	
	TOPIC 1
	Poverty and inequality in developed and developing countries



WORKBOOK ANSWERS

Edexcel A2 Economics Unit 4
The Global Economy
This Answers document provides answers for the questions asked in the workbook. They are intended as a guide to give teachers and students feedback.
Topic 1
Poverty and inequality in developed and developing countries
Measuring poverty and inequality
1
A standard of living that fails to provide basic needs, such as food, shelter and clothing. (1 mark) Often measured by the number falling below a threshold level of income such as a $1.25 PPP a day. (1 mark)
2
The term refers to those who fall below a certain threshold income or poverty line. (1 mark) A standard of living that falls significantly below the majority. (1 mark) In the UK and EU, this is defined as those earning less than 60% of median income. (1 mark)
3
a
Measures the percentage of households that experience overlapping deprivations in three dimensions: education, health and living conditions. (1 mark) A person who is ‘poor’ is deprived in at least 30% of the weighted indicators. (1 mark)
b
Used to measure absolute poverty in less developed countries (1 mark) and its variables are: the percentage of a population likely to die before the age of 40 years (1 mark); the percentage of people over the age of 15 years who are illiterate (1 mark); the percentage of children under the age of 5 years who are underweight (1 mark); the percentage of people without access to public and private services such as health care and clean water. (1 mark)
c
Used to measure relative poverty in industrialised (more developed) countries (1 mark) and includes: the percentage of people likely to die before the age of 60 (1 mark); the percentage of adults living with functional illiteracy (a degree of illiteracy that does not allow people to function at a basic level in reading and writing) (1 mark); the proportion of people living with long-term unemployment and below the poverty line, which is set at 50% of the median disposable household income. (1 mark)
Additionally, HPI-2 examines the social alienation that can accompany persistent unemployment and poverty. (1 mark)
4
Lorenz curve diagram: (6/8 marks)
· Axes correctly labelled: cumulative share of income (1 mark) and cumulative share of population/households (1 mark)
· Line of income equality (45º line) (1 mark)
· Gini coefficient is Area A (between 45° line and Lorenz curve) ÷ Area A + B (whole area under 45° line. (2 marks)

· The higher the Gini coefficient, the more unequal the distribution of income. (1 mark)
UK Lorenz curve 2009–10
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Causes of poverty and inequality

5
Wealth is a stock of money. (1 mark) Wealth is the value of assets owned by a household, including houses, shares and bonds. (1 mark each) Income is a flow of money. (1 mark) Income includes wages, rent, interest and profits. (1 mark each)
6
a
The demand for labour that results from the demand for the product (1 mark) that labour is used to make. (1 mark)
b
The curve is backward bending (1 mark) because as wages rise, leisure has a higher opportunity cost (1 mark) thus workers work more hours instead of having leisure (1 mark) which is called the substitution effect (1 mark) and why workers supply more labour at higher wages. (1 mark).
As wages rise, more work is encouraged (1 mark) which is called a positive income effect (1 mark) and is particularly likely when wages are low. (1 mark).
As wages rise, a worker may reach a target income by working fewer hours (1 mark) and so a worker may supply less labour at higher wages (1 mark) which is a negative income effect. (1 mark)

c
The curve is upward-sloping (1 mark) because higher wages encourage more work (1 mark) as new workers may join the industry. (1 mark)
7
Identification of factor (1 mark) and analysis of factor (2 marks per factor). Use of examples earns up to 2 marks. Factors may include:
· Differences in access to and quality of education — this determines the marginal revenue product of labour (demand for labour) and wage levels. Example: the proportion of students from a working-class background has not changed much; or due to grants to those from poor backgrounds cut by two-thirds; trebling of tuition fees.
· Type of employment — higher rewards to skilled labour with bonuses, share options and performance-related pay (greater marginal product of labour and so demand for labour) — wages for unskilled labour have risen less quickly (lower marginal product of labour and so demand for labour). Example: in 1973, US CEOs paid 26 times median income but now command more than 300 times.
· Globalisation of labour supply — (supply of labour shifts right and so wages fall) as open up to China, India etc. — could link to offshoring, wage competition, or immigration.
· Ownership of wealth — such as that of buy-to-let investors, those who receive additional rental income or interest from savings or payment of dividends.
· Pension rights — index-linked pensions are likely to rise less quickly than average earnings.
Policies to reduce income and wealth inequalities

8
Definition of NMW — legal minimum pay that employers must give to workers or pay floor. (1 mark)
Application: (2 marks) — such as in the UK in 2012, the NMW was £6.19 per hour.
Minimum wage diagram: (up to 4 marks)

· Axes labelled (1 mark each)

· NMW line (1 mark)

· Excess supply or unemployment annotated (1 mark)
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Analysis of diagram: (up to 4 marks) may include:
· Increases in the income of the lowest paid (1 mark) reduces poverty (1 mark) and makes pay distribution more equal. (1 mark) It reduces exploitation of minority groups (1 mark) and reduces male–female pay differentials. (1 mark) The resulting incentive to work (1 mark) lowers voluntary unemployment. (1 mark)
· Raising the marginal cost of employing an extra worker (1 mark) leads to a contraction of labour demand (1 mark) but encourages an extension in labour supply (1 mark) and so results in excess supply (1 mark) or unemployment. (1 mark)
9
A tax where the proportion of income paid in tax increases as income rises. (1 mark) With a progressive tax, the marginal rate of tax exceeds the average rate of tax. (1 mark) Progressive taxes will raise government revenue (1 mark) which can be used to provide means-tested benefits (1 mark) such as unemployment benefit (1 mark) or other examples. (1 mark)
Other examples: (up to 2 marks) such as UK’s 50% top rate of income tax or higher personal allowances of £9440 in 2013/14.
Exam-style questions

1
Make four points and at least three evaluation points for a level 5 answer (26–30 marks) Use of examples/application to a country is essential — lack of these caps the available marks at 24/30. Analysis and evaluation points may include:
· Spending on education and training to raise the marginal product of labour of labour and so wage rates; also reduces occupational immobility of labour. However, this is expensive, particularly in the light of austerity measures.
· Progressive tax (see question 9) but this may disincentivise work (substitute away from work towards leisure) and lead to a poverty trap.
· Introduction or increase in a national minimum wage (see question 8) but this may lead to real wage unemployment.
· Provision of benefits — these may be means-tested benefits, such as working tax credit in the UK or universal benefits, such as child benefits (before reforms). However, means-tested benefits risk poverty trap and universal benefits are expensive and not targeted at the poorest.
· Reduction of geographical immobilities of labour, such as through UK employment service, or key workers living scheme, but immobilities may remain for other factors such as social ties.
2
Definitions (up to 3 marks for both). Use of specific GDP and HDI data from the table. (2 marks)
GDP — is total output of goods and services in an economy over a period of time. (1 mark)

PPP — is rate of exchange between two currencies that gives them equal purchasing powers in each country (1 mark) or the adjustment made for the price of a basket of comparable goods and services (1 mark).
The Human Development Index — is a composite measure of the average quality of life in a country (1 mark) that includes life expectancy, mean and expected years of schooling and real GNI per head (PPP) (1 mark for any specific aspect mentioned).

3
Use of specific GDP growth and investment data from the table. (2 marks) Identification of factor (1 mark) and analysis of factor (2 marks per factor).
Points may include:

· Aggregate demand shifts out to the right — as investment is a component. Real output increases and thus economic growth occurs.

· Aggregate supply shifts out to the right — as investment means a larger capital stock and so greater productive potential. Thus real output is greater and so is growth.

· Greater investment should increase productivity, lower unit labour costs and improve competitiveness, thus boosting exports, aggregate demand and so growth.
4
Identification of one factor. (1 mark) Application (2 marks) — use of country and Gini coefficient. Analysis of reasons why inequality is inevitable (up to 3 marks for one point or more). Points include:
A free market economy incentivises entrepreneurship and profit is the reward; owners of firms receive profits; private ownership of factors of production and owners receive factor payments from them, such as interest from capital, rent from land etc. Wages are determined by the supply and demand for labour and resources allocated by the free market which ignores equity.
Evaluation: (up to 4 marks 2 + 2 or 3 +1) Points include:
· Inequalities will vary between countries — use of data.
· Inequality will depend on government redistributive policy.
· Inequalities can be greater by wealth rather than income.
· Inequalities can vary within countries, between genders, or between countries.
5
Identification of two factors (2 marks). Application (2 marks) — use of country and GNI per capita data and one other data type. Analysis of reasons (up to 3 marks for at least two points). Points include:
· Widening income inequality — and so increasing share of the rise in real GNI held by the richer members of the population, thus leaving living standards of the majority unchanged.
· Differences in PPP between countries — and so spending power of money.
· Possible increases in the number of negative externalities and demerit goods.
· Changes in the quality of public service provision — for example, public spending — could be less efficient yet government spending increases, suggesting these services have improved.
· Trade-offs between investment, and thus higher saving and less expenditure, and current consumption levels and their resulting effects on future or present living standards respectively.
· It is also possible that more work occurs in the shadow economy and thus this is not included in real GNI, although more people are working and receiving an income.
Evaluation: (up to 5 marks 2 + 3 or 2 + 2 + 1) Points include:
· GNI is commonly used and internationally accepted.
· The methods of calculation tend to be relatively consistent, regularly collected, and cheaper than producing more qualitative data.
· It is almost impossible to measure vague concepts like living standards as they are too normative. GNI is therefore the best we have.
6
Identification, analysis, and application of two factors or more (9 marks) (4 + 5 or 3 + 3 + 3).
Income gap between rural and urban areas increases — due to industrialisation. Workers in more productive manufacturing industries earn more than those in less productive agriculture.
Commodity price boom — and increased profits and incomes for those working in these industries.
Entrepreneurs and shareholders benefit — from the success of multinationals’ profits.
Globalisation — for example, impact on increasing wages in technology and finance in developed countries.
Other points include: the success of those in financial industry; decline of trade union power; change from direct to greater indirect taxation; impact of austerity and public spending cuts; job losses; pension reforms etc.
Evaluation: (up to 6 marks 3 + 3; 2 + 2 + 2 or 3 + 2 + 1) Points include:
Increases in top rate of income tax in some countries, such as 50% in UK and 75% in France; differences in causes of income and wealth inequality and changes to factors over time/changes in significance vary between countries.
Topic 2
What measures can be used to promote economic growth and development?
Economic growth and development

1
Application: (2 marks) — for both 2011 Q4 and 2012 Q1 GDP growth was –0.1%. Definition: (1 mark) — two consecutive quarters or more of negative GDP growth.
2
Application: (2 marks) — any data reference from table (1 mark) which is lower than the UK trend growth rate of approximately 2.5% per year. (1 mark) Definition: (1 mark) — actual economic growth is below potential or trend economic growth. (1 mark)
3
Actual growth is the increase in real GDP. (1 mark) Actual growth has fallen as aggregate demand has shifted to the left. (1 mark)

Any valid reason for a fall in AD will be awarded up to 2 marks: e.g. CPI inflation of 5.2% reduced real incomes and so consumption fell and so AD fell.
Diagram: showing a fall in AD (1 mark) and correct axes and labels (1 mark)
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Potential growth is the underlying growth rate of the productive potential of the economy (1 mark) based on the average rate of growth over a long period. (1 mark) Potential growth has fallen as aggregate supply has shifted to the left. (1 mark)
Any valid reason for a fall in AS will be awarded up to 2 marks: e.g. the problems in financial markets have permanently damaged productivity (1 mark) as investment and long-run capital per worker falls (1 mark) and so aggregate supply shifts to the left. (1 mark) Or firms may be hoarding labour in the hope of a recovery (1 mark) or inefficient zombie companies, which can barely meet debt interest payments (1 mark), have stayed open but are unable to afford investment in new more productive capital. (1 mark)
A diagram showing a fall in AS will be awarded 1 mark, with correct axes and labels. (1 mark)
4
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor). Use of examples (2 marks). Drivers of potential growth might include: new technology; greater investment; improved infrastructure; improved human capital and so labour productivity; growth rate of labour force.
5
 Use of specific GDP data from the text (2 marks) e.g. China has averaged growth of 9.8%. Knowledge (3 marks).
Definition of economic growth — increase in real GDP. (1 mark)

Definition of development — e.g. greater HDI. (1 mark)

Benefits of economic growth trickle down through rising incomes and so rising consumption (1 mark), leading to a multiplier effect (1 mark) and job creation. (1 mark)
6
Identification of one factor (1 mark). Application (2 marks) e.g. China’s 12th five-year plan targets a lower 7% growth rate or aims of ‘higher quality growth’ and ‘inclusive growth’.
Analysis of reasons why China may target slower growth (up to 3 marks for one point or more).
Analysis points include: slower growth may be targeted in order to reduce growing income and wealth disparities; to develop China’s western regions; to increase school enrolment; to provide more affordable housing; to reduce negative externalities from industrialisation; to lower inflationary pressures.
Evaluation: (up to 4 marks 2 + 2 or 3 + 1) Points include:
· Faster growth brings benefits such as greater tax revenues which can be redistributed; job creation; profits and so greater investment and potential growth; rising living standards as real incomes rise.
· Growth rate only reduced from the previous plan’s 7.5% target so unlikely to have significant differences.
Monetary policy and inflation

7
Identification and analysis (up to 3 marks). Application (2 marks) e.g. UK inflation target 2% ± 1% CPI.

Meet inflation target at 2% measured by the increase in the consumer prices index (CPI). (1 mark) Definition of monetary policy. (1 mark) Monetary policy is set independently by the Bank of England’s (1 mark) Monetary Policy Committee. (1 mark) New remit recognises that inflation will on occasion depart from its target as a result of shocks and disturbances (1 mark) and so is now more flexible with short-term focus on promoting growth and employment justified even if inflation is temporarily above target. (1 mark)
8
Application: in the UK, price stability is an inflation target of 2% (2 marks) or use of any other country inflation objectives. Knowledge (3 marks) and analysis (3 marks) might include:

Definition of price stability as meaning low inflation (1 mark) or low rate of increase in the price level. (1 mark) Low inflation brings greater business confidence and thus investment and economic growth. (2 marks) Low inflation protects competitiveness of British goods and services and so promotes exports and growth. (2 marks) Low inflation keeps inflationary expectations low and so prevents wage–price spirals. (2 marks)

9 
Identification and analysis (up to 3 marks). Application — use of country and example (2 marks): e.g. UK £375 bn
A central bank purchases government securities from banks and financial institutions. (1 mark) This increases the amount of cash in circulation or increases the money supply (as the private sector receives cash from the bank in exchange for the bonds). (1 mark) This causes an increased demand for bonds and so a rise in their price and a consequent fall in their yield. (1 mark) This lowers other interest rates. (1 mark)
10
Identification of one factor. (1 mark) Application (2 marks) to any country and specific monetary policy: e.g. In the UK, interest rates cut to 0.5% and QE £375 bn. 
Analysis of factors (up to 3 marks for one point or more): Low interest rates increase AD and so real output and growth — separate transmission mechanisms count as separate points (consumption, investment, net exports); use of QE; other central bank schemes e.g. in then UK, the Funding for Lending scheme.
Evaluation: (9 marks) Points could include:
· Interest rates have little scope for further cuts.
· Private sector spending still weak because of low confidence.
· Lack of access to credit and low interest rates for small firms, first-time buyers etc.

· Other policies may be more effective.
Fiscal policy
11
Application — use of country and example (2 marks): e.g. in the UK the top rate of income tax 50% or total cuts to departments’ spending of 19% to be achieved by 2015.
Identification and analysis (up to 3 marks): Demand management to achieve macroeconomic objectives e.g. to increase the rate of sustainable growth and create employment; to maintain sound public finances in the medium term; to raise revenue to fund government spending; to reduce market failure, through the provision of merit and public goods and taxation of demerit goods; to redistribute income and wealth. 
12
To boost the credibility of the government’s plans to manage public finances. (1 mark) Provide independent analysis of the UK’s public finances (1 mark) Produce the official 5-year forecast for the economy and public finances. (1 mark)
13
a
The amount by which government spending exceeds tax revenue or the amount the government needs to borrow over the fiscal year.

b
Total government debt or the total amount of government borrowing which is still outstanding.
c
Imports are greater than exports of goods and services.
14
Application — use of country and example (2 marks): e.g. in the UK, a discretionary fiscal policy change is the VAT increase to 20%.

Discretionary fiscal policy — policy made by judgemental methods rather than following rigid rules, such as the golden rule.

Automatic fiscal policy — government spending and tax revenues that change with the level of economic activity, dampening the swings in the economic cycle.
15
Identification of one factor. (1 mark) Application (2 marks) to any country and specific fiscal austerity measures: e.g. Greece increased VAT from 19% to 23%; 10% cut to pensions
Analysis of factors: (up to 3 marks for one point or more): Reinhart and Rogoff’s study of growth and debt showed that once debt crossed 90% of GDP, slow growth resulted. Rising budget deficits, and so rising national debt, increased the opportunity cost of debt service. There is the added pressure of possible credit rating downgrades and the risks of crowding out.
Evaluation: (2 + 2; 3 + 1 marks) Points could include:

· Slower deficit reduction is needed as austerity could return the economy to recession, and so in turn rising budget deficits as automatic stabilisers kick in. 
· Large cuts to public investment and services could damage productivity and lead to rising unemployment.
· Tax rises may disincentivise work and fail to increase revenue.

16
1 mark for every correct definition and 1 mark for every correct example.
a
Government spending on goods and services such as wages for public sector employees or medicines for the NHS.
b
Government spending on assets or capital goods, such as new schools or hospitals.
c
Government payments which do not contribute directly to output such as jobseekers allowance and pensions.
17
1 mark for every correct definition and 1 mark for every correct example.
a
Taxes paid by an individual taxpayer, such as a worker or firm, directly to the government, such as income or corporation tax.

b
Taxes paid on expenditure on goods and services, such as VAT or excise duties on petrol, alcohol and tobacco.
18

	
	Government spending (£720bn)
	Government receipts (£612bn)

	1
	Social protection £220bn
	Income tax £155bn

	2
	Health £137bn
	National insurance £107bn

	3
	Education £97bn
	VAT £103bn

	4
	Debt interest £51bn
	Excise duties £47bn


19
1 mark for every correct answer (up to a maximum of 8 marks).
	
	1979 (pre-Thatcher) (%)
	1997 (%)
	2013/14 (%)

	Basic rate income tax
	33
	23
	20

	Top rate income tax
	83
	40
	50

	Share of total income tax liability for top 10% income taxpayers
	35
	48
	55

	VAT
	8
	17.5
	20

	Corporation tax
	52
	31
	23


20
Application — use of example (2 marks) of each type of tax (1 mark each). Identification and knowledge (3 marks).
Progressive tax — a tax where the proportion of income paid in tax increases as income rises. With a progressive tax, the marginal rate of tax exceeds the average rate of tax.
Direct tax — a tax that takes a smaller percentage of household income the larger their income, and so the marginal rate of tax is below the average rate of tax. Direct taxes are usually progressive whereas indirect taxes are often regressive.
21
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor). Use of one country and tax rate (2 marks). Factors might include:
· Developing economies have a larger informal economy so lower income tax revenue; shops and other firms lack accurate records which reduces indirect tax revenue; lack of efficient tax administration to collect tax; entrenched power of business discourages wider tax collection.
· Developing countries are more reliant on foreign trade taxes as a source of revenue and they face tax competition and keep taxes low to promote FDI.
Supply-side policies

22
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Correct axes labelled (1 mark) and outwards shift of PPF (1 mark). Correct axes labelled (1 mark), outwards shift in aggregate supply (1 mark) and new and old equilibria labelled (1 mark). 
Marks will be given for shifts in Keynesian or Classical LRAS.

23
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor) — maximum 6 marks. Application to any country and specific policy (2 marks): e.g. in the UK, Small Firms Loan Guarantee Scheme — 75% of a commercial loan to small business is guaranteed against default by government.
Some possible supply-side policies might include: privatisation of state-owned enterprises; deregulation of markets to increase competition; reductions in income tax and reducing marginal rate of tax on lower-paid workers to incentivise work; education and training to improve human capital; tax credits for investment into research and development.
24
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor) — maximum 6 marks. Application to any country and specific policy (2 marks): e.g. in the UK, austerity measures.
Some possible problems might include: costs of financing policies (e.g. tax cuts or spending rises) not possible in current austerity so there may be a wait until debt is reduced before policies can be introduced; time lags; the fact that there must be a high enough level of aggregate demand so that the productive capacity of an economy is brought into play.
Trade-offs with other objectives e.g. risks of demand-pull inflation if AD shifts right which may reduce competitiveness in the short run.
25
Definition of supply-side policies (1 mark). Definition of balance of trade (1 mark). Identification of two supply-side policies (2 marks).
Analysis of how supply-side policies improve labour productivity (1 mark) and so lower unit labour costs (1 mark) or lower inflation (1 mark) and so improve competitiveness (1 mark) or lower export prices (1 mark) so exports increase/imports fall and balance of trade improves. (1 mark).
Models of growth and development

26
Difference between private saving and private investment. (2 marks) Domestic savings are inadequate (1 mark) to support the level of investment (1 mark) required for take-off (1 mark) of 10% GDP (1 mark) in Rostow’s model (1 mark) and so FDI or foreign aid (1 mark) can be used to fill the gap. (1 mark)

Use of an example: e.g. if an investment target is 20% of GDP but a country only saves 15% of GDP, the savings gap will equal 5% of GDP. (2 marks)
27
a
Point X where resources are equally allocated to consumer and capital goods. (1 mark)
b
Point A where there is a higher rate of saving. (1 mark)
c
A new PPF to show the impact of A on the output of both consumer and capital goods in the future. (1 mark)
d
A new PPF to show the impact of choosing to be at A and the additional impact of a fall in the capital-output ratio (improved technology). (1 mark)
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28
Higher rates of saving may not be invested. (1 mark) Investment is determined by the marginal efficiency of capital (1 mark) and so the cost of borrowing (1 mark) and therefore if interest rates are increasing (1 mark), investment falls (1 mark) with the result that AD or AS may not shift as much to the right (1 mark) and lead to higher real output. (1 mark)
Other similar analyses may refer to business confidence determining investment; accelerator; credit availability etc. Further analysis may refer to things not being equal, such as other components of AD; investment in showcase projects which do little to boost growth.

29
Definition of law of diminishing returns (2 marks) — if increasing quantities of a variable factor are applied to a given quantity of a fixed factor, the marginal product of the variable factor will eventually decrease.
The traditional rural agricultural sector has a fixed amount of arable land (1 mark) and is overpopulated (1 mark) and so has surplus labour which can be withdrawn without any loss of agricultural output (1 mark) and so the marginal product of labour is zero. (1 mark)
30
If wages are 30% higher than rural wages (1 mark), workers will move to the modern urban industrial sector where the marginal product of labour is much higher. (1 mark) The industrial sector will then employ these extra workers without pushing up wages. (1 mark) This allows firms to make large profits (1 mark) which are then reinvested. (1 mark) Growth means more jobs for surplus rural labour (1 mark) and the additional workers increase output, and thus also incomes and profits, further. (1 mark) Extra incomes will also increase demand for domestic products (1 mark) while increased profits fund increased investment. (1 mark) Hence rural–urban migration offers self-generating growth.
31
Some possible factors might be (up to 3 marks for one factor): Free trade (1 mark) allows benefits of comparative advantage (1 mark) and export-led growth (1 mark). Deregulation increases competition (1 mark) and so promotes efficiency (1 mark) and so greater productivity (1 mark) — could analyse link to aggregate supply or competitiveness. Capital market liberalisation (1 mark) allows greater levels of FDI. (1 mark) 
Aid

32
a
UN resolution since 1970 (1 mark) – 0.7% GDP.
b
G8 Summit, 2005, Gleneagles, UK (1 mark) – 0.51% GNP (0.5% GDP is acceptable).
33
a
Assistance by a single country to another. (1 mark) Any example, such as the UK’s Department for International Development (DFID) gives humanitarian aid to Syria.
b
Joint assistance by a number of countries to another. (1 mark) Any example, such as the World Bank’s International Development Association (IDA) gives aid to Nepal. (1 mark)
c
Aid spending is limited to the goods and services provided by the donor country (1 mark) or has certain conditions attached. (1 mark) Any example, such as UK funding of a hydroelectric dam in Malaysia. (1 mark)
d
Concessional loan means interest rates are lower (1 mark) and repayment periods longer than commercial loans. (1 mark) Any example, such as IDA $125mn for infrastructure in Yemen.
34
1 mark for each correct answer — 2011 OECD and World Bank data used:
	
	Largest ODA donors ($bn)
	Largest ODA recipients ($bn)

	1
	USA $27bn
	Afghanistan $6.7bn

	2
	Germany $8.7bn
	Dem Rep Congo $5.5bn

	3
	UK $8.5bn
	Vietnam $3.5bn

	4
	France $8.5bn
	Ethiopia $3.5bn


35
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor) — maximum 6 marks. Application to any country and specific aid project/data reference (2 marks).
Aid represents an injection of resources which fills the savings gap and thus allows investment and potential growth. Aid can help to cover the foreign exchange gap when countries struggle to finance their current account deficits, thus promoting trade/allowing import essential capital, medicines etc. Aid can supplement government finances and so be spent on 

 HYPERLINK "http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/0,,contentMDK:22707671~menuPK:141310~pagePK:34370~piPK:34424~theSitePK:4607,00.html" 
supplying essential public and merit 

 HYPERLINK "http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/0,,contentMDK:22707671~menuPK:141310~pagePK:34370~piPK:34424~theSitePK:4607,00.html" 
goods, such as new schools or training for doctors to fight disease. Aid enables infrastructure changes to be made, such as roads or greater access to power, or clean water, helping attract FDI. Aid enables payment of interest on foreign debt. Aid allows transmission of new technology, ideas etc.

36
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor) — maximum 6 marks. Application to any country and specific aid project/data reference (2 marks).
Aid is spent on current spending (rather than capital) such as public sector wages or can lead to corruption, undermining institutions’ legitimacy and fuelling conflict. Aid repayments have an opportunity cost — debt servicing will become a problem if GDP does not rise fast enough to allow comfortable repayment. Aid can encourage dependency and allow poorly governed countries to continue to waste money on showcase projects, the military, or consumption. Aid can suffer from diminishing returns. Aid can cause Dutch disease, making exports uncompetitive. It can also distort the market, with excessive bureaucracy and cheap supplies undermining local business.
Debt relief and the role of the World Bank and IMF

37
An agreement by the lender(s) to write off all or part of an outstanding debt. (2 marks) The majority of debt is owed to large creditors, such as the World Bank, the African Development Bank, the IMF, and governments, but some is also owed to commercial creditors too. (up to 2 marks for any correct example)
38
a
Debt relief encourages irresponsible spending by countries that will expect regular bailouts in the future. (2 marks) Funds are squandered on corruption, consumption or poor projects and countries may choose to borrow more money with little financial accountability. (up to 2 marks)
Include an example relevant to debt relief. (1 mark)

b
Rent-seeking behaviour by public decision-makers that leads to a misallocation of resources, (1 mark) for example a decision taken on the basis of a bribe rather than the most efficient use of the scarce resources available. (1 mark) This might then deter investment, FDI and aid. (1 mark)
Include an example of corruption. (1 mark)

39
Identification of factor (1 mark) and analysis of factor (up to 2 marks per factor) — maximum 6 marks. Application to any country and specific debt forgiveness example (2 marks): e.g. Guinea $2.1 billion in debt relief from the World Bank and the IMF heavily indebted poor countries (HIPC) initiative.
The opportunity costs of debt service are huge. The funds not spent on debt relief can now be spent on areas which promote growth and/or development such as:

· Investment into infrastructure or foreign capital can be used to purchase essential capital imports. 
· Spending on improving human capital by increasing healthcare provision or education.
· Spending on poverty eradication.
· Spending on reducing environmental degradation.
This breaks the cycle of debt as many debts are often serviced or repaid through further borrowing, thus perpetuating low levels of development. Debt cancellation can be tied to conditions such as low levels of corruption, economic reform and liberalisation of markets. Thus debt relief acts as an incentive and encourages development.

Reference to IMF and World Bank stabilisation and structural adjustment policies will be credited.
Debt relief can also be in the interests of developed nations as they encourage development in LEDCs and thus create larger markets for their exports. In addition there are links between poverty, disease and terrorism which all impact on developed countries.
40
Application (2 marks) — specific IDA or IBRD intervention: e.g. IDA’s economic development and poverty reduction strategy (EDPRS) in Rwanda focusing on improving agricultural productivity.
Explanation of World Bank role (3 marks): the World Bank consists of the International Bank for Reconstruction and Development, IBRD (1 mark) and the International Development Association, IDA. (1 mark) It is not a bank in the common sense but a specialised agency affiliated with the UN (1 mark) that aims to promote economic development and achieve the Millennium Development Goals (1 mark). It does this by providing loans, policy advice and technical assistance for development projects. (1 mark each) 
41
Application (2 marks) — specific IMF intervention: e.g. IMF in Argentina in 1990s when austerity was advised in order to balance budgets and regain investor confidence.
Explanation of IMF role (3 marks): the International Monetary Fund is an international lender of last resort (1 mark), assisting countries that have acute balance of payments difficulties. (1 mark) Their loans come with conditions (1 mark) in order to achieve macroeconomic stability (1 mark) and structural adjustment. (1 mark) It also advises on policies to help countries correct the underlying causes of their balance of payments problems. (1 mark)
42
Application (2 marks): e.g. 35 countries have qualified under HIPC and received US$76bn in debt relief.
Explanation of two schemes (3 marks for both): the heavily indebted poor countries (HIPC) initiative — was launched in 1996 and aims to provide broader, deeper and faster debt relief (1 mark), to free up resources for investment in infrastructure (1 mark) and spending on social programmes that contribute to poverty reduction. (1 mark)
The multilateral debt relief initiative (MDRI) — called for the cancellation of the debts (1 mark) owed to the IMF, World Bank and the African Development Fund by all HIPC countries (1 mark). The IMF implemented the MDRI in January 2006 by cancelling the debt owed to it by 19 countries. (1 mark)
43
Identification of two factors (2 marks). Application (2 marks) — reference to examples and specific countries. Analysis of reasons (up to 3 marks for at least two points) might include:
Trade liberalisation (may count as two points — two different advantages).
Liberalisation of the economy: this can be carried out via a reduction or elimination of controls, and privatisation of the public sector assets. Capital market liberalisation to encourage FDI and spread technology. Incomes policy: wage restraint and removal of subsidies and the reduction of transfer payments. Fiscal contraction: a reduction in the size of the public sector through cuts in public expenditure (less crowding out if running budget deficit and lower inflation), or cuts in taxation to boost private sector spending.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points could include:

· Government intervention is necessary to correct market failures such as reducing income inequality, externalities etc.
· Growth might require direct public and/or coordinated public–private investment into development projects and industrial growth.
· Governments must provide merit goods such as healthcare and education.
Exam-style questions 
1
Use of specific growth and development reference from the extract (2 marks): ‘13 economies have grown at an average rate of 7% or more’ and ‘spent on education, training and health’.

Identification of how growth and development can be measured (up to 2 marks per factor) — points might include any development measure:
Economic growth is the increase in real GDP. (2 marks) Development might be measured by the HDI (1 mark) which is a composite measure of the average quality of life in a country (1 mark) that includes life expectancy, mean and expected years of schooling and real GNI per head (PPP). (1 mark for any specific aspect mentioned)
2
Identification of factor (1 mark) and analysis of factor (2 marks per factor). Use of extract (2 marks): e.g. 5–7% GDP spent on infrastructure.
Impact on the economy’s productive potential; improved transport lowers production costs and facilitates export; electricity, water supply, sanitation directly impact living standards; attracts FDI; promotes tourism; aggregate demand and multiplier effects.
3
Identification of one factor (1 mark). Application (2 marks) — use of Extract A. Analysis of reasons why inequality inevitable (up to 3 marks for one point or more).
Microfinance promotes development. Micro credit gives small-scale loans to allow new businesses to start-up and so boosts incomes, creates jobs etc. It promotes gender equality as many borrowers are women. Small loans can be used to fund essentials such as food, school fees etc. It helps insure against income volatility/fluctuations in standard of living.
Evaluation: (2 + 2 or 3 + 1 marks)
· It can lead to debt when too many loans are given out.
· Rapid and unregulated growth in microcredit industries has been blamed for excessive rates of interest and high-risk lending.
· Loans used for consumption rather than investment might not be repaid.
· Size of scheme may be too limited.
· Other methods may be more effective in promoting development .
4
Identification of two factors (2 marks). Application (2 marks): e.g. 7–8% GDP spent on education, training and health. 
Analysis of reasons (up to 3 marks for at least two points):
Improves labour productivity and so LRAS, allowing faster growth and thus development; enables faster diffusion of new technology and so faster rates of growth and development; improves labour flexibility and so allows for better adjustment to shocks, reduced structural as well as frictional unemployment and greater exploitation of gains in comparative advantage; attracts FDI; ‘brain drain’ or lack of skills is a constraint on growth.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points could include:
· Investment is needed in other areas if human capital going to lead to employment.
· Is the provision of education and training appropriate to the needs of the country?

· Opportunity costs of investment.
· Short- versus long-term impacts.
5
Identification, analysis and application of two factors or more (9 marks) (4 + 5; 3 + 3 + 3)
Fiscal stimulus — this could be two points (separate tax and spending policies, or separate by households, firms or the government).
Expansionary monetary policy — the Bank of Japan plans to double the money supply in 2 years and has stated that inflation will be 2% per year. This could be two points (separate transmission mechanisms through consumption, investment, net trade).
Supply-side reforms — to boost Japan’s competitiveness.
Marks will be awarded for up to two specific policies.

The use of diagrams as part of the analysis will be credited, e.g. the figure below:
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Evaluation: (3 + 3; 2 + 2 + 2; or 3 + 2 + 1 marks). Points could include:

· Huge national debt limits fiscal expansion.
· If inflation does increase but wages continue to fall, real incomes will fall and so will consumption. 
· Depreciation of the yen could led to retaliatory exchange rate intervention or protectionism by Japan’s trading partners.
· Structural problems, such as an ageing and shrinking population, may be not be overturned.
6
This question requires use of examples from and application to specific countries (there will be a cap of 14/20 marks where these are lacking). 
Environmental damage — negative externalities, such as carbon emissions and resulting effects on global warming. Environmental problems could spill into other areas, such as loss of tourism or increased costs to businesses reduce competitiveness or increased problems of urbanisation.
Inflation — as a result of China’s and India’s increased demand for commodities, such as oil. However,this may be beneficial for those LEDCs which export commodities to them and so promote growth, employment, technology diffusion etc.

Depletion of non-renewable resources — and the effect which stem from this.
Brain drain — faster growth may attract skilled workers to China and India at other countries’ expense.
Increased competition of Chinese and Indian exports — this could be beneficial in terms of cheaper imports or as a stimulus to efficiency or damaging if leads to unemployment, current account deficits, slower growth etc.

Evaluation:

· Significance of the problems — how fast is growth, or rise in inflation, or size of the external costs?
· Short- versus long-term issues — such as benefits of faster growth now but longer term issues of sustainability, externalities etc.

· Does growth lead to development? 

7
Four points and at least three evaluation points for level 5 answer (26–30 marks). This question requires use of examples from and application to specific countries (there will be a cap of 24/30 marks where these are lacking). 
Points include: industrialisation — Lewis Model; increase in savings — Harrod-Domar Model; aid; debt relief; promotion of FDI; supply-side policies; microfinance; outward-looking strategies.
Evaluation:

· External costs of industrialisation.
· Savings gap could be filled by external finance.
· Problems associated with aid such as moral hazard.
· Impact of debt relief on future credit, aid flows etc.

· Prioritisation of strategies or delays before strategies affect growth.
Topic 3
What are the limits to growth and development in developing and developed countries?
Primary product dependency

1
a
Commodities are raw materials used in the production of other goods; agricultural goods like tea, coffee, sugar beet, etc. Ethiopia produces coffee and sesame seeds.

b 
Minerals and metals like iron ore, tin, oil, etc. The Democratic Republic of Congo produces cobalt and copper.

2
a
Use of specific example of commodity price changes (2 marks): e.g. cotton prices fell by approximately 45% over 2011.

Identification of why prices fluctuate (3 marks): agricultural crops are highly sensitive to weather, climate and disease; supply is price inelastic in the short run, due to the time taken to grow or extract crops and, often, their unsuitability for storage; supply lags behind demand because future supply requires the investment of time etc. Demand is price inelastic because commodities are necessities etc.
b
Use of specific example of commodity and a country (2 marks): e.g. Angola and oil.
Identification of impacts (1 mark for each point) might include: destabilises household income/job security and so living standards; deters firms’ long-run investment due to a lack of confidence in future costs, revenues and so profits. For governments in the poorest LEDCs, this can have significant effects on their export revenues and tax revenues, and thus on their ability to maintain macro stability and provide public services.

3
Use of specific example of a country (2 marks): e.g. Central African Republic or Ethiopia use a route through Eritrea to provide access to the coast.

Identification of TWO impacts (up to 2 marks for one point) which might include: 

· Incur much higher transport costs — for both imports and exports as the country becomes dependent on a coastal neighbour’s infrastructure for access to international markets.
· Poor local markets for trade and investment.
· Difficult to integrate into the global economy through trade — particularly in goods that are expensive to transport.
· Vulnerability to conflict — bad neighbours spilling over borders e.g. refugee migration.
4
a
Definition of terms of trade — ratio of the average price of a country’s exports to the average price of its imports. (1 mark)
Primary products (exports) have an inelastic income elasticity of demand (1 mark), and so as world incomes grow, export demand grows more slowly. (1 mark) Manufactures (imports) have an elastic income elasticity of demand (1 mark), and so as incomes grow, import demand for luxuries and manufactures is likely to grow faster. (1 mark) If the demand for exports grows only slowly relative to imports, the price of exports is likely to fall relative to imports (1 mark) and so the terms of trade will deteriorate. (1 mark)

b
Total value of export earnings depends on the price and quantity of exports (1 mark — implicit understanding will be credited), and so if commodity export prices are falling (1 mark), a greater quantity of exports must be sold to maintain imports. (1 mark) If imports prices are rising, then export earnings will not be sufficient (1 mark) and so the quantity of imports must fall to avoid the current account worsening. (1 mark) Fewer imports may constrain growth as essential capital, food, medicines etc. (1 mark) cannot be imported and so productivity will be reduced. (1 mark) A worsening current account can constrain growth because it acts as a net leakage; (1 mark) may require loans and opportunity costs of debt service; (1 mark) may weaken exchange rate and cause cost-push inflation (1 mark) etc. 
5
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of specific primary products and countries. Factors may include (apart from factors covered in earlier questions):
Low value-added of primary products; protectionism in developed countries constrains access to export markets e.g. common agricultural policy (CAP) in Europe; Collier’s natural resource trap — corruption and conflict more likely as resource revenues not used to diversify economy or invest into infrastructure and merit goods; markets similar to perfect competition and so long-run profits are limited; exposure to shocks e.g. risk of synthetic substitutes, such as with rubber and cotton.
6
Application (2 marks) through use of examples: e.g. Colombia coffee prices boomed in the late 1970s.

Diagram (2 marks) — correct axes labels (1 mark) and shift in demand out to right (1 mark):
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Identification and analysis of factors (4 marks):
Coffee prices rise leading to a rise in export revenue (1 mark) and so increase in demand for the peso (1 mark) and an appreciation of the peso. (1 mark) Appreciation reduces the competitiveness of its other non-coffee exports (1 mark) such as textiles and chemicals. (1 mark) At the same time, resources shift to meet the increased demand for untraded domestic production (1 mark), such as construction and retail (1 mark), and to support the booming coffee export sector, thus weakening the ailing other export industries further. (1 mark)
Poor governance, corruption and conflict

7
2012 data used below — 1 mark for each correct entry:
	Rank
	Least corrupt
	Rank
	Most corrupt

	1
	Denmark 90
	174
	Somalia 8

	2
	Finland 90
	174
	Korea (North) 8

	3
	New Zealand 90
	174
	Afghanistan 8


8
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of examples. Factors might include:
· Money intended for public sector investment may be siphoned off to individual bank accounts — this is a leakage from the circular flow and may never be re-injected if the money is diverted abroad.
· Money may be spent on maintaining a particular political structure — e.g. by acquiring arms, rather than on more productive capital expenditure.

· Contracts may be awarded on the basis of non-market criteria — e.g. in exchange for side payments or to family members. This is likely to create allocative inefficiency and to reduce incentives for firms outside the corruption to compete.
9
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of problems in specific countries: e.g. conflict in Sierra Leone. Factors might be:
· Damage to productive capacity (e.g. firms, farms, human capital etc.) tends to reduce growth by 2.3% a year, so typical 7-year war costs 15% of GDP.

· Damage to infrastructure — (e.g. collapse of public health systems) and increased risk of disease; debt service.

· Impact on development levels and poverty (e.g. child soldiers, orphans).

· Damage to labour force and population through casualties — increasing dependency ratios; internal displacement/refugees.

· Institutional and political legacies are often damaging — an undemocratic, corrupt and ineffectual state.
Lack of investment and other constraints

10
a
Definition — the difference between the level of savings and the desired level of investment in a country. (1 mark) Low investment means lower potential growth (1 mark) as productivity is lower (1 mark) etc. May need to borrow internationally to fill savings gap and so pay debt service (1 mark) which has opportunity costs. (1 mark)
b
Definition — the flow of capital out of a country following a sharp fall in the confidence investors have in the future prospects of that country. (1 mark) This precipitates a sharp depreciation of the currency (1 mark), which will raise import costs and lead to cost-push inflation (1 mark) and so reduce competitiveness. (1 mark)

c
There is a current account deficit (1 mark) and so import spending cannot be covered by export earnings (1 mark) or capital inflows (1 mark) as the country lacks the necessary foreign exchange. (1 mark) Inadequate import spending can constrain growth because essential capital imports, food, pharmaceuticals, energy etc. are limited. (1 mark)

11
Identification and analysis marks (up to 3 marks for one factor) (5 marks total). Low incomes and so low savings (poverty trap); poor financial institutions; physical distance from banks; high minimum deposits (e.g. in Cameroon $700); collection of documentation required is challenging to large rural and informal sectors.
12
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of problems in specific countries: e.g. MENA, Lebanon; 41% firms identify transport and 61% firms identify electricity as major constraints.
Factors include: transport costs rise — perhaps due to time spent in traffic, and so increasing costs and reducing price competitiveness; impact on delivery speed and non-price competitiveness of exports; aggregate demand and multiplier effects; electricity, water supply, sanitation directly impact living standards; impact of irregular electrical supply — e.g. on local businesses and farms or living standards of households; costs of generating electricity by generator — e.g. opportunity costs of higher costs on hospitals using generators, such as fewer operations or less spending on drugs; discourages FDI; discourages tourism; reduces geographical mobility of labour.
13
Identification and analysis marks (up to 3 marks for one factor) (5 marks total). Factors might include: lower productivity and so slower shifts outwards in LRAS — thus slower potential growth and thus development e.g. governments are less able to fund improved public services; less able to implement new technology — rates of productivity growth are therefore slower with the result that development is also slow; labour is less occupationally mobile — shocks are likely to lead to higher levels of structural unemployment; harder to attract FDI.
Educational attainment is a fundamental part of development — e.g. mean and expected years of schooling scores are lower within HDI or literacy levels grow more slowly.
14
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of countries and population growth rates. Issues may include: 
· Lower real GNP per capita — if population growth exceeds economic growth then real GNP per capita falls.
· Increasing dependency ratio (where there are a large number of children and non-income earners who need support) and so it is harder to achieve high incomes per capita.
· Pressure on scarce resources (food, healthcare, education) e.g. educational expenditure has to favour quantity over quality, thus reducing the stock of human capital.
· Downward pressure on wages with a larger pool of surplus labour.
· Environmental impact — forest encroachment, deforestation, fuel wood depletion, soil erosion, declining fish and animal stocks, inadequate and unsafe water, air pollution etc.

· Inequality rises — the poor are the ones who are made landless, suffer first from cuts in government health and education programmes, bear the brunt of environmental damage, and are the main victims of job cuts.

Exam-style questions
1
Use of the extract (2 marks): e.g. ‘Malaria is estimated to kill more than 850,000 people a year and infect 250 million’ or ‘TB has killed 1.4 million in 2011 and infected 8.7 million’.
Identification (up to 2 marks per factor) — Millennium Development Goals (MDGs) might include:

· Eradicate extreme poverty and hunger (MDG 1) — halve, between 1990 and 2015, the proportion of people whose income is less than $1 a day.

· Achieve universal primary education (MDG 2) — ensure that, by 2015, children everywhere, boys and girls alike, will be able to complete a full course of primary schooling.

· Promote gender equality and empower women (MDG 3) — eliminate gender disparity in primary and secondary education, preferably by 2005, and in all levels of education no later than 2015.
· Combat HIV/AIDS, malaria and other diseases (MDG 6) — spread rates halted or the process of reversal begun (in the case of HIV/AIDS) by 2015.
2
Identification of factors (3 marks) and analysis of factors (3 marks). Application (2 marks) through use of extract A. Points might consider:
· Labour force is reduced — as productive adults most likely to contract HIV/AIDS, thus limiting potential growth and growth in real incomes per capita.
· Women are more susceptible to HIV/AIDS and women often play key role in development, for example through child care.
· Households suffering disease often save and invest less — thus increasing savings gaps, and reducing funds for investment.
· Sick working adults increase dependency ratios — and often remove children from school, reducing both current and future incomes per capita.

· Opportunity costs of funding medical treatment for disease, particularly expensive antiretroviral drugs for HIV/AIDS.
3
Identification of one factor (1 mark). Application (2 marks) through use of Extract C: e.g. ‘Cocoa farms in Ghana employ 2 million farmers’ 
Analysis of fair trade (up to 3 marks for one point or more): guaranteed and stable prices encourage long-term planning and investment; higher wages result in higher living standards; social premiums lead to better infrastructure (e.g. clinics and schools); enforcement of better labour conditions; compliance with environmental standards reduces external costs.
Evaluation: (2 + 2 or 3 + 1 marks). Points might consider:
· Only price, not quantity, is guaranteed.
· Higher prices encourage over-production which can reduce the price for non fair trade producers as supply increases.
· Certification charges are high at £1,570 for producer’s first year — not focused on poorest countries which cannot afford these rates.
· Disincentivises diversification and moves up the value chain.
· Does not target underlying distortions in trade (e.g. CAP).
4
Identification of two factors (2 marks). Application (2 marks) — use of problems identified in extract B. Analysis of reasons (up to 3 marks for at least two points).
· Transport costs rise (gridlock raises fuel costs) — so increasing production costs and reducing price competitiveness.
· Impact on delivery speed and non-price competitiveness of exports.
· Discourages FDI — perhaps firms are more likely to invest in more competitive and high-tech ports in China, Korean and Japan.
· Raw material imports are slow to arrive — costing businesses time and money, and adding to cost-push inflationary pressures.
· Constrains potential growth — with the resulting outwards shifts in aggregate supply.
· Discourages tourism and reduces geographical mobility of labour.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points include:

· Extent of the growth constraint — which depends on other factors that might promote growth, such as the quality of human capital and level of capital per worker.
· Time lags — policies may be implemented to improve infrastructure but time is needed to plan and construct new ports etc.

· Fast growth and rising population — which might still make Indonesia an attractive place to invest and lead to improved infrastructure in the future.
5
Identification, analysis, and application of two factors or more (9 marks) (4 + 5; 3 + 3 + 3).
Volatile revenues deter investment and limit productivity growth; Prebisch–Singer — decline in terms of trade; price volatility, due to price inelastic supply and demand, leads to big changes in living standards; lack of access to developed countries’ export markets; links to corruption and conflict; Dutch disease.
Evaluation: (3 + 3 or 2 + 2 + 2 or 3 + 2 + 1 marks). Points could include:

· Gains from comparative advantage.
· The significance of effects vary from agriculture to metals to energy.
· Recent commodity price boom.
· Other factors might exacerbate the problem or be more significant.
6
Three consequences and at least two evaluation points for a level 5 answer (17–20 marks). Reference should be made to at least one developing country (marks will be capped at 14/20 where this reference is not made).
Lower labour productivity — so lower potential growth; lower wages — so increased poverty levels; risks of poverty trap — so savings gap which constrains growth and development; discourages FDI — so less likely to have benefits of job creation for example; less occupationally mobile labour force — so higher structural unemployment is likely if the economies suffer shocks; less internationally competitive as unit labour costs are higher — risks current account deficits.
Evaluation. Points might cover:

· Complementary investment into physical capital and infrastructure could offset the problems or be a more significant constraint.
· Low wages may mean unit labour costs are still low and the economy internationally competitive.
· Role of World Bank and UN MDG-1 in helping to provide aid and overcome this problem.
· Growth through comparative advantage and trade may still be possible e.g. primary products (Nigeria’s oil export earnings in 2012 were $93bn) which provide tax revenue to improve provision in the future.

7
Four points and at least three evaluation points for a level 5 answer (26–30 marks). Use of examples and application to a country should be included (marks will be capped at 24/30 where these references are not made).
Problems of primary product dependency (this could be several points if well developed); corruption; poor governance; debt; disease; demographic changes; human capital inadequacies. 

Evaluation. Points could consider:
· Differing impact from different primary products.
· Policies introduced to overcome constraints.
· Prioritisation of factors discussed.
Topic 4

Globalisation and trade
Causes and effects of globalisation
1
Reduced integration between countries (1 mark) as there is less trade in goods and services or more protectionism. (1 mark) Reduced flows in international capital or FDI. (1 mark) Reduced flows of labour/immigration. (1 mark)

2
IMF (up to 3 marks): the IMF is a specialised agency of the UN that aims to help the world economy by encouraging countries to adopt sound exchange rate policies and discourage competitive depreciation, giving loans to countries with balance of payments difficulties, and supporting and advising on policies to help countries correct the underlying causes of their balance of payments problems. In this way it promotes trade.
World Bank (up to 3 marks): the World Bank consists of the International Bank for Reconstruction and Development, IBRD and the International Development Association, IDA. It is not a bank in the common sense but a specialised agency affiliated with the UN that aims to promote economic development and achieve the Millennium Development Goals. It does this by providing loans, policy advice and technical assistance for development projects. In this way it promotes trade and capital transfers.

WTO (up to 3 marks): the WTO is an international organisation established to promote free trade. It enforces rules, helps countries negotiate to reduce trade barriers and is an arbitrator in trade disputes.
3
Identification of factors (3 marks) and analysis of three factors (up to 2 marks each). Application (2 marks) through reference to specific countries or examples.
Declining costs of transport — e.g. containerisation in shipping lowers costs due to technical economies of scale, greater productivity with more advanced ports etc.

Declining costs of communication — e.g. the rise of the internet has allowed services to become increasingly tradeable (back office accounting, call centres etc.).
Liberalisation of trade — could refer to GATT and the WTO or the growth in the size and number of trade blocs.
Liberalisation of capital markets — deregulation of global financial markets and hence greater levels of FDI and the rise of MNCs.
Asia’s rise and the entry of billions of people into the world market economy — gains from offshoring or rising incomes in emerging markets increase demand for tradeable goods.
4
Answers which take either perspective as analysis and use the opposite arguments for evaluation will be credited. Identification, analysis and application of two factors or more. (9 marks) (4 + 5 or 3 + 3 + 3). Some benefits might include:
Faster global economic growth — gains from comparative advantage; offshoring creates jobs in emerging economies and so reduces absolute poverty; inequality between countries falls — due to catch up and convergence; greater FDI improves diffusion of new technology; firms have access to larger markets and so gain economies of scale and increased profits; disinflation as offshoring lowers labour costs or greater competition increases productive efficiency; increased mobility of labour allows access to foreign know-how, skilled workers, remittances etc. Greater consumer surplus from lower prices, greater choice, higher quality.
Evaluation: (3 + 3 or 2 + 2 + 2 or 3 + 2 + 1 marks). Some costs might be:

· Offshoring and production in developing countries can exploit labour e.g. long working hours, poor conditions.
· Inequality within countries rises — gains for some sectors at the expense of others e.g. technology and finance in developed countries.
· Foreign capital is footloose — e.g. capital flight in 1997–98 Asian financial crisis — increased interdependence increases risks of shocks.
· Inflation due to rising commodity prices and so cost-push inflation.
· Immigration can mean pressure on public services or constrain growth in others due to the brain drain.
· External costs — pressures on finite resources; external costs stemming from transport.
Comparative advantage

5
a
The ability of one country to produce a good or service at a lower opportunity cost than another country. (1 mark) If each country specialises in those goods and services where they have an advantage, then total output and economic welfare can be increased. (1 mark)
b
A country can produce a good for lower costs than another (1 mark) and so uses fewer resources to produce the same amount of goods or services. (1 mark)
6
a
	Country
	Financial services
	Clothes

	UK
	200
	600

	China
	300
	1500

	Total pre-trade
	500
	2100


b

	Country
	Opportunity cost of producing one financial service
	Opportunity cost of producing one item of clothing

	UK
	3
	1/3

	China
	5
	1/5


c

	Country
	Financial services
	Clothes

	UK
	400
	0

	China
	100
	2500

	Total post-trade
	500
	2200


7
a
The ratio between export and import prices. (2 marks) Index of terms of trade = (index of export prices/index of import prices) x 100 (2 marks)
b
Numbers in brackets show output after specialisation and trade but before agreeing a rate of exchange.
	Country
	Financial services
	Clothes

	UK
	(400) 300
	(0) 400

	China
	(100) 125
	(2500) 2000

	Total post-trade
	(500) 425
	(2500) 2400


8
Identification of factors (3 marks) and analysis of three factors (up to 2 marks each). Application (2 marks) through reference to specific countries or examples.
Factors of production are perfectly mobile — resources used in one industry can be switched into another without any loss of efficiency. This is unlikely and structural unemployment might result. No transport costs are considered — rising oil prices and external costs of transport might make transport more significant.
Constant returns to scale — doubling the inputs in each country leads to a doubling of total output. But there may be increasing returns to scale (perhaps because of economies of scale) as firms specialise, so the potential gains from trade are much greater.
No externalities from production or consumption of the goods — e.g. China may produce significant carbon emissions. There are no barriers to trade. Only two goods are produced in the model. Trade finance is possible.
Free trade versus protectionism

9
Use of examples of inward-oriented, such as India 1947–90, Brazil in 1960s, China etc. or outward-oriented countries, such as Tigers — South Korea, Hong Kong, Taiwan, Singapore (2 marks). Identification (up to 2 marks per factor) — Millennium Development Goals (MDGs) might include:
An inward development strategy — focuses on substituting imported goods and services with domestically produced goods (1 mark), behind protective trade barriers. (1 mark) These policies are based on the expectation that industry will benefit from economies of scale, the current account will improve, and scarce foreign exchange will only be used for importing essential capital goods. (1 mark for each reason)
An outward development strategy — focuses on increasing exports. (1 mark) It is often associated with a laissez-faire approach to imports and is based on the expectation that industries will exploit their comparative advantage (1 mark) and improve efficiency due to greater competition. (1 mark)
10
Taiwan, Hong Kong, Singapore and South Korea are the four original Tigers. (1 mark each) There are also the Tiger Cub economies of Indonesia, Malaysia, Philippines and Thailand.

11
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a
Foreign producers are likely to be more efficient and have greater economies of scale than at least some of the domestic firms. The world production/supply is much greater than domestic production/supply so domestic producers cannot influence price and are price takers. (1 mark)
b
Q3
c
Q1
d
Q1–Q3
e
WVP world (after free trade)
f
XZP world (after free trade)

12
Identification of advantages (3 marks) and analysis (up to 3 marks). Application (2 marks) through reference to specific countries or examples. Advantages include:
a
Export-led growth; increased competition and thus productive efficiency improvements; access to larger markets, gain from economies of scale and larger profits; technological progress and innovation spillovers improve productivity.
b
Tax revenue from increased growth or export revenues can be used to improve public services and so development e.g. access to clean water, healthcare, education provision.
c
Likely to attract FDI and encourage MNCs to set up — this may create jobs, help diversify the economy etc.
13
a
(Up to 3 marks): Industries which a country has a comparative advantage in (1 mark) but are just starting up and so consist of low-volume producers who are short of experience. (1 mark) They lack the economies of scale (1 mark) and the benefits of ‘learning by doing’ held by foreign competitors (1 mark), who will clearly have a cost advantage over domestic firms. (1 mark) Hence tariff protection is required for a limited period (1 mark) until the domestic industry ‘learns the ropes’ and grows large enough to benefit from economies of scale (1 mark) and so survive the full weight of international competition.

b
(Up to 2 marks): As labour is a derived demand (1 mark), any fall in imports and rise in domestic production (which could be illustrated on a tariff diagram, 2 marks) will result in greater domestic demand for labour. (1 mark) It assists government in achieving the macroeconomic policy objective of full employment. (1 mark) Political pressures will add to the pressure on governments to act against the outsourcing of jobs. (1 mark)
c
(Up to 2 marks): Dumping is where goods are sold in foreign markets at below the costs of production. (2 marks)

The WTO defines dumping as ‘charging a lower price for a good in a foreign market than one charges for the same good in a domestic market, such that the foreign market is injured’. (2 marks) Dumping can occur as foreign firms try to gain monopoly power (1 mark) in a foreign market and so amounts to predatory pricing on an international scale. (1 mark)

d
(Up to 3 marks): These policies aim to switch consumer demand from imported goods onto domestically produced ones. (1 mark) This could be achieved by a devaluation of the exchange rate. (1 mark and further explanation 1 mark) Protectionism. (1 mark and further explanation 1 mark)
Types of import barrier

14
a
(2 marks): taxes levied on imports to increase their price domestically.
b
(2 marks): a trade barrier that places a limit on the quantity of a good that can be imported.

c
(2 marks): Any valid example will be credited such as: could be technical barriers to trade (TBT) regarding standards for manufactured goods. Sanitary and phytosanitary (SPS) measures concerning food safety and animal/plant health, and domestic regulation in services.
d
(2 marks): government grants given to domestic firms to lower their costs of production in order to make them more price competitive than imports. 

15
Identification of two factors (2 marks). Application (2 marks) — correctly labelled tariff diagram. 
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Analysis of reasons (up to 3 marks for at least two points):
· Imports increase in price from P1 to Ptariff and the number of imports falls from Q4–Q1 to Q3–Q2 and so the current account improves

· Domestic firms increase production from Q1to Q2 and so gain producer surplus by the area P1ABPPtariff. Greater output means a greater derived demand for labour and so lower unemployment.

· Government gains tariff revenue CDEB and the revenue raised can be spent on better public services.

· Consumers reduce their quantity demanded from Q4 to Q3 and so lose consumer surplus equal to area P1FEPtariff.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points could include:
· The net effect is a loss of consumer surplus (loss of consumer surplus is greater than the gains in tax revenue and producer surplus) and so a deadweight loss equal to the triangles ABC and DEF.
· Price elasticity of demand determines how consumers’ demand changes in response to the rise in price caused by the tariff. If demand is inelastic then the tariff is less successful in reducing the number of imports.

· Price elasticity of supply determines the extent to which domestic firms can increase production and take on new workers in response to the rise in price caused by the tariff. If price elasticity of supply is inelastic then firms cannot increase output as much and so imports will still be needed. 

· Retaliation is likely so export demand may also fall — this may offset improvements in the current account or reductions in unemployment. 

· The extent to which price increases and domestic firms benefit and imports fall will depend on the size of the tariff imposed.
Patterns of trade, trade blocs and the role of the WTO

16
Application (2 marks): e.g. 157 members (1 mark); 97% world trade (1 mark); Russia last major economy to join in 2012 (1 mark); latest round of trade talks is Doha round which was started in 2001. (2 marks)

Knowledge (3 marks): the World Trade Organisation oversees and regulates the international trading environment. (1 mark) Its primary objective is to reduce trade barriers (1 mark), but it also sets trade rules (1 mark) and has a dispute settlement role. (1 mark)
17
1 mark for each correct entry (up to a total of 5 marks).
	
	Exporters (percentage share)
	Importers (percentage share)

	1
	China 10.4%
	USA 12.3%

	2
	USA 8.1%
	China 9.5%

	3
	Germany 8.1%
	Germany 6.8%

	4
	Japan 4.5%
	Japan 4.6%

	UK exports 2.6% and imports 3.5%


18
a
A group of countries that agree to have free trade between themselves.
b
An agreement between a group of countries to set a common external trade policy e.g. common external tariff and to allow free trade within the membership countries.
c
Members agree to free trade, common external trade policy, and free movement of goods and services, capital and labour across their borders. Also known as a single market. (1 mark)
19
Application (2 marks) — correctly labelled tariff diagram as below:
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Identification of factor (1 mark) and analysis of factor (2 marks per factor). Points may include:

· Trade creation — the increased amount of trade due to the reduction in trade barriers between countries (1 mark) as consumption shifts from high-cost producers to lower cost producers inside the trade bloc. (1 mark) For example, before the trade bloc (Sworld + tariff ) the country had to pay P1 so domestic production was at Q2 and domestic demand was at Q1. After joining the trade bloc (SEU) prices fall to P2 and so imports increase to Q3–Q4 and so trade has been created. 
· Trade diversion — the diversion of trade away from countries where trade barriers are faced to countries where trade barriers are lower (1 mark) so consumption shifts from a lower cost world source to a higher-cost producer inside the trade bloc (1 mark). For example, before joining the trade bloc (SEU) domestic consumers paid P1 and imported Q3–Q2. After joining the trade bloc, products were cheaper at P2 (as tariffs were no longer imposed on higher-cost producers inside the bloc) and so consumption switched away from producers to those inside the bloc. But if tariffs had been removed on cheaper and more efficient world producers, prices would have been even lower at P3.

Fair trade and tourism

20
Application (2 marks) through reference to specific countries or examples: e.g. Starbucks fairtrade coffee; Ben and Jerry’s fairtrade ice cream; Carribean fairtrade bananas.
Identification of factor (1 mark) and analysis of factors (up to 3 marks): guaranteed and stable prices encourages long-term planning and investment; higher wages and so higher living standards; social premiums lead to better infrastructure e.g clinics and schools; enforcement of better labour conditions; compliance with environmental standards reduces external costs; counters the monopsony power of large MNC food producers.
Evaluation: (2 + 2 or 3 + 1 marks). Points might include:
· Only price, not quantity, is guaranteed.
· Higher prices encourage over-production which can reduce the price for non-fair-trade producers as supply increases.
· Certification charges are high at £1,570 for producer’s first year — not focused on poorest countries that cannot afford these rates.
· Disincentivises diversification and moves up value chain.
· Does not target underlying distortions in trade e.g. CAP.
21
Application (2 marks) through reference to specific countries or examples: e.g. the Maldives, where tourism accounts for about one third of GDP and about two thirds of their foreign exchange earnings.
Identification of factor (1 mark) and analysis of factors (up to 3 marks):
· Creates export-led growth — income elastic service export with particular increase in demand from emerging economies.
· Direct job creation — in hotels, tourist sites, construction etc. Indirect job creation through local multiplier.
· Attracts MNC hotel chains — prospect of profits raises MEC and encourages domestic investment.
· Better infrastructure, such as airports, ports and roads — spillover benefits for local industry e.g. improved roads reducing business costs, increasing geographical mobility labour.
· Vital source of tax revenue — to fund improved public services e.g. indirect taxes on tourists and additional taxes on high-end hotels and restaurants.
· Source of foreign exchange — which allows essential imports to be maintained.
· Sector rebalance — as allows diversification away from primary products and into higher productivity areas.
Evaluation: (2 + 2 or 3 + 1 marks). Points might include:

· But high income elasticity of demand means risks of over reliance on tourism due to external shocks.
· But the size of the multiplier (= 1⁄MPW) may fall as tourists demand imported goods and large MNC hotels repatriate profits and foreign managers remit wages.
· But investment into an area/purchase of holiday homes can lead to pressure on local housing costs and lead to collapse of local community life as economic opportunities are limited.
· But can lead to large external costs — damage to local and cultural environment and displacement communities.
Foreign direct investment

22
a
A firm that producers and sells goods and services in more than one country.
b
Outsourcing, or offshoring when across international borders, occurs when firms try to reduce costs by locating production facilities in other countries and hiring foreign workers. 
23
Correct diagram (4 marks) — correct axes (1 marks); shifts in AD and AS (1 mark) and old (1 mark) and new equilibrium (1 mark).
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Aggregate demand — AD shifts out to the right to AD2 as AD = C + I + G + X – M and investment is a component of AD. (2 marks)

Aggregate supply — LRAS shifts out to the right to LRAS2 as FDI will increase the capital stock of the economy and so raise productivity and the economy’s productive potential. (2 marks)
Exam-style questions
1
Application (2 marks): between 1962 and 1994 per capita income has increased from under $100 to over $10,000.
Identification of at least two factors (up to 3 marks for both):
Definition of GDP per capita as GDP/population; GDP per capita reflects living standards as it shows average incomes and so each person’s ability to consume goods and services; GDP per capita is commonly used and so allows international comparison.
GDP methods of calculation tend to be relatively consistent, regularly collected, and cheaper than producing more qualitative data. It is almost impossible to measure vague concepts like living standards as they are too normative. GDP is therefore the best we have.
2
Application (2 marks): e.g. ‘labour-intensive infant manufacturing industries’ or ‘large family-owned business conglomerates (chaebols)’ or ‘Hyundai and Samsung’ or ‘ships’.
Knowledge and analysis (6 marks) — 3 marks for correct PPF diagram (axes labelled, two PPF curves of different angles, PPF curves labelled). Definition of comparative advantage (1 mark) and explanation of diagram (2 marks).
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Definition of comparative advantage (1 mark) — the ability of one country to produce a good or service at a lower opportunity cost than another country. Or if each country specialises in those goods and services where they have an advantage, then total output and economic welfare can be increased. 
Explanation of the diagram (2 marks) — South Korea should specialise in televisions as it has a lower opportunity cost in producing televisions in terms of cars forgone than the USA. Or the USA should specialise in cars as it has a lower opportunity cost in producing cars in terms of televisions forgone than South Korea.
3
Identification of one factor (1 mark). Application (2 marks): e.g. good infrastructure or human capital in South Korea.
Analysis of reasons why inequality is inevitable (up to 3 marks for one point or more):
· Access to rapidly growing consumer market and so increasing revenues; access to cheap and skilled labour to lower unit labour costs; access to resources e.g. coal, tungsten and graphite; access to technology and research and development in computing and other electronic businesses.
· External economies of scale with good infrastructure in South Korea will lower long-run average costs; favourable tax and regulation; avoid trade barriers e.g. access Asia-Pacific Trade Agreement and so get access to other export markets such as China and India; political stability will increase investor confidence.
Evaluation: (2 + 2 or 3 + 1 marks). Points could include:
· Other Asian countries are also competitive e.g. Taiwan.
· Import-substitution policies and government intervention might discourage investors.
· FDI is footloose.
· Ceteris paribus — some MNCS from developed countries have scaled back operations to recoup losses from the great recession.
4
Identification of two factors (2 marks). Application (2 marks) — tariff diagram. Analysis of reasons (up to 3 marks for at least two points):
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· Infant industry argument — potential comparative advantage in manufacturing — period of learning by doing and expansion needed to gain economies of scale.
· Current account problems and limited foreign exchange — so protection required to allow essential import of raw materials and technology inputs.
· Public investment into human capital — leads to new knowledge and skills which other firms can appropriate as knowledge is a public good and has external benefits. 

· Loss of domestic business through competition — could lead to structural unemployment.
· Comparative advantage rejected due to primary product reliance (Prebisch–Singer) as there might be limited long-term growth potential due to a falling terms of trade.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points could include:
· Loss of advantages of free trade e.g. comparative advantage.
· Since reduction of protectionist barriers has not occurred, infant industries can remain inefficient and still achieve monopoly profits — corruption often means protectionism persists.
· Main beneficiaries of ISI have been foreign firms that located behind tariff walls.
· ISI only made possible by the large-scale, often government funded, importation of investment and intermediate goods which can worsen the current account and lead to foreign debt problems.
· Artificially over-valued exchange rates raise the price of traditional exports.

5
Identification, analysis and application of two factors or more (9 marks) (4 + 5 or 3 + 3 + 3). Factors might include:

Gains from trade liberalisation (may count as 2 points) — comparative advantage; access to markets in developed countries and so increased economies of scale and revenue; consumers benefit from lower prices and more choice.

A tariff diagram could illustrate the impact of cut in tariffs e.g. on consumer surplus.
Increased competition — might promote increase efficiency in LEDCs. Incentive for multinationals to establish production plants in the country — so contributing to industrialisation. Capital market liberalisation — increases technology transfer and so boosts productivity. Enables LEDCs to become less dependent on aid.
Evaluation: (3 + 3 or 2 + 2 + 2 or 3 + 2 + 1 marks). Points could include:

· Domestic firms in LEDCs may be unable to compete with TNCs from developed economies, leading to higher unemployment and so lower consumption.
· Loss of infant industries and future export revenues.
· Monopsony power of TNCs might result in exploitation of resources. 
· Problems of overspecialisation — reliance on exports with higher income elasticity of demand means Korea is more susceptible to changes in global growth.
· Possible exchange-rate depreciation as imports flow in, leading to cost-push inflationary pressure.
· Dumping by developed countries.
6
Three consequences and at least two evaluation points for a level 5 answer (17–20 marks). Reference to more than one country or global economy (marks will be capped at 14/20 where no reference is made).
Loss of gains from comparative advantage — and so a decrease in world output and fall in welfare; inflationary consequences — as import prices rise; implications for global trade imbalances.

Use a tariff diagram to show effect of a tariff and so:
· Impact on consumers of higher prices and a loss of consumer surplus and so net deadweight loss.
· Domestic producers gain from a higher domestic output and so more producer surplus — some gains in employment possible.
· Tax revenue to the government which can be used to fund public services etc.
Evaluation. Points might include:

· Gains from protectionism — such as reduced trade deficits for some, or that infant industries are allowed to grow.
· Different impacts on developed and developing countries.
· Impact depends on the openness to trade as a proportion of GDP e.g. there will be a larger impact on export growth in China, Japan, Singapore etc.

A tariff diagram can be used to consider the impact of price elasticity of demand and supply on imports, domestic demand and supply etc.
7
Four points and at least three evaluation points for a level 5 answer (26–30 marks). Use of examples/application to a country (marks will be capped at 24/30 where no examples/application are given).
· Economic growth — could analyse through AD or AS or both; fills savings gap and so allows faster growth, reduces poverty.
· Employment — direct job creation and indirect job creation in ancillary firms and through multiplier effects.
· Balance of payments effects — current account improves as production for export grows/reduced need for import; investment inflow on financial account.
· Greater tax revenue — through corporation tax, income tax and indirect tax.
· Technological diffusion improves productivity; greater competition and so more productive efficiency.
Evaluation:

· How large the multiplier, and thus growth, is — due to profit repatriation and remittances; current account worsens through profit repatriation and foreign worker remittances.
· Jobs may not be created — use of foreign workers; takeovers are unlikely to create new jobs etc.
· Large FDI inflows could cause Dutch disease and loss of export competitiveness.
· Limited tax revenue as tax breaks can be granted in order to attract MNCs and transfer pricing reduces tax exposure.
Topic 5
How is international trade recorded and financed?
Balance of payments
1
a
Current account

b
Financial account
c
Capital account
2
Source: United Kingdom Balance of Payments — The Pink Book, 2012
	Current account

	Sub-accounts
	Example of transaction
	UK balance

	1 Trade in goods
	Mobile phones, computers, cars, oil
	–£100.3bn

	2 Trade in services
	Travel, insurance
	+£76.3bn

	3 Income
	Investment incomes such as profits, interest, dividends
	+£17.1bn

	4 Current transfers
	Aid, EU budget, worker remittances
	–£22.2bn

	Financial account

	Sub-accounts
	Example of transaction
	UK balance

	1 Direct investment
	Equity > 10%, Santander buy Abbey National
	–£33.1bn

	2 Portfolio investment
	Equities, bonds
	–£40.6bn

	3 Other investment
	Loans, deposits i.e. hot money
	+£78.5bn

	4 Reserve assets
	Gold, foreign exchange
	–£4.9bn


Causes of current account imbalances

3
Identification of factors (3 marks) and analysis of factors (up to 3 marks). Application (2 marks) through reference to examples of industries in USA or other relevant information: e.g. Chinese FDI into USA reached $1.2bn in 2008; Beijing Automotive Industry Company’s (BAIC) acquisition of General Motors’ Saab division.
Consequences (before financial crisis):
· Bid up US asset prices, such as in housing and equities — positive wealth effect and so encourages equity withdrawal (debt) and consumption.
· Buoyant US housing market led to huge and unfruitful residential investment into construction — excess supply and house price bubble bursts.
· Appetite for government debt — borrowing in US used to fund tax cuts and to finance war in Afghanistan and Iraq.
· Financial institutions take excessive risks with leverage and search for higher yields.
· Some capital inflows not allowed by Congress on basis of security — e.g. 2006 reaction to Dubai Ports World trying to buy a US port.
· US-based Chinese manufacturing companies enjoy open access to extensive distribution networks in NAFTA and contribute to US export-led growth.
Consequences (after financial crisis):

· Poor investments, and US debtors now struggling to make repayments to China or have suffered bankruptcy — e.g. Chinese investment into Bear Stearns and other US banks.
4
Identification of factors (3 marks) and analysis of factors (up to 3 marks). Application (2 marks): e.g. UK trade in goods deficit was £100bn in 2011.
Economic growth — rising incomes mean increased consumption of income elastic imports (high marginal propensity to import in the UK).
An appreciation in the exchange rate — will increase the foreign exchange price of exports and reduce the price of imports in domestic currency.
Higher relative inflation — will increase the real exchange rate and make the economy less competitive.
Lack of competitiveness (could be several points) — means relatively high unit labour costs caused by poor labour productivity; lack of investment; limited research and development etc.

Poor non-price competitiveness — such as quality and design of products.
Rising prices of essential commodity imports which are price inelastic e.g oil.
5
Identification of one factor (1 mark). Application (2 marks): e.g. UK current account deficit was £29bn or 1.9% GDP.
Analysis of concerns (up to 3 marks for one point or more):
Deficits are a concern because: they suggest a lack of competitiveness which will take time and be expensive to remedy; likely to depreciate the exchange rate and so lead to rising import prices and cost-push inflation; net leakage from the economy and so aggregate demand and thus real output will fall; may require loans to fund imports and so there will be opportunity costs to debt service.
Evaluation: (2 + 2 or 3 + 1 marks)
Deficits are not a problem if: they automatically correct themselves through a depreciation of the currency; they are a cyclical factor due to strong economic growth sucking imports in; imports are capital goods which can increase potential growth and fund repayment; if they can be financed with investment inflows from abroad e.g. UK attracts FDI into the City etc.; they are temporary due to rising commodity prices; if they are a small percentage of GDP and are growing at a smaller rate than GDP.
Some further evaluation:

· Magnitude of the effects — how large and sustained is it?

· Use of Marshall–Lerner or J-curve for exchange rate points.
Policies to correct imbalances

6
Application (2 marks): e.g. UK trade deficit was £30bn in 2011.
Identification (3 marks) awarded for correct diagram: correct axes (1 mark), correct shifts in demand and/or supply (1 mark), new and old equilibrium (1 mark). Analysis of diagram (3 marks):
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Trade deficit means increasing import spending (1 mark) and so a shift outwards in supply of pounds in the foreign exchange market to S1 (1 mark), leading to a depreciation of the pound which will make imports more expensive (1 mark) and so reduce the trade deficit. (1 mark) Trade deficit means falling export revenue (1 mark) and so a shift inwards of demand for pounds in the foreign exchange market to D1 (1 mark), leading to a depreciation of the pound which will make imports more expensive (1 mark) and so reduce the trade deficit. (1 mark)

Discussion of net exports falling will also be credited (1 mark), including the fact that aggregate demand and the price level are therefore reduced (1 mark) so depreciating the real exchange rate (1 mark).
7
Identification of factors (3 marks) and analysis of factors (up to 3 marks). Application (2 marks): e.g. US trade in goods deficit was £736bn in 2012.
Expenditure-reducing policies focus on: cutting aggregate demand, and so consumption, and therefore demand for income elastic imports e.g. through tighter fiscal policy — higher direct taxes will lower disposable income. Tighter monetary policy means higher interest rates and so lower consumption.
Other fiscal and monetary policy transmission mechanisms will also be credited: e.g. lower government spending, or less investment to reduce capital imports.
8
Identification of one factor (1 mark). Application (2 marks). Analysis of policies (up to 3 marks for one point or more):
Expenditure-switching policies focus on: devaluation or depreciation to lower export prices and raise import prices — this means intervention in the foreign currency markets is required to lower the value of the currency e.g. selling domestic currency or buying foreign exchange.
Protectionism — e.g. use of import tariffs and other measures.

A tariff diagram could be used to show the fall in imports.
Tighter fiscal or monetary policies will lower demand–pull inflation — and so cause consumers to switch demand away from more expensive imports and make exports more price competitive.
Evaluation: (2 + 2 or 3 + 1 marks). Points could include:

· Impact of exchange rate depreciation depends on price elasticity of demand — refer to Marshall–Lerner condition or J-curve effect.
· Depreciation leads to a rise in costs of imported raw materials, energy, capital goods etc. which will shift SRAS up to the left and lead to cost-push inflation.
· Protectionism is likely to lead to retaliation and so a fall in export earnings.
Competitiveness

9
a
The average cost of labour needed to produce one more unit of output (total cost of labour divided by output). Unit labour costs are determined by labour productivity and the cost of labour.
b
The nominal exchange rate adjusted for the different rates of inflation between the two currencies.

c
Measures output per worker or output per worker per time period e.g. output per worker hour.
10
Identification of one factor (1 mark). Application (2 marks) — specific examples of individual firms or government policies. Analysis of measures (up to 3 marks for one point or more).
Firms could:

· Use capital deepening — increase investment to raise the level of capital per worker, and so labour productivity, leading to lower unit labour costs.
· Relocate the production of components or ancillary services overseas e.g. offshoring call centres to India.
· Increase spending on research and development to improve product quality/design or achieve cheaper production techniques.
· Use non-price and price strategies e.g. after-sales service or predatory pricing.
· The government could use supply-side policies: invest in education and training; reduce corporation tax or grant tax credits for profits reinvested; deregulation to increase competition and improve productive efficiency; spend on improvements to infrastructure.
Evaluation: (2 + 2 or 3 + 1 marks). Points could include:
· Impact of investment on fixed costs for firms — which would raise average costs and squeeze profit margins or lead to price increases.
· The fact that supply-side policies have time lags — and are expensive, particularly during austerity.
Exchange rates

11
a
An index number of the value of a country’s currency relative to a weighted (according to proportion of trade) basket of other currencies.
b
This states that a devaluation will only improve the current account if the combined elasticities of demand for exports and imports is greater than 1. If they are less than 1, a devaluation will worsen the current account balance. 
c
The effect of currency depreciation on the trade deficit depends on price elasticity of demand for exports and imports. The J-curve effect says that in the short run export volumes will remain constant and import spending will rise, hence worsening the current account; in other words the Marshall–Lerner condition is not satisfied. Only in the long run will the current account start to improve.

12
Application (2 marks): e.g. UK interest rates at a historic low of 0.5%.
Identification (3 marks) awarded for correct diagram: correct axes (1 mark), correct shifts in demand and/or supply (1 mark), new and old equilibrium (1 mark) demand and/or supply (1 mark), new and old equilibrium (1 mark). Analysis of diagram (3 marks).
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Low interest rates means hot money will flow out of the economy (1 mark) as investors look to save money in currencies that earn higher interest rates or they speculate will appreciate. (1 mark) Hot money outflows will mean more pound sterling is supplied on the foreign exchange market (1 mark) so supply shifts out to S1 and the pound depreciates. (1 mark)
There is also less likely to be hot money inflows so demand for sterling will fall (1 mark) and so demand shifts to the left to D1 and the pound depreciates. (1 mark)

13
Identification of factors (3 marks) and analysis of factors (up to 3 marks). Application (2 marks): e.g. UK pound has fallen from £1:$2 in 2007 to around £1:$1.55 in 2013.
Possible explanations might be: relatively weak UK growth compared to the USA makes the UK a less attractive place for FDI; relatively high UK inflation — this will decrease the competitiveness of UK goods and cause fewer exports and more imports; the UK is less competitive and thus unit labour costs are higher, so the UK imports more US goods and exports less; speculation that the UK pound would continue to depreciate given pessimistic forecasts and austerity measures etc. Use of QE in the UK has driven down interest rates on a variety of possible investments e.g. bond yields have fallen.
Rising commodity prices, such as oil, have continued to cause import spending to rise and the supply of pounds to increase. The USA has increased domestic oil production using fracking and horizontal drilling and at the same time reduced its consumption of petrol and other oil products, leading to lower US oil imports.

14
Identification of one factor (1 mark). Application (2 marks) — AD/AS diagram with correct axes (1 mark) and shift in AD or AS or both (1 mark). (Diagram on next page.)
Analysis of impact (up to 3 marks for one point or more):
· Depreciation will reduce export prices in foreign currency and raise import prices in pounds, thus leading to an improvement in the balance of trade.

· Increased net trade will shift aggregate demand to the right to AD2 and so increase real output and thus economic growth.

· Higher real output and multiplier effects resulting from greater exports will mean an increase in derived demand for labour and so lower unemployment.

· A shift outwards in AD will lead to demand-pull inflation. An increase in import prices will raise the costs of importing raw materials, energy, capital goods etc. and so lead to cost-push inflation.
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Evaluation: (2 + 2 or 3 + 1 marks). Points could include:
· Depends on price elasticities — Marshall–Lerner condition and the J-curve effect.
· Depends on exchange rate versus other UK trading partners — e.g. UK has 43% trade with the eurozone.
· Ceteris paribus — other factors will also affect UK growth and jobs, such as low consumer confidence or the impact of austerity measures.
· Uncertainty over the size of the multiplier effects — e.g. high MPM in the UK will reduce the multiplier’s size.
Single currencies

15
1 mark awarded for each correct entry.
	Inflation
	No more than 1.5% above the average rate of the three EU member states with the lowest inflation over the previous year.

	Government finances
	Budget deficit: at or below 3% of GDP.

	
	National debt: not exceeding 60% of GDP unless debt level is falling steadily.

	Exchange rate
	National currency is required to enter the ERM two years prior to entry.

	Interest rate
	Long-term interest rates should be no more than 2% above the rate in the three EU countries with the lowest inflation over the previous year.


16
Identification of one factor (1 mark). Application (2 marks) to Greece. Analysis of effects (up to 3 marks for one point or more):
A new Greek currency would have a lower value than the euro and so lead to an improvement in the Greek balance of trade. Weaker currency could lead to cost-push inflation. Exit is likely to be triggered by default on debt as Greece refuses to accept terms proposed by the IMF and other eurozone members. This would be likely to lead to the collapse of the Greek banking system because depositors will withdraw their money, resulting in the collapse of any commercial activity.

Existing euro debt would become much more expensive to pay interest on in new currency terms and so lead to bankruptcies. Government euro debt would also become difficult to service and so further austerity measures might be needed. Sovereign default might limit debt service and allow a return to balanced budgets.

Greece would be unlikely to attract external funding and capital controls would probably be needed. A lack of credit would reduce investment and job creation and mean that Greek banks and firms would be entirely reliant on improved domestic performance.

Evaluation: (2 + 2 or 3 + 1 marks). Points could include:

· There is no formal mechanism that allows countries to leave the euro.
· If Greece left other countries might follow, as market speculators would sell bonds of the countries seen to be at risk of leaving, causing yield on new debt issued to sour and bond prices to fall. This could lead to further bank failures and the risk of contagion effects.

· Greece lacks competitiveness and an industrial base — so a depreciation might not be enough to regain a competitive advantage.

· Those countries left in the eurozone would be likely to suffer losses on lending to Greece, further bailouts and an appreciation of the euro. This would limit eurozone demand for Greek exports.

Exam-style questions 
1
Application (2 marks): e.g. Mercosur has four members, Argentina, Brazil, Paraguay and Uruguay. Identification of at least two definitions (up to 2 marks for one definition — 3 marks in total):
· A free trade area — is a group of countries that agree to have free trade between themselves.
· Customs union — is an agreement between a group of countries to set a common external trade policy — e.g. a common external tariff — and to allow free trade within the membership countries.

2
Identification of factors (3 marks) and analysis of factors (up to 3 marks). Application (2 marks): e.g. Mexico’s current account deficit is 6.5% of GDP.
Rapid appreciation of the peso reduces Mexico’s competitiveness; fall in the savings ratio will increase consumption and so imports; relatively low Mexican interest rates also encourage consumption and so imports.
Withdrawal of international investment will reduce capital per worker and credit availability, thus likely to increase unit labour costs and reduce competitiveness.
Expansion of government spending added to inflation, so leading to a real appreciation of the peso and a loss of competitiveness.
Mexican debt service increased as short-term debt denominated in dollars and so required greater transfers section of the current account. 
3
Identification of one factor (1 mark). Application (2 marks) — use of factors in extract A e.g. Asian Financial Crisis in 1997. Analysis of effects (up to 3 marks for one point or more):
· Capital flight reduces the capital stock — and so will shift aggregate supply to the left and lower potential growth.
· Capital flight may lead to bankruptcies and negative multiplier effects — this will mean a lower derived demand for labour and so higher unemployment.
· Exchange rate depreciation — will raise import costs and so lead to cost-push inflation.
· Fall in asset prices — equities and real estate — will lead to a negative wealth effect and so lower consumption and so weak growth and higher unemployment.
· Government finances are likely to worsen due to low tax revenues and increased spending on benefits — this may have implications for credit ratings, opportunity costs of debt service etc.
Evaluation: (2 + 2 or 3 + 1 marks). Points could include:

· Capital is footloose and mobile and may quickly return if conditions improve.
· Depreciation will help to adjust to the shock as competitiveness will be improved.
· Ability of governments to correct the problem depends on whether the shock is internal or external to their economy.
· Significance and duration of the shock.
· The diversification of the economy may help — shocks to housing construction may be offset by improvements in other parts of the economy.
4
Identification of two factors (2 marks). Application (2 marks) — reference to MNCs, examples, specific Mercosur countries. Analysis of reasons (up to 3 marks for at least two points):

Produce inside Mercosur and so avoid tariffs; flexibility, occupationally and geographically, of the labour force will lower labour costs; quality of infrastructure, for example transport links, between Mercosur members; the government grants, tax breaks etc. on offer; access to a large market and confidence in their future growth potential; low regulatory costs, such as health and safety, planning restrictions, environmental controls etc.
Evaluation: (2 + 3 or 2 + 2 + 1 marks). Points could include:
· Disaggregation — some countries may be more attractive investor destinations than others.
· Significance of factors will depend on the type of industry invested in — e.g. transport may be more important for extractive industries.
· Argentina has adopted more protectionist policies in recent years, undermining the gains of the customs union.
5
Identification, analysis and application of two factors or more (9 marks) (4 + 5; 3 + 3 + 3)
The government could use supply-side policies such as: invest in education and training; reduce corporation tax or grant tax credits for profits reinvested; deregulation to increase competition and improve productive efficiency; spend on improvements to infrastructure.
Governments could also use: expenditure-reducing policies, such as tight monetary policy, to lower consumption and import spending; expenditure-switching policies, such as devaluation, by selling domestic currency on foreign exchange markets; protectionism.
Evaluation: (3 + 3 or 2 + 2 + 2 or 3 + 2 + 1 marks). Points could include:
· Supply-side policies have time lags — and are expensive.
· Tight monetary policy will attract hot money and appreciate currency, reducing competitiveness.
· Trade-offs with growth and unemployment if expenditure-reduced.
· Protectionism likely to lead to retaliation.
6
Three consequences and at least two evaluation points for a level 5 answer (17–20 marks). Reference to examples/a specific country (marks will be capped at 14/20 where these references are not made).
Reduction in exports and demand for ancillary firms, and through negative multiplier effects, will lower derived demand for labour and lead to higher unemployment. Decline in net exports will shift aggregate demand to the left and reduce real output and thus economic growth. A loss of competitiveness will reduce export earnings and increase import spending, leading to a worsening current account. The exchange rate is likely to depreciate and so lead to cost-push inflation. Inequality may widen as jobs are lost due to rising import penetration. 

Evaluation. Points may include:
· Floating exchange rates will depreciate and help to restore competitiveness.
· Current account problems will depend on whether the country can finance this through FDI and cheap loans on the financial account.
· Impact of a fall in AD will depend on the level of spare capacity, or performance of other components of AD.
· Government may introduce policies to respond to the problem although there will be time lags before these are effective.
7
Four points and at least three evaluation points for a level 5 answer (26–30 marks). Reference to examples/a specific country (marks will be capped at 24/30 where these references are not made). Students may choose either side to argue or consider a range of costs and benefits.
Benefits might include: lower transaction costs and so more trade; increased investment as stability/certainty increases confidence; competition and lower prices and price transparency:
· source cheaper inputs — lower price offshoring

· wage competition e.g. Bulgaria, Romania

· less geographical price discrimination

Lower inflation and long-term interest rates — ECB’s independent use of monetary policy to meet a 2% inflation target. Generally interest rates have been low in the EU so borrowing costs would also be lower and thus investment would generate higher returns; political influence.
Evaluation:
Loss monetary policy:
· policy used to achieve an average inflation rate target — does one size fit all?
· structural differences affecting sensitivity of transmission mechanisms to changes in interest rates e.g. numbers of home-owners on variable rate mortgages.
Fiscal policy implications:
· EU Stability and Growth Pact

· possibility of larger fiscal transfers to eurozone bailouts

· loss exchange rate and automatic adjustments to current account problems
Not an optimal currency area:
· no fiscal union to help in event of shocks

· structural differences prevent labour mobility
Transition costs.
Other evaluation ideas:

· The difficulty in setting the correct exchange rate to join at.
· Current problems inside the eurozone.
· Some of the gains in trade and investment have already occurred now the eurozone has been formed.
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