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Preface

The idea of writing notes for Cambridge A-level Economics came to me in 2003, when, having
already taught for a year, | realized that no single economics book available in the local and
international markets covered all the topics with the depth and perspective required by the CIE
syllabus. Both students and teachers had to consult 3 to 4 different books to find all the material
that they needed—private candidates and new teachers had it even worse. Furthermore, it was
really difficult for students to keep having to refer through different books when the exams were
close and they were starved for time. | took on the challenge and decided to write a
comprehensive text that explicitly followed the syllabus and exam pattern of the CIE. A year and
a half later, in the middle of 2004, | had finally written and published four entire volumes of A-
level economics notes. Part of them had been hand-written, and part of them had been typed.

Soon, word of their usefulness spread, and they were bought all over Pakistan.

The notes had served their purpose well till the end of 2014. Till that point, there had only been
minor changes in the syllabus. But now, there was a dire need to update them, for the new

syllabus for the 2016 examination introduced some significant changes in course content.

In this new and improved edition, old topics have been revised and new topics have been
added. At the end of each topic there is a relevant list of essay questions spanning from 1990 to
2015. These questions provide a clear guideline regarding how the examiners assess students'
knowledge on the topics for Paper 2 and Paper 4, allowing the student to practice effectively.
While writing these notes | kept in mind the way in which the examiner tests MCQs as well. The
notes have been divided into four volumes to make it easier for those who are following the AS
and A2 track separately and for those who are taking the composite exam,; the syllabus division

in the following pagesvhas been provided for this express purpose.

| hope my efforts will help to contribute both to the learning of the student, as well as to the
inquisitiveness of any teachers of A-level economics. Your suggestions will help me improve the

quality of the content for later editions and will be highly appreciated.

Imran Latif
Cell: +92 300 441 0900

Email: imranlatifmalik@gmail.com
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Book 2 (AS Level Macroeconomics)

T ¢ AGGREGATE DEMAND (AD) AND AGGREGATE SUPPLY
. 4 gngoe 2 oeermmants of AD and AS Curves
$C=sCaleGe K-
e dtrcior bewween 2 movement aiong and a shift in AD and AS
e rieracior o KD ard AS and the determination of the level of output, prices an d

UMIT 22 MOMEY AND INFLATION:

8. \orey
Srciors zo¢ characienstics in 2 modem economy
waner, cash ang bank Geposits, checks, near money, liquidity
b il
- e defintion of infiation
- Cagrees o nfiation
oefiation and disinflation
reasurement of inflation
the distinction between money values and real data (shifted to Book 2 Unit 1)

the causes of inflation (cost-push and demand-pull inflation)
the consequences of inflation

UNIT 3: INTERNATIONAL TRADE:
8. Opecislization and division of labor

b. Principles of absolute and comparative advantage
the distinction between absolute and comparative advantage

free trade area, customs union, monetary union, full economic union
trade creation and trade diversion

! the benefits of free trade, including the trading possibility curve
6. Protactionism

the meaning of protectionism in the context of international trade

different methods of protection and their impact, for example, tariffs, import duties and

quotas, export subsidies, embargoes, voluntary export restraints (VERs) and excessive
administrative burdens (‘red-tape’)

= the arguments in favor of protectionism

, NIT 4 EXCHANGE RATE:

) Exchange rates

. = definitions and measurement of exchange rates

(AS):




Syllabus

[conomics 9708 11

nominal, real, trade-weighted exchange rates

b. Exchange rate systems
- the determination of exchange rates floating, fixed, managed float

¢. Changes and effects

the factors underlying changes in exchange rates

- the effects of changing exchange rates on the

—  domestic and external economy using AD, Marshall-Lerner and J curve analysis
- depreciation/appreciation

devaluation/revaluation

d. The terms of trade
the measurement of the terms of trade

causes of changes in the terms of trade
the impact of changes in the terms of trade

UNIT 5: BALANCE OF PAYMENTS:

a. BOP accounts
the components of the balance of payments

accounts (using the IMF/OECD definition)
— current account
— capital account
- financial account
— balancing item
b. BOP equilibrium and disequilibrium

— meaning of balance of payments equilibrium and disequilibrium
_ causes of balance of payments disequilibrium in each component of the accounts

- consequences of balance of payments disequilibrium on domestic and external economy
UNIT 6: GOVERNMENT MACRO INTERVENTION: |

a. Types of policy
- fiscal policy
- monetary policy,
- supply side policy
(instruments of each policy)

b. Policies to correct balance of payments disequilibrium
- assessment of the effectiveness of fiscal, monetary and supply side policies to correct a

balance _of payments disequilibrium
(expenditure-reducing an expenditure-switching)

¢. Policies to correct inflation and deflation
— assessment of the effectiveness of fiscal,
- monetary and supply side policies to correct inflation and deflation

Book 3 (A2 Level Microeconomics)



4 Glossary of command words

This glossary should prove helpful to candidates as a guide, although it is not exhaustive and it has
dellberately been kept brief. The number of marks allocated for any part of a questicn |s a guide to the depth
required for the answer.

Command word What it means

Calculste Work out using the information provided

Define Give the exact meaning of

Describe Give a description of, explain the main features of

Identify Mame the key knowledge point

lllustrate Give examples, use a diagrem

Outline Describe the key points without detall

State Give a concise answer with little or no supporting argument required
Analyse Explain the main points in detail, examine closely, separate into parts and

show how all the parts connect and link

Compare Explain the similarities and differences between

Explain/how Give clear reasons or make clear the meaning of, use examples and explain
the theory behind the question. This command word requires ‘Knowledge and
Understanding' as wall as ‘Application’

Consider Give your thoughts about, with some |ustification

Assess Show how impartant something is, give your judgement on

Comment upon Give your reasoned opinion on, with explanations

Criticise Give an opinion but support it with evidence

Discuss Give the important arguments for and against, often requires a conclusicn.

This command word requires ‘Analysis’ and 'Evaluation’

Justify Explain why the arguments for an opinion are stronger than the arguments
against
Evaluate Discuss the impartance of, judge the overall worth of, make an attempt to

weigh up your opinions

To what extent Give reasons for and against, come to a conclusion with a justification of
which arguments are strongest and which are weakest
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Unit 1
B ]

UNIT1 Syllabus 2016 — 18

a. the distinction between money
values and real data

Ag g re g ate b. Ag.grogate démand (AD) & ‘ Aggregate

supply (AS)

— the shape and determinants of AD and
Demand (Ad) AS Gurves |

- AD=C+I+G+(X-M)
— the distinction between a movement

& Ag g re 9 ate “along and a shift in AQ and AS
s u p p l y (AS) c. National i‘ncome equilibrium

— the interaction of AD and AS and the
determination of the level of output,
prices and employment

AS Level
Macroeconomics
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Unit1 Aggregate Demand (AD) and Aggregate supply (AS)

Concepts of National Income

- Gross Domestic Product (GDP)
- Gross National Product (GNP)
- Disposable income (Ya)

- Nominal GOP

- Real GDP

Gross Domestic Product (GDP):

Gross domestic product (GDP) is the monetary value of all final goods and se'rvic_:eS produced within the
geographical boundaries of a country irespective of whoever is producing it, in one year. Whereas
monetary value means the value of a product expressed in terms of money. GDP will not include all

those goods which are produced abroad, in previous year and/or goods that are unfinished.
Monetary Value = Price x Quantity

GDP=P1Q1+P2Q2+P3Qs ......... PnQn = XPQ

“Py Q1" is the monetary value of Good “1”.
“P2 Q2" is the monetary value of Good “2”.
“P3 Q3" is the monetary value of Good “3".
Gross National Product (GNP):

Gross national product (GNP) is the monetary value of all goods and services which are produced by
the citizens of a nation, irrespective of wherever they are living in the world, in one year.

GNP = GDP + Net Property Income from Abroad
Net property income from abroad = Property income from abroad — Property payment to abroad

Disposable National Income (Y.):

Disposable income (Ya) is the income left after paying income tax (direct tax).
Disposable income = National Income - Income Tax

Nominal GDP:
Nominal GDP is the GDP figure measured at the current year prices and is not yet adjusted for inflation.

Nominal GDP = Current Year Price index x Current Year Output

Example (‘00
Current Year Price index = $120 -0 6\
Current year output = 3,000 units O’}r 00
Nominal GDP (Current Year) = 120 x 3,000 = $360,000 \\o ,\'\

7’
Real GDP: 30,51,"

Q

Real GDP is the GDP figure measured at constant or base pear price level an& stbeen adjusted for

inflation. {\' O
Real GDP = Base Year Price Index x Current @i%ﬁbut

Example: ¢ Q\}\{\

Year 2000: O

Base year price index = $100 O @"}

Base year output = 20 units Q:?Ys
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Current year: .
current year output = 30 units
Real GDP (Current Year) = 100 x 30 = $3,000

CONVERSION OF NOMINAL GDP TO REAL GDP

To convert nominal national income to real national income, the income deflator is used. The income
deflator is a value that removes the effect of inflation from nominal national income. The following steps
explain the procedure of the deflator.

Nominal national income
Deflator

Real national income =

Current year price index

Where Deflator =

Base year price index

Example:

Nominal NY=$200 million
Current year price index = 110
Base year price index=100

Current year price index _ 110

Deflator = — =—=11
Base year price index 100
. . Nominal national income 200
Real national income = =— =$182m
Deflator 1.1

Sectors and Types of Economies:

mmmm

Expenditure on Expenditure on Expenditure on merit and Expenditure on
consumer goods capital goods public goods exports and imports

Government spending and

Consumption and saving Investment taxation Exports and imports
C.S l GT XM
9
Types of Economies OC/\Q
P
o
2-Sector : 4-Sector
Sectors Econom 3-Sector Economy Econom
With . : Qfo' ¥
Government With Foreign Sect2 @0
Households v v v xX¥0 v
Firms v v v o v
Government x v & 3\\‘ v
International Trade x x VD v
Type of Economy Closed Closed _Qpen Open

T

S
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Aggregate Demand (AD):

Aggregate demand (AD) is the total spending on an economy’s goods and services at 5 given price, 1.
in a given time period. e

Demand for an economy's products, known as aggregate demand (AD), comes from househoqs
and the government within the country and from households, firms, and governments in other coyn

Aggregate demand (AD) consists of four components:

trieg.

Economy

v

Sectors

|

Households
spending by : : govemment The part of the
co hm::erh gédosdgnand spse:gglrgﬁ%spg\;ate spezding t°" pudblic econon?yinvolved in
nsume : and merit goods i ;
senvices capital goods ade, 16, expors nd
4 4 l l
Consumption Investment Govemment Net Exports
spending
y A + A
(o] + | + G + X-M =AD

The Aggregate Demand curve

The aggregate demand curve shows the different quantities of total demand for the economy’s products

(real GDP) at different price levels.
AD=C+I|+G+X-M

General Price Level

A
)
K0
P 3 KNP
0 o 00
WO N
P, b “0\ N
®©
AD, {’\“'oﬂoﬁ
.\'e"
> O
(0] Yo Y1 Real 65(\*‘\
,06
e

f‘ fise in the price level will cause a contraction in aggregate degaﬁdééd a fall in the price level will result

;;C;Xtensm in aggregate demand. The downward sloping n @S of the AD curve is shown in Figure
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Changes in Aggregate Demand

Fogregate demand can Changs in twio ways:
_ £ movement giong the same aggregate demand curve.
_ A shif of the aggregate demand Curve.

Changes in aggregate demand (AD)

| x

| Movement along the same Shift of the AD curve
\ AD curee
—J v
l l due to exogenousfacions |
due to endogenousiador _—
i (generzl Ex’m evel) l @

* v !
- O (%)

] (]| L S
0 N

Genersl Price Level General Price Level \o\\ N’

A 1

P, {':0.
C '/
P c;\ %
1] b
C%
%
i
i
i AD,
° Q, Q, Real GDP
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Shants in the Aggregste Demand curve

A change 0

e price level causes 8

movement

% Aggregate Demand (AD) anqg Ay

8510 S1sr
A

along the AD curve; but, if any factor gthe, than s
_then the entire AD curve will shift. A shift to the, os . ., & Dfiny,

it

demand to change . .
mwmﬂe 4 (ADo to ADz), whereas a shift to the right (ADs to 4D, indicsn, - ?

A change n any
spending. and net

factor other than the

Investment (l)

as shown in the figure above on the right.

- Government Spending (G)

price level will influence consumption, i”‘{EStment' o
AD curve. Examples that would cause an increase i e s
4-':’,:;",;

Net Eprns (X~

; - interest rate - political objectives - relative prices
| - population  business - level of economic activity | _ exgrtgsgz”rft;
- wealth expeciations | - social objectives - relative quality of
- . _ ! . quality of
- noome - corporation tax |- need for merit and public domestically produs
) moncy supd)m o |- subsidies goods products
COnNMSRES - technology - foreign & domestic
- age struclure ) tic
- o - law and order econormic grovith
i range ratepmm - ggls??lstabmty - protectionisrm
- of credit - iabor
£ mavdd:ﬁy ion of income | - costof raw
- expeciations regarding ;natenals .
i the future - foreign relations
. tations regarding | infrastructure
prices in the future - profits
- govemment weliare - demand for
g consumer goods

Determinants of Consumption and Savings:

1. Wealth: A rise in wealth causes consumption to rise and saving to fall. Where as a fall in wealth

causes consumption fo fall and saving to rise.
Income tax: When income tax rises, consumption and saving fall. When income tax falls,

2.

3. Age: In an older population, consumption falls and saving rises. In a younger population,
consumption riges and saving falis.

4. Family size or population: If the family is small, then consumption is low and saving is high. If the

family is large, then consumption is high and saving is low.

5. Range of goods and services: When there is a wide range of goods and services in the markel,
consumption is high and saving is low. But, when there is a narrow range of goods and se(:ac
consumption is low and saving is high. A

6. Interest rate: When the rate of interest is high, consumption is low and saving is high. 85(, éflé?ﬁ the
rate of interest is low, consumption is high and saving is low. N

7. Avaﬂapmty of credit: If credit is easily available, consumption is high and savinqg:é'wflf credit is

. not easily available, consumption is low and saving is high. )

. Expodatlpm regarding an increase in future income: If people expect aQ?J_ofa(Zse in income,
V’mwnp(m riees and saving falls. If people expect a decrease in incorpqgcon@hmplion falls and
0 Eang rites, N l‘g
- Price level: flf the price levels falls, consumption rises and saving@ﬁ, @f? the price level rises,
merm alle and saving rises, However, if the price level is expgte t6 rige further in the future,
consumption rises and saving falls more rapidly. b &
L. &

Determinants of Investment;

1. Technology: T A . e ‘_9 '
(0 & decrease m’;’;m‘c:t' progress leads to an increase rﬂﬁvbﬂment Technological regress leads
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cost of capital: If there is a decrease in the cost of capital, investment rises. If there is an increase in

the cost of capital, investment falls.
Corporation tax: If there is a decrease in corporation tax, investment rises. If there is an increase in

corporation tax, investment falls.
gubsidies: An increase in subsidies causes investment to rise. A decrease in subsidies causes

investment to fall.
Profits: An increase in profits leads to a rise in investment. A decrease in profits leads to a fall in

investment.

infrastructure: An improvement in infrastructure causes investment to rise. A worsening of
infrastructure causes investment to fall.

Political stability: Politically stability leads to an increase in investment. Political instability leads to a
fall in investment.

Law and order: A lower crime rate and strong legal institutions will lead to an increase in investment.
High crime rates and weak legal institutions will lead to a decrease in investment.

Business expectations: High business confidence leads to an increase in investment. Low business
confidence leads to a decrease in investment.

Foreign relations: Good foreign relations lead to an increase in investment. Bad foreign relations
lead to a decrease in investment.

Interest rate: If the interest rate is low, investment is high. If the interest rate is high, investment is

low.
Demand for consumer goods: An increase in demand for consumer goods leads to greater

production, which, in turn, requires more machinery (an increase in investment). Similarly, a decrease
in demand for consumer goods will lead to a decrease in investment.

Determinants of Government Spending:

1.

2.

3.

4.

Political objectives: Political seasons also affect government spending. Before elections

government spending is high but after elections government spending is low.
Level of economic activity: Economic conditions are also an important factor. During recession

government spending rises whereas during boom government spending falls.

Social objectives: Government may spend more to eradicate poverty and for more equitable

distribution of income.
Need for merit and public goods: Need for merit goods such as education, healthcare, and public

goods like street lights, etc.

Determinants of Exports and Imports:

1.

2

Foreign income: If foreign income rises, exports will also rise whereas if foreign income falls, exports

will also fall.
Domestic income: |f domestic income rises, imports will also rise and when domestic income falls,

imports will also fall.

Relative quality: If quality of imports is better than the quality of locally produced goods then {MREHs
will rise but if the quality of local goods is better than the imported goods than impongr@ dall. If
quality of local goods is better than the quality of imported goods than exports rises byty @lity of
local goods is worse than the imported goods than exports fall. & N
Tariff or duties (protectionism): If tariff applied on imports increases imports w@‘j "but if tariff
applied on imports decrease than imports will rise. If tariff inposed on our expw er countries
increase than exports will fall but if tariff imposed on our exports by other colnifigs decrease than
exports will rise. XY 0

Exchange rate: If a currency depreciates, imports get expensive and @é%é?tsgéecome cheaper which
leads to a rise in exports and a fall in imports. On the other hand ls&éi ({ghcy appreciates, exports

o

become expensive and imports become cheaper which leads to a g Q;ﬁ’hports and a fall in exports.

O @
&
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Aggregate supply (AS)

Aggregate supply (AS) is the total output (real GDP) that producers in an ¢

. : cono -
to supply at a given price level in a given time period. MY are willp,,

and ;’m‘l

Regarding aggregate supply (AS), economists sometimes distinguish be
supply (SRAS) and long-run aggregate supply (LRAS).

tween short-ryn aggreq
e ate

The short-run aggregate supply curve

Short-run aggregate supply (SRAS): the total output of an economy that wil| pe supplied
has not been enough time for the prices of factors of production to change. Pied when there
The short-run aggregate supply curve slopes up from left to right as shown in Figure below

A
SRAS

General Price Level

0 Y, Y, Real GDP

As the price level rises, producers are willing and able to supply more goods and services. There are
three possible reasons for this positive relationship:

The profit effect The cost effect The misinterpretation effect

As the price level | Although the wage rates and raw material costs | Producers may confuse changes
1 — wages do not | remain unchanged in the short run, average | in the price level with changes in
change — gap | costs may rise as output increases. This is | relative prices. They may think
between output | because, for example, overtime payments may | that a rise in the price they receive
and input prices 1 | have to be paid and costs will be involved in | for their products indicates that
— profit 1— AS? recruiting more members. To cover any extra | their own product is becogming

costs that may be involved in producing a | more popular. As a res(gﬁﬁy

higher output, producers will require higher | may be encouraged ’t&a) @uce

prices — AS? more — AS? & '\00_’_’

- N
Shifts in the Short-run Aggregate Supply curve \\or\'

While a change in the price level will cause a movement along the short-run aqgﬁa@%upply curve,
there are four main causes of a shift in the SRAS curve. These are: > © by an
1. A change in the price of factors or cost of production: A rise in wage*(ﬁgé not matched et
increase in labor productivity, and raw material costs will cause a d@é @in SRAS, shifting
curve to the left as illustrated in figure below. & - rease in
2. A change in taxes on firms: A reduction in corporation tax or indiée égx’%s will cause an incré
3. A change in factor productivity/quality of resources: A @Q if%labor productivity ana/or
productivity will cause an increase in aggregate supply bottﬁrz}b‘é‘short run and long run.

S—
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The shape of the long-run aggregate supply curve

‘The long-run aggregate supply curve shows the relationship between rezl GOP ard changes N Te 2
lovel whan there has been time for input prices to adjust to changes in aggregate cemant.

are the followers of the economist John Maynard Keynes who maintzin 12 govesmerent

Keoyneslans
intervention is needed to achieve full employment.
Now classical economists are the economists who think that the LRAS curve s vertical a2nd that Te
oconomy will move towards full employment without govemment intervention.
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shifts in the LRAS curve

Aggregate Demand (AD) and Aggregate Supply (AS)

l J - -~ QUS C curve are a

change in the quantity and/or quality of reso or pro Bo w
ge | é re es (fac ivi
o ep tontial of an soonomy y sources (factor productivity). Both of these will increase the

The ?““’”3 of an '"cr“f‘3° in the quantity of resources in the long run are:

1. A
Land:

Change in the Quantity of Resources

Land may increase because of:

Discovery of oil, metal or mineral reserves by
active search,

Eroded, water-logged land may be made
usable for agricultural purposes
(Reclamation of land)

Labour:

Capital:

Labor may increase by:

Increase in total population, especially in the
working population.

Change in structure of population from less
dependent population to more working
population, even without an increase in total
population.

Immigration is greater than emigration.
Increased women-participation in jobs.
Lower school-leaving age.

Higher retirement age.

- Net investment

_  Rate of return on Capital
- Interest rate

_  Business optimism and pessimism
Government policies about taxation
and subsidies

—  Political stability
~  Technology

2. Change in Quality (Productivity) of

Resources:
Labour:
- Wage rate
—  Education and training
- Technology
-~ Work conditions
—  Length of working hours
- Fringe benefits\perks\non-monetary
benefit\inon-pecuniary benefits
—  Bonuses and commissions
—  Promotional opportunities
- Health

Capital:

-~ Technology

- Skilled labor
— - Depreciation, etc.
Land:

- Technology

—  Skilled labor

—  Fertility rates, etc.
Entrepreneurship:

— Communication

—  Management techniques, etc.

Shifts in Keynesian LRAS

- Infrastructure

Price Level
LRAS; LRAS, LRAS,

Fall|Rise
—|—>

T
e N
8 g\fgﬁ’
& Fall b, Ris®
S «<x¥,
RGP
O {‘\\‘Z'
A
oL —>
. Real GDP

0 Real GDP' M

‘-—“—
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Factors that ahift both AD and AB)
s investment

o el immigration

o govemment spending on education

Interaction of aggregate demand and aggregate supply and natio,
31|

income equllibrium

The equilibrium level of output or national Income and the price level are determined where a4,
The macroeconomic equilibrium is illustrated by the peint ’;;,':p:
( /r 5‘,,_,;

demand is equal to aggregate supply.
the AD and AS curves Intersect, as sShown In the diagram below.

Price level

Po E,
AD
0 y, RealGDP

the excess demand would push the price level back up to the

If the price level was initially below Po,
some goods and services would not be sold an(d(ﬁgls

equilibrium level. If the price level was above Po,
would have to cut their prices. e 45\
5S
N
- - - ¥ \
Changes in national income equilibrium @‘i\’
: I .
Changes in aggregate demand and aggregate supply will move the economy to éa\euﬂnacroeconomlc
position. Where that position will be will depend on the X Qw
G,
e
— cause of change, i.e., AD or AS &i@"
- direction of the change & &
- size of the change b O
- initial level of economic activity 00
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Agaregata Demand (AD) and Aggragata Supply (AS)

Shifts in AS

_,8_;,_5,‘!:‘,9“21,&9, (Demand-pull inflation)

DA BV

':IJ l:U J;(J

»

Real GDP

Yo Y Y: Y5 Ye

; |f the aggregate demand curve intersects the
| aggregate supply curve prior to output rate Y1, then
any increase in demand will not lead to arise in the
price level. Thus a shift from ADo to AD1 leaves the
price level unaltered at Po. A shift from AD1 to ADg,
however, will cause the price level to increase P1.
After output rate Yz, any increase in demand will
simply result in a higher price level since, by
definition, at full capacity output no more output is

a. Rise in SRAS (Supply-side policies)

Price level

An increase in aggregate supply (AS) will shift AS
from ASo to AS1 causing the price level to fall from
Po to P1 and GDP increases from Yo to Y1.

physically possible.

b. Fall in SRAS (Cost-push inflation)

b. Fall in AD (Deflation)

fall in general price level
s at or close to full-
AD on price level and
tion of the economy.

A fall in AD will lead to
(deflation) if economy i
employment. Effect of fall in
GDP depends upon initial posi

A decrease in aggregate supply (AS) will shift AS
from ASo to AS1 causing price level to rise (cost-
push inflation) from Po to P1+ and GDP decreases
from Yo to Y1.
Pricq level

AS,

.........................

0 Y,, P

If both AD and AS shift together then effect on price

level and OQR Wl depend upon relative size of

e

shifts in AD and AS.
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(Trade) Cycle

is defined as the peri
r the vO
1 of boom

odic fluctuation of national output around its long term tron
lume of economic activity (GNP) such as employmen; prv('“{
s and slumps (also called troughs) as shown in dwﬂ ‘

dl ;l"[i

1 gusiness

m::am tl)mdescnbe the tendency fo‘
v ' siof

in @ succes
and prices 0 proceed

below.
Real GOP

3

‘ Actual output

Trend growth in
potential output

A‘ecovery

35
>

Time

refers to the level of output, foreign trade, investment, share prices, employment and

Economic activity
e cycle are labeled as a, b, and c. Booms and

consumer spending. The different phases of the trad .
recessions can last for several months or even years and then come to an end. No two trade cycles are

quite the same. The interval between the peaks or between the troughs (which is also called the duration
of a trade cycle) is not constant, and the intensity of the troughs varies, trade cycles show a rough pattern

over time and display unpredictable deviations from the expected pattern.

Stages of the trade cycle
The trade cycle consists of four phases: boom (point b), recession (point H between b and c), trough

(point a or ¢), and recovery (between a and b). Recovery follows a recession, then reaches a peak/boom
and is succeeded by another recession. The length of a business cycle is measured by the interval
between the peaks (or between any other pair of corresponding points). Some economists argue that the
cycles are brought about by new inventions, population growth, mineral or oil discoveries, political factors,
and war. The cycles tell us about the behavior of the economy as a whole.

&
" Features | Boom | Recossion | _Slump | Recovery Y
Highest FASQ

Business pessimism Lowest Rises
IBusiness optimism Highest Falls Lowest . !R;Tge\g*v
:[\)Iestment Highest Falls Lowest NO'Rises
s ::g:::: ::::ll'ls IL_owes \(,: QRises

S owes! Rises
EZ:L?:::; inflati o £ {ke%@ S
Current accounta| = nghe§t e ¢ )K@ét e

Deficit Improves , [ Stirplus Worsen |

Boom .s . . « . . 0 00

o i'n czraegzgoz r:/;:?r;obusmets; ac':tlwty Is expanding, i.e., pro %ﬁ%’creases, prices and wages rise,

B o iow o ymen ech.nes'and the current accounti&gh deficit. This phase is characterized
, employment, high inflation and a deficit current account
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Recession is a temporary falling off In business activity which may or may not develop into a trough.
During a recgssuon, the rate of inflation falls, exports will rise and imports fall; consequently, the balance
of payments improves, consumption and investment are low and interest rates charged by banks are also

low. In brief, this phase is characterized by low output, high unemployment, low inflation and a surplus
current account.

Trough is when business activity is at the bottom.

In the recovery phase of the trade cycle, an attempt is made by the government to expand the economy
either by monetary means (e.g., encouraging banks to increase their lending) or fiscal measures (e.g.,
cutting taxes). This phase is marked by a rapid rate of economic growth due to government policies such
as easing of credit restrictions to encourage expansion of production and a reduction in cyclical
unemployment. During this phase of the trade cycle, prices will rise, total transactions will increase and
the national income will rise as well. Recovery may develop into a boom.

TR . ﬂ
|
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o a. Money

_ functions and characteristics ina
modern economy

_ barter, cash and bank deposits,
_checks, near money, liquidity

b. Inflation

Money and
i nfl at ion _ tjheeg?:zgsn lgfo i:fcl);tiigfrlwaﬁon

_  deflation and disinflation

— - measurement.of inflation-

_ the causes of inflation (cost-push and
. -demand-pull inflation) LT
— the consequences of inflation
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Unit2 Money and Inflation

Money

_ , . f payment. Normall
Money is anything that is generally acceptable as a means o ‘ : Y,
of coi?'ws andYtnotes but the definition also includes bank deposits (which can be
debit cards and credit cards). However, money can also be in the form of a valya
gold, platinum or oil.

this is cagh i, t
accessed by Che forr

/ Cheques
ble commodity gyqy, as

History of specialization, trade, and money

1. Self-sufficiency:

In the very beginning of human civilization history, people used to relay on natural sources for fooq and
shetter, etc. There were only hunter-gatherer societies and everyone was self-sufficient ang therefore
there was no specialization and trade. -

2. Barter trade:

When human beings invented agriculture, they settled at certain
Specialization resulted in production of surplus goods (in quantities g
then were to be exchanged or traded and required certain mechani
barter trade (the exchange of goods for goods or swapping).

- Double coincidence of wants: means both parties in a transaction ac

places and learned Specialization
reater than one needed). Surplyses
sm for that. Initially people relied on

creates problems. This is very cumbersome and time-consuming process. .
- Exchange rate: The exchange rate is arbitrarily determined In terms of units of account. There is no
standard value to follow.

- Divisibility: Some goods cannot be divided into smaller units as this would destroy that particular
good, e.g., part of a buffalo or half of a fruit

— Perishables: Some goods are easily perishable, spoilt or will deteriorate
and eggs. In the cumbersome process of looking for the right buyer and s
the good to be exchanged may have perished.

— Portability: The problem of having to carry those goods to find the r
always rise, e.g., bulky goods such as bags of rice and firewood.

, like fruit, vegetables, fish
eller to exchange the good,

ight buyer to do transaction will

Due to the difficulties faced with barter trade', man developed a new medium of exchange: Money.
3. Commodity money

A wide variety of commodities have served as mone
shells, cattle, tea, sheep, tobacco, etc,

| oA
. O
4. Metallic money o) 00
N
Among the metals used were iron, tin, copper, silver, and gold. However, most metals Wé{g/@scarce to
serve the functions of a good medium of exchange. 30@(1,
S. Paper money Q @0

4
It has its origins in the receipts issued by goldsmiths to customers who dep Q’iﬁf’cg;ﬂéir money and other
valuables to them for safe keeping. The receipts were issued in smaller de {pations. This gave rise to

bank notes. Today, we use paper money, e.g., dollar. Paper money is tf@ p@‘&ominant form of money in
less developed economies. S
o

o
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¢. Bank money

it refers to bank deposits, which are transferable using cheques, debit cards, credit cards or electronic
yransfers. Bank deposits are considered as money but not cheques, cards or electronic transfers. They
are merely orders from the owner to the banker to transfer his or her money to someone else.

Developed qountries are cashless societies and they have greater proportion of their money in the form of
pank deposits.

concepts

intrinsic value: means a commodity, though serves as medium of exchange, still it has its own value.

cOmmodiﬁgs and metals were demanded for their own sake because of their intrinsic value, unlike paper
money, which only serves the function of money.

Legal tender: notes and coins issued by the central bank must be accepted as the medium of exchange
(as it is regulated by law). Itis an offense to refuse to accept legal tender.

Liquidity is the extent to which there is an adequate supply of assets that can be turned into cash.

Near money: it is quite liquid but not totally liquid, i.e., non-cash assets that can be quickly turned into
cash.
This would include foreign currencies, credit cards, traveler's cheques, fixed deposits, saving deposits,

treasury bills, bonds etc. The public is not obliged to accept them. Near money can be converted easily
into cash because it is fairly liquid.

Treasury Bills: they are short-term loans to the government (lasting for usually 90 days).Treasury bills

can be taken to discount houses to be used as money. It is rather liquid because. it can be easily
converted into cash.

Bills of exchange: these are the bills drawn up by the creditor and presented to the debtor. It is quite
liquid because it can be converted into cash easily (on payment).

Features of money

Here, we will consider what attributes, or characteristics, an asset should have to function as money and
how these attributes facilitate trade and resolves the problems of barter trade.

1. Scarcity: The scarcity or limited supply of money helps to maintain its value and perform the basic
function of money, i.e., actas a medium of exchange.

2. Acceptability: Money is generally acceptable legal tender (acceptability is enforced by law) and,
therefore, resolves the problem of lack of general acceptability in barter trade.

3. Divisibility: Large and bulky goods may be difficult to divide, making it difficult to trade

A
different values (e.g., part of a buffalo or half of a fruit)—therefore, reducing the volume iﬁ@@d
level of specialization. Money has different values in denomination and, therefore, mabé?it\‘e\asier to -
buy and sell goods and services of different values. o N

4. Durability: In barter trade some goods like fruits are perishable and hard to store. @'\, on the
other hand, is durable and can easily be stored. This is a problem which may af@ er money and
1o a lesser extent coins. The chief form of money in a modern society, which igpank’deposits, suffers
no physical depreciation whatsoever as it exists only as numbers on a pag‘:or d

Rits in a computer.
5. Portability: Commodity money and even coins suffer from the disadugpt ggC'Ihat may be diF;ﬁcult to

transport. A modern bank deposit, however, ma be transferred Oni
another. P y Qf(c\&(o ically from one place to

Uniformity: Every unit of a product is not necessarily the sa
creates a problem in trade when goods are traded in 4 barter economy. Money, being

hon&ogenepus, allows the assigning of different prices for B rent sizes and qualities of the same
product, eliminating the problem that this creates in barter, thereby stimulating trade.

ize and quality, and, therefore,
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: Id retain its value. In the .
is hi esirable that money shou : past ths
7. Stability of Value: [ n? h'Q\g{ug to something which was In relahvely stable supply, such as g:'-ry
* achieved by tyind n:°2:n%rt)1[s defects of modern mone that it may rtt:ﬁ affected by inflation -, -
is one of the r?;babwe - 2008, for example, made its currencylwo hess, l _.
n'nﬂat;og in . :e Heit: Once a society uses money whleh has on { exchange value and not jnt;, .
> m,mcui:t i:oess(:r’wtial that possibility for fraud and counterfeit be kept to a minimum. 1
value,
Functions of money:
: ' ized in the following rhyme:
There are four major functlon? ;)f money which can be summarized in th g rhy
of four

is a function
;\‘ z:‘:gium, ameasure, deferred, and a store
1. Medium of Exchange:
-~ Pr nction .
- mr::;y sf:)]litz a single transaction of barter into separate transactlons ef sale and purchafe' both
in time and place; thus, it eliminates the need for a nouble comcn_dence of wants. “Double
nts” means that both parties involved in the transaction must want to buy what
e. Money facilitates trade by making it easier to exchange.
dium of exchange, it means that it is generally acceptable and gives us
a good deal of economic independence and also perfects the market mechanism by increasing
competition and widening the market.
mediary. It helps production indirectly through

As a medium of exchange, money acts as inter
increase efficiency and output.

specialization and division of labor which, in turn, I ' !
— In the last analysis money facilitates trade. When acting as the intermediary, it helpe one good

or a service to be traded indirectly for others. _
The essential characteristic for anything to act as a medium of exchange is scarcity. Not

anything, which is not scarce, can act as money.

coincidence of wa
the other is offering for sal
When money acts as a me

2. Measure of Value or unit of account:
for a product. Every time goods are exchanged

— In barter trade there may be hundreds of values
tiate a new rate of exchange, and this makes trade

y as a standard of value eliminates the necessity of
s of nuts, and so on.
m of

with different products, people need to nego
extremely difficult and slow. The use of mone
quoting price of apples in terms of oranges, the price of oranges in term
Money expresses the value of each good or service in terms of price; therefore, the proble
“no exact value of a product” in barter trade is solved.
In barter trade there is no single agreed unit of account to record sales, expenses, or to compute
profits and losses; therefore, it is hard to determine the relative profitability of different
busme_sses.‘Money asa un_lt of value also facilitates accounting. Assets of all kinds, liabilities
z:‘ all tl;mds, iltnc?m: ofdall kinds and expenses of all kinds can be stated in terms of copnon
onetary units to be a ded or subtracted. The unit of accounts functi IRESS
activity more smoothly. fion helps 1o ru'n\b%és
Mct;ineyﬁas a unit of account helps in calculation of economic importance g ID(BS the
S:n_:‘a on tﬁf the costs, and revenues of the business firms, the relative costs rofitability of
us public enterprises and projects under a planned economy, and the grcﬁa- al product.
$o)
3. Star;\ﬁd :t; deferred payments (credit payments): < @0 |
~ ebts are taken and repaid in money, as, in the inflatioth i
. y a8, absence eater
ﬁe:amz_ of vlalu: compared to other forms of assets of lnﬂatno(@.%\opey provides 9r
- implifies lending and borrowi ' 2
Horbanic e igstitutions"g‘:l::,% tr?hnsactlons‘ for firms,ehushgssmen, banks, and other
transactions and settle debt pa mentso erhhand. it will beyekdrethely difficult to make credt
ll?'etween creditors and debtors. g @s there wil be@ { Mmon basis for setting d° *
- However, unanticipated inflati ) '
the debtors and cre':jitors :ndauggkir;dtﬁhangee , valuQUf xﬁt\oney over time may hartr > D
e function of mondy as a standard of deferred payments.
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;‘3'3?3‘;%?9”:2':53:2';“"2% some of the countries have fixed debt contracts in terms of a price
future payment of debt gyacfgﬁs el:: tt:g value of money. Such contract overtime guarantees the
when the contract was errered ?ntosa ing the loser by the same amount of the purchasing power
4. Store of value/wealth: '
- ;g’f?;:;h thiErlgsbthi sltgpk of assets that one possesses at a point in time. One can store the value
goods. y holding bonds, shares, furniture, houses, land, or any other kind of valuable
- gnsorrfgdlii ;lsgfae)s(,é%re of wealth and has the advantages of liquidity (ease for being ready to use
isadvantages of aqge) and no storage cost over the other forms of store of wealth, but a
. preciatioﬁ on r_lfo mcorr_1e gene_rated (e.g., interest, dividend or rents) and less chances of
in%ation nly if there is deflation). Money rather depreciates in its value in the periods of
Theske chtuons of money are vital for the smooth operation of all economies. If any of the functions
breaks _ownﬁ—as |n'the case o_f Zimbabwe, where money lost all meaning as a store of value or wealth—
economic co’a'pse. is the inevitable outcome. It is therefore essential that a prudent government puts
economic policies in place to ensure that this does not happen

Inflation
Inflation means a sustained increase in an economy’s price level.
Inflation does not mean:

- price of a particular product is rising
— every product's price is rising
- all products prices are rising at the same rate

Degrees of inflation

Creeping inflation:
A low and stable rate, of for instance 2%, is generally r
and steady rise in prices may encouragé firms to pro

known as creeping inflation.

egarded not to be a problem. Indeed, seeing a low
duce more. Such a rate of inflation is sometimes

Hyperinflation:
Hyperinflation is an extreme form of inflation in

ayear.

which price level rises by, 100s, 1000s and million times in

Effects of hyperinflation: :
- Money value falls so rapidly that money loses its function of medium of exchange, and gegle
4)

start preferring barter as a system of exchange O
_  Other currencies might be used instead of domestic currency M 0@
- Economy may collapse . 00\0
\\\ N
Example: N Q7
At the start of the twenty-first century, Zimbabwe experienced an inflati@ atg’ so high that

economists had difficulty measuring it. It has been estimated that it r@ed A 2008 anywhere
between 200 million per cent and 89 sextrillion per cent. i\ og%

AR . :
Zimbabwe'’s descent into economic catastrophe was a long, dra o@hffalr. Following a drop in
iINand foreign investors went

agricultural production after controversial land seizures, expo
orrowing from foreign banks,

elsewhere. The government sought to solve its liquidity proble A
@rament made the situation worse by
VAN

knowing that it could not meet its loan repayments. The g%
printing more money, much of which was used to pay the a \‘ﬁolice, and civil servants. Even_tually,
inflation reached more than one million per cent and local people lost all confidence in the
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g decision In 2000 to s,
dollar tor all transactio, |

e country

bout 8 th
B :nd. the euro and the uUs

Deflation &

Negative |
Rate of Infiation stable/constant B |
i vel T —
|_—[ror | Pt ROl P
—T 100 | — 100 - 100 - | 100
e B g 110 ~10 % :
—"] 0 102 10 % ()
Example _?_i/L 102 2% . 80 — =
2% | 104.04 5% 107.1 8 % -4 - ‘.» 3§
| S | 106.12 | 10% 117.81 5% 10474 | —20% | 6064
/ . ) \ ,
_ Aslong as rate of inflation is positive, price level increases even If rate of inflation 1S constant o
falling.
_ When inflation rate is zero, price level stays unchanged. R |
fiation is negative, price level falls even if rate of inflation 1S constant or falling.
lowest in first year and highest on last year.

ive, price level is

When rate of in
rice level is hi

As long as rate of in
As long as rate of inflat

Example:

flation is posit :
year and lowest in last.

ion is negative p ghest in first

Rate of inflation (%)
N

12% i
é,,«;\oo
8% 'fp & O%
stable inflation A
4%+ 9
>
ol 1 2 3 4 : —
4% 5 6 T\& 9 19 11 Year
PN A
8%+ H i i
| | | D
“12%+ P i . 0(;/\
N Deflation > o\:. 003
N

:: :Enc: year was the price level at its highest?
: thch year was the rate of inflation at its highest? :
- Wh;zh year was the price level at its lowest? 5
] z::; :/':st ft]he rfzte of inflation at its lowest? (ignoring si :
e price level fall for the first time? s !
ot 8
: .

\‘X‘
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Unit 2 43 Money and Inflation

measurement of Inflation / Value of Money / Cost of Living

consumer price index (CP1) is an index that shows the average change in the prices of a representative
pasket of products purchased by households.

Cost of living means how much it costs to live in a country.

A country's price _Igvel indicates how much it costs to live in that country. A rise in the price level means
that the cost of. llv!ng has increased. To assess changes in the cost of living, governments construct
consumer price indices. There are a number of stages in doing this:

1. Selecting a base year and current year:
— Current yegr is the one whose rate of inflation is to be measured.
— Base year is the standard year with which rest of years prices are compared.
— A normal economic year in which there are no political or economic balances should be taken as
Base Year. Price level in base year is represented by 100.

2. Selection of basket of goods and services:

~ To show the changes in general price level, it is simply impossible (o record and calculate the
price changes of all the goods and services (which are even more than millions) produced in a
country.

- Therefore, by using the statistical technique of sampling almost a basket of 300 to 600 goods and
services should be selected for indication in changes in general price level. _

- Qoods and services that an average family uses like fuel, clothing, food etc should be included
in the sglected basket of goods and services. Those goods and services which are used by a
very limited group of people will not be taken in the selected basket of goods and services.

3. Collection of price data:

Statistical department of government collects information about the prices in base year as well as current
year. This information about prices of selected basket of goods is collected from retail outlets, news
papers, price lists and co-operative society's offices etc.

4. Calculating index:
Index (or price relatives) is calculated by:

Current Year Price
- x 100
Base Year Price

Index =

5. Assigning weights:
Consumers spend much more of their incomes on certain goods and services and these should be given
greater importance in the index. For instance, if on average households spend $500 of their total
expenditure of $2,000 on food, the category will be given a weight of 'A or 25%. Commodities should be
given a weight which reflects their relative importance in the consumer spending.

D
, A0
Weight = Expenditure on t.he good x 100 \'.'\006\
Total Expenditure 0 )
6. Calculating weighted index: v\O N
Weights are multiplied by indexes to calculate weighted indexes. \o\ N’
Weighted Index = Index x Weight O qu’
7.cPI ¢4 i~
CPI is obtained by taking sum of all weighted indexes and dividing it by total wei\gﬁ’iq’
o)
Total Weighted Index &»\,@'
CPI = : &
Total Weights (() )
8. Rate of inflation o

Rate of inflation is calculated by taking percentage change in ¢ tYear avera i i
X ge prices (i.e., RPI of
current year) to the base year average prices (i.e., RPI of base @a (



$s, $10. 85 respecbvegood s B and $3000 on C. Calculat

s 2

Aswknowmt

Money 5,

Rate of inflation = =5/
= CPI of the base year . .
CPly = CPI of current );:?:g '5:;,'3 100, so we can write rate of inflation as:

CPl of base
Rate of inflation = CPlz2 - CPly

. into 3 broad groups’, ie., A Band C Their base year pieces .
orized int g $7. Average families in the country spenq 34{ s

han ed 56. $1 1'
In 2001, they chang e rate of inflation.

on goods A, $3000 on
Base Current | o ondit . ;
penditure Weighte
Product year Ygar | on goods ghted Indey
Prices ' Prices | YT |
A $5 $6 $4000 4000/10000 x 100 = 40 =120 40 x120 = 4397 |
i 110000 x 100 =30 | 710> 1 30 %110 = 3300 |
| B s10 | st $3000 3000/1 100 = 110 - 3300
B 4/5 x 100 T
C $5 ¥4 $3000 3000/10000 x 100 = 30 - 80 30 x 80 = 2400 |
TOTAL = $10000 =100 = 105E

CPI of Current year = 10500/100 =105
Rate of inflation = CPl2 — CPl; =105 — 100 = §% (ANS)

Problems of constructing Consumer Price Index (limitations of the Price Index)

1.

Selection of base year: The questions that arise are: “Normal to what extent?” “No inflation, no
defiation, no high unemployment, no political instability?” “What is an ideal year?” It is not easy to

decide. Hence, it is not an arbitrary selection.

Selection of basket of goods: Again, this depends on what is essential and what is not. Often the
goods selected are normally reflective of a certain class, and hence they are not representative of the
whole population. The views of upper class and the lower class will be different. Even within the same

class, there are still differences in perception.

Prices of the selected goods: Prices fluctuate from day to day. The rage may be very wide, for
example, $5 to $50. We will then have difficulty in determining the average price. Moreover, for some
commodities, such as rice, there is a question of which grade to choose. Again, selection is arbitrary.

2
Weights: The relative importance of the goods, i.e., the proportion of income spent on ,thf di
ses,

Different people have different scales of preference. Moreover, when a person’s incom

the pro.p‘ortion spent on different goods will change; more may be spent on entertai tthan on

necessities. ‘ N N
R4 -

] pree changes. It s

hat*

Sampling Errors: The consumer price index is not an exact measurement
§ubject to sampling errors which cause it to deviate somewhat from the resyjtgt ould be obtained
if actual records of all retail purchases could be used to complete the i Qg( TRese sampling errors
are unavoidable. They could be reduced by using much larger samples.# \09

O
Inaccurate Information: People who give information do not alw. (so@f‘;rt accurately. The statistics
bureau makes every effort to keep these errors to a minimum, @?@%‘rrects them whenever they aré

subsequently discovered. Q:g‘r\
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comparison overtime: )
It difficult to compare pricas overtime, We cannot prepare the 2016

consumet '\m'n INndex with 1)
- 10 101 ) , ‘
because 1900 consumer price index, i.e., between long period of times

New products may have entered the markols

Necessitio .
Eaahlo es may have changod and (mass rapld transit)
shion and tastes may have changed

Spending habits may have changed
Quality may have improvoed I
Income changos
sompariso 3
f\:l::\ :\‘ \:lm: ::.\l()‘(‘:l‘\::ol?:‘\c:;‘(l):;l(l;:)rllioa: It Is even more difficult to compare consumer price index of one
Base year differencos
Differences in basket of goods
Prices of selected goods‘»diﬂor
Differences in weightage

2

Conclusion

"\\L‘H:‘;‘l;nd}‘t.\ .'f a m;:re approximation. Human error in compiling, recording and analyzing data can never
be tota ‘y\ absent. | owever, despite these limitations, it is still the best yardstick available to measure
changes in the general price level and the value of money.

The causes of Inflation

There are two causes of inflation:
- Demand-pull Inflation
- Cost-push Inflation

Demand-pull Inflation Cost-push Inflation

Meaning:

Cost-push inflation describes a situation
where the process of rising prices is
initiated and sustained by rising costs
which push the prices up.

Meaning:

If there is too much demand in the economy relative to
the supply of goods and services, prices will rise and this
type of inflation is known as demand-pull inflation.

Explanation:

Explanation:
Demand-pull inflation can occur when: If cost of production rises (say trade union
. demands for higher wages), fall in fit
- Economy is below full employment margin of producers will lead to f /
ﬂ% re

- Economy is already at full employment from ASo to AS: as shown in{
When the economy is initially operating below full | below. Price level will rise fr @RS P,
employment, increase in AD will lead to increased prices | and note that GDP will alsoy m Yo to

as well as real GDP. It can be shown by the following Y. Qobrbq,

figure:

. , ©
Higher costs will fs(g dhe producers to cut
short their pr ion resulting into co-

existence ?é g\m loyment with inflation.
This situatfeR dS" known as stagflation or

slumpfl

4%*‘"0




Y, Y)Y Real GDP

If the aggregate demand curve intersects the aggregage
supply curve prior to output rate Y1, then any increase In
demand will not lead to a rise in the price level, Thus a
shift from ADo to ADs leaves the price level unaltered at
Po. A shift from AD1 to ADz, however, will cause the price
level to Increase Ps, After output rate Y., any Increusge in
demand will simply result in a higher price level since, by
definition, at full capacity output no more output is

physically possible.

A rise in aggregate demand will have a greater impact on
the price level, the closer the economy comes to full

capacity.

Determinants:
Excessive demand in the economy may be due to:

1. Too much consumer spending (because of
excessive Income, lower Interest, more credit
availability, more wealth, expected increase In future
incomes and prices etc.)

2. Too much capital Investment (because of lower
interest rate, business optimism, better technology,
political and soclal stability, government investment

friendly policies etc)

3. Too much government spending on merit goods,
public goods Iinfrastructure etc and reduced taxation
(Expansionary fiscal measures or budget deficit)

Determinants:
This may be due to increases in:

1, Raw-materials may becoms

expensive if there is a shortage of rzw-

materials

Wages may rise because of powerful

trade unions

3, Government may impose high taxes to
cover its budget deficit. An increase in
indirect taxation (i.e., tax on goods and
services) is another way of giving the
general price level on inflationary
‘push’. Increase in sales tax, VAT etc |
will raise the cost of production and fall |
in AS, consequently a rise in general |
price level.

4, International prices of oil ma @fge
which is the key input for all i@eﬁ:’e .
a

Inflation caused by rising i prices
is sometimes referred ﬁ ported
inflation. Prices of Nifiported raw

materials and oil m?ﬂ? rise due to
depreciation in tI@ Cge)ib ange rate.
.K,@‘g
However mo;;g\&?e,tf’?e economists argue

that main cg seé @fcost-push inflation is an
increase %@9 cost (i.e., wages). Wages
are lar ngle element in total cost

Wi ﬁbés rise faster than productivity
(o er unit of input) labor cost Wil
credse and so will prices because of fall

in
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ddeni i
4. Sudden increase in demand for exports and fall in | in AS | |

demand for imports (e

) .g., because of fall in v
Sor;,_estyc gu_rrency,'changes in quality, tast::lugn%f
ashion and international economic activities etc)

|
' 5. Monetarists argue that the ke
- caus i
aggregate demand is increases inythe mc?neoyf St;nghler
| They suggest that if the money supply grows r%%rye

rapidly than output, the great ,
drive up the price level, greater supply of money will

| Effects: —
ects:

Demand-pull  inflati i - .
unemployFr)nent becat:;g exlcses zssomateq with  low | A decrease in aggregate supply caused by
eads {0 increased product s demand in the economy | higher costs of production pushes up the

| tradeoff  betwe lon and employment. There is | price level, causes a contraction in
en demand-pull inflation and | aggregate demand and reduces real GDP.

| a
unemployment.

Wage-price spiral

e, which causes prices to

Higher wages can cause a wage-price spiral. Workers gain a wage ris
It can be

increase, causing workers to seek higher wages to restore their real value, and so on.
explained as follows:

When prices rise, people find that their real incomes are falling and thus, they will demand higher

wages.
If wages may increase more than labor productivity and so result in a rise in labor costs, the price of

goods and services they produce would increase (cost-push inflation)
With higher wages they have more spending power, SO demand increases and demand-pull inflation

. occeurs.
_  Other groups will demand higher wages because they see prices rising and this will cau

to re-instigate itself and known as wage price spiral.
Everyone becomes accustomed to living with inflation an

se the cycle
d become anxious to maintain their standard

of living.
— Eventually, prices and incomes may become indexed:; every time prices rise by 10%, incomes, rents,

pensions and so on would rise by 10%.
This could turn into hyperinflation (if it gets out of control) and the economy would collapse as people
lose confidence in their domestic currency.

e its cause. For instance, wages and consumer

Once inflation is underway, it is difficult to determin :
t it may be hard to tell which occurred first and so whether inflation is

expenditure may be increasing bu
the result of demand-pull or cost-push factors. %
. o(‘,\o
The consequences of Inflation 0
q 3 £
Costs: N
¥ .
?scgbme groups of

ntly. When price rises or the value of mone
ehéton:

Inflation affects different people differe ue of
tand in between. The effects of inflation d
O

the society gain, some lose and some S .
S \

—  The rate at which it is rising &( 09
_ Whether the rate is accelerating or stable ¢ 45&

_  Whether the rate is the oné which had been expected b b(\
_  How the rate compares with that in other countries & &@

@ &
LS
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Unk2 |
e:
pution of incom
1. Effect ajor ffects is On the redistribution of Income and wealth. There are many groups
: . ", m
ne of inflation’s . . , .
geople which suffer due 0 ::::féztiocro tors lose. Although they wil recefalve the same amount of
P Firstly, due to rising PL ) s, they will recelve less as the value 0 monclzy as fallen, g
which they Iemot:“;t l'_?urCh as clerks, teachers and other white collar people also lose when te
) R
- ;alaried p:h':ir salaries are slow to adjust when P”c?s are rflls m% income groups. S
inlation a8 el Pt B negatively affected by inflation is fIX0¢ T groups. Such peopls g,
~  Another group wsions social security, interest and rent on fixed incomes etc. Pens:oner.s receiyg
reciients Of oY ter class gets fixed payments of interest and rent. These persons lose in perioq,
ow will be less in real terms as value of money fajls |,

2.

fixed pension and ren
of inflation as the income t

inflation.

l()n the other hand, businessmen, Indu'st.rlalis-ts,
th variable incomes gain during rising prices ' N |

others vc:,hr:ranent as a debtor gains at the expense of households who are its prmqnpal creditors,

The go ds are fixed and are not raised to offset

'« is because interest rates on the governmen.t pon : )
Z:;lfeclzfed rise in prices and real interest falls. Also it is easier to pay back debt to general public as
less real value. ' ‘

et can e sector to the government through fiscal drag and

e a transfer of income from privat : !
et e s who were previously in the tax exempted bracket

ket creep. In a fiscal drag, those individual ed |
oo p ing times of inflation. In a bracket creep, those individuals

would be dragged into tax brackets during . .
who were previously in lower tax bracket would creep to higher tax brackets due Fo an increase in
their nominal incomes in the period of inflation. It can be argued, however, that this is a cost of an

inefficient tax system rather than a cost of inflation.

hey will receive N
traders, real estate holders, speculators a5

Effects on production:

Inflation has adverse affects on production.
Producers may divert resources from the production of

3.

Firstly, there is misallocation of resources.
essential items to non-essential items to expect higher profits. There may be reduction in

production as expectation of rising prices alongside rising costs if inputs bring uncertainty.

There will be hoarding and black marketing. Producers will create artificial shortages in the market

by hoarding up stocks of commodities and consequently sell their products in the black market, which

gives rise to inflationary pressures.

Unanticipated inflation can create upcertainty and so make it more difficult for firms to plan ahead.

This may dissuade firms frc?m |!1vestmg. which will have an adverse effect on economic growth.

Inflation also reduces forelg_n investment because of rising costs of materials and other inputs.

Menu costs are t_he costs involved in changing prices. For example, catalogues, price tags, bar

codes and advertisements have to be changed. This involves staff time and is unpopular with

gllistonlmers. However, it is viewed as a small cost to the society.

oe leather costs are the costs involved in moving money fro ial instituti
) ; m
in search of the highest rate of interest. ] d one financial InStItUtIO;I('t\O q’ﬁp\t&er
Q

External Effects (on exchange rate andAbaIance of payments): \0\'\0'\:\

;2?;":“ :ﬁsttr? advgr sely on the balance of payments. When prices rise in th (bgguntry than in

incre% " es, domestic products become more costly than forei é%% This tends to
e imports and reduce exports, thus having an unfavorable balaniége&p%ehié e

When prices rise more rapidly in the h

. . om ! . .

Fath I olation 10 foreiun b e country than in foreign c?;n g@nt lowers the exchangé
)

OE '2’(\
This arises when inflation causes @
rises consumers and firms@%ah .
make it difficult t ' h g S"i'fus i i
0 assess what is happening to relative prices.<A rise in ‘:hgr:;';esgga;;égg? 21():)/ f‘?’?

Inflationary noise or money illusion:
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NN
Yo, " .an that it has t : .

U mean as become more expensive relative to other products. Indeed, the product may have

' Yo risen in P'\'C‘? by less than infiation and so may have become relatively cheaper. Inflationary noise car

b result in consumers and firms making the wrong decisions. For example, firms seeing the price of

& "‘h.
' ¥ thetr prog(:’cts nsing may increase output when the higher price is the result of inflation rather thian
increased demand for their products. This may result in a misallocation of resources.

A &u
U
N
U@OQS/?"'S’«?: 5. Inflation causing inflation:
Qf’h:ﬂ’} Inflation may generate further inflation as consumers, workers and firms will come to expect prices 1o
3 M & rise. As a result, they may act in a way that will cause inflation. For example, workers may press X
D@c R higher wages, firms may raise prices to cover expected higher costs and consumers may seek 10
%t purchase produgts now be'fore‘ their prices rise further. If prices start to rise at an abnormal 3
)rif)c,' b creating a hyperinflation situation, then there is fear of an eventual collapse of the monetary system
ae i . -
»:a’y\@{ % 6. Effects of inflation on functions of money:
SNa VN i i
-7;\: L, Inflation affects the functions of money in a number of ways.
: —If tr?e_lnﬂatlon rate is slow, that is there is mild or creeping inflation (1 % to 3%)and tis a';s.;
o anticipated (expected), then only the store of wealth function of money will be weakened. 1t
My, woplq not be beneficial for the people to save in terms of money .As the inflation rate is slow anc
N R anticipated, there would not be a greater instability in value of money and it will continue 10 be
T used as a standard of deferred of payments. People will continue to record their transactions M
N the same currency and will keep on using current money as medium of exchange.
: y as a store of

- If inflation rate of the country is high and unanticipated, the function of mone
y as a standard of

wealth will be weakened once again. Apart from this, the function of mone
lue of money woulkd

deferred payment will also be weakened. With high and unanticipated, the va
fall and the lenders would suffer. Thus, they would be discouraged to make transactions related

to deferred payments.

—  Ifthe inflation rate of a country is extremely high, that is more than 100% and the country S facing

hyperinflation, then all the four functions of monay will be lost. The internal value of Currendy

L would fall at a great extent and this would deteriorate its function as a measure of value and

medium of exchange. There would be no stability In its value and it would be stopped using as a

.., standard of deferred payments. It would also not be used as a store of wealth. Thus the manatan
T systems would collapse and the economy might revert to barter trade or use foraign CUTaneRS,

Thus, the inflation affects the functions of money In a negative way but its detenoration will depand on
Z the rate of inflation and its anticipations.

7. Political and soclal offects:

7 Inflation is also soclally harmful,
Riging prices also encourage agllalions and protests by political partiea’ opposad W the

government, 2
With increase In disparity between righ and poor due o 1iaing prves, there Q\@\\Q\?\n
N N\

discontontment among the mattes, N
With rising costs of living, workers resort (0 atriken Whioh lead to lora (n |\n\\\iu\‘u\\,\u\4f’,\\\
N

Corruption spreads In every walk of life. O }\
) \ “\
' N
Homser, it would be unjustified (o say (hal Inflation only haa hegative nupﬂn\t\\}\wv AR e

cmditions which prove that Inflation Is nol always had,
S
\
Benefits \\\‘\\\s
@
Trs prAnntial bonefits include. { w‘.\\\'
W

1. Stimulating output: A low and setable llallon (ale Gatse \l‘?‘ (AN aliig (g Ay e B
fosst pinnistic, mbout the future, I addilion, I prices (lee b n\nu LAY i i WAL veaes,

I I ot b fands Tor investinent
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! to cut their labor force. However, inflation would enable them to reduce the real costs of

Al Mo

v

Reduce the burden of debt; During the petiod of inflation, real Infaroat ratos Mmay fall oy m
Daaome negative This is because n‘umll\cﬂ interest rates do hot tand to fise In line with '""ﬂllfn 'V'Qn
result. debt burdens may fall. Fol example, those who have borrowad monaey 1o buy a houge ML
expenence a fall in theit mortgage payments in real terma. Likewlse, a country's Natlong ity
repayments are reduced in real terms. A teduction in the debt burden may stimulate «_.fm;.d

| expenditure that, in turn, could lead to higher output and employment "May

‘(,o

Prevent some unemployment: Firms in difficulties may have to raduce thair costs o SUlviye

many firms, wages form a significant proportion of their total costs. With zero Inflation, firme May hayg

laboy
either keeping nominal (money) wages constant or by not ralsing them in lina with inflatiop Dur

; inflation, workers with strong bargaining power are more likely to ba able to resist cuts in ther (o)

| wages than workers who lack bargaining power.

4. Another group of people which gains from inflation are businessmen of all typog, such s Producep
traders, etc. When prices rise, the value of producers' stocks will increase In the same Proportion ”
they will profit more when they sell stored commodities.

5. Further, inflation is not as bad as doeflation is, |.e., opposite to Inflation,

Factors affecting the consequences of Inflation:

The effects of inflation depend on;
— its rate whether the rate is accelerating or stable
— whether the rate is the one that has been expected
- how the rate compares with that of other countries.

1. The cause of inflation: Demand-pull inflation is likely to be less harmful than cost-push inflation, Thig
is because demand-pull inflation is associated with rising output whereas cost-push inflation jg

associated with falling output.

2. The rate of inflation: A high rate of inflation is likely to cause more damage than a low rate
especially if the high rate develops into hyperinflation. Indeed, hyperinflation can lead to households
and firms losing faith in the currency and may bring down a government,

3. Stable or accelerating rate of inflation: An accelerating inflation rate, and indeed even a fluctuating
inflation rate, will cause uncertainty and may discourage firms from undertaking investment. They
need to devote more time and effort to establishing future inflation will increase costs.

4. Anticipated or unanticipated inflation: Unanticipated inflation, which occurs when the infiati
was different from that expected, can also create uncertainty and so can discourage 80
expenditure and investment. In contrast, if households, firms and the government h octy
anticipated inflation, they can take measures to adapt to it and so avoid some of its én ;
effects. For instance, firms may have adjusted their prices, nominal interest ra ‘have been
changed to maintain real interest rates and the government may have adjus kets, raised
pensions and public sector wages in line with inflation. ‘Q ®

@ '

5. Relative inflation rate to trading partners: It is possible for a country, ?’av@a relatively high rale

of infiation but if it is below that of rival trading partners, its products ay‘géé’o'm‘a more i
competitive. %0

Anticipated and unanticipated inflation and indexation ob@'a’

Anticipated—expected rate of inflation Q.f.‘:“

Unanticipated—unexpected rate of inflation




K1 Wty mr efiataof

AN sated assets—whose real value does not change with inflation,

W DERtON I8 onanticipated; households, firms and government are uncertain what the rate of irfiztion
i v 1 v \When planning, they therefore have to estimate as hest they can the expected rgte of
afanon RS U el that they will quess correctly and hence their plans will be to some ertent frustrzied
- e e hand. mfiation may be anticipated. Inflation may be a constant 5% per yeat and therefore

“

Lusehoiss. frms and government are able to build in this figure to their plans.

s~nooated nfiaton imposes far greater costs than anticipated inflation. If infiation is anticipzied,
sconomC agents can take steps to mitigate the effects of inflation. One way of doing this 15 through
~dexation. This is where economic variables like wages or taxes are increased in line with inflation. For
a union might negotiate a wage agreement with an employer for staged increases over 2 )’?a'v’vf
the change in the Consumer Price Index. The annual changes in social security benefits in e
~= inked to the Consumer Price Index.

b ¢

=-onomists are divided about whether indexation provides a solution to the problem of inflation. One the
-~ hand, it reduces many of the costs of inflation although some costs such as shoe leather costs
2~3 menu costs remain. On the other hand, it reduces the pressure on government to tackle the problem
_: ~3ation directly. Indexation eases the pain of inflation but is not a cure for it.

\ioreover, indexation may hinder government attempts to reduce inflation because indexation builds in
cost structures, such as wage increases, which reflect past changes in prices. If a government wgnts _tO
=+ infation down to 2% a year, and inflation has just been 10%, it will not be helped in achieving s
:zrget if workers are all awarded at least 10% wage increases because of indexation agreement.

[{®]

v

Why it is important to have accurate statistics of inflation?

1. Inflation is a central economic target. If the statistics are inaccurate the direction and level of action
(macroeconomic policy) may be inappropriate and may worsen the position.

2. Inflation figures are a means by which the success of current policy can be judged. Inaccurate
figures of inflation may understate or overstate the success of government macroeconomic policy.

3. Lack of trust of the statistics may undermine the acceptance of policies and their effectiveness.
Trade unions and firms may anticipate more than actual inflation, which my build wage-price spiral.

4. It is used to assess the effects on the distribution of income of the people in the country. Certain
group of people will gain with rising prices at the expense of others. Among those who will gain with
rising prices are the businessmen and the shareholders. Those who do not benefit are pensioners,
salaried individuals and the bondholders. With such effect, the gap between the rich and the poor will
pbe widened and the government should take positive steps to reduce such income inequality.
However, inaccurate statistics will make it difficult for government to define appropriate cost of !:ging

allowance. O
5. It is a basses for future contracts between creditors and debtors. With rising prices, the.@g{ will
O
)

gain (i.e., they are losing less purchasing power). Hence, it should be maintained that e itors
are repaid with at least the same purchasing power, in terms of real income. To co séte for the
loss in real income, the debtors are charged an interest, which includes inflaj ogipensation.

However, inaccurate inflation statistics will make either of the group losers. A

6. With rising cost of living, the consumers' real income will fall. When the genera‘%c' Oevel increases
real income will decrease. The trade unions must step in to demand for mg n@y income so as tc;
offset the increase in general price level. Accurate inflation statistics wil l'q‘e néeded for that purpose
otherwise trade unions may end up with either too high or too low demg%d\sf&br the wage increase

7. Errors may be made in planning and real values may not be maintair@d. N '

3 %éﬁt.

8. There will be a fall in business confidence resulting into fall in inves
g

R
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Causes and
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Deflation oo D8

Good deflation

‘ #mmwmnmfega‘ewwf‘l '
| resuiting in 3 131 in the price level and a nse
i re3l GOP
| Prics Level
A
SRAS,
E, SRAS,
P,
P, E,
AD,
0 Y, Y, Real GDP
Effects:

Advances in technology, for instance, may
create new methods of production and lower
costs of production. As well as output
increasing, employment may rise and the
international competitiveness of the country’s
products may increase.

price level Deflation invoives a negative inflation rate
me value of money, with each_ currency unit having greater purch
good defiation and bad deflation depending upon the cause of deflation,

52 ’A""‘?/ ane .

consequences of deflation

for exar,,.
asing p,, -

Bad deflation

Bad defiation takes place when the price leve| is
down by a fall in aggregate demand as shown in
below.

driVE‘,’]
figure

Price Level
A

v

o) Y, Y, RealGDP

Effects:

1.Deflation causes real wage to rise, which tends to
raise unemployment and reduce profit, which, in turn,
triggers investment fall and thereby a fall in AD and
income and increase in unemployment.

2.Deflation leads to an increase in real interest rate,
which tends to raise the cost of debt and thereby
discourages investment, causing income to fall and
unemployment to rise.

3.Deflation causes the expected price to fall, which, in
turn, causes consumption and investment to fall and
aggregate supply to rise. The latter two events
reinforce each other to cause price to fall further
developing into a deflationary spiral.

4.May result in menu costs. ‘7@

5.Deflation will increase the burden of de%@ﬁ th
borrowers and government. ®

The above factors are obviously very ha mﬂf?k{‘an

economy and therefore all governmen théir best to

overcome the deflationary threat. )Y
\Y)
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Money and Inflation

pAST PAPER QUESTIONS

ropic: Function or Characteﬂstlcs of Mone
y

(Nov 201 5/P22/Q3/a)
Explain whatis meant by the term '
(Jun 2014/P21/Q4/a), (Jun 201

oney’ ——
€y and outline its characteristics in a modern economy. (8]
Explain what is meant by the term

4/P23/Q2/a)

economy. ‘money’ and outline its characteristics in a modern twenty-first century
June 2012/21/Q2/a) 18]
(Ejzl:: ;ng gluzt:’;)gsmogfconomlc System benefit from the existence and use of money. (8]
?,i,sﬁsi;gglgglg‘;eranon of a barter €conomy would be affected by the introduction of money. [12]
(E;EEI: ;t;agc;a:)a Cteristics required by money if it is to carry out its functions effectively. (8]

Explain why economies make use of money

Topic: Causes of Inflation

(June 2016/P23/Q3/a)

Use aggregate demand and aggregate s ' istingui -
causes of inflation. greg upply analysis to distinguish between cost-push and dgmand pull

. (8]
(Specimen Paper 2016/P2/Q3/a)

Deﬁng the_ components of aggregate demand and, with the help of a diagram, explain how an increase in
spending in an economy might result in inflation.

8]
(Nov 2015/P21/Q3/a)

With the help of diagrams, explain how both cost-push and demand-pull inflation can be caused by a
falling exchange rate.

(8]
(June 2015/P23/Q4/a)
Define each component of aggregate demand and, using a diagram, show how a reduction in one of
these components might reduce inflationary pressure in an economy. (8]

(June 2015/P21/Q4/a)
Explain what acts as money in a modern economy and what is likely to happen to the price level if the

quantity of money increases significantly. 18]
(Nov 2014/P23/Q3/a)

Explain why an increase in the money supply and rising world energy prices are categorized as djffé”rsnt
causes of inflation in an economy. . O\ é\
(Nov 2014/P22/Q4/b) \‘}QQ
Discuss whether inflation is more likely to be caused Ly a shift in an economy‘saggreg%g,?é Yiand or a
shift in its aggregate supply. 0 Q,'\

(Jun 2014/P22/Q4/a) ;%Q &

Using diagrams, explain the difference between demand-pull and cost-push caus& f(pflation. [8]

(Jun 2014/P22/Q4/b) e o
Distinguish between the domestic and external consequences of inﬂatnthgr{g%lscuss which is most

damaging to an economy. %(\Q\S\ (12)
(June 2013/P22/Q3/a) & S . _ .

Define the components of aggregate demand and, with the help of lgg?‘am, explain how an increase In
spending in an economy might result in inflation. & \e&& 8]




ad to an increase In aggregale
) ¥ “ﬂ
g

(June 2013’?21"03%) e will le

nith the help of diagrams analyse the faclor: thal & : |

Wl;')ot ‘x‘ a)'v“ dIsCUSS whether ths increase 1© more likely 10 have an impagst on il M oy

economy. 2" cuss

g ' ! ‘"l .

unefnp#ovmm: in that econo ny P

‘ Q¥ My,

Nov 2012/P21 'Q3/a) ’ o _
( .+ the use of @n aggregale demand (AD) and dggmgdle supply (AS) diagram, the 4

_pull infiation Of! real output Mhestgy

1,

effect of cost -push and demand
explain the existence of mfiztion m «
the e

(June 201 2’?23/04,‘3) |

How does aggregate demand and aggregate supply analysis

run?

(Nov 2010/P23/Q$lb) | i

Discuss whether rapid inflation can be caused only by government actions.

(June 201 1/P22/Q4/b) i1

Discuss whether it is the pehaviour of producers. consumers of govemmems that 15 moust likely 1o ¢ -
11

infiation.
(June 201 0/23/Q3/b)

likely to be caused by domestic Or international influences 2

i

Discuss whether inflation is moreé
(June 2008/Q3/b)
despread shortageé of labor might be 2 major cause of

Discuss whether @ wi
-push inflation and demand-pull in

inflation. .
2

(Nov 2006/Q4/a)
Explain the difference between cost fiation.
(Nov 2001) (a) 2
Explain the different between cost-push inflation and demandapull inftation. y
(Nov 2001/a) 9]
Explain what causes inflation. 4
(Nov 1999/a) [
in recent year,
infiation rate may be low.

er than expecied.

(June 1998)
In the UK, the growth in retail sales in the year ending June 1996 was high
port the implication of this statement than inflation is caused by consumer spending?[1Z]

the rate of inflation in many countries has been jow. Suggest possible rezones why an

(a) Would you Sup

(June 1994/2)

Explain the meaning of the phrase ‘fall in inflation’ and discuss what mi 2 in infiztion

%) ight cause 2 fall in » . 18
ersistent rise in its general price leyel, 8

Explain why 2 country may experience 2 p
Topic: Effects of Inflation
.’
(Specimen Paper 2016/P2/Q3/b) ' 9 A
If an economy is experench inflati i ' . 4
O e e of | j th)hné :nnsscu;f;ﬂzse ;n;:v that its government should be ,eiemed
(Nov 2015/P21/Q3/b) Hin ths domestc eoonomy “0*@"’ 12
Distinguish between the domestic )
damaging 1o an economy, and exteinal consequences of infiaion and cﬁaﬁ‘éﬁ' are the M
’ (12)

(June 2015/P23/Q4/b) {,\" (fo

Dyscuss the impact of 3 hi o
igh rate of inflation
Whether Consumers of producers would suff ;ﬂ thi consumers and prod

(June 2013/p221031) 3
onomy 15 experiencing inflation, discy
st the e/u:male;ffwz mang titz effcgt’sdv;/rﬁ t“mtze you s «ﬁ%}:" should be Wwd
in the domestic scbiy e
ey, (12)
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55 Money and [nflation

Unit 2

(Nov 2012/P22/Q4/b)

Discuss whether it os.betler for a government to raise the economy's rate of productivity growth or to
control its rate of inflation. (12]
(Nov 2012/P21/Q3/b)

Discuss whether the effect of the rate of inflation on the exchange rate is more or less important than the
effect of the exchange rate on the rate of inflation. [12]
(June 2012/P23/Q4/b)

Discuss whether a period of inflation or a period of deflation is more economically desirable. (12]
(Nov 201 0/P23/Q3/a)
Explain why a low and stable rate of inflation may be beneficial to an economy. (8]
(June 2010/23/Q3/a)
Explain why unanticipated inflation is often considered more of a problem than anticipated inflation. (8]
(June 2009/Q4/a)

f its money is unstable. (8]

Explain why there can be problems for an economy if the internal value o

(Nov 2008/Q2/b)

Discuss whether a country should welcome a period of deflation (negative inflation). [12]
(June 2007/Q3/b)

Discuss how a rapid rate of inflation might affect different groups within an economy. (12]
(June 2005/b)

Discuss whether stability in the domestic value of money is essential for a country's economic well-beir[\1gé]
(Nov 2004/Q2/b)

Discuss the view that inflation is always a major problem. [12]
(June 2003/Q4/b) '

Discuss whether inflation is necessarily harmful. (12]
(June 2002/b)

Discuss why reducing inflation is often the most important task for a government. [12]
(June 1999/a) _

What are the advantages of a low rate of inflation? [10]
(Nov 1994/b)

Discuss why a high rate of inflation might have an adverse effect on output and employment. [13]
(Nov 1993/b)
Discuss why the government is concerned to keep the rate of inflation at a low level. [10]
(Nov 1990)
Distinguish between the domestic and external consequences of inflation. What do you believe to be
more important for the United Kingdom?

&

of Inflation on the Functions of Money

Topic: Effects
(June 2017/P23/Q4/a) o0

| N
(June 2016/P23/Q3/b) , ¢ !:\
Distinguish between the domestic and the external consequences of inflation, ar@‘c%qgher which you
think is more serious for an economy. @ © (12]
(Nov 2015/P22/Q3/b) \(’\"o@
Discuss whether money is able to perform all its functions effectively in an eGoagmy that is experiencing a
high rate of inflation. & (12]
(Jun 2014/P21/Q4/b) &
Discus§ whether money is able to perform all of its functions in a&}/@bqﬁ%my that is experiencing a high
rate of inflation. Q.. ‘ (12]



Una 2

(Nov 2004/Q2/a) .
Explain how inflation affects the function of money ‘,.‘,
(Nov 1993) . inflation on the abilly of money ¢,
Describe the functions of money and discuss the effects of in 12 w";fﬂ
these functions. 2]
Topic: Measurement of Inflation
(Nov 2012/P22/Q4/a) ' ) | and why they usually hay,
Explain why governments measure changes in the general price leve y ey Y P2 mrong
than one measure of these changes. #
(Nov 2010/P21/Q4/a) ) .
Explain why it is important to have an accurate measure of inflation. 2|
(June 2007/Q3/a)
Explain how the rate of inflation is measured. ]
(Nov 1992)(a)

[12]

How is the value of money measured?

Topic: Problems with the Measurement of Inflation

(Nov 2010/P21/Q4/b) .
Discuss the methods and problems involved in constructing an accurate measure of the rate of mﬂaﬁon,[121

(June 2009/Q4/b) o .
Discuss whether it is possible to construct a consumer price index that is an accurate measure“;]f

changes in the cost of living for all households.

(June 2003/Q4/a)
Explain the difficulties of measuring inflation accurately, (8]

(Nov 1992)
How substantial are the problems involved in measuring changes in the value of money? [13)
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International Trade

Syllabus 2016 — 18

. Specialization and division of labor

. Principles of absolute and comparative

advantage

the distinction between absolute and

comparative advantage

_ free trade area, customs union,
monetary union, full economic union

— trade creation and trade diversion

_ the benefits of free trade, including the

trading possibility curve

. Protectionism

_  the meaning of protectionism in the
context of international trade

_ different methods of protection and
their impact, for example, tariffs, import
duties and quotas, export subsidies,
embargoes, voluntary export restraints
(VERs) and excessive administrative
burdens (‘red-tape’)

— . the arguments in favor of protectionism
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PPC of X

FPC of ¥

0 30 4q Cictmng

it can be seen from the above diagram that country X can produce Z maximun of &7 Tooe or 30 clathims.
While country Y can produce 2 maximum of 20 food or 40 clcthing.

Therefore, it can be concluded that country Xis capable to produce marz food thar courtry Y 2N TES 3N
absolute advantage in food production whereas country Y has an zbsciute zdvantece Im cofimg
production and should specialize in it. So we can say that 2 country WhHiCH can oreducs Moo= oD ot 2
product than the other is said to have an zbsolute azdvantzge in that product

If each country specializes in the product in which it has zn zbsclute zcvantzge arc $en T=oes, b2sed
on opportunity cost ratios, total output will rise, and both countries will be ztie o carsuTe To= products.

It can be explained by the following example.

If both countries decide to produce both goods and not to trade, i.., to self-suficent zrc 22ch  COUMTY
distributes half of her resources in each good production then country X will procuce 30 food 2nd 15
clothing while country Y will produce 10 food and 20 clothing, i.e., half of what ey maxmum can
produce of each good. According to theory of absolute advantage:

Country X - absolute advantage = Food
Country Y — absolute advantage = Clothing

If both countries decide to specialize completely in the product they have respectve DSOS 3oy
then after complete specialized country X will be producing 60 food but O ciothing anc m:% be
O

producing 0 food but 40 clothing as shown in the table below: o0
B eperaizaion | e speciaizsion IOV
Food Clothing Food | Clothing Q\?\Qﬁ

Country X | 30 15 60 0 .Y
Country Y | 10 20 0 40 X _<>é

World | 40 35 60 40 ¥

Gains - - 60—-40=20 ‘izéﬁ'fi

oo

. <
?Norld output increases in both food and clothing according ﬁgx‘above example. There will be an
ncrease of 20 units in food production and 5 units gain in clothing groduction.
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f exchange they will have i

trade to each country depend upon the rate o ve in trage

S:g:;;;:lmmh of exchange always lies in between opportunity cost ratios of two Countrieg fgr‘UtUauy
83 8

product.
Theory of Comparative advantage

Although absolute advantage explains a small proportion of global trade, more trade i bas
comparative advantage. ed o

Comparative advantage exists when a country can produce a good at lower opportunity cost, meanine :
has to give up less of another good compared to the other country. ng it

For example, the country X may be more efficient than country Y at producing both teg and coff

Nevertheless, both countries can still benefit from specializing and trading if the country X Concentratee‘
on producing the product it is more efficient at producing and Country Y specializes in the product it jg "
so relatively inefficient in producing not

This theory can also be explained with help of a diagram as shown below:
A

Tea

40

30

PPC of Y
D -
0 10 40 Coffee

From the above diagram, it can be seen country X is capable to produce more of both goods (40 units of
tea and 40 units of coffee) than country Y (30 units of tea and 10 units of coffee). Therefore country X has
an absolute advantage in both goods production country Y has no absolute advantage in any product. In
this case, decision of specialization cannot be made on the total production or absolute advantage basis.
We will have to consider their relative opportunity costs. Country which has a lower opportunity costs will
have a comparative advantage in that product. It can be calculated from the above diagram as shog/n in

the table below: oA
: %00(04
Opportunity cost of: | Country X l Country Y OO
40 Tea = 40 Coffee | 30 Tea = 10 Coffee ' \'\\0,\:\
1 unit of Coffee 40/40 = 1 Tea 30/10 =3 Tea y \oqu’
1 unitof Tea 40/40 = 1 Coffee | 10/30 = 0.3 Coffeg| ,°
X<,
Country ‘X' = comparative advantage — Coffee \‘\(\ .0(9
Country 'Y" = comparative advantage - Tea {’\@
O

Opportunity cost of country X for producing 1 unit of coffee is equal to@aiPof tea whereas opportunity_
cost of country Y producing 1 unit of coffee is equal to 3 units of % e other hand, opportunity 0>
of country X producing 1 unit of tea is equal to 1 unit of coffee mmniw cost of country Y
producing 1 unit of tea is equal to 1/3 units of coffee.
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Hence, it €3N be concluded that country X has a comparative advantage in coffee production and should
gpecialize I coffee while country Y has a comparative advantage in tea production.

Absolute advantage |
| is based on total production.

Comparative advantage

is based on opportunity costs
no country can have a comparative

both goods and therefore serves as
specialization in all cases

advantage in

a country can have an absolute advantage in
basis of trade

both goods and therefore does not serve as basis
of trade specialization in all cases

Mutually beneficial rate of exchange:

A mutually beneficial rate of exchange always lies in between opportunity cost ratios of two countries for

same product.

will have a specialization in coffee
country Y will export tea and import
than it forgoes at home for its one

Continuing the example from comparative advantage, country X
production and will export coffee and import tea. On the other hand
coffee. Trade will only be beneficial to a country if it can import more
unit of export.

Domestic opportunity Looking from trade against its

X

Specialize and
export

Coffee

Tea

cost
1 Coffee =1 Tea

one unit of export
More than 1 Tea

Y

Tea

Coffee

1 Tea = 0.3 Coffee

More than 0.3 Coffee

Let us consider three different rates of exchange and their suitability for both countries.

Beneficial for country:

Rate of exchange

1 Tea = 5 Coffee ! Coffeg: 4Tea 1 Coﬁeg: 21es
Or =1/4 = =1/2=
1 Coffee = 0.2 Tea 1 Teac—olfll;le—O.ZS 1 TeaC—0f1f/eZe— oe
X No Yes Yes

Hence, a mutually beneficial rate of exchange always lies in betwee

countries for same product.

1 Tea < 1 Coffee <3 Tea

Such as,

Trading possibility curve (TPC):

Trading possibility curve (TPC) is
can trade with given volume 0

Continuing with above example,
its production possibility curve (P
opportunity costs, i.e., rate of excha
Tea, it will be able to have 80 units 0

maximum production point

point ‘E’ as shown in the diagram be

of coffee

rate of exchange between the countries.

f exports at given mut

or

_i.e., point ‘B’ with maximum
low. Slope of trading possip|

0.3 Coffee < 1 Tea < 1 Coffee

a curve that shows maximum possible quantities
ually beneficial rate of exchangQ

country X will choose to specialize in coffee &
PC). Trading Possibility Line
nge. If it sells all the tractors at goi
f tea in exchange. So trading p

e

2

(curve) can &k
ra

s

will show the mutually benefi

o

L)

‘Yg;&)f exchange 1 Coffee

n opportunity cost ratios of two

o
Q
X

RN
sﬁ\gpp'}ts a country
Q
©

duce at point ‘B’ on
by using international

=2

e will be a line that joins its
tea it can have by trade, i.e.,

cial
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A % Consumption point

40
\(\ after trade
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20 }3 fk. Production point
© PPCo after specialization
2 J
£ B N
0 39___40 Coffee
Export

It is clear from the diagram that Country X gains from trading and specialization. When trag;
opportunities arise, Country X specializes in coffee and exchanges internationally at the rate of 1 Coffee =
2 Tea. If it exports 10 units of coffee and imports 20 units of tea, it consumes bundle ‘F’ (20 Tea +3g
Coffee) after trade. Bundle 'F' was beyond its production possibility and therefore, is better off than before
trade. Hence a country can consume more that it can produce in short run through international trade.
Similar analysis can be applied to country Y and can be proved that it will also gain from trade by

specializing according to its comparative advantage.
How comparative advantage explains the trade pattern of Pakistan

[ Trade Pattern of Pakistan

Sports goods

Machinery

Textile Medicines
Agricultural goods Consumer goods
Tourism Tourism

| Surgical Equipment | Oil

The theory of comparative advantage is a satisfactory explanation of the trade pattern of a country to the
extent that it predicts that gains will arise from the trade in line with a country's comparative advantage.
For example, a country like Pakistan, which is a less developed country, is more efficient in the
production of primary goods, but less efficient in the production of secondary and tertiary goods. Pakistan
has a rich agricultural land and numerous farmers so it is comparatively cheaper for Pakistan to specialize
in the products mentioned. It is also not to be ignored that our 62% population lives in rural areas ( in
2014) and is dependent upon agricultural goods and to some extent manufactured goods a}low
opportunity cost as compare to its trading partner such at UAE, KSA, EU, Japan, and China. q9e
pattern in based on the principle of comparative advantage because principle of comparativ Q@ ge
says that each country will specialize in the product which it can produce at low opportunit n the
present world, most of less developed countries like Pakistan specialize and export aQrigh uld goods,
minerals, metals and other such type of goods which are land intensive. On the other atountry ke
UK, which is a developed country, specializes in secondary and tertiary sectors. It p¥hanufacture
goods like electronics and machinery as well as services like insurance, banking,' e ‘"ﬂy etc.

Limitations of absolute and comparative advantag&!@éﬁ‘%y:
A

Despite its importance, comparative advantage d i \; lobal
trade. There are a number of reasons for this.g Pes ot provide & fulsﬁpxa‘n'étion of the pattern o9
o id

1. There are never only two countries (bilateral trade) or onlﬂﬂ oods being produced in th
A it

Real world : . world: 4
eal world trade is multilateral and countries produce millidns of goods. In & world Wi nah

e 3
maly
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Hence pattern of trade of any cou
some extent but there are other factors and assump

Protectionism

Protectionism refers to a trade policy which restricts imports anc@_
give competitive advantage to domes
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_purtire= anc @ vast numbder of products, it may be difficult to determine where a country's
e AIWE adamage =3

_— goweTMETIES T2y Wan! 1o avoid overspecialization.

saw O pxchange may not e between the opportunity cost ratios of countries

g gOVETIMENTS T2V IMPOSe trade restrictions like tariffs and quotas which may modify or offset

g GAME o comparatve advantage.

~yrpEraiwe a0vaTiage heory assumes that resources are homogenous all over the country which ig
- e WO Souny Tetjevves constant retumns, has homogenous resources or perfectly mobile
msouroes Produchvity of resources (output per unit of input per unit of time), in reality, is varying over
tre SOUTTY :va_'nevmafe there is agricultural fertile land, at other places it in barren and some of itis
et DY UTDaN 3reas. Simitarly productivity of labor and capital varies within a country. As
agouToes v opportunity cost of production also vary as shown by the real PPC's which is curved
TR

A

Good Y

e

Good X
-, ¢z presence of non-homogenous resources and existence of outward bending PPCs, according to
2w of increasing opportunity cost, a country may lose its comparative advantage far before the

compete specizglization as opportunity cost will increase with increase in specialization in one
prosisct
The distrioution of resources, technology, and product distinctiveness among nations, however is not
toreyer fixed, As national economies evolve, the size and quality of their labor forces may change, the
Jolume and composition of their capital stocks may shift, new technologies may develop, and even -
the quality of land and quality of natural resources may be altered. As such changes occur, the
reiztive efficiency with which a nation can produce specific goods will also change. Countries do not
stways adapt to changes in comparative advantage. For example, over time a country may
continue to produce steel despite another country being relatively more efficient at producing it. In
such a case, those involved in steel production in the country that has lost the comparative advantage
may try to persuade their government to impose trade restrictions on steel imported from the country
that has now gained the comparative advantage. 74
CAO

Countries may not trade according to comparative advantage due to political and religious &’
N

motives. N .
Membership of trading blocs like SAFTA (South Asian Free Trade Association) may ha@'(\;{ﬁe ent
trade pattern than theory of comparative advantage. o &
Changes in currency exchange rates, i.e., appreciation or depreciation also affegsa% but
comparative advantage is based on barter trade Q o

ntry explained by the principle of comparative“\‘a%‘\v@tagc_e satisfactory to
tions of theory that |imi§~i£§fg\eﬁcation in real world.

‘\
>

@%fee’s domestic industries in order to
tic industry of an economy. 43&‘ |
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Methods of protection and their impact

Fyvery country Operstes soma form

methoas that 4 qz,mmmem 8
1o unaersiand first before we study

Domestic Demand (D7)

usa 1o protect As
the impact of pr

o restricton on s Y

pomestic supply (87

ade with the rest of the word. Tne,,,
- industries. There are some concscy.
cAectionism in an econormy.

rtae.
e
e
T3y,

e p,

=S o

World supply (8o

Means supply of a prodyc ¢,

of a product |
eans fotal supply local and foreign firms ;
Means $ois domend & & " local firms in both local and Potg]naﬁonal marke% Alrm .
product by locel residents for %emauon' al markets, With the n :;try will supply only Slnfgle inn |
Dol ol a0 o | Ceters panibus, higher price of world market ang therefor ™ |
pi ‘gm:) IZV:“?';;{'C: '3"4 means greater ““'fjb'm{ f; will not be able to create any
demanded at lowe tic firms and therefo e
| as shown in the potogs ing to upward | shortage or surplus in
;:;‘;'\;e:ge’o‘”f more supply leaﬁ;?/ge t:s sp;’own international market. This wij 5
sloping supply §e|ow country price taker and worlg
in the diagram ' supply for the country will be
perfectly elastic as shown in the
figure below:
\4
Price
W o
P,
Pu Po .
P‘ P1 S‘wond
D’
0 Q, Q, Quantty | o Q Q  Quantity . a e
However, this may not be the

case if - country supplieg,’. a
significant share of world mafKet
e.9., KSA or OPEC sup&fymg\oﬂ
in world market. N0

R
R

Law of one price: With the absence of transport costs and protectionism betweer\\;ﬁ%gqp'\mt“es' one

product will have one price expressed in same currency at all locations. Q

No trade, export and Import: Whether a count
international price relative to domestic price.

The following table and diagrams can also explain this:

ry will trade, export or iﬁ\%ﬁb

e J\S
N

NS

{
depends upon e
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1. Tariffs

Tariffs are the best known method of protection and are sometimes referr

are taxes usually on imports but may also be imposed on exports.

Tariff on imports
to raise revenue
to discourage consumption of imports.

Q

\\‘

Tariff on exports

to raise revenue
to increase supply of the procuct oN

domestic market

Tariffs may be ad valorem, i.e., the percentage of price of the imports, or specific, ie., a 5x per
weight or physical quantity. Tarlffs also called custom duties, act exactly the same way as 2
artificially raising the price of foreign products as they enter the country. Instant effects of tanffs wo

the rise in the price of imports which will reduce volume of imports,

uid be
increase in government revenue an d

an eventual increase in domestic production. The effects of tariffs can also be analyzed through a

diagram as shown below:

The figure above shows the effect of a specific tariff. Domestic de
curve (DY) and the domestic supply curve (S¢). When the country

After Price
Free trade tariff 4
Domestic supply (S9) S Sh
World supply (S%) Sywortd Saworld
Domestic demand D¢ D¢
Price OP+ OP2 #
Domestic production OQ1 0Qs | ..9
Domestic 0Qs 0Qq Aggaagﬁ)
consumption S Befo\% tanff,
Imports quantity QiQ2 Q3Qa4 NN
Per unit tariff - P1P2 DO"’_)Q’
O >
Total tariff revenue = & Quantity
Domestic A+b+c+d+e+f e+f
Consumer's surplus
Domestic Producer's 9 g+a
| surplus
| Dead weight loss = b+d

@nd is shown by the domestic demand

engages in free trade the price is set
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. ). In this situation, domestic cong
domestic demand equals the world supply (S1%od) o, Umers
ggi'f,uanmy at a price of OP1. Quantity OQs is supplied by domestic producers and Q,Q, g

imported.

Uanlitygg

The imposition of a tariff shifts the world supply to S2#. This raises the price to OP; and reduc
domestic consumption to OQa. However; domestic production increases from OQ1 to 0Q; ang imp

from Q1Qz to QaQu.

2. Quotas

Quotas are limits on imports. The limits are usually imposed on the quantity of imports by
sometimes imposed on the value of imports that can be purchased each year, Restricting the Supp|

imports is likely to drive up their price. So, as with tariffs, quotas are likely to disadvantage consumersy o
they result in them paying higher prices and consuming fewer products. Unlike tariffs, quotas usuall 33

€5 the
Orty, fal

t are alsq

some allocation of the quota.
3. Exchange control

Instead of limiting the imports directly, a government may place limits on the amount of foreign exchange
that can be purchased in order to buy imports, travel abroad or invest abroad. This is known as exchange
control.

4. Subsidies

cases domestic firms will, in effect, experience a fall in costs. This will encourage them to increase thejr
output from OQo to OQs and lower their price OPo to OP; as shown in the diagram below. This may
enable them to capture more of the markets at home and abroad.

T S, (before subsidy)
S (after subsidy)

U

) Q—"—S’ Quantity of local good o0

. N RNy
The losers will be the foreign firms and domestic taxpayers. Domestic producers will gain. Copﬁ,N?@% wil
also benefit in the short run. In the long run, however, they may lose if the more efficient fobe@,r\bﬁ?‘ms are
7’

driven out of business and the subsidized domestic firms raise their prices. W R
G
S. Embargoes Q Q2
An embargo is a complete ban either on the imports of a particular product qﬁxoﬁ’t(;@ with a particulif
country. A government may want to ban the import of a product that it re ard &8 harmful, e.g., no

Prescription drugs or weapons. A ban on trade with a particular country may® Ise from political disputes.

6. Vol ‘0 ¢
- Voluntary export restraints (VER) b X

& e
A voluntary export restraint is an agreement between two co }ft?@é’ where the government of th

. Y this
exporting country agrees to restrict the volume of its exports oR@LaefAin good or services. It may do
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riffs or quotas being imposed on

its
. ;ers and with the USA in the export of Itsp(r:z(ri:ct. Japan has entered into a number of VERS with

ic and administrative burdens (¢

N Keeping the exchange rate below its market valuye

vemment may manipulate the country's exchange rate in order to give i it
;\dva ntage. This may lead to other governments lowering their exchange ?a“tI:sfts producers 2 competive

9. Ggovernment preferential purchase policy

go\(emment ma:jy havde a policy of placing orders with domestic producers in preference to importers
even if tfl'ta!lalfe goods and services are cheaper or of a better quality. In case the demand for imports is
likely to

10. Patriotic campaigns

Governments can seek to switch consumption from imports to domestic products by running campaigns
extolling the virtues of buying home produced -goods an

d services and emphasizing the quality.
Effectiveness of protectionism:

A tariff will be more effective in raising revenue if demand for imports is price inelastic whereas
itlw“tl‘ be more effective in protecting the domestic industry if demand for imports is price
elastic.

There is the possibility that the imposition of a tariff may not make domestic products more price
competitive. This would be the case if the price of the import plus the tariff is still below the
domestic price or if firms selling the imports absorb the tariff and do not raise their prices.

If the UK imposes restrictions on, say, Japan, then Japan may retaliate and impose restrictions
on the UK. The increased use of tariffs and other restrictions can lead to a trade war, with each
country cutting back on imports from other countries. In the end, everyone loses.

Countries may not be able to use protectionism measures against members of a trading bloc.

Protectionism may not be effective if domestic firms do not have a capacity to supply enough
for domestic consumption.

The arguments in faver of free trade and against protectionism

Free international trade is the exchange of goods and services across national borders witagﬁ&y
government restrictions. When free trade exists: 6\,\00@

~  firms are free to export and import what they want in the quantities they want \\0\,'\'\

- no taxes or limits are imposed on exports and imports _ \Boqu,

~ no subsidies are given to distort cost advantages . Q Q

- there is no unnecessary paperwork involved. "\?QG}

4 N S

Benefits of free international include: $ P

XX}
1. There is an increase in the world output and gains for the i?vigﬁiﬁ coun:]ry as a tresult %f
specialization and trade. This has been illustrated earlier wh ’bgyen though a country cotp
Produce all commodities more cheaply than other, it woul W2gain as long as comparative

e
ad i @
vantage differs. v Q:s‘
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2. There is wider consumer choice. As a result of international trade, there is a greqyq, |
goods and services to choose from. Consumers can choose commodities that cannot pe arig
focai.'y and those goods which are too expensive to be produced locally. Prog

3. Internatonal trade generates income and brings about higher economic growth 4 he
higher standard of living. The expansion of output for export also creates employment.

4. Intenational trade promotes level and understanding through cultural exchanges, Visit
consultations such as trade fairs. This improves relationship among trading partners of the :
Examples include ASEAN, NAFTA (North American Free Trade Association), EU etc. .._
differences could be minimized and compromise can be easily made among friends. -

5. International trade brings about the sharing of new knowledge and information. New technoloqyt
acquired. Research and development programs from developed countries through trade. 2

6. With international trade, there will be keen competition which forces firms to be cost effective ang
efficient. They will have to produce at lower cost and they must also improve on their produyctigs
techniques as well as the quality of their products. Inefficient firms will be forced to close down, &

7. International trade can also solve the problem of indebtedness. When countries borrow from banke
other govenments or from international institutions (IMF and World Bank), they are in debt. Throygh
international trade, goods and services are imported thereby earning foreign exchange. Foreig
reserves will increase and these additional reserves can be used to pay debts. -

8. International trade will prevent the formation of monopoly in the country. Through internationg
trade, foreign goods and services come into the country and this will create competition. Increa od
competition that may arise from free trade can put pressure on firms to keep their prices and cosf§
down and raise the quality of their products. As a result, consumers may enjoy lower prices ang
better products than would have been the case in the absence of free trade.

9. Firms may also be able to buy raw materials and capital goods at lower prices. Having a glob
market to sell to may enable firms to produce a higher output and so take greater advantage G
economies of scale.

10. Efficient allocation of resources: Free trade permits countries that have, for instance, fertile lang
and the appropriate climate to concentrate on growing oranges while other countries that have th
financial institutions and well-educated workers to concentrate on banking. Countries will able &
concentrate on producing those products that they have a comparative advantage in.

The arguments in favor of protectionism and against free trade

e
Despite the potential advantages of free trade, most countries impose import restrictions. Th\eﬁ«,_
number of arguments that may be put forward for doing this. 5\'\00

N .
1. To protect Infant Industries: Infant industries are new industries that have a Io@ft}gut’and a higt

average cost. Firms In a new Industry may find it difficult to survive when faced withvGempetition o8

more established, larger foreign firms. This maybe because the foreign firms a t:ﬁ%g advantage ¢

economies of scale and benefiting from their names being well-known. \'@ QL
X

Protecting a new Infant industry may give It time to grow and so benefiNygeconomies of scale
to gain a global reputation. If the infant (also called sunrise) Industrﬁbasﬁ‘he potential to develop m
an efficlent Industry In line with comparative advantage, theghu; ﬁ\g trade restrictions tifayﬁ :
Justified. It Is, however, difficult to identify which new industrie o\ velop and gain a chPdf?t :
advantage. It Is, for example, very difficult to estimate the | &u\average cost curves of fims uﬁo :
industry. There is also the risk that an infant industry mayibecome dependent on protec
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that rival foreign products are bei ifind
gwmgits osts. being made artificially expensive, it may not feel any pressure

t declining indu :
To pm‘:&e advantgge g:tr(:z?,(:: (:)ec!'“‘"g (also called sunset) industries, which have lost their
oo™t i usiness quickly there may be a sudden and large rise in

nemp;oyment If the industry is granted i jon i
“’men.p;o g protection and that protection is gradually removed,

nt might be avoided. As the | :
e leave fot jobs in other industries. industry reduces its output, some workers may retire and

i ain, however, a i : .
‘l’hﬁfeca ‘7‘ ?egac; o consi:erraablgsi‘;\ tr;?t the industry may resist reductions in the protection it receives,
This A tive advantage while itse iciency. For example, a country's steel industry may have lost its
QO‘“P car industry does have a comparative advantage. If the government

tariffs on steel, it will disad i : : ,

im ‘ o 10N isadvantage its car industry, which will now have to buy more
expensive steel from domestic producers. This will raise the car industry’s costs of production/and S0
may lose it sales at home and abroad.

7o protect strategic industries: Some goverments seek to protect indu

A stries that produce
oducts they regard as strategic, such as weapons, fuel and food. They may not want to be

dependent on foreign supplies of these products. For example, a government may be worried that
firms and households in its country would be seriously disadvantaged if fuel was cut off due to a trade

dispute or @ military conflict. As a result it may protect some home industries even if they are
relatively inefficient.

To prevent dumping: There may be an economic justification for imposing trade restrictions in the

case of dumping as this practice may he regarded as unfair competition. Dumping involves selling
products at below their cost price. ,

in the short run, home consumers will benefit from dumping as they will enjoy lower prices. In the
jong run, however, if the foreign firms drive out the domestic firms, they may gain a monopoly and
then raise their prices. Indeed, foreign firms may engage in dumping with the specific intention of
gaining control of a market in another country by destroying existing competition and preventing new
domestic firms from becoming established.

Foreign firms may be able to engage in dumping by covering losses with previous supernormal
profits, by charging high prices in their home markets or because they receive subsidies from their
governments.

In practice, it can be difficult to determine if dumping is taking place or whether the foreign firms have
gained a comparative advantage.

To reduce reliance on goods with little dynamic potential: Many developing countrie diave
traditionally exported primary products: food stuffs and raw-materials. The world demand, f\m‘e e,
however, i fairly income inelastic and grows relatively slowly. In such cases, free tradednQot an
engine of growth, Instead, if it encourages countries’ economies to become locked in jQ pattern of
primary production, it may prevent them from expanding in sectors like manufactyrjng hich have a
higher income elasticity of demand. There may thus be a valid argument for prote ta@or promoting
manufacturing industry. | @0

To Improve the terms of trade: If a country purchases a large pro o@«@i another country or
countries’ exports of a product, it may be able to force down its price. Byyrigosing trade restrictions, it
can lower demand and as its demand s significant this may lead t IgWer price. This will improve
the country’s terms of trade and allow it to purchase more imports Bro(gvﬁsame quantity of exports.

<
Similarly, if a country accounts for a significant proportion \30 orid's supply of a product, quotas
on its exports may improve its terms of trade. Restricting th ly of exports will drive up their price
and 8o increase the purchasing power of exports.
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is likely tO reduce global output, |t May g
Pro,
Vg

A government may impose trade restric;
ance of payments _ ’ ’ fion
- s curr‘:ar:,ta;ccou"t position. For |nstanc<:je. ;rsnposing tariffs may encourage %,,'w .
gxﬁ;%v;o'm buying imports to buying domestic products: o

o If foreign governments do retaliate by |

: s er, ma provoke retaliation. 11, | | oy ol
This again, h;gft;’ons theyn, while the country’s imports may fe!l, S0 might its exports |£,an%

A d fall. In addition, if the country’s prod itern
trade restrictions would oml; “MH

pfoym

a

own trade \ s woul
ecline and again global outp ‘
rade w0y petitive because of strategic problems,

internationally com
' boost to the current account.

short-term ‘
A country may want to ban or severely ¢,
W the

imports of demerit goods: A .
drugs, pomographic literature cigarettes and alcohol.

gs such as

on from cheap labor: It is
from countries where wage
tandards in the country woul

mean that a country will be
r costs may actually be r

untries have a co

trictions on products produced using slave or

mposing trade res
may be more appropriate as trade restrictions m
untries. , ay

g. To prevent the

importation of thin
sometimes argued that trade restrictions shoulg

s are very low. The view is that, in ord

d have to fall. This is not a very strfﬁg“’a?m )
able to produce products more cheapl 9 .ment
elatively high. If low wages arg 28 oo
mparative advantage. oy

9. To provide protecti
imposed on products
wages and SO living s

Low wages do not always
be low and so labo

productivity may
linked to low costs, it may indicate that the co
There may be moral arguments for i
child labor. Even here, however, other approaches
drive down wages even further in relatively poor cO
may be used to raise revenue. This will be successful if demand for imports

10. To raise revenue: Tariffs

is inelastic.
t to reduce its trade protection: A government may also engage

uade another government to reduce its trade protection. By
posing a quota on its exports, it may persuade

11. To persuade another governmen
war will develop.

in trede restrictions to try to pers
retaliating against, for instance, another government im
the other government to remove its quota. There is, however, a risk that a trade
es to avoid the
per, Cuba with

ment may seek to protect a range of industri
self-

hly specialized economy — Zambia with cop

12. To avoid overspecialization: A govern
ket fluctuations. Greater diversity and greater

risks attached to overspecialization. A hig
sufgfg( — will be highly susceptible to world mar
sufficiency, although may be leading to less efficiency, can reduce these risks

9
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Trade blocs or international economic Integration
0
AP e

International economic | 0C means regional groupings O countrie
r){hfl:f(ﬂltldl trade agff:(}fﬂﬁntﬁ hetween member Lountrles " | ! f .
'
‘~0h I'\
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Full
Cust Economic & ,
/
“Free trade among v
e v v v
Common extemal
it with non- x v Ve v
| members ]
Gommon curency x P v v
Common monetary
| g exchang® rate x x v Ve
“Free mobility of x
resources__ * Y Y
|
| Cﬁgmon fisca x & % v
 policy I
' The world’s oldest 1. Mercosur is a ld'}ffeef:Zﬁi' the
North American customs union is South American economies
Free Trade the Southern Africa | trading bloc which become one
Agreement Customs Union has Argentma, economy.
Examples consists of the members include Uruguay and when the 13
USA. Canada and Botswana, Lesotho, | Venezuela as full original states
Mexi'co Namibia, South members. formed the
. Africa and United States
Swaziland. 2. The European of America
Union (EU) ’

Monetary union: involves economies operating the
de bloc where there is free trade between member coun

Economic union: a tra

tariff and some common economic po

Nations (ASEAN)

Association of Southeast Asian

same currency, as the members of the euro area do.
tries, a common external

licies, which may include a common currency.
Membership

Brunei, Burma, Cambodia, Indonesia, Laos, Malaysia, Philippines,
Singapore, Thailand, Vietnam

Caribbean Community and
Common Market (CARICOM)

Anguilla, Antigua and Barbuda, Bahamas, Belize, Dominica, Grenada,
Guyana, Haiti, Jamaica, Montserrat, Saint Kitts and Nevis, Saint
Lucia, Saint Vincent and the Grenadines, Suriname, Trinidad and

Tobado

East African Community (EAC)

Kenya, Rwanda, Tanzania and Uganda

Ecpnomic Community of West
African States (ECOWAS)

Benin, Burkina Faso, Cape Verde, Gambia, Ghana, Guinea, Guinea-
Bissau, Ivory Coast, Liberia, Mali, Niger, Nigeria, Senegal, Sierra
Leone, Togo

GCC (Gulf Cooperation Council)

Kuwait, Bahrain, Oman, Qatar, Saudi Arabia, United Arab Emirates

O
QY ¢
)




Consequences of tormation of trading hlocs;

1. Trade creation

Trane CTOBNOR DOOUIS whee high cosl domeslic pu)du« ton 1s replaced DY 11006 i
1

TP i /
FMPOTTS O within the trading b iy Mw" y

YOIV o
mambers 10 spacalze in those products in which they have a comparative :id‘“ﬂ”l‘dgp ’ Jl 1“"'?&
P lﬁ‘: %"

JomEestc products can be replaced by imports from another member country that g ,
efnoient firme within te trade bloc will be able to sell o 3 large! markel and tis may ey, ter 2 T
ances even turthel because they will be able 10 take greater advantage of eConormies «f s«,é%""”‘ o Mg

Mambership of & lrade bioc may give hse o wade cteation. This occurs when the

e
7)) - v
OwWer

Figure below shows the effect of trade creation Before joining the trade bioc, the price the

me country 18 OPy and the quantity consumed is 0Q;. Of this amount, OQ1 s suf)phr:dg Koy
oroaucers and Q:Q: amount s imported When the country joins the trade bloc, it can imggn t!;wcafr .
without paying the tanff This pushes down the price to OP2 and the amount consumed jre. T DMty

. LASES 1o o1
Consumers clearly gain from the lower price and the greater quantity consumed. £ 10 Og,
Price
1\

S,“"(Trade with tariff)

P\ e . H
P, W C & S,”(Trading bloc

fa= ;,,, ; without tariff)
¥ ] : i
H i S >
S Q, Q, Q,QL Quantity

Trade created

Befo ade creation | After trade creation
Domestic supply (S°) Sd Sd ] 9
World supply (S*) S yworld G world 0(;5\0
Domestic demand D¢ D¢ ;'\00
Price OP; OP2 & /'\'\
‘Domestic production oQy 0Qs ‘010;-
“Domestic consumption 0Q; OQ‘QiQ?—
k Imports quantity Q1Q2 Q@: -
— "]
% Per unit tanff PP i o _000
‘ To;al tanff revenue c ‘ﬂ*‘.\{\W_
. Domestic Consumer's surplus orf g‘& Aﬁ\)m E:é-;f_/
O —]
Domestic Producer's surplus g+a Vo i 9
Welfare gain 6_@ o - :d______./
| Trade created 5;‘\ — |
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ower price. They may, however, be shifting

king products that have now become more price competitive relative to those of member
fes because of the removal of other tariffs, indeed, trade creation permits both imports to be
urchased more cheaply but also additional exports to be sold as other members lose their tariff
otection- The dqme§tlc government will lose out on tariff revenue but there is nevertheless a welfare
gain. The lower price increases consumer surplus by a, b, ¢ and d amount. Producer surplus falls by an
smount of @ and tariff revenue by an amount of ¢, giving a net gain of an amount equals to b and d.

estic producers lose as their sales fall and they gain a |

ces toma

2, Trade diversion
sion means where tradeswith a low-cost country outside a customs union is influenced by

Trade diver '
products supplied from within.

higher—cost

jon occurs when membership of a trade bloc results in a country buyin
try within the trade bloc rather than from a more efficient country outsi
less efficient allocation of resources. Efficient countries outside the trade bloc may lose as
now able to trade on equal terms. A country joining the trade bloc may also lose. :
Figure below S duct (butter) from the most efficient country

(New Zealand)

g imports from a less
de. This results ina

Trade divers
they are not

efficient coun

hows that originally the country (UK) buys a pro
and places a tariff on imports of the product.

Price of butter

Domestic S¢

Supply from New Zealand (With tariff)

Supply from Denmark (Without tariff)
Supply from New Zealand (Without tariff)
d .

P,E
0 Q Q Q Quantity
Domestic supply (S9) S Sd
Price OP OP: -
Domestic production , 0Qy 0a: A0
Domestic consumption 0Q2 0Qs XN.O°
Imports quantity Q1Q2 QTN
| Per unit tariff P1P3 v-‘q:\'
| Total tariff revenue c+h 6&
 Domestic Consumer's surplus e+f ad RQ +d+e+f
| Domestic Producer's surplus g+a S g
| Wefare gain (in consumer surplus) - {éy b+d
Welfare loss - X%\%‘:L H
| Net welfare gain or loss - & 0"}0
A@L S (b+d)—nh
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' Il bulter Imports, and bought froyy, |

U it had a common tarlff on & . .
Sonand lUKk]:(:sml?'d mgludlng the tarlff), The price paid s Py, (he quantity consume | O,
i:v‘:a':::g c(aaan?;d is ¢ + . When the country joina (he (rade bloe, trade Is diverted to a mem,

Denmark.

After it joins the EU It can benofit from tarllf free imports from l.)nnuuuklunc{ olhor [\ Prodycey
price to consumers falla to P2 and the quantity gonsumed rlees lo Qa. Il (Al consumer gy, of g
¢ + and UK dalry farmera lose producer surplus of &, the loss of tarllf revenue from Importy Iro
Zealand Is ¢ + I,

nd

There will be a net loss from trade divarsion In Joining the EU If b+ d (the net gain in congypmg, sUm)
is less than h (the loss of tarlff revenue from New Zealand imports). A nel gain from trado diversion

arise e
it b +dis greater than h,
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pAST PAPERS QUESTION

Jopic: Theory of Absolute & Comparativ
ALEIRICS e Advantage

Juneé 2% g

Use production possibility diagrams to explai ialisati ; ,

Liandard of living of consumers in a COunt‘r)y, n how specialisation and international trade can improve the
Nov 201 5/P22/Q4/a) (%]

WO i .
o aew;?ﬁﬁf;un?z pr;i?dc?:;e :r?(l)itnhtry Is more efficient at producing one product and the other country is
mor er product. Explain why specialisation and trade usually benefit both

countries.

(Nov 2015/P22/Q4/b) a
pose one country is more efficient at producin , .

specialisatlon and trade will always benefit goth cougtr?:;h products. Discuss whether it is the case tr;gt

(Nov 2015/P21/Q4/a) . (1]

Ass:mi,s in a two-country, two-product world, that one economy is more efficient at producing both

products.

Explain how the efficient economy can benefit from specialisation and trade with the less efficient
economy. 2]
(Nov 2014/P23/Q4/a)

Explain how comparative advantage shows that specialisation and international trade can im

welfare of consumers in an economy.

prove the

(June 201 3/P21/Q4/a)

In a two cpuntry world one country is more efficient at producing one product and the other country is
more gfﬁcnent at producing another product. Explain why specialisation and trade usually benefit both
countries. (8]
(June 2013/P21/Q4/b)

Suppose one country were more efficient at producing both products. Discuss whether it is the case that
specialisation and trade will always benefit both countries. [12]
(Nov 201 2/P21/Q4/a)

Use economic analysis to explain the benefits of international trade. [8]
(Nov 2011/P21/Q3/a)

Explain what determines a country’s comparative advantage in production. [8]
(Nov 2008/P2/Q4/a)

How might opportunity cost help to explain the pattern of international trade? [8]
(Nov 2006/Q3/a)

Explain the difference between absolute and comparative advantage. [10]
(June 2001/a) ' s
Explain how a policy of protecting 2 domestic market denies an economy the full bsggég’s of
specialisation. 5\'00 [12]
(Nov 2000) \\o N

(a) Explain the theory of comparative advantage. _ N Y

(b) Discuss how the concepts of opportunity cost may be useful in explaining wrky\’qulnés trade with
each other. ® [15]
(Nov 1998) 2

Do you agree that the policy of protecting a domestic market denies jl‘ %cﬁnomy the benefits of
specialisation and should, therefore, not be adopted? ¢ 4:\& (25]
(Nov 1997) &

Do you agree with the view that specialization and competition shg@z;be extended to all areas of [t2h5e]

€conomy, both internal and international? Q'gxfe
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Nov 1996/D) _ o
‘(rrade union leaders in some developed countries have claimed that if tariffs are reduced |

abor. .
industrials will concentrate on developing countries and their members will be unemployed, Dggesnst;]ye
claim have any substance to it? : ;
(June 1994/a)

Explain why there are gains from trade. [0
(Nov 1993/a)

Outline the theory of comparative advantages as applied to international trade. i

Topic: Limitations of Theory of Absolute & Comparative Advantage

(June 2011/P23/Q4/a)

Explain the limitations of the theory of comparative advantage in accounting for a country’s pattern of
ads. 8
(June 2010/22/Q2/b)

Discuss how well comparative advantage explains the pattern of intemational trade, [12]
(Nov 2009/21/Q3/b)

Discuss, with examples, how far the global distribution of factors of production determines what 3 country

imports and exports.

[12]
(Nov 2006/Q3/b)

Discuss whether the principle of comparative advantage is a satisfactory explanation of the trade patter
of an economy with which you are familiar.

[10]
(Nov 2000/b)
To what extent does this theory explain the pattern of trade between Singapore and the rest of the world?

[12]
(June 1994/b)

How far in reality might multilateral free trade be beneficial for either a developed or a developing
country?

[8]

Topic: Obstacles of International Trade
(Nov 2009/21/Q3/a)
Expiain why it is usually more difficult to trade internationally than domestically.

Topic: Meaning & Changes in Terms of Trade
(June 2016/P21/Q4/a)

Explain what might cause a favourable movement in an e
(June 201 5/P22/Q4/a)

A
Explain how a declining exchange rate and a high rate of inflation in an economy migf%o

conomy's terms of trade. & (8]

economy’s terms of trade. . N [8]
(Nov 2012/P23/Q3/a) \\0 >

\l
Expiain the factors that might cause a fall in a country’s terms of trade. , \50 rbq’
(Nov 2011/P22/Q4/a) Q7O

Explain what might cause an improvement in a country’s terms of trade. .\,@
(Nov 2003/a)

~X\<\op‘
Exptain what may cause a country's terms of trade to change, &
(Nov 1995/a)

&
Explzin what is meant by the terms of trade and why it is an importaqp%?omic statistic. [12]
(Mov 1990/a)

%
How would you measure changes in your country’s terms of trag’.z,r"‘x (6]
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(Nov 1990/b)
What may CaUse changes in your country’s terms of trade?

Topic: Effects of Changes in Terms of Trade

(June 2016/P21/Q4/b)

DIsCUSS whether overall a favourable movement in ' < of t A b o
Pos(tfve or negative effects on the economy. an economy’s (ems @ trade woukd B2 TEES 2"?
(June 2015/P22/Q4/b) ‘
uss the advantages and disadvantages to an economy of a f2ll in that economy's BT

e
+

DisC

consider whether the overall effects are likely to be beneficial

(June 2015/P21/Q4/b) :

Explain hovt = significant rise in the general price level will affect the current account of the oalarcE O
payments of an economy and discuss whether this is likely to tum 2 deficit into 2 SUrpius (14
(Nov 2014/P23/Q4/b) _

Discuss whether an economy would benefit more from an unfavorable rather than 3 favoratie mOVETETT
in its terms of trade.

Explain the significance of a rise in the terms of trade for a country.
(Nov 2011/P22/Q4/a)

Discuss whether a country should be more concerned by a fall in its terms of trade or 3 fail In s SomestC
price level. 112
(Nov 2009/22/Q4/b)

Discuss whether an improvement in a country’s terms of trade always works to its Densit 1

(Nov 2003/b)

Describe whether a w
(Nov 1995/b)
ration in the terms of trace of 2 cevscars

What are the possible causes and consequences of a deterio
country producing primary products? 13

(Nov 1990/c)
How may changes in the terms of trade affect living standards in your country? 8t

orsening in a country’s terms of trade will cause 2 worsening of its talanc= of Tece

Topic: Methods of Protectionism

(Specimen Paper 2016/P2/Q4/a)

Explain the meaning of the term ‘protection’ in the context of intemnational trade and cescrbe e

methods of protection used by governments. Bl

(Nov 201 4/P21/Q4/a)

Explain how tariffs and an undervalued exchange rate can operate to protect a domestic markat fom

foreign competition. <\b .
O

(June 2013/P22/Q4/a) N

Explain the meaning of the term ‘protection’ in the context of intemational trade and e}‘g& o

methods of protection used by governments. \\(/ N S
N )

(June 2002/a) \
E:plainmthe method that a government might use to protect its domestic t@ﬁn@? from foraign
mpetition. & N
Q &l
(June 2000/a) N @\
How can a domestic market be protected from international competition? &(\09 it
(June 1992/a) © &
How can a domestic market be protected? b S 0
(HNov 1991/a) o
ow may a country try to restrict imports? Q.:$$ N




ver be justified, given the benesy ‘
(4] S
(12

t consumers and producers i, o

(June 2016/P23 on of domestic industries can €

et de.
pecialisation and tra
¥ 2016/P2104%) al trade protection may affec

Paper , ,
(s"'dmgn how internation de |
v ::2 ;x\?/raptlzitent protection can be justified. 0
(Nov 2015@21/?);/;)reasons that the less efficient economy might offer to justify protection of
Evaluate the econ &
industries. 1/a4ib) .
2 .
{)'i‘sz:stvh:’t:er protectionism disadvantages most people in the protected country. [12
2/Q4/b) ' |
(e B i i de protection may affect consumers and producers in ay
Discuss, with examples, how international trade p 3

economy and whether on balance protection can be justified.

2012/P23/Q3/b) |
O that unrestricted free trade has as many disadvantages as advantages. [12

Discuss the view

Nov 2012/P21/4/b) .

I(Discuss the possible economic effects of a global ban on all forms of trade protection. [12]
(June 201 2/P21/Q4/b) o

Discuss whether restrictions on international trade can ever be justified. [12]
(June 2011/P23/Q4/b) . o :

Discuss whether the introduction of trade barriers against imports can always be justified. [12]
(Nov 2005/Q3/b)

Discuss whether free international trade in goods should be encouraged. [12]
(June 2002/b)

Discuss whether trade protection can ever be justified. [12]
(June 2001/b)

Discuss whether such protection may be justified. [13]
(June 2000/b) _

Do you think that domestic market protection which benefits only a few makes most people in the country
worse off? [15]
(Nov 1999)

The government 'of Namibia has made its policy one of economic diversification, moving away from
traditional specialization. It is now encouraging manufacturing, tourism, shipping and energy.
(a)Explain the terms specialization and diversification. 7{10]
gﬂfguss whether you consider the policy of the Namibian government to be the best interes&sﬂéf\‘t e
. W0

(June 1999) 0\?\00 b
May countries have both unemployment and a defici i NEoth

| r eficit on their balance of pa N f these
problems can be cured if the countries produce goods at home whenever thgyycr:ge ‘ %oQ trat(t:er than

purchase them from abroad. Explain this vi e i R,
(June 1997) plain this view and examine its economic Justlﬂcatioﬁ? ©0 [25]
g‘i;g?; t&‘-‘é %:E:I\ybi?nn;aec(: Q;T::Cr?n companies from trading with Iran. 3\%‘@ ’
(Nov 1994) ch economy when a country bans anotheggbﬁ%&@' [25]

Barriers to trade between

! Co 2 . . '] .
Explain this statement o untries result in inefficiency just as do b g‘}g entry in an industry.

d : o C
comment upon the likely benefits if bot &€of barrier were removed.  [25]
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June 1993)f "
ne benefits © tariffs are all short-term, the drawb '
™ e ertion. acks of tariffs are all long-term.’ Elaborate and discuss
June 1992) (25]
p)lfa country haa a protected domestic market what wi i
; : ! will be th [
(c) Doyou think that domestic market protection is to the disad\?alr':t(: lyeeof;ect O e county o
o 1991/b) ge of most people in the country? [1 0]
Explain and evaluate the economic reasons for trying to import
: (17]

Topic: International Economic Integration

(Nov 2012/P21/4/a)
Explain the different types of international economic int i
(June 2010/P23/Q4/a) egraior. (8]
Explain
i) the difference between trade creation and trade diversion
(Nov 2009/22/Q4/a) [4]
Compare the aims and features of a free trade area with t
h . .
(Nov 2008/Q4/b) ose of an economic union. (8]
formation of regional trading groups, such as ASEAN and NAFTA, is desirable. [12]

Discuss whether the

.
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Unit 4

Unit4 Exchange Rate

Definitions and measurement of exchange rates

Nominal exchange rate:

- The nominal foreign exchange rate is the price of one currency in terms of ang

- Itis the rate at which domestic currency is exchanged with other currencies in
market.

- ltis the amount of foreign currency which can be purchased by one unit of dom
foreign exchange market

- ltis sometimes referred as a bilateral exchange rate.

- Currencies are bought and sold on the foreign exchange market. This market doeg

a single location but is made up of financial institutions that buy and sell foreign ¢
behalf of private and business customers

foreign exchange

estic currep, i

NOt exist

Example . _
USA $1 = Pak Rs. 105, i.e., the exchange of USA $ in terms of Pakistani Rs.
Pak Rs. 1=USA $ 1/105, i.e., the exchange rate of Pakistani rupees in terms of US dollars,

Trade-weighted exchange rate:

A trade weighted exchange rate is a measure, in index form, of the value of a currency against a bagket
of currencies. These are weighted according to the relative importance of the countries in the countrys
trade. A trade weighted exchange rate is also known as a multinational exchange rate. '

Real effective exchange rate:

Real effective exchange rate is a currency’s value in terms of its real purchasing power.

A real effective exchange rate takes price changes as well as exchange rate changes into account to
assess changes in the competitiveness of a country’s products in global markets. A real exchange rate
shows the price of domestic products in terms of foreign products:

nominal exchange rate x domestic price index

The real exchange rate = -
foreign exchange rate

The real exchange rate may rise as a result of an appreciation or an increase in the country's relative
inflation rate, -

. /7
Exchange rate systems 0{‘/\0
QR
External value of currency = exchange rate 0\' ,\00
Internal value of currency = price level \\0 N
N

nal value of domestic currency (exchange rate) is dé@'ﬁ%ﬁq’is known a5

®©

External value of a domestic currency can be determined by: \‘\f:\\'o‘9

A system by which exter
exchange rate system.

- Market forces of demand and supply only, i.e., Free Float Exchd
- Th'e centra.l bank keeps it fixed using foreign reserves, i.e., Ei
= Joint working of market forces and central bank's inte

K . i ‘
Floati rvepidn.at different time periods, ie., DIl
oating or Mana ed Floatin Exchange Rate S stem.@' .
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Free Floating Exchange Rate System

The exchange rate (the price of one currency),

like the price of all other commodities, is determined by
the forces of demand and supply.

pemand for Domestic Currency in Foreign Exchange Market

Like other goqu_and 'serv.ices, demand for domestic currency in foreign exchange market has a negative
relationship with its price (i.e., exchange rate here). If we assume:

Domestic Currency = Pak Rs.
Foreign Currency = US $
Demand curve for Pak Rs. In foreign exchange market in terms of US $ is as follows:
Price of Pak Rs
In tl?rms of US $

P A Extensi
0 xtension
N\
P, w/ B
Coritraction D
0 Q Q, Quantityrof Rs. In
Foreign exchange
Market

Foreigners demand for domestic currency (i.e., Pak Rs. here)

1. They want to buy our exports
When
- Our exports are price competitive
- Our exports are of better quality
- Our exports are popular in fashion/ trends
- Foreign income grows etc.
2. They want to invest in our country
- Domestic investment prospects are greater than foreign investment prospects.

- Lower taxes specially corporation tax. @Q
- Greater subsidies a('\o(:-;\
= Better infrastructure o \00
~ Easy and cheaper availability of raw material and labor. \\0 N
- Political stability. R4 ,,;1,'\
= Friendly relations with other countries. Q O

3. They want to save in our country ©

<
. This would happen if domestic interest rate is higher than rest of th.egé 0‘9
- They speculate: ¥

» . ‘\
about rise in value of our currency in future ‘o<§
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Changes in demand for domestic cumency
in foreign exchange markel
— | '
Change in Demand
Change in quantity demanded foé i
l Shift of the demand curve
Movement along the same
demand curve l
l Because of exogenous facto
due to endogenousfactor .i.e. exchange rate .e.g.
ie. exchange rate Interest rates
Speculations
r l Relative economic growth
depreciation appreciation
Price of PakRs
rm I;abgss IntemsofUS $
e A Ar
P, 2 Extension
°
\Y
“— \—>
P, ‘/ B Fall \\Rise
Contraction D1
° 02 ®
0 Q. Q Quantly’ of Rs. In 0 Quantity of Pak Rs. in
Foreign exchange foreign exchange marke
Market

Supply of Domestic Currency in Foreign Exchange Market

Domestic people supply more of their currency in foreign exchange market when its price (exchange ratg
or external value) is high and low when its price is down. Thus supply of currency has a positiv

relationship with its external value or price.

Exchange
Rate 1
S
Extension / YU
B
iy S0
/ xS 0‘9
A O
PO j '\o N
,\I
_ 9
o 0P
[ontractibn Q @0
0 — (’\\,@,\g
Q, Q' Quantity of $.\'efo
Supfly curve for domestic currency will shift when: SRS © 4‘0 |
: gomest{c people demand more or less for imported goggf? @60
iii. v\%f::b;l'i :)zzzl:niwutct:th their savings from domest% 0 %n or vice versa.
a . . i
Ny pattern of domestic residents ch rom domestic to foreign and vice
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| Exchange Rate
v When speculators think about fall in the val
value of ¢
Exctorge Oomestic currency in near future
Rate
A
S
2 So
S,
Fall / Rise
— f—
)

Quantity of currencT;
» the governm ift i i
buys foreign exchange from the forei \ h e et i e L the S cumancy o the marke.

' r H t t .

Equilibrium Exchange Rate

In free floating exchange rate system, sole forces

Y 0 dem ' ilibri
Exchange rate equilibrium is established where ond and supply determines the equilibrium.

‘Demand = Supply”.
If the exchange rate is above the equilibrium rate

_ , it will create excess suppl i i
exchange market, putting downwards pressure PP oot o

on the val inqQing i
equilibrium. value of currency and bringing it back to
Exchange
Rate 4
Sumlus of
cumrency S
[SX] — X ""““\b
v./
Po \ Eo §
N
P2 d 74\ C
ShoFage{
of currengy D o
L e Q
— 4'—.' ? . v\o%\
0 Q1 Qp Q3 Quantity of &\'00
Currency \\0 N

Similarly, if the exchange rate is below 'Pd’, i.e., ‘P2, Qu for currency exceeds Qs of &m{\'}: creating a
shortage in the foreign exchange market; shortage of currency will push the val&Q il and unless
equilibrium is restored. o X

o& ‘g

‘(?w%ncy may “Appreciate”
ges. A fall in the value of a
of the currency, caused by
ation.

the currency falls in the foreign

Af‘y shift of demand or supply of currency will shift the equilibrium point
fISe in value) or “Depreciate” (fall in value) according to the respectiv
currency caused by market forces is known as depreciation. A rise in t
g" InCrease in demand and/ or a decrease in supply is known as an
omestic currency will appreciate when either demand rises oré. ﬁfo

exchange market.

"‘."’*\ ;
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Exchange

€«—  Cumency

Quantity of

N
Quantity of
Cumency

- - T—

On the other hand, domestic currency Will depreciate when either demand for currency faljs o, Supply
(

currency rises in foreign exchange market.

Exchange
Rate A

Quantity of
Currency

Fixed Exchange Rate System

Exchange
Rate 4

Sumlus of
currency

D
0 5 Quantity of
Cumency

Fixed exchange rate is a system in which exchange rate is kept fixed by the constant intervention of
central bank in the foreign exchange market. The rate which central bank keeps fixed is called an “Official
Rate”. It can be shown by the initial position of demand and supply of currency in the following diagram.

Exchange
Rate 4
S
2
o\
O
& N
P, » Official rate Oo'\’\
' : 2
D ¢.©
5 R i’\"ols@
0 ' Q, Quantity of \é,.@'
\
Cumency (o &
o N
L’;‘eef f l/in P}qg;:lilf)tﬂg;ndglmtgﬁdmamet as; at official rate, demand and su qgf?:urrency are intersecting e?ﬁz
T or supply or i
foreign exchange market but cent;r)apl Lank promy con creats "or surplus of the currenC)t'OOIS 0

bank prevents the changesSn

reserves or changing the rate of interest. lue of currency by using e
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. in demand of fall in supply of currency will cre ,
f‘:ssz in its value. y ate a shortage at the official rate and currency tends
0
Egd'la‘ge Exch
rate 1 S Rate 4 .
s
P Official rate N,
t E.
Commctsone o[ —cree
" - Gowt. buys reserves and ) w"e:ge N
D sh‘ mfgd;m"c wsrrency / D - Gow buysreserves and
L,,-——- i —> 03, injects domestic currency
° Q—>Q Quantty of o o) Q 5 shifting supply backto S,
Currency | . Quantity of
Currency

rket and sells domestic currency to buy foreign
Hot money flows means flows of

terest rates and exchange rates.
equilibrium will be restored at the

rvenes in the foreign exchange ma
nterest rate to encourage net hot money outflows.
und the world to take advantage of changes in in
ly of currency to the right and

Central bank inte
reserves or lower i
money moved aro
Central banks action will shift the supp

official exchange rate.

Similarly, fall in deman
the official rate, and cu

d or rise in supply of domestic currency will create surplus of domestic currency at

rrency will tend to fall in its value.

Exchange Exchange
Rate 4 s Rate 4 s
- Surplus of domestic
- omest currency when demand falls taD.
Surplus of d SHC . —_ . . Gowt sells reserves and
;i cumency when supply shiftsto § P Offcial rchases domestic curren
=3 Oficial - Gowt sells reserves and rate gﬁiﬂin Semand bad bD= Y
rate purchases domestic currency <
shifing demandto
: D, \ D.
j H
Surplus: D. / D,
o Q, — Q,Quantty of ) Q, Q, Quantity of
Currency Currency

s of domestic currency in the

buying surpluse
to attract hot money flows.

Central bank will prevent any fall in value of currency by
ing interest rate

foreign exchange market and selling the reserves or increas
ient

the central bank has to maintain foreign reserves stock to su
e

may mean that the rate at which the currency is fixed may hao
O
OO
a lower level is known as devaluati ,\,revaluation
te to a new, higher fixed rate. N,
A

Q0

o ®
&6
X

<
%{ﬁ\omesﬁc currency |
domestic currency?t

To keep the exchange rates fixed,
level. Over time, market pressures
changed.

ﬁ\c;eduction in the value of a fixed exchange rate to
urs when the government raises the exchange ra

Causes of Exchange Rate Depreciation

1. :}elative interest rates (ir):
domestic interest rate < interest rate abroad
_ Eorelgn?fs will be reluctant to save in our country — dem
- omestic residents will be attracted to save abroad — Sip
exchange rate depreciation as shown in the figure wﬁs
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0 Quantity of
Cumency

2. Relative inflation rate:
If domestic inflation rate > in
- Exports — loose pric
- Imports are more price ¢

domestic currencyt . .
_  exchange rate depreciation as shown in the figure above

flation rate abroad
e competitiveness — demand for exports and domestic Currenc

ompetitive— demand and expenditure on importst—, SUpply o
0

3. Relative Investment Prospects:
investment prospects

If domestic investment prospects < Foreign \ ,
—  Foreigners will be reluctant to invest in our country — demand for domestic Currency |
—  Domestic residents will be attracted to invest abroad — supply of domestic currencyt

—  exchange rate depreciation as shown in the figure above

4. Speculation of fall in value of domestic currency:

If Domestic currency is expected to depreciate
- People will be reluctant to buy domestic currency — demand for domestic currency |

—  Those who posses already will be willing to sell domestic currency — supply for domestic

currency 1
— exchange rate depreciation as shown in the figure above

5. Domestic Economic Growth
national income 1 — demand and expenditure on imports1— supply of domestic currency?

with higher national income, the country will move up in terms of world ranking. This wil
mean that the syb§cription rates to world organizations like World Trade Organization, United
Nations, etc. will increase. The countries must convert their local currency to US dollars

which is the universal dollar used now.
the country concerned is obliged to give financial assistance to the poorer countries and this

will also mean that the supply of the local currency will increase. &
— exchange rate depreciation as shown in the figure below: *‘\A‘ /\0
Exchange *‘;}00@
Ratef OO

————

I
P,

%@ &
° .

ntity of
Cumrency ‘



7. Political Instability:

89
Exchange Rate

yait 4

exchange rate depreciation as shown in the figure below:

Exchange
Rate 4

6. Reces

9 Quantity of
Currency

at must be taken with every investor and speculator. A change

" political uncertainty is always a risk th
y not favor the investors and speculators.

in government will also mean a change in policies that ma

g. War or terrorist activities:
y in a country where the central bank can be bombed, e.g.,

Nobody will feel safe to keep mone
Afghanistan. There will be outflow of currencies an
rupees. This will definitely lead to the depreciation of the currenc

value of US $ after the event of Nine-Eleven.

hange Rate Appreciation

d nobody is interested in buying the Afghani
y. Another example is sudden fall in

causes of Exc

1. Relative interest rates (ir):
If domestic interest rate > interest rate abroad

—  Foreigners will be attracted to save in our coun

_  Domestic residents will be reluctant to save abroa

- exchange rate appreciation as shown in the figure below.

try — demand for domestic currency T
d — supply of domestic currencyl

Exchange
Rate F s,
> &
Q)

P‘ ............................. \.’\oi%\

! NS

L \\o ',\

D, \0 Q/’\
Q\) 0".)
° XS

2. Rolative inflation rate: ‘0 “A‘\
If domestic inflation rate < Inflation rate abroad Q ;1%0
- Exports — more price competitive — demand for expo omestic cumencyt
- Imports loose price competitiveness— demand an Qd?ture on imports{— supply of
domestic currency|

-~ exchange rate appreciation as shown in the figure above
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nt Prospects:

nt prospects > Foreign in
] %e attracted to invest in our country — demand for domestic ¢,

s will be reluctant to invest abroad — supply of domestic cyry
s shown in the figure above

3. Relative Investme vestment prospects

If domestic investme
_  Foreigners wi
_  Domestic resident
- exchange rate appreciation a

4. Speculation of rise in value of domestic currency:

If domestic currency is expected to appreciate '
demand for domestic currency 1

- People will be to buy domestic currency — ‘
_  Those who posses already will not be willing to sell domestic currency — supply for dom
estjc

currency| .
— exchange rate appreciation as shown in the figure above

rency
ency|

5. Domestic economic recession :
national income | — demand and expenditure on imports|— supply of domestic curren
with lower national income, the country will move down in terms of world ranking T;.yi ,
mean that the subscription rates to world organizations like World Trade Organizatidn UIS-W'"
Nations, etc. will decrease.  United
— exchange rate appreciation as shown in the figure below:
Exchange
Rate

y

o Quantity of
Currency

6. Boom in trading partners:
— Boom in trading partner countries — Demand for our

exports and domestic currency 1
- exchange rate appreciation as shown in the figure below:

goods in these countriest— demand for

Exchange
Rate ‘r
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gitects of DeprocIutlon/Dovuluatlon

\When exchange rate depreclates, assuming s, 1.

\ i Price of Pais 4

G nanged, § price of exports falls (cheaper) and fs ”’; 32:1":’,‘1 G150V BV Y (v of farmtn e s
a\i‘*‘""“"")' / 1 Ingrnts St Yok o vacatan ress

With exchange rate depraclation;

External Price of exports (Px) |- Qx
exports %1

Domestic Price of imports (P - ,
imports (Pm) 1 = Qu |+ effect on imports expendture depends upon PED o

- 6ffect on Ipots revene degpds upn VED of

Effects of exchange rate depreciation would be different for short-run and long-run

Inelastic demand because it .

1. Elasticity would not be easy to cancel | D250 demand because 0oL
present orders and  find | [OEKNers and imporiers n2ve
alternative  immediately  for enough time 10 find substases.

| importers and foreigners.
— Large % | in Px— small - Smeall% | inPx— =g
% 1inQx— X | %tinQx— X1
2. Balance of current account - large % 1 in Pu— small - Small % 1in Pu— 238 |
% |linQm—->M1 % | inQu—M_
- X-M] - X-M1
3. Effect on Aggregate Demand (X—M) |} — AD] (X—M) t— AD?
(AD) (shown in figure below) (shown in figurs beliow)
4. Effect on demand-pull inflation | (shown in figure below) 1 (shown in figure below) ‘
5. Effect on national income | (shown in figure below) 1 (shown in figure below)
Price level ;
A AS i
P2 N \ "
P, \ ,
) IN——— 2. |
ADgargan _ KA
.\o %)
* A S
i N
i AD(shon \\o\:\
* Vv
0 Y, Yo Y, Q

| 6. Effect on employment _L

if a country is importing major m g ‘

raw-materials ~ and enertg;y % u&o‘solt::;cs em lon':
. she have to pay grea r ually ine

S ount Q%B(\ and therefore cost-push

7. Effect on Coet-push Inflation amounts now and cost O _
imported raw-materials will riglatation is likely to increase in
Ieadiﬂg_tgcost-push inﬂati@ 9‘\6 both short run and long run

X\

B e L . ‘—_
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S Y —
‘ A
P| .........................
Py
AD,
0 Y, Yo GDP_ " -
In long-run, when PED of
exports and imports is elastic,
In short run, exchange rate | exchange rate depreciation
depreciation ends into fall in | results in rise in exports
exports earnings, rise in imports | earnings, AD, national income
and employment and therefore

8. Effect on Standard of Living

payments fall in AD, National
Income, employment elc.
Therefore  depreciation  of
exchange rate would reduce the
standard of living in short-run
where demand for exports and
imports is assumed inelastic.

improves the standard of living.
However, standard of living is
not only dependent on above
mentioned factor and therefore
we cannot be sure unless we
take ceteris paribus

assumption.

9. Effect on terms of Trade

! !

10. Effect on Investment

Like TOT, effect on investment of exchange rate depreciation is
independent of time period concerned.

less overseas investment because it would be expensive to buy
foreign currencies and therefore expensive to invest overseas.
more foreign investment in the country because foreign
investors now feel that they need less of their currency to buy
the same resources as before in the said country.

11. J-Curve Effect

If we plot time on x-axis and balance of trade on y-axis, initially in
short-run, when Dx or Dm is inelastic, exchange rate depreciation
worsens the current account balance of a country but later op, in
long-run, when Dx and Dm becomes elastic, it causgsap
improvement in balance of current account and move intg& k_ofé

Balance of curent account 00\,\0
J-curve A\ N’
+ve o
QO
e. O
©
Short un  Long run
< > XA
’ ky ) ‘éb(\&\ e
- Ve an Sdb
) &
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heoordng Yo Marshal Lermes crdter Yo Seyreasstor f « iy
pokcy 1o be eflective (1e  to genersfie g rx '/,:’;'/'m /; . 'r:)}:
necessary for erxponts demard a0 r'://‘l.z %—'244 ‘;';;" ;;,4,
ndrrdually. It is the combned price diastnty of cerrar /a;}}
and imports that will play 3 decsire e 0 fectvely e/';"zrg:
rate depreciation pokcy. Aordig o Marsra-lemes '//rsz/,

. ”a,.)v’a ‘_(:"l‘;' C‘T/'r:“’;'-n
; Was eyc v 14
exchange rate depreciation wil roduce Cesrziie JATITE. |2
- long-run effects
‘ PED of exports + PED of mprts) > *
H»gher the combined price elzsticty of dermarc S e IO
imports, more effective the deprecizton o 0222000 iy WO
be. |
e P R Tial e | o P
= Tne exent 10 wnich an | More open— strong effects of revaluzton
ey 15 OPEn Less open— wezk effects of revzluzlion

gHects of appreciation/revaluation

(e exhaEnge raie appreciates, assuming Rs. Price of Pakistani exporis ard § price of Amenczn Jouss
el § price of exports rises (expensive) and Rs. Price of imports n :

Z’W/
Jen exchange rate appreciation;

- -
frree IS =t mdm Elis
Tom UoHs Ei oSzl gis

_ Esemal Price of exports (Px) t+ — Qx 1 — effect on exports revenue depends Loon Fo &

erports
_ Domestic Price of imports (Pu)] — Qu 1— effect on imports expenditure depencs upcn PED of
imports

FHects of exchange rate appreciation would be different for short-run and long-fun.

Inelastic demand because it

would not be easy to cancel | Elastic demand because both |
1. Elasticity present  orders and find | foreigners and imporers have
‘, alternative immediately ~ for | enough time to find substutes. |
I importers and foreigners. ,‘
} _ Llarge% 1 inPx—small% | | - Small % 1in Px— large % | |
inQx— X1 inQx— X}
7. Balance of current account —  Large % | in Pu— small% 1 | - Small% |in Pu— large % T
inQm—> M| iNnQu—M1
T - X-M1 - X=-M| 4
% Fffect on Aggregate Demand | (X-M) 1~ AD?t (X—M) | — AD} (shqua%e
(AD) (shown in figure below) fiqure below) X ¢
4. Effect on demand-pull inflation + (shown in figure below) | (shown in owW)
b, Effect on national income 1 (shown in figure below) | (shown i )
QTS
o ®
&
N
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6. Effecton employment |

7. Effect on Cost-push Inflation

SRS )

R

AN

Y, Yo Yy

\

AD,

ADjong )

sse0ssoncsssassasens.

GDP

I—
Imported  raw-materials

energy sources demand
usually inelastic even in lo
run and therefore cost-
inflation is likely to decrease j
both short run and long run

\\

mporting major a

and energy
have to pay lesser

cost of
Is will fall
cost-

if a country is |
raw-materials
sources, she
amounts NOW anq
imported raw-matenals
leading to reduction In

pushinflaion

he

ice level
Pncﬁ AS, AS,

AD,

—

GDP

o Y, Y,

I—

8. Effect on Standard of Living

In the long run, when PED of
exports and imports is elastic,
exchange rate appreciation
results in fall in export eamings,
AD, national income and
employment  and therefore
worsen the standard of g
However, standard of {iy! »\;s;

In short run, exchange rate
appreciation ends into rise in
exports eamings, fall in imports
payments rise in AD, National
Income, employment etc.
Therefore  appreciation  of
exchange rate would increase

the standard of living in short- N ABove-
run where demand for exports not only dependent ébo‘i;
and imports is assumed mentioned factor, gfdnherero®
inelastic. we cannot gnless </

9. Effect on terms of Trade

take ceteris, éu(lassum tion.
s |

10. Effect on Investment

1
Like TOT, effect on investment W
independent of time period concemeg_XCh( o(?te PP |

more overseas investment Qg’omd be cheaper to buy

- fésrzlgn currencies and there per to invest overseas:
: fomlgn investment j country because fore@n
nvestors now feel that more of their currency to DU

the same resources a

11. J-Curve Effect

If we plot time on x-axis and*bala

in the said OOUM
nce of trade on_Y;aW
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Exchange Pate

short-run, when Dy

improves the current account ba
!ong-run, when D, and Dm becomes €
in balance of current account and mov

of Dm is inelastic, exchange rate appreciation |
lance of a country but later on, in
Jastic, it causes an worsening
e into deficit.

Balance of
Trade %4
= /\
H
1 g
L .
‘o 1_2 4\ ~ Time
Shortrun Long v
-ve
J Jcurve
4

I
r appreciation of currency

individually. It is the
and imports that will
rate revaluation po

12. Marshal Lerner condition long-run effects if

Higher the co
imports, more €

According to Marshal
policy to be effective
necessary for export

exchange rate revaluation will pr

PED of exports + PED of imports

mbined price elasticity
ffective the appreciation or reva

Lerner condition, fo
(ie., to generate long-run outcomes) it is not

s demand and imports demand to be elastic
price elasticity of demand of exports

sive role in effectively of exchange
ing to Marshal-Lerner condition,
oduce desirable outcomes, ie.,

combined
play a deci
licy. Accord

)>1

of demand for exports and
luation policy would

be.

13. The extent to which an | More open— stro

ng effects of revaluation
k effects of revaluation

Less open— wead

economy is open

Advantages an

Floating exchange rate system

d disadvantages of exchan

ge rate systems:

Fixed exchange rate system -
Advantages

Advantages

1. Certainty

1. Automatic correction of BOP disequilibrium
The government simply lets the exchange rate move
freely to the equilibrium. In this way, balance of
payments disequilibria  are automatically and
instantaneously corrected without the need for specific
ggvernment policies. For instance, if a country has a
fa""ent:_ account deﬁcig, demand for the currency will
deprvev ile its supply increases. This will lead to a
e ciation, _maknn_g exports cheaper and imports
and imexpensnv‘e. Given elastic demand for exports
ad fpor_ts,' this will result in a rise in export revenué
2 all in import expenditure.

S.inceot:“d 'to keep too much foreign reserves
foreign e?(r:h ;‘1 20 central bank'intervention in the
reserves and ge market, there is no need to hold

and can be used for other purposes.

Wwith fixed exchange rates international tgpde

and investment become much les S,
€ in
°o’€§o;?§“

since profits are not affected by m
the exchange rate. N
2. Little or no speculation g\(/\,'\

Provided that the rate. is ab fixed, and
people believe that it wi so, there is

no point in speculati
3. Prevents t ég'@ vernment  from
pursuing ir gpsmle policies

If a governmég) dgliberately and excessively
expand aggheds demand- perhaps in an
attempt gin” short term popularity with the
elect © resulting balance of payments
deficit 'orce it to constraint demands again

(unless it resorts the import controls).

—
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3. Government |8 froe to chooso tholr domostic

policy
Unaer & floating rate the unvmmmml can chooso
whatever level of domestic doemand it consldors
approptiate,  and simply  leave oxchange rato
movements 10 lake care of any balance of paymonts
sffect The exchange rate s not i government targot
and &0 the government can concentrate on othor
pime
Disadvantages

1. Unstable Exchange Rate

In free floating exchange rale systom, it is morely
determined by the forces of demand and supply ol
curtency  and therefore  exhibit ropld  fluctuations
resulting into unstable exchange rates.

2. Uncertainty for Business and Investment

With currency fluctuations, exporters and importers
will be uncertain about their prices of goods in other
currencies and prices of raw-materials they have to
import. This uncertainty may discourage trade and
investment, although forward markets provide the
opportunity to agree on a price now at which to sell or
buy a currency in the future.

3. Speculation
Speculationary movement of funds between the
countries (i.e., Hot money flows) are major cause
and consequences of floating exchange rate system.
4. No guarantee of correction of BOP
disequilibrium
There is also no guarantee that a floating exchange
rate will eliminale a current account surplus or deficit.
For inslance, the value of an exchange rate may be
pushed up despite the country having a current
account deficit if speculators are buying the currency
expecling it to rise in value.

6. Remove pressure on the government to
malntain price stability
A floaling exchange rate system may remove
pressure on the government to maintain price stability.
A government may rely on a fall in a floating exchange
rate to restore any loss in international
competitiveness arising from inflation. There is a risk
however, that a fall in the exchange rate will increasé
Inflationary pressure. This is because the price of
imported products will increase. As a result, the cost
of imported raw materials will rise, the' price of
imported finished products will increase and the

pressure on domestic firms to i i
will be reduced. restrict their price rises

Governments cannot allow their econom
have a porsistontly higher inflation rate
compolitor - countries  without  running jfe
balance of payments crises, and hence
doplotion of reserves. Fixed ratos thus fog
governments (in tho absence of tra
(ostrictions) to keep the rate of inflafe
roughly to the world lovels. 1

Dlsndvnnthgoé

1. Contral banks have to keep too man
resorves. This involves an opportunity cost g
the foreign exchange or gold, for instance
could be used for other purposes.

2. If, the exchange rate is overvalued
the central bank may be in danger of running

out of reserves trying to keep the exchange
rate at a level that does not reflect its market

value.

3. Government is not free to choose |
domestic macroeconomic policies
independently. There is also the risk that a
government may sacrifice  other policy |
objectives in order to maintain the. fixed |
exchange rate. For instance, a central bank
may raise the interest rate in a bid to keep the |
exchange rate at the price the government
wants maintained. A higher interest rate may,
however, reduce aggregate demand and
increase unemployment.

4. Deliberate efforts are required to
establish BOP equilibrium
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If the sxchange rate is within the limits, for ezampie at Pu, 1o action Wil be taven,
Excharye
Rate 4

P us Max. Rate
(ceiling)

Min. Rate
(floorn)

If the exchange rate crosses the maximum limit (when supply of the currency were to
bank will buy foreign reserves and inject domestic currency into the foreign :
supply to 82 or 8o, Congequently, exchange rate will be pulled back into the ano"v':'g ating band,

Eimilarty, f the exchange rate fiuctuates between the two limits, for exam
Intervene. However, if the exchange rate falis below the minimum limit,

fises 10 85 , central bank will sell the foreign reserves and buy dov?

, central bank does not
ply of domestic currency
(shifting demand curve
1o Di)to bring it back within the band,

Dirty floating enjoys the benefits of both fixed and free floating Mo rate.
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The terms of trade

Terms of trade can be defined as the ratio of export prices to import prices.

Exports price index
P P 100

Terms of trade (TOT) =
Imports price index

The ratio is calculated from the avera i ' '
ge prices of many goods and services that are traded intarn s
There are three types of terms of trade: favorable, unfavorable and balanced terms of trade. fnau,,pa,:/

Favorable TOT Unfavorable TOT Balanced TOT
Favorable terms of trade are those in Import prices are relatively | Balanced terms of traq,

which export prices are relatively more | hi i are
’ _ . gher than the export | achieved when both the prices .
expensive than the import prices. prices. exports and imports are pnﬁif'

It means that fewer exports have to be | Same exports will have to | Now more exports will have tg 12

{

_sold to buy any given quantity of | be exchanged to gain the | exchanged to gain the Same
imports. same quantity of imports. | quantity of imports. -

For example, price index of exports is given as 110 and that of imports as 105, then

110
Terms of trade (TOT) = 105 x 100

=104
This shows favorable terms of trade. In fact wherever the figure exceeds 100, it is indicator of favorable
terms of trade but should it be less than 100, the opposite holds; there are unfavorable terms of trade
100 would mean balanced terms of trade. However if the figure has changed, say from 110 to 109, and
then 104, we would say that terms of trade have deteriorated or become less favorable even though
export prices are relatively still higher than import prices. '

The Prebisch-Singer hypothesis suggests that the terms of trade tend to move against primary
producing countries. This is based on the view that demand for manufactured goods and for services
rises by more than the demand for primary products when income increases. In recent years, the relative
prices of some agricultural products have fallen but there has been more volatility in commodity prices,
with some years witnessing significant rises in the price of, for instance, oil and copper.

The whole idea is that terms of trade is a comparative measure. By itself, it offers no valuable information;
it is only by comparing terms of trade of the base year with the current year would terms of trade be

useful.

Movements in Terms of Trade &
o
Favorable movement or improvement or increase in TOT \'\ 0@

A rise in the terms of trade is described as a favorable movement or an improvemen&@%é‘%rms of
trade. This is because it indicates that any given volume of exports will exchange for e':i,ter volume of
imports. There will be a favorable movement in TOT when: QQ 0‘5

— Pxincrease given that Pm is the same ¢ ®

— Pm fall given that Pxis the same - ' _ !\\, O
- Pyincrease and P increase but increase in Px is greater than mcreaiéﬁr‘lé?}

—  Pxfall and Pm fall but fall in Px is greater than fall in Pm % \x‘g\

Unfavorable/deterioration/adverse movement in TOT b ,060

@ L :
Similarly a fall in the terms of trade is described as unfavprablgngav $e or a deterioration as any given
volume of exports will exchange from a smaller volume of imports.

- Pxfall given that Pm is the same
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P rises given that Pxis the same
p, increase and Pm increase but increase in Pm is greater than increase in Px

p, fall and Pm fall but fall in Px is greater than fall in Pn

Factors affecting Terms of Trade

There are two funtdlamdental forces thgt will cause the changes in the terms of trade; the prices of exports
and imports. What leads to changes in export and import prices and so to changes in the terms of trade is

“nanges in demand for and supply of exports and imports, the price level, domestic economic growth,
protectiomsm and the exchange rate.

4. Change in Demand

if the demand for exports increases, it will raise the prices of exports as against the prices of

imports. The TOT will be favorable. P P g P |
—  if the demand for imports increases, their prices will rise as against the prices of imports, thereby

worsening the TOT. ‘

2. Changes in Supply of Exports and Imports
- f th_e supply pf exports falls, it will push the prices of exports up and consequently raise the TOT.
_ an increase in supply of exports will bid the prices of exports down and will deteriorate TOT in

turn.
increased supply of imports will favor the domestic TOT and reduction in the supply of imports will

raise the imports price causing an unfavorable movement in country’s TOT.
Price olf\exports Price of imports
N

0 , Quantity of expoﬁs 0 Quantity of impor'ts
Fiqure 1:lmprovement in terms of trade

Price of exports Price of imports
4

!

0 Quantity. of exports
Figure 2: Worsening of terms of (\Q\
' o
3. Chagges in Exchange Rates &n@%\,@
=~ Devaluation makes imports costlier and exports chea eign markets, therefore, deteri
country's TOT. peRM oreig : , deteriorate
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5.

6.

nsive in internationg
and exports expe I mary
e shsston (Foorecation) makes imports cheape! et
“‘—‘:v‘::"fﬁ' rvcr;\ o5 TOT C( Lhe w"nw'

f j ﬂaﬁOﬂ . - H M m coun C . A
"‘ﬂ-’f‘”(‘;:g.?! ~faton rate is higher than the rate ::‘dmmﬂnﬁmve.ng tries, it wiy Make
evoorts exoerndive and IMOOMS cheaper relatively i : .
’_:;{m °;°Zr,,—f;fq?e ‘c:orm::s'ﬂpo s rate of infiation is less than inflation rate :)fl rt‘radmg Partners_
1L Wl 2SO worsen n . Chea fOI’E
sefiation (persstent fall in price level) makes domestic goods pe '8N Market ang

worsen #s TOT.

Economic Growth .
-conormic growth affects TOT in two ways. . . .

i :de:t;n% Oef;ect wh"rch increases the demand for imports as a result of increase in per capita
ncorme with economic growth. . .
the supply effect which increases the supply of gxports and import competllr;%h gogds. |
It is the net effect of these two ultimately determines the TOT of a country. € démand ?ffed is
more powerful than the supply effect and the volume of trade. increases throug';h imports, its TOT
will be unfavorable. On the other hand, if the supply effect is more powerful than the demang
effect, its TOT will improve.

Protectionism

imposition of tariff or quotas will raise the prices of imports in relation to exports prices and TOT
will be worsened and vice versa.,

The Impact of changes in the terms of trade

- effects of worsening of TOT
- effects of improvement in TOT

The effects of worsening of terms of trade

The effects of changes in the terms of trade are influenced by their cause, by the time period under
review, and extent of involvement of the economy in the world trade.

1.

Cause

Worsening of terms of trade will worsen current account
demand side reasons.

— If TOT worsen due to fall in demand for ex

~ It TOT worsen due to rise in demand for i
- current account (X—M) worsen

9
If TOT worsen due to either an increase in supply of exports or fall in supply of imports (in b®¢ S
supply side reason), effect on current accou

balance if deterioration in TOT is due to

ports — both price and quantity of exports |
mports — both price and quantity of imports 1

) . ' nt will depend upon the proportion with whi ities
of exports and imports will change with the changes in their respective prices, i.e., PEDe”\N
N 7

N
sy
In sh N Q 2 |
n short run demand for exports and imports is likely to be relatively inelagtig, h@ is because it wil
N export prices will | n:§ %\le suppliers. V\éhfeonr
Will result in a sm : plers. |
exports and so export revenue will fall. Whereas if i aller perc t&%% g:::raen%s:';g ?heeir o
IR import expenditure. The ﬂg:
'(G%Y'S current account position

Time Period and PED
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FO:;J;r,tci)ntLoengr:gg g'?::g;c; fclJfr de:r%c;rtz ?nd imports is likely to be more elastic as people have time
0 ad . It nd for exports is elastic, demand will rise by more than the fall
in price and export revenue will rise. And if demand for imports is elastic, a rise i ' [

i . ' , n their price will result
ina greatb?r ;;f:\:lee?‘gzgc‘a fall in demand and a fall in import expenditure. Therefore, in thg longer run an
unfavora e ntin terms of trade could lead to an improvement in the county's current account
position. This can be explained by J-curve as shown below:

Ba\lancew of current account
N

+ ve

J-curve

Short un  Long run
«—> <

1 y * Tim,e
- Ve \

4

o/\

According to MarshaI—Lerner condition (i.e., to generate long-run outcomes) it is not necessary for exports
demand and imports demand to be elastic individually. It is the combined price elasticity of demand of
exports and imports that will play a decisive role in effectively of TOT deterioration. According to Marshal-
Lerner condition, deterioration will produce long-run effects if

PED of exports + PED of imports) > 1

3. Extent of World Trade _
The extent to which an economy is open, i.e., proportion of current account to GDP will determine the

strength of effects of changes in TOT on the economy. For countries which engage in world trade on
a large scale as, e.g., the UK, movements on the terms of trade are important. When the volume of
exports and imports are very large, quite small changes in the terms of trade can make a large impact

on the balance of payments.

~+Effects of worsening of TOT can be extended to GDP, employment, inflation and standard of living etc
that will be similar to exchange rate devaluation.

The effects of an improvement in the terms of trade

Vice versa to worsening of TOT
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PAST PAPER QUESTIONS

Topic: Determination of Exchange Rate

Nov 2012/P22/Q3/a : :
éxptam what determmes, the demand for and supply of a currency in the foreign exchange Markes

June 2012/P22/Q4/a L . 9
gixplan with the help of a) diagram, how a govemment can maintain a stable foreign €xChange e
(Nov 2002/P2/Q3/a) L , g
Explain how the intemational value of a currency is determined in a floating exchange rate Systern, .
(June 1996/a) o 7]
Explain, with the aid of diagrams, how a goverment would maintain a fixed exchange rate .
(June 1994/a) , “
Explain how the determination of a floating exchange rate differs from that of a fixed exchange rate, 3
(June 1996/a) L
Explain how exchange rates are determined. [15]
(June 1991/a)

How do the monetary authorities in the UK intervene in the foregone exchange market?
(June 1990) )

Discuss the advantages and disadvantages of allowing the foreign exchange value of the pound sterling
to be determined solely by market forces. [12]

&

Causes of Exchange Rate Depreciation & Appreciation

(Nov 2014/P23/Q3/b)

Discuss whether a fioating exchange rate is consistent with the policy objective of a low and stable rate of
inflation, (12]

(November 2013/P21/Q4/a)

Use a diagram to explain how a fall in the rate of interest in a country can cause its foreign exchange rate
to change. 8]

(June 2011/P21/Q3)

(a) Explain how the effects of a devaluation on the level economic activity differ from those of a deflation. (8]
(b) Discuss whether inflation can be both the cause and the result of fluctuations in an economy’s exchange

rate. [12]
(June 2010/P21/Q4/a)
With the aid of a diagram, explain why an economy’s floating exchange rate may depreciate. 8]
(Nov 2009/P21/Q4/a) A0
Explain how a rapid rate of inflation in a country will affect its floating exchange rate. \0 b/\ g
(Nov 2001/a) RS
What might cause an appreciation of a floating exchange rate? -\0 N> (10
(Nov 1992/n) \0\@'\’
Describe what is meant by devaluation of a country's currency, Q\) O’b 8l

Topic:

(June 2017/P21/Q4/a)

Explain how a fall in an economy’ ‘OQ
inflation, omy's foreign exchange rate can ca&@t

e

pull
cost-push and demand p[B] |



."“ :.:
Evcranoe Rave
v 2013P21704D)
. e 2 TSE o
:’.::q . mes ﬁ‘«?‘-a‘ﬁge 2% or 3 i

: fS exchange rate s more benefical for an
seme 201372304 2) [12)

soiar oW 3 ChENQE N 2 COUNtY'S exthanpe rate migh

> t recy
= e of pEyments. { TéCuce a deficit on the current account of its

Nov 2012P22'Q31) (8]
DISCSS e ‘3-1"*3:t D whch 2 decime n e value of the national .
~orowe 2 county's baiance of trade. : | curency (depreciation or devaluabon) will

June 2012/P22/Q4b) (12

soss whether 2 govemment id
D gov Shouid be more concemed by an unstable foreign exchange rate of by an

_rs=hie domestic price level 2
(June 2010/P23/Q4/a) (12]
Ex:zar‘ e relevence of the Marshal-lemer condtion and the J-curve effect o the success of a cumency
o (8]

(June 2010/P23/Q4/b)
There are vanous influences on the intemational value of a currency in a floating exchange rate system. Discuss

teir relative importance in different economies. [12)
(June 2006/b)

Describe whether it is better for a country with a fioating exchange rate to face an application or a depreciation of
its currency. (12
(Nov 2002/b)

Discuss whether an appreciation in the exchange rate to the advantage of an economy. (12]
(Nov 2001/b)

Discuss whether an appreciation of a country’s exchange rate will always be beneficial to that country. [15]
(Nov 1999)

Explain why governments are sometimes concemed about the level of the exchange rate of their country's
currency and discuss what policies they might adopt to influence the exchange rate. [25]

(June 1998)
In 1996, it was anticipated that South African exports should receive a considerable boost from a weaker

exchange rate and the expected increase in world economic growth.
Explain the above statement. [10]

(Nov 1996/a)
Explain what is meant by free trade and analyze how exchange rate changes may affect a country's international

trade. (10]
(Nov 1996/b)
Discuss why variations in the exchange rate have an important effect upon an economy. (10]
(Nov 1992/b) - | <&
Explain the likely internal and external effects of a fall in the value of your country. . 6\87]
(June 1991/b) 00

NN (17)

Explain and comment on the reasons for such intervention.

Topic: Advantages & Disa

(Nov 2009/P21/Q4/b) ' o
Discuss whether a government should operate a fixed exchange rate sység ;r\i\\ [12]

O
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a. BOP accounts

the .components of the balance of
- payments
accounts (using the IMF/OECD
- definition)
- current’'account

capital account

-~ financial account
balancung item.

| b'./‘ BOP equnllbrlum and dlsequmbrlum :
“meaning of balance of payments -

equnllbnum and disequilibrium

" causes of balance of payments

- disequilibrium in each component of .
- the.accounts ;-

consequences of balance of payments :
- -.disequilibrium on domestlc and . ?
iR external economy
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107 Balance of Payrments

sipts Of money from abroad are regarded as credits and are entered in the account with a positive
R,gﬁ Outflows of money from the country are regarded as debits and are entered with a negative sign.
sig":

ore is @ standard presentation of the balance of payments account that is recommended by the
;emaﬁonal Monetary Fund (IMF). It consists of the current account, the capital account, the financial
anccount and net errors and omissions (also sometimes known as the balancing item).

T R

Visible balance (Balan i )
of trade) ( ce =Visible (goods) exports — visible (goods) imports

Balance of trade in . .
goods and services =Visible balance + services balance

=Invisible exports -Invisible imports
=Services balance + incomes balance +current
transfers balance

Invisible balance

Services balance =Services exports — services imports

Incomes balance =Incomes inflows — incomes outflows

Current transfers =Current transfers inflows — current transfers
balance outflows

= visible balance + invisibles balance
1. Current = Balance of trade in goods & services+ incomes balance +current transfers

balance
ance . s . . :
account bal = visible balance+ Services balance + incomes balance +current transfers
balance
2. Capital account s .
= - lows
balance Capital inflows — capital outf
3. Financial =Financial inflows — financial outflows
account balance =Net investment + net deposits + net loans +net reserves
4, Balance of = current account balance + capital account balance +financial account bal{h?@
payments without foreign reserves ,(}OQ@

' ) . . N
current account balance + capital account balance +financial account balance with forei serves +

@ng item =0

Pee) ,P.)(b
No>
Components of the balance of payments ,\,@g
Xe®
The current account @

©
gurr_ent account is part of balance of payments accounts and a re 69 the trade in goods, trade in
_ S&Mvices, investment income and current transfers. It is normally di&'digkih?o four sub divisions.

3. Trade in goods: This records exports and imports of physicat:ﬁ%ods (previously known as ‘visibles')
Such as cars, TV's, and clothing. Exports result in an inflow of money and are therefore a credit item.




Uit &

Ld

A current acoount defct means that the com
~eol tems on the four parts. A current accoun
cebas of above fout JIVISIONS.

Capital account
to the country (credits) and out of the country (debits),

The c.-x.\!za a@ount records the flows of funds in
associated with the goguisition ar disposal of non- produced, non-financial assets.

nngiudes

- govemment gebt forgiveness

—  money brought inta and teken aut of the country by migrants

_ e sales and purchases of copyrights, patents and trademarks. &
FCf » N . . o 0

most countries. the capital account is @ relatively small part of the balance of payments. \"\ogs\

Financial account
In contrast to the capital : ‘\oo}\\o
Tyments, which sspita Wt&:e ﬁnangalfacooung is a signfﬁcant part of many " patance of
iR records large movements o funds into (credits) and out of ( @ country. It

o ' <
a. Direct investment: i,\"o&

~X\.@'

Halance of i'lm
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debit item. The trade In goods bala

o on the imports of gooda The "u.

aible balance and the me
)f(;hanm

thereloro @
exponditur

trade, the Vi

oney and are
& minus the

balance of

an outflow of m
{ from exports of Qo
o be called the

Imporis pesull n
the revenie eame
i OIS balance ©
halance

{ imports of gorvices, which may be reforred

overs the trade N axports ant ‘
1, banking, and insurance. Thus, the purchase

nelude shipping, tourisn
be a debil, whereas the purcha

o the Pakistan's soIvices accoun

an als

Trade In sery jces This
as nvisl VoS@lvioes

forern hokday & Pakistani would
roepn resitent Woukd be a credit

the SEIVREN Dakanee.

se of holidays in Pakistan
t The balance of these is ¢a

W revenue from the export of services is less than the

deticit Ooeus whe
08,

A hade I SeIVRER
% bought from other counttt

apenaitune O SNV
and dividends earned on direct

For example, dividends paid on
le interest paid to foreigners on

ofits, interest
ntin the country.

moome: This ncludes neome i the form of pi
edit items, whi

ieatmant abooad and foreign eainings on investme
v share by resrdents in the country appear as ¢
Dank accounts they hold i the country are debit items.

<e cover payments made and receipts received for which there is no

actual good or service. They include:
h as payments to and receipts from int

Current transfers: 1he

SorTRsRONIng exchange ot an
Qovernment transters SUd
forergh aud.
Transfers by prvate individuals, €., workers' remittances.
Transhers out of the country are debits.
Transters into the country (.8, people working in a foreign
home forms a large credit item in the case of some countries,

bined debit items on the four parts exceed the combined
t surplus is where combined credits exceed combined

ernational organizations and

country back to their relatives at
for instance the Pakistan).

This covesrs
- the building of a factory in ancther 3 existing anothe
cnunu'y.gdemntems) country 2nd the > an existing fim 7
- mesemngupofarewplamQrmetakeoverofagggfmmby Wﬁm(m‘ﬁ
a

items).



5

Ut 2 109
Balance of Payments

portfolio investment:
This includes
- sale of govemment bo :
orofit from this investm::t"ihz?%:gg‘:’ve:tto foreign residents (credit items). Any subsequent
outflow (debit items) on the Cument accognzibroad will be recorded as an investment income
- purchase of government bonds '
profit from this investment that

and shares in other countries (debit items). Any subsequent
inflow (credit items) on the cy

nflows from abroad will be recorded as an investment income
rrent account. .
c. Other financial flows:

These consist primarily of vario

the rest of the world. J us types of short term monetary movement between the country and

- Deposits by overseas residents in banks in

o s N our coun [
credit items, since they represent an inflow of try and loans received from abroad are

money.

overseas Deposits by local residents in bank i i
o X s of another country and loans given or paid back
to abroad are debit items, since they represent an outflow of mongl. ’ P

Short-term monetary flows also known as hot money flows are common between international

financial centers to take advantage of differences in countries interest rates and changes in
exchange rates.

d. Reserve assets:
These are made up of the government's holdings of:
- gold
- foreign exchange reserves
— Special Drawing Rights in the IMF

Reserves are kept to settle international debts and to influence the value of the foreign exchange
rate.

- Drawing on reserves represents a credit item in the balance of payments accounts. money
drawn from the reserves represents an inflow to the balance of payments (although an outflow
from the reserves account). The reserves can thus be used to support a deficit elsewhere in the
balance of payments.

— if there is a surplus elsewhere in the balance of payments, The Bank of England can use it to
build up the reserves. Building up the reserves counts a debit item in the balance of payments,
since it represents an outflow from it (to the reserves).

payments should exactly balance: credits should equal debits. O"\' 00

. N=
When the statistics are compiled, however, @ number of errors are likely to occur. As a regwft’ there will not
be a balance. To ‘correct; for this, a net error and omissions item is included in ounts. This
ensures that there will be an exact balance. The main reasons for the errors ar ¢ statistics are
obtained from a number of sources, and there are often delays before iigm @re recorded and
sometimes omissions too. ‘Q’(\ <§Q

Q'

A deficit on the current account of the balance of payments should b ?ﬁed by a surplus of equal

difficult to keep an accurate record. Some mistakes are likely to be nd some transactions may not

i . tint deficits experienced by some
be included. It is interesting to note that the value of curmrent s .
counviegeghod}d'sbe'"t?natchfd by the value of the current nt surpluses experienced by other

countries but again, due to mistakes and items being left out, this i3 not the case.

value on the capital and financial accounts. In practice, however, with?o ghly transactions involved, it is
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| and o ions ﬁgufe (also sometimes called the b
_a net ermors 8 figure, it means that the current 1[‘222.

To compensate for this, @ SOt
included ' ' t errors and OmMissioNs
accourt, %U:gu?lea:: me!l errors and omissions equal zero. unt

ity information is likely to

Over time, more and better qua! _
figure usually declines.

errors and OMISSIONS
quilibrium

Balance of payment dise
istinguish between equilibrium and disequilibrium in the balance of payments

ng ltem)

become available and so the size o
the

It is necessary to d

BOP Equilibrium
ageable deficits are cancelled out by modest s,

Here, equilibnum refers to a situation where man ' _
€q nder such circumstances there is nO particular tendency for the exchan ge

over a period of time. U un
change. Therefore, on short-term basis it does no

good.
Some situations of equilibrium mig

rplUS(-‘,As
t necessarily mean that a deficit is bad and 3 Sur;r) E'ilt)e to
Sis

ht be:

counter balanced by a financial account surplus.
ed, but matched by @ deficit on the financial account.

Where a current account deficit is

a current account surplus is record
- one year's deficit is balanced by preceding year's surplus
It is difficult to put 2 period of time on th ing is not to look at the balance of payments of

is — the crucial thi
an economy on a one-year only basis.

BOP Disequilibrium
ccurs when, over a particular period of time, a country is recording persistent deficits or
nce, it has to be recognized that the exchange rate is

surpluses in its balance of payments. As @ conseque
either overvalued or undervalued on the foreign exchange market. In such situations, particularly in the
case of a deficit, corrective action is required in order to prevent the economy draining its foreign currency

reserves or ending hopelessly in debt.

uilibrium in the balance of payments can arise where:
account, capital account and the financial account are in

Disequilibrium o

Diseq
— all accounts, i.e., current

surplus persistently.
_  where current account surplus is unable to offset the persist

and there is overall deficit persisting.
verall balance of payments

_ there is a large surplus on the current account, generating an 0
surplus persistently. A pertinent example of an economy in this situation for many years 2?3,'3;!3\@”
OO

the case of Japan.
QO
O'\,\

Causes of balance of payment disequilibrium O
44 d

When economists discuss balance of payments deficits and surpluses they are Qgéaﬁﬁg deficits "
surpluses on one or other of the accounts within the balance of payments. Mos&;o‘ is usually plac®

SO
N

on a deficit on the current account of the balance of payments. \
e’

deficit or

ent deficit on the financial account.

Causes of a current account deficit N
\
© &

These include: 3
1. A growing domestic economy: b (‘}b

- When firms are increasing their out a i
r ' put, they may bu ﬁi:l'aw materials
from abroad causing an increase in import egpengliture)f%

and capitd! goo®®
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dJomestic market. sult of exports being diverted from the foreign to the

] of a current account deficit i i
This cause Cit is not likely to be consi
sidered to be a problem. This is be
_ cause

: ikely to be short-term and
|t is alsO like \ nd to be self-correcti
._1c and capital good ing. As the country's ;
mat:::':nﬁ ot hoge_ T%erefsortg 2;0%l:tce more products, they are nkgy tﬁ'l'iu”rieo?ée;i&pﬁ?édr!&”;
abr , export revenue may rise to match the higher import expenditure.

ini conomic activity i i
D?c:rri‘;:geerecessions Ot“glow:jr;) vtrad!ng partners: If the countries that buy this country's imports
exp ns in economic growth, their import expendit f '
. cowily. : penditure may all or rise

Cycgz;'(:‘liﬁzl;;n/; Zl:rtrﬁgteaCZ%OUﬂ_t deficit that arises from either change in the economic cycle of the
dor ot usually considered t Obmles of trading partners is sometimes referred to as a cyclical deficit.
Itis : o be a problem as, noted above, it will be relatively short-term and is
likely to be self-correcting. )

" strugtural problems: A current account deficit that lasts over the long run is more of a concermn
This is because it indicates that domestic firms are not internationally competitive and that thé
country may have to borrow to finance the surplus spending. There are a number of causes of a lack

of internatlonal competitiveness. These include:
an overvalued exchange rate
_  arelatively high inflation rate
_ low labor and capital productivity
A structural deficit is a cause of concern as it will not be self-correcting.

The economy has a high tendency to import goods. If citizens like to purchase imported cars,
clothing, footwear, food, drink, electrical goods and so on, even though all of these items can be
produced within the country with the view that "imported are best". Consequently, substantial deficits
will be recorded annually on the trading account. A high tendency to import is a cause of concern as

it will not be self-correcting.

5. Developing countries have very limited domestic production and have to rely on imported goods

for much of their consumer demand.

ng economies often rely heavily for their export revenue on
ets. The terms of trade are often unfavorable, meaning that
t volume of goods for the same export revenue. It is therefore

6. As far as exports aré concerned, developi
sales on primary products on world

they have to continually export a great . .

easy to see why many have trade deficits on their trading accounts. 0<\/\Q
| O

A financial account deficit 0\'\,.\00

A financial account deficit is not necessarily a problem: Q\(/,\,'\

| . R4
— it will give rise to an inflow of profits, interest and leld.ends in future Y&&JS4 o .
- ltmay also be short-term, resulting from hot money flowing out of the cow (@) search of higher
interest rates and in expectation that other currencies may rise in valucz*@, 0@
ults from a long-term lack wiidence in the country’s

. . 4 -~ .
¢ i rn might result in a capita fT?rg ;\\"?orelgn owners of firms and
s g indeed, sueh 2 v qu%ntities. This moV. s of firms and funds out of the
gnt

shares in the country ma sell these in large X . .
country reduces tax ryevenYJe and employment and may result in the,cuntry molvmtg into a“re.:cess::%r:ﬁT‘r;i
determinants of the level of confidence are very difficult to P&%m in simp'e erms. o |sf3 P

phenomenon related to the macroeconomic variables, often set within a political context. Conf ence may

It is more of a concern, however, if it res
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a
Unit & "2 of p,

by one particular event; again often a political rather than ap €Conop,
i

also be severel affected
) ign investors.

and this may well deter fore
ficit and a current acco N
unt de unt g rpl

Consequences of a current acco
. ssarily bad, nor is a balance of payments syrpy,
A balance of payments deficit is not nece y plus e,

good. Both simply happen.

ces of current account deficit:
e size, cause, and duration of the deficit or surplus,

Sarg

Consequen

The effects would depend upon th

Current account deficit is a problem:

, . : - inflow of overseas invest :

— if the deficit is not covered b investment income or an I vestment, it y;

;o be ﬁ?\anced by drawing Zm reserves or borrpwmg. Reserv-es are r30t |{1ﬁn|te and jt r;?;\]ave
difficult to find willing lenders. In addition, borrowing and attracting foreign investment ;|
involve an outflow of interest, profits and dividends in the future, thereby Weakening

investment income account. ) thoriti ‘
_ A deficit will reduce the money supply if the monetary auinofies or another section of py,

balance of payments does not offsetit.
—  An increase in a current account deficit may also reduce aggregate demand, which may ,,,
down economic growth and may cause unemployment.

A deficit would become a major problem for a country:

- ifitis as large as the whole balance of payments in deficit
- when deficit persists for many years.

— when imports are mainly consumer goods

— i it constitutes a large percentage of GDP.

Current account deficit is not a problem:

— A current account deficit allows the residents of a country to consume more products than the
country produces. This is sometimes referred to as a country living beyond its means.

if deficit is caused by imports of capital equipment in the process of development, it may
contribute in economic growth of country.

short-term deficit can be covered by the surplus of capital and financial account.

- Strong foreign reserves may be able to tackle a temporary deficit.

- if it constitutes a small percentage of GDP.
— A deficit would reduce money supply in the economy, which would reduce inflati%garv
0

pressures. Also when (X—M) { »AD { - D-pull inflation { 0{‘/\
v PRTE] N '\ @
Hence, if current account deficit is small in magnitude, takes a small proportion of GDP, prevgil‘s;\%(l\y foré

short period of time or caused by imports of capital goods may not be as harmful to an eqiemy.s° itmay

be perceived. O Q/r\
M0
Consequences of current account surplus: @Q @0

It might not be immediately obvious that a W re.nume®
reasons why it might. SUpliS presants problems.\@@%{ver. there 2
§\
@

1. Exchange rate appreciation
b O which lead

A surplus can lead to undesirable domesti 4
C consequences. T ‘hot' money is
to an over valuation of the currency, which in turn decreh % $c@osm a;;tgt?tci:\t/e?lgss of exports Th
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e is sometimes known as the 'D . . .
tsrzlet1 (ejelfpwitaﬁo" of North Sea gas. utch disease’ after the experience of the Netherlands following

Retaliation

one economy is In surplus, others must be in deficit. A persistent surplus may, therefore, embarrass

ne's trading partnert§ gt_nd force them to place restrictions on imports which are io the detri'ment of the
world trade. The ac(;v; ies of a country’s trading partners in getting rid of their deficits may well
gecrease the demand for the surplus country's exports, thus ‘feeding back’ the effect of a deficit to the
surplus country.

3, Inflationary consequences

A surplus increases the money supply unless exchange rates are freely floating. The high level of
demand, combined with additions to the money supply, may generate inflationary pressure.

4. Depression of domestic living standards :

A country running a considerable balance of payments surplus is, in fact, keeping down the standard of
living of its citizens. This is because reserves of foreign currency built up by the surplus could be turned
into goods and services for the population without any cost in resources to the economy.

The significance of the size of a current account deficit or surplus can be assessed more effectively by
considering it as a percentage of the country’s gross domestic product (output) than in monetary terms.
For example, the USA in 2013 had a current account deficit of US$400 billion whereas South Africa’s
deficit was only US$22 billion. South Africa’s deficit, however, might have been more of a concern as it
accounted for 6.5% of the country’s GDP whereas the USA's deficit accounted for only 2.5% of its GDP.
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Unit 5

PAST PAPER QUESTIONS

Topic: Balance of Payments Accounts

2011/P21/Q4/a .
!(E‘;:l:; how the different inZemational ransactions of a country are recorded in its balance of payments aoOoJms,[e]
Hune 2007/p2/a4) or another economy you have studied. g

(a) Outline the current account position of your country
(b) Discuss its ability to improve its performance on the current account. (12

(June 1996/a) _ . . _
Explain how a country’s balance of payments is organized to account for all its international transactions, g

Topic: Causes of Balance of Payments Disequilibrium

(June 2014/P23/Q4/a) ) -
Explain the factors that might cause an economy to experience a current account deficit. (8]

(Nov 2012/P23/Q4/a) ' .
Explain how an economy may face a deficit in its trade in goods yet have a surplus on its current account of the

balance of payments. (€]
(June 2008/P2/Q4/a)
Explain what is meant by a current account deficit. (€]

(June 1995/a)
Discuss what causes a current account deficit in the balance of payments. . ‘ [10]

(June 1991)
Is a developing country more likely to have a deficit on the current account of its balance of payments than &

developed country? (12
(Nov 2006) (b)

Discuss whether a country experiencing inflation will always have a balance of payments problem? (12]
(Nov 1990)

What are the likely effects of inflation on the balance of payments of your country? [10]

Topic: Effects of Balance of Payments Disequilibrium

(Nov 2010/P23/Q4/b)

Discuss whether a balance of payments current account deficit necessarily indicates a weak economy. [12]
(June 2010/P21) L
Discuss whether a current account deficit is always a serious economic problem for a country. & (2

N/
(June 2005/b) - ,'\0,@\ |
A country has a defect on the current account of its balance of payments. Discuss whether this g¥e§essar‘.<
harmful to the country. 24N
O
0.0
{:.,, O
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Unit 6

on in a Macro-economy

Government Interventi

The aims of macroeconomic policy
The main govemnment macroeconomic policy aims are:
- full empioyment
—~ low and stable inflation
- batance of payments equilibrium
- steady and sustained economic growth
- avoidance of exchange rate fluctuations
- sustainable economic development.

No single aim is absolutely superior to other and at any on . o
objective. For example, if the inflation rate is at 20% and rising, a government may decide to concentratg

on achieving price stability.

Macroeconomic Policies:

is macroeconomic policy. In examining

Any attempt to achieve macroeconomic objectives
equilibrium and progress are important,

macroeconomic policy measures, the key concepts of efficiency,
Types of macroeconomic policies:

- Fiscal policy
-~ Monetary policy
- Supply side policies

1. Fiscal policy

Fiscal policy is the use of taxation (T) and government spending (G) to manage aggregate demand in
order to achieve the government’s macroeconomic aims.

Types of Fiscal Policy
Changes in government spending maybe the result of:
~ changes in economic activity (automatic stabilizers).
- changes in government policy (discretionary fiscal policy)

Automatic Stabilizers/Non-Discretionary:- .

a.
s are forms of government welfare spending and taxation that change, without any

Automatic stabilizer:

deliberate government action, to offset fluctuations in GDP. %
Two factors act as automatic stabilizers: ] OQS\Q
- Government spending on unemployment benefits \,‘0
- Progressive tax system . 00'\'\
N

Budget s an annual statement in which the government outlines plans for its spendi&@%gbx revenue.
©

7,

Governm =1-
ent Budget Balance =T-G  -X ‘Q

Budget Surplus | Budget Deficit | Balanced Budget i
i

T>G T<G
T-G>0 T-G <0
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pudget s anses when tax |

A curs ﬁgnrpgbovemment spendingre::g:d:xta S government spending. In contrast, a budget deficit
ing matches tax revenue. X revenue and a balanced budget is when government

, nts seek t i

Mos‘fg,ov :(m ::come a bﬁd‘;‘;';'z‘;%‘?:‘;nced. budget over time. In the short term, a government may

aim 'due to automatic stabilizers is knere IS a low level of economic activity. A budget deficit that

° Med: about this as it will move to Own as a cyclical deficit. A government is unlikely to be
o be concemed about:a stry wards a balgnce as economic activity increases. A government will,

”"uﬁv sp'ending relative o its tax reve:l::rﬁl ft’;ﬁclt This arises when a government is committed to too

m d . - In tnis case, the deficit wi . . '

In practice, a budget deficit may contain both eyl e deficit will not disappear when GDP increases

. cal and structural elements.
The automatic stabilization process

s postt::t;l;epr:m srkr)\;):om out fluctuations in disposable income to keep the business cycle close to its
- Stimulating AD during recessions
- Dampening AD during expansions

puring a recession in business cycle:
- ADl — Yl— Per capita income |

- Those who were initially on the bottom of first tax exemption bracket — will move into tax
exempted bracket— Tax revenue |—Budget deficit 1 — AD 1 — recessionary pressure |-
automatically prevent from deepening of recession
Those who were on bottom of higher tax bracket— will be creep into lower tax bracket — will
pay less tax— Tax revenue |—Budget deficit 1 — AD 1 — recessionary pressure |—
automatically prevent from deepening of recession
AD| — GDP|— Production|— No. of Unemployedt— government to spend on unemployment
benefits 1— Government welfare spending (G)t —Budget deficit 1 — ADT — recessionary
pressure |— automatically prevent from deepening of recession
During recovery or growth in business cycle:
- ADT — Y1— Per capita Income 1

—  Those who were initially on the top of tax exemption bracket — will be dragged into tax bracket
— fiscal drag — Tax revenue t—Budget surplus t+ — AD | — Inflationary pressure | —
Automatically prevented overheating
- Those who were on top of lower tax bracket— will be creep into higher tax bracket — will pay
more tax — Tax revenue 1—Budget surplus 1 — AD | — Inflationary pressure |— Automatically
prevented overheating
- ADt — GDPt1— Productionf — No. of Unemployed| — government to spend less on
unemployment benefits —Government welfare spending (G)} —Budget surplus 1 — AD| —
Inflationary pressure |— Automatically prevented overheating
Figures below shows how tax revenue and government expenditure change automatically as GDP
changes.

' Real GDP U
'(g ? A <\’\0

i
o,
/

Budget surplus G; omatic stablizers
cycle without

Budget stablizers

deficit

—

LT : LA
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' il ically expand fiscal policy during recessions and Conteas 4
Automatic stabilizers—programs that automatically exp. oy 1t 1 8 e s) fotures of o ontact

1uring booms—are one form of countercyclical fiscal policy. ’ ‘
wmg and taxation that smooth fluctuations in disposable income, and hence consumption, csey fhe

business cycle.

it possib solely on automatic stabilizers? ’
At Siviizers W od of time to recover the economy from infiatioy, .,

Automatic stabilizers will take very long peri :
unemployment, therefore discretionary policies are inevitable for short-run solutions,

b. Discretionary fiscal policy ,
Deliberate changes in govemment spending and taxation can be referred to as discretionary fisca poficy,

Discretionary fiscal policy can be:
- Expansionary or reflationary fiscal policy
- Contractionary or defiationary fiscal policy

1. Expansionary or Reflationary Fiscal Policy

Price Level
A

o Y, Y, Real GDP

Govemnment increas_&s Goverpment _spenc_iing (G) on goods and services and reduces Direct Taxes (T) |
when economy falls in recession. This policy is known as expansionary or reflationary fiscal policy.
1(_;1—‘L»ADTY:GDP1—>unemployment {— Economic growth 1
ax: — Ydt —» CT —-AD 1— GDPt— unemployment |, Economic growth +
kngomeq govemment spending and reduction in direct taxes will shift the AD n’ghtwardgto AD1lfrom 1
causing general price level to rise but unemployment to fall as national income from Yo to Y;.

2. Contractionary or Deflationary fiscal policy

Price Level
'S
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Policy instrument

G| —AD|—inflationary

' pressure | certain projects cannot be

th basic infrastructure such as
d the expressways,
economic growth

wages to maintain their disposable
ni

the building of hospi
A . ospitals, schools a
"~ Income tax rates 1 |- InCrease unemployment and g| "
Taxpayer threshold |, Tax | - workers may seek higher e
gésel ;DT?:T i:ﬂa\t(j(cj) #\ a?y i(r;icome — cost-push inflatio
[ -~ sincentive effects —, S
= ome workers may | —
| pressure | AS|— cost-push inflationq ylcave fhe faborforce

if they raise income taxes hi i
[ . igher than those operating in rival
countries, some of their skilled workers may emigraﬁe—» Agl

"~ tarifft—Imports | — ~ Imposing 3 . :
expenditure switching to option, g tariffs against fellow members of a trade bloc is not an
local  substitutes - i : . . :
imported goods of Imposing or Increasing tariffs against other countries involves two

risks. One is that it may provoke retaliation

tariffs may reduce the pressure on domestic firms to become more
efficient and therefore increase inefficiency.

FlSC_gl policy measures may alter a country’s current account
position in the short term but are unlikely to be a long-term solution.
This is because once the policy measures are stopped, households
and firms are likely to go back to spending the same amount on
imports relative to the amount of export revenue earned.

Other Limitations of fiscal policy:

1. Fiscal policy is too slow to operate, i.e., time lags.

2. Fiscal policy is based on GDP and CPI data which is not reliable.

3. Fiscal policy is usually based on political aims rather than economic aims especially in less
developed countries.

4. Less effective in floating exchange rate system.

5.

Government policy measures may also be influenced by powerful pressure groups and there is the
possibility of government corruption. _ _ .

6. Events and policies abroad that affect a nation’s net exports also affect its economy. National
economies are vulnerable to unforeseen international aggregate.demand shocks that can alte_r
domestic GDP and make current domestic fiscal policy inappropriate, e.g., nine eleven or credit
crunch.

2. Monetary policy

, _ R,
Monetary policy refers to any policy measures or instruments to influence the price or quantity o nmo(féy‘
; _ K
The three instruments of monetary policy are: % QQ

i country. It includes a’s 'a'Rd banks
- Money supply (Ms) is the total amount of money In a ry. 35:51?\'
lending. . i the reward for saving QO
= Interest rate (ir) .is e pncteercr)lfalloovr:ra(l)xngfrrc]icc)arr\:éls?izdcurrency. Exchan e&crgte@n‘easures include
- xchange tra:jte 'zot:se oenxwhat type of exchange rate system to OR ratecand, in the case of a
ggs;l:;g?degnd ?‘.?(Ie d exchange rate, at what rate to set the exchange{a(\%&

3
try or area. Monetary
‘ d by the central ban E}tﬁe coun
, re usually implemente Il e oy e money
M(‘:'netalr%’( p?lllcy lmeal\iscuresseaeks to influence aggregate demand'. Eb()é¢ﬁsdﬁ$riz fes fo change e T
Dol ingtude hose the influence lending by commerc{?~ RKS.

supply include those that seek to in Qﬁx

a major cause of changes in the money supply.
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1. Expansionary or Reflationary monetary Policy:

Expansionary or reflationary monetary policy Is used to achieve :

~ Low unemployment

- Economic growth
- Reduction in financial account surplus or current account deficit of balance of payments

- to change rate
prevent exchange rate appreciation or to devaluate exchange —
Price Level
SRAS

o) FONSRE— N—
Po osannarsnsaisissasasassesssansantos

AD,
0 Y, Y, RealGDP

In this case, this may be achieved by:

- anincrease in the money supply — C1— AD?
- acutin the interest rate— |,C1— AD?

— a reduction in the foreign exchange rate— Px
2. Contractionary or Deflationary monetary policy

Contractionary or deflationary monetary policy is used to achieve :

- Low inflation _
Reduction in financial account deficit or current account surplus in balance of payments

to prevent exchange rate depreciation or to revaluate the exchange rate

—Xt, Put—M|— (X—M — AD

Price Level
[ SRAS
Po [rovevsansorsnssentassem
P‘ ....................
\ AD,
AD, I\
Y, Y, RealGDP

Policy instrument Effectiveness Sk
= —
- In practice, it can be difficult to control the mo qpply. This IS

w3
:ﬁo:e: e:lr.;a;; E‘.Ctﬁg partly because commercial banks have a strongy,i o@)ti\_le to trﬁtrta?l
AD| increase their lending and may seek to get ropild gdy limits a ce ol
bank seeks to impose on the growth of thejggleqgtig. Trying to con
certain forms of money may lead to new fgrgs gtmoney bein used.

: ot
2. Interest rate (ir)f: - There is a time lag between changing Jgi¥esSt rates and the.fltJS" ehf;eve l)
being transmitted to the macroec " Some economis

. te

- ;°St °fi o estimated that it can take as ~18 months for mtereS}nFa |
:"g;'l:sm; lcars 3 changes to have their full impact.§ his\is, however, less time than f
(dur 9., case of some fiscal policy measures.
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—»AD}—Demand-pull
inflation] _

_ cost of borrowing
t—1]—AD|—Deman
d-pull inflation}

_ §1—C|—AD|—Dem
and-pull inflation}

_ |f domestic ir > ir

abroad — hot money

inflows? and outflows
|—Demand for
currency 1 and supply
t—exchange rate
appreciation —
exports expensive
and imports cheaper
relatively— Net
exports | if combined
elasticity of demand
for exports and
imports is greater
than one— AD |—

Demand-pull inflation|

Interest rate changes may be a powerful policy measure but they are
also a blunt and uncertain one.

Commercial banks usually do keep their interest rates in line with the
central banks', as it is the rate they will have to pay if they need to
borrow from the central bank. There is, however, no guarantee that
they will always raise their interest rates when the central bank
increases its rate.

households may not reduce their spending if they are optimistic about
the future.

increase the cost of borrowing funds to invest and will increase the
opportunity cost of using profits to invest. If investment falls below
depreciation, the capital stock will decline. The resulting decrease in
aggregate supply can push up the price level.

A rise in the rate of interest may discourage foreign direct investment
as it would raise foreign firms’ costs and the firms may expect demand
to fall in the country.

Countries that are members of an economic union may operate the
same interest rate and the same exchange rate as other members and
the area’'s central bank may make the decisions on these areas of
monetary policy. '

Another constraint may operate in the case of a country operating a
fixed exchange rate. In this case, its central bank may be reluctant to
raise the interest rate as it may put upward pressure on the exchange
rate

3. an increase in the
foreign exchange rate
- Px1—-X|, PM|->M1—
(X—M) |— AD}

A higher interest rate may also have an adverse effect on
unemployment and economic growth, as with a deflationary fiscal
policy measure.

With increasing mobility of financial expenditure, it can be difficult for a
country to operate an interest rate that is significantly different from rival
countries.

lowering the exchange rate will not work if demand for exports and
imports is price inelastic or if the relative quality of the country's
products falls.

will improve balance of current account (X—M) in short run.when
demand for exports and imports is inelastic and therefore contribute to
demand-pull inflation as explained by J-curve effect.

not likely to be an effective long-term solution to balance of payments
problems.

3. Supply-side policy

&

N
All those measures that a government takes to incr_efase aggregate supply in order t@%&e it
macroeconomic objectives are known as supply side policies.

Supply side policy measures have the potential to benefit all of a government's policy §

long term. They can reduce inflationary pressure, raise economic growth, lower une

an exchange rate, reduce a current account deficit and promote development. Q @0
| 4

N
G{Nes in the

nt, stabilize
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of supply side policy measures s, |
rtain. For example, cutting income tax |

however, unce /
e people to work fewer hourg if |

may encourage som ’ ' ’
they are currently content with their earnings.

cuts In Income tax may increase aggregate demand |
before In short run they increase aggregate supply and |
therefore may contribute to inflation. !

) “roduclng wolfare payments —
unemployed more effort Into searching
for a Job

4. Increasing spending on education
and tralning - skills, productivity,
flexibility and mobllity 1 — AS 1~ If
Increases in aggregate supply can keep
pace with higher aggregate demand, a
country can enjoy higher output (higher
real GDP) without experiencing inflation.

Some supply side measures, for example increased |
spending on education, may not be very effective in the
short term as they can take a long time to have an
effect. In the long term, however, they have the potential |
to be very effective. This is because they may directly
tackle the problems causing the country’s products to
lack international competitiveness.

Providing more education and training may not be very
effective if it is not of a high quality or it develops skills
that will not be in demand in the longer term.
increased government spending on education may
increase aggregate demand in short run before ,{h%/f/gi

increase aggregate supply and therefo e\Om,é"/ f

contribute to inflation. A_Kr;@_ﬂ
5. increasing spending on '\ov”\ ‘
infrastructure — firms' transport costs Ne) q,'\' {
| —»AS1 0065 A
6. trade union reform — number of x NS 1
days lost through strikes|, workers' W~ O ‘
flexibility and mobility 1 — AS 1 q\(:@p |

4 O

7. privatization — efficiencyt — AS 1

I
Privatization may not resditinah increase in efficiency it
the privatized industrie %a‘ego e monopolies and do N%"]
take into account ex 1%osts and benefits. |
privatized firms Ve considerable market POYE" |
and become monop®ly may raise their prices.
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'Oerem ay 4 ‘
xncre;‘;-?im and trade union reform may also result in |
24 inefficiency i there is market failure | ’
2 ’ are et failure in the
VOG‘JQ 2nd lator markets, which laws and trade union |
e gower mtially countered. >
- irf;/d:rx', subsides to firms may not always result in
or j
swer prices of domestically produced products. This is !

, dereguiation - Latfurs 1 entry ang
g B0 NSGIFUAS | 5 SE

PRV ddid A 111 p i —

G GHE r.;r.ﬁr. subsidies - firrns cozts terzuse the firms may not pass on the subsidies to |
Lorerstiir 2 s [0, A

A RSN, 3 15 | consumers and the payment of subsidies may make

t’h": Tﬁr/ms complacent There is also the risk that
. subsidies  may provoke retaliation as foreign
. govemments may see them as unfair competition.

Policies to correct current account deficit

[here are two broantased policy 2
’ - st WO ahrtac ey 4 ' . p .
pagments, / 2pproaches that can be used to correct an imbalance in the balance of

1. Expenditure-switching policies:

/«’n ‘:{F;‘:!l’llfi)f!’: switching policy i any action taken by a government that is designed to persuade
domestic households and firms to buy domestically produced goods and services rather than imports. It
would alen incude pohrj‘/ measures designed to persuade foreign households and firms to buy more
erports from the domestic economy.

;l hese ‘policieg are not designed to reduce the total amount of spending in a country but to redirect or
switch’ spending to the country’s products rather than those produced in other countries.

reduction in value of domestic currency (monetary policy)
Protectionism (Fiscal policy and other measures)
supply-side measures

When an economy faces unemployment as well as BOP, deficit, expenditure-dampening policies fail to
rectify both problems simultaneously. Here, expenditure switching policies, e.g., devaluation of exchange

rate, However, there is a risk it may generate inflationary pressure.

a. Roduction in of exchange rate (monetary policy):

Reducing the growth of the money supply, decreasing interest rate and exchange rate may be used as an

expenditure switching measure.
If an economy has a high rate of unemployment and a current acpount deficit, its central bank may zéduce
the interest rate in a bid to put downward pressure on a floa‘tlng exchange .rate or governrpen 3y
intentionally do this by reducing interest rate or purchase of foreign reserves against domesti y in

g more

em. A lower exchange rate may result in the country’s products
fixed exchange rato syst r exports and imports is elastic it will improyeNUient account

internationally competitive. if demand fo ' 0

balance, reduce unemployment and accelerate economic growth. Q \)O'b
— ®

Effoctiveness of exchange rate devaluation: {’\"0'9

1. The Marshal Lerner criterion states that devaluation _wiII impl)rO\tls the ptaég@g'of payments only if the
S icites of demand for exports and imports is greater than gty

2, Tl:)r: 3f(?:1?\s/;te|ﬂﬁshas frequently been observed that measures ta}? & rectify a p_alance of current
account deficit have often led to an immediate deteriO(ation indh r&dﬁ’éyments position followed by a
subsequent recovery. If we plot this on a graph we obtain t%@gg e effect as shown in the figure as
follows. &
Why should this occur?
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Unit &

+ J-curve
Cument
Account
Surplus
*)
0 15 19 !

Months

Deficit
)

v

t also be elastic. The importers must be able t'o cut down production or

3. gaf',sﬂh;‘; ri'r':::l?etrtsto":tl:er countries. This will cut down on the volume of imports of the devaluating

4, %:?;’V,ﬁust be no speculative activities follpwing devaluation. Thgre must b_e no rumors that the
country will devalue their currency further (as in most cases, dc::va_luahon cor,nes In stages in terms of
percentage fall). If this situation arises, then people will adopt ‘wait and see’ and the current account

i improve. _

5. :'V;:er‘:t,::rs’t not be any form of retaliation on the part of the other _tradmg partners. Brunei, in thig
case, must not devalue their currency; otherwise there will be no gains for Singapore. Other tradin
partners must not adopt strict protectionist policies as this will reduce the volume of exports of the
devaluing country. ' ,

6. The inflation rate in the country must also be kept low. Despite the favorable exchange rate, exports
of the country may not be attractive to other if the prices are high. The favorable exchange rate s
offset easily by the high price of the product. Hence, the inflation rate must be kept low at all time.

b. Protectionism (fiscal and other measures)

Protectionism refers to the trade policy which restricts imports (by imposing tariffs, quantitative restrictions
and other devices) and promotes domestic industries in order to give a competitive advantage to
domestic economy of a country.

1. Tariffs: Tariffs are the best known method of protection and are sometimes referred to as customs
duties. Tariffs, also called custom duties, act exactly the same way as a tax by artificially raising the
price of foreign products as they enter the country.  Instant effects of tariffs would be the rise in the
price of imports which will reduce volume of imports, increase in government revenue and an
eventual increase in domestic production.

2. Quotas: Quotas are limits on imports. The limits are usually imposed on the quantity of imng’s"S’dt
are also sometimes imposed on the value of imports that can be purchased each year. O\ <’\

3. Exchange control: Instead of limiting the imports directly, a government may place lg‘i @3 the

:Lmr;:gt of foreign exchange that can be purchased in order to buy imports, travel a t invest

Hs H s \\ Vs o
4. Subsidies: Subsidies may be given to both exporters and to those domestic firm ﬂ%‘kpt\ompete with
§3will

imports. In both cases domestic firms will, in effect, experience a fall in cos encourage
them to increase their output and e Q

lower their price. This m @pture more of the
markets at home and abroad. p ay enable thsr{’@o P

Embargoes: An &)

5 : An embargo is a co : . W trade
- o mplete ba oduct or on

with a particular coy ntry, p n either on the imports of aﬁ\@&ar pr

6. V. . Q | _
O;Lm untary export restraints (VER): A voluntary export restra ?5(\?“ agreement pemeenﬁ?oo
a certain WhereOOd the govemment of the exporting country agree gStrict the volume of its expc;d "
Japan has enlored e o> It may do this to prevent tariffs q@ugiis' being imposed on S o s
cars. "0 & number of VERs with EU memb%ggahd with the USA in the exP
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(st ar:Jn:V:: 'Sm:u?: tive burdens (‘red tape’): Red tape means making import process more
:{;Lrn;q ‘»m‘ﬂvﬂ '{) pr jﬁa& ?o{:,\i mlfﬁi gove;nment may seek to discourage imports by
” ST , orms. It may also set artificially high product or
health standards 1o restnct foreign competition, Such . ah p
» eness of protectionism: petition, measures restrict consumer choice.

/. tant! wll be more effective | : : ‘e nri
.u;uc. s effective in protacting the domestic industry if demand for imports is price
12;:;3: g':e KK;;":if:i:'lt! 1{’\131 }the imposition of a tariff may not make domestic products more price
A T .71 f/ )u' be the case if the price of the import plus the tariff is still below the
1,;’ '«UV P :r if firms zelling the imports absorb the tariff and do not raise their prices.

|{ ;r_’“ t ;”?’;‘:{’:‘M ”wff ictions on, say, Japan, then Japan may retaliate and impose restrictions
on the UK. The ‘lnueaa(;d use of tariffs and ofher restrictions can lead to a trade war, with each
country cutting back on imports from other countries, In the end, everyone loses.

(,(,urnt{n(:f. may not be able to use protectionism measures against members of a trading bloc.
Protectionism may not be effective if domestic firms do not have a capacity to supply enough
for domestic consumption,

¢, Supply side policy

Gupply side policy measures may reduce a current account deficit and a financial account deficit by
m::lfmg'dome:-,tnc products more price compoetitive and by making domestic markets more attractive to
invest in,

1, Deregulation and privatization may
grncmam the competitive pressure on domestic firms to keep costs and prices low
improve quality
make more responsive to changeg in consumer demand.

2, 8poending on education and tralning and increased investment may

A more skilled labor force and better capital equipment may reduce the relative price of
domestic output and ralse Its quality. Both of these effects will be likely to increase domestic

firme' share of the home market and the global market.
A skilful labor force and good quality capital equipment may also attract foreign muitinational
companles to sel up branches In the country in expectation they will be able to produce good

quality products at low cost.
Portfollo Investment may also Increase as the country's economic prospects are likely to

improve as a result of higher aggregate supply.
3, Trade unlon reform may
enable domestic firms to work with more fl

demand.
A resulting fall in Industrial action may, In addition, make multinational companies more M@to
P

invest In the country.
o0

2, Expondlturc-damponlns policles: \\0\:\

0
An expenditure dampening or reducing policy Is any action taken by a governmi?t&%ttgk designed to
)

reduce tho total level of spending in an economy. Such a policy has two effects. @ '
~ Ono Is a reduction in spending, which will mean that there will be fevq,@@grchases of imported

0 ' N )
goods and servicos fket is ‘dampened’. As a

™o
Il find that their dome e
The second Is that domestic producers W _ eﬁ et s e Ase

result, they may try to make up for the decrease in domesyc ' 2 1
abroad. lee oerall offect, therefore, of an expenditure dampg olicy may be a fall in imports

and a rise In exports. Q-q\s‘\ ’
&

exibility and so be more responsive to changes in
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a. Fiscal policy
it a country is expenencing a deficit on the current account of its balance of payments it ma
vanety of fiscal policy measures. To reduce total expenditure, it could: ' Y Use o

- ncome taxt-» disposable income|—s imports as well as domesticall
expenditure Y Produced progyeys

govemment spending|— imports|, pressure on domestic firms to increase their exportsy
b. Monetary policy

_Reducir@ the growth of the money supply may be used as an expenditure dam
interest rate may act as a dampening policy measure, reducing demand

hﬂgﬁonary pressure. It may, however, raise a floating exchange rate that could
for imports

pening measure. A hi h
for imports ang redu%ir:3 r
reverse the fall in demand

Policies to reduce current account surplus:

— free trade
— expansionary fiscal policy
— expansionary monetary policy and exchange rate revaluation

Policies to correct demand-pull inflation

To reduce demand-pull inflation, governments employ
— defiationary fiscal policy
— deflationary monetary policy measures.
— supply-side policies. (To reduce the risk of demand-pull inflation in the longer term, govemnments
use supply side policy measures. Over time aggregate demand tends to increase. If increases in

aggregate supply can keep pace with higher aggregate demand, a country can enjoy higher
output (higher real GDP) without experiencing inflation)

Policies to correct cost-push inflation

— In the short term, a government may instruct its central bank to raise the exchange rate in a bid
to reduce cost- push inflation. Such a measure may reduce raw material and capital costs and is
likely to put pressure on domestic firms to find ways to cut their costs.

- Govermmments may also employ supply side policy measures to correct cost-push inflation. For
example, increased spending on training can raise labor productivity and so reduce labor cos'S
or at least reduce the upward pressure on labor costs. Lower corporation tax may encigg?gz
firms to buy more efficient capital equipment, which can also put downward pressure !gp:p;u:l
rises. A government may decide to provide subsidies to firms facing, for instancexhghep eU;:
costs, so that they do not have to raise their prices. It may also hope that firms may@sgsome =
the subsidies to buy new capital equipment, which may lower prices in the Ionge\t ,\.,'\

¥,

The effectiveness of policies to correct cost-push inflation Jg‘bq’

: rice

-~ Avnse in the exchange rate may not reduce infiation if foreign produce;igi&id@ to keep the P
of their exports unchanged in the country's currency. N down

- The cojr):t?y's firms magy also not respond to the increased comp&(\\@pressure to keeP
their cost and price rises. ) & rs but if theil pay

- Increased spending on training may be successful in raising ills of worke

rises by more than their productivity, costs of production wil e about the future-

Lower corporation tax may not result in more investmegt) are pessimis

|
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_ Therg is also the risk thatlgovernment subsidies may increase aggregate demand, through the
rise in government spendlpg, but may not increase aggregate supply if firms do'not res n(;
positively by using them to increase their efficiency. P

Policies to correct deflation and their effectiveness

A government will not seek to stop good deflation but it will be anxious to correct bad deflation. To
reverse a fa!l In aggregate demand and the price level, governments employ reflationary fiscal ‘and
monetary policy measures. For example, a government may increase its spending, cut tax rates reduce
interest rates and/or increase the money supply. '

A rise in government spending may be more effective than the latter three policy measures. This is
because flrms a_nd.households may be pessimistic during periods of deflation and so may not spend
more even if their disposable incomes rise and it becomes cheaper to borrow.

When interest rates are low it may not be possible to reduce them much further and any cuts may have
little effect. For instance, a 2% interest rate is already low so if firms and households are not borrowing,
it suggests they are concerned about future economic prospects. So if the interest rate is reduced to

1.5%, it is unlikely to stimulate increased borrowing and spending.
Central banks may increase the money supply, increasing the funds commercial banks have available to
lend. The banks, however, may be reluctant to lend because they may think there is an absence of

creditworthy borrowers.

Past Paper Questions

Topic: Types of policies
(June 2017/P22/Q4/a)
Explain the difference between fiscal policy and monetary policy. Show how each can be used to

increase aggregate demand. (8]

(June 2017/P22/Q4/b)
Discuss whether supply side policy is more likely to be successful than fiscal policy when an economy is

faced with inflation. [12]

(June 2017/P21/Q4/b) _
Discuss the use of supply side policy as a means of solving the problem of inflation. Consider whether

this policy is likely to be effective. [12]

(June 2016/P22/Q4/a) _ .
* Using examples, explain the instruments of monetary policy and supply-side policy. [8]
(June 2016/P22/Q4/b) _ . _ _
Discuss the advantages and disadvantages of supply-side policy and consider its effectlvenesgfﬂ n
economy that is facing a labour shortage. !(’\0 Hi12]
A0

Topic: Policies for Correcting a Balance of Current Account Defi'cit

ERE" &
(Jun 2014/P23/Q4/b) g\O i .
Discuss the policies available to a government faced with a current account defi t @QConSIder which
policy has the fewest disadvantages for the consumers in that economy. (s\\,@@)
o

(12]
(June 2013/P23/Q4/b) i '3’5\ g i '
Discuss whether changing the exchange rate or imposing tariffs is the beit \‘géy of reducing a deﬂcnt[ 102r;

t(": current account of the balance of payments. b e
OV 2012/P23/Q4/b o
i h gg%;é%nd a low rate of inflation are likely
&

?iscuss Whether a satisfactory balance of payments, a strong exc
© be achieved at the same time. 1zl
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Unit 6

(Nov 2011/P23/Q3/b)

Discuss whether govemment action is the most likely cause of a current surplus on the balance of paymerts, (12
(Nov 2011/P21/Q3/b)

Discuss the effectiveness of expenditure-switching policies in reducing a current account deficit on the batance of
(June 2011/P21/Q4/b)

Discuss the use of tariffs and quotas as policies to reduce a current account deficit. (12]
(Nov 2010/P23/Q4/a (ii))

Explain :
(i) the difference between expenditure-dampening and expenditure-switching trade policies. [
(June 2008/P2/Q4/b) :‘.
Discuss the effectiveness and desirability of imposing tariffs to correct a cumrent account deficit. (12
(June 2007/P2/Q4/a) ;
Explain the difference between expenditure-switching and expenditure-dampening policies as a means of
correcting a balance of payments disequilibrium. (@

(June 2004/b)
Discuss the circumstances in which reducing the exchange rate and introducing quotas are effective policies to

tackle a trade deficit. [
(June 1998/b)
Discuss the policy options that are available to a government to deal with a balance of trade deficit [12]

(June 1995/b)
Comment on the policies available to a government faced with a current account deficit

[15]

Topic: Policies to correct demand-pull inflation
(June 2017/P23/Q4/b)

(March 2016/P22/Q4/b)
Compare two policies that may be considered to solve the probl
which is likely to be the more effective.

em of demand-pull inflation and evaluate
(12]




