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Section A

Read the source material carefully before answering Question 1.

Source material: some problems affecting the Greek economy

Greece fact file 2015

Population 10.8 million

% Population over 60 years old 27%

Unemployment rate 24%

Net migration – 44 905

Greece is the country that was worst affected by the European financial crisis that began in 2008. From 
the start of the crisis, no other European economy had such a large percentage fall in GDP. Greece’s 
GDP fell by 9% in 2011. One reason for this was a very strong foreign exchange rate.

Since 2014, other European economies have recorded positive economic growth rates. Among the 
reasons for this were successful supply-side policy measures and an improving global economy. The 
Greek government introduced market-friendly measures, including privatisation and labour market 
reforms. These measures brought back some investors and moved the Greek economy closer to a 
market economic system. However, Greece’s output still fell. This may be due to the fact that none of 
the government policies have managed to change population trends. 

The Greek population has been falling since 2010. Greece has the third most rapidly ageing population 
in the world, behind Japan and Italy. The economy has not made good use of its older population 
because a significant percentage of workers retire earlier than the national retirement age of 67. For 
example, 74% of employees in the public sector retire before 61 years old. In addition, the crisis also 
led to high levels of emigration. 

However, those living on some Greek islands have escaped the effects of the crisis. Income from 
tourism has continued to flow into the islands. An island called Ikaria has also managed to gain 
international attention as one of the healthiest places in the world. Approximately 30% of the people 
who live on this island, live until they are over 90. Health problems are also much less frequent than 
those living elsewhere. Overall, however, Greece has managed to improve its Human Development 
Index (HDI) value as shown in Fig. 1.
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Fig. 1 Greece’s GDP per head ($) and HDI value from 2010–2015
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1 (a) Calculate the total number of people over 60 years old in Greece in 2015.
27% × 10.8 million = 2.92 million

1(b) Explain what is meant by an unemployment rate of 24%. [2]
An unemployment rate of 24% indicates that 24% of the total labor force in a 
given population or country is actively seeking employment but is unable to secure 
a job. This means that a significant portion of the workforce, roughly one-
quarter, is willing and able to work but is currently unemployed. These individuals 
are actively searching for job opportunities but are facing challenges in finding 
suitable employment. The unemployment rate serves as a measure of the level of 
joblessness within an economy and reflects the portion of the labor force that is 
experiencing unemployment at a specific point in time.

1(c) Identify two reasons for the recovery of the European economies,
other than Greece. [2]
The recovery of the European economies, other than Greece, can be attributed 
to successful supply-side policy measures and an improving global economy.

1(d)  Explain the two supply-side policy measures being used by the Greek
government. [4]
The Greek government has implemented supply-side policy measures to address 
economic challenges. One key measure is labor market reforms, which aim to 
enhance flexibility in hiring and firing workers. This includes policies that make it 
easier for employers to adjust their workforce according to business needs, while 
also providing workers with skills that enable them to adapt to different job 
opportunities. Additionally, the reforms focus on facilitating labor mobility, 
allowing workers to move more freely between locations or occupations, promoting 
a more efficient allocation of human resources.
          Another supply-side policy measure adopted by the Greek government is 
privatization. This involves transferring state-owned enterprises and assets to 
the private sector, introducing market competition and profit incentives. 
Privatization aims to increase efficiency in these industries by subjecting them to 
market forces and the profit-maximizing motive. By reducing government 
intervention and introducing private ownership, it is expected that privatized 
sectors can operate more efficiently, leading to improved productivity and overall 
economic performance.
          These supply-side policy measures in Greece are aimed at addressing 
structural issues in the economy and promoting long-term growth. Labor market 
reforms seek to enhance flexibility and adaptability, while privatization aims to 
increase efficiency and competitiveness. By implementing these measures, the 
Greek government intends to improve the functioning of key sectors, stimulate 
investment, and boost economic performance
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1 (e)  Analyse how two of Greece‛s population trends may have affected its
economy. [4]
Two population trends in Greece have had significant implications for its economy. 
Firstly, the declining population since 2010 has resulted in a smaller labor force. As 
the population decreases, the working-age population also shrinks, leading to a 
reduction in the number of individuals available for employment. This can pose 
challenges for economic growth and development as there are fewer workers 
contributing to productivity and output.

Secondly, Greece has been experiencing an aging population, which has led to an 
increase in the dependency ratio. With a higher proportion of elderly people relative 
to the working-age population, there is a greater burden on the productive workforce 
to support and provide for the needs of the elderly. This can strain public resources, 
such as healthcare and pension systems, as the demands for social services and 
benefits increase.

Furthermore, emigration has had a significant impact on Greece's economy. The loss 
of skilled workers through emigration means that the country is deprived of valuable 
human capital and expertise. Skilled individuals seeking better employment 
opportunities abroad can contribute to a "brain drain," where Greece loses talented 
professionals who could contribute to economic growth and innovation domestically. 
This can hinder the development of key sectors and impede the country's 
competitiveness in the global market.

Overall, the declining population, aging population, and emigration in Greece have 
affected its economy in various ways. These trends have resulted in a smaller labor 
force, increased dependency on the working-age population, and the loss of skilled 
workers. Addressing these demographic challenges becomes crucial for Greece to 
sustain economic growth, enhance productivity, and effectively manage the needs of 
its population.

IGCSE Economics 0455 Expert Solutions Solution copyright -smart exam resouces 4

www.sm
art

ex
am

res
ou

rce
s.c

om

https://www.smartexamresources.com
smart
Approved



1(f) Analyse the relationship between Greece‛s GDP per head and its HDI
value.  [5]

The relationship between Greece's GDP per capita and its HDI (Human Development Index) 
value shows an interesting dynamic. From 2010 to 2015, Greece experienced a decline in 
GDP per capita, indicating a decrease in economic output per person. However, during the 
same period, the HDI value for Greece was increasing, suggesting an improvement in 
overall human development.
            This inverse relationship between GDP per capita and HDI value can be 
attributed to other factors included in the HDI calculation, such as education and 
healthcare. Despite the decline in GDP per capita, Greece may have made significant 
strides in improving its education system and healthcare services. Investments in education 
and healthcare can enhance human capital, skills, and overall well-being, contributing to an 
improved HDI value.
               The HDI incorporates multiple dimensions of human development, including 
income (represented by GDP per capita), education, and health. Therefore, even though 
Greece's GDP per capita was decreasing, the positive progress in education and healthcare 
sectors could have offset the negative impact on overall human development. The gains in 
education and health outcomes might have contributed to an increase in the HDI value, 
indicating an improvement in the quality of life and well-being for the Greek population.
              It is important to note that the relationship between GDP per capita and HDI 
value is not solely dependent on GDP per capita alone. Other factors, such as education 
and health, play a crucial role in shaping a country's overall human development. By 
investing in education and healthcare, Greece may have mitigated the negative effects of 
the economic downturn on its HDI value, showcasing the significance of a comprehensive 
approach to development beyond just economic indicators.
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1(g) Discuss whether or not having a strong foreign exchange rate is a problem for 
Greece‛s economy.[6]

Having a strong foreign exchange rate can pose challenges for Greece's economy. One of 
the reasons is that tax revenue may decrease due to lower incomes resulting from the 
strong exchange rate.

There are several reasons why a strong foreign exchange rate can be problematic for 
Greece's economy. 
       
 Reasons why a strong foreign exchange rate might be a problem 
          High price of exports: When a country's currency is strong, the price of its 
exports in foreign markets tends to be higher. This leads to a decrease in the quantity 
demanded for exports, as foreign buyers may find them more expensive. As a result, the 
value of exports decreases, which can have negative implications for Greece's economy.
          Low price of imports: Conversely, a strong foreign exchange rate means that 
the price of imported goods becomes lower. This can increase the quantity demanded for 
imports, as they become more affordable for domestic consumers and businesses. The 
higher demand for imports raises their value, which can further contribute to a decrease 
in net exports.
           Decreased net exports and total demand: The combination of high export prices 
and low import prices, resulting from a strong foreign exchange rate, can lead to a 
decrease in net exports. Net exports represent the difference between exports and 
imports. When net exports decline, it negatively impacts the overall demand for goods 
and services, reducing total demand in the economy.
         Decreased economic growth and employment: A decline in net exports and total 
demand can have broader implications for economic growth and employment. Reduced 
demand for goods and services can slow down economic growth, as businesses may 
experience lower sales and reduced production. This, in turn, can lead to a decrease in 
employment opportunities and potentially higher unemployment rates.

Reasons why a strong foreign exchange rate might not be a problem 

           Low price of imported raw materials, machinery, or semi-manufactured goods: 
A strong foreign exchange rate can make imported inputs cheaper for domestic 
industries. This can decrease the cost of production for goods and services in Greece. 
Lower production costs can lead to a decrease in the price of domestically produced 
goods, making them more competitive both domestically and in foreign markets.
        Increased demand, consumption, and exports: When the price of domestically 
produced goods decreases, it can stimulate demand and consumption. Lower prices can 
make goods more affordable for consumers, leading to increased spending and economic 
activity. Moreover, the competitive pricing of domestically produced goods can boost 
exports, as they become more attractive in international markets. These factors 
contribute to an increase in total demand, economic growth, and employment 
opportunities.
         It's important to recognize that the impact of a strong foreign exchange rate is 
complex and can vary depending on various factors. These include the specific industries, 
the structure of the economy, the composition of exports and imports, and the overall 
competitiveness of domestic producers. A comprehensive analysis would consider these 
factors to assess the overall impact on Greece's economy.
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1(h) Discuss whether or not a market economic system improves living
standards [6]

Reasons why a market economic system improves living standards
         Economic freedom: In a market economic system, individuals have the freedom 
to make their own decisions regarding what goods and services to consume and produce. 
This allows for a more efficient allocation of resources, as consumers' preferences and 
producers' profit motives guide the allocation process. When consumers have the 
freedom to choose what they want and producers are motivated to meet those 
demands, it increases the likelihood of consumer satisfaction and high levels of living 
standards.
         Lower costs and prices: In a market economy, competition among firms drives 
efficiency and cost reduction. This leads to lower production costs, which can translate 
into lower prices for goods and services. When prices are more affordable, individuals 
can access a wider range of products and services, improving their living standards.

Reasons why a market economic system does not necessarily improve living standards

        Instability and uncertainty: Market economies can experience economic 
fluctuations, such as recessions, which can lead to periods of instability and 
uncertainty. During economic downturns, unemployment rates tend to rise, which can 
negatively impact living standards for those who lose their jobs.
             High inflation: In some cases, market economies may experience high levels 
of inflation, which erodes the purchasing power of individuals' income. When prices 
increase rapidly, it can make goods and services less affordable, especially for those 
with limited income, thereby impacting living standards.
           Monopolies and exploitation: In a market economy, there is a risk of 
monopolistic practices where a single dominant company can exploit consumers by 
charging higher prices or offering lower-quality products or services. This can 
adversely affect living standards by reducing consumer choice and affordability.
             Income inequality and underprovision of public goods: Market economies do 
not guarantee equal distribution of income and wealth. The pursuit of profit can lead to 
income disparities, with some individuals earning significantly higher wages than others. 
Additionally, the market may underprovide certain public goods, such as education, 
healthcare, or infrastructure, which can impact living standards, particularly for those 
with limited access or financial means.
            External costs and pollution: Market economies may not fully account for 
external costs, such as pollution or environmental damage. These costs can negatively 
impact living standards by affecting health, quality of life, and the environment.
              It's important to note that the impact of a market economic system on 
living standards is complex and can vary depending on various factors, such as 
government regulations, social policies, and the presence of safety nets. Additionally, 
the effectiveness of a market system in improving living standards can be influenced by 
complementary policies and institutions that address its shortcomings and promote 
inclusive growth.
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2(a)State two functions of local government.[2]
The functions of the local government are,  providing public goods and providing street 
lights.

[You could also mention any of the following]
• local recreation activities
• cleaning
• waste collection and management
• infrastructure investment
• providing tax incentive
• zoning
• provision of low income housing
• supporting local businesses 

2(b) Explain how a lower cost of living can encourage population growth. [4]
A lower cost of living can encourage population growth due to several factors as discussed 
below.
             Cheaper to bring up a child: When the overall cost of living is lower, it becomes 
more affordable for parents to raise children. Expenses related to education, healthcare, 
and basic necessities may be reduced. For example, lower tuition fees, healthcare costs, and 
prices of essential goods can ease the financial burden on families, making it more feasible 
to have and raise children.
             Parents don't have to work as hard: With a lower cost of living, individuals may 
have the flexibility to work fewer hours or have more balanced work-life arrangements. This 
can provide parents with more time and energy to dedicate to raising their children. When 
parents are not overly burdened by high living expenses, they can invest more time and 
effort into their children's upbringing, creating a nurturing environment that can contribute 
to population growth.
            Lower death rate and increased life expectancy: A lower cost of living can result 
in more accessible and affordable healthcare. When healthcare is more affordable, 
individuals are more likely to seek medical treatment and preventive care, leading to better 
health outcomes and increased life expectancy. This can contribute to population growth by 
reducing mortality rates and promoting population longevity.
             Net migration: A lower cost of living in a particular country or region can attract 
individuals from other areas, leading to net migration. When living expenses are 
comparatively lower, people may be drawn to relocate to take advantage of the affordability. 
This influx of individuals can contribute to population growth in the area with the lower cost 
of living.
           It's important to note that the relationship between the cost of living and 
population growth is influenced by various factors, such as economic opportunities, social 
factors, and government policies. Additionally, other factors such as the availability of jobs, 
housing affordability, and quality of life also play a significant role in determining population 
growth trends.
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2(c)
Analyse the influences on the mobility of two factors of production.  [6]

[ Only 2 are needed, but analysis  for all four have been provided]
        Availability of proper infrastructure: The presence of reliable and efficient 
infrastructure, such as well-maintained roads, railways, airports, and ports, plays a crucial 
role in enabling the mobility of factors of production. For example, a well-connected 
transportation system allows workers to commute easily to different job locations or move to 
areas with better employment prospects. Similarly, businesses can transport their goods and 
services more efficiently, facilitating trade and investment.
        Cost of living differences: Disparities in the cost of living between regions can 
influence the mobility of factors of production. Higher housing costs, education expenses, 
healthcare fees, and other living expenses in a particular area can deter workers from 
relocating. For instance, if housing prices are significantly higher in one city compared to 
another, workers may be reluctant to move, particularly if their wages do not adequately 
compensate for the increased living costs.
        Availability of information: Access to timely and accurate information about job 
opportunities, economic conditions, and living standards in different areas is crucial for 
facilitating factor mobility. Online job portals, recruitment agencies, and networking 
platforms provide workers with information on job vacancies and employment prospects. 
Government websites and reports can provide data on economic indicators, cost of living 
comparisons, and quality of life measures, aiding workers and businesses in making informed 
decisions about mobility.
      Tax rate changes: Changes in tax rates can influence the mobility of capital and 
entrepreneurs. Lower tax rates in a specific jurisdiction can attract businesses and encourage 
them to invest or establish operations in that area. For example, countries or regions that 
offer tax incentives, such as reduced corporate tax rates or tax exemptions for specific 
industries, may attract foreign direct investment and stimulate economic growth.
       Regulation changes: Regulatory frameworks and policies can impact the mobility of 
factors of production. Immigration laws and work permit regulations affect the ability of 
workers to move across borders and seek employment in different countries. Labor market 
regulations, such as employment protection laws or restrictions on hiring and firing, can 
influence the willingness of businesses to relocate or expand their operations. Changes in 
investment regulations, such as easing restrictions on foreign direct investment, can attract 
capital inflows and promote investment.   
        Level of education: The level of education and skills within a workforce can 
significantly affect the mobility of labor. Highly educated and skilled workers are often more 
mobile and adaptable to changing economic conditions. They can seek employment 
opportunities in various sectors and regions where their skills are in demand. For example, 
workers with specialized technical skills may be sought after in industries such as information 
technology or engineering, enabling them to relocate to areas with a higher demand for their 
expertise.
       It's important to note that these factors can interact and influence each other. For 
example, improved infrastructure can enhance the accessibility of educational institutions, 
increasing the availability of skilled workers. Similarly, favorable tax policies can attract 
businesses, which in turn can create job opportunities and stimulate the demand for labor. 
The specific impact of each factor on factor mobility may vary depending on the unique 
characteristics of the economy and the specific circumstances
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  2(d) Discuss whether or not increased investment is beneficial to an economy. [8]

The topic of increased investment and its impact on an economy is of utmost importance as it 
plays a crucial role in driving economic growth, improving living standards, and fostering 
innovation. Investment, which involves the purchase of capital goods and the allocation of 
resources towards productive activities, has far-reaching implications for both businesses and 
individuals. Understanding the potential benefits and drawbacks of increased investment is 
essential for policymakers, investors, and stakeholders to make informed decisions and 
develop strategies that promote sustainable economic development. By examining the effects 
of investment on factors such as productivity, employment, inflation, and future living 
standards, we can gain valuable insights into how investments shape the overall economic 
landscape and guide policy interventions to harness their potential while addressing potential 
challenge. 
         Increased investment can have significant benefits for an economy, as it stimulates 
economic growth and enhances the productive capacity of a country.       
         Firstly, investment involves the purchasing of capital goods, such as machinery, 
equipment, and infrastructure, which expands the supply-side capacity of the economy. 
These capital goods enable businesses to produce more efficiently and increase their output, 
leading to higher levels of productivity and economic output.
           Moreover, investment contributes to an increase in total demand within an economy. 
As businesses invest in expanding their operations, they create a multiplier effect by 
generating additional demand for goods and services. This increased demand, in turn, creates 
opportunities for employment, reducing unemployment rates and boosting income levels for 
individuals.
         Investment also plays a crucial role in fostering innovation and technological 
advancement. When businesses allocate funds towards research and development (R&D), they 
can enhance their productivity and competitiveness. Investments in R&D lead to the 
development of new products, improved production processes, and increased efficiency, which 
further contributes to economic growth and higher living standards.
            Additionally, increased investment acts as a driver of economic growth. As 
businesses expand their operations, they contribute to higher levels of economic activity, 
increased output, and improved infrastructure. This, in turn, creates a positive cycle of 
economic development, attracting further investments and creating more employment 
opportunities.
        On the other hand, there are potential drawbacks to increased investment. In the 
short run, investments may lead to inflationary pressures due to increased demand for goods 
and services, known as demand-pull inflation. This can erode the purchasing power of 
consumers and impact their living standards.
         Furthermore, investing in capital goods requires diverting resources away from the 
production of consumer goods, resulting in an opportunity cost. This means that the current 
consumption and living standards of individuals may be sacrificed in favor of future economic 
growth and development.
          Foreign investments can also pose challenges, as they can be volatile and uncertain. 
Capital flows can quickly move in and out of a country, creating instability in the domestic 
economy. This mobility and lack of loyalty of foreign investments can impact the stability of 
the financial markets and create risks for the host country.
        Lastly, increased investment in capital goods can lead to the substitution of labor, 
particularly through automation and technological advancements. While this can increase 
productivity, it may also result in unemployment or displacement of certain jobs, requiring a 
skilled workforce to adapt to the changing labor market.
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        In conclusion, increased investment can bring numerous benefits to an economy, 
including enhanced productive capacity, higher employment levels, technological advancement, 
and economic growth. However, it is crucial to manage potential challenges such as 
inflationary pressures, opportunity costs, uncertainty in foreign investments, and labor 
market implications. A balanced approach that considers these factors can maximize the 
positive impacts of investment while mitigating potential drawbacks.
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3(a) 
State two benefits of free trade.

The benefits of free trade are Increase choices and more competition,

[ you could also mention:  lower prices, more specialisation ]

3(b) Explain two reasons why governments levy taxes. [4]

Taxes are mandatory payments imposed by governments to generate revenue and finance 
public expenditures. They serve as a mechanism to collect funds from individuals and 
businesses, support government functions and services, regulate economic activity, and 
address societal priorities.
Here are explanation with regards to two reasons why government levy taxes:
To discourage the consumption of demerit goods and improve the allocation of resources, 
governments often levy taxes. Demerit goods refer to products or activities that are 
deemed to have negative social or individual impacts, such as tobacco, alcohol, or 
environmentally harmful substances. By implementing taxes on these goods, governments 
aim to address various issues associated with their consumption.
        One of the primary reasons for taxing demerit goods is to discourage their 
consumption and reduce the associated negative externalities. Negative externalities occur 
when the consumption or production of a good imposes costs on society that are not borne 
by the individuals directly involved. For instance, pollution from industrial activities imposes 
costs on the environment and public health, which are not accounted for in the market 
price of the goods produced. By levying taxes on demerit goods, governments can 
internalize these external costs by increasing the price of the goods, making them less 
affordable and reducing their consumption.
       The revenue generated from these taxes can then be used to address the negative 
externalities. For example, the tax revenue collected from taxes on carbon emissions can 
be invested in renewable energy projects or environmental conservation initiatives, thereby 
promoting a shift towards cleaner and more sustainable practices.
        Moreover, taxing demerit goods helps to improve the allocation of resources in  
economy. By increasing the cost of consuming such goods, individuals are incentivized to 
reduce their consumption or seek alternative, less harmful options. This redirection of 
resources away from demerit goods can lead to a more efficient allocation of resources 
and promote the production and consumption of goods that have positive social benefits.
        Overall, levying taxes on demerit goods serves as an economic instrument to 
discourage their consumption, reduce negative externalities, and promote a more efficient 
allocation of resources. By changing the private costs associated with these goods, 
governments aim to internalize external costs, discourage harmful behaviors, and promote 
social welfare and sustainability.
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To be able to control inflation: Governments may use taxes as a tool of fiscal policy to 
manage inflationary pressures in the economy. By adjusting tax rates, governments can 
influence the level of total demand in the economy, which plays a crucial role in controlling 
inflation.
        During periods of high inflation, governments may increase taxes to reduce overall 
spending and dampen demand. For example, they can raise income tax rates or implement 
higher sales taxes, which reduce consumers' disposable income and discourage excessive 
spending. This decrease in demand helps to moderate price levels and mitigate inflationary 
pressures.
        Conversely, during periods of economic downturn or low inflation, governments may opt 
to decrease taxes to stimulate spending and boost demand. By reducing tax burdens on 
businesses and individuals, governments aim to increase disposable income and encourage 
higher levels of consumption and investment. This expansionary fiscal policy can help revive 
economic activity and alleviate the risk of deflation.

In summary, tax policies play a significant role in fiscal policy measures aimed at managing 
inflation. By adjusting tax rates to control the overall level of demand in the economy, 
governments can influence inflationary pressures and maintain price stability.
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3(c)
Analyse, using a production possibility curve (PPC) diagram, the impact of higher labour 
productivity on an economy.   [6]

A production possibility curve (PPC) illustrates the maximum combination of goods and services 
that an economy can produce given its available resources and level of technology. Analyzing 
the impact of higher labor productivity on an economy using a PPC diagram can provide insights 
into the potential benefits.

In the PPC diagram, the initial curve or line represents the economy's production possibilities 
before any changes in labor productivity. It slopes downward to reflect the concept of trade-
offs, indicating that producing more of one good requires sacrificing the production of 
another.

With higher labor productivity, the PPC will shift outward or to the right. This shift indicates 
an increase in the economy's productive capacity and its ability to produce more goods and 
services. The new curve or line represents the expanded production possibilities resulting from 
improved labor productivity.

Further analysing, 
Firstly, higher labor productivity leads to an increase in output per worker. This means that 
each worker can produce more goods or services within a given period, resulting in higher 
levels of economic output.

Secondly, the increase in labor productivity expands the economy's productive capacity. With 
more efficient use of labor, the economy can produce a greater quantity of goods and services 
without requiring additional resources. This expansion in productive capacity allows for 
potential economic growth and an increase in the overall standard of living.

It is important to note that the analysis provided above focuses on the positive aspects of 
higher labor productivity on the economy. 
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3(c) Discuss whether or not MNCs always benefit their host countries  [8]
Whether multinational corporations (MNCs) always benefit their host countries is a complex 
and multifaceted question. It depends on various factors and circumstances. Let's assess 
both perspectives:

Why MNCs might benefit host countries:
            Bring in more investment: MNCs often have significant financial resources and can 
bring in substantial investments to the host country. These investments can stimulate 
economic activity, create infrastructure, and support the development of industries.
            Increase total demand and economic growth: MNCs can contribute to increased 
demand for goods and services in the host country. Their operations and market presence 
can stimulate economic growth, generate tax revenue, and contribute to the overall 
development of the economy.
            Provide more employment opportunities: MNCs have the potential to create job 
opportunities in the host country. Their operations require a workforce, ranging from skilled 
positions to entry-level jobs, which can help reduce unemployment rates and improve living 
standards for local communities.
              Bring in more foreign capital and advanced machinery: MNCs often bring in 
foreign capital, technology, and advanced machinery, which may not be readily available in 
the host country. This can enhance the host country's productive capacity, improve 
efficiency, and contribute to technological advancements in domestic industries.

Why MNCs might not always benefit host countries:
         Exploitation of local workers and low wages: In some cases, MNCs may exploit local 
workers by paying low wages or providing poor working conditions. This can contribute to 
income inequality and hinder the improvement of labor standards and worker rights in the 
host country.
        Limited reinvestment of profits: MNCs may repatriate a significant portion of their 
profits back to their home countries instead of reinvesting them in the host country. This 
can limit the potential for local economic development, as the benefits of increased economic 
activity may not be fully retained within the host country.
        Influence on domestic policy-making: Large MNCs with substantial economic power 
may exert influence on domestic policy-making processes. They can shape regulations and 
policies in their favor, potentially undermining the interests of the host country and its 
domestic industries. This can hinder the ability of the host country to formulate and 
implement policies that are aligned with its long-term development goals.
         In conclusion, the impact of MNCs on host countries can be both positive and 
negative. While they can bring in investment, increase demand, provide employment 
opportunities, and introduce advanced technologies, there are also concerns related to 
worker exploitation, limited reinvestment of profits, and potential interference in domestic 
policy-making. It is crucial for host countries to have effective regulatory frameworks and 
policies in place to maximize the benefits of MNCs while mitigating potential drawbacks, 
ensuring a balanced and mutually beneficial relationship
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4(a) Define profit maximisation   [2]
Profit maximization refers to the strategic decision-making process employed by a firm to 
determine the level of output that generates the highest possible profits by producing at the 
point where the difference between total revenue (TR) and total cost (TC) is the largest. 

4(b)    Explain two types of mergers   [4]  [ ony two are needed]

Mergers refer to the consolidation of two or more companies into a single entity. It is a 
strategic business decision where firms combine their operations, assets, and liabilities to 
form a new, larger organization. Mergers can be driven by various factors, such as seeking 
economies of scale, expanding market share, diversifying business portfolios, or achieving 
synergies. Mergers can occur within the same industry (horizontal merger), different 
stages of production (vertical merger), or across different industries (conglomerate 
merger). The goal of mergers is often to enhance competitiveness, increase efficiency, and 
create value for shareholders.
The following are explanations about two type of mergers:
       Horizontal Merger:   A horizontal merger occurs when two or more firms operating in 
the same industry and at the same stage of production merge together. In this type of 
merger, the companies involved are direct competitors, and they combine their operations 
to form a single larger entity. The goal of a horizontal merger is often to achieve 
economies of scale, increase market share, reduce competition, and potentially gain more 
pricing power in the market. For example, if two automobile manufacturers merge, it would 
be considered a horizontal merger.
        Vertical Merger: A vertical merger takes place when two or more firms operating in 
the same industry, but at different stages of production, merge together. In this type of 
merger, the companies involved are in different parts of the supply chain, such as a 
supplier and a buyer, or a manufacturer and a distributor. The purpose of a vertical 
merger is to streamline operations, improve coordination, increase efficiency, and 
potentially reduce costs. For instance, if a car manufacturer acquires a tire manufacturing 
company, it would be a vertical merger as the two firms operate at different stages of the 
production process.

[Additionally:

Conglomerate Merger:
A conglomerate merger occurs when two or more firms from different industries merge 
together. Unlike horizontal and vertical mergers, conglomerate mergers involve companies 
that are not directly related in terms of their industry or production processes. The motive 
behind a conglomerate merger is often to diversify the business portfolio, access new 
markets, and spread risks across different industries. For example, if a technology 
company merges with a food and beverage company, it would be considered a conglomerate 
merger.
Each type of merger serves different strategic objectives and can have various implications 
for the companies involved, the industry, and the market as a whole.]
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4(c) Analyse how fiscal policy can encourage firms to produce more.   [6]
Fiscal policy, which involves the use of government taxation and spending, can play a 
significant role in encouraging firms to produce more. Here's a detailed analysis of 
each point you mentioned:
       Reduce corporation tax: When the government reduces the tax burden on 
corporations, it can lead to higher profits after tax. This increased profitability 
provides firms with additional funds that can be invested in expanding their 
operations, developing new products, or improving their infrastructure. With greater 
financial resources, firms are more incentivized to produce more in order to meet the 
growing demand and capitalize on the potential for increased profits.
         Reduce income tax: By reducing income tax rates, individuals have more 
disposable income available for spending. This increase in consumer spending can boost 
total demand in the economy. As a result, firms may experience higher demand for 
their products or services, leading to increased production to meet this rising 
consumer demand. The reduction in income tax can act as a stimulus for overall 
economic activity, encouraging firms to expand their production capacities.
          Increase government spending: When the government increases its spending, 
such as through subsidies or investments in infrastructure, it can have a positive 
impact on firms' production levels. For example, if the government provides subsidies 
to specific industries or sectors, it effectively decreases the cost of production for 
those firms. This reduction in production costs can lead to lower prices for consumers 
and increased demand for the firms' products or services. Consequently, firms may be 
encouraged to expand their production to meet the growing demand resulting from 
government spending initiatives.
         Overall, fiscal policy measures like reducing corporation tax, reducing income 
tax, and increasing government spending can influence firms' production decisions. 
These policies aim to stimulate investment, increase consumer spending, and reduce 
production costs, which in turn can encourage firms to produce more to meet the rising 
demand and take advantage of potential opportunities for growth and profitability.
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4(d) Discuss whether or not maximum prices are beneficial.    [8]
The concept of maximum prices, also known as price ceilings, refers to government-imposed 
limits on the prices that can be charged for certain goods or services. The impact of 
maximum prices can be analyzed through the lens of their potential benefits and drawbacks. 
Let's examine both sides of the argument:
   Benefits of Maximum Prices:
         More affordable products: Maximum prices can make essential goods and services 
more affordable for consumers, particularly for those with lower incomes. By capping 
prices, it ensures that consumers can access necessary items without facing excessive 
financial burden.
          More choices for consumers: When maximum prices are in place, it can encourage 
firms to compete on factors other than price. This competition may lead to innovations in 
quality, customer service, or product differentiation, providing consumers with a wider range 
of options to choose from.
       Less poverty: Maximum prices can help alleviate poverty by ensuring basic necessities 
remain affordable. By preventing prices from rising too high, vulnerable populations can 
access essential goods and services, improving their standard of living.
      Prevention of consumer exploitation: Maximum prices can prevent monopolistic or 
exploitative behavior by producers. In situations where a single firm dominates the market, 
imposing maximum prices can protect consumers from excessively high prices and unfair 
practices.
     Encouragement of efficiency: When firms are constrained by maximum prices, they are 
incentivized to find ways to operate more efficiently in order to maintain profitability. This 
can lead to increased productivity, cost-saving measures, and overall improvements in the 
firm's operations.

Drawbacks of Maximum Prices:
         Reduced supply: If maximum prices are set below the equilibrium market price, 
producers may be unwilling to supply the goods or services at that price. It can lead to 
reduced production, limited availability, and potential shortages in the market.
        Exit of firms from the market: When maximum prices are imposed, firms may find it 
unprofitable to continue operating. This can result in some firms exiting the market, leading 
to reduced competition and potentially limiting consumer choices.
        Possibility of shortages: If maximum prices are set too low, it can create imbalances 
in supply and demand. With restricted pricing, demand may exceed supply, resulting in 
shortages as producers are unable or unwilling to meet the market demand at the regulated 
price.
      Black market creation: Maximum prices can inadvertently create opportunities for black 
market activities. When legal prices are artificially capped, individuals may turn to illegal or 
underground markets to obtain goods or services at market prices, undermining the intended 
purpose of the maximum price regulation.
       Reduced consumer choices: In some cases, maximum prices can lead to a decrease in 
the variety of products available to consumers. If firms are unable to cover their costs or 
generate sufficient profits under price restrictions, they may scale back their product 
offerings, leading to a narrower range of choices for consumers.
            In conclusion, the impact of maximum prices is a complex issue with both 
potential benefits and drawbacks. While they can make products more affordable, protect 
consumers, and encourage efficiency, they also risk reducing supply, limiting choices, and 
creating unintended consequences such as shortages or black markets. The effectiveness 
and desirability of maximum prices depend on careful consideration of market dynamics, 
specific contexts, and the potential trade-offs involved.
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5(a)  Define market failure.    [2]
Market failure occurs when the functioning of the market mechanism, including price, 
demand, and supply, fails to achieve an efficient allocation of resources.

5(b)  Explain two influences, other than weather, that could affect the demand for a 
Understanding the factors that influence demand for a product is crucial in analyzing 
market dynamics. Apart from weather, several factors such as the price of substitutes, 
complements, expected future prices, advertising effectiveness, income levels, and 
changes in price play a significant role in shaping consumer demand. Examining these 
influences provides valuable insights into consumer behavior and market outcomes. 
            Price of substitutes: Substitutes are alternative products that serve the 
same purpose or satisfy a similar need as the product in question. If the price of 
substitutes increases, consumers may find them less attractive due to the higher cost. 
As a result, they are more likely to choose the original product as a more affordable 
option, leading to an increase in demand. Conversely, if the price of substitutes 
decreases, consumers may switch to those alternatives, reducing the demand for the 
original product.
For example, consider the market for soft drinks. If the price of cola drinks increases 
significantly, consumers may shift their preference to other non-cola beverages, such 
as lemonade or iced tea, which are relatively cheaper. This shift in consumer behavior 
would likely lead to an increase in demand for the substitutes, while the demand for 
cola drinks may decline.
              Price of complements: Complementary products are goods that are typically 
used together with the product in question. If the price of complements increases, 
consumers may find it less affordable to purchase both the original product and its 
complementary item. This decrease in affordability may lead to a decrease in demand 
for the original product. Conversely, if the price of complements decreases, consumers 
may be more inclined to buy both the original product and its complement, resulting in 
an increase in demand.
For instance, consider the market for digital cameras and memory cards. If the price 
of memory cards increases significantly, consumers may be discouraged from buying 
both the camera and the memory card, leading to a decrease in demand for digital 
cameras. On the other hand, if the price of memory cards decreases, consumers may 
perceive it as a more affordable combination, leading to an increase in demand for 
digital cameras.

These influences highlight how changes in the prices of substitutes and complements can 
significantly impact consumer demand for a particular product. Understanding these 
relationships is crucial for businesses to anticipate shifts in consumer behavior and 
adjust their strategies accordingly.

[Additional influences have also been explained below:
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    5(b) continued.........   

Expected future prices: Consumer expectations about future price changes can 
significantly impact current demand for a product. If consumers anticipate that the price 
of a product will increase in the future, they may be motivated to purchase it now to 
avoid paying a higher price later. This expectation creates a sense of urgency and 
increases the current demand for the product. Conversely, if consumers expect a price 
decrease in the future, they may delay their purchases, leading to a decrease in current 
demand.   For example, suppose there is news of an imminent increase in the price of 
smartphones. Consumers who were planning to purchase a new phone in the near future 
may be incentivized to buy it sooner to avoid paying the higher price. This anticipation of 
a price increase can lead to a surge in demand for smartphones in the present.   
  
          Advertising: Successful advertising campaigns can have a significant impact on 
consumer demand for a product. Effective advertising creates awareness, generates 
interest, and persuades consumers to purchase the product being promoted. By highlighting 
the benefits, features, or unique selling points of a product, advertising can create a 
desire among consumers, leading to an increase in demand.
For instance, a well-executed advertising campaign showcasing the superior performance 
and innovative features of a new smartphone model can capture the attention and interest 
of consumers. This increased awareness and positive perception of the product can 
stimulate demand, as consumers are more likely to consider and purchase the advertised 
smartphone over competing option  . Advertising plays a crucial role in influencing consumer 
preferences, shaping brand perception, and creating a sense of desirability for a product. 
Through effective messaging and targeted communication, advertising can drive consumer 
demand and impact the success of a product in the market.

          Income: Changes in consumer income can have a significant impact on the demand 
for products, particularly for normal goods. A normal good is a product for which demand 
increases as consumer income rises and decreases as income falls. When income increases, 
consumers generally have more purchasing power, which allows them to afford and buy 
more goods and services. As a result, the demand for normal goods tends to increase.
For example, consider the market for luxury handbags. As consumer incomes rise, 
individuals may have more disposable income to spend on luxury items, such as high-end 
handbags. This increase in purchasing power leads to an increase in demand for luxury 
handbags as consumers are more willing and able to make such purchases.   Conversely, 
for inferior goods, which are goods for which demand decreases as consumer income rises, 
an increase in income can lead to a decrease in demand. Inferior goods are typically 
lower-quality alternatives that consumers may choose when they have limited purchasing 
power.
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5(b) continued,,,,,
Change in price: Changes in the price of a product directly influence its demand. According 
to the law of demand, as the price of a product increases, the quantity demanded generally 
decreases, assuming all other factors remain constant. Conversely, when the price 
decreases, the quantity demanded tends to increase.
The relationship between price and demand can be explained by the income and substitution 
effects. When the price of a product increases, it becomes relatively more expensive 
compared to other goods, leading consumers to seek alternatives. This substitution effect 
can result in a contraction of demand for the higher-priced product. Additionally, as the 
price increases, consumers' purchasing power decreases, making the product less affordable 
and reducing demand.  Conversely, when the price of a product decreases, it becomes more 
attractive to consumers in terms of affordability. The lower price makes the product more 
accessible, which can stimulate an increase in demand as consumers are more inclined to 
purchase it.    For example, if the price of smartphones increases significantly, consumers 
may opt to delay their purchases or consider alternative options, resulting in a contraction 
of demand for smartphones. On the other hand, if there is a price reduction, consumers 
may find it more affordable and be more likely to purchase a smartphone, leading to an 
expansion of demand.

IGCSE Economics 0455 Expert Solutions Solution copyright -smart exam resouces 21

www.sm
art

ex
am

res
ou

rce
s.c

om

smart
Approved



5(c) Analyse the possible effects of a shortage of a product such as energy
on an economy.   [6]

A shortage of a critical product like energy can have significant effects on an economy. 
Let's analyze the possible impacts in detail:
      Low supply and high prices: When there is a shortage of energy, the supply is limited 
relative to the demand. This scarcity drives up the prices of energy resources, such as 
electricity or fuel. Higher energy prices increase the cost of production for businesses 
across various sectors. Industries heavily dependent on energy, such as manufacturing or 
transportation, may experience a significant rise in their operational costs. This cost-push 
inflation can lead to reduced profitability and financial strain for firms.
       Cost-push inflation and unemployment: As the cost of production increases due to 
high energy prices, businesses may try to offset the additional expenses by cutting costs 
elsewhere. One common strategy is reducing labor costs by laying off workers or 
implementing hiring freezes. This can lead to an increase in unemployment rates as firms 
adjust their workforce to maintain profitability. Higher unemployment levels can have 
detrimental social and economic consequences, such as reduced consumer spending power 
and increased social welfare burdens.
       Increase in prices of goods and services: The higher energy prices resulting from a 
shortage can have a cascading effect on the prices of goods and services throughout the 
economy. Energy is a vital input for various sectors, and its increased cost is passed on to 
consumers in the form of higher prices. As prices rise, the affordability of goods and 
services decreases, potentially leading to a decrease in consumer demand. This decrease 
in demand can negatively impact businesses, leading to lower sales and potential financial 
difficulties.
       Decreased standards of living: The combination of high energy prices, cost-push 
inflation, and decreased affordability of goods and services can lead to a decline in the 
overall standard of living within the economy. Higher costs and reduced purchasing power 
can erode people's ability to afford basic necessities and discretionary items. This can 
result in a decrease in the quality of life, reduced access to essential services, and a 
general decline in well-being for individuals and households.
       Increased reliance on imports: In an attempt to address the energy shortage, 
countries may resort to importing energy resources from other nations. This increased 
reliance on imports to meet energy demands can have several implications. Firstly, it can 
lead to a higher trade deficit as more resources are being imported. Secondly, if the 
energy shortage persists, the reduced availability of domestic energy can hinder the 
productivity and growth of industries that heavily rely on it. This can result in a lower 
growth rate for the economy as a whole.
       In summary, a shortage of a critical product like energy can lead to high prices, 
increased production costs, cost-push inflation, unemployment, decreased affordability, 
lower consumer demand, decreased standards of living, and increased reliance on imports. 
These effects can have significant ramifications on various sectors of the economy and 
negatively impact overall economic performance and social well-being.
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5(d) Discuss whether or not workers benefit from division of labour.   [8]
Division of labor refers to the specialization of tasks where different workers focus on 
specific aspects of the production process. Let's discuss whether workers benefit from 
division of labor by examining the following points:

Why it is a benefit:
      Saves time: Division of labor allows workers to specialize in specific tasks, leading to 
increased efficiency and time savings. By focusing on a particular task repeatedly, workers 
become more adept at performing it, resulting in faster completion times and overall 
productivity gains.
      Increased skills: Specializing in a specific task through division of labor can lead to 
the development of specialized skills. Workers can become experts in their assigned tasks, 
gaining in-depth knowledge and proficiency. This specialization enhances their market value 
and employability, as they possess valuable skills that can be sought after by employers.
      Increased productivity: Division of labor often leads to enhanced productivity. When 
workers focus on a particular task and become skilled at it, they can perform the task 
more efficiently, resulting in higher output levels. This increased productivity can benefit 
both workers and employers, as it contributes to economic growth and potentially higher 
wages.
       Increased wages: The increased productivity and specialization resulting from division 
of labor can create value for employers. In turn, this value can be shared with workers in 
the form of higher wages. When workers become more efficient and productive, they 
contribute to the overall success of the organization, which can lead to increased 
compensation for their specialized skills and contributions.

Why it is not a benefit:
      Increased boredom: Division of labor can sometimes lead to repetitive and monotonous 
tasks, causing workers to experience boredom. Performing the same task repeatedly 
without variety or challenge can lead to reduced job satisfaction and potentially lower 
overall well-being.
       Limited skills: Specializing in a specific task through division of labor may limit 
workers' exposure to a broad range of skills and tasks. This can restrict their professional 
growth and limit their ability to adapt to different roles or responsibilities within the 
organization. Lack of diversity in skills can also make workers vulnerable to changes in job 
requirements or technological advancements.
      Lack of motivation: Division of labor can reduce workers' motivation and engagement, 
especially if their tasks are highly specialized and lack autonomy. Workers may feel 
disconnected from the bigger picture or have limited decision-making authority, leading to a 
decreased sense of ownership and motivation in their work.
       Lack of occupational mobility: Workers specializing in a particular task through 
division of labor may face challenges when seeking occupational mobility or career 
advancement. Their specialized skills may not be easily transferable to different roles or 
industries, limiting their options for career progression or job mobility.
        In conclusion, division of labor has both benefits and drawbacks for workers. While 
it can save time, increase skills, boost productivity, and potentially lead to higher wages, it 
can also result in increased boredom, limited skills, lack of motivation, and reduced 
occupational mobility. The overall impact on workers largely depends on factors such as the 
nature of the tasks, level of specialization, job design, and the overall work environment.
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