

[image: ]




[image: ]



The authors would like to dedicate this book to their children: Salvador, Gino and Isidora Boon
Jake and Luke Hoang

The authors would like to thank their spouses, Derek Boon and Kin Hoang, for their patience, understanding and support.

The Publisher thanks David Horner and Steve Stoddard for writing the interactive digital quizzes in the Student eTextbook version of this book





The Student eTextbook version of this book contains interactive quizzes. Note that these quizzes are not exam-style questions.

The questions, example answers, marks awarded and/or comments that appear in this book were written by the authors. In examination, the way marks would be awarded to answers like these may be different.

Every effort has been made to trace all copyright holders, but if any have been inadvertently overlooked, the Publishers will be pleased to make the necessary arrangements at the first opportunity.

Although every effort has been made to ensure that website addresses are correct at time of going to press, Hodder Education cannot be held responsible for the content of any website mentioned in this book. It is sometimes possible to find a relocated web page by typing the address of the home page for a website in the URL window of your browser.

Hachette UK’s policy is to use papers that are natural, renewable and recyclable products and made from wood grown in sustainable forests. The logging and manufacturing processes are expected to conform to the environmental regulations of the country of origin.

Orders: please contact Bookpoint Ltd, 130 Park Drive, Milton Park, Abingdon, Oxon OX14 4SE. Telephone: (44) 01235 827720. Fax: (44) 01235 400401. Email education@bookpoint.co.uk Lines are open from 9 a.m. to 5 p.m., Monday to Saturday, with a 24-hour message answering service. You can also order through our website: www.hoddereducation.com

ISBN: 978 1 5104 2127 1
eISBN: 978 1 5104 2020 5

® IGCSE is a registered trademark

© Paul Hoang and Margaret Ducie 2018

First published in 2013 by Hodder Education,
An Hachette UK Company
Carmelite House
50 Victoria Embankment
London EC4Y 0DZ

This second edition published 2018



	Impression number
	10  9  8  7  6  5  4  3  2  1



	Year
	2022  2021  2020  2019  2018




All rights reserved. Apart from any use permitted under UK copyright law, no part of this publication may be reproduced or transmitted in any form or by any means, electronic or mechanical, including photocopying and recording, or held within any information storage and retrieval system, without permission in writing from the publisher or under licence from the Copyright Licensing Agency Limited. Further details of such licences (for reprographic reproduction) may be obtained from the Copyright Licensing Agency Limited, www.cla.co.uk

Cover photo © Shutterstock/Jianghaistudio

Typeset in India

Printed in Slovenia

A catalogue record for this title is available from the British Library.

[image: ]


Contents

Introduction

How to use this book

Exam preparation and technique

SECTION 1 The basic economic problem

  1 The nature of the economic problem

  2 The factors of production

  3 Opportunity cost

  4 Production possibility curve

SECTION 2 The allocation of resources

  5 Microeconomics and macroeconomics

  6 The role of markets in allocating resources

  7 Demand

  8 Supply

  9 Price determination

10 Price changes

11 Price elasticity of demand

12 Price elasticity of supply

13 Market economic system

14 Market failure

15 Mixed economic system

SECTION 3 Microeconomic decision makers

16 Money and banking

17 Households

18 Workers

19 Trade unions

20 Firms

21 Firms and production

22 Firms’ costs, revenue and objectives

23 Market structure

SECTION 4 Government and the macro economy

24 The role of government

25 The macroeconomic aims of government

26 Fiscal policy

27 Monetary policy

28 Supply-side policy

29 Economic growth

30 Employment and unemployment

31 Inflation and deflation

SECTION 5 Economic development

32 Living standards

33 Poverty

34 Population

35 Differences in economic development between countries

SECTION 6 International trade and globalisation

36 International specialisation

37 Globalisation, free trade and protection

38 Foreign exchange rates

39 Current account of balance of payments

Additional exam-style questions

Glossary

Acknowledgements

Index


Introduction

This book has been written for all students of Cambridge IGCSE® and O Level Economics. It carefully and precisely follows the syllabus from Cambridge Assessment International Education. It provides the detail and guidance that are needed to support you throughout the course and help you prepare for your examinations. It will also be of great use to anyone who wants to learn more about the key concepts of economics.

This book will be valuable to students of economics whether you are:


•  studying the subject for the first time at school or college and need a comprehensive and clearly written textbook

•  revising the subject before your examinations and need a study guide to help you with key definitions, techniques and examination advice

•  studying the subject on your own through distance or open learning and need a complete programme of supportive questions and activities with suggested answers.



Building on the successful formula of the previous edition, this second edition updates all existing chapters. Material that is no longer covered by the syllabus has been removed and new subject material has been added, with additional chapters and new features.

This book has been written with the international student in mind. It explains economic theory using real-life examples and case studies from around the world.


How to use this book

To make your study of economics as rewarding and successful as possible, this Cambridge-endorsed textbook offers the following important features:

Learning objectives

Each chapter starts with an outline of the subject material to be covered and ends with a checklist to confirm what you should have learned and understood.

Organisation

The content is in the same order as the syllabus: chapter titles and chapter section headings match those of the Cambridge IGCSE® and O Level Economics syllabuses.

Approach

The subject material is written in an informative yet lively way that allows complete understanding of each topic to be gained.
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Answers

Answers to the exam-style and chapter review questions are available in
the accompanying online Teacher Guide.


Exam preparation and technique

Revision

You should be able to perform to the best of your ability if you:


•  ensure that you have worked through all the activities and examination-style questions in this book

•  revise thoroughly before your examination — allow plenty of time for this and avoid leaving it until the last minute.



You can also help yourself greatly if you take the following steps.


•  Obtain a copy of the syllabus. You should also be able to obtain past examination papers and mark schemes. It is important that you check the progress of your learning and revision by ticking off each topic against the syllabus content.

•  Make sure that you know the number and length of each of the papers you will have to sit. The style and nature of the questions often differ between papers, so you must be clear about the types of question that are likely to appear on each paper.

For Cambridge IGCSE® and O Level Economics the examination papers are:
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Make sure you check the instructions on the question paper, the length of the paper and the number of questions you have to answer.

Allocate your time sensibly between each question. Every year, good students let themselves down by spending too long on some questions and too little time (or no time at all) on others. You will be expected to spend longer writing an answer to a question worth 12 marks than you would when writing an answer worth 8 marks.

Remember that the most common command words are ‘identify’, ‘explain’, ‘consider’ and ‘justify’. The following guide should help you.

Key command words you need to know


Analyse — examine in detail to show meaning, identify elements and the relationship between them.

Calculate — work out from given facts, figures or information.

Define — give precise meaning.

Describe — state the points of a topic/give characteristics and main features.

Discuss — write about issue(s) or topic(s) in depth in a structured way.

Explain — set out purposes or reasons / make the relationships between things evident / provide why and/or how and support with relevant evidence.

Give — produce an answer from a given source or recall/memory.

Identify — name/select/recognise.

State — express in clear terms.



Finally…

Economics can help to explain real-world events, issues and problems, such as why:


•  the most expensive can of Coca-Cola, made for astronauts, is $1250 per can

•  one of the world’s fastest cars, the Bugatti Veyron, is priced at a cool $1.7 million (before taxes)

•  the price of a bus fare is relatively low

•  the average doctor, lawyer, pilot and dentist have high earnings

•  private sector firms do not supply street lighting and public roads

•  diamonds (a non-essential product) are expensive, whereas water (a vital good) is not

•  farm workers (who harvest products essential for life) are paid low wages whereas bankers (who produce nothing of real substance) are paid high salaries



Economics helps to explain everyday issues that occur in a constantly changing global environment. It is a ‘live’ subject and you are encouraged to watch the news and read newspapers to refresh the case studies you learn in class.

Enjoy the course and using this book!

Paul Hoang and Margaret Ducie
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SECTION 1

The basic economic problem
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Chapters


1  The nature of the economic problem

2  The factors of production

3  Opportunity cost

4  Production possibility curve



This section of the syllabus introduces students to the fundamental economic problem: scarce resources but infinite wants (desires). You will learn about the introductory concepts that underpin the study of economics including the basic economic problem, scarcity, choice, factors of production, economic goods and free goods, opportunity cost and production possibilities.

[image: ]




1 The nature of the economic problem
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By the end of this chapter, students should be able to:


•  understand the nature of the economic problem

•  explain finite resources and unlimited wants

•  distinguish between economic and free goods.
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The nature of the economic problem: finite resources and unlimited wants

In every country, resources are limited in supply and decisions have to be made by governments, firms (businesses) and individuals about how to allocate scarce resources to satisfy their unlimited needs and wants. This is known as the basic economic problem, which exists in every economy: how best to allocate scarce resources to satisfy people’s unlimited needs and wants. Essentially, economics is the study of how resources are allocated to satisfy the unlimited needs and wants of individuals, governments and firms in an economy.


[image: ]
Figure 1.1 The real cause of the economic problem
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Definition

The basic economic problem is concerned with how best to allocate scarce resources in order to satisfy people’s unlimited needs and wants.
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The three main economic agents (or decision makers) in an economy are:


•  individuals or households

•  firms (businesses which operate in the private sector of the economy)

•  the government.



The three basic economic questions addressed by economic agents are:


1  What to produce?

2  How to produce it?

3  For whom to produce it?
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Definitions

Economic agents are households (private individuals in society), firms that operate in the private sector of an economy and the government (the public sector of an economy).

Private sector refers to economic activity of private individuals and firms. The private sector’s main aim is to earn profit for its owners.

Public sector refers to economic activity directly involving the government, such as the provision of state education and healthcare services. The public sector’s main aim is to provide a service.
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Firms and individuals produce goods and services in the private sector of the economy and the government produces goods and services in the public sector. For example, the government might provide education and healthcare services for the general public. All economic agents (governments, firms and individuals) produce and consume goods and services.
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Activity

Discuss how a private firm producing running shoes would answer the three basic economic questions.
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Goods are physical items that can be produced, bought and sold. Examples are furniture, clothing, toothpaste and pencils. Services are non-physical items that can be provided by firms and paid for by customers. Examples are haircuts, bus journeys, education, concerts, telephone calls and internet access.
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Definitions

Goods are physical items such as tables, cars, toothpaste and pencils.

Services are non-physical items such as haircuts, bus journeys, telephone calls and internet access.
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Activities


1  Make a list of the goods and services provided by the public sector of your economy.

2  Identify the goods and services which are free to individuals and those for which you have to pay.

3  List which goods/services could be provided by a private firm as well as by the public (government) sector.

4  Compare and contrast the aims and objectives of a government-funded swimming pool and a private health and leisure club.
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Needs are the essential goods and services required for human survival. These include nutritional food, clean water, shelter, protection, clothing and access to healthcare and education. All individuals have a right to have these needs met and this is stated in Articles 25 and 26 of the United Nations Universal Declaration of Human Rights, drafted in December 1948.
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Definitions

Needs are goods and services that are essential for survival.

Wants are goods and services that are not necessary for survival but are demanded by economic agents to fulfil their desires.
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Article 25

Everyone has the right to a standard of living adequate for the health and well-being of himself and of his family, including food, clothing, housing and medical care and necessary social services, and the right to security in the event of unemployment, sickness, disability, widowhood, old age or other lack of livelihood in circumstances beyond his control.

Article 26

Everyone has the right to education. Education shall be free, at least in the elementary and fundamental stages. Elementary education shall be compulsory. Technical and professional education shall be made generally available and higher education shall be equally accessible to all on the basis of merit.

Wants are goods and services that are not necessary for survival but are human desires — that is, things we would like to have. Wants are unlimited as most people are rarely satisfied with what they have and are always striving for more. Wants are a matter of personal choice and part of human nature.

World Bank figures suggest that over 3 billion of the world’s inhabitants live on less than $2.50 per day and more than 1.3 billion live in extreme poverty (less than $1.25 a day). These figures suggest that their basic needs are not being met. In contrast, the ten richest people on the planet have wealth equivalent to the poorest half of the world’s population. The study of economics can help to explain why this happens and offer possible solutions to the basic economic problem.
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Activities


1  Make a list of your top 10 wants and needs.

2  Are there any ‘needs’ that you could actually survive without?

3  Are there any wants that might be considered as needs?

4  Identify a shortage of any good or service in your economy. Explain why the shortage has occurred.
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Economic goods and free goods

An economic good is one which is limited in supply, such as oil, wheat, cotton, housing and cars. It is scarce in relation to the demand for the product, so human effort is required to obtain an economic good.

Free goods are unlimited in supply, such as the air, sea, rain water, sunlight and (to some extent) public domain webpages. There is no opportunity cost in the production or consumption of free goods.
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Definitions

Economic goods are those which are limited in supply.

Free goods are goods which are unlimited in supply, such as air and seawater. Hence, there is no opportunity cost in terms of their output.
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A free good is not the same as a good that is provided without having to pay (such as education or healthcare services provided by the government). The latter has an opportunity cost (the money could have been spent on the provision of other goods and services) and is funded by taxpayers’ money.
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Activity

Make a list of ten goods which are limited in supply (economic goods) and a second list of goods which are unlimited in supply (free goods). How many goods did your class think of that are unlimited in supply?
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An example of ‘free goods’
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Exam-style questions


1  What is the basic economic problem faced by all societies?

[1]




    A  Achieving happiness

    B  An inefficient economic system

    C  Rewarding factors of production

    D  Scarcity of resources




2  Which product is most likely to be classified as a free good?

[1]




    A  Birthday presents

    B  Public transportation

    C  Seawater

    D  State (government-funded) education
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Chapter review questions


1  What is economics the study of?

2  What is the difference between a need and a want?

3  What is meant by the basic economic problem?

4  What is meant by economic agents?

5  What are the three fundamental questions that all economies face?

6  What is the difference between goods and services?

7  What is the difference between the private and public sector?

8  How do economic goods differ from free goods?
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Revision checklist


[image: ] Economics is the study of how resources are allocated to satisfy the unlimited needs and wants of individuals, governments and firms in an economy.

[image: ] The basic economic problem is concerned with how best to allocate scarce resources in order to satisfy people’s unlimited needs and wants.

[image: ] Three fundamental questions arise from the basic economic problem: what, how and for whom should production take place?

[image: ] Economic agents comprise: individuals (households), businesses (firms) and the government.

[image: ] Firms and individuals produce goods and services in the private sector, whereas the government operates in the public sector.

[image: ] Goods are physical items that can be produced, bought and sold. Services are non-physical items that can be provided by firms and governments, and are usually paid for by customers.

[image: ] Needs are the essential goods and services required for human survival.

[image: ] Wants are goods and services that are not necessary for survival but are human desires. These are infinite.

[image: ] Economic goods are limited in supply, whereas free goods are unlimited in supply and so have no opportunity cost in terms of output and consumption.
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2 The factors of production
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By the end of this chapter, students should be able to:


•  define and provide examples of the factors of production

•  outline the rewards for the factors of production

•  explain the influences on the mobility of factors of production

•  understand the causes of changes in the quantity and quality of factors of production.



[image: ]



Factors of production

Production of any good or service requires resources, known as the factors of production, which are divided into four categories:


[image: ]

Definition

The factors of production refer to the resources required to produce a good or service, namely land, labour, capital and enterprise.
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•  Land — the natural resources required in the production process, such as oil, coal, water, wood, metal ores and agricultural products.

•  Labour — the human resources required in the production process, including skilled and unskilled labour.

•  Capital — the manufactured resources required in the production process, such as machinery, tools, equipment and vehicles.

•  Enterprise — the skills a business person requires to combine and manage the other three factors of production successfully.
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Factors of production: land, labour, enterprise and capital



For example, the factors of production required to produce cans of Coca-Cola are as follows:


•  Capital — a factory building, machinery, computers, tools, and trucks to transport the drinks to warehouses and retailers.

•  Enterprise — the risk-taking and business skills necessary to organise the production process successfully, and to motivate workers so they work to the best of their ability, in the pursuit of profit.

•  Labour — people to work on the production line, perform administrative tasks, promote the drinks effectively to customers and manage the company.

•  Land — the natural resources required to make Coca-Cola, such as sugar, water and caffeine.
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Study tip

The first letter of each of the four factors of production spells the word CELL. This is a useful way of remembering the four factors of production.
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Activity

Consider the resources (factors of production) required to deliver an IGCSE Economics lesson. Discuss whether it is possible to know which of the four factors of production is the most important for economic activity.
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What resources are used to deliver a lesson?
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Rewards for factors of production

As the factors of production are productive resources, each has a reward for its use in the production process:


•  The reward for land is called rent. Rental income comes from the ownership of property, such as physical and related assets, and is paid by the tenants of the land resources.

•  The reward for labour is called wages and salaries. Wages are paid to workers on an hourly basis, such as those who earn a national minimum wage (see Chapter 18). Salaried staff are paid a fixed amount per month.

•  The reward for capital is called interest. If the interest rate (see Chapter 27) is high, it becomes less worthwhile for businesses and households to borrow money for production purposes because the cost of borrowing is high, and vice versa.

•  The reward for enterprise is called profit. This is the return for the entrepreneur’s good business ideas and for taking the risks in starting up and running the organisation. Profit is what remains after all business costs are paid, including payment to the other factors of production.



Collectively, the four rewards for the factors of production are known as income.

The mobility of factors of production

The mobility of factors of production refers to the extent to which resources can be changed for one another in the production process. For example, farming can be very traditional in some parts of the world and rely heavily on labour resources. However, in other countries, farming is predominantly mechanised, with a heavy reliance of capital resources.

Economists usually talk about labour mobility, although factor mobility can apply to any factor of production. For example:


•  Land might be used for various competing purposes, such as to grow certain fruits and/or vegetables, or to construct buildings such as housing, hospitals or schools.

•  Capital equipment might be used for different purposes too. For example, the same machinery in the Coca-Cola factory can be used to produce Coca-Cola, Sprite and/or Fanta.

•  Entrepreneurs can also be mobile. For example, Meg Whitman, chief executive officer (CEO) of Hewlett-Packard, was previously a vice president of the Walt Disney Company and CEO of eBay.



Labour mobility can be broken down into two categories.

Geographical mobility

Geographical mobility refers to the willingness and ability of a person to relocate from one area to another for employment purposes. Some people may not be geographically mobile for the following reasons:


•  Family ties and related commitments — people may not want to relocate as they want to be near their family and friends. There may be other commitments such as schooling arrangements for children (it can be highly disruptive to the education of children who have to move to a new school in a new town or country).

•  Costs of living — the costs of living vary between regions and countries, so may be too high in another location, making it uneconomical for a person to relocate. For example, a bus driver may find it impossible to relocate from the countryside to the city because house prices are much higher in the city and he or she therefore cannot afford to purchase a home in the city. By contrast, a banker may be offered a relocation allowance to move to another country and the potential earnings are much higher, so the banker has greater geographical mobility than the bus driver.
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Definition

Geographical mobility refers to the extent to which labour is willing and able to move to different locations for employment purposes.
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Occupational mobility

Occupational mobility refers to the ease with which a person is able to change between jobs. The degree of occupational mobility depends on the cost and length of training required to change profession. Developing and training employees to improve their skills set improves labour occupational mobility (as workers can perform a greater range of jobs).
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Definition

Occupational mobility refers to the extent to which labour is able to move between jobs. Retraining and upskilling help workers to improve occupational mobility.
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Generally, the more occupationally and geographically mobile workers are in a country, the greater its international competitiveness and economic growth are likely to be.
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Exam-style question

In some countries around the world there are shortages of people with particular skills. For example:


•  There is a global shortage of doctors and nurses.

•  Belgium and the UK have a shortage of chefs.

•  Nordic countries have a shortage of psychologists.



In 2013 there were 200 million international migrants, including nurses trained in the Philippines, who were prepared to relocate to take advantage of employment opportunities.


a  Give two reasons why there is a global shortage of doctors and nurses.

[4]

b  Analyse the reasons why nurses trained in the Philippines may relocate to take advantage of employment opportunities.

[6]

c  Analyse how countries can attract individuals to professions in which they have a shortage of workers.

[6]
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Activity

Use the BBC Interactive Guide (http://goo.gl/YJjCK) to investigate global employment opportunities in selected countries around the world.
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Causes of changes in the quantity and quality of factors of production

The quantity and quality of factors of production will change if there is a change in the demand for and/or supply of land, labour, capital or enterprise. Possible changes include the following:


•  Changes in the costs of factors of production — for example, higher labour costs caused by an increase in the national minimum wage would tend to reduce the demand for labour.

•  Government policies can affect the costs of production, such as through the use of taxes and subsidies (see Chapter 15). For example, lower income taxes can help to create incentives to work, thus increasing the quantity of labour resources. Complying with regulations will also tend to increase costs of production. By contrast, subsidies help to reduce production costs, thereby increasing output of goods and services.

•  New technologies allow firms to produce more output. Higher productivity also enables firms to cut their average costs of production.

•  Net migration of labour (see Chapter 34) will affect the quantity of labour in the economy. If more people migrate to a country than emigrate to other countries, the quantity of labour will increase, ceteris paribus (Latin for ‘all other things remaining equal’).

•  Improvements in education and healthcare will improve the quality of labour as workers become more valuable to firms. This helps to boost production.

•  Unfavourable weather conditions (such as severe droughts or flooding) will reduce the supply of agricultural products. Conversely, good weather conditions will increase supply, thus increasing agricultural output.
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Activity

In class, discuss why all four factors of production are required in a) the construction of roads and b) haircuts.
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Exam-style questions


1  Which option is not an example of capital as a resource?

[1]




    A  Computers

    B  Factory

    C  Machinery

    D  Natural resources




2  Which event is most likely to cause an increase in the average wage of labour?

[1]




    A  A decrease in the national minimum wage

    B  An increase in the national minimum wage

    C  Government tax policies

    D  Net migration of labour into the country
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Chapter review questions


1  What is meant by the term ‘factors of production’?

2  What are the four factors of production?

3  What are the various rewards for the factors of production?

4  What is the collective name for the four returns on the factors of production?

5  What is meant by the mobility of factors of production?

6  How does geographical mobility of factor resources differ from occupational mobility?

7  What are the various causes of changes in the quantity and quality of factors of production?
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Revision checklist


[image: ] Factors of production refer to the resources required to produce a good or service, namely land, labour, capital and enterprise.

[image: ] The return on the four factors of production are rent (land), wages and salaries (labour), interest (capital) and profit (enterprise). Collectively, the rewards are called income.

[image: ] Geographical mobility refers to the extent to which a person is willing and able to move to different locations for employment purposes.

[image: ] Occupational mobility refers to the extent to which a person is able to switch between different jobs (occupations).

[image: ] The quantity and quality of factors of production will change if there is a change in the demand for and/or supply of land, labour, capital or enterprise.
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3 Opportunity cost
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By the end of this chapter, students should be able to:


•  define and provide examples of opportunity cost

•  understand the influence of opportunity cost on decision making.
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Opportunity cost

Opportunity cost is a very important concept in the study of economics. Opportunity cost is the cost of the next best opportunity forgone (given up) when making economic decisions. Every choice made has an opportunity cost because in most cases there is an alternative.


[image: ]

Definition

Opportunity cost is the cost of the next best opportunity forgone when making a decision.
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Some examples of opportunity cost are as follows:


•  The opportunity cost of choosing to study IGCSE Economics is another IGCSE subject you could be studying instead.

•  The opportunity cost of visiting the cinema on Saturday night could be the money you would have earned from babysitting for your neighbour instead of going to the cinema.

•  The opportunity cost of building an additional airport terminal is using the same government funds to build public housing for low-income families.

•  The opportunity cost of a school purchasing 100 laptops for use in classrooms might be the science equipment that could not be bought as a result.

•  The opportunity cost of going to university to study for a degree is the loss in income that would have been earned if the undergraduate student had chosen to work instead.
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Case study: US federal government spending

According to the Federal Ministry of Finance, the US federal government announced spending of almost $329 billion in its 2017 budget on the following:


•  42.2% on labour and social affairs

•  11.1% on national defence

•  8.2% on transport and digital infrastructure

•  6.1% on federal debts

•  5.3% on education and research

•  4.6% on healthcare



The government raises a finite amount of taxation revenue and must decide how much of the budget to allocate to each area of public spending. There is an opportunity cost attached to the decisions made as increased spending in one area may lead to decreased spending in another.
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Activity

Investigate the major components of government spending in your country, or a country of your choice. Be prepared to share your findings with others in the class.
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The influence of opportunity cost on decision making

Opportunity cost directly influences the decisions made by consumers, workers, producers and governments. Referring to the basic economic problem (see Chapter 1), there are competing uses for the economy’s scarce resources. Thus, there is an opportunity cost when allocating scarce resources.


•  Consumers have limited incomes, so whenever they purchase a particular good or service, they give up the benefits of purchasing another product.

•  Workers tend to specialise (see Chapter 18) — for example, as secondary school teachers, accountants, doctors and lawyers. By choosing to specialise in a particular profession, workers give up the opportunity to pursue other jobs and careers.

•  Producers need to choose between competing business opportunities. For example, Toyota has to decide how best to allocate its research and development expenditure in terms of developing its petrol-fuelled cars or its hybrid electric cars.

•  Governments constantly face decisions that involve opportunity cost. If a government chooses to spend more money on improving the economy’s infrastructure (such as improving its transportation and communications networks), it has less money available for other uses (such as funding education and healthcare).



In general, decision makers will choose the option that gives them the greatest economic return. For example, a government might prioritise welfare benefits over its expenditure on national defence or repaying the national debt.


[image: ]

Activity

Discuss whether quantitative or qualitative factors play a bigger role in economic decision making.

To what extent does the concept of opportunity cost apply to your own decisions about post-16 and university education?

[image: ]
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Exam-style questions


1  The opportunity costs for a farmer in terms of corn and wheat production are shown in the following table.



	Corn production (units)
	
	Wheat production (units)



	65
	plus
	30



	55
	plus
	35




Calculate the opportunity cost for the farmer of producing 1 unit of wheat.

[2]




2  Juke bought a new Xbox One games console for $295 but has never used it. The second-hand value of his Xbox One is $195. What is the opportunity cost of Juke owning the games console?

[1]




    A  $0

    B  $100

    C  $195

    D  $295




3  What is the opportunity cost to the economy if the government decides to build a new motorway (highway)?

[1]




    A  The cost of relocating and compensating residents in order to build the motorway

    B  The money spent on building the motorway

    C  The other projects that could have been undertaken had the motorway not been built

    D  The overall cost to taxpayers of financing the motorway project



[image: ]
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Activity

Discuss the costs and benefits of the government building a new airport. What are the key opportunity costs of such a decision?

[image: ]
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Chapter review questions


1  How is the term ‘opportunity cost’ defined?

2  What might be the opportunity cost of a student studying IGCSE Economics?

3  Why do consumers face opportunity costs in decision making?

4  Why do workers face opportunity costs in decision making?

5  Using an example, explain why producers (firms) face opportunity costs in decision making.

6  Using an example, explain why governments face opportunity costs in decision making.



[image: ]
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Revision checklist


[image: ] Opportunity cost is a very important concept in the study of economics as it affects the decision making of consumers, workers, producers and governments.

[image: ] Opportunity cost is the cost of the next best opportunity forgone when making a decision.

[image: ] Opportunity cost arises because economic agents have to make competing choices due to finite resources. Thus, there is an opportunity cost when allocating scarce resources.
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