low interest rates may fail to stimulate borrowing and spending if households and firms are too
pessimistic, indebted, or uncertain about the future to want to borrow and spend regardless of how
cheap credit has become - in the most extreme case, interest rates can fall so low that further cuts
do little to encourage extra borrowing at all, leaving fiscal policy as the main remaining demand-side
tool.

When interest rates are already very low and further cuts would have little effect, some central
banks have used an additional, unconventional tool: quantitative easing (QE), in which the central
bank creates new money electronically and uses it to buy large quantities of government (and some-
times other) bonds directly from financial institutions. This is a more aggressive form of open market
operations, intended to inject money directly into the banking system, lower longer-term borrow-
ing costs further, and encourage additional lending, spending and investment when the ordinary
interest-rate tool has been exhausted.

Vi du miu — classifying monetary policy and tracing the transmission mechanism

An economy has an inflation rate of 8%, well above the central bank’s target. The central bank
raises its main interest rate from 3% to 5.5%. (a) Classify this policy. (b) Explain the chain of
effects by which it is intended to reduce inflation.

(a) This is contractionary monetary policy.

(b) The higher rate makes borrowing more expensive and saving more attractive, so households
and firms cut back on borrowing-funded consumption and investment; with C' and I both
falling, aggregate demand growth slows; this eases the upward pressure on prices that was
driving demand-pull inflation. (A higher domestic rate may also attract hot-money inflows,
appreciating the currency and cutting import prices - a further channel reducing inflation.)

(1) Loi thueng gap: Do not confuse the direction of a policy with its name. Expansionary policy
always means action that raises aggregate demand (higher G, lower T, lower interest rates)
- used against recession/unemployment. Contractionary (deflationary) policy always means
action that reduces aggregate demand (lower G, higher T', higher interest rates) - used against
demand-pull inflation/overheating. A common error is assuming “raising the interest rate” is
automatically expansionary because it sounds like an increase - in fact a higher interest rate is
contractionary, because it reduces borrowing, spending and aggregate demand.

4.6 Supply-Side Policy

Supply-side policy aims to raise the economy’s productive capacity - its potential output - rather
than manage the level of demand directly. Supply-side measures are usually grouped into two broad
approaches.
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4.6.1 Market-based supply-side policies

Market-based policies aim to make markets work more freely and efficiently, strengthening incen-
tives, by reducing government intervention:

Deregulation: removing rules and red tape that restrict competition or raise firms’ costs.

Privatisation: transferring state-owned enterprises to the private sector, aiming to increase effi-
ciency and competition.

Reducing income tax rates: increasing the financial incentive to work, take on more hours, or
seek promotion.

Reducing trade union power: making labour markets more flexible, potentially lowering wage
costs and easing hiring.

Reducing unemployment benefits: increasing the financial incentive for the unemployed to ac-
tively seek and accept work.

4.6.2 Interventionist supply-side policies

Interventionist policies use direct government spending or support to raise capacity:

Education and training: raising the skills, productivity and employability of the workforce (human
capital).

Infrastructure spending: new roads, ports, energy networks and digital infrastructure that lower
costs and raise efficiency across the whole economy.

Research and development (R&D) subsidies: government support for innovation, encouraging
new products, processes and technologies.

Healthcare spending: a healthier workforce is more productive and has fewer days lost to illness.

GIAI THICH TIENG VIET

Chinh sach trong cung (supply-side policy) nhdm nang cao NANG LUC SAN XUAT clia nén
kinh t€ (ch khong phai diéu chinh téng ciu nhu tai khoa/tién té). Co hai nhém: chinh sach
theo hudng thi trudng tu do (market-based) - bai bo quy dinh, tu nhan hod, gidm thué thu
nhap, gidm quyén luc cong doan, giam trg cap that nghiép - nham ting dong luc 1am viéc/dau
tu; va chinh sach can thiép (interventionist) - chinh phu truc ti€p chi tiéu cho gido duc/dao
tao, co s& ha tang, nghién clru & phat trién (R&D), y t€ - nham truc ti€p nang cao chat luong
nguon luc.

Market-based

Interventionist

Philosophy
Main cost to govern-

ment
Speed

Equity risk

Government steps back;
strengthens private incentives
Low direct cost (often involves
cutting taxes/spending)

Can shift incentives fairly
quickly, though behavioural
responses take time

Can widen inequality if bene-
fits/union protections are cut
sharply

Government steps in; directly
funds capacity-raising projects
High direct cost (requires sus-
tained public spending)
Typically very slow (education,
infrastructure take years)

Can narrow inequality if tar-
geted at disadvantaged groups
(e.g. access to education)
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Vi du mau — market-based or interventionist supply-side policy?

Classify each of the following as market-based or interventionist supply-side policy: (i) re-
ducing trade union bargaining power; (ii) government subsidies for research into renewable
energy; (iii) cutting the top rate of income tax; (iv) increased government spending on primary
and secondary education.

(i) Market-based (reduces labour-market rigidity/wage pressure by weakening union power).
(ii) Interventionist (direct government financial support for R&D). (iii) Market-based (strength-
ens the financial incentive to work/earn more). (iv) Interventionist (direct government spend-
ing raising the workforce’s human capital).

4.6.3 Advantages and limitations of supply-side policy

A key advantage of supply-side policy over demand-side (fiscal/monetary) policy is that, by raising
the economy’s productive capacity directly, it can raise output and reduce unemployment with-
out necessarily adding to inflationary pressure - unlike a pure demand-side stimulus, which pushes
against an unchanged supply ceiling. The main limitations are that most supply-side measures take
a very long time to work (time lags) - building new infrastructure or raising skills through educa-
tion takes years, not months, so supply-side policy is poorly suited to fighting a sudden recession,
where demand-side policy responds far faster; many measures (especially interventionist ones) are
expensive for the government to fund, adding to government spending and potentially the budget
deficit; and cutting welfare benefits or union power to strengthen work incentives can, if imple-
mented carelessly, increase inequality in the short run, working against the fifth macroeconomic aim
from Section 4.1.

Ranking policy speed. If a government needs to reduce a sudden, sharp rise in cyclical unemploy-
ment as quickly as possible, monetary policy is fastest - a central bank can change its interest rate at
short notice, although the full effect still takes months to flow through the transmission mechanism;
fiscal policy is second - discretionary changes in G or T require a government decision and often
parliamentary approval, but can typically be enacted within months; supply-side policy is slowest
- new infrastructure or education/training programmes take years to plan, build and take effect,
making it the least suitable tool for a sudden cyclical downturn, though the most suitable for raising
long-run potential output.

4.7 Comparing Fiscal, Monetary and Supply-Side Policy

Sections 4.3-4.5 have introduced three distinct groups of policy tools - fiscal, monetary and supply-
side - each with its own instruments, speed of action, and effect on the economy. Before turning
to inflation and unemployment in detail, and to the ways these policies interact in Section 4.9, it is
useful to bring the three together in a single reference table.
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Policy type Expansionary / demand- Contractionary / demand-
boosting tools reducing tools

Fiscal Raise government spending (G); Cut government spending (G);
cut taxes (7T); larger budget raise taxes (T'); smaller deficit or
deficit a surplus

Monetary Cut the policy interest rate; ex- Raise the policy interest rate;
pand the money supply (buy contract the money supply (sell
bonds) bonds)

Supply-side Not classified by demand direction - aims to raise long-run

productive capacity regardless of the current state of demand.
Market-based tools: deregulation, privatisation, lower income
tax, weaker union power, lower benefits. Interventionist tools:
education/training, infrastructure, R&D subsidies, healthcare

spending.

4.8 Inflation

Inflation is a sustained rise in the general (average) price level of an economy over time, measured
as the annual percentage change in the Consumer Price Index (CPI).

4.8.1 Constructing the CPI
The CPl is built in a series of steps:

1. Alarge-scale household expenditure survey identifies what a typical household buys and in what

proportions.

2. A representative “basket” of goods and services is selected (e.g. food, housing, transport, recre-
ation), covering the main categories of household spending.

3. Each item in the basket is given a weight reflecting its share of total household spending - cate-
gories that take up a larger share of typical spending (e.g. housing) are given a larger weight than

minor categories.

4. Prices of every item in the basket are collected regularly (e.g. monthly) from retailers nationwide.

5. An overall price index is calculated for the basket as a whole (set to 100 in a chosen base year),
and the inflation rate is the percentage change in this index from one period to the next.

30

Weight in the CPI basket (%)

Food Transport

3
22
20 18
15 15
0

Housing

Recreation Other

Illustrative CPI basket weights: each category’s weight reflects its share of a typical household’s total spending, based on
household expenditure surveys (weights sum to 100%).
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. GIAI THICH TIENG VIET

CPI (Consumer Price Index) dugc xay dung qua cac buéc: (1) khdo sat chi tiéu ho gia dinh dé
biét ngudi dan mua gi; (2) chon mot "gio hang hod” dai dién; (3) gan trong sé (weight) cho tirng
nhom hang theo ty trong chi tiéu thuc t& (hnhdm chi nhiéu hon cé trong sé I6n hon); (4) thu
thap gia dinh ky; (5) tinh chi sé gia chung va % thay déi cta chi sé nay qua thoi gian chinh 13
ty I1é lam phat.

Vi du mau — worked example: calculating the inflation rate from the CPI

The CPlis 120 in Year 1 and rises to 126 in Year 2. Calculate the inflation rate.

. 126 — 120 6
Inflation rate = —30 x 100% = 50 x 100% = 5%.

Vi du m3u — a second CPI inflation-rate calculation

The CPlis 175 in Year 1 and rises to 189 in Year 2. Calculate the inflation rate.

189 — 175 14
I ﬂ i = - 1 = —_— 1 fry .
nflation rate 7 x 100% 7 x 100% = 8%

Vi du mau — worked example: weighted CPI calculation

A basket is divided into two categories: food & drink, weighted 60%, with prices rising 5%;
all other goods, weighted 40%, with prices rising 10%. Calculate the overall (weighted) rate of
inflation.

Weighted inflation rate = (0.60 x 5%) + (0.40 x 10%) = 3% + 4% = T%.

Vi du miu — a second weighted CPI calculation with four categories

A basket has four categories: Food (weight 30%, price rise 4%); Housing (weight 40%, price rise
6%); Transport (weight 20%, price rise 2%); Other (weight 10%, price rise 8%). Calculate the
overall weighted rate of inflation.

Weighted inflation rate = (0.30 x 4%) + (0.40 x 6%) + (0.20 x 2%) + (0.10 x 8%)
=1.2%+2.4% + 0.4% + 0.8% = 4.8%.

4.8.2 Demand-pull inflation

Demand-pull inflation occurs when aggregate demand grows faster than the economy’s ability to
supply extra output, so firms respond to excess demand mainly by raising prices. Once an economy
is close to or beyond full employment of its resources - close to the boundary of its PPC (Section
4.2) - extra demand cannot easily be met with extra real output, since there is little or no spare
capacity left, so more of the extra spending shows up as higher prices rather than higher quantities
produced. Common causes: rising consumer confidence and spending; lower interest rates encour-
aging more borrowing and spending; rapidly rising incomes/wages that outpace productivity; strong
government spending or export demand; and falling unemployment, which strengthens households’
spending power and confidence.

4.8.3 Cost-push inflation

Cost-push inflation occurs when firms’ production costs rise, and firms pass these higher costs on
to consumers through higher prices, independent of the strength of demand. Crucially, cost-push
inflation can occur even in a weak economy with plenty of spare capacity and high unemployment
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- unlike demand-pull inflation, it does not require aggregate demand to be strong, which is why
cost-push inflation is sometimes associated with the uncomfortable combination of rising prices and
stagnant output or rising unemployment simultaneously. Common causes: rising wages (especially
if wage growth exceeds productivity growth); rising costs of imported raw materials or energy (e.g.
an oil price shock); increases in indirect taxes (e.g. a rise in VAT directly raises the prices firms must
charge); and currency depreciation, which raises the domestic-currency price of imported inputs.

Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

Demand-pull causes

Cost-push causes

Rising consumer

and spending

Lower interest rates (cheaper

borrowing)

Rapidly rising incomes/wages
Strong government or export-

led demand

Falling unemployment (tighter

labour market)

confidence

Rising wages (above productiv-
ity growth)

Rising imported raw materi-
al/energy prices

Arise in indirect taxes (e.g. VAT)
Currency depreciation (dearer
imports)

Reduced competition/supply-
side shocks

. GIAI THICH TIENG VIET

Lam phéat do ciu kéo (demand-pull): tdng ciu ting nhanh hon kha nang cung trng, khién gia bi
day lén - do niém tin tiéu dung tang, |3i suat giam, thu nhap ting nhanh, chi tiéu chinh pha/xuat
kh3u manh, that nghiép thap. Lam phat do chi phi day (cost-push): chi phi san xuat ting khién
doanh nghiép tang gia ban, khong lién quan dén strc cau - do lwong tang, gia nguyén liéu/nhap
khau tang, thué gian thu tang, hoic dong ndi té mat gia lam hang nhap khau dat hon.

(1) L6i thuong gdp: When classifying a cause of inflation, ask whether it originates from the
demand side (something that raises spending - confidence, lower interest rates, rising incomes,
strong exports/government spending, low unemployment) or the supply/cost side (something
that raises firms’ costs - wages, raw material/import prices, indirect taxes, a weaker currency).
A rise in oil prices or an indirect tax increase is cost-push, not demand-pull, even though the
end result - a higher general price level - looks identical on a CPI chart.

4.8.4 Consequences of inflation

Thay Twong 0332747169 - Co6 Nancy 0983422 692

Menu costs: the real resource cost firms incur in repeatedly updating price lists, menus, labels
and advertising as prices change.

Shoe-leather costs: the time and effort people spend shopping around and monitoring prices
more carefully to avoid holding cash that is losing value.

Redistribution effects: unexpected inflation redistributes real income and wealth - borrowers
gain (they repay fixed nominal debts with money that is worth less in real terms), while lender-
s/savers and people on fixed incomes (e.g. pensioners on a fixed pension) lose real purchasing
power.

Uncertainty: high or unpredictable inflation makes it harder for firms to plan and price contracts,
which can discourage investment.

Loss of international competitiveness: if a country’s inflation rate persistently exceeds that of
its trading partners, its exports become relatively more expensive and imports relatively cheaper,
harming the balance of payments (linking back to Section 4.1’s conflict between aims).
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Vi du miu — inflation and the redistribution of real income

Explain why unexpected inflation tends to benefit a borrower with a fixed-rate loan at the
expense of the lender.

The borrower must repay a fixed nominal sum. As the general price level rises unexpectedly, the
real (purchasing-power) value of that fixed repayment falls - the borrower effectively repays
in money that buys less than it did when the loan was taken out. This is a real gain for the
borrower and an equal real loss for the lender, who receives repayment in devalued money.

International competitiveness in practice. If Country A’s inflation rate is 7% per year while its main
trading partner, Country B, has an inflation rate of 2% per year, and this gap persists with exchange
rates not adjusting to offset it, Country A’'s goods become steadily more expensive relative to Coun-
try B’s. Country A's exports become less price-competitive abroad while imports from Country B
become relatively cheaper, so Country A's exports tend to fall and its imports to rise - worsening its
current account balance, an example of inflation directly threatening the balance-of-payments aim
from Section 4.1.

4.8.5 Anticipated versus unanticipated inflation

The severity of many of inflation’s costs depends heavily on whether the inflation is anticipated
(correctly expected in advance) or unanticipated (a surprise). If inflation is fully anticipated, work-
ers can negotiate wage rises to match it, lenders can build the expected rate into the interest rate
they charge, and firms can adjust prices and contracts in advance - much of the redistribution and
uncertainty cost is avoided. Unanticipated inflation is far more damaging: wages, loan contracts
and prices agreed before the surprise price rises are left unadjusted, so the redistribution effects be-
tween borrowers/lenders and the uncertainty facing firms and households are much larger. This is
one reason governments and central banks place such heavy emphasis on keeping inflation not just
low, but stable and predictable (Section 4.1’s second aim).

GIAI THICH TIENG VIET
am phat duoc du doan trudc (anticipated) it gdy hai hon vi nguoi lao déng, ngudi cho vay va
doanh nghiép déu cé thé diéu chinh trudce (dam phan luong, 13i suat, gid hop dong) dé bu trur.
Lam phéat bat ngd (unanticipated) gay hai nhiéu hon vi cac hop dong luong/vay da ky tur truéce
khong kip diéu chinh, khién hiéu (rng phan phai lai thu nhap va su bat dinh tr& nén nghiém
trong hon. Day la ly do ngan hang trung wong coi trong viéc gilr lam phat khéng chi THAP ma
con ON DINH VA DU DOAN BUGC.
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Group

Gains from unanticipated
inflation

Loses from unanticipated
inflation

Borrowers (fixed-rate
debt)

Lenders / savers

Workers with strong bar-
gaining power

Pensioners / fixed-income
earners

Exporters (if domestic in-
flation is lower than trad-

v’ repay in devalued money

v’ can push wages up
quickly

v' improved competitive-
ness

V' repaid/hold money
worth less
v fixed nominal income

buys less

ing partners’)

Exporters (if domestic
inflation exceeds trading
partners’)

v lost competitiveness

4.8.6 Deflation and hyperinflation

Deflation is a sustained fall in the general price level - the opposite extreme from inflation. Deflation
carries its own dangers: consumers may postpone spending, expecting prices to fall further, which
can weaken aggregate demand and deepen a recession; and the real burden of existing fixed nominal
debts rises as prices fall (the mirror image of inflation’s redistribution effect).

Hyperinflation is an extreme case of very rapid, accelerating inflation (often defined as exceeding
some very high threshold, e.g. tens of percent per month), which can destroy confidence in a currency
altogether, as money loses value so quickly that people rush to spend it immediately or switch to
barter/foreign currency.

4.9 Unemployment

Unemployment refers to people of working age who are without a job but are actively seeking and
available for work. Keeping unemployment low is one of the five macroeconomic aims (Section 4.1)
precisely because unemployment represents wasted human resources: workers willing and able to
produce goods and services are instead producing nothing, at a direct cost both to themselves and
to the wider economy (Section 4.8's discussion of consequences, below).

It is not realistic, or even necessarily desirable, for a government to aim for literally 0% unem-
ployment. Even a healthy, well-functioning economy will always have some workers between jobs
(frictional unemployment) and some seasonal fluctuation, so economists often talk about a economy
being at full employment when unemployment consists only of this normal, unavoidable frictional
and seasonal “churn,” with no cyclical or structural unemployment present. The aim of macroe-
conomic policy is therefore usually to keep unemployment as close as possible to this minimum
unavoidable level, not to eliminate it completely.

4.9.1 Measuring unemployment

Two common approaches are used to measure unemployment: a labour force survey approach,
which samples households directly and asks whether each working-age person is employed, unem-
ployed (actively seeking work) or economically inactive; and a claimant count, which simply counts
the number of people officially registered as unemployed and receiving unemployment-related ben-
efits. The claimant count is cheaper and faster to compile, but can understate true unemployment,
since not everyone without a job is eligible for, or chooses to claim, benefits.
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Method How it works Main limitation
Labour force sur- Samples households directly; Expensive and time-
vey asks about employment sta- consuming to run; based

on a sample, so subject to
some sampling error
Excludes anyone unemployed
but ineligible for, or not claim-
ing, benefits - tends to under-
state true unemployment

tus regardless of benefit eligi-
bility

Counts people officially reg-
istered for unemployment-
related benefits

Claimant count

Both measures can also miss the discouraged worker effect: people who want a job and would
work if one were available, but who have stopped actively searching after repeated failure to find
work, and so are classified as economically inactive rather than unemployed in either measure. A
rising number of discouraged workers can therefore make the official unemployment rate understate
the true scale of joblessness in an economy.

A related but distinct concept is underemployment: someone who has a job, but works fewer
hours than they would like, or works in a role that does not use their skills or qualifications fully.
Underemployed workers are counted as employed in both the labour force survey and the claimant
count, so a rise in underemployment (e.g. more people working part-time when they would prefer
full-time work) can leave the headline unemployment rate looking healthy even while genuine slack
in the labour market is rising.

4.9.2 The four types of unemployment

Type Cause Typical policy response
Structural A permanent decline in de- Retraining and education (inter-
mand for a particular industry ventionist supply-side policy) to
or region (e.g. automation, for- equip workers with skills that are
eign competition, changing con- in demand
sumer tastes) leaves workers
with skills no longer in demand
Frictional Short-term unemployment Better job-centre information
while workers are between jobs, and job-matching services to
searching for or waiting to start shorten search time
new work, even when suitable
jobs exist
Cyclical A fall in aggregate demand Expansionary fiscal and/or mon-
(demand- during a downturn/recession etary (demand-side) policy to
deficient) causes firms across the econ- raise aggregate demand
omy to reduce output and lay
off workers
Seasonal Demand for labour in certain in- Diversifying the local economy

dustries varies predictably with
the time of year (e.g. tourism,
agriculture, construction)

and/or off-season employment
schemes

GIAI THICH TIENG VIET

Bé&n loai that nghiép: co cau (structural) - mét nganh/khu vue suy gidm vinh vién (tu dong hoa,
canh tranh nudc ngoai), ky nang ngudi lao dong khong con phu hgp — giadi phap: dao tao lai;
tam thoi/ma sat (frictional) - ngudi lao dong dang trong giai doan tim viéc méi — giai phap:
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cai thién théng tin viéc lam/trung tam gidi thiéu viéc lam; chu ky (cyclical/demand-deficient)
- téng cau gidm trong suy thoai khién doanh nghiép sa thai hang loat — giai phap: chinh sach
tai khoa/tién té ma réng; thoi vu (seasonal) - nhu cau lao dong bién dong theo mua (du lich,
néng nghiép) — giai phap: da dang hoa kinh té dia phuong/viéc lam trai mua.

Vi du miu — classifying types of unemployment

For each scenario, identify the type of unemployment and one appropriate policy response.
(a) A coal-mining town’s mines close permanently as the country switches to renewable en-
ergy, and miners’ specific skills are not in demand elsewhere. (b) A graduate spends six weeks
searching for a marketing job that matches her degree. (c) A national recession causes aggre-
gate demand to collapse, and factories across many industries lay off workers. (d) Ski instruc-
tors at an alpine resort are without work every year once the snow melts.

(a) Structural unemployment - policy: retraining/re-skilling programmes.

(b) Frictional unemployment - policy: better job-centre information and matching services.
(c) Cyclical (demand-deficient) unemployment - policy: expansionary fiscal/monetary policy.
(d) Seasonal unemployment - policy: diversifying the local economy or offering off-season
employment schemes.

4.9.3 Consequences of unemployment

To the individual: lost income; a gradual loss of skills and employability the longer unemployment
lasts (erosion of human capital); and psychological/wellbeing effects of prolonged joblessness. This
erosion of skills can itself become self-reinforcing - a phenomenon sometimes called hysteresis: the
longer someone remains unemployed, the more their skills fade and the less attractive they appear
to employers relative to recently-employed applicants, making it progressively harder to find work
even once the wider economy recovers from a downturn.

To the economy and government: output produced falls short of the economy’s potential output
- a negative output gap - representing a permanent loss of goods and services that could have been
produced; the government simultaneously loses tax revenue (fewer people earning and spending)
and faces higher spending on unemployment benefits, worsening the budget position (linking back
to Section 4.3's discussion of the budget deficit).

Measuring the output gap. If an economy’s potential real GDP is $500 billion but, due to cyclical

. . - . 470 — 500
unemployment during a downturn, actual real GDP is only $470 billion, the output gap is ————

100% = —6%. A negative output gap of 6% means the economy is producing 6% less than it is
capable of - a direct real-terms measure of the output lost to unemployment and spare capacity,
alongside the associated loss of tax revenue and higher benefit spending.

- - - Potential real GDP
—— Actual real GDP -

Real GDP

Time
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A persistent negative output gap: actual real GDP (solid) grows more slowly than potential real GDP (dashed), widening
the gap between what the economy produces and what it is capable of producing.

4.10 Combining and Conflicting Policies

Fiscal, monetary and supply-side policy are not used in isolation - governments frequently combine
them, but the three can also pull in opposite directions.

Working together: a government fighting a recession might combine expansionary fiscal policy
(higher G, lower T') with expansionary monetary policy (lower interest rates) to reinforce the boost
to aggregate demand, while simultaneously funding interventionist supply-side measures (educa-
tion, infrastructure) so that the economy’s productive capacity grows alongside demand - allowing
demand to expand with less risk of hitting a fixed supply ceiling and generating inflation.

Potential conflicts:

¢ An expansionary fiscal policy financed by heavy government borrowing can conflict with a tight
(contractionary) monetary policy stance - fiscal policy is pushing aggregate demand up at the
same time the central bank is trying to hold it down (or bring inflation under control), working
against each other.

¢ Using demand-side policy to fight unemployment (expansionary fiscal/monetary policy) risks
pushing aggregate demand up faster than the economy’s productive capacity can respond, rais-
ing inflation - the unemployment-inflation trade-off introduced in Section 4.1 re-emerges here
as a direct consequence of policy choice, not just an abstract statistical pattern.

Fiscal and monetary policy manage aggregate demand and act relatively quickly, but risk
adding to inflation if pushed too hard, and can conflict with each other if pulling in oppo-
site directions (e.g. fiscal expansion alongside monetary tightening). Supply-side policy raises
long-run productive capacity and is less inflationary, but acts slowly and can be costly. Sound
macroeconomic management typically blends demand-side tools for short-run stabilisation
with supply-side tools for long-run capacity - consciously checking that fiscal, monetary and
supply-side settings are not working against one another.

Economic growth
A
BoP stability Low, stable inflation

Fiscal policy (Sec. 4.3)

Low unemployment

Ny | Government

onetary pol- .

N ———

icy (Sec. 4.4) macroeconomic
management

Fair income distribution

RL

Supply-side pol-

icy (Sec. 4.5)

The three policy tool-sets (left) are deployed together, or in tension, to pursue the five macroeconomic aims (right)
introduced in Section 4.1.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 128



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

Vi du miu — synthesis: combining policy to reduce unemployment without raising inflation

Explain one way fiscal, monetary and supply-side policy could be combined consistently to
reduce unemployment without significantly raising inflation.

A government could use a moderate expansionary fiscal and/or monetary stimulus to raise
aggregate demand and reduce cyclical unemployment, while simultaneously funding inter-
ventionist supply-side policy (education/training, infrastructure investment) to raise the econ-
omy’s productive capacity at the same time. Because the supply-side measures raise the ceiling
on what the economy can produce, the extra demand can be met by higher output rather than
simply higher prices - limiting the inflationary pressure that a demand-side stimulus alone,
unaccompanied by any increase in capacity, would otherwise create.

4.10.1 A worked policy case study: responding to a downturn

To see how the tools of this chapter fit together in practice, consider a hypothetical economy, Van-
tia, facing the following situation: real GDP has fallen for two consecutive quarters (Year 3 of the
business-cycle example in Section 4.2); the unemployment rate has risen from 4% to 9%, driven
mainly by factory lay-offs across many industries; inflation has fallen from 4% to 1%; the govern-
ment’s budget, previously balanced, has slipped into a small deficit as tax revenue has fallen and
benefit spending has risen (an automatic stabiliser effect, Section 4.3); and the current account is
roughly balanced.

Step 1 - diagnose the type of unemployment. Because job losses are occurring simultaneously
across many industries, and are linked to a general fall in real GDP rather than a single industry’s
structural decline or a seasonal pattern, this is principally cyclical (demand-deficient) unemployment
(Section 4.8) - the appropriate first response is demand-side policy, not supply-side retraining.

Step 2 - select demand-side tools. With inflation already low (1%, comfortably below target) and
unemployment rising sharply, there is room to use expansionary fiscal policy (e.g. a temporary rise
in infrastructure spending, or a cut in income tax to support household spending) and expansion-
ary monetary policy (a cut in the policy interest rate) together, since the usual risk of demand-side
stimulus - fuelling inflation - is low while inflation is already well under control. The government
could also let the automatic stabilisers already in motion (falling tax revenue, rising benefit spending)
continue to operate without offsetting them with contractionary measures.

Step 3 - consider financing and coordination. If the fiscal expansion is financed by borrowing,
the government should be mindful of the crowding-out risk (Section 4.3) and check that monetary
policy is not working against it - in this case, since the central bank is also cutting rates (not raising
them), fiscal and monetary policy are working in a coordinated, mutually reinforcing direction rather
than conflicting (contrast with the crowding-out/tight-money conflict scenario discussed in Section
4.9).

Step 4 - add a supply-side dimension for the medium term. If part of the workforce laid off
is unlikely to be re-absorbed by their previous industry even once demand recovers (for example,
if the downturn accelerates a longer-term structural shift), the government could simultaneously
fund interventionist supply-side policy - retraining programmes - so that, once the cyclical recov-
ery (Section 4.2) begins, as many workers as possible are equipped to be re-employed rather than
remaining structurally unemployed.

Step 5 - monitor against the five aims. Throughout, the government should track all five macroe-
conomic aims (Section 4.1), not just unemployment: the stimulus should be sized so that, as the re-
covery takes hold, inflation does not overshoot target (growth-vs-inflation conflict), imports do not
surge so fast as to move the current account into a large deficit (growth-vs-balance-of-payments
conflict), and any tax cuts do not disproportionately favour higher earners in a way that worsens
income distribution (equity-efficiency trade-off, Section 4.1).
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. GIAI THICH TIENG VIET

Case study minh hoa cach phéi hop chinh sach trong thuc té: (1) chdn doan dung loai that
nghiép (& day 13 that nghiép chu ky vi sa thai dién ra déng loat nhiéu nganh); (2) vi lam phat
dang thap nén cé du dia dung ca tai khoa va tién té ma rong cung lic ma it rai ro lam phat; (3)
can luu y rui ro "crowding out” néu vay no nhiéu, va kiém tra xem chinh sach tién té cé dang
di cung hudng hay nguoc huéng vai tai khod; (4) két hop thém chinh sach trong cung (dao tao
lai) cho phan lao déng c6 nguy co chuyén thanh that nghiép co cau; (5) trong suét qua trinh,
ludn theo d6i cd 5 muc tiéu kinh té€ vi mo, khéng chi riéng that nghiép.

4.10.2 A second case study: responding to an overheating boom

Now consider the mirror-image case: Vantia's economy is later in a boom phase of the business
cycle (Section 4.2) - real GDP growth has accelerated to 6%, the unemployment rate has fallen to
2.5%, inflation has risen from 2% to 8%, and the current account has moved into a widening deficit
as strong consumer spending pulls in more imports.

Step 1 - diagnose the problem. Growth this rapid, alongside sharply rising inflation and a widen-
ing current account deficit, is a textbook case of an overheating economy: aggregate demand is
growing faster than the economy’s productive capacity, and the resulting conflicts between aims
(growth vs. inflation, growth vs. balance of payments, Section 4.1) are now visible in the data simul-
taneously.

Step 2 - select demand-side tools. With inflation well above target, the appropriate response is
now contractionary demand-side policy: the central bank could raise the policy interest rate (con-
tractionary monetary policy, Section 4.4), and the government could consider raising taxes and/or
trimming planned spending increases (contractionary fiscal policy, Section 4.3) - deliberately slowing
the growth of aggregate demand to bring it back in line with the economy’s productive capacity.

Step 3 - weigh the unemployment cost. Because unemployment is already very low (2.5%),
the short-run cost of cooling the economy - some rise in unemployment as demand growth slows
- is judged acceptable relative to the risk of allowing inflation to become entrenched; this is the
unemployment-inflation trade-off from Section 4.1 playing out as an explicit policy choice.

Step 4 - use supply-side policy to raise the ceiling instead of only restricting demand. An alter-
native (or complementary) approach is to fund interventionist supply-side measures - infrastructure
and skills investment - so that the economy’s productive capacity itself expands, allowing some of
the strong demand to be met by more output rather than requiring demand to be curbed as sharply.
Because supply-side policy takes years to act (Section 4.5), it cannot resolve an overheating episode
onits own in the short run, but it reduces the extent of future demand restriction needed as capacity
catches up.

. GIAI THICH TIENG VIET

Case study th( hai (nén kinh té ting trudng néng - boom/overheating): (1) chan doan: ting
trudng qua nhanh + lam phat ting manh + can can vang lai xau di cung luc la dau hiéu kinh
dién cta nén kinh t& "qua néng”; (2) dung chinh sach phia cau THAT CHAT (ting i suat, ting
thué/gidm chi tiéu) dé€ ha nhiét tong cau; (3) chap nhan danh déi - that nghiép co thé tang nhe
dé kiém ché lam phat, dung theo danh déi that nghiép-lam phat; (4) két hop chinh sach trong
cung dé nang nang luc san xuat vé dai han, gidm bét ap luc phai that chat cAu qua manh trong
tuong lai.
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Practice Bank

Bai tap luyén tap

Which of the following is not one of the five traditional macroeconomic aims of government?

(A) Low unemployment (C) Maximizing government tax revenue

(B) Low and stable inflation (D) A stable balance of payments position

Lai giai chi tiét

The five traditional aims are low unemployment, low/stable inflation, economic growth, bal-
ance of payments stability, and a fair distribution of income. Maximizing tax revenue is not
itself a macroeconomic aim. (C).

Bai tap luyén tap

Which indicator is used to measure economic growth?

(A) The Consumer Price Index (CPI) (C) The real GDP growth rate

(B) The Gini coefficient (D) The current account balance

Loi giai chi tiét

Economic growth is measured by the annual percentage change in real GDP. (C).

Bai tap luyén tap

Explain, using an example, how the pursuit of rapid economic growth can conflict with the aim
of a stable balance of payments.

Loi giai chi tiét

Rapid growth raises household incomes and firms’ output; richer consumers and expanding
firms typically buy more imported goods, components and raw materials. This can “suck in”
imports faster than exports grow, widening the current account deficit even as domestic out-

put and incomes are rising strongly - e.g. a country growing at 7% per year may see its import
bill rise sharply, pushing its current account from balance into a growing deficit.

Bai tap luyén tap

Which of the following is an example of a transfer payment rather than government spending
on goods and services?

(A) Salaries paid to public school teachers (C) Purchase of new hospital equipment

(B) Unemployment benefit payments (D) Spending on new road construction

Lai giai chi tiét

A transfer payment is made without any good or service received in return; unemployment
benefit is the clearest example and is not counted as part of GDP expenditure. (B).
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Bai tap luyén tap

A country’s income tax system taxes the first $8,000 of income at 0%, income from $8,000 to
$25,000 at 15%, and income above $25,000 at 30%. Calculate the average tax rate for incomes
of (a) $20,000 and (b) $45,000, and state whether the system is progressive, regressive or
proportional.

Loi giai chi tiét
(@) Tax = 15% x (20,000 —8,000) = 15% x 12,000 = $1,800. Average rate = 1,800/20,000 = 9%.

(b) Tax = 15% x 17,000 + 30% x (45,000 — 25,000) = 2,550 + 6,000 = $8,550. Average rate
= 8,550/45,000 = 19%.
Because the average rate rises from 9% to 19% as income rises, the system is progressive.

Bai tap luyén tap

Which of the following is an indirect tax?

(A) Income tax (C) Value Added Tax (VAT)

(B) Corporation tax (D) Inheritance tax

Lai giai chi tiét

VAT is levied on spending (collected by sellers, ultimately borne partly by the buyer through
price), the defining feature of an indirect tax. (C).

Bai tap luyén tap

Explain the difference between a budget deficit and the national debt. A government’s national
debt is currently $150 billion. It then runs budget deficits of $10bn, $6bn and $14bn over the
next three years, with no debt repaid. Calculate the national debt at the end of each of the
three years.

Lai giai chi tiét

A budget deficit is the shortfall between government spending and revenue in a single year (a
flow); the national debt is the total accumulated stock of borrowing built up over all previous
years.

End of Year 1: 150 + 10 = $160bn. End of Year 2: 160 + 6 = $166bn. End of Year 3: 166 + 14 =
$180bn.

Bai tap luyén tap

Which combination of policies is most clearly an expansionary fiscal policy?

(A) Raise income tax and cut government (C) Cut income tax and raise government
spending spending

(B) Cutgovernment spending and raise inter-
est rates (D) Raise VAT and raise interest rates
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Loi giai chi tiét

Expansionary fiscal policy raises G and/or cuts T to boost aggregate demand. (C).

Bai tap luyén tap

Which of the following is not a monetary policy tool?

(A) Adjusting the central bank’s policy inter- (C) Changing the rate of income tax
est rate

(B) Open market operations (buying/selling (D) Controlling the growth of the money sup-
government bonds) ply

Loi giai chi tiet

Changing the income tax rate is a fiscal policy tool, not a monetary policy tool. (C).

Bai tap luyén tap

Classify each of the following as a market-based or an interventionist supply-side policy: (i)
reducing trade union bargaining power; (ii) government subsidies for research and develop-
ment in renewable energy; (iii) cutting the top rate of income tax; (iv) increased government
spending on primary and secondary education.

Loi giai chi tiét

(i) Market-based - reduces labour-market rigidity/wage pressure. (i) Interventionist - direct
government financial support. (iii) Market-based - strengthens the incentive to earn more. (iv)
Interventionist - direct government spending raising human capital.

Bai tap luyén tap

A key advantage of supply-side policy over demand-side policy in reducing unemployment is
that it:

(A) Works instantly, with no time lag (C) Is always cheaper to implement than fis-

(B) Raises productive capacity without nec- cal or monetary policy

essarily adding to inflationary pressure (D) Guarantees full employment

Loi giai chi tiet

-

By raising the economy’s productive capacity (rather than pushing demand against a fixed ceil-
ing), supply-side policy can raise output and employment without necessarily fuelling inflation,
unlike a pure demand-side stimulus. (B).

Bai tap luyén tap

A CPI basket has four categories: Housing (weight 35%, price rise 3%); Food (weight 25%,
price rise 6%); Transport (weight 20%, price rise 1%); Recreation (weight 20%, price rise 5%).
Calculate the overall weighted rate of inflation.
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Loi giai chi tiét

Weighted inflation = (0.35 x 3%) 4 (0.25 x 6%) + (0.20 x 1%) + (0.20 x 5%) = 1.05% + 1.5% +
0.2% + 1.0% = 3.75%.

Bai tap luyén tap

The CPlis 210 in Year 1 and rises to 222.6 in Year 2. Calculate the inflation rate.

Lai giai chi tiét

222.6 — 210 12.6
I ﬂ i - 1 = — 1 = .
nflation rate il x 100% . x 100% = 6%

Bai tap luyén tap

A sharp rise in global oil prices raises firms’ production costs across the economy and pushes
inflation up. This is best described as:

(A) Demand-pull inflation (C) Deflation
(B) Cost-push inflation (D) Hyperinflation

Lai giai chi tiét

-

A rise in production costs (imported raw material/energy prices) passed on as higher prices is
cost-push inflation, not driven by excess demand. (B).

Bai tap luyén tap

State two causes of demand-pull inflation and two causes of cost-push inflation.

Loi giai chi tiét

Demand-pull (any two): rising consumer confidence/spending; lower interest rates encour-
aging borrowing and spending; rapidly rising incomes/wages outpacing productivity; strong
government spending or export demand; falling unemployment.

Cost-push (any two): rising wages (above productivity growth); rising costs of imported raw

materials/energy; increases in indirect taxes (e.g. VAT); currency depreciation raising import
prices.

Bai tap luyén tap

The real resource cost firms incur from repeatedly reprinting price lists, menus and labels as
prices change is known as:

(A) Shoe-leather costs (C) Redistribution effects
(B) Menu costs (D) Fiscal drag

Loi giai chi tiet

-

This is the definition of menu costs. (B).
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Bai tap luyén tap

Explain why unexpected inflation tends to benefit borrowers with fixed-rate debt at the ex-
pense of lenders/savers.

Loi giai chi tiét

The borrower must repay a fixed nominal sum; as prices rise unexpectedly, the real
(purchasing-power) value of that repayment falls, so the borrower effectively repays in money
worth less than when the loan was taken out - a real gain for the borrower and an equal real
loss for the lender/saver.

Bai tap luyén tap
One key danger of deflation (a falling general price level) is that it can encourage:

(A) Consumers to bring forward spending im- pecting even lower future prices
mediately (C) Firms to raise wages rapidly

(B) Consumers to postpone spending, ex- (D) Unions to demand large pay cuts

Loi giai chi tiét

If consumers expect prices to keep falling, they delay purchases, which can weaken aggregate
demand and deepen a downturn. (B).

Bai tap luyén tap

For each scenario, state the type of unemployment illustrated and one appropriate policy re-
sponse: (a) A textile factory permanently closes as production shifts overseas, and workers’
specific weaving skills are not needed elsewhere. (b) Ice-cream vendors on a beach boardwalk
are without work throughout the winter months. (c) National output falls for two consecutive
quarters and firms across the whole economy reduce staffing.

Loi giai chi tiet

(a) Structural unemployment - policy: retraining/education (supply-side). (b) Seasonal unem-
ployment - policy: diversify the local economy/off-season work schemes. (c) Cyclical unem-
ployment - policy: expansionary fiscal/monetary (demand-side) policy.

Bai tap luyén tap

The claimant count method of measuring unemployment counts:

(A) Everyone of working age without a job (C) All part-time workers

(B) Only those actively registered and receiv-
ing unemployment-related benefits (D) All workers in the informal economy

Loi giai chi tiét

The claimant count is based on official registration for unemployment-related benefits, not a
full survey of the working-age population. (B).
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Bai tap luyén tap

Identify one cost of unemployment to the individual and one cost to the wider economy/gov-
ernment.

Loi giai chi tiét
Individual: lost income, and a gradual loss of skills/employability the longer unemployment

continues (erosion of human capital), plus psychological effects.

Economy/government: lost output relative to the economy’s potential (a negative output gap),
combined with lower tax revenue and higher spending on unemployment benefits, worsening
the government’s budget position.

Bai tap luyén tap

The phase of the business cycle in which real GDP is falling and unemployment is rising is
called:

(A) Boom (C) Recovery

(B) Recession (downturn) (D) Potential growth

Loi giai chi tiet

-

Falling real GDP and rising unemployment define a recession/downturn. (B).

Bai tap luyén tap

An economy currently has 12% of its workforce unemployed and factories running below full
capacity. State, with reasoning, whether the following represent actual or potential growth: (i)
a rise in consumer confidence increases demand, and idle workers/factories are brought back
into use; (ii) the government funds a major programme of investment in new technology and
infrastructure that raises the economy’s maximum possible output.

Loi giai chi tiét

(i) Actual growth - a movement from inside the (unchanged) PPC toward the boundary, using
previously idle capacity.
(ii) Potential growth - the entire PPC shifts outward, raising the economy’s maximum output.

Bai tap luyén tap

A government pursues expansionary fiscal policy financed mainly through heavy borrowing,
while the central bank simultaneously raises interest rates to control inflation. This is an ex-
ample of:

(A) Fiscal and monetary policy working in the monetary policy stances

same expansionary direction (@) Srsrslhy s = palfies

(B) A potential conflict between fiscal and (D) A balanced budget

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 136



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

Loi giai chi tiét

Expansionary fiscal policy is pushing aggregate demand up while contractionary monetary
policy is simultaneously trying to hold it down (or reduce inflation) - the two stances work
against each other. (B).

Bai tap luyén tap

Explain one way in which fiscal, monetary and supply-side policy could be combined consis-
tently to reduce unemployment without significantly raising inflation.

Loi giai chi tiét

A moderate expansionary fiscal/monetary stimulus can raise aggregate demand and reduce
cyclical unemployment, combined with interventionist supply-side policy (education/training,
infrastructure) that raises the economy’s productive capacity at the same time - so the extra

demand is met with higher output rather than mainly higher prices, limiting the inflationary
pressure that demand-side stimulus alone would create.

Bai tap luyén tap
The aim of “a fair distribution of income” is most directly assessed using:

(A) The Consumer Price Index (CPI) (C) The current account balance
(B) The Gini coefficient (D) The claimant count

Loi giai chi tiét

The Gini coefficient summarises how unequally income (or wealth) is spread across a popula-
tion. (B).

Bai tap luyén tap

State one advantage and one disadvantage of indirect taxes compared with direct taxes.

Lai giai chi tiét

Advantage: indirect taxes are cheap and easy to collect (collected by sellers at the point of
sale) and can be targeted at specific goods, e.g. high excise duty to discourage consumption
of demerit goods such as tobacco.

Disadvantage: indirect taxes tend to be regressive in effect (they take a larger share of a low-
income household’s spending on the same taxed good than a high-income household’s), and
raising them directly raises prices, which can fuel cost-push inflation.

Bai tap luyén tap

Explain why unanticipated inflation tends to be more damaging to an economy than antic-
ipated inflation of the same size, and explain why underemployment can make the official
unemployment rate understate genuine slack in the labour market.
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Loi giai chi tiét

If inflation is correctly anticipated, wages, interest rates and contracts can be adjusted in ad-
vance to account for it, largely avoiding the redistribution effects and uncertainty inflation
would otherwise cause. Unanticipated inflation catches wage agreements, loan contracts and

prices already fixed before the surprise price rises, so the redistribution between borrower-
s/lenders and the uncertainty facing firms and households are both much larger.

An underemployed worker has a job (working fewer hours than desired, or below their skill
level) and is therefore classified as employed in official statistics, even though genuine slack
exists in the labour market. A rise in underemployment can therefore leave the headline un-

employment rate looking healthy while hiding a real loss of potential output and household
income.
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CAMBRIDGE IGCSE . Unit 5

Economic Development

Muc tiéu Unit: Phan biét tang trudng kinh té& (economic growth) va phat trién kinh té (economic devel-
opment); do ludng mic séng bang GDP/GNP binh quan dau ngudi (danh nghia, thuc té, ngang gia surc
mua - PPP) va cac han ché ctia GDP binh quan dau ngudi; Chi s6 Phat trién Con ngudi (HDI) va cac chi
s6 phat trién khac (ti [& biét chir, ti€p can nudc sach, ti Ié tir vong tré so sinh, hé s6 Gini); nghéo tuyét
déi va nghéo tuong ddi, vong luan quan nghéo doi va cac chinh sach giam nghéo; cac yéu t6 dan sé (ti
suat sinh, ti suat td, di cuw rong, gia ting tu nhién), qua do dan s, thap dan sé va ti s6 phu thuéc; dan
s& qua déng, qua thua va dan s6 toi wu; dic diém cha cac nudc kém phat trién (LEDCs) va cac nuéc
phat trién (MEDCs); rao can phat trién va cac chién lvoc phat trién (thuong mai, FDI, vién tro, xéa no,
tai chinh vi mé, da dang héa, céng nghé phu hop); khai niém phat trién bén virng.

5.1 Economic Growth versus Economic Development

Economic growth is a purely quantitative concept: an increase in the real output (real GDP) of an
economy over time, usually measured as the annual percentage change in real GDP. Economic de-
velopment is a much broader, qualitative concept: a sustained improvement in the overall well-being
and standard of living of a population, encompassing rising incomes but also better health, wider ac-
cess to education, greater political and economic freedom, improved infrastructure, and a cleaner
environment. Growth is one possible input into development, but the two are not the same thing,
and it is entirely possible for one to occur without the other.

Growth is necessary but not sufficient for development

A country’s real GDP can rise steadily (growth) while ordinary living standards stagnate or even
fall, if the extra output is not translated into broader well-being. This happens when growth
is captured by a narrow elite with little of it reaching the wider population (worsening income
distribution), when the growth is generated by industries that damage health or the environ-
ment (e.g. heavy pollution, resource depletion), when government revenue from growth is not
reinvested in health, education, and infrastructure, or when population growth outpaces GDP
growth so that GDP per capita barely moves even as total GDP rises. Conversely, a country
can register only modest GDP growth yet still make major development gains, for example,
by expanding free primary education or building basic sanitation infrastructure that dramati-
cally improves life expectancy and literacy at relatively low cost. This is why examiners expect
you to treat “the economy grew” and “the economy developed” as two separate claims, each
requiring its own evidence.

- GIAI THICH TIENG VIET
Tang trudng kinh té (economic growth) chi don thuan la su gia tang vé mat s6 lwong cia GDP
thuc té theo thoi gian (thudng tinh bang % thay d6i GDP thuc méi ndm). Phat trién kinh té
(economic development) la khai niém rong hon nhiéu, mang tinh chat luong: su cai thién toan
dién vé mirc séng, bao gom ca thu nhap, strc khoe, gido duc, tu do chinh tri - kinh té, co' sé ha
tang, va moi trudng. Mot qudc gia cé thé ting truang ma KHONG phat trién (néu loi ich ting
trudng khong duoc chia sé rong rai hodc khong dugc dau tu trd lai vao con ngudi), va ngugc
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lai, mét qudc gia co thé phat trién dang ké du tang trudng GDP khiém tén (vi du nhé phé cap
gido duc tiéu hoc mién phi hoac cai thién vé sinh co ban).

(1) L6i thueng gap: Students frequently use “growth” and “development” interchangeably in
exam answers, which loses marks whenever a question specifically asks you to distinguish
them. Always be ready to give a concrete example of growth without development (e.g. an
oil-exporting economy where GDP rises sharply but the revenue is concentrated among a
small elite, with no expansion of public health or education spending) and, where relevant, of
development improving even when growth is slow.

Vi du mau - Worked example — distinguishing growth from development in a case

Over ten years, an oil-exporting country’s real GDP grows by 60%. Over the same period, life
expectancy rises by less than one year, the literacy rate is unchanged, and its Gini coefficient
rises from 0.35 to 0.50. Has this country developed? Justify your answer with reference to
the evidence given.

The 60% rise in real GDP is clear evidence of substantial economic growth. However, the
evidence for development is weak: life expectancy and literacy - two core health and educa-
tion indicators - have barely moved, suggesting that the extra national income has not been
translated into improved health or education outcomes for the population as a whole. The
sharply rising Gini coefficient (0.35 to 0.50) indicates that income distribution has become
considerably more unequal, consistent with the growth being captured disproportionately by
a narrow group (plausible for an oil-exporting economy where resource revenue often accrues
to the government or a small number of firms/elites) rather than broadly shared. The overall
conclusion: this country has experienced substantial economic growth without corresponding
economic development.

5.2 Measuring Living Standards and Development

5.2.1 GDP, GNP, and GDP per capita: nominal, real, and PPP

Gross Domestic Product (GDP) is the total value of all final goods and services produced within a
country’s borders in a given period (usually a year). Gross National Product (GNP), sometimes called
Gross National Income (GNI), additionally includes net income earned by a country’s residents and
firms from assets held abroad, minus income earned domestically by foreign residents and firms - it
measures output/income belonging to a country’s nationals, wherever in the world it was earned.

Because larger countries naturally have larger total GDP, comparing total GDP across countries
of very different population size tells us little about the standard of living of a typical resident. GDP
per capita (GDP — population) and GNI per capita correct for this by expressing output/income on
a per-person basis, giving a far more meaningful proxy for average material living standards.

Nominal vs. real, and why we adjust for both inflation and population

Nominal GDP is measured in the prices of the current year, so part of any increase in nominal
GDP over time may simply reflect inflation (rising prices) rather than any real increase in the
quantity of goods and services produced. Real GDP strips out the effect of inflation by valuing
output in constant (base-year) prices, isolating the genuine change in physical output. For
living-standards comparisons, economists therefore look at real GDP per capita: real (inflation-
adjusted) output, divided by population, so that neither rising prices nor a growing population
disguise the true change in output available per person.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 140



859359 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

. GIAI THICH TIENG VIET

GDP 13 t6ng gia tri hang hda va dich vu cudi cing duoc san xuat trong lanh thd mot qudc gia;
GNP/GNI 1a téng thu nhap cua cdng dan qudc gia do, ké ca thu nhap ki€ém duoc & nude ngoai.
GDP/GNI binh quan dau nguoi = GDP hoac GNI chia cho dan s6, gitip so sanh mirc s6ng cong
bang hon gitra cac nudc c6 quy md dan s6 khac nhau. GDP danh nghia (hominal) do bang gia
hién hanh nén bi lam phat lam sai léch; GDP thuc té (real) da loai trir lam phat, phan anh ding
san luong vat chat thay daéi ra sao theo thai gian. Vi vay, khi so sanh mirc séng, ngudi ta dung
GDP thuec té binh quan dau nguai.

Purchasing power parity (PPP) adjusts income/output comparisons for differences in the price
level (cost of living) between countries. Simply converting one country’s GDP into another currency
at the market exchange rate can be highly misleading, because a US dollar (or its equivalent) typically
buys far more in a low-income country - where non-traded goods and services such as haircuts, local
transport, and basic food are cheap - than it does in a high-income country with a high domestic price
level. A PPP-adjusted comparison instead asks how much of a common basket of goods and services
a given income can actually buy in each country, giving a much fairer picture of real purchasing power
and living standards.

Vi du mau - Worked example — GDP per capita comparison

Country X has a total GDP of $1.2 trillion and a population of 60 million. Country Y has a
total GDP of $600 billion and a population of 200 million. Calculate GDP per capita for each
country and comment on what this does and does not tell us.
$1,200,000,000,000
60,000,000
$600,000,000,000
200,000,000
Country X has more than six times the GDP per capita of Country Y, suggesting a much higher
average material living standard. However, GDP per capita is only an average: it tells us nothing
about how income is distributed within either country, nor about non-income aspects of well-
being such as health, education, or environmental quality - Country Y could, for instance, have
more equal income distribution or better access to free healthcare despite its lower average
income.

Country X: = $20,000 per person.

Country Y: = $3,000 per person.

Vi du mau - Worked example — a second GDP per capita comparison

Country Alpha has a total GDP of $1.68 trillion and a population of 40 million. Country Beta
has a total GDP of $27.5 billion and a population of 25 million. Calculate GDP per capita for
each and compare.

$1,680,000,000,000

C try Alpha: = $42 .
ountry Alpha 20,000,000 $42,000 per person
$27.,500,000,000
Country Beta: it bt =$1.1 er person.
untry 55000000 SL100perp

Country Alpha’s GDP per capita ($42,000) is roughly 38 times that of Country Beta ($1,100).
This enormous gap is typical of the divide between a more economically developed country
(MEDC) such as Alpha and a less economically developed country (LEDC) such as Beta - a
contrast we will use consistently throughout this chapter.
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Vi du miu - Worked example — reasoning through a PPP adjustment

Country Alpha’s nominal GDP per capita is $42,000; its PPP-adjusted GNI per capita is
$45,000. Country Beta’s nominal GDP per capita is $1,100; its PPP-adjusted GNI per capita
is $2,300. Explain, without doing a complex calculation, why the PPP adjustment raises Beta’s
figure proportionally far more than Alpha's.

The PPP adjustment corrects for the fact that a unit of currency buys more in a country with
a lower domestic price level. Country Beta, as a lower-income economy, typically has much
cheaper non-traded goods and services (local food, housing, labour-intensive services) than
Country Alpha. Converting Beta’s income at the market exchange rate therefore understates
how much its residents can actually buy at home, so the PPP adjustment lifts Beta’s figure by
roughly 109% (from $1,100 to $2,300). Country Alpha, already a high-price-level economy,
sees a much smaller proportional adjustment (from $42,000 to $45,000, about 7%), because
its domestic prices are already closer to the international average implied by the exchange-rate
conversion. The general lesson: raw exchange-rate GDP comparisons tend to understate the
true living standards of lower-income countries relative to higher-income ones.

GIAI THICH TIENG VIET

gang gia sirc mua (Purchasing Power Parity - PPP) diéu chinh so sanh thu nhap gilra cac
nudc theo mirc gia ca (chi phi sinh hoat) tai mbi nuwéc, thay vi chi quy déi theo ti gia héi doai
thi trwong. O cac nudce thu nhap thap, hang héa/dich vu khong thé xuat khau (cat téc, thuc
pham dia phuong, van chuyén...) thudng ré hon nhiéu, nén néu chi quy déi theo ti gia, ta sé
danh gia thap s(rc mua thuc su ctia ngudi dan nudce dé. Sau khi diéu chinh PPP, thu nhap cua
cac nudc nghéo hon thudng ting 1én dang ké so véi con sé danh nghia, trong khi thu nhap cta
cac nudc giau thay déi it hon nhiéu.

Vi du mau - Worked example — why we deflate: nominal versus real GDP

A country’s nominal GDP rises from $500 billion in Year 1 to $550 billion in Year 2 - a 10%
increase. Over the same period, the general price level (price index) rises from 100 to 110.
Calculate real GDP in Year 2 (Year 1 prices = 100) and comment on the true change in output.

100 100
Real GDP (Year 2) = Nominal GDP (Year 2 = — = .
eal GDP (Year 2) ominal GDP (Year 2) x Price index (Year 2) $550bn x 110 $500bn

Real GDP in Year 2 ($500 billion, valued at Year 1 prices) is exactly equal to nominal GDP in
Year 1 ($500 billion). In other words, despite a 10% rise in nominal GDP, the economy’s real
(inflation-adjusted) output has not grown at all - the entire nominal increase was due to a 10%
rise in prices, not any increase in the actual quantity of goods and services produced. This is
precisely why living-standards and growth comparisons should always be based on real, not
nominal, figures.

5.2.2 Limitations of GDP per capita as a measure of living standards

Although GDP per capita is widely used, it has serious limitations as a measure of living standards
and development.

Six key limitations of GDP per capita

(1) Income distribution/inequality: GDP per capita is an average - it says nothing about how
income is shared. A country with extreme inequality can have a high average income while
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most citizens live in poverty. The Gini coefficient (see below) is used alongside GDP per capita
to capture this. (2) The informal economy and unpaid work: much economic activity - street
vending, subsistence farming, unregistered small businesses, and especially unpaid household
work such as childcare, cooking, and cleaning - is never recorded in official GDP statistics, so
GDP per capita understates true output and welfare, particularly in LEDCs where the informal
sector is large. (3) Leisure time: GDP per capita takes no account of how many hours people
must work to earn their income; a country where citizens work very long hours to achieve a
given income is not necessarily better off than one with a lower income but far more leisure
time. (4) Negative externalities and the environment: GDP counts the value of output pro-
duced, but not the environmental damage (pollution, deforestation, resource depletion) that
production may cause - indeed, cleaning up pollution afterwards can even add to GDP, per-
versely. (5) Composition of output: GDP treats $1 of military spending exactly the same as $1
of spending on hospitals or schools, even though the latter contributes far more directly to liv-
ing standards. (6) Political freedom and human rights: GDP per capita says nothing about civil
liberties, political participation, personal security, or human rights - a high-income country
can still score poorly on these dimensions of well-being.

GIAI THICH TIENG VIET

DP binh quan dau ngudi cé nhiéu han ché: (1) chila con s6 trung binh, khong phan anh phan
phéi thu nhap (mét nuéc cé thé cé6 GDP/ngudi cao nhung bat binh ding nghiém trong); (2)
bo sét khu vure kinh té phi chinh thirc va céng viéc ndi trg khong luong; (3) khong do thoi
gian nghi ngoi/giai tri; (4) khong trir di tac dong tiéu cuc dén madi trudng (6 nhiém, can kiét
tai nguyén); (5) khéng phan biét co cau san lwgng (chi tiéu quan su va chi tiéu y té/gido duc
dugc tinh nhw nhau); (6) khéng phan anh tw do chinh tri va nhan quyén. Vi vy, cac nha kinh
té thuong két hgp GDP/ngudi vai nhiéu chi s6 khac dé danh gia phat trién toan dién hon.

5.2.3 The Human Development Index (HDI)

The Human Development Index (HDI), published annually by the United Nations Development Pro-
gramme, was designed specifically to address the narrowness of GDP per capita as a measure of
development. It combines three dimensions of well-being into a single composite score between 0
and 1 (higher = more developed):

The three dimensions of HDI

(1) Health - measured by life expectancy at birth, capturing the cumulative effect of nutri-
tion, healthcare, sanitation, and living conditions on longevity. (2) Education - measured by a
combination of mean years of schooling (the average number of years of education actually
completed by adults) and expected years of schooling (the number of years a child entering
school today is expected to receive). (3) Income - measured by GNI per capita, PPP-adjusted,
capturing command over the resources needed for a decent standard of living. Each dimen-
sion is converted into an index between 0 and 1, and the overall HDI is a geometric mean of
the three sub-indices. Because HDI blends health and education alongside income, two coun-
tries with identical GDP per capita can have quite different HDI scores if one invests far more
effectively in health and schooling.

The UNDP classifies countries into four broad HDI bands: low human development (HDI below
0.550), medium (0.550-0.699), high (0.700-0.799), and very high (0.800 and above).
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Vi du miu - Worked example — interpreting HDI components

Country Alpha: life expectancy 81 years, mean years of schooling 12.5, expected years of
schooling 16.8, GNI per capita (PPP) $45,000; estimated HDI ~ 0.91. Country Beta: life ex-
pectancy 58 years, mean years of schooling 4.2, expected years of schooling 8.5, GNI per
capita (PPP) $2,300; estimated HDI ~ 0.45. Explain, dimension by dimension, why Alpha’s
HDI is so much higher than Beta'’s, and state each country’s HDI band.

On the health dimension, Alpha’s life expectancy of 81 years is 23 years longer than Beta's
58 years, reflecting Alpha’s stronger healthcare, sanitation, and nutrition. On the education
dimension, Alpha’s adults have completed roughly three times as many years of schooling on
average (12.5 vs. 4.2), and a child in Alpha today can expect twice as many years of school-
ing as a child in Beta (16.8 vs. 8.5). On the income dimension, Alpha’s PPP-adjusted GNI per
capita ($45,000) is nearly twenty times Beta's ($2,300). Because all three underlying dimen-
sions favour Alpha strongly and simultaneously, its composite HDI (~ 0.91) is far higher than
Beta's (~ 0.45). By the UNDP bands, Alpha (0.91) falls in the very high human development
category, while Beta (0.45) falls in the low human development category.

(1) L6i thueng gap: Do not treat GDP per capita and HDI as the same thing. GDP per capita
is a single, narrowly economic indicator; HDI is a composite index that deliberately blends
income with health and education outcomes. A country can rank higher on GDP per capita
than another country while ranking lower on HDI, if its health and education outcomes lag
behind its income level (and vice versa). When a question asks you to evaluate “development,’
HDI (or a basket of indicators) is almost always the more appropriate measure to discuss than
GDP per capita alone.

- GIAI THICH TIENG VIET
HDI (Chi s6 Phat trién Con ngudi) két hop ba khia canh: (1) sirc khée - do bang tuéi tho trung
binh; (2) gido duc - do bang s6 ndm di hoc trung binh va s& nam di hoc ky vong; (3) thu nhap
- do bang GNI binh quan dau ngudi (da diéu chinh PPP). HDI ¢6 gia tri tir O dén 1, cang cao
cang phat trién. UNDP phan loai: HDI < 0.550 1a thap; 0.550-0.699 13 trung binh; 0.700-0.799
la cao; > 0.800 la rat cao. Vi HDI két hop ca strc khde va gido duc chr khéng chi thu nhap, hai
nudc cé6 GDP/ngudi bang nhau van cé thé cé HDI khac nhau dang ké.

5.2.4 Other indicators of development and the case for a “basket” of measures

Because no single number can capture every dimension of development, economists and develop-
ment agencies also track a wider basket of indicators, including: access to clean water and sanitation
(% of population), the literacy rate (% of adults who can read and write), doctors per 1,000 popula-
tion (a proxy for access to healthcare), access to the internet and mobile phones (% of population,
a proxy for connectivity and access to information/markets), the infant mortality rate (deaths of
infants under age one per 1,000 live births, a sensitive indicator of health and nutrition), and the
Gini coefficient (a single number, typically between 0 and 1, summarising how unequally income or
wealth is distributed within a country - a value of O would represent perfect equality and a value of
1 would represent one person holding all the income; higher values indicate more inequality). No
calculation of the Gini coefficient is required at this level, only the ability to interpret and compare
given values.
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No single indicator is perfect: GDP per capita ignores distribution and non-market activity;
HDI ignores inequality and the environment; any one health or education indicator captures
only part of the picture. This is why development is best assessed using a basket of indicators
covering income, health, education, inequality, and access to basic services together, rather
than relying on any single measure in isolation.

Visualising inequality: the Lorenz curve

The Gini coefficient is itself derived from a graphical tool called the Lorenz curve, which plots
the cumulative percentage of total income (or wealth) on the vertical axis against the cumu-
lative percentage of the population, ranked from poorest to richest, on the horizontal axis. A
perfectly equal distribution - where the poorest 20% of the population always earns exactly
20% of total income, the poorest 50% always earns exactly 50%, and so on - would trace
the 45-degree diagonal “line of perfect equality.” In every real economy, the Lorenz curve in-
stead bows below this diagonal, because the poorest population groups always earn a smaller
cumulative share of income than their population share. The further the Lorenz curve bows
away from the diagonal, the more unequal the income distribution, and the Gini coefficient
is formally defined as the ratio of the area between the diagonal and the Lorenz curve to the
total area under the diagonal - though no such calculation is required at this level, only the
ability to read what a more sharply bowed curve implies.
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A Lorenz curve for a country with a relatively high Gini coefficient (such as Country Beta, Gini 0.48): the curve bows well
below the line of perfect equality, showing that the poorest population groups hold a much smaller cumulative income
share than their population share - for instance, the poorest 50% of the population here earns well under 25% of total

income. A country with a lower Gini coefficient (such as Country Alpha, Gini 0.32) would have a Lorenz curve sitting
closer to the diagonal.

GIAI THICH TIENG VIET
Pudng cong Lorenz (Lorenz curve) biéu dién % cong don thu nhap (truc tung) theo % cong
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don dan s6, xép tlr nghéo nhat dén giau nhat (truc hoanh). Néu phan phdi thu nhap hoan toan
binh dang, dudng cong trung véi dudng chéo 45 do (“dudng binh ding tuyét déi”). Trong thuc
t€, dudng Lorenz ludn nam duédi dudng chéo; dudng cong cang cong xa dudng chéo thi bat
binh dang cang I&n. Hé s& Gini chinh I3 ti 1é giira dién tich khodng cach (gitra dudng chéo va
dudng Lorenz) so véi toan bd dién tich dudi dudng chéo - & cap dd nay chi can doc hiéu y
nghia, khong can tinh toan.

Indicator Country Alpha (high-HDI) Country Beta (low-HDI)
GDP per capita (nominal) $42,000 $1,100
GNI per capita (PPP-adjusted) $45,000 $2,300
HDI (approx.) 0.91 (very high) 0.45 (low)
Life expectancy at birth 81 years 58 years
Adult literacy rate 99% 62%
Access to clean water/sanitation 99% 68%
Infant mortality (per 1,000 live births) 3 55
Doctors (per 1,000 population) 3.2 0.2
Gini coefficient 0.32 0.48

lllustrative comparison of development indicators, Country Alpha (a high-HDI, more economically developed country)
versus Country Beta (a low-HDI, less economically developed country). This pair is used consistently through the
remainder of this chapter.

- GIAI THICH TIENG VIET
Ngoai GDP/ngudi va HDI, cac nha kinh té con theo doi mét “gid chi s6” (basket of indicators)
khac: ti lé ti€p can nudc sach/vé sinh, ti 1€ biét chir, s6 bac si trén 1.000 dan, ti Ié ti€p can
internet/dién thoai di dong, ti I& tir vong tré so sinh, va hé s& Gini (do bat binh dang thu nhap,
tr O = hoan toan binh dang dén 1 = bat binh ding tuyét déi). Vi khéng chi s& nao |a hoan hao,
viéc két hop nhiéu chi s6 cung ltc cho birc tranh phat trién day da va dang tin cy hon so vai
chi dung mét con s6 duy nhat.

Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

Vi du mau - Worked example — interpreting the Gini coefficient

Country Alpha has a Gini coefficient of 0.32; Country Beta has a Gini coefficient of 0.48. Which
country has more unequal income distribution, and is this consistent with Beta also having a
lower HDI?

A Gini coefficient closer to 1 indicates greater inequality, so Country Beta (0.48) has substan-
tially more unequal income distribution than Country Alpha (0.32). This is consistent with -
though not automatically implied by - Beta’s lower HDI: low-HDI countries very often com-
bine low average income with highly unequal distribution of what income exists, meaning the
poorest households in Beta are likely to be considerably worse off than Beta’s (already low)
average income figure alone would suggest.

5.3
53.1

Poverty

Absolute poverty versus relative poverty

Absolute poverty is defined against a fixed minimum standard needed for survival, independent of

how

anyone else in society is doing. A widely used international benchmark is the international

poverty line: a household is considered to be in absolute poverty if it lives on income below roughly

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 146



BENO.}S? Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

$2 a day per person, measured in PPP terms so that the line reflects genuinely equivalent purchas-
ing power in every country (the World Bank has periodically updated the exact figure - histori-
cally around $1.90, more recently $2.15 at 2017 PPP prices - but the underlying concept, a fixed
subsistence-level minimum expressed in PPP dollars, is unchanged; this chapter uses the round $2-
a-day benchmark). Relative poverty, by contrast, is defined relative to the standard of living in a par-
ticular society - typically, a household is considered to be in relative poverty if its income falls below
a set fraction (commonly 50% or 60%) of the median or average income in that country. Relative
poverty can therefore exist even in very wealthy countries, and, by definition, some relative poverty
can persist even if every household’s absolute income rises, so long as the poorest households do
not keep pace with the rest of society.

Why the distinction matters

Absolute poverty is about survival needs (food, shelter, clean water) measured against a fixed,
internationally comparable line; it can, in principle, be eliminated as incomes rise everywhere
above the line. Relative poverty is about a household’s position within its own society; because
it moves with the median/average income of that society, relative poverty can never be fully
eliminated by growth alone - it requires narrowing the gap between low-income and typical
households, not just raising everyone’s income in absolute terms.

Vi du mau - Worked example — classifying a household using the poverty line

A household of four people has a monthly income of $180. Using the $2-a-day PPP interna-
tional poverty line, determine whether this household is in absolute poverty.

Income per person per month = $180+4 = $45. Income per person per day = $45-+-30 = $1.50.
Since $1.50 per person per day is below the $2-a-day international poverty line, this house-
hold is in absolute poverty. (If the same household instead earned $336 per month, income
per person per day would be 336 + 4 = 30 = $2.80, which is above the line, so that household
would not be classified as being in absolute poverty - though it might still be in relative poverty
if $2.80/day is well below the median income in its own country.)

(') L6i thueng gdp: Do not treat “poor” as a single, undifferentiated category. Absolute poverty
(below a fixed subsistence line, comparable across countries) and relative poverty (below a
fraction of a country’s own median/average income) answer different questions and can move
in opposite directions - a country can reduce absolute poverty sharply through overall growth
while relative poverty stays unchanged or even rises, if the gains are concentrated among
higher-income households.

- GIAI THICH TIENG VIET

Nghéo tuyét déi (absolute poverty) dugc xac dinh theo mot mire t6i thi€u cé dinh can thiét dé
sinh tén, khéng phu thudc vao ngudi khac trong xa héi séng ra sao - chuin qudc té pho bién
la nguwdng nghéo quéc té khoang 2 doé la/ngay (theo PPP). Nghéo tuong déi (relative poverty)
duoc xac dinh so v&i mirc séng chung ctia xa hoi dé - vi du, thu nhap dudi 50% hoac 60% thu
nhap trung vi/trung binh cta quéc gia. Nghéo tuong déi van cé thé ton tai ngay ca & nudc
giau, va khéng thé bi x6a bd hoan toan chi bang tang trudng kinh t& néu khoang cach giau -
nghéo khong dugc thu hep.

5.3.2 Causes of poverty

Poverty typically arises from a combination of interacting factors rather than any single cause: low
income and unemployment (the most direct cause - households without a stable income source
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cannot meet basic needs); low levels of education and skills (workers without literacy, numeracy, or
vocational training are confined to low-productivity, low-paid work); poor health (illness reduces the
ability to work and can trap households in a cycle of medical costs and lost income); discrimination
(based on gender, ethnicity, caste, or region, which can restrict access to jobs, land, credit, or edu-
cation regardless of ability); geographic isolation (remote rural areas often lack access to markets,
infrastructure, schools, and clinics); war and conflict (which destroys physical capital and infras-
tructure, displaces populations, and disrupts normal economic activity); and corruption and weak
institutions (which divert public resources away from productive investment and distort access to
opportunity) - this last factor is especially significant in explaining persistent poverty in many LEDCs
even where natural resources or aid inflows are substantial.

- GIAI THICH TIENG VIET
Nguyén nhan nghéo doi thuong la su két hop cla nhiéu yéu to: thu nhap thap/that nghiép;
trinh d6 hoc van va ky nang thap; sirc khoe kém; phan biét doi x(r (gigi tinh, dan tbc, ving
mién); ¢ 1ap dia ly (ving siu ving xa thi€u co sé& ha tang); chién tranh/xung dét; va tham
nhing/thé ché yéu kém - yéu td cudi cing nay dic biét quan trong & nhiéu nudc LEDC, noi
ngudn tai nguyén hodc vién trg doi dao van khéng gitp gidm nghéo hiéu qua néu bj quan ly
kém.

5.3.3 The vicious circle of poverty

Poverty can become self-perpetuating: households and countries that start out poor often find it
very difficult to escape poverty through their own resources alone, because poverty itself removes
the means needed to escape it. This is known as the vicious circle (or cycle) of poverty.

[ Low income J

[Low productivity} [ &L?:\V/essi\;;r;i t ]

Low cap-
ital stock
The vicious circle of poverty: low income leaves little surplus for saving and investment; low investment means the

capital stock (machinery, tools, infrastructure) fails to grow; a low capital stock means each worker has little to work with,
so productivity (output per worker) stays low; low productivity in turn keeps wages and income low, closing the loop.

Breaking the cycle

Because each stage of the cycle reinforces the next, an outside intervention is usually needed
to break it - for example, an injection of investment (from domestic saving encouraged by
financial inclusion, foreign direct investment, aid, or debt relief that frees up government rev-
enue) that raises the capital stock without first requiring the country to generate high income
and saving on its own. This is the core economic rationale behind most of the development
strategies discussed later in this chapter.
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. GIAI THICH TIENG VIET
Vong luan quan nghéo doi (vicious circle of poverty): thu nhap thap — tiét kiém/dau tu thap
— v&n (tu ban) thap — nang suat lao déng thap — quay lai thu nhap thap. Méi giai doan cting
0 giai doan ti€p theo, khién quédc gia kho tu thoat nghéo néu khéng cé can thiép tir bén ngoai
(dau tu nuwdc ngoai, vién tro, xda ng, hoac khuyén khich tiét kiém/tai chinh vi mé trong nuéc)
dé pha v& vong lap nay.

5.3.4 Policies to reduce poverty

Governments use a range of policy tools to reduce poverty, each with its own strengths and limita-
tions.

Poverty-reduction policies and their trade-offs

Progressive taxation combined with welfare/cash transfers redistributes income from higher
to lower earners, directly narrowing relative poverty; the trade-off is that very high marginal
tax rates can weaken incentives to work, save, and invest, and welfare payments must be
carefully designed (e.g. tapered gradually) to avoid discouraging recipients from taking paid
work. Minimum wage legislation sets a legal wage floor above the market equilibrium wage,
intended to guarantee low-paid workers a living income; however, a minimum wage is a form
of price floor in the labour market (as studied for markets generally) - if set above the market-
clearing wage, it can create an excess supply of labour (unemployment), particularly harming
the very low-skilled workers it aims to help, and may push some employment into the un-
regulated informal sector instead. Free or subsidised education and healthcare raise human
capital and reduce the ongoing cost burden on poor households, tackling poverty’s underly-
ing causes rather than just its symptoms; the trade-off is the substantial and sustained public
spending required, which may need to be financed by taxation or, in LEDCs, may compete with
debt-servicing obligations. Microfinance and financial inclusion give low-income households
and small entrepreneurs access to small loans, savings accounts, and insurance they could not
otherwise obtain, enabling self-employment and small business creation; the trade-off is that
some microfinance institutions charge high interest rates to cover the administrative cost of
very small, uncollateralised loans, and poorly regulated schemes can leave borrowers over-
indebted. Job creation and infrastructure investment (e.g. public-works programmes building
roads, irrigation, or housing) directly create employment and raise future productive capac-
ity; the trade-off is the upfront cost and the risk of low-quality or poorly targeted projects if
not carefully designed. Targeted anti-poverty programmes (conditional cash transfers, food
subsidies, targeted at the poorest households) can be more cost-effective than universal pro-
grammes, but require accurate identification of who is genuinely poor, which is administra-
tively difficult and can exclude some genuinely needy households or include some non-needy
ones.

. GIAI THICH TIENG VIET

Cac chinh sach giam nghéo chinh: thué liy tién + tro’ cap phuc lgi (chuyén thu nhap tir nguoi
giau sang ngudi nghéo, nhung thué cao cé thé lam gidm déng luc [am viéc); lwong toi thi€u
(12 moét dang gia san trén thi trudng lao ddng - néu dat qua cao so va&i mirc can bang, c6 thé
gay du cung lao dong, tirc that nghiép); gido duc/y t& mién phi hoic tro gia (gidi quyét tan géc
nguyén nhan nghéo nhung tén kém ngan sach); tai chinh vi mé (gitip ngudi nghéo ti€p can vén
nho dé khai nghiép, nhung 13i suat mot sé té chire tai chinh vi mé kha cao); dau tu co s& ha
tang/tao viéc lam; va chuong trinh hd tro nghéo c¢6 muc tiéu (hiéu qua vé chi phi nhung khé
xac dinh chinh xac déi twong thu huéng).
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5.4 Population

5.4.1 Demographic factors: birth rate, death rate, migration

The size and structure of a country’s population change through three demographic channels. The
birth rate is the number of live births per 1,000 population per year. The death rate is the number
of deaths per 1,000 population per year. Net migration is the difference between the number of
people immigrating into a country and the number emigrating out of it over a period (positive net
migration = net inflow; negative = net outflow). The rate of natural increase of the population is
simply the birth rate minus the death rate (expressed as a percentage of population per year, since
both rates are already per 1,000):

birth rate — death rate

Natural increase (%) = 10

Total population growth combines natural increase with net migration.

Vi du mau - Worked example — natural population increase

A country has a birth rate of 27 per 1,000 population and a death rate of 11 per 1,000 popu-
lation. Calculate the rate of natural increase.

. 16 .
Natural increase = 27 — 11 = 16 per 1,000 = 0= 1.6% per year. If net migration were zero,

the population would grow by approximately 1.6% annually from natural increase alone.

. GIAI THICH TIENG VIET

Ti suat sinh (birth rate) va ti suat tir (death rate) do s6 ca sinh/ti trén 1.000 dan méi ndm. Di
cu rong (net migration) 1a chénh léch gilra s6 ngudi nhap cu va xuat cu. Ti lé gia ting tu nhién
= ti suat sinh — ti suat t{r (chia 10 d€ ra %). Téng mirc ting dan sé = gia ting tu nhién + di cu
rong.

(') L6i thuweng gdp: Birth rates, death rates, and net migration rates are all conventionally
expressed per 1,000 population, not directly as a percentage. A common arithmetic slip is
subtracting the two rates correctly (e.g. 27 — 11 = 16) but then forgetting to divide by 10 to
convert “per 1,000” into a percentage, writing the natural increase as “16%" instead of the
correct 1.6% - a tenfold error that would make an entirely plausible growth rate look implau-
sibly explosive. Always check whether a given figure is already a percentage or is expressed
per 1,000 before combining it with other rates.

5.4.2 The demographic transition

Over the long run, as countries develop, both birth rates and death rates tend to change in a broadly
predictable pattern known as the demographic transition, though the exact timing and pace vary
widely between countries and there is no need to memorise a rigid numbered scheme of stages. In
the earliest phase, both birth rates and death rates are high (reflecting limited healthcare, high infant
mortality, and a cultural/economic preference for large families as a source of labour and old-age
security), so population grows only slowly despite high birth rates. As basic public health measures,
clean water, vaccination, and improved nutrition spread, death rates fall sharply while birth rates
remain high for a time, producing a period of rapid population growth. Eventually, as incomes rise,
child mortality falls further (reducing the need for large families as “insurance”), education and ca-
reer opportunities for women expand, and the cost of raising children rises (particularly the cost of
educating them), birth rates also fall, and population growth slows again. In the most developed
economies, both birth rates and death rates settle at low levels, and population growth becomes
slow, stagnant, or even negative - often accompanied by significant population ageing.
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Stylised demographic transition. Death rates fall first (public health, sanitation, nutrition), opening a wide gap that
produces rapid population growth; birth rates fall later (rising incomes, education, falling child mortality, urbanisation),
narrowing the gap again as both rates settle at low levels.

This pattern explains why LEDCs, typically still in the phase where birth rates remain high rel-
ative to death rates, tend to have wide-based population pyramids (a large share of children and
young people), while MEDCs, typically further along the transition with both rates low, tend to have
narrower-based, ageing population pyramids (a smaller share of children, a larger share of older
people).

GIAI THICH TIENG VIET
Qua d6 dan sé (demographic transition) mé t3 cach ti suat sinh va ti suat tir thay déi khi mot
qudc gia phat trién: ban dau c3 hai déu cao (dan sé ting cham); sau do ti suat tir gidm trudc
nh& y té cong cong cai thién, trong khi ti suat sinh van cao = dan sé ting nhanh; cudi cing ti
suat sinh cling giam (thu nhap tang, gido duc phu nir mé& réng, chi phi nuéi con ting) = dan
s6 6n dinh hoac gia héa. Day 13 ly do vi sao cac nuwdc LEDC thudng co thap dan sé day réng
(nhiéu tré em), con cac nuéc MEDC thuong cé thap dan s day hep, gia hoa.

5.4.3 Population pyramids and the dependency ratio

A population pyramid is a bar chart showing the number (or percentage) of males and females in
each age group, with age bands stacked from youngest (bottom) to oldest (top), males convention-
ally shown on the left and females on the right. Reading a pyramid: a wide base indicates a large
proportion of children (high recent birth rates); a shape that narrows quickly with age indicates high
mortality at older ages or historically declining birth rates; a shape that stays wide well into older age
groups (a more “rectangular” or top-heavy pyramid) indicates an ageing population with low birth
and death rates.

3 _
Male % Female % Male % Female %

Country Beta (LEDC) - wide base, young Country Alpha (MEDC) - narrower base, ageing
lllustrative population pyramids. Country Beta's wide base (38% of the population aged 0-14) reflects high recent birth
rates and gives it a high overall dependency ratio (approximately 83% by the working-age/dependant calculation below).
Country Alpha’s narrower base (14% aged 0-14) but relatively wide upper bars (20% aged 60-74) reflect low birth rates
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and an ageing population, giving a somewhat lower but still substantial dependency ratio (approximately 61%), driven
now mainly by elderly dependants rather than children.

The dependency ratio

The dependency ratio measures the number of economic “dependants” (usually defined as
those aged under 15 and those aged 65 and over, who are typically not in paid employment)
relative to the working-age population (usually 15-64):

dependent population (under 15 and 65+)

working-age population (15-64) X 100.

Dependency ratio =

A high dependency ratio means relatively few working-age people must, through taxation and
family support, provide for relatively many dependants - placing heavy pressure on govern-
ment spending on education (for a young dependency burden) or pensions and healthcare (for
an elderly dependency burden), and potentially constraining private saving and investment.

Vi du mau - Worked example — calculating a dependency ratio

Country Beta has a working-age population of 12 million and a dependent population of 10
million (total population 22 million). Calculate the dependency ratio and comment.

) 1
Dependency ratio = £ x 100 = 83.3.

A dependency ratio of approximately 83% means that, for every 100 working-age people in
Country Beta, there are roughly 83 dependants (overwhelmingly children, given Beta’s young
population structure) who must be supported. This implies substantial pressure on spending
on schools and child healthcare, and relatively little of national income available per person
for saving and investment - reinforcing the “low saving — low investment” link in the vicious
circle of poverty.

Dependants 389

Country Beta (young) Country Alpha (ageing)

Working-age versus dependent population shares. Country Beta's dependency burden (45.5%) is driven mainly by a
large child population; Country Alpha’s dependency burden (38%), though smaller overall, is driven increasingly by an
ageing elderly population rather than children - with very different implications for the type of public spending required
(schools versus pensions/healthcare).
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(1) L6i thuong gip: Do not assume that a narrower-based (MEDC-style) population pyramid
always implies a lower dependency ratio than a wide-based (LEDC-style) one. An ageing pop-
ulation can still carry a high dependency ratio - just concentrated at the top of the pyramid
(elderly dependants) rather than the bottom (child dependants). Always check which part of
the pyramid is generating the dependency burden, since the economic implications (pressure
on schools versus pressure on pensions and healthcare) are very different.

- GIAI THICH TIENG VIET
Thap dan sé (population pyramid) thé hién sé lwong nam/nir theo tirng nhém tudi. Ti s6 phu
s6 ngudi phu thudc (dudi 15 va trén 65 tubi) L.
= — — = x 100. Ti s6 phu
sO nguoi trong do tudi lao dong (15-64)
thudc cao gay ap luc 1én [én chi tiéu cong (gido duc néu phu thudc 1 tré em; y té€/luong huu
néu phu thudc la ngudi gia) va lam gidm phan thu nhap quéc dan cé thé tiét kiem/dau tu. Luu
y: thap day hep (gia héa) khéng chac c6 ti s6 phu thudc thap hon thap day réng - ganh ning
phu thudc chi chuyén tir tré em sang nguoi gia.

thudc (dependency ratio) =

5.4.4 Overpopulation, underpopulation, and optimum population

These concepts compare a country’s population to its available resources, capital, and technology -
not to any fixed number of people.

ll Precise definitions

A country is overpopulated if its current population is too large to be sustained at an accept-
able standard of living given its current resources and level of technology - adding one more
person would, on average, reduce output/income per head. A country is underpopulated if
its current population is too small to make the most efficient use of its available resources and
technology - adding more people would, on average, raise output/income per head (for exam-
ple, by allowing greater specialisation, achieving economies of scale, or fully staffing available
land and infrastructure). The optimum population is the population size that maximises out-
put/income per head, given the resources and technology available at that time. Crucially, the
optimum population is not fixed forever: it changes over time as new resources are discovered,
as technology improves productivity (allowing more people to be supported at a given living
standard), or as capital investment expands productive capacity - so a country judged over-
populated today could become optimally populated, or even underpopulated, in the future
without its population falling, simply because its resource base or technology has improved.

- GIAI THICH TIENG VIET

Mot nudce bi coi la dan sé qua dong (overpopulated) néu dan sé hién tai vuot qua kha nang
dap (rng cla tai nguyén va cong nghé hién cé (thém mot nguoi sé lam giam san lwgng/thu
nhap binh quan dau ngudi). Dan sé qua thua (underpopulated) 13 khi dan s6 qua it dé khai
thac hét tiém ndng tai nguyén/cong nghé (thém ngudi sé lam tang san lvong binh quan dau
ngudi). Dan sé téi wu (optimum population) la quy moé dan so téi da hda san lugng/thu nhap
binh quan dau ngudi vai tai nguyén va céng nghé hién tai - va mirc téi uvu nay thay déi theo
thai gian khi cong nghé cai tién hoac tai nguyén méi dugc phat hién, du dan sé khéng dai.

5.4.5 Consequences of population structure for development

A rapidly growing, youthful population (typical of many LEDCs, including Country Beta in our com-
parison) creates immediate pressure on government spending: more schools, teachers, and child
healthcare are needed just to maintain existing standards, spreading limited public budgets thinly
and often crowding out investment in infrastructure or productive capital. However, this same
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young population can, if accompanied by rising employment and productivity as those children reach
working age, produce a demographic dividend - a period during which the share of the working-age
population rises relative to dependants, boosting output per head and potential saving, provided
the economy can create enough jobs and provided investment in the health and education of that
generation was adequate.

An ageing population (typical of many MEDCs, including Country Alpha) creates a different set of
pressures: a rising dependency ratio as the elderly share of the population grows, mounting costs for
pensions and healthcare that must be financed by a relatively shrinking working-age tax base, and
potential labour shortages in key sectors as fewer young workers enter the labour force to replace
retirees - sometimes prompting policy responses such as raising the retirement age, encouraging
immigration of working-age people, or investing in automation.

- GIAI THICH TIENG VIET
Dan so tré, ting nhanh (nhu Country Beta) gay ap luc ngay lap tlc l1én chi tiéu gido duc/y té
tré em, nhung néu dugc dau tu tot, thé hé nay khi budc vao tudi lao déng co thé tao ra lgi tire
nhan khau hoc (demographic dividend) - giai doan ti Ié dan s& trong dé tudi lao déng ting lén,
thic day san lugng va tiét kiém. Dan sé gia hoa (nhu Country Alpha) gay ap luc 1én chi lvong
huu/y t€ cho ngudi gia, va c6 thé dan dén thiéu hut lao déng khi luc luong lao dong tré khéng
da thay thé ngudi vé huu.

5.4.6 Population policies: influencing birth rates

Because rapid population growth (in a young, wide-based-pyramid LEDC) or population decline and
ageing (in a low-birth-rate MEDC) both carry significant economic consequences, some governments
actively intervene to influence birth rates.

Anti-natalist and pro-natalist policies

Anti-natalist policies aim to reduce the birth rate, typically used where rapid population growth
is straining resources, infrastructure, and public spending (as discussed for Country Beta).
Common measures include expanding access to family planning and contraception, investing
in girls’ and women'’s education (which is strongly associated with lower fertility, since better-
educated women tend to marry later, have fewer children, and pursue careers alongside or in-
stead of very large families), and, in some historical cases, direct legal limits or strong financial
incentives/penalties tied to the number of children (most famously, China’s one-child policy
from 1979 to 2015). Pro-natalist policies aim to raise the birth rate, typically used in ageing,
low-birth-rate MEDCs concerned about a shrinking future workforce and an ever-rising de-
pendency ratio. Common measures include cash child benefits or baby bonuses, subsidised
or free childcare, generous paid parental leave, and tax incentives for larger families. Both
types of policy face real limits: anti-natalist policies can produce unintended social conse-
quences (e.g. skewed sex ratios where son preference is strong) and are difficult to sustain
politically once fertility has already fallen sharply; pro-natalist incentives have often proven
only modestly effective at reversing deep-rooted low-fertility trends driven by lifestyle, ca-
reer, and cost-of-living factors.

- GIAI THICH TIENG VIET
Chinh sach han ché sinh (anti-natalist) nham giam ti suat sinh - thuong ap dung & nuéc ting
dan s6 qua nhanh (nhu Country Beta): ma& rong ké hoach hda gia dinh, dau tuw gido duc cho
phu ni (lién quan chat dén ti suat sinh thap hon), hodc gidi han sé con theo luat (vi du chinh
sach mét con clia Trung Quéc 1979-2015). Chinh sach khuyén khich sinh (pro-natalist) nham
tang ti suat sinh - thuong ap dung & nudc gia hoa dan sé (nhu Country Alpha): trg cap tién
mat cho tré so sinh, hé tro gilr tré, nghi thai san c6 lwong hao phéng, uu dai thué cho gia dinh
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déng con. C3 hai loai chinh sach déu c6 gidi han: chinh sach han ché sinh c6 thé gay hé luy xa
héi khéng mong mudn, con chinh sach khuyén khich sinh thudng chi cé hiéu qua khiém ton
trong viéc dao nguoc xu huéng sinh thap da bén ré sau.

5.4.7 Urbanisation and rural-urban migration

Rapid population growth combined with a large agricultural sector and limited rural opportunity fre-
quently drives rural-urban migration: people move from the countryside to cities in search of higher
wages, better job prospects, and access to services (education, healthcare, entertainment) that are
concentrated in urban areas. This process, urbanisation, is a near-universal feature of development,
but when it happens faster than a city’s infrastructure and formal job market can absorb, it creates
serious problems that are especially visible in many LEDCs: overcrowded and under-serviced infor-
mal settlements (slums) lacking adequate housing, water, and sanitation; strain on urban transport,
electricity, and waste systems; rising informal-sector employment (street vending, casual labour) as
the formal job market cannot absorb all new arrivals; and a corresponding loss of labour from rural
agriculture, which can depress agricultural output and further push rural incomes down relative to
urban incomes, encouraging still more migration.

Vi du miu - Worked example — reasoning through rural-urban migration

Country Beta’s capital city has grown by 6% per year for a decade, far outpacing the 1.5%
growth rate of formal urban jobs. Explain the likely consequence for this city, and suggest one
government policy response.

If the urban population is growing roughly four times faster than formal urban employment,
the majority of new arrivals cannot find formal jobs and are likely to end up in informal-sector
work (street vending, casual labour) or unemployed, often settling in informal housing lacking
secure land tenure, reliable water, and sanitation - since formal housing supply cannot keep
pace either. This tends to concentrate poverty and poor living conditions within the city it-
self, even as average national income statistics may still show gradual improvement. Policy
response: any well-justified answer, e.g. investing in rural infrastructure, schools, and agri-
cultural productivity to raise rural incomes and reduce the incentive to migrate; or investing
directly in affordable urban housing, water, and sanitation infrastructure and formal job cre-
ation to absorb migrants more effectively once they arrive.

. GIAI THICH TIENG VIET

Di cw’ néng thdn - thanh thi (rural-urban migration) xay ra khi dan néng thén chuyén dén thanh
phd dé tim viéc lwong cao hon va ti€p can dich vu tét hon. Néu téc do dé thi héa vuot qua
kha nang ha tang/viéc lam chinh thirc cha thanh phé, hdu qua la: khu 6 chudt qua tai, thiéu
nudc sach/vé sinh; qua tai giao thong/dién/rac thai; gia tang lao dong phi chinh thirc; va suy
giam lao dong noéng nghiép & néng thon, khién thu nhap ndng thon cang tut lai so véi thanh
thi.

5.5 LEDCs, MEDCs, and Strategies for Development

5.5.1 Characteristics of LEDCs

Less economically developed countries (LEDCs) tend to share a cluster of structural characteristics,
illustrated by Country Beta in our running comparison: low GDP per capita and low HDI; relatively
high birth rates and (often) higher death rates, giving a young, wide-based population pyramid and a
high dependency ratio; a workforce concentrated in the primary sector (agriculture, mining, fishing
- for example, Beta has roughly 62% of employment in agriculture, versus only around 2% in Coun-
try Alpha), with correspondingly less employment in manufacturing (secondary sector) and services
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(tertiary sector); heavy export dependence on a narrow range of primary commaodities (for instance,
a single crop such as coffee making up around 70% of Beta's export earnings); weak physical in-
frastructure (roads, electricity, water supply); and limited access to credit and capital markets for
households and small firms, restricting private investment. Exporting mainly one or two primary
commodities exposes an LEDC to serious risks: price volatility (commodity prices swing sharply
with global supply and demand, making export earnings and government revenue unpredictable)
and a long-run tendency toward declining terms of trade for primary-commodity exporters relative
to manufactured-goods importers (as the prices of many primary commodities have tended to rise
more slowly than the prices of manufactured goods and services over time).

. GIAI THICH TIENG VIET

Déc diém dién hinh ctia LEDC (nhu Country Beta): GDP/ngudi va HDI thap; ti suat sinh cao,
thap dan s6 day rong, ti s6 phu thudc cao; lao dong tap trung & khu vuc | (ndng nghiép, khai
khoang); phu thudc xuat khiu vao mét vai mat hang nguyén liéu thé (dé bi tén thuong bdi
bién dong gia va ti lé trao ddi thwong mai bat lgi dai han); co s& ha tang yéu; va kho ti€p can
tin dung/vén.

5.5.2 Barriers to development

Beyond the structural characteristics above, LEDCs face a set of self-reinforcing barriers that make
sustained development difficult to achieve: lack of infrastructure (poor roads, unreliable electric-
ity, and limited water/sanitation raise the cost of doing business and deter investment); low savings
and investment rates - often called the poverty trap - where low income leaves little surplus for
saving, so domestic investment and capital accumulation remain low (this is precisely the vicious
circle of poverty described earlier); political instability and corruption, which discourage both do-
mestic and foreign investment and can divert public resources away from productive uses; a heavy
disease burden, which reduces labour productivity and life expectancy and diverts household and
government resources into treatment rather than investment; low education levels, which limit the
workforce’s productivity and its capacity to adopt new technology; a debt burden, where a large
share of government revenue must go toward servicing (interest and principal on) past borrowing -
for example, Country Beta devotes around 28% of its export revenue to debt service, versus around
4% for Country Alpha - crowding out spending on health, education, and infrastructure; and un-
favourable terms of trade for primary-commodity exporters, as discussed above, which can steadily
erode the purchasing power of export earnings over time even if export volumes are stable or rising.

. GIAI THICH TIENG VIET

Rao can phat trién & LEDC: thiéu co s& ha tang; ti 1 tiét kiém/dau tu thap (“biy nghéo” -
poverty trap, chinh 13 vong luan quan nghéo déi); bat én chinh tri/tham nhiing; ganh nang
bénh tat; trinh do6 gido duc thap; ganh ning no (mét phan 16n doanh thu xuat khau phai ding
dé€ trd no, 1am gidam ngan sach cho y té/gido duc/ha tang); va ti Ié trao ddi thuong mai bat lgi
déi véi cac nude xuat khau nguyén liéu thé.

5.5.3 The role of institutions and governance

A recurring theme across the causes of poverty, the barriers to development, and the effectiveness
of every strategy discussed in this chapter is the quality of a country’s institutions - its system of
property rights, contract enforcement, rule of law, and the honesty and competence of its public
administration.

Why institutions matter so much

Strong institutions (secure property rights, an independent and reliable legal system, low cor-
ruption, competent public administration) give households and firms the confidence to save,
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invest, and start businesses, since they can trust that the returns to their effort and capital will
not be arbitrarily seized or destroyed by instability or bribery. Strong institutions also ensure
that government revenue - whether from taxation, resource exports, aid, or FDI-related pay-
ments - is actually spent on its intended productive purpose (infrastructure, health, education)
rather than diverted through corruption. Weak institutions, by contrast, can undermine every
development strategy simultaneously: FDI is deterred by fear of expropriation or bribery de-
mands; aid and debt relief may be diverted away from their intended use; microfinance and
formal credit markets struggle to function without reliable contract enforcement; and even
well-designed infrastructure or education spending can fail to reach its intended beneficiaries.
This is why many development economists argue that improving governance and institutions
is not just one strategy among many, but a pre-condition that determines how effective all the
other strategies can be.

. GIAI THICH TIENG VIET

Thé ché (institutions) - quyén s& hiru tai san, hé théng phap luat, mic doé tham nhiing, ndng
luc quan ly nha nuwéce - dnh hudng dén hiéu qua ctia moi chién lugc phat trién. Thé ché manh
gitp ngudi dan/doanh nghiép yén tam tiét kiém, dau tu, khai nghiép, va dam bao ngan sach
nha nudc (tlr thué, tai nguyén, vién tro, hay FDI) dugc chi ding muc dich. Thé ché yéu c6 thé
lam suy yéu déng thoi moi chién luge khac: FDI e ngai bi tich thu tai san hoac bi doi hoi 16;
vién tro/xda ng c6 thé bj that thoat; tai chinh vi mé khé van hanh néu hgp déng khéng duoc
dam bao thuc thi. Vi vay, cai thién thé ché/quan tri thudng dugc xem 13 diéu kién tién quyét
cho moi chién lugc phat trién khac.

5.5.4 Strategies for development

Countries and international agencies have pursued many strategies to overcome the barriers above.
No single strategy works in isolation; most successful development experiences combine several of
the following.

Import substitution versus export-led growth

Two broad, contrasting trade strategies have historically been used to industrialise developing economies.
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Feature Import substitution (inward- Export-led growth (outward-
oriented) oriented)

Core idea Protect domestic industries (tar- Promote industries that can com-
iffs, quotas) so they can replace pete internationally and sell into
previously imported goods world markets

Trade policy Protectionist - high tariffs/quotas Liberal - low trade barriers, often
on imports with export incentives

Market size Limited to the domestic market The whole world market, allowing

Main advantage

Main disadvantage

Builds domestic industry and jobs
behind a protective wall; reduces
reliance on imports

Protected firms often stay
inefficient/high-cost with no
competitive pressure to improve;
can invite retaliation and limits
access to foreign technology/in-

economies of scale

Forces firms to become efficien-
t/competitive; earns foreign ex-
change; historically associated
with the rapid growth of sev-
eral East and Southeast Asian
economies

Domestic industries face intense
foreign competition early on; suc-
cess depends heavily on access
to foreign markets and exchange-
rate stability

puts

Import substitution versus export-led (outward-oriented) growth strategies.

Vi du miu - Worked example — evaluating a trade strategy

Country Beta currently earns around 70% of its export revenue from a single primary com-
modity (coffee) and has a small domestic manufacturing base. Its government is deciding be-
tween an import-substitution strategy (tariffs to protect a new domestic textile industry) and
an export-led strategy (removing tariffs and offering incentives to attract textile exporters).
Briefly evaluate each option for Beta.

Import substitution could allow Beta’s fledgling textile firms to establish themselves without
being immediately overwhelmed by cheaper imports, building domestic jobs and industrial
capacity; however, protected firms may remain inefficient and high-cost indefinitely with-
out competitive pressure, and Beta’s small domestic market limits how large these firms can
grow. Export-led growth would force Beta's textile firms to become competitive quickly (since
they must sell into world markets), potentially earning valuable foreign exchange and reducing
Beta's dependence on coffee exports (a diversification benefit) - but it exposes new firms to
intense competition from established textile exporters elsewhere before they have had time to
develop, and success depends on factors partly outside Beta’s control, such as global demand
and exchange-rate movements. In practice, many successful developing economies have used
a measured combination: initial, temporary protection to help an industry reach a viable scale,
followed by a deliberate shift toward export orientation as the industry matures.

Thay Tudong 0332747 169 -

- GIAI THICH TIENG VIET
Thay thé nhap khau (import substitution): bdo hd nganh trong nudc bang thué quan/han
ngach dé thay thé hang nhap khau - xay dung duoc nganh cong nghiép néi dia nhung dé khién
doanh nghiép tri tré, kém canh tranh do khéng cé ap luc canh tranh. Tang truédng hudng xuat
khau (export-led growth): mé& ctra thuong mai, khuyén khich doanh nghiép canh tranh trén
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thi trwong thé gidi - gitp doanh nghiép hiéu qua hon va thu ngoai té, nhung gay ap luc canh
tranh s&m [én nganh non tré trong nuéc.

Infrastructure and human capital as pre-conditions for growth

Investment in physical infrastructure (roads, electricity, ports, telecommunications) and human cap-
ital (health and education) is widely regarded as a pre-condition for sustained development, because
it raises the productivity of every other investment made in the economy. A factory is far less pro-
ductive without a reliable electricity supply and passable roads to bring in inputs and ship out output;
workers are far less productive without basic literacy, numeracy, and health. Because the returns
to infrastructure and human-capital investment are often long-term and only partly captured by the
individual firm or household that pays for them (they generate positive externalities for the wider
economy), such investment is frequently under-provided by private markets alone and is a core jus-
tification for government (or aid-funded) spending in this area.

Trade liberalisation

Trade liberalisation - reducing tariffs, quotas, and other barriers to trade - can benefit developing
economies by giving domestic firms access to larger export markets, cheaper imported inputs and
capital goods, and greater exposure to foreign competition and technology, encouraging efficiency
gains. The risk, as noted in the import-substitution/export-led comparison above, is that domestic
infant industries may struggle to survive direct competition from established foreign firms before
they have had a chance to develop.

Foreign direct investment (FDI)

Foreign direct investment occurs when a firm from one country builds or acquires productive as-
sets (factories, mines, plantations, or a controlling stake in a local firm) in another country. From
a development-strategy perspective, FDI brings clear advantages: it injects capital that the host
country may not be able to generate domestically (helping to break the vicious circle of poverty); it
typically transfers technology, management expertise, and worker training; it creates jobs and can
generate tax revenue and foreign-exchange earnings (especially where output is exported); and it
can stimulate local supplier industries. However, FDI also carries real disadvantages: profits are
frequently repatriated to the investing country rather than reinvested locally, limiting the long-run
benefit to the host economy; foreign firms may crowd out local businesses that cannot compete on
the same scale; large-scale resource-extraction FDI can cause serious environmental damage; and a
host country that becomes reliant on FDI in one sector (e.g. mining) may simply reproduce the same
narrow, commodity-dependent export structure the strategy was meant to escape.

Vi du miu - Worked example — FDI cost-benefit reasoning

A multinational mining company proposes a $500 million investment in Country Beta to ex-
tract and export a mineral resource. Weigh the likely benefits against the likely costs for Beta's
development.

Likely benefits: an immediate large injection of capital that Beta could not easily generate
through its own low domestic savings; thousands of direct and indirect jobs in mining, trans-
port, and local services; government tax and royalty revenue that could, if well managed, fund
health, education, or infrastructure spending; and some transfer of technical/managerial ex-
pertise to local workers and firms. Likely costs: much of the mine’s profit is likely to be repatri-
ated to the multinational’s home country rather than reinvested in Beta; large-scale extraction
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risks environmental damage (land degradation, water pollution) that is costly to remedy and
may harm other industries such as agriculture or tourism; the investment could deepen Beta’s
existing dependence on a narrow range of primary-commodity exports rather than diversi-
fying its economy; and if the government’s institutions are weak, tax/royalty revenue may be
poorly collected or poorly spent (a corruption risk). Overall judgement: the investment is more
likely to support genuine development if the government negotiates a fair share of revenue,
requires environmental safeguards, and channels the resulting revenue transparently into pro-
ductive public investment (infrastructure, education) and economic diversification, rather than
treating the FDI inflow as a substitute for these things.

- GIAI THICH TIENG VIET
FDI (dau tu truc ti€p nudc ngoai) mang lai lgi ich: bé sung vén, chuyén giao cong nghé/ky
nang quan ly, tao viéc lam, tang thu ngan sach. Nhung cling c6 bat lgi: lgi nhuan thuong duoc
chuyén vé nudc dau tu thay vi tai dau tu tai chd; cé thé 1an at doanh nghiép néi dia; gay tén
hai méi truding (dac biét trong khai khoang); va cé thé 1am siu sac thém su phu thudc vao mét
nganh nguyén liéu thé duy nhat néu khong di kém chién luoc da dang hoa.
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Foreign aid

Foreign aid is the transfer of resources (money, goods, technical expertise) from one country or
international body to a developing country, generally on concessional (below-market, often partly

or fully grant) terms.

Classification

Type A

Type B

By source

By conditions on
spending

By purpose

Bilateral aid: given directly from one
government to another

Tied aid: recipient must spend
the aid on goods/services from the
donor country (or a donor-approved
list)

Humanitarian/emergency aid:
short-term relief after a disaster,
famine, or conflict (food, medicine,
shelter)

Multilateral aid: channelled through
international institutions (e.g. the
World Bank, IMF, UN agencies)
pooling contributions from many
donor countries

Untied aid: recipient may spend the
aid freely, choosing the most cost-
effective suppliers regardless of na-
tionality

Development aid: longer-term sup-
port for projects such as infrastruc-
ture, education, or health systems,
aimed at raising future productive
capacity

Classifying foreign aid: by source (bilateral vs. multilateral), by spending conditions (tied vs. untied), and by purpose

(humanitarian vs. development).

Criticisms of aid and aid dependency

Thay Tudong 0332747 169 -

Aid is not a costless solution. Tied aid can be considerably less valuable to the recipient than
its face value suggests, since the recipient may be forced to buy from the donor country at
above-market prices rather than the cheapest available supplier. Aid can be poorly targeted
or mismanaged, especially where recipient-country institutions are weak or corrupt, so that
resources fail to reach their intended purpose. Large, sustained aid inflows can also create aid
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dependency: a recipient government may come to rely on aid rather than building its own tax
base and institutions, and large aid inflows can push up the recipient’s exchange rate (making
its exports less competitive) - an effect sometimes called “Dutch disease” when applied to
any large resource inflow. Finally, aid that is not aligned with a recipient’s own development
priorities, or that comes with onerous political conditions, may do little to build sustainable,
self-generated growth.

GIAI THICH TIENG VIET

Vién tro nudc ngoai (foreign aid) dugc phan loai theo: nguén goc (song phuong - bilateral,
tir chinh pha ndy sang chinh pha khac; hay da phuong - multilateral, qua cac té chirc quéc té
nhu World Bank/IMF); diéu kién chi tiéu (vién tro rang budc - tied, phai mua hang/dich vu tir
nudc vién trg; hay khong rang budc - untied, duoc tu do lwa chon nha cung cap); va muc dich
(vién trg nhan dao/khan cap ngan han hay vién tro phat trién dai han). Vién trg c6 thé gy ra
Ié thudc vién trg (aid dependency), bi quan ly kém do tham nhiing, hodc kém hiéu qua néu bi
rang budc phai mua hang dat dé tir nuéc vién tro.

Debt relief and debt cancellation

Many LEDCs carry large external debts, often built up through past borrowing (sometimes for pro-
ductive investment, sometimes for consumption or poorly chosen projects) at a time of lower income
and weaker institutions. Debt relief (rescheduling repayment terms) or debt cancellation (writing off
some or all of the debt) frees up government revenue that would otherwise go toward debt service,
allowing it to be redirected toward health, education, and infrastructure spending - directly easing
the debt-burden barrier to development described earlier (recall Country Beta's 28% debt-service
ratio). The rationale is strongest where the original debt is judged largely unpayable in any case,
or where continued debt service would otherwise prevent the country from investing in the very
capacity needed to grow its way toward eventually repaying its obligations. For example, if Country
Beta earns $800 million in export revenue annually and its debt-service ratio is reduced from 28%
to 14% under a debt-relief agreement, annual debt-service payments fall from $800m x 0.28 = $224
million to $800m x 0.14 = $112 million - freeing up $112 million per year, a substantial sum that
could, for instance, roughly double government health spending if redirected there.

Microfinance in depth

Microfinance refers to the provision of small loans (microcredit), as well as savings accounts and
insurance, to low-income individuals and small entrepreneurs who lack the collateral, credit history,
or income required by conventional banks. A small, uncollateralised loan can allow, for example, a
village entrepreneur to buy a sewing machine, farming inputs, or a market stall’s initial stock - capital
that would otherwise be entirely unattainable, enabling small business creation and self-employment
that can lift a household’s income directly and, through the resulting business’s own saving and
investment, potentially help break the vicious circle of poverty at the household level. Microfinance
institutions (MFls) often use group-lending models (borrowers organised into small groups who share
responsibility for repayment) to substitute for the collateral a conventional bank would require.

Vi du m3u - Worked example — microfinance in practice

An entrepreneur in Country Beta borrows a $200 microloan, without collateral, to purchase a
sewing machine and start a small tailoring business. Explain how this loan can help break the
vicious circle of poverty, and identify one important limitation of microfinance.
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Before the loan, the entrepreneur’s low income left no surplus for saving, so she could not ac-
cumulate the $200 needed to buy capital equipment on her own - exactly the “low income —
low saving — low investment” stage of the vicious circle. The microloan supplies the missing
capital directly, allowing her to set up a productive small business; the resulting extra income
can then be used to repay the loan, support her household, and potentially save and reinvest
further, breaking the cycle at the household level even without first requiring high income.
Limitation: many microfinance institutions charge relatively high interest rates (in some cases
20-30% or more per year) to cover the high administrative cost of processing very small, un-
collateralised loans; if not carefully regulated, this can leave some borrowers over-indebted,
particularly if their small business does not generate the expected extra income.

GIAI THICH TIENG VIET
ai chinh vi mé (microfinance) cung cap cac khoan vay nhé (khéng can tai sadn thé chap), tai
khoan tiét kiém, va bao hiém cho ngudi thu nhap thap/doanh nghiép nhé - gitip ho c6 vén dé
kh&i nghiép, pha v& vong ludn quan nghéo déi & cap ho gia dinh. Han ché: mot s6 t6 chire tai
chinh vi mé tinh I3i suat kha cao (d€ bu chi phi quan ly khoan vay nhd), cé thé khién ngudi vay
roi vao ng nan néu khong duoc quan ly chat ché.

Diversification and appropriate technology

Diversification - deliberately developing a wider range of industries and export products, rather
than remaining dependent on a single primary commodity - directly addresses the price-volatility
and terms-of-trade risks discussed earlier: if the price of one export commodity collapses, a diversi-
fied economy’s overall export earnings and government revenue are far less severely affected than a
Beta-style economy reliant on a single crop or mineral for the majority of its foreign-exchange earn-
ings. Diversification can be pursued through processing raw materials domestically before export
(capturing more value locally), developing manufacturing or service industries, and investing in the
education and infrastructure needed to support new sectors.

Appropriate (or intermediate) technology refers to choosing production techniques and equip-
ment suited to a country’s actual resource endowment - for example, more labour-intensive tech-
niques where labour is abundant and cheap but capital and skilled technicians are scarce, rather than
automatically importing the most capital-intensive technology used in MEDCs. Appropriate tech-
nology is often cheaper to buy and maintain, easier to repair locally without imported spare parts
or foreign specialists, and better suited to creating employment in a labour-abundant economy -
though it may sacrifice some of the output-per-worker gains available from more advanced (but less
locally sustainable) capital-intensive methods.

. GIAI THICH TIENG VIET

Pa dang héa (diversification) nén kinh té - phat trién nhiéu nganh/mat hang xuat khau thay vi
chi phu thuéc vao mét loai nguyén liéu thé - gitp gidm rui ro khi gia mét mat hang sut giam.
Cong nghé phu hgp/trung gian (appropriate/intermediate technology) la Iua chon céng nghé
pht hop véi ngudn luc san cé cia quéc gia (vi du: cdng nghé tham dung lao déng & naoi lao
dong doi dao, ré) thay vi ap dung may maéc hién dai, thAm dung von ctia cac nuéc MEDC mot
cach may méc - ré hon, dé bao tri tai chd, va tao nhiéu viéc lam hon.
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Remittances from international migration

When residents of an LEDC migrate abroad for work, they frequently send part of their earnings back
home to family members - these flows are known as remittances. For many LEDCs, remittances are
a very large and relatively stable source of foreign-exchange income, in some cases exceeding both
foreign aid and FDI inflows combined. Remittances directly raise the income of receiving house-
holds (often financing food, healthcare, education, and small business investment) without any of
the conditions or debt obligations attached to aid or loans, and they tend to be more stable than
FDI or commodity-export earnings, since migrants often continue sending money home even dur-
ing downturns in the host country’s economy or the recipient country’s own economy. The main
limitations are that remittances depend on migration opportunities existing in the first place (which
may require costly, risky migration and separate migrant workers from their families for extended
periods), and that heavy reliance on remittance income, like heavy reliance on a single export com-
modity, can leave a recipient economy vulnerable if labour-migration opportunities or host-country
conditions change.

. GIAI THICH TIENG VIET
Kiéu hdi (remittances) 13 tién ngudi lao dong di cu ra nudc ngoai giri vé cho gia dinh - vai
nhiéu nudc LEDC, day |a nguén ngoai té I&6n va én dinh, doi khi vuot ca vién trg va FDI cong
lai. Kiéu héi truc ti€p nang cao thu nhap hé gia dinh (dung cho thuc pham, y t€, gido duc, khai
nghiép nho) ma khong kém diéu kién hay ng nan nhu vién trg/vay vén, va thudng 6n dinh hon
FDI. Han ché: phu thudc vao co hdi di cu lao dong (ton kém, rui ro, xa cach gia dinh), va phu
thudc qua nhiéu vao kiéu héi cling tiém an rudi ro tuong tu nhu phu thudc vao moét mat hang
xuat khau duy nhat.

Strategy

Main benefit

Main limitation/risk

Import substitu-
tion

Export-led
growth

Builds domestic industry behind tariff
protection

Access to world markets; competitive
pressure raises efficiency

Infrastructure/humaRaises productivity of all other invest-

Protected firms may stay ineffi-
cient; limited by small domestic
market

New industries face intense for-
eign competition early on

High upfront cost; benefits are

capital ment long-term, not immediate

Trade liberalisa- Cheaper inputs; larger export markets  Infant industries may struggle

tion against foreign competition

FDI Capital, technology, jobs, tax revenue Profit repatriation; may deepen
commodity dependence; envi-
ronmental risk

Foreign aid Fills resource/financing gaps; can fund Tied aid less valuable; risk of de-

social spending pendency and mismanagement
Debt relief/can- Frees revenue for productive spending May weaken future borrowing
cellation discipline/lender confidence

Microfinance

Diversification

Enables small business creation without
collateral
Reduces exposure to commodity-price
volatility

Some MFIs charge high interest
rates; over-indebtedness risk
Requires sustained investment in
new sectors and skills

Remittances Stable household income, no conditions Depends on migration opportuni-
attached ties; vulnerable if these change

Appropriate tech- Cheaper, locally maintainable, labour- May sacrifice some output-per-

nology creating worker versus capital-intensive

methods
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Summary: strategies for development, their main benefit, and their main limitation or risk. No strategy is risk-free, and
most successful development experiences combine several of these, underpinned by sound institutions and governance.

5.6 Sustainable Development

Sustainable development is development that meets the needs of the present generation without
compromising the ability of future generations to meet their own needs. This concept acts as a
qualifier on every development strategy discussed in this chapter: rapid economic growth achieved
by depleting non-renewable resources, degrading agricultural land, or emitting large quantities of
pollution may raise living standards today while leaving future generations with a smaller, more
damaged resource base and higher environmental costs to bear. There is therefore a genuine ten-
sion between strategies that maximise the speed of growth and development in the short run (for
example, rapid, unregulated resource extraction or heavy reliance on FDI in extractive industries)
and the goal of preserving environmental quality and resource availability for the future. Increas-
ingly, development strategies - infrastructure investment, FDI agreements, aid-funded projects, and
diversification choices alike - are evaluated not only by how much growth or income they generate
today, but by whether the resulting pattern of development can be sustained without undermining
the environment and resource base that future growth will also depend on.

- GIAI THICH TIENG VIET

Phat trién bén virng (sustainable development) 13 su phat trién dap (ng nhu ciu cua thé hé
hién tai ma KHONG lam t6n hai dén kha nang dap (ing nhu cau cua cac thé hé tuwong lai. Khai
niém nay ap dung cho MOI chién lugc phat trién da hoc: ting trudng nhanh nhd khai thac tai
nguyén khong tai tao hoic giy 6 nhiém ning c6 thé nang cao mirc séng hién tai nhung dé lai
ganh ndng méi trudng/tai nguyén can kiét cho tuong lai. Do do ludn tén tai su danh déi gilra
tdc do ting trudng nhanh trong ngan han va tinh bén virng méi trudng/tai nguyén trong dai
han.

. total GDP .
Formulas used in this chapter. GDP per capita = L. Real GDP = Nominal GDP
population
1 birth rate — death rat
XL Rate of natural increase (%) = Irth rate cath rate (birth/death rates given
price index 10

per 1,000 population). Overall population g(owth rate = natural increase + net migration

dependent. population (un(.jer 15and 65 +) « 100. Gini coefficient:
working-age population (15-64)

ranges from O (perfect equality) to 1 (maximum inequality) - no calculation required at this

level, only interpretation of given values. HDI: composite of health (life expectancy), education

(mean/expected years of schooling), and income (GNI per capita, PPP), scored O to 1.

rate. Dependency ratio =

5.7 Practice Bank

Bai tap luyén tap

Which of the following best distinguishes economic development from economic growth?

(A) Developmentisariseinreal GDP; growth (C) Development can only be measured us-
is a rise in nominal GDP ing GDP per capita; growth cannot

(B) Development is a broad, qualitative im-
provement in well-being; growth is a (D) Development and growth are two names
quantitative rise in real output for exactly the same concept
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Loi giai chi tiét

(B). Economic growth is a quantitative measure - the percentage rise in real GDP/output over
time. Economic development is a much broader, qualitative concept covering health, edu-
cation, freedom, infrastructure, and environmental quality alongside income. A country can
experience one without the other.

Bai tap luyén tap

Country Alpha has total GDP of $1.68 trillion and population 40 million. Country Beta has
total GDP of $27.5 billion and population 25 million. (a) Calculate GDP per capita for each
country. (b) State one reason this comparison might overstate the true living-standards gap
between the two countries.

I Lo i i et

(a) Alpha: $1,680,000,000,000 = 40,000,000 = $42,000. Beta: $27,500,000,000 = 25,000,000 =
$1,100.

(b) Any valid reason, e.g.: the comparison uses nominal (exchange-rate) figures rather than
PPP-adjusted figures, and price levels are typically lower in Beta, so Beta’s true purchasing
power is understated relative to Alpha’s; alternatively, GDP per capita ignores the informal
economy, which is likely to be proportionally larger in Beta, again understating Beta’s true
output/welfare.

Bai tap luyén tap

Which of the following is not a recognised limitation of GDP per capita as a measure of living
standards?

(A) It ignores how income is distributed (C) Itisalways calculated using PPP-adjusted
within the country exchange rates

(B) It excludes unpaid household work and (D) It does not measure negative environ-
informal-sector output mental externalities of production

Lai giai chi tiét

(C). GDP per capita is not always PPP-adjusted - it is very often quoted at nominal (market
exchange rate) values, which is itself one source of distortion in cross-country comparisons.
The other three options are genuine, well-recognised limitations of GDP per capita.

Bai tap luyén tap

Country J: life expectancy 76 years, mean years of schooling 10.8, GNI per capita (PPP)
$18,000. Country K: life expectancy 63 years, mean years of schooling 6.1, GNI per capita
(PPP) $4,200. Without calculating an exact HDI value, explain which country is likely to have
the higher HDI and why.

Loi giai chi tiet

Country J is likely to have the substantially higher HDI. All three underlying dimensions favour
J: its life expectancy is 13 years longer (health dimension), its adults have nearly twice the
average years of schooling (education dimension), and its PPP-adjusted income per person
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is more than four times higher (income dimension). Because HDI is a composite of all three
dimensions moving in the same direction, J's overall HDI score will clearly exceed K's.

Bai tap luyén tap

A country’s Gini coefficient rises from 0.30 to 0.42 over ten years, while its GDP per capita
also rises steadily over the same period. Explain what this combination of changes implies
about how the benefits of growth have been distributed.

Loi giai chi tiét

A rising Gini coefficient (moving further from O, closer to 1) indicates that income distribution
has become more unequal over the period. Combined with rising GDP per capita, this suggests
that the benefits of economic growth have not been shared evenly across the population -
higher-income households have likely captured a disproportionate share of the gains, while
lower-income households may have seen little improvement in relative terms (even if their
absolute income has not fallen). This is a clear example of growth occurring without a corre-
spondingly broad-based improvement in development/well-being for the whole population.

Bai tap luyén tap

Which combination correctly matches the type of poverty to its definition?

(A) Absolute poverty - below a fraction of an/average income
the national median income; Relative
poverty - below a fixed international sub-
sistence line

(C) Absolute and relative poverty both use
exactly the same fixed international

) benchmark
(B) Absolute poverty - below a fixed interna-

tional subsistence line; Relative poverty (D) Neither type of poverty is measured us-
- below a fraction of the national medi- ing an income threshold

Loi giai chi tiét

(B). Absolute poverty is defined against a fixed, internationally comparable subsistence-level
line (e.g. $2 a day, PPP-adjusted); relative poverty is defined relative to a country’s own median
or average income (commonly below 50% or 60% of it).

Bai tap luyén tap

A household of five people earns $300 per month. Using the $2-a-day PPP international
poverty line, determine whether this household is in absolute poverty. Show your working.

Loi giai chi tiét

Income per person per month = $300+-5 = $60. Income per person per day = $60-+-30 = $2.00.
This is exactly equal to the $2-a-day poverty line, so the household sits right at the threshold
- by the strict definition (income below the line), this household is not classified as being in

absolute poverty, though it has essentially no margin above the subsistence threshold and
would fall into poverty with any small drop in income or rise in prices.
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Bai tap luyén tap

Explain, using two named causes, why geographic isolation and discrimination can both lead
to persistent poverty even in a country with reasonable average national income.

Lai giai chi tiét

Geographic isolation: households in remote rural areas often lack access to markets to sell
produce, to schools and clinics, and to reliable infrastructure (roads, electricity), which keeps
their productivity and income low regardless of how well the national economy as a whole is
performing. Discrimination: groups facing discrimination based on gender, ethnicity, caste,
or region may be denied equal access to jobs, land ownership, credit, or education even when
they have the same ability as others, trapping them in poverty despite reasonable average na-
tional income - illustrating that national averages can mask severe pockets of poverty caused
by unequal access rather than a lack of national resources.

Bai tap luyén tap

Place the following stages of the vicious circle of poverty in the correct cyclical order, starting
from “low income”: (i) low capital stock, (ii) low productivity, (iii) low saving and investment,
(iv) low income.

(A) Low income — low productivity — low (C) Low income — low capital stock — low
capital stock — low saving and invest- saving and investment — low productiv-
ment — (back to) low income ity — (back to) low income

(B) Low income — low saving and invest-
ment — low capital stock — low produc- (D) The stages have no fixed order; they oc-
tivity — (back to) low income cur simultaneously and independently

Loi giai chi tiet

-

(B). Low income leaves little surplus for saving and investment; low investment means the
capital stock fails to grow; a low capital stock means low productivity per worker; and low
productivity in turn keeps income low, closing the loop.

Bai tap luyén tap

A government sets a national minimum wage significantly above the market equilibrium wage
for unskilled labour in order to reduce poverty. Using the concept of a price floor, explain one
way this policy could reduce poverty and one way it could unintentionally increase unemploy-
ment among the workers it aims to help.

| Loi gidi chi tiét

Reducing poverty: for workers who keep their jobs, a minimum wage set above the equi-
librium wage guarantees a higher income than the market would otherwise deliver, directly
raising their household income and potentially lifting them above the absolute poverty line.
Increasing unemployment: a minimum wage is a price floor in the labour market. If set above
the market-clearing (equilibrium) wage, the quantity of labour supplied (workers wanting jobs
at the higher wage) exceeds the quantity of labour demanded (jobs firms are willing to offer at
that wage), creating an excess supply of labour - i.e. unemployment. This unemployment falls
disproportionately on the very low-skilled, low-productivity workers the policy aims to help,
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since firms are least willing to employ them at a wage above their productivity’s value, and
some may be pushed into unregulated informal-sector work paid below the legal minimum.

Bai tap luyén tap

A country’s birth rate is 33 per 1,000 population and its death rate is 14 per 1,000 population.
(a) Calculate the rate of natural increase. (b) If net migration is —3 per 1,000 (net emigration),
calculate the overall population growth rate.

Loi giai chi tiét
(a) Natural increase = 33 — 14 = 19 per 1,000 = 1.9% per year.
(b) Overall population growth rate = natural increase + net migration rate = 1.9%+(—0.3%) =

1.6% per year. (Net migration of —3 per 1,000 population converts to —0.3%.)

Bai tap luyén tap

Which statement about the demographic transition is correct?

(A) Birth rates typically fall before death (C) Both birth rates and death rates fall at ex-

rates as a country develops actly the same time in every country

(B) Death rates typically fall before birth (D) Population growth is fastest when both
rates, producing a period of rapid popu- birth rates and death rates are already
lation growth low

Loi giai chi tiet

(B). As basic public health, sanitation, and nutrition improve, death rates typically fall first
while birth rates remain high for a time, opening a gap between the two that produces rapid
population growth. Birth rates tend to fall later, as incomes, education, and the cost of raising
children all rise.

Bai tap luyén tap

Country Alpha has a working-age population of 31 million and a dependent population of 19
million (total population 50 million). (a) Calculate the dependency ratio. (b) Contrast the likely
composition of this dependency burden with that of Country Beta (dependency ratio 83.3%,
calculated earlier).

j Loi giai chi tiét
. 19 .
(a) Dependency ratio = = x 100 = 61.3 (approximately 61%).

(b) Country Alpha’s dependency burden (61.3%), while still substantial, is driven mainly by an
ageing population - a relatively large share of elderly dependants - placing pressure chiefly on
pension and healthcare spending. Country Beta’s higher dependency burden (83.3%) is driven
mainly by a large child population, placing pressure chiefly on education and child healthcare
spending. Although Alpha’s ratio is lower, both economies face significant constraints on the
income available per working-age person for saving and investment.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 168



859359 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

Bai tap luyén tap

Which feature of a population pyramid most clearly indicates an ageing, low-birth-rate popu-
lation typical of many MEDCs?

(A) A very wide base that narrows sharply (C) Zero population recorded in every age
with each higher age band band above 60

(B) Roughly equal-width bars across most
age bands, including the older ones, with (D) An identical shape to a rapidly growing
a narrower base LEDC population pyramid

Loi giai chi tiét
(B). An ageing, low-birth-rate population has relatively few young children (a narrow base) but
a large share of the population surviving into middle and older age (wide or roughly equal-
width bars higher up the pyramid), unlike the wide base and sharply narrowing shape of a
rapidly growing, young LEDC population.

Bai tap luyén tap

A small island nation has abundant fertile land and natural resources but a very small popu-
lation, leaving much farmland uncultivated and infrastructure under-used. Using the relevant
population concept, classify this country and explain what would happen to output per head
if its population increased moderately.

Loi giai chi tiét

This country is underpopulated: its population is too small, relative to its available resources
and technology, to make full use of them. If its population increased moderately (bringing more
farmland into cultivation and making fuller use of existing infrastructure), output per head
would be expected to rise, since the additional workers would generate more output than the
resources currently sitting idle are producing per existing resident. This would continue until
the country reached its optimum population - the population size that maximises output per
head given its resources and technology at that time.

Bai tap luyén tap

A country invests heavily inirrigation, electrification, and new farming technology over twenty
years, without any change in its population. Explain, using the concept of optimum popula-
tion, why a population level once judged “overpopulated” could later be judged “optimal” even
though the number of people has not changed.

Loi giai chi tiet

The optimum population is not a fixed number - it depends on the resources and technol-
ogy available at a given time. Investment in irrigation, electrification, and improved farming
technology raises the amount of resources effectively available and the productivity of each
worker, meaning the same population can now be supported at a higher, or at least sustain-
able, standard of living than before. A population level that was too large relative to the old,
more limited resource/technology base (overpopulation) can therefore become appropriate
relative to the new, expanded resource/technology base (closer to optimum population), even
though the population itself never changed.
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Bai tap luyén tap

Classify each of the following as more characteristic of an LEDC or an MEDC, and justify
each briefly: (a) 62% of employment in agriculture and 70% of export revenue from a single
commodity; (b) 76% of employment in services and a diversified export base; (c) a debt-service
ratio of 28% of export revenue; (d) a dependency ratio driven mainly by an elderly population.

Loi giai chi tiét

(@) LEDC - heavy reliance on primary-sector employment and a narrow, commodity-
dependent export base (as in Country Beta) is a classic LEDC structural characteristic, exposing
the economy to price volatility and unfavourable terms of trade.

(b) MEDC - a large tertiary (services) sector and diversified exports (as in Country Alpha) in-
dicate a mature, developed economic structure less exposed to commodity-price risk.

(c) LEDC - a high debt-service ratio, crowding out spending on health, education, and infras-
tructure, is a common barrier to development in heavily indebted LEDCs.

(d) MEDC - an elderly-driven dependency ratio reflects an ageing population typical of coun-
tries further along the demographic transition, with low birth and death rates.

Bai tap luyén tap

Explain how a heavy debt burden and unfavourable terms of trade can reinforce each other as
barriers to development for a primary-commodity-exporting LEDC such as Country Beta.

Loi giai chi tiet

Country Beta relies on a single primary commodity (coffee) for around 70% of its export earn-
ings, so a long-run decline in its terms of trade (the price of its primary-commodity exports
rising more slowly than the price of the manufactured goods it imports, or falling outright)
steadily erodes its foreign-exchange earnings even if export volumes hold steady. With weaker
foreign-exchange earnings, Beta finds it harder to service its existing external debt (currently
around 28% of export revenue), potentially forcing further borrowing simply to meet inter-
est payments, or diverting an even larger share of scarce foreign exchange and government
revenue toward debt service rather than productive investment in infrastructure, health, or
education. This, in turn, keeps productivity and export capacity low, making it harder to es-
cape reliance on the same narrow, terms-of-trade-vulnerable commodity export - reinforcing
both barriers simultaneously.

Bai tap luyén tap

Which of the following is the best description of an import-substitution strategy for develop-
ment?

(A) Removing all trade barriers so domestic (C) Relying entirely on foreign aid rather than
firms are immediately exposed to full for- domestic industrial policy
eign competition

(B) Using tariffs or quotas to protect domes- (D) Exporting only unprocessed primary
tic industries so they can replace goods commodities without any industrial de-
previously imported velopment
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Loi giai chi tiét

(B). Import substitution uses protectionist trade policy (tariffs/quotas) to shield domestic in-
dustries from foreign competition while they establish themselves, with the aim of replacing
previously imported goods with domestically produced ones.

Bai tap luyén tap

Country Beta is considering shifting from reliance on coffee exports toward an export-led
manufacturing strategy. Give two potential benefits and two potential risks of this shift.

Loi giai chi tiét

Benefits: (1) diversifying away from a single primary commodity reduces exposure to
commodity-price volatility and adverse terms-of-trade movements; (2) competing in export
markets forces domestic manufacturers to become efficient and internationally competitive,
potentially raising productivity and earning valuable foreign exchange. Risks: (1) new manu-
facturing firms may struggle to compete immediately against established, more efficient for-
eign exporters, risking business failure before the industry matures; (2) success depends heav-
ily on factors partly outside Beta’s control, such as global demand for manufactured goods and
exchange-rate movements, so the strategy’s benefits are not guaranteed.

Bai tap luyén tap

A government must choose between financing a new highway network (physical infrastruc-
ture) and expanding universal primary education (human capital) with the same fixed budget.
Explain why both are often described as “pre-conditions” for growth, and outline one argument
for prioritising each.

Lai giai chi tiét

Both are described as pre-conditions for growth because they raise the productivity of virtually
every other investment in the economy: a highway network lowers the cost of moving goods
and inputs (raising the return on private investment in factories and farms), while an educated
workforce is more productive in any sector and better able to adopt new technology. Argu-
ment for the highway: without adequate transport infrastructure, goods cannot reach markets
and new private investment (including FDI) is deterred regardless of how skilled the workforce
is. Argument for education: without an educated workforce, even world-class infrastructure
will not by itself raise productivity or attract higher-value investment, and the benefits of ed-
ucation compound over a worker’s entire lifetime, and even into the next generation.

Bai tap luyén tap

Which of the following is a genuine disadvantage of foreign direct investment (FDI) for a de-
veloping host country, rather than an advantage?

(A) Transfer of technology and management (C) Creation of new jobs in the host country
expertise to local workers

(B) Profits earned by the foreign firm being (D) Additional tax revenue for the host gov-
repatriated rather than reinvested locally ernment
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Loi giai chi tiét

(B). Profit repatriation - foreign investors sending profits back to their home country rather
than reinvesting them locally - limits the long-run benefit of FDI to the host economy and is
a genuine disadvantage. The other three options are commonly cited advantages of FDI.

Bai tap luyén tap

A mining multinational proposes a large FDI project in Country Beta. The government is ne-
gotiating the terms. List three conditions the government could negotiate for to increase the
likelihood that this FDI genuinely supports Beta’s development, rather than simply repeating
its existing pattern of commodity dependence.

Lo giai chi tiét

Any three well-justified conditions, e.g.: (1) a guaranteed minimum share of tax/royalty rev-
enue retained by the government, used transparently for productive public investment (infras-
tructure, education, health); (2) binding environmental safeguards and remediation require-
ments to limit damage to land, water, and other industries such as agriculture; (3) requirements
for local employment, training, and technology transfer, so skills and management expertise
remain in Beta after the project; (4) commitments to process some of the extracted mineral do-
mestically (adding value locally) rather than exporting it entirely raw, supporting diversification
rather than reinforcing single-commodity dependence.

Bai tap luyén tap

Which combination correctly matches each aid classification to its correct pair of categories?

(A) By source: humanitarian vs. develop- (C) By source: tied vs. untied; By purpose:
ment; By purpose: bilateral vs. multilat- bilateral vs. multilateral
eral

(B) By source: bilateral vs. multilateral; By (D) Aid is classified only by its total dollar
purpose: humanitarian vs. development value, with no other categories

Loi giai chi tiét

(B). Aid is classified by source as bilateral (government to government) or multilateral (through
international institutions), and separately by purpose as humanitarian/emergency (short-term
relief) or development (long-term capacity-building). It is also classified by spending conditions
as tied or untied.

Bai tap luyén tap

A donor country provides $100 million of tied aid to Country Beta, on the condition that Beta
spends it purchasing construction equipment and consulting services from firms based in the
donor country. Explain why the true value of this aid to Beta may be less than $100 million,
and contrast this with untied aid of the same face value.

Lai giai chi tiét

Because the aid is tied, Beta is required to spend it on the donor country’s suppliers, even if
equivalent or better equipment and consulting services are available more cheaply from other
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countries. If donor-country suppliers charge above the lowest available market price, Beta ef-
fectively receives fewer real resources (less equipment, less consulting capacity) than the $100
million face value suggests - the true economic value of the aid is therefore less than $100
million. Untied aid of the same face value would allow Beta to shop for the cheapest, most
suitable suppliers worldwide, meaning the full $100 million would translate into the maximum
possible quantity of real goods and services, making untied aid generally more valuable to the
recipient for a given face value.

Bai tap luyén tap

Explain what is meant by “aid dependency” and describe one mechanism through which large,
sustained aid inflows could weaken a recipient government’s incentive to build its own do-
mestic tax base.

Lai giai chi tiét

Aid dependency describes a situation where a recipient country comes to rely on continued
foreign aid inflows to fund ongoing government spending, rather than developing the domestic
institutions and tax base needed to fund itself sustainably. Mechanism: if a government can
reliably finance a large share of its budget through aid, it faces less immediate political and fiscal
pressure to undertake the difficult, often politically unpopular work of building an effective
tax-collection system and formalising the economy - since aid can substitute for tax revenue
in the short run. If aid inflows are later reduced or withdrawn, the country may then be left
without adequate domestic revenue capacity, having under-invested in its own institutions
during the period of high aid dependency.

Bai tap luyén tap

Give one argument for and one argument against debt cancellation as a development strategy
for a heavily indebted LEDC such as Country Beta.

Loi giai chi tiet

Argument for: cancelling Beta’s debt would immediately free up the roughly 28% of export
revenue currently devoted to debt service, allowing that revenue to be redirected toward
health, education, and infrastructure spending - investment that could raise Beta’s future pro-
ductive capacity and genuinely help it escape the vicious circle of poverty. Argument against:
unconditional debt cancellation could weaken the incentive for governments (in Beta or else-
where) to borrow responsibly in the future, if they expect that unsustainable debts may even-
tually be written off; lenders may also become more reluctant to extend future credit to LEDCs
generally, or may charge a higher risk premium, if they cannot be confident that debts will ul-
timately be repaid.

Bai tap luyén tap

An entrepreneur in a rural LEDC village wants to buy a small grain mill costing $150 but has
no collateral and no credit history, so no conventional bank will lend to her. Explain how a
microfinance institution could address this specific problem, and state one limitation of relying
on microfinance as a development strategy.
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Loi giai chi tiet

A microfinance institution can provide a small, uncollateralised loan (microcredit) of $150 di-
rectly, often using group-lending schemes (where a small group of borrowers shares responsi-
bility for repayment) as a substitute for the collateral a conventional bank would require. This
supplies exactly the missing capital needed to buy the grain mill, enabling the entrepreneur
to start or expand a small business and generate income to repay the loan and support her
household. Limitation: many microfinance institutions charge relatively high interest rates
to cover the administrative cost of processing very small loans; if her milling business does
not generate enough extra income, high interest charges could leave her over-indebted rather
than better off.

Bai tap luyén tap

Explain how diversifying away from a single primary export commodity could reduce the eco-
nomic risks facing a country such as Country Beta, and give one practical way a government
could encourage diversification.

Loi giai chi tiét

Diversification spreads a country’s export earnings and government revenue across multiple
industries or commodities, so that a sharp fall in the world price of any single commodity
(e.g. coffee) no longer has a severe effect on the whole economy’s foreign-exchange earn-
ings, tax revenue, or exchange rate - directly reducing exposure to commodity-price volatility
and to a long-run adverse terms-of-trade trend in any one product. Practical way to encour-
age diversification: any reasonable answer, e.g. using tax incentives or targeted infrastructure
investment to support new manufacturing or service industries; investing in education and
vocational training aligned with these new sectors; or supporting domestic processing of the
primary commodity (e.g. roasting and packaging coffee domestically rather than exporting raw
beans) to capture more value locally before diversifying further into unrelated industries.

Bai tap luyén tap

A development agency is choosing farm equipment for a labour-abundant, capital-scarce LEDC
region. Explain, using the concept of appropriate (intermediate) technology, why importing the
most advanced, fully automated harvesting machinery used in MEDCs might not be the best
choice, even if it is technically more productive per machine.

Lai giai chi tiét

Appropriate (intermediate) technology should be suited to a country’s actual resource endow-
ment. In a labour-abundant, capital-scarce region, fully automated MEDC-style machinery is
capital-intensive and expensive to purchase, and typically requires imported spare parts and
specialist technicians to maintain and repair - resources that are scarce and costly in this con-
text. It also displaces labour that is locally abundant and needs employment, rather than mak-
ing use of it. A more labour-intensive technology, even if less productive per machine, may
generate more total output relative to the region’s actual mix of scarce capital and abundant
labour, be cheaper to buy and maintain, be repairable using local skills, and create far more
local employment - all of which can make it the more appropriate development choice despite
its lower per-machine productivity.
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Bai tap luyén tap

Define sustainable development precisely, and explain, with reference to a country heavily
dependent on mining FDI, why a strategy that maximises short-run GDP growth may not be
sustainable.

Loi giai chi tiét

Definition: sustainable development is development that meets the needs of the present gen-
eration without compromising the ability of future generations to meet their own needs. Ap-
plication: a country that maximises short-run GDP growth by allowing rapid, largely unregu-
lated mineral extraction may see fast growth in output, exports, and tax revenue today. How-
ever, if this depletes a non-renewable resource, degrades agricultural land and water sources
through pollution, and is not accompanied by reinvestment of the resulting revenue into diver-
sified, renewable sources of future income (infrastructure, education, alternative industries),
then future generations could inherit a smaller resource base, a damaged environment, and an
economy still narrowly dependent on a resource that has since been exhausted or become far
less valuable - precisely the outcome sustainable development is intended to avoid.

Bai tap luyén tap

Study the data: Country Alpha - HDI 0.91, Gini coefficient 0.32, life expectancy 81, literacy
99%, dependency ratio 61.3%. Country Beta - HDI 0.45, Gini coefficient 0.48, life expectancy
58, literacy 62%, dependency ratio 83.3%. (a) Identify which country is more developed, using
at least three of the given indicators. (b) Explain one reason why relying on the Gini coefficient
alone would give an incomplete picture of the difference between the two countries.

Loi giai chi tiet

(a) Country Alpha is clearly more developed: it has a far higher HDI (0.91 vs. 0.45, reflecting
stronger health, education, and income outcomes together), a much longer life expectancy
(81 vs. 58 years), and a substantially higher literacy rate (99% vs. 62%). Its lower dependency
ratio (61.3% vs. 83.3%) also indicates less pressure on public spending per working-age person,
though this pressure is composed differently (elderly-driven in Alpha, child-driven in Beta).
(b) The Gini coefficient alone only tells us about the distribution of income within each country
(Beta's 0.48 indicates more unequal distribution than Alpha’s 0.32); it says nothing about the
level of income, health, or education in either country. Two countries could have identical Gini
coefficients while having vastly different average living standards, so Gini must be interpreted
alongside level indicators (such as GDP per capita or HDI), not as a stand-alone development
measure.

Bai tap luyén tap

“The fastest way for an LEDC to develop is simply to maximise foreign direct investment in-
flows, regardless of sector or conditions attached.” Evaluate this statement, drawing on at
least three strategies for development discussed in this chapter.

Loi giai chi tiét
The statement is only partly correct and requires significant qualification. FDI can indeed

supply capital, technology, and jobs that a low-saving LEDC such as Country Beta could not
generate domestically, directly helping to break the vicious circle of poverty. However, uncon-
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ditional, sector-blind FDI maximisation carries real risks: FDI concentrated in a single primary
sector (e.g. mining) can deepen existing commodity dependence rather than achieve the di-
versification needed to reduce exposure to price volatility and adverse terms of trade; profits
may be repatriated rather than reinvested locally, limiting genuine long-run benefit; and, with-
out complementary investment in infrastructure and human capital, the productivity gains
from FDI may fail to spread to the rest of the economy. Sustainable development also re-
quires that FDI-driven growth not come at the cost of irreversible environmental damage. A
more balanced strategy would combine selective, well-negotiated FDI (with revenue-sharing,
environmental, and local-training conditions) alongside deliberate diversification, continued
investment in infrastructure and education, appropriate trade policy (a measured mix of im-
port substitution and export orientation depending on the industry’s stage of development),
and management of any accompanying debt, rather than treating FDI volume alone as a suf-
ficient development strategy.

Bai tap luyén tap

Country Beta earns $800 million in export revenue annually and currently spends 28% of this
on debt service. Under a new debt-relief agreement, its debt-service ratio falls to 14%. (a)
Calculate the annual debt-service payment before and after the agreement, and the amount
of revenue freed up per year. (b) Suggest one productive use for the freed revenue and explain
how it addresses one barrier to development described in this chapter.

Lai giai chi tiét

(a) Before: $800m x 0.28 = $224 million per year. After: $800m x 0.14 = $112 million per year.
Revenue freed up = $224m — $112m = $112 million per year.

(b) Any well-justified use, e.g. investing the $112 million in rural infrastructure and agricultural
extension services: this would directly address the lack of infrastructure barrier described
earlier, potentially raising agricultural productivity and rural incomes, reducing the pressure
that drives excessive rural-urban migration, and building productive capacity that could, over
time, make future debt service more sustainable without needing further relief.

Bai tap luyén tap

Using material from this entire chapter, write a short evaluation of the following claim: “Popu-
lation pyramids and dependency ratios show that Country Beta's youthful population is purely
a burden, while Country Alpha’s ageing population is purely an advantage.” Your answer should
refer to at least four concepts covered in this chapter (e.g. dependency ratio, demographic div-
idend, vicious circle of poverty, sustainable development).

Lo giai chi tiét

The claim oversimplifies both cases and should be rejected in this stark form. Country Beta's
high dependency ratio (83.3%), driven by its wide-based, youthful population pyramid, does
impose real short-run costs - heavy pressure on education and child-healthcare spending,
and little national income left over for saving and investment, reinforcing the vicious circle of
poverty. However, this same young population is not purely a burden: if Beta invests ade-
guately in the health and education of its children now, the same cohort will eventually enter
the workforce and could produce a demographic dividend - a period of rising working-age
population share that boosts output per head and saving, provided enough jobs are created
to employ them (for instance, through the diversification and export-led strategies discussed
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earlier). Conversely, Country Alpha’s lower but still substantial dependency ratio (61.3%) is
not purely an advantage: it reflects an ageing population that brings its own rising costs (pen-
sions, healthcare) and the risk of future labour shortages, and unlike Beta’s dependency bur-
den, an elderly dependency burden generally cannot be converted into a future demographic
dividend, since an ageing population’s dependency ratio typically continues rising rather than
falling. Finally, whichever demographic path either country follows, its long-run success also
depends on sustainable development: Beta's demographic dividend will only materialise, and
Alpha’s ageing transition will only be manageable, if today’s strategies (investment in human
capital, appropriate technology, diversification, sound institutions) do not come at the cost of
degrading the resource base and environment that both countries’ futures ultimately depend
on.
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CAMBRIDGE IGCSE « Unit 6

International Trade and Globalisation

Muc tiéu Unit: Phan biét lgi thé tuyét déi (absolute advantage) va lgi thé so sdnh (comparative advan-
tage) dua trén chi phi co héi, gan lai v&i khai niém chi phi co héi & Chuong 1; ti Ié trao d6i thuong
mai (terms of trade) va gi&i han clia mé hinh loi thé so sanh; ti gia hdi doai tha néi dugc xac dinh béi
cung-cau ngoai té, nguyén nhan va tac déng cla Ién gia (appreciation)/gidm gia (depreciation) tién té,
quy déi tién té hai chiéu; cac rao can thuong mai (thué quan, han ngach, trg cap), 13p luan tng hé va
phan d6i bado hd mau dich, 13p ludn cho thuong mai tu do, vai trd cia WTO; cau tric can can thanh toén
(tai khoan vang lai, tai khoan von, tai khoan tai chinh), nguyén nhan va chinh sach &rng pho véi tham hut
can can vang lai kéo dai (lién hé chinh sach tai khéa/tién té & Chuong 4); toan cau hda, vai tro clia cong
ty da quéc gia (MNCs), lgi ich va chi phi ctia toan cau hoéa (lién hé chién lugc phat trién & Chuong 5).

6.1 The Case for Specialisation and Trade

6.1.1 Absolute advantage and comparative advantage

Countries, like individuals, cannot produce everything they need efficiently on their own; just as
Chapter 1 showed that every choice involves an opportunity cost (the value of the next best alter-
native forgone), the decision of what a country should produce — and what it should instead import
— is itself an opportunity-cost problem, applied at the level of an entire economy.

Absolute advantage vs. comparative advantage

A country has an absolute advantage in producing a good if it can produce more of that good
than another country using the same quantity of resources (e.g. the same number of labour-
hours) — equivalently, it needs fewer resources to produce a given quantity of the good. A
country has a comparative advantage in producing a good if it can produce that good at a
lower opportunity cost than another country — that is, it must sacrifice less of the other good
in order to produce one more unit of this good. Crucially, comparative advantage depends
only on the relative (opportunity-cost) efficiency of production between the two goods within
each country, not on which country is absolutely more productive. This is why a country with
an absolute advantage in every good can still gain from specialising and trading according to
comparative advantage, and why mutually beneficial trade is possible even between countries
of very different overall productivity.

. GIAI THICH TIENG VIET

Loi thé tuyét ddi (absolute advantage): mot qudc gia san xuit dugc NHIEU HON mét loai
hang héa véi cung lugng ngudn luc. Loi thé so sanh (comparative advantage): mot qudc gia
san xuit mot loai hang héa vai chi phi co hdi THAP HON — tirc phai hy sinh iT HON hang héa
con lai d€ san xuat thém mot don vi. Day chinh 1a khai niém chi phi co hdi da hoc & Chuong
1, 4p dung & cap do qudc gia: quyét dinh qudc gia nén san xuat gi va nhap khau gi phu thudc
vao viéc so sanh chi phi co hoi TUONG poI gilra cac hang hoa, chr khéong chi duwa vao viéc ai
san xuat "giéi hon” mot cach tuyét déi.
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The basis for mutually beneficial trade is comparative advantage, not absolute advantage.
Two countries can gain from trade even if one is absolutely more efficient at producing every-
thing, so long as their relative (opportunity-cost) efficiencies differ across goods. Each country
should specialise in producing the good for which it has the lowest opportunity cost, and trade
for the other.

Vi du mau - Worked example — identifying comparative advantage (Cloth and Wine)

One worker-hour in Country A can produce either 10 units of Cloth or 5 units of Wine. One
worker-hour in Country B can produce either 6 units of Cloth or 6 units of Wine. Determine
each country’s comparative advantage and the pattern of specialisation.

Step 1 — opportunity cost of Cloth (in Wine forgone):

5 Wine . . 6 Wine . .
Country A: 10 Cloth — 0.5 Wine per unit of Cloth, Country B: 6 Cloth — 1 Wine per unit of
Step 2 — opportunity cost of Wine (in Cloth forgone):
10 Cloth . . 6 Cloth .
== : =1
Country A = Wine 2 Cloth per unit of Wine, Country B 6 Wine Cloth per unit of W

Step 3 — compare: Country A has the lower opportunity cost of Cloth (0.5 Wine < 1 Wine) =
A should specialise in Cloth. Country B has the lower opportunity cost of Wine (1 Cloth < 2
Cloth) = B should specialise in Wine. Note that Country A also happens to have the absolute
advantage in Cloth (10 > 6) while Country B has the absolute advantage in Wine (6 > 5) —
here the two concepts point the same way, but it is the opportunity-cost comparison, not the
raw output comparison, that formally justifies the pattern of specialisation.

Cloth.

/ine.

GIAI THICH TIENG VIET

Cach lam nhanh: tinh chi phi co héi cua MOT hang héa & ca hai nudc roi so sanh. Nuwéc nao
¢6 chi phi co hdi THAP HON cho mét hang héa thi nén chuyén moén héa san xuat hang héa dé.
O vi du trén, nuéc A hy sinh chi 0.5 don vi Rugu vang dé san xuat thém 1 don vi Vai (thap hon
muc 1 don vi Rwgu vang ctia nuée B) = A chuyén mén hda Vai; nuéce B hy sinh chi 1 don vi
Vai dé san xuat thém 1 don vi Rwou vang (thap hon mirc 2 don vi VAi ctia nude A) = B chuyén
mon héa Rugu vang.

(1) L6i thuerng gap: Do not confuse absolute advantage with comparative advantage. A country
can have the absolute advantage in both goods (produce more of everything with the same re-
sources) and still not have a comparative advantage in both — comparative advantage is always
about the trade-off (opportunity cost) within each country, compared across countries, never
about simply comparing raw output numbers directly between countries. When a question
gives you output-per-hour figures for two countries and two goods, always calculate oppor-
tunity costs before concluding who should specialise in what.

Because comparative advantage depends only on the ratio of opportunity costs within each
country, it is entirely possible for a country to hold the absolute advantage in every good and still
find it worthwhile to specialise and trade. Suppose, for example, Country A could instead produce
12 Cloth or 7 Wine per hour (absolute advantage over Country B in both goods, since 12 > 6 and
7 > 6). Its opportunity cost of Cloth would then be % ~ 0.583 Wine — still lower than Country B's
1 Wine per unit of Cloth — so Country A would still have the comparative advantage in Cloth, and
gains from specialisation and trade between the two countries would still exist. This is the central
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insight of the comparative advantage theory of trade: absolute productivity differences between
countries never rule out mutually beneficial trade, so long as relative (opportunity-cost) efficiencies
differ.

A country’s production possibility curve (PPC), introduced in Chapter 1 as the boundary of what
an economy can produce with its existing resources, provides a graphical way to see the gain from
trade directly: specialisation and trade allow a country to consume a combination of goods lying
beyond its own domestic PPC — a combination it could never have produced for itself in isolation.

Wine (units)

A

Consumption with trade
(300 Cloth, 225 Wine)

dpecialisati

tarky consumption
loth, 100 Wine)

% Cloth (units)
Domestic PPC (Country A)
Country A’'s domestic PPC (assuming 60 labour-hours available) runs from 600 Cloth (all hours to Cloth) to 300 Wine (all
hours to Wine). Producing 40 hours of Cloth and 20 hours of Wine gives an autarky consumption point on the PPC (400
Cloth, 100 Wine). By fully specialising in Cloth (its comparative advantage) and trading part of its Cloth output for Wine
at an agreed rate of 0.75 Wine per unit of Cloth (between the two countries’ domestic opportunity-cost ratios of 0.5
and 1), Country A can instead consume 300 Cloth and 225 Wine — a point that lies beyond its own domestic PPC, and so
could never have been reached through domestic production alone.

GIAI THICH TIENG VIET

uong gidgi han kha nang san xuat (PPC, da hoc & Chuong 1) cho thay truc quan lgi ich tir
thuong mai: nhd chuy@én mén hoéa theo Igi thé so sanh va trao déi vai ti 1é nam gilra hai mirc
chi phi co hdi ndi dia, mot quéc gia c6 thé TIEU DUNG mot t6 hop hang héa nim NGOAI
dudng PPC cua chinh minh - diéu khéng thé dat dugc néu chi tu san xuat trong nudce. Day |a
bing chirng truc quan cho thay vi sao lgi thé TUYET DOI khéng quyét dinh viéc thuong mai
c6 loi hay khong: ké ca khi mot nuwéc vuot troi tuyét déi &@ CA HAI hang héa, mién 13 chi phi
co hdi tuwong déi gilra hai nuéc khac nhau, thuong mai van mang lai lgi ich cho ca hai bén.

6.1.2 A second worked example: specialisation and the gain from trade

The next example uses a different pair of goods and countries, and goes one step further by com-
paring total world output of both goods before and after specialisation, to show explicitly where the
“gain from trade” actually comes from.

One worker-day in Country C can produce either 8 units of Rice or 4 units of Machinery. One
worker-day in Country D can produce either 5 units of Rice or 5 units of Machinery. Each
country has 100 worker-days of labour available. Before specialisation, each country divides
its labour equally between the two goods (50 worker-days to each good). Find each country’s
comparative advantage, then compare total world output of Rice and Machinery before and
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after full specialisation.
Opportunity costs:

Country C: OC of 1 Rice = % = 0.5 Machinery, OC of 1 Machinery = % = 2 Rice.

Country D: OC of 1 Rice = 2 = 1 Machinery, OC of 1 Machinery = 2 = 1 Rice.

Country C has the lower opportunity cost of Rice (0.5 < 1 Machinery) = C specialises in
Rice. Country D has the lower opportunity cost of Machinery (1 < 2 Rice) = D specialises in
Machinery.

Before specialisation (50 worker-days to each good in each country):
Country C: 50 x 8 = 400 Rice, 50 x 4 = 200 Machinery.

Country D: 50 x 5 = 250 Rice, 50 x 5 = 250 Machinery.
World total (before): Rice = 400 + 250 = 650, Machinery = 200 + 250 = 450.

After full specialisation (all 100 worker-days to the comparative-advantage good):
Country C: 100x8 = 800 Rice, 0 Machinery. Country D: 0 Rice, 100x5 = 500 Machinery.

World total (after): Rice = 800, Machinery = 500.

Gain from specialisation: world Rice output rises by 800 — 650 = 150 units, and world Machin-
ery output rises by 500 — 450 = 50 units — both goods increase in total, even though neither
country alone produces both any more. This combined extra output (150 Rice + 50 Machinery)
is the “gain from trade”: as long as C and D can agree on a rate to exchange Rice for Machin-
ery somewhere between their two domestic opportunity-cost ratios (0.5 and 1 Machinery per
Rice), both countries can end up consuming more of both goods than they could have produced
for themselves before specialising.

- GIAI THICH TIENG VIET

Vi du thr hai minh hoa r6 lgi ich tir thuwong mai (gain from trade): khi mdi nudc chuyén mén
héa hoan toan vao hang héa minh cé loi thé so sanh, TONG san luwong thé gidi ctia CA HAI
hang hdéa déu ting lén (Gao tang thém 150 don vi, May mdéc ting thém 50 don vi) so véi khi
moi nudc tu san xuat ca hai. Day chinh 13 ly do kinh t& hoc tng hd chuyén mén héa va thuong
mai: "chi€c banh” téng san lwong thé gigi I6n hon, mién 13 hai nuéc trao déi véi nhau theo mot
ti 1& nam gitra hai mdrc chi phi co hoi néi dia ca ho.

6.1.3 The terms of trade

Once two countries specialise, they must agree on a rate at which exports are actually exchanged
for imports — this rate is captured by the terms of trade.

l Terms of trade

The terms of trade measure the rate at which a country’s exports exchange for its imports —

in practice, usually expressed as an index number comparing the average price of a country’s
exports to the average price of its imports:

Index of export prices

Terms of trade index = ] .
Index of import prices

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 181



BENO.}SHO Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

An improvement (rise) in the terms of trade means export prices have risen relative to import
prices, so a given quantity of exports can now buy more imports than before. A deterioration
(fall) in the terms of trade means the same quantity of exports now buys fewer imports than
before, even if the physical volume of trade is unchanged.

Vi du miu - Worked example — calculating a change in the terms of trade

In a base year, a country’s export price index and import price index are both 100 (so its terms
of trade index is 100). Over the following year, average export prices rise by 20%, while average
import prices rise by only 8%. Calculate the new terms of trade index and interpret the result.

New export price index = 100 x 1.20 = 120. New import price index = 100 x 1.08 = 108.

Terms of trade index = % x 100 ~ 111.1.

Since the index has risen from 100 to approximately 111.1, the terms of trade have improved
by about 11.1%: a given quantity of this country’s exports can now buy roughly 11% more
imports than in the base year, because export prices have risen faster than import prices.

. GIAI THICH TIENG VIET

Ti lé trao d&i thuwong mai (terms of trade) do ti Ié ma hang xuat kh3u ctia mét nudc trao doi
chi s6 gia xuat khau
chi s6 gia nhap khau
nay TANG (cai thién), mét lugng hang xuat khiu nhat dinh mua dugc NHIEU hang nhap khiu
hon trudc; néu GIAM (xau di), lwgng hang xuat khau dé mua duoc IT hang nhap khau hon, du
khéi lvong thuong mai vat chat khong dai.

duoc véi hang nhap khau, thudng tinh bang chi sé = x 100. Néu chi so

(1) L6i thueng gap: Do not confuse an “improvement” in the terms of trade with an improve-
ment in a country’s trade balance. The terms of trade compare only prices (export price index
versus import price index); the trade balance compares the value of exports and imports, which
also depends on the volumes traded. A country’s terms of trade can improve (export prices
rising faster than import prices) while its trade balance simultaneously worsens, if the higher
relative export prices cause the physical volume of exports sold to fall by more than enough to
offset the price rise (this is more likely when demand for the country’s exports is price elastic).

A country’s terms of trade tend to move in a systematic direction depending on what it exports.
Countries that export mainly primary commodities (unprocessed agricultural or mineral products)
often experience volatile, and over the long run sometimes gradually deteriorating, terms of trade,
because commodity prices can be highly sensitive to global supply conditions (e.g. a bumper har-
vest, a new mineral discovery) and have historically tended to rise more slowly than the prices of
manufactured goods and services. Countries that export mainly manufactured goods or services
are generally less exposed to this pattern. This connects directly to the vulnerability of commodity-
dependent LEDCs discussed in Chapter 5: a persistently deteriorating terms of trade makes it harder
for such countries to finance a given volume of imports (including capital goods needed for develop-
ment) from a given volume of export earnings, reinforcing the case for the diversification strategies
introduced there.

. GIAI THICH TIENG VIET

Cac nudc xuat khau chd yéu hang héa co ban/thé (nong san, khoang san) thudng co ti 1é trao
déi thuong mai BIEN DONG manh va cé xu huéng XAU DI dan theo thoi gian, vi gia hang hda
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thoé thuong ting cham hon gid hang ché bién/dich vu. Diéu nay lién hé truc tiép dén su phu
thudc vao hang héa co ban cua cac nuwée LEDC (da hoc & Chuong 5): ti l1é trao d6i thuong mai
xau di kéo dai khién mot lwong xuat khau nhat dinh mua duoc ngay cang IT hang nhap khau
hon, cang cing ¢d ly do can da dang héa co ciu xuat khau.

>

qé —— Primary-commodity exporter
J\:I 120 —— Manufactured-goods exporter
o

S

=

& 100

©

£

(9]

©

o

= 80

s

S

g

|§ Year (illustrative)

Stylised long-run terms of trade paths: a primary-commodity-exporting economy’s terms of trade tend to drift
downward over time (export prices rising more slowly than import prices), while a manufactured-goods exporter’s terms
of trade tend to improve, all else equal.

6.1.4 Limitations of the comparative advantage model

The comparative advantage model is a powerful and simplified illustration of the case for trade, but
it rests on several assumptions that rarely hold exactly in the real world.

Key simplifying assumptions

The basic model assumes: (1) no transport costs between countries, so the full opportunity-
cost gain from trade is not eroded by shipping costs; (2) constant opportunity costs (no
economies or diseconomies of scale as production expands), whereas in reality opportunity
costs often change as a country specialises further; (3) factors of production are perfectly
mobile domestically (labour and capital can move freely between industries within a country)
but completely immobile internationally, whereas in reality some international factor mobility
(migration, foreign investment) does occur; and (4) it ignores non-price factors such as prod-
uct quality, branding, reliability of supply, and consumer preference for variety, which can
influence trade patterns independently of comparative opportunity cost.

GIAI THICH TIENG VIET
Mb hinh lgi thé so sanh 1a mot mé hinh don gidn héa, dua trén cac gia dinh: (1) KHONG c¢6 chi
phi van chuyén; (2) chi phi co hoi KHONG déi khi san luwong thay déi (bd qua loi thé/bat loi
thé theo quy mo); (3) cac yéu té san xuat di chuyén TU DO trong nuéc nhung HOAN TOAN
khéng di chuyén gilra cac nudc; (4) bd qua cac yéu té phi gia nhu chat lwong, thuong hiéu, do
tin cay cua nguén cung. Vi vay hoc sinh can hiéu day 13 mét mé hinh MINH HOA nguyén ly,
khong phai mé ta chinh xac tuyét doéi thuc té thwong mai quoc té.
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Simplifying assumption Real-world complication it ignores

No transport costs Shipping, insurance, and time-in-transit
costs can erode or even eliminate a
comparative-advantage gain for bulky/low-
value goods

Constant opportunity costs Opportunity costs typically rise as a country
specialises further (increasing scarcity of the
most suitable resources), unlike the straight-
line PPC assumed above

Perfect domestic mobility, zero Migration and foreign direct investment do

international mobility of factors shift some labour and capital across borders

in reality
No role for quality, branding, or Consumers often pay a premium for a
reliability trusted brand or a more reliable supplier

even when a cheaper, opportunity-cost-
efficient alternative exists

Each simplifying assumption of the comparative advantage model, paired with the real-world complication it sets aside.

6.2 Exchange Rates

6.2.1 How a floating exchange rate is determined

An exchange rate is the price of one currency expressed in terms of another currency. Under a
floating exchange rate system, this price is determined purely by the free interaction of demand
for and supply of the currency in the foreign exchange market, with no government or central bank
intervention to fix its level.

Demand for and supply of a currency

Demand for a country’s currency arises from: foreigners wishing to buy that country’s exports
(they must first obtain the country’s currency to pay for them); foreign investors wishing to
buy assets in that country (inward investment — building a factory, buying shares or bonds, or
depositing funds to earn the domestic interest rate); and speculators who buy the currency
expecting it to rise in value, hoping to profit from the appreciation. Supply of a country’s
currency arises from: the country’s own residents and firms wishing to buy imports (they must
sell their domestic currency to obtain foreign currency to pay foreign suppliers); residents and
firms wishing to invest abroad (outward investment, which requires selling domestic currency
to buy foreign currency); and speculators who sell the currency expecting it to fall in value.

GIAI THICH TIENG VIET

Cau déi vai mot déng tién dén tir: ngudi nwdc ngoai mua hang xuat khau cua nudc dé (phai
mua dong tién nuéc doé trudc); nha dau tu nudc ngoai mudn dau tu VAO nudc do; va nha
dau co ky vong dong tién sé lén gid. Cung doi v&i mot dong tién dén tur: ngudi dan/doanh
nghiép trong nudc mua hang nhap khau (phai ban déng tién trong nudc dé 13y ngoai té); ngudi
dan/doanh nghiép dau tu RA NUGC NGOAI; va nha dau co ky vong dong tién sé giam gia.
Trong ché& do ti gia tha ndi, ti gia hoan toan do cung-cau ngoai té trén thj trudng quyét dinh,
khoéng cé su can thiép ctia ngan hang trung uvong.

Appreciation is a rise in the price of a currency relative to other currencies, caused by an in-
crease in demand for the currency, a decrease in its supply, or both. Depreciation is a fall in
the price of a currency relative to other currencies, caused by a decrease in demand for the
currency, an increase in its supply, or both.

Thay Twdng 0332747 169 - Cb6 Nancy 0983422 692 Cambridge IGCSE Economics - Trang 184



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

Price of £ ($ per £)

A

$1.70
$1.50

Rt L% Quantity of £

Appreciation of the pound. An increase in demand for £ (e.g. stronger foreign demand for UK exports, or a rise in UK
interest rates attracting inflows) shifts D, — D, raising the equilibrium price of £ from E, to E, (illustratively, from
$1.50 to $1.70 per £) at an unchanged supply curve.

Price of £ ($ per £)

A

$1.50
$1.25

B % Quantity of £

Depreciation of the pound. An increase in the supply of £ (e.g. UK residents buying more imports, or UK residents
investing more heavily abroad after a fall in UK interest rates) shifts S, — S, lowering the equilibrium price of £ from
E, to E (illustratively, from $1.50 to $1.25 per £) at an unchanged demand curve.

GIAI THICH TIENG VIET

ai so do6 trén minh hoa lén gia (appreciation, cau dong bang Anh tang = gia dong bang tang tir
$1.501én $1.70) va giam gia (depreciation, cung déng bang Anh tang = gia déng bang giam tur
$1.50 xudng $1.25). Luu y: 1én gia/giam gia c6 thé dén tir dich chuyén dudng CAU (D) HOAC
duong CUNG (S) clia dong tién dé — hoc sinh can xac dinh ding dau la nguyén nhan (cau hay
cung) trong mbi tinh hudng dugc mé ta.
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6.2.2 Factors causing appreciation and depreciation

What moves a floating exchange rate

Relative interest rates: if a country raises its interest rates relative to other countries, it at-
tracts short-term speculative capital inflows (“hot money”) seeking the higher return, increas-
ing demand for its currency and causing it to appreciate; a relative fall in interest rates has the
opposite effect. Relative inflation rates: a country with persistently higher inflation than its
trading partners sees its exports become steadily less price-competitive abroad (reducing for-
eign demand for its currency) while its imports become relatively more attractive to domestic
residents (increasing supply of its currency), both of which push the currency to depreciate
over time. Current account performance: a persistent current account deficit (imports of
goods/services consistently exceeding exports) generally reflects — and reinforces — greater
supply of the currency than demand for it, pushing it toward depreciation; a persistent surplus
has the opposite effect. Speculation: if speculators expect a currency to rise (e.g. due to antici-
pated interest-rate rises or strong growth prospects), they buy it now, and this buying itself can
help cause the very appreciation they expected — speculation can therefore be self-fulfilling
and can also make exchange rates more volatile than underlying trade and investment flows
alone would justify. Relative growth rates: a country growing faster than its trading partners
tends to suck in more imports (as rising incomes raise import demand), increasing the supply
of its own currency and putting downward pressure on it.

. GIAI THICH TIENG VIET

Cac yéu to khién ti gia lén gia/giam gia: lai suat twong dai (13i suat trong nudc cao hon thu hat
dong von "néng” = Ién gid); lam phat twong doéi (lam phat trong nudc cao hon lam hang xuat
khau kém canh tranh, hang nhap khau hap dan hon = gidm gia); can can vang lai (tham hut
kéo dai = giam gia; thang du kéo dai = [én gia); dau co (ky vong dbng tién tang/gidm co thé
tu trd thanh hién thuc); téc dd ting trudng tuong dodi (ting trudng nhanh hon = nhap khau
nhiéu hon = cung tién té tang = giam gia).

Quick-reference summary: each factor’s mechanism and resulting direction of movement in a floating exchange rate.

Thay Tudong 0332747 169 -

Factor

Mechanism

Effect

Relative interest rates
rise

Relative inflation
rises
Current account

moves into surplus

Speculators expect a
rise
Relative growth rate
rises

Hot money inflows seeking
higher return = demand for
currency rises

Exports less competitive, imports
more attractive = demand falls,
supply rises

Demand for currency (from ex-
ports) exceeds supply (from im-
ports)

Speculative buying
creases demand now
Rising incomes suck in more im-
ports = supply of currency rises

itself in-

Appreciation

Depreciation

Appreciation

Appreciation

Depreciation
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6.2.3 Effects of appreciation and depreciation

' Effects of an appreciation

When a currency appreciates: exporters find their goods become more expensive in foreign-
currency terms (since foreign buyers now need more of their own currency to buy the same
quantity of the exporting country’s currency), which can reduce export volumes and squeeze
exporters’ competitiveness abroad, particularly if foreign demand for the exports is price elas-
tic. Importers and domestic consumers benefit, as imports become cheaper in domestic-
currency terms, raising consumers’ purchasing power over foreign goods and lowering costs
for domestic firms that rely on imported raw materials or components. Inflation: cheaper
imports (including imported raw materials and finished consumer goods) reduce cost-push in-
flationary pressure in the domestic economy, and increased competition from now-cheaper
imports can also restrain domestic firms from raising their own prices.

Effects of a depreciation

When a currency depreciates: exporters find their goods become cheaper in foreign-currency
terms, potentially boosting export volumes and competitiveness abroad (particularly where
foreign demand is price elastic) — though exporters may instead choose to keep the foreign-
currency price unchanged and simply earn a higher domestic-currency profit margin per unit
sold. Importers and domestic consumers are worse off, as imports become more expensive
in domestic-currency terms, raising the cost of imported consumer goods and of imported
raw materials/components used by domestic firms. Inflation: more expensive imports directly
raise cost-push inflationary pressure (particularly significant for economies reliant on imported
energy, food, or industrial inputs), and reduced competition from now-more-expensive im-
ports can also allow domestic firms more room to raise their own prices.

GIAI THICH TIENG VIET

Lén gia (appreciation): xuat kh3u tré nén DAT hon vé6i ngudi nudc ngoai (cé thé 1am gidm khéi
lwong xuat khau), nhap khau tré nén RE hon (c6 107 cho ngudi tiéu dung va doanh nghiép dung
nguyén liéu nhap khau), va gitip GIAM ap luc lam phat (do chi phi ddy tir hang nhap khau giam).
Giam gia (depreciation): hiéu (rng NGU'QC LAl hoan toan — xuat khau RE hon véi ngudi nuée
ngoai (cé thé ting khoi lwong xuat khau), nhap khau DAT hon (bat loi cho ngudi tiéu dung), va
lam TANG ap luc lam phat chi phi day (d3c biét véi nuéc phu thudc nhiéu vao nhap khau ning
lwong/lvong thuc).

Appreciation (currency rises)

Depreciation (currency falls)

Exporters Goods more expensive Goods cheaper abroad; ex-
abroad; export volumes may port volumes may rise (es-
fall (especially if foreign pecially if foreign demand is
demand is elastic) elastic)

Importers / Imports cheaper; consumers Imports more expensive;

consumers and import-using firms bene- consumers and import-using
fit firms worse off

Inflation Cheaper imports ease cost- Dearer imports add cost-

push pressure; more import
competition restrains domes-
tic prices

push pressure; less import
competition allows domestic
prices to rise

Appreciation and depreciation produce exactly opposite effects on exporters, importers/consumers, and inflation.

Thay Tudong 0332747 169 -

C6 Nancy 0983422 692

Cambridge IGCSE Economics - Trang 187



8020 Chuyén luyén thi IELTS/SAT — AP /IB/ A-levels

ENGLISH

(1) L6i thuong gap: Students very frequently reverse the effect of appreciation/depreciation
on exporters. Remember: appreciation makes a country’s exports more expensive to foreign
buyers (bad news for exporters, all else equal), while depreciation makes exports cheaper to
foreign buyers (good news for exporters). A useful check: appreciation means the currency is
now “worth more,” so foreigners need to hand over more of their own currency to buy the same
amount of it — making anything priced in that currency (including exports) more expensive to
them.

Vi du miu - Worked example — identifying appreciation and its effects

Country Zeta's central bank raises its policy interest rate significantly above the rates prevail-
ing in its major trading partners, with no other change in the economy. Explain the likely effect
on Zeta's exchange rate, and state one likely effect on Zeta's exporters.

The higher interest rate makes deposits and bonds denominated in Zeta's currency more at-
tractive to foreign investors seeking a higher return, so foreign investors buy more of Zeta's
currency to invest in it — an increase in demand for Zeta’s currency (a rightward shift of the
demand curve). With supply of the currency unchanged, this raises its equilibrium price: Zeta's
currency appreciates. For Zeta's exporters, this appreciation means their goods become more
expensive when priced in foreign currency, which is likely to reduce the volume of exports
sold abroad (especially for goods facing price-elastic foreign demand), squeezing exporters’
international competitiveness.

Vi du mau - Worked example — identifying depreciation and its effects

Country Omega experiences a sudden widening of its current account deficit at the same time
as a sovereign credit-rating downgrade, which triggers an outflow of foreign investment capi-
tal. Explain the likely effect on Omega’s exchange rate, and state one likely effect on Omega's
domestic inflation.

The widening trade deficit means fewer of Omega’s exports are being bought relative to its
imports (weaker demand for its currency, and continuing strong supply of its currency as resi-
dents buy imports), while the credit downgrade causes foreign and domestic investors to move
funds out of Omega-currency assets (further reducing demand for, and increasing supply of,
the currency as it is sold to buy foreign currency instead). Both effects push Omega’s currency
to depreciate. For domestic inflation, the depreciation makes imported goods (raw materials,
energy, and finished consumer imports) more expensive in Omega’s own currency, directly
adding cost-push inflationary pressure to the domestic economy.

Vi du miu - Worked example — quantifying the effect of appreciation on an export price

A UK exporter sells a machine for £10,000. At an exchange rate of £1 = $1.50, calculate
the price a US buyer pays in dollars. If the pound then appreciates to £1 = $1.65, with the
exporter’s sterling price unchanged, recalculate the dollar price and the percentage increase
faced by the US buyer.

Before appreciation: $ price = £10,000 x 1.50 = $15,000.
After appreciation: $ price = £10,000 x 1.65 = $16,500.

$16,500 — $15,000

$15.000 x 100 = 10%.

Percentage increase =
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The US buyer now pays 10% more in dollar terms for exactly the same machine, purely because
of the pound'’s appreciation (which was itself a 10% rise, from $1.50 to $1.65 per £) — confirming
that appreciation passes directly through into a higher foreign-currency export price whenever
the exporter’'s home-currency price is left unchanged.

Vi du mau - Worked example — quantifying the effect of depreciation on an import cost

A UK refinery imports crude oil priced at $80 per barrel on the world market (a dollar price,
unaffected by the UK'’s own exchange rate). Calculate the cost per barrel in pounds sterling
at an exchange rate of £1 = $1.50, and again after the pound depreciates to £1 = $1.30. State
the percentage increase in the sterling cost.

Before depreciation: £ cost = fi% = £53.33 per barrel.

After depreciation: £ cost = fi% = £61.54 per barrel.

£61.54 — £53.33
P i = 100 ~ 15.4%.
ercentage increase 75333 x 100 5.4%

Even though the dollar price of oil has not changed at all, the pound’s depreciation (from $1.50
to $1.30 per £, a fall of about 13.3%) raises the sterling cost of every barrel by about 15.4% — a
direct illustration of how depreciation adds cost-push inflationary pressure through the price
of imported inputs, independent of anything happening in the UK’s own domestic market.

6.2.4 Currency conversion

Converting an amount of money from one currency to another using a given exchange rate is a direct
multiplication or division, depending on the direction of conversion.

Vi du mau - Worked example — converting pounds into dollars

The exchange rate is £1 = $1.60. How many US dollars will a traveller receive in exchange for
£500?

$ received = £500 x 1.60 = $800.

Vi du mau - Worked example — converting dollars into pounds (the inverse direction)

The exchange rate is £1 = $1.28. An American tourist has $960 to convert into pounds sterling
before travelling to London. How many pounds will she receive?

1
Since £1 = $1.28, each dollar is worth f—% SO:

$960
ived = —— = :
£ receive 193 £750

Check: converting back, £750 x 1.28 = $960 (v').

GIAI THICH TIENG VIET

VN
Quy déi tién té: néu ti gid cho biét 1 don vi tién A = X don vi tién B, thi dé€ déi tir A sang B
ta NHAN véi X; d€ dai tir B sang A ta CHIA cho X. Luén kiém tra chiéu quy déi can than: déi
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bang Anh sang d6 la thi nhan vdéi ti gia (vi 1 bang = nhiéu dé la hon), con déi dé la sang bang
thi chia cho ti gia.

6.2.5 Fixed and managed exchange rate systems

Not every country allows its currency to float freely. Under a fixed exchange rate system, the gov-
ernment or central bank commits to maintaining the exchange rate at (or very close to) a specific
target level against another currency, typically by buying its own currency using foreign currency
reserves when there is downward pressure on the rate, and selling its own currency (accumulat-
ing reserves) when there is upward pressure. A managed float sits between the two extremes: the
exchange rate is mostly left to float according to market forces, but the central bank intervenes occa-
sionally to smooth out excessive short-term volatility or to resist a movement it judges undesirable.
This chapter’s focus, in line with the syllabus, remains on the freely floating exchange rate system
described above.

- GIAI THICH TIENG VIET
Ngoai ti gia tha néi, mot s6 nudc dung ti gia ¢é dinh (ngdn hang trung wong mua/ban du trir
ngoai hoi dé gitr ti gia & mirc muc tiéu) hodc tha néi cé quan ly (chu yéu dé thi trudng quyét
dinh nhung thinh thodng can thiép). Trong tam ctia chuwong nay van 13 co ché ti gia tha néi tw
do theo cung-cau.

6.3 Trade Barriers and the Case for Free Trade
6.3.1 Tariffs

R i |

A tariff is a tax imposed on imported goods as they enter a country. A tariff raises the price
paid by domestic consumers for the imported good (above the world price by the amount
of the tariff), which reduces the quantity of the good demanded, encourages consumers to
switch toward domestically produced substitutes, and raises revenue for the government.

Vi du mau - Worked example — the price and quantity effect of a tariff

A good is freely available on the world market at a price of $10 per unit, and domestic quantity
demanded is given by Q, = 1,000 — 50P. The government imposes a specific tariff of $4
per unit on imports of this good. Find quantity demanded before and after the tariff, and the
resulting change in domestic price and quantity demanded.

Before the tariff (P = $10):
@, = 1,000 — 50(10) = 1,000 — 500 = 500 units.

After the tariff, the domestic price rises by the full amount of the tariff to P = $10 4 $4 = $14:
Q4 = 1,000 —50(14) = 1,000 — 700 = 300 units.

The domestic price rises from $10 to $14 (a 40% increase), and quantity demanded falls from
500 to 300 units (a fall of 200 units, or 40%). The tariff raises government revenue of $4 x 300 =
$1,200 on the units still imported, while also encouraging some of the lost import demand to
be met by (typically less efficient, higher-cost) domestic producers instead.
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GIAI THICH TIENG VIET
Thué quan (tariff) 1a thu€ danh vao hang nhap khau, 1am TANG gia ban trong nuéc (bang ding
mirc thué néu chuyén hoan toan cho ngudi tiéu dung) va lam GIAM lwong cau déi véi hang
nhap khau do, déng thoi tao ngudn thu ngan sach cho chinh pha.

Stakeholder Effect of the tariff

Domestic pro- Gain: face less import competition, can sell more output at
ducers a higher price than under free trade

Domestic  con- Lose: pay a higher price and/or have less choice than under
sumers free trade

Government Gain: collects tariff revenue on units still imported

Foreign exporters Lose: face a smaller, less profitable market as some demand
switches to (higher-cost) domestic output

Distributional effects of a tariff: gains for domestic producers and the government are offset by losses for domestic
consumers and foreign exporters, with the efficiency loss from producing above the internationally efficient level
explaining why free trade is generally judged to raise total welfare despite these individual gains.

6.3.2 Quotas

I Guotes |

A quotais a direct physical limit on the quantity of a good that may be imported over a given pe-
riod. Unlike a tariff, which works by raising price (leaving quantity to adjust indirectly through
the demand curve), a quota works by directly capping quantity, and the domestic price then
rises as a secondary consequence, because the restricted (capped) supply of imports is no
longer sufficient to satisfy quantity demanded at the original world price.

Vi du miu - Worked example — comparing an equivalent tariff and quota

Using the same import demand as the tariff example above, @, = 1,000 — 50P, suppose that
instead of a $4 tariff, the government imposes an import quota limiting imports to exactly 300
units (chosen here to match the post-tariff quantity, for direct comparison). Find the price
consumers must pay for the good under the quota, and compare the outcome with the tariff
case, focusing on who captures the $4-per-unit gap between the world price and the domestic
price.

Setting quantity demanded equal to the fixed quota quantity, @, = 300, and solving the de-
mand equation for price (P = %):
p_ 1,000 — 300 _ @ — g4,
50 50

The quota therefore produces exactly the same price ($14) and quantity (300 units) as the $4
tariff. However, the two policies differ in who receives the $4-per-unit gap between the $10
world price and the $14 domestic price: under the tariff, this $4 per unit (x300 units = $1,200)
is collected by the government as tariff revenue; under the quota, no such payment is made to
the government at all — instead, this same $4-per-unit gap becomes a scarcity rent captured
by whichever firms hold the licences to import under the quota (unless the government instead
auctions the import licences competitively, in which case it could capture some or all of this
value itself).
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GIAI THICH TIENG VIET

Han ngach (quota) gigi han TRUC TIEP vé SO LUONG hang nhap khau, khac véi thué quan
(gidi han gian ti€p qua viéc ting gia). DU han ngach va thué quan cé thé tao ra CUNG mot mirc
gia va sé luong, diém khac biét quan trong 13: v&i thué€ quan, phan chénh léch gia thudc vé
CHINH PHU (doanh thu thué); v&i han ngach, phan chénh léch dé thuong thuéc vé DOANH
NGHIEP n3m giir gidy phép nhap khau, trtr khi chinh pht dau gia gidy phép do.

6.3.3 Subsidies to domestic producers

Subsidies as a trade barrier

A subsidy to domestic producers is a payment from the government that lowers a domes-
tic firm’s effective cost of production, making domestically produced goods more price-
competitive against imports without directly taxing the import itself. Unlike a tariff or quota, a
subsidy works entirely on the domestic supply side: it shifts the domestic supply curve to the
right (lowering the price at which domestic firms are willing to supply each quantity), allowing
domestic output to expand and compete more effectively against (still fully-priced) imports,
at a direct cost to the government’s budget rather than a source of revenue.

. GIAI THICH TIENG VIET

Trg cap (subsidy) cho nha san xuat trong nudc 1am GIAM chi phi san xuat hiéu qua, gitip hang
ndi dia canh tranh tot hon véi hang nhap khau MA KHONG danh thué truc tiép 1én hang nhap
khau. Khac vai thué quan (tao doanh thu cho chinh phu), trg cip 1a mot khoan CHI cua chinh
pha, 1am dich chuyén dudng cung ndi dia sang phai.

Vi du miu - Worked example — the effect of a production subsidy

Domestic supply of a good is QQ, = —100 + 10P, and the good is freely traded at a fixed world
price of $20 (so consumers continue to pay $20 regardless of the domestic policy chosen). The
government introduces a subsidy of $5 per unit paid directly to domestic producers. Calculate
domestic quantity supplied before and after the subsidy, and the total cost of the subsidy to
the government.

Before the subsidy (domestic producers receive the market price of $20 per unit):
@, = —100 + 10(20) = —100 4 200 = 100 units.

After the subsidy, domestic producers effectively receive $20 + $5 = $25 per unit (the $20
market price plus the $5 subsidy), even though consumers continue to pay only $20:

Q, = —100 + 10(25) = —100 + 250 = 150 units.

Domestic output rises from 100 to 150 units (a rise of 50 units) without any change in the price
paid by consumers, unlike a tariff or quota — the entire adjustment happens through the effec-
tive price received by producers. The subsidy costs the government $5 x 150 = $750.
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S, (domestic supply)

N P, + t (with tariff)

—————————— P, (world price)

DH{dendtiantéiyand)

N

\

A) 4
Imports before tariff

A tariff diagram: at the world price P, domestic supply @, falls short of domestic demand Q ;, and the gap is met by
imports. A tariff ¢ raises the domestic price to P,, + t, expanding domestic supply to Q’, contracting domestic demand
to Q/;, and shrinking the volume of imports to the narrower gap Q/;, — Q~.

Instrument  Mechanism Effect on domestic Who gains the
price / import quan- price-cost gap?
tity
Tariff Tax per unit charged Domestic price rises Government (tariff
onimports atthe bor- by (up to) the tariff; revenue)
der import quantity falls
Quota Direct legal limit on Domestic price rises Holders of import li-
the quantity of im- as a secondary ef- cences (or govern-
ports allowed fect of capped sup- ment, if licences are
ply; import quantity auctioned)
fixed at the quota
level
Subsidy Payment to domes- Domestic supply No one directly — it
tic producers, low- curve shifts right; is a cost to the gov-
ering their effective domestic output ernment’s budget

production cost

rises, import quan-
tity typically falls;
import price itself is
unaffected

Comparing tariffs, quotas, and subsidies as trade-barrier instruments.

(1) Loi thuerng gip: Do not describe a quota as “just a type of tariff” A tariff is fundamen-
tally a price instrument (a tax that raises price, with quantity adjusting indirectly); a quota is
fundamentally a quantity instrument (a direct cap on quantity, with price adjusting indirectly).
They can be engineered to produce an identical price and quantity outcome (as in the worked
example above), but they differ crucially in who captures the resulting price-cost gap, and a
quota (unlike a tariff) generates no automatic government revenue.
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Stakeholder Effect of the quota

Domestic pro- Gain: face less import competition, exactly as with an equiv-
ducers alent tariff

Domestic  con- Lose: pay a higher price and/or have less choice, exactly as
sumers with an equivalent tariff

Government No automatic revenue (unlike a tariff), unless import licences

are auctioned competitively
Holders of import  Gain: capture the scarcity rent (the gap between world and
licences domestic price) on each unit they are licensed to import

Distributional effects of a quota. Compared with the tariff table above, domestic producers, consumers, and foreign
exporters are affected in essentially the same way; the key difference is that the price-cost gap benefits import-licence
holders rather than the government.

6.3.4 Arguments for protectionism

Reasons for protectionism, with evaluative counterpoints

Infant industry protection: a new domestic industry may need temporary protection from es-
tablished, larger foreign competitors while it grows large enough to exploit economies of scale
and become internationally competitive. Counterpoint: if protection is not genuinely tempo-
rary, the “infant” industry may never be forced to become efficient, remaining permanently re-
liant on protection (never actually “growing up”), while domestic consumers pay higher prices
indefinitely. Protecting/saving domestic jobs, especially in politically sensitive industries with
strong regional employment concentration. Counterpoint: saving jobs in one protected indus-
try can raise costs (and therefore destroy jobs) in other domestic industries that use the now
more-expensive protected import as a production input, so the net effect on total employment
is often far smaller — or even negative — than the protected industry’s job losses alone would
suggest. Anti-dumping: preventing foreign firms from selling exports below cost (dumping)
to drive domestic competitors out of business before raising prices later. Counterpoint: anti-
dumping measures are sometimes used as a pretext for protecting inefficient domestic indus-
tries from genuinely lower-cost foreign competition that is not actually dumping. National
security / strategic self-sufficiency: maintaining minimum domestic production capacity in
industries such as food or energy, so the country is not entirely dependent on potentially
unreliable foreign supply during a crisis or conflict. Counterpoint: strategic self-sufficiency is
typically far more costly than relying on international trade, so it must be weighed carefully
against the (hopefully rare) risk it insures against. Correcting a large or persistent trade deficit:
restricting imports directly to narrow an unsustainable current account deficit. Counterpoint:
restricting imports invites retaliation from trading partners (who may protect their own mar-
kets in response, harming the country’s exporters), and does not address the underlying causes
of the deficit (such as weak competitiveness or excessive domestic demand growth).

- GIAI THICH TIENG VIET

Ly do bdo hd mau dich: (1) bado vé nganh céng nghiép non tré - nhung cé thé "khéng bao gio
trudng thanh” néu dugc bao hd mai mai; (2) bao vé viéc 1am trong nuéc - nhung cé thé lam
tang chi phi va mat viéc 1am & CAC nganh khac duing hang nhap khau bi bao hé 1am dau vao;
(3) chéng ban pha gia - nhung déi khi bi lam dung dé bao vé nganh kém hiéu qua; (4) an ninh
qudc gia/tu chu chién luoc (lvong thuc, nang lvong) - nhung thuong tén kém hon nhiéu so
vGi thuong mai tu do; (5) khac phuc tham hut thuwong mai kéo dai - nhung c6 thé bj tra dia
va khoéng giai quyét tan goc nguyén nhan tham hut.
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6.3.5 The case for free trade

' The case for free trade, revisited in depth

Efficient resource allocation: free trade allows each country to specialise according to compar-
ative advantage, raising total world output (as demonstrated numerically earlier in this chap-
ter). Lower prices and greater consumer choice: removing tariffs/quotas lowers prices paid by
consumers and widens the range of goods and brands available, including goods that cannot
be produced domestically at all. Increased competition: exposure to foreign competition dis-
ciplines domestic firms to become more efficient, innovative, and cost-conscious, rather than
growing complacent behind protective barriers. Access to larger markets and economies of
scale: firms selling into the whole world market, rather than just their domestic market, can
produce at a much larger scale, lowering average costs and passing some of the saving on as
lower prices. Transfer of technology and ideas: trade (and the foreign investment and business
links that often accompany it) spreads new production techniques, management practices, and
innovations between countries, raising productivity more broadly.

- GIAI THICH TIENG VIET
Ly do ung hé thuong mai tu do: (1) phan bé nguén luc hiéu qua nho loi thé so sanh; (2) gia
thap hon, nhiéu lwva chon hon cho ngudi tiéu dung; (3) canh tranh tang budc doanh nghiép
trong nudc hiéu qua hon; (4) ti€p can thi truong I6n hon, khai thac dugc loi thé kinh té theo
quy mé; (5) chuyén giao céng nghé va y tuéng gitra cac nudc.

6.3.6 The World Trade Organisation

The World Trade Organisation (WTO), established in 1995 as the successor to the General Agree-
ment on Tariffs and Trade (GATT), is the main international institution promoting multilateral trade
liberalisation: negotiating rounds of reductions in tariffs and other trade barriers among its member
countries, setting agreed rules for international trade, and providing a formal mechanism for member
countries to resolve trade disputes with one another.

GIAI THICH TIENG VIET
T6 chirc Thuong mai Thé gidi (WTO), thanh 1ap nam 1995 (k€ thira GATT), 1a té chirc quéc té
chinh thic day tw do héa thuwong mai da phuong: dam phan giam thué quan/rao can thuong
mai gilta cac nudc thanh vién, dat ra luat choi chung, va giai quyét tranh chap thuong mai gitra
cac thanh vién.

Alongside multilateral liberalisation through the WTO, many countries also pursue trade liberal-
isation on a smaller scale through regional trade agreements: a free trade area removes tariffs and
guotas between its own member countries while each member keeps its own separate tariffs against
non-members; a customs union goes further, additionally requiring members to adopt a common
external tariff against non-members. Such arrangements can deliver many of the gains from free
trade described above among their members more quickly than a full multilateral WTO round, but
they can also divert trade away from lower-cost producers outside the bloc toward higher-cost pro-
ducers inside it (trade diversion), which can partly offset the efficiency gains from the trade the bloc
does create between its own members (trade creation).

- GIAI THICH TIENG VIET
Ngoai WTO (da phuong), nhiéu nuéc con tham gia hiép dinh thuwong mai khu vuc: khu vuc
mau dich tu do (free trade area) - x6a thu€ quan gilra cac thanh vién nhung méi nuwéc van gilr
thué quan riéng véi nudce ngoai khéi; lién minh thué quan (customs union) - di xa hon, ap dung
chung mét mirc thué quan déi v&i nuwde ngoai khoi. Cac hiép dinh nay gitp tao ra thuong mai
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ma&i gilra cac thanh vién (trade creation) nhung cling cé thé [am CHUYEN HUGNG thuong
mai (trade diversion) tir nha san xuat chi phi thap bén ngoai khoi sang nha san xuat chi phi cao
hon bén trong khai, lam giam bét loi ich hiéu qua dat duoc.

6.4 The Balance of Payments

6.4.1 Structure of the balance of payments

The three main accounts

The balance of payments is a record of all financial transactions between a country’s residents
and the rest of the world over a given period. It is conventionally divided into three main ac-
counts. The current account (the syllabus focus, covered in full depth below) records trade
in goods and services, investment income, and transfers. The capital account records rela-
tively small-scale capital transfers, such as debt forgiveness and the transfer of non-produced,
non-financial assets. The financial account records larger investment flows between a coun-
try and the rest of the world, including foreign direct investment (FDI) (building or acquiring
lasting productive assets abroad), portfolio investment (buying foreign shares and bonds with-
out acquiring management control), and changes in a country’s official reserve assets (foreign
currency and gold held by the central bank). The current account is only one part of the full
balance of payments; a current account deficit must, by definition, be financed (balanced) by a
corresponding net inflow recorded somewhere in the capital and financial accounts, and vice
versa for a surplus.

Account What it records

Current account Visible trade (goods) + invisible trade (services) + primary
income (net investment income) + secondary income (net
current transfers)

Capital account Capital transfers (e.g. debt forgiveness) and transactions
in non-produced, non-financial assets (small in most
economies)

Financial account Foreign direct investment (FDI), portfolio investment

(shares, bonds), and changes in official reserve assets

Headline structure of the balance of payments. The syllabus focus is the current account, detailed in full below; the
capital and financial accounts are introduced here only so the current account is understood as one part of a larger whole.

GIAI THICH TIENG VIET

an can thanh toan (balance of payments) gom ba tai khoan chinh: tai khoan vang lai (current
account - trong tdm clia chuong nay); tai khodn vén (capital account - cac khodn chuyén giao
von nho, vi du x6a ng); va tai khoan tai chinh (financial account - cac dong dau tu I6n: FDI,
dau tu gian tiép, thay déi du trir ngoai héi). Tai khoan vang lai chi 1A MOT PHAN cua can can
thanh toan téng thé - tham hut vang lai ludn phai dugc bu dap béi dong vén rong chay vao
ghi nhan & tai khoan vén/tai chinh, va ngugc lai.

The financial account’s two main investment flows are easy to tell apart: FDI means acquiring
lasting control or a significant management stake in a foreign productive asset (e.g. an MNC build-
ing a factory abroad, as discussed later in this chapter), while portfolio investment means buying
foreign financial assets (shares, bonds) purely for a financial return, with no intention of controlling
or managing the underlying business. A current account deficit financed mainly by stable, long-
term FDI inflows is generally viewed as more sustainable than one financed mainly by short-term,
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easily-reversed portfolio inflows or “hot money,” since the latter can be withdrawn quickly if investor
sentiment changes, potentially forcing a sudden, disruptive adjustment.

- GIAI THICH TIENG VIET
Trong tai khoan tai chinh, FDI (dau tu truc ti€p nuéc ngoai) 1a dau tu dai han nham nam quyén
ki€m soat/quan ly mot tai san san xuat & nuwdc ngoai (vi du MNC xay nha may), con dau tuw
gian tiép (portfolio investment) chi 14 mua c6 phi€u/trai phi€u nudc ngoai dé hudng loi tire tai
chinh, khéng nham kiém soat doanh nghiép. Tham hut vang lai dugc tai tro chu yéu bang FDI
6n dinh thudng duoc coi 1a bén virng hon so va&i tham hut duoc tai trg bang dong vén ngan
han ("néng”), vén co thé rat di nhanh chéng néu tam ly nha dau tu thay déi.

6.4.2 The current account in depth

The four components of the current account

Visible trade (trade in goods): exports minus imports of physical, tangible goods (e.g. cars, oil,
foodstuffs). Invisible trade (trade in services): exports minus imports of intangible services (e.g.
tourism, banking and insurance, shipping, consulting). Primary income: net investment income
earned from assets held abroad minus income paid out to foreign owners of domestic assets
(interest, profits, and dividends flowing in both directions). Secondary income: net current
transfers for which nothing is received in direct economic return, such as workers’ remittances
sent home and foreign aid (grants) received or given. The current account balance is simply
the sum of these four components; a positive total is a current account surplus, and a negative
total is a current account deficit.

. GIAI THICH TIENG VIET

Tai khoan vang lai gobm bon thanh phan: thuwong mai hiru hinh (xuat khdu — nhap khau hang
héa); thwong mai vé hinh (xuat khdu — nhap khau dich vu); thu nhap so cap (thu nhap dau tu
rong: 13i, lgi nhuan, c6 tirc); thu nhap thar cap (chuyén giao vang lai rong: kiéu héi, vién tro).
Cong ca bon thanh phian lai ra can can tai khoan vang lai - duong |a THANG DU, am 1a THAM
HUT.

Vi du mau - Worked example — calculating a current account deficit

In a given year, a country records: trade in goods —$80 million; trade in services +$30 million;
net investment income +$10 million; net current transfers —$5 million. Calculate the current
account balance.

—$80m + $30m + $10m — $5m = —$45 million.

The current account balance is —$45 million: a deficit, driven mainly by a substantial trade-in-
goods deficit that is only partly offset by a services surplus and net investment income.

Vi du miu - Worked example — calculating a current account surplus

In a given year, a different country records: trade in goods +$120 million; trade in services
—$20 million; net investment income +$15 million; net current transfers —$10 million. Calcu-
late the current account balance.

$120m — $20m + $15m — $10m = +$105 million.
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The current account balance is +$105 million: a surplus, driven mainly by a strong trade-in-
goods surplus (e.g. a manufacturing- or resource-exporting economy), despite a services deficit
(e.g. this country’s residents spend more on foreign tourism/shipping than it earns from for-
eigners) and a net outflow of transfers.
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Worked example 1 Worked example 2

Comparing the two worked current-account examples: Worked example 1 results in a deficit (—$45m); Worked example
2 results in a surplus (+$105m) — both are calculated by summing the same four current-account components (visible
trade, invisible trade, primary income, secondary income).

(1) L6i thueng gip: Do not treat “the current account” and “the balance of payments” as syn-
onyms. The current account is only one (albeit the syllabus-focus) part of the full balance of
payments, which also includes the capital and financial accounts. A country can run a current
account deficit indefinitely in an accounting sense only because it is matched by an offsetting
net inflow recorded in the capital/financial account (e.g. foreign investment flowing in); it is
not simply “money disappearing.”

6.4.3 Causes and consequences of a persistent current account deficit

Causes of a persistent deficit

The economy growing faster than its trading partners: rising domestic incomes suck in more
imports than the more slowly growing partner economies buy in return. Loss of international
competitiveness: persistently higher domestic inflation than trading partners, or an overval-
ued/appreciated exchange rate, makes exports relatively expensive and imports relatively at-
tractive, widening the trade deficit. Structural decline of export industries: long-run decline in
the competitiveness of industries that used to be major exporters (e.g. due to failure to invest,
innovate, or keep pace with lower-cost foreign competitors) steadily erodes export revenue.

Consequences and possible policy responses

Deflating domestic demand: contractionary fiscal policy (raising taxes/cutting government
spending) or contractionary monetary policy (raising interest rates), as covered in Chapter 4,
reduces domestic incomes and therefore import spending, narrowing the deficit — at the cost
of slower growth and higher unemployment. Supply-side policies: improving long-run com-
petitiveness (e.g. investment in skills, infrastructure, and innovation) can raise export quality/-
efficiency without the demand-side cost of deliberately slowing the economy, though such
policies typically take a long time to have an effect. Allowing or encouraging currency de-
preciation: a weaker currency makes exports cheaper and imports more expensive in relative
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terms, which should narrow the deficit, provided export and import demand are sufficiently
price elastic. Protectionism: restricting imports directly (Section 6.3) is a possible, but contro-
versial, short-term response — it risks retaliation from trading partners and does not address
the underlying loss of competitiveness driving the deficit.

. GIAI THICH TIENG VIET

Nguyén nhan tham hut vang lai kéo dai: (1) kinh té€ tang trudng NHANH hon d6i tac thuong
mai (hat nhiéu hang nhap khau); (2) mat strc canh tranh quéc té€ (lam phat cao hon hoidc déng
tién 1én gid qua murc); (3) suy giam co ciu cua cac nganh xuat kh3u. Chinh sach &rng pho: (1)
giam phat téng cau bang chinh sach tai khoa/tién té that chat (lién hé Chuong 4) - danh déi
bang tang trudng cham hon; (2) chinh sach trong cung cai thién nang luc canh tranh dai han;
(3) d€ dong tién gidm gia; (4) bao hé mau dich - bién phap gay tranh cai, c6 nguy co bi tra dta
va khéng giai quyét tan goc van dé.

The current account and the exchange rate reinforce each other. A persistent current account
deficit means residents are, on net, supplying more of the domestic currency (to buy imports)
than foreigners demand of it (to buy exports), pushing the currency toward depreciation over
time; conversely, an overvalued/appreciated exchange rate itself makes exports less competi-
tive and imports more attractive, which can be a direct cause of a widening deficit. Without a
market-driven or policy-driven adjustment of the exchange rate, a weak current account posi-
tion and an overvalued currency can therefore persist together for an extended period.

Policy response  Mechanism Main drawback

Contractionary Deflates domestic demand, cut- Slower growth, higher unem-

fiscal/monetary ting import spending ployment

policy

Supply-side poli- Raises long-run competitiveness Slow to take effect

cies (skills, infrastructure, innovation)

Currency depre- Makes exports cheaper, imports Only works if trade volumes

ciation dearer are price elastic; raises import
costs meanwhile

Protectionism Restricts imports directly Risks retaliation; ignores
underlying competitiveness
problem

Policy responses to a persistent current account deficit, each with its main drawback.

A given deficit figure in dollars only has real meaning once it is set against the size of the economy
generating it: economists therefore usually assess a current account position as a percentage of
GDP, since a $45 million deficit is a minor concern for a $500 billion economy but a serious one for
a $2 billion economy.

Vi du mau - Worked example — expressing a current account deficit as a share of GDP

Country J records a current account deficit of $6 billion in a year when its GDP is $120 billion.
Country K records a current account deficit of $6 billion in a year when its GDP is $1,500
billion. Calculate each deficit as a percentage of GDP and comment on which country’s
position is more concerning.
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$6bn $6bn
100 = f GDP. try Ki ———— x 100 = 0.4% of GDP.

$120bn x 100 = 5% of G Country $1.500bn x 100 = 0.4% of G
Although both countries have an identical $6 billion deficit in dollar terms, Country J's deficit
(5% of GDP) is far more significant relative to the size of its economy than Country K's (0.4%
of GDP), which is small enough to be considered easily sustainable. This confirms why current
account figures are almost always compared as a percentage of GDP rather than in raw dollar
terms.

Country J:

6.5 Globalisation
6.5.1 Defining globalisation and its drivers

Globalisation

Globalisation is the growing economic interconnection and interdependence of countries
around the world, driven by increasing flows of trade in goods and services, capital (invest-
ment), people, and ideas across national borders. Key drivers of globalisation include: falling
transport costs (e.g. containerisation, larger and more efficient cargo ships/aircraft), making it
economically viable to produce in one country and sell in another far away; improvements in
communication and technology (the internet, mobile telecommunications), enabling firms to
coordinate complex international supply chains and communicate instantly across the globe;
trade liberalisation, the ongoing reduction of tariffs, quotas, and other trade barriers (Sec-
tion 6.3), often coordinated through the WTO and regional trade agreements; the growth of
multinational companies (MNCs), whose cross-border production and investment decisions
are themselves a major driver of deeper economic integration; and the deregulation of inter-
national capital movements, allowing funds to flow far more freely between countries than in
previous decades.

. GIAI THICH TIENG VIET

Toan cau héa (globalisation) I3 su gia tang lién két va phu thudc Ian nhau vé kinh té& giira cac
quéc gia, thong qua thuong mai, dong von, con ngudi, va y tudng xuyén bién gigi. Dong luc
chinh: chi phi van chuyén giam; tién bd cdng nghé/truyén théng (internet, vién théng); tw
do héa thuwong mai (gidm rao can thué quan/phi thué€ quan); su phat trién ctia cac cong ty da
qudc gia (MNCs); va tu do héa dong von quoc té.

Driver lllustrative example

Falling transport costs Containerisation and larger cargo ships have sharply
cut the cost of shipping goods across oceans

Communication/technologY¥he internet and mobile telecommunications let firms
coordinate production across continents in real time

Trade liberalisation WTO-coordinated tariff reductions and regional trade
agreements progressively lower the cost of trading
across borders

Growth of MNCs An MNC's own decision to build facilities in several
countries directly creates new cross-border trade/in-
vestment links

Deregulation of capital Removal of controls on foreign investment allows

movements much larger, faster cross-border financial flows
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The five main drivers of globalisation, each illustrated with a concrete channel through which it increases international
economic interconnection.

6.5.2 Multinational companies (MNCs)

Why firms become multinational

A multinational company (MNC) owns or controls production facilities in more than one coun-
try. Firms expand into multinational operations for several reasons: to access new markets
(producing or selling directly within a large and growing foreign market, closer to its cus-
tomers); to lower production costs by locating labour-intensive stages of production in coun-
tries with cheaper labour; to avoid trade barriers by producing inside a target market rather
than exporting into it from abroad, thereby side-stepping any tariff or quota that market im-
poses on imports; and to access natural resources located in a particular country (e.g. minerals,
oil, agricultural land) that cannot be relocated elsewhere.

Head office
(home country)

FDI: capital,
hnology, know-how

Pro
repatriated

Resource-rich ] \( Factory
country J Raw materials Finis,ILed 98835 country)
nside target market,

J avoiding its tariffs)

Target market
(third country)

A stylised MNC production network: the head office (home country) invests capital and technology (FDI) into a factory
in a host country; the factory draws raw materials from a resource-rich country, sells finished goods directly into a target
market (avoiding that market’s own trade barriers by producing inside it), and repatriates profits back to the head office.

GIAI THICH TIENG VIET

ong ty da quéc gia (MNC) mé rong ra nuwdc ngoai vi bon ly do chinh: (1) tiép can thi truong
mé&i; (2) gidm chi phi san xuat (lao déng ré hon); (3) tranh rao can thuong mai bang cach san
xuat NGAY TRONG thj trudng muc tiéu thay vi xuat khau vao do; (4) ti€p can tai nguyén thién
nhién. So d6 trén minh hoa dong von dau tu (tir tru s& chinh ra nha may), dong nguyén liéu
(tr nwde giau tai nguyén vao nha may), dong hang héa (t&r nha may ra thi truong muc tiéu), va
dong loi nhuan chuyén vé (tir nha may veé tru sé chinh).

6.5.3 Benefits of globalisation

Benefits for host developing countries, consumers, and firms

Host developing countries typically gain: jobs created directly by MNC investment and indi-
rectly through local supplier networks; technology transfer, as local workers and firms learn
modern production techniques and management practices from MNC operations; tax revenue
from MNC profits, wages, and local spending; infrastructure investment, sometimes under-
taken or supported by MNCs to serve their own operations but also benefiting the wider local
economy (roads, ports, power); and export growth, as MNC-owned factories often produce
primarily for export to the rest of the world. Consumers worldwide gain wider choice (access
to a far larger range of goods and brands from around the world) and lower prices, driven by
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the intensified global competition and economies of scale that globalisation enables. Firms
gain access to much larger markets than their home country alone, allowing them to exploit
economies of scale and to diversify risk by spreading sales and production across multiple
economies rather than depending on a single domestic market.

. GIAI THICH TIENG VIET

Loi ich clia toan ciu héa: véi nuéc ti€p nhan dau tu (dang phat trién): viéc lam, chuyén giao
cdng nghé, thu ngan sach, dau tu co s& ha tang, tang trudng xuat khau. V&i ngudi tiéu dung
toan cau: lva chon da dang hon va gid thap hon nho canh tranh va loi thé kinh té theo quy
mo. VGi doanh nghiép: ti€p can thi truong I&n hon, khai thac lgi thé theo quy mé, va da dang
héa ri ro.

Vi du miu - Worked example — economies of scale from access to a larger (global) market

.. 100 . .
A firm’s average cost of production is given by AC = ) + 5, where @ is output in thousands

of units. Selling only in its home market, the firm produces Q = 10 (thousand units). After
globalisation-driven trade liberalisation allows it to sell into the world market, it expands
output to Q = 50 (thousand units). Calculate average cost in each case and comment.

100 .
Home market only: AC = T +5 =10+ 5 = $15 per unit.
100 .
Global market: AC = 50 +5=2+5 = $7 per unit.

By selling into a much larger, global market, the firm’s average cost falls from $15 to $7 per
unit — a direct illustration of economies of scale: spreading a largely fixed cost component
(captured by the % term) over a much larger volume of output. Some of this cost saving can
then be passed on to consumers as lower prices, exactly as described in the case for free trade
and the benefits of globalisation above.

6.5.4 Costs and criticisms of globalisation

Costs and criticisms

Profit repatriation: much of the profit generated by MNC operations in a host country flows
back to shareholders in the MNC's home country rather than remaining in the local economy,
reducing the net local benefit of hosting the investment. Environmental damage and a “race
to the bottom”: as countries compete to attract mobile international investment, some may
weaken environmental and labour-standard regulations to appear more attractive to MNCs,
risking a downward spiral in standards; MNC production itself can also directly cause pollu-
tion and resource depletion in host countries. Structural unemployment: workers and regions
in import-competing industries that cannot compete internationally can suffer significant, of-
ten long-lasting job losses as production shifts to lower-cost countries. Cultural homogeni-
sation: the global spread of a relatively narrow set of dominant brands, products, and media
can erode the diversity of local cultures and traditions. Increased vulnerability to global eco-
nomic shocks: as economies become more interconnected through trade and financial link-
ages, a shock (financial crisis, pandemic, commodity price collapse) originating in one part of
the world can spread rapidly to others through trade and investment channels (“contagion”),
a risk that is smaller for more closed, self-sufficient economies.
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. GIAI THICH TIENG VIET

Chi phi/chi trich d6i v&i toan cau hoa: chuyén lgi nhuan vé nuéc (Igi ich cuc bd giam); ton hai
méi trudng va nguy co "cudc dua xudng day” vé tiéu chuan méi trudng/lao déng; that nghiép
co cau & cac nganh canh tranh nhap khau khéng thé canh tranh qudc té€; déng nhat héa van
héa; va dé tén thuwong hon truéc cac cu soc kinh t& toan cau do cac nén kinh t& ngay cang
lien két chat ché vai nhau.

Vi du miu - Worked example — quantifying profit repatriation

An MNC-owned factory in a host country generates an annual profit of $80 million. Local wages
and taxes paid to the host government total a further $25 million, and the parent company repa-
triates $65 million of the profit back to shareholders in its home country, reinvesting only $15
million locally. Calculate the total financial benefit retained in the host economy (wages/taxes
plus reinvested profit) as a percentage of the factory’s total profit plus wages/taxes.

Total value generated locally (available for retention) = $80m (profit) + $25m (wages/taxes) =
$105 million.

Amount retained locally = $25m (wages/taxes) + $15m (reinvested profit) = $40 million.

$40m
$105m

Despite the factory generating $105 million in total local economic value, only about 38% is
actually retained within the host economy; the remaining 62% (the $65 million in repatriated
profit) flows back to the MNC'’s home-country shareholders — a concrete illustration of why
profit repatriation limits the net local benefit of hosting MNC investment, even where jobs,
taxes, and export revenue are all genuinely being created.

Share retained locally = x 100 ~ 38.1%.

(1) L6i thuerng gap: Do not assume that jobs, tax revenue, and export figures reported for an
MNC'’s host-country operations represent the full local benefit of that investment. A large
share of the profit an MNC generates locally is frequently repatriated to shareholders in its
home country, so the genuine net benefit retained in the host economy is usually considerably
smaller than the total value the operation appears to generate.

Stakeholder Benefit Cost / criticism

Host developing Jobs, technology transfer, Profit repatriation, environ-

country tax revenue, infrastructure, mental damage, “race to the
export growth bottom” in standards

Domestic import- — Structural unemployment as

competing workers

Consumers  world-

wide

Firms / the wider
economy

Wider choice, lower prices
from  competition and
economies of scale

Larger markets, economies
of scale, diversified risk

production shifts to lower-
cost countries

Cultural homogenisation
around dominant global
brands

Greater exposure to global
economic shocks and conta-
gion

Globalisation’s benefits and costs are distributed unevenly across different stakeholders, which is why its overall effect

on any one country depends heavily on which groups are considered.
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Globalisation interacts closely with the development strategies discussed in Chapter 5: trade
and FDI inflows are, in practice, two of the principal channels through which globalisation reaches
developing economies, shaping whether a country’s growth translates into broader development.

Vi du mau - Worked example — an MNC cost-benefit reasoning example

A clothing MNC currently manufactures at home at a cost of $8 per unit and exports its
output to Country X, where a 20% import tariff applies. It is considering instead building a
factory located inside Country X, where local labour costs would be $6 per unit and local
distribution would cost a further $0.40 per unit, with no tariff payable (since the goods would
be produced, not imported, within Country X). Calculate the landed cost per unit under each
option, and explain which two motives for becoming multinational this decision illustrates.

Continuing to export (with tariff): landed cost = $8 x (1 + 0.20) = $8 x 1.20 = $9.60 per unit.
Producing inside Country X: landed cost = $6 + $0.40 = $6.40 per unit.

Saving from relocating production = $9.60 — $6.40 = $3.20 per unit.

Relocating production to Country X is considerably cheaper ($6.40 vs. $9.60 per unit landed
cost), so the MNC has a clear cost incentive to invest directly in Country X rather than contin-
uing to export. This decision illustrates two classic motives for becoming multinational simul-
taneously: avoiding a trade barrier (the 20% tariff no longer applies once production happens
inside Country X) and accessing lower production costs (local labour at $6 per unit is cheaper
than the $8 home production cost, even before the tariff saving is considered).

6.6 Practice and Exam-Style Questions

Bai tap luyén tap

One worker-hour in Country E can produce either 9 units of Grain or 3 units of Steel. One
worker-hour in Country F can produce either 4 units of Grain or 4 units of Steel. (a) Calculate
the opportunity cost of Steel in each country. (b) State which country should specialise in
which good, justifying your answer using opportunity cost.

Loi giai chi tiet
(a) Country E: OC of 1 Steel = g = 3 Grain. Country F: OC of 1 Steel = % =1 Grain.

(b) Country F has the lower opportunity cost of Steel (1 Grain < 3 Grain), so Country F should
specialise in Steel. Equivalently, Country E's OC of Grain = 8 = (.33 Steel, which is lower
than Country F's OC of Grain (% = 1 Steel), so Country E should specialise in Grain. The two
conclusions are consistent (each country specialises in the good for which it does not have the

lower opportunity cost of the other good).

Bai tap luyén tap

Referring to the Country A / Country B production possibility curve diagram earlier in this
chapter (Country A: 60 labour-hours, up to 600 Cloth or 300 Wine), suppose Country A instead
trades to reach a consumption point of 350 Cloth and 200 Wine. (a) Using the PPC equation
Cloth  Wine — 1 for points exactly on the PPC, determine whether this consumption point lies
on, inside, or beyond Country A's domestic PPC. (b) Explain what your answer implies about

whether this consumption point requires trade.
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Loi giai chi tiét
350 200

(a) 600 + 300 0.583+0.667 = 1.25. Since this sum exceeds 1, the point (350 Cloth, 200 Wine)

lies beyond Country A’'s domestic PPC.

(b) Because the point lies beyond the domestic PPC, Country A could not reach this combina-
tion of Cloth and Wine through domestic production alone, however it allocates its 60 labour-
hours; reaching it requires specialising according to comparative advantage and trading with
another country (such as Country B) at an agreed terms-of-trade rate, exactly as illustrated in
the worked PPC example earlier in this chapter.

Bai tap luyén tap

(A) A country has a comparative advantage (C) Can produce that good at a lower oppor-
in a good if it tunity cost than another country

(B) Can produce more of that good than an- (D) Has a lower wage rate than another
other country with the same resources country

Exports more of that good than it imports

Lai giai chi tiét

Correct answer: (B). Comparative advantage is defined by a lower opportunity cost of pro-
duction relative to another good, not by absolute output levels (A, an absolute-advantage
definition), wage rates (C), or existing trade volumes (D).

Bai tap luyén tap

Using the Country C / Country D data from the worked example in this chapter (Rice and
Machinery), suppose instead Country C has 150 worker-days and Country D has 80 worker-
days available. Calculate total world output of Rice and Machinery (i) if each country splits its
labour equally between the two goods, and (ii) after each country fully specialises according
to comparative advantage. State whether both goods show a gain from specialisation.

Lai giai chi tiét

Recall: Country C produces 8 Rice or 4 Machinery per worker-day (specialises in Rice); Country
D produces 5 Rice or 5 Machinery per worker-day (specialises in Machinery).

(i) Equal split: Country C (75 days each): 75 x 8 = 600 Rice, 75 x 4 = 300 Machinery. Country D
(40 days each): 40 x 5 = 200 Rice, 40 x 5 = 200 Machinery. World total: Rice = 6004200 = 800;
Machinery = 300 + 200 = 500.

(i) Full specialisation: Country C (150 days to Rice): 150 x 8 = 1,200 Rice, 0 Machinery. Coun-
try D (80 days to Machinery): 0 Rice, 80 x 5 = 400 Machinery. World total: Rice = 1,200;
Machinery = 400.

Comparing: Rice rises from 800 to 1,200 (+400), but Machinery falls from 500 to 400 (—100).
Unlike the equal-worker-day example in the chapter, here only one good (Rice) shows a gain
in total world output under full specialisation, illustrating that the size and direction of each
good’s change in total output depends on the specific labour endowments involved; the the-
oretical case for trade still rests on both countries being able to consume more of both goods
than in autarky by trading at an intermediate rate, not on every single worked numerical ex-
ample automatically showing both totals rising.
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Bai tap luyén tap

A country’s export price index rises from 100 to 135 over five years, while its import price index
rises from 100 to 150 over the same period. Calculate the terms of trade index after five years
and state whether the terms of trade have improved or deteriorated.

Loi gidi chi tiét
. 135
Terms of trade index = 150 x 100 = 90.

The index has fallen from 100 to 90, so the terms of trade have deteriorated by 10%: a given
quantity of this country’s exports now buys about 10% fewer imports than five years earlier,
because import prices have risen faster than export prices.

Bai tap luyén tap

(A) Which of the following is an assump- (C) Opportunity costs change as production

tion of the basic comparative advantage expands (economies of scale)
?
model? (D) Factors of production are perfectly mo-
(B) Transport costs between countries are bile domestically but immobile interna-
significant tionally

Consumers value branding and product quality above price

Lai giai chi tiét

Correct answer: (C). The basic model assumes no transport costs (contradicting A), constant
opportunity costs with no scale effects (contradicting B), and ignores non-price factors such as
branding (contradicting D) — leaving (C), perfect domestic mobility but international immobility
of factors, as the genuine simplifying assumption.

Bai tap luyén tap

The exchange rate is £1 = $1.45. (a) Convert £820 into US dollars. (b) A separate transaction
requires converting $1,131 into pounds at this same rate. Calculate the amount in pounds, and
explain why your two calculations in (a) and (b) use opposite arithmetic operations.

Loi gidi chi tiét
(a) £820 x 1.45 = $1,189.
(b) $1,131 + 1.45 = £780.
Converting from pounds into dollars means multiplying by the exchange rate (since each pound
is worth $1.45, more dollars than pounds), while converting from dollars into pounds means

dividing by the same rate (since it takes $1.45 to make up just £1, so the dollar amount must
be divided down into the smaller number of pounds it represents).

Bai tap luyén tap

For each scenario, state whether the domestic currency is likely to appreciate or depreciate,
and explain the mechanism (via demand for or supply of the currency) in one sentence. (a) The
central bank cuts interest rates sharply relative to other countries. (b) Global demand for the
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country’s main export commodity rises sharply. (c) Domestic inflation rises well above the rate
in all major trading partners.

Loi giai chi tiét

(a) Depreciation: lower interest rates make domestic-currency deposits/bonds less attractive
to foreign investors, reducing demand for the currency (and encouraging residents to invest
abroad, increasing its supply).

(b) Appreciation: foreign buyers must purchase more of the domestic currency to pay for the
now more sought-after commodity exports, increasing demand for the currency.

(c) Depreciation: higher relative inflation makes exports less price-competitive (reducing for-
eign demand for the currency) and imports relatively more attractive to domestic residents
(increasing supply of the currency).

Bai tap luyén tap

Country G’s currency depreciates by 15% against its major trading partners’ currencies. Ex-
plain, referring to both exporters and consumers, why this depreciation might not immediately
eliminate Country G’s trade deficit, even though depreciation is generally expected to help
exports.

Lai giai chi tiét

For depreciation to narrow a trade deficit, the physical volumes of exports and imports must
respond enough to price changes (i.e. demand for exports and imports must be sufficiently
price elastic). In the short run, foreign buyers may not immediately switch to now-cheaper
exports (due to existing contracts, brand loyalty, or the time needed to find and start using
new suppliers), and domestic consumers may be unable to quickly cut back on now more
expensive imports (especially if imports are necessities with few domestic substitutes, e.g.
certain raw materials or fuel). If both export and import volumes only adjust sluggishly at first,
the immediate effect of depreciation can even be a larger trade deficit measured in domestic
currency (import bills rise before export volumes catch up) before eventually improving as
volumes adjust over time.

Bai tap luyén tap

A good is available on the world market at $20 per unit. Domestic quantity demanded is
Q, = 2,000 — 40P. The government imposes a specific tariff of $5 per unit. (a) Calculate
quantity demanded before and after the tariff. (b) Calculate the tariff revenue collected by the
government on the units still imported.

Loi giai chi tiet

(a) Before tariff (P = $20): Q, = 2,000 — 40(20) = 2,000 — 800 = 1,200 units. After tariff
(P = $25): Q, = 2,000 — 40(25) = 2,000 — 1,000 = 1,000 units.
(b) Tariff revenue = $5 x 1,000 = $5,000.

Bai tap luyén tap

Using the data in the previous question (world price $20, Q, = 2,000 — 40P), suppose the
government instead imposes an import quota of exactly 1,000 units (matching the post-tariff
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quantity). (a) Find the domestic price consumers must pay under the quota. (b) Explain one
key difference between the tariff and quota outcomes even though price and quantity are
identical.

(a) Setting @, = 1,000 = 2,000 — 40P = 40P = 1,000 = P = $25 — the same price as under
the $5 tariff.

(b) Although price ($25) and quantity (1,000 units) are identical, under the tariff the $5-per-
unit gap between the $20 world price and $25 domestic price ($5,000 total) is collected by
the government; under the quota, this same gap accrues as a scarcity rent to whoever holds
the import licences, unless the government auctions those licences itself.

Bai tap luyén tap

(A) A subsidy paid to domestic producers of (C) Restricting the physical quantity of im-
a good competing against imports works ports allowed

primarily by (D) Shifting the domestic supply curve to the

right, lowering domestic firms’ effective
(B) Taxing imports directly at the border production cost

Fixing the exchange rate to make imports more expensive

Loi giai chi tiét

Correct answer: (C). A subsidy lowers domestic producers’ effective cost of production, shift-
ing domestic supply to the right, without directly taxing imports (A, a tariff), capping import
guantity (B, a quota), or altering the exchange rate (D).

Bai tap luyén tap

Domestic supply of a good is Q, = —60+8P, and the fixed world price is $25. The government
pays domestic producers a subsidy of $3 per unit. (a) Calculate domestic quantity supplied
before and after the subsidy. (b) Calculate the total cost of the subsidy to the government. (c)
Explain one way this policy differs from an equivalent tariff in its effect on consumers.

Loi giai chi tiét

(a) Before: Q, = —60 + 8(25) = —60 + 200 = 140 units. After (producers effectively receive
25 + 3 = $28): Q, = —60 + 8(28) = —60 + 224 = 164 units.

(b) Subsidy cost = $3 x 164 = $492.

(c) A subsidy leaves the price paid by consumers unchanged at the $25 world price, since
it operates only on the effective price received by domestic producers; an equivalent tariff,
by contrast, would raise the price consumers pay directly, making consumers unambiguously
worse off in a way this subsidy policy does not.

Bai tap luyén tap

“Protecting domestic jobs is always a sufficient justification for imposing a tariff.” Evaluate
this statement, referring to at least one argument for and one argument against protectionism
covered in this chapter.
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Loi giai chi tiét

The statement is too simplistic and should be rejected in this absolute form. It is true that
a tariff can protect employment directly within the specific industry shielded from foreign
competition, which is a genuine short-run benefit, especially where the affected industry is
geographically concentrated and job losses would be politically and socially costly. However,
protecting jobs in one industry is not automatically a net gain for total employment: if the
protected good is also used as an input by other domestic industries (e.g. protecting a domestic
steel industry raises costs for domestic car manufacturers that use steel), the tariff can raise
costs and destroy jobs elsewhere in the economy, potentially by more than the jobs saved in
the protected industry. In addition, a broader case for free trade (efficient resource allocation
via comparative advantage, lower prices, greater competition and choice, economies of scale,
technology transfer) is being sacrificed by the tariff, and trading partners may retaliate with
tariffs of their own, harming other domestic exporters. A more defensible position is that
job protection can be one legitimate consideration among several, to be weighed against these
costs, rather than an automatically sufficient justification on its own.

Bai tap luyén tap

Explain briefly what the World Trade Organisation (WTO) does, and identify one connection
between its work and the case for free trade discussed in this chapter.

Loi giai chi tiét

The WTO is the main international institution promoting multilateral trade liberalisation: it
negotiates rounds of reductions in tariffs and other trade barriers among member countries,
sets agreed rules for international trade, and provides a mechanism for resolving trade disputes
between members. Its work is directly connected to the case for free trade: by coordinating re-
ductions in tariffs, quotas, and other barriers across many countries simultaneously, the WTO
helps countries realise the gains from comparative advantage, lower prices, and economies of
scale described earlier in this chapter, which might otherwise be undermined if countries pro-
tected their markets unilaterally or engaged in retaliatory protectionism against one another.

Bai tap luyén tap

A country records the following for one year: trade in goods —$150 million; trade in services
+$60 million; net investment income —$8 million; net current transfers +$18 million. (a) Cal-
culate the current account balance. (b) State whether this is a deficit or a surplus.

Loi giai chi tiét
(@) —$150m + $60m — $8m + $18m = —$80 million.
(b) This is a current account deficit of $80 million, driven primarily by a large trade-in-goods

deficit only partly offset by a services surplus and net transfers, with a small net investment-
income outflow adding slightly to the deficit.
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Bai tap luyén tap

(A) Which of the following would be clas- eign subsidiary
sified under the current account’s sec-

ondary income component? (C) A migrant worker sending money home

to their family abroad

(B) Profits earned by a domestic firm’s for- (D) A country’s exports of manufactured cars

A foreign company building a new factory in the country

Loi giai chi tiét

Correct answer: (B). Secondary income records current transfers for which nothing is received
in direct economic return, such as remittances (B) and foreign aid. Profits from a foreign sub-
sidiary (A) belong to primary income; exports of cars (C) belong to visible trade; a new factory
built by a foreign company (D) is foreign direct investment, recorded in the financial account,
not the current account.

Bai tap luyén tap

A country has run a current account deficit for over a decade. Using material from this chapter
and Chapter 4, explain (a) two possible underlying causes of this persistent deficit, and (b) two
possible policy responses, noting one drawback of each response.

Loi giai chi tiét

(a) Two possible causes: (i) the economy may have been growing consistently faster than its
major trading partners, so rising domestic incomes have persistently sucked in more imports
than the more slowly growing partners have bought in return; (ii) the country may have suf-
fered aloss of international competitiveness, for instance through persistently higher domestic
inflation than its trading partners (making its exports steadily less price-competitive) or a cur-
rency that has remained overvalued/appreciated for a sustained period.

(b) Two possible responses: (i) contractionary fiscal or monetary policy (as in Chapter 4) to
deflate domestic demand and reduce import spending — the drawback is that this deliberately
slows growth and can raise unemployment; (ii) allowing/encouraging currency depreciation
to make exports cheaper and imports more expensive — the drawback is that, in the short
run, if export and import volumes are not very price elastic, the deficit (measured in domestic
currency) may not improve quickly, and depreciation itself raises the cost of imported goods
for domestic consumers and firms.

Bai tap luyén tap

Explain one way in which a persistent current account deficit is linked to the exchange rate
factors discussed earlier in this chapter (i.e. describe the two-way relationship between the
current account and the exchange rate).

Loi giai chi tiét

The relationship runs in both directions. From the current account to the exchange rate: a
persistent current account deficit means the country’s residents are, on net, supplying more
of the domestic currency (to buy imports) than foreigners are demanding of it (to buy exports),
which tends to push the exchange rate toward depreciation over time. From the exchange
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rate to the current account: an appreciated (overvalued) exchange rate makes exports more
expensive and imports cheaper in relative terms, which can itself be a cause of a widening
current account deficit, by discouraging exports and encouraging import spending. In other
words, a weak current account position and an overvalued exchange rate can reinforce each
other unless something (market forces or policy) allows the exchange rate to adjust.

Bai tap luyén tap

List and briefly explain three drivers of globalisation discussed in this chapter, and for each,
give one concrete example of how it has increased international economic interconnection.

Loi giai chi tiét

Any three of: (1) Falling transport costs — e.g. containerisation and larger cargo ships have dra-
matically cut the cost of shipping goods across oceans, making it economical to manufacture
components in one country and assemble them in another. (2) Improvements in communica-
tion/technology — e.g. the internet and mobile telecommunications allow a firm’s head office
to coordinate production schedules and quality control with factories on the other side of the
world in real time. (3) Trade liberalisation — e.g. WTO-coordinated rounds of tariff reductions,
or regional trade agreements, have progressively lowered the cost of trading across many bor-
ders. (4) Growth of MNCs — e.g. a single MNC's decision to build production facilities across
several countries directly creates new cross-border trade and investment links. (5) Deregula-
tion of international capital movements — e.g. the removal of controls on foreign investment
has allowed far larger and faster cross-border financial flows than in previous decades.

Bai tap luyén tap

(A) A firm becomes multinational by building available elsewhere
a factory inside a country that imposes a
high tariff on the finished good, primarily
in order to

(C) Avoid paying the tariff by producing the
good inside the protected market

(D) Take advantage of a more favourable ex-
(B) Access cheaper natural resources un- change rate

Reduce its exposure to global economic shocks

Lai giai chi tiét

Correct answer: (B). Producing inside a market that imposes a tariff on the finished good side-
steps that tariff entirely, since the good is no longer imported — this is the “avoiding trade
barriers” motive for becoming multinational, distinct from the resource-access motive (A) or
other considerations (C, D).

Bai tap luyén tap

A country hosting a large MNC-owned factory experiences rising exports, new jobs, and tax
revenue, but a national newspaper reports that "almost none of the factory’s profit stays in the
local economy.” Using material from this chapter, explain how both statements can be true at
the same time.
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Loi giai chi tiet

Both statements can be true because MNC investment generates several distinct types of ben-
efit to the host economy, of which retained local profit is only one. The factory directly creates
jobs and, indirectly, further employment through local suppliers; it generates tax revenue from
wages, local spending, and (depending on the tax regime) some corporate profit; and its output
being exported raises the country’s export earnings — all of these benefits can be substantial
even while the after-tax profit of the operation is largely repatriated to shareholders in the
MNC'’s home country, precisely because profit repatriation (one of the standard criticisms of
globalisation) reduces only the profit-based component of local benefit, not the wage, tax, and
export-revenue components.

Bai tap luyén tap

Evaluate the view that globalisation has been unambiguously beneficial for developing (host)
countries. Refer to at least two benefits and two costs discussed in this chapter.

Lai giai chi tiét

The view should be rejected in its unambiguous form; the true picture is mixed and depends
heavily on how globalisation is managed. On the benefit side, globalisation has brought many
developing host countries substantial job creation from MNC-owned factories and their local
supplier networks, technology transfer as local workers and firms learn modern production
methods, tax revenue, infrastructure investment, and export growth — several of these chan-
nels overlap directly with the development strategies (trade and FDI) discussed in Chapter 5.
On the cost side, profit repatriation limits how much of the value created actually remains
in the host economy; competitive pressure to attract mobile international investment can
encourage a "race to the bottom” in environmental and labour standards; import-competing
domestic industries that cannot compete internationally can suffer structural unemployment;
and deeper integration into the world economy increases exposure to global economic shocks
transmitted through trade and financial linkages. A balanced conclusion is that globalisation
creates substantial potential gains for developing host countries, but realising them net of the
costs typically requires deliberate policy (e.g. requiring some local reinvestment or training
conditions on FDI, maintaining environmental/labour standards, diversifying rather than de-
pending on a single MNC-dominated sector) rather than assuming the benefits will automati-
cally outweigh the costs.

Bai tap luyén tap

A government is deciding between two responses to intensifying import competition in a do-
mestic industry: (i) impose a tariff, permanently, on the competing import; or (ii) provide tem-
porary financial support to help displaced workers retrain and relocate to growing industries,
while allowing free trade to continue. Using ideas from this chapter and Chapter 2 (market
intervention), evaluate which response is likely to leave the economy better off in the long run.

Loi giai chi tiet

Option (i), a permanent tariff, protects the domestic industry’s price and output directly but
imposes ongoing costs: domestic consumers permanently pay a higher price and have less
choice (loss of the free-trade benefits set out in this chapter), resource allocation becomes
less efficient because production no longer follows comparative advantage, and the protected
industry has little incentive to become internationally competitive if protection never ends
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(the same "never grows up” weakness identified for infant-industry protection). It also risks
retaliation from trading partners against the country’s own exporters. Option (ii) allows the
economy to keep capturing the standard gains from free trade (lower prices, wider choice, ef-
ficient resource allocation, competitive pressure on firms) while directly addressing the tran-
sitional cost of import competition — displaced workers — through retraining and relocation
support, similar in spirit to how targeted government intervention (as studied for correcting
market failure and supporting vulnerable groups in Chapter 2) can address a specific problem
without permanently distorting the whole market. Although option (ii) requires upfront gov-
ernment spending and does not eliminate the short-run hardship faced by displaced workers,
it is generally judged more likely to leave the economy better off in the long run, because it
avoids indefinitely sacrificing the economy-wide efficiency gains from trade to protect one
industry.

Bai tap luyén tap

(A) Which of the following best illustrates (C) Two countries competing for the same

the “race to the bottom” criticism of glob- MNC factory both offer to relax environ-
alisation? mental regulations to attract the invest-
ment

(B) A country reduces tariffs on imported (D) An MNC transfers modern production
cars, lowering prices for consumers technology to its overseas factory

A country experiences a current account surplus due to strong export demand

Loi giai chi tiét

Correct answer: (B). The "race to the bottom” describes countries competing for mobile in-
ternational investment by weakening environmental or labour standards, exactly as described
in (B). Tariff reduction (A) reflects trade liberalisation, not standards competition; technology
transfer (C) is a benefit rather than a criticism; a current account surplus (D) is unrelated to the
standards-competition mechanism.

Bai tap luyén tap

Country H’s central bank is considering raising domestic interest rates to combat inflation.
Using material from this chapter (exchange rates) and Chapter 4 (monetary policy), explain
one way in which this decision could affect Country H’s balance of payments.

Loi giai chi tiét

Raising domestic interest rates, as a tool of contractionary monetary policy (Chapter 4), is
likely to attract short-term speculative capital inflows (“hot money”) seeking the now higher
domestic return, increasing demand for Country H's currency and causing it to appreciate.
This appreciation would then feed into the current account (this chapter): Country H’s ex-
ports become more expensive in foreign-currency terms (potentially reducing export volumes
and worsening the trade balance), while imports become cheaper for domestic residents (po-
tentially increasing import spending). Both effects would tend to worsen the current account
balance, even though the same interest rate rise is simultaneously working (through reduced
domestic demand) to bring down inflation — illustrating a potential conflict between the goals
of controlling inflation and maintaining a healthy current account position.
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Bai tap luyén tap

A student claims: “Because trade is based on comparative advantage, and comparative ad-
vantage is a form of opportunity cost reasoning, any government intervention that prevents
a country from following its comparative advantage (such as a tariff) must always reduce a
country’s opportunity-cost efficiency and therefore its welfare.” Evaluate this claim, referring
to at least one legitimate argument for protectionism from this chapter.

Lo gidi chi tit

The claim is broadly correct in its narrow economic logic — a tariff does prevent a country
from fully following comparative advantage, generally lowering the overall efficiency of re-
source allocation and raising domestic prices, exactly the sacrifice made whenever a tariff is
imposed — but it is too strong in concluding that welfare must always fall once every con-
sideration is weighed. Some arguments for protectionism (e.g. infant industry protection, or
maintaining minimum domestic capacity in a strategically important industry such as food or
energy for national security) accept the static efficiency loss identified by the comparative
advantage model as a deliberate, temporary or insurance-like cost, in exchange for a bene-
fit the pure comparative-advantage framework does not capture at all — such as building a
future competitive industry, or insuring against the risk of unreliable foreign supply during a
crisis. Whether such protection genuinely raises overall welfare depends on whether the addi-
tional benefit (successfully "growing up,” or the value of the security insured against) exceeds
the efficiency cost highlighted by the student’s claim — this is precisely the evaluative trade-
off this chapter identifies for each argument for protectionism, rather than a case where the
comparative-advantage logic can simply be declared decisive on its own.

Bai tap luyén tap

Study the data: a country’s current account has been in deficit for eight consecutive years,
and its currency has depreciated by 30% over the same period, yet the deficit has continued
to widen rather than narrow. Suggest two possible explanations for why depreciation has
failed to correct the deficit, drawing on material from this chapter.

Lai giai chi tiét

Two possible explanations: (1) Low price elasticity of demand for exports and imports: if
foreign demand for this country’s exports and domestic demand for imports are both price
inelastic (e.g. because imports are necessities with few domestic substitutes, or exports face
limited demand response to lower prices due to weak underlying foreign demand conditions),
then the change in volumes traded following depreciation may be too small to offset the change
in prices, so the deficit measured in value terms does not improve as the simple theory pre-
dicts. (2) Underlying structural loss of competitiveness continuing to worsen: if the coun-
try’s exporting industries are in structural decline (e.g. persistent underinvestment, or domes-
tic inflation continuing to run above trading partners’ even as the currency depreciates), the
depreciation may simply be offsetting a continuously worsening underlying competitiveness
problem rather than actually improving it, so the deficit continues to widen despite (indeed,
partly because of the underlying causes of) the falling currency.
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Bai tap luyén tap

Using the full range of material in this chapter, write a short evaluation of the following claim:
“For a small, developing economy, joining fully into globalisation (free trade, open capital mar-
kets, courting foreign MNC investment) is always the best strategy for raising living standards.”

Loi giai chi tiét

The claim should be evaluated rather than accepted outright. In its favour, the theoretical case
for trade developed early in this chapter shows that specialising according to comparative ad-
vantage and trading freely raises total world output and can allow even a small economy to
consume combinations of goods beyond what it could produce alone; openness to FDI and
globalisation more broadly can bring jobs, technology transfer, tax revenue, infrastructure in-
vestment, and export growth of the kind discussed in Section 6.5, complementing the trade-
and FDI-based development strategies introduced in Chapter 5. However, the claim’s use of
"always” is too strong. A small economy that opens fully to global markets and capital flows
without complementary domestic policy can experience: profit repatriation limiting the local
benefit of hosting MNC investment; structural unemployment in import-competing industries
unable to compete internationally; a "race to the bottom” in environmental/labour standards
if it competes purely on cost to attract investment; heightened vulnerability to global eco-
nomic shocks and volatile short-term capital flows (which can also destabilise its exchange
rate, per the exchange rate analysis earlier in this chapter); and, in the extreme, a permanent,
low-value-added role in global production if it never invests in the human capital and infras-
tructure needed to move into higher-value activities. A more defensible conclusion is that
globalisation offers a small developing economy substantial potential gains, but converting
that potential into a genuine, broad-based rise in living standards depends on complementary
domestic policy (education, infrastructure, sound institutions, selective conditions on foreign
investment, diversification) rather than openness alone being automatically sufficient.

Bai tap luyén tap

Country L records a current account deficit of $9 billion in a year when its GDP is $90 billion.
Country M records a current account deficit of $9 billion in a year when its GDP is $3,000
billion. (a) Express each deficit as a percentage of GDP. (b) Explain why comparing the two
deficits only in dollar terms would be misleading.

Loi giai chi tiét

$9bn $9bn
(a) Country L: $90bn x 100 = 10% of GDP. Country M: $3.000bn x 100 = 0.3% of GDP.

(b) Comparing only the raw $9 billion figures would wrongly suggest the two countries face
an equally serious problem. Once each deficit is scaled by the size of the economy generating
it, Country L's position (10% of GDP) is far more serious and potentially unsustainable than
Country M’s (0.3% of GDP), which is easily manageable for an economy of that size.

Bai tap luyén tap
240

A firm’s average cost of production is AC = —— + 8, where @ is output in thousands of units.

It currently sells only domestically, producing () = 20. After joining a regional customs union
that removes tariffs between member countries, it expands output to Q = 60 by selling across
the whole bloc. (a) Calculate average cost before and after the expansion. (b) Explain, using
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one idea from this chapter, why the customs union might not raise welfare as much as this
cost saving alone would suggest.

Loi giai chi tiét
240 240

(a) Before: AC = 20 + 8 =12 + 8 = $20. After: AC = 0 + 8 =4+ 8 = $12. Average cost

falls from $20 to $12 per unit, an economies-of-scale gain from access to the larger bloc-wide
market.

(b) A customs union can cause trade diversion: if the union’s common external tariff against
non-members means this firm’s home country now imports certain inputs (or consumers now
buy certain finished goods) from a higher-cost producer inside the union rather than a gen-
uinely lower-cost producer outside it, some of the efficiency gain from the union’s internal
trade creation is offset by this less efficient pattern of trade with the rest of the world.

On tap nhanh: (1) lgi thé so sanh dua trén chi phi co hoi THAP HON (khéng phai loi thé tuyét
d6i) - méi nudc chuyén mén héa hang héa cé chi phi co hdi thap nhat, va téng san luong thé
gidi co thé tang nho chuyén mon héa va thuong mai; ti 1é trao d6i thuong mai (terms of trade)
= m% x 100, tang 13 cai thién; (2) ti gia h6i doai tha ndi do cung-cau ngoai té quyét
dinh - cau dén tir xuat khau/dau tu vao/dau co mua, cung dén tir nhap khau/dau tu ra/dau co
ban; 1én gia 1am xuat khau DAT hon va nhap khau RE hon (giam lam phat chi phi day), giam gia
thi ngugc lai hoan toan; (3) thué quan ting GIA nhap khau (giam lugng gian tiép, tao doanh thu
chinh pht); han ngach gigi han truc tiép SO LUONG (gia tang 13 hé qua phu, khéng tao doanh
thu chinh pha trir khi dau gia gidy phép); tro cap gidm chi phi san xuat néi dia (dich chuyén cung
sang phai, ton ngan sach); (4) cac 1ap luan bdo ho (bdo vé nganh non tré, viéc lam, chéng ban
pha gia, an ninh quéc gia, khac phuc tham hut) déu cé phan bién tuong (rng, trong khi thuong
mai tu do mang lai hiéu qua phan bé, gia thap, canh tranh, loi th€ quy mé, va chuyén giao cong
nghé&; (5) can can thanh toan gobm ba tai khoan (vang lai, von, tai chinh) - tai khoan vang lai =
thuwong mai hiru hinh + vé hinh 4 thu nhap so cap + thu nhap thir cap, cé thé |13 thing du hodc
tham hut; (6) tham hut vang lai kéo dai thuong do tdng trudng nhanh hon déi tdc hodc mat
strc canh tranh, (rng phé bang giam phat téng cau (chinh sach tai khdéa/tién té that chat, lién
hé Chuong 4), chinh sach trong cung, dé déng tién gidm gia, hodc bao hé mau dich (giy tranh
cai); (7) toan cau héa duoc thac day béi chi phi van chuyén giam, cong nghé, tu do héa thuong
mai, su' phat trién ciia MNCs, va tu do héa dong vén - MNCs mé rdng dé ti€p can thj trudng,
gidm chi phi, trdnh rao can thuong mai, va ti€p can tai nguyén; (8) toan cdu héa mang lai viéc
lam, chuyén giao cong nghé, gia thap hon va lua chon da dang hon, nhung cling gy ra chuyén
loi nhuan vé nudc, tén hai méi trudng, that nghiép co cau, va dé tén thuong hon trudc cac ca
s6c kinh té€ toan cau - lién hé truc ti€p vai cac chién lugc phat trién (thuong mai, FDI) da hoc
& Chuong 5.
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