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Short Description

Answers to H2 Economics 2008 GCE a Level Exam...



Description


H2 Economics 2008 GCE A Level Exam Answers Paper 1 CSQ1 (a)



(i) Compare the changes in the price of natural gas and the changes in the price of [2] electricity over the period between 1996 and the 2nd quarter of 2006.



Prices for natural gas fell at a slower rate compared to that for electricity from 1996 to 2000; but rose at a faster rate compared to that for electricity thereafter to 2nd quarter of 2006. (ii) The change in the price of which fuel in that period has had the greatest impact upon the cost of living? Explain your answer. [3] Although electricity comprises a higher weight in the UK Retail Prices Index as seen in Table 2, this proportion has been falling over the period. Coupled with the fact that the rate of increase in price for natural gas outstripping that for all goods and services as seen in Table 1, it is clear that natural gas will have the greatest impact on the cost of living. Moreover, Extract 1 also showed that the steep price increases of natural gas resulted in users switching to electricity. (b)



Explain an economic advantage that SSE might have lost through its decision not to launch a takeover bid in November 2006. [2]



The takeover of rival power company Scottish Power would have allowed SSE to gain more market power through a larger market share. It could also lead to economies of scale in production. Such power would allow the firm to have greater control over prices and as a result lead to higher profits.



(c)



Compare the supply curves of natural gas for the UK in March 2006 and October 2006, and explain any changes that have occurred. [5]



(Extract 1) Report in March 2006 of a loss in gas storage facility imply that the supply of natural gas would fall, shifting the supply curve to the left. (Extract 2) However, between March and October 2006, it could be reasoned that the supply of natural gas to the British market had increased because of the opening of a new pipeline from Norway. This would result in a shift in the supply curve for natural gas to the right. In addition, this new pipeline meant that it is now more responsive for the quantity supplied to react to changes in price. Therefore, it is now more elastic.



(d)



Discuss what might happen to the demand for electricity as a result of the price changes identified in the case study. [8]



Explain factors that affect DD (shift) – income, taste and preference, price of substitute & complement, weather Explain which factors are applicable to the case – price of substitute and weather Identify the price changes for Natural gas (cross elasticity) and Electricity (price elasticity) from the case materials - steep price increase in natural gas (12% in 2004 and 36% in March 2006) - electricity price increased 18.4% Explain rise in DD for electricity - evidence in Extract 1 says residential gas users switching to electricity as a result of steep increase in gas prices - electricity is a substitute for natural gas
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Illustrate how market for electricity changes (DD shift rightwards holding SS constant)  price increase - DD for electricity tend to be inelastic (long term contracts; Extract 2) - SS of electricity also inelastic (leading supplier can control price; Extract 1) Evaluate on extent of shift; ability of infrastructure to facilitate such switch in energy demand Level/Marks L3: 7 - 8 L2: 4 - 6 L1: 1 - 3



(e)



Descriptors Well-balanced answer that demonstrate understanding of elasticity concept with good use of data and evaluation Well explained answer that shows the substitution effect resulting in a rightward shift in DD for electricity as a result of steep increase in price of natural gas, with good use of data and evidence Knowledge of demand factors and able to identify price changes using case materials



Discuss whether the market for fuel in the UK displays economic efficiency or whether it provides an example of a market failure. [10]



Explain economic efficiency: - Allocative efficiency (AE) - Productive efficiency (PE) Explain market failure (case of market power): - under-production resulting in high prices - while PE could be achieved, AE is not met (P > MC) - mis-allocation of resources leads to welfare loss - super-normal profits for firms - market dominated by a few large firms Examine case materials to support market failure: - Evidence in Extract 1 shows British Gas supplies 53% of residential gas market - Extract 3 shows huge rise in profits for SSE - Shortage highlighted in Extract 1 where price of gas in the Netherlands is about 1/3 of that in the UK although pipeline was available and running only half-full - Excess supply highlighted in Extract 2 where there was lack of gas storage facility; and - Low input costs not passed on to consumers due to rigidity in contract for domestic gas consumers While the intention of the British government was to improve efficiency by deregulating the fuel market and creating regulatory bodies, leading to more competition which in theory leads to lower prices and greater consumer choice, case materials proved otherwise. Interests of consumers were not met given the under-utilization of facilities and high market power present in the fuel market. Level/Marks L3: 8 - 10 L2: 4 - 7 L1: 1 - 3



Descriptors Good use of case materials to support views; supported by appropriate theoretical framework Well-explained framework and diagram to illustrate the type of market failure; some data used to support arguments Shows understanding of efficiency concepts and market failure
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CSQ2 a) i) ii)



b)



It appreciated. United States had a deficit on the current account of the balance of payments and that this deficit was becoming larger. Note to students: candidates who fail to use the appropriate economic terms will fail to score. For example, answers that stated that the balance was ‘negative’ or that it was ‘falling’, will fail to score. Since Sept 2005, Yuan started to appreciate. Prior to that, it was on a fixed forex system as evident by the fixed forex rate seen in table 4 from 2000 to 2004. Based on table 3, it is observed that China’s BOT improved between 2004 and 2005. At the same time, the yuan showed an appreciation. This is inline with market forces where excess DD for yuan (due to trade surplus) creates upward pressure on the forex rate of yuan.



c)



However, the appreciation is very marginal. In fact from 2004 to Sep 2006, it rose only by 4.1% whilst figure 1 shows a 150% increase in China’s foreign reserves during this period. This shows significant intervention by China’s central bank to sell the yuan (in the process acquire foreign reserves) in order to keep the yuan undervalued, thus suggesting that China’s govt is a currency manipulator. Dumping occurs when goods are sold in overseas markets at a price below marginal cost. The motive is often to drive domestic competitors out of the market with the aim of establishing monopoly power in the future. To assess whether the low prices of imported goods could be considered as dumping, I would need to consider whether the low prices were a result of low input costs in the exporting economy, which might simply reflect comparative advantage, or whether it was a deliberate policy to sell below marginal cost. This might be with the help of the Chinese government through, for example, subsidised rents and tax exemption. Under such circumstances, dumping was certainly taking place.



d)



Based on extract 5, EU accused China of dumping bras in the EU market. In retaliation EU imposed quotas on textile imports from China. If China is indeed dumping, then action to prevent dumping will be justified as it protects EU consumers in the LR where by dumping had succeeded in increasing Chinese producer power in the EU market. But is China is indeed dumping? Considering that bras is a labour intensive product, and China is labour abundant where low-skilled labour are paid lower wage rates compared to those in EU, then China may actually have the comparative advantage in producing bras. In this case, the protection measures by the EU is not economically justified. Doing so would deny their consumers of consuming cheaper imports which will enhance their welfare. Based on extract 6, India has imposed tariffs on imported whisky causing such whisky to be 5 times the price of local whisky. The aim is to prevent the whisky industry from collapsing (last line of extract 6). The whisky industry in India is probably a traditional industry and the Indian govt sees a need to protect jobs in this industry. However, the SWA is right by saying that such tariffs harm Indian consumers – causing them to pay more and have less choice. Thus, the protection measure by India is not economically justified. But protection might still be justified as long as it is only for the short term to enable the industry to decline gradually rather than letting the industry collapse which will create structural unemployment, given that Indian workers are likely to be occupationally immobile and require time to acquire new skills to work elsewhere. Also, the Indian whisky industry need not necessarily collapse if the tariffs are removed since it could still compete on non-price level.
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[1] [2]



[5]



e)



Yes –  There seems to be a global imbalance in internal trade. Based on table 3, exports are growing slower than imports in USA, in UK and Italy, with the problem being worst in USA while the opposite is the case for China and the 4 Asian Tigers with the exception of India. USA’s rising current account deficit is seen in figure 1 and this is to be contrasted with China’s big rise in foreign reserves. 



Besides casing BOP problems for USA and countries in the EU, rising value of imports which exceed exports will cause rising unemployment in these countries – structural unemployment.







USA blames its trade deficit partly on undervalued yuan. Given this situation, it would indeed be difficult for USA to fully benefit from globalization.







As US and EU firms seeks to cut cost by re-locating plants our off-shore outsource part of their production processes, jobs will be lost in the EU and USA.



No   



The high and rising consumption of M as seen in the table is not just due to unfair trade practices in the global arena, it is also due to loose lending policies in the US. Thus the growing doubt in globalization is not well founded. Also, the data is lacking. We do not know how the countries have performed in trade in services. As US ands EU MNCs invest abroad, they will earn factor income from abroad. Trade is also not a zero sum game. As the Asian economies grow, they’ll be importing more from the West. This explains the rise in exports of goods and services and income receipts in figure 1 for USA.



Conclusion: The growing doubt is not well founded. However, fears of traditional industries declining job losses are real problems but this could be managed with improvement in the countries institutions and appropriate govt policy e.g. in USA – policy to reduce consumer spending, in EU – policy to make lsbour markets more flexible, in India – retrain workers.
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Paper 2 Q1 Developments in modern technology, such as faster broadband internet connections, portable DVD players, iPods and MP3 players, have had major impacts on the demand for and supply of recorded music and associated products. Assess how the markets involved might be affected by these developments. [25] Suggested outline:  Question focuses on 1. shifts of DD and SS and effects on the good’s substitutes and complements. So concept of Exy will be relevant here. 2. developments in modern technology and its effect on entry barriers and hence market structure of the affected industry. 1. Students will have to consider the impact on two markets ie recorded music and associated products rather than to consider them as one  Developments in modern technology implies a rise in SS ( SS shifts right) and hence falling prices of iPods and MP3 players  Impact on recorded music: this will be a complement to the above goods. Hence a fall in prices of iPods, MP3 players will increase the DD for recorded music since they are close complements. The demand for recorded music will rise (DD shifts right) by a large extent. This will lead to a more than proportionate increase in the qty demanded of the recorded music.  Consider the impact on associated products eg. Downloads, PC, hard drive. These will be considered as close complements since they are needed to download music / video / photo files. With faster broadband internet connections, this increases the ease of using iPods and the players and hence a greater need for PC, etc. The implication is that the DD rise (DD shifts right) and hence qty will rise by a more than proportionate amount.  Possible substitutes to iPods, MP3 are video cassette recorders (VCR), CD players, photo albums and CDs. The demand for such products will fall (DD shift left). How close these substitutes are (and hence the extent of the fall in DD) will depend on:  the prices of the latter relative to the former (price benefit) With improvement in modern technology, this means that the relative prices of the newer inventions will fall leading to more consumers preferring iPods/ MP3 players. This could lead to a more than proportionate drop in DD for VCR etc  the extent of convenience / choice the former offered to the consumers (non-price benefit) With faster internet speed, this means that consumers can easily download any audio / video files of their choices. This means that the opportunity cost of downloading a file in terms of time saved will be huge. 2. Implications of developments in modern technology like faster broadband internet connections on entry barriers and market structure: a. iPods and MP3 players will be seen as substitutes to DVD players so that there will be a rise in DD for iPods and MP3 players and fall in DD for DVD players b. Music creators will face lower entry barriers to enter the recorded music industry since they can now record their own music and sell directly to consumers via the internet, hence bypassing the barriers ( eg distribution rights / networks) created by oligopolistic music distributors. This will lead to greater substitutes / choices for consumers as they can buy the downloads directly. c. Market for CDs / DVDs will be more competitive than before since consumers can do an internet search for lower prices d. Retailers for CDs/ DVDs will be adversely affected ( fall in DD for their products) Conclusion: Impact of developments in modern technology on recorded music and associated products will depend on the relationship (whether substitutes or complements ie direction of DD changes)) and their closeness (the extent of DD shift). In addition, with greater competition, the market structure can evolve from one that is oligopolistic in nature to one that veers toward monopolistic competition.
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Note: Diagrams are encouraged for such questions. Ensure there are proper labeling. Eg: instead of “Qty” for the horizontal axis, students should refer to the product as well eg “qty of MP3 players” or “qty of CDs”.



Q2 Firms’ pricing and output decisions depend on barriers to entry and the behavior of competitors [10] (a) Explain why barriers to entry are a key determinant in firms’ pricing decisions. Discuss the extent to which the behavior of firms depends in reality on the actions [15] (b) of their competitors. Approach Part (a) is a rather straightforward question that simply needed a standard application of the content, whereas (b) required the student to assess the appropriateness of theory to real life. To score for this question, students need to bring in AC curves as this will build on the depth of analysis of the question, and enables the discussion to consider the short and long run. (a) Intro Define barriers to entry, dividing into natural and artificial barriers. Give e.g.s. Explain that BTEs will affect what kind of market structure the industry will be in. This will in turn affect their pricing decisions. Body  There is a need to contrast between a market structure with strong barriers to entry versus one with low or no barriers to entry and how they affect prices.  For answers that are very descriptive and only able to show the link between barriers to entry and pricing decisions, it will at most score a Level 2 mark.  To reach Level 3, answers should include diagrams (MC, AC) curves to show how profitmaximising decisions are made within a range of market structures.  Level 3 answers are also able to clearly illustrate the pricing setting behavior of a perfect competitive firm in the short run and go on to explain how due to the lack of entry barriers, that the relative ease of entry and exit of new firms led to a situation of only normal profits in the long run. 



(b)



Weaker answers would simply explain the link between barriers to entry and market structure but were unable to focus on pricing decisions. Intro Students should understand that the behavior of firms largely depends on the type of market structure that they fall under. Explain that there is a range of market structures. Body Explain a variety of market structures: - Monopolistic competition and how there are many close substitutes - Oligopoly and show how its characteristics of rivalry would mean that its behaviour depends on the actions of others. To score Level 3, answers should consider the behavior of Oligopoly versus other types of market structures. Good answers would also consider that firms make decisions not just on price but also on non-price decisions. A more Evaluative essay would: - Focus on the likelihood of these market structures in reality - Consider if firms would actually take into account their competitor’s behavior in the real world.
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Q3 (a) Explain why imperfect information and immobility of factors of production may lead to market failure. (10) Approach to (a): Students should be able to identify that imperfect information and immobility of factors of production are sources of market failure. Answers should integrate these into the theoretical framework of MSB = MSC (socially optimal conditions), to highlight how and why social efficient outcomes are not met. Introduction A brief explanation of how market forces can achieve allocative efficiency Highlight the ‘right’ assumptions for the price mechanism to work well The equilibrium outcome of the ‘perfect’ market would meet the conditions required ie. P=MC However, markets could fail under various situations Eg. imperfect information and factor immobility that gives rise to market power, externalities, ‘missing’ markets. Main -



-



-



Elaborate on how these market failure situations come about & provide examples whenever possible These should then be linked to the theoretical framework where market failure leads to under-production or in some cases no production by the market In the explanation of market failure due to externalities (either positive or negative would be sufficient), students highlight divergence between MSC and MPC (-ve externality) because of rd MEC that comes about due to 3 parties who are affected As a result, there is under-production from society’s perspective This leads to mis-allocation of resources  welfare loss The explanation for market power requires students to identify how imperfect information and factor immobility allow firms to have such power The result is higher price and lower output compared to the socially optimum level (ie. MSB = MSC) For ‘missing markets’ argument, students may use the explanation for Merit Goods such as Education to highlight the under-consumption due to ignorance (linked to imperfect information) The theoretical analysis is similar to the other two above



Conclude Socially optimum outcomes are theoretical They are very difficult to achieve in reality Some forms of intervention by Government can improve the situations of market failure nonetheless
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(b)



Evaluate the policies currently used by the Singapore government to correct these causes of market failure. (15)



Approach to (b): Answers should try to link to Part (a) especially in terms of the examples used to ensure consistency and cohesiveness. Students are required to possess some knowledge of actual policies undertaken by the Singapore government to address these ‘market failures’. Good answers should examine the limitations of the measures used and show some knowledge of government failure as well. Evaluations should look at the effectiveness as well as efficiency. Introduction Link the examples to be used respectively to the causes of market failure Eg. Road congestion resulting in negative externalities due to imperfect information; OR smoking Eg. Telecommunication companies having market power as a result of imperfect information and immobility of factors of production Eg. Tertiary Education being under-consumed as a result of imperfect knowledge of the future benefits; OR healthcare services Policy options can be command-based or market-oriented Main -



-



Evaluate -



Explain the policies used to address road congestion rd Briefly explain 3 party effects arising from road congestion Measures to curb car ownership - Road tax, Certificate of Entitlement (COE) vs Measures to curb road usage - Electronic Road Pricing (ERP), Fuel tax These are attempts to close the ‘wedge’ (welfare loss) between MPC and MSC Some limitations include tax quantum, price/quota of COE, costs of ERP gantries, shifting congestion to arterial roads Explain the policies used to address market power in the telecommunication industry Anti-competition law in place to ensure there is competition in the markets, lowering the barriers and regulations for telecommunications in setting fixed lines, mobile lines and cable television Law requires strong institutions to monitor firms while introduction of competition may lead to wasteful advertising Explain the policies used to address the merit-good issue in tertiary education Government provides incentives for setting up of foreign tertiary institutions with easing of regulation, rebates and recognition of degrees Government provides assistance in the form of direct subsidies to the local universities, study grants, special education loans as well as in the form of scholarships and encourage private institutions to provide scholarships Funding by government taps on tax revenues that may be used for other public projects Theoretical limitations Eg. how much to shift the MPC using taxation; elasticity of Demand affects effective outcomes Command-based measures usually more effective than market-oriented approaches while lacking in terms of efficiency as compared to the latter Possible failure on government’s part in identifying the ‘correct’ source of market failure; accurate in measuring the MEC; having the appropriate information and expertise to effectively and efficiently correct the market failure



Conclude Singapore uses a mixture of command-based as well as market-oriented approaches to solve its wide array of market failure The hybrid of policies used therefore hopes to mitigate the short-comings of these 2 types of approaches
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Q4 Discuss the most appropriate policies that a government could adopt to encourage both actual and potential economic growth. [25] Approach: This question is on macroeconomic policies and only 1 out of the 4/5 macroeconomic objectives. The answer should focus on how each of the macroeconomic policy may or may not encourage economic growth (both actual and potential). The anti-thesis should focus on the limitations of the various policies given the nature of the different economies/countries and not on the conflicts with the other macroeconomic objectives. (Take note that this is not a conflicting objectives essay) A generic or theoretical discussion will not be sufficient to address the phrase “the most appropriate policies” in the question. Although the question does not specify a context, the use of examples will better illustrate and enhance the quality of discussion (L3 and E2 marks involved). Introduction ‐ Define and explain both actual and potential economic growth (may use AD-AS model or PPC) ‐ Explain how actual and potential economic growth may be achieved (increasing the components of AD for actual growth and quality and quantity of resources for potential growth) Body Thesis ‐ Explain how each of the various macroeconomic policies may encourage actual and potential growth. (use examples to illustrate) o Expansionary FP (through reducing direct taxation and increasing G) may increase C, I and G actual growth and possibly potential growth if G is developmental expenditure o Expansionary MP (through increasing money supply or reducing i/r) may increase C, I actual growth and also potential growth in the LR o Devaluation X-M to improve actual growth o Supply side policies (may be command-based or market-based) increase quantity and quality of resources potential growth o Others (possibly trade policies) Anti-thesis ‐ While explaining how the various policies may encourage actual and potential growth, the answer should also address potential limitations of the various policies and also the constraints of the nature of the economy. (use specific limitations to evaluate the policies) o Exp FP (possible crowding out, small k, budget concerns, time lags, small proportion of domestic sector etc) o Exp MP (responsiveness of C and I to i/r changes, liquidity trap, inflationary concerns, small k etc) o Devaluation (elasticity of dd for X and M, retaliation, impact on capital acc, impact of confidence in currency/economic management, useful for small & open economies etc) o Supply-side (long gestation periods, resistance to changes, budget concerns etc) Synthesis / Conclusion ‐ Different economies due to their different nature of the economy and constraints will require a different policy mix to encourage both actual and potential growth ‐ Good answers would have discussed some of these constraints and limitations in the main body and may reiterate and reinforce the case they are making by focusing on at least 2 economies to round up the discussion. Eg. o Singapore – use ERP, FP with supply-side elements but not MP (i/r) (small, open economy, i/r taker, small k etc) o US – use MP, FP and supply-side policies but not ERP due to its impact on the capital acc (big proportion of domestic sector, independent i/r determination, relatively bigger k, current acc deficit, importance of the capital acc and confidence in currency etc)
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Q5 Discuss the relative significance of the multiplier, the price elasticities of demand for imports and exports, and crowding out in influencing policy decisions. [25] Intro - List macro policies and their objectives. - Examine the relative significance of the multiplier , Ex, Em and crowding out by considering their relevance to DD management and SS-side polices and their significance in determining the strength of macro policies. Body (1) Multiplier - Explain the multiplier process – Show how a change in autonomous expenditure will lead to a multiple change in equilibrium Y. - Strength of the multiplier depends on a) size of MPS, MPT, MPM, b) availability of capacity c) any structural bottlenecks. Evaluation: - This concept is relevant when using FP as a DD management to tackle recession, DD-deficient unemployment and DD-full inflation. - Strength of FP depends on the size of the multiplier – it is weak if MPM is high (e.g. small and open economy) and MPS is high (e.g. S’pore). This explains why countries like S’pore do not rely on traditional FP to pump-prime the economy in a recession although it is used. - But strength of FP does not only hinge on the multiplier. In curing a recession, to what extent can a rise in G offset the fall in CD in big economies like US and the fall in X in extremely small and open economies like S’pore? - The concept is of no relevance to SS-side policies that are needed to reduce structural UN and cost push inflation. (2) Price elasticities of demand for exports and imports - Explain why Marshall-Lerner condition (note: it is the sum of Ex and Em that must > 1 rather then both having to >1) must hold in order for exchange policy to reduce trade imbalances. - This condition tends not to hold in the SR, devaluation normally encounters the J curve effect. - It must also hold in order for (X-M) to change in the right direction in order to affect AD when using exchange rate policy as a DD-management tool to tackle recession and DD-pull inflation. Evaluation: - This condition is not sufficient for exchange rate policy to reduce trade imbalances. For the case of devaluation (to reduce trade deficit), there must also be spare capacity. For a small and open economy like S’pore which is dependent on imported inputs, a devaluation will not improve export price competitiveness by much given high import content (made more expensive by a weaker S$) in the exports of manufactures. - Singapore uses exchange rate policy to reduce imported inflation and the effectiveness does not depend on Ex and Em. - In order for a devaluation to effectively reduce recession, a strong multiplier is required. (3) Crowding out effect - Explain how increased in G and/or cuts in taxes will require govt borrowing to finance its budget deficit, driving up i/r, reducing I and C. This weakens the effectiveness of FP as a DD management tool. If this effect is strong, than the govt might consider supplementing FP with MP. Evaluation: - Crowding out does not happen if the govt borrows from Central Bank (this increases Ms). - Crowding out is not applicable to small and open economies which are i/r takers. Conclusion: For small and open economies, the weak multiplier is a more important consideration than the crowding out effect in deciding not to rely on FP and other DD-management tools (like exchange rate policy). For a country like Singapore, although it probably can satisfy the M-L condition, this does not influence its policy decision given that S’pore uses exchange rate policy more for controlling inflation (esp imported inflation) rather than for managing BOP disequilibrium.
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Q6 (a)



Explain the determinants of the pattern of trade between Singapore and the rest of the world (b) Discuss whether the Singapore government should change its policies for managing the balance of payments. Overview Part (a) requires explanation whereas (b) requires evaluation.



[10] [15]



(a) The pattern of trade will be determined by factor endowments and CA, together with demand factors, and policy, both within Singapore and outside. After explaining generically how factor endowments give rise to CA and then how CA should be exploited for maximum gains from trade, the answer should focus on Singapore as a case study. Factor endowments in Singapore have changed over 40 years. In the run up to independence Singapore had a small land area, but it was strategically placed; a relatively large labour force, but relatively unskilled; a modest capital stock. Alongside entrepôt port activity – which made economic sense (explain) policy initially favoured import substitution (1960 to 65) backed by tariffs and quotas. As a result the actual comparative advantage in some labour intensive manufactured goods was manipulated to favour import substitution even by firms with little if any comparative advantage. The inefficiency of this system was revealed starkly at independence. From 1965 onwards the policy has moved towards export production against a changing set of factor endowments. Trade policy can be seen as based on both playing to CA strengths and changing those strengths. Internally labour was upgraded by retraining older workers and equipping new workers with more saleable skills in their schooling and higher education. Infrastructure to improve the port, the airport, land transportation and then telecommunications was embarked upon. Crucially, FDI was encouraged, partly by the provision of complementary infrastructure and labour skills, partly by a tax friendly policy to new foreign investment, and partly by a flexible labour market. This resulted in the PPC not only growing but changing shape. The resulting historical changes, from entrepôt to (lower skilled) labour intensive, to capital intensive and eventually to human capital and technology intensive goods and services being exported, fits well (apart from the early 60's) with theoretical predictions. Similarly, the pattern of imports of foodstuffs, fuel, cars – all of which are quite land intensive, much as they may differ in labour and capital intensity, fits well with Singapore's factor shortcomings. Increasingly we import labour intensive lower added value products as our own labour force focuses on high value added arising from human capital. Your answer should clarify that labour (and capital) is not a homogeneous factor of production, and so the labour input from which we derive CA will depend upon the type of labour used in certain production processes. CA can take us only so far in explaining trade. It has difficulty explaining intra-industry trade unless we take differing brands of products as different goods. On the one hand intra-industry trade associated with entrepôt activity is easy to explain. In such cases we do not import and export identical goods; we import and re-export – what we really export is the services of the PSA! Say so. As for other 'real' intra-industry trade, differences in characteristics and tastes can explain it (in other words, demand as well as supply). We export tourism to Australia and import it from Australia, but the exports and imports are clearly very different, and so are logically determined by exploitation of mutually advantageous trade opportunities. Singapore's pattern of trade can also be examined geographically: not just what we export and import but where we export and import. We will export (and import) largely in accordance with CA, perhaps moderated by transport costs, and might therefore be expected to export chiefly to, and import chiefly from, those countries where CA differs most from ours. This doesn't work perfectly 1) because FTAs influence which markets are most open to us, hence distorting the pattern a little, and 2) demand influences come into play. For example, there may be many African countries whose CA differs from ours dramatically but who are not major customers; this is because they are poor. The market in such countries may be small. Inasmuch as they buy for example high tech consumer electronics, they may indeed buy them from us, but they may simply not buy many in the first place, as a result of their poverty. Meanwhile a country more like Singapore in factor endowments of skilled labour and sophisticated capital, in Western Europe or North America, may be a much more significant (rich) customer.
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(b) Policies for managing the balance of payments could be directed to the current account – via expenditure switching (exchange rates and protectionism) expenditure dampening or raising (FP and MP) or longer term through supply side policies. Policies directed at the capital account could include interest rate policy, taxation policy (related to FDI) and complementary infrastructure and other S-side policies such as employer CPF levels. To manipulate the current account the S'pore government by and large does not use: 1. protectionism (except some domestic service sectors such as banking) Why not? 2. fiscal policy (weak multiplier) 3. aggressively undervalued currency (imported inflation fears) For the capital account (because we have elected to choose exchange rates and free capital movements as our two choices from the Triffin 'trilemma') it does not use 1. interest rates (we are an interest rate taker) 2. capital controls (capital movements left free because we worry about scaring away FDI with controls) So what do we use? Well, mainly supply side policies. We tend to take a long view of the BOP and even in crisis periods such as early 2009 do not react much with exchange rate changes (cuts), preferring instead to encourage foreign (and a few domestic) firms to remain here by offering lower wages (subsidised for the very lowest wages) and better tax breaks. The view is that sudden exchange rate changes (especially cuts) are inflationary and destabilising. Therefore typical exchange rate policy has been one of slow and steady appreciation of the S$ in line with the gradual improvement in performance of the current account. This begs the question – which you must address – of where does the improved current account performance come from and how can policy influence it? Do not suggest that the exchange rate caused the BOP to strengthen. If anything it is the other way round – the BOP allowed the ex rate to strengthen. The underlying policy therefore seems to be: 1. Produce goods and services in line with CA rather than protecting weaker industries and generating productive inefficiency. (Policy goal) 2. Develop CA in areas of higher value added to tap into growing world incomes and to avoid goods (such as those primary products exported by many developing countries) where prices are volatile. (Policy goal) 3. Constantly aim to raise value added to stay ahead of other countries who (like say Vietnam) are in turn building CA in areas where we once had CA. This involves increasing expenditure on human capital and strategic alliances with firms that can make use of such labour, by offering 'supply side support'. (Intermediate goal) 4. Critically you must say what policy instruments need to be used and enhanced to achieve these three goals. Employer's CPF, wage flexibility encouraged by NWC, IPR protection, physical infrastructure improvement, corporate tax regimes, manpower development policies all need to be critiqued. It is very important to show that capital account policies have eventual current account consequences. So it looks like we would not change much: after all we have one of the strongest current accounts in the world. Which raises the question – is this a good idea? We know it cuts into current living standards. We know we are lucky to be small enough not to damage other economies and provoke protectionism, but we also know that the use of the current account by our sovereign wealth funds is a potential source of annoyance to other countries (EU, USA) which suggest that we should tread warily and not assume that bigger and bigger current account surpluses = more success.
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