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Edexcel A2 Economics

5 The balance of payments, exchange rates and international competitiveness

Essay questions

1
(a)
Factors include:

· the increase in the value of the US dollar

· the decline in productivity relative to other countries

· the increase in the rate of inflation relative to other countries

· the decline in non-price competitiveness

· the increase in real unit labour costs

· the increase in regulations



Evaluative points include:

· the relative significance of the factors selected

· the data relates to a change in one year only

· whether or not these are short or long-term factors

· competitiveness might not fall following a rise in exchange rate if exporters cut profit margins
[20]

(b)
Strategies used by businesses could include:

· research and development, resulting in improved designs or new products

· investment in new technology

· investment in capital equipment

· pricing strategies (e.g. limit pricing)

· improved reliability of products

· better customer service



Strategies used by governments could include a range of supply-side policies including:
· privatisation

· education and training

· investment tax relief

· improvements in infrastructure

· cutting unemployment benefits

· removal of regulations, e.g. health and safety, environmental and employment protection

· encouraging immigration



Evaluative points could include:

· the costs to businesses of expenditure on new capital equipment

· the costs to government: difficult to finance policies when the fiscal deficit is rising rapidly

· the time frame: some measures could take a considerable time to have an impact

· increased inequality, e.g. if unemployment benefits are cut

· the danger of increased exploitation of workers and the environment if regulations are relaxed

· these policies could be offset by other factors, e.g. an appreciation of the currency, rising wage costs

[30]
2
Analysis might include:

· a consideration of the key features of a monetary union: a single currency

· the help members receive from other members should they get into difficulties, e.g. loans from the ECB


Other benefits could be considered, such as:

· there are no transactions costs: this might help to attract more FDI

· a monetary union is designed to impose limits on macroeconomic management, e.g. to ensure a low rate of inflation

· price transparency: increase in competition, rightward shift in the AS curve and lower inflationary pressures

· increased trade


Evaluative points could include:

· fiscal and political changes are required as pre-requisites of monetary union

· the inability of a country to allow its currency to depreciate, e.g. Greece, Ireland, Portugal, Spain, in contrast to the UK where the pound has depreciated 25% against other currencies

· the resulting loss of competitiveness and a fall in real GDP and employment

· a ‘one-size-fits-all’ interest rate which is determined by the ECB for all Eurozone countries but which may be inappropriate for a particular member; contrast with the UK where the Bank of England’s MPC can set interest rates to meet the its inflation target

· the costs of economic mismanagement by individual members fall on other Eurozone members, e.g. Greece, Ireland — this presents a moral hazard issue

· the possible loss of control of fiscal policy if there is increased political integration

· a crisis in the Eurozone could lead to closer economic union which the UK could benefit from as a member

· transition costs (allowed as half a point)
[30]
Data response questions

3
(a)
Factors include:

· the WTO is primarily concerned with the promotion of free trade by organising negotiations to reduce trade barriers such as tariffs and quotas

· it is also concerned with enforcing trade rules and settling disputes

· comments on any particular dispute from the text or comments on the current round of trade talks
[5]

(b)
The undervaluation of the Chinese currency implies that:
· the price of Chinese exports is relatively low

· there will be an impact on US inflation

· the price of imports to China is relatively high making Chinese goods more competitive than would be the case if the exchange rate appreciated

· the US current account balance will be worse

· there will be higher unemployment in the USA
· there will be a lower rate of economic growth in the USA
[8]

(c)
Factors include:

· China has a high savings ratio in contrast to the very low savings ratio in the USA

· wage costs are lower in China than in the USA

· the manufacturing base in the USA has decreased previously

· there are differences in the quality of goods



Evaluative points include:

· prioritising the factors

· the trade imbalance may be temporary because, e.g. manufacturing is relocating back to the USA because of increased transport costs, the development of shale gas in the USA

· the savings ratio in China might fall as demand for consumer goods increases
  [10]

(d)
Assessment could include:

· China has a huge current account surplus, therefore there is a danger of increased use of protectionist measures by countries with trade deficits

· as a country dependent on export-led growth, China suffered from a fall in GDP

· there is a danger of inflationary pressure because exports are an injection into the circular flow

· a high trade-in-goods surplus might imply lower living standards for Chinese citizens

· a trade surplus might cause an appreciation in the exchange rate



Evaluative points include:

· WTO rules might prevent protectionism

· China’s GDP growth declined only for a relatively short period of time
· trade imbalances may be offset by imbalances in other parts of the balance of payments accounts

· trade imbalances might imply rising employment in manufacturing industries

· it might be a short-term problem only
[12]

(e)
Draw a diagram to show the effect of a tariff on price and an increase in domestic production, imports decline. 



Discussion points include:

· the effects on consumers, e.g. higher prices

· the effects on producers, e.g. less competition from abroad, a rise in profits

· a fall in economic growth (distortion of comparative advantage), leading to lower real incomes for US consumers

· analysis of the effects on Brazilian producers and workers



Evaluative points include:

· the significance of PED in determining the impact on US consumers and producers and those in other countries producing orange juice

· the significance of PES in determining the impact on the USA 

· the short-run/long-run effects

· retaliation

[15]
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