You should know about:

v/ balance of payments

v the benefits of international trade pay

) v/ sustainable development

v types of trade protection
v measuring development

v/ arguments for and against trade control & P

or protection v/ Dbarriers to economic growth an
. . development

v/ economic integration

v/ economic growth andgorgco

V' exchange rates development strategie

THE GLOBAL ECONOMY

4.1 THE BENEFITS OF INTERNAYT9ONAL TRADE

This sub-unit introduces key
terms, ideas and principles
associated with international

You should be able
v/ define the term

trade. v free trade
v explain the bene trade
v illus e quantity of exports or imports on a trade diagram.
HL In addition to the points above, L d be able to:
¢ define the terms
* absolute advantag * comparative advantage
¢ calculate the quantifg of e ports and export revenue or import expenditure on a

trade diagram

ortlinity costs to identify a country’s comparative advantage

imitations of the theory of comparative advantage with the aid of real-world examples.

imposed barriers (e.g. tariffs, quotas or subsidies).
There are many benefits of free trade.

* [tresults in increased competition between domestic and foreign firms, which leads to lower prices,
innovation and greater efficiency in production.

e [t allows greater choice for consumers, who are no longer limited to domestic goods and services.

¢ Firms may acquire resources (factors of production) that may not be available locally or may be more
expensive when purchased from domestic producers.
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Firms may enjoy economies of scale when they export goods and services to larger markets.
Foreign exchange is earned from the sale of exports, which importing firms can use to finance imports.

A more efficient world resource allocation results as countries specialize in goods and services they can

produce more efficiently.

HL A country has an absolute advantage in the
production of a good (or service) when it can

be produced using fewer resources (factors of
production) than another country. For example,
Country B has the absolute advantage in the
production of good X if it can produce it using 3
units of labour, whereas Country A must use 5
units of labour. So, Country B produces good X at a
lower absolute cost.

A country has a comparative advantage in the
production of a good (or service) when it can be
produced at a lower opportunity cost than in another
country. For example, Country B has a comparative
advantage in the production of good X if
producing an unit of X requires the sacrifice of 10
units of good Y whereas Country A must sacrifice
12 units of good Y. Country B can produce good X
at a lower relative cost.

The following are the main sources of comparative
advantage.

¢ The quantity and quality of resourc IS
of production) —fertile land allows er
productivity in the productt
goods or a highly educated an
force allows for more effici

4.1 THE BENEFITS OF INTERNATIONAL TRADE

specialization is based on the assumptio
that resources are occupationally and
geographically mobile but labour, for

Opportunity costs may not be co
PPC may not be a straight I
outward). Transferring re
industry to another m

ctuation in economic activity in the event
of changes in world demand.

Specialization may impede structural
change and hence economic development
for developing countries, which often have a
comparative advantage in the production of
agricultural goods.

Governments may create a comparative
advantage in an industry by investing

in human and physical capital. For
example, introducing IT courses in schools
and investment in high-speed internet
infrastructure may lead to a comparative
advantage in IT-related industries.
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THE GLOBAL ECONOMY

QUESTION PRACTICE

This question is adapted from the May 2019 examination paper. =
R
The market for oranges in Country Z is illustrated below.
6 Calculate Country Z's revenue from exporting oranges.  [2]
S[domesti }
5
!
@
o
&,
@ S(world)
@ 3
@
S
k]
3
E 2
1
domestic]
0
0 50 100 150 200 250 300
Quantity of oranges (thousands of kg per month)

SAMPLE STUDENT ANSWEP

7
A The candidate understands
that the country is a net exporter

as the world price is above

quantity of expor 80 — 50 = 100

the domestic price, and shows
workings. EXPO, ue = $3 X 100 = $300
1
V Unfortunately, the candidate has esp0 could have achieved 1/2 marks.

not considered the unit provided
on the horizontal axis. The correct

answer is 100 thousand (100,000
.

L “STION PRACTICE

question is adapted from the May 2018 examination paper. .

The following diagram illustrates the production possibilities of two
ntries, Country A and Country B, in the production of cotton and
bananas.

350

300

250 N

200 \

150

(

get to label the world
rve or world price

labelled if the “S(world)” or
“World price” label is missing.

100 ™
Country B Country A

Quantity of cotton (tonnes)

50

0 100 200 300 400 500 600 ¢00 800 900
Quantity of bananas (tonnes)

Using information provided in the diagram to support your answer,
determine which country should specialize in the production of cotton.  [2]
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4.1 THE BENEFITS OF INTERNATIONAL TRADE

SAMPLE STUDENT ANSWER

Country B should speoialize n the proaluotiow of cotton since  @—

it faces a Lower opportunity cost.

Country As opportunity cost of producing a tonne of cotton

Lsg

o=/

(A The candidate correctly
identifies the lower opportunity
cost as the justification for
comparative advantage.

A Information from the dia

S tonnes of bananas while country B's opportunity cost of
producing a tonne of cottow is 1 tonne of bananas.

This response could have achieved 2/2 marks.

22 Revision tip

kis used to support the answ

Country A has a comparative advantage in the production of bananas]¢

Once you have calculated the opportunity cost of producing a uni
opportunity cost of producing the other good is just the inver

of producing a tonne of bananas is 3 tonnes of cotton).

\_ 8

QUESTION PRACTICE

This question is adapted from the May 2017 examination pap

Explain two limitations of the theory of comparative advantage.

SAMPLE STUDENT ANSWER

Response 1

Transport costs extst. o—

it would also mea att ry would not evgjog economic

oleveLopmewt.

This respon

Res

So wuptions of the theory of comparative advantage

old in the real world. One such assumption is that ~ @—
ther@ils no transportation cost involved. n real Life, a country
ht prefer not to Limport from a country with a comparative
advantage because the difference in cost might be Less thaw the
transport costs incurred in getting the itew delivered across

countries.

e
o—

rV The candidate is listing and
not explaining the limitations.
There are 2 marks allocated for
each limitation. Listing a point
without explanation is usually only
awarded 1 mark.

J

. . )
V This answer is too vague.

It would not be awarded a mark.
There are many barriers to
economic development that are not
related to comparative advantage.

A This clearly explains an
assumption of the theory that may
not hold in the real world—that
transportation costs could offset
any potential cost-reduction from
comparative advantage.
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WV The lack of incentive for

gl disyge in developiing The application of comparative advantage may ot bring
countries is a valid example. i X i
This part of the answer is more —® about the bewe-(—lts tnherent Lin the theor;j. n partieulay,

precise than the previous answer.
However, the point is not
adequately linked to the theory of needed for economLe D[CVCLDPM&W’(:.
comparative advantage so only 1
mark would be awarded for this
paragraph. To achieve 2 marks, the
candidate should have explained
that most developing countries This response could have achieved 3/4 marks.
have a comparative advantage in
\agricultural goods.

developing countries may not pursue structural change

Revision tip

Discussion topics may be tested as part (b) @f egsay
which candidates need to illustrate with real-
discussion topic for this unit—the limitations o
advantage. Consider researching cou
specialization according to their co rative ntage. Build up your
own list of real-world examples.

4.2 TYPES OF TRADE "ROTECTION

This sub-unit introduces key
terms, ideas and principles

You should be able to:

v define the terms associated with trade protection.
v trade protection v tar
v/ quota v _subsidiégand export subsidies

v/ administrative barriers

on price, p
welfare O

late with reference to a trade diagram, in cases where there are changes in tariff, quota or
sub8idy or export subsidy, the changes in

the quantity of exports or imports
* export revenue or import expenditure
e government revenue or spending
* consumer and producer surpluses

e welfare loss.
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4.2 TYPES OF TRADE PROTECTION

Summary

Trade protection refers to government policies that limit imports
and/or encourage exports by setting up trade barriers.

These are the main types of trade barriers.

e Atariff is a duty (tax) that is placed upon imports. Tariffs serve the purposes of protecting domestic
industries from foreign competition and raising revenue for the government.

* A quota sets a limit on the quantity of a good that can be imported.

* A subsidy is an amount of money paid by the government to firms to lower costs of produgfton:
Subsidies give domestic firms an advantage over foreign competition. Subsidies may be @i
competing with imports in the domestic market. Export subsidies are given to exporting fi
increase their revenue from sales in foreign markets.

* Administrative barriers are the legal barriers (e.g. technical standards, health andis
environmental standards) that make it difficult and costly to import goo

reqaiirements,

Trade protection always benefits domestic producers and leads
to inefficiency (welfare loss). The effects on consumers and the
government depend on the type of trade protection.

Government and foreign producers: im epend on the quota system. Governments may auction
licenses to export, rajsi avernment revenue—this system involves a cost for foreign firms. When
eign firms for the right to export, foreign firms will charge a higher price,

Fe

Subsidy g€ pri vel of consumption or consumer surplus
r export revenue
Export subsidy gher price, lower level of consumption and hence lower consumer surplus

QUESTION PRAC '™ 5

Test yourself
—=/ Practise drawing trade diagrams to
‘ illustrate the effects of tariffs,
quotas and subsidies. Look for
real-world examples of each type
of trade protection.
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(W The explanation lacks
clarity. Two variables need to
be considered to determine the
consumer surplus—price and
quantity demanded. The candidate
does not mention the impact on
the quantity demanded and the

as the cause of the fall in consumer
ksurplus. This is not a valid answer.

correct and fully labelled diagram.

The impact on the consumer

surplus is identified correctly. This

response could be awarded 2 marks
\for the diagram.

J

(A The diagram is correct and
fully labelled. The candidate
identifies the change in the
consumer surplus. The diagra
could be awarded 2 marks.

There is a clear explanati
the increase in price an
in quantity deman
smaller consumer

1d achi
| cou d achieve

146

increase in price is not identified —e

-
A The candidate has drawn a S

SAMPLE STUDENT ANSWER

Response 1

Price of wooden furniture in US
sd

0 )
Pw + 25%— AR > T Sw +25% tari
1 I
w5 L T ; Swo(world s )
S i i
R b Y
: ; : I 500l e
QO R Q2 Q= . <

Lncreases
+ 25%, as the

rve upwards from

S
q
o

swtosw+:25%.
bg @a+b+c+d+

consumer SurpL

This response coul

Response 2
Price «
3 Dowmestie
A swppLg
PwW AV £ ID S, tavif
F ﬁ L ita HT(25% )S = worlol
Pw 1 W T
- ! o supply curve
! ! ! ! Demamnol
5 —t —t Ruantity

RI R R4Ae A2

[
Lpoits
after tariff

bports before tariff
Flogure 1 Tariff on wooden furniture
Due to the introduction of a tariff, conswmers ave required to pay
a higher price from Pw to Pw + tariff and quantity demanoled
reduces to R4 from R2. This causes consumer surplus to decrease
from the area denoted by AFC to ABD, negatively affecting
conswumers (Flg. 1).

‘ This response could have achieved 4/4 marks. ‘




Response 3

Price of wooden furniture
A
s

Loss of consuner sirplics

RN

1

Lo o

|

dee b D
1 | |
Q1. R34 R
—_—

Pwtt

Sw+tT

Pw Sw

Q:Aamtltg of
wooden furniture
Tariff is a form of trade protection and is indirect tax on
bmported goods. Due to tariff, the price of wooden furniture
increases from Pw to Pw + t. The quantity of dowmestic
production of wooden furniture increases from @1 to Rz,
and the quantity of Lmport decreases from RIR2 to R3R4.
Therefore, the quantity that consumer buys decreases f

to 4. Hence, consumers are worse off and conswme

decreases. Consumer surplus is defined as the fu
people who buy at Lower price thaw that they argwilling to pay
for. The loss of consumer surplus is shown by t a area,

as price increases from Pw to Pw + t, quantity decreases.

This response could have achieve mar

QUESTION PRACTICE

This question is adapted from t

examination paper. =

Country B grants rice produce
of rice.

n export8libsidy of $2 per kilogram

12 [ 11T
T

11+

-
Q|

0 1 2 3 4 5 6 7?7 8 9 10 11 12
Quantity of rice (millions of kilograms per year)

Using the diagram provided, calculate the welfare loss as a result of
Country B granting the export subsidy. [2]

4.2 TYPES OF TRADE PROTECTION

-
A Unlike the previous two

diagrams, this one does not

illustrate the original consumer
surplus (before the imposition
of the tariff) but it does sho
reduction in consumer surp
(shaded area). This approac
valid as it illustrates the
of the tariff on the co
surplus, answerin
The response also ¢
that the highergri

questi
states

%) AL “essment tip

any questions you need to
calculate or identify an area on

a diagram (consumer surplus,
welfare loss, for example).
Responses 2 and 3 looked at
the original and new consumer
surpluses to determine the
change. Response 3 went for
amore “direct approach” by
identifying the change (the
shaded trapezium). Illustrating
the area by shading worked well
for response 3 as the candidate
focused on a single area.

However, shading may make it
hard to read a diagram if there
are multiple areas identified, as
was the case for responses 1
and 2. The annotations for those
responses clearly identified the
areas in the explanations.

Similarly, a change in consumer
surplus can be calculated by
subtracting the new consumer
surplus (triangle AED in response
2] from the old consumer
surplus (area AFC) or the change
can be directly calculated

from the diagram (the shaded
trapezium in response 3) but
attention must be paid to include
the correct sign as it reflects
whether the consumer surplus
increased or decreased. Which
approach works best for you?
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SAMPLE STUDENT ANSWER
A The candidate identifies the

correct areas and notes that the 0.5 X (2 X2)+0.5X (3 X2)=45wmillion
quantities are in millions.

This response could have achieved 2/2 marks.

> Assessment tip

The previous question asked you to calculate but 124
not identify the welfare loss associated with the ‘
export subsidy on the diagram. Evenif itis not a & SEEN, ER
requirement of the question, shading the welfare 10 =
loss or identifying the changes in quantities By SER
demanded and supplied on the diagram might

make it easier for you to calculate the welfare loss

and avoid missing or miscalculating an area.

Going back to the previous diagram, let’s identify
the welfare loss and domestic quantities
demanded and supplied.

Price ( $ per kilograms)
n w £ ol (2] ~N [e0] w

[
|

I 5 d d
11 S dc Y

>

!

I
0 1 2 3 4 5 6 7?7 8 9 10 11 12
Quantity of rice (millions of kilograms per year)

o

QUES. N PRACTICE

g real-world examples, discuss the impact of tariffs on markets

stakeholders. [15]

AMPLE STUDENT ANSWER

A type of trade protection, a tariff is a tax that is placed on
Lmports. It serves the purposes of protecting domestic industries
from forelgn competition and raising revenue for the
government. Tariffs will divectly impact the consumers and
producers of goods on which they are lmposed and may also
Lwmpact other stakeholders indirvectly especially if the tariff Leads
to retaliation by trading partners.

| ©
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4.2 TYPES OF TRADE PROTECTION

Price

Sus
B C P
Pwit : . Sw + tariff
A ! . D

Pw — L . Sw

1o i I

1

b b Dus

T T T T ~

QI R2 Rz K4

Figure 1 Guanticy

As can be seen in Figure 1, a 25% tariff lmposed by the nited
States tn 2018 on mported steel Leads to a higher price of steel
on the US marRet, from Pw to Pwi. This would Lead to a Lower
quantity of steel consumed by US conswmers, from @4 to

e candidate could have
n the diagram the tariff
revenue and the impact on foreign
roducers.

Rz as fewer consumers are willing and able to consume at the

higher price. The conswmer surplus is reduced by area St

Steel factories in the US would benefit as they produce
quantity, @2 instead of @1, since some furms wieh were
previously wnawilling or able to produce at price Pl are no
willing and able to produce steel. They receive a hig e
of OPW1CR= Lnstead of OPWARL. The
inereased by area PWABPWL
through the collection of the ta
reduce thelr budget deficit.

er surplus is also

the tariff while consu 7 \
A The candidate elaborates on
the impact of tariffs on producers
o Lnerease . 7 o— and related stakeholders such
; \as employees.
will need
7
uwne V There is an interesting
comment about the type of
to unemployment that is reduced,
this L but the candidate does not
kexplain it sufficiently. )

would also allow thew to pay higher wages to the
woriRers and this could Llead to higher economic well-being.
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A The candidate shows
awareness of the demand of the
question set by the command
term—"discuss”—by providing
a balanced view on the impact on
firms in the USA.

'V Examples could be used more
effectively, for example by naming
the affected car, canned food or
motorbike producers.

e candidate makes

of real-world examples.
bers quoted are not exact
(“about 15%”, “over 130%") but
they are sufficient to show a good
knowledge of the issue.

Here
better
Th

There is also evidence of evaluation
kand synthesis in this conclusion.

N

150

Price

Flgure 2 cuantity

Sowme imported goods (such as steel) are also
as factors of production, the tariffs m,

costs of production for firms. This canP@seen in

the supply changes from St to S our example
Us, fums producing
canned fooo and cars use steel
higher cost of productio ,

(from P1 to P2 on Flg

Tariffs may als@ilead to vetaliation when trading partners also
rts. This happened as a result of the US
ariffs on steel and other products in 2018. A series
ith the EU and China Led to the increase in the

bmpose tariffs on

torbLke makers will be disadvantaged.

The extent of the Lmpact on consumers anal producers will depend
varying factors such as the value of the tariff, the type of
industry and how easily the imported good can be substituted
with dowestic production. For example, the Lnited States imposes
tariffs on steel, peanuts ana wool sweaters, anmong) other goods.
However, the tariff on wool sweaters Ls only about 15% and may
not have a large bmpact on branded sweaters whose demand can
be quite price-inelastic since consumers may show some brand
loyalty and not want to buy US-made sweaters if they feel the
quality is inferior to forelgn sweaters. The tariff on peanuts is
over 130% and would make imported peanits more than twice
the price of foreigwn peanuts and this would make consumers
wmaore likely to switeh to local peanuts due to the significant
nerease in price. Fina Ly, the us tariff on steel s 25%. while



4.2 TYPES OF TRADE PROTECTION

it is only slightly wore than the tariff on wool sweaters, it will
have a wmuch larger impact on domestic producers because steel is

a vather homogeneous product so US consumers (the US firms
that require steel as factor of production) will be more willing to
switch to local steel. So, it is clear that the tariff will only benefit

furms who ave protected by the tariff if they can easily increase

production and offer products of similar or better quality to Q
bmported ones. The tariffs will disadvantage firms who need to

pay for the tariff on Lmported factors of production and those who @

X

face the consequences of retaliation by trading partners.

This response meets all the descriptors in the second highest mark
band (10—12) and could achieve 12/15 marks. To reach mark

band 13-15, the candidate should discuss further the impact on
consumers and/or foreign producers rather than focus so much on one
stakeholder (the domestic producers).

Refer to Unit 5 (pages 194—195]) for a full explanation of the pap
level descriptors.

e Intervention—trade protection is a form offgéV@mment intervention. The government becomes involved in the

: v e markets) with the aim of achieving important macroeconomic
and bgRefits of intervention through trade protection in your

points learned in sub-unit 4.1, as the benefits of free trade

he benefits of free trade that a country forgoes by opting for trade

rotection.

chosen article? You may also cons
offer possible drawbacks of inte

Sights into wastages of scarce resources (e.g. lack of scope for economies
improvement] then you could also consider efficiency as key concept for

e Efficiency—if the article¥
of scale, noincenti
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4.3 ARGUMENTS FOR AND AGAINST TRADE
CONTROL OR PROTECTION

This sub-unit builds on sub-
units 4.1 and 4.2 and reviews the
arguments for and against trade
control or protection.

Q’Q Content link

Link to other sub-units

Refer to sub-unit 3.3. Industrial
jobs may be lost due to lower cost
imports. This is represented on a
diagram by a fall in the demand for
labour for a particular country.

c,)’b

152

You should be able to:

v/ explain the arguments for and against trade protection with t
aid of real-world examples

v evaluate trade policies (trade protection and free trade) for a
given country

Summary

These are the main arguments for trade pr

e It can protect or create local jobs a
reduce structural unemployme kills are not
transferrable to other industri

Trade protection can corre

ury go Bds in economically least developed countries (ELDCs).

Trad@protection encourages diversification of economic activities,
y preventing specialization in agricultural goods in ELDCs.

t protects new domestic industries, known as infant (sunrise)
industries that lack the efficiency and economies of scale of

stablished foreign competitors. This is often used to justify trade
protection in ELDCs.

e The sale of goods that may not meet the health and safety
standards of the importing nation is prevented.

Production of goods is reduced in countries with lower
environmental standards that may pose a threat to sustainability.

The reasons governments give to justify trade protection must be
carefully evaluated. Trade protection is popular with industries
competing with imports and governments may hide populist policies
behind unfounded economic claims. Accusations of dumping may be
unfounded (dumping can be hard to prove) and countries imposing
trade protection on goods that do not meet environmental standards
are sometimes those with poor records of environmental protection.

These are the main arguments against trade protection.

¢ Consumers pay higher prices and face fewer choices if they are
unable to afford the higher-priced imports.

¢ Trade barriers may lead to retaliation and start a trade war.



4.3 ARGUMENTS FOR AND AGAINST TRADE CONTROL OR PROTECTION

Trade protection leads to misallocation of resources as goods are
not produced by countries that use the fewest resources to produce
them (efficiency in production).

Domestic firms may pay higher costs if they import factors of
production. This may affect export competitiveness if exporting
firms are reliant on imported resources.

Domestic firms may lack incentive to become more efficient.

Test yourself

also received a total of USD 3 billion in subsidies from the government. “Itis a nati
just about a car. It's about engineering. A country without engineering skill and kn
developed country,” commented the Prime Minister of Malaysia.

In the beginning, Proton was reliant on imported factors of production su
Motors. Proton gained the technological knowledge to train workers to bul
factories after 15 years. In 1993, Proton cars accounted for 74% of akigs
decade after the government reduced tariffs on imported cars ag
free-trade pact, Proton cars only accounted for 12.5% of new ca

in their Malaysian
Id in Malaysia. In 2016, a

Adapted from https://www.livemint.com/Industry/WfSc isxbE
as-Mahathir-Mohamads-auto-drea.html

Read the above passage and identify at least two arguments
on foreign cars in Malaysia.

rand two arguments against imposing tariffs

Hint: consider the size of the ta i 0%)-awould such a tariff help raise government revenue?

common arguments for trade protection in ELDCs applicable?

to find a least one industry that is now established and no longer

at your pointis anchored in economic theory. Your diagrams must be woven into your answers. Link the
s learned in sub-units 4.1 and 4.2 to the arguments for and against trade protection (where appropriate).

ta diagram. The higher quantity supplied by domestic producers can support the argument for job creation.
The welfare loss is evidence of the misallocation of resources.

This question is adapted from the May 2012 examination paper. =

N

Using real-world examples, discuss the view that it is never desirable for
countries to resort to trade protection. [15]
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A This shows good Trade protection is defined as the partial or complete protection

understanding of the key concept, of dowestic industries from forelgn competition in domestic
trade protection.

markets. There are many types of trade protection such as tariffs,
quotas ano subsidies, and regulatory barriers. Trade protectidit,
although aimed at benefitting domestic industries, ma

tariffs on Chinese imports from 2018 to 2019, such
and aluminium tariff in Febmarg 2018,
Price of steel and aluminium
A

Sehtinn+ tailff

Schina

’
A The candidate has included

] Quantity of steel

a diagram and has customized o ; i
, ndt atuomdbntuon
the labels to the real-world DLagram 1
example (e.g. “S(China)” instead : ) . o .
of “S(World)”; “Price of steel and with the ta rl:f:ﬁ 0 Df steel and aluminium tn the US

luminium” instead of just “Price”. , Y ,
\O e mereac o nee rises P1 to P2, shifting the Chinese supply curve upwards
fro na) to S(China) + tariff (Dlagram 1). At the
( : ’ ’ ’ ’
A A full explanation of the Lo ore US dowmestic producers are willing and

kdiagram is included.

Y steel and aluminiwm, increasing gquantity
PPURA by R1R2. US conswmers are less incentivised to
chase at the higher price P2, causing quantity demanded
fall by @zc4. Thus the volume of Lmported steel anad
wminium reduces from R1R4 to R2R=. Tariffs result in a
loss of consumer surplus of areas A + B + C + D as dowmestic
consumers consume Less of the good at a higher price P2. While
dowestic producer surplus increases by area A as total revenue
tnerease from (PL X ®@1) to (P2 X ®@2) and the government
earns tariff revenue equivalent to area C, society suffers a net
welfare loss of areas B + B of conswmption in efficiency is
represented by area D which is a loss of consumer surplus. Area
B represents production inefficiency due to the extra cost paid
as the US economy shifts steel and aluminivm purchases
away from efficient foreign producers to relatively inefficient

domestic firms.

154



4.3 ARGUMENTS FOR AND AGAINST TRADE CONTROL OR PROTECTION

Thus trade protectionism almost always guarantees a reduction. (A The candidate continues to

n Lency, especially production inefficiency which results ®7| make use of the diagram to support
ef{:w Y esp YP d the argument that trade protection

e gl.obal, resowrce misallocation. wn addition, ta ri-(:fs on Chinese \is not desirable. )

steel and aluminium ma Y breed depewdewog own such pro’ccotiow

N

, 3 3 ., > ) V There is a real-world exa
un dowestic producers, reducing their tncentive to tnnovate, Lower | but it is not fully developed.
are the consumers of ste
aluminium? Whatis t
as competition is effea’civetg reduced. of the higher prices
particular? The can
have mentiongd

costs and operate efficiently. Long-run efficlency thus declines ®

Trade Protectiow also tncreases the proba biLit{j of a trade war

oceurring, where protectionism results in retaliatory protectionist

measures imposed bg the other country. For example, China
retaliated to the tariffs set by the US by imposing higher tariffs
on US soy and automobile exports in 2019. As both countries
became increasingly protectionist, there was a significant
reduction in the volume of trade between them, reduciing the

gains from free trade. Stnee export earnings are an tnje
A This judgement demonstrates

nto the global cireular flow of income, and especiall the candidate’s ability to

both US and china are large global economies, t evaluate the argument—that
7 , , — . , trade protection might have
significant impact on world trade. with increas more significant impacts for

\some countries.

o— (A The candidate is meeting the
requirements set by the command
term (“discuss”) by providing

a counter-argument to the
proposition that trade protection is
never desirable.

Ln SOMAE clrcumstances. For exa
regulatory barriers on impg
in the form of quality

. , A real-world example is developed.
it also tnereased tart p p
eased References to the tariff and AD/AS

whieh are also Progiuc A \diagrams help support the analysis.

at protecti
have wot

the volume of imports such as through tariffs as tn
Dlagiam 1 (RLR4 to R2K3), competition is reduced, allowing

nt lndustries to increase market share and efficiencies. Such
policies may be especially necessary for developing countries such
as Ecuadlor to expand production into new industries that give
them a comparative advantage, allowing for Long-term economic
growth and development. For example, Lf Ecuador grows its cereal
export industry, export earnings may increase, increasing net
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exports (X-M) and thus AP from APL to AD2 (Blagram 2). Real
GPP increases from Y1 to Y2, causing actual growth. tf economic
growth is sustained or industries gain wmore funds from profits,
investiment in physical and huwman capital may increase,

A There is a clear attempt at increasing Keywnesian AS from Keynesian ASL to Keynesi
synthesis, which summarizes some , , 7 ,
of the key points raised in the essay. AS2; potential output tnereases to Y4 while real GBP L to

Y3, allowing both short-term and long-term growth.

General price Level
Keynesian ASL

ch WESLAW

X

PL

real GDP
Dlagram 2
n conclusion, tra often deemed undesirable
because of its ations for parties nvolved, not

proteotiowism 3 meosed but also

the domestic econo the country imposing trade protection.
Neg ereussions also extend to countries not dirvectly
Lo L

global implications. However, a country’s

utWelgh its harms. Bspecially in economically less developed
ntries, trade protection may be necessary tn the short-term to
ow infant industries and its economy. Henee, countries may
wal it desirable to resort to trade protections at times, but must

0 o With caution.

This response could achieve 13/15 marks. It meets all of the descriptors for
the highest mark band (13—15). However, the real-world examples are not
always well developed to support the arguments.

»2 As sssment tip

~
ention to the command term. “Discuss” was the command term of this question practice. A discussion needs

to be balanced. In the question, the balance comes in the form of considering arguments that support the idea that
trade protection is not desirable, but also considering the opposite view—that trade protection can be desirable.
An unbalanced answer to a discussion question would probably receive a lower mark as it would not meet the first
descriptor of the highest mark bands—the specific demands of the question (which are partly determined by the
command term) would not be addressed.
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Q’b Content link
Link to your IA

Trade protection is covered extensively in the news and so candidates often opt for this topic for their third
commentary. A good article would point to the reasons that pushed the government to impose the trade barrier.

For example, a mention of job losses could signal the fear of structural unemployment; a difficulty to compete

with imports from more established firms could indicate an infant (sunrise) industry that needs time to grow;g
depreciating currency is often the symptom of a high current account deficit. Also pay attention to other information
given in the article that could provide arguments against the implementation of trade barriers. For example, a
mention of rising inflation would suggest that consumers’ real income would be significantly affected b
prices of imports. Explaining those arguments in favour and against trade protection in economic ter
reference to the contents of the article is important (criterion C: Application and analysis) but it is imp
assess the validity of the arguments in context (criterion E: Evaluation).

South Africa imposed tariffs on imported chicken meat in 2020, for example. Would the infan
make a valid reason to support the tariff? Could chicken farmers be part of a new indus

As mentioned in sub-unit 4.2, a commentary that allows for some debate o
illustrate the key concepts of efficiency and intervention. Here is another k

Interdependence—the focus of the article may be the impacts of t p
in terms of lower income, unemployment and the risk of retaliatio
interdependence of nations in a globalized world.

icle would allow you to explore the

4.4 ECONOMICINTEGIATION

You should be able to: ' This sub-unit introduces the
v define the terms different types of trading blocs.
v preferential trade ustoms unions

agreements
& v common markets

v free trade areas or
agreements

¢/ monetary union

v/ explain the

L ddition to the points above, for HL you should be able to:

° fine the terms
e trade creation e trade diversion

* evaluate a country’s decision to join a monetary union.

Summary

Economic integration refers to the process by which two or more
countries cooperate on economic and other matters. The most common
form of economic integration is a preferential trade agreement (PTA).
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A PTA is a trading bloc that encourages trade liberalization (the process
of reducing trade barriers) by giving member countries preferential
access to certain goods and services (e.g. through reduced tariffs) .

PTAs may be bilateral (between two countries), regional (between
many countries) or multilateral (agreed through the WTO) agreements.

The degree of economic integration varies with the type of PTA o
trading bloc.

* Afree trade area or agreement is the lowest form of econ
integration—where member countries reduce or remov
barriers against each other. Each country keeps its o

* A customs union is an agreement between co )
remove trade barriers and adopt common exteghalddarriegs against

capital and labour. In addition,
policies on product regulation

In addition to the benefits
advantages of joinin

(see sub-unit 4.1), the
ude the following.

barriers a¥é¥€duced, goods that were previously
ically will now be imported from producers who

e largest economic markets, which individual EU member
ay not be able to negotiate on their own. For example, the
ina Comprehensive Agreement on Investment (CAI)

grants EU investors a greater level of access to China’s market”
(https:/ /ec.europa.eu/trade/policy/in-focus/eu-china-
agreement/).

* “There is greater political stability and cooperation within the
trading bloc as countries become more interdependent.

e With permitting free movement of labour, there are greater
employment opportunities for residents of a common market.

In addition to the arguments for trade protection (see sub-unit 4.3),
membership to a trading bloc may also lead to:

* (HL) trade diversion, a situation where a member country of a
trade bloc no longer imports goods from a more efficient (lower
cost) producer outside the trading bloc and instead imports them
from a less efficient producer within the trading bloc

* aloss of sovereignty as economic decisions may no longer be taken
independently, especially in customs unions and common markets
where countries adopt common trade and other economic policies

e areduction in the incentive to participate in multilateral trading
negotiations through the WTO.
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HL A trading bloc may further integrate economic activities as a
monetary union where member countries share the same currency
and have a common central bank.

Besides the advantages of a trading bloc, members of a monetary
union may also benefit from:

¢ the elimination of exchange rate conversion costs and risk
associated with exchange rate fluctuations

¢ greater inflows of foreign direct investment due to the greater
stability resulting from the lower currency risk.

Members of a monetary union may also suffer a loss of

independence in implementing monetary and exchange

rate policy.

The WTO is a multilateral organization seeking to liberalize trade.
The functions of the WTO are to:

e set and enforce rules for international trade

¢ provide a forum for negotiating trade liberalization

e monitor further trade liberalization

* resolve trade disputes

* increase the transparency of decision-making pro

* cooperate with other major international economi

the policies of the WTO that they fee floped countries
more than developing countri

Test yourself

A common central bank i 2 9 members of the EU as part of a monetary union, the Eurozone. The European
: moRgtary policy.

ry policy? As the President of the European Central Bank, would you adopt a contractionary or expansionary
mongtary policy?

> Assessment tip

The EU is the largest common market with 27 member countries. Croatia was the last country to join the EU in
2013 but other countries such as Serbia and Turkey are currently negotiating membership to the common market.
Research the (potential] benefits and problems of an EU membership for those countries. Those could be good
real-world examples for paper 1 questions.
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This question is adapted from the November 2021 examination paper.

List two functions of the World Trade Organization (WTO). [2]
o . )
V While it looks as if the Response 1
candidate has highlighted two
functions of the WTO, they are o , 7
. SO e To negotiate rules and to settle disputes.
rules for? What kind of disputes w
does the WTO help to resolve? y This response would probably not be awarded a mark.

Response 2

A This response is a lot clearer. ,
If you compare it to the previous —® 1. Settles trade disputes.

response, here the candidate > vides a - trad ta
clearly states that the disputes Ll -{:Dm fDY nanenEan

are trade-related.

betwe wntries.

J This response could have achieved 2/24mark

4.5 EXCHANGE RATES

o

You should be able to: This sub-unit introduces key
terms, ideas and principles

7 CEiG ins i associated with exchange rates.

v’ exchange rate
v fixed, floating and managedgexchan
v/ appreciation and depreciation

v’ devaluation and revaluatig

v’ overvalued and unde

a currency

v/ illustrate chan

* evaluate a country’s decision to change its exchange rate system.

Summary
An exchange rate is the price of a currency in terms of another currency.

Currencies are transacted (“exchanged”) on the foreign exchange market. For example, residents of the UK
who wish to visit France will need to exchange British pounds for euro since the British pound is not accepted
by most hotels, restaurants and shops in France. That currency exchange is both a purchase and a sale.
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¢ British pounds are sold—this increases the supply for the British pound on the market for British pounds.
* Euro are purchased—demand for the euro increases on the market for euro.

The exchange rate, being a price, changes with the changes in market forces. In the above example, the
exchange rate for the British pound decreases and the exchange rate for the euro increases.

There are three types of exchange rate system.

¢ The floating exchange rate system—the exchange rate is determined by market forces (the dema
for, and supply of, the currency on the foreign exchange market) without government or central
bank intervention.

* The managed exchange rate system—the exchange rate is allowed to change withi
regular intervention by the central bank is required to prevent excessive ap

Appreciation (depreciation) refers to the increase (decrease) in the value of a cu
movements in market forces. These terms are used to refer to exchange r
managed exchange rate systems.

cy resulting from
ating and

results in an increase in the demand for the Korean won ¢
electronic devices.

0 investment and remittances—shares
orwegian krones. Foreigners will need
for the shares. The purchase of shares

¢ Inward or outward flow of foreign direct invest
issued by a company in Norway can only be purc

d to appreciate, foreigners may wish to purchase it ahead of the
d to an increase in the demand for the currency. If the Indonesian
t year, speculators may decide to buy it now at the lower exchange

higher exchange rate. T
rupiah is expected

s—if inflation in Canada exceeds the US inflation rate, US goods may
anadian goods over time. This would lead to greater imports of US goods in
uced Canadian exports to the USA. Both the demand for, and supply of, the Canadian
ge as a result, leading to a depreciation of the Canadian dollar.

rowth rates—economic growth leads to increases in income. With higher income, residents

may buy more goods and services, some of which will be imported. Also, the higher

growth may attract foreign investment. This would lead to increases in the supply of, and

demand for, the currency. The overall impact on the currency would depend on the magnitude of the
ges in demand and supply.

* “Changes in interest rates—a higher interest rate in Australia implies higher return on bank deposits at
Australian banks. Foreigners may want to convert their savings to Australian dollars, and hence increase
the demand for the Australian dollar, to transfer savings to an Australian bank account.

* Central bank intervention—under fixed and managed exchange rate systems, central banks buy and
sell currencies. To counter a downward pressure in the currency, the central bank of Vietham may need
to sell some of its foreign currency reserves to purchase the excess of Vietnamese dong on the foreign
exchange market (this results in an increase in demand for the Vietnamese dong). When it needs
to counter an increase in the value of the Vietnamese dong, the central bank may purchase foreign
currencies using Vietnamese dong. This would increase the supply of the Vietnamese dong.
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Revaluation (devaluation) refers to the increase (decrease) in the value of currency through intervention by the
country’s central bank. Thus, these two terms describe changes in exchange rates resulting from intervention in

fixed exchange rate systems.

When the central bank tries to maintain the value of a currency lower (higher) than what it would be in a
floating exchange rate system, the currency is said to be undervalued (overvalued).

The central bank maintains the value of a currency mostly through the sale and/or purchase of its currenc
in the foreign exchange market, and/or changes in interest rates.

HL These are the advantages of a floating exchange rate.

* Abalance of payment disequilibrium is automatically corrected.

* Monetary policy can be used to achieve domestic objectives (e.g. higher economic . er a
fixed or managed exchange rate, interest rates may need to be adjusted to maintai encethe

exchange rate.

* There is no necessity to hold foreign reserves.
These are the advantages of a fixed exchange rate.

* Uncertainty caused by fluctuation in exchange rates is reduced. Pric

nue from

* A fixed exchange rate encourages fiscal discipline. A fixed exchange regime may not be
sustainable with relatively high inflation rates, which wouldff€a€ es in demand for, and

currency terms. It forces firms to remain efficient t §of their goods competitive.

¢ There is higher export revenue and economic gro if the exchange rate is fixed below the market

* Achange in the (X - M) compon

growth and unemployment.

There will be changes in the

actuced in this sub-unit, and some may seem to describe a similar phenomenon. For
and depreciation both refer to a fall in the value of a currency. However, a devaluation is the
's intervention, while a depreciation is the result of changes in market forces.

V This could also apply to a
devaluation. If a definition can
apply to two different economic
terms then it is vague. The
candidate should have specified
that this fall in the currency’s value
is the result of a change in market
forces (or that it takes place in a
\ﬂoating exchange rate system).

This question is adapted from the May 2021 examination paper.

Define the term depreciation. [2] s

—® A depreciation is the fall in the value of a currency expressed in

terwms of another currency.

J
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> Assessment tip

An exchange rate diagram may look like a demand and supply diagram, but the vertical axis should not be labelled
as just “price”. An exchange rate is the price of a currency in terms of another currency. Therefore, the label for the

exchange rate for the euro in terms of the US$ may be “price of euro in US$” or “exchange rate US$ »
euro

Us$

Note that if you use a currency pair (such as ) for your vertical axis label, the currency on the denominat
euro

L the currency listed on the horizontal axis (it is the currency that is bought and sold).

QUESTION PRACTICE
This question is adapted from the November 2021 examination paper. = @
K

Using an exchange rate diagram, explain the effect on the South
Korean won’s exchange rate of South Korea’s central bank selling
US dollars. [4]

SAMPLE STUDENT ANSWER
Response 1
BY selling Us dollars, the demand for won increases, 3 '

A The explanation establishes
a link between the sale of US$ and
the demand for Korean won.

South Korean central bank Ls demanding wow i
for Us dollars. This shifts demand for wown fro
tnereasing the exchange rate of won from ERe to

(A The candidate clearly indicates
the rightward shift of the demand
curve and the increase in the
¥exchange rate with arrows.

value of Kovean wow LA I,
A

@®—| V However, the vertical axis is not
labelled correctly—it should be
“price of Korean won in US$” and
not “value of Korean won in US$”.
It is likely that this diagram would
konly be given 1 mark.

J

cawntity OF money

This

have achieved 3/4 marks. g
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? Response 2

Price of South Korean won tn US ($)
4 S

( N
A The candidate explains that
by selling US dollars, the central 7 7 7 7
bank buys Korean won and this bank is selling its foml’gw Ctevie
causes an increase in demand. —® South Korean wow. This has the the demand
The diagram is correctly labelled i >
and the changes in the demand for the won and thus there is a rightw from D1 to P2.
curve and exchange rate are
clearly shown. . .
\\ / This response could have ac

QUESTION PRACTICE

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

4
s
Using an exchange rage diagraf)y explain how a decrease in the interest
rate in Thailand might i e the value of the Thai baht. [4]
SAMPL STU™ ATANSWER
A The candidate clearly indicates Price of baht in US ($) o
. . ‘k
the rightward shift of the supply =5
curve and the decrease in the
exchange rate with arrows. ) . :
i
P2f l ------ 4----
1 i
| l
| 1
| 1
1 ! -
a2 !
Quantity) of banht
| )
y ’ ’ ’
. on the —® As seen in the figure above, a decrease Ln interest rates
eShugfe and the sale disincentivises saving in Thailand by dowmestic and foreign
i baht as savings are 2 ,
convertelito another currency. savers, as the return on savings falls. Thus, savers sell Thai baht
€ adequate references to buy other curvencies to save in other countries with higher
diagram to explain the i i i
\depreciation. ) unterest rates, uincreasing the SM‘PPLg o-f baht s1 > sS2, thus

decreasing the value of the baht in terms of USH, PL > P2.

This response could have achieved 4/4 marks.
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“raising inflation”.

Using an AD/AS diagram, explain how the peso’s weakness is

This question is adapted from the November 2020 examination paper. =
Read the following passage and answer the question that follows.

The depreciation of the Argentinian peso causes imported oil prices to
go up, further raising inflation. The falling real incomes of households
combined with higher interest rates will affect the economy negatively,
possibly leading to a recession. Interest rates will remain high for some
time, discouraging investment. Economists expect Argentina to fall into
recession, for the fifth time in a decade.

[4]

N

SAMPLE STUDENT ANSWER

Response 1

Price Level (peso)

A

PLL

PL2

SRAS

A weaker peso Will make b
cheaper. This can increase the

se2

Res

ive and exports
fi tina with an

this response would not be awarded a mark.

deprecation of the peso means that bmports become more

expensive, leading to cost-push inflation. This is showwn i the

diagram below.

Q
<
)

o—

revenue. At the same tine,

4.5 EXCHANGE RATES

(V While a depreciation could
lead to an increase in aggregate
demand if export revenue increase
due to the lower prices of exports
in foreign currency terms and/

or lower import spending due to
more expensive imports, that is
not what the passage describes.
On the contrary, the mention of a
recession in the passage points to
a decrease in aggregate demand
so this response is incorrect. Paper
2 questions always refer to text
and/or data provided and must be

answered in context. )

7
A In contrast to response 1,
this response clearly points to the
higher price of imported factors of
production, which lead to cost-
push inflation as suggested by the
text. The diagram is correctly and
fully labelled with a leftward shift
of the SRAS and the corresponding
increase in the price level to reflect
the higher inflation rate. Arrows
clearly indicate the changes in

\SRAS and the price level.
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Average price Level
1 SRAST cpag

I
|
1
1 R i 1---
I
<1

Y

Y=y

real e

Aggregate supply is the total amount of goods

V There is no reference to the produced in an economy at a given pri

specific imported factor of ( A — te

production that leads to higher Salien L s e LU

production costs (oil). shifting the SRAS ourve Lef to at L. The

average price Level of the econo
bmported inflation has occurved Blie to the weakness of the peso.

This response could have a

Q’ﬁ Content link
Link to your IA

News articles on the impact of a change in exchangerate on economic indicators are a good choice fora

erfood on the exchange rate of the sol and the differing impact of that exchange rate appreciation on the welfare of
the people of Peru is an aptillustration of the concept of change.
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4.6 BALANCE OF PAYMENTS

This sub-unit examines the You should be able to:
different accounts (and their

components) of the balance of
payments and the interdependence v/ balance of payments
between those accounts.

The relationship between the

v’ define the terms

v current, capital and financial accounts

current account and the exchange v list and explain the components of each of the acco in th
rate is another important feature balance of payments
of this sub-unit. v calculate the deficit/surplus in any one of t ts o

balance of payments

v explain that the sum of the current, al an:

equals zero.

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

¢ explain why a deficit (surplus) in the current
or financial account of the balance of payments
may result in downward (upward) pressure on
the exchange rate of the currency

apply the Marshall-Lerner condition to the
effegof a currency devaluation or depreciation

¢ discuss, with the aid of real-world examples, e current account

the implications of a persistent currentaccount
deficit e explain the J-curve effect, with reference to the

Marshall-Lerner condition

¢ explain the methods a goveMiment e to
correct a persistent current acc ts 1 L4 diSCUSS, with the aid of real-world examples,
the possible consequences of a persistent
current account surplus.
Summary

The balance of pa iS\@eco all the transactions between the residents of a country and the
ver a'year.

re), net investment income flows (profit, interest and dividends) and net current
pign aid, grants and remittances).

account includes all capital transfers (e.g. debt forgiveness, payment for inheritance taxes),
transactions in non-produced assets (e.g. land rights such as land sold to embassies) and non-

cial assets (e.g. patents and copyrights) between countries. The capital account is usually the
allest of the three accounts on the balance of payments.

¢ The financial account includes flows of funds related to foreign direct investment (FDI) and portfolio
investment, the purchase and sale of a country’s reserve assets (official assets) and funds related to
official borrowing (by governments).

Credits (+) are inflows of funds and debits (=) are outflows of funds. There is a surplus (deficit) in an account
of the balance of payment when the credits exceed (fall short of) the debits for that account.
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More on the reserve assets (official
assets)

A central bank keeps reserve assets to settle urgent
international transactions, intervene in the foreign
exchange market to influence the exchange rate or
finance balance of payments deficits (see the next
point on financial account surplus compensating
for current account deficit). Reserve assets include
foreign currency deposits and government bonds
(e.g. US Treasury Bills). Note that the use (spending)
of reserve assets will be recorded as a credit (+)

on the balance of payments account whereas the
accumulation (purchase) of official reserves is
recorded as a debit (-). For example, if the People’s
Bank of China (the central bank of China) spends
some of its US$ reserves, the transaction will be
recorded as an inflow or credit on China’s balance
of payments.

An account may be in deficit or surplus, but
balance of payments should always

HL A current account deficit may bec
concern if it is persistent and rg

persistent deficit in the curr@
to these situations.

Thé&fe may be sales of sale of domestic assets
reigners to increase inflows into the
ancial account.

* The country will experience indebtedness
if the current account deficit forces the
government to borrow from abroad to
finance the deficit. The increase in foreign
debts worsens the economic standing of the
country and leads to a poor credit rating by
international agencies.

168

. N
CQ Content link HL Credits (such as the export revenue) lead to an increase in the
Link to other sub-units demand for the currency on the foreign exchange market. This puts
Refer to sub-unit 4.5 as a an upward pressure on the exchange. Debits (e.g. FDI outflows)
reminder of the reasons for increase the supply for the currency. This leads to a downward
changes in the demand for, and pressure on the exchange rate.
supply of, a currency.

sum of all the accounts in the balance of p t
should always be zero:

current account + capital account + finan@ial accou

The sum of credits should bala

=0

the sum of

debits across all accoun i ount is
usually small (almost in: ifi alance in

inflows are ins

using 1€ assets is recorded as a credit (+))

untry must resort to official borrowing,
will also appear as a credit (+) on the
balance of payments).

or the

Contractionary demand-side policies may be
used to reduce lower import spending (see the
next point on expenditure reducing policies). This
may, however, lead to an economic slowdown.

The combined effect of a lower (X — M)
component of the aggregate demand, lack of
investment due to poor confidence and inability
of the government to finance infrastructure

due to high government debt will likely lead to
lower economic growth prospects.

To reduce a persistent current account deficit,
governments may consider these measures.

Expenditure switching policies may be used,
such as trade protection and/or a currency
devaluation (or sharp depreciation if the
currency operates in a managed exchange rate
system). A devaluation (sharp depreciation)
will only be effective in reducing a current
account deficit if the Marshall-Lerner condition
(explained below) is satisfied.

Expenditure reducing policies may be used,
such as contractionary fiscal policy and
contractionary monetary policy, to reduce
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consumers’ willingness and ability to spend on all goods, inclusive Qs Content link
of imports. Such policies may also help decrease inflationary
pressures (which could be the root cause of the current account
deficit) but could worsen an economic slowdown or recession.

Link to other sub-units

Consider the advantages and

limitations of the policies learned in:
* Supply-side policies may be used to promote efficiency and

reduce firms’ costs to raise export competitiveness, but these
policies are often difficult to implement and only yield results
in the long term.

® sub-unit 4.3 for additiopal
arguments in favour an
against trade protectio

e sub-units 3.5 an

additional no
effectiveness
policie

A currency devaluation or depreciation implies that the foreign
price of exports decreases and the domestic price of imports
increases. The impact the changes on the prices of exports and
imports have on the current account depend on the PED for exports

and the PED for imports. sub-u
itle p san

The Marshall-Lerner condition states that a currency devaluation foCtive

(or a sharp depreciation) will improve the current account balance
only if the sum of PED for exports and PED for imports is greater
than 1. That is:

PEDx+PEDm>1

The Marshall-Lerner condition usually does not hold in the
Exporters and importers need time to adjust to price chang
As aresult, a current account will initially widen an y a
known as the J-curve effect.

as piice elasticities are low.
y the devaluation or depreciation.
0d of time will it narrow. This is

Current
account
surplus

Time
|PED +PED M | <1 |PeD+PEDm |>1
in the current account may lead to these situations.
o Th e an appreciation of the currency and hence reduced export competitiveness.
o o Thi y be lower cost-push and demand-pull inflation due to lower prices of imports and lower

—M) component of aggregate demand.

higher rate of employment may result as jobs are created in export and import-competing industries.

The current account surplus implies greater production (exports) than consumption (imports) and
thus relatively low levels of domestic consumption (the residents of the country could enjoy a
higher standard of living by consuming more imports).

* The current account surplus is likely to be compensated by a financial account deficit (since the
capital account is usually a small part of the balance of payments). Portfolio and FDI outflows
imply that domestic investors favour foreign markets over the domestic markers, leading to less
domestic investment.
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Test yourself

There are debits (outflow of funds) and credits (inflow of funds) associated with each component of the balance of
payment. Can you provide a real-world example for each component—credit and debit—on your country’s current
and financial accounts? Can you explain each flow’s impact on the exchange rate? (Remember that credits lead to

an increase in the demand for the currency and debits lead to an increase in the supply of the currency.)

V Table 4.6.1 Examples of credits and debits on specific countries’ balance of payments

company] shares by
Canadian residents

e US dolla

Current balance of trade in goods | India credit: revenue from the demand for Indian rupees
account exports of rice
debit: expenditure on supply of Indian rg
imports of petrol
Financial | portfolio investment USA credit: payments for the deman
account purchase of Uber (a US

debit: payments for the
purchase of Japanese
government bonds
residents

Sdollar T

You may not find examples for all components but try to at|

have

balance of trade in services, FDI and portfolio investment f|

170

QUESTIP" | iamal 17

for the balance of trade in goods,

Exports of goods

le A:Urbania 2017 balance of payments

ports of goods

1393

Exports of services

Imports of services

954

Netincome

-35

Net current transfers

—49

Net capital transfers

11

Net transactions in non-produced,
non-financial assets

Net direct investment

-196

Net portfolio imvestment

285

Reserve assets

w

Urbania has a current account deficit of $125 million in 2017.

(a) Using the information in Table A, calculate the value of V
(exports of services) for Urbania in 2017.

[2]
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SAMPLE STUDENT ANSWER

1527 + V- 12393 — 954 — 35— 49 = —125 A The candidate identifies all
L the components of the current
V = #7579 million account. Workings are given

and the units (millions of $) are
included in the final answe

This response could have achieved 2/2 marks.

QUESTION PRACTICE

(b) Using the information in Table A, calculate the financial =

account balance. I
Current account + capital account + financial account = 0 ndidate demonstrates
, nding that the
- s ﬁMMLaL aecoriiiasie e of payment must always
Flnancial account = $108 million equal 0). The workings are

correct and the units (millions of $)
e included in the final answer.

This response could have achieved 2/2 marks.

QUESTION PRACTICE

(c) Using your answer to part (b}, calculate the value of W (reS@gve =

assets) in Table A. 4
SAMPLE STUDENT ANSWER
|
rA All relevant components of
Net por tt Lio + net direct nvest + = ﬁmmuaL bl the financial account are identified.
account As the table does not include any
data on “official borrowing”, it
285 — 196 + W =10 is assumed the government from
G Urbania is neither borrowing from
abroad nor lending money to other
kgovernmen’cs. )
e achieved 1/1 mark
: answarto part (c], describe how the level of reserve
assets igfl as changed in 2017. [1] &£
wAMr. STUDENT ANSWER
‘ (
A The previous answer was (+)
evel O'f reserve assets has decreased. N $19 million. As long as the answer
is a positive value (a credit item),
it means that reserve assets have
This response could have achieved 1/1 mark. decreased. Official reserves are
considered to be assets residing
QUESTION PRACTICE outside the country or economy.
A positive value (as in this case)
With the aid of real-world examples, evaluate the view that expenditure = means that the reserves have left
switching policies are the most effective methods to correct a 4 the central bank to flow into the
persistent current account deficit. [15]  country or economy. )
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A This is a good introduction of
the first concept mentioned in the
question, the current account. The
candidate has also brought in one
real-world example.

7
A The candidate demon
a good understanding o,

trade protection a
The answer congi

5 no diagram to

ow tariffs work, although
a osen as the real-world
example. The J-curve is included
but not used effectively. There

is also no example of countries
opting for a devaluation to reduce
their current account deficit. Even
the real-world example for trade
protection is not precise—when did
the US impose a higher tariff on

steel?
\
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The current account is one of the three accounts of the balance
of payments. The current account is in defieit whew there are
more debits thaw credits on all tnternational transactions
related to the trade in goods and services, income flows and
curvent transfers. A curvent account deficit is often the result
of expenditure on Lmports exceeding the revenue from gfpo

For example, the USA Ls a country which usually sut from
a current account deficit oue to its trade defici
Expenditure-switching methods tnclude tra

tlon andl

tariffs

ve and therefore
awmeple, the

curvency devaluation. Trade protectio c

e and steel.

jher price of aluminiom and
of these goods to increase

steel purchased comes from local firms.
low is especially appropriate for countries with the
es of a persistent current account deficilt ano
Kie growth or high unemployment. As the mport
ture reduces but other components of aggregate demanad
not affected, unlike for expenditure-reducing methods,
e aggregate demand will increase, and this Leads to higher
onomic growth and reduced unemployment.

(f the country is on a fixed exchange rate system, the central
bank, may consider a devaluation to make exports cheaper

in terms of forelgn curvency and mports more expensive in
terms of domestic currency. This would also inerease aggregate
demand, but it would Lead to other problems such as bmported
inflation and increase the value of foreigw debts. A devaluation
is also only effective in reducing a current account deficit when
the Marshall-Lerner condition holds. That is whew PEDX + PEDM
> 1. The Marshall-Lerner condition usually does not hold in the
short-term and hence a devaluation often worsens the curvent
account deficit before it Limproves it. This can be seen in the
following diagram.



£ million

surplus

curvent account balance

defieit

months

The main reasown cowntries may not wank to use expenditure
switching wethods is that they often Lead to retaliation by trade

partners. This was especially the case in the USA which saw the BUL
and China bmpose tariffs on US goods. Altermatively, expenditure

reducing policies such as contractionary monetary and fiscal
policies may be used to reduce a current account defieit. ™
demanol-side policies which are conducted by the central

and the government respectively). The central bank
contractionary monetary policy through an incre
rates in ordler to create incentives for consumers to s

reduce thelr conswumption on goods anad es, and some of those

woulol be Lnmported goools. The
foreign savings into Local ba
account, which would help b

op
Ln Lnteyest

nol

respond to the higher interest rate maybe

due to fidence in the economy. Contractionary fiscal

J

also not be effective if the majority of Limports are

necessities whieh consumers would still purchase when thelr

sable decrease. Furthermore, the main problem with using

contractionary policies is that they lead to a fall in AD and

this may not be advisable for countries which ave facing an

economie slowdowwn or a recesston. laleau,g, a country which

faces high economic growth and high demand-pull inflation

would use cowtraotiowarg demand-side policies to reduce its

4.6 BALANCE OF PAYMENTS

can e offef§an
o i ure

olicies and their workings is

methods and this helps
tive effectiveness
e switching methods
e a current account deficit.
A sufficient understanding of the

A The candidate considers the
effectiveness of the alternative

policies and evaluates those
policies.

current account deficit and at the same time reduce iwﬂutﬁowarg
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pressures - especially since a high rate of inflation is often the
root cause of a current accowunt deficlt and so targeting inflation

[ A Supply-side policies are a
valid alternative to expenditure , , , L,
switching policies. The argument  [~® Moreovey, both expenditure-reducing and expenditure-switchi
helps establish the relative
effectiveness of expenditure
switching policies and so it answers target the root D‘(" the PlbeLem, which Ls that dowmestic cons
the question. There is also a real-
world alternative to illustrate the

 argument. ) goodl alternative. They help improve export competitive

may help matntain export compet’«,ti,vewess.

methoos are short-terme meeasures L nature as they do not

(A
and
(4

prefer to buy bmported goods. Supply-side policies ma

wmake Llocal products wmore attractive than me

(¥ The example and the B Ls a country with a good recordl of use of supp e policies to
workings of supply-side policies . , .
are underdeveloped. The candidate | @ WeYEASE export revenue. The Stngapore nvested

might have run out of time to a Lot bn infrastructure to factlitate the gro
explain this point. It would have B , ; ,
been more strategic to elaborate industries which now contribut
on this method to reduce the
current account deficit instead of
expenditure reducing methods nature and have the greg
since an example could be provided
for this argument. One alternative
method would have been sufficient
k’co answer the question.

export revenue. Supply-sidep
also leading to reduced

cost-push inflation a -term growth.

J

To conclude, exp@inditure switching wmethods may be more
effective than expe@elitud’reducing methods to help reduce

account defieit but they Lead to trade wars.

(A There is evidence of synthesis should also consider the impacts policles may

in this concluding paragraph.

s response meets some but not all the descriptors of the second highest
mark band (10—12). The candidate demonstrates a good understanding
he requirements of the question—all arguments are relevantand
help to answer the question. The economic theory is explained, economic
terms are used appropriately and there is evidence of evaluation and
synthesis. However, although there are real-world examples, they are often
underdeveloped and sometimes missing. A second diagram to illustrate

the workings of a tariff should also be included.
< This response could have achieved 10/15 marks.
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4.7 SUSTAINABLE DEVELOPMENT

This sub-unit introduces You should be able to:
the concepts of economic
development and sustainable
development.

v/ define the terms
v economic development v sustainable developms

v’ explain how a country’s population would benefit from the purst
of (any of) the Sustainable Development Goals (SDGs) a
contribution to sustainability.

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

S Cs) gi€ates
that t s a

* explain that the existence of poverty in economically least developed c
negative externalities through over-exploitation of land for agriculture,
threat to sustainability.

Summary

Economic development is a process leading to improvements j
improved health and education along with increased freedo

Sustainable development is the economic developmen
without compromising the ability of future generatio

To achieve sustainable development, governments mu

* Economic development—the improvements in the sta ds of living, both material (more goods
and services) and non-material (e.g. b thcare and education)

eing must not be limited to economic gains but also
rmefif of women, freedom of expression and the rule of law)

esources must be sustainable to ensure that future generations

loping countries often do not permit farmers to adopt sustainable farming
hem instead to employ intensive methods. The use of unsustainable farming

other sub-units

Development is closely related to sub-unit 2.8 on market failure relating to externalities and common pool
(common access) resources.

e Environmental degradation in less developed countries is often the result of the poor management of common
pool (common access) resources such as forests.

e The threat to sustainability is a global problem, unsustainable activity in a (less developed or developed)
country will affect citizens of all other countries and it calls for international cooperation.
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Test yourself

Visit the United Nations’ dedicated website to find out more about the 17 SDGs (https://sdgs.un.org/goals).

In particular, find out how the World Bank and governments are working towards meeting the SDG(s] in specific
countries. Paper 2 questions may cover sustainable development issues. You should be able to identify the SDG(s)
that specific policies or programmes help to achieve.

Some of the SDGs may be very obvious (for example, a development programme providing women greater acce
to healthcare and family planning services will help achieve SGD 3—good health and well-being and SGD 5—gen
equality); others may not come to mind immediately. For instance, world bank funds could be used to finan
access to electricity in rural areas. Since poverty levels are often higher in rural areas in developing coun
in industrial areas, such a programme may help the transition from agricultural to manufacturing activi
poverty and inequalities (SGDs 1 and 10]).

This is a sample paper 2/3 question.

Using an externalities diagram, explain ho vert ss
countries poses a threat to sustainabilit

Price/Cost/Benefit
0 Mse

A The diagram is fully labelled MPC = S

and shows that the social costs PS
are greater than the private costs,
leading to a welfare loss.

D= MPBR = MSB

> QU0 mtétg
0 RS RE

A The explanation establjg

clear link between povepty i
developed countries and
costs. The candida
the diagram.

less developed countries, farmers who do not have access to
undls for modern tools may clear forests and land for farming
using unsustainable methods such as slash and burn. Such
wethodls Lead to the emission of large amounts of carbow dioxide
and affect the ozone layer. This induces climate change, destroys

the natwral habitat of many species and indigenous people.
Using slash and burn methods will also remove nutrients that
forests had, leading to infertility of the soil in the future. Hence,
the use of these unsustainable methoos which come about from
poverty leads to external costs and the MSC is greater thaw the
MPC on the diagram. There is thus market failure as seen by the
overproduction (RS RE) and the resulting welfare Loss, shaoled
on the diagram..

This response could have achieved 4/4 marks.
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4.8 MEASURING DEVELOPMENT

You should be able to: This sub-unit looks at
. - . . the various indicators of
v explain the multidimensional nature of economic development .
economic development.
v explain how economic development may be measured using single

and composite indicators

v discuss the strengths and limitations of using single and composite
indicators to measure economic development

v distinguish between economic growth and economic development

AN

discuss the relationship between economic growth and economic
development.

Summary
Economic growth can easily be measured by calculating the increase
real GDP, but economic development has multiple dimensions. It may

(HDI), which looks at improvements ma
healthcare, education and incom
single indicators such as GDP/G
ease of comparison since higher incormgi ater access to goods
and services, so it is often accos i

untry in terms of
ists often use

Other single indicators ma ecific aspects of economic

h or access to healthcare and
the Gini coefficient f ¢ degree of income inequality in
the country).

ic development. Economic
mes and thus greater household spending

roportion of households (such as business owners or
icials) see their incomes increase. It is also possible for a

=) Content link
Link to other sub-units

e Referto sub-unit 3.1 on measuring economic activity where GDP/GNI
per person (per capita) and the Happy Planet Index are covered.

e Many of the strengths and limitations of GDP/GNI statistics in
measuring economic well-being also apply to the use of such indicators
in comparing levels of development across nations.
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'V Table 4.8.1 Strengths and limitations of indicators used to measure economic development

Strengths

Limitations

Single indicators:

GDP/GNI per person (per
capita) at PPP

health and education
indicators

economic or social inequality
indicators

energy indicators

environmental indicators

Single indicators are easily
accessible as data such as
GDP/GNI and population size are
available for most countries.

These indicators allow
comparison on specific aspects
of economic development.

For example, primary school
enrolment data provide a

better indication of access to
education than the HDI.

Single indicators cannot adequately reflect the
multidimensional aspects of development.

Increases in GDP/GNI per capita may reflect

economic growth but not development if the ingrea
in income is not enjoyed by all households—G
GNI per capita reflects “average income” but th
increase in the “average” may come with 3.
variation in income). The higher GDP/G
may come from the production of goge
environmental degradation. Hence gro
lead to sustainable developmen

Composite indicators:

the Human Development
Index (HDI)

the Inequality adjusted HDI
(IHDI)

the Gender Inequality Index (GlI)
the Happy Planet Index

Composite indicators capture
multiple dimensions of
economic development.

Composite indicators are

more reliable indicators than
GDP/GNI statistics for countries
that achieve growth without

development.

not provide insig|
although the [HDI
inequalities.

any indicators
s, making comparisons

ANSW

mic development the
ders but they are not

s or indicators. Any

e following would have
ered the question:

life expectancy at birth
mean years of schooling
expected years of schooling

GNI per person (per capita)
at PPP.

)) Assessment tip

economic policies

Using information

agg

small group of people.

olicy of spending on infrastructure projects.

elopment (which is the requirement of this question).
for this question some candidates wrote about the increase
ate demand and the resulting increase in real GDP, which
e from increased government spending. Looking at the impact

economic growth would not be answering the question unless the
link between growth and development is established in the response,

instance by using the example of greater tax revenue to finance
infrastructure. Also keep in mind that growth may not always lead to
development. For example, the construction of infrastructure may lead
to environmental degradation, or the infrastructure may only benefita

omic development of the Tanzanian

QUESTION PRACTICE

This question is adapted from the November 2018 examination paper.

List two components of the Human Development Index (HDI). [2]

SAMPLE STUDENT ANSWER

—® education and healthecare.

This response would likely not be awarded a mark.
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QUESTION PRACTICE

This question is adapted from the May 2016 examination paper. =

Using data from Table 1 with reference to Rwanda and Nigeria, explain
why higher gross national income (GNI) per capita may not lead to
higher scores on the Human Development Index (HDI). [4]

Table 1 Selected economic data for Rwanda and Nigeria. (Source:
adapted from www.hdr.undp.org accessed 29 September 2014.)

Life expectancy at birth 64.1 52.5

Expected years of schooling 13.2 9.0
Gross national income (GNI) per 1403 5353

value (2013)
HDI rank (2013) 151 152

SAMPLE STUDENT ANSWER

From the data, we can see that both countries havemila
scores, but Nigeria has a much higher national Wacome pex capita

capita (2011 purchasing power parity
(PPP) US$)
Human Development Index (HDI) 0.506 0.504

(US #5353) than Rwanda (US $1403). As GN a
Ls one of the components of the HDI, it be that the other
s A The candidate explains that
components of the HDI (Life efpecta rth, mean years of the HDI is a composite indicator
schoolj,,,\,g and quected years 00 e ‘PM.LLCD‘ dowwn that includes more than just GNI
, , , er capita.
Nigeria’s score (Life expectangid at and expected years of peer

schooling are showwn to be rwWanda tn table 1).

A The candidate provides a

countries’ similar scores for the
HDI despite their significantly
different GNI per capita scores.

possible reason to justify the two

Thisiresponse could have achieved 4/4 marks.
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4.9 BARRIERS TO ECONOMIC GROWTH
AND/OR ECONOMIC DEVELOPMENT

This sub-unit looks at the factors You should be able to:
that may lead to a low level of

economic development and/or a
low economic growth rate in less v/ poverty trap (poverty cycle) v capital flight
developed nations.

v’ define the terms

v informal economy v infrastruct

@,

rriers to'economic

v/ property rights

v explain how some individuals or communities
poverty trap (poverty cycle)

v/ explain the economic, social and politi
growth and/or economic develop

caughtin a

v discuss the significance of specif; barr1 to economic growth

and/or economic developmen

low income
A poverty trap (po

ending in poverty.
human and natural
therefore transmitted

ty cyc rcular chain of events starting and
or communities are unable to invest in physical,
ital to low or no savings; poverty is
eneration to generation.

low productivity

low investment

‘ low savings ’

oes not allow communities to break the poverty trap (poverty
ycle), as they are unable to overcome the “low productivity”
segment of the trap (cycle).

The lack of access to infrastructure and appropriate technology
makes it difficult for structural change to take place, often
keeping communities in low productivity agricultural activities.
Infrastructure refers to the large-scale physical capital typically
financed by governments that is essential for economic activity

to take place (e.g. roads, utilities, telecommunications, sanitation).
e Another economic barrier is dependence on the primary sector,
which is often characterized by low and fluctuating prices.

¢ Thelack of access to international markets due to protectionist
measures in developed countries makes diversification of economic
activities difficult.

e The high share of workers employed in the informal economy,
which refers to the part of an economy where activity is not
officially recorded, regulated or taxed, forms an economic
barrier. It makes it difficult for governments to raise funds to
finance development.
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¢ Indebtedness often leads to tax revenue being diverted from the % Bantenaine
provision of merit goods to service debts and this means that

. . . . Link to other sub-units
investment in human capital remains low.

* Capital flight occurs, which is when assets flow out of a country Vol [Rmise] e FED e ED T

. . . . sub-unit 2.5.
to seek a “safe haven” in another country. The financial capital ‘
that flows out of the country cannot be used to finance domestic * ThePED f‘o.r primary
investment, which could help break the poverty cycle. commodities is gener

lower than the PED for
manufactured pro
the production
commodities 4

*  You will see in the sub-unit 4.10 that trade strategies may help to
achieve economic growth and development. However, the lack of
sea access for landlocked countries increases the shipping
cost of exports and imports and makes such strategies difficult
to implement.

¢ Tropical climates may result in low or fluctuating yields and
endemic diseases affect labour productivity.

The political and social barriers to economic growth and/or economic
development include the following.

* A country’s institutional framework refers to the system of laws,
regulations and procedures that govern socio-economic activities.
Economic activity can be hindered by a weak institutional
framework, which could be caused by:

not lead to significant
inCreases in demand over
time and thus prices of
agricultural products do not
lied increase as much as prices of
manufactured goods.

* aninadequate legal system where laws are not
enforced fairly

an ineffective taxation structure, which limit

Q’b Content link

Link to other sub-units
Refer to sub-unit 4.2.

e Trade protection leads to
low export revenue as less
developed nations are unable
to export manufactured goods
that offer a more stable source
of income.

e Use tariff and quota diagrams
to illustrate the reduction
in export revenue when
developed countries impose
trade protection on goods from
less developed countries.

n economic barrier in a country where
ited access to education and work opportunities.
r rates of economic growth as the country is
he skills, talents and efforts of approximately half of

of good governance or corruption often lead to public funds
beiflg diverted away from economic development.

. nequal political power and status permits certain groups to
influence the government into adopting policies that advance their
own narrow economic and political interests and not the interests
of the economy.
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Test yourself
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I malaria transmission occurs
limited risk

no malaria — Railways
Landlocked cou

e Capital cities

A Figure 4.9.1a A Figur,

precipitation and relative humidity drive the abundance of m
disease of malaria. Figure 4.9.1b illustrates the railway netw,
economic growth and development might be limited by the |

ations. Try to identify countries where
ucture, lack of sea access and easy
on the growth rates and development

dapted from the May 2017 examination paper. =

A

term poverty trap (poverty cycle). [2]

A Thi p L
is response 2 poverty cycle takes place whew Low tncomes lead to

low savings, resulting in low investiment which keeps

producti\/itg Low.

This response could have achieved 1/2 marks.

Response 2

d The poverty cycle is a self-perpetuating cireular chain of events
ow income would make it , , . , ,
difficult to escape poverty. starting and ending tn poverty. A low tnecome would Lmply

difficulties in saving and this would Likely Lead to low capital

accumulation or investiment tn human capital (e.9. education),
which are necessary to increase productivity. without an increase
in productivity, income will not increase and thus individuals
remain trapped in poverty.

182 This response could have achieved 2/2 marks.



4.9 BARRIERS TO ECONOMIC GROWTH AND/OR ECONOMIC DEVELOPMENT

This question is adapted from the May 2017 examination paper. =5

V4
Explain two reasons for which a highly unequal income -
distribution may prove a barrier to economic development. [4] -
A The lack of access to education
is indeed a barrier to economic
development. The candidate
: P : : : : establishes a clear link betweg
A ML@MLH unegqual distribution of income tmplies that the @— low levels of education and low
poorest might not be able to afford education. This would

maRe it difficult for them to gain skills for increased labour
proaluct'witg. As low proaluct'witg Leads to Low tnconne, they are
unable to break the poverty cycle.

A highly unequal distribution of income may lead to Lower o
consumption and thus Lower AD (because the rich have a Lower

propensity to consume) leading to slower growth.
revenue, or by pointing out that
ome would remain low and keep
people trapped in poverty.

The first reason given by the candidate could be awarded 2 marks;

the second reason is only a partial answer and as such would only b J/
rewarded with 1 mark.
This response could have achieved 3/4 marks.
This question is adapted from the November 28 =
<
Using real-world examples, evaluat
economic growth and development, c
dependence on the production of primar
, , e i ™
Lsh economie growth from @— A The main concepts that
, , , appear in the question are clearly
tle mic growth Ls a more introduced and the candidate
(increase bn Lincome/production), economic establishes the idea of over-
ALLEL : . reliance on the primary sector as
qua[,btatl«\/e GOMCPt WVlLGl’I COVAES Wbtl/l a barrier to economic growth and
ns. one of the barriers to economic growth  Jevelopment. J
nt in less developed countries (LDCs) is the over-
erarg commodities, which refer to the resowrces
wral origin. Commodities include minerals such as coal,
. Lrown ore, rough diamonds and crude oil, and agricultural
roducts such as wheat, coffee beans or cotton.
Economic growth is the sustained increase tn economic
a&t!:\/!:tgj, o-(’tew measureol b5 the tnerease bn real gbP over e, A Relevant economic theory

(economic growth) is explained.

t usually comes from increases in aggregate demand (AD). A diagram is also included.

As expenditure on domestically produced goods increases,
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furms respond by producing more goods and services. This is

Ulustrated on the diagram below where the Lncrease in AD (ADL

to ADR) leadls to a new equilibrium (E2) with real GPE Y2 is

greater thaw the initial real GDE Y1. To be sustained, economic

growth must also be accompanied by long-term growth, WWM&
is an inerease in productivity capacity. Tis happens wit

financing of infrastructure or investment in phgsia@
and/or natural capital and is reflected by an increase Wthe

LRAS.
Price level
A
LRAS

RA

N
E14 A
1

>

real P

(" A The candidate explains why
the over-reliance on agricultural
products is a barrier to economic
growth. The argument is illustrated
by a real-world example. There
are also adequate references to the

kdiagram to illustrate the argument.

Cs, the majority of workers are employed in

wp a large proportion of export revenue — for example,
main exports are natwral gas, zine ove, gold and
Ybeans. As such, changes in AD are largely correlated to

angies on expenditure on commodities. Unfortunately, many
wmodities, especially agricultural products, are subject to wide
price fluctuations. Agricultural products are subject to weather
conditions. When good weather allows for a bountiful harvest,
the supply for agricultural products will increase. simiLartg, the
supply will decrease with floods or drought. For example, the world
price of soybeans had increased a Lot in 2012 and 2013 due to dry
soil conditions and hot temperatures - this is shown by the shift
from S1 to S2 on the next diagram which illustrates the market
for soybean. Bad weather conditions and increased production

i South Ameriea, motivated by the previous Lnerease in price,

Led to an tnerease in supply of soy bean (from S1 to S2 on the
diagram) from 2014 and the price of soybeans dropped by 50%
(from P1 to P3) between 2014 and 2019. The wide fluctuation

in prices (P2 to P2)which come from the changes in supply are
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due to the demand for most agricultural products Like soybean
being price-inelastic as they are necessities. The plunge in the
price of soybeans, coupled with the price-inelastic demand, Leol
to swmaller export revenue from soybeans for Bolivia over the
years - PR3 is smaller than PLRL. This means that Bolivia's

falling export revenue put downward pressure on the country’s

AD and hence Limited economic growth. tn addition, the demand

for agricultural products tend to be income-inelastic so there is Q
Limited scope for growth over time. @

Price

4

Lol

PLf-====-=-of--

P2 pmmmmefmmfr- r-

Qun
Economic development takes place wh estoents of a A The candidate explains why
nation enjoy higher standargs, of Livi nomie growth is over-reliance on the primary sector
) ; may be a barrier to economic
V‘CO(M.LYCO[ for economiLe oleveLop wn the long-run. development. (A diagram is used to
s 5 . lain thy t le.

Economic growth leads to hig and this allows access explain the poverty cycle)

to healthcare andl educati to higher tax revenue

which may finance in and the provision of merits
goods. Without e he prospects for higher income
ave Limited. rs involved in traditional
agricult in poverty. Their Low income is relnforceo
over ti the poverty cycle as farmers do not have the means

al goodls to raise productivity. Bven when

prices febtural products tnerease, the inerease in tncome
’ ’ ’ ’ e N\
e um’% may be oﬁ‘se’c bg higher spewalw\g ow fooal for A The candidate builds on
resiol@nts who are not tnvolved in the production of those crops. previous arguments to establish
e ¢ ed P Df ¢ crops the need for diversification to
( ulol wrong to dismiss the contribution D'f commoolbtg lessen dependence on primary
, , , commodities. This paragraph
production to economie growth and economic development. Some addresses the specific demands
cowntries have enjoyed considerable export revenue from the of the question as it evaluates
: : X some of the arguments brought
production of minerals which are less prone to supply shocks. forward earlier, such as the lack
. . . . . of investment in the agricultural
A country like Australia enjoyed high economie growth rates sector. More real-world examples
thanks to high export revenue from Lrow ove. Bolivia also evgjoged ,are also used as illustrations. )
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some economic growth due to growth in the export revenue of
petrolevm, tron ore and gold. tt would also be incorvect to state
that no lnvestiment takes place in agriculture. The Bolivian

governwment approved the use of some genetically engineered

seeds for soybeans in 2019. tt is also considering approving t
use of biotechnology for corn and cotton. The new technol
would increase production of those crops and hence supply, fu

oepressing prices. However, the issue is not that the prod

pose a barrier to economic growth and d niry like

Australia is highly diversified wit Lts workforce

China, revenue from. othe
ln economic growth and
revenue to financenfras

A There is evidence of synthesis To conclude, commitidiig®@Which are over-reliant on primary

and evaluation in the conclusion. i 1
comm. re often trapped tn poverty due to Low fluctuatt

The candidate has presented : Dﬁt PP P d , ﬂ , V’bg

some judgments and summarized rices ck of scope for growth due to the income-inelastic

the main arguments given in the . . ,

response. a Ly for agricultural crops. While there Ls

evi of some investiment in agricultural production, it may
Lt for farmers with low tncome to afford Lmproved

al. Governmments should seek to diversify their economies.
Duversification to reduce the reliance on one sector Ls one of the
egies available to governments to overcome the barvier to
economic growth and development posed by the over-reliance of the

economy on @ narrow range of commodities.

This answer meets all of the descriptors for the highest mark band
(13-15) and could achieve 15/15 marks.

» As essment tip

Paper 2 text materials may depict the problems faced by less developed countries. The specific barriers to
economic growth and/or development may not be stated in the text but they are implied. For example, a table
showing a high proportion of workers employed in the primary sector suggests that the country faces the economic
barrier of dependence on primary sector production. A passage from the text might mention that women are less
likely to attend primary school and that would point to the social barrier of gender inequality.

Identifying the barriers faced by a country in your response demonstrates greater use of economic terminology
and understanding of economic concepts. It also helps you suggest appropriate policies and strategies to
overcome those barriers to growth and/or development.
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4.10 ECONOMIC GROWTH AND/OR

ECONOMIC DEVELOPMENT STRATEGIES

You should be able to: This sub-unit introduces the
policies and strategies avaflaile

to governments to promote
v/ import substitution v official development economic growth a
assistance (ODA) economic develo nt.

v’ define the terms

export promotion
v/ non-governmental

economic integration N
& organizations (NGOs)

v
v
v foreign aid v multilateral development
v

development aid assistance @

v humanitarian aid

v/ explain the strategies used by governments and/or multilateral
institutions to promote economic growth and/or economic
development

economic growth and/or economic development with th:
real-world examples

v/ discuss the strengths and limitations of governme
in contrast to market-oriented approaches to achie

growth and/or economic development with the aid orld
examples

v/ evaluate the effectiveness of gglicies ies in meeting
specific SDGs.

Summary

his advocates replacing imports with
uced goods and services. This strategy requires

Export promotion—this is a strategy targeting the expansion
ofg€kport industries. In contrast to import substitution, export
omotion focuses on the external rather than internal demand
for goods and services. This policy is more suitable for countries
with smaller markets that may not achieve sufficient economies
of scale should firms focus on production for the domestic
market. Note that countries with large markets may still
prefer export promotion over income substitution for reasons
such as avoiding tensions with trade partners resulting from
trade protection.
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Qb Content link

Link to other sub-units

Many of the strategies and policies
aim to overcome the barriers

to growth and development
introduced in sub-unit 4.9.

Trade strategies try to
overcome the lack of access
to international markets and
diversify economic activities.

Diversification of economic
activities may reduce a
dependence on the primary
sector.

Market-based policies require
less government spending
than interventionist policies
and thus help overcome high
indebtedness.

Increased access to healthcare
and education allows higher
productivity, breaking the
poverty cycle.

Multinational corporations
(MNCs]) bring expertise and
technology, and guarantee an
export market.

Q’Q Content link
Link to other sub-units
Refer to sub-units 4.1, 4.3 and 4.
for the strengths and li

of free trade, trade protéction a
economic integra

188

¢ Economic integration—LDCs can form larger markets through
regional free trade agreements. Protectionist measures from developed
nations may also be reduced through free trade agreements.

Diversification

Diversification of economic activities can:

* reduce vulnerability to price fluctuations of commodities

e allow for structural change.

Market-based policies

* Trade liberalization can be used to encourage these

deregulation of markets leads t
lower prices.

progressive tax structures,
inimum wage regulations help to reduce
be high in LDCs.

may be provision of infrastructure including energy,
ansport, telecommunications, clean water and sanitation that
ecreases the overall cost of economic activity. This will attract
foreign investment and promote local entrepreneurship.

M

Multinational corporations (MNCs) can be attracted by facilitating
foreign direct investment (FDI) inflows. Refer to Table 4.10.1 for
the strengths and limitations of FDI as a source of growth and, it is
hoped, development.

tinational corporations

Aid

Aid is an important policy tool that developed countries can use to
promote economic development in poorer countries. Foreign aid
refers to grants, concessional loans and/or technical assistance from
developed to developing countries to promote economic development.
Refer to Table 4.10.1 for the strengths and limitations of aid in
promoting growth and/or development.

¢ Aid may come as official development assistance (ODA)—from
governments and multilateral organizations such as the World
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Bank. Aid may also come from non-government organizations
(NGOs), which are private organizations that promote economic
development and /or humanitarian ideals and/or sustainable
development (Amnesty International is one example).

* There are different types of aid. Humanitarian aid is given to meet
short-term needs (food aid, medical aid and emergency relief aid in
the event of natural catastrophe or war). Development aid refers to
the long-term assistance provided to developing countries in their
development efforts (project aid, programme aid and debt relief).

¢ High indebtedness implies large debt repayments. The opportunity
cost of debt servicing is the provision of infrastructure, education,
healthcare and other public programmes. Debt relief refers to
measures to reduce or refinance the high debt of LDCs to allow for

the financing of growth and development strategies.
* Multilateral development assistance is the aid provided by
international organizations such as the World Bank and the

International Monetary Fund (IMF). They help channel financial

contributions from developed countries to LDCs.

¢ The main aims of the World Bank are to provide aid and advice
to LDCs, as well as reducing poverty levels and encouy 0

and safeguarding international investment.

¢ The IMF is an organization working to foster glgipal m&
cooperation, secure financial stability, facilitatéginternatiofnia
trade and reduce poverty.

Social enterprises

Institutional change

e Improved access to ba
banking, allows f

ased through increased access
rtunities or funds to start small businesses.
t the majority of microfinance scheme

men. Some microfinance institutions issue loans

ties an important aim is reducing corruption that
to higher transaction costs and deters FDI.

lishing property rights and in particular land rights

ides legal recognition and protection of assets (e.g. land for
armers). Assets may then be used as collateral to borrow funds
for investment.
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V Table 4.10.1 Strengths and limitations of different strategies or policies to
achieve economic growth and development

Policy/strategy Strengths Limitations
FDI e Thisis direct spending by foreign firms (MNCs) on | ¢ FDI may lead to the depletion of natural resources
physical capital (the | component of AD increases). and threaten sustainability.
e FDI contributes to the host country’s exports e FDImay lead to future balance of payment deficit
earnings and reduces balance of payments as profits are repatriated.
deficits.

*  MNCs may put political pressure on governments.

e Technological transfer and training of workers lead

. L e The tax contribution may not be signifi
to higher productivity.

because business tax rates are kep,
*  Aresult of FDIis more jobs and higher income attract MNCs.
than in the agricultural sector, helping to break the

e Notalljobs created will be gi
poverty trap.

MNCs may not train local
e There is diversification of economic activities. skill positions to foreign

e FDlisasource of foreign exchange.

Foreign aid e Project aid may lead to the building of
infrastructure to attract investment and diversify
economic activities away from agriculture.

e Programme aid in the areas of education and
healthcare may help increase productivity and
income and break the poverty cycle.

t country may not be able to meet.

QUESTIP” CUCE

is adapted from the November 2019 examination paper. =5

pomicatiyTess developed countries. [2]

r _ ,
¥ The candidate h INCs wmay repatriate profits.

This response could have achieved 1/2 marks.

Response 2

Dowestic furms may not be able to compete with MNCs and this

y,
could Lead to bankrupteies. This is especially the case for infant
) p 2 2 7
industries and small firms, which may not reap sufficient
for economically less developed 5 5
countries is established. —® ceconomies of scale to offer prices as low as MNCs.
\ y,

This response could have achieved 2/2 marks.
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QUESTION PRACTICE

Using real-world examples, evaluate the view that foreign aid is an =
effective means to achieve economic growth and developmentin less <

( .
developed countries (LDCs). [15] V Instead of listing all relevant
terms at the beginning of the essay,

the candidate should define them

SAMPLE STUDENT ANSWER as they are used in the essay.

‘ Explaining the relationship
7 7 between economic growth and
Economic growth consists of short-term and long-term growth. @ conomic developmen

Short-term growth refers to an tncrease in real GBP Long-term
growth refers to an increase in productive capacity. Economic
development refers to a sustained bmprovement in living
standards.

Foreigw aid refers to the assistance received by a country,

typieally a less-developed country (LBC), by a donor country o lateral organizations
, — me in many forms—grants,
multilateral organisation. concessional loans and/or technical
assistance. A good essay on foreign
7d needs to acknowledge that aid
Forelon aid can promote economic growth and develop | may come in various forms. )
LPCs. Papua New Gquinea (PNG) has received A 0
~
from Australia to promote economic developmengaspecifically o (" A Avalid link s established
between aid and economic
to help women and children. The money was spent ding development (that s, access to
free education for women and childre LL as the provision of | healthcare and education). A real-
A X X world example is also provided.
vacceines to protect Yyoung ch eases such as polio. |
( )
, : WV The paragraph starts by
PYLCE/CDSE/MM{L& MPC. = MSC. il stating that aid can promote both
economic growth and economic
development. However, no link to
growth is established.
The candidate could have specified
_____ the type of aid received by Papua
kNew Guinea (development aid). )

MSB

L Quantity of
" eolucation

Underconsumption

Looking at the market for education and assuming that
marginal private cost (MPC) = marginal social cost (MSC), the

| ©
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marginal soctal benefit (MSB) is greater thaw the marginal
private benefit (MPB). Not only will individuals receive

an education, these educated tndividuals tend to be more
enterprising, which would Lead to thew bringing more effick

(W While this analysis and

the accompanying diagram are
theoretically correct, market benefits ave em:jo;jeol by thivd parties who are not involve,
failure is not directly relevant to
this question. The focus should
i ol oL oL 8“_’Wth e —® i found where MPB Lntersects with MPC, at @e but th
development. It is important not
to drift away from the focus of the aptimum ls fouwol where MSB Lintersects MS@ G
essay question because it signals
to the examiner that you do not

understand the specific demands of uwolemowsumptiow 0.(.‘ education b{j L

the question. R
/ education tn PNG.

to the economy when they enter the workforce. Hence, beca

aid money spent by PNG on educatiop will

\

N This is another valid argument i
to support the claim that foreign aid |—@ Moreovey, forelon aiol coulol help munities break the poverty
may lead to economic development.
The poverty cycle diagram is
relevant to the question.

le education and

) healtheare in PNG woudlp a higher Level of human

Ls would Lncrease the Level of
elf-perpgtuating poverty cycle allows for a

sustained increas ng standards.

>..Low LACOVLE,

Low productivitg Low savings

Low Lnvestment

oweVey, there are some factors that may affect the effectiveness
A The candidate considers so -‘C 3 {fe ﬁce

of the factors that could limit the
effectiveness of aid. This
some understanding of
demands of the ques

oreigw aiol as a tool to promote economic growth anol
development. The prevalence of corvuption may lead to parts
financial aid betng diverted to the pockets of government
officials. Foreign aid may also lead to dependency and the

over-reliance on aid may make it difficult for governments to

continue to finance economic growth and development if aid is

discontinued.

This response meets most of the descriptors of the (7—9) mark band.
Here are some pointers to push this response to a higher mark band.

e The response does not address all the demands of the question—
no link is established between foreign aid and economic growth.
This could have been done by considering the contribution of
aid in the form of debt relief to greater government spending on
domestically produced goods and services (higher aggregate
demand), leading to short-term growth. The contribution of project
aid to finance infrastructure would also lead to long-term growth.
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e Economic theory is not fully explained. The candidate should
have explained that aid may come in various forms (e.g. debt
relief, project aid, concessional loans, technical assistance) and
that economic growth is needed for economic development to
take place but that economic growth may not necessarily lead to
economic development.

e The diagrams are not all relevant to the question. The poverty
cycle is an adequate diagram, but the market failure diagram is not
necessary to answer the question. An AD/AS diagram to illustrate
the contribution of foreign aid to economic growth would have been
more appropriate.

e Onereal-world example is provided but more variety is needed.
Examples could have illustrated different types of aid (one example
of a debt relief programme could have been given) or the limitations
of foreign aid (e.g. countries with high level of corruption).

This response could have achieved ?/15 marks.

e Economic well-being—economic development and sustainable
development come with improvements in the economic well-beiag
of the residents of a country. Using the different aspects of ec
well-being could also help you establish whether a policy or p

protection, provision of aid) affect LDCs. Some practice
pose a threat to sustainability, which affects all nations.

aihable practices and
the over-exploitation of na olicies that help reduce

economic well-being oftg

Q’b Content link

Link to your IA

Few candidates opt fora
commentary on economic
development or sustainable
development for Unit 4. Aft
all, there are plenty of news
articles on trade-related issdfe
and currency fluctuati

Always draw your diagrams using
2 2B pencil. This will mean that
you draw dark lines or curves and
make clearer diagrams. Using a
ruler is always a good practice

as it makes your diagrams more
presentable. In this book, many
diagrams in sample answers

are given in colour, but bear

in mind the following. Your

exam scripts are scanned in
black and white, so do not use
coloured pencils to distinguish
between lines or curveson a
diagram—the examiner will not
be able to distinguish between
colours on the scanned script.
You may continue to use colours
for digitally assessed work
submitted as PDF files.
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